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2. Altemafuelé, Inc. (“ALTFD”) (CIK No. 826743)15 3 Florida corporation located
in Tampa, Florida with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g)- ALTFD is delinquent in its periodic filings with the Commission,
having not filed any periodic reports SINCe it filed a Form 10-KSB for the period ended
December 31, 2003. Asof March 30, 201 1, the common stock of ALTFD was quoted on oTC
Link (formerly "Pink Sheets™) operated by OTC Markets Group Inc. ("OTC Link"), had seven

market makers, and was eligible for the p\ggyback” exception of Exchange Act Rule 15¢2-
11{(HE)-

3. Intelligent Medical Imaging, Ine. (“IMIIQ™) (CIK No. 930090) 15 a void Delaware
corporation located in Palm Beach Gardens, Florida with a class of securities registered with the
Commission pursuant to Exchange Acl Section 12(g)- IMIIQ 18 delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended September 30, 1999, which reported 2 net loss of $10,783,580 for the prior mine
months. On November 29, 1999, IMIQ filed a Chapter 11 petition in the U.S. Bankruplcy Court
for the Southern District of Florida, which was terminated on August 18, 2005. Asof March 30,
7011, the common stock of TMIIQ was quoted on OTC Link, had two market makers, and was

eligible for the “piggyback” exception of Exchange Act Rule 15c¢2-11(DH3)-

4. Optimark Data Systems, Inc. (“OPMK”) (CIK No. 041904) 15 2 British Columbia
corporation located in Tampa, Florida with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g)- OPMK is delinquent in 1t periodic filings with the
Commission, having not filed any periodic repotts since it filed a Form 10-QSB for the period
ended August 31, 1999, which reported a net foss of $121,815 Canadian for the prior nine
months. As of March 30, 2011, the common stock of OPMK was quoted on OTC Link, had five
market makers, and was eligible for the “pi ggyback” exception of Exchange Act Rule 15¢2-

11(H3)-
B, DELINQUENT PERIODIC FILINGS

5. Asg discussed in More detail above, all of the Respondents are delinquent in their
periodic filings with the Commission, have repeatedly failed to meet their obligations 10 file
timely periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations 0%, through
their failure t0 maintain a valid address on file with the Commission as required by Commission
rules, did not receive such letters.

6. Exchange Act Section 13(2) and the rules promulgated thereunder require 1Suers
of securtties registered pursuant to Exchange Act Section 12 to file with the Commission current
and accurate information in periodic reports, even if the registration s voluntary under Section
12(g)- Specifically, Rule 13a-1 requires issuers to file annual reports, and Rule 13a-13 requires
issuers to file quarterly reports.

1. As aresult of the foregoing, Respondents failed to comply with Exchange Act
‘ Section 13(2) and Rules 13a-1 and 13a-13 thereunder.
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In view of the allegations made by the Division of Enforcement, the Commission deems
it necessary and appropriate for the protection of investors that public administrative proceedings
be instituted to determine:

A. Whether the allegations contained in Section 11 hereof are true and, in connection
therewith, to afford the Respondents an opportunity to establish any defenses to such allegations;
and,

B. Whether it is necessary and appropriate for the protection of investors to suspend
for a period not exceeding twelve months, of revoke the registration of each class of securities
registered pursuant to Section 12 of the Exchange Act of the Respondents identified in Section 11
hereof, and any successor under Exchange Act Rules 12b-2 or 12g-3, and any new corporate
names of any Respondents.

IV.

IT 1S HEREBY ORDERED that a public hearing for the purpose of taking evidence on
the questions set forth in Section 111 hereof shall be convened at a time and place to be fixed, and
before an Administrative Law Judge to be designated by further order as provided by Rule 110
of the Commission’s Rules of Practice [17 CF.R.§201.110}.

1T IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within ten (10) days after service of this Order, as provided by
Rule 220(b) of the Commission’s Rules of Practice [17 CF.R. § 201 220(0)].

If Respondents fail to file the directed Answers, OF fail to appear at a hearing after being
duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2 or 12g-3,
and any new corporate names of any Respondents, may be deemed in default and the
proceedings may be determined against it upon consideration of this Order, the allegations of
which may be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and 310 of the
Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(1), and 201.310].

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of Practice.

1T IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 120 days from the date of service of this Order, pursuant to Rule 360(a)2)
of the Commission’s Rules of Practice [17 CF.R. § 201.360(a)(2)].




In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter, except
as witness or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule
making” within the meaning of Section 551 of the Administrative Procedure Act, it is not
deemed subject to the provisions of Section 553 delaying the effective date of any final
Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

O Ptnan)
By:(Jill M. Peterson

Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64171 / April 4,2011

ADMINISTRATIVE PROCEEDING
File No. 3-14316

ORDER INSTITUTING
ADMINISTRATIVE
PROCEEDINGS AND NOTICE OF
HEARING PURSUANT TO
SECTION 12(j) OF THE
SECURITIES EXCHANGE ACT
OF 1934

In the Matter of

Circuit Systems, Inc.,

Global Energy Group, Inc.,
Integrated Medical Resources, Inc.,
iNTELEFILM Corp-, and

Lot$off Corp.,

Respondents.

1.

The Securities and Exchange Commission (“Commission”) deems it necessary and
appropriate for the protection of investors that public administrative proceedings be, and hereby
are, instituted pursuant to Qection 12() of the Qecurities Exchange Act of 1934 (“Exchange
Act”) against Respondents Circuit Systems, Inc., Global Energy Group. Inc., Integrated Medical
Resources, Inc., {NTELEFILM Corp-, and Lot$oft Corp. '

11.
After an investigation, the Division of Enforcement alleges that:
Al RESPONDENTS

1. Circuit Systems, Inc. (“CSYI) ' (CIK No. 773657) is a bankrupt Tllinois

~ corporation located in Elk Grove Village, Illinois with a class of securities registered with the

Commission pursuant {o Exchange Act Qection 12(g). CSYI is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended January 31, 2000, which reported a net loss of $3,084,330 for the prior nine
months. On September 3, 5000, CSYI filed a Chapter 11 petition in the U.S. Bankruptcy Court
for the Northern District of 0llinois, which was terminated on December 22, 7006. As of Match
30, 2011, the common stock of CSY1 was quoted on OTC Link (formerly "Pink Sheets")

The short form of each issuer’s name is also its stock symbol.
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operated by OTC Markets Group Inc. ("OTC Link"), had three market makers, and was eligible
for the “piggyback” exception of Exchange Act Rule 15c2-11(£)(3)-

2. Global Energy Group Inc. (*GENG”) (CIK No. 1099358) is 2 delinquent
Delaware corporation jocated in Plano, Texas with a class of securities registered with the
Commission pursuant t0 Exchange Act Section 12(g)- GENG is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-QSB for the
period ended September 30, 2006, which reported a net Joss of $12,760,710 for the prior nine
months. As of March 30, 2011, the common stock of GENG was quoted on OTC Link, had
seven market makers, and was eligible for the “piggyback” exception of Exchange Act Rule

15c2-11(H3)-

3. Integrated Medical Resources, Inc. (“IMRIQ™) (CIK No. 918591) is 2 forfeited
Kansas corporation jocated in Lenexa, Kansas with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g)- IMRIQ is delinquent in its periodic filings
with the Commission, having not filed any periodic reports SinCe it filed a Form 10-QSB for the
period ended September 30, 1998, which reported a net loss of $10,304,403 for the prior nine
months. On November 12, 1998, IMRIQ filed a Chapter 11 petition in the U.S. Bankruptcy
Court for the District of Kansas, which was converted to a Chapter 7 proceeding 0 December 1,
1998, and was terminated on May 8, 2007. Asof March 30, 2011, the common stock of IMRIQ
was quoted on OTC Link, had three market makers, and was eligible for the “piggyback”

exception of Exchange Act Rule 15¢2-11(£)(3)-

4. iNTELEFILM Corp- (“FILM™) (CIK No. 882160) 1s a Minnesota corporation
located in Wayzata, Minnesota with a class of securities registered with the Commission
pursuant 0 Exchange Act Section 12(g)- FILM is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-Q for the period
ended March 31, 2002, which reported a net loss of $787,271 for the prior three months. On
August 5, 2002, FILM filed a Chapter 11 petition in the U.S. Bankruptcy Court for the District of
Minnesota, which was terminated on May 13, 2004. Asof March 30, 2011, the common stock
of FILM was quoted on OTC Link, bad five market makers, and was eligible for the “piggyback”

exception of Exchange Act Rule 15¢2-11(H3)-

5. Lot$off Corp. (“LOTS™) (CIK No. 735584) is a void Delaware corporation
located in San Antonio, Texas with a class of securitics registered with the Commission pursuant
to Exchange Act Section 12(g)- LOTS is delinquent in its periodic filings with the Commission,
having not filed any periodic reports since it filed a Form 10-Q for the period ended October 30,
1998, which reported a net loss of $6,285,163 for the prior thirty-pine weeks. On December 28,
1999, LOTS filed a Chapter 7 petition in the U.S. Bankruptcy Court for the Weslemn District of
Texas, which was terminated on July 16, 2007. Asof March 30, 2011, the common stock of
LOTS was quoted on OTC Link, had two market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11(H3)-

B. DELINQUENT PERIODIC FILINGS

6. As discussed in more detail above, all of the Respondents are delinquent in their
periodic filings with the Commission, have repeatedly failed to meet their obligations to file
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timely periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or, through
their failure 1o maintain a valid address on file with the Commission as required by Commission
rules, did not receive such letters. :

7. Exchange Act Section 13(a) and the rules promulgated thereunder require issuers
of securities registered pursuant to Exchange Act Section 12 to file with the Commission current
and accurate information in periodic reports, even if the registration is voluntary under Section
12(g). Specifically, Rule 13a-1 requires issuers to file annual reports, and Rule 13a-13 requires
issuers to file quarterly reports.

8. As a result of the foregoing, Respondents failed to comply with Exchange Act
Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

IIL

In view of the allegations made by the Division of Enforcement, the Commission deems
it necessary and appropriate for the protection of investors that public administrative proceedings
be instituted to determine:

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

B. Whether it is necessary and appropriate for the protection of investors to suspend
for a period not exceeding twelve months, or revoke the registration of each class of securities
registered pursuant to Section 12 of the Exchange Act of the Respondents identified in Section II
hereof, and any successor under Exchange Act Rules 12b-2 or 12g-3, and any new corporate
names of any Respondents.

IV,

IT IS HEREBY ORDERED that a public hearing for the purpose of taking evidence on
the questions set forth in Section III hereof shall be convened at a time and place to be fixed, and
before an Administrative Law Judge to be designated by further order as provided by Rule 110
of the Commission’s Rules of Practice [17 C.F.R. § 201.110].

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within ten (10) days after service of this Order, as provided by
Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after being
duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2 or 12g-3,
and any new corporate names of any Respondents, may be deemed in default and the
proceedings may be determined against it upon consideration of this Order, the allegations of
which may be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and 310 of the
Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f), and 201.310].




This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of Practice.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 120 days from the date of service of this Order, pursuant to Rule 360(a)(2)
of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter, except
as witness or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule
making” within the meaning of Section 551 of the Administrative Procedure Act, it is not
. deemed subject to the provisions of Section 553 delaying the effective date of any final
Commission action.

By the Commission.

Elizabeth M. Murphy

Secretary

0%
‘ | Peterson




OFFICE OF GOVERNMENT ETHICS

SECURITIES AND EXCHAN GE COMMISSION

5 CFR Part 4401
[Release No. 34-64172]

Amendment of outside employment and activities section of the SEC’s Supplemental
Standards of Ethical Conduct for Members and Employees of the Securities and Exchange
Commission '

AGENCIES: Securities and Exchange Commission and Office of Government Ethics.
ACTION: Final rule.

SUMMARY: The Securities and Exchange Commission with the concurrence of the Office of
Government Ethics is amending 1ts Supplemental Standards of Conduct for Members and
Employees 10 eliminate a recently established prior approval requirement for outside

employment.

DATES: Effective Date: [Insert date 30 days after date of publication in the Federal Register]

FOR FURTHER [NFORMATION CONTACT: Shira Pavis Minton, Ethics Counsel, Office
of the General Counsel, (202) 551-5170, Securities and Exchange Commission, 100 F Street

N.E., Washington, DC 20549-1050.

1. Supplementary Information

The Securities and Exchange Commission with the concurrence of the Office of
Government Ethics (“OGE”) is amending its Supplemental Standards of Conduct for Members
and Employees 10 eliminate a recently established priot approval rgquirement for outside
employment. Staff members of the SEC are already subject 10 strict limitations regarding the
type of employment they are allowed to undertake, and staff regularly seeks advice frém the
cthics office prior t0 taking any ou;:side employment. In addition, the requirement appears to be
largely cumulative of other measures without providing significant additional b.eneﬁts. These
other measures include the requirement that SEC staff members submit proposed publications OF
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prepared speeches relating to the Commission (or to the statutes or rules it administers) to the
General Counsel for review. Thesé measures also include current financial disclosure regulations
and current substantive regulations prohibiting conflicting outside employment. The
requirement to obtain prior approval for outside employment- has not identified any conflicts or
otherwise enhanced the ethics program.

IL. Administrative Procedure Act, Regulatory Flexibility Act, and Paperwork Reduction
Act

The Commission finds, in accordance with section 553(b)(3)(A) of the Administrative
Procedure Act,' that these rules reiate solely to agency organization, procedure, o practice.
These rules are therefore not subject to the provisions of the Administrative Procedure Act
requiring notice, opportunity for public comment, and publication. The Regulatory Flexibility
Act? therefore does not apply. Because these rules relate to “agency organization, procedure or
practice that does not substantially affect the right or obligations of non-agency parties,” they are
not subject to the Small Business Regulatory Enforcement Fairness Act.” The rules do not contain
any new collection of information requirements as defined by the Paperwork Reduction Act of |

1995, as amended.*

IIL. Costs and Benefits of the Amendments

Taken as a whole, the Commission and the public have a substantial interest in the
integrity of the Commission’s processes. Congress has directed the Commission to oversee the
securities markets and securities professionals and to protect investors. To that end, the ethical

standards contained in the rules enacted today require the Commission’s members and employees

15 U.5.C. 553(b}{3)A).

15 U.5.C. 601 et seq.

35 U.5.C. 804{3}{C).
444 U.S.C. 3501 et seq.




to maintain high standards of honesty, integrity, and impartiality, and to avoid actual, or the

appearance of, conflicts of interest.

In general, the costs of the procedures in the Commission's rules of practice fall largely on
the Commission and its employees. As noted, the amendments set forth in this release relate to
internal agency management. These rules re-codify pre-existing obligations on the
Commission’s members and employees with certain minor modifications. As such, the
Commission believes that the costs imposed by compliance with these amended rules have not
substantially increased from the obligations of Commission members and employees before these

amendments.

IV. Consideration of Burden on Competition

Section 23(a)(2) of the Exchange Act, 15 U.S.C. § 78w(a)(2), requires the Commission, in
making rules pursuant to aﬂy provision of the Exchange Act, to consider among other matters the
impact any such rule would have on competition. The purpbses of the Exchange Act include
protection of interstate commerce and maintenance of fair and honest markets. The degree of
trust that investors and the public havé in the Commission and its employees is .critical to these
goals. The Commission and its employees must adhere to the highest standards of integrity and
impartiality and avoid the appearance of conflicts of interest. These rules affect arelative]y small
number of persons. Therefore, the Commission has determined that the burden on compétition is

small and is necessary and appropriate in furtherance of the purposes of the Exchange Act.

Section 2(b) of the Securitiés Act, 15 U.S.C. § 77b(b); Section 3(f) of the Exchange Act,
15 U.S.C. § 78c(f); Section 2(c) of the Investment Company Act of 1940, 15 U.S.C. § 80a-2(c);
and Section 202(c) of the Investment Advisers Act of 1940, 15 U.S.C § 80b-2(c) require that the
Commission coﬁsi’der efficiency, competition, and capital formation, in addition to the protection

of investors, whenever it is required to consider or determine whether an action is necessary or
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appropriate in the public interest. As noted above, these rules apply to a relatively small number
of people and do not substantially alter their pre-existing obligations. The Commission believes
that the amendments that the Commission is adopting today will have a small impact on

competition, the capital markets, or capital formation.

V. Statutory Basis and Text of the Rulé

This amendment to the Commission’s ethics rules is being adopted pursuant to statutory
authority granted to OGE and to the Commission. These include 5 U.S.C. § 7301; 5 U.S.C. App.
(Ethics in Government Act of 1978); section 19 of the Securities Act of 1933, 15U.8.C. § 77s;
section 23 of the Securities Excha_nge Act of 1934, 15 U.S.C. § 78w; section 319 of the Trust
Indenture Act of 1939, 15 U.S.C. § 77sss; section 40 of the Investment Company-Act of 1940, 15
U.S.C. § 80a-39; and section 211 of the Investment Advisers Act of 1940, 15 U.S.C. § 80b-11. |
List of Subjects
5 CFR Part 4401
Suppleméntal Standards of Ethical Conduct for Members and Employees of the SEC.

For the reasons set out in the preamble, Title 5, Chapter XXXIV of the Code of
Federal Regulations is amended as follows:

PART 4401—SUPPLEMENTAL STANDARDS OF ETHICAL CONDUCT FOR
MEMBERS AND EMPLOYEES OF THE SECURITIES AND EXCHANGE
COMMISSION

1. The authority citation for Part 4401 continues to read as follows:

Authority: 5 U.S.C. 7301; 5 U.S.C. App. (Ethics in Government Act of 1978); E.O.
12674, 54 FR 15159; 3 CFR 1989 Comp., p. 215, as modified by E.O. 12731, 55 FR 42547, 3
CFR, 1990 Comp., p. 306; 5 CFR 2635.105, 2635.403, 2635.803; 15 U.S.C. 77s, 78w, 77sss,

80a-37, 80b-11.
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. ' 2. Section 4401.103 is amended by:

a. Removing and reserving paragraph (c)(1)(i1);
b. Revising paragraph (c)(1)(iii);
c. Removing paragraph (d); and

d. Redesignating paragraph (e) as paragraph (d).

The revision reads as follows:

§ 4401.103  Outside employment and activities.

* % ok kK

(C EE R
(1) % ¥k
. (iii) No employee shall undertake the following types of employment or activities:
(A) Employment with any entity regulated by the Commission;
(B) Employment or any activity directly or indirectly related to the issuance, purchase,
sale, investment or trading of securities or futures on securities or a group of securities, except
this prohibition does not apply to securities holdings or transactions permitted by §4401.102;

(C) Employment otherwise involved with the securities industry; or

(D) Employment otherwise in violation of any applicable law, rule or regulation. ’

Wk ok ok

By the Commission. W /}} W

Elizabeth M. Murphy
Secretary

e —

Robert 1. Cusick
. ‘ Director, Office of Government Ethics

Dated: April 4, 2011
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. UNITED STATES OF AMERICA

Before the
SECURJTIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3184 / April 4, 2011

INVESTMENT COMPANY ACT OF 1940
Release No. 29622 / April 4,2011

ADMINISTRATIVE PROCEEDING
File No. 3-12978

-

In the Matter of

RDER MAKING FINDINGS AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-AND-
TIMOTHY 1. BURNIEIKA, DESIST ORDER PURSUANT TO SECTIONS
ROBERT L. BURNS, 203(f) and 203(k) OF THE INVESTMENT

)
)
)
gCOTT E. DeSANO, )
)
))
DAVID K. DONOVAN, ) ADVISERS ACT OF 1940 AND SECTIONS 9(b)
)
)
)
)
)
)
)

THOMAS H. BRUDERMAN,

EDWARD 5. DRISCOLL, AND 9(f) OF THE INVESTMENT COMPANY
JEFFREY D- HARRIS, ACT OF 1940 AS TO THOMAS H.
CHRISTOPHER j. HORAN, BRUDERMAN

STEVEN P. PASCUCC] and

KIRK C. SMITH,

Respondents.

//”)

1.

On March 5, 2008, the Securities and Exchange Commission (“Commission”) instituted
public administrative and cease-and—desist proceedmgs pursuant to Sections 203(f) and 203 (k) of
the Investment Advisers Act of 1940 (“Advisers Act™) and gections A(b) and 9(f) of the
Investment Company Act of 1940 (“Investment Company Act”) against geott E. DeSano,
Thomas H. Bruderman (“Bruderman” or “Respondent Bruderman”), Timothy J. Burnieika,
Robert L. Bums; David K. Donovai, Edward 5. Driscoll, J effrey D. Harris, Christopher J.
Horan, Steven P. Pascucct, and Kirk C. Sith.

1o response 10 these proceedings, Respondent Bruderman has submitted an Offer of
Settlement (“Offer”) which the Commission has determined t0 accept. Solely for the purpose of
these proceedings and any other proceedings brought by or ont behalf of the Commission, Of 0
which the Commission is @ party, and without admitting of denying the findings herein, except as
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to the Commissior’s jurisdiction over him and the subject matter of these proceedings, which are
admitted, Respondent Bruderman consents to the entry of this Order Making Findings and
Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to Sections 203(f) and
203(k) of the Investment Advisers Act of 1940 and Sections 9(b) and 9(f) of the Investment
Company Act of 1940 as to Thomas H. Bruderman (Ordet), as set forth below.

IIL

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

Settling Respondent

1. Thomas H. Bruderman (Brudermari), age 42, lives in Boston, Massachusetts.
He was an equity trader at FMR Co., Inc. from 1998 until his resignation in December 2004. At
all relevant times, he was a sector trader specializing in healthcare and pharmaceuticals stocks.

Other Relevant Parties

2. Fidelity Management & Research Company (FMK) is a privately-held
Massachusetts corporation registered with the Commission as an investment adviser pursuant to
Section 203(c) of the Advisers Act, with its principal place of business in Boston, Massachusetts.
FMR is a wholly-owned subsidiary of FMR LLC, a privately held Delaware corporation. FMR
is an adviser to various institutional clients and has approximately $1.25 trillion in assets under
management. FMR’s institutional clients include a group of approximately 350 registered
investment companies marketed under the“Fidelity Investments’trade name and managed by
FMR and its affiliates (hereafterthe Fidelity Funds’).

3. FMR Co., Inc. is a privately-held Massachusetts corporation registered with the
Commission as an investment adviser pursuant to Section 203(c) of the Advisers Act, with its
principal place of business in Boston, Massachusetts. FMR Co., Inc. is a wholly-owned
subsidiary of FMR (collectively“Fidelity") and provides portfolio management services as a sub-
adviser to certain clients of FMR, including the Fidelity Funds.”

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

2 0On March 5, 2008 and October 30, 2008, the Commission instituted related administrative and/or cease-and-desist
proceedings against Fidelity, Lazard Capital Markets LLC, and certain of their employees. See In the Matter of
Fidelity Management & Research Co. and FMR Co. Inc., Advisers Act Release No. 2713, Admin. Proc. File No. 3-
19276 (March 5, 2008); In the Matter of Peter S. Lynch, Company Act Release No. 28189, Admin. Proc. File No. 3-
12980 (March 5, 2008); In the Matter of Bart A. Grenier, Advisers Act Release No. 2714, Admin. Proc. File No. 3-
12977 (March 5, 2008); In the Matter of Marc C. Beran, Advisers Act Release No, 2716, Admin. Proc. File No. 3-
12979 (March 5, 2008); In the Matter of Lazard Capital Markets LLC, Exchange Act Release No. 58880, Admin.
Proc. File No. 3-13281 (October 30, 2008); In the Matter of David L. Tashjian, Exchange Act Release No. 58883,
Admin. Proc. File No. 3-13284 (October 30, 2008); In the Matter of Louis Gregory Rice, Exchange Act Release No.
58881, Admin. Proc. File No. 3-13282 (October 30, 2008}; In the Matter of Robert A. Ward, Exchange Act Release
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Summary

4. These proceedings concern Brudermar's acceptance of travel and gifts
from securities brokerage firms (brokerage firms) with which he, through Fidelity, conducted
business on behalf of Fidelity's clients, including the Fidelity Funds. During the period from
January 1, 2002 to October 2004 (the*Relevant Period), Bruderman accepted a significant
amount of travel and gifts from representatives of brokerage firms, including private airfare and
extensive entertainment at his extravagant bachelor party in Miami, travel by private jet on
numerous other trips and various expensive gifts. By accepting the travel and gifts, Bruderman
willfully’ violated Section 17(e)(1) of the Investment Company Act.

5. In addition, Bruderman failed to inform any manager at Fidelity that, during the
Relevant Period, he received drugs from brokers doing business with Fidelity. Fidelity failed
to disclose to its clients the material conflicts of interest arising from this conduct. Asa result,
Fidelity willfully violated Section 206(2) of the Advisers Act, and Bruderman was a cause of
Fidelity’s violation of Section 206(2) of the Advisers Act.

Background

6. During the Relevant Period, Bruderman worked as a sector trader on Fidelity's
equity trading desk and was an affiliated person of FMR Co., Inc., which is an affiliated person
of registered investment companies (the Fidelity Funds). Fidelity's advisory clients (including
the Fidelity Funds) gave Fidelity authority to sclect brokerage firms to execute securities
transactions in their managed accounts. Portfolio managers initiated securities trades by
contacting Fidelity's equity trading desk with orders to purchase or sell securities for client
accounts under their management. As a Fidelity trader, Bruderman was responsible for, among
other things, selecting brokerage firm(s) from a list of brokerage firms approved by Fidelity to
execute securities transactions to fulfill the portfolio managers orders.

Bruderman Accepted Travel and Gifts from Brokerage Firms

7. Bruderman received a significant amount of travel and gifts from
representatives of brokerage firms during the Relevant Period. His bachelor party in Miami,
Florida in March 2003 provides examples. Bruderman solicited certain brokers to arrange and

No. 58882, Admin. Proc. File No. 3-13283 (October 30, 2008}, and In the Matter of W. Daniel Williams, Exchange
Act Release No. 58884, Admin. Proc. File No. 3.13285 (October 30, 2008).

3 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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pay for events associated with it, and the brokers complied, paying for private jet travel, luxury
accommodations at the Delano Hotel, a chartered yacht, golf, a limousine, expensive dinners,
adult entertainment and the drug commonly referred to as“ecstacy”” In addition to events
associated with his bachelor party and other wedding-related expenses, brokers paid ail or part of
Brudermar’s share of numerous other trips, most of which included private jet travel, lodging and
entertainment. The trips were to such destinations as the Super Bowl (twice), the Caribbean, and
Cabo San Lucas, Mexico. On many of the trips, brokers were not present and simply provided
Bruderman and/or his fiancée (later wife) with the use of a private jet. These included trips to
Puerto Rico, Florida, and his honeymoon in Los Angeles. Brokers also provided Bruderman
with other gifts such as entry to a racing school, thousands of dollars worth of wine, a humidor
with cigars, limousine service and numerous tickets to events that he did not attend with the
broker.

" Bruderman Violated Section 17(€)(1) of the Investment Company Act

8. As a result of the conduct described above, Bruderman willfully violated Section
17(e)(1) of the Investment Company Act, which makes it unlawful for an affiliated person of a
registered investment company, or an affiliate of an affiliate, when acting as an agent, to accept
compensation from any source (other than a salary or wages from the registered investment
company) for the purchase or sale of any property to or for the registered investment company.

" A violation of Section 17(¢)(1) is complete upon receipt of the compensation. Bruderman was
an affiliated person of Fidelity, which is an affiliated person of investment companies (the
Fidelity Funds), because Fidelity advises those funds. Bruderman's receipt of travel and gifts
from representatives of brokerage firms constituted compensation in violation of Section
17(e)(1) of the Investment Company Act.

Bruderman’s Receipt of Drugs from Brokers

9. On a number of occasions, representatives of brokerage firms doing business
b

with Fidelity provided Bruderman with the drug commonly referred to as“ecstacy” Bruderman
failed to inform any Fidelity manager of that conduct.

' Bruderman was a Cause of Fidelity’s Violations of Section 206(2) of the
Advisers Act for Failing to Disclose Certain Conflicts of Interest

10.  Under Section 206 of the Advisers Act, an investment adviser has a fiduciary
duty to disclose all material conflicts of interest to its advisory clients. During the Relevant
Period, Fidelity failed to disclose to its clients, including the Fidelity Funds, the material
conflicts of interest arising from Bruderman’s receipt of drugs from brokers. As a result,
Fidelity willfully violated Section 206(2) of the Advisers Act, and Bruderman was a cause of
Fidelitys violation of Section 206(2) of the Advisers Act.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest
to impose the sanctions agreed to in Bruderman's Offer.
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Accordingly, pursuant to Sections 203(f) and 203(k) of the Advisers Act and Sections
9(b) and 9(f) of the Investment Company Act, it is hereby ORDERED that:

A Respondent Bruderman cease and desist from committing or causing any
violations and any future violations of Section 17(e)(1) of the Investment Company Act and
Section 206(2) of the Advisers Act;

B. Respondent Bruderman be, and hereby is, censured; and

C. Respondent Bruderman shall, within ten days of the entry of this Order, pay
disgorgement of $205,000, prejudgment interest of $74,218.18 and a civil money penalty in the
amount of $70,000 to the United States Treasury. If timely payment is not made, additional
interest shall accrue pursuant to SEC Rule of Practice 600 and 31 U.S.C. 3717. Payment shall
be: (1) made by United States postal money order, certified check, bank cashier's check or bank
money order; (2) made payable to the Securities and Exchange Commission; (3) hand-delivered
ot mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Alexandria, VA 22312, Stop 0-3; and (4)
submitted under cover letter that identifies Bruderman as a Respondent in these proceedings, the
file number of these proceedings, a copy of which cover letter and money order or check shall be
sent to David P. Bergers, Regional Director, Securities and Exchange Commission, 33 Arch St.,
231 Floor, Boston, MA 02110.

By the Commission.

Elizabeth M. MUWW
Secretary
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UNITED STATES OF AMERICA
. ' Before the
: SECURITIES AND EXCHANGE COMMISSION
April 4,2011
In the Matter of
Circuit Systems, Inc., ORDER OF SUSPENSION OF
Global Energy Group, Inc,, TRADING
Integrated Medical Resources, Inc.,
iNTELEFILM Corp., and
Lot$off Corp.,
File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Circuit Systems, Inc. because it has not filed -
. any periodic reports since the period ended January 31, 2000.

It appearé to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Global Energy Group, Inc. because it has not
filed any periodic I;eports since the period ended September 30, 2006.

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Integrated Medical Resources, Inc. because 1t
has not filed any periodic reports since the period ended September 30, 1998.

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information cﬁnceming the securities of INTELEFILM Corp. because it has not filed
any periodic reports since the period ended March 31, 2002.

It appears to the Securities and Exchange Commission that there is a lack of current and
. * accurate information concerning the securities of Lot$off Corp. because it has not filed any

periodic reports since the period ended October 30, 1998.
[ of S48
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The Commission is of the opinion that the public interest and the protection of investors
require a suspension of trading in the securities of the above-listed companies. Therefore, it is
ordered, pursuant to Section 12(k) of the Securities Exchange Act of 1934, that trading in the
securities of the above-listed companies is suspended for the pgriod from 9:30 a.m. EDT on
April 4, 2011, through 11:59 p.m. EDT on April 15,201 1.

By the Commission.

Elizabeth M. Murphy
Secretary

</ Jit B, Peterson
pssistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHAN GE COMMISSION

April 5,2011

In the Matter of

- Sabratek Corp.,

SAN Holdings, Inc.,

SBD International, Inc. (n/k/a Solargy
Systems, Inc.),

Scantek Medical, Inc., ORDER OF SUSPENSION OF

SciLabs Holdings, Inc., TRADING

The SCO Group, Inc.,

Secure Technologies Group, Inc.,

Secured Digital Applications, Inc.,

Senco Sensors, Inc.,

Sentex Sensing Technology, Inc.,

Serefex Corp.,

SinoFresh HealthCare, Inc.

~ Sonoma College, Inc., and

Source Petroleum Inc.,

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Sabratek Corp. because it
has not filed any periodic reports since the period ended Mar_ch 31, 1999.

It appears to the Securities and Exchange Commission that there is a ];101( of
current and accurate information concerning the securities of SAN Holdings, Inc. because
it has not filed any periodic reports since the period ended June 30, 2007.

It appears to the Securities and Exchange Commission that there is a lack of

current and accurate information concerning the securities of SBD International, Inc.
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(wk/a Solargy Systems, Inc.) Because it has not filed anjr pericdic reports since the period
ended September 30, 2006.

It appears to the Securities and Exchange Corhmission that there is a lack of
current and accurate information concerning the securities of Scantek Medical, Inc.
because it has not filed any periodic reports since the period ended March 31,2003.

It appears to the Securities and Exchange Commission that there 1s a lack of
current and accurate information concerning the securities of SciLabs Holdings, Inc.
because it has not filed any periodic reports since the period ended March 31, 2002.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of The SCO Group, Inc.
because it has not filed any periodic reports since the period ended January 31, 2009.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Secure Technologies
Group, Inc. because it has not filed any periodic reports since the period ended December
31, l2004.‘

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Secured Digital
Applications, Inc. because it has not filed any periodic reports since the period ended
September 30, 2008.

It appears 1o the Securities and ﬁxchange Commission that there is a lack of
current and accurate information concerning the securities of Senco Sensors, Inc. because
it has not filed any periodic reports since the period ended November 30, 1999,

It appears to the Securities and Exchange Commission that there is a lack of

current and accurate information concerning the securities of Sentex Sensing




Technology, Inc. because it has not filed any periodic reports since the period ended
August 31, 2007.

It appears to the Securities and Exchange Commission that there is 2 lack of
current and accurate information concerning the securities of Serefex Corp. because it has |
not filed any periodic reports since the period ended February 28, 2009.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of SinoFresh HealthCare, Inc.
because it has not filed any periodic reports since the period rended' September 30, 2008.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Sonoma College, Inc.
because it has not filed any periodic reports since the period ended September 30, 2006.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Source Petroleum Inc.
because it has not filed any periodic reports since the period ended June 30, 2007.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed companies.

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the securities of the above-listed companies is suspended for the
period from 9:30 am. EDT on April 5, 2011, through 11;59 p.m. EDT on April 18, 2011.

By the Commission.

M.

Elizabeth M. Murphy
Secretary




SECURITIES EXCHANGE ACT OF 1934
Release No- 641771 April 3 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14318

Gabratek Corp- ORDER INSTITUTING

GAN Holdings, In¢. ' ApMINIST TIVE PROCEEDINGS
SBD International, Inc. (n/k/2 Solargy AND NO 1CE OF HEA

Systems, Inc.)s PURSU SECTION 12(j) OF
Scant Kk Medicals Inc., THE SE RITIES EXCHA CTY
Scil.abs Holdings, Inc., OF 1934

The SCO Group, Inc»

Secure Technologies Group, Ince and
Gino¥Fresh HealthCare Inc.,

1.

The Gecurities and Exchang® Commission “Commission”) deems it pecessary

and appropriatc for the protection of investors that public administrative proceedmgs be,

and hereby instituted pursual 1o Section ) of the Securitles Exchange Acto
1934 (“Exchang Act”) agains Respondents gabratek Co N Holdings. Inc., SBD
It tematmnal,l o/k/a Solargy Systems, gcantek M dical, InC. Seil.abs

Holdings, nc., The gCO Group; Tng., Secure echnologies Group, InC- and S'moFresh
HealthCare, Inc.

i
After an investigation the Division of Enforcement alleges that:

A. RESPONDENTS

1. Sabratek Corp- (CIK No. 1012480)18 2 forfeited Delaware corporation jocated
is Wi £ gecurities registered with the Commission pursuant to
1 inquent in its periodic filings with the




Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended March 3 1, 1999. On December 17, 1999, Sabratek filed a Chapter 11
petition in the U.S. Bankruptcy Court for the District of Delaware, and the case was

terminated on April 5, 2005, As of March 28, 2011, the company’s common stock
(symbol “SBTKQ”) was quoted on OTC Link (previously, “Pink Sheets™) operated by

OTC Markets Group Inc. (“OTC Link™), had two market makers, and was eligible for the
“piggyback” exception of Exchange Act Rule 15¢2-11(£)(3).

7 SAN Holdings, Inc. (CIK No. 799097) is a Colorado corporation located in
of securities registered with the Commission pursuant

Englewood, Colorado with a class
is delinquent in its periodic filings with

to Exchange Act Section 12(g). SAN Holdings 1s
the Commission, having not filed any periodic reports since it filed a Form 10-Q for the

period ended June 30, 2007, which reported a net loss of $8 million for the prior six
months. On November 26, 2007, SAN Holdings filed a Chapter 7 petition in the U.S.
Bankruptcy Court for the District of Colorado, and the case was still pending as of April
4,2011. As of March 28,2011, the company’s stock (symbol “SNZH”) was quoted on
OTC Link, had five market makers, and was eligible for the “piggyback” exception of

Exchange Act Rule 15¢2-11(H(3)-

3. SBD International, Inc. (n/k/a Solargy Systems, Inc.) (CIK No. 1106643)1sa
revoked Nevada corporation jocated in Fort Lauderdale, Florida with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). SBD
International is delinquent in 1ts periodic filings with the Commission, having not filed
any periodic reports that were compliant with requirements under the securities laws

since it filed a Form 10-Q for the period ended September 30, 2006, which reported a loss

of over $1.4 million for the prior nine months. Since that filing, SBD Tnternational has

I
|
|
‘ filed four Forms 10-Q for the periods ended June 30, 2008, June 30, 2009, June 30, 2010,

and September 30, 2010, none of which were reviewed by an independent public
accountant as required by Rule 10-01 of Regulation S-X. SBD International also filed
Forms 10-K for the periods ended December 31, 2006 and December 31, 2007, but

Is as required by Rule 3-01, e seq., of Regulation

neither filing included audited financia
§-X. As of March 28,2011, the company’s stock (symbol “SLGS”) was quoted on OTC
Link and traded on the over-the-counter markets, had eleven market makers, and was

eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(H){(3).

i 4. Scantek Medical, Inc. (CIK No. 926229) is a void Delaware corporation

| located in Mountain Lakes, New Jersey with a class of securities registered with the

i Commission pursuant to Exchange Act Section 12(g). Scantek Medical is delinquent in
! its periodic filings with the Commission, having not filed any periodic reports since it
period ended March 31, 2003, which reported a net loss of
| over $1.5 million for the prior nine months. On December 24, 2008, Scantek filed a

! Chapter 11 petition in the U.S. Bankruptcy Court for the District of New Jersey, and the
| case was still pending as of April 4,2011. Asof March 28, 2011, the company’s stock
|

filed a Form 10-QSB for the

(symbol “SKMLQ”) was quoted on OTC Link, had six market makers, and was eligible
for the “piggyback” exception of Exchange Act Rule 15¢2-11(£)(3).

.: 5. Scilabs Holdings, Inc. (CIK No. 1126936) is a void Delalware corporation
‘ located in Los Angeles, California with a class of securities registered with the

2
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its periodic filings with the Commission, having not filed any petiodic reports since 1t
filed a Form 10-QSB for the period ended March 31, 2002, which reported a net loss of
over $339,000 for the prior three months. As of March 28, 2011, the company’s stock
(symbol «gJLH”) was quoted on OTC Link, had two market makers, and was eligible for
the “piggyback” exception of Exchange Act Rule 15¢2-11(H)(3)

. Commission pursuant to Exchange Act Section 12(g). Scilabs Holdings is delinquent n

6. The SCO Group, Inc. (CIK No. 1102542) is a Delaware corporation located 1

Lindon, Utah with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). The SCO Group is delinquent in its periodic filings with
the Commission, having ot filed any periodic reports since it filed a Form 10-Q for the

~ period ended January 31, 2009, which reported a net loss of $459,000 for the prior three
months. On September 14, 2007, The SCO Group filed a Chapter 11 petition in the U.S.
Bankruptcy Court for the District of Delaware, and the case was still pending as of April
4,2011. Asof March 28, 2011, the company’s stock (symbol «gCOXQ”) was quoted on

OTC Link, had fourteen market makers, and was eligible for the “piggyback” exception
of Exchange Act Rule 15¢2-11(H(3).

7. Secure Technolo gies Group, Inc. (CIK No. 3 16618) is a void Delaware
corporation Jocated in Boca Raton, Florida with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Secure Technologies is delinquent
in its periodic filings with the Commission, having not filed any periodic reports since 1t
filed a Form 10-KSB for the period ended December 31, 2004, which reported a net loss
of over $5.2 million for the priot twelve months. As of March 28, 2011, the company’s
stock (symbol «gCTC”) was quoted on OTC Link, had eight market makers, and was

eligible for the “piggyback” exception of Exchange Act Rute 15¢2-11{(H)(3)-

g, SinoFresh HealthCare, Inc. (CTK No. 117 1596) is a Florida corporation located
in Venice, Florida with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). SinoFresh HealthCare is delinquent in its periodic filings ‘
with the Commission, having not filed any periodic reports since it filed a Form 10-
QSB/A for the period ended September 30, 2008, which reported a net Joss of over $1
million for the prior nine months. On November 1, 2010, SinoFresh HealthCare filed a
Form 15, attempting 10 terminate its Section 12(g) registration and suspend its reporting
obligations, but it was ineligible for deregistration. On February 16,2011, SinoFresh
HealthCare, accordingly, withdrew its Form 15. Asof March 28,2011, the company’s
stock (symbol “SF SH™) was quoted on OTC Link, had twelve market makers, and was

eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(H(3).

B. DELINQUENT PERIODIC FILINGS

9. As discussed in more detail above, all of the Respondents are delinquent 1n
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent 1o
them by the Division of Corporation Finance requesting compliance with their periodic
filing obligations of, through their failure to maintain a valid address on file with the
Commission as required by Commission rules, did not receive such letters.

3
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10. Exchange Act Section 13(a) and the rules promulgated thereunder require
. issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers t0 file annual
reports, and Rule 13a-13 requires domestic issuers to file quarterly reports.

11. Asaresult of the foregoing, Respondents failed td comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

1L

In view of the allegations made by the Diviston of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

A. Whether the allegations contained in Section 11 hereof are true and, in
connection therewith, to afford the Respondents an opportunity o establish any defenses
to such allegations; and,

B. Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Qection 12 of the Exchange Act of the
Respondents identified in Section 1I hereof, and any successor under Exchange Act Rules
. 12b-2 or 12g-3, and any new corporate names of any Respondents.

IV.

IT 1S HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section I hereof shall be convened at a ime and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission’s Rules of Practice [17 CFR. §
201.110]. o

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer t0
the allegations contained in this Order within ten (10) days atter service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 CF.R. § 201.220(b))-

If Respondents fail to file the directed Answers, oI fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-
or 12g-3, and any new corporate names of any Respondents, may be deemed in default
and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(f),
221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(5), and 201.310].

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of
Practice.

4




IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

W/ - W
Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64178/ April 5,2011

ADMINISTRATIVE PROCEEDING
File No. 3-14319

In the Matter of
Secured Digital Applications, Inc., ORDER INSTITUTING
Senco Sensors, Inc., ADMINISTRATIVE PROCEEDINGS
Sentex Sensing Technology, Inc., AND NOTICE OF HEARING
Serefex Corp., PURSUANT TO SECTION 12(j) OF
Sonoma College, Inc., and THE SECURITIES EXCHANGE ACT
Source Petroleum, Inc., OF 1934

Respondents.

L

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents Secured Digital Applications, Inc., Senco

. Sensors, Inc., Sentex Sensing Technology, Inc., Serefex Corp., Sonoma College, Inc., and

Source Petroleum, Inc.
1L
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. Secured Digital Applications, Inc. (CIK No. 940516) is a void Delaware
corporation located in New York, New York with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Secured Digital Applications is
delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form 10-Q/A for the period ended September 30, 2008. Asof
March 28, 2011, the company’s stock (symbol “SDGL”) was quoted on OTC Link, had
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twelve market makers, and was eligible for the “piggyback” exception of Exchange Act
Rule 15¢2-11(£)(3). '

2 Senco Sensors, Inc. (CIK No. 1069809) is a British Columbia corporation
located in Vancouver, British Columbia, Canada with a class of securities registered with
the Commission pursuant to Exchange Act Section 12(g). Senco Sensors is delinquent in
its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 20-F for the period ended November 30, 1999, which reported a net loss of
over $2.7 million (Canadian) for the prior twelve months. As of March 28, 2011, the
company’s stock (symbol “SNCOF”) was quoted on OTC Link, had four market makers,
and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

3. Sentex Sensing Technology, Inc. (CIK No. 729599) is a New Jersey
corporation located in Cleveland, Ohio with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Sentex Sensing Technology is
delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form 10-QSB for the period ended Aungust 31, 2007, which
reported a net loss of over $2.3 million for the prior nine months. As of March 28, 2011,
the company’s stock (symbol “SNTX”) was quoted on OTC Link, had nine market
makers, and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-

1HA3)-

4. Serefex Corp. (CIK No. 773937) is a Delaware corporation located in Hudson,
Ohio with a class of securities registered with the Commission pursuant to Exchange Act
Section 12(g). Serefex is delinquent in its periodic filings with the Commission, having
not filed any periodic reports since it filed a Form 10-Q for the period ended February 28,
2009, which reported a net loss of over $185,000 for the prior nine months. As of March
28,2011, the company’s stock (symbol “SFXC”) was quoted on OTC Link, had nine
market makers, and was eligible for the “piggyback™ exception of Exchange Act Rule
15¢2-11(H(3).

5. Sonoma College, Inc. (CIK No. 1308930)is a suspended California
corporation located in Petaluma, California with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Sonoma College is delinquent in
its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-QSB for the period ended September 30, 20006, which reported a net loss
of over $897,000 for the prior three months. As of March 28, 2011, the company’s stock
(symbol “SNMA™) was quoted on OTC Link, had six market makers, and was eligible for
the “piggyback” exception of Exchange Act Rule 15¢2-11(£)(3).

6. Source Petroleum Inc. (CIK No. 1314363) is a revoked Nevada corporation
Jocated in Calgary, Alberta, Canada with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Source Petroleum is delinquent in
its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-QSB for the period ended June 30, 2007, which teported a net loss of
over $420,000 for the prior six months. On May 5, 2006, Source Petroleum filed a
Chapter 7 petition in the U.S. Bankruptcy Court for the Western District of Louisiana,
and the case was terminated on September 11, 2007. As of March 28, 2011, the
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| company’s stock (symbol “SOPO”) was quoted on OTC Link, had eight market makers,
and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(£)(3).

B. DELINQUENT PERIODIC FILINGS

7 As discussed in more detail above, all of the Respondents are delinquent in
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent to
them by the Division of Corporation Finance requesting compliance with their periodic
filing obligations or, through their failure to maintain a valid address on file with the
Commission as required by Commission rules, did not receive such letters.

8. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports, and Rule 13a-13 requires domestic issuers to file quarterly reports. Rule 13a-16
requires foreign private issuers to furnish quarterly and other reports to the Commission
under cover of Form 6-K if they make or are required to make the information public
i under the laws of the jurisdiction of their domicile or in which they are incorporated or

organized; if they file or are required to file information with a stock exchange on which
" their securities are traded and the information was made public by the exchange; or if
. they distribute or are required to distribute information to their security holders.

| 9. As a result of the foregoing, Respondents failed to comply with Exchange Act
Section 13(a) and Rules 13a-1 and 13a-13 or 13a-16 thereunder.

III.

i In view of the allegations made by the Division of Enforcement, the Commission
' deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

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

B. Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Section 12 of the Exchange Act of the
Respondents identified in Section II hereof, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate names of any Respondents.

IV.

IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section III hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
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order as provided by Rule 110 of the Commission’s Rules of Practice [17 C.F.R. §
201.110].

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (10) days after service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2
or 12g-3, and any new corporate names of any Respondents, may be deemed in default
and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(f),
221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310].

This Order shall be served forthwith upon Respondents persohally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of
Practice.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

Elizabeth M. Murphy

Secretary

By the Commuission.



UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9201 / April 5, 2011

|
SECURITIES EXCHANGE ACT OF 1934
Release No. 64183 / April 5,2011

ADMINISTRATIVE PROCEEDING
File No. 3-14320

. ORDER UNDER SECTION 27A(b) OF THE

In the Matter of SECURITIES ACT OF 1933 AND

‘ SECTION 21E(b) OF THE SECURITIES
Wells Fargo Securities LLC EXCHANGE ACT OF 1934, GRANTING
(f’k/a Wachovia Capital WAIVERS OF THE DISQUALIFICATION
Markets LL.C) PROVISIONS OF SECTION 27A(b)(1)(A)(ii)

. OF THE SECURITIES ACT OF 1933 AND

Respondent. : SECTION 21E(b)(1)(A)(ii) OF THE

| : SECURITIES EXCHANGE ACT OF 1934 AS

! TO WELLS FARGO SECURITIES AND ITS

AFFILIATES

. Wells Fargo Securities LLC (“Wells Fargo”) has submitted a letter on behalf of
itself and its affiliates, dated December 29, 2010, for a waiver of the disqualification provisions of
Section 27A(b)(1)(A)ii) of the Securities Act of 1933 (the “Securities Act”) and Section
21E(b)(1)A)ii) of the Securities Exchange Act of 1934 (the “Exchange Act™) arising from its
settlement of an administrative proceeding brought by the Commission.

! On April 5, 2011, the Commission instituted administrative and cease-and-desist
'proceedings against Wells Fargo, a registered broker-dealer. In the order instituting proceedings,
ithe Commission found that Wells Fargo 1) charged undisclosed excessive markups in the sale of
the preferred shares of a collateralized debt obligation (“CDO”); and 2) made false and misleading
representations in the offering circular of another CDO. Based on these allegations, the
Commission concluded that Wells Fargo violated Sections 17(a)(2) and 17(a)(3) of the Securities
.Act. Without admitting or denying the findings, Wells Fargo consented to the entry of an order
requiring it to cease and desist from committing or causing any violations and any future violations
of Section 17(a)(2) and (3) of the Securities Act (the “Order”).
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. . The safe harbor provisions of Section 27(A)(c) of the Securities Act and Section
21E(c) of the E

xchange Act are not available for any forward looking statement that is “made with
respect to the business or operations of an issuer, if the issuer . . . during the 3-year period
preceding the date on which the statement was first made . . . has been made the subject of a
judicial or administrative decree or order arising out of a governmental action that . . . (II) requires
that the issuer cease and desist from violating the antifraud provisions of the securities laws . . . >’
Section 27A(b)(1)(A)(ii) of the Securities Act and Section 21E(b)(1)(A)(i) of the Exchange Act.
EThe disqualifications may be waived “to the extent otherwise specifically provided by rule,

regulation, or order of the Commission.” Section 27A(b) of the Securities Act and Section 21E(b)
of the Exchange Act. :

!
: Based on the representations set forth in Wells Fargo’s letter, the Commission has
determined that, under the circumstances, the request for a waiver of the disqualifications resulting

from the issuance of the Commission’s Order is appropriate and should be granted.

i Accordingly, IT IS ORDERED, pursuant to Section 27A(b) of the Securities Act
and Section 21E(b} of the Exchange Act, that a waiver from the disqualification provisions of

Section 27A(b)(1)(A)(ii) of the Securities Act and Section 21 E(b)(1)(AXii) of the Exchange Act as
to Wells Fargo and its affiliates resulting from the entry of the Order is hereby granted.
|

. By the Commission.

| Elizabeth M. Murphy
| Secretary



UNITED STATES OF AMERICA
' Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9200 / April 5, 2011

SECURITIES EXCHANGE ACT OF 1934
Release No. 64182 / April 5, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14320

. ORDER INSTITUTING ADMINISTRATIVE
In the Matter of AND CEASE-AND-DESIST PROCEEDINGS,

. PURSUANT TO SECTION 8A OF THE

Wells Fargo Securities LLC SECURITIES ACT OF 1933 AND SECTION
. (f/k/a Wachovia Capital 15(b) OF THE SECURITIES EXCHANGE
! Markets LLC) ACT OF 1934, MAKING FINDINGS, AND
! : IMPOSING REMEDIAL SANCTIONS AND A
Respondent. ' CEASE-AND-DESIST ORDER
L

The Securities and Exchange Commission (“Commission”) deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be, and
- hereby are, instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act”) and
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act™) against Wells Fargo
Securities LLC (f/k/a Wachovia Capital Markets LL.C) (“Respondent” or “Wells Fargo
.]Securities”).

: 1L

1 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 Pursuant to Section 8A of the Securities Act of
1933 and Section 15(b) of the Securities Exchange Act of 1934, Making Findings, and Imposing
Remedial Sanctions and a Cease-and-Desist Order (“Order”), as set forth below.
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IIl.

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

Summary

I. These proceedings concem two collateralized debt obligations (“CDOs™)
tied to the performance of residential mortgage-backed securities (“RMBS”), Grand Avenue CDO
H (“Grand Avenue II”) and Longshore CDO Funding 2007-3 (“Longshore 3”). Wachovia Capital
Markets LL.C (“Wachovia Capital Markets™) structured and marketed these two RMBS CDOs in
late 2006 and early 2007 when the United States housing market was beginning to show signs of
distress.

2. In so doing Wachovia Capital Markets v1olated the antifraud provisions of
the Securities Act in two respects. First, Wachovia Capital Markets charged undisclosed excessive
markups in the sale of certain of the preferred shares, or equity, of Grand Avenue II to the Pueblo
of Zunt and the Pension Plan and Trust for Employees of the Pueblo of Zuni (collectively the
“Zuni Indian Tribe”) and an individual investor. Second, Wachovia Capital Markets represented to
investors in Longshore 3 that it acquired assets from affiliates “on an arm’s-length basis™ and “at
fair market prices” when in fact certain assets were transferred from an affiliate at above-market
prices. :

Respondent

3. Wachovia Capital Markets was a registered broker-dealer and wholly-
owned subsidiary of Wachovia Corporation during the relevant period. Wachovia Capital Markets
conducted the corporate and investment banking business of Wachovia Corporation’s securities
business. Wachovia Capital Markets was renamed Wells Fargo Securities, LLC after Wachovia
Corporation merged with Wells Fargo & Company on December 31, 2008. Wachovia Capital
Markets structured and marketed Grand Avenue Il and Longshore 3.

Other Relevant Entity

4. Wachovia Securities LLC (“Wachovia Securltles”) was a registered broker-
dealer and wholly-owned subsidiary of Wachovia Corporation during the relevant period.
Wachovia Securities conducted the retail brokerage business of Wachovia Corporation’s securities
business. Wachovia Securities was renamed Wells Fargo Advisors LLC after Wachovia
Corporation merged with Wells Fargo & Company on December 31, 2008. Wachovia Securities
was involved in the sale of the Grand Avenue II preferred shares.




(M,Ars*&“—‘*ll

. RMBS CDO equity is a compleX, highiy—ieveraged structured product.

S are securities packed by residential mortgages. Investors recelve payments out of the
interest and prineipal payments from the underlying mortgages- RMBS CDOs are collateralized
by RMBS. The RMBS are packaged and generally held by @ special purpose vehicle that issues
potes entitling the holders 10 payments derived from the underlying rMBS. The notes issued by
RMBS CDOs are securities with defined risk profiles Jetermined by ahierarchical, ranched
structure. The cash flows from the RMBS are divided according t0 defined rights among the

lower tranches ar¢ juniot in priority and therefor® more Tisky- The equity tranche is at the bottom
of the capital structure and the most risky, but bas the potential for the highest payout. Equity
investors ar€ generaiiy the first 10 experience losses associated with a Jeterioration of the
underlying mortgage Joan portfoiio.

Sale of Grand Avenue 1 Preferred Shares

7. Grand Avenue 11 wasa$1.2 biltion CDO backed by 2 portfolio of RMBS.
The deal closed on October 26, 2006. At.closings Wachovia Capital Markets had been unable to
sell $5.5 million of preferred shares, Of equity, D the transaction. Wachovia Capital Markets

accepted accounting principles (“GAAP”) (preferred share prices referenced herein are represented

GAAP required that Wachovia Capital Markets vatue the secunties at an
estimate of the price at which they could be sold in the marketna reasonably short period of time.

8. Wachovia sold the securities 0 February and March 7007 to the 7uni Indian
Tribe and an individual investor. Both wete customers ofa Wachovia Securities registered
represemative located in E Paso, Texas. The Zuni Indian Tribe and the individual investor paid 90
and 95 as detailed below- Unbeknownst 10 them, this represented o markup of over 70 percent
above the price at which the preferred shares were marked on Wachovia Capital Markets’ books,
which was 57.7. By the end of 2007, the RMBS held (or referenced) by Grand Avenuc 11 had been

downgraded substantially and the {ransaction went Into default as of February 1,2008.

1 DO equity is not listed on @ U.S. exchang® and trades infrequently and thus current prices a5e
not readily diseoverabie. CDO equity is generaiiy valued using models whose varying inputs
produce 2 range of prices:




S. The mechanics by which the Grand Avenue II preferred shares were sold
were as follows. On or about February 13, 2007, Wachovia Capital Markets sold $2 million of the
Grand Avenue II preferred shares to Wachovia Securities at 80.5, and then on February 14, 2007,
Wachovia Securities sold those securities to the Zuni Indian Tribe at 95. On or about March 12,
2007, Wachovia Capital Markets sold another $2 million of the Grand Avenue II preferred shares
to Wachovia Securities at 85.5. On March 15, 2007, Wachovia Securities sold $890,000 of these
securities to the Zuni Indian Tribe and $1,110,000 to the individual investor at 90. On or about
March 16, 2007, Wachovia Capital Markets sold $1.5 million of the Grand Avenue II preferred
shares to Wachovia Securities at 85.5, and then on March 20, 2007, Wachovia Securities sold those
securities to the individual investor at 90. :

Wachovia Did Not Surveil for Markups on the CDO Syndicate Desk

10.  The prices at which the Grand Avenue II preferred shares were sold to
Wachovia Securities were determined by Wachovia Capital Markets. Wachovia Securities then
determined the ultimate price to investors.

11. At the time of the sales of the Grand Avenue [I preferred shares to
Wachovia Securities, the shares were held in the inventory of the Wachovia Capital Markets” CDO
syndicate desk. The CDO syndicate desk was typically involved in primary sales of securities at
. par or other prices negotiated with the investor, so a markup calculation was inapplicable. As a
result, Wachovia Capital Markets” compliance department did not surveil markups on positions
sold off of the CDO syndicate desk during the relevant period.

12.  Wachovia Securities” compliance department approved the sales of the
Grand Avenue II preferred shares to the Zuni Indian Tribe and the individual investor. Wachovia
Securities did so with the understanding that it was marking up the securities approximately five
percent from 90.5 to 95 and from 85.5 to 90. Wachovia Securities’ compliance personnel were not
aware that Wachovia Capital Markets had marked the securities at 52.7 and that, as a resuit, the
ultimate markup to investors was over 70 percent.

13. Wachovia Capital Markets” CDO secondary trading desk made a market in
CDOs and engaged in secondary trading thereof. The compliance department at Wachovia Capital
Markets surveilled markups on the CDO secondary trading desk and flagged for review any sale at
a price in excess of five percent from certain defined references; however, there was no
surveillance of markups of positions sold off of the CDO syndicate desk because the CDO
syndicate desk typically engaged in the primary sales of securities.

Undisclosed Excessive Markups

14.  Under the so-called “shingle theory,” a broker-dealer violates the antifraud
provisions of the federal securities laws by charging customers excessive undisclosed markups.
Grandon v. Merrill Lynch & Co., Inc., 147 F.3d 184, 189-94 (2d Cir. 1998). A markup is the
difference between the price charged the customer and the prevailing market price. I1d. at 189. A
markup is excessive if it bears no reasonable relation to the prevailing market price. 1d. at 190.
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Negligence-based violations of Sections 17(a)(2) and (3) are appropriate where a broker-dealer
should have known that the prices it charged were excessive. See, e.g, In the Matter of Mark
David Anderson, Admin. Proc. File No. 3-9494, 2003 SEC LEXIS 1935 (2003); In the Matter of
Marion Bass Securities Corp., Admin. Proc. File No. 3-9471, 2000 SEC LEXIS 2806 (2000); In
the Matter of BT Alex Brown Incorporated, Admin. Proc. File No. 3-10097, 1999 SEC LEXIS
2443 (1999).

15.  Wachovia Capital Markets charged undisclosed excessive markups in the
sale of the Grand Avenue II preferred shares to Wachovia Securities for subsequent sale to the
Zuni Indian Tribe and an individual investor. These investors paid 90 and 95. Unbeknownst to the
investors or Wachovia Securities, this represented a markup of over 70 percent above Wachovia
Capital Markets’ internal mark on the Grand Avenue II preferred shares, which was 52.7. Inso
doing, Wachovia Capital Markets violated Sections 17(a)(2) and (3) of the Securities Act under the
shingle theory because it knew or should have known that the prices it charged were excessive.

16.  As aresult of the negligent conduct described above, Wachovia Capital

- Markets willfully” violated Sections 17(a)(2) and (3) of the Securities Act, which prohibit

frauduient conduct in the offer and sale of securities.

Longshofe 3

CDO Warehousing Process In The Industry Generally

17.  Prior to the closing date of a CDQ, it is typical for the structurer (or an
affiliate of the structurer) to finance the acquisition of CDO collateral, which is often selected on
the advice of the collateral manager. This pre-closing process is called “warehousing.” During the
warehouse phase, the collateral is consolidated on the balance sheet of the structurer, or its affiliate
providing the financing. On the closing date, the CDOQ pays the structurer — either to buy the
collateral or to repay the structurer for financing the collateral — by using the proceeds from the
sale of notes to investors. -

18. Prior to the closing, the CDO structurer or an affiliate bears “warehouse
risk,” meaning that the collateral will remain with the entity that provided the warehouse in the
event the deal fails to close or is downsized and the CDO fails to purchase the collateral from the
CDO structurer or its affiliate. Warehouse risk is one of the principal risks associated with the
CDO structuring business. A number of large financial institutions suffered significant losses on
RMBS and other debt obligations in their CDO warchouses during the recent financial crisis.

(144

2 A willful violation of the securities laws means merely ““that the person charged with the duty
knows what he 1s 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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. Transfer Of Assets To Longshore 3 At Above-Market Prices

19.  As of February 2007, Wachovia Capital Markets was in the process of
warehousing collateral for two RMBS CDOs, Longshore 3 and another proposed CDO (the
«Transferor Warehouse™). Longshore 3 was a $1.3 billion CDO backed by a portfolio of RMBS
and other asset-backed securities. The deal closed on April 26, 2007. Wachovia Capital Markets
decided not to proceed with the other CDO due to market conditions. Wachovia Capital Markets
as CDO structurer was then faced with the prospect of suffering losses on a portfolio of cash and
synthetic’ RMBS that had accumulated in the Transferor Warehouse.

20.  Wachovia Capital Markets avoided losses on some of these assets by
transferring 40 RMBS (28 cash and 12 synthetic) with a total notional value of approximately
$250 million from the Transteror Warehouse to the warehouse for I.ongshore 3 at the prices at
which the assets had originally been acquired (the “acquisition cost”). That acquisition cost was
approximately $4.6 million above the market prices at the time of the transfer because the market
had moved in the period between the original acquisition of the assets and the time of the transfer.

21. Structured Asset Investors LLC (“SAT”), a wholly-owned subsidiary of
Wachovia Corporation during the relevant period, was the collateral manager for Longshore 3.
SAI personnel responsible for managing collateral for RMBS CDOs wanted to ensure that
Longshore 3 acquired assets at appropriate prices and raised questions regarding the acquisition of
collateral for Longshore 3 at acquisition cost given changes in the market for such collateral. The
issue was brought before the ABS CDO Investment Management Committee (the “IMC”), which
. was responsible for managing conflicts of interest between SAI and Wachovia Capital Markets. At
a mecting on or about March 16, 2007, the IMC approved the transfer of assets at their acquisition
costs on the condition that Wachovia Capital Markets make certain disclosures to investors relating
to the pricing issue. The IMC directed SAT to select from the Transferor Warehouse only those
RMBS it deemed acceptable for Longshore 3, and SAI did so.

97 Wachovia Capital Markets made two sets of disclosures relating to the
pricing issue (SAI was not involved in the disclosure process). First, Wachovia Capital Markets
provided prospective investors in Longshore 3 spreadsheets with identical “purchase” and
“transfer” prices for every assel in the portfolio prior to the pricing of the transaction (investors
generally commit to purchase CDO securities at pricing). Wachovia Capital Markets emailed the
spreadsheet to six (6) of the seven (7) investors in Longshore 3; the seventh investor received a
spreadsheet identifying all of the assets in the portfolio and their “purchase” prices. Those

spreadsheets failed to specifically indicate that a portion of the collateral was previously acquired

3 CDOs sometimes assume credit risk by entering into credit default swaps referencing RMBS,
referred to in the documentation as “synthetic” securities, rather than by purchasing the RMBS.
The CDO described herein assumed a relatively small amount of risk in this manner; however,
this alternative form of assuming RMBS exposure does not change the analysis. Thus, for
reasons of convenience, the analysis herein does not further discuss the concept of credit default
swaps referencing RMBS.
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‘ for the Transferor Warehouse at then-current market prices and then transferred to the warehouse
for Longshore 3 from an affiliate of SAI at their acquisition costs, which no longer represented
market prices.

