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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3729 / December 2, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15630 '

ORDER INSTIUTING ADMINISTRATIVE
PROCEEDINGS PURSUANT TO SECTION
203(F) OF THE INVESTMENT ADVISERS
In the Matter of ACT OF 1940, MAKING FINDINGS, AND

IMPOSING REMEDIAL SANCTIONS
CHARLES J. DUSHEK, and

CHARLES S. DUSHEK,

Respondents.

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 203(f) of the Investment Advisers Act of 1940 (“Advisers Act”) against Charles J. Dushek

(“Dushek Sr.”) and Charles S. Dushek (“Dushek Jr.”) (collectively, “Responden\ts” or the
“Dusheks™) _ o

IL

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offers™) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings

herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings and the findings contained in Section IIL3 below, which are admitted, Respondents
consent to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 203 43}

/o




of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.

IIL.
On the basis of this Order and Respondents’ Offers, the Commission finds that:

L. Dushek Sr., age 69, resides in Warrenville, Illinois. From 2008 through
2013 Dushek Sr. was the president and co-owner of Capital Management Associates, Inc.
(*CMA™), an investment adviser registered with the lllinois Securities Department but not the
Commission. During that period, Dushek Sr. was registered with the Illinois Securities Department
as an investment adviser representative for CMA. Throughout that period, CMA and Dushek Sr.
were engaged in the business of advising CMA clients, for compensation, about investments in
securities. :

2. Dushek Jr., age 37, resides in lllinois. From 2008 through 2013, Dushek Jr.
worked at and co-owned CMA. Dushek Jr.’s most recent titie at CMA was vice president of
administration. Throughout that period, CMA was engaged in the business of advising CMA
clients, for compensation, about investments in securities.

3 On October 9, 2013, a judgment was entered by consent against each of the
Dusheks, permanently enjoining them from future violations of Section 10(b) of the Securities
Exchange Act of 1934 and Rule 10b-5 thereunder, and Sections 206(1) and 206(2) of the Advisers
Act, in the civil action entitled Securities and Exchange Commission v. Charles J. Dushek, et al.,
Civil Action Number 1:13-CV-3669, in the United States District Court for the Northern District of
Illinois.

4. The Commission’s complaint in the civil action alleges that from 2008 to
2012, the Dusheks participated in a “cherry. picking” scheme through CMA. According to the
complaint, the Dusheks engaged in cherry picking by assigning profitable trades to themselves, and
~ unprofitable trades to CMA clients. The complaint further alleges that the Dusheks assigned
millions of dollars of profits to themselves, and assigned millions of dollars of losses to the clients.
Additionally, the complaint alleges that Dushek Sr. and CMA misrepresented CMA’s proprietary
trading activities in a brochure distributed to clients.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondents’ Offers. ‘

Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act that
Respondent Dushek Sr. 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.



Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act that
Respondent Dushek Jr. 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 Respondents will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: " (a) any
disgorgement ordered against the Respondents, whether or not the Commission has fully or
partially waived payment of such disgorgement; (b) any arbitration award related to the conduct
that served as the basis for the Commission order; (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

o . O
By Kevin M. O'Neill
Deputy Secretary
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Before the . s
SECURITIES AND EXCHANGE COMMISSION. &”7”7 5. 0 ﬂt’/ / N d

Jhagpot
SECURITIES ACT OF 1933 :
Release No. 9489 / December 3, 2013

ORDER UNDER RULE 602(¢) OF THE
In the Matter of SECURITIES ACT OF 1933 GRANTING A
WAIVER OF THE RULE 602(b)(4) & 602(c)(2)
RBS SECURITIES INC., DISQUALIFICATION PROVISIONS
Respondent.
L.

RBS Securities Inc. (“RBS”) has submitted a letter, dated October 24, 2013, requesting a
waiver of Rules 602(b)(4) and 602(c)(2) disqualifications from relying on the exemption from
registration under Regulation E arising from RBS’s settlement of an injunctive action
commenced by the Commission.

II.

On November 7, 2013, the Commission filed a civil injunctive action in the U.S. District
Court for the District of Connecticut charging RBS with violating Sections 17(a}(2) and (3) of
the Securities Act of 1933 (“Securities Act”). In its complaint, the Commission alleged that the
violations resulted from certain misstatements and omissions made by RBS to the investing
public in 2007 in promoting its $2.2 billion offering of a subprime residential mortgage-backed
security. RBS allegedly misled investors about the quality and safety of their investments by
claiming that the subprime loans backing the multi-billion doHar offering were “generally” in
compliance with the lender’s underwriting guidelines when RBS knew or should have known at
the time that almost 30% of the loans backing the offering deviated so much from the lender’s
underwriting guidelines that they should have been kicked out of the offering entirely. On
November 25, 2013, pursuant to RBS’s consent, the U.S. District Court for the District of
Connecticut entered a Final Judgment permanently enjoining RBS from violating
Sections 17(a)(2) and (3) of the Securities Act, and requiring RBS to pay disgorgement,
prejudgment interest and a civil penalty. !

I11.

