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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 2849 I March 2, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13387
In

th~

ORDER INSTITUTING ADMINISTRATIVE
AND CEASE-AND-DESIST PROCEEDINGS
PURSUANT TO SECTIONS 203(e), 203(f),
AND 203(k) OF THE INVESTMENT
ADVISERS ACT OF 1940, MAKING
FINDINGS, ANp IMPOSING REMEDIAL
SANCTIONS AND A CEASE-AND-DESIST
ORDER

Matter of
M.A.G. CAPITAL, LLC AND
DAVID F. FIRESTONE

Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 203(e), 203(f), and 203(k) of the Investment Advisers Act of 1940
("Advisers Act") against M.A.G. Capital, LLC and David F. Firestone. ("Respondents").
II.

In anticipation of the institution of these proceedings, Respondents have 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 them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 203(e), 203(f), and 203(k)
of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist Order ("Order"), as set forth below.

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

A.

SUMMARY

This case concerns violations of Section 206(2) of the Advisers Act by M.A.G, Capital,
LLC ("M.A. G."), a registered investment adviser, and its principal, David F. Firestone
("Firestone"). On forty-four separate occasions between May 2003 and September 2006, M.A.G.
took warrants from three hedge funds that it advises (the "Funds") without compensating the Funds
for them. The Funds had purchased the warrants and other securities in PIPEs transactions (private
investment in public equity). As part of these transactions, M.A. G. took, as compensation for
itself, warrants that were being paid for by its clients, the Funds. M.A.G. did not adequately
disclose that the warrants that M.A.G. took were being paid for by the Funds and that M.A.G. was
not compensating the Funds for these warrants. The net value of the warrants retained by M.A. G.
was approximately $18.9 million.
In May 2006, the Los Angeles Regional Office's ("LARO") examination staff examined
M.A.G. and cited various deficiencies, including warrant-taking in PIPEs transactions. The
warrant-taking issue was raised with M.A.G. in the examination staffs May 25, 2006 exit
jn_t~!V'i<;:w and <;tgain in a S~ptembe:r 20, 2006 deficiency letter. Although M.A. G. tried toimprove.
its disclosure of the warrant-taking after the exit interview, M.A. G. continued to take warrants
from the Funds until it received the September 20 deficiency letter and halted the practice.
B.

RESPONDENTS

1.
M.A.G. Capital, LLC, based in Los Angeles, California, has been in
business since 2002, and has been registered with the Commission as an investment adviser since
January 13,2006 (File No. 801-65139). M.A.G. has five employees, and, as ofMarch 31,2008, it
had approximately $33.6 million in assets under management. M.A. G. has no disciplinary history.
2. · David F. Firestone, age 42, lives in Laguna Niguel, California. He is the
president and sole owner of M.A. G. Firestone held NASD Series 7, 63, and 65 licenses, but
allowed them to expire in or around 2003. Firestone has no disciplinary history.
C.

FACTS
1.

Background: M.A.G.'s Operations and the Funds

M.A.G. specializes in short-term investments in privately placed convertible debt and equity
securities, as well as derivative instruments such as warrants and options. It serves fifty-four highnet-worth individuals through two domestic hedge funds, Mercator Momentum Fund, L.P. ("MMF
I") and Mercator Momentum Fund III ("MMF III") (there is no MMF II). In addition, it serves
eighteen institutional clients through an off-shore hedge fund domiciled in the British Virgin
Islands, the Monarch Pointe Fund ("Monarch") (collectively, the "Funds"). As of March 31, 2008,
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MMF I and MMF III had assets of$4.1 million and $3.8 million, respectively, and Monarch had
assets of$25.7 million.

2.

M.A.G. Took Warrants from the Funds

Between May 2003 and September 2006, M.A. G. took warrants from the Funds in fortyfour separate PIPEs transactions that involved investments by one or more of the Funds. In seven
of the forty-four transactions, M.A.G. exercised the warrants for the underlying common stock,
and in three of those seven transactions, M.A.G. sold the underlying stock for total proceeds of
$7,477,292. The number of warrants that M.A.G. took varied with each transaction. As of
December 31, 2006, th~ warrants (including exercised) that MAG had taken represented
approximately 37% ofMMF I's, 28% ofMMF III's, and 19% ofMonarch's respective net asset
values (pre-remediation).
· The PIPEs transactions generally involved the Funds' purchase of bundles, or units, of
convertible preferred securities and warrants. The Funds paid for the warrants as part of the bundle
of securities sold by the issuers in the transactions. Pursuant to subscription agreements between
M.A.G., the Funds, and the PIPEs issuers, M.A.G. took a portion of the warrants in each
transaction. Firestone and other officers ofM.A.G. signed these subscription agreements on behalf
of the Funds. M.A. G. did not compensate the Funds for the warrants that it took.
An example of a typical PIPEs transaction in which M.A.G. took warrants is an August
2004 $5.5 million investment, comprised of a private offering of 55,000 shares of convertible
preferred stock and 330,000 warrants. MMF I paid $1,292,500 to the PIPES issuer and received
12,925 shares and 62,040 warrants. MMF III paid $1,485,000 and received 14,850 shares and
71,280 warrants. Monarch paid $2,722,500 and received 27,225 shares and 130,680 warrants.
· M.A.G. paid nothing and yet received the remaining 66,000 warrants, or 20% of the warrants
issued in the offering.
Beginning in October 2004 and January 2005, respectively, MMF I's and MMF III's PPMs
disclosed that "in connection with financing a Portfolio Company, the Partnership and the General
Partner may receive warrants to purchase common stock of the Portfolio Company." This
disclosure, however, was inadequate because it did not convey the nature ofM.A.G.'s self-interest.
Specifically, M.A. G. did not disclose that the warrants that M.A.G. took were being paid for by the
Funds and that M.A.G. was not compensating the Funds for these warrants. Monarch's PPMs
never disclosed the warrant-taking.

3.

The LARO Exam Staff Puts M.A. G. On Notice
Regarding Warrant-Taking

In January 2006, M.A. G. registered with the Commission as an investment adviser. In
May 2006, the LARO's examination staff conducted a routine examination of M.A. G. and found a
number of deficiencies. The most egregious deficiency was M.A. G.'s warrant-taking and failure to
adequately disclose this activity.
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a.

The May 25, 2006 Exit Interview

On May 25, 2006, the examiners met with Firestone to provide him with a summary
overview of the deficiencies they found during the examination. The examiners told Firestone that,
among other deficiencies, they were concerned about M.A.G.'s warrant-taking in the PIPEs
transactions and lack of adequate disclosure to the Funds' investors.
During and after the interview, Firestone and others at M.A. G. discussed the warrant-taking
issue and how best to address it. M.A. G. tried to address the issue by revising the disclosure
distributed to investors in the MMF I and MMF III funds. M.A. G. sent out a revised PPM in July
2006 to all MMF I and MMF III investors, as well as a cover letter to MMF I and MMF III
investors highlighting the changes. The revised disclosure stated, in bold, that with respect to due
diligence fees, "[t]he amount ofthe due diligence fee may be payable in the form of cash, warrants
to purchase common stock of the Portfolio Company or other securities," and with respect to fees
for possible post-investment activity, that:
[M.A. G.] may receive a fee, typically payable in the form of cash, or warrants to
purchase shares of Portfolio Company stock or other securities, for the possible
provision of the [post-investment] activities described above. Such fee, if any, may
be charged either concurrent with an investment in a Portfolio Company or
_subsequentto such investment, at [M.A.G. 's] discretion. Suchfee,-ifreceived inthe
form of warrants, is designed to incentivize [M.A. G.] to maximize the value of the
underlying stock in the Portfolio Company. The exercise price of warrants typically
will be greater than the fair market value of the underlying stock at the time of receipt
of such warrants.
This revised July 2006 disclosure, however, still failed to alert the Funds that the warrants
that M.A.G. took were being paid for by the Funds and that M.A. G. was not compensating the
Funds for these warrants. M.A. G. did not add warrant disclosure to the Monarch PPM because
Firestone believed that Monarch's investors knew that M.A. G. received warrants.

b.

The September 20, 2006 Deficiency Letter

On September 20, 2006, the examiners sent a deficiency letter to M.A. G. The first concern
raised in the deficiency letter was M.A.G.'s warrant-taking and failure to adequately disclose the
warrant-taking. M.A. G. responded by immediately halting the practice of warrant-taking in PIPEs
transactions. Between the May 25 exit interview and M.A.G.'s receipt of the September 20
deficiency letter, M.A.G. had continued to take warrants in four PIPEs transactions.

D.

LEGAL DISCUSSION
1.

Violations of Section 206(2) of the Advisers Act

Section 206(2) of the Advisers Act makes it unlawful for an investment adviser "to engage
in any transaction, practice, or course of business which operates as a fraud or deceit upon any
4

. client or prospective client." An investment adviser has a fiduciary duty to act in good faith in all
dealings with its clients. See Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11, 17
(1979).
Scienter is not a required element of Section 206(2); negligence suffices for liability. See
Capital Gains Research Bureau, Inc., 375 U.S. at 195; Steadman v. SEC, 603 F.2d 1126, II34
(5th Cir. I979), aff' d, 450 U.S. 9I (I98I ). An investment adviser is accountable for the actions
of its principals. See SEC v. Manor Nursing Ctrs., Inc., 458 F.2d I 082, I 089 n.3, I 096-97 nn.I6I8 (2d Cir. I972) (company's scienter imputed from individuals who control it).

2.

M.A. G.'s Primary Violation

M.A. G. willfully violated Section 206(2) of the Advisers Act by fraudulently taking
warrants from bundles of securities the Funds had purchased in forty-four PIPEs transactions.
Specifically, M.A. G. took, as compensation for itself, warrants that were being paid for by the
Funds. In doing so, M.A.G. breached its fiduciary duty to the Funds. M.A.G.'s eventual
disclosure of the warrant-taking practice in MMF I's and MMF III's PPMs is not a defense to the
violation because M.A. G. never adequately disclosed that the warrants that M.A.G. took were
being paid for by the Funds and that M.A.G. was not compensating the Funds for these warrants.
In addition, M.A. G. never included any disclosure in Monarch's PPMs. Accordingly, M.A. G.
___ _yj()latedSection 206(2) QftheAdvisers Act.
__ .. _____ _

3.

Firestone's Aiding and Abetting and Causing M.A.G's Violation

Firestone, as a person associated with an investment adviser, may be charged as an aider
and abettor under Section 203(e) of the Advisers Act and as a cause of the violation under Section
203(k) of the Advisers Act. Aiding and abetting liability requires a showing that there was a
primary violation; the respondent substantially assisted in the primary violation; and the respondent
had a general awareness, or reckless disregard, of the wrongdoing and of his role in furthering it.
See In re Clarke T. Blizzard and Rudolph Abel, Advisers Act Rei. No. 2253, 2004 SEC LEXIS
I298, at *I6 & n.IO (June 23, 2004). A finding that a respondent willfully aided and abetted
violations of the securities laws necessarily makes that respondent a "cause" of those violations.
Id. at * I6 n.I 0. The willfulness requirement does not require an intent to violate the law but
merely an intent to do the act that constitutes the violation. Wonsover v. SEC, 205 F.3d 408, 413IS (D.C. Cir. 2000).
Firestone willfully aided and abetted and caused M.A.G. 's primary violation of Section
206(2) of the Advisers Act. First, Firestone substantially assisted in the violation by directing that
M.A. G. take the warrants in the PIPEs transactions. Second, Firestone had a general awareness, or
at a minimum a reckless disregard, of the wrongdoing and of his role in it because he instituted the
warrant-taking practice and knew that M.A. G. did not compensate the Funds for the warrants that
it took.
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E.

RESPONDENTS' REMEDIAL EFFORTS

In determining to accept the Offer, the Commission considered remedial acts
promptly undertaken by Respondents and cooperation afforded the Commission staff.
IV.
In view of the foregoing, the Commission deems it appropriate and in the public
interest to impose the sanctions agreed to in Respondents' Offer.
Accordingly, pursuant to Sections 203(e), 203(£), and 203(k) of the Advisers Act, it is
hereby ORDERED that:

A
Respondents cease and desist from committing or causing any violations and any
future violations of Section 206(2) ofthe Advisers Act;
B.

Respondents are censured.

C.
Respondents M.A.G. Capital, LLC and David F. Firestone shall, within 30 days of
the entry of this Order, pay a civil money penalty in the amount of $100,000 and $50,000,
respectively, to the United States Treasury. If timely pa)'!!l~!l! i_~ !!Qt ~~9~'- adcli!i911al im~rest~balL
accrue pursuant 31 tJ.S.C~§ 3-717. Such payment shall be: (A) made by United States postal
money order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies M.A.G.
Capital LLC and David F. Firestone as the Respondents in these proceedings, the file number of
these proceedings, a copy of which cover letter and money order or check shall be sent to Andrew
Petillon, Associate Director, Securities and Exchange Commission, 5670 Wilshire Blvd., 11th
Floor, Los Angeles, CA 90036.

to

By the Commission.

Elizabeth M. Murphy
Secretary

8 : J. Lynn Taylor
.. y Assistant .Secretary
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UNITED STATES OF AMERICA
BEFORE THE
SECURITIES AND EXCH~GE COMMISSION

Securities Act of 1933
Release No. 901 0/March 3, 2009
Securities Exchange Act of 1934
Release No. 59487/March 3, 2009
ORDER REGARDING REVIEW OF FASB ACCOUNTING SUPPORT FEE FOR
2009 UNDER SECTION 109 OF THE SARBANES-OXLEY ACT OF 2002

The Sarbanes-Oxley Act of2002 (the "Act") provides that the Securities and
Exchange Commission (the "Commission") may recognize, as generally accepted for
purposes of the securities laws, any accounting principles established by a standard
setting body that meets certain criteria. Consequently, Section 109 of the Act provides
that all of the budget of such a standard setting body shall be payable from an annual
accounting support fee assessed and collected against-each issuer, as may be necessary or
appropriate to pay for the budget and provide for the expenses of the standard setting
body, and to provide for an independent, stable source of funding, subject to review by
the Commission. Under Section 109(f) of the Act, the amount of fees collected for a
fiscal year shall not exceed the "recoverable budget expenses" of the standard setting ·
body. Section 109(h) amends Section 13(b)(2) of the Securities Exchange Act of 1934 to
require issuers to pay the allocable share of a reasonable annual accounting support fee or
fees, determined in accordance with Section 109 of the Act.
On April25, 2003, the Commission issued a policy statement concluding that the
Financial Accounting Standards Board ("F ASB") and its parent organization, the
Financial Accounting Foundation ("F AF"), satisfied the criteria for an accounting

standard setting body under the Act, and recognizing the FASB's financial accounting
1

and reporting standards as "generally accepted" under Section 108 of the Act. As a
consequence of that recognitipn, the Commission undertook a review of the FASB's
accounting support fee for calendar year 2009. In connection with its review, the
Commission also reviewed the budget for the FAF and the FASB for calendar year 2009.
Section 109 of the Act also provides that the standard setting body can have
additional sources of revenue for its activities, such as earnings from sales of
publications, provided that each additional source ofrevenue shall not jeopardize, in the
judgment of the Commission, the actual or perceived independence of the standard setter.
In this regard, the Commission also considered the interrelation of the operating budgets
of the F AF, the F ASB and the Governmental Accounting Standards Board ("GASB"), the
FASB 's sister organization, which sets accounting standards used by state and local
governmental entities. The Commission has been advised by the F AF that neither the
FAF, the FASB nor the GASB accept contributions from the accounting profession.
After its review, the Commission determined that the 2009 annual accounting
support fee for the FASB is consistent with Section 109 ofthe Act. Accordingly,
IT IS ORDERED, pursuant to Section 109 of the Act, that the F ASB may act in
accordance with this determination of the Commission.

By the Commission.

t.,... .... , .

~

Elizabeth M. Murphy
Secretary ·

1

Financial Reporting Release No. 70.
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59508 I March 4, 2009

Omnibus Order Directing the Appointment of Tax Administrator in
Administrative Proceedings that Establish Distribution Funds
The Commission's orders in administrative proceedings may lead to the
payment of disgorgement and/or penalties for distribution. Such distribution funds
may create qualified settlement funds ("QSFs") under Treasury Regulation Section
1.468B-l(c) and have a variety oftax-related obligations. The Division of
Enforcement ("Division") has evaluated the proposals received from potential tax
administrators for the QSFs and, of those proposals, has determined that Damasco &
Associates LLP ("Damasco"), a certified public accounting firm located in Half
Moon Bay, California, is best suited to act as tax administrator for the QSFs for
calendar years 2009 and 20 I 0 in such administrative proceedings.
Accordingly,
IT IS ORDERED that:
A.

B.

Pursuant to the Commission's Rules on Fair Fund and Disgorgement
Plans ( 17 CFR §§ 201.110 I, et seq.), Damasco is appointed as the tax
administrator (the "Tax Administrator") when requested by staff in
calendar years 2009 and 2010 in those administrative proceedings where
distribution funds have been established. Damasco will have the limited
authority and power to: (1) act as the administrator for tax purposes for
each QSF; (2) prepare, sign, and file the necessary tax returns and taxrelated documents for the QSFs; (3) make the tax payments on behalf of
'the QSFs; (4) obtain the necessary tax-related documents and identifiers,
such as an employer identification number, on behalf of the QSFs; (5)
perform other tax-related and reporting duties on behalf of the QSFs as
required by Department of the Treasury regulations relating to QSF
administrators; and (6) communicate on behalf of the QSFs on matters set
forth in this paragraph.
The Tax Administrator will, from time to time, have custody or control of
monies transferred to the Tax Administrator to make tax payments.
Therefore, the Tax Administrator, before taking possession of those

0

monies, will obtain through insurance and through a bond, pursuant to
the 2009-2010 Letter Agreement executed between the Commission
and the Tax Administrator, coverage against misappropriation
(including, but not limited to, negligence) of monies by the Tax
Administrator.
C.

The Tax Administrator shall submit, at least 30 days prior to any date on
which a tax payment is required on behalf of any QSF or as soon as is
practicable, documentation showing the amount necessary to satisfy the tax
liability of each QSF as well as all other documents supporting such
amount, to the following:
1. Where the Respondent has agreed to pay the taxes of the
QSF, the Tax Administrator shall submit the documentation to the
Respondent, with a copy to: the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division's Financial
Management Unit.
The Respondent shall pay the amount of the documented taxes to
the Tax Administrator by check or wire transfer. The Tax Administrator, in
tum, shall be responsible for paying the taxes to the Internal Revenue
Service ("IRS") and the relevant state taxing authority, if any, on behalf of
the QSF. The Tax Administrator shall provide written confirmation of the
payment of the taxes to the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division's Financial
Management Unit.
2. Where the money in the QSF is held by an escrow agent,
the Tax Administrator shall submit the documentation to the escrow
agent, with a copy to: the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division's Financial
Management Unit.
Upon approval to disburse by the staff to whom authority is
delegated by paragraph F., below, the escrow agent shall disburse to the
Tax Administrator, by check or wire transfer from the QSF, the amount
of taxes as calculated by the Tax Administrator. Such tax payments shall
come first from any earnings or interest in the QSF, and second, if
necessary, from the principal of the QSF. The Tax Administrator, in tum,
shall be responsible for paying the taxes to the IRS and the relevant
state taxing authority, if any, on behalf of the QSF. The Tax
Administrator shall provide written confirmation of the payment of the
taxes to the Commission staff member assigned to the proceeding and to
the Assistant Director of the Division's Financial Management Unit.
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3. In all other proceedings, the Tax Administrator shall submit the
documentation to the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division's Financial
Management Unit.
·
Upon approval to disburse by staff to whom authority is
delegated by paragraph F., below, the Commission staff shall disburse to
the Tax Administrator, by check or wire transfer from the QSF, the
amount of the taxes as calculated and documented by the Tax
Administrator. Such tax payments shall come first from any earnings or
interest in the QSF and second, if necessary, from the principal of the QSF.
The Tax Administrator, in tum, shall be responsible for paying the taxes
to the IRS and the relevant state taxing authority, if any, on behalf of the
QSF. The Tax Administrator shall provide written confirmation of the
payment of the taxes to the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division's Financial
Management Unit.
D.

E.

The Tax Administrator shall comply with all reporting requirements
applicable to a QSF as defined in Treasury Regulations Section 1.468B1(a), as amended, and shall file on a timely basis all required federal,
state, and local tax returns, and shall contemporaneously provide copies of
such filings to the assigned Commission staff member and to the
Assistant Director of the Division's Financial Management Unit.
The Tax Administrator shall keep records and bill each QSF for the
services provided to it, pursuant to the 2009-2010 Letter' Agreement
executed between the Commission and the Tax Administrator.
1. In the proceedings in which the Respondent has agreed to pay
for the expenses of the QSF, the Tax Administrator will submit the bill to
the Respondent for payment by check or wire transfer.
2. Where the money in the QSF is held by an escrow agent, the
Tax Administrator will submit the bill to the assigned Commission staff
member for approval. Where services have been billed according to the
terms of the Tax Administrator's 2009-2010 Letter Agreement with the
Commission, and are for an amount less than or equal to $10,000 per case
per tax filing per quarter, payment may be approved by staff to whom
authority is delegated by paragraph F., below. For bills totaling an
amount greater than $10,000 per case per tax filing per quarter, the
Commission staff assigned to the proceeding must seek Commission
approval for payment. After payment of the Tax Administrator's bill has
been approved, the escrow agent is authorized to pay the bill of the Tax
Administrator by check or wire transfer from the QSF. Payment shall
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come first from any earnings or interest in the QSF and second, if
necessary, from the principal of the QSF.
3. In all other proceedings, the Tax Administrator will submit the
bill to the assigned Commission staff member and to staff to whom
authority is delegated by paragraph F., below. After payment of the
Tax Administrator's bill has been approved (which approval shall be as
described in paragraph E.2., above), the Commission staff shall pay the
bill of the Tax Administrator by check or wire transfer from the QSF.
Payment shall come first from any earnings or interest in the QSF and
second, if necessary, from the principal of the QSF.
In all proceedings, the fees billed shall be as agreed upon in the
Tax Administrator's 2009-2010 Letter Agreement with the Commission,
as executed by the Secretary of the Commission on behalf of the
Commission.
F.

Pursuant to Section 4A of the Securities Exchange Act of 1934 (15 U.S.C.
§ 78d-1), the authority as set forth in paragraphs C.2., C.3., E.2. and E.3.,
above, to approve the payment of the Tax Administrator's fees and
expenses and to approve the disbursement of QSF tax payments based on
the calculations of the Tax Administrator is delegated to the following
Division of Enforcement staff: the Division Director, the Deputy
Director of the Office of Collections and Distributions, and the
Assistant Directors in the Collections and Distributions Unit and the
Financial Management Unit; and to the following Office of the
Executive Director staff: the Executive Director and the Director of
the Office of Collections and Distributions.

G.