23, Second, Wachovia Capital Markets represented in the Offering Circular for
Longshore 3 that collateral acquired from affiliates of SAI would be acquired in transactions
representative of transactions entered into “on an arm’s-length basis” and “at fair market prices”
(the “Affiliate Transaction Disclosures”). Those representations were false and misleading
because assets transferred from the Transferor Warehouse were priced approximately $4.6 million
above their then-current market prices as determined by Wachovia Capital Markets’ internal marks
on the assets. Wachovia Capital Markets provided similar disclosure concerning the acquisition
and pricing of assets in offering circulars for other CDOs. Wachovia Capital Markets attempted to
modify the representations in the Offering Circular for Longshore 3 concerning the prices at which
collateral was acquired into the Longshore 3 warehouse to address the decision by the IMC to
allow Longshore 3 to buy collateral from the Transferor Warehouse at above-market prices, but the
standard Affiliate Transaction Disclosures in the Offering Circular were not modified to address
the decision by the IMC to allow Longshore 3 to buy collateral from the Transferor ‘Warehouse at
above-market prices. Wachovia Capital Markets provided copies of the Offering Circular to all
seven (7) investors in Longshore 3.

Disclosure Violations

24. Section 17(a) of the Securities Act prohibits the making of any untrué
statement of material fact or omitting to state a material fact in the offer or sale of securities. A
fact is material if there is a substantial likelihood that its disclosure would be considered significant
by areasonable investor. Basic Inc. V. Levinson, 485 U.S. 224,231-32 (1987); TSC Industries,
Inc. v. Northway, Inc., 426 1U.S. 438, 449 (1976). Violations of Sections 17(a)(2) and (3) may be
established by showing negligence. SEC V. Hughes Corp., 124 F.3d 449, 453-54 (3d Cir. 1997);
SEC v. Steadman, 967 F2d 636, 643 n.5 (D.C. Cir. 1992). Negligence-based violations of
Sections 17(a)(2) and (3) are appropriate where material misrepresentations of omisstons resulted
from a lack of disclosure training and inadequate procedures relating to the drafting and review of
offering documents. In the Matter of State of New Jersey, Admin. Proc. File No. 3-14009, 2010
SEC LEXIS 2705 at *39 (2010).

25.  Wachovia Capital Markets represented to investors in Longshore 3 that it
acquired assets from affiliates of SAI “on an arm’s-length basis” and “at fair market prices.”
Those representations were false and misleading because approximately $250 million worth of
RMBS were transferred from an affiliate at prices approximately $4.6 million above the market
value at the time of the transfer into the Longshore 3 warehouse. SAl personnel responsible for
managing collateral for RMBS CDOs believed it would have affected an investor’s negotiation of
their purchase price of the CDO if they had known that certain assets were being transferred mnto
the Longshore 3 warehouse at acquisition cost rather than current market price. Wachovia Capital
Markets acted negligently in at least two respects. First, Wachovia Capital Markets attempted,

albeit unsuccessfully, to disclose the issue by providing prospective investors spreadsheets with
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certain pricing data. Second, the standard Affiliate Transaction Disclosures in the Offering
Circular were not modified to address these circumstances. In both instances, Wachovia Capital
Markets exercised inadequate care in making the pricing disclosures.

26.  As a result of the negligent conduct described above, Wachovia Capital
willfully (see footnote 2 supra) violated Sections 17(a)(2) and (3) of the Securities Act which

prohibit fraudulent conduct in the offer and sale of securities.

Remedial Efforts

In determining to accept the Offer, the Commission considered remedial
acts promptly undertaken by Respondent Wells Fargo Securities and cooperation
afforded the Commission staff.

IV,

" Inview of the foregoing, the Commission deems it appropriate and in the public
interest to impose the sanctions agreed to in the Offer of Wells Fargo Securities.

Accordingly, pursuant to Section 8A of the Securities Act and Section 15(b) of the
Exchange Act, it is hereby ORDERED that:

A. Respondent Wells Fargo Securities cease and desist from committing or causing any
violations and any future violations of Sections 17(a)(2) and (3) of the Securitics Act.

B. Respondent Wells Fargo Securities shall, within 10 days of the entry of this Order, pay
* disgorgement of $6.75 million and a civil money penalty in the amount of $4.45 million.

Respondent shall satisfy this obligation by (i) disbursing $7.4 million pursuant to the
Fair Fund provisions of Section 308(a) of the Sarbanes-Oxley Act of 2002 as
distribution of losses: Respondent shall make $1.319 million in payment(s) to and for
the benefit of the Zuni Indian Tribe; Respondent shall make a $1.064 million payment to
and for the benefit of the individual investor who purchased the preferred shares in
Grand Avenue II; and Respondent shall make $5.017 million in payment(s) to and for
the benefit of the investors acquiring Longshore 3 securities from the initial purchaser
(Wachovia Capital Markets) on the closing date of Longshore 3, pro rata based on their
original investment; and (ii) making a payment of $3.8 million to the Securities and
Exchange Commission, Office of Financial Management, Operations Center, 6432
General Green Way, Mail Stop 0-3, Alexandria, Virginia 22312. Payments shall be
accompanied with a notification that identifies Wells Fargo Securities as the Respondent
in these proceedings. Respondent shall simultaneously transmit a copy of such payment
and notification to Reid A. Muoio, Deputy Chief, Structured and New Products Unit,
Division of Enforcement, 100 F Street N.E., Washington, DC 20549-5030.
Respondent will cooperate with the staft of the Commission to obtain evidence of
receipt of the payments set forth herein.
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} . C. Pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, a Fair Fund is created for
the disgorgement and penalties referenced in paragraph B above.

By the Comrnission.

Elizabeth M. Murphy
Secretary '




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64184 / April 5, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3257 / April 5, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14321

_ ORDER INSTITUTING PUBLIC
In the Matter of ADMINISTRATIVE AND CEASE- :
AND-DESIST PROCEEDINGS PURSUANT
Lovelock & Lewes, TO SECTIONS 4C AND 21C OF THE
Price Waterhouse, Bangalore, SECURITIES EXCHANGE ACT OF 1934
Price Waterhouse & Co., Bangalore, AND RULE 102(e) OF THE
Price Waterhouse, Calcutta, and COMMISSION’S RULES OF PRACTICE,
Price Waterhouse & Co., Calcutta, MAKING FINDINGS, AND IMPOSING-
REMEDIAL SANCTIONS AND A CEASE-
Respondents. AND-DESIST ORDER
|

The Securities and Exchange Commission (“Commission”) deems it appropriate that public
administrative and cease-and-desist proceedings be, and hereby are, instituted against Lovelock &
Lewes (“Lovelock™), Price Waterhouse, Bangalore (“PW Bangalore™), Price Waterhouse & Co.,
Bangalore (“PW Co. Bangalore”), Price Waterhouse Calcutta (“PW Calcutta”), and Price
Waterhouse & Co., Calcutta (“PW Co. Calcutta”) (collectively “PW India,” the “PW India Firms”
or “Respondents”™) pursuant to Sections 4C" and 21C of the Securities Exchange Act of 1934

! Section 4C provides, in relevant part, that:

The Commission may censure any person, or deny, temporarily or permanently, to any person the privilege of
appearing or practicing before the Commission in any way, if that person is found . . . (1) not to possess the requisite
qualifications to represent others; (2) to be lacking in character or infegrity, or to have engaged in unethical or
improper professional conduct; or (3) to have willfully violated, or willfully aided and abetted the violation of, any
provision of the securities laws or the rules and regulations thereunder.
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(“Exchange Act”) and Rule 102(e)(1)(ii) of the Commission’s Rules of Practice.”

IL.

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 Respondents and the subject matter of
these proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Public Administrative and Cease-and-Desist Proceedings Pursuant to Sections 4C and 21C of the
Securities Exchange Act of 1934 and Rule 102(¢) of the Commission’s Rules of Practice, Making
Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order (“Order”), as set forth
below.

IIL

On the basis of this Order and Respondents’ Offer, the Commission finds’ that:
A. SUMMARY

1. This matter involves violations of federal securities laws and improper professional
conduct by PW India while PW Bangalore served as auditor of record for Satyam Computer
Services Limited (“Satyam”) from 2005 through January 2009. In connection with Satyam’s 2005-
2008 publicly-filed financial statements, Satyam engaged in fraudulent financial accounting by
falsifying the company’s revenue, income, earnings per share, cash, and interest bearing deposits.
Satyam acknowledged that it falsely reported over $1 billion in revenue and cash, among other
items, in its publicly filed financial statements. In January 2009, Satyam submitted a Form 6-K
with the Commission indicating that “Price Waterhouse’s audit reports and opinions in relation to
Satyam’s financial statements from the quarter ended June 30, 2000 until the quarter ended
September 30, 2008 should no longer be relied upon.”

2. Former officers and senior managers at Satyam, an Indian information technology
service company with depository shares traded on the New York Stock Exchange (“NYSE”) during
the relevant period, directed the creation of over 6,000 false invoices that they ensured were entered
into the company’s general ledger and falsely recorded as, among other things, revenue, income,
and accounts receivable in Satyam’s publicly filed financial statements. Former senior management
at Satyam manufactured scores of false bank statements, confirmations, and supporting documents

2 Rule 102(e){1)(ii) provides, in pertinent part, that: “{t]he Commission may censure a person or deny, temporarily
or permanently, the privilege of appearing or practicing before it . .. to any person who is found . . . to have engaged
in unethical or improper professional conduct.”

} The findings herein are made pursuant to Respondents' Offer of Settlement and are not binding on any other person
or entity in this or any other proceeding.
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to reflect payment of the false invoices and created over $1 billion in fictitious cash balances and
other interest bearing deposits. This false information made Satyam appear to be substantially more
profitable and financially sound than was actually the case. When the fraud was revealed, the price
of Satyam’s depository shares plummeted and institutional investors located in the United States
sustained realized losses of over $450 million.

‘3. PW Bangalore issued unqualified opinions on Satyam’s March 31, 2005, March 31,
2006, March 31, 2007, and March 31, 2008 financial statements. Each of these audit reports stated
that “Price Waterhouse” conducted its audits in accordance with generally accepted auditing
standards in the United States (“GAAS”) and that Satyam’s financial statements were presented in
conformity with generally accepted accounting principles (“GAAP”). Each audit report also stated
that the underlying audit was conducted in accordance with Public Company Accounting
Oversight Board (“PCAOB”) Standards. Contrary to the audit reports, PW India did not conduct
Satyam’s audits in accordance with PCAOB Standards, which is now understood to include
GAAS.* Specifically, the PW India partners and staff on the Satyam engagement team (“Satyam
engagement team” or “engagement team”) failed to maintain control of the confirmation process
with respect to cash and cash equivalent balances as well as Satyam’s accounts receivables. The
failure to properly execute third-party confirmation procedures resulted in the fraud at Satyam
going undetected until the former chairman’s public confession in January 2009.

4. The failures in the confirmation process on the Satyam audit were not limited to
that engagement, but were indicative of a quality control failure throughout PW India. During the
relevant period, PW India’s quality control system failed to detect that engagement teams
throughout PW India routinely relinquished control of the delivery and receipt of cash
confirmations to their audit clients and rarely, if ever, questioned the integrity of the confirmation
responses they received from the clients. Despite annual quality reviews, PW India did not
recognize this compliance failure until after January 2009.

5. By failing to comply with PCAOB Standards, PW Bangalore issued audit reports
in connection with the Satyam engagement that were not accurate and, as a result, the PW India
Firms were a cause of Satyam’s issuing materially false and misleading financial statements and its
violations of Sections 13(a) and 13(b)(2)(A) of the Exchange Act and Exchange Act Rules 12b-20,
13a-1 and 13a-16 thereunder. The PW India Firms also violated Section 10A(a) of the Exchange
Act by failing to conduct procedures designed to provide reasonable assurance of detecting illegal
acts that would have a direct and material effect on the determination of financial statement
amounts.

# References in Commission rules and staff guidance and in the federal securities laws to GAAS or to specific
standards under GAAS, as they related to issuers, should be understood to mean the standards of the PCAOB plus
any applicable rules of the Commission. See Release Nos. 33-8422; 34-49708; FR-73 at http://www.sec.govitules/

interp/33-8422 htm.




. B. RESPONDENTS

6. Lovelock & Lewes (“Lovelock™) is a public accounting firm organized as a
partnership under the laws of the Republic of India, and headquartered in Kolkata, West Bengal,
India.

7. Price Waterhouse, Bangalore (“PW Bangalore™) is a public accounting firm

organized as a partnership under the laws of the Republic of India, and headquartered in Bangalore,
Karnataka, India.

8. Price Waterhouse & Co., Bangalore (“PW Co. Bangalore™) is a public accounting
firm organized as a partnership under the laws of the Republic of India, and headquartered in
Bangalore, Karnataka, India.

9. Price Waterhouse & Co.. Calcutta (“PW Co. Calcutta™) is a public accounting firm
organized as a partnership under the taws of the Republic of India, and headquartered in Kolkata,
West Bengal, India.

10.  Price Waterhouse, Calcutta (“PW Calcutta”) is a public accounting firm organized
as a partnership under the laws of the Republic of India, and headquartered in Kolkata, West
Bengal, India.

. il. Lovelock, PW Bangalore, PW Co. Bangalore, PW. Co. Calcutta, and PW Calcutta
are member firms of PricewaterhouseCoopers International Limited, a United Kingdom-based

private company.” Respondents are registered in the United States with the PCAOB and in India
with the Institute of Chartered Accountants of India (“ICAL"). Section 102 of the Sarbanes-Oxley
Act of 2002 (“SOX’) prohibits accounting firms that are not registered with the PCAOB from
preparing or issuing audit reports on United States public companies and from participating in such
audits. Section 106(a) of SOX further authorizes the PCAOB to require that non-US public
accounting firms that do not issue such reports, but that play a substantial role in the preparation of
the audit reports, register with the PCAOB.

12.  'PW India, along with five other India-based PwC Network Firms,® operate as a
domestic Indian network of related audit firms. As such, these firms share common audit and other
assurance and assurance risk management leadership and follow common audit and other assurance
policies and procedures, including in the arcas of audit and assurance risk management, training and
supervision.

-

5 Member firms of PricewaterhouseCoopers International Limited (“PwC IL”), are collectively referred to herein as
“Pw(C Network Firms.”

6 The five other India-based firms are registered with the ICAI but not with the PCAOB. They do not perform audit

. work for SEC registrants.
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13.  PW India and the five other India-based PwC Network Firms operate their audit
practices under resource sharing arrangements that facilitate the provision of audit services as a
network of related firms. With respect to the PW India Firms, pursuant to these arrangements,
Lovelock and PW Calcutta have both partners and staff who perform audit procedures and provide
staffing for their own audit engagements, as well as for engagements of the other PW India Firms.
The partners of the remaining PW India Firms, PW Bangalore, PW Co. Bangalore, and PW Co.
Calcutta, undertake audit engagements, OvVersee the audit work conducted by engagement personnel,
and sign audit opinions. PW India partners typically are affiliated with several firms within the
domestic network of audit firms simultaneously. During the relevant period, PW India and the
other domestic India-based firms shared resources and settled inter-firm balances at the end of each
fiscal year.

14, PW India and the five other India-based PwC Network Finms operate in a mannert
that generally does not make any distinctions among the individual firms in the network. For
example, the PW India Firms share office space and have identical telephone numbers. In addition,
the Respondents’ website makes no obvious distinction among the individual PwC Network Firms
located n India.

15. Satyam’s Forms 20-F during the relevant period list the company’s independent
registered public accounting firm as “Price Waterhouse,” the name of PW Bangalore set forth in its
partnership deed. During the relevant period, the Satyam audit reports were signed by PW
Bangalore engagement partners who were also partners at Lovelock.” Audit work on the Satyam
engagement was performed predominately by partners and staff associated with these firms,
although staff from PW Calcutta and partners of all five PW India firms billed time on the Satyam
audits during the relevant period.

C. ISSUER

16. Satyam Computer Services Limited (“Satyam™) is a large information technology
service company incorporated in India with its principal executive offices in Hyderabad. Satyam’s
equity shares trade on the Bombay Stock Exchange and the National Stock Exchange of India.
Satyam also has 65 million American Depository Shares (“ADS”) representing approximately 11
percent of the company’s eqiuity shares. At all relevant imes, Satyam’s equity shares underlying
the ADS were registered pursuant to Section 12(b) of the Exchange Act, and Satyam’s ADS were
listed on the NYSE. On October 4, 2010, Satyam filed a Form 25 with the Commission
voluntarily removing its securities from listing on the NYSE and from registration under Section
12(b). Satyam’s equity shares undetlying the ADS are currently deemed registered purSuant to
Section 12(g) of the Exchange Act, and Satyam’s ADS are currently quoted on the OTC Market
under the symbol SAYCY .PK.

7 The lead engagement partner for the audit of Satyam’s fiscal year ended March 31, 2008 was also listed as a
partner of PW Co. Calcutta.
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17.  Shortly after the fraud became public, the Government of India assumed control of
the company. In mid-February 2009, the Company Law Board of India authorized the company to
select a strategic investor for Satyam. As a result of the bidding process, Tech Mahindra Limited,
an Indian information technology competitor, through its subsidiary Venturbay Consultants Private
Limited, purchased approximately 42 percent of Satyam’s shares in India and became the new
controlling sharcholder of Satyam. In June 2009, Satyam filed a press release announcing
“Mahindra Satyam” as the company’s new “brand identity.” The company continues to conduct
business in the United States as Satyam and is registered as a corporation doing business in the
State of New York and as a foreign private issuer with the Commission under the name Satyam.

D. FACTS

18  In connection with fiscal years 2005 through 2008, as well as earlier years, Satyamn
engaged in certain practices relating to its revenue, income, cash, interest-bearing deposits, and
accounts receivable that made its financial statements materially false and misieading. PW India’s
audits of Satyam’s financial statements for fiscal years 2005 through 2008 were deficient. Among
other things, PW India departed from applicable PCAOB Standards by failing to maintain control of
the confirmation process with respect to cash, interest bearing deposits, and accounts receivable
balances. As a result, PW India failed to uncover Satyam’s fraud and, instead, issued unqualified
audit opinions in connection with its audits of Satyam’s financial statements until its former
Chairman admitted that the company had been engaged in a billion dollar financial fraud and
Satyam publicly disclosed that admission in a Form 6-K. As indicated herein, the failures PW India
experienced on the Satyam audit were not limited to that engagement, but were indicative of a
quality control failure throughout PW India.

Satyam’s Accounting Fraud

19. Satyam falsified its reported revenue by manufacturing false invoices for services
never provided and, in some cases, for customers that did not exist. From at least 2005 through
2008, Satyam’s former senior management instructed certain employees to generate thousands of
false invoices and record them in the company’s invoice management system. The invoice )
managerment system exported the fake invoices into Satyam’s financial system where the revenues
were recorded in the company’s general ledger. Based upon the fictitious invoices, Satyam
materially overstated revenue and net income from at least fiscal year 2005 through the first two
quarters of fiscal year 2009 by over $1 billion.

20.  To support the false revenue and mncome that Satyam was reporting in its financial
statements, Satyam prepared materially false bank statements, from at least fiscal year 2005 through
2008, reflecting materially false cash deposits in the company’s bank accounts at, among other
places, the Bank of Baroda (“BOB”), which were recorded within the cash and cash equivalent.
balances in Satyam’s publicly-filed financial statements. -

21.  To make it appear that Satyam was investing its false income during the relevant
time period, Satyam’s former senior management manufactured scores of false bank statements and
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also materially falsified the company’s publicly filed financial statements with regard to the balance
and fixed deposit receipts (hereinafter “interest bearing deposits™) and corresponding interest
income in accounts held at HSBC, BNP Paribas, HDFC, Citibank, and ICICI.

22, In Satyam’s 2005, 2006, 2007, and 2008 financial statements, the company reported,
among other assets, balance sheet line items entitled (a) “cash and cash equivalents,” and (b)
investments in bank deposits” (collectively, the “cash” line items). During these years, Satyam’s
cash line items represented the largest asset on its reported balance sheet, making up 50% or more
of Satyam’s total assets during the relevant period. For example, in 2008, Satyam reported cash of
$1.1 billion, constituting approximately 50 percent of total reported assets. The vast majority of the
cash purportedly was on deposit at BOB, HSBC, BNP Paribas, HDFC, Citibank, and ICICIL.

23.  On January 7, 2009, Satyam submitted a Form 6-K with the Commission that
included a letter prepared by the then-Chairman of Satyam, B. Ramalinga Raju (“Raju’”), admitting
that the company had been engaged in a billion dollar fraud. According to Raju’s letter, as of
September 30, 2008, Satyam’s balance sheet reflected over $1 billion in fictitious cash and bank
balances when the actual amount was $66 million.

24.  On January 14, 2009, Satyam submitted a Form 6-K with the Commission
indicating that “Price Waterhouse” had advised that all audit reports and opinions in relation to
Satyam’s financial statements during the relevant period should no longer be relied upon.

25.  On February 21, 2009, Satyam submitted a Form 6-K with the Commission
indicating that Satyam’s Board of Directors accepted the resignation of “Price Waterhouse” as
Satyam’s independent auditor.

" 26.  The two PW India lead engagement partners for the Satyam audits during the
relevant period are defendants, along with a significant number of former senior and mid-level
executives of Satyam, including the former Chairman, the former Managing Director and Chief
Executive Officer, and the former Chief Financial Officer, in a criminal trial in India arising out of
the Satyam fraud. The trial is underway. The two PW India engagement partners have also been
the subject of ongoing disciplinary matters in India before the ICAI and the Securities and
Exchange Board of India involving their role in the Satyam audit. The two PW India lead partners
and the two PW India senior managers who were the engagement managers on the Satyam audits
during the relevant period were relieved of all auditing responsibilities in January 2009. The two
engagement managers resigned in February 2010 and the lead engagement partner for the audits of
Satyam’s fiscal years ended March 1999-2007 retired in March 2009. The lead engagement
partner for the audit of Satyam’s fiscal year ended March 31, 2008 is on administrative leave from
PW India pending the outcome of the various proceedings against him. On March 16, 2010, the
two former PW India engagement managers were barred by the PCAOB from being associated
persons of a registered public accounting firm for their failure to comply with a demand requiring
their testimony in a PCAOB-related investigation into the Satyam audit engagements. These PW
India managers are also the subject of ongoing disciplinary proceedings before the ICAL



PW India’s Audits of Cash and Cash Equivalent Balances

Were Not Performed in Accordance with PCAOB Standards
' for Fiscal Years 2005-2008

27.  Respondents failed to identify the material overstatement of Satyam’s assets, in part,
because the engagement team failed to carry out the confirmation processes and procedures related
to cash and interest bearing deposits in accordance with PCAOB Standards -- and its own audit
plan — for fiscal years 2005-2008. PCAOB Standards require, among other things, that auditors
test the existence and valuation of reported cash and interest bearing deposit balances. In order to
test the cash and interest bearing deposit balances during the relevant period, the audit plans for
each year during the relevant period called for the confirmation of Satyam’s major bank balances
and interest bearing deposits with third parties. The working papers for each year during the
relevant period document that the engagement team confirmed cash balances and interest bearing
deposits for all banks at which Satyam had “major” accounts.

28.  Respondents failed to make direct contact with either BOB, the New York branch
that held Satyam’s purported largest bank account, or the five largest banks purportedly holding
Satyam’s interest bearing deposits to confirm the cash and cash equivalent balances that Satyam
reported in its financial statements. Instead, and in violation of PCAOB Standards, the
engagement team relied on the company’s senior management to mail out confirmation requests to
Satyam’s banks, and on the purported responses to those letters from the banks, including
purported responses provided to the engagement team by Satyam management. Respondents
never attempted to contact the banks directly at any time during the audits.

29.  Respondents also failed to conduct appropriate inquiry after receiving
confirmations directly from banks that were potentially contlicting with those received from
Satyam management. During the fiscal year 2005, 2006, 2007 and 2008 audits, the Satyam
engagement team received confirmations, in the requested format, directly from branches of certain
banks that purportedly held Satyam’s largest interest bearing fixed deposit balances. The
engagement team also received confirmations from Satyam’s management that purported to
confimm fixed deposit balances at a different branch of the same bank. The confirmations received
from Satyam management were not in the format requested by the engagement team. The bank-
provided confirmation responses reflected significantly lesser cash balances than Satyam
management represented to be held in fixed deposits at the same banks, and significantly lesser
cash balances than what was reflected in the purported bank confirmations that Satyam provided to
the engagement team. The engagement team could have, but did not, contact the banks directly to
determine the amounts that Satyam had on deposit with the banks. Had the engagement team done
s0, such inquiry should have revealed that cash and cash equivalent balances reported in Satyam’s
financial statements were significantly overstated. The following chart provides several examples
of these differences:



Period Bank Confirmations PW Confirmations PW
Ending India Received Directly | India Received from
from Bank (in $ USD) Satyam (in § USD)

9/30/08 BNP Paribas $1,860,280 $100,753,498

9/30/08 HSBC No balance identified $172,000,153

6/30/08 BNP Paribas $1,919,404 $109,014,675

3/31/08 Citibank $330,172 $152,923,538

3/31/08 | HDFC No balance identified | $175,952,024

3/31/07 BNP Paribas $11,192,807 $108,584,687

3/31/06 BNP Paribas $13,082,509 $96,830,036

3/31/06 HSBC No balance identified $53,282,374

30.  Rather than contact the banks to obtain an explanation for the differences, the
engagement team erroneously accepted both confirmations as genuine and purported to
“corroborate” the interest bearing fixed deposit balances with fabricated fixed deposit receipts and
other support supplied by Satyam.

31.  Respondents did not reconcile this potentially conflicting audit evidence during the
fiscal years 2005, 2006, 2007 and 2008. After the fraud was revealed, members of the Satyam
engagement team indicated that they had ceded control of the confirmation process to the client
and relied on Satyam’s representations, in large part, because they believed that Satyam’s former
chairman and senior management were honest and that they did not suspect that Satyam was
fabricating audit documents. Members of the Satyam engagement team conceded that, in
hindsight, the confirmation process they employed for the Satyam audits was not in compliance
with PCAORB Standards.

32. During Satyam’s fiscal year 2008 audit, a partner from another PwC Network Firm
outside of India (“The PwC Network Firm Partner”) alerted members of the Satyam engagement
team that its cash confirmation procedures appeared substantially deficient. Specifically, in May
2008, in response to questions raised by the “Appendix K filing reviewer” of Satyam’s draft Form
20-F,® PW India requested that the PwC Network Firm Partner review the electronic workpapers

% Under Rule 3400T(b), Interim Quality Control Standards, audit firms must comply with portions of the
Requirements of Membership of the AICPA SEC Practice Section (“SECPS”). Audit firms associated with
international firms are required to seek the adoption of policies and procedures consistent with the objectives set
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for the 2008 Satyam audit. In response to that request, the PwC Network Firm Partner provided
the Satyam engagement team with a detailed set of comments, including remarks on the cash and
interest bearing deposit confirmation workpapers. In particular, the PwC Network Firm Partner
informed the Satyam engagement team that their cash confirmation procedures appeared
inadequate because the working papers indicated that “the confirmation was obtained either
directly or from copies obtained from the client. We can only take credit for confirms we send and
receive directly.”

33.  Notwithstanding the above-described warnings it received from the PwC Network
Firm Partner, the Satyam engagement team failed to take any corrective action to confirm
Satyam’s cash and cash equivalent balances in a manner that complied with PCAOB Standards
during the fiscal year 2008 audit. Had direct confirmation of the BOB bank balances been
performed in response to the PwC Network Firm Partner’s comment, Satyam’s fraud could have
been uncovered in the summer of 2008.

34.  Respondents failed to perform the 2005-2008 Satyam audits with respect to cash
and cash equivalent balances in accordance with PCAOB Standards. First, Respondents failed to
maintain control over confirmation requests and responses by establishing direct communication
between the intended recipient and the auditor to minimize the possibility that the results will be
biased because of interception and alteration of the confirmation requests or responses, as required
by PCAOB Standard AU § 330.28. Second, Respondents failed to exercise appropriate
professional skepticism throughout the confirmation process, as required by PCAOB Standard AU
§ 330.15. Third, Respondents failed to comply with PCAOB Standards AU § 333.02 and 326.01
when it neglected to obtain sufficient competent evidential matter to afford a reasonable basis to
determine the accuracy and completeness of the cash and cash equivalent balances reported in the
financial statements. Instead, Respondents repeatedly substituted management representations for
competent evidence, which also does not comply with PCAOB Standards AU § 333.02 and
326.01. Fourth, Respondents failed to take appropriate action in response to warning signs
regarding the sufficiency of the cash confirmation procedures and caused the issuance of
inaccurate audit reports, which resulted from a failure to comply with the several PCAOB
Standards, including AU § 230.07 (“[d]ue professional care requires the auditor to exercise
professional skepticism. Professional skepticism is an attitude that includes a questioning mind
and a critical assessment of audit evidence.”) and AU § 230.09 (“[i]n exercising professional
skepticism, the auditor should not be satisfied with less than persuasive evidence because of a
belief that management is honest.”).” The failure to properly execute third-party confirmation
procedures contributed to the fraud at Satyam going undetected for years.

forth in the Requirements of Membership of the SECPS at Appendix K, SECPS Section 1000.45 (*Appendix K™).
See SECPS Section 1000.08(n). Those objectives include having policies and procedures for certain filings of SEC
registrants which are the clients of foreign associated firms to be reviewed by persons knowledgeable in PCAOB
standards.

? See also PCAORB Standards AU § 150.02 and AU § 230, which require due professional care to be exercised in the
performance of the audit and preparation of the report.
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Deficiencies in the Cash Confirmation Process

Occurred Throughout PW India

35.  From at least 2008 forward, the failures in the confirmation process on the Satyam
audit were not limited to that engagement, but were indicative of a quality control failure
throughout PW India. In a large number of other audit engagements conducted by PW India, its
auditors planned to test the existence and valuation of cash balances by performing direct
confirmations, and then failed to control the confirmation process by relying on audit clients for
confirmation requests and responses. PW India’s quality control system failed to detect that, for
several years, and on multiple audit engagements, audit personnel at PW India were not complying
with PCAOB standards governing the cash confirmation process.

36.  PW India staff conceded that they routinely relinquished control of the delivery and
receipt of cash confirmations entirely to their audit clients and rarely, if ever, questioned the
integrity of the confirmation responses they received from the client by following up with the banks
prior to January 2009. Similarly, PW India partners, including a partner formerly responsible for
audit risk and quality throughout PW India, indicated that client involvement in the confirmation
process during the relevant period was the norm because bankers rarely, if ever, responded directly
to confirmation requests made by auditors.

37.  Despite annual quality reviews, PW India did not recognize the extensive nature of
this quality control failure until after January 2009, when PW India conducted a firm-wide review
of confirmation workpapers taken from completed and ongoing engagements for the current and
prior fiscal year.

PW India’s Audits of Accounts Receivable Balances
Were Not Performed in Accordance with PCAOB Standards
for Fiscal Years 2006-2008

38.  During the relevant period, Satyam’s former senior management recorded fictitious
receivables by exploiting weaknesses in the internal controls of the company’s accounts receivable
system. Specifically, the company’s invoicing system allowed for the manual entry of customer
invoices via the intervention of a “super user,” acting outside the regular controls of the billing and
invoicing process. Satyam’s former senior management used this super user function to create
thousands of fake invoices totaling over $1 billion during the entirety of the fraud.

39. For the 2006-2008 fiscal year audits, Respondents failed to carry out the audits of
the accounts receivable balance in accordance with PCAOB Standards. As with the cash
confirmation process, the Satyam engagement team did not maintain control of the accounts
receivable confirmations and did not perform adequate follow-up procedures on confirmations that
were sent but not received from customers with purported accounts receivable balances recorded
on Satyam’s 2006-2008 fiscal year end financial statements.
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40.  For example, from the period March 31, 2006 through August 31, 2007, the Satyam
engagement team prepared accounts receivable confirmation requests on five occasions but
received few, if any, responses to those requests. During the relevant period, Respondents made
no attempt to follow up on those non-responses. Further, as part of the 2007 fiscal year audit, the
engagement team sent out confirmation requests to 22 customers with outstanding receivables
balances on August 31, 2006, including seven that were later exposed as fictitious customers. No
customers responded to those requests. Appropriate diligence and follow-up procedures could
have exposed the true nature of these customers.

41.  In other periods, instead of employing confirmation procedures to verify accounts
receivable balances, the Satyam engagement team purported to implement “alternative procedures”
to validate receivables through an attempt to verify their subsequent receipts. The subsequent
receipt totals were obtained from Satyam’s management and then divided by the total outstanding
receivables as of the period end to arrive at a percentage of recetvables that had been subsequently
collected. There was no other documented substantive analysis to go along with this calculation.
The above-described alternative audit procedures performed during the 2006-2008 fiscal audit
years did not provide adequate audit evidence to corroborate the existence of receivables because
they were not designed to ensure that the subsequent receipts had any relationship to the actual
outstanding receivables at the end of the respective fiscal year.

42.  Further, the engagement team was aware of factors that increased the potential for
fraud at Satyam during at least the fiscal year 2007 audit, but failed to recognize the increased risk,
and therefore did not alter its planning and execution of the Satyam audits to take these risks mto
account as required under PCAOB Standards. In connection with the audit of the company’s fiscal
year ended March 31, 2007, PW India’s Systems and Process Assurance (“SPA”) personnel tested
Satyam’s Information Technology (“IT”) internal controls. This testing revealed over 170
deficiencies in those controls, including eight significant deficiencies identified by the SPA team.
The nature of these deficiencies should have alerted the engagement team to a heightened risk with
respect to receivables. '

43." In an area that called for increased audit vigilance, Respondents failed to develop an
audit plan that addressed the increased risk of a material misstatement of the receivables balance.
Instead, the 2007 and 2008 year-end audits excluded confirmation of the year-end receivables
balances.

44.  Respondents failed to adequately plan and perform the 2006-2008 audits with
respect to accounts receivable in accordance with relevant PCAOB Standards. First, the
engagement team ignored internal control deficiencies which should have alerted it to the
heightened fraud risk with respect to receivables, as required by PCAOB Standards AU § 312.16
(an auditor must consider the effect of an assessment of the risk of material misstatement due to
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fraud on the overall audit strategy).”® Second, the recetvables audit plan failed to address an
increased risk of a material misstatement of the receivables balance, as required by PCAOB
Standard AU § 312.17 (higher risk may cause the auditor to expand or modify the extent or nature
of procedures to obtain more persuasive evidence). Third, the engagement team failed to follow up
on confirmation requests that were not returned, which resulted in a failure to comply with several
PCAOB Standards, including AU § 316.28 (describing instances in which audit procedures need to
be changed to obtain evidence that is more reliable or to obtain additional corroborative
information, including from independent sources), §330.30 (describing follow-up confirmation
request process), and §330.32 (describing alternative procedures to be employed in the
examination of accounts receivable, including the matching of subsequent cash receipts with the
actual items being paid). Fourth, Respondents did not obtain sufficient competent evidential
matter to verify the existence of receivables, as required by PCAOB Standard AU § 326.01."

Failure to Issue Accurate Audit Reports

45. PCAOB Standards require that the auditor’s report contain an opinion on the
financial statements taken as a whole and contain a clear indication of the character of the auditor’s
work. PCAOB Standard AU § 508.04. The auditor can determine that he or she is able to issue an
audit report containing an unqualified opinion only if he has conducted his audit in accordance
with PCAOB Standards and that the financial statements have been prepared in conformity with
GAAP. PCAOB Standard AU §§ 508.08, 508.14. ‘

46.  PW India acted unreasonably in rendering audit reports containing unqualified
opinions for the fiscal year 2005-2008 publicly-filed financial statements. PW India issued audit
reports on Satyam’s financial statements even though they should have known that Satyam’s audits
had not been conducted in accordance with PCAOB Standards and that Satyam’s financial
statements did not present fairly, in all material respects, Satyam’s financial position, operating
results, and cash flows in conformity with GAAP.

PW India Did Not Comply with PCAOB Auditing Standard No.3.

47. PW India was notified by the PCAOB in November 2007 that the PCAOB would
perform an inspection of PW India. This inspection was to include a review of PW India’s 2007
fiscal year audit of Satyam. The audit opinion included in Satyam’s 2007 Form 20-F was dated

10-See also PCAOB Standard 4U § 1710.02, which requires that an “anditor has the responsibility to plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement,
whether caused by error or fraud.”

1 See also PCAOB Standards AU § 150.02 and AU § 230, which require due professional care to be exercised in the
performance of the audit and preparation of the report.

"2 PCAOB Standard AU § 508.14 was in effect for reports issued from the beginning of the relevant period until
November 15, 2008.
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and released on April 27, 2007. Satyam submitted its Form 20-F to the SEC on April 30, 2007.
The PCAOB inspection began in February 2008. ' '

48, Under PCAOB Auditing Standard No. 3, Audit Documentation (“AS No. 3”), audit
documentation may not be deleted after the document completion date (i.e, the date that the
“complete and final set of audit documentation” has been assembled for retention, which must
oceur within 45 days after the audit report release date). AS No. 3 §15. AS No. 3 also requires
that an auditor make certain written disclosures if the auditor adds or alters working papers after
the documentation completion date. In particular, AS No. 3 specifies, in relevant part, that any
additions or alterations to audit documentation after the audit report release date “must indicate the
date the information was added, the name of the person who prepared the additional
documentation, and the reason for adding it.” AS No. 3 q16.

49.  After the audit “documentation completion date,” but before the PCAOB inspection
of the Satyam audit for fiscal year ended March 31, 2007, members of the Satyam engagement '
team created certain documents, and gathered other documents, none of which previously were in
the 2007 Satyam audit workpapers. The workpapers added by the Satyam engagement team
included the management letter and debtor confirmation requests. The added workpapers did not
include any notations indicating that they were added or altered after the documentation
completion date. The added workpapers also neglected to provide the date the information was
added, the name of the person who prepared the additional documentation, and the reason for
adding it. Accordingly, PW India failed to comply with AS No.3 {15, 16.

E. VIOLATIONS

Because of Its Failure to Comply With PCAOB Standards.
PW India Was a Cause of Satyam’s Violations of Sections 13(a) and
13(b)(2)(A) of the Exchange Act and Relevant Rules Thereunder

50. Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-16 thereunder require
issuers with registered securities to file and furnish factually accurate annual and other reports.
Rule 12b-20 of the Exchange Act requires that, in addition to the information expressly required
to be included in such reports, the reports shall contain such further material information as may
be necessary to ensure that the required statements are not misleading. As a foreign private
issuer, Satyam is required to file annual reports on Form 20-F pursuant to Rule 13a-1 under the
Exchange Act and to furnish reports on Form 6-K pursuant to Rule 13a-16 under the Exchange
Act. The information required by Form 6-K is whatever information the registrant makes, or is
required to make, public pursuant to the laws of the jurisdiction of its domicile or in which the
registrant is incorporated or organized. The obligation to furnish these periodic reports includes
the obligation that they be true and correct in all material respects. See, e.g., SEC v. IMC
International, Inc., 384 F.Supp. 889, 893 (N.D. Texas), aff’d mem. 505 F.2d 733 (5" Cir. 1974),
cert. denied sub nom. No showing of scienter is necessary to establish a violation of Section
13(a) of the Exchange Act and Rules 13a-1, 13a-16, and 12b-20 thereunder.

14



51. ‘Under Section 21C of the Exchange Act, the Commission may “enter an order
requiring such person, and any other person that is, was, or would be a cause of the violation, due
to an act or omission the person knew or should have known would contribute to such violation,
to cease and desist from committing or causing such violation and any future violation of the
same provision, rule, or regulation.” Exchange Act, 15 U.S.C. § 78u-3. Negligence is sufficient
to establish liability for causing a primary violation that does not require scienter. See KPMG
Peat Marwick LLP, 74 SEC Docket 384, 421 (2001), recon. denied, 74 SEC Docket 1351 (Mar.
8, 2001), pet. denied, 289 F.3d 109 (D.C. Cir. 2002), reh'g en banc denied, 2002 U.S. App. Lexis
14543 (July 16, 2002).

52.  Satyam violated Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-16
thereunder by including in numerous of its periodic filings and submissions financial statements
for the years 2005-2008 that were materially false and misleading. For each of those years, PW
India issued audit reports containing unqualified opinions stating that “Price Waterhouse”
conducted an audit of the company’s annual financial statements in accordance with PCAOB
Standards, that Satyam’s financial reporting was in conformity with GAAP, and that Satyam’s
reporting results fairly represented the financial condition of the company. PW India consented to
the inclusion of these audit reports in Satyam’s Forms 20-F for fiscal years 2005 through 2008.
However, PW India’s audit reports were inaccurate because PW India failed to conduct its audits m
accordance with PCAOB Standards. PW India’s failure to comply with PCAOB Standards was a
cause of Satyam’s violations, including Satyam’s failure to disclose to investors that it was
engaged in non-GAAP and other accounting actions that prevented Satyam’s reported financial
results from fairly representing its financial condition.

53. In auditing Satyam’s accounts receivable and cash and cash equivalent balances,
Respondents did not comply with PCAOB Standards by failing to exercise due professional care
and skepticism, failing to obtain sufficient competent evidential matter and substituting
management’s representations for those auditing procedures necessary to afford a reasonable basis
for an opinion regarding the financial statements. In fact, the engagement team never insisted on,
nor obtained, direct third-party confirmations for Satyam’s largest cash account, nor did it perform
sufficient audit procedures to determine whether Satyam’s accounts receivable and cash and cash
equivalent balances were not materially misstated. As a result, PW India was a cause of Satyam’s
failure to file and furnish annual and other reports to the Commission that were complete and
accurate in all material respects in violation of Section 13(a).

54. Section 13(b)}(2)(A) of the Exchange Act requires issuers of registered securities
to make and keep books, records, and accounts which, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the issuer. Satyam violated Section
13(b)(2)(A) of the Exchange Act by recording thousands of fictitious entries that resulted in the
false reporting of over $1 billion in non-existent revenue and cash. As described above, PW
India failed to conduct its audits in accordance with PCAOB Standards, which allowed Satyam
to utilize accounting devices that did not comply with GAAP. Had it done so, PW India would
have reasonably determined that Satyam failed to keep books and records that accurately
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reflected transactions in violation of Section 13(b)(2)(A) of the Exchange Act. Accordingly, PW
India’s actions were a cause of Satyam’s Section 13(b)(2)(A) violations..

Section 10A(a) of the Exchange Act

55.  Section 10A(a) of the Exchange Act requires each audit to include procedures
designed to provide reasonable assurance of detecting illegal acts that would have a direct and
material effect on the determination of financial statement amounts. No showing of scienter is
necessary to establish a violation of Section 10A. SEC v. Solucorp Industries, Ltd., 197 F. Supp.
2d 4 (S.D.N.Y. 2002).

56. PW India violated Section 10A(a) of the Exchange Act by failing to conduct
procedures designed to provide reasonable assurance of detecting illegal acts that would have a
direct and material effect on the determination of financial statement amounts, particularly after
PW India: (1) failed to conduct the appropriate inquiry after receiving fixed deposit
confirmations, in the requested format, directly from branches of certain banks that purportedly
held Satyam’s largest interest bearing fixed deposit balances that were potentially conflicting
with confirmations it received from Satyam management that did not conform to the format
requested by the engagement team, a situation that should have alerted PW India to a heightened
risk that Satyam’s reported deposit balances were materially overstated; and (2) discovered
“significant deficiencies” in Satyam’s internal controls that should have caused PW India fo take
additional procedures to address the heightened risk of material misstatement of Satyam’s
receivable balance during the 2007 fiscal year audit.

Rule 102(¢e) and Section 4C of the Exchange Act

! 57.  Rule 102(e)(1)(ii} of the Commission’s Rules of Practice and Section 4C of the
Exchange Act authorize the Commission to censure or deny, temporarily or permanently, the
privilege of appearing or practicing before the Commission to accountants who are found to have
engaged in improper professional conduct. Under Rule 102(e)(1)(iv), the term “improper
professional conduct” means, in part, “repeated instances of unreasonable conduct, each resulting
in a violation of applicable professional standards, that indicate a lack of competence to practice
before the Commission.”

58.  PW India caused Satyam to file and furnish materially inaccurate audit reports by
representing that the audits were conducted in accordance with PCAOB Standards. Based on their
violations of applicable professional standards, PW India was a cause of Satyam issuing matertally
false financial statements. This conduct supports an action against PW India under Rules
102(e)(1)(ii) and 102(e)(1)(iv)(B)}2) of the Rules of Practice.

F. FINDINGS

59.  Based on the foregoing, the Commission finds that PW India engaged in improper
professional conduct in connection with the 2005-2008 Satyam audits pursuant to Rule
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102(e)(1)(i) and 102(e)(1)(iv)(B)(2) of the Commission’s Rules of Practice and Section 4C of the
Exchange Act. Additionally, the Commission finds that PW India violated Section 10A(a) of the
Exchange Act and was a cause of Satyam’s violations of Sections 13(a) and 13(b)(2)(A) of the
Exchange Act, and Rules 13a-1, 13a-16, and 12b-20 thereunder.

G. REMEDIAL ACTIONS

60.  After January 2009, but before entry of this Order, PW India has taken a series of
remedial steps intended to enhance its audit quality controls in such areas as third-party
confirmations, engagement training and staffing, engagement review, and risk management. PW
India has also engaged senior audit professionals from PwC Network Firms outside India to
review completed and ongoing audit engagements to evaluate and assess PW India’s existing
audit quality and to identify U.S.-related audit practice areas in need of improvement to be
addressed by the undertakings set forth in this Order.

61.  Inaddition, PW India suspended its Satyam audit engagement partners from all
work and removed from client service all senior audit professionals (i.e., managers and above)
on the former Satyam audit team. After January 2009, but before the entry of this Order, PW
India replaced virtually all senior management responsible for audit matters (“Assurance
Leadership Team™). During this period, PW India also seconded several partners and other
senior audit professionals from PwC Network Firms outside of India to add full-time audit
infrastructure leadership and support throughout India.

H. UNDERTAKINGS"

{
PW India undertakes the following:

1. Acceptance of New SEC Issuer Audits. From the date of this Order, PW India shall not
accept any new SEC Issuer Audits prior to the Interim Certificate of Compliance Date (defined at
Paragraph 11). The term “SEC Issuer Audit(s)” is defined to mean an engagement to audit the
consolidated financial statements filed with the Commission of an “Issuer” as that term 1s defined
in Section 2(a)(7) of the Sarbanes-Oxley Act of 2002. Following the later of March 31, 2012 or
the Interim Certificate of Compliance Date, PW India shall conduct any new SEC Issuer Audit
pursuant to the Interim Conditions set forth in Paragraph 3 until the Final Certificate of
Compliance Date (defined at Paragraph 12). Until the Final Certificate of Compliance Date, PW
India agrees that the Lead Engagement Partner (“Lead Partner”) on any SEC Issuer Audit must be
deemed not unacceptable to the Independent Monitor (defined at Paragraph 10) before PW India
commences work on any SEC Issuer Audit.

% In determining to accept the Offer, the Commission further considered PW India’s representations that: (1) it had
not accepted any new SEC Issuer Audits or SEC Issuer Referred Engagement Work since January 2009; and (2) it
would voluntarily extend all relevant undertakings set forth in Section IILH to the five other India-based PwC

Network Firms.
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2. Acceptance of SEC Issuer Referred Engagement Work. PW India shall not accept SEC

Issuer Referred Engagement Work for a new client for a period of six months following the date of
this Order. The term “SEC Issuer Referred Engagement Work™ is defined to mean instances in
which PW India: (a) conducts a full scope audit and provides, or should provide, consistent with
Applicable Professional Standards (defined at Paragraph 3.a.), an interoffice opinion for an SEC
Issuer-affiliated entity in connection with the audit of the SEC Issuer’s consolidated financial
‘statements filed with the Commission; or (b) provides audit work for an SEC Issuer-affiliated
entity in connection with the audit of the SEC Issuer’s consolidated financial statements filed
with the Commission that constitutes ten percent or more of the SEC Issuer’s consolidated
assets, revenues, or expenses, as measured by the SEC Issuer’s most recent fiscal year financial
statements filed with the Commission. The term SEC Issuer Referred Engagement Work
excludes Indian statutory audits for SEC Issuer-affiliated clients, SAS 70 reports (or, after June 15,
2011, SSAE No. 16 reports), and Shared Service Center Engagements (as defined in Paragraph
14). The term “new client” shall mean an SEC Issuer or a component of an SEC Issuer where PW
India: (i) has not provided any audit or review services to the SEC Issuer or any of its components
after January 1, 2010 through the date of this Order; and (ii) seeks to provide audit or review
services to the SEC Issuer or any of its components after the date of this Order. After a period of
six months following the date of this Order and until the Final Certificate of Compliance Date, PW
India shall conduct SEC Tssuer Referred Engagement Work for new clients pursuant to the Interim
Conditions set forth in Paragraph 3.

3. Interim Conditions. From April 1, 2011 vntil the Final Certificate of Comphance Date, PW
India shall conduct SEC Issuer Referred Engagement Work for current clients pursuant to the
conditions set forth below (“Interim Conditions”). Upon expiration of the relevant restricted
periods specified in Paragraphs 1 and 2 above and until the Final Certificate of Compliance Date,
PW India agrees that any new SEC Issuer Audit and any SEC Issuer Referred Engagement Work
for a new client shall be subject to the following Interim Conditions:

a. Staffing and Selection of Lead Partners, Engagement Managers. and Quality Review
Partners. PW India’s ‘Assurance Leadership Team (“ALT”), a group which shall
include, among others, PW India’s Assurance Leader and Risk & Quality Leader, shall
select, as part of meeting their quality control! requirements, the Lead Partner,
Engagement Manager, and Quality Review Partner (“QRP”), if required, for each SEC
Issuer Audit and SEC Issuer Referred Engagement Work after taking into account his
or her respective performance on SEC Issuer Audits, SEC Issuer Referred Engagement
Work, and SEC Issuer-related client engagements that do not meet the thresholds
described in Paragraph 2 (collectively “SEC Issuer-Related Audit Engagements”™) as
indicated by the results of the Real Time Review and Engagement Compliance Review
(“ECR”) programs (Paragraph 9 and 10) and the real time review program undertaken
by PW India during 2010. PW India undertakes to engage the engagement partner
from the PwC Network Firm which is the lead auditor of the relevant SEC Issuer client
(“Global Engagement Partner™) to review the selection of any Lead Partner,
Engagement Manager, and QRP before the commencement of any SEC Issuer Referred
Engagement Work. PW India shall provide the Global Engagement Partner with a
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summary of the results of the engagement quality review conducted in October 2010,
any ECR conducted subsequent to the date of this Order, and any real time review
conducted during 2010 for each engagement on which the partner or manager served as
Lead Partner or Engagement Manager and shall provide the Global Engagement
Partner with access to any other relevant information upon request. PW India agrees
that, in the event the Global Engagement Partner informs PW India that he or she
objects to the selection of the Lead Partner, Engagement Manager or QRP to perform
such work, PW India will select an alternative candidate that meets the conditions
described in this Paragraph.

A QRP shall be assigned for all SEC TIssuer Referred Engagement Work that meets the
10 percent of assets, revenues, or expenses threshold in Paragraph 2. For SEC Issuer
Referred Engagement Work that does not meet the 10 percent of assets, revenues, or
expenses threshold, a QRP will be assigned, if requested by the Global Engagement
Partner. The scope of the QRP’s role on such work shall be consistent with PCAOB
Auditing Standard No. 7, Engagement Quality Review. -

Any PW India partner or manager who served as the Lead Partner or Engagement
Manager on any engagement that received an overall finding of unsatisfactory due to
departures from Applicable Professionat Standards' in connection with the engagement -
quality review conducted in October 2010 or any ECR performed subsequent to the
date of this Order shall not be permitted to perform any SEC Issuer Audit or SEC Issuer
Referred Engagement Work as a Lead Partner or Engagement Manager for a period of
two fiscal years following the date of an overall finding of “unsatisfactory.” Provided,
however, that if PW India believes that an individual partner or manager whose
engagement received an “unsatisfactory” rating should be exempt from the two-year
practice restriction, then PW India, through its Assurance Leader, may make a written
submission to the Independent Monitor explaining the reasons therefore and the
Independent Monitor shall have the authority to exempt the individual partner or
manager if he or she believes it is appropriate to do so. In no event, however, shall a
partner or manager who receives an overall rating of “unsatisfactory” due to departures
from Applicable Professional Standards in two consecutive quality reviews be exempt
from the two-year practice restriction.

If a partner has an engagement on which-he or she served as Lead Partner assessed as
unsatisfactory due to departures from Applicable Professional Standards in an
engagement quality review or ECR, that partner shall not be permitted to serve as a
QRP on any SEC Issuer Audit or SEC Referred Work Engagement for a period of two
fiscal years following the date of an overall finding of “unsatisfactory.”

'* The term “Applicable Professionat Standards” means “professional standards” as defined in Section 2(a)(10) of

. the Sarbanes-Oxley Act of 2002 as amended.
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PW India shall comply with the conditions described in this Paragraph on a continuing
basis until the Final Certificate of Compliance Date.

. Training. In addition to the training-based undertakings set forth in Paragraph 5, PW
India agrees to require the Lead Partner, QRP, and Engagement Manager to complete at
least: (a) eight hours of ethics training on an annual basis; and (b) 40 hours of
specialized training in U.S. GAAP, PCAOB Standards,” and International Financial
Reporting Standards (“IFRS”) before initiating any SEC Issuer Audit or SEC Issuer
Referred Engagement Work and at least 16 hours of such training in each subsequent
year that such work is performed. Training programs completed after June 2010 shall
be credited towards satisfying the 40 hour specialized training requirement of this
Paragraph. The specialized training requirements of this Paragraph may also satisty the
specialized training hours requirements of Paragraph 5(d). All other PW India audit
staff on any SEC Issuer Audit or SEC Issuer Referred Engagement Work shall be
subject to the training undertakings set forth in Paragraph 5.

Consultations. PW India undertakes to review all consultations with PW India’s
National Office concerning Applicable Professional Standards required by PW India’s
consultation policy (“Required Consultations™) involving any SEC Issuer Referred
Engagement Work with the Global Engagement Partner.

Before accepting any SEC Issuer Audit, PW India undertakes to develop a process for
review of all Required Consultations by an auditor from a PwC Network Firm outside
of India. Such process must be reviewed and deemed acceptable by the Independent
Monitor.

PW India further undertakes to resolve all Required Consultations in a manner
consistent with PW India policies and procedures prior to the issuance of any opinion,
report, or engagement completion document by PW India.

. Pre-opinion Reviews. PW India undertakes, prior to the issuance of any opinion,
report, or engagement completion document by PW India, to: (i) engage the Global
Engagement Partner, or his or her partner or manager designee, to conduct a review of
any PW India SEC Issuer Referred Engagement Work; and (ii} conduct a Real Time
Review (Paragraph 9) of all SEC Issuer Audits.

4. Ongoing Cooperation. PW India (including its partners, princtpals, officers, agents and

employees) shall cooperate fully with the Commission with respect to this action and any related

15 References in Commission rules and staff guidance and in the federal securities laws to GAAS or to specific
standards under GAAS, as they relate to issuers, should be understood to mean the standards of the PCAOB plus any
applicable rules of the Commission. See Release Nos. 33-8422; 34-49708; FR-73 at http://www.sec.gov/rules/interp
/33-8422 htm.
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. judicial or administrative proceeding or investigation commenced by the Commission or to which
the Commission is a party and subject to compliance with applicable law. PW India agrees that
such cooperation shall include, but is not limited to:

a. Production of Information — at the Commission’s request, upon reasonable notice, and
without subpoena, PW India (including its partners, principals, officers, agents and
employees) shall truthfully and completely disclose all information requested by SEC
staff in connection with the Commission’s investigation, litigation or other proceedings,

“except with respect to information related to clients other than Satyam, which
information shall be produced in response to subpoena or other appropriate legal
process;

b. Production of Documents - at the Commission's request, upon reasonable notice, and
without subpoena, PW India (including its partners, principals, officers, agents and
employees) shall provide any document, record, or other tangible evidence requested
by SEC staff in connection with the Commission’s investigation, litigation or other
proceedings, except with respect to documents related to clients other than Satyam,
which documents shall be provided in response to subpoena or other appropriate legal
process; and

¢. Production of Cooperative Personnel ~ at the Commission's request, upon reasonable
. ' notice, and without subpoena, PW India (including its partners, principals, officers,

agents and employees) shall use its best efforts to secure the attendance and truthful
statements or testimony of any PW India partner, principal, officer, agent, or
employee, excluding any such person who is a party to litigation with the
Comrmission, at any meeting, interview, testimony, deposition, trial, or other legal
proceeding,

The foregoing obligations are subject to PW India’s reservation of rights:

(i) to claim that documents or information requested is subject to attorney-client
privilege or attomey-work-product protection; and '

(i) to seek entry of a confidentiality order as to (aa) sensitive business documents or
information, (bb) sensitive personnel documents or information, or {(cc)
confidential information pertaining to clients other than Satyam.

PW India further agrees that, with respect to this action and any related judicial or
administrative proceeding or investigation commenced by the Commission or to which the
Commission is a party, it will: (i) accept service by email, mail or facsimile transmission of
notices, requests, or subpoenas issued by the Commission for documents or testimony at
depositions, hearings, or trials, or in connection with any related investigation by the
Commission staff {“Commission Service™); (i) appoint PW India’s undersigned attorney as
agent to receive Commission Service; (iii) with respect to Commission Service, waive the
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. territorial limits upon service contained in Rule 45 of the Federal Rules of Civil Procedure and
any applicable local rules, provided that the party requesting the testimony reimburses PW
India’s travel, lodging, and subsistence expenses at the then-prevailing U.S. Government per
diem rates; and (iv) consent to personal jurisdiction over PW India in any United States District
Court for purposes of enforcing any Commission Service.

S. Training and Professional Development. PW India shall evaluate its existing professional
development policy and shall make such revisions deemed necessary in order to adopt, implement,
and enforce written policies and procedures designed to provide its audit professionals with
reasonable training and education to minimize the risk of future violations of Applicable
Professional Standards and United States federal securities laws and regulations. PW India agrees
that such training and education shall include subjects relevant to the audits of SEC Issuer-Related
Audit Engagements. To that end, PW India shall require that all audit professionals complete a
training curriculum in the areas of traditional core audit and accounting, Applicable Professional
Standards, professional skepticism, behavioral change management, technical audit competence,
ethics standards, electronic and hard-copy audit documentation standards (including, as they relate
to PCAOB inspections), acceptable and appropriate third-party confirmation procedures, and other
relevant technical audit training.

a. Training Programs. Prior to March 31,2011 and until the Final Certificate of
Compliance Date, PW India agrees and undertakes to provide annually, two-week
. training programs covering the above-referenced audit topics as well as training and

presentation skills to select PW India audit professionals who thereafter will lead the
training of other PW India audit professionals. After March 31, 2011, only PW India
audit professionals who have successfully completed a two-week training program will
be permitied to lead training of other PW India audit professionals.

b. Mandatory Annual Training. Prior to December 31, 2011 and until the Final Certificate
of Compliance Date, PW India agrees and undertakes to require that all audit
professionals complete an annual three-day program that includes training on the
following topics: (i) audit basics; (ii) new audit and accounting standards; (iii)
emerging issues in the profession; (iv) specific audit and accounting challenges
identified in prior years’ PW India audits; and (v) the role of the engagement quality
reviewer. :

¢. Professional Skepticism Training. Prior to December 31, 2011, PW India agrees and
undertakes to require that all audit professionals complete an ei ght-hour program that
covers acceptable and appropriate professional skepticism and fraud detection. The
course will be offered annually thereafter to new hires, through the Final Certificate of
Compliance Date. '

d. Specialized Training. In addition to the training and education described in Sections
5b. and 5.c., all PW India audit professionals must complete successfully the following
core audit curriculum and specialized training before they commence audit work for

o -




any SEC Issuer Audit or SEC Issuer Referred Engagement Work for financial
statements after March 31, 2011:

(i) Minimum of 24 Hours of’ Audit-Related Training. The audit-related training
" requirement shall address the following topics: (1) assessing risks of material

misstatements and developing responsive audit plans; (2) determining and’
documenting appropriate sampling methods and sample sizes, selecting samples,
and evaluating and documenting results; (3) audit documentation; (4) obtaining and
evaluating sufficient competent evidential matter; (5) acceptable and appropriate
third-party confirmation procedures; (6) professional skepticism and corroboration
of management’s representations; (7) technical audit training; and (8) fraud
detection. Training courses completed after June 2010 shall be credited towards
satisfying the specialized audit training requirements of this Paragraph.

(ii) Minimum of 12 Hours of Specialized Training and Examination. Of the 24 hours
of required audit-related training described above, a minimum of 12 hours shall
involve live training taught by senior audit professionals from PwC Network Firms
outside India, including those who have been seconded to PW India, who are
experienced in auditing SEC Issuers and shall cover U.S. GAAP and PCAOB
Standards. The live training shall be followed by an examination of the topics
covered. PW India audit professionals must complete a minimum of 6 hours of
such live training before they commence audit work for any SEC Issuer Audit or
SEC Issuer Referred Fngagement Work in each subsequent year. '

e. Additional Training Programs. PW India agrees to consult with the Independent

Monitor in designing its training and education program, and to submit to the
Independent Monitor a detailed proposal within 60 days after retention of the
Independent Monitor that describes the content and implementation of the training and
education program. PW India undertakes and agrees to provide such additional training
and workshops for its audit professionals on topics that include, but are not limited to:
IFRS training; additional workpaper documentation standards; behavioral instruction;
audit planning; PW India audit partner and manager supervisory training; audit quality
training for all PW India audit partners; and other training deemed necessary to rectify
deficiencies identified during the Quality Control Management Review and
Engagement Compliance Review programs (described in Paragraph 9). The
Independent Monitor shall review PW India’s proposal describing the content and
implementation of the training and education program; such program must be deemed
not unacceptable to the Independent Monitor.

6. Ethical Code of Conduct and Associated Training. PW India has represented that it has a
Code of Ethical Business Conduct (the “Ethics Code”) that defines standards of behavior for PW
India audit professionals. PW India undertakes to: (a) adopt procedures designed to ensure that
the Ethics Code is disseminated to PW India audit professionals; (b) conduct appropriate ethics
training; (c) review the Ethics Code on a regular basis and update it as needed; (d) adopt an
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. appropriate system of penalties to discourage and punish any violations of the Ethics Code; and (e)
adopt procedures designed to verify, on a regular basis, compliance with the Ethics Code. In
addition, PW India shall provide annual ethics training to PW India audit professionals deemed
most likely to perform SEC Issuer-Related Audit Engagements.

7. Undertakings Concerning Staffing

a  Audit Infrastructure Support. PW India undertakes to increase the size and improve the
expertise of its audit support personnel by adding full-time or full-time equivalent
senior professionals (i.e., managers and above) trained in and knowledgeable about
U.S. GAAP and PCAOB Standards from within PW India and from PwC Network
Firms outside India in all areas of audit support.

b. Engagement Staffing. PW India shall undertake to alter the structure of its engagement
teams on SEC Issuer-Related Audit Engagements. Such measures shall include: (1)
policies and procedures designed to address the detection and resolution of potential
issues concerning the quality of audit work performed by senior audit professionals; (i1)
policies and procedures designed to ensure the QRP’s role is in compliance with
PCAOB Auditing Standard No. 7; (iii) greater emphasis on partner and manager time
and attention; (iv) regular coaching of junior audit professionals by experienced senior
audit professionals; and (v) as indicated below, recruitment of client service partners
. and other senior audit professionals from PwC Network Firms outside India to increase

the size and improve the expertise of PW India’s audit personnel.

¢ Secondment. PW India undertakes to increase the number of senior audit professionals
seconded from PwC Network Firms outside India that are trained in and knowledgeable
about U.S. GAAP and PCAOB Standards who will, among other responsibilities, be
involved in the training of PW India audit professionals most likely to perform SEC
Issuer-Related Audit Engagements. PW India also shall initiate an audit engagement
exchange program for junior audit professionals to and from PW India with a
particularized focus on the performance of integrated audit procedures on the financial
statements of clients affiliated with an SEC Issuer.

8. Undertakings Concerning Audit Quality Management System. Prior to December 31,
2011, PW India shall revise as may be necessary, and then engage in steps to implement and
enforce, such policies and procedures so as to provide reasonable assurance that PW India will
comply with its obligations under professional, regulatory and firm requirements with respect to
SEC Issuer-Related Audit Engagements. To that end, PW India agrees and undertakes to provide
to the Independent Monitor for review and recommendation, its policies and procedures, including
evidence of their implementation, concerning the following:

a. Completion of Planning Prior to the Commencement of Audit Fieldwork. Such
. policies and procedures shall provide reasonable assurance that, prior to the
. commencement of any significant audit procedures: (i) workpapers identify all
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. significant risks requiring additional testing; (i1) workpapers identify all significant
accounts and disclosures and their relevant assertions; (iii) workpapers document the
risks of material misstatements, and that the planned nature, timing, and extent of
testing are finalized and reviewed and approved by the Lead Partner, and, when
appropriate, the QRP; and (iv) workpapers are taitored to address identified risks of
material misstaternent.

b. Third-Party Confirmations. Such policies and procedures shall be designed to provide
reasonable assurance that all audit personnel perform third-party confirmation
procedures in compliance with PCAOB Standards.

c. Consultations. Such policies and procedures shall set forth consultation procedures and
documentation requirements regarding procedures for external review of PW India
National Office Required Consultations, as well as for the resolution of such
consultations.

d. Documentation. Such policies and procedures shall be designed to provide
reasonable assurance that PW India’s SEC Issuer-Related Audit Engagements comply
with Auditing Standard No. 3, Audit Documentation. Such procedures shall
emphasize that documentation must be prepared in sufficient detail for an
experienced auditor, without prior knowledge of the engagement, to be able to
reperform the work and require that any additions made after the documentation

. date'® must identify the date the information was added, the name of the person who
prepared the additional documentation, and the reason for adding it. Additionally,
PW India shall adopt a policy making it mandatory that a Lead Partner on an SEC
Issuer-Related Audit Fngagement review each audit area desi gnated by the
engagement team as having a significant risk of material misstatement (whether due
to fraud or error) for compliance with both PCAOB Standards and related rules and
firm policies and procedures.

e. Detection and Reporting of lllegal Client Activity (“Section 10A Compliance™).
Such policies and procedures shall be designed to provide reasonable assurance that
PW India complies with Section 10A of the Securities Exchange Act of 1934, as
amended, including without limitation, for each audit subject to Section 10A,
procedures designed to provide reasonable assurance of detecting illegal acts that
would have a direct and material effect on the determination of financial statement

16 pCAOB Auditing Standard No. 3, Paragraph 15, states, “A complete and final s¢t of audit documentation should
be assembled for retention as of a date not more than 45 days after the report release date (documentation
completion date). If a report is not issued in connection with an engagement, then the documentation completion
date should not be more than 45 days from the date that fieldwork was substantially completed. If the auditor was
unable to complete the engagement, then the documentation completion date should not be more than 45 days from

the date the engagement ceased.”