The Regulation E exemption is unavailable for the securities of small business investment
company issuers or business development company issuers if the issuer or any of its affiliates is
subject to any order, judgment, or decree of a court “temporarily or permanently restraining or

2 AU




enjoining such person from engaging in or continuing any conduct or practice in connection with
the purchase or sale of securities,” or if, among other things, any investment adviser or
underwriter of the securities to be offered is “temporarily or permanently restrained or enjoined
by any court from engaging in or continuing any conduct or practice in connection with the
purchase or sale of any security.” 17 C.F.R. §§ 230.602 (b)(4) and 230.602(c)(2). Rule 602(e)
of the Securities Act provides, however, that the disqualification “shall not apply . . . if the
Commission determines, upon a showing of good cause, that it is not necessary under the
circumstances that the exemption be denied.” 17 C.F.R. § 230.602(e).

IV.

Based upon the representations set forth in RBS’s request, the Commission has
determined that pursuant to Rule 602(e) under the Securities Act a showing of good cause has
been made that it is not necessary under the circumstances that the exemption be denied as a
result of the Final Judgment. :

Accordingly, IT IS ORDERED, pursuant to Rule 602(6) under the Securities Act, thata

. waiver from the application of the disqualification provisions of Rules 602(b)(4) and 602(c)(2)

under the Securities Act resulting from the entry of the Final Judgment is hereby granted.

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3730 / December 3,2013 -

ADMINISTRATIVE PROCEEDING
File No. 3-15631

ORDER INSTITUTING
In the Matter of ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 203(f) OF THE
COREY RIBOTSKY, 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 203(f) of the Investment Advisers Act of 1940 (“Advisers Act”) against Corey Ribotsky
(“Ribotsky” or “Respondent™).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
- Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.3 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section
203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions (“Order™), as set forth below. '

nI.

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

e




1. Ribotsky, age 42, resides in Glen Head, New York. From November 1999 through
the present, Ribotsky has been the managing member and control person of The NIR Group, LLC
(“NIR”), an unregistered investment adviser. NIR was briefly registered with the Commission for
several months in 2006 but chose to withdraw the firm’s registration.

2, On August 17, 2012, the Commission filed an amended complaint (“Complaint™)
against Ribotsky and NIR in the United States District Court for the Eastern District of New York
alleging that they violated antifraud provisions of the federal securities laws, SEC v. The NIR
Group, LLC, et al., 11-cv-4723 (JFB)(GRB). The Commission’s Complaint alleges, among other
things, that from 2007 through 2009 Ribotsky knowingly made material misrepresentations and
omissions concerning the liquidity and performance of various hedge funds he managed (the
“AJW Funds”). The Complaint also alleges Ribotsky mislead investors when forming the AJW
Master Fund in May 2007. The Complaint further alleges that from July 2004 through June 2009,

Ribotsky misappropriated for his personal use over $1,000,000 of assets from one of the ATW
Funds he managed through NIR.

3. On November 14, 2013, the court entered a final consent judgment against
Ribotsky and NIR, inter alia, permanently enjoining them from violating Section 17(a) of the.
Securities Act of 1933, Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, Sections
206(1), 206(2) and 206(4) of the Investment Advisers Act of 1930 and Rule 206(4)-8 thereunder.

Iv.

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

Accordingly, it is hereby ORDERED:

Pursuant to Section 203(f) of the Advisers Act, that Respondent Ribotsky 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; with the right

to apply for reentry after four years to the appropriate self-regulatory organization, or if there is none, to
the Commission,

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations goveming 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
Secretary

\8sistant Secretary



UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9490 / December 4, 2013

SECURITIES EXCHANGE ACT OF 1934
Release No. 70983 / December 4, 2013

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3514 / December 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15635

ORDER INSTITUTING PUBLIC

In the Matter of ADMINISTRATIVE AND CEASE-AND- -
DESIST PROCEEDINGS PURSUANT TO -
FIFTH THIRD BANCORP SECTION 8A OF THE SECURITIES ACT
and DANIEL POSTON OF 1933 AND SECTIONS 4C AND 21C OF
THE SECURITIES EXCHANGE ACT OF
Respondents. 1934 AND RULE 102(e) OF THE

COMMISSION’S RULES OF PRACTICE,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND CEASE-

AND-DESIST ORDERS AND PENALTIES
I.

The Securities and Exchange Commission (“Commission™) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the Securities Act
of 1933 (“Securities Act”) and Section 21C of the Securities Exchange Act of 1934 (“Exchange
Act”), against Fifth Third Bancorp (“Fifth Third”) and Daniel Poston (“Poston™) (collectively,
“Respondents™) , and that public administrative proceedings be, and hereby are, instituted against
Poston pursuant to Section 4C of the Securities Exchange Act of 1934 (“Exchange Act”) and Rule
102(e)(1)(iii) of the Commission’s Rules of Practice. -

II. -

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offers™) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting Public




Administrative and Cease-and-Desist Proceedings Pursuant to Section 8A of the Securities Act of
1933 and 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 Cease-
and-Desist Orders and Penalties (“Order”), as set forth below. :

I11.