The Secretary of the Commission shall, upon request by the Division staff
during calendar years 2009 and 2010, issue orders that appoint Damasco
as the Tax Administrator in administrative proceedings.

By the Commission.

4

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59507 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13396

In the Matter of

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

TD Options LLC,

Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21 C of the Securities Exchange Act of 1934
("Exchange Act") against TD Options LLC ("Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21 C of the Securities
Exchange Act of 1934 ("Order") as set forth below.

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

RESPONDENT

1.
TD Options LLC ("TD Options") is a broker-dealer registered with the Commission
pursuant to Section 15(b) of the Exchange Act, since 2002. TD Options is a member of the
Chicago Board Options Exchange ("CBOE") and, during the period relevant to this Order, was a
member of the Philadelphia Stock Exchange ("PHLX") and the American Stock Exchange
("AMEX," and together with the CBOE and the PHLX, the "Exchanges"). During the period
relevant to this Order, TD options acquired certain specialist firms. A significant portion of the
conduct that forms the basis of the findings herein took place at those predecessor firms. As used
herein, the terms "TD Options" and "Respondent" refer to TD Options, as well as its predecessor
firms.
B.

FACTS
Summary

2.
This matter involves violations by TD Options of its basic obligation as a specialist to serve
public customer orders over its own proprietary interests. As a specialist firm on each of the
Exchanges, 2 TD Options had a general duty to match executable public customer or "agency" buy
and sell orders and not to fill customer orders through trades from the firm's own account when
those customer orders could be matched with other customer orders. From 1999 through 2005 (the
"Relevant Period"), TD Options violated this obligation by filling orders through proprietary trades
rather than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $5 million.
3.
By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, TD Options violated Section 1l(b) of the
Exchange Act and Rule 11 b-1 thereunder. TD Options also violated the following Exchange rules
in effect during the Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules
8.80 and 8.85; and PHLX rules 1020(c), 1019 and 707.
Overview of Specialists' Obligations
4.
On each of the Exchanges, specialist firms are responsible for the quality of the markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
1

The findings herein are made pursuant to Respondent's Offer and are not binding on
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insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
among other things, affords no undue advantage to any participant. An "orderly" market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.
5.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affirmative obligation" to offset imbalances in supply and demand? Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
6.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists- generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd")- .
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.
Improper Proprietary Trading by TD Options

7.
During the Relevant Period, TD Options breached its duty to refrain from dealing for its
own account while in possession of executable buy and sell customer orders. Instead, TD Options
effected improper proprietary trades that disadvantaged customer orders.
8.
On each of the Exchanges, TD Options specialists possessed or had access to information
concerning customer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to "pair off' or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, TD Options specialists did not "pair off' or cross these buy and sell
orders with each other. Sometimes, TD Options specialists did this by effecting a proprietary trade
with an order that arrived electronically through the order processing system. At other times, TD
Options specialists effected improper proprietary trades with orders that came in from the crowd. In
either case, the disadvantaged order was an order that the TD Options specialist should have paired
with the other order, instead of filling that other order through a proprietary trade retained by the
specialist. The violative conduct took three basic forms described in paragraphs 9-11 below.
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9.
Trading Ahead. In certain instances, TD Options specialists filled one agency order through
a proprietary trade for the firm's account while a matchable agency order was present on the
opposite side of the market, thereby improperly "trading ahead" of such opposite-side executable
agency order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm's proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm's
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of$5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x I 00 shares per contract).

Interpositioning. In certain instances, after trading ahead, TD Options specialists also traded
I 0.
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
"interpositioning" themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
I1.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, TD Options
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.
12.
During the Relevant Period, TD Options engaged in tens of thousands of violative trades of
the three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $5 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.
C.

APPLICABLE LAW

Section ll(b) of the Exchange Act
13.
Section 1I (b) of the Exchange Act and Rule II b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactions to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section I1 (b) and Rule 11 b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11 b-1 (b), if the Commission finds, after appropriate
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notice and opportunity for hearing, that a specialist has for any account in which he has an interest
"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
14.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section 11 (b)
and Rule 11 b-1 of the Exchange Act. See In the Matter ofLaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978). 4
15.
Here, TD Options violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, TD Options willfully 5 violated Section
11 (b) of the Exchange Act and Rule 11 b-1 thereunder.
Exchange Rules

16.
Several AMEX, CBOE and PHLX rules prohibit the same conduct as is prohibited by
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder. These rules effectively prohibit a
specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.
AMEX

17.
AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account. .. while such member personally holds ... an unexecuted market order to
buy ... or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds ... an unexecuted market order to sell."
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The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
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18.
AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds ... an unexecuted limited
price order to buy such security ... or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds ... an
unexecuted limited price order to sell such security."
19.
AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist "give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in ~he same stock for an account in which he has an interest."
20.
AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account "in the securities in
which he is registered" unless that conduct constitutes "a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market." The rule goes on to provide that:
"Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account."
21.
TD Options violated each of the aforementioned AMEX rules by reason of the activities set
forth in paragraphs 9 through 11 above.
CBOE

22.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.
· 23.
TD Options violated each of the aforementioned CBOE rules by reason of the activities set
forth in paragraphs 9 through 11 above.
PHLX

24.
PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market."
25.
PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest."
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26.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles ofTrade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."
27.
TO Options violated each of the aforementioned PHLX rules by reason of the activities set
forth in paragraphs 9 through II above.

D.

CONCLUSION

28.
TD Options willfully committed violations of Section II (b) of the Exchange Act, and Rule
II b-I thereunder, as described above.

IV.
In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by TD Options.
Accordingly it is hereby ORDERED that:
A.
Pursuant to Section 2I C of the Exchange Act, TD Options cease and desist from
conimitting or causing any violations and any future violations of Section 11 (b) of the Exchange
Act, and Rule 11 b-1 thereunder.
B.

Pursuant to Section I5(b)(4) of the Exchange Act, TD Options is hereby censured.

C.
TD Options shall, within ten days of the entry of the Order, pay disgorgement of$5
million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies TD Options
as a Respondent in these proceedings, the file number ofthese proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
Division of Enforcement, Securities and Exchange-Commission, 3 World Financial Center, New
York, New York, 10281.
D.
It is further ordered that TD Options shall, within ten days of the entry of the Order,
pay a civil money penalty in. the amount of $1 million to the United States Treasury. Such
payment shall be: (A) made by United States postal money order, certified check, bank cashier's
check or bank money order; (B) made payable to the Securities and Exchange Commission; (C)
hand-delivered or mailed to the Office of Financial Management, Securities and Exchange
Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 223I2; and
(D) submitted under cover letter that identifies TO Options as a Respondent in these proceedings,
the file number of these proceedings, a copy of which cover letter and money order or check shall
be sent to David Rosenfeld, Associate Regional Director, Division of Enforcement, Securities and
7

Exchange Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered
to be paid as civil money penalties pursuant to this Order shall be treated as penalties paid to the
government for all purposes, including all tax purposes.

By the Commission.

Elizabeth M. Murphy
Secretary

,,
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59506 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13395

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21 C OF THE SECURITIES
EXCHANGE ACT OF 1934

In the Matter of

Susquehanna Investment Group,

Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21 C of the Securities Exchange Act of 1934
("Exchange Act") against Susquehanna Investment Group ("Respondent").
II.

In anticipation of the institution ofthese proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C ofthe Securities
Exchange Act of 1934 ("Order") as set forth below.

III.

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

RESPONDENT

1.
Susquehanna Investment Group ("SIG") is a broker-dealer registered with the
Commission pursuant to Section 15(b) of the Exchange Act, since 1987. SI G is a member of the
American Stock Exchange ("AMEX"), the Chicago Board Options Exchange ("CBOE") and the
Philadelphia Stock Exchange ("PHLX," and together with the CBOE and the AMEX, the
"Exchanges"). During the period relevant to this Order, SIG acquired certain other specialist
firms. A certain portion of the conduct that forms the basis of the findings herein took place at
those predecessor firms. As used herein, the terms "SIG" and "Respondent" refer to SIG, as well
as its predecessor firms.

B.

FACTS
Summary

2.
This matter involves violations by SIG of its basic obligation as a specialist to serve public
customer orders over its own proprietary interests. As a specialist firm on each of the Exchanges, 2
SIG had a general duty to match executable public customer or "agency" buy and sell orders and
not to fill customer orders through trades from the firm's own account when those customer orders
could be matched with other customer orders. From 1999 through 2005 (the "Relevant Period"),
SIG violated this obligation by filling orders through proprietary trades rather than through other
customer orders, thereby causing customer orders to be disadvantaged by approximately $6.37
million.
3.
By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, SIG violated Section 11(b) of the Exchange Act
and Rule 11 b-1 thereunder. SIG also violated the following Exchange rules in effect during the
Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and 8.85; and
PHLX rules 1020(c), 1019 and 707.
Overview of Specialists' Obligations

4.
On each of the Exchanges, specialist firms are responsible for the quality of the markets in
· the securities in which individual specialists are registered. A specialist is expected to maintain,
insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
1
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among other things, affords no undue advantage to any participant. An "orderly" market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.
5.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affirmative obligation" to offset imbalances in supply and demand. 3 Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
6.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists - generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd") specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by SIG
7.
During the Relevant Period, SIG breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, SIG effected
improper proprietary trades that disadvantaged customer orders.
8.
On each of the Exchanges, SIG specialists possessed or had access to information
concerning customer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to "pair off' or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, SIG specialists did not "pair off' or cross these buy and sell orders
with each other. Sometimes, SIG specialists did this by effecting a proprietary trade with an order
that arrived electronically through the order processing system. At other times, SIG specialists
effected improper proprietary trades with orders that came in from the crowd. In either case, the
disadvantaged order was an order that the SIG specialist should have paired with the other order,
instead of filling that other order through a proprietary trade retained by the specialist. The violative
conduct took three basic forms described in paragraphs 9-11 below.
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A specialist's obligations on the Exchanges also included acting as a market maker, and the
Exchanges' rules generally required a specialist to provide continuous quotations for each option for
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9.
Trading Ahead. In certain instances, SIG specialists filled one agency order through a
proprietary trade for the firm's account while a matchable agency order was present on the opposite
side of the market, thereby improperly "trading ahead" of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm's proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm's
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of$5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).
10.
Interpositioning. In certain instances, after trading ahead, SIG specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
"interpositioning" themselves between the two agency" orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
11.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, SIG
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.
12.
During the Relevant Period, SIG engaged in tens of thousands of violative trades ofthe
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $6.37 million across the Exchanges. Because oflimitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.
C.

APPLICABLE LAW
Section ll(b) ofthe Exchange Act

13.
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactions to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section 11 (b) and Rule 11 b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11 b-1 (b); if the Commission finds, after appropriate
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notice and opportunity for hearing, that a specialist has for any account in which he has an interest
"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
14.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section II (b)
and Rule 1I b-1 of the Exchange Act. See In the Matter ofLaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec .. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL I96046, at
*6 (Nov. 3, 1978). 4
15.
Here, SIG violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 1I above. Accordingly, SIG willfully 5 violated Section II (b) of
the Exchange Act and Rule 11 b-1 thereunder.

Exchange Rules
16.
Several AMEX, CBOE and PHLX rules prohibit the same conduct as is prohibited by
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder. These rules effectively prohibit a
specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.
AMEX
17.
AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account. .. while such member personally holds ... an unexecuted market order to
buy ... or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds ... an unexecuted market order to sell."
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The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
Albert Fried, 1978 WL I96046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly mar-ket has been defined as one '"not reasonably calculated to contribute to the
maintenance of price continuity [on the exchange] and to minimize the effects of temporary
disparity between supply and demand."' Weiskopf, 1980 WL 22091, at *2 n.5 (quoting
Exchange Act Release No. 1117 at 2 (March 30, 1937)).
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A willful violation of the securities laws means merely "'that the person charged with the duty
knows what he is doing."' Wonsover v. SEC, 205 F.3d 408, 4I4 (D.C. Cir. 2000) (quoting
Hughes v. SEC, I74 F.2d 969, 977 (D.C. Cir. I949)). There is no requirement that the actor
'"also be aware that he is violating one of the Rules or Acts."' Id. (quoting Gearhart & Otis, Inc.
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5

18.
AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: "No member shall ( 1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds ... an unexecuted limited
price order to buy such security ... or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds ... an
unexecuted limited price order to sell such security."
19.
AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist "give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest."
20.
AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account "in the securities in
which he is registered" unless that conduct constitutes "a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market." The rule goes on to provide that:
"Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account."
21.
SI G violated each of the aforementioned AMEX rules by reason of the activities set forth in
paragraphs 9 through 11 above.
CBOE

22.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.
23.
SIG violated each of the aforementioned CBOE rules by reason of the activities set forth in
paragraphs 9 through 11 above.
PHLX

24.
PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market."
25.
PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest."

6

26.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."
27.
SIG violated each of the aforementioned PHLX rules by reason ofthe activities set forth in
paragraphs 9 through 11 above.

D.

CONCLUSION

28.
SIG willfully committed violations of Section 11 (b) of the Exchange Act, and Rule 11 b-1
thereunder, as described above.
IV.

In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by SIG.
Accordingly it is hereby ORDERED that:
Pursuant to Section 21C of the Exchange Act, SIG cease and desist from committing
A.
or causing any violations and any future violations of Section 11 (b) of the Exchange Act, and Rule
11 b-1 thereunder.
B.

Pursuant to Section 15(b)(4) of the Exchange Act, SIG is hereby censured.

C.
SIG shall, within ten days ofthe entry ofthe Order, pay disgorgement of$6.37
million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies SIG as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
Division of Enforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281.
D.
It is further ordered that SIG shall, within ten days of the entry of the Order, pay a
civil money penalty in the amount of $1.27 million to the United States Treasury. Such payment
shall be: (A) made by United States postal money order, certified check, bank cashier's check or
bank money order; (B) made payable to the Securities and Exchange Commission; (C) handdelivered or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted
under cover letter that identifies SIG as a Respondent in these proceedings, the file number of these
proceedings, a copy of which cover letter and money order or check shall be sent to David
Rosenfeld, Associate Regional Director, Division of Enforcement, Securities and Exchange
7

Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered to be paid
as civil money penalties pursuant to this Order shall be treated as penalties paid to the government
for all purposes, including all tax purposes.

By the Commission.
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59505 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13394

In the Matter of

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

Goldman Sachs Execution & Clearing, L.P.
and SLK-Hull Derivatives LLC,

Respondents.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21 C of the Securities Exchange Act of 1934
("Exchange Act") against Goldman Sachs Execution & Clearing, L.P. and SLK-Hull Derivatives
LLC (collectively, "Respondents").
II.

In anticipation of the institution ofthese proceedings, Respondents have 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 them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21 C of the Securities
Exchange Act of 1934 ("Order") as set forth below.

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

A.

RESPONDENTS

1.
Goldman Sachs Execution & Clearing, L.P. ("GSEC") is a broker-dealer registered with
the Commission pursuant to Section 15(b) of the Exchange Act. GSEC is an indirect wholly
owned subsidiary of The Goldman Sachs Group, Inc. ("OS"), and a member of the American
Stock Exchange ("AMEX"), the Chicago Board Options Exchange ("CBOE") and the Philadelphia
Stock Exchange ("PHLX," and together with the CBOE and the AMEX, the "Exchanges"). Prior
to January 14,2005, GSEC was known as Spear, Leeds & Kellogg LP (':Spear Leeds"). GS's
securities are registered with the Commission pursuant to Section 12(b) of the Exchange Act.
2.
SLK-Hull Derivatives LLC ("SHD") is a wholly owned subsidiary of OS. During the
period relevant to this Order, SHD was a broker-dealer registered with the Commission pursuant to
Section 15(b) of the Exchange Act, and a member of the AMEX, CBOE and PHLX. During the
period relevant to this Order......Spear Leeds and SHD each acquired, merged with, or conducted joint
venture operations with other specialist firms. A certain portion of the conduct that fomis the basis
of the findings herein took place at those predecessor firms or joint venture entities. As used
herein, the terms "GSEC," "SHD" and Respondents refer to GSEC and SHD, respectively, as well
as their predecessor firms and joint venture entities.
B.

FACTS
Summary

3.
This matter involves violations by GSEC and SHD of their basic obligation as specialists to
serve public customer orders over their own proprietary interests. As specialist firms on each of
2
the Exchanges, GSEC and SHD had a general duty to match executable public customer or
·"agency" buy and sell orders and not to fill customer orders through trades from the firms' own
accounts when those customer orders could be matched with other customer orders. From 1999
through 2005 (the "Relevant Period"), GSEC and SHD violated this obligation by filling orders
through proprietary trades rather than through other customer orders, thereby cauSing customer
orders to be disadvantaged by approximately $6 million.
4.
By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, GSEC and SHD violated Section ll(b) of the
Exchange Act and Rule 11 b-1 thereunder. Respondents also violated the following Exchange rules
1

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

On the CBOE, specialist firms like GSEC and SHD are known as Designated Primary MarketMakers, or DPMs.
2

in effect during the Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules
8.80 and 8.85; and PHLX rules 1020(c), 1019 and 707.
Overview of Specialists' Obligations

5.
On each of the Exchanges, specialist firms are responsible for the-quality ofthe markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
among other things, affords no undue advantage to any participant. An "orderly" market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
•
sales are avoided.
6.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affirmative obligation" to offset imbalances in supply and demand. 3 Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
7.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists- generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd") specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.
Improper Proprietary Trading by GSEC and SHD

8.
During the Relevant Period, GSEC and SHD breached their duty to refrain from dealing for
their own accounts while in possession of executable buy and sell customer orders. Instead, GSEC
and SHD effected improper proprietary trades that disadvantaged customer orders.
9.
On each of the Exchanges, GSEC and SHD specialists possessed or had access to
information concerning customer orders on both sides of the market. Where there are matchable
orders on both sides of the market, specialists are obligated to "pair off' or cross the buy and sell
orders by executing each side of the market for identical prices and in commensurate order
quantities. In numerous instances, however, GSEC and SHD specialists did not "pair off' or cross
3

A specialist's obligations on the Exchanges also included acting as a market maker, and the
Exchanges' rules generally required a specialist to provide continuous quotations for each option for
which it acted as a specialist.
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these buy and sell orders with each other. Sometimes, GSEC and SHD specialists did this by
effecting a proprietary trade with an order that arrived electronically through the order processing
system. At other times, GSEC and SHD specialists effected improper proprietary trades with orders
that came in from the crowd. In either case, the disadvantaged order was an order that the GSEC
and SHD specialists should have paired with the other order, instead of filling that other order
through a proprietary trade retained by the specialist. The violative conduct took three basic forms
described in paragraphs 10-12 below.
10.
Trading Ahead. In certain instances, GSEC and SHD specialists filled one agency order
through a proprietary trade for their firm's account while a matchable agency order was present on
the opposite side of the market, thereby improperly "trading ahead" of such opposite-side
executable agency order. The customer order that was traded ahead of was then disadvantaged
when it was subsequently executed at a price that was inferior to the price received by the firm's
proprietary account. For example, if a specialist has present on his book, at the same time, a
marketable customer order to buy five contracts of an options series and a marketable customer
order to sell five contracts of the same options series, the specialist would be obligated to pair off
those matchable orders. Trading ahead would occur if the specialist filled the sell order from the
firm's proprietary account at $5.00 per share per contract, and then subsequently executed the buy
order at the inferior price of$5.05 per share per contract. In this example, the buy order received a
price inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00
(5 contracts x $0.05 per share per contract x 100 shares per contract).
li.
Interpositioning. In certain instances, after trading ahead, GSEC and SHD specialists also
traded proprietarily with the matchable opposite-side agency order that had been traded ahead of,
thereby "interpositioning" themselves between the two agency orders that should have been paired
off in the first instance. By participating on both sides of trades, the specialist captured the spread
between the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
12.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, GSEC and
SHD specialists traded ahead of opposite-side executable agency orders, as described in paragraph
I 0 above, but the unexecuted orders were left open until the end of the trading day, or were
cancelled by the customer prior to the close of the trading day before receiving an execution.
Because these orders were never executed, the calculation of customer harm for this type of
misconduct was based on a formula that incorporated certain economic assumptions. A substantial
amount ofthe customer harm discussed in paragraph I3 below relates to these unexecuted or
cancelled orders.
13.
During the Relevant Period, GSEC and SHD engaged in tens of thousands of violative
trades of the three types described in paragraphs I O-I2, resulting in overall customer disadvantage
of approximately $6 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.

4

C.

APPLICABLE LAW
Section ll(b) of the Exchange Act

I4.
Section II (b) of the Exchange Act and Rule II b-I thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactioJ.lS to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section II (b) and Rule 11 b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule II b-I (b), if the Commission finds, after appropriate
notice and opportunity for hearing, that a specialist has for any account in which he has an interest
"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
15.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section 1I (b)
and Rule Il b-1 of the Exchange Act. See In the Matter ofLaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., ExchangeActReleaseNo.I736I, 1980WL2209I,at*2(Dec.IO, 1980);IntheMatterof
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, I978 WL I96046, at
*6 (Nov. 3, I978). 4
I6.
Here, GSEC and SHD violated their negative obligation by engaging in the three types of
conduct described in paragraphs 9 through I1 above. Accordingly, GSEC and SHD willfully 5
violated Section II (b) of the Exchange Act and Rule II b-I thereunder.

Exchange Rules
I7.
Several AMEX, CBOE and PHLX rules prohibit the same conduct as is prohibited by
Section II (b) of the Exchange Act and Rule 11 b-1 thereunder. These rules effectively prohibit a

4

The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
Albert Fried, I978 WL 196046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly market has been defined as one "'not reasonably calculated to contribute to the
maintenance of price continuity [on the exchange] and to minimize the effects oftemporary
disparity between supply and demand."' Weiskopf, I980 WL 2209I, at *2 n.5 (quoting
Exchange Act Release No. 1117 at 2 (March 30, 1937)).
5

A willful violation of the securities laws means merely "'that the person charged with the duty .
knows what he is doing."' Wonsover v. SEC, 205 F.3d 408, 4I4 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
"'also be aware that he is violating one of the Rules or Acts."' !d. (quoting Gearhart & Otis, Inc.
v. SEC, 348 F.2d 798, 803 (D.C. Cir. I965)).
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specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.
AMEX

18.
AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account. .. while such member personally holds ... an unexecuted market order to
buy ... or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds ... an unexecuted market order to sell."
19.
AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds ... an unexecuted limited
price order to buy such security ... or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds ... an
unexecuted limited price order to sell such security."
20.
AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist "give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest."
21.
AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account "in the securities in
which he is registered" unless that conduct constitutes "a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market." The rule goes on to provide that:
"Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his o~ account."
22.
GSEC and SHD violated each of the aforementioned AMEX rules by reason of the
activities set forth in paragraphs 10 through 12 above.
CBOE

23.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agei?t.
24.
GSEC and SHD violated each of the aforementioned CBOE rules by reason of the
activities set forth in paragraphs 10 through 12 above.
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PHLX
25.
PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization· shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market."
26.
PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest."
27.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."
28.
GSEC and SHD violated each of the aforementioned PHLX rules by reason of the activities
set forth in paragraphs 10 through 12 above.