. ' . amounts, and to comply with all requirements under the standards of the Commission,
the PCAOB, and Section 10A to evaluate and report suspected illegal acts.

f  Engagement Quality Control. Such policies and procedures shall be designed to
provide reasonable assurance that PW India complies with the PCAOB’s Auditing
Standard No. 7, Engagement Quality Review.

g Audit Opinions. Such policies and procedures shall be designed to provide
reasonable assurance that the firm signing the audit report or opinion for an SEC
Issuer-Related Audit Engagement shall uniquely identify itself by, at a minimum, its
PCAOB-registered name, and the location of the registered office.

9. Audit Quality Environment

a. Real Time Reviews. From the date of this Order through at least the Interim Certificate
of Compliance Date, PW India shall engage senior audit professionals from PwC
Network Firms outside India with experience in both U.S. GAAP and PCAOB
Standards to lead pre-opinion reviews of certain SEC Issuer-Related Audit
Engagements (“Real Time Reviews”). All SEC Issuer Audits and a sample of other
SEC Issuer-Related Audit Engagements, including at least one other SEC Issuer-
Related Audit Engagement for each partner serving as Lead Partner on such an
engagement, shall be subject to a Real Time Review each year. These reviews shall be

. designed to identify areas for improvement and to provide support to PW India audit
engagement teams working on SEC Issuer-Related Audit Engagements. SEC Issuer
Referred Engagement Work is subject to the pre-optnion reviews described in
Paragraph 3(d) and shall be excluded from the Real Time Reviews.

b. Engagement Compliance Review. PW India shall engage senior audit professionals
from PwC Network Firms outside India with experience in both U.S. GAAP and
PCAOB Standards to review selected, completed PW India SEC Issuer-Related Audit
Engagement workpapers as part of the ECR program in order to assess PW India’s
compliance with Applicable Professional Standards. The Independent Team Leader
(“ITL”) will select the engagements for review, which selection shall be part of the
ECR planning and scope subject to review and recommendation by the Independent
Monitor. As part of their engagement by PW India, these senior audit professionals
shall develop an engagement quality review program designed to measure and assess
compliance with Applicable Professional Standards and PW India partner performance
on SEC Issuer-Related Audit Engagements through annual post-opinion evaluations of
selected SEC Issuer-Related Audit Engagements. The ECR program wiil also identify
remedial needs on an ongoing basis. As described further in Paragraph 10, the planning
and scope of the ECR program shall incorporate recommendations made by the
Independent Monitor. The ECR program shall be overseen by an ITL experienced in
U.S GAAP and PCAOB Standards and will continue on an annual basis until the Final
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Certificate of Compliance Date. All SEC Issuer Audits and SEC Issuer Referred
Engagement Work shall be included as part of the annual ECR.

Quality Control Management Review. PW India shall engage senior audit
professionals from PwC Network Firms outside India experienced in PCAOB
Standards to devise and implement a quality control review program to measure and
assess whether, and to what extent, PW India has in place systems, policies, and
procedures to provide reasonable assurance that its audit personnel comply with
applicable professional standards and PW India’s standards of quality as defined by
PCAOB Quality Control Standards” when performing work on SEC Issuer-Related
Audit Engagements (herein refeired to as “Quality Control Management Review or
“QCMR”)." As described further in Paragraph 10, PW India’s QCMR program shail
include an annual review of completed audit work measured against a senies of key
performance indicators that shall be developed, assessed, and updated on an ongoing
basis. The planning and scope of the QCMR shall be overseen by the ITL and shall
incorporate recommendations made by the Independent Monitor. The QCMR program
shall continue on an annual basis until the Final Certificate of Compliance Date.

10. Undertakings Related to Reporting Requirements and the Role of the Independent Monitor

a. Independent Monitor Selection and Retention. PW India shall retain and pay for an

independent third-party not unacceptable to PCAOB staff and Commission staff who
has experience with public company reporting in the United States and is
knowledgeable in Applicable Professional Standards ("Independent Monitor™) to
review PW India’s compliance with the undertakings set forth in this Order. Within
60 days after the entry of this Order, PW India shall submit to PCAOB staff and
Commission staff a proposal setting forth the identity, qualifications, and proposed
terms of retention of the Independent Monitor. PW India may not retain as the
Independent Monitor any individual or entity that has provided legal, auditing, or other
services to, or has had any affiliation with, Satyam, PwC IL, or any PwC Network Firm
during the prior two years.

PW India agrees that its engagement agreement with the Independent Monitoer shall
require the Independent Monitor to agree that, for the period of engagement and for a

17 References to “PCAOB Quality Control Standards” throughout this Order mean, collectively, QC Sec. 20, System
of Quality Control for a CPA Firm's Accounting and Auditing Practice; QC Sec. 30, Monitoring a CPA Firm's
Accounting and Auditing Practice; QC Sec. 40, The Personnel Management Element of a Firm's System of Quality
Control-Competencies Required by a Practitioner-in-Charge of an Attest Engagement; all amendments thereto, and
any subsequently enacted related standards of the PCAOB.

'8 Staff recognizes that, subject to review and recommendation of the Independent Monitor, PW India also may
develop procedures and measurements designed to review and evaluate the firm’s quality control compliance with
International Standard on Quality Control 1, which PW India represents may prove relevant in determining PW

India’s overall quality control environment.
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period of two years from completion of the engagement, the Independent Monitor shall
not enter into any employment, consultant, attorney-client, auditing, or other
professional relationship with Satyam, PwC IL, or any PwC Network Firm, or any of
their present or former affiliates, directors, officers, employees, or agents acting in their
capacity as such, and shall require that any firm with which the Independent Monitor is
affiliated or of which the Independent Monitor is a member, or any person engaged to
assist the Independent Monitor in performance of the Independent Monitor's duties
under this Order not, without prior written consent of the PCAOB staff and
Commission staff, enter into any employment, consultant, attormney-client, auditing, or
other professional relationship with Satyam, PwC IL, or a PwC Network Firm, or any
of their present or former affiliates, directors, officers, employees, or agents acting in
their capacity as such for the period of the engagement and for a period of two years
after the engagement.

The term of the Independent Monitor shall expire upon the Final Certificate of
Compliance Date. PW India shall not have the authority to terminate the Independent
Monitor before the Final Certificate of Compliance Date without the prior written
approval of the PCAOB staff and the Commission staff.

Role and Responsibilities Overview. As set forth in this Order, the Independent
Monitor’s roles and responsibilities shall include: (i) pre-appointment review of new
members of PW India’s Assurance Leadership Team and Lead Partners on SEC Issuer
Audits — such individuals shall not be unacceptable to the Independent Monitor; (i)
approving the appointment of the ITL; (ifi) reviewing and recommending revisions to
the audit Quality Management System policies and procedures of PW India; (iv)
reviewing and recommending revisions to PW India’s ECR and QCMR programs and
compliance work plans; (v) reporting upon PW India’s progress after review and
evaluation of PW India’s semi-annual and annual reports set forth herein; (vi) assessing
and recommending remedial steps deemed necessary to correct any deficiencies
identified in the semi-annual and annual reports; (vii) preparing an annual written
report concerning PW India’s progress in implementing the undertakings; (viii) making
findings as set forth in Paragraphs 11 and 12; and (ix} taking such reasonable steps as,
in his or her view, may be necessary to fulfill his or her obligations set forth in this.
Order.

Monitoring Compliance with Undertakings. Within 60 days after retention of an
Independent Monitor, PW India shall submit to the Independent Monitor a work plan .
that describes the manner in which PW India intends to set forth quantifiable goals in
which it may measure its ongoing implementation of, and compliance with, the
undertakings set forth in this Order. PW India undertakes to permit the Independent
Monitor 30 days to make recommendations to its work plan and agrees to make a
good faith effort to address and incorporate all such recommendations. PW India
shall work cooperatively with the Independent Monitor to resolve any disagreements
to the satisfaction of the Independent Monitor. If a matter that the Independent
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Monitor believes is within his or her responsibility cannot be resolved, at the request of
the Independent Monitor, PW India shall promptly provide written notice to the
Independent Monitor and the PCAOB staff and Commission staft. Any disputes
between PW India and the Independent Monitor with respect to the work plan shall be
decided by the PCAOB staff and the Commission staff, and PW India shall abide by
their decision.

For the period from the effective date of this Order to the Final Certificate of
Compliance Date, PW India agrees and undertakes periodically, at no less than six-
month intervals, to provide a written report to the Independent Monitor regarding PW
India’s progress regarding the implementation of, and compliance with, the
undertakings set forth in this Order. On an annual basis, PW India shall provide the
Independent Monitor with a written report that explains the circumstances
surrounding any faiture to meet specific quantifiable goals set forth in the work plan
(as well as the specific audit involved, if any) and shall provide a detailed description
of what steps, if any, PW India has taken and shall take to remedy any such failure.
PW India’s follow-up reviews shall incorporate comments provided by the
Independent Monitor on PW India’s prior reviews and reports. As part of PW India’s
compliance with the undertakings set forth in this Order, the Independent Monitor
shall also assess and report annuatly to PCAOB staff and Commission staff whether
PW India is complying with the undertaking regarding SEC Issuer Audits and SEC
Issuer Referred Engagement Work (Paragraphs 2 and 3).

. Monitoring Compliance with PW India’s Quality Contro] Management Review and

Engagement Compliance Review. Within 60 days after retention of an Independent
Monitor, PW India undertakes to engage the ITL to submit to the Independent Monitor
the QCMR and ECR proposed plans.

PW India agrees and undertakes that, until the Final Certificate of Compliance Date,
the ITL and the two individuals with direct responsibility for the QCMR and ECR (the
“Review Team Leaders™) shall be senior audit professionals from a PwC Network Firm
outside India with experience in U.S. GAAP and PCAOB Standards that have not
participated in any quality review of PW India prior to September 2010. The ITL must
be approved by the Independent Monitor and deemed not unacceptable to both PCAOB
staff and Commission staff.

PW India undertakes to engage the ITL to permit the Independent Monitor 60 days to
make recommendations to its QCMR and ECR proposed plans and engage the ITL to
make a good faith effort to incorporate all such recommendations. PW India shatl
engage the ITL to work cooperatively with the Independent Monitor to resolve any
disagreements to the satisfaction of the Independent Monitor. If the matter cannot be
resolved, at the request of the Independent Monitor, PW India, through the ITL, shall
promptly provide written notice to the Independent Monitor and the PCAOB staff and
Commission staff. Any disputes between PW India or the ITL and the Independent
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Monitor with respect to the QCMR and ECR proposed plans shall be decided by the
PCAOB staff and the Commission staff, and their decision shall be final.

(i) Quality Control Management Review Reports. For the period from the effective
date of this Order to the Final Certificate of Compliance Date, PW India agrees and
undertakes to provide, through the ITL, an annual written report to the Independent
Monitor that assesses — and provides documented and supportable findings — as to
whether, and to what extent, there is reasonable assurance that PW India’s quality
controls with respect to SEC Issuer-Related Audit Engagements are in compliance with
PCAOB Quality Control Standards. PW India shall undertake follow-up reviews each
year until the Final Certificate of Compliance Date, incorporating comments provided
by the Independent Monitor on PW India’s prior reviews and reports, to further
monitor and assess PW India’s quality controls.

(if) Engagement Compliance Review Reports. For the period from the effective date
of this Order to the Final Certificate of Compliance Date, PW India agrees and
undertakes to provide, through the ITL, an annual written report to the Independent
Monitor that assesses and provides documented and supportable findings as to
whether, and to what extent, PW India’s audits of SEC Issuer-Related Audit
Engagements are compliant with Applicable Professional Standards.” Such
assessments and findings shall include, but not be limited to, documents sufficient to
support the results developed from all engagement reviews from which the report is
based. PW India shall undertake follow-up reviews each year until the Final
Certificate of Compliance Date, incorporating comments provided by the Independent
Monitor on PW India’s prior reviews and reports, to further monitor and assess PW
India’s engagement quality.

(iii) Independent Monitor Annual Report. Within 90 days of receiving the ECR or
QCMR report, whichever is later, and for the period from the effective date of this
Order to the Final Certificate Date, the Independent Monitor shall prepare an annual
report (“IM Report™) that assesses whether the QCMRs and ECRs were conducted
according to reasonable procedures and indicates whether the Independent Monitor
supports the findings and conclusions set forth in the QCMR and ECR reports. The
Independent Monitor may extend the time period for the IM Report for up to thirty
calendar days upon prior written notice to PW India, PCAOB staff, Commission staff,
and the ITL. Within 30 days of receiving the IM Report, PW India may prepare a
written response to the IM Report. If the Final Certificate of Compliance does not take
effect within three years of the date of this Order, each IM Report thereafter shall
include an assessment regarding whether, and to what extent, PW India continues to -
make substantial progress toward satisfying the undertakings set forth in this Order.

' The ITL may opt to issue a single, aggregate report that covers the annual results of both the QCMR and the ECR.
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(iv) Remedial Measures Resulting from Annual Review Reports. To the extent that
the annual ECR and QCMR reports, or the resulting IM Report, identify deficiencies or
instances of non-compliance with respect to the standards articulated therein, PW India
shall submit to the Independent Monitor a Remedial Plan within 60 days of its receipt
of the IM Report. PW India shall permit the Independent Monitor 30 days to make -
recommendations to the remedial plan. PW India shall require the ITL to consult with
the Independent Monitor and make a good faith effort to incorporate the remedial plan
recommendations into the subsequent period’s ECR and QCMR, as appropriate and
PW India shall require the ITL to work cooperatively with the Independent Monitor
to resolve any disagreements to the satisfaction of the Independent Monitor. If the
matter cannot be resolved, at the request of the Independent Monitor, PW India,
through the ITL, shall promptly provide written notice to the Independent Monitor and
the PCAOB staff and Commission staff. Any disputes between the ITL and the
Independent Monitor with respect to the remedial plan shall be decided by the PCAOB
staff and the Commission staff, and their decision shall be final.

e. Reporting Requirements. PW India’s Assurance Leader shall sign all QCMR, ECR,
and Remedia! Plan reports, attesting that he or she has read and understood their
content and certifying satisfaction with any undertakings addressed, findings reached,
and remedial steps required in the reports. PW India shall provide copies of all
written reports described in this Paragraph to the appropriate PCAOB staff and
Commission staff designees no later than 10 days from the date of completion.

f Documentation Requirements. PW India agrees and undertakes to prepare and
preserve a copy of all written plans, reports, and responses in connection with the
undertakings set forth in this Order. In addition, PW India shall maintain sufficient
documentation to provide a clear undertaking of its purpose, sources of support, and
conclusions that form the basis of all reports set forth in this Order. PW India agrees
and undertakes that all such documentation shall be made available to the
Independent Monitor and, upon reasonable request, to PCAOB staff and Commission
staff. All such documentation will be retained for two years following the Final
Certification of Compliance Date.

11. Interim Certificate of Compliance. Upon a finding by the Independent Monitor that PW
‘India: (i) has developed an acceptable process for the review of Required Consultations
(Paragraph 3.c.) for SEC Issuer Audits by an auditor experienced in U.S. GAAP and PCAOB
Standards from a PwC Network Firm outside India; (ii) has demonstrated significant progress
toward completion of the undertakings set forth in this Order; and (iii) has evidenced reasonable
assurances from the QCMRs and ECRs that there are no significant deficiencies or instances of
material non-compliance with respect to an SEC Issuer Audit or SEC Issuer Referred
Engagement Work completed and reviewed for the previous fiscal year, PW India’s Assurance
Leader shall certify in writing that it has satisfied each of the above specified conditions
(“Interim Certificate of Compliance”). The Interim Certificate of Compliance shall identify each
of the relevant reports in which PW India demonstrated written evidence of satisfaction in the
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forin of a narrative supported by exhibits sufficient to demonstrate compliance. The Interim
Certificate of Compliance and supporting material shall be submitted to the appropriate
Commission Division of Enforcement and PCAOB Division of Enforcement designee (the
“Designees”). Upon receipt of the Interim Certificate of Compliance and any supporting
material that the ITL and Independent Monitor deem necessary to support that Certificate, the
Designees may make reasonable requests for further documents evidencing compliance and PW
India agrees to provide the requested documents to the Designees and the Independent Monitor.
Within the earlier of 30 days of receipt of the requested documents or 120 days after receipt of
the Interim Certificate of Compliance, the Independent Monitor must either affirm or withdraw
his or her initial findings regarding the Interim Certificate of Compliance in writing, a copy of
which shall be provided to PW India, the ITL, and the Designees. The Interim Certificate of
Compliance takes effect upon confirmation by both Designees that they have received the
Independent Monitor’s affirmation of findings in writing (“Interim Certificate of Compliance
Date™), but in any event the Interim Certificate of Compliance Date shall not be before March
31, 2012.

12. Final Certificate of Compliance. Upon findings by the Independent Monitor that: (i) PW
India has complied with the undertakings set forth in this Order; (i) PW India has evidenced
reasonable assurance that its quality controls in place for SEC Issuer-Related Audit Engagements
are in compliance with PCAOB Quality Control Standards; and (ii1) PW India has evidenced
reasonable assurances that there are no significant deficiencies or instances of material non-
compliance with respect to all of the SEC Issuer-Related Audit Engagements completed and
reviewed for the previous two fiscal years, PW India’s Assurance Leader shall certify in wnting
that it has satisfied each of the above specified conditions (the “Final Certificate of
Compliance”). The Final Certificate of Compliance shall identify each of the relevant reports in
which the Independent Monitor has found that PW India demonstrated written evidence of
compliance in the form of a narrative supported by exhibits sufficient to demonstrate
compliance. The Final Certificate of Compliance and supporting material shall be submitted to
the Designees. Upon receipt of the Final Certificate of Compliance and the relevant reports, the
Designees may make reasonable requests for further documents evidencing compliance and PW
India shall provide the requested documents to the Designees and the Independent Monitor.
Within the earlier of 60 days of the Designees’ receipt of the requested documents or 120 days
after the Designees’ receipt of the Final Certificate of Compliance, the Independent Monitor
must either affirm or withdraw his or her initial findings regarding the Final Certificate of
Compliance in writing, a copy of which shall be provided to PW India, the ITL, and the
Designees. The Final Certificate of Compliance takes effect upon confirmation by both
Designees that they have received the Independent Monitor’s affirmation of findings in writing.
(“Final Certificate of Compliance Date™).

13. PCAOB Inspections. PW India shall provide to the Independent Monitor inspection
comment forms and responses and draft and final inspection reports pertaining to all PCAOB
inspections of PCAOB-registered PW India firms that may occur from the date of this Order to
the Final Certificate of Compliance Date. The goal of this undertaking is to provide the
Independent Monitor with an opportunity to review and identify any criticisms or potential
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defects in PW India’s quality control system that would indicate PW India has failed to evidence
reasonable assurance that its quality controls in place for SEC Issuer-Related Audit Engagements
are in compliance with PCAOB Quality Control Standards. If the Independent Monitor
concludes that the results of a PCAOB inspection of a PCAOB-registered PW India firm are
inconsistent with his or her findings made in connection with Paragraph 12, the Final Certificate
of Compliance Date will not take effect until the Independent Monitor provides a written report
to PW India, the ITL, and the Designees that explains how the Independent Monitor has
reconciled any such inconsistencies to his or her satisfaction.

14. From the date of this Order and until the Final Certificate of Compliance Date, PW India
agrees and undertakes that its Shared Service Center Engagements shall be subject to the
following conditions: (a) all workpapers prepared by PW India shall be provided to the Global
Engagement Partner or his or her designee; (b) the Global Engagement Partner shall engage a
senior audit professional from a PwC Network Firm outside India to oversee and control the
execution of the Shared Service Center Engagement; and (c) the Global Engagement Partner
shall assume all responsibility for the Shared Service Center Engagement. The term “Shared
Service Center” shall mean an outsourcing facility that is a component of, or a third-party vendor
to, an SEC Issuer and which operates, controls, and processes the SEC Issuer’s group financial
transactions. The term “Shared Service Center Engagement* shall mean an audit engagement in
which the Global Engagement Partner for an SEC-issuer group that is audited by a PwC Network
Firm instructs PW India to audit the controls and processing of group financial transactions by a
Shared Service Center. Where PW India audits a Shared Service Center’s own financial
statements and that engagement meets the definition of SEC Issuer Referred Engagement Work,
such engagemenf shall be subject to the limitations on acceptance of SEC Issuer Referred
Engagement Work set forth in Paragraph 2 and the Interim Conditions set forth in Paragraph 3.

In determining whether to accept the Offer, the Commission has considered these
undertakings. PW India agrees that if the Division of Enforcement believes that PW India has
not satisfied these undertakings within a reasonable time, the Division of Enforcement may
petition the Commission to reopen the matter to determine whether additional sanctions are
appropriate. ‘

1v.

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

Accordingly, pursuant to Sections 4C, 21B(a)(2)(B) and 21C of the Exchange Act, and
Rule 102(e)(1)(ii) of the Commission’s Rules of Practice, it is hereby ORDERED, effective
immediately, that:

A. Respondents shall cease and desist from committing or causing any violation and any
future violation of Section 10A(a) of the Exchange Act and from causing any
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violation and any future violation of Sections 13(a) and 13(b}(2)(A) of the Exchange
Act and Rules 12b-20, 13a-1, and 13a-16 thereunder;

. Respondents shall, within 45 days of the entry of this Order, pay a civil money
penalty in the amount of $6 million to the Securities and Exchange Commission. If
the payment is not made by the date the payment is required by this Order, the entire
outstanding balance of civil penalties, plus any additional interest accrued pursuant to
31 U.S.C. 3717, shall be due and payable immediately, without further application.
Payment shall be: (A) made by wire transfer, United States postal money order,
certified check, bank cashier's check or bank money order; (B} made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of
Financial Management, Securities and Exchange Commission, Operations Center, 6432
General Green Way, Alexandria, VA 22312-0003; and (D) submitted under a
notification that identifies Lovelock & Lewes, Price Waterhouse, Bangalore, Price
Waterhouse & Co., Bangalore, Price Waterhouse Calcutta, and Price Waterhouse &
Co., Calcutta as the Respondents in these proceedings as well as the file number of
these proceedings. Respondents shall simultaneously transmit a copy of such payment
and notification to Cheryl J. Scarboro, Chief, Foreign Corrupt Practices Act Unit,
Diviston of Enforcement, 100 F Street N.E., Washington, DC 20549-5030.
Respondents will cooperate with the staff of the Commission to obtain evidence of
receipt of the payments set forth herein.

. Pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, a Fair Fund is created
for the penalties referenced in Paragraph B above. Regardless of whether any such
Fair Fund distribution is made, the civil penalty shall be treated as a penalty paid to the
government for all purposes, including all tax purposes. To preserve the deterrent
effect of the civil penalty, Respondents agree that they shall not, after offset or
reduction of any award of compensatory damages in any Related Investor Action based
on Respondents’ payment of a civil penalty in this proceeding, argue that they are
entitled to, nor shall they further benefit by offset or reduction of any part of such
compensatory damages award by the amount of any part of Respondents’ payment of a
civil penalty in this proceeding ("Penalty Offset"). If the court in any Related Investor
Action grants such a Penalty Offset, Respondents agree that they shall, within 30 days
after entry of a final order granting the Penalty Offset, notify the Commission's counsel
in this proceeding and pay the amount of the Penalty Offset to the United States
Treasury or to a Fair Fund, as the Commission directs. Such a payment shall not be
deemed an additional civil penalty and shall not be deemed to change the amount of the
civil penalty imposed in this proceeding. For purposes of this paragraph, a "Related
Investor Action” means a private damages action brought against any or all
Respondents by or on behalf of one or more investors based on substantially the same
facts as alleged in this Order instituted by the Commission in this proceeding.

. Respondents are censured pursuant to Rule 102(e)(1)(ii} of the Commission’s Rules
of Practice; and
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E. Respondents shall comply with the undertakings enumerated in Section IIL.H. above.

By the Commission.

Elizabeth M. Murphy
Secretary

il M. Peterson
Assistant Secretary
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ADMINISTRATIVE PROCEEDING
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In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
Cot PROCEEDINGS PURSUANT TO RULE
MARC E. BERCOON; : 102(¢) OF THE COMMISSION’S RULES OF
: : PRACTICE, MAKING FINDINGS, AND
‘Respondent. : IMPOSING REMEDIAL SANCTIONS

I

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Marc E.
Bercoon (“Respondent” or “Bercoon”) pursuant to Rule 102(e)(3)(i) of the Commission’s Rules of
Practice.’

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

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any . . . attorney, [or]
accountant . . . who has been by name . . . permanently enjoined by any court of competent
jurisdiction, by reason of his or her misconduct in an action brought by the Commission, from
violating or aiding and abetting the violation of any provision of the Federal securities laws or of
the rules and regulations thereunder. :
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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 I11.3. below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(*Order™), as set forth below.

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

1. Marc E. Bercoon, 50, has been an attorney who was licensed to practice law
in the State of Illinois until 2008, and has held himself out as a Certified Public Accountant, or as
having passed the CPA examination. Bercoon has held various positions with public companies,
including General Counsel and Secretary of one public company from February 1993 to February
1994, and Senior Vice President beginning in February 1994; Chief Financial Officer and
President of another public company from February 28, 2005, to April 28, 2005, and from April
28, 2005, to June 6, 2006, respectively; and Assistant Secretary for a third public company as of
March 25, 2005.

2. LADP Acquisition, Inc. (‘LADP”) is a Delaware corporation located in
Atlanta, Georgia. Bercoon exercised control over this company. On January 8, 2010, the State of
Pennsylvania issued a cease and desist order against LADP to halt the unregistered offering of
LADP shares. LADP has no business operations.

3. On February 11, 2011, a Judgment was entered against Bercoon,
permanently enjoining him from future violations of Sections 5(a), 5(c) and 17(a) of the Securities
Act of 1933 and Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5 thereunder
in the civil action entitled Securities and Exchange Commission v. LADP Acquisition, Inc. et al.,
Civil Action Number CV10-6835, in the United States District Court for the Central District of
California. Bercoon was also ordered to pay disgorgement of ill-gotten gains, prejudgment
interest, and a civil money penalty to be determined by the Court upon motion by the Commission.

4. The Commission’s complaint alleged, among other things, that Bercoon
participated in a fraudulent securities offering pursuant to which at least $3.2 million was raised
from at least 110 investors nationwide, from mid-2009 through the present. Investors were cold-
called and offered and sold shares in L.A. Digital Post, Inc. (“L.A. Digital”), a television and film
production company with offices in Los Angeles and New York, purportedly to grow the business
of L.A. Digital. Bercoon directly and indirectly falsely told investors that L..A. Digital would
conduct an initial public offering of its stock within two to six months, and that its shares would

2




soon trade on the New York Stock Exchange or the American Stock Exchange. In fact, Bercoon
and others employed a “bait-and-switch” scheme whereby purchasers of the shares received stock
certificates stating that they own shares in LADP, rather than in L.A. Digital. No public offering
of L.A. Digital stock has occurred. Moreover, Bercoon has not distributed any monies raised in
the LADP offering to L.A. Digital. Instead, Bercoon, who is one of the individuals who controls
LADP’s bank accounts, participated in the misappropriation for his and his co-defendant’s own
use and the use of other companies they control of at least $874,289 of the $3.2 million in investor
funds raised. :

IV.

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

Accordingly, it is hereby ORDERED, effective immediately, that Bercoon is suspended
from appearing or practicing before the Commission as an attorney or accountant.

Elizabeth M. Murphy
Secretary

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

SECURITIES EXCHANGE ACT OF 1934
Release No. 64190 / April 5, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3260 / April 5, 2011
¢
ADMINISTRATIVE PROCEEDING
File No. 3-14323

In the Matter of ORDER INSTITUTING PUBLIC
| ADMINISTRATIVE PROCEEDINGS AND
MICHAEL C. PATTISON, IMPOSING TEMPORARY SUSPENSION
CPA PURSUANT TO RULE 102(e)(3) OF THE

COMMISSION’S RULES OF PRACTICE
~ Respondent.

L.

The Securities and Exchange Commission (“Commission”™) deems it appropriate and in the
. public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Rule 102(6){3)] of the Commission’s Rules of Practice against Michael C. Pattison (“Respondent™
or “Pattison™). '

Rule 102(e)(3)(1) provides, in relevant part, that:

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




IL
The Commission finds that:
A. RESPONDENT
1 Pattison, age 46, is and has been a certified public accountant (“CPA”™)

licensed to practice in the State of California. From January 2000 to July 2005, Respondent served
as the Controller of Embarcadero Technologies, Inc. (“Embarcadero™), a San Francisco software
company. Prior to joining Embarcadero, from 1987 until 1998, Respondent worked as an
accountant at a series of San Francisco accounting firms.

B.  CIVIL INJUNCTION

2. On February 23, 2011, the United States District Court for the Northern
District of California entered an amended final judgment against Respondent. SEC v. Paftison,
C-08-4238 EMC (N.D. Cal.). The final judgment, as amended, followed a jury trial in which the
jury found that Respondent violated Section 13(b}(5) of the Securities and Exchange Act of 1934
(“Exchange Act™), and Exchange Act Rule 13b2-1.

3. The final judgment, as amended, among other things, permanently enjoins
Respondent from future violations, direct or indirect, of Section 13(b)(5) of the Exchange Act and
Exchange Act Rule 13b2-1. It also requires Respondent to pay disgorgement, including
prejudgment interest thereon, in the total amount of $74,446, and to pay a civil penalty in the
amount of $50,000.

4, The Commission’s complaint alleged, among other things, that from at least
2000 through 2005, Respondent intentionally falsified numerous books, records, and accounts in
connection with the backdating of stock options granted to Embarcadero’s employees. It further
alleged that Respondent knowingly circumvented Embarcadero’s internal accounting controls in
order to avoid recording compensation expenses related to the backdated, in-the-money stock
options, during the same time period.

III.

Based upon the foregoing, the Commission finds that a court of competent jurisdiction has
permanently enjoined Respondent, a CPA, from violating the federal securities laws within the
meaning of Rule 102(e)(3)(1)(A) of the Comimission’s Rules of Practice. In view of these findings,
the Commission deems it appropriate and in the public interest that Respondent be temporarily
suspended from appearing or practicing before the Commission.

IT IS HEREBY ORDERED that Respondent be, and hereby is, temporarily suspended
from appearing or practicing before the Commission. This Order shall be effective upon service
on the Respondent.




I'T IS FURTHER ORDERED that Respondent may within thirty days after service of this
Order file a petition with the Commission to lift the temporary suspension, If the Commission
within thirty days after service of the Order receives no petition, the suspension shall become
permanent pursuant to Rule 102(e)(3)(ii).

If a petition is received within thirty days after service of this Order, the Commission shall,
within thirty days after the filing of the petition, either lift the temporary suspension, or set the
matter down for hearing at a time and place to be designated by the Commission, or both. Ifa
hearing is ordered, following the hearing, the Commission may lift the suspension, censure the
petitioner, or disqualify the petitioner from appearing or practicing before the Commission for a
period of time, or permanently, pursuant to Rule 102(e)(3)(iii).

This Order shall be served upon Respondent personally or by certified mail at his last
known address.

By the Commission.

Elizabeth M. Murphy
Secretary

| M. Peterson
Agsistant Secratary

By:



UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64218 / April 6, 2011

INVESTMENT COMPANY ACT OF 1940
Release No. 29624 / April 6, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14324

In the Matter of _
ORDER INSTITUTING
Capital Financial Services, ADMINISTRATIVE AND CEASE-AND-
Inc. and Brian W. Boppre DESIST PROCEEDINGS PURSUANT
TO SECTIONS 15(b) AND 21C OF THE
Respondents. SECURITIES EXCHANGE ACT OF

1934, AND SECTION 9(b) OF THE
INVESTMENT COMPANY ACT OF
1940

L

The Securities and Exchange Commission (“Commission”) deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Sections 15(b) and 21C of the Securities Exchange
Act of 1934 (“Exchange Act”) and Section 9(b) of the Investment Company Act of 1940
(“Investment Company Act™) against Capital Financial Services, Inc. (“Capital Financial”)
and Brian W. Boppre (“Boppre”) (collectively “Respondents™).

1L
After an investigation, the Division of Enforcement alleges that:

A. RESPONDENTS

1. Capital Financial is a wholly owned subsidiary of Capital Financial
Holdings, Inc., and has been registered with the Commission and a member of the NASD
(now FINRA) since 1980. Capital Financial operates as a general securities broker-dealer
and is headquartered in Minot, North Dakota. Capital Financial has a network of
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approximately 273 offices housing over 332 registered representatives. The majority of
Capital Financial’s revenue is generated from the sale of mutual funds, variable insurance
products, and private placements.

2. Boppre, age 47, was the president and a registered principal at
Capital Financial until July 2010. Boppre resides in Minot, North Dakota.

B. OTHER RELEVANT ENTITIES AND INDIVIDUALS

1. Provident Royaltles, LLC (“Provident™) was a Delaware limited
hablllty company with its principal offices in Dallas, Texas. Provident purportedly
invested in oil and gas extraction interests through a group of 23 affiliated entities
(collectively the “Provident Rule 506 Entities™). Provident is a beneficial owner in each of
the Provident Rule 506 Entities. On June 22, 2009, Provident and 26 affiliated entities filed
a voluntary petition for Chapter 11 bankruptcy in the United States Bankruptcy Court for
the Northern District of Texas. Provident is currently in receivership

2. Provident Asset Management, LLC (“PAM”) was a Delaware
limited liability company which was registered with the Commission as a broker-dealer
since March 9, 2004. PAM was the managing broker-dealer for the Provident offerings
and exclusively sold the Provident Rule 506 Entity offerings. Capital Financial entered
into a selling agreement with PAM for each Provident offering. FINRA expelled PAM
from membership on March 18, 2010. PAM is currently in receivership. :

3. Provident Rute 506 Entities (“Provident offerings”) were a series of
companies which have effected private placements claiming exemption from registration of
the offered securities under Rule 506 of Regulation D. The offerings sold by Capital
Financial included the following companies: Provident Energy 1, LP; Provident Energy 2,
L.P; Provident Energy 3, LP; Shale Royalties 11, Inc.; Shale Royalties 3, LLC; Shale
Royalties 4, Inc.; Shale Royalties 5, Inc.; Shale Royalties 6, Inc.; Shale Royalties 7, Inc.;
Shale Royalties 9, Inc.; Shale Royalties 12, Inc.; Shale Royalties 14, Inc.; Shale Royalties
17, Inc.; Shale Royalties 18, Inc. The entities are headquartered in Prowdent s offices in
Dallas, Texas All the Provident Entities are controlled by a court-appointed receiver.

4. Jeffrey A. Lindsey, age 47, was a senior vice president and due
diligence officer at Capital Financial until June 15, 2010. Lindsey resides in Libertyville,
Illinois.

C. FAILURE TO CONDUCT A REASONABLE INVESTIGATION OF THE
PROVIDENT OFFERINGS

1. From at least September 2006 through January 2009, Capital
Financial marketed and sold Provident preferred stock and limited partnership interests in a
series of 14 private placements. The Provident offerings each claimed an exemption from




registration of its offering pursuant to Rule 506 of Regulation D of the federal securities
laws. The Provident offerings designated as Shale Royalties, Inc., numbered II through 18,
offered two series of non-convertible redeemable cumulative preferred stock, while the
offerings designated as Provident Energy, LP, numbered 1 through 3 offered limited
partnership interests. The promised return on the Provident offerings was between 15%-
18% per year depending on the term.

2. Provident Royalties’ purported business plan included the
acquisition of a combination of producing and non-producing sub-surface oil and gas
mineral interests, working interests and real property located within the United States.
According to the Provident offerings’ Private Placement Memoranda (“PPM”), selling
broker-dealers were paid commissions ranging from 5% to 9%. The sales commission
varied by the offering, and by share class, with the longer term, Class A share class, paying
a larger sales commission. Each PPM, with the exception of Provident Energy 1 and
Provident Energy 3, disclosed that the selling broker-dealer would be paid a 1% due
- diligence fee in addition to the sales commission.

3. Although a portion of the proceeds of the Provident offerings were
used for the acquisition and development of oil and gas activities, millions of dollars of
investor funds were transferred from the later Provident offerings’ bank accounts to the
Provident Royalties” operating account and then used for undisclosed and, often,
undocumented loans to earlier Provident offerings. The loan proceeds were then used to
pay dividends and returns of capital to investors in earlier Provident offerings in a classic
Ponzi scheme.

4, Capital Financial’s due diligence process was run by Boppre and
Lindsey. Boppre was responsible for reviewing new offerings and had the authority to
approve the Provident offerings for Capital Financial.

5. Capital Financial was first introduced to Provident during the
summer of 2006 by Darren Gibson (“Gibson™), a Provident wholesaler employed by
PAM. Gibson provided Lindsey with a Provident PPM and other offering materials.
Lindsey had no experience or background in the oil and gas industry.

6. On August 24, 2006, PAM paid Lindsey’s expenses to conduct an
on-site “due diligence” visit to Provident’s Dallas offices. While at Provident, Lindsey
met with Provident’s principals, Gibson, various Provident land men, and a Provident
geologist. The meeting consisted of a presentation of Provident’s business plan, followed
by a question and answer session, Lindsey also took a tour of the Provident offices.
Lindsey did not receive any financial information or review any of the books or records
of Provident during his visit. Boppre reviewed the materials provided to Capital
Financial by Provident.

7. On September 20, 2006, Capital Financial signed its first selling
agreement with PAM for Shale Royalties, IT (“Shale 1I”). Lindsey and Boppre approved
Shale II based on the offering materials received from PAM, Lindsey’s on-site visit, and




the knowledge that other broker-dealers were selling the Provident offerings. Although
Boppre and Lindsey eventually approved fourteen Provident offerings for sale by Capital
Financial, Lindsey only visited Provident on two occasions.

8. Capital Financial never conducted independent verification of any
of the offering materials provided by Provident. Capital Financial also never received
audited or even unaudited financial statements for any of the Provident offerings. The
only financial information Capital Financial received regarding Provident was an
unaudited consolidated balance sheet review. However, even the unaudited consolidated
balance sheet reviews were not included in the materials Capital Financial received until
Shale Royalties 9. Capital Financial received this limited financial information after it
approved the sale of the Provident offerings covered in those reports.

9. As each Provident offering became fully subscribed, Capital
Financial signed selling agreements with PAM for later Provident offerings. In total,
Capital Financial sold fourteen different Provident offerings between September 2006
and January 26, 2009 when Provident suspended sales. Lindsey and Boppre approved
cach Provident offering for sale by Capital Financial registered representatives.

10.  Capital Financial registered representatives placed approximately
1,087 Provident trades for roughly $63,000,000. Capital Financial was typically paid an
8% sales commission plus a 1% due diligence fee on the amount of subscription
“proceeds. This resulted in Capital Financial receiving over $5,000,000 in sales
commissions, and over $600,000 in due diligence fees on the Provident offerings.

11. Capital Financial’s due diligence process for each successive
Provident offering was similar to the process for Shale 1I. For each new Provident
offering, Capital Financial received a due diligence packet from PAM. The packet
typically contained: a lead broker-dealer bio, certificate of insurance, PPM, certificate of
incorporation, -corporate bylaws, prior activities, escrow agreement, investor subscription
agreement, managing broker-dealer agreement, soliciting broker-dealer agreement, Form
D, news articles, general industry geology reports regarding U.S. shale plays, sample
mineral deed, and contact information. Lindsey did not visit Provident before approving
each successive Provident offering. Capital Financial did not receive information from
any other source before approving any Provident offering.

2. To assist with promoting the Provident offerings, PAM retained
the third-party due diligence law firm Mick & Associates, PC (“Mick”) to draft a third-
party due diligence report (“Mick report”) on each Provident offering. Provident paid all
fees for the due diligence reports. Upon request, Mick reports were provided at no cost to
Capital Financial. Mick reports were available on all Provident offerings.

13.  Capital Financial’s due diligence process did not require a Mick
report or any other third-party due diligence prior to approving a Provident offering,
Capital Financial only requested Mick reports on eight of the fourteen offerings it sold, and
all eight of those Mick reports were requested by Capital Financial only after it had already




approved and started selling the offering. Boppre did not review any Mick reports prior to
" approving Provident offerings for sale by Capital Financial.

14.  'The PPM’s for all of the Provident offerings disclosed that the
selling broker-dealer would receive a due diligence fee of 1%. However, Capital Financial
failed to disclose to investors that it did not spend any of the 1% due diligence fee
conducting due diligence. Although it received over $600,000 for due diligence fees on the
fourteen Provident offerings, Capital Financial incurred no due diligence expenses. At no
time did Capital Financial hire independent counsel, an accounting firm, contact third
parties regarding Provident’s business, or hire consultants to review the Provident
offerings.

15.  Along with failing to conduct any meaningful due diligence with
respect to the Provident offerings, Capital Financial also ignored significant red flags raised
by Mick. The Mick reports beginning with Shale Royalties 9 issued in March 2008 raised
concerns about Provident. The Shale Royalties 9 report highlighted Provident’s lack of
audited financial statements, and raised questions regarding conflicts of interest. The Mick
report noted that the earlier Provident offerings were collectively reporting a net operating
loss and the limited financial information lacked transparency.

16.  Capital Financial failed to question these red flags brought up in the
Mick reports with either Provident or Mick. After receiving the Shale 9 Mick report,
Capital Financial sold an additional $32,000,000 of the Provident offerings. Capital
Financial received and purportedly reviewed Mick reports for Shale Royalties 12 and Shale
Royalties 18. Both reports raised the same red flags, only emphasizing those concerns by
bolding or underlining the type. Although the Mick reports raised concerns about the
Provident offerings, Capital Financial failed to provide its registered representatives with
copies of these reports.

17. Capital Financial’s due diligence responsibility was heightened by
the fact that Provident was a relatively new company, Provident’s management had very
little experience in the oil and gas industry, Provident failed to produce audited or
unaudited financial statements, and before Capital Financial entered into a sales agreement
for the first time with Provident, Provident had only effected two prior offerings, both
beginning in July 2006 involving a combined total of ten investors. Also, Provident paid a
high dividend, and was a very risky investment.

: 18.  Capital Iinancial failed to disclose to customers that although it was
collecting a due diligence fee, it was not conducting due diligence. Customers believed
that Capital Financial had thoroughly vetted the Provident offerings, and that Capital
Financial was collecting a fee for the purpose of actually conducting due diligence before
offering the securities to the public. Failure to disclose to its customers that it was
collecting hundreds of thousands of dollars in due diligence fees while failing to conduct
any due diligence constitutes a material omission.




19, Lindsey and Boppre knew that the Provident offering materials
stated that selling broker-dealers would receive a 1% fee to pay for due diligence. This
disclosure to investors suggested that Capital Financial conducted independent due
diligence in approving the Provident offerings as appropriate to sell to Capital Financial
customers. However, Capital Financial did not perform any independent due diligence.

20.  Lindsey and Boppre knew Capital Financial failed to perform
adequate due diligence before approving Provident for sale. Lindsey and Boppre knew
they were relying exclusively on Provident for doing their due diligence. Instead, Lmdsey
and Boppre allowed Capital Financial registered representatives to pass on false
representations to customers that Capital Financial was conducting due diligence on each
provident offering. Customers were not told that although Capital Financial was pald over
$630,000 in due diligence fees, it conducted no independent due diligence.

21.  Lindsey and Boppre acted at least with severe recklessness. The
duty to investigate was heightened by the fact that Provident was a relatively new company
operated by individuals with little or no experience in the field of oil and gas, lacked
audited financial statements, and promised high returns. Lindsey and Boppre approved
Provident offerings without obtaining third-party Mick reports, and failed to question red
flags brought to their attention through the few Mick reports received.

D. VIOLATIONS

1. As a result of the conduct described above, Respondents committed
violations of Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and
Rule 10b-5 thereunder, which prohibit fraudulent conduct in the offer and sale of securities
and in connection with the purchase or sale of securities

HI.

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

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

B. What, if any, remedial action is appropriate in the public interest against
Boppre pursuant to Section 15(b)(6) of the Exchange Act and 9(b) of the Investment
Company Act, including, but not limited to, disgorgement and civil penalties pursuant to
Section 21B of the Exchange Act;

C. What, if any, remedial action is appropriate in the public interest against
Capital Financial pursuant to Section 15(b}(4) of the Exchange Act including, but not
limited to, disgorgement and civi! penalties pursuant to Section 21B of the Exchange Act;




D. Whether, pursuant to Section 21C of the Exchange Act Respondents should
be ordered to cease and desist from committing or causing violations of and any future
violations of Section 17(a) of the Securities Act and Section 10(b) of the Exchange Act and
Rule 10b-5 thereunder.

Iv.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not
later than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules of Practice, 17 C.F.R. § 201.110.

IT IS FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within twenty (20) days after service of this Order, as
provided by Rule 220 of the Commission's Rules of Practice, 17 C.F.R. § 201.220.

If Respondents fail to file the directed answer, or fails to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may be
determined against them upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's
Rules of Practice, 17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.

This Order shall be served forthwith upon Respondents personally or by certified
mail.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial deciston no later than 300 days from the date of service of this Order, pursuant to
Rule 360(a}(2) of the Commission’s Rules of Practice.

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter,
except as witness or counsel in proceedings held pursuant to notice. Since this proceeding is
not “rule making” within the meaning of Section 551 of the Administrative Procedure Act, it
1s not deemed subject to the provisions of Section 553 delaying the effective date of any
final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

.l M. Peterson

T Pecan)

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64219 / April 6, 2011

INVESTMENT COMPANY ACT OF 1940
Release No. 29625 / April 6, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14325

In the Matter of ORDER INSTITUTING ADMINISTRATIVE AND
CEASE-AND-DESIST PROCEEDINGS PURSUANT
Jeffrey A. Lindsey, TO SECTIONS 15(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934 AND
Respondent. ' SECTION 9(b) OF THE INVESTMENT COMPANY

ACT OF 1940, MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS AND A

CEASE-AND-DESIST ORDER

1.

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) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”) and
Section 9(b) of the Investment Company Act of 1940 (“Investment Company Act”) against Jeffrey A.
Lindsey (“Respondent” or “Lindsey”).

1I.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
- Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 15(b) and 21C of the
Securities Exchange Act of 1934, and Section 9(b) of the Investment Company Act of 1940,
Making Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order (“Order’), as
set forth below.

-




1.

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

Summary

These proceedings arise out of Capital Financial Services, Inc.’s failure to perform
reasonable due diligence on numerous private placement offerings prior to recommending them to
customers where the offerings turned out to be a classic Ponzi scheme and offering fraud.

Respondent

1. Respondent was a senior vice president and due diligence officer at Capital
Financial Services, Inc. (“Capital Financial™}, a broker-dealer registered with the Commission,
until June 15, 2010. From May 1, 2002 through June 15, 2010, Respondent was also a registered
representative associated with Capital Financial. Respondent, 47 years old, is a resident of
Libertyville, Illinois.

Other Relevant Entities

2. Capital Financial is a wholly owned subsidiary of Capital Financial Holdings, Inc.,
and has been registered with the Commission and a member of the NASD (now FINRA) since
1980. Capital Financial operates as a general securities broker-dealer and is headquartered in
. Minot, North Dakota. Capital Financial has a network of approximately 273 offices housing over
332 registered representatives. The majority of Capital Financial’s revenue is generated from the
sale of mutual funds, variable insurance products, and private placements.

3. Provident Royalties, LLC (“Provident”) was a Delaware limited liability company
with its principal offices in Dallas, Texas. Provident purportedly invested in oil and gas extraction
interests through a group of 23 affiliated entities (collectively the “Provident Rule 506 Entities™).
Provident is a beneficial owner in each of the Provident Rule 506 Entities. On June 22, 2009,
Provident and 26 affiliated entities filed a voluntary petition for Chapter 11 bankruptcy in the
United States Bankruptcy Court for the Northern District of Texas. Provident is currently in
receivership.

4, Provident Asset Management, LLC (“PAM”) was a Delaware limited liability
company which was registered with the Commission as a broker-dealer since March 9, 2004,
PAM was the managing broker-dealer for the Provident offerings and exclusively sold the

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




Provident Rule 506 Entity offerings. Capital Financial entered into a selling agreement with PAM
for each Provident offering in which Capital Financial participated as a selling broker-dealer.
FINRA expelled PAM from membership on March 18, 2010. PAM is currently in receivership.

5. Provident Rule 506 Entities (“Provident offerings’™) were a series of companies
which have effected private placements claiming exemption from registration of the offered
securities under Rule 506 of Regulation D. The offerings sold by Capital Financial included the
following companies: Provident Energy 1, LP; Provident Energy 2, LP; Provident Energy 3, LP;
Shale Royalties 11, Inc.; Shale Royalties 3, LL.C; Shale Royalties 4, Inc.; Shale Royalties 3, Inc.;
Shale Royalties 6, Inc.; Shale Royalties 7, Inc.; Shale Royalties 9, Inc.; Shale Royalties 12, Inc.;
Shale Royalties 14, Inc.; Shale Royalties 17, Inc.; Shale Royalties 18, Inc. The entities are
headquartered in Provident’s offices in Dallas, Texas. All the Provident Entities are controlled by
a court-appointed receiver.

Bacljgroimd

6. From at least September 2006 through January 2009, Capital Financial marketed,
recommended to investors, and sold Provident preferred stock and limited partnership interests in a
series of 14 private placements. The Provident offerings each claimed an exemption from
registration of its offering pursuant to Rule 506 of Regulation D of the federal securities laws. The
Provident offerings designated as Shale Royalties, Inc., numbered II through 18, offered two series
of non-convertible redeemable cumulative preferred stock, while the offerings designated as
Provident Energy, LP, numbered 1 through 3, offered limited partnership interests. The promised
return on the Provident offerings was between 15%-18% per year depending on the term.

7. Provident Royalties’ purported business plan included the acquisition of a
combination of producing and non-producing sub-surface oil and gas mineral interests, working
interests and real property located within the United States. According to the Provident offerings’
Private Placement Memoranda (“PPM”), selling broker-dealers were paid commissions ranging
from 5% to 9%. The sales commission varied by the offering, and by share class, with the longer
term, Class A share class, paying a larger sales commission. Each PPM, with the exception of
Provident Energy 1 and Provident Energy 3, disclosed that the selling broker-dealer would be paid
a 1% due diligence fee in addition to the sales commission.

8. Although a portion of the proceeds of the Provident offerings were used for the
acquisition and development of oil and gas activities, millions of dollars of investor funds were
transferred from the later Provident offerings’ bank accounts to the Provident Royalties’
operating account and then used for undisclosed and, often, undocumented loans to earlier
Provident offerings. The loan proceeds were then used to pay dividends and returns of capital to
investors in earlier Provident offerings in a classic Ponzi scheme.

9. Lindsey participated in Capital Financial’s due diligence process. Lindsey was -
responsibie for reviewing the Provident new offerings and had the authority to approve the
Provident offerings for Capital Financial to recommend to its customers. Lindsey received




assistance conducting due diligence from Brian Boppre (“Boppre™), initially Chief Operating
Officer and later President (November of 2008) at Capital Financial.

10.  Capital Financial was first introduced to Provident during the summer of 2006 by
Darren Gibson (“Gibson™), a Provident wholesaler employed by PAM. Gibson provided
Lindsey with a Provident PPM and other offering materials. Lindsey had no direct experience or
background in the oil and gas industry. -

11. On August 24, 2006, PAM paid Lindsey’s expenses to conduct an on-site “due
diligence” visit to Provident’s Dallas offices. While at Provident, Lindsey met with Provident’s
principals, Gibson, various Provident land men, and a Provident geologist. The meeting
consisted of a presentation of Provident’s business plan, followed by a question and answer
session. Lindsey also took a tour of the Provident offices. Lindsey did not receive any financial
statement information or review any of the books or records of Provident during his visit,

12. " On September 20, 2006, Capital Financial signed its first selling agreement with
PAM for Shale Royalties, II (“Shale II”). Lindsey and Boppre approved Shale II based on the
offering materials received from PAM, Lindsey’s on-site visit, and the knowledge that other
broker-dealers were selling the Provident offerings. Lindsey visited Provident twice during the
selling period and eventually approved fourteen Provident offerings for Capital Financial to
recommend and sell to its customers.

13. Capital Financial never independently investigated any of the information in the
offering materials provided by Provident. Capital Financial also never received audited or even
unaudited financial statements for any of the Provident offerings. The only financial information
Capital Financial received regarding Provident was an unaudited consolidated balance sheet
review. However, even the unaudited consolidated balance sheet reviews were not included in
the materials Capital Financial received until Shale Royaities 9. Capital Financial received this
limited financial information after it approved the sale and recommendation to investors of the
Provident offerings covered in those reports.

14.  As each Provident offering became fully subscribed, Capital Financial signed
selling agreements with PAM for later Provident offerings. In total, Capital Financial
recommended and sold fourteen different Provident offerings between September 2006 and
January 26, 2009 when Provident suspended sales. Lindsey and Boppre approved each Provident
offering for sale by Capital Financial registered representatives to recommend and sell to Capital
Financial customers.

15. Capital Financial registered representatives placed approximately 1,087 Provident
trades for roughly $63,000,000. Capital Financial was typically paid an 8% sales commission
plus a 1% due diligence fee on the amount of subscription proceeds. This resulted in Capital
Financial receiving over $5,000,000 in sales commissions, and over $600,000 in due diligence
fees on the Provident offerings.



_ 16.  Capital Financial’s due diligence process for each successive Provident offering
was similar to the process for Shale II. For each new Provident offering, Capital Financial
received a due diligence packet from PAM. The packet typically contained: a lead broker-dealer
bio, certificate of insurance, PPM, certificate of iricorporation, corporate bylaws, prior activities,
escrow agreement, investor subscription agreement, managing broker-dealer agreement,
soliciting broker-dealer agreement, Form D, news articles, general industry geology reports
regarding U.S. shale plays, sample mineral deed, and contact information. Lindsey visited
Provident’s offices twice in the sales period but did not visit Provident before approving each
successive Provident offering. Capital Financial did not receive information from any other
source before approving any Provident offering.

17.  To assist with promoting the Provident offerings, PAM retained the third-party
due diligence law firm Mick & Associates, PC (“Mick™) to draft a third-party due diligence
report (“Mick report”) on each Provident offering. Provident paid all fees for the due diligence
reports. Upon request, Mick reports were provided at no cost to Capital Financial.

18. Capital Financial’s due diligence process did not require a Mick report or any other
third-party due diligence prior to approving a Provident offering even though neither Lindsey nor
Boppre had experience in the oil and gas industry. Capital Financial only requested Mick reports
on eight of the fourteen offerings it sold, and all eight of those Mick reports were received by
Capital Financial only after it had already approved and started recommending and selling the
offering.

19. The PPM’s for all of the Provident ofterings disclosed that the selling broker-dealer
would receive a due diligence fee of 1%. However, Capital Financial did not disclose to investors
that it did not spend the 1% due diligence fee conducting due diligence. Although it received over
$600,000 for due diligence fees on the fourteen Provident offerings, Capital Financial incurred no
direct due diligence expenses. At no time did Capital Financial hire independent counsel, an
accounting firm, contact third parties regarding Provident’s business, or hire consultants to review
the Provident offerings. '

20. Along with failing to conduct any due diligence with respect to the Provident
offerings, prior to recommending them to investors, Capital Financial also did not act upon issues
raised by Mick. The Mick reports beginning with Shale Royalties 9 issued in March 2008 raised
concerns about Provident. The Shale Royalties 9 report highlighted Provident’s lack of audited
financial statements, and raised questions regarding conflicts of interest. The Mick report noted
that the earlier Provident offerings were collectively reporting a net operating loss and the limited
financial information lacked transparency. ' '

21. Capital Financial did not question issues brought up in the Mick reports with either
Provident or Mick. After receiving the Shale 9 Mick report, Capital Financial recommended and
sold an additional $32,000,000 of the Provident offerings. Capital Financial received and
purportedly reviewed Mick reports for Shale Royalties 12 and Shale Royalties 18. Both reports
raised the same issues, only emphasizing those concerns by bolding or underlining the type.
Although the Mick reports raised concerns about the Provident offerings, Capital Financial did not
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provide its registered representatives with copies of these reports unless the representative
requested the reports and Capital Financial did not take steps to address whether this information
was disclosed to customers,

22.  Capital Financial’s due diligence responsibility was heightened by the fact that
Provident was a relatively new company, Provident’s management had limited experience in the
oil and gas industry, Provident did not produce audited or unaudited financial statements, and
before Capital Financial entered into a sales agreement for the first time with Provident, Provident
had only effected two prior offerings, both beginning in July 2006 involving a combined total of
ten investors. Provident paid a high dividend, and was a risky investment as was stated in the
PPM.

23.  Capital Financial did not disclose to customers that although it was collecting a due
diligence fee, it was not conducting any outside due diligence.

24, Lindsey knew that the Provident offering materials stated that selling broker-dealers
would receive a 1% due diligence fee. This disclosure to investors suggested that Capital Financial
conducted independent due diligence in approving the Provident offerings as appropriate to
recommend and sell to Capital Financial customers. However, Capital Financial did not perform
any independent due diligence.

25.  Lindsey knew Capital Financial did not perform independent due diligence before
approving Provident for sale. Lindsey knew they were relying exclusively on Provident for doing
their due diligence. Customers were not told that although Capital Financial was paid over
$630,000 in due diligence fees, it conducted no independent due diligence.

26.  Lindsey acted at least with severe recklessness. The duty to investigate was
heightened by the fact that Provident was a relatively new company operated by individuals with
Inttle experience in the field of oil and gas, lacked audited financial statements, and promised high
returns. Lindsey approved Provident offerings without obtaining third-party Mick reports in
advance of approval, and did not act on issues brought to their attention through the few Mle
reports received.

27. As a result of the conduct described above, Lindsey willfully violated Section 17(a)
of the Securities Act, Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, which
prohibit fraudulent conduct in the offer and sale of securities and in connection with the purchase,
or sale of securities,

Undertakings
Respondent Lindsey undertakes to:
28.  Provide to the Commission, within 30 days after the end of the two-year bar period

described below, an affidavit that he has complied fully with the sanctions described in Section IV
below. .




IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Lindsey’s Offer.

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act and Section 9(b) of
the Investment Company Act it is hereby ORDERED that:

A. Respondent Lindsey cease and desist from committing or causing any violations and
any future violations of Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and
Rule 10b-5 thereunder.

B. Respondent Lindsey be, and hereby is barred from association with any broker,
dealer, investment adviser, municipal securities dealer, or transfer agent, and is prohibited from
serving or acting as an employee, officer, director, member of an advisory board, investment adviser
or depositor of, or principal underwriter for, a registered investment company or affiliated person of
such investment adviser, depositor, or principal underwriter, and barred from participating in any
offering of a penny stock, including: acting as a promoter, finder, consultant, agent or other person
who engages in activities with a broker, dealer or issuer for purposes of the issuance or trading in
any penny stock, or inducing or attempting to induce the purchase or sale of any penny stock, with
the right to apply for reentry after two (2) years to the appropriate self-regulatory organization, or if
there is none, to the Commission.

C. Any reapplication for association by the Respondent will be subject to the applicable
laws and regulations governing the reentry process, and reentry may be conditioned upon a number
of factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement: (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (¢) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basts for the Commission order.

D. Respondent shall pay a civil money penalty in the amount of $25,000 to the United
States Treasury. Payment shall be made in the following instailments: $5,000 within 10 days of
the entry of this Order, and three payments of $5,000 every 90 days thereafter with one final fourth
payment of $5,000 to be made on the one-year anniversary of the entry of this Order. If any
payment is not made by the date the payment is required by this Order, the entire outstanding
balance of the civil penalties, plus any additional interest accrued pursuant to 31 U.S.C. 3717, shall
be due and payable immediately, without further application. Payments shall be: (A) made by wire
transfer, United States postal money order, certified check, bank cashier's check or bank money
order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered or
mailed to the Office of Financial Management, Securities and Exchange Commission, Operations
Center, 6432 General Green Way, Alexandria, VA 22312-0003; and (D) submitted under cover
letter that identifies Jeffrey A. Lindsey as a Respondent in these proceedings, the file number of
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these proceedings, a copy of which cover letter and wire transfer, money order or check shall be
sent to Karen L. Martinez, Division of Enforcement, Securities and Exchange Commission, 15 W.
South Temple, Suite 1800, Salt Lake City, UT 84101.

E. Respondent shall comply with the undertakings enumerated in paragraph 28 above.

By the Commission.

Elizabeth M. Murphy
Secretary

O Htanand




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURTIES EXCHANGE ACT OF 1934
Release No. 64221 / April 7, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14326

: ORDER INSTITUTING ADMINISTRATIVE
In the Matter of : AND CEASE-AND-DESIST PROCEEDINGS,
: PURSUANT TO SECTIONS 15(b) AND 21C
: OF THE SECURITIES EXCHANGE
Frederick O. Kraus, : ACT OF 1934, MAKING FINDINGS, AND

: IMPOSING REMEDIAL SANCTIONS AND
Respondent. : A CEASE-AND-DESIST ORDER
1.

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) and 21C of the Securities Exchange Act of 1934
(“Exchange Act”) against Frederick O. Kraus (“Kraus” or “Respondent”).

11

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

7 ﬁjﬁ' S




1IL

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

Summary

These proceedings arise out of violations by GunnAllen Financial, Inc. (“GunnAllen™),
formerly a Tampa, Florida-based broker-dealer, of Regulation S-P which governs the privacy
and protection of consumer financial information. Between March and June 2010, as it was
winding down its business operations and planned to file for bankruptcy, GunnAllen’s president,
Kraus, authorized the transfer of approximately 16,000 direct application accounts to
GunnAllen’s National Sales Manager (the “Sales Manager™), and any broker-dealer with whom
the Sales Manager affiliated. Direct application accounts are those accounts held by the product
issuer, typically a mutual fund or insurance company.

On or before April 23, 2010, when the Sales Manager accepted employment with a new
broker-dealer and resigned from GunnAllen, he downloaded nonpublic customer information for
the 16,000 accounts on a portable thumb drive. Two weeks after joining the new broker-dealer,
the Sales Manager mailed a letter (its content was previously reviewed and approved by Kraus),
on GunnAllen letterhead notifying the account holders that GunnAllen could no longer service
the accounts, that he and his business partner were servicing the accounts, and advising them of
their right to “opt out” of the transfer. This after the fact notice failed to provide customers with
a reasonable opportunity to opt out of the transfer because, among other things, it did not provide
procedures on how to exercise that right, contact information or even the identity of the new
broker-dealer. Thereafter, the Sales Manager supplied the broker-dealer receiving the accounts
with nonpublic personal information for the 16,000 accounts, including the product custodian,
the account holder’s name and address, and the account number and value for each account.

GunnAllen’s transfer of this nonpublic information without providing its customers
reasonable notice to opt out violated Rule 10(a)(1) of Regulation S-P (17 C.F.R. §248.10(a)(1)),
which prohibits broker-dealers from disclosing nonpublic personal information they collect from
customers to nonaffiliated third parties unless they notify their customers of their right to opt out
of the disclosure in accordance with Rule 7(a) of Regulation S-P (17 C.F.R. §248.7(a)), and they
provide their customers with a reasonable opportunity to opt out of the disclosure. The customer
information was also transferred to the Sales Manager, and thereafter, the receiving broker, in a
manner that placed the information at substantial risk of unauthorized access and use in
contravention of GunnAllen’s obligation to ensure the security and confidentiality of the
information as required by Rule 30(a) of Regulation S-P (the “Safeguard Rule”) (17 C.F.R.
§248.30(a)). As a result, Kraus aided and abetted and caused GunnAllen’s violations of Rules
7(a), 10(a) and 30(a) of Regulation S-P.

Respondent

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




1. Kraus, age 56, resides in St. Petersburg, Florida. From September 2009 to
September 2010, Kraus served as President of GunnAllen. Kraus also served as GunnAllen’s
Chief Financial Officer from October 2008 to September 2010, and the firm’s Director of
Supervision from January 2005 to August 2009. '

GunnAllen Financial, Inc.