On the basis of this Order and Respondents’ Offers, the Commission finds' that:

SUMMARY

This proceeding results from Fifth Third’s failure to record substantial losses during the
financial crisis by not properly accounting for a portion of its commercial real estate loan portfolio.
In the third quarter of 2008, Fifth Third decided to sell large pools of non-performing commercial
loans.” When Fifth Third decided to sell the loans, Generally Accepted Accounting Principles
(“GAAP”) required the company to reclassify them from “held for investment” to “held for sale,”
and to carry them at fair value.” Because the fair values of these loans were significantly below
Fifth Third’s carrying values, classifying them as held for sale would have resulted in a $169
million impairment, and increased Fifth Third’s pretax loss in the third quarter of 2008 by 132
percent. Fifth Third’s Chief Financial Officer Daniel Poston was familiar with the company’s loan
sale efforts and understood the relevant accounting rules. Nevertheless, he failed to direct that
Fifth Third classify the loans as required, and made statements in a Fifth Third management
representation letter to Fifth Third’s auditors that, in light of the company’s loan sale activities,
were not true. Fifth Third’s and Poston’s accounting violations operated to deceive investors
* during a time of significant upheaval and financial distress for the company.

As the real estate market declined in 2007 and 2008, Fifth Third’s non-performing assets
("NPAs”) increased substantially. In the third quarter of 2008, it became clear that Fifth Third
would no longer be able to rely on its collections and related “work-out” efforts to significantly
reduce its NPAs. The only alternative the company meaningfully considered was selling some of
its non-performing loans. In July 2008, Poston and the other members of Fifth Third’s Corporate
Credit Committee authorized the head of Fifth Third’s commercial banking division (*the EVP”)
to determine the likely sales prices for certain pools of non-performing loans. At the time, Fifth
Third was carrying these loans at about 75 percent of unpaid balances (as a result of allowances for
incurred credit losses and charge-offs taken against the unpaid principal balances). Loan brokers

! 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.
? GAAP prescribes that loans held for sale must be reported at the lower of cost or fair value. Because the )
fair values of all the loans in this matter were below cost, references herein to such reclassification only refer to fair
value. See SOP 01-6, Accounting by Certain Entities {Including Entities With Trade Receivables) That Lend to or

Finance the Activities of Others.




told Fifth Third that the loans would likely sell, on average, for 30 to 41 percent of unpaid
balances.

With Fifth Third’s NPAs continuing to increase, the company’s senior management
decided to pursue a large sale of non-performing commercial loans. In September 2008, Fifth
Third executed engagement agreements with two loan brokers to market and sell loans with
combined balances of $1.5 billion.> Poston was aware that the company’s commercial banking
division had engaged the loan brokers. '

Despite all of the actions that Fifth Third had taken with respect to these loans — including
signing engagement agreements with brokers to sell the loans — the company did not classify the
loans as held for sale and record them accordingly in its Form 10-Q for the third quarter of 2008.
Instead, Fifth Third continued to classify the loans as “held for investment,” which incorrectly
suggested that the company had not made the decision to sell the loans. Poston certified the
accuracy and completeness of Fifth Third’s Form 10-Q for the third quarter of 2008 despite his
knowledge of the company’s loan sales activities and the relevant accounting rules.

In addition, Poston represented to the company’s auditors in Fifth Third’s November 7,
2008 management representation letter for the third quarter of 2008 that the company had no plans
or intentions that may affect the classification of loans, and that the loans Fifth Third had classified
- as held for investment were those that the company had the intent and ability to hold until maturity
or for the foreseeable future. In light of Fifth Third’s intent to sell the loans, these representations
were not true. Fifth Third began receiving and accepting bids for loans that the brokers marketed
about two weeks after Fifth Third’s management representation letter was submitted to the
company’s auditor.

In December 2008, Fifth Third senior management consulted with the company’s board of
directors about management’s decision to sell the non-performing commercial real estate loans
discussed above, as well as additional loans that Fifth Third decided in December 2008 to sell.
Fifth Third did not disclose the impairments resulting from the reclassification of all the loans until
January 22, 2009. The reclassifications resulted in a cumulative $800 million loss. Fifth Third
sold most of the loans at issue in December 2008 and in 2009.

RESPONDENTS

1. Fifth Third Bancorp, a diversified financial services company, is an Ohio
corporation headquartered in Cincinnati, Ohio. With $121 billion in assets, Fifth Third is the
twenty-second largest bank holding company in the United States. Fifth Third’s common stock is
registered with the Commission pursuant to Exchange Act Section 12(b) and trades on NASDAQ.

3 After receiving bids, Fifth Third had the option not to sell any of the loans at issue. Fifth Third began
receiving bids on those loans in November 2008. :




2. Daniel Poston, 55, is a resident of Cincinnati, Ohio, and was Fifth Third’s CFO
from 2009 to October 2013. Poston was previously Fifth Third’s interim CFO (May 2008 to
November 2008), Controller (August 2007 to May 2008 and November 2008 to September 2009),
and Director of Audit (October 2001 to August 2007). Before joining Fifth Third, Poston was a
partner with a large public accounting firm. Poston was a licensed CPA in Ohio until he left public
accounting in September 2001. :

FACTS

* Fifth Third Considers Loan Sales as NPAs Rise and then Takes Steps to Prepare for a Sale

3. From the third quarter of 2007 through the second quarter of 2008, Fifth Third
considered selling pools of non-performing commercial real estate loans.* Though it had generally
held its commercial loans until maturity, Fifth Third considered selling certain of these loans to
deal with a substantial increase in its NPAs’ By selling these loans, Fifth Third would save the
carrying costs of the loans, such as maintaining the properties and paying property taxes; mitigate
the need for additional impairments if workout strategies failed or real estate values continued to
decline; avoid the expenses and delays of foreclosure; and allow Fifth Third to report a stronger
balance sheet. Fifth Third chose not to sell the loans during this period, however, because it
deemed the prices it expected to receive from such sales too low.