D.

CONCLUSION

29.
GSEC and SHD willfully committed violations of Section ll(b) of the Exchange Act, and
Rule 11 b-1 thereunder, as described above.

IV.
In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by GSEC and SHD.
Accordingly it is hereby ORDERED that:

A.
Pursuant to Section 21 C of the Exchange Act, GSEC and SHD cease and desist from
committing or causing any violations and any future violations of Section 11 (b) of the Exchange
Act, and Rule 11 b-1 thereunder.
B.

Pursuant to Section 15(b)(4) ofthe Exchange Act, GSEC and SHD are hereby

censured.
C.
Respondents shall, within ten days of the entry of the Order, jointly pay
disgorgement of $6 million to the Commission. Such payment shall be: (A) made by United States
postal money order, certified check, bank cashier's check or bank money order; (B) made payable
to the Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of
Financial Management, Securities and Exchange Commission, Operations Center, 6432 General
Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies
GSEC and SHD as Respondents in these proceedings, the file number of these proceedings, a copy
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of which cover letter and money order or check shall be sent to David Rosenfeld, Associate
Regional Director, Division of Enforcement, Securities and Exchange Commission, 3 World
Financial Center, New York, New York, 10281.
It is further ordered that Respondents shall, within ten days of the entry of the
D.
Order, jointly pay a civil money penalty in the amount of $1.2 million to the United States
Treasury. Such payment shall be: {A) made by United States postal money order, certified check,
bank cashier's check or bank money order; (B) made payable to the Securities and Exchange
Commission; (C) hand-delivered or mailed to the Office of Financial Management, Securities and
Exchange Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA
22312; and (D) submitted under cover letter that identifies GSEC and SHD as Respondents in
these proceedings, the file number of these proceedings, a copy of which cover letter and money
order or check shall be sent to David Rosenfeld, Associate Regional Director, Division of
Enforcement, Securities and Exchange Commission, 3 World Financial Center, New York, New
York, 10281. Amounts ordered to be paid as civil money penalties pursuant to this Order shall be
treated as penalties paid to the government for all purposes, including all tax purpose·s.

By the Commission.

Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59504 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13393

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

In the Matter of

Knight Financial Products, LLC,

Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934
("Exchange Act") against Knight Financial Products, LLC ("Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subject matter ofthese
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C of the Securities
Exchange Act of 1934 ("Order") as set forth below.

1 r/ J1

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

A.

RESPONDENT

1,
Knight Financial Products, LLC ("KFP") was a broker-dealer registered with the
Commission pursuant to Section 15(b) of the Exchange Act, from 2000 until March 2005. During
the period relevant to this Order, KFP was a member of the American Stock Exchange ("AMEX"),
the Chicago Board Options Exchange ("CBOE") and the Philadelphia Stock Exchange ("PHLX,"
and together with the CBOE and the AMEX, the "Exchanges"). During the period relevant to this
Order, KFP acquired, merged with, or conducted joint venture operations with other specialist
firms. A certain portion of the conduct that forms the basis of the findings herein took place at
those predecessor firms or joint venture entities. As used herein, the terms "KFP" and
"Respondent" refer to KFP, as well as its predecessor firms and joint venture entities. KFP sold its
specialist operations in December, 2004.

B.

FACTS
Summary

2.
This matter involves violations by KFP of its basic obligation as a specialist to serve public
customer orders over its own proprietary interests. As a specialist firm on each of the Exchanges, 2
KFP had a general duty to match executable public customer or "agency" buy and sell orders and
not to fill customer orders through trades from the firm's own account when those customer orders
could be matched with other customer orders. From 1999 through 2004 (the "Relevant Period"),
KFP violated this obligation by filling orders through proprietary trades rather than through other
customer orders, thereby causing customer orders to be disadvantaged by approximately $1.7
million.
By effecting proprietary transactions that were not part of a course of dealings reasonably
3.
necessary to maintain a fair and orderly market, KFP violated Section 11 (b) of the Exchange Act
and Rule 11 b-1 thereunder. KFP also violated the following Exchange rules in effect during the
Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and 8.85; and
PHLXrules 1020(c), 1019 and 707.

1

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

On the CBOE, specialist firms like KFP are known as Designated Primary Market-Makers, or
DPMs.

2

Overview of Specialists' Obligations
4.
On each of the Exchanges, specialist ftrms are responsible for the quality of the markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
among other things, affords no undue advantage to any participant. An "orderly" market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.
5.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affumative obligation" to offset imbalances in supply and demand. 3 Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
6.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists - generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd") specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by KFP
7.
During the Relevant Period, KFP breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, KFP effected
improper proprietary trades that disadvantaged customer orders.
8.
On each of the Exchanges, KFP specialists possessed or had access to information
concerning customer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to "pair off'' or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, KFP specialists did not "pair off' or cross these buy and sell orders
with each other. Sometilnes, KFP specialists did this by effecting a proprietary trade with an order
that arrived electronically through the order processing system. At other times, KFP specialists
effected improper proprietary trades with orders that came in from the crowd. In either case, the
3

A specialist's obligations on the Exchanges also included acting as a market maker, and the
Exchanges' rules generally required a specialist to provide continuous quotations for each option for
which it acted as a specialist.

3

disadvantaged order was an order that the KFP specialist should have paired with the other order,
instead of filling that other order through a proprietary trade retained by the specialist. The violative
conduct took three basic fonns described in paragraphs 9-11 below.
9.
Trading Ahead. In certain instances, KFP specialists filled one agency order through a
proprietary trade for the firm's account while a matchable agency order was present on the opposite
side of the market, thereby improperly ''trading ahead" of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the frrm's proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the frrm' s
proprietary accountat $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).
10.
Interpositioning. In certain instances, after trading ahead, KFP specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
"interpositioning" themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides oftrades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
11.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, KFP
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.
12.
During the Relevant Period, KFP engaged in tens of thousands of violative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $1.7 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.
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C.

APPLICABLE LAW
Section ll(b) of the Exchange Act

13.
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactions to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section 11(b) and Rule 11b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11b-1(b), ifthe Commission finds, after appropriate
notice and opportunity for hearing, that a specialist has for any account in which he has an interest
"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
14.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section 11 (b)
and Rule 11b-1 oftheExchange Act. See In the Matter ofLaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980);In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978). 4
15.
Here, KFP violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, KFP willfull/ violated Section 11 (b)
ofthe Exchange Act and Rule 11b-1 thereunder.
Exchange Rules
16.
Several AMEX, CBOE and PHLX rules prohibit the same conduct as is prohibited by
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder. These rules effectively prohibit a
specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.
4

The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
Albert Fried, 1978 WL 196046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly market has been defmed as one "'not reasonably calculated to contribute to the
maintenance of price continuity [on the exchange] and to minimize the effects of temporary
disparity between supply and demand."' Weiskopf, 1980 WL 22091, at *2 n.5 (quoting
Exchange Act Release No. 1117 at 2 (March 30, 1937)).
5

A willful violation of the securities laws means merely '"that the person charged with the duty
knows what he is doing."' Wonsover v. SEC, 205 F.3d 408,414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
'"also be aware that he is violating one of the Rules or Acts."' Id. (quoting Gearhart & Otis, Inc.
v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).

5

AMEX
17.
AMEX Rule I 50(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that"No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account ... while such member personally holds ... an unexecuted market order to
buy ... or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds ... an unexecuted market order to sell."
18.
AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds ... an unexecuted limited
price order to buy such security... or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds ... an
unexecuted limited price order to sell such security."
19.
AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist "give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest."
20.
AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account "in the securities in
which he is registered" unless that conduct constitutes "a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market." The rule goes on to provide that:
"Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account."
21.
KFP violated each of the aforementioned AMEX rules by reason of the activities set forth
in paragraphs 9 through 11 above.

CBOE
22.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.
23.
KFP violated each of the aforementioned CBOE rules by reason of the activities set forth
in paragraphs 9 through 11 above. ·
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PHLX
24.
PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market."
25.
PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest."
26.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."
27.
KFP violated each of the aforementioned PillX rules by reason of the activities set forth in
paragraphs 9 through 11 above.

D.

CONCLUSION

28.
KFP willfully committed violations of Section ll(b) of the Exchange Act, and Rule 11 b-1
thereunder, as described above.
IV.

In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by KFP.
Accordingly it is hereby ORDERED that:
A.
Pursuant to Section 21 C of the Exchange Act, KFP cease and desist from
committing or causing any violations and any future violations of Section ll(b) of the Exchange
Act, and Rule 11 b-1 thereunder.

B.

Pursuant to Section 15(b)(4) of the Exchange Act, KFP is hereby censured.

C.
KFP shall, within ten days of the entry of the Order, pay disgorgement of $1.7
million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office ofFinancial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies KFP as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
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Division of Enforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281.
D.
It is further ordered that KFP shall, within ten days of the entry of the Order, pay a
civil money penalty in the amount of $340,000 to the United States Treasury. Such payment shall
be: (A) made by United States postal money order, certified check, bank cashier's check or bank
money order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered
or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted
under cover letter that identifies KFP as a Respondent in these proceedings, the flle number of
these proceedings, a copy of which cover letter and money order or check shall be sent to David
Rosenfeld, Associate Regional Director, Division of Enforcement, Securities and Exchange
Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered to be paid
as civil money penalties pursuant to this Order shall be treated as penalties paid to the government
for all purposes, including all tax purposes.
By the Commission.

Elizabeth M. Murphy
Secretary

. \;u 11~

Sy: lUQ f~~o Peterson
· .· .·. · · J;c\~lsistant S,e>crstGYlf
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59501 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13390

In the Matter of

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

Botta.Capital Management, L.L.C.,

Respondent.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21 C of the Securities Exchange Act of 1934
("Exchange Act") against Botta Capital Management, L.L.C. ("Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C ofthe Securities
Exchange Act of 1934 ("Order") as set forth below.

,.

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

A.

RESPONDENT

1.
Botta Capital Management, L.L.C. ("Botta") is a broker-dealer registered with the
Commission pursuant to Section 15(b) of the Exchange Act, since 1998. During the period
relevant to this Order, Botta was a member of the American Stock Exchange ("AMEX"), the
Chicago Board Options Exchange ("CBOE") and the Philadelphia Stock Exchange ("PHLX," and
together with the CBOE and the AMEX, the "Exchanges"). During the period relevant to this
Order, Botta acquired, merged with, or conducted joint venture operations with other specialist
firms, and a cetiain portion of the conduct that forms the basis of the findings herein took place at
those predecessor or joint venture entities. As used herein, the terms "Botta" and "Respondent"
refer to Botta, as well as certain of its predecessor firms and joint venture entities.

B.

FACTS
Summary

2.
This matter involves violations by Botta of its basic obligation as a specialist to serve
public customer orders over its own proprietary interests. As a specialist firm on each of the
2
Exchanges, Botta had a general duty to match executable public customer or "agency" buy and
sell orders and not to fill customer orders through trades from the firm's own account when those
customer orders could be matched with other customer orders. From 1999 through 2005 (the
"Relevant Period"), Botta violated this obligation by filling orders through proprietary trades rather
than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $2.5 million.
3.
By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, Botta violated Section ll(b) ofthe Exchange Act
and Rule II b-1 thereunder. Botta also violated the following Exchange rules in effect during the
Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and 8.85; and
PHLX rules 1020(c), 1019 and 707.

Overview of Specialists' Obligations
4.
On each of the Exchanges, specialist firms are responsible for the quality of the markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
1

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

On the CBOE, specialist firms like Botta are known as Designated Primary Market-Makers, or
DPMs.
2

<;I

insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
among other things, affords no undue advantage to any participant. An "orderly" market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.
5.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affinnative obligation" to offset imbalances in supply and demand? Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
6.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists- generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd")specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.
Improper Proprietary Trading by Botta

7.
During the Relevant Period, Botta breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, Botta effected
improper proprietary trades that disadvantaged customer orders.
8.
On each of the Exchanges, Botta specialists possessed or had access to information
concerning customer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to "pair off' or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, Botta specialists did not "pair off' or cross these buy and sell orders
with each other. Sometimes, Botta specialists did this by effecting a proprietary trade with an order
that arrived electronically through the order processing system. At other times, Botta specialists
effected improper proprietary trades with orders that came in from the crowd. In either case, the
disadvantaged order was an order that the Botta specialist should have paired with the other order,
instead of filling that other order through a proprietary trade retained by the specialist. The violative
conduct took three basic forms described in paragraphs 9-11 below.

3

A specialist's obligations on the Exchanges also included acting as a market maker, and the
Exchanges' rules generally required a specialist to provide continuous quotations for each option for
which it acted as a specialist.
3

9.
Trading Ahead. In certain instances, Botta specialists filled one agency order through a
proprietary trade for the firm's account while a matchable agency order was present on the opposite
side of the market, thereby improperly "trading ahead" of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm's proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur ifthe specialist filled the sell order from the firm's
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of$5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).
10.
Interpositioning. In certain instances, after trading ahead, Botta specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
"interpositioning" themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
11.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, Botta
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a fonnula that incorporated certain economic assumptions. A substantial amount of the customerharm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.
12.
During the Relevant Period, Botta engaged in tens of thousands of violative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $2.5 million across the Exchanges. Because oflimitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.
13.
Respondent, together with certain affiliated companies, have submitted sworn Statements
of Financial Condition dated .June 30, 2007, as updated through affidavits dated May 28, 2008 and
July 31, 2008, and other evidence and has asserted its inability to pay the full amount of
disgorgement and prejudgment interest.

4

C.

APPLICABLE LAW
Section 11 (b) of the Exchange Act

14.
Section II (b) of the Exchange Act and Rule II b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactions to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section ll(b) and Rule llb-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11 b-1 (b), if the Commission finds, after appropriate
notice and opportunity for hearing, that a specialist has for any account in which he has an interest
"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
15.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section 11 (b)
and Rule 11 b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978). 4
16.
Here, Botta violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, Botta willfull/ violated Section 11(b)
of the Exchange Act and Rule 11 b-1 thereunder.
Exchange Rules

17.
Several AMEX, CBOE and PHLX rules prohibit the same conduct as is prohibited by
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder. These rules effectively prohibit a
specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.
4

The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
Albert Fried, 1978 WL 196046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly market has been defined as one '"not reasonably calculated to contribute to the
maintenance of price continuity [on the exchange] and to minimize the effects of temporary
disparity between supply and demand."' Weiskopf, 1980 WL 22091, at *2 n.5 (quoting
Exchange Act Release No. 1117 at 2 (March 30, 1937)).
5

A willful violation of the securities laws means merely '"that the person charged with the duty
knows what he is doing."' Wonsover v. SEC, 205 F.3d 408,414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
'"also be aware that he is violating one of the Rules or Acts."' I d. (quoting Gearhart & Otis, Inc.
v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).

5

AMEX

18.
AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account. .. while such member personally holds ... an unexecuted market order to
buy ... or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds ... an unexecuted market order to sell."
19.
AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: "No member shall (I) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds ... an unexecuted limited
price order to buy such security ... or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds ... an
unexecuted limited price order to sell such security."
·
20.
AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist "give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest."
21.
AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account "in the securities in
which he is registered" unless that conduct constitutes "a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market." The rule goes on to provide that:
"Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account."
22.
Botta violated each ofthe aforementioned AMEX rules by reason of the activities set forth
in paragraphs 9 through 11 above.
CBOE

23.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.
24.
Botta violated each of the aforementioned CBOE rules by reason of the activities set forth
·
in paragraphs 9 through 11 above.

6

PHLX
25.
PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market."
26.
PHLX Rule I 019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price, any purchase or sale in the same option for an
account in which he has an interest."
27.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."
28.
Botta violated each ofthe aforementioned PHLX rules by reason of the activities set forth
in paragraphs 9 through 11 above.

D.

CONCLUSION

29.
Botta willfully committed violations of Section 11 (b) of the Exchange Act, and Rule 11 b-1
thereunder, as described above.

IV.
In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by Botta.
Accordingly it is hereby ORDERED that:
A.
Pursuant to Section 21 C of the Exchange Act, Botta cease and desist from
committing or causing any violations and any future violations of Section 11 (b) of the Exchange
Act, and Rule 11 b-1 thereunder.
B.

Pursuant to Section 15(b)(4) of the Exchange Act, Botta is hereby censured.

C.
Botta shall, within ten days of the entry ofthe Order, pay disgorgement of$2.5
million to the Commission, but that payment of such amount, except for $825,000, is waived based
upon Respondent's sworn representations in its Statement of Financial Condition dated June 30,
2007, as updated through affidavits dated May 28, 2008 and July 31, 2008, and other documents
submitted to the Commission. 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,
7

Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies Botta as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
Division of Enforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281. The Division of Enforcement ("Division") may, at any time following
the entry of this Order, petition the Commission to: ( 1) reopen this matter to consider whether
Respondent provided accurate and complete financial information at the time such
representations were made; and (2) seek an order directing payment of disgorgement and prejudgment interest. No other issue shall be considered in connection with this petition other than
whether the financial information provided by Respondent was fraudulent, misleading,
inaccurate, or incomplete in any material respect. Respondent may not, by way of defense to any
such petition: (1) contest the findings in this Order; (2) assert that payment of disgorgement and
interest should not be ordered; (3) contest the amount of disgorgement and interest to be ordered;
or (4) assert any defense to liability or remedy, including, but not limited to, any statute of
limitations defense.
D.
Based upon Respondent's sworn representations in its Statement of Financial
Condition dated June 30, 2007, as updated through affidavits dated May 28, 2008 and July 31,
2008, and other documents submitted to the Commission, the Commission is not imposing a
penalty against Respondent. The Division of Enforcement ("Division") may, at any time
following the entry of this Order, petition the Commission to: (1) reopen this matter to consider
whether Respondent provided accurate and complete financial information at the time such
representations were made; and (2) seek an order directing payment of the maximum civil
penalty allowable under the law. No other issue shall be considered in connection with this
petition other than whether the financial information provided by Respondent was fraudulent,
misleading, inaccurate, or incomplete in any material respect. Respondent may not, by way of
defense to any such petition: ( 1) contest the findings in this Order; (2) assert that payment of a
penalty should not be ordered; (3) contest the imposition of the maximum penalty allowable
under the law; or (4) assert any defense to liability or remedy, including, but not limited to, any
statute of limitations defense.

By the Commission.

..
~
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 59499 I March 4, 2009
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2941 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13388
In the Matter of

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

KRISPY KREME DOUGHNUTS, INC.,
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 21 C of the
Securities Exchange Act of 1934 ("Exchange Act") against Krispy Kreme Doughnuts, Inc.
("Krispy Kreme" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedipgs 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, which are admitted, Respondent consents to the entry ofthis Order Instituting
Cease-and-Desist Proceedings Pursuant to Section 21C of the Securities Exchange Act of 1934,
Making Findings, and Imposing a Cease-and-Desist Order ("Order"), as set forth below.
III.

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

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.

L
Krispy Kreme is a North Carolina corporation with its principal place of business
in Winston-Salem, North Carolina. Since approximately 1937, Krispy Kreme has been engaged
in the business of making and selling doughnuts, initially through a single store in WinstonSalem and subsequently through multiple stores across the United States owned either by Krispy
Kreme or franchisees. Since April2000, shares ofKrispy Kreme's common stock have been
registered with the Commission pursuant to Section 12(b) of the Exchange Act and since May
2001 they have been listed on the New York Stock Exchange.
Background

2.
Between approximately February 2003 and May 2004, Krispy Kreme fraudulently
inflated or otherwise misrepresented its earnings for the fourth quarter of its 2003 fiscal year,
which ended on February 2, 2003, and each quarter of its 2004 fiscal year, and its full year
results for fiscal 2004, which ended on February 1, 2004. By this misconduct, the Respondent
avoided lowering its earnings guidance and improperly reported for each of those quarters what
had become a prime benchmark of its historical performance, i.e., reporting quarterly earnings
per share of common stock ("EPS") that exceeded its previously announced EPS guidance by
one cent.
3.
In the 1990s, Krispy Kreme, which initially operated in the southeastern United
States, began expanding nationally through a franchise program through which it opened new
stores and increased its annual revenue.
4.
Although Krispy Kreme calculated and disclosed quarterly various indices of its
sales growth and geographical expansion, Krispy Kreme internally placed primary emphasis on
only two measures of financial performance, namely, continual quarter over quarter growth of its
quarterly EPS and whether that growth resulted in quarterly earnings that exceeded by at least
one cent consensus analyst's expectations or, when issued, Krispy Kreme's own quarterly EPS
guidance.
5.
In the first three years after Krispy Kreme became a public issuer in April 2000,
Krispy Kreme's EPS growth increased at an annual rate of80%, 67%, and 47%, respectively.
Additionally, Krispy Kreme reported EPS that tracked closely and-in almost every quarterexceeded both consensus analyst's expectations and its own EPS guidance by at least $.01.
6.
Beginning in fiscal2002 and in much offiscal2003, Krispy Kreme's common
stock routinely traded at a multiple of over 50 times annual EPS. In fiscal 2004, Krispy Kreme's
stock traded between 30 and 50 times annual EPS.
The Incentive Plan