2. GunnAllen had a principal place of business in Tampa, Florida and was
registered with the Commission as a broker-dealer from March 1986 to April 2010. The firm
operated mostly under an independent contractor model and maintained franchise offices
nationwide. In March 2010, the Financial Industry Regulatory Authority (FINRA) determined
that GunnAllen did not have the requisite net capital to conduct business as a broker-dealer and
restricted its operations to liquidating securities transactions. Unable to raise the additional
capital it needed to continue to conduct business, in April 2010 GunnAllen discontinued its
operations, filed for bankruptcy, and submitted a Broker-Dealer Withdrawal, or “BDW?”, Form
with the Commission withdrawing its registration. The withdrawal became effective on June 11,
2010.

The Account Transfers

L]

3. As it was winding down its business operations in March and April 2010,
GunnAllen and its registered representatives transferred the firm’s customer accounts to other
broker-dealers. In addition to servicing the brokerage accounts held by its clearing firm,
GunnAllen serviced and was the broker of record on tens of thousands of direct application
accounts held by various mutual fund and variable annuity and insurance companies. As broker
of record on the direct application accounts, GunnAllen was entitled to the commissions, trailers
and other fees generated by the accounts.

4, On March 28, 2010, GunnAllen sent a letter, drafted by the Sales Manager but
reviewed and approved by Kraus, to all of the firm’s direct application account customers
notifying them that it expected to cease operations on March 31, 2010 (the “First Notice”). The
First Notice instructed customers that they had three options for arranging ongoing service of
their accounts: (i) they could contact their GunnAllen registered representative to make
arrangements to transfer their account to the new firm with which he or she associated, (ii) they
could contact a brokerage firm of their own choice and request their account be transferred to
that firm, or (iii) they could contact the mutual fund or variable annuity or insurance company
holding their investment directly to make arrangements for service.

S. However, on March 30, 2010, just two days after GunnAllen sent the First Notice,
Kraus authorized the transfer of approximately 16,000 direct application accounts serviced by
GunnAllen to the Sales Manager. Kraus executed “Block Broker-Dealer Change Authorization
for Directly Held Accounts” forms (the “Block Transfer Forms™) covering those accounts and
gave the signed Block Transfer Forms to the Sales Manager and another GunnAllen
representative with whom the Sales Manager planned to form a business partnership when
GunnAllen ceased doing business. By signing the Block Transfer Forms and turning them over
to the Sales Manager and his partner, Kraus authorized the transfer of the 16,000 accounts to any



broker-dealer that the Sales Manager and his partner chose to associate with after they left
GunnAllen.

6. In April 2010, while assisting Kraus in the wind down of GunnAllen’s business
operations, the Sales Manager and his partner sought employment with other brokerage firms by
offering, among other things, to transfer to them the direct application accounts for which they
held the Block Transfer Forms. On Apnil 23, 2010, they were hired by another broker-dealer
registered with the Commission (the “Receiving Broker”). The Sales Manager and his partner
agreed to share 10% of the commissions, trailers and other fees generated by the accounts with -
the Receiving Broker and to solicit the account holders to purchase additional products from the
Receiving Broker. On that same day, the Sales Manager resigned from GunnAllen.

7. On April 23, 2010, or shortly before then, the Sales Manager downloaded a
spreadsheet from a GunnAllen computer server or drive to a personal thumb drive and physically
removed it from the firm. The spreadsheet contained the custodian, account holder’s name and
address, account number and value of the approximately 16,000 direct application accounts
covered by the Block Transfer Forms authorized by Kraus. The spreadsheet indicated that the
~ direct application accounts included therein, in the aggregate, had a stated but not confirmed
estimated total value of $850 million as of March 23, 2010.

8. Two weeks after associating with the Receiving Broker, on May 14, 2010, the
Sales Manager sent the GunnAllen customers holding the direct application accounts a letter
notifying them that their accounts would be transferred to the brokerage firm he was newly
associated with unless they objected to the transfer within fifteen days of the date of the letter
(the “Second Notice™). Although the Sales Manager drafted and personally paid for the cost of
. copying and mailing the letter, its content was reviewed and approved previously by Kraus, and
it was sent on GunnAllen letterhead. The Sales Manager engaged a third party vendor to copy
and mail the Second Notice on his behalf and supplied it with the customer names and addresses
he took from GunnAtllen on his thumb drive.

9. After mailing the Second Notice, the Sales Manager contacted GunnAllen to see
if it had received notices from any customers seeking to opt out of the account transfer, but did
not take any other steps to verify customer objections to the transfer and, thereafter, e-mailed the
Receiving Broker the customer account information that he had taken from GunnAllen on his
thumb drive. His partner also supplied the Receiving Broker with the Block Transfer Forms
signed by Kraus.

10.  Beginning on June 3, 2010, and continuing through at least June 7, 2010, the
Receiving Broker counter-signed the Block Transfer Forms accepting the direct application
accounts from GunnAllen. It also delivered the fully executed forms to the appropriate mutual
fund and variable annuity and insurance companies along with a letter instructing them to change
the broker of record on the direct application accounts from GunnAllen to the Receiving Broker.



. Violations of the Privacy Rules

11.  Rule 10(a) of Regulation S-P prohibits brokers and dealers, either directly or
through an affiliate, from disclosing nonpublic personal information about their customers to
nonaffiliated third parties unless they have provided their customers with a privacy notice
describing the nonpublic personal information they disclose, and notify their customers of their
right to opt out of any disclosure and afford them a reasonable opportunity to opt out of the
disclosure before it is made. '

12.  Rule 7(a) of Regulation S-P requires brokers and dealers to provide their
customers with opt out notices that are clear and conspicuous and that accurately explain
_ customers’ opt out rights. The notice must explicitly state that the broker or dealer discloses, or
reserves the right to disclose, nonpublic personal information about its customers and that they
have the right to opt out of any disclosure. Additionally, the notice must provide a reasonable
means by which customers can exercise their right to opt out.

13.  GunnAllen violated Rules 7(a) and 10(a) of Regulation S-P by failing to provide
the direct application account customers whose accounts were transferred to the Receiving
Broker with proper notice and a reasonable opportunity to opt out of the transfer before
supplying their personal nonpublic information to the Sales Manager and the Receiving Broker.
Also, GunnAllen’s disclosure of the information was not covered by any exception from
Regulation S-P’s notice and opt out requirements, including an exception in Rule 14 of
Regulation S-P for disclosures that are required, or are a usual, appropriate, or acceptable

. method, in connection with the transfer of accounts, because GunnAllen failed to obtain the
customers’ affirmative consent to transfer the direct applications accounts. The First and Second .
Notices failed to inform account holders that GunnAllen would physically transfer or, in the case
of the Second Notice, had physically transferred, their account information. The Second Notice
also failed to provide account holders with a reasonable means to exercise their right to opt out
of the transfer, or sufficient time within which to do so. Further, the direct application account
customers were not provided with a paper or electronic form to object to the transfer although
Rule 7(a)(2)(iii) of Regulation S-P expressly states it is unreasonable “if the only means of
opting out is for the consumer to write his or her own letter to exercise the opt out right.”

Finally, the Second Notice provided only fifteen days to opt out of the transfer although the
circumstances did not warrant such a short response period.

14, As a result of the conduct described above, Kraus willfully aided and abetted and
caused GunnAllen’s violations of Rules 7(a) and 10(a) of Regulation S-P under the Exchange
Act.

Violations of the Safeguard Rule

15.  Rule 30(a) of Regulation S-P, or the Safeguard Rule, requires every broker and
dealer to maintain policies and procedures that address administrative, technical, and physical
safeguards for the protection of customer records and information. The policies and procedures
must be reasonably designed to (1) insure the security and confidentiality of customer records
and information; (2) protect against any anticipated threats or hazards to the security or integrity




of customer records and information; and (3) protect against unauthorized access to or use of
customer records or information that could result in substantial harm or inconvenience to any
customer.

16.  GunnAllen violated Rule 30(a) of Regulation S-P because it knew that there was a
reasonably foreseeable risk that its departing registered representatives would disclose customer
nonpublic personal information to successor brokerage firms but nonetheless failed to adopt, and
did not have in place while winding down its operations, any written policies or procedures
addressing the transfer and protection of such information.

17.  As president of GunnAllen, Kraus was familiar with Regulation S-P and
GunnAllen’s responsibilities under the rule for maintaining the confidentiality and physical
security of the information that the firm collected from its customers. Nonetheless, he
knowingly placed customer information at substantial risk of unauthorized access and misuse
when he executed the Block Transfer Forms and authorized the Sales Manager to download
customer information for approximately 16,000 GunnAllen direct application accounts to a
personal thumb drive that he physically took from the firm,

18.  Asaresult of the conduct described above, Kraus willfully aided and abetted and
caused GunnAllen’s violations of Rule 30(a) of Regulation S-P.

IVv.

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

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that:

A. Respondent Kraus cease and desist from committing or causing any violations and
any future violations of Rules 7(a), 10(a) and 30(a) of Regulation S-P under the Exchange Act.

B. Respondent Kraus is censured.

C. Respondent Kraus shall pay a civil money penalty of $20,000 to the United States
Treasury. Payment shall be made in the following installments: $5,000 within 10 days of the
entry of this Order; $5,000 within 90 days of the entry of this Order; $5,000 within 180 days of
the entry of this Order; and $5,000 within 270 days of the entry of this Order. If any payment is
not made by the date the payment is required by this Order, the entire outstanding balance of the
civil penalty, plus any interest accrued pursuant to 31 U.S.C. 3717, shall be due and payable
immediately, without further application. Payments shall be: (A) made by wire transfer, United
States postal money order, certified check, bank cashier’s check, or bank money order; (B)
payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to the Office
of Financial Management, Securities and Exchange Commission, Operations Center, 6432
General Green Way, Alexandria, VA 22312-0003; and (D) submitted under cover letter that
identifies Respondent’s name as a Respondent in these proceedings, the file number of these




proceedings, a copy of which cover letter and wire transfer, money order or check shall be sent
to Teresa J. Verges, Assistant Regional Director, Miami Regional Office, Securities and
Exchange Commission, 801 Brickell Avenue, Suite 1800, Miami, FL 33131.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Jill M. Peterson
Agsistant Secretary




UNITED STATES OF AMERICA
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SECURITIES AND EXCHANGE COMMISSION

SECURTIES EXCHANGE ACT OF 1934
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ADMINISTRATIVE PROCEEDING
File No. 3-14327

: ORDER INSTITUTING ADMINISTRATIVE
In the Matter of : AND CEASE-AND-DESIST PROCEEDINGS,
: PURSUANT TO SECTIONS 15(b) AND 21C

: OF THE SECURITIES EXCHANGE
David C. Levine, : ACT OF 1934, MAKING FINDINGS, AND
.+ ' IMPOSING REMEDIAL SANCTIONS AND
Respondent. : A CEASE-AND-DESIST ORDER
L

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

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

Summary

These proceedings arise out of violations by GunnAllen Financial, Inc. (*GunnAllen”),
formerly a Tampa, Florida-based broker-dealer, of Regulation S-P which governs the privacy
and protection of consumer financial information.” Between March and June 2010, as it was
winding down its business operations and planned to file for bankruptcy, GunnAllen’s president
authorized the transfer of approximately 16,000 direct application accounts with an estimated
total net asset value of $850 million to Levine, who then served as GunnAllen’s National Sales
Manager, and any broker-dealer with whom he became affiliated. Direct application accounts
are those accounts held by the product issuer, typically a mutual fund or insurance company.

In connection with this transfer, and prior to resigning from GunnAllen, Levine
downloaded nonpublic customer information for the 16,000 accounts on a portable thumb drive.
Levine resigned from GunnAllen on April 23, 2010, and then affiliated with a new broker-dealer.
Two weeks afier joining the new broker-dealer, Levine mailed a letter, reviewed and approved
by GunnAllen’s president and on GunnAllen letterhead, notifying the 16,000 customers that
GunnAllen could no longer service the accounts, that Levine and his business partner were
servicing the accounts, and advising them of their right to “opt out” of the transfer. This letter
failed to provide customers with a reasonable opportunity to opt out of the transfer because,

. among other things, it was sent after the customers’ information was transferred to Levine and it
did not provide procedures on how to exercise that right, contact information or even the identity
of the new broker-dealer. Thereafter, Levine supplied the broker-dealer receiving the accounts
with nonpublic personal information for the 16,000 accounts, including the product custodian,
the account holder’s name and address, and the account number and value for each account.

GunnAllen’s transfer of this nonpublic information without providing its customers
reasonable notice to opt out violated Rule 10(a)(1) of Regulation S-P (17 C.F.R. §248.10(a)(1)),
which prohibits broker-dealers from disclosing nonpublic personal information they collect from
customers to nonaffiliated third parties unless they notify their customers of their right to opt out
of the disclosure in accordance with Rule 7(a) of Regulation S-P (17 C.F.R. §248.7(a)}), and they
provide their customers with a reasonable opportunity to opt out of the disclosure. Levine also
took possession of the information in a manner that placed the information at risk of
unauthorized access and use in contravention of GunnAllen’s obligation to ensure the security
and confidentiality of the information as required by Rule 30(a) of Regulation S-P (the
“Safeguard Rule™) (17 C.F.R. §248.30(a)). As aresult, Levine aided and abetted and caused
GunnAllen’s violations of Rules 7(a), 10(a) and 30(a) of Regulation S-P.

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




Respondent

1. Levine, age 44, resides in Delray Beach, Florida. From May 2005 to April 2010,
Levine served as GunnAllen’s National Sales Manager. Although he ‘was employed with
GunnAllen through the end of April 2010, on March 30, 2010, GunnAllen filed Forms U5
terminating the registrations of all its representatives, including Levine’s.

GunnAllen Financial, In¢.

2, GunnAllen had a principal place of business in Tampa, Florida and was
registered with the Commission as a broker-dealer from March 1986 to April 2010. The firm
operated mostly under an independent contractor model and maintained franchise offices
nationwide. In March 2010, the Financial Industry Regulatory Autherity (FINRA) determined
that GunnAllen did not have the requisite net capital to conduct business as a broker-dealer and
restricted its operations to liquidating securities transactions. Unable to raise the additional
capital it needed to continue to conduct business, in April 2010 GunnAllen discontinued its
operations, filed for bankruptcy, and submitted a Broker-Dealer Withdrawal, or “BDW?”, Form
with the Commission withdrawing its registration. The withdrawal became effective on June 11,
2010.

The Account Transfers

3. As it was winding down its business operations in March and April 2010,
GunnAllen and its registered representatives transferred the firm’s customer accounts to other
broker-dealers. In addition to servicing the brokerage accounts held by its clearing firm,
GunnAllen serviced and was the broker of record on tens of thousands of direct application
accounts held by various mutual fund and variable annuity and insurance companies. As broker
of record on the direct application accounts, GunnAllen was entitled to the commissions, trailers
and other fees generated by the accounts.

4, On March 28, 2010, GunnAlien sent a letter, drafted by Levine and reviewed and
approved by GunnAllen’s president, to all of the firm’s direct application account customers
notifying them that it expected to cease operations on March 31, 2010 (the “First Notice”). The
First Notice instructed customers that they had three options for arranging ongoing service of
their accounts: (i} they could contact their GunnAllen registered representative to make
arrangements to transfer their account to the new firm with which he or she associated, (ii) they
could contact a brokerage firm of their own choice and request their account be transferred to
that firm, or (iii) they could contact the mutual fund or variable annuity or insurance company
holding their investment directly to make arrangements for service.

5. However, on March 30, 2010, just two days after GunnAllen sent the First Notice,
at the request of Levine, GunnAllen’s president authorized the transfer of approximately 16,000
direct application accounts serviced by GunnAllen, which had an estimated total net asset value
of $850 million. GunnAllen’s president executed “Block Broker-Dealer Change Authorization

Jor Directly Held Accounts” forms (the “Block Transfer Forms™) covering those accounts and

gave the signed Block Transfer Forms to Levine and another GunnAllen representative with



whom Levine planned to form a business partnership when GunnAllen ceased doing business.
The executed Block Transfer Forms authorized the transfer of the 16,000 accounts to any broker-
dealer that Levine and his partner chose to associate with after they left GunnAllen.

6. In April 2010, while assisting in the wind down of GunnAllen’s business
operations, Levine and his partner sought employment with other brokerage firms by offering,
among other things, to transfer to them the direct application accounts for which they held the
Block Transfer Forms. On April 23, 2010, they were hired by another broker-dealer registered
with the Commission (the “Receiving Broker™). Levine and his partner agreed to share 10% of
the commissions, trailers and other fees generated by the accounts with the Receiving Broker and
to solicit the account holders to purchase additional products from the Receiving Broker.

7. The same day that Levine was hired by the Receiving Broker, he resigned from
GunnAllen. On April 23, 2010, or shortly before then, Levine, with the approval of GunnAllen’s
president, downloaded a spreadsheet from a GunnAllen computer server or drive to a personal
thumb drive and physically removed it from the firm. The spreadsheet contained the custodian,
account holder’s name and address (but not his or her social security number), and account
number and value for each of the approx1mate1y 16,000 direct application accounts covered by
the Block Transfer Forms.

8. Two weeks after associating with the Receiving Broker, on May 14, 2010,
Levine, with the approval of GunnAllen’s president, sent the GunnAllen customers holding the
direct application accounts a letter notifying them that their accounts would be transferred to the
brokerage firm he was newly associated with unless they objected to the transfer within fifteen
days of the date of the letter (the “Second Notice”). Levine drafted and personally paid for the
cost of copying and mailing the Second Notice, which was on GunnAllen letterhead. Levine
engaged a third party vendor to copy and mail the Second Notice on his behalf and supplied it
with the customer names and addresses he took from GunnAllen on his thumb drive.

9. After mailing the Second Notice, Levine contacted GunnAllen to see if it had
received notices from any customers seeking to opt out of the account transfer, but did not take
any other steps to verify customer objections to the transfer and, thereafter, e-mailed the
Receiving Broker the customer account information that had been released to him by GunnAllen
on his thumb drive. Levine’s partner supplied the Receiving Broker with the Block Transfer
Forms.

10.  Beginning on June 3, 2010, and continuing through at least June 7, 2010, the
Receiving Broker counter-signed the Block Transfer Forms accepting the direct application
accounts from GunnAllen. It also delivered the fully executed forms to the appropriate mutual
fund and variable annuity and insurance companies along with a letter instructing them to change
the broker of record on the direct application accounts from GunnAllen to the Receiving Broker.



Violations of the Privacy Rules

11.  Rule 10(a) of Regulation S-P prohibits brokers and dealers, either directly or
through an affiliate, from disclosing nonpublic personal information about their customers to
nonaffiliated third parties unless they have provided their customers with a privacy notice
describing the nonpublic personal information they disclose, and notify their customers of their
right to opt out of any disclosure and afford them a reasonable opportunity to opt out of the
disclosure before it is made.

12. Rule 7(a) of Regulation S-P requires brokers and dealers to provide their
customers with opt out notices that are clear and conspicuous and that accurately explain
customers’ opt out rights. The notice must explicitly state that the broker or dealer discloses, or
reserves the right to disclose, nonpublic personal information about its customers and that they
have the right to opt out of any disclosure. Additionally, the notice must provide a reasonable
means by which customers can exercise their right to opt out.

13. GunnAllen violated Rules 7(a) and 10(a) of Regulation S-P by failing to provide
the direct application account customers whose accounts were transferred to the Receiving
Broker with proper notice and a reasonable opportunity to opt out of the transfer before
supplying their personal nonpublic information to Levine and the Recetving Broker. Also,
GunnAllen’s disclosure of the information was not covered by any exception from Regulation S-
P’s notice and opt out requirements, including an exception in Rule 14 of Regulation S-P for
disclosures that are required, or are a usual, appropriate, or acceptable method, in connection
with the transfer of accounts, because GunnAllen failed to obtain the customers’ affirmative
consent to transfer the direct applications accounts. The First and Second Notices failed to
inform account holders that GunnAllen would physically transfer or, in the case of the Second
Notice, had physically transferred, their account information. The Second Notice also failed to
provide account holders with a reasonable means to exercise their right to opt out of the transfer,
or sufficient time within which to do so. Further, the direct application account customers were
not provided with a paper or electronic form to object to the transfer although Rule 7(a)(2)(iii) of
Regulation S-P expressly states it is unreasonable “if the only means of opting out is for the
consumer to write his or her own letter to exercise the opt out right.” Finally, the Second Notice
provided only fifteen days to opt out of the transfer although the circumstances did not warrant
such a short response period.

14, Asaresult of the conduct described above, Levine willfully? aided and abetted
and caused GunnAlien’s violations of Rules 7(a) and 10(a) of Regulation S-P.

Yiolations of the Safeguard Rule

15. Rule 30(a) of Regulation S-P, or the Safeguard Rule, requires every broker and
dealer to maintain policies and procedures that address administrative, technical, and physical
safeguards for the protection of customer records and information. The policies and procedures

2

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 Huges v. SEC, 174 ¥.2d 969, 977 (D.C. Cir.
1949).




must be reasonably designed to (1) insure the security and confidentiality of customer records
and information; (2) protect against any anticipated threats or hazards to the security or integrity
of customer records and information; and (3) protect against unauthorized access to or use of
customer records or information that could result in substantial harm or inconvenience to any
customer.

16.  GunnAllen violated Rule 30(a) of Regulation S-P because it knew that there was a
reasonably foreseeable risk that its departing registered representatives would disclose customer
nonpublic personal information to successor brokerage firms but nonetheless failed to adopt, and
did not have in place while winding down its operations, any written policies or procedures
addressing the transfer and protection of such information.

17. Asasenior officer of GunnAllen, Levine was familiar with Regulation S-P and
GunnAllen’s responsibilities under the rule for maintaining the confidentiality and physical
security of the information that the firm collected from its customers. Nonetheless, he placed
customer information at risk of unauthorized access and misuse when he knowingly downloaded
customer information for approximately 16,000 GunnAllen direct application accounts to a
personal thumb drive that he physically took from the firm.

18.  Asaresult of the conduct described above, Levine willﬁlly aided and abetted and
caused GunnAilen’s violations of Rule 30(a) of Regulation S-P.

1v.

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

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that:

A. Respondent Levine cease and desist from committing or causing any violations and
any future violations of Rules 7(a), 10(a) and 30(a) of Regulation S-P.

B. Respondent Levine is censured.

C. Respondent Levine shall, within ten days of the entry of this Order, pay a civil money
penalty of $20,000 to the United States Treasury.  If timely payment is not made additional
interest shall accrue pursuant to 31 U.S.C. 3717. Such payment shall be: (A) made by wire -
transfer, United States postal money order, certified check, bank cashier’s check, or bank money
order; (B) payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to
the Office of Financial Management, Securities and Exchange Commission, Operations Center,
6432 General Green Way, Alexandria, VA 22312-0003; and (D) submitted under cover letter
that identifies Levine as a Respondent in these proceedings, the file number of these
proceedings, a copy of which cover letter and wire transfer, money order or check shall be sent
to Teresa J.




y Verges, Assistant Regional Director, Miami Regional Office, Securities and Exchange
. Commission, 801 Brickell Avenue, Suite 1800, Miami, FL 33131,

By the Commission,

Elizabeth M. Murphy
Secretary

I M. Peterson
ssistant Secrstary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION -

SECURTIES EXCHANGE ACT OF 1934
Release No. 64220 / April 7, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14328

: ORDER INSTITUTING ADMINISTRATIVE

In the Matter of : AND CEASE-AND-DESIST PROCEEDINGS,
: PURSUANT TO SECTIONS 15(b) AND 21C
Marec A. Ellis, : OF THE SECURITIES EXCHANGE
: ACT OF 1934, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS AND

: A CEASE-AND-DESIST ORDER

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) and 21C of the Securities Exchange Act of 1934
(“Exchange Act”) against Marc A. Ellis (“Ellis” or “Respondent”).

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and the subject matter of
these proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 15(b) and 21C of the
Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist (“Order™), as set forth below. '
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II1.

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

Summary

These proceedings arise out of violations by GunnAllen Financial, Inc. (*GunnAllen”),
formerly a Tampa, Florida-based broker-dealer, of Rule 30(a) of Regulation S-P (17 C.F.R. §
248.30(a)) (the “Safeguard Rule”). The Safeguard Rule requires broker-dealers to, among other
things, adopt written policies and procedures reasonably designed to protect customer
information against unauthorized access and use. Although GunnAllen maintained written
supervisory procedures for safeguardmg customer information, they were inadequate and failed
to instruct the firm’s supervisors and registered representatives how to comply with the
Safeguard Rule. As Chief Compliance Officer (“CCO”), Ellis was charged with the
responsibility of maintaining and reviewing the adequacy of GunnAllen’s procedures for
protecting customer information. However, after the theft of three laptop computers and a
registered representative’s computer password credentials put customer information collected by
GunnAllen at risk of unauthorized access and use, Ellis did not direct the firm to revise or -
supplement its policies and procedures for safeguarding customer information. As a result, Ellis
aided and abetted and caused GunnAllen’s violations of the Safeguard Rule.

Respondent

1. Ellis, 44, resides in Dix Hills, New York. From July 2005 through February 2009,
Ellis served as CCO of GunnAllen.

GunnAllen Financial, Inc.

2. GunnAllen had a principal place of business in Tampa, Florida and was registered with
the Commission as a broker-dealer from March 1986 to April 2010. The firm operated mostly
under an independent contractor model and maintained franchise offices nationwide. In April
2010, GunnAllen discontinued its operations, filed for bankruptcy, and submitted a Broker-
Dealer Withdrawal, or “BDW?”, Form with the Commission withdrawing its reglstratlon The
withdrawal became effective on June 11, 2010.

GunnAlien’s Safeguard Procedures

3. Rule 30(a) of Regulation S-P, or the Safeguard Rule, requires every broker and dealer
registered with the Commission to adopt written policies and procedures that address
administrative, technical, and physical safeguards for the protection of customer records and
information, and that are reasonably designed to: (1) insure the security and confidentiality of -
customer records and information; (2) protect against any anticipated threats or hazards to the

' The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any other

person or entity in this or any other proceeding.




security or integrity of customer records and information; and (3) protect against unauthorized
access to or use of customer records or information that could result in substantial harm or
inconvenience to any customer.

4. Between July 2005 and February 2009, GunnAllen’s policies and procedures addressing
the protection of customer information were contained in its Written Supervisory Procedures
Manual (the “Manual™). Specifically, the Manual included a provision, less than a page long,
entitled “Safeguarding Information.” This provision was general and vague and, for several
reasons, failed to set forth policies and procedures reasonably designed to protect customer
information, as required by the Safeguard Rule. First, the provision simply recited the Safeguard
Rule verbatim and provided examples of safeguards that “may be adopted” by GunnAllen, but
did not specify any safeguards actually adopted by the firm, or otherwise require any of the listed
safeguards be adopted. Second, the provision also failed to instruct GunnAllen’s registered
representatives how to protect customer information or enumerate the steps that they needed to
take to ensure compliance with the Safeguard Rule. Moreover, the provision lacked procedures
addressing the follow-up of breaches or potential breaches in customer information uncovered by
GunnAllen and its registered representatives. Finally, the provision repeatedly referred to a
“Designated Principal” charged with, among other things, monitoring and annually testing the
firm’s safeguards and identifying reasonably foreseeable risks warranting improvements or
adjustments to the safeguards. However, the Manual failed to identify the “Designated
Principal” by name or position and, in fact, GunnAllen did not appoint a “Designated Principal.”

Breaches in GunnAllen’s Customer Records

5. The inadequacy of GunnAllen’s procedures for protecting customer information and the
firm’s failure to comply with the Safeguard Rule became apparent between August 2006 and
February 2008. During that period, laptop computers belonging to three GunnAllen registered
representatives and the computer password credentials belonging to a fourth were
misappropriated from the firm. Although no reports of misuse of customer information as a
result of any of the incidents subsequently arose, the thefts jeopardized the confidentiality and
integrity of customer information maintained by the firm and placed some information at risk of
unauthorized use that could have resulted in substantial harm or inconvenience to customers.

6. The first laptop computer was stolen in August 2006 from a GunnAllen franchise office
in the Orlando, Florida area. The laptop contained contact records reflecting the names,
addresses, and telephone numbers and, in many instances, spouses, dates of birth and social
security numbers of approximately 1,120 of the firm’s customers. GunnAllen filed a report of
the theft with local police and considered, but did not send, a letter to the affected customers
notifying them of the theft. The firm did not take any further steps concerning the matter and the
laptop was never recovered.




7. In January 2007, a GunnAllen franchise office in the Scottsdale, Arizona area uncovered
evidence that a registered representative who the firm had terminated almost a year earlier had
misappropriated another employee’s computer password credentials and was monitoring the
employee’s e-mails, including those exchanged with customers, from a remote location.
GunnAllen’s IT Department was notified about the compromised password and subsequently
confirmed that the terminated representative had gained unauthorized access to the firm’s e-mail
system and had been accessing the employee’s e-mail for at least three months and, possibly, as
much as a year. GunnAllen directed its employees in the franchise office to change their
computer password credentials and planned to implement an automated program, already under
development, requiring employees on a firm-wide basis to periodically change their computer
password credentials. The firm did not take any additional steps concerning the matter and did
not contact criminal authorities although recommended by its IT Department. :

8. Further, in February 2008, laptop computers were misappropriated from two GunnAllen
registered representatives in separate incidences. The representatives reported the thefts to
GunnAllen and informed the firm’s IT Department that the laptops did not hold any customer
information. GunnAllen did not take any further steps concerning the thefts and the laptop
computers were never recovered,

9. GunnAllen’s senior managers, including Ellis and the firm’s General Counsel, learned
of the aforementioned thefts, but no single person or department directed or coordinated the
firm’s responses to the thefts. As a consequence, GunnAllen failed to assess what, if any, risks
the thefts posed to its customers and failed to take follow-up and remedial steps recommended
by its employees. For example, after the theft of the first laptop computer, a dispute arose
between GunnAllen’s General Counsel and its IT Department, as to which department was
responsible for sending a letter to the affected customers notifying them of the theft. A senior
GunnAllen officer subsequently sent an e-mail to the General Counsel and Ellis, who was,
~ serving as the firm’s CCO, stating that the letter should be sent to the affected customers, but it
was never mailed.

Ellis Failed to Address GunnAllen’s
Inadequate Procedures for Safeguarding Customer information

10. While serving as CCO of GunnAllen from July 2005 to February 2009, Ellis was
responsible for implementing and maintaining policies and procedures ensuring the firm’s
compliance with Regulation S-P, including the Safeguard Rule mandating broker-dealers to
adopt written policies and procedures reasonably designed to protect customer records and
information. Ellis was also responsible for reviewing the adequacy of GunnAllen’s written
supervisory procedures contained in the Manual, including those concerning the Safeguard Rule.
Ellis, with the assistance of the firm’s Assistant Chief Compliance Officer, directed and oversaw
GunnAllen’s annual reviews of its written supervisory procedures in 2007 and 2008.




11. Ellis was notified of the laptop computer theft which occurred in August 2006 and the
discovery of the misappropriated computer password credentials in January 2007 by e-mail after
the events occurred. He was also orally informed of at least one of the two laptop computer
thefts shortly after the event occurred in February 2008. These thefts and GuanAllen’s limited
response or follow-up repeatedly revealed the firm’s policies and procedures for safeguarding
customer information to be inadequate. Nevertheless, and despite supervising two annual
reviews of GunnAllen’s written supervisory procedures, Ellis failed to direct the firm to
supplement the Safeguarding Information provision in the Manual or to adopt additional written
policies and procedures to protect customer information and ensure GunnAllen’s compliance
with the Safeguard Rule.

12. As a result of the conduct described above, Ellis willfully” aided and abetted and caused
GunnAller’s violations of Rule 30(a) of Regulation S-P under the Exchange Act, which requires
written policies and procedures that address administrative, technical, and physical safeguards
for the protection of customer information that were reasonably designed to: (1) insure the
security and confidentiality of customer records and information; (2) protect against any
anticipated threats or hazards to the security or integrity of customer records and information;
and (3) protect against unauthorized access to or use of customer records and information that
could result in substantial harm or inconvenience to any customer.

Iv.

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

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that:

A. Respondent Ellis cease and desist from committing or causing any violations and any
future violations of Rule 30(a) of Regulation S-P under the Exchange Act.

B. Respondent Ellis is censured.

C. Respondent Ellis shall, within ten days of the entry of this Order, pay a civil money
penalty of $15,000 to the United States Treasury. If timely payment is not made, additional
interest shall accrue pursuant to 31 U.S.C. 3717. Such payment shall be: (A) made by wire
transfer, United States postal money order, certified check, bank cashier’s check, or bank money
order; (B) payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to
the Office of Financial Management, Securities and Exchange Commission, Operations Center,
6432 General Green Way, Alexandria, VA 22312-0003; and (D) submitted under cover letter
that identifies Ellis as a Respondent in these proceedings, the file number of these

% 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 Huges v. SEC, 174 F.2d 969, 977 (D.C. Cir.
1949),




proceedings, a copy of which cover letter and wire transfer, money order or check shall be sent
to Teresa J. Verges, Assistant Regional Director, Miami Regional Office, Securities and
Exchange Commission, 801 Brickell Avenue, Suite 1800, Miami, FL. 33131,

By the Commission.

Elizabeth M. Murphy
Secretary

By: djit M. Peterscn
gsistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64241/ April 7, 2011

INVESTMENT ADVISERS ACT OF 1940
Release No. 3185/ April 7, 2011 -

INVESTMENT COMPANY ACT OF 1940
Release No. 29626 / April 7, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14329

ORDER INSTITUTING
In the Matter of ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS
DELTA GLOBAL PURSUANT TO SECTION 15(b) OF
ADVISORS, INC. AND THE SECURITIES EXCHANGE ACT
CHARLES P. HANLON, OF 1934, SECTIONS 203(e), 203(f), AND
203(k) OF THE INVESTMENT
Respondents. ADVISERS ACT OF 1940, AND
SECTION 9(b) OF THE INVESTMENT
COMPANY ACT OF 1940 AND
NOTICE OF HEARING

I.

The Securities and Exchange Commission (“Commission™) deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Sections 203(e) and 203(k) of the Investment
Advisers Act of 1940 (“Advisers Act™) and Section 9(b) of the Investment Company Act of
1940 (*Investment Company Act”) against Delta Global Advisors, Inc., (“Delta”) and
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”), Sections 203(f)
and 203(k) of the Advisers Act, and Section 9(b) of the Investment Company Act against
Charles P. Hanlon (“Hanlon”, and together with Delta, “Respondents™).
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IL

After an investigation, the Division of Enforcement alleges that:

SUMMARY

L. This proceeding involves numerous materially misleading statements and
omissions by Delta, an investment adviser registered with the Commission, and Hanlon,
Delta’s principal and control person. During the relevant period, Delta misrepresented to
existing and prospective investors its eligibility for Commission registration, including that
it served as an investment adviser to a registered investment company and managed as
much as $1.5 billion. In fact, Delta did not advise any such client and had at times no more
than $9 million under management. These misrepresentations vastly exaggerated the
significance and status of the firm. Moreover, Delta failed to disclose its poor financial
condition, a default judgment entered against it in a breach of fiduciary duty lawsuit
brought by a client, and that Hanlon had been the subject of disciplinary action by the
Financial Industry Regulatory Authority (“FINRA”). As a result of these misleading
statements and omissions, Delta appeared to be operationally sound and much larger and
more established than it really was.

2. Although Hanlon represented to Commission examination staff that Delta
would disclose its poor financial condition to clients, Delta never did so. In addition, even
after Commission examination staff asked Delta to correct its Form ADV to accurately
reflect its assets under management and deregister, Delta continued to misrepresent its
assets under management and did not withdraw its registration.

RESPONDENTS

3. Deltais a California corporation based in Huntington Beach, California that .
registered with the Commission as an investment adviser on July 10, 2006. Hanlon wholly
owns Delta. In 2009, Delta was providing discretionary advisory services to 209 accounts
belonging to individuals, pension and profit-sharing plans, trusts, and corporations.

4. Hanlon is Delta’s founder, president, and sole control person. At ail
relevant times, Hanlon was responsible for the management of Delta’s business. From
January 2005 through February 2007, Hanlon was associated with a registered broker-
dealer, Delta Equity Services Corporation. FINRA suspended Hanlon from all registration
capacities on June 29, 2010 for violating FINRA rules for failing to comply with an
arbitration award.

RESPONDENTS MISREPRESENTED DELTA’S STATUS AS AN INVESTMENT
ADVISER TO A REGISTERED INVESTMENT COMPANY AND ITS ASSETS
UNDER MANAGEMENT

5. Between 2006 and 2008, Delta and Hanlon filed materially false Forms .
ADV that vastly exaggerated the significance and status of the firm. Specifically, Delta



falsely claimed that it was eligible for registration with the Commission, that it served as an
investment adviser to a registered investment company, and that it managed assets far in
excess of its actual assets under management. ' ‘

6. From September 1, 2006 through March 27, 2008, Delta’s Form ADV
filings claimed that the firm was eligible for investment adviser registration with the
Commission because it served as the investment adviser to a registered investment
company. During the relevant time period, Delta had entered into several consulting
agreements with the sponsor of unit investment trusts (the “trusts’’), which were registered
under the Investment Company Act.! Pursuant to the consulting agreements, Delta assisted
the sponsor in selecting a portfolio of securities for the trusts and received a one-time fee
for these services. While Delta served as an investment adviser to the trusts’ sponsor for
the limited period in which Delta advised on selection of securities for the trusts, Delta did
not have an advisory contract with the registered investment company. Thus, contrary to
what it represented in its Form ADYV filings, Delta was not acting as an investment adviser
to a registered investment company (the trusts) and Delta was not eligible for registration
on that basis.

7. From March 7, 2007 through July 6, 2008, Delta’s Form ADV filings
improperly included the trusts’ assets as Delta’s advisory assets under management, even
though Delta did not provide continuous and regular supervision of the trusts’ assets. The
inclusion of the trusts’ assets vastly overstated the firm’s reported size: in four separate
filings Delta claimed to manage between $656 million and $1.49 billion in assets. In fact,
during this period, Delta’s assets under management dropped to as low as $9 million.

8. For nearly every period reflected in Delta’s Form ADV filings, Delta did
not have $25 million or more in advisory assets under management and therefore was not
_eligible for registration on that basis. In addition, as of June 30, 2009 (the date of its most
recent Form ADV filing), Delta did not have $25 million or more in advisory assets under
management.

9 Delta similarly misrepresented its assets under management through its
website. Delta’s website included a section containing articles from Bloomberg, Reuters,
and other news sources quoting Delta’s employees, including Hanlon. Many of these
articles falsely stated that Delta had assets under management of $1 billion or more. For
example, Delta’s website included a January 23, 2009 Bloomberg article that stated:
““Everybody wants to buy gold, and these have been very healthily subscribed issues,’

: Section 4(2) of the Investment Company Act defines a UIT as “an investment

company, which (A) is organized under a trust indenture, contract of custodianship or
agency, or similar instrument, (B) does not have a board of directors, and (C) issues only
redeemable securities . . . . Typically, these trusts do not have corporate officers, or an
investment adviser. These trusts generally do not actively trade their investment
portfolios — that is, a unit investment trust buys a relatively fixed portfolio of securities
(for example, five, ten, or twenty specific stocks or bonds), and holds them with little or
no change for the life of the trust. - '



Michael Pento, who helps oversee $1.5 billion at Delta Global Advisors . . . said in an
interview.” Similarly, a March 2, 2009 Bloomberg article on Delta’s website stated:
“Silver’s woken up recently, but it isn’t flying yet,” said Chip Hanlon, president of Delta
Global Advisors Inc. in Huntington Beach, California, which manages $1 billion.”

10. At the time Delta filed its Forms ADV and posted articles to its website,
Hanlon knew or was reckless in not knowing that the representations made about assets
under management and providing advisory services to a registered investment company
were materially false. In addition, even after Hanlon was advised by an investment
advisory compliance firm and Commission staff that Delta was not acting as an investment
adviser to a registered investment company and that it should not consider the trusts’ assets
as Delta’s assets under management, Delta and Hanlon continued to post additional articles
on Delta’s website that included the trusts’ assets as its assets under management.

11.  Inits July 7, 2008 Form ADV filing, Delta excluded the trusts’ assets from
its assets under management and no longer indicated that it provided investmient advisory
services to a registered investment company. In this filing, Delta indicated that it had
$26 million in assets under management, but this was false. At that time Delta only had
$16 million in assets under management.

12. Commission examination staff brought this matter to Hanlon’s attention
and, on March 31, 2009, Delta amended its Form ADYV to reflect $16 million in assets
under management, which was well below the $25 million threshold for registration. Only
one day before Delta was required to file a Form ADV-W withdrawing its registration,
Delta amended its Form ADV once again to reflect $26 million in assets under
management. Hanlon admitted to Commission examination staff that Delta included
$10 million in “hopeful” assets in this Form ADV filing as assets under management.
Without these additional “hopeful” assets, Delta would not have been eligible for
registration as an investment adviser. However, even after Commission examination staft
requested that Delta correct its Form ADV and deregister, Delta continued to misrepresent
its assets under management and did not withdraw its registration.

RESPONDENTS FAILED TO MAKE REQUIRED DISCLOSURES ABOUT
DELTA’S POOR FINANCIAL CONDITION AND HANLON’S DISCIPLINARY
HISTORY '

13.  In August 2009, Delta’s financial condition was seriously impaired because
it had minimal liquid assets and several overdue bills. On November 13, 2009, Delta
informed Commission examination staff by letter that it was “in the process of
communicating with all clients on this matter and will have completed this process by
December 9, 2009.” However, contrary to Delta’s representations, Hanlon never disclosed
Delta’s financial condition to any clients.

14. On June 28, 2010, a default judgment was entered against Delta and
Hanlon in a lawsuit filed by one of Delta’s clients relating to Delta’s advisory services.
The lawsuit alleged breach of fiduciary duty, negligence, failure to supervise, negligent




misrepresentation, and breach of contract, all relating to Hanlon and Delta’s activities as

investment advisers. Among other things, the plaintiff claimed that Delta and Hanlon

(i) did not follow plaintiff’s investment guidelines and objectives, and (ii) failed to disclose
certain conflicts of interest. The judgment ordered Delta and Hanlon to pay $353,706 in

damages. Neither Delta nor Hanlon has satisfied the judgment. In addition, Delta did not

disclose the existence of this judgment to Delta’s clients or its precarious financial

condition as a result of the unsatisfied judgment, even though it was required to do so.

: 15.  InJune 2010, a FINRA arbitration panel ordered Hanlon to pay

compensatory damages of $272,290 and $5,500 in fees arising from a complaint against
him alleging breach of contract, slander, and fraud. Hanlon failed to comply with this
arbitration award and consequently on June 29, 2010 FINRA suspended Hanlon from
acting in any registered capacity. Delta did not disclose this disciplinary action to its
clients, even though it was required to do so.

VIOLATIONS

16. As a result of the conduct described above, Delta willfully violated, and
Hanlon willfully aided, abetted, and caused Delta’s violations of, Section 203A of the
Advisers Act for having improperly registered with the Commission.

17. As a result of the conduct described above, Delta and Hanlon willfully
violated Sections 206(1) and 206(2) of the Advisers Act by employing devices, schemes or
artifices to defrand clients or engaging in transactions, practices or courses of business that
defrauded clients or prospective clients.

18.  As aresult of the conduct described above, Delta and Hanlon willfully
violated Section 207 of the Advisers Act by making untrue statements of a material fact in
registration applications or reports Delta filed with the Commission and willfully omitting
to state in such applications or reports material facts which were required to be stated
therein.

19. As a result of the conduct described above, Delta willfully violated, and
Hanlon willfully aided, abetted, and caused Delta’s violations of, Section 206(4) of the
Advisers Act and Rules 206(4)-1(a)(5) and 206(4)-4(a)(1) and (2) thereunder by engaging
in the following acts, practices or courses of business which were fraudulent, deceptive or
manipulative: (a) publishing, circulating or distributing advertisements that contained
untrue statements of material facts, or that were otherwise false or misleading; (b) failing to
disclose to clients or prospective clients all material facts regarding the financial condition
of the adviser that are reasonably likely to impair the adviser’s ability to meet its
contractual commitments to clients; and (c) failing to disclose a legal or disciplinary event
that is material to an evaluation of the adviser’s integrity or ability to meet contractual
commitments to clients.
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In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate in the public interest that public administrative and
cease-and-desist proceedings be instituted to determine:

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

B. | What, if any, remedial action is appropriate in the public interest against
Respondent Hanlon pursuant to Section 15(b) of the Exchange Act;

C. What, if any, remedial action is appropriate in the public interest against
Respondent Hanlon pursuant to Section 203(f) of the Advisers Act including, but not
limited to, civil penalties pursuant to Section 203(i) of the Advisers Act;

D. What, if any, remedial action is appropriate in the public interest against
Respondent Delta pursuant to Section 203(e) of the Advisers Act including, but not limited
to, civil penalties pursuant to Section 203(i) of the Advisers Act;

E. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Section 9(b) of the Investment Company Act; and

F. Whether, pursuant to Section 203(k) of the Advisers Act, Respondents
should be ordered to cease and desist from committing or causing violations of and any
future violations of Sections 203A; 206(1), 206(2), 206(4), and 207 of the Advisers Act and
Rules 206(4)-1(a)(5) and 206(4)-4(a)(1) and (2) thereunder.

IVA

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section IIT hereof shall be convened not earlier than 30 days and not
later than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission’s Rules of Practice, 17 C.F.R. § 201.110.

IT IS FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within twenty (20) days after service of this Order, as
provided by Rule 220 of the Commission’s Rules of Practice, 17 C.F.R. § 201.220.

If Respondents fail to file the directed answer, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may be
determined against them upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission’s
Rules of Practice, 17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.




This Order shall be served forthwith upon Respondents personally or by certified
mail.

IT IS FURTHER ORDERED that the Administrative Law J udge shall issue an
nitial decision no later than 300 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice.

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter,

.except as witness or counsel in proceedings held pursuant to notice. Since this proceeding is
not “rule making” within the meaning of Section 551 of the Administrative Procedure Act, it
is not deemed subject to the provisions of Section 553 delaying the effective date of any
final Commission action. '

By the Commission.

Elizabeth M. Murphy
Secretary

By: Jill M Péterson




UNITED STATES OF AMERICA

. Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64255/ April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14164

In the Matter of

C-3D Digital, Inc., | ORDER MAKING FINDINGS AND

California Clean Air, Inc., REVOKING REGISTRATION OF

CEC Properties, Inc., SECURITIES PURSUANT TO SECTION 12(j)
Censtor Corp., OF THE SECURITIES EXCHANGE ACT OF
The Centennial Group, Inc., 1934 AS TO CHIEF CONSOLIDATED
Century Technologies, Inc., and MINING CO.

Chief Consolidated Mining Co.,

Respondents.

I

The Securities and Exchange Commission (“Commission”) deems it necessary and
appropriate for the protection of investors to enter this Order submitted by Chief Consolidated
Mining Co. (“Chief Consolidated Mining” or “Respondent”) pursuant to Chief Consolidated
Mining’s Settlement Agreement with the Division of Enforcement of the Commission, Rule 240(a)
of the Rules of Practice of the Commission, 17 C.F.R. § 201.240(a), for the purpose of settlement
of these proceedings initiated against Respondent on December 17, 2010, and pursuant to Section
12(3) of the Securities Exchange Act of 1934 (“Exchange Act™).

IL

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
Making Findings and Revoking Registration of Secunities Pursuant to Section 12(j) of the
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Securities Exchange Act of 1934 as to Chief Consolidated Mining Co. (“Order™), as set forth
below.

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

1. Chief Consolidated Mining (CIK No. 19913) is an Arizona corporation located
in Eureka, Utah. At all times relevant to this proceeding, the securities of Chief
Consolidated Mining have been registered with the Commission under Exchange Act
Section 12(g). As of December 7, 2010, the company’s common stock (symbol “CFCM™)
was quoted on the Pink Sheets.

2. Chief Consolidated Mining has failed to comply with Exchange Act Section
13(a), and Rules 13a-1 and 13a-13 thereunder, because it has not filed any periodic reports
since the period ended December 31, 2008.
1v.

In view of the foregoing, the Commission deems it necessary and appropriate for the
protection of investors to impose the sanctions specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED that:

Pursuant to Exchange Act Section 12(j), registration of each class of Respondent’s
securities registered pursuant to Exchange Act Section 12 be, and hereby is, revoked.

Elizabeth M. Murphy W

Secretary

By the Commission.

'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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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64257 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14330

In the Matter of
POWDER RIVER ORDER INSTITUTING PROCEEDINGS
PETROLEUM PURSUANT TO SECTION 12(j) OF THE
INTERNATIONAL, INC., SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND REVOKING
Respondent. REGISTRATION OF SECURITIES

I

The Securities and Exchange Commission (“Commission”} deems it necessary and
appropriate for the protection of investors that proceedings be, and hereby are, instituted pursuant
to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange Act™), against Powder River
Petroleum International, Inc. (“Powder River” or “Respondent™).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the _
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, Respondent consents to the entry of this Order Instituting Proceedings Pursuant to
Section 12(j) of the Securities Exchange Act of 1934, Making Findings, and Revoking Registration
of Securities (“Order”), as set forth below.
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IIL.
On the basis of this Order and Respondent’s Offer, the Commission finds' that:

A, Powder River, an Oklahoma corporation, is an oil-and-gas company. The common
stock of Powder River has been registered under Section 12(g) of the Exchange Act since Janu
2001. Until September 19, 2008, Powder River stock was quoted on the NASDAQ OTCRB. Itis
currently quoted on the “Pink Sheets” disseminated by Pink OTC Markets, Inc.

B. Powder River has failed to comply with Section 13(a) of the Exchange Act and
Rules 13a-1 and 13a-13 thereunder, while its common stock was registered with the Commission
in that it has not filed an Annual Report on Form 10-K since April 14, 2008 or periodic or quarterly

Teports on Form 10-Q for any fiscal period subsequent to its fiscal qQuarter ending March 21, 2008.

the calendar years ended December 31, 2004, 2005, 2006 and 2007, and in its Quarterly Reports on
Form 10-Q for the quarters from March 31, 2005 through March 31, 2008.

D. Powder River has failed to comply with Sections I3(b)(2)(A) and 13(b)(2)(B) of
the Exchange Act by failing to make and keep books, records, and accounts, which, in reasonable
detail, accurately and fairly reflected the transactions and disposition of its assets, and by failing to
maintain a system of internal accounting controls sufficient to provide reasonable assurances that
transactions are recorded as fiecessary to permit preparation of financial statements in conformity
with generally accepted accounting principles.

Iv.
Section 12(j) of the Exchange Act provides as follows:

The Commission is authorized, by order, as it deems necessary or appropriate for the
protection of investors to deny, to suspend the effective date of, to suspend for a period not
exceeding twelve months, or to revoke the registration of a security, if the Commission finds, on

national securities exchange, broker, or dealer shall make use of the mails or any means of
instrumentality of interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked pursuant to the
preceding sentence, :

f 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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Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange Act, that
the registration of each class of Respondent’s securities registered pursuant to Section 12 of the
Exchange Act be, and hereby is, revoked.

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. 64271 / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3262 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14331

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE -

: PROCEEDINGS PURSUANT TO RULE
Nicole Rae Kaplan, CPA, : 102(e) OF THE COMMISSION’S RULES OF
' : PRACTICE, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS
I.

The Securities and Exchange Commission (“Commission™) deems it appropriate and in the public
interest that public administrative proceedings be, and hereby are, instituted against Nicole Rae Kaplan
(“Respondent” or “Kaplan™) pursuant to Rule 102(e)(3)(i) of the Commission’s Rules of Practice.'

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

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

In anticipation of the institution of these proceedings, Respondent has submitted an Offer of
Settlement (the “Offer”’) which the Commission has determined to accept. Solely for the purpose of these
proceedings and any other proceedings brought by or on behalf of the Commission, or to which the
Commission is a party, and without admitting or denying the findings herein, except as to the
Commission’s jurisdiction over her and the subject matter of these proceedings, and the findings contained
in Section I11.3 below, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative Proceedings Pursuant to Rule 102(e) of the Commission’s Rules of Practice, Making
Findings, and Imposing Remedial Sanctions (“Order™), as set forth below.

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

1. Kaplan, age 40, of Agoura Hills, California, became a certified public accountant licensed to
practlce in the State of California in 1996; her license expired in February 2005. Kaplan began work at
Vitesse Semiconductor Corporation (“Vitesse” or the “Company”), in 1998 as Manager of Finance, and in
2004 she became the Company’s Director of Finance. She officially resigned from Vitesse on April 14,
2006.

2. Vitesse based in Camarillo, California, is a major producer of high-performance integrated
circuits for use primarily by systems manufacturers in the storage and communications industries. Vitesse
was mcorporated in Delaware in 1987, is headquartered in Camarillo, California, and maintains a
September 30" fiscal year-end. During the relevant period, the Company’s common stock was registered
with the Commission pursuant to Section 12(b) of the Securities Exchange Act of 1934 (“Exchange Act™)
and traded on the Nasdaq National Market under the symbol VTSS. The Company’s common stock i is
currently traded on the Nasdag National Market under the symbol “VTSS.”

3. On March 22, 2011, a final judgment was entered against Kaplan, permanently enjoining
her from future violations of Section 17(a) of the Securities Act of 1933; Sections 10(b) and 13(b)}(5) of
the Exchange Act and Rules 10b-5, 13b2-1, and 13b2-2 thereunder, and aiding and abetting violations of
Exchange Act Sections 13(a), 13(b)(2)(A), and 13(b}(2)(B) and Rules 12b-20, 13a-1, and 13a-13
thereunder, in the civil action entitled Securities and Exchange Commission v. Nicole R. Kaplan, et al.,
Civil Action Number 10-CV-9239, in the United States District Court for the Southern District of New
York. Kaplan was also ordered to pay $31,050 in disgorgement of ill-gotten gains and $16,445 in
prejudgment interest.

4. The Commission’s complaint alleged, among other things, that Vitesse engaged in
fraudulent revenue recognition practices that resulted in the Company filing with the Commission
materially false and misleading financial statements in annual reports on Form 10-K and quarterly reports
on Forms 10-Q from at least late 2001 through early 2006. The complaint alleges that Kaplan participated
in prematurely and improperly recording revenues on product shipments to Vitesse’s distributors and
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customers; failed to timely and properly record customer credits from the return of unwanted product; and
directed the misapplication of cash to account receivable balances in order to obscure the true age ofthe
receivables. The complaint alleges that Kaplan engaged in the foregoing misconduct from late 2001
through 2005. As aresult, the complaint alleges that Kaplan, among other violations: engaged in
fraudulent accounting practices that materially misstated the company’s annual and quarterly financial
statements, which she reviewed or participated in preparing; knowingly circumvented or failed to
implement Vitesse's system of internal accounting controls and falsified Vitesse’s books, records, or
accounts; and made material misrepresentations to Vitesse’s independent auditor.

Iv.

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

Accordingly, it is hereby ORDERED, effective immediately, that:

Kaplan is suspended from appearing or practicing before the Commission as an accountant.

By the Commission.

Elizabeth M. Murphy
Secretary

Vit eziard

Sl M Peterson
Assistant Secretany




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64272 / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3263 / April 8, 2011

ADMINISTRATIVE PROCEEDING
“File No. 3-14332 '

In the Matter of : ORDER INSTITUTING

: ADMINISTRATIVE PROCEEDINGS
Yatin Dilip Mody, CPA, : PURSUANT TO RULE 102(e) OF THE

: COMMISSION’S RULES OF
Respondent. : PRACTICE, MAKING FINDINGS, AND

IMPOSING REMEDIAL SANCTIONS

I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Yatin
Dilip Mody (“Respondent” or “Mody”™) pursuant to Rule 102(e)(3)(i) of the Commission’s Rules
of Practice.’ '

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

_ The Commission, with due regard to the public interest and without preliminary hearing,

- may, by order, . . . suspend from appearing or practicing before it any . . . accountant . . . who has
been by name . . . permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations
thereunder. '
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IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herem, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.3 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.

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

1. Mody, age 48, of Agoura Hills, California, has been a certified public accountant
licensed to practice in the State of California since 1990; the status of his license is currently
inactive. Mody began work at Vitesse Semiconductor Corporation (“Vitesse” or the “Company™)
in 1992 and served as Controller from 1993 through November 1998, at which time he was
promoted to Vice President and Controller. Mody’s job title changed slightly in 2002 to Vice
President, Finance and Controller. In April 2005, he was promoted to Chief Financial Officer and
thereafter served as Vice President, Finance and Chief Financial Officer. On May 17, 2006,
Vitesse's Board of Directors terminated Mody due to concerns regarding the integrity of
documents evidencing the Company’s stock option grant practices.

2. Vitesse based in Camarillo, California, is a major producer of high-performance
integrated circuits for use primarily by systems manufacturers in the storage and communications
industries.  Vitesse was incorporated in Delaware in 1987, is headquartered in Camarilio,
California, and maintains a September 30" fiscal year-end. During the relevant period, the
Company’s common stock was registered with the Commission pursuant to Section 12(b) of the
Securities Exchange Act of 1934 (“Exchange Act”) and traded on the Nasdaq National Market
under the symbol VTSS. The Company’s common stock is currently traded on the Nasdaq
National Market under the symbol “VTSS.” .

3. On March 22, 2011, a final judgment was entered against Mody, permanently
enjoining him from future violations of Section 17(a) of the Securities Act of 1 933; Sections 10(b)
and 13(b)(5) of the Exchange Act and Rules 10b-5, 13a-14, 13b2-1, and 13b2-2 thereunder, and
aiding and abetting violations of Exchange Act Sections 13(a), 13(b)(2)(A), and 13(b)(2)(B) and
Rules 12b-20, 13a-1, and 132-13 thereunder, in the civil action entitled Securities and Exchange
Commission v. Yatin D, Mody, et al,, Civil Action Number 10-CV-9239, in the United States
District Court for the Southern District of New York. Mody was also ordered to pay $105,604 in
disgorgement of ill-gotten gains and 856,716 in prejudgment interest, for a total of $162,320.
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4. The Commission’s complaint alleged, among other things, that Vitesse engaged in
fraudulent revenue recognition practices that resulted in the Company filing with the Commission
materially false and misleading financial statements in annual reports on Form 10-K and quarterly
reports on Forms 10-Q from at least late 2001 through early 2006, The complaint alleges that

company’s annual and quarterly financial statements, which he reviewed and participated in
preparing; knowingly circumvented or fajled to implement Vitesse’s system of internal accounting
controls and falsified Vitesse’s books, records, or accounts; and made material misrepresentations
to Vitesse’s independent auditor. The complaint further alleges that, as part of his misconduct,
Mody signed and certified annual and quarterly reports containing false and misleading financial
statements, including Vitesse’s 2005 Form 10-K filed on December 13, 2005 and three Vitesse
Forms 10-Q filed between May 2005 and February 2006, and that Mody signed in 2005 and 2006
certain Vitesse registration statements filed on Form S-8 and Form S-3 that incorporated by
reference materially false and misleading Forms 10-K and/or Forms 10-Q.

Iv.

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

Accordingly, it is hereby ORDERED, effective immediately, that:

Mody is suspended from appearing or practicing before the Commission as an accountant.

By the Commission.

Elizabeth M. Murphy
Secretary

v{ Jill M. Peterson
' “Assistant Secretary




1rm \% /1D
C/uﬁd f%@%@

UNITED STATES OF AMERICA
Before the _
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
- Release No. 64277 / April 8, 2011

ACCOUNTING AND AUDITH;IG ENFORCEMENT
Release No. 3264 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14333

ORDER INSTITUTING PUBLIC
ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS PURSUANT

In the Matter of - TO SECTIONS 4C AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934
TROY F. NILSON, CPA AND RULE 102(e) OF THE
' COMMISSION’S RULES OF PRACTICE,

Respondent. MAKING FINDINGS, AND IMPOSING
: - REMEDIAL SANCTIONS AND A CEASE-
AND-DESIST ORDER

L

The Securities and Exchange Commission (“Commission™) deems it appropriate that public
administrative and cease-and-desist proceedings be, and hereby are, instituted against Troy E.
Nilson, CPA ( “Respondent” or “Nilson™) pursuant to Sections 4C' and 21C of the Securities
Exchange Act of 1934 (“Exchange Act”) and Rule 102(e)(1)(ii} of the Commission’s Rules of
Practice.”

Section 4C provides, in relevant part, that:

- The Commission may censure any person, or deny, temporarily or permanently, to any person the privilege
of appearing or practicing before the Commission in any way, if that person is found . . . (1) not to possess the
requisite qualifications to represent others . . . (2) to be lacking in character or integrity, or to have engaged in
unethical or improper professional conduct; or (3) to have willfully violated, or willfully aided and abetted the
violation of, any provision of the securities laws or the rules and regulations thereunder,

2 Rule 102(e)(1)(ii) provides, in pertinent part, that:

The Commission may . . . deny, temporarily or permanently, the privilege of appearing or practicing before
it ... to any person who is found . . . to have engaged in unethical or improper professional conduct. :
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II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him, and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Public
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 4C and 21C of the
Securities Exchange Act of 1934 and Rule 102%¢) of the Commission’s Rules of Practice, 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 Respondent’s Offer, the Commission finds® that:
A. SUMMARY

1. From year-end 2004 through the first quarter of 2008, Powder River Petroleum
International, Inc. (“Powder River” or “the company”) improperly accounted for over $43 million
in proceeds from conveyances of fractional working interests in oil-and-gas leases to investors in
Asia. In particular, Powder River immediately recognized revenue from the conveyances, despite
the fact that it had promised the Asian working interest investors a guaranteed return until they
recouped their initial investment. In addition, Powder River also improperly recorded assets it did
not own or that were stated in excess of net realizable value. As a result, Powder River’s financial
statements did not present fairly, in all material respects, the company’s financial position,
operating results, and cash flows in conformity with generally accepted accounting principles.
Powder River materially overstated its revenues by 7% to 2,417%, its pre-tax income by 18% to
441%, and its assets by 7% to 48% in its Commission filings during the applicable period.

2. Respondent was the engagement partner on the audit and review of Powder River’s
financial statements for year-end 2007 and the first quarter of 2008. Respondent failed to conduct
these engagements in accordance with Public Company Accounting Oversight Board (“PCAOB™)
Standards. He also caused Chisholm, Bierwolf, Nilson and Morrill, LLC’s failure to have
procedures in place to detect fraud and to evaluate Powder River’s ability to continue as a going
concern. His failures as an auditor were a cause of Powder River’s filing of a false and misleading
2007 Form 10-K and a first-quarter 2008 Form 10-Q. Accordingly, Respondent engaged in improper
professional conduct, violated Sections 10A(a)(1) and 10A(a)(3) of the Exchange Act, and was a

; 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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cause of Powder River’s violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13 and
12b-20 thereunder.

B. RESPONDENT

3. Troy F. Nilson is a certified public accountant licensed in the state of Utah and has
been an audit partner at Chisholm, Bierwolf, Nilson and Morrill, LLC (“Chisholm Bierwolf} from
2004 to the present, Nilson was the engagement partner on Powder River’s audit and quarterly
review for year-end 2007 and the first quarter of 2008, and supervised Chisholm Bierwolf’s
engagements to audit and review Powder River’s financial statements.

C. RELEVANT ENTITIES

4. Powder River Petroleum International, Inc. is an Oklahoma corporation
headquartered in Calgary, Canada. The company’s common stock is registered with the
Commission pursuant to Exchange Act Section 12(g). Powder River’s shares are currently quoted
on Pink OTC Markets, Inc. In July 2008, an Oklahoma district court granted a temporary
restraining order and appointed a receiver for Powder River in connection with a complaint filed
by certain Asian investors.* In December 2008, Powder River filed for bankruptcy.® It has not
restated its financial statements, other than a restatement of its 2007 quarterly financial statements
included in its year-end 2007 financial statements, nor has it filed any reports with the Commission
since September 17, 2008,

5. Chisholm, Bierwolf, Nilson & Morrill, LLC, a PCAOB-registered audit firm with
offices in Bountiful and Layton, Utah, and its predecessors, have been Powder River’s auditor
since 2001.

D. FACTS

QOil-and-Gas Working Interest Convevances

6. From year-end 2004 through the first quarter of 2008, Powder River offered and
sold working interests in its oil-and-gas leases through an independent sales agent to investors in
Singapore, Malaysia and Indonesia. Powder River’s contracts with Asian investors provided that
they would receive guaranteed payments yielding an annual minimum of 9%, and in some cases
more, beginning approximately six months after the date of investment until investors reached the
“break-even” point, i.e. when their principal had been repaid (the “guaranteed payments™).
Thereafter, investors received lease production payments based on their respective working
interests. By the second quarter of 2007, Powder River’s guaranteed payments exceeded not only
the investors’ share of oil-and-gas production revenues, but also Powder River’s total production

i See Chang v. Powder River Petroleum Int’l, Inc. (Okla. Dist. Ct. Tuly 14, 2008) (No. CI-2008-4855).
5 See In re Powder River Petroleum Int’l, Inc. (Bankr. W.D. Okla. Dec. 12, 2008) (No. 08-156 13).
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revenues. After that date, Powder River used proceeds from working interest conveyances to new
investors to fund guaranteed payments to earlier investors. '

7. From year-end 2004 through the first quarter of 2008, Powder Rivér improperly
recognized as revenue over $33.5 million in proceeds from conveyances of the working interests to
investors. These conveyances were in substance and should have been reported by Powder River
as borrowings, not revenue (see Financial Accounting Standards No. 19, Financial Accounting and
Reporting by Oil and Gas Producing Companies, paragraph 43). The investors’ contractual right
to receive guaranteed payments until their “break-even point” represented, in substance, a loan of
capital to Powder River at a guaranteed 9% minimum rate of return. As a result of Powder River’s
improper accounting, the company materially overstated its revenues in its Forms 10-QSB, 10-Q,
10-KSB, and 10-K for the year ended December 31 » 2004 through the quarter ended March 3 1,
2008 by 7% to 2,417% and its net pre-tax income by 18% to 441%.