3 In the third quarter of 2008, it became clear that Fifth Third’s efforts to work out
the non-performing loans with the borrowers would not be sufficient to significantly reduce the
company’s NPAs, and that the company needed to pursue a large loan sale. Tn July 2008, Poston
and the other members of Fifth Third’s Corporate Credit Committee authorized the EVP to _
determine the likely sales prices for four pools of non-performing loans and review the results with
the Committee. That day, the EVP instructed his staff to prepare for loan sales. The EVP’s direct
report and the head of the commercial bank’s Special Assets Group (“SAG VP?), then told
commercial bank employees, “[ojur intention is to do a large sale using [loan] brokers ....” By the
end of July 2008, Fifth Third had decided to use two loan brokers (“Broker A” and “Broker B™) to
handle a potential sale of loans with combined balances of $700 million.

* All of the loans discussed in this matter involved commercial properties in Michigan and Florida. During

the relevant period, the value of the collateral securing these loans, which were primarily homebuilder-related
properties, was declining at a significant rate.

3 Fifth Third’s NPAs were loans on which the ultimate collectability of the full amount of principal and
interest was uncertain or that had been renegotiated to provide for a reduction or deferral of interest or principal
because of a deterioration in the financial position of the borrower. At year-end 2006, Fifth Third had $271 million
in commercial NPAs. By year-end 2007, commercial NPAs had more than doubled to $672 million,




Fifth Third’s Interim Controller Informs Poston of Potential
Accounting Consequences from Fifth Third’s Loan Sale Activities

5. In July and August 2008, Broker A and Broker B both discussed with Fifth Third
the potential accounting consequences of the company obtaining “indicative pricing” —i.¢. the
brokers’ expert opinions of what the sales prices were likely to be for the loans. Broker A told the
SAG VP that one of Fifth Third’s competitors had told Broker A that an audit firm had required
the competitor to re-classify loans from held for investment to held for sale when it had obtained
indicative pricing from a loan broker, and, consistent with the GAAP requirement to report the
loans at fair value, to mark the loans down to the indicative prices it had received from the loan
broker, regardless of whether the company sold the loans. After learning of this development, an
employee in Fifth Third’s risk group sought advice from Fifth Third’s interim Controller, noting
“[a]s we continue to work on potential commercial loan sales ... we want to be sure that if we £0

out to get indicative prices from brokers that we do not need to mark those loans to market based
on those bids.” o

6. Broker B asked the SAG VP whether Fifth Third “even wanted [indicative]
pricing” on the loans it was considering selling. Broker B told the SAG VP that their “early
indications are very low” and that Fifth Third’s “peers have not wanted this info, because of the
accounting rulings.” Broker B also asked the SAG VP whether Fifth Third “had the budget set
forth for such a large potential [charge-off].”™ The risk group employee forwarded an email from
the SAG VP summarizing this discussion to the interim Controller, and again asked for
“confirmation from Accounting before we have the vendor send the pricing information that we
will not be forced to take a mark on the loans based on indicative pricing quotes.”

‘ 7. In the same email chain, the risk group employee expressed his understanding to
the interim Controller that Fifth Third should not have to classify these loans as held for sale

because the company had not decided to sell them, and would be using the indicative pricing to
help it decide whether to proceed with a sale. :

8. On August 4, the mterim Controller recommended to his colleagues that they “hold
off on receiving any specific pricing information since it may imply an intent to sell, [and] thereby
require us to classify them as [held for sale] and take a mark to adjust the loans to those prices. . .
(emphasis in original). The interim Controller then forwarded the emails to Poston, who was
serving as Fifth Third’s Chief Financial Officer on an interim basis, and explained that he had
“provided verbal/tentative guidance to [the risk group employee] that the receipt of bids on specific
loans or pools of loans may be viewed as being inconsistent with the positive intent to hold a loan

§ The reference to potential charge-off refers to the impairment that Fifth Third would need to recognize to

record the loans at fair value upon the reclassification of the loans from held for investment to held for sale.




to maturity and therefore might call into serious question the classification of such loans to the
extent they remained [classified as held for investment].””

9. Fifth Third subsequently obtained indicative pricing only orally from the two loan
brokers. On August 5, Broker A prepared two pricing analyses for Fifth Third: one containing
Broker A’s most current pricing analysis and a second “that we can send to Fifth Third[]. Pricing
mformation has been removed. . . .” The following day, one of Broker A’s principals informed his-
colleagues that he had given Fifth Third pricing orally, by broad categories. On August 5, Broker
B sent the SAG VP a list of loans that Broker B recommended for sale that included the unpaid -
custorner balances for each loan, but no pricing mformation. In an August 7 email, the SAG VP
stated he received “verbal numbers” from Broker B. '

10.  Poston, who had previously served as Fifth Third’s Controller and would return to
that role in November 2008, understood the relevant accounting rules.

Fifth Third Retains Loan Brokers to Sell Loans

H.  During the August 15 meeting of the Fifth Third Enterprise Committee (which was
comprised of Fifth Third’s Chief Executive Officer and his direct reports, including Poston and the
EVP, but not the interim Controller), the EVP’s team presented an analysis of the potential loan
sales estimating that, based on the brokers’ indicative pricing, selling the $700 million of loans
they had identified would result in Fifth Third recording a $272 million impairment. The -
Enterprise Committee decided to delay a decision on whether to proceed with the contemplated
loan sales until the following week’s meeting.