7.
From April 2000 through the end of fiscal year 2004, Krispy Kreme's senior
executives were compensated annually with a combination of salary, stock option grants, and
cash bonuses, the last of which was paid pursuant to Krispy Kreme's Senior Executive Incentive
Compensation Plan ("Incentive Plan"). Under the Incentive Plan, as disclosed in Krispy
Kreme's proxy statement, bonuses for all executive officers were contingent upon Krispy Kreme
meeting or exceeding goals for two performance measures: (i) the attainment of a certain level
2

of return on assets, measured by earnings before interest, taxes and depreciation, and
amortization, and (ii) a percentage increase in EPS.
8.
For fiscal years 2002 and 2003, Krispy Kreme set a quarterly EPS target of
earnings that exceeded by at least one cent Wall Street expectations, or when issued, Krispy
Kreme's quarterly guidance. The EPS target- meeting EPS guidance plus one cent- had to be
achieved to trigger the payment of incentive compensation under the Incentive Plan. In these
fiscal years, Krispy Kreme achieved this targeted EPS and paid incentive compensation that
consisted of all amounts that Krispy Kreme earned in excess of its EPS target.
9.
Krispy Kreme accrued for incentive compensation on a quarterly basis by
recording incentive compensation expense in the amount of all earnings in excess of the amount
needed to achieve the targeted EPS for that quarter. Thus, during fiscal year 2002 and fiscal year
2003, Krispy Kreme's method of accruing for the Incentive Plan effectively acted as a "ceiling"
on its earnings.
10.
Beginning in the second quarter of fiscal year 2003, Krispy Kreme experienced
delays in new store openings, which adversely affected Krispy Kreme's rate of earnings growth
and reduced the amount of incentive compensation expense accrued quarterly. Although Krispy
Kreme had sufficient earnings to make an incentive compensation accrual in the second and third
quarters of fiscal 2003, the accruals were significantly less than in previous quarters.
11.
Furthermore, for fiscal year 2003, the incentive compensation paid at the end of
the fiscal year was less than had been previously accrued. The lower level of incentive
compensation payment resulted from a reversal of$873,261 of previously accrued incentive
compensation expense, which increased earnings by $528,323 and enabled Krispy Kreme to
report earnings for the fourth quarter of fiscal year 2003 that met its EPS guidance plus $0.01. In
making this disclosure, Krispy Kreme did not also disclose that but for the occurrence of the
reversal that it would not have reported that result.
·
12.
As implemented, the Incentive Plan operated as a de facto reserve accounting
mechanism which, within certain limits, virtually guaranteed that reported quarterly EPS would
equal Krispy Kreme's quarterly guidance plus $0.01. Specifically, under Generally Accepted
Accounting Principles ("GAAP"), (see Accounting Principles Board Opinion No. 28, ~~ 12, 15,
16, and 26). Krispy Kreme should have accounted for the plan by periodically comparing a realtime estimate of its projected, pre-incentive compensation expense EPS for the full fiscal year to
its full-year EPS target and then reconciling the then-projected payout under the plan with
amounts accrued to date for incentive compensation expense. However, despite the fact that
Krispy Kreme consistently maintained a real-time estimate of its EPS for the full fiscal year,
Krispy Kreme accounted for the plan by booking the difference between Krispy Kreme's actual
quarterly EPS results and its quarterly target EPS, i.e., achieving EPS guidance plus one cent.
This accounting, in effect, created a "collar" on shareholder earnings, i.e., in good quarters,
excess profits were accrued to fund the Incentive Plan and in weak quarters, accruals to the
Incentive Plan were reversed to improve earnings, with shareholders consistently being told that
Krispy Kreme had exceeded its EPS guidance by $0.01-no more and no less.
13.
In the first quarter offiscal2004, Krispy Kreme's performance improved from the
last quarter of fiscal year 2003, which, combined with a one-time, disclosed partial reversal of
previously accrued litigation expense, resulted in Krispy Kreme having sufficient earnings to
report EPS of $0.22-or EPS guidance for the first quarter plus $0~02- and accrue $2,050,000
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as incentive compensation. However, as of the end of the quarter, management forecasted preincentive EPS of $1.05 for the full fiscal year and, therefore, should have accrued an additional
$798,000 for a total of $2,848,000 in incentive compensation expense for the quarter. If Krispy
Kreme had accrued the full $2,848,000, however, reported BPS-excluding the impact of the
reversal of previously accrued litigation expense-would have been $0.20, merely equaling its
EPS guidance for the first quarter.
14.
Beginning in the second quarter offiscal2004, as sales growth continued to
slacken, Krispy Kreme reduced the incentive compensation accrual causing it to exceed its EPS
guidance. Specifically, at the end of that quarter, Krispy Kreme made a net $949,999 reversal in
previously accrued incentive compensation expense, which increased after-tax earnings by
$569,999. By effecting the $949,999 reversal, Krispy Kreme increased its earnings for the
quarter and reported EPS of$0.21 for the quarter, equaling its previously announced EPS
guidance plus $0.01. In making this disclosure, Krispy Kreme did not also disclose that but for
the occurrence of the reversal it would not have reported that result.
15.
In the third quarter offiscal2004, Krispy Kreme made no additional incentive
compensation accruals and, instead, reversed the remaining available balance in the account, i.e.,
$833,332. This increased Krispy Kreme's after-tax earnings by $499,999 and Krispy Kreme
reported EPS of $0.23 for the quarter, equaling its previously announced EPS guidance plus
$0.01.
16.
Each of the incentive compensation accruals or reversals described above was the
next to last entry done by Krispy Kreme before its books were closed for the quarter, with the
last entry being for the provision for taxes.
Round-Trip Transactions

17.
In each of the secon?, third and fourth quarters of fiscal 2004, Krispy Kreme
engaged in a round-trip transaction in connection with the reacquisition of a franchise. Each
transaction followed essentially the same pattern, Krispy Kreme paid money to the franchise
. with the understanding that the franchise would pay the money back to Krispy Kreme in a prearranged manner that would allow Krispy Kreme to record additional pre-tax net income in an
amount roughly equal to the funds originally paid to the franchise.

First Round Trip Transaction

18.
The first ofthe round-trip transactions occurred in June 2003, the second quarter
of fiscal 2004, in connection with the reacquisition of a franchise in Texas. In connection with
this reacquisition, Krispy Kreme increased the price it paid for the franchise by $800,000, i.e.,
from $65,000,000 to $65,800,000, in return for the franchise purchasing from Krispy Kreme
certain doughnut making equipment.
·
19.
The purchase of the equipment was made at the request of Krispy Kreme and was
arranged after the parties had orally agreed to the $65 million reacquisition price. But for the
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$800,000 increase in that price, the franchise would not have agreed to purchase the equipment.
On the day of the closing, as Krispy Kreme paid $65.8 million to the franchise, Krispy Kreme
debited the franchise's bank account for $744,000, which was the aggregate list price of the
equipment. This additional revenue boosted Krispy Kreme's quarterly net income by
approximately $365,000 after taxes.
Second Round Trip Transaction

20.
The second round-trip transaction occurred at the end of October 2003, four days
from the closing of Krispy Kreme' s third quarter of fiscal 2004, in connection with the
reacquisition of a franchise in Michigan.
21.
In this reacquisition transaction, Krispy Kreme agreed to increase the price it paid
for the franchise by $535,463, which represented an approximation ofthe total of two disputed
amounts that Krispy Kreme claimed it was owed by the Michigan franchise.
22.
As a result, when the reacquisition closed, Krispy Kreme paid an increased
purchase price of $535,463, and recorded the transaction on its books and records as if it had
·been reimbursed for the two disputed amounts. This overstated Krispy Kreme's net income in
the third quarter by approximately $310,000 after taxes.
Third Round Trip Transaction

23.
The third round-trip transaction occurred in January 2004, in the fourth quarter of
fiscal 2004, in connection with Krispy Kreme's reacquisition of the remaining interests in a
franchise in California.
24.
Krispy Kreme owned a majority interest in the California franchise and,
beginning in or about October 2003, initiated negotiations with the remaining interest holders for
acquisition oftheir interests. During those negotiations, the principal manager of the California
franchise, who individually owned 25% of the franchise, ceased to manage the California
franchise and Krispy Kreme, through its employees, assumed management responsibility.
25.
During the course of negotiations, Krispy Kreme demanded payment of a
"management fee" in consideration for Krispy Kreme's handling of the management duties since
October 2003. A few days before the closing and only about a week before quarter-end, Krispy
Kreme engaged a round-trip means that provided the former franchise manager with funds that
he could then use to pay a management fee to Krispy Kreme.
26.
Specifically, Krispy Kreme proposed that the former franchise manager would
receive a distribution from his capital account, which he could then pay back to Krispy Kreme as
a management fee. No adjustment was made to the purchase price for his interest in the
California franchise to reflect this distribution. As a result, the former franchise manager
received the full value for his franchise interest, including his capital account, plus an additional
amount provided that he paid back that amount as the management fee. Krispy Kreme, acting
through the California franchise, made a distribution to the former franchise manager in the
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amount of$597,415, which he immediately transferred back to Krispy Kreme as payment ofthe
management fee. Krispy Kreme booked this fee as income, thereby overstating Krispy Kreme's
·net income in the fourth quarter by approximately $361,000.
27.
In May 2004, Krispy Kreme disclosed disappointing earnings for the first quarter
offiscal2005 and lowered its future earnings guidance. Subsequently, as a result of the conduct
described above, as well as the discovery of other accounting errors, on January 4, 2005, Krispy
Kreme announced that it would restate its financial statements for fiscal 2003 and 2004. The
restatement reduced net income for fiscal years 2003 and 2004 by $2,420,000 and $8,524,000,
respectively. Krispy Kreme also forced the retirement or resignation of a number of senior
executives who were identified as bearing some degree of responsibility for events leading to the
restatement.
28.
Krispy Kreme materially misstated its earnings in its financial statements filed
with the Commission between the fourth quarter of fiscal 2003 and the fourth quarter of fiscal
2004. In each of these periods, Krispy Kreme falsely reported that it had achieved earnings
equal to its EPS guidance plus one cent in the fourth quarter of fiscal 2003 through the third
quarter offiscal2004 or, in the case of the fourth quarter offiscal2004, earnings that met its
EPS guidance.
Krispy Kreme's Violations
29.
As a result of the conduct described above, Krispy Kreme violated Section 13(a)
of the Exchange Act and Rules 12b-20, 13a-1, 13a-11, and 13a-13 thereunder, which require
every issuer of a security registered pursuant to Section 12 of the Exchange Act file with the
Commission information, documents, and annual, quarterly, and current reports as the
Commission may require, and mandate that periodic reports contain such further material
information as may be necessary to make the required statements not misleading.
30.
Because Krispy Kreme improperly accounted for its Incentive Plan and
improperly accounted for three franchise reacquistions, its books, records and accounts did not,
in reasonable detail, accurately and fairly reflect its transactions and dispositions of assets.
31.
In addition, Krispy Kreme failed to implement internal accounting controls
relating to its Incentive Plan and franchise reacquisitions which were sufficient to provide
reasonable assurances that its accounts were accurately stated in accordance with generally
accepted accounting principles.
32.
As a result of the conduct described above, Krispy Kreme violated Section
13(b)(2)(A) of the Exchange Act, which requires reporting companies to make and keep books,
records, and accounts which, in reasonable detail, accurately and fairly reflect their transactions
and dispositions of their assets.
33.
Lastly, as a result of the conduct described above, Krispy Kreme violated Section
13(b)(2)(B) of the Exchange Act, which requires all reporting companies to devise and maintain
a system of internal accounting controls sufficient to provide reasonable assurances that
transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles.
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Krispy Kreme's Remedial Efforts

34.
In determining to accept the offer, the Commission considered remedial acts
promptly undertaken by Respondent and cooperation afforded the Commission staff.
Undertakings

35.
Respondent shall cooperate fully with the Commission in any and all
investigations, litigations or other proceedings relating to or arising from the matters described in
the Order. In connection with such cooperation, Respondent has undertaken:
a.
To produce, without service of a notice or subpoena, any and all
documents and other information requested by the Commission's staff;
b.
To use its best efforts to cause its employees to be interviewed by the
Commission's staff at such times as the staff reasonably may direct;

•

c.
To use its best efforts to cause its employees to appear and testify
truthfully and completely without service of a notice or subpoena in such investigations,
depositions, hearings or trials as may be requested by the Commission's staff; and
d.
That in connection with any testimony of Respondent to be conducted at
deposition, hearing or trial pursuant to a notice or subpoena, Respondent:
(i) Agrees that any such notice or subpoena for Respondent's appearance
and testimony may be served by regular mail on their attorney, Jerome F. Birn, Jr., Esq., at
Wilson Sonsini Goodrich & Rosati, 650 Page Mill Road, Palo Alto, California 94304-1 050; and
(ii.) Agrees that any such notice or subpoena for Respondent's appearance
and testimony in an action pending in a United States District Court may be served, and may
require testimony, beyond the territorial limits imposed by the Federal Rules of Civil Procedure.
36.
In determining whether to accept the Offer, the Commission has considered these
undertakings.
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IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanction
agreed to in Respondent Krispy Kreme's Offer.
Accordingly, it is hereby ORDERED that:
A.
Pursuant to Section 21 C of the Exchange Act, Respondent Krispy Kreme cease
and desist from committing or causing violations and future violations of Sections 13( a),
13(b)(2)(A), and 13(b)(2)(B) ofthe Exchange Act and Rules 12b-20, 13a-1, 13a-11, and 13a-13
promulgated thereunder.

By the Commission.

Elizabeth M. Murphy
Secretary

•

:

8

~

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 59500 I March 4, 2009
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2942 I March 4, 2009
ADMiNISTRATIVE PROCEEDING
File No. 3-13389

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

Sherry J. Polonsky
Respondent.

I.

The Securities and Exchange Commission (''Commission") deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 21 C of the Securities
Exchange Act of 1934 ("Exchange Act"), against Sherry J. Polonsky ("Polonsky" or
"Respondent").
II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over her and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Ceaseand-Desist Proceedings Pursuant to Section 21C ofthe Securities Exchange Act of 1934, Making
Findings, and Imposing a Cease-and-Desist Order ("Order"), as set fmih below.
III.

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

Respondent
1.
Polonsky, 47 and a resident of Winston-Salem, North Carolina, was Vice President
of Finance and then Senior Vice President of Finance for Krispy Kreme Doughnuts, Inc. ("Krispy
Kreme" or the "Company") between January 2002 when she joined the Company and her
resignation on June 17, 2005. Krispy Kreme is a public issuer and doughnut retailer and franchisor
based in North Carolina. Polonsky's responsibilities at Krispy Kreme included overseeing
segments ofthe Company's accounting, financial reporting, and tax functions.

Overview
2.
In the third and fourth quarters ofKrispy Kreme's 2004 fiscal year, Polonsky
caused Krispy Kreme to record improperly two round-trip transactions in connection with the
acquisition of Company franchises located in Michigan and California. In both transactions,
Krispy Kreme paid money to the franchisee with the understanding that the franchisee would pay
the money back to Krispy Kreme. In each instance, Krispy Kreme recognized additional income in
an amount roughly equal to the funds that were paid back to it.
3.
As a result, Krispy Kreme filed annual, quarterly, and current reports with the
Commission that contained misstated financial results, failed to have books and records that
accUrately and fairly reflected its transactions and disposition of assets, and failed to devise and
maintain internal accounting controls sufficient to provide reasonable assurances that its accounts
were accurately stated in accordance with generally accepted accounting principles.

First Round Trip Transaction
4.
The first round trip transaction occurred at the end of October 2003, four days
before the closing ofKrispy Kreme's third quarter of its fiscal year 2004, in connection with the
acquisition of a franchise located in Michigan.
5.
Specifically, as part of the acquisition transaction, the Company agreed to increase
the price it paid for the franchise by $535,463, which represented an approximation of the total of
two amounts that Krispy Kreme claimed it was owed by the franchisee, with the understanding that
the franchisee would pay the disputed amounts to Krispy Kreme as part of the acquisition's
closing. The Michigan franchisee had refused to pay these amounts and only agreed to pay them
after Krispy Kreme offered to increase the purchase price in an amount intended to cover the
disputed items.
6.
Polonsky was told in an e-mail that the purchase price for the franchise would be
increased by the approximate total of the two disputed amounts so that those amounts would be
paid to Krispy Krerne as part of the acquisition's closing. In addition, a coworker discussed with
Polonsky increasing the purchase price to resolve remaining issues. Despite the email and this
1

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.
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conversation with the coworker, Polonsky directed that Krispy Kreme recognize income and
reclassify expenses in an amount equal to the total of the two disputed items.
7.
As a result, when the acquisition closed, Krispy Kreme paid an increased purchase
price of $535,463, and recorded the transaction on its books and records as if it had been paid for
the two disputed amounts. This overstated the Company's net income in the third quarter by
approximately $310,000 after taxes.

Second Round Trip Transaction

8.
The second round-trip transaction occurred in January 2004, in the fourth quarter of
Krispy Kreme's 2004 fiscal year, in connection with Krispy Kreme's acquisition of the remaining
interests in a franchise located in California, in which Krispy Kreme already owned a m~ority
interest.
9.
Specifically, beginning in or about October 2003, Krispy Kreme initiated
negotiations with the remaining interest holders for acquisition of their interests. During those
negotiations, the franchise manager of the California franchise, who individually owned 25% of
the franchise, ceased to manage the California franchise and Krispy Kreme, through its employees,
assumed his management responsibility.
10.
During the course of negotiations, Krispy Kreme sought from the former franchise
manager a "management fee" as compensation to Krispy Kreme for the handling of his previous
management duties after October 2003. Krispy Kreme suggested that such a fee be subtracted
from any amounts due the former franchise manager at closing for his 25% interest in the
franchise.
11.
The former franchise manager refused to agree that any amount should be deducted
from the proceeds of the sale of his interest to Krispy Kreme.
12.
A few days before the scheduled closing of the transaction and only about a week
before the end of the fourth quarter ofKrispy Kreme's 2004 fiscal year, Polonsky communicated
to the former franchise manager a proposal by Krispy Kreme that he accept a distribution from his
capital account in the franchise, that he could then pay back to Krispy Kreme as a management fee.
The former franchise manager was further told that at closing he would still receive the full amount
of the previously negotiated consideration for his 25% interest in the franchise.
13.
By offering a non-pro rata distribution from the former franchise manager's capital
account while at the same time assuring the former franchise manager that he would receive the
full amount of the previously agreed upon consideration for his 25% interest, Krispy Kreme was
orchestrating a round-trip transaction that lacked economic substance.
14.
Krispy Kreme made a distribution to the former franchise manager from his capital
account in the amount of$597,415, which he immediately transferred back to Krispy Kreme as
payment of the management fee. Polonsky caused Krispy Kreme to book this fee as income,
thereby overstating Krispy Kreme' s net income in the fourth qumier by approximately $361,000
after taxes.
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Respondent's Violations
15.
As a result ofthe conduct described above, Polonsky caused Krispy Kreme to
violate Section 13(a) ofthe Exchange Act and Rules 12b-20, 13a-l, 13a-11, and 13a-13,
thereunder, which require every issuer of a security registered pursuant to Section 12 of the
Exchange Act file with the Commission information, documents, and annual, quarterly, and
current reports as the Commission may require, and mandate that periodic reports contain such
further material information as may be necessary to make the required statements not misleading.
16.
As a result of Polonsky's actions, Krispy Kreme's books, records and accounts did
not, in reasonable detail, accurately and fairly reflect its transactions and dispositions of assets.
17.
In addition, as a further result of Polonsky's actions, Krispy Kreme failed to devise
and maintain a system of internal accounting controls relating to its franchise acquisitions that were
sufficient to provide reasonable assurances that its accounts were accurately stated in accordance
with generally accepted accounting principles.
18.
As a result ofthe conduct described above, Polonsky caused Krispy Kreme to
violate Section 13(b)(2)(A) of the Exchange Act, which requires reporting companies to make and
keep books, records, and accounts which, in reasonable detail, accurately and fairly reflect their
transactions and dispositions of their assets.
19.
Lastly, as a result of the conduct described above, Polonsky caused Krispy Kreme
to violate Section 13(b)(2)(B) of the Exchange Act, which requires all reporting companies to
devise and maintain a system of internal accounting controls sufficient to provide reasonable
assurances that transactions are recorded as necessary to permit preparation of financial statements
in accordance with generally accepted accounting principles.

IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent Polonsky's Offer.
Accordingly, it is hereby ORDERED that:
Pursuant to Section 21 C of the Exchange Act, Respondent Polonsky cease and desist from
causing any violations and any future violations of Sections 13(a), 13(b)(2)(A), and 13(b)(2)(B), of
the Exchange Act and Rules 12b-20, 13a-1, 13a-ll, and 13a-13 thereunder.

By the Commission.

·'
Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSiON

SECURITIES EXCHANGE ACT OF 1934
Release No. 59503 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13392

In the Matter of

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

Group One Trading, L.P.,

Respondent.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21 C of the Securities Exchange Act of 1934
("Exchange Act") against Group One Trading, L.P. ("Respondent").
II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21 C of the Securities
Exchange Act of 1934 ("Order") as set forth below.

III.

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

RESPONDENT

l.
Group One Trading, L.P. ("Group One," or "Respondent") is a broker-dealer registered
with the Commission pursuant to Section 15(b) of the Exchange Act, since 1994. Group One is a
member of the American Stock Exchange ("AMEX"), the Chicago Board Options Exchange
("CBOE") and the Philadelphia Stock Exchange ("PHLX," and together with the CBOE and the
AMEX, the "Exchanges").
B.

FACTS
Summary

2.
This matter involves violations by Group One of its basic obligation as a specialist to serve
public customer orders over its own proprietary interests. As a specialist firm on each of the
Exchanges,2 Group One had a general duty to match executable public customer or "agency" buy
and sell orders and not to fill customer orders through trades from the firm's own account when.
those customer orders could be matched with other customer orders. From 1999 through 2005 (the
"Relevant Period"), Group One violated this obligation by filling orders through proprietary trades
rather than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $1.5 million.
3.
By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, Group One violated Section 11 (b) of the Exchange
Act and Rule 11 b-1 thereunder. Group One also violated the following Exchange rules in effect
during the Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and
8.85; and PHLX rules 1020(c), 1019 and 707.
Overview of Specialists' Obligations

4.
On each of the Exchanges, specialist firms are responsible for the quality of the markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
among other things, affords no undue advantage to any participant. An "orderly" market is
characterized by regular, reliable operation, with price continuity and depth, in which price

1

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

On the CBOE, specialist firms like Group One are known as Designated Primary MarketMakers, or DPMs.
2

movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.
5.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affirmative obligation" to offset imbalances in supply and demand? Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
6.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists - generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd") specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by Group One
7.
During the Relevant Period, Group One breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, Group One
effected improper proprietary trades that disadvantaged customer orders.
8.
On each of the Exchanges, Group One specialists possessed or had access to information
concerning cu·stomer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to "pair off' or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, Group One specialists did not "pair off' or cross these buy and sell
orders with each other. Sometimes, Group One specialists did this by effecting a proprietary trade
with an order that arrived electronically through the order processing system. At other times, Group
One specialists effected improper proprietary trades with orders that came in from the crowd. In
either case, the disadvantaged order was an order that the Group One specialist should have paired
with the other order, instead of filling that other order through a proprietary trade retained by the
specialist. The violative conduct took three basic forms described in paragraphs 9-11 below.

Trading Ahead. In certain instances, Group One specialists filled one agency order through
9.
a proprietary trade for the firm's account while a matchable agency order was present on the
opposite side of the market, thereby improperly "trading ahead" of such opposite-side executable
3

A specialist's obligations on the Exchanges also included acting as a market maker, and the
Exchanges' rules generally required a specialist to provide continuous quotations for each option for
which it acted as a specialist.
3

agency order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm's proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm's
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of$5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).
10.
Interpositioning. In certain instances, after trading ahead, Group One specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
"interpositioning" themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
11.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, Group One
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.
12.
During the Relevant Period, Group One engaged in tens of thousands of violative trades of
the tiu:ee types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $1.5 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.
C.