: 8. Respondent supervised Powder River’s 2007 audit and first-quarter 2008 review.
In the second quarter of 2007, when the guaranteed payments exceeded Powder River’s entire o;l-
and-gas receipts, the company began recording the guaranteed payments on its balance sheet as an
asset labeled “pre-paid production payments.” During the 2007 audit, Respondent examined some
of the contracts underlying the working interest conveyances, which described the guaranteed
payments, and determined that Powder River’s accounting for those payments as an asset was
improper. Respondent failed, however, to consider whether, as a result of the guaranteed payment
provisions, the conveyances should have been reported as borrowings rather than sales.

9. The company filed a Form 8-K on March 17, 2008, which disclosed the
guaranteed payments and indicated that the company’s second and third quarter 2007 financial
statements could not be relied upon. When Powder River filed its 2007 F orm 10-K and first-
quarter 2008 Form 10-Q, the company disclosed the guaranteed payments as a future commitment
in its financial statement footnotes. As a result of Respondent’s failure to consider the nature of
the guaranteed payments on Powder River’s revenue recognition, however, the company continued
to improperly report the proceeds from its working interest conveyances as revenues.

10. Furthermore, Respondent was aware that Powder River’s guaranteed payments
exceeded the company’s total oil-and-gas revenues for 2007. Yet, he failed to include a “going
concern” paragraph in Chisholm Bierwolf audit opinion, despite substantial reason to doubt that
Powder River’s future oil-and-gas revenues, which were only $3.3 million in 2007, would be
sufficient to cover the $6.1 million of guaranteed payments due in 2008.

Inflated Assets

11. Powder River reported assets that it did not own, that did not exist, or that it should
have written off in its 2007 Form 10-K and first-quarter 2008 Form 10-Q financial statements.
During the company’s 2007 audit, Respondent failed to conduct sufficient audit procedures to
support the recorded oil-and-gas and other assets; otherwise he would have discovered information
that indicated a significant amount of such assets should be removed from Powder River’s
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financial statements. As a result, the company overstated its assets by 45% and 48% in its
financial statements for year-end 2007 and first-quarter 2008, respectively.

12. In particular, Powder River improperly included as assets in its year-end 2007 and
first-quarter 2008 financial statements two oil-and-gas leases it had agreed, but failed, to acquire.
Specifically, in 2005, Powder River made $500,000 in nonrefundable payments as a part of an
agreement to acquire a New Mexico oil-and-gas lease for $5 million, but by August 2005 it had
defaulted on the terms of the agreement and lost its rights to the lease. Nonetheless, Powder River
continued to report the lease as an asset on its balance sheet, including in its financial statements
for year-end 2007 and the first quarter of 2008, which was its last quarterly report. Similarly,
Powder River made nonrefundable payments totaling $1.5 million in late 2006 and early 2007 as
part of an agreement to acquire a Texas oil-and-gas lease for $6.5 million. The company reported
the lease, along with an associated note payable, as assets on its balance sheet from year-end 2006
onward. In reality, the agreement was never consummated, no note agreement was ever executed,
and by the end of 2007, Powder River had forfeited its payments.

13. During Powder River’s 2007 audit, Respondent failed to perform procedures to
verify the existence and ownership of the New Mexico and Texas leases, despite the size of the
assets and the fact that the company had not paid any significant development costs or taxes on the
properttes in 2007. Respondent did not review the oil-and-gas lease purchase documents or any
promissory note agreement on the Texas lease. During the 2007 audit, Respondent requested
confirmation of the purported $5 million promissory note on the Texas lease, but failed to perform
sufficient alternative procedures when the confirmation was not returned.

14. Powder River listed a $1.2 million item as a “loan receivable” on the company’s
balance sheet in its 2007 Form 10-K financial statements. In prior periods, this item was reported
as a cash or cash equivalent. Despite this unexplained change in accounting treatment and the fact
that no payments had ever been made on the loan receivable, Respondent failed to obtain
documentation of the purported loan receivable or to perform any procedures to evaluate the
collectability of the loan. Further, Respondent failed to identify that the loan receivable had not
been disclosed as a related party transaction in compliance with Statement of Financial Accountmg
Standard No. 57, Related Party Disclosures.

Failure to Assess the Work of a Professional

15. At year-end 2007, oil-and-gas properties represented approximately 82% of Powder
River’s total assets. The company, however, failed to obtain new or updated reserve reports in
2007, instead relying on the reports that it had used in connection with the 2006 audit. In auditing
Powder River’s 2007 financial statements, Respondent relied on the work performed in the audit of
Powder River’s 2006 financial statements, without performing procedures to test or verify the scope
or adequacy of that prior audit work or the 2006 reserve reports. Respondent did nothing to: a)
evaluate the qualifications of the petroleum engineer who prepared the oil-and-gas reserve reports;
b) understand the nature of the work performed in preparing the oil-and-gas reserve reports; and c)
evaluate the petroleum engineer’s relationship to Powder River. Respondent knew or should have
known that Powder River’s failure to obtain new or updated reserve reports raised questions as to:
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a) the qualifications of the engineer who prepared the reserve reports; and b) the adequacy of the
reserve reports to support disclosures made in the financial statements. Accordingly, Respondent
failed to adhere to the guidance contained in AU 336, Using the Work of a Specialist, and failed to
obtain sufficient competent evidential matter to support Chisholm Bierwolf’s report on Powder
River’s 2007 financial statements.

Creation of Audit Documents

16. Prior to a PCAOB inspection in 2007, Respondent created and back-dated and
directed Chisholm Bierwolf’s staff to create and back-date audit planning and other documents
more than 45 days after the documentation completion dates for the 2006 audit of Powder River’s
financial statements. Respondent and his firm’s staff failed to document in the workpapers the dates
that these changes were made, the names of the persons who made them, and the reasons for adding
information. They also failed to notify the PCAOB inspection team that changes had been made to
the audit files without appropriately documenting the date of those changes. As aresult,
Respondent failed to comply with PCAOB Auditing Standard No. 3, Audit Documentation, in
addition to violating PCAOB rules. Respondent produced those documents to SEC staff during its
investigation, without disclosing that they had been back-dated or created after document
completion deadlines.

Failure to Conduct Audits in Accordance with PCAOB Standards

17. As the foregoing conduct demonstrates, Respondent failed to conduct Powder
River’s 2007 audit in accordance with PCAOB Standards and Rules, Specifically, Respondent
failed to:

a. Adequately plan the audit and properly supervise assistants, under
AU 311, 98, Planning & Supervision.

b. Gather sufficient competent evidential matter, under AU 326, 913,
Audit Evidence, to support the characterization of Powder River’s revenue and his conclusions on
company assets;

c. Exercise due professional care and skepticism, under AU 230, 99,
25, Due Professional Care in the Performance of Work, as illustrated by repeated failures to
review underlying documentation, undue reliance on management, and failure to respond
appropriately to “red flags.”

d. Perform sufficient alternative procedures, under AU 330, §31, The
Confirmation Process, when his firm did not receive proper confirmations of a promissory note
and a loan receivable;

e. Evaluate, under AU 341, 93, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern, Powder River’s ability to continue as a going
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concern even though the fact that Powder River’s total revenues were significantly less than its
guaranteed payment obligations should have raised substantial doubt about its ability to continue as
a going concer;

f. Consider whether, under AU 336, 18, 9, Using the Work ofa
Specialist, Powder River’s petroleum engineers possessed the necessary qualifications for their
work to be used as audit evidence; and

g Properly prepare audit documentation, under PCAOB Auditing
Standard No. 3, Y15, Audit Documentation, as demonstrated by after-the-fact creation and back-
dating of audit planning documents and checklists at Respondent’s direction.

18. Furthermore, Respondent did not have procedures in place for the 2007 audit
designed to provide reasonable assurance of detecting illegal acts that would have a direct and
material effect on Powder River’s financial statement amounts, as required by Section 10A(a)(1) of
the Exchange Act. This was demonstrated by Respondent’s failure to recognize Powder River’s
improper revenue recognition, his failure to identify assets improperly included on its balance
sheet, and his reliance on out-dated reserve reports that failed to support Powder River’s reported
reserves.

19. Respondent also did not include in the 2007 audit an evaluation of whether there
was substantial doubt about the ability of Powder River to continue as a going concern during the
ensuing fiscal year, as requxred by Section 10A(a)(3) of the Exchange Act. This ts demonstrated
by his failure to recognize that Powder River’s total revenues in 2007 were si ignificantly less than
its guaranteed payment obhgatlons for the following year, which should have raised substantial
doubt about the companys ability to continue as a going concern.

E. VIOLATIONS

20. Exchange Act Section 10A(a)(1) requires each audit to include procedures designed
to provide reasonable assurance of detecting illegal acts that would have a direct and material
effect on the determination of financial statement amounts, and Section 10A(a)(3) requires each
audit to include an evaluation of whether there is substantial doubt about the ability of the issuer to
continue as a going concern during the ensuing fiscal year. No showing of scienter is necessary to
establish a violation of Section 10A. See SEC v. Solucorp Indus., Ltd., 197 F. Supp 2d4
(S.D.N.Y. 2002).

21. As discussed above, Respondent violated Sections 10A(a)(1) and 10A(a)(3) by
failing to have adequate procedures in place during Powder River’s 2007 audit to: 1) reasonably
assure detection of illegal acts, such as Powder River’s material overstatement of its revenues, its
inclusion of improperly recorded assets on its balance sheet, and its materially overstated oil-and-
gas reserves, and its payments of later working interest conveyance proceeds to earlier working
interest investors, which materially affected the determination of financial statement amounts; and




2) to evaluate whether there was substantial doubt about Powder River’s ability to continue as a
going concern.

22. Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 thereunder,
require every issuer of a security registered pursuant to Section 12 of the Exchange Act file with
the Commission information, documents, and annual and quarterly 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. The obligation to file such reports
embodies the requirement that they be true and correct. See, e.g., SEC v. Savoy Indus., Inc., 587
F.2d 1149, 1165 (D.C. Cir. 1978), cert. denied, 440 U.S. 913 (1979).

23, As discussed above, during year-end 2007 and the first quarter of 2008,
Respondent’s failures were a cause of Powder River’s filing of a false and misleading 2007 Form
10-K and first-quarter 2008 Form 10-Q. Accordingly, Respondent was a cause of Powder River’s
violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 thereunder.

24. Rule 102(e)(1)(ii} of the Commission’s Rules of Practice and Section 4C of the
Exchange Act authorize the Commission to censure or deny, temporarily or permanently, the
privilege of appearing or practicing before the Commission to accountants who are found to have
engaged in improper professional conduct. Under Rule 102(e)(1 )(iv}, the term “improper
professional conduct” means, in part, “repeated instances of unreasonable conduct, each resulting
in a violation of applicable professional standards, that indicate a lack of competence to practice
before the Commission.” Respondent’s actions were unreasonable and failed to conform to
applicable professional standards. Accordingly, his conduct supports an action under Rules
102(e)(1)(ii) and 102(e)(1)(iv)}(B)(2) of the Rules of Practice.

F. FINDINGS

25. Based on the foregoing, the Commission finds that Respondent violated Sections
10A(a)(1) and 10A(a)(3) of the Exchange Act, and was a cause of Powder River’s violations of
Section 13(a) of the Exchange Act, and Rules 13a-1, 13a-13, and 12b-20 promulgated thereunder.

26. Based on the foregoing, the Commission finds that Respondent engaged in
improper professional conduct pursuant to Rules 102(e)(1)(ii) and 102(e)(1)(iv)}(B)2) of the
Commission’s Rules of Practice.

G. UNDERTAKING

27. Cooperation. Respondent undertakes to cooperate fully with the Commission with
respect to any matter relating to the Commission's investigation of Powder River or its current or
former officers, directors, employees, or auditors, including but not limited to any litigation or
other proceeding related to or resulting from that investigation. Such cooperation shall include, but
is not limited to, upon reasonable notice and without subpoena:




i

a. Producing any document, record, or other tangible evidence reasonably
requested by Commission staff in connection with the Commission's investigation, litigation or
other proceedings;

b. Providing all information reasonably requested by Commission staff in
connection with the Commission's investigation; and

c. Attending and providing truthful statements at any meeting, interview,
testimony, deposition, trial, or other legal proceeding reasonably requested by the Commission
staff,

28.  In determining whether to accept the Offer, the Commission has considered these
undertakings.

IV,

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

Accordingly, it is hereby ORDERED, effective immediately, that:

A. Respondent shall cease and desist from committing or causing any violations and any future
violations of Sections 10A(a)(1) and 10A(a)(3) of the Exchange Act.

B. Respondent shall cease and desist from committing or causing any violations and any
future violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20
promulgated thereunder, )

C. Respondent is denied the privilege of appearing or practicing before the Commission as an
accountant.

D. After five years from the date of this Order, Respondent may request that the Commission
consider his reinstatement by submitting an application (attention: Office of the Chief Accountant)
to resume appearing or practicing before the Commission as: ‘

1. A preparer or reviewer, or a person responsible for the preparation or review, of
any public company’s financial statements that are filed with the Commission. Such an
application must satisfy the Commission that Respondent’s work in his practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or

2. An independent accountant, Such an application must satisty the Commission that:




a, Respondent, or the public accounting firm with which he is associated, is
registered with the PCAOB in accordance with the Sarbanes-Oxley Act of 2002, and such
registration continues to be effective;

b. Respondent, or the tegistered public accounting firm with which he is
associated, has been inspected by the PCAOB and that inspection did not identify any criticisms
of or potential defects in Respondent’s or the firm’s quality control system that would indicate
that the respondent will not receive appropriate supervision;

c. Respondent has resolved all disciplinary issues with the PCAORB, and has
complied with all terms and conditions of any sanctions imposed by the PCAOB (other than
reinstatement by the Commission); and

d. Respondent acknowledges his responsibility, as long as Respondent
appears or practices before the Commission as an independent accountant, to comply with all
requirements of the Commission and the PCAOB, including, but not limited to, all requirements
relating to registration, inspections, concurring partner reviews and quality control standards.

E. The Commission will consider an application by Respondent to resume appearing or
practicing before the Commission provided that his state CPA license is current and he has
resolved all other disciplinary issues with the applicable state boards of accountancy. However,
if state licensure is dependent on reinstatement by the Commission, the Commission will
consider an application on its other merits. The Commission’s review may include consideration
of, in addition to the matters referenced above, any other matters relating to Respondent’s
character, integrity, professional conduct, or qualifications to appear or-practice before the
Commission. '

By the Commission.

Elizabeth M. Murphy
Secretary

ST D LT
ﬁ M. Peterson
Assistant Secretary
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. UNITED STATES OF AMERICA
: Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64278 / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3265 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14334

ORDER INSTITUTING PUBLIC
ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS PURSUANT

In the Matter of , TO SECTIONS 4C AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934
JEFFERY Q. JOHNSON, CPA AND RULE 102(e) OF THE COMMISSION’S
and RULES OF PRACTICE, MAKING
STEVEN M. HANNI, CPA, FINDINGS, AND IMPOSING REMEDIAL

SANCTIONS AND A CEASE-AND-DESIST

. Respondents. ‘ ORDER

L

The Securities and Exchange Commission (“Commission™) deems it appropriate that public
administrative and cease-and-desist proceedings be, and hereby are, instituted against Jeffery Q.
Johnson, CPA (“Johnson”) and Steven M. Hanni, CPA (“Hanni”} (collectively “Respondents™)
pursuant to Sections 4C' and 21C of the Securities Exchange Act of 1934 (“Exchange Act”) and
Rule 102(e)(1)(iii} of the Commission’s Rules of Practice.2

! Section 4C provides, in relevant part, that:

The Commission may censure any person, or deny, temporarily or permanently, to any person the privilege
of appearing or practicing before the Commission in any way, if that person is found . . . (1) not to possess the
requisite qualifications to represent others . , . (2) to be lacking in character or integrity, or to have engaged in
unethical or improper professional conduct; or (3) to have willfully violated, or willfully aided and abetted the
violation of, any provision of the securities laws or the rules and regulations thereunder.

. 2 Rule 102(e)(1)(iii) provides, in pertinent part, that:
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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 Public
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 4C and 21C of the
Securities Exchange Act of 1934 and Rule 102(e) of the Commission’s Rules of Practice, Making
Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order (“Order”), as set forth
below.

IIL
On the basis of this Order and Respondénts’ Offer, the Commission finds® that:
A. SUMMARY

1. From year-end 2004 through the first quarter of 2008, Powder River
Petroleum International, Inc. (“Powder River”) improperly accounted for over $43 million in
proceeds from conveyances of fractional working interests in oil-and-gas leases to investors in
Asia. In particular, Powder River immediately recognized revenue from the conveyances, despite
the fact that it had promised the Asian working interest investors a guaranteed return until they
recouped their initial investment. In addition, Powder River also improperly recorded assets it did
not own or that were stated in excess of net realizable value. As a result, Powder River’s financial
statements did not present fairly, in all material respects, the company’s financial position,
operating results, and cash flows in conformity with generally accepted accounting principles.
Powder River materially overstated its revenues by 7% to 2,417%, its pre-tax income by 18% to
441%, and its assets by 7% to 48% in its Commission filings during the applicable period.

2. Respondents incorrectly advised Powder River on how it should record
financial items, including revenue from the working-interest conveyances from 2005 through
August 2007, After August 2007, Johnson, as CFQ, and Hanni, assisting Johnson as a de facto co-
CFO, supervised and directed the company’s improper recording of its assets and its revenue from
the working-interest conveyances. By mid-2007, Powder River used proceeds from current

The Commission may . . . deny, temporarily or permanently, the privilege of appearing or practicing before
it. .. to any person who is found...to have willfully violated, or willfully aided and abetted the violation of any
provision of the Federal securities Jaws or the rules and regulations thereunder. '

3 The findings herein are made pﬁrsuant to Respondents’ Offer of Settlement and are not binding on any

other person or entity in this or any other proceeding.
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working interest conveyances to pay the guaranteed returns to earlier Asian investors. In mid-
March 2008, Johnson authorized one of those payments, but failed to disclose in Powder River’s
first quarter 2008 Form 10-Q that the company was using later investor funds to pay earlier
investors.

B. RESPONDENTS

3. Jeffery Q. Johnson is a certified public accountant licensed in the state of
Utah and was employed at Stayner Bates & Jensen, PC (“Stayner Bates™) from January 2006 until
November 2010. Johnson provided bookkeeping, financial reporting, and other accounting
services to Powder River from June 2006 until August 2007, when he contracted with Powder
River to serve as Powder River’s CFO on a part-time basis. Johnson resigned as Powder River’s
CFO in September 2008, While CFO, Johnson remained employed at Stayner Bates.

4, Steven M. Hanni is a certified public accountant licensed in the state of
Utah and served as the engagement partner on Stayner Bates's engagement to provide
bookkeeping, financial reporting, and other accounting services to Powder River from 2004 to
August 2007. Pursuant to Johnson and Powder River’s arrangement with NJS Management, LLC,
Hanni assisted Johnson with his duties as Powder River’s CFO.

C. RELEVANT ENTITIES

S. Powder River Petroleum International, Inc. is an Oklahoma corporation
headquartered in Calgary, Canada. The company’s common stock is registered with the
Commission pursuant to Exchange Act Section 12(g). Powder River’s shares are currently quoted
on Pink OTC Markets, Inc. In July 2008, an Oklahoma district court granted a temporary
restraining order and appointed a receiver for Powder River in connection with a complaint filed
by certain Asian investors. In December 2008, Powder River filed for bankruptcy.” It has not
restated its financial statements, other than a restatement of its 2007 quarterly financial statements
included in its year-end 2007 financial statements, nor has it filed any reports with the Commission
since September 17, 2008

0. Stayner Bates & Jensen, PC, a CPA firm located in Salt Lake City, Utah,
became registered with the Public Company Accounting Oversight Board (“PCAOB”) in 2009,
and has no public company audit clients. From 2004 through August 2007, Powder River engaged
Stayner Bates to provide bookkeeping, financial reporting, and other accounting services.

7. NJS Management, LLC (“NJS”), a Utah limited liability company, was
formed by Johnson, Hanni, and another Stayner Bates partner to provide CFO services. Powder
River had an agreement with Johnson through which Powder River paid NJS the money
representing Johnson’s salary from Powder River. That money was then split amongst Johnson,

4 See Chang v. Powder River Petroleum Int'l, Inc. (Okla. Dist. Ct. July 14, 2008) (No. CJ-2008-4855).

. ° See In re Powder River Petroleum Int’l, Inc. (Bankr. W.D. Okla. Dec. 12, 2008) (No. 08-15613).
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for services rendered as Powder River’s CFO; Hanni, for assisting Johnson with his duties as
Powder River’s CFO; and another Stayner Bates partner, for increased assistance to Johnson in
connection with other Stayner Bates engagements.

D. FACTS

Oil-and-Gas Working Interest Conveyances

8. From year-end 2004 through the first quarter of 2008, Powder River offered
and sold working interests in its oil-and-gas leases through an independent sales agent to investors
in Singapore, Malaysia and Indonesia. Powder River’s contracts with Asian investors provided
that they would receive guaranteed payments yielding an annual minimum of 9%, and in some
cases more, beginning approximately six months after the date of investment-until investors
reached the “break-even” point, i.e. when their principal had been repaid (the “guaranteed
payments”). Thereafter, investors received lease production payments based on their respective
working interests. By the second quarter of 2007, Powder River’s guaranteed payments exceeded
not only the investors’ share of oil-and-gas production revenues, but also Powder River’s total
production revenues. After that date, Powder River used proceeds from working interest
conveyances to new investors to fund guaranteed payments to earlier investors.

9. From year-end 2004 through the first quarter of 2008, Powder River
improperly recognized as revenue over $33.5 million in proceeds from conveyances of the working
interests to investors. These conveyances were in substance and should have been reported by
Powder River as borrowings, not revenue (see Financial Accounting Standards No. 19, Financial
Accounting and Reporting by Oil and Gas Producing Companies, paragraph 43). The investors’
contractual right to receive guaranteed payments until their “break-even point” represented, in
substance, a loan of capital to Powder River at a guaranteed 9% minimum rate of return. As a
result of Powder River’s improper accounting, the company materially overstated its revenues in
its Forms 10-QSB, 10-Q, 10-KSB and 10-K for the year ended December 3 1, 2004 through the
quarter ended March 31, 2008 by 7% to 2,417% and its net pre-tax income by 18% to 441%.

10.  Beginning in 2005, Powder River hired Stayner Bates to provide
bookkeeping, reporting and other accounting services. Hanni was the partner and oversaw the
firm’s engagement from 2005 through August 2007. Johnson joined Stayner Bates in January 2006
and began assisting Hanni on the Powder River engagement in June 2006. In connection with this
engagement, Hanni and Johnson provided accounting and reporting advice with respect to
acquisitions and conveyances of oil-and-gas interests and drafted Powder River’s financial
statements for inclusion in Powder River’s SEC filings. Respondents advised the company
regarding the appropriate accounting for the working-interest-conveyance proceeds without
reviewing underlying documents, which reflected the guaranteed payments to investors. Instead,
Respondents relied, without further inquiry, on Powder River management’s representations and
characterization of the working interest conveyances as “sales.” As a result, Powder River: a)
failed to disclose and account properly for the guaranteed payments; and b) improperly reported



the working interest conveyance proceeds as revenue in financial statements included in its Forms
10-K and Forms 10-Q for year-end 2005 through the second quarter of 2007.

11.  During the preparation of Powder River’s financial statements for the year
ended December 31, 2006, Respondents became aware of Powder River’s 9% payments to the
working interest investors. Yet, Hanni failed to analyze the significance of those payments and
erroneously advised Powder River to net them against oil-and-gas production revenues. As a
result, Powder River continued to record the working interest conveyance proceeds as revenue,
failed to disclose the guaranteed payments, and improperly offset the guaranteed payments against
the company’s oil-and-gas production receipts in its 2006 Form 10-KSB and first quarter 2007
Form 10-QSB. -

12.  Inthe second quarter of 2007, when the guaranteed payments exceeded the
company’s total oil-and-gas receipts, Respondents erroneously advised the company to record the
guaranteed payments on the company’s balance sheet as an asset labeled as “pre-paid production
payments.” As a result, Powder River continued to record the working interest conveyance
proceeds as revenue, failed to disclose the guaranteed payments, and mischaracterized those
payments as an asset in its financial statements included in its second quarter 2007 Form 10- QSB.

13.  In August 2007, Powder River named Johnson as Powder River’s CFO and
began paying NJS for his and Hanni’s CFO services. It was understood between Powder River and
NJS that Respondents would function together as Powder River’s CFO, yet they failed to assess
Powder River’s revenue recognition policy for working interest conveyances and the appropriate
accounting and reporting of the conveyances and related guaranteed payments to investors. Asa
result, Powder River continued to record the working interest conveyance proceeds as revenue in
its financial statements filed in its third-quarter 2007 Form 10-QSB and first-quarter 2008 Form

10-Q), and in its 2007 Form 10-K.

14.  While preparing for the audit of Powder River’s 2007 financial statements,
Respondents concluded that Powder River had improperly reported the guaranteed payments as an
asset on Powder River's balance sheet in its second and third-quarter 2007 financial statements.
As a result, on March 17, 2008, Powder River filed a Form 8-K in which it first publicly disclosed
the guaranteed payments and indicated that the company’s second and third quarter 2007 financial
statements could not be relied upon. Respondents did not, however, change the company’s
recognition of revenue from the working interest conveyances in its year-end 2007 financial
statements. Instead, in its 2007 Form 10-K, the company simply disclosed the guaranteed
payments and identified them as a future commitment in a footnote to the year-end 2007 financial .
statements. As a result, Powder River continued to materially overstate its revenues and pre-tax
income in financial statements included in its 2007 Form 10-K and its first quarter 2008 Form 10-
Q. Johnson, as Powder River’s principal accounting officer, certified Powder River’s 2007 Form
10-K financial statements.

15.  In early March 2008, Johnson authorized Powder River’s independent sales
agent to use new working interest investor funds the agent had collected to make guaranteed
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payments to previous investors. Johnson subsequently supervised the preparation of financial
statements for Powder River’s first quarter 2008 Form 10-Q, which he certified as company
principal accounting officer. In this filing and Powder River’s March 17, 2008 Form 8-K, the
company failed to disclose that the company was using proceeds from current working interest
conveyances to fund guaranteed payments to earlier investors. Johnson failed to disclose to
Powder River’s auditor that he had authorized guaranteed payments to existing investors from new
investors’ funds.

Inflated Assets

16.  Powder River reported assets that it did not own, that did not exist, or that it
should have written in financial statements included in its 2005, 2006 and 2007 Forms 10-KSB and
10-K and for its Forms 10-QSB and 10-Q for the first, second and third quarters of 2005, 2006, and
2007 and the first quarter of 2008, thereby inflating its assets between 37% and 48%. After
Johnson became CFO, he and Hanni failed to devise and maintain a system of accounting controls
to validate the existence of the assets reported on the company’s balance sheet, evaluate reported
assets for potential impairment, or to ensure that Powder River’s financial statements were
prepared in accordance with generally accepted accounting principles. Accordingly, Hanni and
Johnson were a cause of the misstatements in Powder River’s financial statements.

17.  In particular, Powder River improperly included as assets on its financial
statements two oil-and-gas leases it had agreed, but failed, to acquire. Specifically, in 2005,
Powder River made $500,000 in nonrefundable payments as a part of an agreement to acquire a
New Mexico oil-and-gas lease for $5 million, but by August 2005 it had defaulted on the terms of
the agreement and lost its rights to the lease. Nonetheless, Powder River continued to report the
lease as an asset on its balance sheet from the third quarter of 2005 through the first quarter of
2008, which was its last quarterly report. Similarly, Powder River made nonrefundable payments
totaling $1.5 million in late 2006 and carly 2007 as part of an agreement to acquire a Texas oil-
and-gas lease for $6.5 million. The company reported the lease, along with an associated note
payable, as assets on its balance sheet from year-end 2006 onward. In reality, the agreement was
never consummated, no note agreement was ever executed, and by the end of 2007 Powder River
had forfeited its payments. Without verifying the CEQ’s characterization of these transactions,
Johnson and Hanni allowed Powder River to report the leases as assets on its balance sheet.

18. In addition, Powder River listed a $1.2 million item as a “loan receivable”
on the company’s balance sheet in its 2007 Form 10-K financial statements. In prior periods, this
item was reported as a cash or cash equivalent. In its financial statements included in its 2007
Form 10-K, Powder River reclassified a $1.2 item from “cash,” where it had been improperly
classified since year-end 2006, to “loan receivable” on its balance sheet. This item represented a
loan receivable from a related party, yet had not been previously disclosed as required by
Statement of Financial Accounting Standard No. 57, Related Party Disclosures. Although the loan
was uncollectible and the company never reccived any loan payments, Respondents failed to
evaluate the collectability of the loan receivablie at year end 2007, thereby causing the company to
overstate its assets in financial statements included in its 2007 Form10-K.
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E. VIOLATIONS

19.  Section 10(b) of the Exchange Act and Rule 10b-5 thereunder prohibit a
person, in connection with the purchase or sale of a security, from making an untrue statement of a
material fact or from omitting to state a material fact necessary to make statements made, in light
of the circumstances under which they were made, not misleading. To violate Section 10(b) or
Rule 10b-5, a defendant must act with scienter, Aaron v. SEC, 446 U.S. 680, 695, 701-02 (1980),
which the Supreme Court has defined as "a mental state embracing intent to deceive, manipulate,
or defraud," Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976). Scienter may be
established by showing that the respondents acted intentionally or with severe recklessness. See,
e.g., Broad v. Rockwell Int’l Corp., 642 F.2d 929, 961-62 (5th Cir.), cert. denied, 454 U.S. 965
(1981). During March 2008, Johnson authorized guaranteed payments to existing investors from
new investor funds. He failed, however, to disclose those payments in the first quarter 2008 Form
10-Q, which he signed and certified. As a result of his severely reckless conduct, Johnson willfully
violated Section 10(b) of the Exchange Act and Rule 10b-5 thereunder.®

20.  Section 13(a) of the Exchange Act and Rules 13a-1, 13a-11, 13a-13, and
12b-20 thereunder, require every issuer of a security registered pursuant to Section 12 of the
Exchange Act to file with the Commission information, documents, and annual and quarterly
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. The
obligation to file such reports embodies the requirement that they be true and correct. See, e.g.,
SEC v. Savoy Indus., Inc., 587 F.2d 1149, 1165 (D.C. Cir. 1978), cert. denied, 440 U.S. 913
(1979). As discussed above, Johnson caused Powder River’s false and misleading quarterly and
annual Commission reports for third-quarter 2007, year-end 2007, and first-quarter 2008. Hanni
caused Powder River’s false and misleading quarterly and annual Commission reports from year-
end 2005 through the first quarter of 2008. Johnson caused Powder River’s false and misleading
Form 8-K dated March 17, 2008. Accordingly, Johnson and Hanni willfully aided and abetted and
caused Powder River’s violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13,
and 12b-20 thereunder, and Johnson willfully aided and abetted and caused Powder River’s
violations of Rule 13a-11.

21. Rule 13a-14 promulgated under the Exchange Act requires an issuer’s
principal executive and financial officer to certify in each quarterly and annual report filed or
submitted by the issuer under Exchange Act Section 13(a), that: (1) they have reviewed the report;
and (2) based on their knowledge, the report does not contain any untrue statement of material fact,
or omit to state a material fact necessary in order to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the period
covered by the report. As discussed above, Johnson certified Powder River’s periodic reports from

6 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)). “Willfulness” does not require 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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the third quarter of 2007 through the first quarter of 2008, which misstated Powder River’s
revenue, net income and assets, and omitted to state that Powder River was using new investor

proceeds to pay previous investors. Accordingly, Johnson willfully violated Exchange Act Rule
13a-14.

22.  Section 13(b)(2)(A) of the Exchange Act requires Section 12 registrants to
make and keep books, records, and accounts that accurately and fairly reflect the transactions and
dispositions of their assets, As described above, Respondents’ conduct from the third quarter of
2007 through the first quarter of 2008 was a cause of Powder River’s improper recording of
transactions in its books and records. Accordingly, Johnson and Hanni willfully aided and abetted
and caused Powder River’s violations of Section 13(b)(2)(A) of the Exchange Act.

23. Section 13(b)(2)(B) 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. As discussed above, after August 2007,
Respondents were responsible for Powder River’s failure to devise and maintain a system of
internal accounting controls to properly record the company’s financial information, including its
assets. As a result, Respondents willfully aided and abetted and caused Powder River’s violations
of Section 13(b){(2)(B) of the Exchange Act.

24.  Section 13(b)(5) of the Exchange Act provides that no person shall
knowingly falsify any such book, record, or account or circumvent internal controls. Rule 13b2-1
also prohibits the falsification of any book, record, or account subject to Section 13(b}(2)(A). Rule
13b2-2(a) prohibits an officer or director of an issuer from, directly or indirectly: (1) making, or
causing to be made, a materially false or misleading statement; or (2) omitting, or causing to be
omitted, a statement of a material fact necessary to make the statements made, in light of the
circumstances under which they were made, not misleading to an accountant in connection with a
required audit, or the preparation or filing of a required documnent or report. As discussed above,
Johnson authorized payments to existing investors from new investor funds that he failed to
properly record or disclose to auditors or in Powder River’s first quarter of 2008 Form 10-Q.
Therefore, Johnson willfully violated Section 13(b)(5) of the Exchange Act and Rules 13b2-1 and
13b2-2 thereunder.

F. FINDINGS
25.  Based on the foregoing, the Commission finds that:

a. Johnson willfully violated Sections 10(b) and 13(b)(5) of the Exchange Act
and Rules 10b-5, 13a-14, 13b2-1 and 13b2-2 promulgated thereunder, and willfully aided and
abetted and caused Powder River’s violations of Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the
Exchange Act, and Rules 13a-1, 13a-11, 13a-13, and 12b-20 promulgated thereunder;




b. Hanni willfully aided and abetted and caused Powder River’s violations of
Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act, and Rules 13a-1, 13a-13, and
12b-20 promulgated thereunder; and

¢. Johnson willfully violated Sections 10(b) and 13(b)(5) of the Exchange Act
and Rules 10b-5, 13a-14, 13b2-1 and 13b2-2 promulgated thereunder, and he and Hanni willfully
aided and abetted Powder River’s violations of Sections 13(a), 13(b)(2)}(A) and 13(b}(2)(B) of the
Exchange Act, and Rules 13a-1, 13a-11, 13a-13, and 12b-20 promulgated thereunder, within the
meaning of Exchange Act Section 4C and Rule 102(e)(1)(iii) of the Commission’s Rules of
Practice.

G. UNDERTAKINGS

26.  Cooperation. Respondents undertake to cooperate fully with the
Commission with respect to any matter relating to the Commission's investigation of Powder
River or its current or former officers, directors, employees, or auditors, including but not limited
to any litigation or other proceeding related to or resulting from that investigation. Such ’
cooperation shall include, but is not limited to, upon reasonable notice, and without subpoena:

a. Producing any document, record, or other tangible evidence reasonably
requested by Commission staff in connection with the Commission's investigation, litigation or
other proceedings;

b. Providing all information reasonably requested by Commission staff in
connection with the Commission’s investigation; and

e. Attending and providing truthful statements at any meeting, interview,
testimony, deposition, trial, or other legal proceeding reasonably requested by the Commission
staff.

27.  In determining whether to accept the Offer, the Commission has
considered these undertakings.

IV.

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

Accordingly, it is hereby ORDERED, effective immediately, that:
A. JOHNSON

Johnson shall cease and desist from committing or causing any violations and any future
violations of Sections 10(b), 13(a), 13(b)}(2)(A), 13(b)(2)(B) and 13(b)(5) of the Exchange Act
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and Rules 10b-5, 13a-1, 13a-11, 13a-13, 12b-20, 13a-14, 13b2-1 and 13b2-2 j)romulgated
thereunder.

Pursuant to Section 21C(f) of the Exchange Act, Johnson is prohibited, for a period of
five years from the date of this Order, from acting as an officer or director of any issuer that has
a class of securities registered pursuant to Section 12 of the Exchange Act, or that is required to
file reports pursuant to Section 15(d) of the Exchange Act.

Johnson is denied the privilege of appearing or practicing before the Commission as an
accountant.

After five years from the date of this Order, Johnson may request that the Commission
consider his reinstatement by submitting an application (attention: Office of the Chief Accountant)
to resume appearing or practicing before the Commission as:

1. a preparer or reviewer, or a person responsible for the preparation or
review, of any public company’s financial statements that are filed with the Commission. Such
an application must satisfy the Commission that Johnson’s work in his practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or

2. an independent accountant. Such an application must satisfy the
Commission that: '

' a. Johnson, or the public accounting firm with which he is associated, is
registered with the PCAOB in accordance with the Sarbanes-Oxley Act of 2002, and such
registration continues to be effective;

b. Johnson, or the registered public accounting firm with which he is
assoclated, has been inspected by the PCAOB and that inspection did not identify any criticisms
of or potential defects in Johnson’s or the firm’s quality control system that would indicate that
the respondent will not receive appropriate supervision;

¢. Johnson has resolved all disciplinary issues with the PCAOB, and has
complied with all terms and conditions of any sanctions imposed by the PCAOB (other than
reinstatement by the Commission); and

d. Johnson acknowledges his responsibility, as long as Johnson appears or
practices before the Commission as an independent accountant, to comply with all requirements
of the Commission and the PCAOB, including, but not limited to, all requirements relating to
registration, inspections, concurring partner reviews and quality control standards.
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The Commission will consider an application by Johnson to resume appearing or
practicing before the Commission provided that his state CPA license is current and he has
resolved all other disciplinary issues with the applicable state boards of accountancy. However,
if state licensure is dependent on reinstatement by the Commission, the Commission will
consider an application on its other merits. The Commission’s review may include consideration
of, in addition to the matters referenced above, any other matters relating to Johnson’s character,
integrity, professional conduct, or qualifications to appear or practice before the Commission.

B. HANNI

Hanni shall cease and desist from committing or 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 13a-1,
13a-13, and 12b-20 promulgated thereunder.

Hanni is denied the privilege of appearing or practicing before the Commission as an
accountant.

After two years from the date of this Order, Hanni may request that the Commission
consider his reinstatement by submitting an application (attention: Office of the Chief Accountant)
to resume appearing or practicing before the Commission as:

1. a preparer or reviewer, or a person responsible for the preparation or
review, of any public company’s financial statements that are filed with the Commission. Such
an application must satisfy the Commission that Hanni’s work in his practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or

, 2. an independent accountant. Such an application must satisfy the
Commission that:

a. Hanni, or the public accounting firm with which he is associated, is
registered with the PCAOB in accordance with the Sarbanes-Oxley Act of 2002, and such
registration continues to be effective;

b. Hanni, or the registered public accounting firm with which he is
associated, has been inspected by the PCAOB and that inspection did not identify any criticisms
of or potential defects in Hanni’s or the firm’s quality control system that would indicate that the
respondent will not receive appropriate supervision;

¢. Hanni has resolved all disciplinary issues with the PCAOB, and has
complied with all terms and conditions of any sanctions imposed by the PCAOB (other than
reinstatement by the Commission); and
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d. Hanni acknowledges his responsibility, as long as Hanni appears or
practices before the Commission as an independent accountant, to comply with all requirements
of the Commission and the PCAOB, including, but not limited to, all requirements relating to
registration, inspections, concurring partner reviews and quality control standards.

The Commission will consider an application by Hanni to resume appearing or
practicing before the Commission provided that his state CPA license is current and he has
resolved all other disciplinary issues with the applicable state boards of accountancy. However,
if state licensure is dependent on reinstatement by the Commission, the Commission will
consider an application on its other merits. The Commission’s review may include consideration
of, in addition to the matters referenced above, any other matters relating to Hanni’s character,
integrity, professional conduct, or qualifications to appear or practice before the Commission.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Jill M. Peterson
Agsistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION/

SECURITIES EXCHANGE ACT OF 1934
Release No. 64279 / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3266 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14335

ORDER INSTITUTING PUBLIC
ADMINISTRATIVE AND CEASE-

' ' AND-DESIST PROCEEDINGS PURSUANT
In the Matter of TO SECTIONS 4C AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934
TODD D. CHISHOLM, CPA, AND RULE 102(e) OF THE
COMMISSION’S RULES OF PRACTICE,

Respondent. MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-
. . AND-DESIST ORDER

1.

The Securities and Exchange Commission (“Commission”) deems it appropriate that public
administrative and cease-and-desist proceedings be, and hereby are, instituted against Todd D.
Chisholm, CPA (“Respondent”) pursuant to Sections 4C! and 21C of the Securities Exchange Act
of 1934 (“Exchange Act”) and Rule 102(e)(1 )(ii) of the Commission’s Rules of Practice.’

Section 4C provides, in relevant part, that:

The Commission may censure any person, or deny, temporarily or permanently, to any person the privilege
of appearing or practicing before the Commission in any way, if that person is found . .. (1} not to possess the
requisite qualifications to represent others . . . (2) to be lacking in ¢haracter or integrity, or to have engaged in
unethical or improper professional conduct; or (3) to have willfully violated, or willfully aided and abetted the

N violation of, any provision of the securities laws or the rules and regulations thereunder.

: Rule 102(e)(1)(ii) provides, in pertinent part, that:

The Commission may . . . deny, temporarity or permanently, the privilege of appearing or practicing before
. it ... to any person who is found . . . to have engaged in unethical or improper professional conduct.

37 of {9\,




II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Public

‘Administrative and Cease-and-Desist Proceedings Pursuant to Sections 4C and 21C of the

Securities Exchange Act of 1934 and Rule 102(e) of the Commission’s Rules of Practice, 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 Respondent’s Offer, the Commission finds® that:
A. SUMMARY

1. From year-end 2004 through the first quarter of 2008, Powder River Petroleum
International, Inc. (“Powder River” or “the company”) improperly accounted for over $43 million
in proceeds from conveyances of fractional working interests in oil-and-gas leases to investors in
Asia. In particular, Powder River immediately recognized revenue from the conveyances, despite
the fact that it had promised the Asian working interest investors a guaranteed return until they
recouped their initial investment. In addition, Powder River also improperly recorded assets it did
not own or that were stated in excess of net realizable value. As a result, Powder River’s financial
statements did not present fairly, in all material respects, the company’s financial position,
operating results, and cash flows in conformity with generally accepted accounting principles.
Powder River materially overstated its revenues by 7% to 2.417%, its pre-tax income by 18% to
441%, and its assets by 7% to 48% in its Commission filings during the applicable period.

2. From year-end 2004 through the third quarter of 2007, Respondent was the
engagement partner on Powder River’s audits and reviews. He failed to conduct these
engagements in accordance with Public Company Accounting Oversight Board (“PCAOB”)
Standards. Respondent also caused Chisholm, Bierwolf, Nilson and Morrill, LLC’s failure to have
procedures in place to detect fraud and his failures as an auditor were a cause of Powder Rivet’s filing
of false and misleading Forms 10-QSB and 10-KSB. Accordingly, Respondent engaged in improper
professional conduct, violated Section 10A(a)(1) of the Exchange Act, and was a cause of Powder
River’s violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13 and 12b-20
thereunder. '

; 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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B. RESPONDENT

3. Todd D. Chisholm is a certified public accountant licensed in the state of Utah. He
became an audit partner at a predecessor of Chisholm, Bierwolf, Nilson and Morrill, LLC
(“Chisholm Bierwolf”) in 1995, and he served as the firm’s managing partner from 2004 to 2010.
Chisholm was the engagement partner on the audits and quarterly reviews of Powder River from
2004 through the third quarter of 2007, and supervised Chisholm Bierwolf’s engagements to audit
and review Powder River’s financial statements throughout that period.

C. RELEVANT ENTITIES

4, Powder River Petroleum International, Inc. is an Oklahoma corporation
headquartered in Calgary, Canada. The company’s common stock is registered with the
Commission pursuant to Exchange Act Section 12(g). Powder River’s shares are currently quoted
on Pink OTC Markets, Inc. In July 2008, an Oklahoma district court granted a temporary
restraining order and appointed a receiver for Powder River in connection with a complaint filed
by certain Asian investors.* In December 2008, Powder River filed for bankruptcy.’ 1t has not
restated its financial statements, other than a restatement of its 2007 quarterly financial statements
included in its year-end 2007 financial statements, nor has it filed any reports with the Commission
since September 17, 2008.

5. Chisholm, Bierwolf, Nilson & Morrill, LLC, a PCAOB-registered audit firm with
offices in Bountiful and Layton, Utah, and its predecessors, have been Powder River’s auditor
since 2001.

D. FACTS

Oil-and-Gas Working Interest Conveyances

6. From year-end 2004 through the first quarter of 2008, Powder River offered and
sold working interests in its oil-and-gas leases through an independent sales agent to investors in
Singapore, Malaysia and Indonesia. Powder River’s contracts with Asian investors provided that
they would receive guaranteed payments yielding an annual minimum of 9%, and in some cases
more, beginning approximately six months after the date of investment until investors reached the
“break-even” point, i.e. when their principal had been repaid (the “guaranteed payments”).
Thereafter, investors received lease production payments based on their respective working
interests. By the second quarter of 2007, Powder River’s guaranteed payments exceeded not only
the investors’ share of oil-and-gas production revenues, but also Powder River’s total production

1 See Chang v. Powder River Petroleum Int'l, Inc. (Okla. Dist. Ct. July 14, 2008) (No. CJ-2008-4855).

5 See In re Powder River Petroleum Int'l, Inc. (Bankr. W.D. Okla. Dec. 12, 2008) (No. 08-15613).
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revenues. After that date, Powder River used proceeds from working interest conveyances to new
investors to fund guaranteed payments to earlier investors.

7. From year-end 2004 through the first quarter of 2008, Powder River improperly
recognized as revenue over $33.5 million in proceeds from conveyances of the working interests to
investors. These conveyances were in substance and should have been reported by Powder River
as borrowings, not revenue (see Financial Accounting Standards No. 19, Firancial Accounting and
Reporting by Oil and Gas Producing Companies, paragraph 43). The investors’ contractual right
to receive guaranteed payments until their “break-even point™ represented, in substance, a loan of
capital to Powder River at a guaranteed 9% minimum rate of return. As a result of Powder River’s
improper accounting, the company materially overstated its revenues in its Forms 10-QSB, 10-Q,
10-KSB and 10-K for the year ended December 31, 2004 through the quarter ended March 31,
2008 by 7% to 2,417% and its net pre-tax income by 18% to 441%.

8. Respondent supervised Powder River’s audits and quarterly reviews from year-end
2004 through the third quarter of 2007. During Respondent’s 2004 and 2005 audits, and his
quarterly reviews during 2005 and 2006, Respondent failed to examine the documents underlying
the working interest conveyances or to question Powder River’s improper revenue recognition of
conveyance proceeds. Instead Respondent relied, without further inquiry, on the Powder River
CEO’s characterization of the working interest conveyances as “sales.” As a result, Powder River:
a) failed to disclose and account properly for the guaranteed payments; and b) improperly reported
the working interest conveyance proceeds as revenue in financial statements included in its 2004
and 2005 Forms 10-KSB and its Forms 10-QSB from the first quarter of 2005 through the third
quarter of 2006.

9. During Powder River’s 2006 audit, Respondent became aware of Powder River’s
9% payments to the working interest investors, but failed to inquire further about them or consider
how those payments might affect Powder River’s revenue recognition or whether the company
should disclose its payment obligation in its 2006 financial statements. As a result, Powder River
continued to record the working interest conveyance proceeds as revenue, failed to disclose the
guaranteed payments, and improperly offset the guaranteed payments against the company’s oil-
and-gas production receipts.

10.  Inthe second quarter of 2007, when the guaranteed payments exceeded Powder
River’s entire oil-and-gas receipts, the company began recording the guaranteed payments on its
balance sheet as an asset labeled “pre-paid production payments.” Respondent was aware of these
facts. Yet, during his 2007 quarterly reviews, Respondent again failed to consider the impact of
the guaranteed payments on Powder River’s revenue recognition or to inquire further whether
Powder River’s accounting for those payments was correct. He also failed to consider whether
Powder River should disclose its guaranteed payment obligation. As a result of the foregoing,
Powder River continued to record the working interest conveyance proceeds as revenue, failed to
disclose the guaranteed payments, and mischaracterized those payments as an asset in its financial
statements included in its second and third quarter 2007 Forms 10- QSB.




Inflated Assets

11. Powder River reported assets that it did not own or that did not exist in financial
statements included in its 2005 and 2006 Forms 10-KSB and its Forms 10-QSB for the first,
second and third quarters of 2005 and 2006. During the company’s 2005 and 2006 audits,
Respondent failed to conduct sufficient audit procedures to support the recorded oil-and-gas assets;
otherwise he would have discovered information that indicated a significant amount of such assets
should be removed from Powder River’s financial statements. As a result, the company overstated
its assets by 7% to 40%.

12.  In particular, Powder River improperly included as assets in its financial statements
two oil-and-gas leases it had agreed, but failed, to acquire. Specifically, in 2005, Powder River
made $500,000 in nonrefundable payments as a part of an agreement to acquire a New Mexico oil-
and-gas lease for $5 million, but by August 2005 it had defaulted on the terms of the agreement
and lost its rights to the lease. Nonetheless, Powder River continued to report the lease as an asset
on its balance sheet from the third quarter of 2005 through the first quarter of 2008, which was its
last quarterly report. Similarly, Powder River made nonrefundable payments totaling $1.5 million
in late 2006 and early 2007 as part of an agreement to acquire a Texas oil-and-gas Jease for $6.5
million. The company reported the lease, along with an associated note payable, as assets on its
balance sheet from year-end 2006 onward. In reality, the agreement was never consummated, no
note agreement was ever executed, and Powder River ultimately forfeited its payments.

13.  During Powder River’s 2005 and 2006 audits, Respondent failed to review the oil-
and-gas lease purchase documents for the New Mexico and Texas leases and to obtain adequate
documentation for the $2 million paid to third-parties in the failed lease purchases. During the
2006 audit, Respondent also failed to perform adequate alternate procedures even though: a)
documents provided by Powder River to Chisholm Bierwolf indicated the Texas lease purchase
agreement terms expired in December 2006; and b) Chisholm Bierwolf received an irregular
confirmation of the purported $5 million promissory note.

Failure to Assess the Work of a Professional

14. At year-end 2005 and 2006, oil-and-gas properties represented 62% and 67%,
respectively, of Powder River’s total assets. In auditing Powder River’s 2005 and 2006 financial
statements, Respondent obtained and relied upon brief excerpts from oil-and-gas reserve reports.
Respondent did little, if anything, to: a) evaluate the qualifications of the petroleum engineer who
prepared the oil-and-gas reserve reports; b) understand the nature of the work performed in
preparing the oil-and-gas reserve reports; and ¢) evaluate the petroleum engineer’s relationship to
Powder River. Prior to the completion of the 2005 audit, Respondent learned that the
Commission’s Division of Corporation Finance staff had issued comments, some of which
addressed Powder River’s oil-and-gas reserves, on its 2004 Form 10-KSB, and participated in at -
Jeast one telephone call regarding the company’s response to those comments. Respondent knew or
should have known that the staff’s comments and Powder River’s responses thereto raised questions
as to: a) the qualifications of the engineer who prepared the reserve reports; b) the adequacy of the
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reserve reports to support disclosures made in the financial statements; and ¢) conformity of the
reserve reports with Rule 4-10 of Regulation S-X. Accordingly, Respondent failed to adhere to the
guidance contained in AU 336, Using the Work of a Specialist, and failed to obtain sufficient
competent evidential matter to support Chisholm Bierwolf’s report on Powder River’s 2005 and
2006 financial statements.

15.  Powder River’s year-end 2005 and 2006 financial statements disclosed
supplementary, unaudited footnote information required under Statement of Financial Accounting
Standards No. 69, Disclosures about Oil and Gas Producing Activities. Despite the questions raised
by the staff’s comments on Powder River’s 2004 Form 10-KSB, Respondent failed to comply with
the provisions of AU §9558, Required Supplementary Information; Auditing Interpretation of
Section 558, while supervising Powder River’s 2005 and 2006 audits. AU §9558 states that if an
auditor believes that information may not be presented within the applicable guidelines he ordinarily
should make additional inquiries. Respondent had reason to believe that Powder River’s footnote
information may not have been presented within applicable guidelines. Therefore, he ordinarily
should have made additional inquiries, but failed to do so.

Creation of Audit Documents

16.  Prior to a PCAOB inspection in 2007, Respondent created and back-dated or
directed Chisholm Bierwolf’s staff to create and back-date audit planning and other documents
-more than 45 days after the documentation completion dates for the 2006 audit of Powder River’s

financial statements. Respondent and his firm’s staff failed to document in the workpapers the dates

that these changes were made, the names of the persons who made them, and the reasons for adding
information. They also failed to notify the PCAOB inspection team that changes had been made to
the audit files without appropriately documenting the date of those changes. As a result,
Respondent failed to comply with PCAOB Auditing Standard No. 3, Audit Documentation, in
addition to violating PCAOB rules. Respondent produced those documents to SEC staff during its
investigation, without disclosing that they had been back-dated or created after document
completion deadlines.

Failure to Conduct Audits in Accordance with PCAOB Standards

17.  As the foregoing conduct demonstrates, Respondent failed to conduct Powder
River’s 2004, 2005, and 2006 audits in accordance with PCAOB Standards and Rules. Specifically,
Respondent failed to: '

a Adequately plan audits and properly supervise assistants, under AU
311, 98, Planning & Supervision;

b. Gather sufficient competent evidential matter, under AU 326, 113,
Audit Evidence, to support the characterization of Powder River’s revenue and his conclusions on
company assets; )




c. Exercise due professional care and skepticism, under AU 230, 199,
25, Due Professional Care in the Performance of Work, as illustrated by repeated failures to
review underlying documentation, undue reliance on management, and failure to respond
appropriately to “red flags;”

d. Consider whether, under AU 336, 198, 9, Using the Work of a
Speczahst Powder River’s petroleum engineers possessed the necessary qualifications for their
work to be used as audit evidence;

e Make additional inquiries under AU §9558, Required Supplementary
Information; Auditing Interpretation of Section 558, although Respondent had reason to believe that
Powder River’s oil-and-gas reserves footnote information may not have been presented within
applicable guidelines; and

f. Properly prepare audit documentation, under PCAOB Auditing
Standard No. 3, |15, Audit Documentation, as demonstrated by after-the-fact creation and back-
dating of audit planning documents and checklists at Respondent’s direction.

18.  Furthermore, Respondent did not have procedures in place designed to provide
reasonable assurance of detecting illegal acts that would have a direct and material effect on
Powder River’s financial statement amounts, as required by Section 10A(a)(1) of the Exchange
Act. This was demonstrated by Respondent’s failure to recognize Powder River’s improper '
revenue recognition, his failure to identify assets improperly included on its balance sheet, and his
reliance on non-SEC compliant reserve reports that failed to support Powder River’s reported
Teserves.

E. VIOLATIONS

19.  Exchange Act Section 10A(a)(1) requires each audit to include procedures designed
to provide reasonable assurance of detecting illegal acts that would have a direct and material
effect on the determination of financial statement amounts. No showing of scienter is necessary to
establish a violation of Section 10A. See SEC v. Solucorp Indus., Ltd., 197 F. Supp. 2d 4
(S.D.N.Y. 2002).

20.  As discussed above, Respondent violated Section 10A(a)(1) by failing to have
adequate procedures in place during Powder River’s 2004, 2005 and 2006 audit to reasonably
assure detection of illegal acts, such as Powder River’s material overstatement of its revenues, its
undisclosed guaranteed payments, its inclusion of improperly recorded assets on its balance sheet,
and its materially overstated oil-and-gas reserves, which materially affected the determination of
financial statement amounts.

21.  Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 thereunder,
require every issuer of a security registered pursuant to Section 12 of the Exchange Act file with
the Commission information, documents, and annual and quarterly reports as the Commission
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may require, and mandate that periodic reports contain such further material information as may
be necessary to make the required statements not misleading. The obligation to file such reports
embodies the requirement that they be true and correct. See, e.g., SEC v. Savoy Indus., Inc., 587
F.2d 1149, 1165 (D.C. Cir. 1978), cert. denied, 440 U.S. 913 (1979).

22. As discussed above, from year-end 2004 through the third quarter of 2007,
Respondent’s failures were a cause of Powder River’s filing of false and misleading quarterly and
annual reports with the Commission. Accordingly, Respondent was a cause of Powder River’s
violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 thereunder.

23.  Rule 102(e)(1)(ii) of the Commission’s Rules of Practice and Section 4C of the
Exchange Act authorize the Commission to censure or deny, temporarily or permanently, the
privilege of appearing or practicing before the Commission to accountants who are found to have
engaged in improper professional conduct. Under Rule 102(e)(1)(iv), the term “improper
professional conduct” means, in part, “repeated instances of unreasonable conduct, each resulting
in a violation of applicable professional standards, that indicate a lack of competence to practice
before the Commission.” Respondent’s actions were unreasonable and failed to conform to
applicable professional standards. Accordingly, his conduct supports an action under Rules-
102(e)(1)(ii) and 102(e)(1)(iv}(B)X2) of the Rules of Practice.

F. FINDINGS

24, Based on the foregoing, the Commission finds that Respondent violated Section
10A(a)(1) of the Exchange Act, and was a cause of Powder River’s violations of Section 13(a) of
the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 promulgated thereunder.

25.  Based on the foregoing, the Commission finds that Respondent engaged in
improper professional conduct pursuant to Rules 102(e)(1)(ii) and 102(e)(1)(iv)(B)(2) of the
Commission’s Rules of Practice.

G. UNDERTAKING

26. Cooperation. Respondent undertakes to cooperate fully with the Commission
with respect to any matter relating to the Commission's investigation of Powder River or its
current or former officers, directors, employees, or auditors, including but not limited to any
litigation or other proceeding related to or resulting from that investigation. Such cooperation
shall include, but is not limited to, upon reasonable notice and without subpoena: |

a. Producing any document, record, or other tangible evidence reasonably
requested by Commission staff in connection with the Commission's investigation, litigation or
other proceedings;

b. Providing all information reasonably requested by Commission staff in
conmection with the Commission's investigation; and
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c. Attending and providing truthful statements at any meeting, interview,
testimony, deposition, trial, or other legal proceeding reasonably requested by the Commission
staff.

27.  Indetermining whether to accept the Offer, the Commission has considered these
undertakings.

IV.

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

Accordingly, it is hereby ORDERED, effective immediately, that:

A. Respondent shall cease and desist from committing or causmg any violations and any future
violations of Section 10A(a)(1) of the Exchange Act.

B. Respondent shall cease and desist from committing or causing any violations and any
future violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20
promul gated thereunder.

C. Respondcnt is denied the privilege of appearing or practicing before the Commission as an
accountant.

D. Afier five years from the date of this Order, Respondent may request that the Commission
consider his reinstatement by submitting an application (attention: Office of the Chief Accountant)
to resume appearing or practicing before the Commission as:

1. A preparer or reviewer, or a person responsible for the preparation or review, of
any public company’s financial statements that are filed with the Commission. Such an
application must satisfy the Commission that Respondent’s work in his practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or

2. An independent accountant. Such an application must satisfy the Commission that:
a. Respondent, or the public accounting firm with which he is associated, is

registered with the PCAOB in accordance with the Sarbanes-Oxley Act of 2002, and such
registration continues to be effective; .

b. Respondent, or the registered public accounting firm with which he is
associated, has been inspected by the PCAOB and that inspection did not identify any criticisms
of or potential defects in Respondent’s or the firm’s quality control system that would indicate

that the respondent will not receive appropriate supervision;
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c. Respondent has resolved all disciplinary issues with the PCAOB, and has
complied with all terms and conditions of any sanctions imposed by the PCAOB (other than
reinstatement by the Commission); and

d. Respondent acknowledges his responsibility, as long as Respondent
appears or practices before the Commission as an independent accountant, to comply with all
requirements of the Commission and the PCAOB, including, but not limited to, all requirements
relating to registration, inspections, concurring partner reviews and quality control standards.

E. The Commission will consider an application by Respondent to resume appearing or
practicing before the Commission provided that his state CPA license is current and he has
resolved all other disciplinary issues with the applicable state boards of accountancy. However,
if state licensure is dependent on reinstatement by the Commission, the Commission will
consider an application on its other merits. The Commission’s review may include consideration
of, in addition to the matters referenced above, any other matters relating to Respondent’s
character, integrity, professional conduct, or qualifications to appear or practice before the
Commission.

By the Commission.

Elizabeth M. Murphy
Secretary

By:(ill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64280 / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3267 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14336

ORDER INSTITUTING PUBLIC
ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS PURSUANT

In the Matter of - TO SECTIONS 4C AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934
CHISHOLM, BIERWOLF, AND RULE 102(¢) OF THE
NILSON & MORRILL, LLC COMMISSION’S RULES OF PRACTICE,
MAKING FINDINGS, AND IMPOSING
Respondent. . REMEDIAL SANCTIONS AND A CEASE-
. AND-DESIST ORDER

L

- The Securities and Exchange Commission (“Commission™) deems it appropriate that public
administrative and cease-and-desist proceedings be, and hereby are, instituted against Chisholm,
Bierwolf, Nilson & Morrill, LLC (“Respondent™) pursuant to Sections 4C' and 21C of the
Securities Exchange Act of 1934 (“Exchange Act”) and Rule 102(e)(1)(ii) of the Commission’s
Ruiles of Practice.?

Section 4C provides, in relevant part, that:

The Commission may censure any person, or deny, temporarily or permanently, to any person the privilege
of appearing or practicing before the Commission in any way, if that person is found . . . (1) not to possess the
requisite qualifications to represent others . . . (2) to be lacking in character or integrity, or to have engaged in
unethical or improper professional conduct; or (3) to have willfully violated, or willfully aided and abetted the
violation of, any provision of the securities laws or the rules and regulations thereunder.

. : Ruie 102(e)(1)(ii} provides, in pertinent part, that:
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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 Public
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 4C and 21C of the
Securities Exchange Act of 1934 and Rule 102(e) of the Commission’s Rules of Practice, Making
Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order (“Order”), as set forth
below.

L.

On the basis of this Order and Respondent’s Offer, the Commission finds® that:
A. SUMMARY

1. From year-end 2004 through the first quarter of 2008, Powder River Petroleum

International, Inc. (“Powder River” or “the company”) improperly accounted for over $43 million
. in proceeds from conveyances of fractional working interests in oil-and-gas leases to investors in

Asia. In particular, Powder River immediately recognized revenue from the conveyances, despite -
the fact that it had promised the Asian working interest investors a guaranteed return until they
recouped their initial investment. In addition, Powder River also improperly recorded assets it did
not own or that were stated in excess of net realizable value. As a result, Powder River’s financial
statements did not present fairly, in all material respects, the company’s financial position,
operating results, and cash flows in conformity with generally accepted accounting principles.
Powder River materially overstated its revenues by 7% to 2,417%, its pre-tax income by 18% to
441%, and its assets by 7% to 48% in its Commission filings during the applicable period.

2. From year-end 2004 through the first quarter of 2008, Powder River engaged
Respondent to conduct annual audits and quarterly reviews of Powder River’s financial statements.
Respondent failed to conduct these engagements in accordance with Public Company Accounting
Oversight Board (“PCAOB”) Standards. Respondent also failed to have procedures in place to
detect fraud and to evaluate Powder River’s ability to continue as a going concern. Respondent’s
failures as Powder River’s auditor were a cause of Powder River’s filing of false and misleading Forms

The Commission may . . . deny, temporarily or permanently, the privilege of appearing or practicing before
it...to any person who is found . . . to have engaged in unethical or improper professional conduct,

3 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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. 10-QSB and 10-KSB. Accordingly, Respondent engaged in improper professional conduct, violated
Sections 10A(a)(1) and 10A(a)(3) of the Exchange Act, and was a cause of Powder River’s violations
of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13 and 12b-20 thereunder.

B. RESPONDENT

3. Chisholm, Bierwolf, Nilson & Morrill, LLC (“Chisholm Bierwolf”), a PCAOB-
registered audit firm with offices in Bountiful and Layton, Utah, and its predecessors, have been
Powder River’s auditor since 2001.

C. RELEVANT INDIVIDUALS AND ENTITY

4. Todd D. Chisholm (“Chisholm”) is a certified public accountant licensed in the
state of Utah. He became an audit partner for Respondent in 1995, and he served as the firm’s
managing partner from 2004 to 2010. Chisholm was the engagement partner on the audits and
quarterly reviews of Powder River from 2004 through the third quarter of 2007, and supervised
Respondent’s engagements to audit and review Powder River’s financial statements throughout
that period.

5. Troy F. Nilson (“Nilson”) is a certified public accountant licensed in the state of
Utah and has been an audit partner of Respondent from 2004 to the present. Nilson was the
engagement partner on Powder River’s audit and quarterly review for year-end 2007 and the first
. quarter of 2008, and supervised Respondent’s engagements to audit and review Powder River’s
financial statements in those periods.