12. As.itsaw its commercial NPAs continuing to increase, Fifth Third began
considering an even larger loan sale. Bank executives considered two options: proceeding with
the 5700 million loan sale they had been contemplating or pursuing a $2 billion loan sale, which
would include the $700 million in loans they had already been discussing with the brokers.

13. During the August 22 Enterprise Committee meeting that Poston and other senior
executives attended, Fifth Third decided to pursue a larger sale than the company had been
discussing with the loan brokers. After identifying additional loans to include in a larger sale, Fifth
Third entered into engagement agreements with Broker A and Broker B in September 2008, which
evidenced that the company had formed the intent to sell the loans. The agreements provided that

7 The interim Controller also indicated that he and his team would research the issue and report back. The
interim Controller and his team consulted, among other things, Fifth Third’s draft policy regarding loan
classification, which mirrors.the Interagency Guidance on Certain Loans Held for Sale {2001) and a 2007 speech by
an SEC accounting fellow on Joan classification, which conveys the SEC staff’s belief that the classification of loans’
as held for investment or held for sale is dependent on management intent, and that management should make a
positive assertion regarding its ability and intent to hold or sell loans and classify them accordingly. The interim
Controller, who believed that the company continued to have the intent to hold the loans until maturity or for the
foreseeable future, concluded that a receipt of indicative bids was not, by itself, a bright light indicator that an issuer
had decided to sell loans. '



the brokers would help Fifth Third market and sell loans totaling about $1.5 billion. Poston was
aware that the company’s commercial banking division had engaged the loan brokers.®

Fifth Third Fails to Reclassify Loans as Required

14. Though Fifth Third had entered into engagement agreements with the brokers to
facilitate a sale, which evidenced that the company had formed the intent to sell the loans, the
company did not reclassify the loans from held for investment to held for sale prior to the filing of
its Form 10-Q for the quarter ended September 30, 2008.

15. During its earnings call in October 2008 and in the Form 10-Q that it filed in
November 2008 — which occurred during a time of significant economic upheaval and financial
distress for Fifth Third — Fifth Third reported a pretax loss of $128 million for the third quarter of
2008. Had Fifth Third reclassified the loans that were the subject of the engagement agreements as
required by GAAP, it would have reported a pretax loss of $297 million.® As Fifth Third’s Chief
Financial Officer, Poston signed the company’s Form 10-Q for the quarter ended September 30,
2008 and certified the accuracy and completeness of its contents. :

Poston Makes Representations to Fifth Third’s Auditors
" that, in Light of the Company’s Loan Sale Activities, were Not True

16.  Though he was familiar with Fifth Third’s loan sale activities and understood that
another audit firm may have required a competitor to reclassify loans based on having received
indicative pricing, neither Poston, nor anyone else at Fifth Third, sought advice from the
company’s outside auditor, Deloitte & Touche, regarding the appropriate classification of the loans
at 1ssue.

17.  On November 7, Poston signed Fifth Third’s management representation letter to
Deloitte, which states, “[t}he Bancorp has no plans or intentions that may affect the carrying value
or classification of assets and liabilities” and “[t]he Bancorp has properly classified loans on the
condensed consolidated balance sheets as held for sale or held for investment, based on the
Bancorp’s intent with respect to those loans.” In light of Fifth Third’s intent to sell the loans, these
representations were not true.

_ 18.  Fifth Third began receiving and accepting bids for loans that the brokers marketed
about two weeks after Fifth Third’s management representation letter was submitted to Deloitte.
Fifth Third’s senior management consulted with the company’s board of directors in December

5 In October 2008, Fifth Third received additional pricing information from the brokers and authorized them
to begin marketing the loans and soliciting bids from potential buyers.

? The impairment from the reclassification was $169 million. This was less than the $272 million expected
impairment as of August 15 because Fifth Third increased its partial charge-offs and reserves for the loans at issue
between then and September 30.



2008 about its decision to sell the loans discussed above along with additional loans that Fifth
Third decided in December 2008 to sell. Fifth Third did not disclose the impairment resulting
from the reclassification of all the loans until January 22, 2009, when it released its earnings for the
fourth quarter of 2008. Fifth Third sold most of the loans at issue in December 2008 and in 2009.

VIOLATIONS

19. Securities Act Section 17(a)(2) prohibits any person from obtaining money or
property in the offer or sale of securities by means of any untrue statement of a material fact or any
omission to state a material fact necessary in order to make the statements made, in light of the
circumstances under which they were made, not misleading,

20.  Securities Act Section 17(a)(3) prohibits any person from engaging in any
transaction, practice, or course of business which operates or would operate as a fraud or deceit
upon the purchaser in the offer or sale of securities.

21. Exchange Act Section 13(a) and Rule 13a-13 thereunder require that every issuer
of a security registered pursuant to Exchange Act Section 12 file with the Commission, among
other things, quarterly reports as the Commission may require, and, pursuant to Rule 13a-14,
mandate, among other things, that an issuer’s principal financial officer certify each periodic
report. ‘

22. Exchange Act Section 13(b)(2)(A) requires reporting companies to make and
keep books, records and accounts which, in reasonable detail, accurately and fairly reflect their -
transactions and dispositions of their assets. )

23.  Exchange Act 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 GAAP.

24.  Exchange Act Rule 13b2-1 prohibits any person from directly or indirectly
falsifying or causing to be falsified any book, record or account subject to Exchange Act Section

13(b)(2)(A).