APPLICABLE LAW
Section ll(b) of the Exchange Act

13.
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactions to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section 11 (b) and Rule 11 b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11 b-1 (b), if the Commission finds, after appropriate
notice and opportunity for hearing, that a specialist has for any account in which he has an interest
"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
4

14.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section 11 (b)
and Rule 11 b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter a_{ Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. I 0, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978). 4
15.
Here, Group One violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, Group One willfulll violated Section
11 (b) of the Exchange Act and Rule 11 b-1 thereunder.
Exchange Rules

16.
Several AMEX, CBOE and PHLX rules prohibit the same conduct as is prohibited by
Section 11 (b) of the Exchange Act and Rule II b-I thereunder. These rules effectively prohibit a
specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.
AMEX

I7.
AMEX Rule I 50(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that "No member shall ( 1) personally buy or initiate the purchase of any security on the Exchange
for his own account. .. while such member personally holds ... an unexecuted market order to
buy ... or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds ... an unexecuted market order to sell."
I8.
AMEX Rule I50(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: "No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds ... an unexecuted limited
4

The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
Albert Fried, 1978 WL I96046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly market has been defined as one '"not reasonably calculated to contribute to the
maintenance of price continuity [on the exchange] and to minimize the effects of temporary
disparity between supply and demand."' Weiskopf, 1980 WL 22091, at *2 n.5 (quoting
Exchange Act Release No. I1I7 at 2 (March 30, I937)).
5

A willful violation of the securities laws means merely '"that the person charged with the duty
knows what he is doing."' Wonsover v. SEC, 205 F.3d 408,414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
'"also be aware that he is violating one of the Rules or Acts."' !d. (quoting Gearhart & Otis, Inc.
v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).

5

price order to buy such security ... or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds ... an
unexecuted limited price order to sell such security."
19.
AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist "give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest."
20.
AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account "in the securities in
which he is registered" unless that conduct constitutes "a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market." The rule goes on to provide that:
"Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account."
21.
Group One violated each of the aforementioned AMEX rules by reason of the activities set
forth in paragraphs 9 through 11 above.
CBOE

22.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.
23.
Group One violated each of the aforementioned CBOE rules by reason of the activities set
forth in paragraphs 9 through 11 above.
PHLX

24.
PHLX Rule 1020( c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market."
25.
PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest."
26.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."

6
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27.
Group One violated each of the aforementioned PHLX rules by reason of the activities set
forth in paragraphs 9 through 11 above.

D.

CONCLUSION

28.
Group One willfully committed violations of Section 11 (b) of the Exchange Act, and Rule
11 b-1 thereunder, as described above.

IV.
In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by Group One.
Accordingly it is hereby ORDERED that:
A.
Pursuant to Section 21 C of the Exchange Act, Group One cease and desist from
committing or causing any violations and any future violations of Section 11 (b) of the Exchange
Act, and Rule 11 b-1 thereunder.
B.

Pursuant to Section 15(b)(4) of the Exchange Act, Group One is hereby censured.

C.
Group One shall, within ten days of the entry of the Order, pay disgorgement of
$1.5 million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies Group One as
a Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
Division ofEnforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York; 10281.
D.
It is further ordered that Group One shall, within ten days of the entry of the Order,
pay a civil money penalty in the amount of $300,000 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) handdelivered or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted
under cover letter that identifies Group One as a Respondent in these proceedings, the file number
of these proceedings, a copy of which cover letter and money order or check shall be sent to David
Rosenfeld, Associate Regional Director, Division of Enforcement, Securities and Exchange

7

Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered to be paid
as civil money penalties pursuant to this Order shall be treated as penalties paid to the government
for all purposes, including all tax purposes.

By the Commission.

•'
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59502 I March 4, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13391

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

In the Matter of

Equitec Proprietary Markets, LLC,

Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934
("Exchange Act") against Equitec Proprietary Markets, LLC ("Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subject matter ofthese
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-DesistOrderPursuant to Sections 15(b)(4) and 21C of the Securities
Exchange Act of 1934 ("Order") as set forth below.

III.

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

RESPONDENT

1.

Equitec Proprietary Markets, LLC ("Equitec") is a broker-dealer registered with the
Commission pursuant to Section 15(b) of the Exchange Act, since 2000. Equitec is a member of
the Chicago Board Options Exchange ("CBOE") and the Philadelphia Stock Exchange ("PHLX,"
and together with the CBOE, the "Exchanges"). During the period relevant to this Order, Equitec
acquired, merged with, or conducted joint venture operations with other specialist firms. A certain
portion of the conduct that forms the basis of the findings herein took place at those predecessor
firms or joint venture entities. As used herein, the terms "Equitec" and "Respondent" refer to
Equitec, as well as its predecessor firms and joint venture entities.
B.

FACTS
Summary

2.
This matter involves violations by Equitec of its basic obligation as a specialist to serve
public customer orders over its own proprietary interests. As a specialist firm on both of the
Exchanges, 2 Equitec had a general duty to match executable public customer or "agency" buy and
sell orders and not to fill customer orders through trades from the finn's own account when those
customer orders could be matched with other customer orders. From 1999 through 2005 (the
"Relevant Period"), Equitec violated this obligation by filling orders through proprietary trades
rather than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $1.4 million.
3.
By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, Equitec violated Section 1l(b) of the Exchange
Act and Rule 11 b-1 thereunder. Equitec also violated the following Exchange rules in effect
during the Relevant Period: CBOE rules 8.80 and 8.85; and PHLX rules 1020(c), 1019 and 707.
Overview of Specialists' Obligations

4.
On both of the Exchanges, specialist firms are responsible for the quality of the markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
insofar as is reasonably practicable, a "fair" and "orderly" market. A "fair" market is one that,
among other things, affords no undue advantage to any participant. An "orderly" market is
1

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

On the CBOE, specialist firms like Equitec are known as Designated Primary Market-Makers,
orDPMs.
2

characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.
5.
Specialists have two primary duties: performing their "negative obligation" to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
"affirmative obligation" to offset imbalances in supply and demand. 3 Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists' dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.
6.
Whether acting as brokers or dealers, specialists are required to hold the public's interest
above their own and, as such, are prohibited from trading for their dealers' accounts ahead of preexisting customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists - generally delivered either through one
of the Exchange's order processing systems to a specialist's workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists' workstations ("the crowd")specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.
Improper Proprietary Trading by Equitec

7.
During the Relevant Period, Equitec breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, Equitec effected
improper proprietary trades that disadvantaged customer orders.
8.
On both of the Exchanges, Equitec specialists possessed or had access to information
concerning customer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to "pair off' or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, Equitec specialists did not "pair off' or cross these buy and sell
orders with each other. Sometimes, Equitec specialists did this by effecting a proprietary trade with
an order that arrived electronically through the order processing system. At other times, Equitec
specialists effected improper proprietary trades with orders that came in from the crowd. In either
case, the disadvantaged order was an order that the Equitec specialist should have paired with the
other order, instead of filling that other order through a proprietary trade retained by the specialist.
The violative conduct took three basic forms described in paragraphs 9-11 below.
9.
Trading Ahead. In certain instances, Equitec specialists filled one agency order through a
proprietary trade for the firm's account while a matchable agency order was present on the opposite
3

A specialist's obligations on the Exchanges also included acting as a market maker, and the
Exchanges' rules generally required a specialist to provide continuous quotations for each option for
which it acted as a specialist.
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side of the market, thereby improperly "trading ahead" of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
·subsequently executed at a price that was inferior to the price received by the firm's proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur ifthe specialist filled the sell order from the firm's
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of$5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
• contracts x $0.05 per share per contract x 100 shares per contract).
10.
Interpositioning. In certain instances, after trading ahead, Equitec specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
"interpositioning" themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.
11.
Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, Equitec
specialists traded ahead of opposite-side executable agency orders, as described in paragrapp 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.
12.
During the Relevant Period, Equitec engaged in tens of thousands ofviolative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $1.4 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.
C.

APPLICABLE LAW
Section ll(b) of the Exchange Act

13.
Section 11 (b) of the Exchange Act and Rule 11 b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist's dealer transactions to those "reasonably
necessary to permit him to maintain a fair and orderly market." Section 11 (b) and Rule 11 b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11 b-1 (b), if the Commission finds, after appropriate
notice and opportunity for hearing, that a specialist has for any account in which he has an interest
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"effected transactions ... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market," the Commission may impose sanctions.
14.
Where specialists effect trades for their accounts that are not "reasonably necessary to
permit [such specialists] to maintain a fair and orderly market," they have violated Section 11 (b)
and Rule 11 b-1 of the Exchange Act. See In the Matter ofLaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Noy. 3, 1978). 4
15.
Here, Equitec violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, Equitec willfully 5 violated Section
11 (b) of the Exchange Act and Rule 11 b-1 thereunder.
Exchange Rules

16.
Several CBOE and PHLX rules prohibit the same conduct as is prohibited by Section 11 (b)
of the Exchange Act and Rule 11 b-1 thereunder. These rules effectively prohibit a specialist from
trading ahead of, or interpositioning between, eligible customer orders, and require agency orders
to be matched whenever possible.
CBOE

17.
CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.
18.
Equitec violated each of the aforementioned CBOE rules by reason of the activities set
forth in paragraphs 9 through 11 above.

4

The obligation to maintain a fair and orderly market "has a broader reach than the prohibition
of 'fraud' and, thereby, imposes stricter standards of integrity and performance on specialists."
Albert Fried, 1978 WL 196046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly market has beer defined as one "'not reasonably calculated to contribute to the
maintenance of price continuity [on the exchange] and to minimize the effects of temporary
disparity between supply and demand."' Weiskopf, 1980 WL 22091, at *2 n.5 (quoting
Exchange Act Release No. 1117 at 2 (March 30, 1937)).
5

A willful violation of the securities laws means merely "'that the person charged with the duty
knows what he is doing."' Wonsover v. SEC, 205 F.3d 408,414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
"'also be aware that he is violating one of the Rules or Acts."' Id~ (quoting Gearhart & Otis, Inc.
v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).
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PHLX
19.
PHLX Rule 1020( c) (Registration and Functions of Options Specialists) states, in relevant
part: "A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
'
specialist to maintain a fair and orderly market."
20.
PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: "A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest."
21.
PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists "shall not engage in conduct inconsistent with just and equitable principles
of trade."
22.
Equitec violated each of the aforementioned PHLX rules by reason of the activities set
forth in paragraphs 9 through 11 above.

D.

CONCLUSION

23.
Equitec willfully committed violations of Section 11 (b) of the Exchange Act, and Rule 11 b1 thereunder, as described above.
IV.
In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by Equitec.
Accordingly it is hereby ORDERED that:
A.
Pursuant to Section 21 C of the Exchange Act, Equitec cease and desist from
committing or causing any violations and any future violations of Section 11 (b) of the Exchange
Act, and Rule 11 b-1 thereunder.
B.

Pursuant to Section 15(b)(4) of the Exchange Act, Equitec is hereby censured.

C.
Equitec sliall, within ten days of the entry of the Order, pay disgorgement of $1.4
million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies Equitec as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
6
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Division ofEnforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281.
D.
It is further ordered that Equitec shall, within ten days of the entry of the Order, pay
a civil money penalty in the amount of $280,000 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) handdelivered or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted
under cover letter that identifies Equitec as a Respondent in these proceedings, the file number of
these proceedings, a copy of which cover letter and money order or check shall be sent to David
Rosenfeld, Associate Regional Director, Division of Enforcement, Securities and Exchange
Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered to be paid
as civil money penalties pursuant to this Order shall be treated as penalties paid to the government
for all purposes, including all tax purposes.

By the Commission.

Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 59513 I March 5, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13397

In the Matter of

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

VICTOR P. MACHADO,
Respondent.

I.

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

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Commission finds that:
1.
Respondent Machado, 36, is a resident ofNew Jersey. From 1999 until
August 2004, Machado was a fixed income trader at two related entities, Leumi Investment
Services Inc. ("LISI"), a registered broker-dealer, and Bank Leumi USA ("BLUSA"), a Federal
Deposit Insurance Corporation insured bank and LISI's parent company. While at LISI, Machado
held Series 7 and 63 licenses. On August 31, 2004, Machado was terminated by LISI and BLUSA.
From July 2006 through June 1, 2008, Machado was employed by a temporary employment
agency.
2.
On February 27,2009, a final judgment was entered by consent against
Respondent Machado, permanently enjoining him from future violations of Section 17(a) of the
Securities Act of 1933, Section lO(b) of the Exchange Act and Rule lOb-S thereunder, and for
aiding and abetting LISI's violations of Section 17(a) ofthe Exchange Act and Rule 17a-3
thereunder, in the civil action entitled, Securities and Exchange Commission v. Victor P. Machado
and FrankLu, Civil Action Number 09-cv-01711 (RMB), in the United States District Court for
the Southern District ofNew York.
3.
The Commission's complaint alleged that, from May 2003 through midAugust 2004, Respondent Machado and Frank Lu, a former salesperson at Oppenheimer & Co.
Inc. ("OPCO"), a registered broker-dealer and investment adviser, engaged in a scheme to direct
LISI's and BLUSA's securities order flow to OPCO in exchange for secret gratuities and
entertainment that Lu provided to Machado. The complaint also alleged that as part of the scheme,
and in violation of Machado's duties to LISI's and BLUSA's customers, Machado routinely
directed a substantial flow of orders to OPCO for execution at prices that were favorable to OPCO
and detrimental to LISI's and BLUSA's own customers. The complaint further alleged that as a
result of Machado's and Lu's conduct, LISI's and BLUSA's customers were harmed by
approximately $1.1 million.
IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Machado's Offer.
Accordingly, it is hereby ORDERED:
Pursuant to Section lS(b)(6) of the Exchange Act, that Respondent Machado be, and hereby
is barred from association with any broker or dealer.
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

2

..

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.

Elizabeth M. Murphy
Secretary

By: Jo Lynn Ta.ylor
Assistant Secretary

I'

3

....

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 59514 I March 5, 2009
INVESTMENT ADVISERS ACT OF 1940
Release No. 2850 I March 5, 2009
ADMINISTRATIVE PROCEEDING
File No. 3-13398

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

In the Matter of
FRANKLU,
Respondent.

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

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter ofthese
proceedings, and the findings contained in Section III.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934 and Section 203(f) of the Investment Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions ("Order"), as set forth below.
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III.
On the basis ofthis Order and Respondent's Offer, the Commission finds that:
1.
Respondent Lu, 39, is a resident of New Jersey. From January 2003 until
his resignation in March 2006, Lu was a registered representative at Oppenheimer & Co. Inc.
("OPCO"), a registered broker-dealer and investment adviser. While at OPCO, Lu held Series 7
and 63 licenses~ From July through December 2006, Lu was employed as a registered
representative at another broker-dealer. Since that time, Lu has not been associated with any
broker-dealer.

2.
On February 27, 2009, a final judgment was entered by consent against
Respondent Lu, permanently enjoining him from future violations of Section 17(a) of the
Securities Act of 1933 and Section 10(b) of the Exchange Act and Rule lOb-5 thereunder, in the
civil action entitled, Securities and Exchange Commission v. Victor P. Machado and Frank Lu,
Civil Action Number 09-cv-01711 (RMB), in the United States District Court for the Southern
District of New York.
3.
The Commission's complaint alleged that, from May 2003 through midAugust 2004, Respondent Lu and Victor P. Machado, a former trader at two related entities, Leumi
Investment Services Inc. and Bank Leumi USA, (collectively referred to as "Leumi"}, engaged in a
scheme to direct Leumi's securities order flow to OPCO in exchange for secret gratuities and
entertainment that Lu provided to Machado. The complaint also alleged that Lu was a knowing
participant in this scheme as he provided Machado with secret gratuities and entertainment to
induce Machado to direct Leumi's order flow to OPCO. It was further alleged that Lu benefited
from this scheme because he obtained increased compensation as a result of the increased order
flow from Machado. The complaint further alleged that as a result ofLu's and Machado's
conduct, Leumi's customers were harmed by approximately $1.1 million.
IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Lu' s Offer.
Accordingly, it is hereby ORDERED:
Pursuant to Section 15(b)(6) of the Exchange Act and Section 203(t) of the Advisers Act,
that Respondent Lube, 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
2

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.

Elizabeth M. Murphy

s~mry

~

By: J. Ly~n~~ylor

:~~;~~~%sfa'n ~ secretary

..
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SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-59527; File No. S7-05-09)
March 6, 2009
ORDER GRANTING TEMPORARY EXEMPTIONS UNDER THE SECURITIES
EXCHANGE ACT OF 1934 IN CONNECTION WITH REQUEST ON BEHALF OF ICE
US TRUST LLC RELATED TO CENTRAL CLEARING OF CREDIT DEFAULT
SWAPS, AND REQUEST FOR COMMENTS
I.

Introduction
In response to the recent turmoil in the financial markets, the Securities and Exchange

Commission ("Commission") has taken multiple actions to protect investors and ensure the
integrity of the nation's securities markets.

1

Today the Commission is taking further action

designed to address concerns related to the market in credit default swaps ("CDS"). The overthe-counter ("OTC") market for CDS has been a source of concerns to us and other financial
regulators. These concerns include the systemic risk posed by CDS, highlighted by the possible

A nonexclusive list of the Commission's actions to stabilize financial markets during this credit
crisis include: adopting a package of measures to strengthen investor protections against naked short
selling, including rules requiring a hard T +3 close-out, eliminating the options market maker exception of
Regulation SHO, and expressly targeting fraud in short selling transactions (See Securities Exchange Act
Release No. 58572 (September 17, 2008), 73 FR 54875 (September 23, 2008)); issuing an emergency
order to enhance protections against naked short selling in the securities of primary dealers, Federal
National Mortgage Association ("Fannie Mae"), and Federal Home Loan Mortgage Corporation
("Freddie Mac") (See Securities Exchange Act Release No. 58166 (July 15, 2008), 73 FR 42379 (July 21,
2008)); taking temporary emergency action to ban short selling in financial securities (See Securities
Exchange Act Release No. 58592 (September 18, 2008), 73 FR 55169 (September 24, 2008)); approving
. emergency rulemaking to ensure disclosure of short positions by hedge funds and other institutional
money managers (See Securities Exchange Act Release No. 58591A (September 21, 2008), 73 FR 55557
(September 25, 2008)); proposing rules to strengthen the regulation of credit rating agencies and making
the limits and purposes of credit ratings clearer to investors (See Securities Exchange Act Release No.
57967 (June 16, 2008), 73 FR 36212·(June 25, 2008); entering into a Memorandum of Understanding
with the Board of Governors of the Federal Reserve System ("FRB") to make sure key federal financial
regulators share information and coordinate regulatory activities in important areas of common interest
(See Memorandum of Understanding Between the U.S. Securities and Exchange Commission and the
Board of Governors of the Federal Reserve System Regarding Coordination and Information Sharing in
Areas of Common Regulatory and Supervisory Interest (July 7, 2008),
http://www.sec.gov/news/press/2008/2008-134_mou.pdf}.

2
inability of parties to meet their obligations as counterparties and the potential resulting adverse
effects on other markets and the financial system. 2 Recent credit market events have
demonstrated the seriousness of these risks in a CDS market operating without meaningful
regulation, transparency, 3 or central counterparties ("CCPs"). 4 ' These events have emphasized
the need for CCPs as mechanisms to help control such risks. 5 A CCP for CDS could be an
important step in reducing the counterparty risks inherent in the CDS market, and thereby help
mitigate potential systemic impacts. In November 2008, the President's Working Group on
Financial Markets stated that the implementation of a CCP for CDS was a top prioritl and, in
furtherance of this recommendation, the Commission, the FRB and the Commodity Futures
Trading Commission ("CFTC") signed a Memorandum ofUnderstanding 7 that establishes a
framework for consultation and information sharing on issues related to CCPs for CDS. Given
the continued uncertainty in this market, taking action to help foster the prompt development of

2

In addition to the potential systemic risks that CDS pose to financial stability, we are concerned
about other potential risks in this market, including operational risks, risks relating to manipulation and
fraud, and regulatory arbitrage risks.

See Policy Objectives for the OTC Derivatives Market, The President's Working Group on
Financial Markets, November 14, 2008, available at http://www.ustreas.gov/press/releases/reports/
policyobjectives.pdf ("Public reporting of prices, trading volumes and aggregate open interest should be
required to increase market transparency for participants and the public.").
4

See The Role of Credit Derivatives in the U.S. Economy Before the H. Agric. Comm., I lOth
Cong. (2008) (Statement of Erik Sirri, Director ofthe Division ofTrading and Markets, Commission).

5

6

See Policy Objectives for the OTC Derivatives Market, The President's Working Group on
Financial Markets (November 14, 2008),
http://www.ustreas.gov/press/releases/reports/policyobjectives.pdf. See also Policy Statement on
Financial Market Developments, The President's Working Group on Financial Markets (March 13, 2008),
http://www. treas.gov/press/releases!t:eports/pwgpolicystatemktturmoil_03122008.pdf; Progress Update
on March Policy Statement on Financial Market Developments, The President's Working Group on
Financial Markets (October 2008), http://www .treas.gov/press/releases/reports/q4progress%20update.pdf.
7

See Memorandum ofUnderstanding Between the Board of Governors of the Federal Reserve
System, the U.S. Commodity Futures Trading Commission and the U.S. Securities and Exchange
Commission Regarding Central Counterparties for Credit Default Swaps (November 14, 2008),
http://www. treas.gov/press/releases/reports/fmalmou.pdf.

3
CCPs, including granting conditional exemptions from certain provisions of the federal securities
laws, is in the public interest.
A CDS is a bilateral contract between two parties, known

as counterparties.

The value of

this fmancial contract is based on underlying obligations of a single entity or on a particular
security or other debt obligation, or an index of several such entities, securities, or obligations.
The obligation of a seller under a CDS to make payments under a CDS contract is triggered by a
default or other credit event as to such entity or entities or such security or securities. Investors
may use CDS for a variety of reasons, including to offset or insure against risk in their fixedincome portfolios, to take positions in bonds or in segments of the debt market as represented by
an index, or to capitalize on the volatility in credit spreads during times of economic uncertainty.
In recent years, CDS market volumes have rapidly increased. 8 This growth has coincided with a

significant rise in the types and number of entities participating in the CDS market. 9
The Commission's authority over this OTC market for CDS is limited. Specifically,
Section 3A of the Securities Exchange Act of 1934 ("Exchange Act") limits the Commission's
authority over swap agreements, as defined in Section 206A ofthe Gramm-Leach-Bliley Act. 10
For those CDS that are swap agreements, the exclusion from the definition of security in Section
3A of the Exchange Act, and related provisions, will continue to apply. The Commission's
8

See Serriiarinual OTC derivatives st3.tistics at end-December 2007, Bank for International
Settlements ("BIS"), available at http://www.bis.org/statistics/otcder/dt 1920a.pdf.