6.  Powder River Petroleum International, Inc. is an Oklahoma corporation
headquartered in Calgary, Canada. The company’s common stock is registered with the
Commission pursuant to Exchange Act Section 12(g). Powder River’s shares are currently quoted
on Pink OTC Markets, Inc. In July 2008, an Oklahoma district court granted a temporary
restraining order and appointed a receiver for Powder River in connection with a complaint filed
by certain Asian investors.* In December 2008, Powder River filed for bankruptcy.® It has not
restated its financial statements, other than a restatement of its 2007 quarterly financial statements
included in its year-end 2007 financial statements, nor has it filed any reports with the Commission
since September 17, 2008.

D. FACTS

Qil-and-Gas Working Interest Conveyances

7. From year-end 2004 through the first quarter of 2008, Powder River offered and
sold working interests in its oil-and-gas leases through an independent sales agent to investors in

4 See Chang v. Powder River Petroleum Int’l, Inc. (Okla. Dist. Ct. July 14, 2008) (No. CJ-2008-4855).

. > See In re Powder River Petroleum Int’l, Inc. {(Bankr. W.D. Okla. Dec. 12, 2008) (No. 08-15613).
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Singapore, Malaysia and Indonesia, Powder River’s contracts with Asian investors provided that
they would receive guaranteed payments yielding an annual minimum of 9%, and in some cases
more, beginning approximately six months after the date of investment unti] investors reached the
“break-even point,” i.e. when their principal had been repaid (the “guaranteed payments™).

interests. By the second quarter of 2007, Powder River’s guaranteed payments exceeded not only
the investors® share of oil-and-gas production revenues, but also Powder River’s total production
Tevenues. After that date, Powder River used proceeds from working interest conveyances to new
investors to fund guaranteed payments to earlier investors.

as borrowings, not revenue (see Financial Accounting Standards No. 19, Financial A ccounting and
Reporting by Oil and Gas Producing Companies, paragraph 43). The investors® contractual ri ght
to receive guaranteed payments until their “break-even point” represented, in substance, a loan of
capital to Powder River at a guaranteed 9% minimum rate of return. As a result of Powder River’s
improper accounting, the company materially overstated its revenues in its F orms 10-QSB, 10-Q,
10-KSB and 10-K for the year ended December 31, 2004 through the quarter ended March 3 I,
2008 by 7% to 2,417% and its net pre-tax income by 18% to 441%,

9. Respondent Chisholm Bierwolf conducted audits and quarterly reviews of Powder
River’s financial statements from year-end 2004 through the first quarter of 2008. Chisholm
supervised Respondent’s audits and quarterly reviews from year-end 2004 through the third quarter
of 2007. During Respondent’s 2004 and 2005 audits, and quarterly reviews during 2005 and 2006,
Chisholm failed to examine the documents underlying the working interest conveyances or to
question Powder River’s improper revenue recognition of conveyance proceeds. Instead he relied,
without further inquiry, on the Powder River CEQ’s characterization of the working interest
conveyances as “sales.” As a result, Powder River: a) failed to disclose and account properly for
the guaranteed payments; and b) improperly reported the working interest conveyance proceeds as
revenue in financial statements included in its 2004 and 2005 Forms 10-KSB and its Forms 10-
QSB from the first quarter of 2005 through the third quarter of 2006,

10.  During Powder River’s 2006 audit, Chisholm became aware of Powder River’s 9%
Payments to the working interest investors, but failed to inquire further about them or consider how
those payments mi ght affect Powder River’s revenue recognition or whether the company should
disclose its payment oblj gation in its 2006 financial statements, As a result, Powder River
continued to record the working interest conveyance proceeds as revenue, failed to disclose the
guaranteed payments, and improperly offset the guaranteed payments against the company’s oil-
and-gas production receipts,

11.  Inthe second quarter of 2007, when the guaranteed payments exceeded Powder
River’s entire oil-and-gas receipts, the company began recording the guaranteed payments on its
balance sheet as an asset labeled “pre-paid production payments.” Chisholm was aware of these
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facts. Yet, during 2007 quarterly reviews, he again failed to consider the impact of the guaranteed
payments on Powder River’s revenue recognition or to inquire further whether Powder River’s
accounting for those payments was correct. Chisholm also failed to consider whether Powder
River should disclose its guaranteed payment obligation. As a result of the foregoing, Powder
River continued to record the working interest conveyance proceeds as revenue, failed to disclose
the guaranteed payments, and mischaracterized those payments as an asset in its financial
statements included in its second and third quarter 2007 Forms 10- QSB.

12.  Nilson supervised Powder River’s 2007 audit and first-quarter 2008 review.
During the 2007 audit, Nilson examined some of the contracts underlying the working interest
conveyances, which described the guaranteed payments, and determined that Powder River’s
accounting for those payments as an asset was improper, The company filed a Form 8-K on March

2007 Form 10-K and first- quarter 2008 Form 10-Q, the company disclosed the guaranteed
payments as a future commitment in its financial statement footnotes. Nilson failed, however, to
consider whether, as a result of the guaranteed payment provisions, the conveyances should have
been reported as borrowings rather than sales. As a result, the company continued to improperly
report the proceeds from its working interest conveyances as revenues.

13.  Furthermore, Nilson was aware that Powder River’s guaranteed payments exceeded
the company’s total oil-and-gas revenues for 2007. Yet, he failed to include a “going concern”
paragraph in Chisholm Bierwolf audit opinion, despite substantial reason to doubt that Powder
River’s future oil-and-gas revenues, which were only $3.3 million in 2007, would be sufficient to
cover the $6.1 million of guaranteed payments due in 2008.

Inflated Assets

14. Powder River reported assets that it did not own, that did not exist, or that it should
have written in financial statements included in its 2005, 2006 and 2007 Forms 10-KSB and 10-K
and for its Forms 10-QSB and 10-Q for the for the first, second and third quarters of 2005, 2006,
and 2007 and the first quarter of 2008. During the company’s 2005, 2006 and 2007 audits,
Respondent failed to conduct sufficient audit procedures to support the recorded oil-and-gas assets
and a “loan receivable”; otherwise it would have discovered information that indicated a
significant amount of such assets should be removed from Powder River’s financial statements.

As a result, the company overstated its assets by 7% to 48%.

15.  Inparticular, Powder River improperly included as assets on its financial statements
two oil-and-gas leases it had agreed, but failed, to acquire. Specifically, in 2005, Powder River
made $500,000 in nonrefundable payments as a part of an agreement to acquire a New Mexico oil-
and-gas lease for $5 million, but by August 2005 it had defaulted on the terms of the agreement
and lost its rights to the lease. Nonetheless, Powder River continued to report the lease as an asset
on its balance sheet from the third quarter of 2005 through the first quarter of 2008, which was its
last quarterly report. Similarly, Powder River made nonrefundable payments totaling $1.5 million
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in late 2006 and early 2007 as part of an agreement to acquire a Texas oil-and-gas lease for $6.5
million. The company reported the lease, along with an associated note payable, as assets on its
balance sheet from year-end 2006 onward. In reality, the agreement was never consummated, no
lote agreement was ever executed, and by the end of 2007 Powder River had forfeited its

payments.

16.  During Powder River’s 2005 and 2006 audits, Chisholm failed to review the oil-
and-gas lease purchase documents for the New Mexico and Texas leases and to obtain adequate
documentation for the $2 million paid to third-parties in the failed lease purchases. During the
2006 audit, Chisholm also failed to perform adequate alternate procedures even though: a)
documents provided by Powder River to Respondent indicated the Texas lease purchase agreement
terms expired in December 2006; and b) Respondent received an irregular confirmation of the
purported $5 million promissory note.

17. During Powder River’s 2007 audit, Nilson failed to perform procedures to verify
the existence and ownership of the New Mexico and Texas leases, despite the size of the assets and
the fact that the company had not paid any significant development costs or taxes on the properties
in 2007. Nilson did not review the oil-and-gas lease purchase documents or any promissory note
agreement on the Texas lease. During the 2007 audit, Nilson requested confirmation of the
purported $5 million promissory note on the Texas lease, but failed to perform sufficient
alternative procedures when the confirmation was not returned.

18. In addition, Powder River listed a $1.2 million item as a “loan receivable” on the
company’s balance sheet in its 2007 Form 10-K financial statements. In prior periods, this item
was reported as a cash or cash equivalent. Despite this unexplained change in accounting
treatment and the fact that no payments had ever been made on the loan receivable, Nilson failed to
obtain documentation of the purported loan receivable of to perform any procedures (o evaluate the
collectability of the loan. Further, Nilson failed to identify that the loan receivable had not been
disclosed as a related party transaction in compliance with Statement of Financial Accounting
Standard No. 57, Related Party Disclosures.

Failure to Assess the Work of a Professional

19. At year-end 2005 and 2006, oil-and-gas properties represented 62% and 67%,
respectively, of Powder River’s total assets. In auditing Powder River’s 2005 and 2006 financial
statements, Respondent and Chisholm obtained and relied upon brief excerpts from oil-and-gas
reserve reports. He did little, if anything, to: a) evaluate the qualifications of the petroleum engineer
who prepared the oil-and-gas reserve reports; b) understand the nature of the work performed in
preparing the oil-and-gas reserve reports; and ¢) evaluate the petroleum engineer’s relationship to
Powder River. Prior to the completion of the 2005 audit, Chisholm leamed that the Commission’s
Division of Corporation Finance staff had issued comments, some of which addressed Powder
River’s oil-and-gas reserves, on its 2004 Form 10-KSB, and participated in at least one telephone
call regarding the company’s response to those comments, Chisholm knew or should have known
that the staff’s comments and Powder River’s responses thereto raised questions as to: a) the
qualifications of the engineer who prepared the reserve reports; b) the adequacy of the reserve

6




reports to support disclosures made in the financial statements; and c) conformity of the reserve
reports with Rule 4-10 of Regulation S-X. Accordingly, Respondent and Chisholm failed to adhere
to the guidance contained in AU 336, Using the Work of a Specialist, and failed to obtain sufficient
competent evidential matter to support Respondent’s report on Powder River’s 2005 and 2006
financial statements.

20.  Powder River’s year-end 2005 and 2006 financial statements disclosed
supplementary, unaudited footnote information required under Statement of Financial Accounting
Standards No. 69, Disclosures about Oil and Gas Producing Activities. Despite the questions raised
by the staff’s comments on Powder River’s 2004 Form 10-KSB, Respondent and Chisholm failed to
comply with the provisions of AU §9558, Required Supplementary Information; Auditing
Interpretation of Section 558, while supervising Powder River’s 2005 and 2006 audits. AU §9558
states that if an auditor believes that information may not be presented within the applicable
guidelines he ordinarily should make additional inquiries. Respondent and Chisholm had reason to
believe that Powder River’s footnote information may not have been presented within applicable
guidelines. Therefore, they ordinarily should have made additional inquiries, but failed to do so.

21.  Atyear-end 2007, oil-and-gas properties represented approximately 82% of Powder
River’s total assets. The company, however, failed to obtain new or updated reserve reports in
2007, instead relying on the reports that it had used in connection with the 2006 audit. In auditing
Powder River’s 2007 financial statements, Respondent and Nilson relied on the work performed in
the audit of Powder River’s 2006 financial statements, without performing procedures to test or
verify the scope or adequacy of that prior audit work or the 2006 reserve reports. Respondent and
Nilson did nothing to: a) evaluate the qualifications of the petroleum engineer who prepared the oil-
and-gas reserve reports; b) understand the nature of the work performed in preparing the oil-and-gas
reserve reports; and c) evaluate the petroleum engineer’s relationship to Powder River. They knew
or should have known that Powder River’s failure to obtain new or updated reserve reports raised
questions as to: a) the qualifications of the engineer who prepared the reserve reports and b) the
adequacy of the reserve reports to support disclosures made in the financial statements.
Accordingly, Respondent and Nilson failed to adhere to the guidance contained in AU 336, Using
the Work of a Specialist, and failed to obtain sufficient competent evidential matter to support
Respondent’s report on Powder River’s 2007 financial statements,

Creation of Audit Documents

22, Prior to a PCAOB inspection in 2007, Chisholm and Nilson created and back-dated
and directed Respondent’s staff to create and back-date audit planning and other documents more
than 45 days after the documentation completion dates for the 2006 audit of Powder River’s
financial statements. Respondent, Chisholm, and Nilsen failed to document in the workpapers the
dates that these changes were made, the names of the persons who made them, and the reasons for
adding information. They also failed to notify the PCAOB inspection team that changes had been
made to the audit files without appropriately documenting those changes. As a result, Respondent
failed to comply with PCAOB Auditing Standard No. 3, Audit Documentation, in addition to
violating PCAOB rules. Respondent produced those documents to SEC staff during its
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investigation, without disclosing that they had been back-dated or created after the document
completion deadlines.

Failure to Conduct Audits in Accordance with PCAOB Standards
)

.23, Asthe foregoing conduct demonstrates, Respondent failed to conduct Powder
River’s 2004 through 2007 audits in accordance with PCAOB Standards and Rules. Specifically,
Respondent, failed to:

a, Adequately plan audits and properly train and supervise assistants,
under AU 311, Y8, Planning & Supervision;

b, Gather sufficient competent evidential matter, under AU 326, 13,
Audit Evidence, to support the characterization of Powder River’s revenue and Respondent’s
conclusions on company assets;

c. Exercise due professional care and skepticism, under AU 23 0, 179,
25, Due Professional Care in the Performance of Work, as illustrated by repeated failures to
review underlying documentation, undue reliance on management, and failure to respond
appropriately to “red flags;”

d. Consider whether, under AU 336, 98, 9, Using the Work of a
Specialist, Powder River’s petroleum engineers possessed the necessary qualifications for their
work to be used as audit evidence; '

e. Make additional inquiries under AU §9558, Required Supplementary
Information; Auditing Interpretation of Section 358, although Respondent had reason to believe that
Powder River’s oil-and-gas reserves footnote information may not have been presented within
applicable guidelines;

f. Evaluate, under AU 341, 93, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern, Powder River's ability to continue as a going
concern even though the fact that Powder River’s total revenues were significantly less than its
guaranteed payment obligations should have raised substantial doubt about its ability to continue as
a going concern;

g. Perform sufficient alternative procedures, under AU 330, 131, The
Confirmation Process, when Respondent did not receive proper confirmations of a promissory
note and a loan receivable; and

h. Properly prepare audit documentation, under PCAOB Auditing
Standard No, 3, 115, Audit Documentation, as demonstrated by after-the-fact creation and back-
dating of audit planning documents and checklists.




24.  Furthermore, Respondent did not have procedures in place designed to provide
reasonable assurance of detecting illegal acts that would have a direct and material effect on
Powder River’s financial statement amounts, as required by Section 10A(a)(1) of the Exchange
Act. This was demonstrated by Chisholm and Nilson’s failure to recognize Powder River’s
improper revenue recognition, their failure to identify assets improperly included on its balance
sheet, and their reliance on non-SEC compliant reserve reports that failed to support Powder
River’s reported reserves.

25.  Respondent also did not include in the 2007 audit an evaluation of whether there
was substantial doubt about the ability of Powder River to continue as a going concern during the
ensuing fiscal year, as required by Section 10A(a)3) of the Exchange Act. This is demonstrated
by Nilson’s failure to recognize that Powder River’s total revenues in 2007 were significantly less
than its guaranteed payment obligations for the following year, which should have raised
substantial doubt about the company’s ability to continue as a going concerm.

E. VIOLATIONS

26.  Exchange Act Section 10A(a)(1) requires each audit to include procedures designed
to provide reasonable assurance of detecting illegal acts that would have a direct and material
effect on the determination of financial statement amounts, and Section 10A(2)(3) requires each
audit to include an evaluation of whether there is substantial doubt about the ability of the issuer to
continue as a going concern during the ensuing fiscal year. No showing of scienter is necessary to
establish a violation of Section 10A. See SEC v. Solucorp Indus., Lid., 197 F. Supp. 2d 4
(S.D.N.Y. 2002),

27.  Asdiscussed above, Respondent violated Sections 10A(a)(1) and 10A(a)(3) by
failing to have adequate procedures in place during Powder River’s 2004 through 2007 audits to:
1) reasonably assure detection of illegal acts, such as Powder River’s undisclosed guaranteed
payments (from 2004 through 2006), its material overstatement of its revenues, improperly
recorded assets on its balance sheet, its materially overstated oil and gas reserves, and Powder
River’s payments of later working interest conveyance proceeds to earlier working interest
investors, which materially affected the determination of financial statement amounts; and 2) to
evaluate whether there was substantial doubt about Powder River’s ability to continue as a going
concern during the 2007 audit.

28. Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 thereunder,
require every issuer of a security registered pursuant to Section 12 of the Exchange Act file with
the Commission information, documents, and annual and quarterly 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. The obligation to file such reports
embodies the requirement that they be true and correct. See, e.g., SEC v. Savoy Indus., Inc., 587
F.2d 1149, 1165 (D.C. Cir. 1978), cert. denied, 440 U.S. 913 (1979).




29.  Asdiscussed above, from year-end 2004 through the first quarter of 2008,
Respondent’s failures were a cause of Powder River’s filing of false and misleading periodic
reports with the Commission. Accordingly, Respondent was a cause of Powder River’s violations
of Section 13(a) of the Exchange Act and Rules 13a-1 , 13a-13, and 12b-20 thereunder.

30.  Rule 102(e)(1)(ii) of the Commission’s Rules of Practice and Section 4C of the
Exchange Act authorize the Commission to censure or deny, temporarily or permanently, the
privilege of appearing or practicing before the Commission to accountants who are found to have
engaged in improper professional conduct. Under Rule 102(e)(1)(iv), the term “improper
professional conduct” means, in part, “repeated instances of unreasonable conduct, each resulting
in a violation of applicable professional standards, that indicate a lack of competence to practice
before the Commission.” Respondent’s actions were unreasonable and failed to conform to
applicable professional standards. Accordingly, Respondent’s conduct supports an action under
Rules 102(e)(1)(it) and 102(e)(1 J(iv)(B)(2) of the Rules of Practice.

F. FINDINGS

31.  Based on the foregoing, the Commission finds that Respondent violated Sections
10A(a)(1) and 10A(a)3) of the Exchange Act, and was a cause of Powder River’s violations of
Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20 promulgated thereunder.

32.  Based on the foregoing, the Commission finds that Respondent engaged in
improper professional conduct pursuant to Rules 102(e)(1)(ii) and 102(e)(1)(iv)(B)(2) of the
Commission’s Rules of Practice.

G. UNDERTAKING

33.  Cooperation. Respondent undertakes to cooperate fully with the Commission
with respect to any matter relating to the Commission's investigation of Powder River or its
current or former officers, directors, employees, or auditors, including but not limited to any
litigation or other proceeding related to or resulting from that investigation. Such cooperation
shall include, but is not limited to, upon reasonable notice and without subpoena:

a. Producing any document, record, or other tangible evidence reasonably
requested by Commission staff in connection with the Commission's investigation, litigation or
other proceedings; '

b. Providing all information reasonably requested by Commission staff in
connection with the Commission's investigation; and

c. Attending and providing truthful statements at any meeting, interview,
testimony, deposition, trial, or other legal proceeding reasonably requested by the Commission
staff.
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34.  In determining whether to accept the Offer, the Commission has considered these
undertakings.

Iv.

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

Accordingly, it is hereby' ORDERED, effective immediately, that:

A. Respondent shall cease and desist from committing or causing any violations and any future
violations of Sections 10A(a)(1) and 10A(a)(3) of the Exchange Act.

B. Respondent shall cease and desist from committing or causing any violations and any
future violations of Section 13(a) of the Exchange Act and Rules 13a-1, 13a-13, and 12b-20
promulgated thereunder.

C. Respondent is denied the privilege of appearing or practicing before the Commission as an
accountant.

By the Commission.

Elizabeth M. Murphy

Secretary

: g M. Peterson
xssistant Secretary
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UNITED STATES OF AMERICA
: Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64289A / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3269A / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14339

In the Matter of . CORRECTED
ORDER INSTITUTING CEASE-AND-
Kempisty & Company, CPAs, DESIST PROCEEDINGS PURSUANT
P.C., Philip C. Kempisty, CPA TO SECTION 21C OF THE
and John Anthony Rubino, CPA, SECURITIES EXCHANGE ACT OF
1934 AND PUBLIC ADMINISTRATIVE

Respondents. PROCEEDINGS PURSUANT TQ

- SECTION 4C OF THE SECURITIES
EXCHANGE ACT OF 1934 AND RULE
102(e) OF THE COMMISSION’S
RULES OF PRACTICE, AND NOTICE
OF HEARING

L

The Securities and Exchange Commission (**Commission”) deems it appropriate and in the
public interest that cease-and-desist proceedings be, and hereby are, instituted pursuant to Section
21C of'the Securities Exchange Act of 1934 (“Exchange Act”) and that public administrative
proceedings be, and hereby are, instituted pursuant to Section 4C(2) and (3)' of the Exchange Act
and Rule 102(e)(1)(ii) and (iii)® of the Commission’s Rules of Practice against Kempisty and

‘ Section 4C provides, in relevant part, that:

The Commission may censure any person, or deny, temporarily or permanently, to any person the privilege of
appearing or practicing before the Commission in any way, if that person is found . . . (2) to be lacking in character or
integrity, or to have engaged in unethical or improper professional conduct; or (3) to have willfully violated, or
willfully aided and abetted the violation of, any provision of the securities laws or the rules and regulations thereunder.
Rule 102(e)(1)(ii) and (iii) provide, in relevant part, that:
The Commission may . . . deny, temporarily or permanently, the privilege of appearing or practicing before the
Commission . . . to any person who is found . . . (ii) to be lacking in character or integrity or to have engaged in
unethical or improper professional conduct; or . . . (111} to have willfully violated, or willfully aided and abetted the
violation of any provision of the Federal securities laws or the rules and regulations thereunder,
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Company, CPAs, P.C., Philip C. Kempisty and John Anthony Rubino (collectively,
“Respondents”).
Summa

These proceedings arise out of quarterly reviews and an audit performed by Kempisty &
Company, CPAs, P.C. (“Kempisty & Company”), of the financial statements of its client,
Kentucky Energy, Inic. (“Kentucky Energy”),? for the year ended December 31, 2005. In these
financial statements, Kentucky Energy improperly accounted for warrants and convertible notes it

‘had issued to third parties. Kempisty & Company rendered an unqualified report stating that, in
the firm’s opinion, the financial statements presented fairly the financial position of the company in
conformity with? generally accepted accounting principles (“GAAP”). In fact, the financial
statements were not presented in conformity with GAAP and the resulting errors were material.
Moreover, the respondents failed to comply with Public Company Accounting Oversight Board
(“PCAOB”) auditing standards (“AU”)’ in carrying out the relevant audits and reviews.

1L
After an investigation, the Division of Enforcement alleges that:

A. RESPONDENTS

Kempisty & Company, CPAs, P.C. (“Kempisty & Company”), is an audit firm with |
offices in New York City. It is a public accounting firm registered with the Public Company
Accounting Oversight Board. Kempisty & Company was the independent auditor for Kentucky
Energy at all relevant times from 2003 until the company dismissed it on February 13, 2009.

Philip C. Kempisty, CPA, 61 (“Kempisty™), is the founding partner and majority
shareholder of Kempisty & Company. He has been licensed as a CPA in the state of New York
since 1974.

John Anthony Rubino, CPA, 67 (“Rubino™), has been a partner/member in Kempisty &
Company since 1989. He is licensed as a CPA in the states of New York and Nevada. Rubino
worked for a series of CPA firms in the New York City area before joining Kempisty & Company
in approximately 1980. :

3
4

The company was named Quest Minerals and Mining Corp. during the relevant time.

The Kempisty report did contain an explanatory paragraph describing substantial doubt about the entity’s
ability to continue as a going concern and an emphasis of matter paragraph describing that potential adverse rulings
in ongoing litigation could result in a loss of the company’s operating assets.

’ “AU” refers to the specific sections of the codification of the American Institute of Certified Public
Accountants (“AICPA”) professional standards, known as the Statements on Auditing Standards, as issued by the
Auditing Standards Board of the AICPA. These standards have been adopted by the PCAOB following passage of
the Sarbanes-Oxley Act of 2002 (“SOx”). References in this order are to the standards in effect at the time of the
relevant conduct.
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B. FACTS
Issuance of convertible notes and warrants by Kentucky Energy

1. Kentucky Energy’s 2005 financial statements, like those for the preceding year,
were prepared by a consultant to the company. This consultant’s father was the Vice President,
Secretary and a director of Kentucky Energy. Kempisty and Rubino had no specific knowledge
of the consultant’s education or experience in accounting but were aware that he was not a CPA.

2. Beginning in 2004 and continuing into 2005, Kentucky Energy obtained a series of
loans from third parties evidenced by notes convertible into common stock.® As an additional
incentive to the lenders, Kentucky Energy issued warrants along with each note. Kentucky
Energy’s consultant needed to account for warrants for the first time in preparing the company’s
financial statements for inclusion in its Form 10-KSB for the year ended December 31 , 2004,
Rubino had never previously dealt with the issue of how to account for warrants or a beneficial
conversion feature of a convertible note, both of which are derivatives.

Improper accounting for warrants and beneficial conversion feature

3. Rubino told the consultant that he would need to value the warrants using the
Black-Scholes option pricing model. Accordingly, the consultant found a Black-Scholes
calculator on the internet. This calculator called for him to fill in variables for the warrants’
“equity price,” “strike price,” “volatility,” “riskless interest rate,” and “time to maturity,” and
would then generate a Black-Scholes valuation. For “volatility” and “interest rate,” however, the
consultant simply inserted the generic numbers provided as an example by the website, rather
than calculate the actual volatility of Kentucky Energy stock and determine the real riskless
interest rate. In fact, Kentucky Energy’s stock price was far more volatile than that listed in the
website example.

4, Using this method, the consultant arrived at a value for the warrants issued during
the last quarter of 2004. He recorded that value as an expense on the company’s statement of
operations and sent his draft financial statements to Kempisty & Company.

5. Rubino, however, contacted the consultant and told him that he should have
recorded the warrant valuation as an asset on the company’s balance sheet, rather than as an
expense on its statement of operations, and that he should then have amortized that amount over
the life of the underlying convertible notes. Not only was this accounting treatment incorrect, but
both Rubino and the consultant ignored the necessity to provide for the beneficial conversion
feature of the notes. :

6. In fact, accounting for the warrants in accordance with GAAP required that the
proper inputs be used in the Black-Scholes option pricing model. Kentucky Energy should have

§ One series of notes issued during 2005 was not convertible and one note did not have warrants attached,
however.
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allocated the loan proceeds first to the notes and the warrants; and then, from the portion
allocated to the notes, reallocated that to the notes and the beneficial conversion feature of the
notes. The amount of proceeds allocable to the warrants and the beneficial conversion feature
would be accounted for as paid-in-capital and as a discount to the face amount of the note. The
note should have been recorded net of this discount on the balance sheet and the discount should
have been amortized to interest expense in the statement of operations over the life of the notes.

7. Rubino testified that he did not know whether or not the consultant was a CPA,
what his accounting background was, or whether he was familiar with GAAP. Even after he
decided that the consultant’s first set of financial statements was incorrectly prepared, Rubino took
no further steps to verify the consultant’s competence.

GAAP failures

8. For the first quarter of 2005, using the same methodology established in 2004, the
consultant arrived at a value of $15,694,422 for the warrants, and that amount less amortization of
$1,881,139, or $13,813,283 was recorded as an asset on the company’s balance sheet. In the
subsequent quarters of 2005, the consultant continued to calculate the warrant valuation improperly
and to record it as an asset which, for each of the first two quarters, amounted to over 60% of
Kentucky Energy’s total assets. On the company’s statements of operations, the warrant
amortization expense increased correspondingly, and on its 2005 year-end statement of operations
amounted to 70% of Kentucky Energy’s net loss. Throughout this period, the consultant continued
to fail to consider the effect of the beneficial conversion feature of the promissory notes. The
combined valuation of the warrants and the beneficial conversion features should not have
exceeded the proceeds the company had received from the notes, which amounted to $1,875,000 at
the end of the first quarter and $3,105,000 at the end of 2005, and they should not have been
recorded as an asset.

9. For its year ended December 31, 2005, as a result of its improper accounting for the
warrants and convertible notes, Kentucky Energy recorded the warrant asset in the amount of
$3,097,903 on its balance sheet, reflecting the ensuing quarters’ amortization as an expense on its
statements of operations. In so doing, the company overstated total assets by 43% and overstated
its net loss by 197%. It also materially overstated paid-in capital, retained deficit, shareholders’
equity and expenses. This improper accounting was material to balance sheets and statements of
operations contained in its quarterly filings for 2005 as well. For example, its asscts were
overstated by approximately $13.8 million, or 213%, in the financial statements contained in its
Form 10-Q for the first quarter of 2005 and its net loss was overstated by approximately 174% for
the second quarter of 2005. ' '

Audit and Reviews

10.  Kempisty & Company, Kempisty and Rubino conducted quarterly reviews and a
year-end audit of Kentucky Energy’s financial statements for the 2005 year. In the report filed
with the Form 10-KSB filed by the company on May 9, 2006, Kempisty and Co. stated that the
financial statement presented fairly the financial position of the company at December 31, 2005.
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On these engagements, Rubino was the engagement partner and Kempisty was the concurring
review partner. They were the only auditors who worked on this engagement, and in fact were
the only partners and auditors in the firm at the time.

PCAOB auditing standards failures by Rubino as the engagement partner
Lack of training and proficiency.

11.  Rubino lacked the necessary training and proficiency as an auditor to properly
interpret the professional guidance under GAAP having to do with accounting for warrants and
convertible notes. The workpapers reflect no analysis to support treating the warrants as assets on
Kentucky Energy’s balance sheet. Nevertheless, he sought no outside advice on these issues. In
fact, Rubino did not realize that in accounting for the warrants he was dealing with derivative
instruments requiring a careful analysis for proper accounting.

12, PCAOB auditing standards require that the audit be performed by "a person or
persons having adequate technical training and proficiency as an auditor." AU § 210.01. PCAOB
Auditing Standards further require that ‘{t]he auditor with final responsibility for the engagement
should know, at a minimum, the relevant professional accounting and auditing standards . . ..” AU
§ 230.06.

Failure to exercise due professional care and skepticism
and to obtain sufficient competent evidential matter.

13.  Rubino also failed to obtain and sufficiently examine, read and understand all of
the underlying documents evidencing the note/warrant transactions. The workpapers did not
contain copies of all the relevant agreements underlying the convertible note financings. There
is no evidence that Rubino evaluated this documentation to understand how the transactions
should be accounted for under GAAP.

14. Rubino knew that Kentucky Energy’s consultant had limited knowledge of
accounting and GAAP, yet he failed to review in sufficient detail the Black-Scholes assumptions
and analysis the consultant had used, therefore failing to discover that he had merely used the
generic volatility and interest rate numbers off the website rather than obtain the correct numbers
for Kentucky Energy.

15. PCAOB auditing standards require that "[d]Jue professional care is to be exercised
in the planning and performance of the audit and the preparation of the report." AU § 230.01.
Among other things, due professional care requires that an auditor exercise professional
skepticism, defined as "an attitude that includes a questioning mind and a critical assessment of
audit evidence.” AU § 230.07. Gathering and objectively evaluating audit evidence requires the
auditor to consider the competency and sufficiency of the evidence. AU § 230.08. In exercising
professional skepticism, the auditor should not be satisfied with less than persuasive evidence
because of a belief that management is honest. AU § 230.09.




16.  PCAOB auditing standards also require that "[sJufficient competent evidential
matter is to be obtained through inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements under audit." AU § 326.01. To
~ be competent, evidence, regardless of its form, must be both valid and relevant. AU § 326.21. In
addition, the auditor should "recognize the possibility that the financial statements may not be
fairly presented in conformity with generally accepted accounting principles ..." and should
"consider relevant evidential matter regardless of whether it appears to corroborate or contradict
the assertions in the financial statements.” AU § 326.25. Management representations "are part of
the evidential matter the independent auditor obtains, but they are not a substitute for the
application of those auditing procedures necessary to afford a reasonable basis for an opinion
regarding the financial statements under audit." AU § 333.02.

Failure to comply with relevant PCAOB auditing standards regarding auditing of
derivatives

17.  In fact, PCAOB auditing standards provide specific guidance to auditors in
planning and performing auditing procedures for assertions about derivative instruments that are
made in an entity’s financial statements. AU§ 332. This guidance states that the auditor may
need special skills or knowledge to plan and perform auditing procedures for certain assertions
about derivatives and securities. AU§ 332.05.

18.  Rubino failed to, among other things:

e Understand the application of generally accepted accounting principles for
assertions about derivatives (AU§ 332.05)

» Understand the determination of fair value of derivatives, including the
reasonableness of key assumptions (AU§ 332.05 and AU§ 332.40)

e Alter its risk assessment and audit procedures based on the entity’s inexperience
with a derivative (AU§ 332.08)

» Obtain evidence supporting management’s assertion about fair value of the
derivative (AU§ 332.35) and

¢ Evaluate whether the presentation and disclosure of derivatives are in conformity
with generally accepted accounting principles (AU§ 332.49).

Thus, Rubino failed to fulfill his responsibilities under PCAOB auditing standards for auditing
those instruments. '

PCAOB auditing standards review failures by Rubino as the engagement partner

19.  In addition to the audit failures, Rubino failed to comply with the specific
standards applicable to interim reviews of Kentucky Energy’s 2005 quarterly financial
statements. These standards, set forth in AU § 722, provide guidance on the nature, timing and
extent of the procedures to be performed by an independent accountant when conducting a
review of interim financial information.




20. The objective of a review of interim financial information is to provide the
accountant with a basis for communicating whether he or she is aware of any material
modifications that should be made to the interim financial information for it to conform with
GAAP. AU § 722.07. The standards specifically require the accountant to perform certain
procedures when conducting a review of interim financial information, including, but not limited
to inquiring of management about unusual or complex situations that may have an effect on the
interim financial information, and matters about which questions have arisen in the course of
applying the review procedures and significant journal entries and other adjustments. AU §
722.18.

21, Theunusual or complex situations, referred to in the above paragraph, specifically
include the use of derivative instruments and unique terms for debt that could affect
classification. AU § 722.55 (Appendix B). Rubino, however, did not give adequate
consideration to the analysis and cla551ﬁcat10n of the derivative instruments recorded in the
financial statements.

22.  Finally, the same standards relating to adequate technical training and proficiency,
due professional care and professional skepticism apply to reviews as well as audits. AU §
722.01. Therefore, Rubino’s audit failures for Kentucky Energy’s year ended 2005 apply
equally to the quarterly reviews.

PCAOB auditing standards failures by Kempisty as the concurring review partner

23.  Kempisty, as the concurring review partner, was responsible for performing an
objective review of significant auditing, accounting, and financial reportmg natters that came to
his attention, and was an integral part of the resolution of matters prior to the issuance of the firm's
audit report. SEC Practice Section (“SECPS”) §1000.39 (Appendix E).” On the basis of that
review, Kempisty was required to conclude that no matters came to his attention that caused him to
believe that the financial statements of Kentucky Energy were not in conformity with GAAP in all
material respects, and that the firm's audit was performed in accordance with the standards of the
PCAOB. .

24, Kempisty was required, among other things, to review documentation of the
resolution of significant accounting, auditing and financial reporting matters. His review of the
financial statements and management documentation should have alerted him to the mistakes in -
valuing and classifying the warrant.

' 25.  Kempisty had additional specific responsibilities with respect to the concurring
review of Kentucky Energy’s interim financial statements. For a review conducted on interim
financial information on financial statements in an SEC client’s quarterly Form 10-Q or 10-QSB
filing, a member firm's policies and procedures should require discussion with the concurring
partner reviewer, prior to the completion of the review, about any matters identified in the review
that involve a significant risk of material misstatement of the financial statements. Any such
involvement should be documented. SECPS §1000.39 (Appendix E).

? This references concurring partner review standards set by the AICPA which were adopted by the PCAOB

following passage of SOx. Kempisty & Company was a member of the SEC Practice Scctlon of the AICPA from
199 1until the formation of the PCAOB making it subject to these standards.
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26.  Although testimony indicates that Kempisty did discuss the warrant/convertible
note accounting issue with Rubino, the workpapers for the interim reviews do not contain any
documentation of such discussions nor of matters identified in the review that involve a significant
risk of material misstatement of the financial statements.

27.  Finally, as a general matter, Kempisty as concurring reviewer was required to have
“sufficient relevant technical expertise and experience” to perform his duties. SECPS §1000.39
(Appendix E). In this matter he was therefore required to have technical expertise and experience
in the area of accounting for derivatives, including warrants and convertible notes. The standards
also require that a concurring reviewer seck assistance from other individuals to supplement his
knowledge when necessary. '

28.  As concurring reviewer for both the interim reviews and year-end audit, Kempisty
lacked the expertise and experience necessary to understand that the instruments involved in the
transactions were derivatives. He also failed to seek outside professional assistance to understand
how to propetly account for such items.

Misstatement in Audit Report

29.  In this matter, Kempisty & Company, Kempisty and Rubino’s audit report falsely
states that they conducted their audit in accordance with the standards of the PCAOB, and that in
their opinion the financial statements of Kentucky Energy were presented fairly, in all material
respects, in conformity with accounting principles generally accepted in the United States of
America. In fact, they were not.

C.  VIOLATIONS

1. As a result of the conduct described above, Kempisty & Company, Kempisty and
Rubino willfully aided and abetted and caused Kentucky Energy’s violations of Sections 13(a) of
the Exchange Act and Rules 12b-20, 13a-1 and13a-13 thereunder.

2. As a result of the conduct described above, Kempisty & Company, Kempisty and
Rubino engaged in improper professional conduct pursuant to Section 4C(a)(2) of the Exchange
Act and Rule 102(e)(1)(ii) of the Commission’s Rules of Practice, and willfully aided and abetted
and caused Kentucky Energy’s violation of the federal securities laws, pursuant to Section
4C(a)(3) of the Exchange Act and Rule 102(e)(1)(iii) of the Commission’s Rules of Practice.

III.
In view of the allegations made by the Division of Enforcement, the Commission deems it
necessary and appropriate that public administrative and cease-and-desist proceedings be

instituted, to determine

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




B.  Whether, pursuant to Section 21C of the Exchange.Act, Respondents should be
ordered to cease and desist from committing or causing any violation and any future violation of
Sections 13(a) of the Exchange Act and Rules 12b-20, 13a-1 and13a-13 thereunder; and

C. Whether, pursuant to Section 4C of the Exchange Act and Rule 102(e) of the
Commission’s Rules of Practice, Respondents should be censured or denied, temporarily or
permanently, the privilege of appearing or practicing before the Commission as accountants.

IV,

IT IS ORDERED that a public hearing for the purpose of taking evidence on the -
questions set forth in Section IIT hereof shall be convened at a time and place to be fixed, and
before an Administrative Law Judge to be designated by further order as provided by Rule 110
of the Commission's Rules of Practice, 17 C.F.R. § 201.110.

IT IS FURTHER ORDERED that Respondents shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule
220 of the Commission's Rules of Practice, 17 C.F.R. § 201.220.

If any Respondent fails to file the directed answer, or fails to appear at a hearing after
being duly notified, that Respondent may be deemed in default and the proceedings may be
determined against it or him upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's
Rules of Practice, 17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.

This Order shall be served forthwith upon each Respondent personally or by certified
mail. '

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)(2)
of the Commission’s Rules of Practice.

- Inthe absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter, except




as witness or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule
making” within the meaning of Section 551 of the Administrative Procedure Act, it is not
deemed subject to the provisions of Section 553 delaying the effective date of any final
Commission action. :

By the Commission.

Elizabeth M. Murphy

Secretary ,

(il M. Peterson
agistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64288 / April 8, 2011

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3268 / April 8, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14338 ‘

In the Matter of
KENTUCKY ENERGY, INC,, ORDER INSTITUTING CEASE-AND-DESIST
EUGENE CHIARAMONTE, PROCEEDINGS PURSUANT TO SECTION
I AND CLEAR MOUNTAIN 21C OF THE SECURITIES EXCHANGE ACT
ASSOCIATES, LLC, OF 1934, MAKING FINDINGS AND
IMPOSING A CEASE-AND-DESIST ORDER
Respondents.

L

The Securities and Exchange Commission {“Commission”) deems it appropriate and in the
public interest that cease-and-desist proceedings be, and hereby are, instituted pursuant to Section -
21C of the Securities Exchange Act of 1934 (“Exchange Act”) against Kentucky Energy, Inc.,
Fugene Chiaramonte, 11T and Clear Mountain Associates, LLC (collectively, “Respondents”).

Ii.

In anticipation of the institution of these proceedings, Respondents have each submitied an
Offer of Settlement (an “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 each of 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 Section 21C of the Securities
Exchange Act of 1934, Making Findings, and Imposing a Cease-and-Desist Order (“Order”), as set

2p of S




IIL

On the basis of this Order and Respondents’ Offers, the Commission finds' that:

Summary

These proceedings arise out of improper accounting, by Kentucky Enetgy, Inc., formerly
known as Quest Minerals & Mining Corp., for warrants and certain convertible notes for the year
ended December 31, 2005. Among other things, Kentucky Energy accounted for warrants it had
issued to third parties as an asset with a purported value at the end of the first quarter of 2005 of
more than $13 million. This accounting was not in accordance with generally accepted accounting-
principles (‘GAAP”) and was material to Kentucky Energy’s financial statements, in that it caused
its assets to be overstated by 43% and its net loss to be overstated by 197% for the year ended
December 31, 2005. The inaccurate financial statements were prepared by Eugene Chiaramonte,
TII through his consulting company, Clear Mountain Associates, which had been retained by
Kentucky Energy for the purpose of preparing its financial statements.

Respondents

1. Kentucky Energy, Inc., formerly known as Quest Minerals & Mining Corp.
(“Kentucky Energy”) was organized under the Jaws of the state of Utah in 1985. Since 2004,
Kentucky Energy has been in the business of mining coal in Kentucky. It changed its name to
Kentucky Energy, Inc. effective June 16, 2010. Kentucky Energy’s common stock previously
traded on the OTC Bulletin Board under the symbol QMLM.OB and currently trades in the pink
sheets under the symbol QMIN.PK and closed at $.0004 on October 4, 2010.

2. Clear Mountain Associates, LI.C, a New Jersey limited liability company (“Clear
Mountain™), has been employed as a consultant to Kentucky-Energy from the fall of 2004 to the
present. It was formed by Eugene Chiaramonte, Il

3. Eugene Chiaramonte, III is the founder and sole owner of Clear Mountain. He
has never been licensed as a certified public accountant. Through his consulting firm Clear
Mountain, Chiaramonte prepared the financial statements of Kentucky Energy beginning with its
quarter ended June 30, 2004, to the present.

t The findings herein are made pursuant to Respondents’ Offers of Settlement and are not binding

on any other person or entity in this or any other proceeding.
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Background

Inaccurate financial statements.

4, Beginning in the fall of 2004 and continuing throughout 2005, Kentucky Energy
obtained a series of loans from third parties, evidenced by notes convertible into common stock.
As an additional incentive to the lenders, Kentucky Energy issued warrants along with each
convertible note. The way in which Kentucky Energy accounted for these warrants and for the
conversion feature of the notes, however, caused its financial statements for the 2005 year to be
_ materially inaccurate. '

5. Chairamonte formed Clear Mountain for the purpose of running the Kentucky
Energy accounting work, its only client, through an entity. Since mid-2004, Chiaramonte,
through Clear Mountain, has been preparing the financial statements of Kentucky Energy and its
subsidiaries. He has also been making determinations as to the proper accounting for Kentucky
Energy’s transactions, because the company has not had an officer or employee capable of
working in this area. In these ways, he functioned as the CFO of Kentucky Energy. '
Chiaramonte was solely responsible for deciding how to account for the warrants and convertible '
notes issued by Kentucky Energy during 2004 and 2005.

6. All of Kentucky Energy’s inaccurate 2005 financial statements were the
responsibility of Chiaramonte. He had no prior experience with accounting for warrants, the
beneficial conversion feature of a convertible note, or derivative accounting. Chiaramonte
consulted the company’s audit firm for guidance. He did not seek other outside expertise
regarding the proper accounting for the convertible notes and warrants. '

7. Kentucky Energy’s auditor told Chiaramonte that he should use the Black-Scholes
option pricing model to value the warrants. While he had heard the term before, Chiaramonte had
no experience with Black-Scholes. He used a search engine to find a Black-Scholes calculator on
the internet. This calculator called for inputs for the “equity price,” “strike price,” “volatility,”
“rate/year,” and “term,” and would then generate a figure for “option value.” Chiaramonte then
applied the resulting valuation to the warrants in Kentucky Energy’s financial statements.

' 8. In using the Black-Scholes calculator he had found on the internet, Chiaramonte
did not input the actual volatility and interest rate applicable to Kentucky Energy’s common
stock. Instead, he chose the generic example for volatility and interest rate provided by the

- website, and inserted those numbers into the formula. In the case of the volatility figure,

Chiaramonte used the generic input suggested by the website, which was 30%, for each quarter

in 2005. In fact, the actual volatility of Kentucky Energy’s common stock was well in excess of

200% for each quarter. This difference was material.

9. In its 2005 financial statements, Kentucky Energy recorded the warrant valuation
as an asset on the company’s balance sheet, and amortized that valuation over the life of the
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underlying convertible note. In fact, no portion of the loan proceeds represented by thé warrants
should have been recorded as an asset. Instead, this portion of the loan proceeds should have
been recorded in stockholders’ equity as paid-in capital, with an offsetting amount treated as a
debt discount and amortized. In addition, the company did not account for the beneficial
conversion feature of the notes themselves. Kentucky Energy should have allocated the loan
proceeds first to the notes and the warrants, and then allocated a portion from the resulting note
amount to the beneficial conversion feature of the notes.

10.  Asa result of this improper accounting, Kentucky Energy’s assets were materially
overstated for each quarter in 2005 and for the 2005 year. For example, its assets were
‘overstated by approximately $13.8 million, or 213%, in the financial statements contained in the
Form 10-Q for the first quarter of 2005.

11.  As aresult of the amortization of the warrant asset, Kentucky Energy’s statement
of operations was also materially false for each quarter in 2005 and for the 2005 year. For '
example, this amortization caused its net loss to be overstated by approximately 174% for the
second quarter of 2005. '

12.  For its year ended December 31,2005, as a result of its improper accounting for the
warrants and convertible notes, Kentucky Energy recorded a warrant asset in the amount of
$3,097,903 on its balance sheet, net of that which was amortized as an expense on its statements of
operations. In so doing, the company overstated total assets by 43% and overstated its net loss by
197%. Along the way it materially overstated paid-in capital, retained deficit, stockholders’ equity
and expenses. Its recording of the warrants as an asset, and the subsequent amortization of that
asset, was material to both its balance sheet and its statement of operations contained in ail of its
periodic filings for 2005, and caused those financial statements to be false and misleading.

Violations

13.  Asaresult of the conduct described above, Kentucky Energy committed violations
of Section 13(a) of the Exchange Act, which requires registrants to file certain periodic and other
reports, and of Rules 12b-20, 13a-1 and 13a-13. Rules 13a-1 and 13a-13 require, respectively, the
filing of annual and quarterly reports. Rule 12b-20 provides that, in addition to information
specifically required to be included in reports, registrants are obligated to include any material
information necessary to make the statements made in the reports not misleading.

14.  Asa result of the conduct described above, Kentucky Energy committed violations.
of Section 13(b)(2)(A) and (B) of the Exchange Act. Section 13(b)(2)(A) of the Exchange Act
requires every issuer that has a class of securities registered pursuant to Section 12 of the Exchange
Act to “make and keep books, records, and accounts which, in reasonable detail, accurately and
fairly reflect the transactions and dispositions of the assets of the issuer . . . . Scienter is not
required to establish a violation of Section 13(b) or the rules thereunder. Section 13(b)}(2)(B)
requires an issuer to “devise and maintain a system of internal accounting controls sufficient to
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provide reasonable assurances that . . . (i) transactions are recorded as necessary (I) to permit
preparation of financial statements in conformity with generally accepted accounting principles or
any other criteria applicable to such statements, and (I) to maintain accountability for assets.”

15.  Asaresult of the conduct described above, Chiaramonte committed violations of
Section 13(b)(5) of the Exchange Act, which provides that “no person shall . . . knowingly falsify
any book, record, or account . . .” described in Section 13(b)(2). Chiaramonte knowingly falsified
the financial statements of Kentucky Energy by improperly accounting for the warrants and
convertible notes.

16. As a result of the conduct described above, Chiaramonte committed violations of
Rule 13b2-1 under the Exchange Act, which generally prohibits the falsification of books and
records.

17.  Asaresult of the conduct described above, Chiaramonte and Clear Mountain
caused Kentucky Energy’s violations of Sections 13(a) and 13(b)(2)(A) and (B) of the Exchange
Act and Rules 12b-20, 13a-1 and 13a-13 thereunder.

Undertakings
18.  Kentucky Energy has undertaken to:

a. Maintain at least two independent directors on its Board of Directors so that
not less than two-thirds of the members of the Board of Directors will be independent directors;?

b. Employ a Chief Financial Officer qualified to prepare financial statements
in accordance with GAAP;

: For a director to be considered independent within the meaning of these undertakings, the board must |

determine that the director has rio material relationship with Kentucky Energy (either directly or as a partner,
shareholder or officer of an organization that has a relationship with the company) that would interfere with the
exercise of independent judgment in carrying out the responsibilities of a director. A director is not independent if (1)
he is, or has been within the Jast three years, an employee of the company, or if an immediate family member is, or has
been within the last three years, an executive officer of the company; (2) the director has received, or has an immediate
family member who has received, during any twelve-month period within the last three years, more than $120,000 in
direct compensation from the company, other than director and committee fees and pension or other forms of deferred
compensation for prior service (provided such compensation is not contingent in any way on continued service); (3) the
director or an immediate family member is, or has been with the last three years, employed as an executive officer of
another company where any of Kentucky Energy’s present executive officers at the same time serves or served on that
company's compensation committee; or (4) the director is a current employee, or an immediate family member is a
current executive officer, of a company that has made payments to, or received payments from, the company, other

- than those payments to or from the company arising solely from investments in the company's securities or payments

under non-discretionary charitable contribution matching programs, for property or services in an amount which, in any
of the last three fiscal years, exceeds the greater of $1 million, or 2% of such other company's consolidated gross
revenues. In addition, references to “Kentucky Energy” or “the company” include any parent or subsidiary in a
consolidated group with the company.
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c. Notify the Division of Enforcement if its chief financial officer resigns or is
terminated, or if one or more board members leave the company, such that the board as a whole is
no longer independent. Such notification shall be submitted to Karen L. Martinez, Assistant
Director, Securities and Exchange Commission, 15 West South Temple Street, Suite 1800, Salt
Lake City, Utah 84101, with a copy to the Office of Chief Counsel of the Enforcement D1v1s1on
no later than sixty (60) days from the date of such event;

d. Within three months of the date this order is instituted, adopt a system of
wriiten internal controls, and identify and implement actions to improve the effectiveness of its
disclosure controls and procedures and internal controls, including plans to enhance its resources
and training with respect to financial reporting and disclosure responsibilities, and to review such
actions with its independent auditors; and

The above undertakings shall automatlcally expire three years from the date this order is
mstltutcd

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondents’ respective Offers.

Accordingly, pursuant to Section 21C of the Exchange Act, it is hereby ORDERED that:

A. Respondent Kentucky Energy cease and desist frdm committing or causing any
violations and any future violations of Sections 13(a) and 13(b)}(2)(A) and (B) of the Exchange Act
and Rules 12b-20, 13a-1 and 13a-13 thereunder.

B. Respondent Kentucky Energy comply with its undertakings as enumerated in
Section III above. Any undertaking set forth in Section III above which were implemented prior to
the date of this Order shall be maintained.

Respondent Kentucky Energy shall certify, in writing, compliance with the undertakings
enumerated in Section III above. The certification shall identify the undertakings, provide written
evidence of compliance in the form of a narrative, and be supported by exhibits sufficientto
demonstrate compliance. The Commission staff may make reasonable requests for further
evidence of compliance, and Respondent Kentucky Energy agrees to provide such evidence. The
certification and supporting material shall be submitted to Karen L. Martinez, Assistant Director,
Securities and Exchange Commission, 15 West South Temple Street, Suite 1800, Salt Lake City,
Utah 84101, with a copy to the Office of Chief Counsel of the Enforcement Division, no later than
sixty (60) days from the date of the completion of the undertakings.




Any undertakings set forth in Section III above which were implemented prior to the date

of this Order shall be maintained.

C. Respondent Chiaramonte cease and desist from committing or causing any
violations and any future violations of Section 13(b) (5) of the Exchange Act and Rule 13b2-1
thereunder. Respondents Chiaramonte and Clear Mountain cease and desist from committing or
causing any violations and any future violations of Section 13(a) and 13(b)(2)(A) and (B) of the
Exchange Act and Rules 12b-20, 13a-1 and 13a-13 thereunder.

By the Commission.

Elizabeth M. Murphy
Secretary

M. Petarson
Assistant Secretary

By%;ﬁ*ﬂw P




UNITED STATES OF AMERICA

Before the

SECURITIES AND EXCHANGE COMMISSION |

.SECURITIES ACT OF 1933

Release No. 9202 / April 8,2011
Release No. 64290 / April 8, 2011

Release No. 3186 / April 8, 2011

- SECURITIES EXCHANGE ACT OF 1934

INVESTMENT ADVISERS ACT OF 1940

INVESTMENT COMPANY ACT OF 1940

Release No. 29628 / April 8, 2011

File No. 3-14340

- ADMINISTRATIVE PROCEEDING

In the Matter of

GUALARIO & CO,,LLC and
RONALD GUALARIO,

Respondents.

ORDER INSTITUTING ADMINISTRATIVE
AND CEASE-AND-DESIST PROCEEDINGS
PURSUANT TO SECTION 8A OF THE
SECURITIES ACT OF 1933, SECTIONS 15(b)
AND 21C OF THE SECURITIES EXCHANGE
ACT OF 1934, SECTIONS 203(e), 203(f) AND
203(k) OF THE INVESTMENT ADVISERS
ACT OF 1940, AND SECTION 9(b) OF THE
INVESTMENT COMPANY ACT OF 1940
AND NOTICE OF HEARING

|

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act™), Sections 15(b)
and 21C of the Securities Exchange Act of 1934 (“Exchange Act”), Sections 203(e), 203(f) and
203(k) of the Investment Advisers Act of 1940 (“Advisers Act”), and Section 9(b) of the
Investment Company Act of 1940 (“Company Act”) against Gualario & Co., LLC (“Gualario &
Co.”) and Ronald Gualario (“Gualario”) (collectively, “Respondents™).

IL

After an investigation, the Division of Enforcement alleges that:
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A. SUMMARY

1. These proceedings involve Respondents’ fraudulent sale of promissory'notes to
advisory clients of Gualario & Co., a former registered investment adviser, Respondents’ receipt of
transaction-based fees in the sale of securities without registration of either Respondent as a
broker-dealer, and Respondents’ breach of fiduciary duty by failing to disclose to their advisory
clients a material change in Respondents’ hedge fund investment strategy.

2. Gualario founded Gualario & Co. in 1998 and was its sole principal at all times. In
July 2006, Gualario induced an advisory client with limited assets (Client A) to invest a significant
portion of her retirement funds in a $100,000 promissory note purportedly issued by a company
affiliated with Gualario’s cousin (“Company A”). Guatario failed to disclose to Client A that he
owed his cousin $50,000 and was recommending the investment to benefit himself. After Client'A
invested her $100,000, Gualario instructed his cousin to retain $50,000 as repayment of Gualario’s
debt and to transfer the remaining $50,000 to Gualario. Afterwards, Gualario told Client A that
Gualario & Co. would assume responsibility for the note from Company A. Ultimately, Company
A and Gualario & Co. failed to repay the note, leaving Client A with a complete loss on her
investment. ' '

3. Also in 2006, Respondents raised capital to start a hedge fund. They offered a
series of promissory notes, principally to pre-existing advisory clients, and obtained $1.17 million
of proceeds (the “Offering”). A subscription agreement prepared by Gualario for the Offering
stated that Offering proceeds would be used to launch a hedge fund business and to provide
additional working capital. Contrary to these representations, Gualario used a substantial portion
of the proceeds for risky options trading in the firm’s proprietary account and lost $347,409.
Gualario also failed to disclose material information regarding Gualario & Co.’s precarious
financial condition. Eventually, Guatario & Co. defaulted on the notes and owes its clients more
than $900,000.

4. In August 2007, Respondents launched the SPX Select Hedge Fund (the “Fund”).
Gualario raised $7.1 million for the Fund from five pre-existing advisory clients based on his
representations that the Fund would follow a conservative trading strategy. When the Fund lost
money in September 2007, however, Gualario tnied to recoup the Fund’s losses by engaging in
high-risk options trading, a radical change in investment strategy. In breach of their fiduciary duty
to the preexisting advisory clients who invested in this Fund, Respondents failed to disclose the
radical change in the Fund’s investment strategy. By the end of October 2007, the Fund had lost
98% of its assets as a result of Respondents’ high-risk trading.

5. Respondents also arranged for the sale of securities in the form of limited
partnership interests in real estate ventures to investors and advisory clients of Gualario & Co. and
received at least $89,000 in transaction-based fees in connection with these sales. Gualario & Co.
was not registered as a broker-dealer and Gualario was not associated with a registered broker-
dealer at the time they engaged in these transactions.




B. RESPONDENTS

6. Gualario & Co. is a New York corporation with its principal place of business at
Gualario’s residence in Basking Ridge, New Jersey. Established in February 1998, Gualario & Co.
was registered with the Commission as an investment adviser until August 12, 2009. It served as
investment adviser to Gualario’s individual clients and to the Fund. Gualario is the founder of
Gualario & Co. and has served as its President and CEO since its formation.

7. Ronald Gualario, age 44, is a resident of Basking Ridge, New Jersey. Heis the
founder, President and CEO of Gualario & Co. and the Managing Member of Gualario Capital
Partners, LLC, the general partner of the Fund.

C. OTHER RELEVANT ENTITIES

8. SPX Select Fund was a hedge fund, organized as a limited partnership under the
Jaws of Delaware in May 2007. It was launched by Gualario & Co. in August 2007. The Fund
consisted of a general partner, Gualario Capital Partners, LLC, and five high net worth individual
investors, all of whom were pre-existing advisory clients of Gualario & Co. The Fund collapsed in
October 2007 and ceased operations in 2008.

9. Gualario Capital Partners, LLC, is an affiliate of Gualario & Co. and the general
partner of the Fund. It was established by Gualario for the stated purpose of providing managerial
services to the Fund. Gualario is the Managing Member and sole owner of Gualario Capital
Partners, LLC. i

D. MATERIAL MISREPRESENTATIONS AND OMISSIONS IN THE SALE OF A
PROMISSORY NOTE TO CLIENT A

10. In 1998, Gualario started Gualario & Co. as an investment adviser providing
investment management services to individuals and institutions. From 1998 until 2007, Gualario
& Co. grew from one client with $20,000 in assets under management to more than 200 clients
with in excess of $40 million in assets under management. Before forming the Fund, Gualario &
Co. provided investment advisory services through separately managed accounts using two
investment styles: (1) large cap U.S. equities for the discretionary accounts (“Large Cap
Accounts”); and (2) investments in promissory notes and real estate for the non-discretionary -
accounts.

11, In the first half of 2006, Gualario & Co. earned approximately $380,000 in advisory
fees. However, Gualario depleted much of this income through hi gh-risk options and day trading
activities. The market value of the company’s proprietary trading account dropped from
approximately $262,000 at the end of June 2006 to $162 at the end of July 2006. As aresult, by
late July 2006, Gualario & Co. was in a precarious financial condition. 1t had to meet a margin call
of approximately $25,000 in its proprietary trading account. To meet the margin call, on July 24,
2006, Gualario borrowed $25,000 from his cousin, who was a partner at Company A.




12. In late July 2006, Gualario recommended to one of his advisory clients, Client A,
that she invest in a $100,000 promissory note purportedly issued by Company A at an interest rate
of 12% interest per year. Client A, a retired teacher and recent cancer survivor, had given Gualario
her entire savings and retirement funds -- approximately $500,000 —to manage. Without the
knowledge of Client A, Gualario had structured the transaction to benefit himself by indirectly
obtaining money from Client A to repay money he owed to his cousin. '

13.  Gualario developed a form of promissory note purportedly issued by Company A
and an authorization that he asked Client A to execute. The authorization contained the following
representation:

In making my investment decision, 1 have relied solely on my own
examination of this offering including the merits and risks involved. 1
acknowledge and understand that GUALARIO & CO., LLC
(“GUALARIO) is acting solely as the Investment Advisor of my
investment funds and have [sic] in no way whatsoever influenced my
investment decision other than to act as my Investment Advisor. Ialso
understand that GUALARIO has no business relationship with the sponsor
of this investment [Company Al; does not endorse this, or any investment;
is not compensated by the investment sponsor; and has no responsibility for
the investment nor its results.

14. Client A executed the authorization and authorized Gualario to wire $100,000 from
her IRA account to Company A. On August 8, 2006, at Gualario’s direction, Gualario’s cousin
wired $50,000 to Gualario and retained $50,000 as repayment of the $25,000 he had lent Gualario
on July 24, 2006 and another $25,000 Gualario owed him. '

15, Insoliciting Client A to invest in the note, Gualario failed to disclose that the
investment was designed to benefit Gualario & Co. and that all of the investment proceeds would
inure to the benefit of Respondents. Contrary to the express representations in the authorization,
Gualario intended from the outset for Gualario & Co. to assume responsibility for the note. When
Gualario discussed the note with his cousin, he told his cousin not to worry -- that Gualario & Co.
would be responsible for repayment of the note. Moreover, the authorization’s representation that
Gualario & Co. had no business relationship with Company A was misleading because Gualario --
Gualario & Co.’s sole principal -- and his cousin -~ a partner of Company A -- had prior and
existing business relationships in that Gualario had borrowed from and at the time owed $50,000 to
his cousin and Gualario structured the transaction to repay this debt.

16.  Client A received only a couple of interest payments on the note and did not receive
the principal payment when the note became due n August 2007. After unsuccessfully attempting
to reach Gualario’s cousin, Client A called Gualario, who told her that Gualario & Co. would
assume responsibility for the note. On or around January 14, 2008, Gualario sent Client A a letter
stating: “Please note that the promissory note issued to you by [Company A] will be assumed by
Gualario & Co (sic) LLC in February of 2008. I anticipate paying all unpaid interest on the note to
your IRA account during that month.” By the time Gualario sent the letter to Client A, Gualario &
Co. had few assets and owed hundreds of thousands of dollars on promissory notes issued in the




Offering. In addition, the Fund had collapsed after losing approximately $7 million in October
2007. Respondents failed to disclose any of this information to Client A. Gualario & Co. failed to
pay the interest or principal owed on the $100,000 note purchased by Client A.

E. FRAUDULENT OFFER AND SALE OF PROMISSORY NOTES TO ADVISORY
CLIENTS '

17.  From September 2006 through November 2007, Respondents conducted the
Offering and obtained $1.17 million through the sale of promissory notes issued by Gualario & Co.
(the “Notes”) to eight investors, most of whom were advisory clients. The Offering purported to
raise money to launch a hedge fund.

18.  The initial Subscription Agreement prepared by Gualario set a maximum Offering
amount of $500,000 and a sunset date of December 31, 2006 for the Offering. With respect to use
of proceeds, the Subscription Agreements provided, m pertinent part:

The Company specializes in institutional and retail investment
management services and currently manages approximately SUS 40 million
of client assets through its Separately Managed Accounts Program
(“SMAP™). The Company is in the process of transitioning a portion of its
SMAP business to a hedge fund model and believes that such transition will
enable it to better serve its existing clients and attract a significant amount
of new institutional investors. A successful transition of assets to, and the
successful development of, the hedge fund model will require the Company
to, incur significant legal and accounting fees, increase staffing (including
Chief Compliance Officer and Chief Financial Officer, both of which
positions are presently held by Ronald Gualario), retain an outside hedge
fund administrator and relocate to larger office space. The Company will
use the proceeds of the Offering to meet the expenses related to the above
requirements and to provide it with additional working capital. The
Company does not anticipate that such expenses will exceed the Maximum
Offering Amount.

19.  Between September 15 and November 20, 2006, Gualario sold eight Notes totaling
$490,000 to six clients. Contrary to the representations in the Subscription Agreements, however,
Gualario used virtually none of the $490,000 raised towards the development of the hedge fund
business. Shortly after receiving the Offering proceeds, Gualario used $333,500 to engage in
options trading in Gualario & Co.'s proprictary trading account and lost almost all of it. In
addition, Gualario used approximately $150,000 of the $490,000 to pay for non-hedge fund related
expenses, including personal expenses.

20. Having used most of the money he raised between September and November 20,
2006 for options trading and other non-hedge fund-related purposes, Gualario still required money
to develop the hedge fund, and he then solicited more of his clients to invest in the Notes. Gualario
twice modified the Subscription Agreements to increase the maximum Offering amount and to
extend the sunset date. Gualario sold an additional $680,000 in Notes during the later phases of




the Offering. Although Gualario used the bulk of the proceeds raised during the later phases of the
Offering for hedge fund expenses, he also used a significant amount for options trading and
personal use. In total, Gualario transferred $525,809 of the Offering proceeds to Gualario & Co.’s
proprietary account for options trading and lost $347,409.

21. Respondents did not disclose to their clients that they were using Offering proceeds
for options trading in Gualario & Co.’s proprietary trading account, rather than to establish the
hedge fund.

22.  Respondents also did not disclose to their advisory clients that Gualario & Co. was

in a precarious financial condition.