25. Exchange Act Rule 13b2-2 prohibits, among other things, officers of issuers from
directly or indirectly making or causing to be made a matenially false or misleading statement, or
omitting to state any material fact necessary in order to make statements made, 1 light of the
circumstances under which such statements were made, not misleading to an accountant in
connection with any quarterly review or the preparation or filing of any document or report
required to be filed with the Commission.




26, As aresult of the conduct described above, Fifth Third violated Securities Act
Sections 17(a)(2) and 17(a)(3), and Exchange Act Sections 13(a) and Rule 13a-13 because its
financial statements failed to record its commercial real estate loans appropriately under GAAP.

27.  Asaresult of the conduct described above, Fifth Third violated Exchange Act
Sections 13(b)(2)(A) and 13(b)(2)(B) because it failed to make and keep appropriate books and
records and devise and maintain a system of internal accounting controls sufficient to provide
reasonable assurances that it valued its commercial real estate loans in accordance with GAAP.

28. As a result of the conduct described above, Poston willfully violated Securities Act
Section 17(a)(3) and Exchange Act Rules 13a-14, 13b2-1, and 13b2-2 and caused and willfully
aided and abetted Fifth Third’s violations of Securities Act Sections 17(a)(2) and 17(a)(3) and
Exchange Act Sections 13(a), 13(b)}(2)(A), and 13(b)(2)(B) and Rule 13a-13 because he failed to
ensure that Fifth Third appropriately recorded its commercial real estate loans: certified that Fifth
Third’s financial statements were prepared in accordance with GAAP; and made representations in
a Fifth Third management representation letter to Fifth Third’s auditors regarding the company’s
classification of commercial loans that, in light of Fifth Third’s intent to sell loans, were not true.'®

Iv.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent Fifth Third Bancorp’s and Respondent Daniel Poston’s Offers.

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

A, Fifth Third Bancorp shall cease and desist from committing or causing any
violations and any future violations of Securities Act Sections 17(a)(2) and 17(a)(3) and Exchange
Act Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) and Rule 13a-13 thereunder.

B. Daniel Poston shall cease and desist from committing or causing any violations and
any future violations of Securities Act Sections 17(a)(2) and 17(a)(3) and Exchange Act Sections
13(a), 13(b)(2)(A) and 13(b)(2)(B) and Rules 13a-13, 13a-14, 13b2-1, and 13b2-2 thereunder,

C. Daniel Poston is denied the privilege of appearing or practicing before the
Commission as an accountant.

1 This use of the word “willful” does not reflect a finding that Poston acted with the intention to violate the
taw or knowledge that he was doing so. As used in the governing provisions of law, “willfully” means only that the
actor “intentionally committed the act which constitutes the violation.” T: ager v. SEC, 344 F.2d 5, 8 (2d Cir. 1965);
see also Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000). “There is no requirement that the actor also be aware
that he is violating one of the Rules or Acts . . . .” Tager, 344 F.2d at 8.




D. After one year from the date of this order, Respondent Poston 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 Poston’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 mdependent accountant. Such'an application must satisfy the
- Commission that: :

() Respondent Poston, or the public accounting firm with which he is
associated, is registered with the Public Company Accounting Oversight Board (*Board”) in
accordance with the Sarbanes-Oxley Act of 2002, and such registration continues to be effective;

(b) Respondent Poston, or the registered public accounting firm with
which he is associated, has been inspected by the Board and that inspection did not identify any
criticisms of or potential defects in the respondent’s or the firm’s quality control system that
would indicate that the respondent will not receive appropriate supervision;

(c) Respondent Poston has resolved all disciplinary issues with the
Board, and has complied with all terms and conditions of any sanctions imposed by the Board
(other than reinstatement by the Commission); and

(d) Respondent Poston acknowledges his responsibility, as long as
‘Respondent Poston appears or practices before the Commission as an independent accountant, to
comply with all requirements of the Commission and the Board, including, but not limited to, ail

requirements relating to registration, inspections, concurring partner reviews and quality control
standards. '

E. The Commission will consider an application by Respondent Poston 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 Comumission
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 Poston’s character, integrity, professional conduct, or qualifications to appear or
practice before the Commission.

F. Respondent Fifth Third shall, within 14 days of the entry of this Order, pay a civil
money penalty in the amount of $6,500,000 to the United States Treasury. If timely payment is not
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made, additional interest shall accrue pursuant to 31 U.S.C. §3717. Payment must be made in one
of the following ways: '

(1) Respondent may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instrctions upon request; _
(2) Respondent may make direct payment from a bank account via Pay.gov through the
SEC website at http://'www.sec.gov/about/offices/ofim htm; or -

(3) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying Fifth
Third as a Respondent in these proceedings, and the file number of these proceedings; a copy of
the cover letter and check or money order must be sent to Stephen L. Cohen, Esq., Associate
Director, Division of Enforcement, Securities and Exchange Commission, 100 F St., NE,
Washington, DC 20549.