9

CDS were initially created to meet the demand of banking institutions looking to hedge and
diversifY the credit risk attendant with their lending activities. However, financial institutions such as
·insurance companies, pension funds, .securities firms, and hedge funds have entered the CDS market.
10

15 U.S.C. 78c-1. Section 3A excludes both a non-security-based and a security-based swap
agreement from the definition of"security" under Section 3(a)(10) of the Exchange Act, 15 U.S.C.
78c(a)(10). Section 206A of the Gramm-Leach-Bliley Act defines a "swap agreement" as "any .
.
agreement, contract, or transaction between eligible contract participants (as defined in section 1a(12) of
the Commodity Exchange Act...) ... the material terms of which (other than price and quantity) are
subject to individual negotiation." 15 U.S.C. 78c note.

4
action today does nof affect these CDS, and this Order does not apply to them. For those CDS
that are not swap agreements ("non-excluded CDS"), the Commission's action today provides
conditional exemptions from certain requirements of the Exchange Act.
The Commission believes that using well-regulated CCPs to clear transactions in CDS
would help promote efficiency and reduce risk in the CDS market and among its participants.
These benefits could be particularly significant in times of market stress, as CCPs would mitigate
the potential for a market participant's failure to destabilize other market participants, and reduce
the effects of misinformation and rumors. CCP-maintained records of CDS transactions would
also aid the Commission's efforts to prevent and detect fraud and other abusive market practices.
A well-regulated CCP also would address concerns about counterparty risk by
substituting the creditworthiness and liquidity of the CCP for the creditworthiness and liquidity
of the counterparties to a CDS. In the absence of a CCP, participants in the OTC CDS market
must carefully manage their counterparty risks because the default by a counterparty can render
worthless, and payment delay can reduce the usefulness of, the credit protection that has been
bought by a CDS purchaser. CDS participants currently attempt to manage counterparty risk by
carefully selecting and monitoring their counterparties, entering into legal agreements that permit
them to net gains and losses across contracts with a defaulting counterparty, and often requiring
counterparty exposures to be collateralized. 11 A CCP could allow participants to avoid these
risks specific to individual counterparties because a CCP "novates" bilateral trades by entering

II

See generally R. Bliss and C:Papathanassiou, "Derivatives clearing, central counterparties and ,
novation: The economic implications" (March 8, 2006), at 6. See also "New Developments in Clearing
and Settlement Arrangements for OTC Derivatives," Committee on Payment and Settlement Systems,
BIS, at 25 (March 2007), available athttp://www.bis.org/pub/cpss77.pdf; "Reducing Risks and Improving
Oversight in the OTC Credit Derivatives Market," Before the Sen. Subcomm. On Sees., Ins. and
Investments, !lOth Cong. (2008) (Statement of Patrick Parkinson, Deputy Director, Division of Research
and Statistics, FRB).

5
into separate contractual arrangements with both counterparties -becoming buyer to one and·
seller to the other .12 Through novation, it is the CCP that assumes counte:rparty risks.
For this reason, a CCP for CDS would contribute generally to the goal of market stability.
As part of its risk management, a CCP may subject novated contracts to initial and variation
margin requirements and establish a clearing fund. The CCP also may implement a loss-sharing
arrangement among its participants to respond to a participant insolvency or default.
A CCP would also reduce CDS risks through multilateral netting oftrades. 13 Trades
cleared through a CCP would permit market participants to accept the best bid or offer from a
dealer in the OTC market with very brief exposure to the creditworthiness of the dealer. In
addition, by allowing netting of positions in similar instruments, and netting of gains and losses
across different instruments, a CCP would reduce redundant notional exposures and promote the
more efficient use of resources for monitoring and managing CDS positions. Through uniform
margining and other risk controls, including controls on market-wide concentrations that cannot
be implemented effectively when counterparty risk management is decentralized, a CCP can help
prevent a single market participant's failure from destabilizing other market participants and,
ultimately, the broader financial system.
In this context, IntercontinentalExchange, Inc. ("ICE") and The Clearing Corporation
("TCC"), on behalf ofiCE US Trust LLC ("ICE Trust"), have requested that the Commission
12

"Novation" is a "process through which the original obligation between a buyer and seller is
discharged through the substitution of the CCP as seller to buyer and buyer to seller, creating two new
contracts." Committee on Payment and Settlement Systems, Technical Committee of the International
Organization of Securities Commissioners, Recommendations for Central Counterparties (November
2004) at66.
13

·See ''New Developments in Clearing and Settlement Arrangements for OTC Derivatives," supra .
note 11, at 25. Multilateral netting of trades would permit multiple counterparties to offset their open
transaction exposure through the CCP, spreading credit risk across all participants in the clearing system
and more effectively diffusing the risk of a counterparty's default than could be accomplished by bilateral
·
netting alone~
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grant exemptions from certain requirements under the Exchange Act with respect to the proposed
activities ofiCE Trust in clearing and settling certain CDS, as well as the proposed activities of
certain other persons, as described below.

14

Based on the facts presented and the representations made in the request on behalf ofiCE
Trust, 15 and for the reasons discussed in this Order, the Commission temporarily is exempting,
subject to certain conditions, ICE Trust from the requirement to register as a clearing agency
under Section 17A of the Exchange Act solely to perform the functions of a clearing agency for
certain non-excluded CDS transactions. The Commission also temporarily is exempting eligible
contract participants and others from certain Exchange Act requirements with respect to nonexcluded CDS cleared by ICE Trust. In addition, the Commission temporarily is exempting ICE
Trust and certain participants of ICE Trust from the registration requirements of Sections 5 and 6
of the Exchange Act solely in connection with the calculation of mark-to-market prices for nonexcluded CDS cleared by ICE Trust. The Commission's exemptions are temporary and will
expire on December 7, 2009. To facilitate the operation of one or more CCPs for the CDS
market, the Commission has also approved interim final temporary rules providing exemptions
under the Securities Act of 1933 and the Exchange Act for non-excluded CDS. 16 Finally, the

14

See Letter from Johnathan Short, InterContinental Exchange, Inc. and Kevin McClear, The
Clearing Corporation, to Elizabeth Murphy, Secretary, Commission, February 26, 2009.
15

See id. The exemptions we are granting today are based on representations made in the request
on behalf ofiCE Trust We recognize, however, that there could be legal uncertainty in the event that one . or more of the underlying representations were to become inaccurate. Accordingly, if any of these
exemptions were to become unavailable by reason of an underlying representation no longer being
materially accurate, the legal status of existing open positions in non-exCluded CDS associated with
persons subject to those unavailable exemptions would remain unchanged, butno new positions could be
established pursuant to the exemptions until all of the underlying representations were again accurate.
16 .

See Securities Act Release No. 33-8999 (January 14, 2009).

7
Commission has provided temporary exemptions in connection with Sections 5 and 6 of the
Exchange Act for transactions in non-excluded CDS. 17

II.

Discussion

A.

Description ofiCE Trust's Proposal
The exemptive request on behalf ofiCE Trust describes how the proposed arrangements

for central clearing of CDS by ICE Trust would operate, and makes representations about the
safeguards associated with those arrangements, as described below:
1.

ICE Trust Organization

ICE Trust is organized as a New York State chartered limited liability trust company and
has received approval of its application to become a member of the Federal Reserve System.
ICE Trust is subject to direct supervision and examination by the New York State Banking
Department ("NYSBD"), and, in association with the approval of its applicable to become a
member of the Federal Reserve System, will be subject to direct supervision and examination by
the FRB, specifically the Federal Reserve Bank of New York.
2.

ICE Trust Central Counterparty Services for CDS

Initially, ICE Trust's business will be limited to the provision of clearing services for the
OTC CDS market. ICE Trust will act as a central counterparty for ICE Trust Participants (as
defined below) 18 by assuming, through novation, the obligations of all eligible CDS transactions
accepted by it for clearing and collecting margin and other credit support from ICE Trust
Participants to collateralize their obligations to ICE Trust. ICE Trust's trade submission process
is designed to ensure that it maintains a matched book of offsetting CDS contracts.

17

See Securities Exchange Act Release No. 59165 (December 24, 2008).

18

See note 35, infra.
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8
Although CDS are currently bilaterally negotiated and executed, major market
participants frequently use the Deriv/SERV service of The Depository Trust & Clearing
Corporation ("DTCC") comparison and confirmation service when documenting their CDS
transactions ..This service creates electronic records of transaction terms and counterparties. As
part ofthis service, market participants separately submit the terms of a CDS transaction to
Deriv/SERV in electronic form. Paired submissions are compared to verify that their terms
match in all required respects. If a match is confirmed, the parties receive an electronic
confirmation of the submitted transaction. All submitted transactions are recorded in the
Deriv/SERV Trade Information Warehouse, which serves as the primary registry for submitted
transactions.
ICE Trust will leverage the Deriv/SERV infrastructure in operating its CDS clearing
service. Initially, all trades submitted by Participants for clearing through ICE Trust will be
recorded in the Deriv/SERV Trade Information Warehouse. ICE Trust will, initially on a weekly
basis, obtain from DTCC matched trades that have been recorded in the Deriv/SERV Trade
Information Warehouse as having been submitted for clearing through ICE Trust. Within two
months oflaunch, ICE Trust intends to obtain matched trades from DTCC on a daily basis.
Participants may use the facilities of an inter-dealer broker to .execute CDS transactions,
for example, to access liquidity more rapidly or to maintain pre-execution anonymity and submit

sud~ transactions for clearance and settlement to ICE Trust.

The inter-dealer brokers do not

assume market positions in connection with their intermediation of CDS transactions.
Once a matched CDS contract has been forwarded to, or obtained by, ICE Trust, and has
been accepted for clearing by it, ICE Trust will clear the CDS contract by becoming the central
counterparty to each party to the trade through novation. Deriv/SERV's current infrastructure

~·
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9
will help to ensure that ICE Trust maintains a matched book of offsetting CDS contracts.
Maintaining a matched offsetting book is essential to managing the credit risk associated with
CDS submitted to ICE Trust for clearing.
Under the ICE Trust's current draft rules ("ICE Trust Rules"), each bilateral CDS
· contract between two ICE Trust Participants that is submitted, and accepted by ICE Trust, for
clearing will be "novated." As part of this process, each bilateral CDS contract submitted to ICE
Trust will be replaced by two superseding CDS contracts between each of the original parties to
the submitted transaction and ICE Trust. Under these new contracts, ICE Trust will act as the
counterparty to each of the original parties. As central counterparty to each novated CDS
contract, ICE Trust will be able to net offsetting positions on a multilateral basis, even though
ICE Trust will have different counterparties with respect to the novated CDS contracts that are
being netted.
As part of the novation process, the terms and conditions governing the CDS bilaterally
negotiated by the submitting counterparties will be superseded by the relevant provisions of the
ICE Trust Rules applicable to the relevant CDS transaction. Multilateral netting will
significantly reduce the outstanding notional amount of each ICE Trust Participant's CDS
portfolio. When ICE Trust acts as the central counterparty to all cleared CDS of an ICE Trust
Participant, that participant's positions will be netted down to a single exposure to ICE Trust.
3.

ICE Trust Risk Management

ICE Trust will mitigate counterparty risk through its margin, guaranty fund, and credit
support framework, as set forth in.the ICE Trust Rules. ICE Trust's risk management
infrastructure and related risk metrics will be structured specifically for the CDS products that

.. . ,
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10
ICE Trust clears. Each ICE Trust Participant's credit support obligations will be governed by a
uniform credit support framework and applicable ICE Trust Rules.
ICE Trust represents that it will maintain strict, objectively determined, risk-based ..
margin and guaranty fund requirements, which will be subject ·to extensive and ongoing
regulation and oversight by the FRB and the NYSBD. These requirements will also be
consistent with clearing industry practice, Basel II capital adequacy standards, and international
standards established for central counterparties as articulated in the Bank for International
Settlements I International Organization of Securities Commissions ("IOSCO") CCP
Recommendations. The amount of margin and guaranty fund required of each ICE Trust
Participant will be continuously adjusted to reflect the size and profile of, and risk associated
with, the ICE Trust Participant's cleared CDS transactions (and related market factors).
Pursuant to ICE Trust Rules, each ICE Trust Participant's margin requirement will
consist of two components: (1) initial margin, reflecting a risk-based calculation of potential loss
on outstanding CDS positions in the event of a significant adverse market movement, and (2)
mark-to-market margin, based upon an end-of-day mark-to-market of outstanding positions.
Acceptable margin will initially include only cash in specified currencies and G-7 government
debt for initial margin and only cash for mark-to-market margin. ICE Trust Participants will be
required to cover any end-of-day margin deficit with U.S. dollars by the following morning, and
ICE Trust Will havethediscretion to require and collect additional margin, both at the end of the
day and intraday, as it deems necessary. 19
ICE Trust will also maintain a guaranty fund (the "Guaranty Fund") to cover losses
arising from an ICE Trust Participant's default on cleared CDS transactions that exceed the
19

An ICE Trust Participant would be permitted to withdraw mark-to-market margin amounts
credited to Its account to the extent not required to satisfy its initial margin requirement.

•
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amount of margin held by ICE Trust from the defaulting ICE Trust Participant. Each ICE Trust
Participant will be required to contribute a minimum of $20 million to the Guaranty Fund
initially when it becomes an ICE Trust Participant and on an ongoing basis, additional amounts
based on its actual and anticipated.CDS position exposures. The adequacy of the Guaranty Fund
will be monitored daily and the need for additional contributions will be determined on at least a
monthly basis, based on the size of ICE Trust Participant exposures within the ICE Trust clearing
system. As a result, the Guaranty Fund will grow in proportion to the position risk associated
with the aggregate volume of CDS cleared by ICE Trust.
ICE Trust will also establish rules that "mutualize" the risk of an ICE Trust Participant
default across all ICE Trust Participants. In the event of an ICE Trust Participant's default, ICE
Trust may look to the margin posted by such participant, such participant's Guaranty Fund
contributions and, if applicable, any recovery from a parent guarantor. In addition, at its
discretion, ICE Trust will be authorized to use, to the extent needed, other ICE Trust
Participants' Guaranty Fund contributions to satisfy any obligations ofthe'defaulting ICE Trust
Participant; provided that, any recovery from the defaulting ICE Trust Participant, its parent
guarantor, if any, or the sale of the defaulting ICE Trust Participant's positions in ICE Trust will
first be used to refund any amounts utilized by ICE Trust from contributions of non-defaulting
ICE Trust Participants to the Guaranty Fund.
4.

Member Default

Following a default by an ICE Trust Participant, ICE Trust has a number of tools
available to it under the ICE Trust Rules to ensure an orderly liquidation and unwinding of the
open positions of such defaulting ICE Trust Participant. In the first instance, upon determining
that a default has occurred, ICE Trust will have the ability to immediately enter into replacement

12

CDS transactions with other ICE Trust Participants that are designed to mitigate, to the greatest
extent possible, the market risk of the defaulting ICE Trust Participant's open positions. For
open positions in which there is no liquid trading market, ICE Trust may enter into covering .
CDS transactions for which there is a liquid market and that are most closely correlated with
such illiquid open positions.
After entering into covering transactions in the open market, if any, ICE Trust will seek
to close out any remaining open positions of the defaulting ICE Trust Participant (including any
initial covering transactions) by using one or more auctions or other commercially reasonable
unwind processes. The ICE Trust Rules will prohibit ICE Trust from entering into any
replacement transaction if the price of such transaction would be below the least favorable price
that would be reasonable to accept for such replacement transaction. To the extent ICE Trust is
not able to enter into the necessary replacement transactions through auctions or open market
processes, ICE Trust will be entitled to allocate such replacement transactions to the remaining
ICE Trust Participants at the floor price established by ICE Trust.
B.

Temporary Conditional Exemptions from Clearing Agency and Exchange Registration

Requirements
1.

Exemption from Section 17A ofthe Exchange Act

Section 17A ofthe Exchange Act sets forth the framework for the regulation and
operation of the U.S. clearance and settlement system, including CCPs. Specifically, Section
17A directs the Commission to use its authority to promote enumerated Congressional objectives
and to facilitatethe development of a national clearance and settlement system for securities
transactions. Absent an exemption, a CCP that novates trades of non-excluded CDS that are

13
securities and generates money and settlement obligations for participants is required to register
with the Commission as a clearing agency .
. Section 36 of the Exchange Act authorizes the Commission to conditionally or
unconditionally exempt any person, security, or transaction, or any class or classes of persons, ·
securities, or transactions, from any provision or provisions of the Exchange Act or any rule or
regulation thereunder, by rule, regulation, or order, to the extent that such exemption is necessary
or appropriate in the public interest, and is consistent with the protection of investors?

0

Accordingly, pursuant to Section 36 of the Exchange Act, the Commission finds that it is
necessary or appropriate in the public interest and is consistent with the protection of investors to
exercise its authority to grant an exemption until December 7, 2009 to ICE Trust from Section
17A of the Exchange Act, solely to perform the functions of a clearing agency for Cleared
CDS, 21 subject to the conditions discussed below.

Our action today balances the aim of facilitating the prompt establishment of ICE Trust
as a CCP for non-excluded CDS transactions- which should help reduce systemic risks during a
period of extreme turmoil in the U.S. and global financial markets- with ensuring that important
20
21

15 U.S.C. 78mm.

For purposes of this exemption, and the other exemptions addressed in this Order, "Cleared CDS"
means a credit default swap that is submitted (or offered, purchased, or sold on terms providing for
submission) to ICE Trust, that is offered only to, purchased only by, and sold only to eligible contract
participants (as defined in Section la(12) of the Commodity Exchange Act as in effect.on the date of this
Order (other than a person that is an eligible contract participant under paragraph (C) of that section)), and
in which: (i) the reference entity, the issuer of the reference security, or the reference security is one of
the following: (A) an entity reporting under the Exchange Act, providing Securities Act Rule 144A(d)(4)
information, or about which financial information is otherwise publicly available; (B) a foreign private
issuer whose securities are listed outside the United States and that has its principal trading market outside .. _
the United States; (C) a foreign sovereign debt security; (D) an asset-backed security, as defined in
Regulation AB, issued in a registered transaction with publicly available distribution reports; or (E) an
asset-backed security issued or guaranteed by the Fannie Mae, Freddie Mac or the Government National
Mortgage Association ("Ginnie Mae"); or (ii) the reference index is an index in which 80 percent or more
of the index's weighting is comprised of the entities or securities described in subparagraph (i). As
discussed above, the Commission's action today does not affect CDS that are swap agreements under
Section 206A of the Gramm-Leach-Bliley Act. See text at note 10, supra.

14
elements of Commission oversight are applied to the non-excluded CDS market. In doing so, we
are mindful that applying the full scope ofthe Exchange Act to transactions involving nonexcluded CDS could deter the prompt establishment ofiCE Trust as a CCP to settle those
transactions.
While we are acting so that the prompt establishment ofiCE Trust as a CCP for nonexcluded CDS will not be delayed by the need to apply the full scope of Exchange Act Section
17A's requirements that govern clearing agencies, the relief we are providing is temporary and
conditional. The limited duration of the exemptions will permit the Commission to gain more
.direct experience with the non-excluded CDS market after ICE Trust becomes operational,
giving the Commission the ability to oversee the development of the centrally cleared nonexcluded CDS market as it evolves. During the exemptive period, the Commission will closely
monitor the impact of the CCPs on the CDS market. In particular, the Commission will seek to
assure itself that the CCPs do not act in anticompetitive manner or indirectly facilitate
anticompetitive behavior with respect to fees charged to members, the dissemination of market
data and the access to clearing services by independent CDS exchanges or CDS trading
platforms. The Commission will take that experience into account in future actions.
Moreover, this temporary exemption in part is based on ICE Trust's representation that it
meets the standards set forth in the Committee on Payment and Settlement Systems ("CPSS")

~diOSCO report entitled: Recommendation for Central Counterparties ("RCCP"). 22

The

RCCP establishes a framework that requires a CCP to have: (i) the ability to facilitate the prompt

22

The RCCP was drafted by a joint task force (''Task Force") composed of representative members
ofiOSCO and CPSS and published in November 2004. The Task Force consisted of securities regulators
and central bankers from 19 countries and the European Union. The U.S. representatives on the Task
Force included staff from the Commission, the FRB, and the CFTC.
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and accurate clearance and settlement ofCDS transactions and to safeguard its users' assets; and
(ii) sound risk management, including the ability to appropriately determine and collect clearing
fund and monitor its users' trading. This framework is generally consistent with the
requirements of Section 17A of the Exchange Act.
In addition, this Order is designed to assure that - as represented in the request on behalf
ofiCE Trust - information will be available to market participants about the terms of the CDS
cleared by ICE Trust, the creditworthiness of ICE Trust or any guarantor, and the clearing and
settlement process for the CDS. Moreover, to be within the definition of Cleared CDS for
purposes of this exemption (as well as the other exemptions granted through this Order), a CDS
may only involve a reference entity, a reference security, an issuer of a reference security, or a
reference index that satisfies certain conditions relating to the availability of information about
such persons or securities. For non-excluded CDS that are index-based, the definition provides
that at least 80 percent of the weighting of the index must be comprised of reference entities,
issuers of a reference security, or reference securities that satisfy the information conditions. The
definition does not prescribe the type of financial information that must be available nor the
location of the particular information, re.cognizing that eligible contract participants have access
to information about reference entities and reference securities through multiple sources. The
Commission believes, however, that it is important in the CDS market, as in the market for
securities generally, that parties to transactions should have access to financial information that
would allow them to appropriately evaluate the risks relating to a particular investment and make
more informed investment decisions. 23 Such information availability also will assist ICE Trust

23

The Commission notes the recommendations of the President's Working Group on Financial
Markets regarding the informational needs and due diligence responsibilities of investors. See Policy.
Statement on Financial Market Developments, The President's Working Group on Financial Markets,·

16
and the buyers and sellers in valuing their Cleared CDS and their counterparty exposures. As a
result of the Commission's actions today, the Commission believes that information should be
available for market participants to be able to make informed investment decisions, and value
. and evaluate their Cleared CDS and their counterparty exposures.
This temporary exemption is subject to a number of conditions that are designed to
enable Commission staffto monitor ICE Trust's clearance and settlement of CDS transactions
and help reduce risk in the CDS market. These conditions require that ICE Trust: (i) make
available on its Web site its annual audited financial statements; (ii) preserve records related to
the conduct of its Cleared CDS clearance and settlement services for at least five years (in an
easily accessible place for the first two years); (iii) provide information relating to its Cleared
CDS clearance and settlement services to the Commission and provide access to the Commission
to conduct on-site inspections of facilities, records and personnel related to its Cleared CDS
clearance and settlement services; (iv) notify the Commission about material disciplinary actions
taken against any of its members utilizing its Cleared CDS clearance and settlement services, and
about the involuntary termination of the membership of an entity that is utilizing ICE Trust's
Cleared CDS clearance and settlement services; (v) provide the Commission with changes to
rules, procedures, and any other material events affecting its Cleared CDS clearance and
set!lement services; (vi) provide the Commission with reports prepared by independent audit
personnel that are generated in accordance with risk assessment of the areas set forth in the
Commission's Automation Review Policy Statements24 and its annual audited financial

March 13,2008, available at:
.
http://www.treas.gov/press/releases/reports/pwgpolicystatemktturmoil_03122008.pdf.
24

See Automated Systems of Self-Regulatory Organization, Exchange Act Release No. 27445
(November 16, 1989), File.No. S?-29-89, and Automated Systems ofSelf·Regulatory Organization (IT),
Exchange Act Release No. 29185 (May 9, 1991), File No. S7-12-19.
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statements prepared by independent audit personnel; and (vii) report all significant systems
outages to the Commission.