23, Between March and August of 2006, only months before the Offering, Gualario

transferred close to $300,000 from Gualario & Co.’s business account for his personal use, leaving -

Gualario & Co. in a precarious financiaf condition. A few weeks before the Offering, Gualario, on
behalf of Gualario & Co., borrowed $75,000 to pay business and personal expenses, including two
margin calls totaling $45,000. In early to mid-September 2006, just prior to issuing the first set of
Notes, Gualario & Co. had approximately $7,000 in its business account and had issued several
checks that bounced.

24, Gualario & Co. defaulted on the Notes and owes approximately $970,000 in
principal, plus past due interest. '

F. FAILURE TO DISCLOSE MATERIAL CHANGE IN HEDGE FUND TRADING
STRATEGY

25.  In May 2007, Gualario began soliciting investors for the Fund. Gualario prepared a
Private Placement Memorandum (“PPM”), subscription agreements, Limited Partnership
Agreements, and a PowerPoint presentation, which were provided to prospective investors. In July
2007, Gualario sent a letter to several prospective investors along with the PPM and a subscription
agreement. Guaiario also spoke directly with prospective investors. Ultimately, Gualario
successfully solicited five existing advisory clients to invest a total of $7,115,154.99 in the Fund.
The clients who invested in the Fund continued to retain Gualario & Co. as investment adviser for

their separately managed accounis and Respendents coniinued to render investment advice directly

to the clients. Most of the clients who invested in the Fund were at or nearing retirement age and
invested retirement money from IRA, 401K and/or pension accounts they held with Gualario.

26. Although the offering materials, including the PPM, contained standard warnings
that investment in the Fund was highly speculative and that Respondents might employ a wide
range of trading strategies, including high-risk strategies such as options trading and day trading,
Respondents represented to investors orally and in writing that the Fund would follow a
conservative trading sirategy.

27. Gualario conveyed this conservative strategy to prospective investors in written
materials and in conversations. The PPM described the investment goal of the Fund as “short-term
capital appreciation” regardless of market direction. It stated that the Fund would invest in both




long and short equity positions of select companies that are in the S&P 500 Index. Similarly,
Gualario & Co.’s Form ADV indicated that the Fund’s investment strategy would be risk averse
and would include holding both long and short equity positions of select S&P 500 companies for
investment gain and hedging. The Form ADV indicated that the Fund would use essentially the
same conservative investment strategy for both the Large Cap Accounts and the Fund, except for a
slight variation in the use of margin. Furthermore, Gualario’s PowerPoint presented the same
strategy and emphasized the goal of reducing volatility. Similar representations were made in a
press release issued by Gualario & Co. on August 2, 2007 announcing the launch of the Fund.

28.  Both the PowerPoint and press release described the Fund’s risk management
policies. The PowerPoint stated that the Fund would employ well-established quantitative and
qualitative techniques to evaluate and manage the risk inherent in investment activities and further
described those risk management guidelines. The press release likewise stated that the Fund would
offer portfolio downside protection, employ risk management measures to generate its investment
returns and focus primarily on asset protection. The press release also promised that the Fund’s
investments would be hedged against systemic risk.

29.  One client who invested in the Fund (“Client B”) specifically asked Gualario
whether the Fund would engage in any of the high risk strategies discussed in the PPM and
Gualario assured him that it would not. Gualario assured him that the Fund’s strategy would be
similar to the long-only strategy of the Large Cap Accouats, except that the Fund would have the
ability to take short positions for investment gain. Client B, who was about to retire, invested
virtually all of his 401(K) retirermnent savings in the Fund.

30.  Respondents launched the Fund on August 8, 2007 and initially followed the
conservative strategy that they had represented to their clients. The Fund realized a profit of about
9% for August 2007. However, in September 2007, the Fund incurred a net loss of approximately
20%. Gualario then felt pressure to recoup the losses, particularly from one client, a real estate
developer who had indicated that he and his brother might invest tens of millions of dollars with
Gualario if the Fund performed well (“Client C”). According to Gualario, Client C called him
frequently after the start of the Fund to check on the Fund’s performance.

31.  To recoup the Fund’s September losses, Gualario engaged in high-risk unhedged
options trading of individual stocks. Gualario hoped to recoup the losses before he received
another call from Client C. Concerned that he would lose his most important client, Client C, if he
did not recoup the losses quickly, Gualario continued to engage in massive unhedged options and
day trading, putting all of the Fund’s assets at high risk of loss.

32, Asaresult of this high-risk trading strategy, by the end of October, the Fund had
lost 98% of its value, leaving it with just $126,328. The impact on most of the clients who
invested in the Fund was devastating. Three of the five clients lost a substantial portion of their
retirement funds.

33. While Gualario had conversations with his advisory clients who invested in the
Fund, he never disclosed the radical change in the Fund’s investment strategy until after the Fund
had lost almost all its assets.
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. 34.  Following the collapse of the Fund, in email communications with his clients,
Gualario acknowledged that the Fund was supposed to follow a conservative strategy, that he
failed to follow risk management measures, and that he breached his fiduciary duty to his clients in
the Fund. In an October 31, 2007 email to clients, Gualario wrote:

It is with great disappointment and regret that I am informing you
that during the month of October, our fund, the Gualario SPX Select Fund,
LP, fost 98% of its value. I understand full well my fiduciary
responsibilities to you and recognize that 1 failed you in fulfilling my role.

The fund was intended to be conservative in nature, utilizing a
disciplined and well thought cut long/short investment strategy. We
launched the fund in August during a time of market turmoil and, despite
our first months (sic) good retums, we were never able to structure the
portfolio according to our investment methodology. Following a very
disappointing month of September, I pushed harder to make up the prior
month’s loss. During this time our risk management measures went by the
wayside, with particular positions over-weighted, utilization of excessive
margin, derivatives left uncovered and a portfolio that resembled nothing
like our investment model. As losses mounted our discipline and
performance continued to erode.

. 35. Respondents charged management fees from the Fund, including approximately
$4,388 for August 2007, $13,065 for September 2007 and $10,250 for October 2007,

G. FAILURE TO REGISTER AS BROKER-DEALER IN THE SALE OF LIMITED
PARTNERSHIP INTERESTS

36. As part of Gualario & Co.’s non-discretionary account management activities,
Respondents effected the sale of numerous limited partnership interests to investors without
registering with the Commission as a broker-dealer or being associated with a registered broker-
dealer. From at least January 2006 through October 2007, Gualario facilitated numerous purchases
of limited partnership interests or “Membership Interests” in real estate investments offered by real
estate enterprises. These transactions were effected in mostly TRA accounts of clients of Gualario
& Co. Respondents served as a middleman in these securities transactions for which they received
a one-time fee of the lesser of 1% or $1,000 per transaction. Respondents received at least $89,000
in transaction-based fees from investors for arranging the sale of the limited partnership interests.

H. VIOLATIONS

37.  Asaresult of the conduct described above, Respondents willfully violated Section
17(a) of the Securities Act, Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, which
prohibit fraudulent conduct in the offer and sale of securities and in connection with the purchase
or sale of securities. Respondents violated these provisions in the sale of the promissory note to
. Client A and in the Offering.




38.  Asaresult of the conduct described above, Respondents willfully violated Section
15(a)(1) of the Exchange Act, which prohibits any entity from making use of the mails or any
means or instrumentality of interstate commerce to effect transactions in securities without
registering as a broker-dealer or, if a natural person, without being associated with broker-dealer.
Respondents violated these provisions in the sale of the limited partnership interests to investors.

39.  Asaresult of the conduct described above, Respondents willfully violated Sections
206(1) and 206(2) of the Advisers Act, which prohibit fraudulent conduct by an investment
adviser. Respondents violated these provisions when they sold the promissory note to Client A and
the Offering Notes to their clients, and by failing to disclose the material change in the Fund’s
investment strategy.

40..  Asaresult of the conduct described above, Gualario & Co. willfully violated and
Gualario caused and willfully aided and abetted Gualario & Co.’s violation of Section 206(4) of
the Advisers Act, which prohibit fraudulent conduct by an investment adviser, and Rule 206(4)-
4(a)(1) thereunder, which requires that an investment adviser disclose any financial condition that
is likely to impair the adviser’s ability to meet its contractual obligations to clients over whose
funds the adviser exercises discretionary authority or has custody. Gualario & Co. violated these
provisions, and Gualario aided and abetted Gualario & Co.’s violations, by failing to disclose
Gualario & Co.’s precarious financial condition to their advisory clients.

L

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

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

B. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Sections 15(b) of the Exchange Act including, but not limited to,
disgorgement and civil penalties pursuant to Section 21B of the Exchange Act;

C. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Sections 203(e) and 203(f) of the Advisers Act including, but not limited
to, disgorgement and civil penalties pursuant to Sections 203(1) and 203(j) of the Advisers Act;

D. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Section 9(b) of the Company Act;

E. Whether, pursuant to Section 8A of the Securities Act, Section 21C of the Exchange
Act and Section 203(k) of the Advisers Act Respondents should be ordered to cease and desist from
committing or causing violations of and any future violations of Section 17(a) of the Securities Act,
Sections 10(b) and 15(a)(1) of the Exchange Act and Rule 10b-5 thereunder, and Sections 206(1),




206(2) and 206(4) of the Advisers Act and Rule 206(4)-4(a)(1) thereunder and whether Respondent.
should be ordered to pay disgorgement pursuant to Section 8A(e) of the Securities Act, Section
21C(e) of the Exchange Act and Section 203(j) of the Advisers Act. '

1v.

I'T IS ORDERED that a public hearing for the purpose of taking evidence on the questions
set forth in Section III hereof shall be convened not earlier than 30 days and not later than 60 days
from service of this Order at a time and place to be fixed, and before an Administrative Law Judge
to be designated by further order as provided by Rule 110 of the Commission's Rules of Practice, 17
C.F.R. §201.110.

IT IS FURTHER ORDERED that Respondents shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission's Rules of Practice, 17 C.F.R. § 201.220..

If Respondents fail to file the directed answer, or fail to appear at a hearing after being'duly
notified, the Respondents may be deemed in default and the proceedings may be determined against
them upon consideration of this Order, the allegations of which may be deemed to be true as
provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's Rules of Practice, 17 C.F.R.
§§ 201.155(a), 201.220(1), 201.221(f) and 201.310.

This Order shall be served forthwith upor: Respondents personally or by certified mail.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursnant to Rule 360(a)(2) of
the Commission’s Rules of Practice.

In the absence of an appropriate waiver, no officer or employee of the Commission engaged
in the performance of investigative or prosecuting functions in this or any factually related _
proceeding will be permitted to participate or advise in the decision of this matter, except as witness
or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule making” within
the meaning of Section 551 of the Administrative Procedure Act, it is not deemed subject to the
provisions of Section 553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Catlt{ A
Deputy Secretary

10




'C’/m/mm%é%

it /2]/~/{

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64298 / April 13, 2011

INVESTMENT ADVISERS ACT OF 1940
Release No. 3187/ April 13, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14341

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

JAMES J. KONAXIS, INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
Respondent, REMEDIAL SANCTIONS

L

The Securities and Exchange Commission (*Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) and Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act”) against James J. Konaxis (“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 111.2 below, which are admitted, Respondent

Y.
7

consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)

B B




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

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

1. Konaxis, age 542, is a resident of Beverly, Massachusetts. Konaxis was
associated with Sentinel Securities, Inc. (“Sentinel”) from April 2008 through May 2010 as a
registered representative. Konaxis also managed advisory accounts for Sentinel’s affiliate Sentinel
Pension Advisors and from October 2008 through at least May 2010, Konaxis was registered-with
Massachusetts as an investment adviser representative. Konaxis has Series 7, 63 and 65 licenses.

2. On April 35,2011, a judgment was entered by consent against Konaxis,
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 10b-5 thereunder, and barring him from
participating in an offering of penny stock, in the civil action entitled Securities and Exchange
Commission v. James J. Konaxis, Civil Action Number 1:11-¢cv-10489-DJC, in the United States
District Court for the District of Massachusetts.

3. The Commission’s complaint alleged that, from approximately May 2008
through April 2010, Konaxis, while associated with registered broker-dealer Sentinel, defrauded
one of his largest individual customers, S.T., by repeatedly churning at least three of S.T’s
brokerage accounts. According to the Commission’s complaint, the annualized turnover ratios in
three of S.T’s accounts were 16, 9, and 8, respectively, from May 2008 through April 2010. The
Commission’s complaint further alleged that Konaxis disregarded $.T.’s interests and earned
approximately $550,000 in commissions as a result of being the registered representative for all of
S.T.’s accounts while Konaxis was associated with Sentinel.

IV.

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

Accordingly, it is hereby ORDERED:




Pursuant to Section 15(b)(6) of the Exchange Act and Section 203(f) of the Advisers Act, as
amended by the Dodd-Frank Wall Street Reform and Consumer Protection Act, PL 111-203, July -
21,2010, 124 Stat. 1376, Respondent Konaxis be, and hereby is barred from association with any
broker, dealer, investment adviser, municipal securities dealer, or transfer agent.

By the Commission.

Elizabeth M. Murphy
Secretary

AR 2T

By: ill M. Peterson
istant Secretary




ﬁmszS/M 4 &f‘é@f

e tpx

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64301 / April 14, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14342

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

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against Michael A. Picone
(“Respondent” or “Picone™),

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 IIL.B.1 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
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of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.

(IR
On the basis of this Order and Respondent’s Offer, the Commission finds that:

A, RESPONDENT

1. Picone, age 45, is a resident of New York, New York. Picone was the chief
operating officer of A.B. Watley Group, Inc., a publicly traded holding company that conducts its
business through broker-dealer subsidiaries, from December 2002 through August 2003. From
August 2003 through 2004, Picone was a consultant to A.B. Watley Group, Inc. Picone held series
7 and 63 licenses.

B. RESPONDENT’S CIVIL INJUNCTION

I. On March 21, 2011, a final judgment was entered by consent against Picone,
permanently enjoining him from future violations of Section 17(a) of the Securities Act of 1933
(“Securities Act”) and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, and from
aiding and abetting violations of Section 15(c} of the Exchange Act, in the civil action entitled

. Securities and Exchange Commission v. A.B. Watley Group, Inc., et al., Civil Action Number
1:06-CV-1274, in the United States District Court for the Eastern District of New York.

2. The Commission’s complaint alleged that, while employed as a consultant and
chief operating officer of a broker-dealer, Picone participated in a scheme to improperly obtain
material confidential information from broker-dealers’ “squawk boxes™ so that day traders at the
broker-dealer can trade ahead of the broker-dealers’ institutional orders.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Picone’s Offer.

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act that Respondent Picone be, and hereby is
barred from association with any broker or dealer with the right to reapply for association after three
(3) years to the appropriate self-regulatory organization, or if there js none, to the Commission.

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served

2




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




UNITED STATES OF AMERICA
Before the .
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64297 / April 13, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14187

ORDER MAKING FINDINGS AND
In the Matter of IMPOSING REMEDIAL SANCTIONS
: PURSUANT TO SECTION 15(b) OF THE
MICHEL-JEAN GERAUD, - SECURITIES EXCHANGE ACT OF 1934
Respondent.
L

On January 12, 2011, the Securities and Exchange Commission {“Commission™) instituted
public administrative proceedings pursuant to Section 15(b) of the Securities Exchange Act of
1934 (“Exchange Act”) against Michel-Jean Geraud (“Respondent” or “Geraud™).

1L

In connection with these proceedings, Respondent has submitted an Offer of Settlement
(the “Offer”) which the Commission has determined to accept. Solely for the purpose of these
proceedings and any other proceedings brought by or on behalf of the Commission, or (0 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 T11.B below, which are admitted, Respondent consents to the entry of this
Order Making Findings and Imposing Remedial Sanctions Pursuant to Section 15(b) of the
Securities Exchange Act of 1934 (“Order”), as set forth below.

.
On the basis of this Order and Respondent’s Offer, the Commission finds that:
A. From March 2008 through July 2008, Geraud was the operating manager and

controlled the day to day operations of GPS Management, Inc. (“GPS Management™), a
telemarketing company engaged in the offer and sale of membership interests, or shares, known as
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Units, in Petroleum Unlimited, LLC and Petroleum Unlimited 11, LLC (collectively “Petroleum

© Unlimited™). Geraud, indirectly through telemarketers he managed, solicited investors to purchase

Petroleurn Unlimited securities in exchange for sales commissions. Geraud trained the sales agents
and monitored their calls as they pitched the investment. He also provided leads for them to cold
call. Geraud received a portion of GPS Management’s receipts, which were based solely on the
offering proceeds from the sales of Units of Petroleum Unlimited. GPS Management has never
been registered with the Commission in any capacity. During this period, Geraud was neither
registered as a broker-dealer nor associated with a registered broker-dealer. Geraud, 34 years old, is
a resident of Lighthouse Point, Florida.

B. On August 24, 2010, Gerand pleaded guilty to one count of conspiracy to commit
mail fraud in violation of Title 18 United States Code, Section 371 before the United States District
Court for the Southern District of Florida, in United States v. Michael Geraud, Case No. 10-cr-
80070 (S.D. Fla.). On the same day, he also pleaded guilty to one count of conspiracy to impede,
impair, obstruct and defeat the lawful government functions of the IRS. See¢ United States v.
Michael Geraud, Case No. 10-cr-60091 (S.D. Fla.). On November 2, 2010, a judgment in each
criminal case was entered against Geraud. For each of the counts, he was sentenced to a 60 month
prison term followed by three years of supervised release, to run concurrently.

C. The count of criminal information in United States v. Michael Geraud, Case No.10-
cr-80070 (S.D. Fla.), for which Geraud was convicted alleged, among other things, that Geraud, in
connection with the offer and sale of Petroleum Unlimited’s securities, defrauded investors and
obtained money and property by, among other things, misrepresenting the company’s use of
offering proceeds, and failing to disclose exorbitant sales commissions.

IV.

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

Accordingly, it is hereby ORDERED:
Pursuant to Section 15(b) of the Exchange Act, that Respondent Geraud be, and hereby is
barred from association with any broker, dealer, investment adviser, municipal securities dealer,

municipal advisor, transfer agent, or nationally recognized statistical rating organization.

Any reapplication for association by the Respondent will be subject to the applicable laws

- and regulations governing the reentry process, and reentry may be conditioned upon a number of

factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (¢} any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

2




. Respondent be, and hereby is, barred from participating in any offering of a penny stock,
including: acting as a promoter, finder, consultant, agent or other person who engages in '
activities with a broker, dealer or issuer for purposes of the issuance or trading in any penny
stock, or inducing or attempting to induce the purchase or sale of any penny stock.

By the Commission.

Elizabeth M. Murphy

. MR 7z

11 M. Peterson

Agsistant Secrétary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64302 / April 14, 2011

ADMINiSTRATIVE PROCEEDING
File No. 3-14343

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
' PURSUANT TO SECTION 15(b) OF THE

In the Matter of SECURITIES EXCHANGE ACT OF 1934,

MAKING FINDINGS, AND IMPOSING

STEVEN E. MALIN, REMEDIAL SANCTIONS
Respondent.
l. . 1

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 Steven E. Malin
(“Respondent”).

IL

~ In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section 111.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
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- of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
. (“Order™), as set forth below.

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

1. Steven E. Malin, age 52, is a restdent of New York, New York. From
approximately August 1993 through December 1996, Malin was employed as a consultant at A.B.
Watley Group, Inc., the parent company of A.B. Watley, Inc., a day trading firm registered with
the Commission as a broker-dealer. From approximately May 1996 through the present, Malin
was CEO and Chairman of the Board of A.B. Watley Group, Inc. During the time in which he
engaged in the conduct underlying the civil action referenced below, Respondent was associated
with a broker-dealer. ' '

2. " OnMarch 21, 2011, a final judgment was entered by consent against Steven
E. Malin, permanently enjoining him from future violations of Section 17(a) of the Securities Act
of 1933 (*Securities Act”) and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, and
from aiding and abetting violations of Section 15(c) of the Exchange Act in the civil action entitled

Securities and Exchange Commission v. A.B. Watley Group, Inc., et al., Civil Action Number
1:06-CV-1274, in the United States District Court for the Eastern District of New York.

was associated with a broker-dealer, he participated in a scheme to improperly obtain material

LR

I — 3. The Commission’s complaint alleged, inter alia, that while Steven E. Malin

confidential information from broker-dealers” “squawk boxes™ so that day traders at the broker-
dealer can trade ahead of the broker-dealers’ institutional orders.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Malin’s Offer.

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act that Respondent Steven E. Malin be, and
hereby is barred from association with any broker or dealer, with the right to reapply for association
after 1 year to the appropriate self-regulatory organization, or if there is none, to the Commission.

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following:




. (a) any disgorgement ordered against the Respondent, whether or not the Commission has
fully or partially waived payment of such disgorgement; (b) any arbitration award related to the
conduct that served 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




COMMODITY FUTURES TRADING COMMISSION
SECURITIES AND EXCHANGE COMMISSION
[Release No. 34-64314; File No. 4-625]

Joint Public Roundtable on Issues Related to the Schedule for Implementing Final Rules
for Swaps and Security-Based Swaps Under the Dodd-Frank Wall Street Reform and
Consumer Protection Act.

AGENCIES: Commodity Futures Trading Commission (“CFTC”) and Securities and Exchange

Commission (“SEC”) (each, an “Agency,” and collectively, the “Agencies”).
ACTION: Notice of roundtable discussion; request for comment.

SUMMARY: On Monday, May 2, 2011, and Tuesday, May 3, 2011, commencing each day at
9:30 a.m. and ending at 4:00 p.m,, staff of the Agencies will hold a public roundtable meeting at
which invited participants will discuss various issues related to the schedule for implementing
final rules for swaps and security-based swaps under the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the “Act”). The discussion will be open to the public with seating on a
first-come, first-served basis. Members of the public may also listen to the meeting by telephone.
Call-in participants should be prepared to provide their first name, last name and affiliation. The

information for the conference call is set forth below.

e U.S. Toll-Free: (866) 844-9416
e International Toll: information on international dialing can be found at the following link:

http://www.ctic. gov/PressRoom/PressReleases/ internationalnumbers021811.html

e Conference ID: 1212444
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A transcript of the public roundtable discussion will be published at
. http://www.cftc.gov/PressRoom/Events/201 1/index.htm. The roundtable discussion will take
place each day in the Conference Center at the CFTC’s headquarters, Three Lafayette Centre,

1155 21st Street, NW, Washington, DC.

FOR FURTHER INFORMATION CONTACT: The CFTC’s Office of Public Affairs at

(202) 418-5080 or the SEC’s Office of Public Affairs at (202) 551-4120,

SUPPLEMENTARY INFORMATION: The roundtable discussion will take place on Monday,
May 2, 2011, and Tuesday, May 3, 2011, commencing each day at 9:30 a.m. and ending at 4:00
p.m. Members of the public who wish to comment on the topics addressed at the discussion, or
on any other topics related to the schedule for implementing final rules for swaps and security-
based swaps under the Act, may do so via:
' e Paper submission to David Stawick, Secretary, Commodity Futures Trading Commission,
. Three Lafayette Centre, 1155 21st Street, NW, Washington, DC 20581, or Elizabeth M.
Murphy, Secretary, Securities and Exchange Commission, 100 F Street, NE, Washington,

DC 20549-1090; or

o Electronic submission via visiting
http://comments.cﬂc.gov/Pub1icC0mments/CommentForm.aspx?id=1000 and submitting
comments through the CFTC’s website; and/or by email to rule-comments@scc.gov (all
emails must reference the file number 4-625 in the subject field) or through the comment

form available at: http://www.sec. gov/rules/other.shtml.




All submissions will be reviewed jointly by the Agencies. All comments must be in English or
be accompanied by an English translation. All submissions provided to either Agency in any
electronic form or on paper will be published on the website of the respective Agency, without

review and without removal of personally identifying information. Please submit only

information that you wish to make publicly available.

By the Commodity Futures Trading Commission.

drd .S

David A. Stawick
Secretary

April 20, 2011

By the Securities and Exchange Commission. -

' Uatrear Jt 7’”/’%3/

Elizabeth M. Murphy
. Secretary

April 20, 2011




Concurring Statement of CFTC Commissioner Scott D. O’Malia

Implementation Roundtable Seriatim

Certainty & Transparency

I concur in supporting the Commission’s roundtable on the implementation process.

Along with the Chairman, I believe that our entire rulemaking process should be as transparent
as possible to the public. Consequently, after the Roundtable is complete, I strongly recommend
that the Commission submit both a proposal on the order in which the Commission will consider
final rulemakings and a proposed implementation plan to the federal register to allow the public
to comment before we begin to consider final rules. Once we receive and review comments, a
final rulemaking and implementation schedule should be published in the federal register. This
level of transparency will give the market a clear picture of how the Commission intends to
proceed, and how we can be held accountable as we undertake this massive regulatory overhaul.
It will also provide the market with certainty market participants need to make the critical
investment decisions necessary to be in compliance with the rules upon implementation. Finally,
this type of transparency will help guide the Commission’s decision regarding when to make
critical investments in advanced technolo gy that are necessary for us to effectively oversee the

futures, options, and swaps markets,

The more thoughtful, deliberate, and transparent our sequencing and implementation processes

are, the more orderly this Commission’s regulation of the swaps market will be.
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UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64317 / April 20, 2011

INVESTMENT ADVISERS ACT OF 1940
Release No. 3188 / April 20, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14230

ORDER MAKING FINDINGS AND

In the Matter of - IMPOSING REMEDIAL SANCTIONS
PURSUANT TO SECTION 15(b) OF THE
TORREY PINES SECURITIES EXCHANGE ACT OF 1934
SECURITIES, INC. AND SECTION 203(e) OF THE '

INVESTMENT ADVISERS ACT OF 1940
Respondent. '

I

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest to enter this Order Making Findings and Imposing Remedial Sanctions Pursuant to
Section 15(b) of the Securities Exchange Act of 1934 {(“Exchange Act”) and Section 203(e) of the
Investment Advisers Act of 1940 (“Advisers Act”) against Torrey Pines Securities, Inc. (“Torrey
Pines” or “Respondent™).

IL

Following the institution of these proceedings on February 3, 2011, Respondent has
submitted an Offer of Settlement (“Offer”) which the Commission has determined to accept.
Solely for the purpose of these proceedings and any other proceedings brought by or on behalf of
the Commission, or to which the Commission is a party, and without admitting or denying the -
findings herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Making Findings
and Imposing Remedial Sanctions Pursuant to Section 15(b) of the Securities Exchange Act of
1934 and Section 203(e) of the Investment Advisers Act of 1940 (“Order”), as set forth below.
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On the basis of this Order and Respondent’s Offer, the Commission finds' that:

Summary

These proceedings arise out of Torrey Pines’ failure reasonably to supervise Dennis Lee
Keating 11 (“Keating™) in connection with an unregistered private securities offering from August
2006 to November 2008. During this time, Keating was associated with Torrey Pines, a
registered broker-dealer and state-registered investment adviser. Keating violated Section 15(a)
of the Exchange Act, the broker-dealer registration provision of the federal securities laws, by
conducting the unregistered private securities offering outside the scope of his employment with
Torrey Pines.

Torrey Pines failed reasonably to supervise Keating because the firm did not establish
reasonable policies and procedures to assign responsibility for supervising Keating, causing
Keating to supervise himself. Torrey Pines also failed to develop systems to implement the
firm’s procedures regarding outside business activities by registered representatives. Asa result,
Torrey Pines failed reasonably to supervise Keating within the meaning of Section 15(b)(4)(E) of
the Exchange Act and Section 203(e) of the Advisers Act.

Respondent

1. Torrey Pines Securities, Inc. is a broker-dealer headquartered in Del Mar,
California. Torrey Pines has been registered as a broker-dealer with the Commission since 1985
(File No. 8-35004). Torrey Pines has also been registered in California and Nevada as an
investment adviser since 2001 and 2007, respectively.

Other Relevant Person

2. Dennis Lee Keating, I, age 46, resides in Highland, Utah. In April 2006,
Keating became part-owner and a registered representative of Torrey Pines, working in and
supervising the Corona, California branch office. Keating resigned from Torrey Pines in
November 2008, and sold his ownership interest. Keating was permanently enjoined on June 28,
2010 for violations of the securities and broker-dealer registration and antifraud provisions,
specifically Sections 5(a), 5(c), and 17(a) of the Securities Act of 1933, and Sections 10(b) and
15(a) of the Fxchange Act and Rule 10b-5 thereunder. SEC' v. Dennis Lee Keating, II, Case No.
2:10cv419 (Dist. Utah filed May 6, 2010), Litigation Release No. 21520 (May 6, 2010). The
Commission also barred Keating from associating with a broker-dealer or investment adviser.
Dennis Lee Keating, II, Exchange Act Release No. 62456 (July 6, 2010).

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




Keating’s Unregistered Offering

3. Keating joined Totrey Pines in April 2006, opening the Torrey Pines
Corona, California branch office (the “Corona Office™) where he had overall supervisory
responsibility.

4, In August 2006, Keating formed a privately-held company, and until April
2007, he raised over $17 million from friends, family, and Torrey Pines’s customers in a private,
unregistered offering of securities. Until at least November 2008, Keating also continued lulling
investors with false assurances that they would receive a return on their investments. Keating
acted as an unregistered broker-dealer in violation of Section 15(a) of the Exchange Act, as he
conducted the offering outside the scope of his employment with Torrey Pines.

Torrey Pines Failed To Establish Reasonable
Supervisory Procedures And Systems

5. Torrey Pines failed to establish reasonable policies and procedures to
assign responsibility for supervising Keating. When Keating became a part-owner of Torrey
Pines, Torrey Pines did not revise its written supervisory procedures manual or create other
policies or procedures for Keating to be supervised reasonably at the firm’s Corona Office. No
one other than Keating oversaw the daily activities of the Corona Office. No one reviewed
Keating’s-daily correspondence or telephone calls, other than in cursory annual audits. The
delegation of the Corona Office’s daily responsibilities to Keating resulted in Keating
supervising himself. If Keating had not been left to supervise himself, his outside sales
activities, which violated Section 15(a) of the Exchange Act, likely would have been detected.

6. Although Torrey Pines had a policy prohibiting selling securities outside
of the firm, and a policy for registered representatives to report outside business activities, the
firm failed to develop systems for supervisors and the compliance department to monitor for
adherence with the provisions, e.g., reviewing documents relating to registered representatives’
outside business activities to ensure that the activities did not involve selling any private
securities transactions outside the scope of a representative’s employment in violation of Section
15(a) of the Exchange Act. If Torrey Pines had established systems providing for better
monitoring for adherence with those provisions, a supervisor or the compliance officer would
reasonably have been expected to detect that Keating’s outside investment business involved a
private, securities-related offering and that Keating violated Section 15(a) of the Exchange Act
by conducting this activity without registering as a broker-dealer.

7. From August 2006 through January 2008, a number of suspicious events
concerning Keating’s outside business activities came to the attention of supervisors and/or
compliance staff at Torrey Pines in various ways, including through oral and written complaints
to Torrey Pines from an individual who had invested in Keating’s private offering. If Torrey
Pines had put procedures and systems in place requiring supervisors or the compliance officer to




follow-up on suspicious activities that might signal violations of the firm’s prohibition against
selling securities outside the firm, Torrey Pines might have prevented and detected Keating’s
violations of Section 15(a)(1) of the Exchange Act.

Violations

8. As a result of his conduct described above, Keating violated Section 15(a)
of the Exchange Act.

9. 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 securitics laws. See, e.g., Dean Witter Reynolds, Inc., Exchange Act
Rel. No. 46578 (October 1, 2002). The Commission has emphasized that the “responsibility of
broker-dealers to supervise their employees by means of effective, established proceduresisa
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 reasonably 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.” '

10.  As aresult of the conduct described above, Torrey Pines failed reasonably
to supervise Keating within the meaning of Section 15(b)(4)}(E) of the Exchange Act, and within
the meaning of Section 203(e) of the Advisers Act, when it failed to supervise Keating with a
view to detecting and preventing violations of Section 15(a) of the Exchange Act.

Civil Penalties

11.  Respondent has submitted a sworn Statement of Financial Condition dated
January 31, 2011 and other evidence and has asserted its inability to pay a civil penalty.

Undertakings

Torrey Pines has undertaken to:

12.  Retain, not later than 45 days after the date of this Order, at its expense, an
independent consultant not unacceptable to the Commission’s staff (the “Independent
Consultant™). Torrey Pines shall require the Independent Consultant to:

a.  Conduct a comprehensive review of Torrey Pines’s policies,
procedures, and systems with respect to (1) supervision of registered
representatives, regardless of ownership interest in the firm;

(2) outside business activities of its associated persons (including, but
not limited to, procedures and systems to ensure compliance with
Section 15(a) of the Exchange Act and NASD Rule 3040) (collectively
the “Policies/Systems”).




b. Make recommendations for changes or improvements to the
Policies/Systems and a procedure for implementing the recommended
changes or improvements; and

¢.  Conduct an annual review, for each of the following two years from
the date of the issuance of the Independent Consultant’s initial report,
to assess whether Torrey Pines is complying with its revised
Policies/Systems and whether the revised Policies/Systems are
effective in achieving their stated purposes, and make additional
recommendations for changes or improvements to the
Policies/Systems, if needed.

13.  No later than 10 days following the date of the Independent Consultant’s
engagement, provide to the Commission staff a copy of an engagement letter detailing the
Independent Consultant’s responsibilities pursuant to paragraph 12 above. To ensure
independence, Torrey Pines shall not have the authority to terminate the Independent Consultant

. without prior written approval of the Commission’s staff.

14.  Arrange for the Independent Consultant to issue its first report within 90
days after the date of the engagement. For the annual reviews conducted for each of the
following two years, arrange for the Independent Consultant to issue each of these reports 365
days following the preceding report. Within 10 days after the issuance of each of the reports,
Torrey Pines shall require the Independent Consultant to submit to Diana Tani of the
Commission’s Los Angeles Regional Office a copy of the Independent Consultant’s reports. The
Independent Consultant’s reports shall describe the review performed and the conclusions
reached and shall include any recommendations deemed necessary to make the Policies/Systems
adequate and address the deficiencies set forth in Section 111 of the Order.

15.  Within thirty days of receipt of the Independent Consultant’s reports,
adopt all recommendations contained in the reports and remedy any deficiencies in its wriften
policies, procedures, and systems; provided, however, that as to any recommendation that Torrey
Pines believes is unnecessary or inappropriate, Torrey Pines may, within fifteen days of receipt
of the reports, advise the Independent Consultant in writing of any recommendations that it
considers to be unnecessary or inappropriate and propose in writing an alternative policy or
procedure designed to achieve the same objective or purpose.

16.  With respect to any recommendation with which Torrey Pines and the
Independent Consultant do not agree, attempt in good faith to reach an agreement with the
Independent Consultant within thirty days of receipt of the reports. In the event that Torrey
Pines and the Independent Consultant are unable to agree on an alternative proposal acceptable
to the Commission’s staff, Torrey Pines will abide by the original recommendation of the
Independent Consultant.
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17.  Within thirty days after the date of the Independent Consultant’s second
annual report, submit an affidavit to the Commission’s staff stating that it has implemented any
and all recommendations of the Independent Consultant, or explaining the circumstances under
which it has not implemented such recommendations.

18.  Cooperate fully with the Independent Consultant and provide the
Independent Consultant with access to its files, books, records and personnel as reasonably
requested for the Independent Consultant’s review.

19.  Require the Independent Consultant to enter into an agreement that
provides that for the period of engagement and for a period of two years from completion of the
engagement, the Independent Consultant shall not enter into any employment, consultant,
attorney-client, auditing or other professional relationship with Torrey Pines, or any of its present
or former affiliates, directors, officers, employees, or agents acting in their capacity. The
agreement will also provide that the Independent Consultant will require that any firm with
which he/she is affiliated or of which he/she is a member, and any person engaged to assist the
Independent Consultant in performance of his/her duties under this Order shall not, without prior
written consent of the Los Angeles Regional Office enter into any employment, consultant,
attorney-client, auditing or other professional relationship with Torrey Pines, or any of its present
or former affiliates, directors, officers, employees, or agents acting in their capacity as such for
the period of the engagement and for a period of two years after the engagement.

20. Within thirty days after the date of the entry of this Order, Torrey Pines shall
disseminate, at its own expense, a copy of the Order to all current clients and customers and, for a
period of two calendar years starting from the date of the entry of this Order, to all prospective
clients and customers, including posting a link to a copy of the Order on the home page, in a readily
viewed area, of any and all of Torrey Pines’ website(s).

21. Certify, in writing, compliance with each of the undertakings set forth
above. The certification shall identify the undertakings, provide written evidence of compliance
in the form of a narrative, and be supported by exhibits sufficient to demonstrate compliance.
The Commission staff may make reasonable requests for further evidence of compliance, and
Respondents agree to provide such evidence. The certification and supporting material shall be
submitted to Diana Tani, Assistant Regional Director, with a copy to the Office of Chief Counsel
of the Enforcement Division, no later than sixty days from the date of the completion of each of
the undertakings.

22.  For good cause shown, and upon timely application from Torrey Pines or
the Independent Consultant, the Commission’s staff may extend any of the procedural dates set
forth above.




Iv.

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

Accordingly, pursuant to Sections 15(b)(4)(E) of the Exchange Act and Section 203(e) of
the Advisers Act it is hereby ORDERED that:

A Respondent Torrey Pines is censured.

B. Based upon Respondent’s sworn representations in its Statement of Financial
Condition dated January 31, 2011 and other documents submitted to the Commission, the
Commission is not imposing a penalty against Respondent.

C. 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 allowabie under the law; or (4) assert any defense to liability
or remedy, including, but not limited to, any statute of limitations defense.

D. Respondent shall comply with the undertakings enumerated in Section III above.

By the Commission.

%‘W/M-MW

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. 64320 / April 21, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14350

In the Matter of
~ ORDER INSTITUTING CEASE-AND-DESIST
SOUTHPEAK INTERACTIVE PROCEEDINGS PURSUANT TO SECTION
CORPORATION and 21C OF THE SECURITIES EXCHANGE ACT
OF 1934, MAKING FINDINGS, AND
PATRICE K. STRACHAN, IMPOSING A CEASE-AND-DESIST ORDER
AND A CIVIL PENALTY
Respondents. :

L.

The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act”), against SouthPeak Interactive Corporation
(“SouthPeak™) and Patrice K. Strachan (“Strachan”) (collectively, “the Respondents™).

IL

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offer’”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the hndmgs
herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings, which are admitted, the Respondents consent to the entry of this 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 and a Civil Penalty (“Order™), as set
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HI.
On the basis of this Order and Respondent’s Offer, the Commission finds'’ that;

A. RESPONDENTS

I SouthPeak is a video game publisher headquartered in Midlothian, Virginia.
SouthPeak’s stock is registered with the Commission pursuant to Section 12(g) of the Exchange
Act and is listed on the OTC Bulletin Board under the symbol “SOPK.”

2. Patrice K. Strachan, age 53, was at all relevant times SouthPeak’s vice president of
operations.

B.  OTHER RELEVANT PERSON
I Terry M. Phillips, age 52, is the chairman of SouthPeak’s board of directors.

C. SUMMARY

This matter involves an undisclosed related party transaction in which Terry M. Phillips,
. the chairman of the board of directors of SouthPeak, used personal funds to pay for the purchase of

inventory for SouthPeak in February 2009. In violation of SouthPeak’s internal policy, Phillips
failed to obtain prior approval of the Audit Committee of SouthPeak’s board of directors for this
related party transaction.” Due to the actions of Patrice Strachan, SouthPeak’s vice president of
operations, SouthPeak’s chief financial officer (“CFO”) was not informed of this payment and the
transaction was not properly recorded on SouthPeak’s books and records. As a result, SouthPeak
failed to disclose the related party transaction in its quarterly report on Form 10-Q for the quarter
ended March 31, 2009, and thereby omitted material facts regarding a decrease in the company’s
liquidity. Further, in connection with SouthPeak’s restatement of its quarterly report, Strachan
made false material statements in an interview with SouthPeak’s auditor.

D. FACTS

SouthPeak develops and publishes video games for a number of video game platforms,
including the PlayStation, xBox, and Wii devices. SouthPeak provides software specifications to
hardware vendors that manufacture the video game cartndges that SouthPeak subsequently '
distributes for retail sale.

In February 2009, SouthPeak ordered additional units of a popular video game from a
video game manufacturer (the “Manufacturer”). Given that SouthPeak lacked sufficient funds for

' The findings herein are made pursuant to Respondent’s Offer of Settlement and ar¢ not binding
‘ . on any other person or entity in this or any other proceeding.
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the purchase at that time, Phillips advanced funds for the purchase of the units from his personal
funds. On February 13, 2009, Phillips’ assistant sent a wire transfer of $307,440 from Phillips’
personal account to the Manufacturer as payment for 50,400 units of the video game.

After making the wire transfer, Phillips’ assistant informed Strachan of the payment from
Phillips’ personal account. Strachan was responsible for ensuring the proper recording of accounts
payable in SouthPeak’s books and records. Strachan, however, not only failed to take steps to
ensure that the payment was properly recorded, but, after questions were raised internally at
SouthPeak concerning the payment, Strachan also instructed her subordinate not to inform the
CFO that Phillips had made the payment with his personal funds.

SouthPeak’s internal accounting policy, which was in effect during the relevant time,
requires that the Audit Committee of SouthPeak’s board of directors review and approve all related
party transactions. Although Phillips was aware of this policy, he did not bring his proposed
payment to the attention of the Audit Committee prior to the transaction. Nor did Phillips ensure
that the related party transaction was properly and accurately recorded in SouthPeak’s books and
records and disclosed in the relevant periodic report.

Despite this, Phillips signed 2 management letter to SouthPeak’s outside auditor
representing that all related party transactions had been disclosed for the quarter ended March 31,
2009. Phillips’ payment from his personal funds, however, had not been disclosed to the auditor.

SouthPeak’s Form 10-Q for the quarter ended March 31, 2009 did not disclose Phillips’
payment as a related party transaction. By failing to disclose that SouthPeak utilized Philips® funds
to pay for inventory because of a material change in its financial position, SouthPeak omitted
material facts from its Form 10-Q for the quarter ended March 31, 2009.

SouthPeak subsequently determined to file an amended quarterly report on Form 10-Q for
the quarter ended March 31, 2009. In connection with that restatement, SouthPeak’s audttor
conducted an interview of Strachan. Strachan falsely claimed during that interview that she never
directed her subordinate to conceal information from SouthPeak’s CFO.

E. VIOLATIONS

Section 13(a) of the Exchange Act and Rule 13a-13 thereunder require issuers with
securities registered under Section 12 of the Exchange Act to file quarterly reports with the
Commission on Form 10-Q. These reports must be complete and accurate in all material respects.
See, e.g., SEC v. Savoy Indus., Inc., 587 F.2d 1149, 1165 (D.C. Cir. 1978), cert. denied sub nom.
Zimmerman v. SEC, 440 U.S. 913 (1979). No showing of scienter is necessary to establish a
violation of Section 13(a). Savoy Indus., Inc., 587 F.2d at 1167. Exchange Act Rule 12b-20
requires an issuer to include in its periodic reports any “material information . . . necessary to make
the required statements, in the light of the circumstances under which they were made[,] not
misleading.”

Exchange Act Rule 13a-13 requires issuers’ quarterly reports to comply with the disclosure
requirements of Regulation S-K Item 303. Item 303 requires issuers to include a “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” (MD&A) section in
their periodic public filings. Item 303(b) requires issuers’ filings to discuss material changes in the
items enumerated in Item 303(a). Item 303(a)(1) requires issuers to “identify and separately
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i.

describe internal and external sources of liquidity . . ..” inthe MD&A sections of their public
filings. Rule 13a-13 of the Exchange Act further requires issuers’ quarterly reports to comply with
Regulation S-X. Moreover, Item 4-08(k) of Regulation S-X, titled “Related Party Transactions
Which Affect the Financial Statements,” provides that “[r]elated party transactions should be
identified and the amounts stated on the face of the balance sheet, income statement, or statement
of cash flows.” Further, Statement of Financial Accounting Standards No. 57 (“SFAS 577)
provides that material related party transactions should be disclosed in financial statements,
including the nature of the relationships involved, a description of the transactions, and such other
information deemed necessary to an understanding of the effects of the transactions on the
financial statements. In addition, Rule 10-01(a)(5) of Regulation S-X requires that “interim
financial information shall include disclosures either on the face of the financial statements or in
the accompanying footnotes sufficient so as to make the interim information presented not
misleading.”

SouthPeak violated Section 13(a) of the Exchange Act, and Rules 12b-20 and 13a-13
thereunder, when it omitted material facts from its Form 10-Q for the quarter ended March 31,
2009 by failing to disclose that it utilized Philips’ funds to pay for inventory because of a material
change in its financial position. SouthPeak should have disclosed the related party transaction (1)
pursuant to Item 303 of Regulation S-K because it would have revealed a material decrease in the
company’s liquidity and (2) pursuant to Item 4-08(k) of Regulation S-X and SFAS 57 because it
was matenal to SouthPeak and the information regarding the transaction, and the reason for it, was
necessary to an understanding of the effect of the transaction on SouthPeak’s financial statements.
Additionally, because the related party disclosure in the Form 10-Q disclosed all related party
transactions except for Phillips’ payment, including related party transactions of lesser amounts
than Phillips” payment, the related party disclosure was misleading in violation of Rule 10-01(a)(5)
of Regulation S-X.

By failing to accurately record Phillips’ payment from his personal funds, SouthPeak failed
to make and keep books and records “which, in reasonable detail, accurately and fairly reflect[ed)
the transactions and dispositions of the assets of the issuer,” and thereby violated Section
13(b)(2)(A) of the Exchange Act.

Further, SouthPeak violated Exchange Act Section 13(b)(2)(B), by failing 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 or any other criteria applicable to such statements.

As a result of the conduct described above, Strachan committed or caused a violation of
Rule 13b2-2 under the Exchange Act, which prohibits a director or officer from, directly or
indirectly, making materially false or misleading statements, or omitting to state, or causing
another person to omit to state material facts necessary in order to make statements made, in light
of the circumstances under which they were made, not misleading to an accountant in connection
with any audit, review, or examination of the financial statements of an issuer required to be made

z SFAS 57 was in effect at the time of the conduct in question. Subsequently, the provision was codified as

Accounting Standards Codification 850.
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pursuant to the Exchange Act, or in connection with the preparation or filing of any document
required to be filed with the Commission.

Also as a result of the conduct described above, Strachan was a cause of SouthPeak’s
violations of Sections 13(a), 13(b)(2)(A), and 13(b}(2)(B) of the Exchange Act and Rules 12b-20
and 13a-13 thereunder. '

Iv.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondents” Offers.

Accordingly, pursuant to Sections 21B(a)(2) and 21C of the Exchange Act, it is hereby
ORDERED that:

. A Respondent SouthPeak Interactive Corporation cease and desist from committing or
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 and 13a-13 thereunder. :

B. Respondent Patrice K. Strachan 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 and 13a-13 thereunder, and committing or causing any violations and any future
violations of Rule 13b2-2 thereunder. : '

C. Respondent Patrice K. Strachan shall, within thirty (30) days of the entry of this
Order, pay a civil penalty in the amount of $10,000 to the United States Treasury. 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 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,
100 F St., N.E., Stop 6042, Washington, DC 20549-6042; and (D) submitted under cover letter that
identifies Strachan 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 Yuri B. Zelinsky, Assistant
Director, Division of Enforcement, Securities and Exchange Commission, 100 F St:, N.E., Stop
5041, Washington, DC 20549-5041.

By the Commission.

Elizabeth M. Murphy

Secretary '
: .

By: Cathyflahn
Deputy Secretary
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' UNITED STATES OF AMERICA
Before the :
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64323 / April 22,2011

INVESTMENT ADVISERS ACT OF 1940
Release No. 3189 / April 22, 2011

INVESTMENT COMPANY ACT OF 1940
Release No. 29657 / April 22, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14351

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE

In the Matter of SECURITIES EXCHANGE ACT OF 1934,
SECTION 203(f) OF THE INVESTMENT
ROBERT DAVID ADVISERS ACT OF 1940, AND SECTION
BEAUCHENE, 9(h) OF THE INVESTMENT COMPANY
ACT OF 1940
Respondent.

L.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”), Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act”), and Section 9(b) of the Investment Company
Act of 1940 (“Investment Company Act”) against Robert David Beauchene (“Beauchene” or
“Respondent™).

|18

After an investigation, the Division of Enforcement alleges that:
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SUMMARY

1. From approximately August 2005 through July 2007, Beauchene, an unregistered
investment adviser, fraudulently raised at least $160,000 from four investors for investment in a
purported hedge fund called Rhombus Amalgamated Enterprises, Inc. (“Rhombus”).

2. Beauchene represented to prospective investors that, through Rhombus, he had over
$10 million assets under management; that he had eamed annual returns of 10-20% on his
securities trading in the past, and that Rhombus’s trading was based on analytical models
developed by his partner in Rhombus, an experienced market analyst. Once he received their
money, Beauchene repeatedly told the investors that Rhombus was earning positive returns and
provided monthly statements to one of them showing hundreds of trades each month and positive
returns — including an annual return of 47% for 2006 — for the investor’s account with New York-
based, registered broker-dealer.

3. Those representations were false. Rhombus did not operate as a hedge fund, did
not have any assets other than the approximately $160,000 Beauchene raised from the four
investors, and his purported partner — the touted hedge fund expert — was not involved in the
management of Rhombus, did not provide any models to Beauchene, and had not authorized
Beauchene to use his name to solicit investments in Rhombus. Rhombus had no track record,
much less the impressive returns that Beauchene claimed, and was not generating positive returns
for the investors — the monthly statements Beauchene provided to one investor were fabricated; the
account referenced in the statements did not exist.

"4, In reality, Rhombus was nothing more than a series of bank accounts into which
Beauchene deposited investor funds, which he then used primarily to pay personal expenses and, to
a lesser extent, to trade securities. And the little securities trading Beauchene did was consistently
unsuccessful, resulting in losses every month the brokerage account was open, for a total loss of
approximately $25,000.

RESPONDENT

5. Beauchene, age 43, currently resides in Wilmington, North Carolina. At various
times from 1995 through July 2006, Beauchene was a registered representative of one of a series of
six registered broker-dealers. At all relevant times, he was an investment adviser as defined by
Section 202(a)(11) of the Advisers Act, and from at least February 2006 to July 2006 he was a
registered representative of a registered broker-dealer headquartered in Philadelphia, Pennsylvania.




RELATED PERSON
L

6. Rhombus is a New York State corporation formed by Beauchene in December
2002. Its stock is not registered and does not trade on any exchange. Beauchene is the president of
Rhombus and its only officer or employee.

FACTS

7. In approximately August 2005, Beauchene solicited Investor A to invest in
Rhombus, which he described to the investor as a hedge fund. Beauchene told Investor A that his
partner in Rhombus was an experienced market analyst who had sophisticated programs to assist
with Rhombus’s trading strategy and who regularly appeared on television to talk about hedge
fund investing and stock market trends. Investor A invested a total of $60,000 in Rhombus in five
installments from August 2005 through July 2007. Once he invested, Beauchene consistently
reported to Investor A that Rhombus was achieving positive returns. These positive reports
convinced Investor A to repeatedly increase his investment in Rhombus.

8. In or around August 2005, Beauchene solicited Investor B for an investment in
Rhombus. He represented to Investor B that Rhombus already managed $10 million and did so
using models and research provided by a partner of Beauchene’s who had fifteen years of
experience providing investment research to hedge funds. In September 2005, Investor B invested
$20,000 in Rhombus. |

. 9. In or around July 2006, Beauchene solicited Investor C for an investment in

Rhombus. Beauchene told Investor C that he had already raised $10 to $§15 million for Rhombus;
that Rhombus traded in an account with a New York-based, registered broker-dealer, and that his
trading had been very successful. In August 2006, Investor C invested $40,000 in Rhombus. The
following month, Investor C began receiving monthly account statements purportedly issued by the
broker-dealer for his account with Rhombus. The statements showed hundreds of trades
supposedly made each month, the monthly profit or loss, and year-to-date returns. According to
those statements, Investor C’s account had earned a return of 47% for 2006 and 24% as of June
2007. The account statements Investor C received were fabrications, created by Beauchene who
was at one time briefly associated with an affiliate of the broker-dealer.

10. In October 2006, Beauchene solicited Investor D and her husband (‘the Ds”) for an
investment in Rhombus. Beauchene told the Ds that Rhombus already had $10 million under
management and that the fund was earning high returns. He also told them that Rhombus typically
required a minimum initial investment of $100,000, but he would waive the minimum and permit
the Ds invest in $10,000 increments. From November 2006 to May 2007, the Ds invested $40,000
in Rhombus in three installments, at least one of which followed reports by Beauchene that the
value of the Ds’ investment had already increased by approximately 50%.

11. Beauchene’s representations to Investors A, B, C, and the Ds described above
were false. Rhombus was not a hedge fund and did not have any assets other than the
approximately $160,000 Beauchene raised from the four investors. Beauchene’s purported

3




partner — the touted hedge fund expert - was not involved in the management of Rhombus, did
. not provide any models to Beauchene, and had not authorized Beauchene to use his name to

solicit investments in Rhombus. Rhombus had no history of successful performance, and
Beauchene did not use the funds he raised from Rhombus investors to trade in securities on their
behalf, much less achieve the positive returns he reported. Instead, Beauchene spent most of the
$160,000 he received from investors from August 2005 through July 2007 on personal expenses.
Beauchene also lost approximately $25,000 of investors’ funds on securities trading; trading that
did not correlate in any respect to the trading or performance he reported to the investors.

VIOLATIONS

12. As a result of the conduct described above, Beauchene willfully violated Section
17(a) of the Securities Act of 1933, Section 10(b) of the Exchange Act) and Rule 10b-5,
thereunder, and Sections 206(1) and 206(2) of the Advisers Act.

1.

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

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

. B. What, if any, remedial action is appropriate in the public interest against
Respondent pursuant to Section 15(b) of the Exchange Act including, but not limited to,
~ disgorgement and civil penalties pursuant to Section 21B of the Exchange Act;

C. What, if any, remedial action is appropriate in the public interest against Respondent
pursuant to Section 203(f) of the Advisers Act including, but not limited to, disgorgement pursuant
to Section 203(j) of the Advisers Act and civil penalties pursuant to Section 203(i) of the Advisers
Act;

D. What, if aﬁy, remedial action is appropriate in the public interest against Respondent
pursuant to Section 9(b) of the Investment Company Act including, but not limited to, civil
penalties pursuant to Section 9(d) of the Investment Company Act; and

Iv.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions set forth
in Section IIT hereof shall be convened at a time and place to be fixed, and before an Administrative Law
Judge to be designated by further order as prov1ded by Rule 110 of the Commission's Rules of Practice, 17
CFR. §201.110.




IT IS FURTHER ORDERED that Respondent shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission's Rules of Practice, 17 C.F.R. § 201.220.

If the Respondent fails to file the directed answer, or fails to appear at a hearing after being
duly notified, the Respondent may be deemed in default and the proceedings may be determined
against it upon consideration of this Order, the allegations of which may be deemed to be true as
provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's Rules of Practice, 17 C.F.R.
§8 201.155(a), 201.220(f), 201.221(f) and 201.310. :

This Order shall be served forthwith upon Respondent personally or by certified mail.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)(2) of
the Commission’s Rules of Practice.

In the absence of an appropriate waiver, no officer or employee of the Commission engaged
in the performance of investigative or prosecuting functions in this or any factually related
proceeding will be permitted to participate or advise in the decision of this matter, except as witness
or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule making” within
the meaning of Section 551 of the Administrative Procedure Act, it is not deemed subject to the
provisions of Section 553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

#

By: Cathy Ahn
" Deputy Secretary




UNITED STATES OF AMERICA
. before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 64329 / April 22,2011

ADMINISTRATIVE PROCEEDING
File No. 3-14352

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
' : PROCEEDINGS PURSUANT TO RULE 102(¢)
David M. Otto, Esq., : OF THE COMMISSION’S RULES OF
: PRACTICE, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS
L.
. The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against David

M. Otto (“Respondent” or “Otto”) pursuant o Rule 102(e)(3)(i) of the Commission’s Rules of
Practice.’

1L

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settiement (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 I11.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)

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

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any attorney . . . who has been
by name . . . permanently enjoined by any court of competent jurisdiction, by reason of his or her

‘ misconduct in an action brought by the Commission, from violating or aiding and abetting the
. violation of any provision of the Federal securities laws or of the rules and regulations
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of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(“Order”), as set forth below.

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

1. Otto, age 51, is a resident of Seattle, Washington. He is and has been an
attorney licensed to practice in the states of Washington and New York. In 2004, he was hired by
Peter Cheung to incorporate and obtain financing for Cheung’s company, then called HerbalPharm,
and later renamed MitoPharm Corporation (“MitoPharm”). Otto provided advice to Cheung and
MitoPharm regarding compliance with the federal securities laws.

2. On July 13, 2009, the Commission filed a complaint against Otto in SEC v.
David M. Otto. et al. (Civil Action No. C-09-0960-RAJ) in the United States District Court for the
District of Western Washington. On April 11, 2011, the court entered an order permanently
enjoining Otto, by consent, from future violations of Section 5 and Section 17(a) of the Securities
Act of 1933, 15 U.S.C. §§ 77e and 77q(a), and Sections 10(b) and 16(a) of the Securities Exchange
Act of 1934, 15 U.S.C. §§ 78i(b) and 78p(a), and Rules 10b-5, 16a-3 thereunder, 17 C.F.R. §§
240.10b-5 and 240.16a-3. The court further enjoined Otto from participating in an offering of
penny stock for a period of five (5) years. Otto was also ordered to pay $38,610.18 in
disgorgement, and $6,651.18 in prejudgment interest; and a $180,000 civil money penalty.

. 3. The Commission’s complaint alleged, among other things, that Otto
participated in a fraudulent scheme through which millions of shares of MitoPharm stock were
issued in violation of the registration requirements of the federal securities laws and then were sold

to the public at inflated prices based on false information about MitoPharm’s business. To
facilitate the scheme, the complaint alleged that Otto and his associate drafted a lega!l opinion letter
containing material misstatements, and filed a disclosure with the Pink Sheets quotation service
that failed to disclose Otto’s ownership interest in MitoPharm while a promotional campaign was
underway.

IV.

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

Accordingly, it is hereby ORDERED, effective immediately, that:

A. Otto is suspended from appearing or practicing before the Commission as an
attorney.
B. After three (3) years from the date of this order, Respondent may request that

the Commission consider his reinstatement by submitting an affidavit to the Commission’s
Office of the General Counsel truthfully stating, under penalty of perjury, that he has complied

® :




with the Order, that he is not subject to any suspension or disbarment as an attorney by a court
of the United States or of any state, territory, district, commonwealth, or possession, and that
he has not been convicted of a felony or misdemeanor involving moral turpitude as set forth in
. Rule 102(e) of the Commission’s Rules of Practice.

By the Commission.

Elizabeth M. Murphy
Secretary

e

By: Cathfy Ahn
Deputy Secretary




UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64330 / April 22, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14353

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
' : PROCEEDINGS PURSUANT TO RULE 102(e)
Todd Van Siclen, Esq., : OF THE COMMISSION’S RULES OF
: PRACTICE, MAKING FINDINGS, AND
Respondent. :  IMPOSING REMEDIAL SANCTIONS
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Todd
Van Siclen (“Respondent” or “Van Siclen”) pursuant to Rule 102(e)(3)i) of the Commission’s
Rules of Practice.’

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section I11.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)

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

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any attorney . . . who has been
by name . . . permanently enjoined by any court of competent jurisdiction, by reason of his or her
misconduct in an action brought by the Commission, from violating or aiding and abetting the
violation of any provision of the Federal securities laws or of the rules and regulations
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of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(“Order”), as set forth below.

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

1. Van Siclen, age 40, is a resident of Seattle, Washington. He is and has been
an attorney licensed to practice in the states of New Jersey and New York. He is and was an
associate at Ofto Law Group PLLC, a law firm owned by David M. Otto (“Otto”). In 2004, Otto
was hired by Peter Cheung to incorporate and obtain financing for Cheung’s company, then called
HerbalPharm, and later renamed MitoPharm Corporation (“MitoPharm”). Van Siclen was
responsible for the day-to-day work on the MitoPharm engagement.

2. On July 13, 2009, the Commission filed a complaint against Van Siclen in
SEC v. David M. Otto, et al. (Civil Action No. C-09-0960-RAJ) in the United States District Court
for the District of Western Washington. On April 11, 2011, the court entered an order permanently
enjoining Van Siclen, by consent, from future violations of Section 5 and Section 17(a)(3) of the
Securities Act of 1933, 15 U.S.C. §§ 77e and 77q(a)(3). The court further enjoined Van Siclen
from participating in an offering of penny stock for a period of three (3) years. Van Siclen was
also ordered to pay a $10,000 civil money penalty.

3. The Commission’s complaint alleged, among other things, that Van Siclen
participated in a fraudulent scheme through which millions of shares of MitoPharm stock were
issued in violation of the registration requirements of the federal securities laws and then were
sold to the public at inflated prices based on false information about MitoPharm’s business. To
facilitate the scheme, the complaint alleged that Van Siclen forged documents to issue
MitoPharm stock, drafted a legal opinion letter filled with material misstatements, filed a
disclosure with the Pink Sheets quotation service that failed to disclose Otto’s ownership interest
in MitoPharm, and participated in a fraudulent promotional campaign.

1V.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Van Siclen’s Offer.

Accordingly, it is hereby ORDERED, effective immediately, that:

A Van Siclen is suspended from appearing or practicing before the Commission as an
attorney.
B. After one (1) year from the date of this order, Respondent may request that the

Commission consider his reinstatement by submitting an affidavit to the Commission’s Office
of the General Counsel truthfully stating, under penalty of petjury, that he has complied with
the Order, that he is not subject to any suspension or disbarment as an attorney by a court of

2




the United States or of any state, territory, district, commonwealth, or possession, and that he
has not been convicted of a felony or misdemeanor involving moral turpitude as set forth in
Rule 102(e) of the Commission’s Rules of Practice.

By the Commission.

Elizabeth M. Murphy
Secretary

L~

By: Cathy Ahn
Deputy Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64336 / April 25, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14354

" In the Matter of ORDER INSTITUTING

ADMINISTRATIVE AND CEASE-AND-
HUNTLEIGH SECURITIES DESIST PROCEEDINGS PURSUANT TO
CORPORATION and SECTIONS 15(b) AND 21C OF THE
JEFFREY 5. SECURITIES EXCHANGE ACT OF 1934,
CHRISTANELL, MAKING FINDINGS, AND IMPOSING

REMEDIAL SANCTIONS AND A CEASE-
AND-DESIST ORDER

. 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) and 21C of the Securities Exchange Act of 1934
(“Exchange Act”) against Huntleigh Securities Corporation and Jeffrey S. Christanell
(collectively, “Respondents”). :

11

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

On the basis of this Order and Respondents’ Offers, the Commission finds' that:

Summary

These proceedings arise from Jeffrey S. Christanell’s {“Christaneli”) execution of
unlawfu! “marking the close” trades at the request of a SEC-registered investment adviser
(“Investment Adviser™). During the relevant period, Christanell was employed by Huntleigh
Securities Corporation (“Huntleigh™), a broker-dealer registered with the Commission, and the
Investment Adviser sent orders on behalf of his advisory chients to Huntleigh. From September
through December 2009, Christanell, on behalf of, and at the-direction of, the Investment
Adviser, “marked the close” in certain thinly-traded securities by executing trades in the final
minutes of the last trading day of the month with the intention of artificially affecting the
securities’ closing prices. In addition, Huntleigh failed reasonably to supervise Christanell by
failing to establish procedures or to have a system to implement existing procedures reasonably
designed to prevent and detect Christanell’s violations of the securities laws.

As a result of the foregoing conduct, Christanell willfully violated Section 10(b) of the
Exchange Act and Rule 10b-3 thereunder, and Huntleigh failed reasonably to supervise
Christanell with a view to preventing him from violating those provisions, within the meaning of
. Section 15(b)(4)(E) of the Exchange Act.

Respondents

1. Jeffrey S. Christanell, age 40, resides in St. Louis, Missouri. From September
2001 through February 2010, Christanell was employed as Head of Institutional Trading at
Huntleigh Securities Corporation in St. Louis, Missouri. He is currently employed as a software
salesman. Christanell is registered with FINRA and holds S7, $24, and S63 securities licenses.

2. Huntleigh Securities Corporation, a Missouri corporation with its primary place of
business in St. Louis, Missouri, is a broker-dealer registered with the Commission and FINRA
since 1977.

Facts
A. Marking-the-Close Transactions

3. From September 2009 through December 2009, the Investment Adviser instructed
Christanell (o execute trades in order to inflate the prices of certain thinly-traded securities held
by the Investment Adviser’s clients by placing buy orders at prices well above the most recent
previous trade shortly before the markets closed. This trading strategy, known as “marking the

. : The findings herein are made pursuant to Respondents’ Offers of Settlement and
are not binding on any other person or entity in this or any other proceeding.




close,” involves placing orders at or near the close of the market to artificially affect the closing
price of a stock.