G. - Respondent Daniel Poston shall, within 14 days of the entry of this Order, pay a
civil money penalty in the amount of $100,000 to the United States Treasury. If timely payment is
not made, additional interest shall accrue pursuant to 31 U.S.C. §3717. Payment must be made in .
one of the following ways: '

(1) Respondent may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;

(2) Respondent may make direct payment from a bank account via Pay.gov through the
SEC website at http://www.sec. gov/about/offices/ofim. htm; or

(3) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying
Poston as a Respondent in these proceedings, and the file number of these proceedings; a copy of
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the cover letter and check or money order must be sent to S:[ephen L. Cohen, Esq., Associate
Director, Division of Enforcement, Securities and Exchange Commission, 100 F St., NE,
Washington, DC 20549,

H. Pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, as amended, the
Commission may order that any civil money penalty paid by Fifth Third and Poston be used to
create a Fair Fund for the benefit of injured investors. If the Commission does not create a Fajr
Fund, the Commission will order the transfer of any civil money penalty paid by Respondents to
the United States Treasury in accordance with Section 21F(g) of the Securities Exchange Act of
1934 for the Investor Protection Fund. Regardless of whether any such Fair Fund distribution is
made, amounts ordered to be paid as civil money penalties pursuant to this Order shall be treated as
penalties paid to the government for all purposes, including all tax purposes. To preserve the
deterrent effect of the civil penalty, Respondents agree that in any Related Investor Action, they
shall not argue that they are entitled to, nor shall they benefit by, offset or reduction of any award
of compensatory damages by the amount of any part of Respendents’ payments of civil penalties in
this action ("Penalty Offsets"). If the court in any Related Investor Action grants such Penalty
Offsets, Respondents agree that they shall, within 30 days after entry of a final order granting
Penalty Offsets, notify the Commission's counsel in this action and pay the amounts of Penalty
Offsets to the United States Treasury or as the Commission directs. Such payments shall not be
dcemed additional civil penalties and shall not be deemed to change the amounts of the civil
penalties imposed in this proceeding. For purposes of this paragraph,.a "Related Investor Action”
means a private damages action brought against either Fifth Third or Poston by or on behalf of one
or more investors based on substantially the same facts as alleged in the Order instituted by the
Commission in this proceeding, : :

By the Commission.

Elizabeth M. Murphy

Secretary
s WWQ

By:WUill M. Petersg
Assistant Secrgtary
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. UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9491 / December 4,2013

SECURITIES EXCHANGE ACT OF 1934
Release No. 70984 / December 4,2013

ADMINISTRATIVE PROCEEDING
File No. 3-15635

ORDER UNDER SECTION 27A(b) OF THE

In the Matter of SECURITIES ACT OF 1933 AND SECTION
21E(b) OF THE SECURITIES EXCHANGE
FIFTH THiRD BANCORP ACT OF 1934, GRANTING WAIVERS OF
THE DISQUALIFICATION PROVISIONS OF
Respondent, SECTION 27A(b)(1)(A)(ii) OF THE

SECURITIES ACT OF 1933 AND SECTION
: : - 21E(b)(1)(A)(i) OF THE SECURITIES
. . EXCHANGE ACT OF 1934

Fifth Third Bancorp has submitted a letter, dated December 3, 2013, requesting a waiver of
the disqualification provisions of Section 27A(BY()(AXii) of the Securities Act of 1933 (**Securities
Act”y and Section 21 E(b)(1)(A)(ii) of the Securities Exchange Act of 1934 (“Exchange Act’”)
arising from its then-anticipated settlement of an administrative proceeding instituted by the

- Commission.

On December 4, 2013, pursuant to an Offer of Settlement submitted by Fifth Third, the
Commission issued an Order instituting Public Administrative and Cease-and-Desist
Proceedings Pursuant to Section 8A of the Securities Act 0f'1933 and 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 Cease-and-Desist Orders and Penalties
(“Order”) against Fifth Third. The Order found that Fifth Third violated Securities Act Sections
17(a)(2) and 17(a)(3), and Exchange Act Sections 13(a) and Rule 13a-13 because its financial
statements failed to record its commercial real estate loans appropriately under GAAP; that
Fifth Third violated Exchange Act Sections 13(b)(2)(A) and 13(b)(2)(B) because it failed to
make and keep appropriate books and records and devise and maintain a system of internal
accounting controls sufficient to provide reasonable assurances that 1t valued its commercial
real estate loans in accordance with GAAP; it ordered Fifth Third to cease and desist from
committing or causing any violations and any future violations of those provisions; and required

_ . that Fifth Third pay a penalty.




The safe harbor provisions of Section 27A(c) of the Securities Act and Section 21 E(c) of
the Exchange Act are not available for any forward looking statement that is “made with respect
to the business or operations of the issuer, 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— (I} prohibits future
violations of the antifraud provisions of the securities laws; (I} requires that the issuer cease
and desist from violating the antifraud provisions of the securities laws; or (HI) determines that
the issuer violated the antifraud provisions of the securities laws[.]” Section 2TA(bY1)(A)i) of
the Securities Act and Section 21E(b)(1)(A)(ii) of the Exchange Act. The 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 Fifth Third’s December 3, 2013 waiver request,

~ and on other considerations, the Commission has determined that, under the circumstances, the

request for a waiver of the disqualifications resulting from the issuance of the Order is
appropriate and should be granted.