In addition, this relief is conditioned on ICE Trust, directly ot indirectly, making
available to the public on terms that are fair and reasonable and. not unreasonably discriminatory:
(i) all end-of-day settlement prices and any other prices with respect to Cleared CDS that ICE
Trust may establish to calculate mark-to-market margin requirements for ICE Trust Participants;
and (ii) any other pricing or valuation information with respect to Cleared CDS as is published or
distributed by ICE Trust. The Commission believes this is an appropriate condition for ICE
Trust's exemption from registration as a clearing agency. In Section llA of the Exchange Act,
Congress found that "[i]t is in the public interest and appropriate for the protection of investors
and the maintenance of fair and orderly markets to assure ... the availability to brokers, dealers,
and investors of information with respect to quotations for and transactions in securities." 25 The
President's Working Group on Financial Markets has stated that increased transparency is a
policy objective for the over-the-counter derivatives market, 26 which includes the market for
CDS. The condition is designed to further this policy objective of both Congress and the
President's Working Group by requiring ICE Trust to make useful pricing data available to the
public on terms that are fair and reasonable and not unreasonably discriminatory. Congress
adopted these standards for the distribution of data in Section llA. The Commission long has

25

26

15 U.S.C. 78k-l(a)(l)(C)(iii). See also 15 U.S.C. 78k-l(a){l)(D).

See President's Working Group on Financial Markets, Policy Objectives for the OTC Derivatives
Market (November 14, 2008), available at
http://www.ustreas.gov/press/releases/reports/policyobjectives.pdf ("Public reporting of prices, trading
volumes and aggregate open interest should be required to increase market transparency for participants
and the public.").
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applied the standards in the specific context of securities market data, 27 and it anticipates that
ICE Trust will distribute its data on terms that generally are consistent with the application of
these standards to securities market data. For example, data distributors generally are required to
treat subscribersequally and not grant special access, fees, or other privileges to favored
customers of the distributor. Similarly, distributors must make their data feeds reasonably
_available to data vendors for those subscribers who wish to receive their data indirectlythrough a
vendor rather than directly from the distributor. In addition, a distributor'~ attempt to tie data
products that must be made available to the public with other products or services of the
distributor would be inconsistent with the statutory requirements. 28 The Commission carefully
evaluates any type of discrimination with respect to subscribers and vendors to assess whether
there is a reasonable basis for the discrimination given, among other things, the Exchange Act
objective of promoting price transparency.Z 9 Moreover, preventing unreasonable discrimination
is a practical means to promote fair and reasonable terms for data distribution because
distributors are more likely to act appropriately when the terms applicable to the broader public
also must apply to any favored classes of customers. 30

27

See Exchange Act Release No. 42209 (December 9, 1999), 64 FR 70613, 70621-70623
(December 17, 1999) ("Market Information Concept Release") (discussion oflegal standards applicable
to market data distribution since Section 11A was adopted in 1975).
28

. See

Exchange Act Release No. 59039 (December 2, 2008), 73 FR 74770, 74793 (December 9,
2008) (''NYSE ArcaBook Order") ("[S]ection 6 and Exchange Act Rule 603(a) require NYSE Area to
distribute the ArcaBook data on terms that are not tied to other products in a way that is unfairly
discriminatory or anticompetitive.").

29

See Market lnfonnation Coneept Release, 64 FR at 70630 ("The most important objectives for
the Commission to consider in evaluating fees are to assure (1) the wide availability of market
information, (2) the neutrality of fees among markets, vendors, broker-dealers, and users, (3) the quality
of market information- its integrity, reliability, and accuracy, and (4) fair competition and equal ·
regulation among markets and broker-dealers.").
·
30

See NYSE ArcaBookOrder, 73 FRat 74794 ("[T]he proposed fees for ArcaBook data will apply
·equally to all professional subscribers and all non-professional subscribers ... The fees therefore do not
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As a CCP, ICE Trust will collect and process information about CDS transactions, prices,
and positions from all of its participants. With this information, a CCP will, among other things, ·
calculate and disseminate current values for open positions for the purpose of setting appropriate
·margin levels. The availability of such information can improve fairness, efficiency, and
competitiveness of the market- all of which enhance investor protection and facilitate capital
formation. Moreover, with pricing and valuation information relating to Cleared CDS, market
participants would be able to derive information about underlying securities and indexes. This
may improve the efficiency and effectiveness of the securities markets by allowing investors to
better understand credit conditions generally.
2.

Exemption from Sections 5 and 6 of the Exchange Act

ICE Trust represents that, in connection with its clearing and risk management process, it
will calculate an end-of-day settlement price for each Cleared CDS in which an ICE Trust
Participant has a cleared position, based on prices submitted by ICE Trust Participants. As part
of this mark-to-market process, ICE Trust will periodically require ICE Trust Participants to
execute certain CDS trades at the applicable end-of-day settlement price. Requiring ICE Trust
Participants to trade CDS periodically in this manner is designed to help ensure that such
submitted prices reflect each ICE Trust Participant's best assessment of the value of each of its
Cleared
CDS on a daily basis, thereby reducing risk by allowing ICE Trust to
open
positions in
..... :··
..
.
.

._

.

impose appropriate margin requirements.
Section 5 ofthe Exchange Act states that "[i]t shall be unlawful for any broker, dealer, or
exchange, direCtly or indirectly, to make use ofthe mails or any means or instru~entality of

unreasonably discriminate among types of subscribers , such as by favoring participants in the NYSE
Area. market or p~nalizing participants in other markets."). .
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interstate commerce for the purpose of using any facility of an exchange ... to effect any
transaction in a security, or to report any such transactions, unless such exchange (1) is registered
as a national securities exchange under section 6 of [the Exchange Act], or (2) is exempted from
such registration ... by reason of the limited volume of transactions effected on such
exchange .... "31 Section 6 ofthe Exchange Act sets forth a procedure whereby an exchange32
may register as a national securities exchange. 33 To facilitate the establishment ofiCE Trust's
end-of-day settlement price process, including the periodically required trading described above,
the Commission is exercising its authority under Section 36 of the Exchange Act to temporarily
exempt ICE Trust and ICE Trust Participants from Sections 5 and 6 of the Exchange Act and the
rules and regulations thereunder in connection with ICE Trust's calculation of mark-to-market
prices for open positions in Cleared CDS. This temporary exemption is subject to the following
conditions:
First, ICE Trust must report the following information with respect to the calculation of
mark-to-market prices for Cleared CDS to the Commission within 30 days of the end of each
quarter, and preserve such reports during the life of the enterprise and of any successor
enterprise:
•

The total dollar volume of transactions executed during the quarter, broken down
by reference entity, security, or index; and

31

15 U.S.C. 78e.

32

Section 3(a)(l) ofthe Exchange Act, 15 U.S.C. 78c(a)(l), defines "exchange." Rule 3b-16 under
the Exchange Act, 17 CFR 240.3b-16, defines certain terms used in the statutory definition of exchange.
See Exchange Act Release No. 40760 (December 8, 1998), 63 FR 70844 (December 22, 1998) (adopting
Rule 3b-16 in addition to Regulation ATS).
33

15 U.S.C. 78f. Section 6 of the Exchange Act also sets forth various requirements to which a
national securities exchange is subject.

.

.

.
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•

The total unit volume and/or notional amount executed during the quarter, broken
down by reference entity, security, or index.

Reporting ofthis information will assist the Commission in carrying out its responsibility to
supervise and regulate the securities markets.
Second, ICE Trust must establish adequate safeguards and procedures to protect
participants' confidential trading information. Such safeguards and procedures shall include: (a)
limiting access to the confidential trading information of participants to those employees of ICE
Trust who are operating the system or responsible for its compliance with this exemption or any
other applicable rules; and (b) implementing standards controlling employees ofiCE Trust
trading for their own accounts. ICE Trust must adopt and implement adequate oversight
procedures to ensure that the safeguards and procedures established pursuant to this condition are
followed. This condition is designed to prevent any misuse ofiCE Trust Participant trading
information that may be available to ICE Trust in connection with the daily marking-to-market
process of open positions in Cleared CDS. Thjs should strengthen confidence in ICE Trust as a
CCP for CDS, promoting participation.
Third, ICE Trust must comply with the conditions to the temporary exemption from
registration as a clearing agency granted in this Order. As set forth above, this Order is designed
to facilitate the prompt establishment ofiCE Trust as a CCP for non-excluded CDS. ICE Trust
has represented that, to enhance the reliability of end-of-day settlement prices submitted as part
of the daily mark-to-market process, it must require periodic trading of Cleared CDS positions
by ICE Participants whose submitted end-of-day prices lock or cross. The Commission's
temporary exemption from Sections 5 and 6 of the Exchange Act is based on ICE Trust's
representation that the end-of-day settlement pticing process, including the periodically required
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trading is integral to its risk management. Accordingly, as a condition to ICE Trust's temporary
exemption from Sections 5 and 6 of the Exchange Act, ICE trust must comply with the
conditions to the temporary exemption from Section 17A of the Exchange Act in this Order.
The Cotiunission is also exempting each ICE Trust Participant from the prohibition in
Section 5 of the Exchange Act to the extent that such ICE Trust Participant uses any facility of
ICE Trust to effect any transaction in Cleared CDS, or to report any such transaction, in
connection with ICE Trust's calculation of mark-to-market prices for open positions in Cleared
CDS. Absent an exemption, Section 5 would prohibit any ICE Trust Participant that is a broker
or dealer from effecting transactions in Cleared CDS on ICE Trust, which will rely on this order
for an exemption from exchange registration. The Commission believes that exempting ICE
Trust Participants from the restriction in Section 5 is necessary and appropriate in the public
interest and is consistent with the protection of investors because it will facilitate their use ofiCE
Trust's CCP for Cleared CDS, which for the reasons noted in this Order the Commission
believes to be beneficial. Without also exempting ICE Trust Participants from this Section 5
requirement, the Commission's temporary exemption of ICE Trust from Sections 5 and 6 of the
Exchange Act would be ineffective, because ICE Trust Participants that are brokers or dealers
would not be permitted to effect transactions on ICE Trust in connection with the end-of-day
settlement price process.
C.

Temporary General Exemption for ICE Trust, Certain ICE Trust Participants, and Certain

Eligible Contract Participants
Applying the full panoply of Exchange Act requirements to participants in transactions in
non:..excluded CbS likely would deter some participants from using CCPs to dear CDS
transactions. At the same time, it is important that the antifraud provisions of the Exchange Act

23
apply to transactions in non-excluded CDS; indeed, OTC transactions subject to individual
negotiation that qualify as security-based swap agreements already are subject to these antifraud ·
provisions.

34

We thus believe that it is appropriate in the public interest and consistent with the
protection of investors temporarily to apply substantially the same framework to transactions by
market participants in non-excluded CDS that applies to transactions in security-based swap
agreements. Applying substantially the same set of requirements to participants in transactions
in non-excluded CDS as apply to participants in OTC CDS transactions will avoid deterring
market participants from promptly using CCPs, which would detract from the potential benefits
of central clearing.
Accordingly, pursuant to Section 36 ofthe Exchange Act, the Commission finds that it is
necessary or appropriate in the public interest and is consistent with the protection of investors to
exercise its authority to grant an exemption until December 7, 2009 from.certain requirements
under the Exchange Act. This temporary exemption applies to ICE Trust, any ICE Trust

34

While Section 3A of the Exchange Act excludes "swap agreements" from the definition of
"security," certain antifraud and insider trading provisions under the Exchange Act explicitly apply to
security-based swap agreements. See (a) paragraphs (2) through (5) of Section 9(a), 15 U.S.C. 78i(a),
prohibiting the manipulation of security prices; (b) Section 1O(b), 15 U.S.C. 78j(b), and underlying rules
prohibiting fraud, manipulation or insider trading (but not prophylactic reporting or recordkeeping
requirements); (c) Section 15(c)(1), 15 U.S.C. 78o(c)(l), which prohibits brokers and dealers from using
manipulative or deceptive devices; (d) Sections 16(a) and (b), 15 U.S.C. 78p(a) and (b), which address
disclosure by directors, officers and principal stockholders, and short-swing trading by those persons, and
rules with respect to reporting requirements under Section 16(a); (e) Section 20(d), 15 U.S.C. 78t(d),
providing for antifraud liability in connection with certain derivative transactions; and (f) Section
21A(a)(1), 15 U.S.C. 78u-l(a)(l), related to the Commission's authority to impose civil penalties for
insider trading violations.
"Security-based swap agreement" is defined in Section 206B of the Gramm-Leach-Bliley Act as
a swap agreement in which a material term is based on the price, yield, value, or volatility of any security
or any group or index of securities, or any interest therein.
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Participane 5 which is not a broker or dealer registered under Section 15(b) of the Exchange Act
(other than paragraph (11) thereof), and any eligible contract participants 36 other than: eligible
~ontract

participants that receive or hold funds or securities for the purpose of purchasing, ·

selling, clearing, settling or holding Cleared CDS positions for other persons;37 eligible contract
participants that are self-regulatory organizations; or eligible contract participants that are
registered brokers or dealers. 38
Under this temporary exemption, and solely with respect to Cleared CDS, these persons
generally are exempt from provisions of the Exchange Act and the rules and regulations
thereunder that do not apply to security-based swap agreements. Those persons thus would still
be subject to those Exchange Act requirements that explicitly are applicable in connection with
security-based swap agreements. 39 In addition, all provisions of the Exchange Act related to the
Commission's enforcement authority in connection with violations or potential violations of such

35

For purposes of this Order, an "ICE Trust Participant" means any participant in ICE Trust that
submits Cleared CDS to ICE Trust for clearance and settlement exclusively (i) for its own account or (ii)
for the account of an affiliate that controls, is controlled by, or is under common control with the
participant in ICE Trust. In general, this exemption does not apply to any ICE Trust Participant that is
registered with the Commission as a broker-dealer. A separate temporary exemption addresses the
Cleared CDS activities of registered broker-dealers. See Part II.D., infra.
36

This exemption in general applies to eligible contract participants, as defined in Section 1a(12) of
the Commodity Exchange Act as in effect on the date of this Order, other than persons that are eligible
contract participants under paragraph (C) of that section.
37

For these purposes, and for the purpose of the definition of "Cleared CDS," the terms
·"purchasing" and "selling" mean the execution, termination (prior to its scheduled maturity date),
assignment, exchange, or similar transfer or conveyance of, or extinguishing the rights or obligations
under, a Cleared CDS, as the context may require. This is consistent with the meaning of the terms
"purchase" or "sale" under the Exchange Act in the context of security-based swap agreements. See .
Exchange Act Section 3A(b)(4).
38

A separate temporary exemption addresses the Cleared CDS activities of registered brokerdealers. See Part ll.D., infra. Solely for purposes of this Order, a registered broker-dealer, or a broker or
dealer registered under Section 15(b) of the Exchange Act, does not refer to someone that would
otherwise be required to register as a broker or dealer solely as a. result of activities in Cleared CDS in
compliance with this Order.
·
39

See note 34, supra.
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provisions would remain applicable. 40 fu this way, the temporary exemption would apply the
same Exchange Act requirements in connection with non-excluded CDS as apply in connection .
with OTC credit default swaps.
This temporary exemption, however, does not extend to Sections 5 and 6 of the Exchange
Act. 41 The Commission separately issued a conditional exemption from these provisions to all
broker-dealers and exchanges.

42

This temporary exemption also does not extend to Section 17A

of the Exchange Act; instead, ICE Trust is exempt from registration as a clearing agency under
the conditions discussed above. fu addition, this exemption does not apply to Exchange Act
Sections 12, 13, 14, 15(d), and 16;

43

eligible contract participants and ~ther persons instead

should refer to the interim final temporary rules issued by the Commission. Finally, this
temporary exemption does not extend to the Commission's administrative proceeding authority
under Sections 15(b)(4) and (b)(6),

44

or to certain provisions related to government securities.

45

40

Thus, for example, the Commission retains the ability to investigate potential violations and bring
enforcement actions in the federal courts and administrative proceedings, and to seek the full panoply of
remedies available in such cases.
41

This Order includes a separate temporary exemption regarding the mark-to-market process ofiCE
Trust, discussed above.
42

See note 17, supra. A national securities exchange that effects transactions in Cleared CDS
would continue to be required to comply with a11 requirements under the Exchange Act applicable to such
transactions. A national securities exchange could form subsidiaries or affiliates that operate exchanges
exempt under that order. Any subsidiary or affiliate of a registered exchange could not integrate, or
otherwise link, the exempt CDS exchange with the registered exchange including the premises or
property of such exchange for effecting or reporting a transaction without being considered a "facility of
the exchange." See Section 3(a)(2), 15 U.S.C.78c(a)(2).
43

15 U.S.C. 78/, 78m, 78n, 78o(d), 78p.

44

Exchange Act Sections 15(b)(4)and 15(b)(6), 15 U.S.C. 78o(b)(4) and (b)(6), grant the
Commission authority to take action against broker-dealers and associated persons in certain situations.
Accordingly, while this exemption generally extends to persons that act as inter-dealer brokers in the
market for Cleared CDS and do not hold funds or securities for others, such inter-dealer brokers may be
subject to actions under Sections 15(b)(4) and (b)(6) of the Exchange Act.
In addition, such inter-dealer brokers may be subject to actions under Exchange Act Section
15(c)(l), 15 U.S.C. 78o(c)(l), which prohibits brokers and dealers from using manipulative or deceptive
devices. As noted above, Section 15(c)(1) explicitly applies to security-based swap agreements. Sections
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D.

Temporary General Exemption for Certain Registered Broker-Dealers
The temporary exemptions addressed above- with regard to ICE Trust, certain ICE Trust

Participants, and certain eligible contract participants . :. . are not available to persons that are
registered as broker-dealers with the Commission (other than those that are notice registered
pursuant to Section 15(b)(11)).46 The Exchange Act and its underlying rules and regulations
require broker-dealers to comply with a number of obligations that are important to protecting
investors and promoting market integrity. We are mindful of the need to avoid creating
disincentives to the prompt use of CCPs, and we recognize that the factors discussed above
suggest that the full panoply of Exchange Act requirements should not immediately be applied to
registered broker-dealers that engage in transactions involving Cleared CDS. At the same time,
we also are sensitive to the critical importance of certain broker-dealer requirements to
promoting market integrity and protecting customers (including those broker-dealer customers
that are not involved with CDS transactions).
This calls for balancing the facilitation ofthe.development and prompt implementation of
CCPs with the preservation of certain key investor protections. Pursuant to
Section 36 of the Exchange Act, the Commission finds that it is necessary or appropriate in the
public interest and is consistent with the protection of investors to exercise its authority to grant
an exemption until December 7, 2009 from certain Exchange Act requirements. Consistent with

15(b)(4), 15(b)(6) and 15(c)(l), of course, would not apply to persons subject to this exemption who do
not act as broker-dealers or associated persons of broker-dealers.
45

This exemption specifically does not extend to the Exchange Act provisions applicable to
government securities, as set forth in Section 15C, 15 U.S.C. 78o-5, and its underlying rules and
.regulations; nor does the exemption extend to related definitions found at paragraphs (42) through (45) of
Section 3(a), 15 U.S.C. 78c(a). The Commission does not have authority under Section 36 to issue
exemptions in connection with those provisions. See Exchange Act Section 36(b), 15 U.S.C. 78mm(b).
46

Exchange Act Section 15(b)(11) provides for notice registration of certain persons that effect
transactions in security futures products~ 15 U.S.C.78o(b)(ll),
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the temporary exemptions discussed above, and solely with respect to Cleared CDS, we are
exempting registered broker-dealers in general from provisions of the Exchange Act and its
underlying rules and regulations that do not apply to security-based swap agreements. As above,
we are not excluding registered broker-dealers from Exchange 'Act provisions that explicitly
apply in connection with security-based swap agreements or from related enforcement authority
provisions. 47 As above, and for similar reasons, we are not exempting registered broker-dealers
from: Sections 5, 6, 12(a) and (g), 13, 14, 15(b)(4), 15(b)(6), 15(d), 16 and 17A ofthe Exchange

Further we are not exempting registered broker-dealers from the following additional
49

provisions under the Exchange Act: (1) Section 7(c), which addresses the unlawful extension
ofcreditbybroker-dealers; (2) Section 15(c)(3), 50 which addresses the use ofunlawful or
manipulative devices by broker-dealers; (3) Section 17(a), 51 regarding broker-dealer obligations
to make, keep and furnish information; (4) Section 17(b), 52 regarding broker-dealer records
subject to examination; (5) Regulation T, 53 a Federal Reserve Board regulation regarding

47

See notes 34 and 40, supra. As noted above, broker-dealers also would be subject to Section
15(c){l) ofthe Exchange Act, which prohibits brokers and dealers from using manipulative or deceptive
devices, because that provision explicitly applies in connection with security-based swap agreements. In
addition, to the extent the Exchange Act and any rule or regulation thereunder imposes any other
requirement on a broker-dealer with respect to security-based swap agreements (e.g., requirements under
Rule 17h-1 T to maintain and preserve written policies, procedures, or systems concerning the broker or
dealer's trading positions and risks, such as policies relating to restrictions or limitations on trading
finarici~l:lnst:runlents or products), these requirements would continue to apply to broker-dealers'
activities with respect to Cleared CDS.
48

We also are not exempting those members from provisions related to government securities, as
discussed above.
.
·
49

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

50

15 U.S.C. 78o(c)(3).

51

15 U.S.C. 78q(a).

52

15 U.S;C. 78q(b).

53

12 CFR 220.1 et ~-
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extension of credit by broker-dealers; (6) Exchange Act Rule 15c3-1, regarding broker-dealer net
capital; (7) Exchange Act Rule 15c3-3, regarding broker-dealer reserves and custody of
securities; (8) Exchange Act Rules 17a-3 through 17a-5, regarding records to be made and
·preserved by broker-dealers and reports to be made by broker-dealers; and' (9) Exchange Act
Rule17a-13, regarding quarterly security counts to be made by certain exchange members and
broker-dealers. 54 Registered broker-dealers should comply with these provisions in connection
with their activities involving non-excluded CDS because these provisions are especially
important to helping protect customer funds and securities, ensure proper credit practices and
safeguard against fraud and abuse. 55
E.