4. On September 30, 2009, the Investment Adviser instructed Christaneil to buy
shares of the common stock of issuer High Country Bancorp, Inc. (“HCBC”), which are quoted
on OTC Link (previously, “Pink Sheets”) operated by OTC Markets Group, Inc. (“OTC Link™),
to artificially increase the closing price. In an email, the Investment Adviser told Christanell to
~ buy HCBC shares just before the market close at a price “as near to $25 [per share] as possible
without appearing manipulative.” At 3:56 p.m. Eastern time, Christanell routed for execution an
order to purchase 2,000 shares of HCBC at up to $24.50 per share. The order was partially filled
as Christanel}l bought 1,400 HCBC shares at prices up to $23.99 per share.

5. Christanell’s trades for the Investment Adviser were the only trades in HCBC on
September 30, 2009. HCBC closed at $23.50 per share, up $5.50 per share or 30.5% from the
closing price on September 29. Christanell’s purchases of HCBC for the Investment Adviser
increased the market capitalization of HCBC by more than $4.9 million, from $16.1 million to
$21.0 million.

6. On October 30, 2009, the Investment Adviser again instructed Christanell to buy
HCBC shares to artificially increase the closing price. At 3:46 p.m. Eastern time, Christanell
routed for execution a market order to buy 600 shares of HCBC. The order was completely
filled at prices up to $19.75 per share.

7. Christanell’s trades for the Investment Adviser on October 30, 2009 rapidly
moved HCBC’s price from $14.00 per share to its close at $19.75 per share, up $6.49 per share
or 48.9% from the prior closing price on October 29, 2009, Christanell’s trades constituted
42.9% of the market volume in HCBC on October 30, 2009. Christanell’s purchases for the
Investment Adviser increased the market capitalization of HCBC by more than $5.8 million,
from $12.5 million to $17.7 million.

8. On November 30, 2009, the Investment Adviser again instructed Christanell to
buy HCBC shares to artificially increase the closing price. At 3:57 p.m. Eastern time,
Christanell routed for execution an order to buy 1,000 shares of HCBC at up to $21.00 per share.
The entire order was filled at $17.00 per share. At 3:58 p.m., secking a higher closing price,
Christanell routed for execution a second order to buy 1,000 shares of HCBC at up to $21.00 per
share. The second order was entirely filled at $17.49 per share. '

9, On November 30, 2009, HCBC closed at $17.49 per share, up $2.49 per share or
16.6% from the prior closing price on November 27, 2009 (the previous trading day).
Christanell’s trades for the Investment Adviser were 100% of the market volume in HCBC on
November 30, 2009 and moved the market price from $15.00 per share to $17.49 per share.
Christanell’s purchases for the Investment Adviser increased the market capitalization of HCBC
by more than $2.2 million, from $13.4 million to $15.6 million.

10. On December 31, 2009, the Investment Advis.er again instructed Christanell to
buy HCBC shares to artificially increase the closing price. In a December 23, 2009 email, the
Investment Adviser informed Christanell that he “want[ed] to move up HCBC the last day of the




year.” In a December 28, 2009 email, the Investment Adviser told Christanell to “[p]lease put on
your calendar to buy HCBC 30 minutes to an hour before the close of market for the year. 1
would like to get a closing price in the 20-25 range, but certainly above 20.” In a recorded
telephone conversation on December 31, 2009, the Investment Adviser told Christanell that he
needed to get HCBC above $20.00 per share and that he would be “happy™ at $20.00 to $25.00
per share. At 3:55 p.m. Eastern time on December 31, 2009, Christanell routed for execution an
order to buy 3,000 shares of HCBC at up to $25.00 per share. The entire order was filled at
prices ranging from $16.80 to $19.50 per share. At 3:59 p.m. Eastern time, seeking a higher
closing price, Christanell routed for execution a second order to buy 2,000 shares of HCBC at up
to $25.00 per share. The second order was partially filled, and Christanell bought 200 shares of
HCBC at $19.50 per share.

11.  On December 31, 2009, HCBC closed at $19.50 per share, up $4.50 per share or
30.0% from the prior closing price on December 30. Christanell’s trades on December 31
moved the market price from $16.80 per share to $19.50 per share during intraday trading.
Christanell’s trades on behalf of the Investment Adviser constituted 88.9% of the market volume
in HCBC on December 31, 2009. Christanell’s December 31, 2009 purchases for the Investment
Adviser increased the market capitalization of HCBC by more than $2.4 million, from $15.0
million to $17.4 million.

12.  The Investment Adviser also instructed Christanell to trade in order to artificially
increase the closing price of two other securities on December 31, 2009. In a recorded telephone
conversation, the Investment Adviser instructed Christanell to purchase common shares of
Cheviot Financial Corp. (“CHEV”), which trades on the NASDAQ Capital Market, in order to
get a closing price between $8.00 and $8.25 per share. At the time of the instruction, the
Investment Adviser and Christanel] knew that CHEV was trading between $7.20 and $7.48 per
share. At 3:40 p.m. Eastern time, Christanell routed for execution an order to purchase 2,000
shares of CHEV at up to $8.25 per share. The entire order was filled at prices up to $8.00 per
share, with the final execution at $7.50 per share. At 3:58 p.m. Eastern time, seeking a higher
closing price, Christanell routed for execution a second order to purchase 2,000 shares of CHEV
at up to $8.25 per share. The entire order was filled at prices up to $8.00 per share, with the final
execution at $7.49 per share. At 3:59:20 p.m. Eastern time, still seeking a higher closing price,
Christanell routed for execution a third order, this time to purchase 1,000 shares of CHEV at up
to $8.25 per share. The entire order was filled at prices up to $7.98 per share, with the last trade
at $7.49 per share. At 3:39:53 p.m. Eastern time, still seeking a higher closing price, Christanell
routed for execution a fourth order, this time to purchase 1,000 shares of CHEV at up to $8.25
per share. The entire order was filled at prices up to $7.99 per share, with the last execution at
$7.99 per share. On December 31, 2009, CHEV closed at $7.39 per share, down $0.07 per share
or 0.9% from the closing price on December 30, 2009. Christanell’s trades for the Investment
Adviser were 70.7% of the market volume in CHEV on December 31, 2009. Christanell and the
Investment Adviser attempted to artificially increase CHEV’s closing price, but were
unsuccessful.

13.  The Investment Adviser also instructed Christanell to trade in order to artificially
increase the closing price of Carver Bancorp, Inc. (‘CARV™), which trades on the NASDAQ
Capital Market, at the end of trading on December 31, 2009. In a recorded telephone
conversation, the Investment Adviser told Christanel! to “pop” the price of CARV *“at the end-of




the day.” The Investment Adviser cautioned Christanell to *make sure you get a print,” i.e., to
ensure that the order was executed at an artificially high price and reported to the market. At
3:58 p.m. Eastern time, Christanel! routed for execution an order to purchase 200 shares of
CARYV at up 10 $9.05 per share. The entire order was filled at prices up to $9.05 per share, with
a final execution at $9.05 per share. CARV closed at $9.05 per share, up $0.03 or 0.3% from the
prior closing price on December 30. Christanell’s trades for the Investment Adviser were 100%
of the market volume in CARV on December 31, 2009.

14. Section 10(b) of the Exchange Act makes it “unlawful for any person directly or
indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or
of any facility of any national security exchange to use or employ, in connection with the
purchase or sale of any security registered on a national securities exchange or any security not
so registered...any manipulative or deceptive device or contrivance in contravention of such
rules and regulations as the Commission may prescribe as necessary or appropriate in the public
interest or for the protection of investors” and Rule 10b-5 thereunder makes it “unlawful for any
person, directly or indirectly, by the use of any means or instrumentality of interstate commerce,
or of the mails, or of any facility of any national securities exchange, (a) to employ any device,
scheme, or artifice to defraud, (b) to make any untrue statement of material fact or to omit 10
state a material fact necessary in order to make the statements made, in the light of the
circumstances under which they were made, not misleading, or (c) to engage in any act, practice,
or course of business which operates or would operate as a fraud or deceit upon any person, in
connection with the purchase or sale of any security.”

15. As a result of the conduct described above, Christanell willfully violated Section
10(b) of the Exchange Act and Rule 10b-5 thereunder.

B. Huntleigh’s Failure Reasonably to Supervise Christanell

16. Huntleigh failed to establish procedures or to have a system to implement existing
policies and procedures reasonably designed to prevent and detect Christanell’s marking-the-
close trading. First, Huntleigh’s procedures did not call for certain daily trading exception
reports to be directed to compliance personnel. Second, Huntleigh’s Written Supervisory
Procedures directed daily review of trade tickets by Huntleigh’s Compliance Director, but such
daily review was suspended when Huntleigh changed clearing arrangements in 2008. Thus, once
a new clearing firm was involved, Huntleigh did not revise its procedures to enable review of
trade tickets. Had there been daily review of trading exception reports and, as directed by
Huntleigh’s Written Supervisory Procedures, of trade tickets, Christanell’s violative trading
could have been prevented and detected.

17, Section 15(b)(4)XE) 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, e.g., Dean Witter Reynolds, Inc., Exchange Act Rel. No. 46578

(Oct. 1, 2002). The Commission has emphasized that the “responsibility of broker-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.” [d.




18.  As a result of the conduct described above, Huntleigh failed reasonably to
supervise Christanell, with a view to detecting and preventing Christanell’s violations of Section
10(b) of the Exchange Act and Rule 10b-5 thereunder, within the meaning of Section 15(b)(4 XE)
of the Exchange Act.

Civil Penalties

19. Respondent Huntleigh Securities Corporation has submitted a sworn Statement of
Financial Condition as of November 30, 2010 dated January 7, 2011 and other evidence and has
asserted its inability to pay a civil penalty.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest
to impose the sanctions agreed to in Respondents’ Offers.

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that:

A. Respondent Jeffrey S. Christanell cease and desist from committing or causing
any violations and any future violations of Section 10(b) of the Exchange Act and Rule 10b-5
thereunder;

B. Respondent Jeffrey S. Christanell be, and hereby is (i) barred from association
with any broker, dealer, investment adviser, municipal securities dealer, or transfer agent, (ii)
barred from participating in an offering of penny stock, and (i11) prohibited from serving or acting
as an employee, officer, director, member of an advisory board, investment adviser or depositor of,
or principal underwriter for, a registered investment company or atfiliated person of such
investment adviser, depositor, or principal underwriter, with the right to reapply for association
after one (1) year to the appropriate self-regulatory organization, or, if there is none, (o the
Commission, '

Any reapplication for association by Respondent Jeffrey S. Christanell will be subject to
the applicable laws and regulations governing the reentry process, and reentry may be
conditioned upon a number of factors, including, but not limited to, the satisfaction of any or all
of the following: (a) any disgorgement ordered against Respondent Christanell, whether or not
the Commission has fully or partially waived payment of such disgorgement; (b) any arbitration
award related to the conduct that served as the basis for the Commission order; (¢) any self-
regulatory organization arbitration award to a customer, whether or not related to the conduct that
served as the basis for the Commission order; and (d) any restitution order by a self-regulatory
organization, whether or not related to the conduct that sexved as the basis for the Commission
order; '

C. Respondent Jeffrey S. Christanell shall pay a civil money penalty in the amount of
$15.000 to the United States Treasury. Payments shall be made in the following installments:
(1) a first payment of $5,000 within thirty (30) days of entry of this Order, (2) a second payment
of $5,000 within ninety (90) days of the first payment, and (3) a third payment of $5,000 within




ninety (90) days of the second payment. If timely payment is not made by the date the payment
is required by this Order, the entire outstanding balance of civil penalties, plus any additional
interest accrued pursuant to 31 U.S.C. § 3717, shall be due and payable immediately, without
further application. 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 Jeffrey S. Christanell
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 Julie M. Riewe, Assistant Director, Asset
Mariagement Unit, Division of Enforcement, Securities and Exchange Commission, 100 F Street,
N.E., Washington, DC 20549-5010;

D. Respondent Huntleigh Securities Corporatibn be, and hereby is, censured;
E. Respondent Huntleigh Securities Corporation shall comply with the following
undertakings:
1 Huntleigh Securities Corporation will take steps to effect compliance with

Section 15(b)(4)(E) of the Exchange Act by reviewing and revising, as necessary, currently
adopted and implemented procedures concerning manipulative trading and, including at a
minimum, by adopting and implementing procedures requiring daily review of trade execution
blotters by compliance personnel and provision to and review of daily trading exception reports
by compliance personnel. Within 60 days from the entry of this Order, Respondent Huntleigh
Securities Corporation shall submit an affidavit to the Commission staff attesting to their
compliance with these undertakings.

2. Huntleigh will certify, in writing, compliance with the undertakings set
forth above. The certification shall identify the undertakings, provide written evidence of
compliance in the form of a narrative, and be supported by exhibits sufficient to demonstrate
compliance. The Commission staff may make reasonable requests for further evidence of
compliance, and Respondent Huntleigh Securities Corporation agrees to provide such evidence.
The certification and supporting material shall be submitted to Julie M. Riewe, Assistant
Director, with a copy to the Office of Chief Counsel of the Enforcement Division, no later than
sixty (60) days from the date of the completion of the undertakings.

F. Based upon Respondent Huntleigh Securities Corporation’s sworn
representations in its Statement of Financial Condition as of November 30, 2010 dated January 7,
2011 and other documents submitted to the Commission, the Commission is not imposing a
penalty against Respondent Huntleigh Securities Corporation; and

G. 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
Huntleigh Securities Corporation 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 Huntleigh




Securities Corporation was fraudulent, misleading, inaccurate, or incomplete in any material
respect. Respondent Huntleigh Securities Corporation 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.

Elizabeth M. Murphy
Secretary

‘W.%mm)

i M. Peterson
Assistant Secretary
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L
The Securities and Exchange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings be, and hereby
are, instituted pursuant to Section 21C of the Securities Exchange Act of 1934 (“Exchange Act”),
Sections 203(e), 203(f), and 203(k) of the Investment Advisers Act of 1940 (“Advisers Act”),
and Section 9(b) of the Investment Company Act of 1940 (“Company Act”) against Donald L.
Koch and Koch Asset Management LLC (collectively, “Respondents™).

IL.

After an investigation, the Division of Enforcement alleges that:

' Respondents
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1. Respondent Donald L. Koch (“Koch™), age 64, resides in St. Louis, Missourt.
Koch is the President, Chief Compliance Officer, and founder of SEC-registered investment
adviser Koch Asset Management LLC in St. Louis, Missourl.

2. Respondent Koch Asset Management LLC (“KAM”) is a Missouri limited
liability company and investment adviser that has been registered with the Commission since -
1992. Tt provides investment advisory services to approximately 40 discretionary advisory
accounts containing approximately $40 million in assets.

Other Entities

3. Huntleigh Securities Corporation, a Missouri corporation with its primary place of
business in St. Louis, Missouri, is a broker-dealer registered with the Commission and FINRA
since 1977.

Factual Background

AL Marking-the-Close Transactions

4. From September 2009 through December 2009, KAM and Koch engaged in a
scheme to mark-the-close of certain thinly traded securities held in KAM’s clients’ investment
accounts.

5. KAM, through Koch, instructed a trader at Huntleigh Securities Corporation
(“Trader A™) to execute trades n order to inflate the prices of certain thinly-traded securities held
by KAM’s advisory clients by placing buy orders at prices well above the most recent previous
trade shortly before the markets closed. This trading strategy, known as “marking the close,”
involves the placing of orders at or near the close of market trading to artilicially affect the
reported closing price of a security.

6. Koch instructed Trader A to execute marking-the-close transactions to improve
the portfolio performance reported to KAM’s advisory clients on their monthly account
statemments. KAM manages separate accounts for approximately 40 advisory clients. Koch
employs the same investment strategy in all KAM accounts, which hold many similar securities.
Monthly portfolio performance was reported based on the change in the value of portfolio
securitics as of the last trading day of each month. KAM, by marking-the-close in a security
held by many of its advisory accounts, was able 1o artificially improve the reported monthly
performance for each account holding that security. .

7. On September 30, 2009, Koch instructed Trader A to buy shares of the common
stock of issuer High Country Bancorp, Inc. (“HCBC”), which are quoted on OTC Link
(previously, “Pink Sheets™) operated by OTC Markets Group, Inc. (“OTC Link”}, to artificially
increase the closing price. In an email, Koch told Trader A to buy HCBC shares just before the
market close at a price “as near to $25 [per share] as possible without appearing manipulative.”
At 3:56 p.m. Eastern time, Trader A routed for execution an order to purchase 2,000 shares of
HCBC at up to $24.50 per share. The order was partially filled as Trader A bought 1,400 HCBC
shares for KAM at prices up to $23.99 per share.




8. KAM'’s purchases were the only trading in HCBC on September 30. HCBC
closed at $23.50 per share, up $5.50 per share or 30.5% from the closing price on September 29,
KAM’s September 30, 2009 purchases of HCBC for its advisory accounts increased the market
capitalization of HCBC by more than $4.9 million, from $16.1 million to $21.0 million.

9. Many of KAM’s clients’ separately managed accounts held HCBC shares, but
Koch allocated all the HCBC shares solely to the account of one client, a 92-year old retired
homemaker. The allocated shares increased the account’s holdings of HCBC by approximately
159%. The shares allocated to this account had a weighted average cost of $20.38 per share, up

- more than 13% from the previous closing price. Koch’s instruction to mark-the-close in HCBC

on September 30, 2009 caused this account Lo overpay for shares of HCBC.

10. Trader A testified that on October 30, 2009, Koch again instructed Trader A to
buy HCBC shares to artificially increase the closing price. At 3:46 p.m. Eastern time, Trader A
routed for execution a market order to buy 600 shares of HCBC. The order was completely
filled at prices up to $19.75 per share.

11 KAM’s October 30, 2009 trades rapidly moved HCBC’s price from $14.00 per
share to its close at $19.75 per share, up $6.49 per share or 48.9% from the prior closing price on
October 29. KAM’s trades constituted 42.9% of the market volume in HCBC on October 30,
2009. KAM's October 30, 2009 purchases for its advisory accounts increased the market
capitalization of HCBC by more than $5.8 million, from $11.8 million to $17.6 million.

12. On October 30, 2009, Koch again allocated the HCBC shares only to KAM’s 92-
year old retired homemaker client. The allocated shares increased the account’s holdings of
HCBC by another 10%. The shares obtained on October 30, 2009 had a weighted average cost
of $17.25 per share, up more than 23% from the previous closing price. Koch's instruction to
mark-the-close in HCBC on October 30, 2009 again caused this account to overpay for shares of
HCBC.

13, Trader A testified that on November 30, 2009, Koch again instructed Trader A to
buy HCBC shares to artificially increase the closing price. At 3:57 p.m. Eastern time, Trader A
routed for execution an order to buy 1,000 shares of HCBC at up to $21.00 per share. The entire
order was filled at $17.00 per share. At 3:58 p.m. Eastern time, seeking, per Koch's instruction,
to get a higher closing price, Trader A routed for execution a second order to buy 1,000 shares of
HCBC at up to $21.00 per share. The second order was entirely filled at $17.49 per share.

14, On November 30, 2009, HCBC closed at $17.49 per share, up $2.49 per share or
16.6% from the prior closing price on November 27 (the previous trading day). KAM’s trading
was 100% of the market volume in HCBC on November 30, 2009 and moved the market price
from $15.00 per share to $17.49 per share. KAM's purchases for its advisory accounts increased
the market capitalization of HCBC by more than $2.2 million, from $13.4 million to $15.6
million.

15. On November 30, 2009, Koch allocated the HCBC shares KAM purchased to an
account beneficially owned by the same 92-year old retired homemaker client. The shares
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obtained on November 30, 2009 had a weighted average cost of $17.25 per share, up 15% from
the previous closing price.

16,  On December 31, 2009, Koch again instructed Trader A to buy HCBC shares to
artificially increase the closing price. Ina December 23, 2009 email, Koch informed Trader A
that he “want|ed] to move up HCBC the last day of the year.” Ina December 28, 2009 email,
Koch told Trader A to “[p]lease put on your calendar to buy HCBC 30 minutes to an hour before
the close of market for the year. 1 would like to get a closing price in the 20-25 range, but
certainly above 20.” In a recorded telephone conversation on December 31, 2009, Koch told
Trader A that he needed to get HCBC above $20.00 per share and that he would be “happy” at
$20.00 to $25.00 per share. At 3:55 p.m. Eastern time on December 31, 2009, Trader A routed
for execution an order to buy 3,000 shares of HCBC at up to $25.00 per share.” The entire order -
was filled at prices ranging from $16.80 to $19.50 per share. At 3:59 p.m. Eastern time, seeking,
per Koch's instructions, a higher closing price, Trader A routed for execution a second order to
buy 2,000 shares of HCBC at up to $25.00 per share. The second order was partially filled, and
Trader A bought KAM 200 shares of HCBC at $19.50 per share.

17. On December 31, 2009, HCBC closed at $19.50 per share, up $4.50 per share or
30.0% from the prior closing price on December 30. KAM’s trades on December 31 moved the
market price from $16.80 per share to $19.50 per share during intraday trading. KAM’s trades
constituted 88.9% of the market volume in HCBC on December 31, 2009. KAM’s December
31, 2009 purchases for its advisory accounts increased the market capitalization of HCBC by
more than $2.4 million, from $15.0 million to $17.4 million.

18. Koch also instructed Trader A to trade in order to artificially increase the closing
price of two other securities on December 31, 2009. In a recorded telephone conversation, Koch
instructed Trader A to purchase common shares of Cheviot Financtal Corp. (“CHEV™), which
trades on the NASDAQ stock exchange, in order to get a closing price between $8.00 and $8.25
per share. At the time of the instruction, Koch knew that CHEV was trading between $7.20 and
$7.48 per share. At 3:40 p.m. Eastern time, per Koch’s instruction, Trader A routed for
execution an order to purchase 2,000 shares of CHEV atup to $8.25 per share. The entire order
was filled at prices up to $8.00 per share, with the final execution at $7.50 per share. At 3:58
p.m. Eastern time, seeking a higher closing price per Koch's instruction, Trader A routed for
execution a second order to purchase 2,000 shares of CHEV at up to $8.25 per share. The entire
order was filled at prices up to $8.00 per share, with the finai execution at $7.49 per share. At
3:59:20 p.m. Eastern time, still seeking a higher closing price, Trader A routed for execution a
third order, this time to purchase 1,000 shares of CHEV atup to $8.25 per share. The entire
order was filled at prices up to $7.98 per share, with the last trade at $7.49 per share. At 3:59:53
p.m. Eastern time, still seeking a higher closing price, Trader A routed for execution a fourth
order, this time to purchase 1,000 shares of CHEV at up to $8.25 per share. The entire order was
filled at prices up to $7.99 per share, with the last execution at $7.99 per share. On December
31,2009, CHEV closed at $7.39 per share, down $0.07 per share or 0.9% from the closing price
on December 30. KAM'’s trades constituted 70.7% of the market volume in CHEV on December
31, 2009. In the case of CHEV, KAM and Koch attempted to manipulate the closing price, but
the trades were ultimately unsuccessful in increasing CHEV's closing price.




19. On December 31, 2009, Koch also instructed Trader A to trade in order to
artificially increase the closing price of Carver Bancorp., Inc. (“CARV™), which trades on the
NASDAQ stock exchange. In a recorded telephone conversation, Koch told Trader A to “pop”
the price of CARV “at the end of the day.” Koch cautioned Trader A to “make sure you get a
print,” i.e., to ensure that the order was executed at an artificially high price and was reported to
the market. At 3:58 p.m. Eastern time, per Koch’s instruction, Trader A routed for execution an
order to purchase 200 shares of CARV atup to $9.05 per share. The entire order was filled at
prices up to $9.05 per share, with a final execution at $9.05 per share. CARV closed at $9.05 per
share, up $0.03 or 0.3% from the prior closing price on December 30. KAM's trades constituted

100% of the market volume in CARV on December 31, 2009.

20.  All the HCBC, CHEV, and CARV shares KAM purchased on December 31, 2009
were allocated to a single KAM advisory client account.

B. Failure to Seek Best Execution

21. KAM and Koch, by placing orders 10 purchase securities for their advisory clients
at artificially inflated prices, breached their fiduciary duty to seek best execution for their clients.

C. Failure to Maintain Required Books & Records

22. KAM did not maintain communications related to the placing and execution of
orders to purchase securities, including electronic communications related to such orders. In
particular, Koch caused KAM 1o delete electronic communications related to the placing and
execution of orders to purchase shares of HCBC in December 2009.

23. Koch, as KAM's President and Chiel Compliance Officer. had responsibility for
KAM’s maintenance of required books and records.

D. Failure 1o Implement Policies and Procedures to Prevent Violation of the Advisers Act

24. KAM failed to implement policies and procedures reasonably designed Lo prevent
violations of the Advisers Act. KAM's Policies and Procedures Manual explicitly prohibits
“rransactions intended to raise, lower, or maintain the price of any {s]ecurity....” KAM,
however, implemented no procedures designed to prevent or detect such transactions, relying
entirely on the integrity of Koch, its principal, not to engage in prohibited transactions.

25. Koch, as KAM's President and Chief Compliance Officer, had responsibility for
KAM'’s policies and procedures.

Violations

26. As a result of the conduct described above. KAM and Koch willfully violated
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, which prohibit fraudulent conduct
in connection with the purchase or sale of securities.




27 As aresult of the conduct described above, KAM and Koch willfully violated
Sections 206(1) and 206(2) of the Advisers Act, which prohibit fraudulent conduct by an
investment adviser.'

28. As a result of the conduct described above, KAM willfully violated, and Koch
willfully aided and abetted and caused violations of, Section 206(4) of the Advisers Act and Rule
206(4)-7 thereunder, which requires investment advisers to implement written policies and
procedures reasonably designed to prevent violation of the Advisers Act and the rules that the
Commission has adopted thereunder.

29. As a result of the conduct described above, KAM willfully violated Section 204
of the Advisers Act and Rule 204-2(a)(7) thereunder, which require the maintenance of certain
books and records. Koch willfully aided and abetted and caused KAM’s violations of Section
204 of the Advisers Act and Rule 204-2(a)(7) thereunder.

IIL.

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

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

B. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Sections 203(e) and 203(f) of the Advisers Act, including, but not
limited to, disgorgement under Section 203(}) of the Advisers Act and civil penalties pursuant to
Section 203(1) of the Advisers Act;

C. What, if any, remedial action is appropriate in the public interest against
Respondent Koch pursuant (o Section 9(b) of the Investment Company Act;

b. Whether, pursuant to Section 21C of the Exchange Act and Section 203(k) of the
Advisers Act, Respondent KAM should be ordered to cease and desist from committing or
causing violations of and any future violations of Section 10(b) of the Exchange Act and Rule
10b-5 thereunder and Sections 204, 206(1), 206(2), and 206(4) of the Advisers Act and Rules
204-2(a)(7) and 206(4)-7 thereunder;

E. Whether, pursuant to Section 21C of the Exchange Act and Section 203(k) of the
Advisers Act, Respondent Koch should be ordered to cease and desist from committing or

| . . . . .
KAM, a registered investment adviser, and Koch, who controls KAM and acts as an investment adviser,

directly violated Sections 206(1) and 206(2) of the Advisers Act. KAM's advisory accounts paid an asset
management fee o KAM. Koch may be charged directly under Section 2006 because his activities and complete
control and ownership of KAM satisty the broad definition of “investment adviser.” See In the Matter of John J.
Kenny and Nicholson/Kenny Capital Management, Inc., Advisers Act Release No. 2128 (May 14, 2003) (associated
person who was the adviser's chairman and chief executive and. with his wife, owner of the adviser's holding
company primarily liable}.




causing violations of and any future violations of Section 10(b) of the Exchange Act and Rule
10b-5 thereunder and Sections 206(1) and 206(2) of the Advisers Act, and from aiding and
abetting or causing any violations of Sections 204 and 206(4) of the Advisers Act and Rules 204-
2(a¥7) and 206(4)-7 thereunder. '

IV.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not later
than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 1 10 of the
Commission’s Rules of Practice, 17 C.F.R. § 201.110. ,

IT IS FURTHER ORDERED that Respondents shall file an Answer to the aliegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule
220 of the Commission’s Rules of Practice, 17 C.F.R. § 210.220.

If a Respondent fails to file the directed answer, or fails to'appear at a hearing after being
duly notified, the Respondent may be deemed in default and the proceedings may be determined
against him or it upon consideration of this Order, the allegations of which may be deemed as
true as provided by Rules 155(a), 220¢f), 221(f) and 310 of the Commission’s Rules of Practice,
17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.

This Order shall be served forthwith upon Respondents personally or by certified mail.

IT IS FURTHER ORDERED that the Administrat;ve Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)2)
of the Commission’s Rules of Practice.

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of the matter, except
as witness or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule
making” with the meaning of Section 551 of the Administrative Procedure Act, it is not deemed
subject to the provisions of Section 553 delaying the effective date of any final Commission
action.

By the Commission.

Elizabeth M. Murphy
Secretary

ill M. Peterson
Assistant Secretary
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ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
AND NOTICE OF HEARING
PURSUANT TO SECTION 12(j) OF
THE SECURITIES EXCHANGE ACT
OF 1934

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents Commercial Mortgage Resources Corp.,
Compressant Corp., Compression Labs, Inc., Consolidated Golden Quail Resources Ltd.,
Consolidated NRD Resources Ltd., Contemporary Solutions, Inc. (n/k/a Purescience),
Continental Heritage Corp. (n/k/a Visionquest Worldwide Holdings Corp.), and Corniche

Corp.

IL

After an investigation, the Division of Enforcement alleges that:
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A. RESPONDENTS

1. Commercial Mortgage Resources Corp. (CIK No. 878235) 1s a void Delaware
corporation located in Scottsdale, Arizona with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Commercial Mortgage Resources
is delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form 10-Q for the period ended June 30, 1997, which reported a
net 1oss of $250 for the prior three months.

2. Compressant Corp. (CIK No. 1013273} is a Florida corporation located in San
Jose, California with a class of securities registered with the Comrnission pursuant to
Exchange Act Section 12(g). Compressant is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended June 30, 1998, which reported a net loss of $6.4 million for the prior nine
months.

3. Compression Labs, Inc. (CIK No. 319085) is a Delaware corporation located
in San Jose, California with a class of securities registered with the Commission pursuant
to Exchange Act Section 12(g). Compression Labs is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-Q for
the period ended March 31, 1997, which reported a net loss of over $4.2 million for the
prior three months.

4. Consolidated Golden Quail Resources Ltd. (CIK No. 802700) is a British
Columbia corporation located in Carlsbad, California with a class of securities registered
with the Commission pursuant to Exchange Act Section 12(g). Consolidated Golden
Quail is delinquent in its periodic filings with the Commission, having not filed any
periodic reports since it filed a Form 10-QSB for the period ended February 28, 1998,
which reported a net loss of over $221,000 for the prior nine months.

5. Consolidated NRD Resources Ltd. (CIK No. 769508) is a British Columbia
corporation located in Vancouver, British Columbia, Canada with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). Consolidated
NRD Resources is delinquent in its periodic filings with the Commission, having not
filed any periodic reports since it filed a Form 20-F for the period ended December 31,
1996, which reported a net loss of over $28,000 for the three month-period ended March
31, 1997,

6. Contemporary Solutions, Inc. (n/k/a Purescience) (CIK No. 1101357} is a
dissolved Wyoming corporation located in Springville, Utah with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). Contemporary
Solutions is delinquent in its periodic filings with the Commission, having not filed any
periodic reports since it filed a Form 10-QSB for the period ended June 30, 2006, which
reported a net loss of over $211,000 for the prior nine months. On November 25, 1996,
Contemporary Solutions filed a Chapter 7 petition in the U.S. Bankruptcy Court for the
Western District of Louisiana, which was terminated on Apnl 30, 1997.




7. Continental Heritage Corp. (wk/a Visionquest Worldwide Holdings Corp.}
(CIK No. 24055) is a void Delaware corporation located in Las Vegas, Nevada with a
class of securities registered with the Commission pursuant to Exchange Act Section -
12(g). Continental Heritage is delinquent in its periodic filings with the Commission,
having not filed any periodic reports since it filed a Form 10-QSB for the period ended
April 30, 2000, which reported a net loss of over $759,000 for the prior six months.

8. Corniche Corp. (CIK No. 1 140007) is a permanently revoked Nevada
corporation located in Newport Beach, California with a class of securities registered
with the Commission pursuant to Exchange Act Section 12(g). Corniche is delinquent in
its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-QSB for the period ended September 30, 2002, which reported a net loss
of $6,600 for the prior nine months.

B. DELINQUENT PERIODIC FILINGS

9. As discussed in more detail above, all of the Respondents are delinquent in
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent to
them by the Division of Corporation Finance requesting compliance with their periodic
filing obligations or, through their failure to maintain a valid address on file with thé
Commission as required by Commission rules, did not receive such letters.

10. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in penodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports, and Rule 13a-13 requires domestic issuers to file quarterly reports. Rule 13a-16
requires foreign private issuers to furnish quarterly and other reports to the Commission
under cover of Form 6-K if they make or arc required to make the information public
under the laws of the jurisdiction of their domicile or in which they are incorporated or
organized; if they file or are required to file information with a stock exchange on which
their securities are traded and the information was made public by the exchange; or if
they distribute or are required to distribute information to their security holders.

11. As a result of the foregoing, Respondents failed to comply with Exchange
Act Section 13(a), and Rules 13a-1 and 13a-13 or 13a-16 thereunder.
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In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

A. Whether the allegations contained in Section Il hereof are true and, in
connection therewith, to afford the Respondents an opportunity to establish any defenses
to such allegations; and,




B. Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Section 12 of the Exchange Act of the
Respondents identified in Section II hereof, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate names of any Respondents,

IA'A

IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section 111 hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
‘order as provided by Rule 110 of the Commission’s Rules of Practice [17CF.R. §
201.110].

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (10) days after service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 CF.R. § 201 220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2
or 12g-3, and any new corporate names of any Respondents, may be deemed in default
and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(1),
221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310]. '

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of
Practice, '

IT IS FURTHER ORDERED that the Admunistrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201 360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Ehlizabeth M. Murphy

i Pt

4 By:. @ M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64340 / April 26, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14357

In the Matter of

Safe Waste Systems, Inc., . ORDER INSTITUTING

Salex Holding Corp., ADMINISTRATIVE PROCEEDINGS

San Fabian Resources, Inc., AND NOTICE OF HEARING

Sanitas, Inc., PURSUANT TO SECTION 12(j) OF

Select Therapeutics, Inc., (f/k/a VT THE SECURITIES EXCHANGE ACT
Development, Inc.), OF 1934

Sel-Leb Marketing, Inc.,
Semicon, Inc.,

Serino 2, Corp.,

Serino 3, Corp.,

Serino 4, Corp.,

Serino 3, Corp., and
Serino 6, Corp.,

Respondents.

I.

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents Safe Waste Systems, Inc., Salex Holding
Corp., San Fabian Resources, Inc., Sanitas, Inc., Select Therapeutics, Inc. (f’k/a VT
Development, Inc.), Sel-Leb Marketing, Inc., Semicon, Inc., Serino 2, Corp., Serino 3,
Corp., Serino 4, Corp., Serino 5, Corp., and Serino 6, Corp.,

IL

After an investigation, the Division of Enforcement alleges that:
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. A. RESPONDENTS

1. Safe Waste Systems, Inc. (CIK No. 769107) is a void Delaware corporation
located in Wanamassa, New Jersey with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Safe Waste Systems is delinquent
in its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-Q for the period ended September 30, 1993, which reported a net loss of
over $473,000 for the prior nine months.

2. Salex Holding Corp. (CIK No. 918963} is a void Delaware corporation located
in Happauge, New York with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Salex is delinquent in its periodic filings with
the Commission, having not filed any periodic reports since it filed a Form 10-QSB for
the period ended January 31, 2000, which reported a net loss of over $1.1 million for the
prior twelve months. On November 17, 2000, Salex filed a Chapter 11 petition in the
U.S. Bankruptcy Court for the Eastern District of New York, which was converted to
Chapter 7, and the case was terminated on March 31, 2004.

3. San Fabian Resources, Inc. (CIK No. 1091562) is a void Delaware corporation
located in Boston, Massachusetts with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). San Fabian is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed
. an amended Form 10-SB registration statement on December 9, 1999, which reported a

net loss of over $21,000 between its May 19, 1997 inception date and Apn] 30, 1999.

4. Sanitas, Inc. (CIK No. 86727) is a Connecticut corporation located in
Stamford, Connecticut with a class of securities registered with the Commission pursuant
to Exchange Act Section 12(g). Sanitas is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended March 31, 1996, which reported a net loss of $38,000 for the prior nine
months.

5. Select Therapeutics, Inc. {(f/k/a VT Development, Inc.) (CIK No. 1037158) 1s a
void Delaware corporation located in Brookline, Massachusetts with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). Select
Therapeutics is delinquent in its periodic filings with the Commission, having not filed
any periodic reports since it filed a Form 10-QSB for the period ended March 31, 2002,
which reported a net loss of over $4.5 million for the prior nine months.

6. Sel-Leb Marketing, Inc. (CIK No. 934853) is an inactive New York
corporation located in Paterson, New Jersey with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Sel-Leb Marketing is delinquent
in its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-QSB for the period ended September 30, 2002, which reported a net loss
of over $171,000 for the prior three months. '

. 7. Semicon, Inc. (CIK No. 88922) is a dissolved Massachusetts corporation
located in Burlington, Massachusetts with a class of securities registered with the

2
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Commission pursuant to Exchange Act Section 12(g). Semicon is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-Q for the period ended October 4, 1998, which reported a net loss of $254,000
for the prior three months.

8. Serino 2, Corp. (CIK No. 1331613) is a New Jersey corporation located in
Jersey City, New Jersey with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Serino 2 is delinquent in its periodic filings -
with the Commission, having not filed any periodic reports since it filed a Form 10-QSB
for the period ended January 31, 2006, which reported a net loss of $1,030 for the prior
nine months.

9. Serino 3, Corp. (CIK No. 1331615) is a New Jersey corporation located in
Jersey City, New Jersey with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Serino 3 is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed 2 Form 10-QS5B
for the period ended January 31, 2006, which reported a net loss of $1,050 for the prior
nine months. :

10. Serino 4, Corp. (CIK No. 1331616) is a New Jersey corporation located in
Jersey City, New Jersey with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Serino 4 is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-KSB
for the fiscal year ended April 30, 2006, which reported a net loss of $1,650 for the prior
fiscal year.

11. Serino 5, Corp. (CIK No. 1331617) is a New Jersey corporation located in
Jersey City, New Jersey with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Serino 5 is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-KSB
for the fiscal year ended April 30, 2006, which reported a net loss of $1,650 for the prior
fiscal year.

12. Serino 6, Corp. (CIK No. 1331618) is a New Jersey corporation located in
Jersey City, New Jersey with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Serino 6 is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-KSB
for the fiscal year ended April 30, 2006, which reported a net loss of $1,650 for the prior
fiscal year.

i

B. DELINQUENT PERIODIC FILINGS

13. As discussed in more detail above, all of the Respondents are delinquent in -
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent to
them by the Division of Corporation Finance requesting compliance with their periodic
filing obligations or, through their failure to maintain a valid address on file with the
Commission as required by Commission rules, did not receive such letters.
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14. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports, and Rule 13a-13 requires domestic issuers to file quarterly reports.

15. As a result of the foregoing, Respondents failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

I11.

In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

A. Whether the allegations contained in Section 11 hereof are true and, in
connection therewith, to afford the Respondents an opportunity to establish any defenses
to such allegations; and,

B. Whether it is necessary and appropriate for the protection of investors to -
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Section 12 of the Exchange Act of the
Respondents identified in Section I hereof, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate names of any Respondents,

Iv.

1T IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section 111 hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission’s Rules of Practice [17 C.F.R. §
201.110].

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (10) days after service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2
or 12g-3, and any new corporate names of any Respondents, may be deemed in default
and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(f),
221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310].
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This Order shall be served forthwith upon Respondents personally or by certified,
. registered, or Express Mail, or by other means permitted by the Commission Rules of
Practice.
IT 1S FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice {17 C.F.R. § 201 .360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative ot prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Jill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA '
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 64344 / April 26, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-14358

ORDER INSTITUTING

ADMINISTRATIVE PROCEEDINGS

PURSUANT TO SECTION 15(b) OF THE
In the Matter of . SECURITIES EXCHANGE ACT OF 1934,

_ MAKING FINDINGS, AND IMPOSING
JOSHUA F. ESCOBEDO, - ! REMEDIAL SANCTIONS
Respondent.
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against Joshua F.
Escobedo (“Respondent™ or “Escobedo™).

II.

Tn 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 Comumission 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 I11.2 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.
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On the basis of this Order and Respondent’s Offer, the Commissioﬁ finds that:

1. From approximately September 2003 through October 2009, Respondent
worked for various entities controlied by Michael P. Watson, including Mike Watson Capital, LLC
(“MWC™), and sold investments in MWC. Respondent does not hold any securities licenses and he
acted as an unregistered broker in connection with his offer and sale of securities. Specifically,
Respondent made use of the mails or means or instrumentalities of interstate commerce to effect
transactions in or to induce or attempt to induce the purchase or sale of a security without being
registered in accordance with Section 15(b) of the Exchange Act.

2. On April 7,2011, a final judgment was entered by consent against
Escobedo, permanently enjoining him from future violations of Sections 5(a), 5(c), and 17(a) of the
Securities Act of 1933, and Sections 10(b) and 15(a) of the Exchange Act and Rule 10b-5
thereunder, in the civil action entitled Securities and Exchange Commission v. Mike Watson
Capital, LLC, et al., Civil Action Number 2:22-cv-00275-DB in the United States District Court
for the District of Utah.

3. The Commission’s /éomplaint alleged that, from at least October 2004
through at least February 2009, Defendants, including Escobedo, sold the securities of MWC by
making materially false representations to investors regarding, among other things, the intended
use of the proceeds from the sale of such securities, and the real estate holdings, equity, and
positive cash flow from operations of MWC. The complaint also alleged that Defendants omitted
the material fact that the proceeds from the sale of these securities were used, in Ponzi-like fashion,
to make principal and interest payments to other investors in these securities. The complaint
further alleged that Escobedo acted as an unregistered broker and sold unregistered securities.

IV.

In view of the foregoing, the Commission deerns it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Escobedo’s Offer.

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act,
that Respondent Escobedo be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, or transfer agent; and

barred from participating in any offering of a penny stock, including: acting as a promoter,
finder, consultant, agent or other person who engages in activities with a broker, dealer or
issuer for purposes of the issuance or trading in any penny stock, or inducing or attempting
to induce the purchase or sale of any penny stock.




Any reapplication for association by the Respondent will be subject to the applicable laws

and regulations governing the reentry process, and reentry may be conditioned upon a number of
. factors, including, but not limited to, the satisfaction of any or all of the following: (a) any

disgorgement ordered against the Respondent, whether or not the Commission has fully or partiaity
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

Hl M. Peterson
Assistant Secretary




SECURITIES AND EXCHANGE COMMISSION
17 CFR Parts 240, 242, and 249

Release No. 34-64352; File No. §7-15-11

RIN 3235-AL14

REMOVAL OF CERTAIN REFERENCES TO CREDIT RATINGS UNDER THE
SECURITIES EXCHANGE ACT OF 1934

AGENCY: Securities and Exchange Commission.

ACTION: Proposed rule.

SUMMARY: Thisis one of severallproposed rules that the Securities and Exchange

* Commussion (the “Commission”) will be considering relating to the use of credit ratings in
Commission rules and forms. Section 939A of the Dodd-Frank Act Wall Stréet Reform and
Consumer Protection Act (the “Dodd-Frank Act™) requires the Commission to remove any
references to credit ratings from its regulations and to substitute such standard of
creditworthiness as the Commission determines to be appropriate. In this release, the
Commission is proposing to amend certain rules and one f;)rrn under the Securities Exchange Act
of 1934 (the “Exchange Act”) applicable to broker-dealer financial responsibility, distributions
of securities, and confirmations of transactions. The Commission aiso is requesting comment on
potential stmdﬁds of creditworthiness for purposes of Exchange Act Sections 3(a)(41) and
3(a)(53), which define the terms “mortgage related security” and “small business related
security,” respectively, as the Commission considers how to implement Section 939(¢) of the
Dodd-Frank Act.

DATES: Comments should be received on or before [insert date [60] days after publication in

the Federal Register).

ADDRESSES: Comments may be submitted by any of the following methods:
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Electronic comments:

. Use the Commisston’s Internet comment form

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

) Send an e-mail to rule-comments{@sec.gov. Please include File Number S7-15- -

11 on the subject line; or

o Use the Federal eRulemaking Portal (http://www.regulati’ons.gov). Follow the

instructions for submitting comments.

Paper comments:
. Send paper comments in triplicate to Elizabeth M. Murphy, Sécretary, Securities
and Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number §7-15-11. This file number should be incluaed on

the subject line if e-mail is used. To help the Commission process and review your comments

more efficiently, please use only one method. _The Commussion will post all comments on the
Commission’s internet website (http://www.sec. gov/rules/concept.shtml). Comments are aiso
available for Website viewing and printing in the Commission’s Public Reference Room, 100 F _
Street, NE, Washington, DC 20549, on official business days between the hours of 10:00 am and
3:00 pm. All comments received will be posted without change; we do not edit personal
identifying infoﬁnation from submissions. You should submit only information that you wish to
make publicly available. _

FOR FURTHER INFORMATION CONTACT: Michael A. Macchiaroli, Associate Director,
at (202) 551-5525; Thémas K. McGowan, Deputy Associate Director, at (202) 551 -5521;

Randall W. Roy, Assistant Director, at (202) 551-5522; Mark M. Attar, Branch Chief, at (202)

551-5889; Carrie A. O’Brien, Special Counsel, at (202) 551-5640; and Leigh E. Bothe, Attorney,




at (202) 551-5511, Office of Financial Responsibility (Net Capital, Customer Protection, and
Books and Records Requirements, and Section 939(e) of the Dodd-Frank Act); Josephine J.
Tao, Assistant Director, Elizabeth A. Sando;, Senior Special Counsel, David P. Bloom, Branch
Chief, or Bradley Gude, Special Counsel, Office of Trading Practices and Processing at (202)
551-5720 (Regulation M); and Joseph M. Furey, Co-Acting Chief Counsel, and Ignacio
Sandoval, Special Counsel, Office of Chief Counsel at (202) 551-5550 (Confirmation of
Transactions), Division of Trading and Markets, Securities and Exchange Commissic;n, 100 F
Street, NE, Washington, DC 20549-7010.

SUPPLEMENTARY INFORMATION: On July 21, 2010, the President signed the Dodd-
Frank Act into law. The Commission is requesting public comment on proposed amendments to
Exchange Act Rulés 15¢3-1, 15¢3-3, 17a-4, 101 and 102 of Regulation M, and 10b-10, and one
Exchange Act form — Form X-1 7A-5, Part IIB — to remove references to credit ratings and, in
certain cases, substitute alternative standards of creditworthiness as required by Section 939A of
the Dodd-Frank Act.! The Commission is also requesting public comment on potential standards
of creditworthiness for purposes of Exchange Act Sections 3(a)(41) and 3(2)(53), which define
the terms “mortgage related security” and “small business related security,” respectively, as the
Commission considers how to implement Section 939(e) of the Dodd-Frank Act.

I BACKGROUND

A. DODD-FRANK WALL STREET REFORM AND CONSUMER
PROTECTION ACT

The Dodd-Frank Act was enacted to, among other things, promote the financial stability

LS

of the United States by improving accountability and transparency in the financial system.2 Title

|cn.

L. No. 111-203 § 939A.
L. No. 111-203, 124 Stat. 1376 (2010); Pub. L. No. 111-203, Preamble.
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IX, Subtitle C, of the Dodd-Frank Act® includes provisions rega.rding statutory and regulatory .

references to credit ratings in Exchange Act rules, as well as .in the Exchange Act itself.*

Specifically, in Section 539A of the Dodd-Frank Act, Congress requires that the
Commission “review any re_gulation 1ssued by [tHe Commission] that requires the use of an
assessment of the credit-worthiness of a security or money market instrument and any references
to or requirements in such regulations regarding credit ratlings.”5 Once the Commission has
completed that review, the statute provides that the Commission “remove any referer;ce to or
requirement of reliance on credit ratings, and to substitute in such regulations such standard of
credit-worthiness” as the Comnﬁssioﬁ determines to be appropriate.’

As is discussed in detail below, there are five Exchange Act rules — Rule 15¢3-1, Rule
15¢3-3, Rules 101 and 102 of Regulation M, and Rule 10b-10 — administeréd by the Commission

and one Exchange Act form — Form X-17A-5, Part IIB — that the Commission is proposing to .

amend in this release as directed by Section 939A of the Dodd-Frank Act. The Commission is
- also proposing corresponding changes to Exchange Act Rule 17a-4, relating to broker-dealer

recordkeeping.
Further, in Section 93%(e) of the Dodd-Frank Act,’ Congress deleted Exchange Act

references to credit ratings in two sections: (1) in Exchange Act Section 3(51)(41),8 which défines

} Pub. L. No. 111-203, 124 Stat. 1376 (2010).

These provisions are designed “[t]o reduce the reliance on ratings.” See Joint Explanatory Statement of the

Comimnittee of Conference, Conference Committee Report No. 111-517, to accompany H.R. 4173, 864-879,

870 (Jun. 29, 2010). '

3 Pub. L. No. 111-203 § 939A(a)(1)-(2).

6 See Pub. L. No. 114-203 § 939A(b). The Commission has recently proposed amendments to its rules in
other contexts under the federal securities laws to remove references to credit ratings. See References to

Credit Ratings in Certain Investment Company Act Rules and Forms, Securities Act of 1933 {“Securities

Act”) Release No. 8193 (Mar. 3, 2011), 76 FR 12896 (Mar. 9, 2011) and Security Ratings, Exchange Act

Release No. 63874 (Feb. 9, 2011), 76 FR 8946 (Feb. 16, 2011). '
7 Pub. L. No. 111-203 § 939(e).
8 15 U.S.C. 78c(a)(41).




the term “mortgage related security,” and (2) in Exchange Act Section ;j(a)(53),9 which defines
the term “small business related security.” In place of the credit rating references, Congress
added language stating that a mortgage related security and a small business related security will
need to satisfy “s.tandards of credit-worthiness as established by the Commission.”"® This
replacement language becomes effective on July 21, 2012 (i.e., two years after the date the
Dodd-Frank Act was signed into law)-.

As is discussed in detail below, the Commission also is requesting comment c;n potential
standards of creditworthiness for purposes of Exchange Act Sections 3(a)(41) and 3(a)(53), as
the Commission considers how to implement Section 939(e) of the Dodd-Frank Aét.

B. PREVIOUS COMMISSION ACTION

In 1975, the Commission adopted the term “nationally recognized statistical rating
organization” (“NRSRO”) as part of the Commission’s amendments to its broker-dealer net
capital rule, Exchange Act Rule 15¢3-1 (the “Net Capital Rule™).!" Although the Commission
originated the use of the term NRSRO for a narrow purpose in its own regulations, ratings by
NRSROs today are widely used as benchmarks in federal and state legislation, rules by financial
and other regulators, foreign regulatory schemes, and private financial contracts. The
Commission’s initial regulatory use of the term NRSRO was intended solely to provide a method
for determining -capital charges on different grades of debt securities under the Net Capital Rule.
The Commission’s reference to NRSROs for purposes of certain rules increased over time.

Subscqueﬁt to the .adeption of many of the Commission’s requirements using the NRSRO

concept, the -Commissipﬁ — in 2006 — obtained registration and oversight authority with respect

? 15 U.S.C. 78¢(2)(53).
10 Pub. L. No. 111-203 § 939(¢).
" See Adoption of Uniform Net Capital Rule and an Alternative Net Camtat Requirement for Certain Brokers
" and Dealers, Exchange Act Release No. 11497 (Jun. 26, 1975), 40 FR 29795 (Jul. 16, 1975) and 17 CFR
240.15¢3-1.




to credit rating agencies that register to be treated as NRSROs.'? In response, the Commission .
adopted rules to implement a registration and oversight program for NRSROs in June 200713
E The Commission notes that this is not the first time that the Commission has proposed to
remove references to credit ratings in Commission rules. The Commission issued a concept
release in 1994 on the general idea of removing references to NRSROs in its rules.'* In 2003,
the Commission again sought comment on whether it should eliminate the NRSRO designation
from Commission rules, and, if so, what alternatives could be adopted to meet the C(;mmission’s

regulatory objectives.'> Most recently, in July 2008, the Commission made specific proposals to

remove rule references to ratings by NRSRQs.'® In response, the Commission received many

2 See Credit Rating Agency Reform Act of 2006 (“Rating Agency Act of 2006”); Pub. L. No. 109-291
(2006). Among other things, the Rating Agency Act of 2006 defined the terms “credit rating agency” and
“nationally recognized statistical rating organization” in Exchange Act Sections 3{a)(61) and 3(a)(62),
respectively. See Pub. L. No. 109-291 § 3. Under Section 3(a}61), the term “credit rating agency” means
any person: (A) engaged in the business of issuing credit ratings on the Internet or through another readily
accessible means, for free or for a reasonable fee, but does not include a commercial credit reporting
company; (B) employing either a quantitative or qualitative model, or both, to determine credit ratings; and
(C) receiving fees from either issuers, investors, or other market participants, or a combination thereof, 15
U.5.C. 78¢(a)(61). Under Section 3(a)(62), the term “nationally recognized statistical rating organization”
means a-credit rating agency that: (A) issues credit ratings certified by qualified institutional buyers, in
accordance with section 15E(a)(1)(B)(ix) of the Exchange Act, with respect to (i) financial institutions,
brokers, or dealers; (ii) insurance companies; (iii) corporate issuers; (iv) issuers of asset-backed securities
(as that term is defined in section 1101(c) of part 229 of title 17, Code of Federal Regulations, as in effect
on the date of enactment of this paragraph); (v) issuers of government securities, municipal securities, or
securities issued by a foreign govemment; or (vi) a combination of one or more categories of obligors
described in any clauses (i) through (v); and (B) is registered under Exchange Act Section 15E.

13 See Oversight of Credit Rating Agencies Registered as Nationally Recognized Statistical Rating
Organizations, Exchange Act Release No. 55857 (Jun. 5, 2007), 72 FR 33564 (Jun. 8, 2007). The
implementing rules were Form NRSRO, Rule 17g-1, Rule 17g-2, Rule 17g-3, Rule 17g-4, Rule 17g-5, and
Rule 17g-6. The Commission has twice adopted amendments to some of these rules. See Amendments to

Rules for Nationally Recognized Statistical Rating Organizations, Exchange Act Release No. 59342 (Feb.

2,2009), 74 FR 6456 (Feb. 9, 2009); and Amendments to Rules for Nationally Recognized Statistical
Rating Organizations, Exchange Act Release No. 61050 (Nov. 23, 2009), 74 FR 63832 {Dec. 4, 2009). The

Commission also recently added a new NRSRO rule. See Disclosure for Asset-Backed Securities Required
by Section 943 of the Dodd-Frank Wall Street Reform and Consumer Protection Act, Securities Act
Release No. 2175 (Jan. 20, 2011), 76 FR 4489 (Jan. 26, 2011).
i See Concept Release: Nationally Recognized Statistical Rating Organizations, Exchange Act Release No.
34616 (Aug. 31, 1994), 59 FR 46314 (Sep. 7, 1994). : : :
See Concept Release: Rating-Agencies and the Use of Credit Ratings under the Federal Securities Laws,
Exchange Act Release No. 47972 (Jun. 4, 2003), 68 FR 35258 (Jun. 12, 2003). ‘
See Proposed Rule: References to Ratings of Nationally Recognized Statistical Rating Oreanizations
Exchange Act Release No. 58070 (Jul. 1, 2008), 73 FR 40088 (Jul. 11, 2008).
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comments that raised serious concerns about removing the references.’” Commenters argued
that removing NRSRO references in the context of the Net Capital Rule would decrease the
transparency of broker-dealers’ net capital computations and negatively affect market confidence
in the financial strength of broker-dealers. 18 in addition, commenters contended that the
proposed amendments would place an undue- burden on broker-dealers to justify the propriety of
internal methods for determining haircuts and on Commission examiners who might be required
to review‘ those methods.'”

In October 2009, the Commission adopted several of the proposed reference removals
and re-opened for comment the remaining proposals.”’ As noted above, in eath of these concept
releases and rule proposals, commenters generally did not support the removal of references to
NRSRO ratings from Commission rules and provided few possible regulatofy alternatives. The
Commission recognizes the concerns raised by commenters that replacing c':redit ratings — which
provide an objective benchmark — with' more subjective approaches could increase costs to
broker-dealers and the Commission. For example, broker-dealers would be required to allocate

resources toward developing and maintaining compliance processes, and the Commission would

1 See Comments on References to Ratings of NRSROs, available on the Commission’s internet website at
- http:/fwww.sec.gov/comments/s7-17-08/s71708.shtml.
18 See, e.g., Letter from Jeffrey T. Brown, Senior Vice President, Charles Schwab & Co., Inc. to Florence E.

Harmon, Acting Secretary, Commission, dated Sep. 5, 2008, stating, “we are concerned that the
Commission’s proposed amendments to remove references to NRSRO ratings from {R]ule 15¢3-1 (the Net
Capital Rule) ... may be destabilizing and inject risk and uncertainty into the operations of broker-dealers,
investment advisers and money market mutual funds. We urge the Commission to retain the references to
NRSRO ratings as a minimum floor of credit quality.”

19 See, e.g., Deborah A. Cunningham and Boyce L. Greer, SIFMA Credit Rating Agency Task Force Co-Chair
to Elizabeth M. Murphy, Secretary, Commission, dated Dec. 9, 2009.

» See References to Ratings of Nationally Recognized Statistical Rating Orgamzatlon Exchange Act

Release No. 60789 (Oct. 5, 2009), 74 FR 52358 (Oct. 9, 2009) (adopting release). In the adopting release,
the Commission amended Exchange Act Rule 3al-1 (17 CFR 240.3al-1), Exchange Act Rules 300,
301(b)(5) and 301(b)(6) of Regulation ATS (17 CFR 242.300, 242.301(b)(5) and 242.301(b)(6)), Form
ATS-R (17 CFR 249.638) and Form PILOT (17 CFR 249.821). The Commission also adopted
amendments to Rules 5b-3 and 10f-3 under the Investment Company Act of 1940 (17 CFR 270.5b-3 and 17
CFR 270.10£-3). See References to Ratings of Nationally Recognized Statistical Rating Organizations,
Exchange Act Release No. 60790 (Oct. 5, 2009}, 74 FR 52374 (Oct. 9, 2009) (re-opening comment for Net
Capital Rule purposes and various Exchange Act rules).
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likewtse be required to allocate resources toward examining for compliance. The Commission ' .

also recognizes that an alternative approach, if too rigid, could narrow the types of financial
instruments that qualify for benefits under existing rules and, if too flexible, could broaden the
types of financial instruments that qualify for benefits under existing rules. The Commission, in
proposing alternatives to credit ratings, 1s seeking generally to neither narrow nor broaden the
scope of financial instruments that would qualify for the benefits conferred in the existing rules
while, at the same time, fulfilling the statutory mandate in Section 939A of the Dodd:Frank
Act.z-l In this regard, the Commission seeks comment below on whether the proposed
alternatives achieve this goal and whether more effective alternatives exist.

I1. COMMISSIQN PROPOSALS

A. PROPOSED AMENDMENTS TO EXCHANGE ACT RULE 15¢3-1 AND
THE APPENDICES TO THE RULE

1. Amendmeénts to Rule 15¢3-1

As noted above, the Commission first developed the NRSRO concept for use in the Net

Capital Rule. The Net Capital Rule prescribes minimum regulatory capital requirements for
broker;déalers.22 A “net liquid assets test” is the fundamental requirement of the Net Capital
Rule. This test is designed to provide that a registered broker-dealer maintain at all times more ‘
than one dollar of highly liquid assets for each dollar of liabilities (e.g., money owed to

customers and counterparties), excluding liabilities that are suborciina{ed to all other creditors by

contractual agreement. Consequently, if the brq]_(er—dealer experiences financial difﬂculty, it

should be in a position to meet all obligatioﬁs to customers and counterpanies and generaté

resources to wind-down its operations in an orderly manner without the need of a formal

proceeding. The Net Capital Rule operates by requiring a broker-dealer to perform two

.21

e Pub. L. No. 111-203 § 939.

See
= See 17 CFR 240.15¢3-1(a).




calculations: (1) a corhputétion of required minimum net capital; and (2) a computation of actual
net capital. A broker-dealer must ensure that its actual net capital exéeeds its minimum net
capital requirement at all times.

To calculate its actual net capital, a broker-dealer first computes its net worth in
accordance with generally accepted accounting principles and then adds to this amount certain
subordinated liabilities. From that figure, the broker-dealer subtracts assets not readily
convertible into cash, such as intangible assets, fixed assets, and most unsecured recc:ivables.
The broker-dealer then subtracts prescribed percentages of the market value of securities owned
by the broker-dealer (otherwise known as “haircuts”) to discount for potential market
movements. A primary purpose of these haircuts is to provide a margin of safety against losses
that might be incurred by the broker-dealer as a result of market ﬂuctuatic;ns; in the prices of, or
lack of liquidity in, its proprietary positions. The resulting figure is the broker-dealer’s net
capital.

The Net Capital Rule currently applies a lower haircut to certain types of securities held
by a broker-dealer if the securities are rated in higher rating categories by at least two NRSROs,
since those securities typically are more liquid and less volatile in price than securities that are
rated in the lower categories or are unrated. Currently, to receive the benefit of a reduced haircut
6n commercial paper, the commercial paper must be rated in one of the three highest rating
categories by at least two NRSROs.? To receive the benefit of a reduced haircut on a
nonconvertible debt security and preferred stock, the security must be rated in one of the four

highest rating categories by at least two NRSROs. >

» 17 CFR 240.15¢3-1(c)(2)(Vi)(E).
# 17 CFR 240.15¢3-1(c)(2)(V)(FX1) and (c)2)(Vi}(H).
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In conformance with the Dodd-Frank Act, the Commission is proposing to remove from .
the Net Capital Rule all references to credit ratings and substitute an alternative standard of
creditworthiness. Specifically, in place of the current Net Capital Rule references to credit
ratings, the Commission is proposing that a broker-dealer take a 15% haircut on its proprietary
positions in commercial paper, nonconvertible debt, and preferred stock unless the broker-dealer
has a process for determining creditworthiness that satisfies the criteria described below.
However, commercial paper, nongonvertible debt, and preferred stock without a read; market
would remain subject to a 100% haircut.?® The 5% haircut is derived from the catchall haircut
amount that applies to a security not specifically identified in the Net Capital Rule as héving an
asset-class specific haircut, provided the security is otherwise deemed to ha\{e a ready market.”®
Itis also thé haircut applicable to most equity securities.?’
If a broker-dealer establishes, maintains, and enforces written policies and procedures for .
determining creditworthiness under the proposed amendments, the broker-dealer would be
permitted to apply the lesser haircut requirement currently specified in the Net Capital Rule for
commercial paper (i.c., between zero and % of 1%), nonconvertible debt (i.¢., between 2% and
9%), and preferred stock (i.e., 10%) when the creditworthiness standard is satisfied. Under this
proposal, in order to use these lower haircut percentages for commercial paper, nonconvertible

debt, and preferred stock, a broker-dealer would be required to establish, maintain, and enforce

written policies and procedures designed to assess the credit and liquidity risks applicable to a

» ~ The term “ready market” is defined in the Net Capital Rule as “a market in which there exists independent

bona fide offers to buy and sell so that a price reasonably related to the last sales price or current bona fide
competitive bid and offer quotations can be determined for a particular security almost instantaneously and
where payment will be received in settlement of a sale at such price within a relatively short time
conforming to trade custom.” 17 CFR 240.15¢3-3(c)(11).

% 17 CFR 240.15¢3-1(c)2)(vi)(J). Securities without a ready market would remain subject to a 100% '
haircut. 17 CFR 240.15¢3-1(c)(2)(vii).
z 17 CFR 240.15¢3-1(c)(2)(vi)}J).
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. ~ security, and based on this process, would have to determine that the investment has only a
’ “minimal amount of credit risk.”
Under the proposed amendments, a broker-dealer, when assessing credit risk, could
consider the following factors, to the extent appropriate, with respect to each security:™®
- Credit spreads (i.c., whether it is possible to demonstrate that a position in
commercial paper, nonconvertible debt, and preferred stock is subject to a minimal
amount of credit risk based on the spread between the security’s yield andhthe yield of
Treasury or other securities, or based on credit default swap spreads that reference the
security); |

« Securities-related research (i.e., whether providers of securities-related research

believe the issuer of the security will be able to meet its financial commitments,
. generally, or specifically, with respect to securities held by the broker-dealer);

. Interna! or external credit risk assessments (L.€., whether credit assessments
developed internaily by the broker-dealer or externally by a credit rating agency,
irrespective of its status as an NRSRO, expfess a view as to the credit risk associated
with a particular security);

«  Default statistics (i.e., whether providers of credit information relating to securities
express a view that speciﬁé securities have a probability of default consistent with
other securities with a minimal amount of credit risk);

. Inclusion on an index (i.., whether a security, or issuer of the security, is included as
a component of a recognized index of instruments that are subject to a minimal

amount of credit risk);

This list of factors is not meant to be exhaustive or mutually exclusive:
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*  Priorities and enhancements (i.e., the extent to which a security is covered by credit .
enhancements, such as overcollateralization and reserve accounts, or has priority
under applicable bankruptcy or creditors’ ri ghts provisions);
* Price, yield and/or volume (i.e., whether the price and yield of a security or a credit
default swap that references the security are consistent with other securities t