Solicitation of Comments
The Commission intends to monitor closely the development of the CDS market and

intends to determine to what extent, if any, additional regulatory action may be necessary. For
example, as circumstances warrant, certain conditions could be added, altered, or eliminated.
Moreover, because these exemptions are temporary, the Commission will in the future consider
whether they should be extended or allowed to expire. The Commission believes it would be
prudent to solicit public comment on its action today, and on what action it should take with
respect to the CDS market in the future. The Commission is soliciting public comment on all
aspects of these exemptions, including:

54

Solely for purposes of this exemption, in addition to the general requirements under the
referenced Exchange Act sections, registered broker-dealers shall only be subject to the enumerated rules
under the referenced Exchange Act sections.
55

Indeed, Congress directed the Commission to promulgate broker-dealer financial responsibility
rules, including rules regarding custody, the use of customer securities and the use of customers' deposits
·or credit balances, and regarding establishment of minimum financial requirements.
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1.

Whether the length of this temporary exemption (until December 7, 2009) is
appropriate. If not, what should the appropriate duration be?

2.

Whether the conditions to these exemptions are appropriate. Why or why not?
Should other conditions apply? Are any ofthe present conditions to the
exemptions provided in this Order unnecessary? If so, please specify and explain
why such conditions are not needed.

3.

Whether ICE Trust ultimately should be required to register as a clearing agency
under the Exchange Act.· Why or why not?

Comments may be submitted by any ofthe following methods:
Electronic comments:
•

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

•

Send an e-mail to rule-comments@sec.gov. Please include File Number S?-0509 on the subject line; or

•

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

Paper comments:
•

Send paper comments in triplicate to Secretary, Securities and Exchange
Commission, 100 F Street, NE, Washington, DC20549-1090.

All submissions should refer to File Number S?-05-09. This file number should be included on
the subject line if e-mail is used.

!o help us process and review your comments more efficiently,

please use only one method. We will post all comments on the Commission's Internet Web site
(http://www.sec.gov/rules/other.shtml). Comments are also available for public inspection and
copying in the Commission's Public Reference Room, 100 F Street, NE, Washington, DC 20549,

_
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on official business days between the hours of 10:00 am and 3:00pm. 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.

III.

Conclusion
IT IS HEREBY ORDERED, pursuant to Section 36(a) of the Exchange Act, that, until

December 7, 2009:
(a) Exemption from Section 17A of the Exchange Act.
ICE US Trust LLC ("ICE Trust") shall be exempt from Section 17A ofthe Exchange Act
solely to perform the functions of a clearing agency for Cleared CDS (as defined in paragraph
(e)(l) ofthis Order), subject to the following conditions:
(1) ICE Trust shall make available on its Web site its annual audited financial
statements.
(2) ICE Trust shall keep and preserve at least one copy of all documents,
including all correspondence, memoranda, papers, books, notices, accounts, and other
such records as shall be made or received by it relating to its Cleared CDS clearance and
settlement services. These records shall be kept for at least five years and for the first
two years shall be held in an easily accessible place.
(3) ICE Trust shall supply information and periodic reports relating to its Cleared
CDS clearance and settlement services as may be reasonably requested by the
Commission, and shall provide access to the Commission to conduct on-site inspections
of all facilities (including automated systems and systems environment), records, and
personnel related to ICE Trust's Cleared CDS clearance and settlement services.

'•
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(4) ICE Trust shall notify the Commission, on a monthly basis, of any material
disciplinary actions taken against any of its members utilizing its Cleared CDS clearance
and settlement services, including the denial of services, fines, or penalties. ICE Trust
shall notify the Commission promptly when ICE Trust involuntarily terminates the
membership of an entity that is utilizing ICE Trust's Cleared CDS clearance and
settlement services. Both notifications shall describe the facts and circumstances that led
to the ICE Trust's disciplinary action.
(5) ICE Trust notify the Commission of all changes to rules, procedures, and any
other material events affecting its Cleared CDS clearance and settlement services,
including its fee schedule and changes to risk management practices, the day before
effectiveness or implementation of such rule changes or, in exigent circumstances, as
promptly as reasonably practicable under the circumstances. All such rule changes will
be posted on ICE Trust's Web site. Such notifications will not be deemed rule filings
that require Commission approval.
(6) ICE Trust shall provide the Commission with reports prepared by independent
audit personnel that are generated in accordance with risk assessment of the areas set
forth in the Commission's Automation Review Policy Statements. ICE Trust shall
provide the Commission with (beginning in its first year of operation) its annual audited
financial statements prepared by independent audit personnel.
(7) ICE Trust shall report all significant systems outages to the Commission. If it
appears that the outage may extend for 30 minutes or longer, ICE Trust shall report the
systems outage immediately.· If it appears that the outage will be resolved in less than 30
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minutes, ICE Trust shall report the systems outage within a reasonable time after the
outage has been resolved.
(8) ICE Trust, directly or indirectly, shall make available to the public on terms
that are fair and reasonable ~d not unreasonably discriminatory: (i) all end-of-day
settlement prices and any other prices with respect to Cleared CDS that ICE Trust may
establish to calculate mark-to-market margin requirements for ICE Trust Participants; and
(ii) any other pricing or valuation information with respect to Cleared CDS as is
published or distributed by ICE Trust.
(b) Exemption from Sections 5 and 6 of the Exchange Act
(1) ICE Trust shall be exempt from the requirements of Sections 5 and 6 ofthe
Exchange Act and the rules and regulations thereunder in connection with its calculation
of mark-to-market prices for open positions in Cleared CDS, subject to the following
conditions:
(i) ICE Trust shall report the following information with respect to the
calculation of mark-to-market prices for Cleared CDS to the Commission within
30 days of the end of each quarter, and preserve such reports during the life of the
enterprise and of any successor enterprise:
(A) The total dollar volume of transactions executed during the
quarter, broken down by reference entity, security, or index; and
(B) The total unit volume and/or notional amount executed during
the quarter,: broken down by reference entity, security, or index;
(ii) ICE Trust shall establish adequate safeguards and procedures to
protect participants' confidential trading information. Such safeguards and
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procedures shall include: (A) limiting access to the confidential trading
information of participants to those employees of ICE Trust who are operating the
system or responsible for its compliance with this exemption or any other
applicable rules; and (B) implementing standards controlling employees of ICE
Trust trading for their own accounts. ICE Trust must adopt and implement
adequate oversight procedures to ensure that the safeguards and procedures
established pursuant to this .condition are followed; and
(iii) ICE Trust shall satisfy the conditions of the temporary exemption
from Section 17A of the Exchange Act set forth in paragraphs (a)( 1) - (8) of this
Order.
(2) Any ICE Trust Participant shall be exempt from the requirements of Section 5
of the Exchange Act to the extent such ICE Trust Participant uses any facility of ICE
Trust to effect any transaction in Cleared CDS, or to report any such transaction, in
connection with ICE Trust's clearance and risk management process for Cleared CDS.
(c) Exemption for ICE Trust, certain ICE Trust Participants, and certain eligible contract
participants.
(1) Persons eligible. The exemption in paragraph (c)(2) is available to:

(i) ICE Trust;
(ii) Any ICE Trust Participant (as defined in paragraph (e)(2) of this
Order), which is not a broker or dealer registered under Section 15(b) of the
Exchange Act (other than paragraph (11) thereof); and
(iii) Any eligible contract participant (as defined in Section 1a(12) of the
Commodity Exchange Act as in effect on the date of this Order (other than a
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person that is an eligible contract participant under paragraph (C) of that section)),
other than: (A) an eligible contract participant that receives or holds funds or
securities for the purpose of purchasing, selling, clearing, settling, or holding
Cleared CDS positions for other persons; (B) an eligible contract participant that
is a self-regulatory organization, as that term is defined in Section 3(a)(26) of the
Exchange Act; or (C) a broker or dealer registered under Section 15(b) of the
Exchange Act (other than paragraph (11) thereof).
(2) Scope of exemption.
(i) In general. Such persons generally shall, solely with respect to Cleared
CDS, be exempt from the provisions of the Exchange Act and the rules and
regulations thereunder that do not apply in connection with security-based swap
agreements. Accordingly, under this exemption, those persons would remain
subject to those Exchange Act requirements that explicitly are applicable in
connection with security-based swap agreements (i.e., paragraphs (2) through (5)
of Section 9(a), Section IO(b), Section 15(c)(l), paragraphs (a) and (b) of Section
16, Section 20(d) and Section 21A(a)(l) and the rules thereunder that explicitly
are applicable to security-based swap agreements). All provisions of the
Exchange Act related to the Commission's enforcement authority in connection
with violations or potential violations of such provisions also remain applicable.
(ii) Exclusions from exemption. The exemption in paragraph (c)(2)(i),
however, does not extend to the following provisions under the Exchange Act:
(A) Paragraphs (42), (43), (44), and (45) of Section 3(a);
(B) Section 5;
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(C) Section 6;
(D) Section 12 and the rules and regulations thereunder;
(E) Section 13 and the rules and regulations thereunder;
(F) Section 14 and the rules and regulations thereunder;
(G) Paragraphs (4) and (6) of Section 15(b);
(H) Section 15(d) and the rules and regulations thereunder;
(I) Section 15C and the rules and regulations thereunder;

(J) Section 16 and the rules and regulations thereunder; and
(K) Section 17A (other than as provided in paragraph (a)).
(d) Exemption for certain registered broker-dealers.
A broker or dealer registered under Section 15(b) of the Exchange Act (other than
paragraph (11) thereof) shall be exempt from the provisions of the Exchange Act and the rules
and regulations thereunder specified in paragraph (c)(2), solely with respect to Cleared CDS,
except:
(1) Section 7(c);
(2) Section 15(c)(3);
(3) Section 17(a);
(4) Section 17(b);
(5) RegulationT, 12 CFR200.1 et seq.;
(6) Rule 15c3-1;
(7) Rule 15c3-3;
(8) Rule 17a-3;
· (9) Rule 17a-4;
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(10) Rule 17a-5; and
(11) Rule 17a-13.
(e) Defmitions.
For purposes of this Order:
(1) "Cleared CDS" shall mean a credit default swap that is submitted (or offered,
purchased, or sold on terms providing for submission) to ICE Trust, that is offered only
to, purchased only by, and sold only to eligible contract participants (as defined in
Section la(12) of the Commodity Exchange Act as in effect on the date of this Order
(other than a person that is an eligible contract participant under paragraph (C) of that
section)), and in which:
(i) the reference entity, the issuer of the reference security, or the reference
security is one of the following:
(A) an entity reporting under the Exchange Act, providing
Securities Act Rule 144A(d)(4) information, or about which financial
information is otherwise publicly available;
(B) a foreign private issuer whose securities are listed outside the
United States and that has its principal trading market outside the United
States;
(C) a foreign sovereign debt security;
(D) an asset-backed security, as defined in Regulation AB, issued

in a registered transaction with publicly available distribution reports; or ·
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(E) an asset-backed security issued or guaranteed by Fannie Mae,
Freddie Mac or Ginnie Mae; or
(ii) the reference index is an index in which 80 percent or more of the
index's weighting is comprised of the entities ot securities described in
subparagraph (i).
·err. .••
. .._

(2) "ICE Trust Participant'' shall mean any participant in ICE Trust that submits
Cleared CDS to ICE Trust for clearance and settlement exclusively (i) for its own account
or (ii) for the account of an affiliate that controls, is controlled by, or is under common
control with the participant in ICE Trust.

By the Commission.

Elizabeth M. Murphy
Secretary

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
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SECURITIES EXCHANGE ACT OF 1934
Release No. 59533 I March 6, 2009

I

ADMINISTRATIVE PROCEEDING
File No. 3-13403

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

In the Matter of
Grant Bettingen, Inc.,
Respondent.

I.
The Securities and Ex<tlange 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 Grant
Bettingen, Inc. ("GBI" or "Respondent").
II.

In anticipation of the institution of these proceedings, GBI 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, 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 as to Grant Bettingen, Inc. ("Order"), as set forth below.
III.

On the basis ofthis Order and Respondent's Offer, the Commission finds 1 that:

1
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.

Summary
These proceedings arise out ofGBI's failure reasonably to supervise Christopher
Johndrow in connection with purported private placement offerings of the securities of Credit
First, LLC and Credit First Income Plus, LLC (collectively, "Credit First") from January 2004 to ·
December 2005. 2 During this time, Johndrow was associated with GBI/ a registered brokerdealer. Johndrow violat.ed Section 17(a) of the Securities Act of 1933 ("Securities Act") and
Section 1O(b) of the Exchange Act and Rule 1Ob-5 thereunder by misrepresenting to investors
and instructing the sales agents he supervised to misrepresent to investors that th~y would
receive at least 1% monthly returns of profits from Credit First's allegedly lucrative distressed
debt business. Johndrow also violated Sections 5(a) and 5(c) of the Securities Act by offering
and selling Credit First securities, and instructing the sales agents he supervised to offer and sell
Credit First securities through general solicitations.
GBI failed reasonably to supervise Johndrow because it did not have a
supervisory policy in place regarding the sale of securities in private placement offerings until
November 2004, almost a year after Johndrow began selling Credit First securities. As a result;
GBI failed reasonably to supervise Johndrow within the meaning of Section (15)(b)(4)(E) of the
Exchange Act.

Respondent
1.
Grant Bettingen, Inc. ("GBI") is a registered broker-dealer (File No. 8-34 790)
based in Newport Beach, Calif~rnia since 1985. At the time of the misconduct, it had five branch
offices, four in California and one in New York, as well as an unregistered office location in
Florida. Additionally, it had an unregistered office location in Orange County, California until
December 2005. GBI was owned by the Grant Bettingen Trust, of which M. Grant Bettingen was
the sole trustee. During the relevant period, GBI had 37 registered representatives and
approximate annual revenues of $4 million. GBI conducts a gerteral securities business which
includes equities, fixed income securities, mutual funds, and insurance products. On June 2, 2008,
GBI was acquired by Rubicon Financial Incorporated, a publicly held company.

2

ln December 2005, the Commission filed an action against Credit First and its principal, David Lund, for,
· among other things, making false representations to investors (the "Lund Action"). SEC v. Credit First Fund, LP, et
al., CVOS-8741-DSF (C.D. Cal. Dec. 15, 2005), Litigation Release No. 19497 (Dec. 16, 2005). In November 2006,
Lund settled with the Commission, consenting to a permanent injunction, disgorgement, prejudgment interest, a civil
penalty, and a five-year broker-dealer bar. Litigation Release No. 19497 (Dec. 20, 2006). On March 6, 2009, the
Commission instituted a settled administrative proceeding against Johndrow in which Johndrow consented to a
cease-and-desist order, disgorgement, prejudgment interest, a civil penalty, a three-year broker-dealer bar, and a
five-year supervisory bar. Christopher J. Johndrow, Exchange Act Release No. 33-9012
(March 6, 2009).
3

On March 6, 2009, the Commission instituted a settled administrative proceeding against GEl's former
principal and president, M. Grant Bettingen. M. Grant Bettingen, Exchange Act Release No.34-59532 (March 6,
2009).

2

f

Other Relevant Entities and Persons
2.
M. Grant Bettingen ("Bettingen"), age 67, resides in Newport Beach,
California. Bettingen was the president, compliance manager, and indirect owner of GBI.
Bettingen directly supervised Johndrow from January 2004 to January 2008. Bettingen
currently holds Series 1, 3, 7, 24, 27, 55, and 63 licenses. Subsequent to the acquisition of GBI
by Rubicon Financial Incorporated, Bettingen has been replaced as president and compliance
·
manager and is now a minority owner of shares of GBI' s parent compariy.
The Credit First Entities are comprised of Credit First Fund, L.P ·; Credit First,
3.
LLC, and Credit First Income Plus, LLC (collectively, the "Credit First Entities") which were
formed in February 2001, April2003 and July 2004, respectively. These companies raised at
least $10.7 million from 2002 to December 2005 in private placement offerings purportedly
exempt from registration under Section 4(2) of the Securities Act and Rule 506 ofRegulation D.
GBI sold approximately $3.1 million of these securities beginning in January 2004.
4.
Christopher J. Johndrow ("Johndrow''), age 44, resides in Hallandale Beach,
Florida He holds Series 7, 24, and 631icenses, and from 1991 through the present, has been
associated with thirteen different broker-dealers. One of the prior firms terminated Johndrow for
"selling away" violations and failing to supervise adequately his registered representatives. From
January 2004 to January 2008, Johndrow was associated with GBI.
Background
5. Credit First was in tlfe business of purchasing distressed debt and purportedly
generating profits by selling or collecting on the debt. Johndrow had been selling securities of the
·Credit First Entities since December 2002 through two other broker-dealers. He was therefore
very familiar with Credit First and its principal, Lund. Johndrow and Lund had a close business
relationship and had shared offices since February 2002. The Credit First Entities raised
approximately $10.7 million from 186 investors nationwide from February 2001 to December
2005. As of December 2005, however, there was little to no money left to return to investors.4
GBI's Santa Ana Office and Johndrow's Sale of Credit First Securities
6.
GBI accounted for $3.1 million of the sales of Credit First securities. In January
2004, GBI and Bettingen hired Johndrow to open and supervise an office location in Santa Ana,
California (the "Santa Ana Office'') to primarily sell Credit First securities. During 2004- 2005,
the Santa Ana Office had one registered and about four" unregistered salespersons, all supervised by
Johndrow.

4

The Credit First entities raised approXimately $10.7 million from investors and paid about $11.9 million
to acquire the defaulted debt portfolios. Lund also distributed $6.1 million to investors. Approximately $960,000
remained in the Credit First entities' bank accounts when the Commission brought the Lund Action in December
2005.

3

J

7.
Johndrow used pre-purchased lead lists to cold-call potential investors. Johndrow
also distributed the pre-purchased lead lists to the other salespersons at the Santa Ana Office, which
they used to cold-call potential investors.
8.
Joluidrow trained the Credit First salespersons by having them listen in on his sales
calls. In particular, Johndrow instructed the salespersons to emphasize to investors that Credit First
was an income-based investment. The salespersons sent prospective investors copies of Credit
First's private placement memorandum and the subscription agreement after making an initial
telephone contact, and then telephoned them a second time approximately one week later to confirm
that they received the written materials and answer any questions. They then referred interested
investors to Johndrow or Lund, who helped them complete the necessary paperwork and close the
deal.
9.
GBI received a 10% sales commission on the sales of Credit First securities. GBI
retained 25% of the commission and paid the remaining to the pertinent licensed salespersons.
Johndrow also received a 5% override on all commissions earned by the licensed salespersons in the
Santa Ana Office. During the relevant period, Johndrow earned $270,720 in commissions, and GBI
earned $88,675 in commissions.
10.
.Pursuant to a contractual arrangement with GBI, Johndrow paid all of the Santa
Ana Office's operating expenses including the administrative assistant's salary, and rent, utilities,
and postage. The Santa Ana Office arid Credit First, both, operated from the same business
location. Accordingly, Johndrow paid Lund for the rent and other overhead.

Johnfrow's Misrepresentations to Investors
11.
Johndrow orally represented to prospective investors that Credit First would
provide them a monthly income and they could expect to receive at least 1% per inonth in profits.
Johndrow also told the salespersons he supervised to make similar representations to investors
during sales calls.
12.
Johndrow knew or was reckless in not knowing that Credit First did not make any
monthly returns of income to its investors.. The financial statements of the Credit Fund Entities for
the years 2002 to 2004 showed that they operated at a net ·loss and were only returning principal to
investors. Lund made these financial statements available to Johndrow for his review during the
entire time Johndrow was selling these securities, i.e., since December 2002. Johndrow failed to
review the financial statements, or perform an equivalent form of due diligence to ensure that he
and his sales agents were making accurate representations about the returns to investors when they
recommended securities of Credit First.

GBI's Failure to Supervise Johndrow
13.
GBI failed reasonably to supervise Johndrow. GBI adopted a Written Supervisory
Procedures Manual (the "January Manual") when it began selling Credit First securities in early
2004. However, written supervisory procedures for private placement offerings were added only
in the November 2004 Manual (the "November Manual"). Nevertheless, GBI, under Bettingen,

4

sold Credit First shares for eleven months starting in January 2004 without the written supervisory
procedures necessary to prevent and detect Johndrow's misrepresentations to Credit First investors
and unlawful cold-calling activity.
Legal Analysis
14.
As a result of the conduct described above, Johndrow violated Sections 5(a), 5(c),
and 17(a) of the Securities Act and Section lO(b) ofthe Exchange Act and Rule lOb-5 thereunder.
15.
Section 15(b)(4)(E) of the Exchange Act requires broker-dealers reasonably to
supervise persons subject to their supervision, with a view toward preventing violations of the
federal securities laws. See, ~ Dean Witter Reynolds, Inc., Exchange Act Rei. No. 46578
(October 1, 2002). The Commission has emphasized that the "responsibility ofbroker-dealers to
supervise their employees by means of effective, established procedures is a critical component in
the federal investor protection scheme regulating the securities markets." Id. Section 15(b)(4)(E)
of the Exchange Act provides for the imposition of a sanction against a broker or dealer who "has
failed reasonabiy to supervise, with a view to preventing violations of the securities laws, another
person who commits such a violation, if such other person is subject to his supervision."
16.
As a result of the conduct described above, GBI failed reasonably to supervise
Johndrow within the meaning of Section 15(b) ofthe Exchange Act when it failed to supervise
Johndrow with a view to preventing and detecting violations of the federal securities laws.

IV.
In view of the foregoing, the Commission deems it appropriate, and in the public ip.terest,
to impose the sanctions agreed to in Respondent's Offer.
Accordingly, pursuant to Section 15(b) of the Exchange Act, it 1s hereby ORDERED that:

A.

Respondent GBI is censured.

B.
IT IS FURTHER ORDERED that Respondent GBI shall, within 30 days of the
entry ofthis Order, pay disgorgement of$88,675.00 and prejudgment interest of$8,460.51, for a
total payment of$97,135.51 to Thomas F. Lennon, Inc., the court-appointed receiver for ~redit
First pursuant to Rule 1102 of the Commission's Rules on Fair Fund and Disgorgement Plans [17
C.F.R. 201.11 02]. If timely payment is not made, additional interest shall accrue pursuant to 31
U.S.C. 3717. Such payment shall be: (A) made by United States postal money order, certified
check, bank cashier's cheek or bank money order; (B) made payable to Thomas F. Lennon, Inc.;
(C) hand-delivered or mailed to Thomas F. Lennon, Inc., 7777 Alvarado Rd., Suite 712, La Mesa,
CA 91941-3688; and (D) submitted under cover letter that identifies GBI as a Respondent in these
proceedings, the file number of these proceedings, a copy of which cover letter and money order or

5
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.
check shall be sent to Michele Wein Layne, Division of Enforcement, Securities and Exchange
Commission, 5670 Wilshire Blvd., Suite 1100, Los Angeles, CA 90036.
By the Co:tnpiission.

Elizabeth M. Murphy
Secretary ·
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