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 disqualifications under Section
27A(b)(1)(A)X(ii) of the Securities Act and Section 2TE(b)(1)(AXii) of the Exchange Act that
would result from the issuance of the Commission’s Order against Fifth Third is hereby granted.

By the Commission.

Elizabeth M. Murphy
Secretary

Bydill M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 70973 / December 4, 2013

ADMINISTRATIVE PROCEEDING
* File No. 3-15632

In the Matter of
Community Alliance, Inc., | ORDER INSTITUTING
Defi Global, Inc., ADMINISTRATIVE PROCEEDINGS
Easy Energy, Inc., AND NOTICE OF HEARING
Industry Concept Holdings, Inc., and PURSUANT TO SECTION 12(j) OF
Transworld Benefits International, Inc., THE SECURITIES EXCHANGE ACT
OF 1934
Respondents.

I

" The Securities and Exchange Commission (“Commission™) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents Community Alliance, Inc., Defi Global,
Inc., Easy Energy, Inc., Industry Concept Holdings, Inc., and Transworld Benefits

“International, Inc.

IL.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. Community Alliance, Inc. (CIK No. 1443202) is a defaulted Nevada
corporation located in Laguna Beach, California with a class of securities registered with
the Commission pursuant to Exchange Act Section 12(g). Community Alliance 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 August 31, 2010, which reported a
net loss of $6,396 for the prior three months. As of November 26, 2013, the company’s
stock (symbol “COMA”) was quoted on OTC Link (previously, “Pink Sheets™) operated
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by OTC Markets Group, Inc. (“OTC Link™), had three market makers, and was eligible
for the “piggyback” exception of Exchange Act Rule 15¢2-11()(3).

2. Defi Global, Inc. (CIK No. 1109219) is a void Delaware corporation located in
Scottsdale, Arizona with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). Defi Global 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, 2010, which reported a net loss of over $2.3 million for the
prior nine months. As of November 26, 2013, the company’s stock (symbol “LCHL”)
was quoted on OTC Link, had seven market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11()(3).

3. Easy Energy, Inc. (CIK No. 1415397) is a Nevada corporation located in Las
Vegas, Nevada with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). Easy Energy 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, 2010, which reported a net loss of $482,087 for the prior
nine months. As of November 26, 2013, the company’s stock (symbol “ESYE”) was
quoted on OTC Link, had five market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11(f)(3).

4. Industry Concept Holdings, Inc. {CIK No. 1418730) is a delinquent Colorado
corporation located in Vernon, California with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Industry Concept 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, 2010, which reported a deficit of
over $1.24 million for the prior three months. As of November 26, 2013, the company’s
stock (symbol “INHL”) was quoted on OTC Link, had five market makers, and was
eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

5. Transworld Benefits International, Inc. (CIK No. 1107445) is a suspended
California corporation located in Newport Beach, California with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). Transworld is
delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form 10-QSB for the period ended December 31, 2007, which
reported a net loss of over $2.9 million for the six months ended December 31, 2007. As
of November 26, 2013, the company’s stock (symbol “TBII”") was quoted on OTC Link,
had six market makers, and was eligible for the “piggyback” exception of Exchange Act
Rule 15¢2-11(H(3).

B. DELINQUENT PERIODIC FILINGS

6. As discussed in more detail above, all of the Respondents are delinquent in
their periodic filings with the Commission, 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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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
Commuission 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.

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

1.

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 11 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 I 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 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,
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

By:UJill M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 70975 / December 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15633

In the Matter of
Catch By Gene, Inc., ORDER INSTITUTING
Four Star Holdings, Inc., ADMINISTRATIVE PROCEEDINGS
Great Spirits, Inc., : AND NOTICE OF HEARING
Solid Management Corp., PURSUANT TO SECTION 12(j) OF
Shatrusen, Inc., and THE SECURITIES EXCHANGE ACT
Texas Sweet Crude Oil Corp., 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 Catch By Gene, Inc., Four Star Holdings,
Inc., Great Spirits, Inc., Solid Management Corp., Shatrusen, Inc., and Texas Sweet
Crude Oil Corp.

IL
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. Catch By Gene, Inc. (CIK No. 1497590} is a revoked Nevada corporation
located in Gangwon-do, Korea with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Catch By Gene 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, 2010, which reported a net loss of $248,558 for
the prior nine months. As of November 26, 2013, the company’s stock (symbol
“CBYG”) was quoted on OTC Link (previously, “Pink Sheets™) operated by OTC
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Markets Group, Inc. (“OTC Link™), had four market makers, and was eligible for the
“piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

2. Four Star Holdings, Inc. (CIK No. 1433605) is a dissolved Florida corporation
located in Odenville, Alabama with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Four Star 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, 2010, which reported a net loss of $689,214 for the prior
nine months. As of November 26, 2013, the company’s stock (symbol “FSTH”) was
quoted on OTC Link, had six market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11(f)(3).

3. Great Spirits, Inc. (CIK No. 1407412) is a Colorado corporation located in
Granbury, Texas with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). Great Spirits 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, 2010, which reported a net loss of $315,826 for the prior
nine months. As of November 26, 2013, the company’s stock (symbol “GSPS™) was
quoted on OTC Link, had five market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11(£)(3).

4. Solid Management Corp. (CIK No. 1088205) is a permanently revoked
Nevada corporation located in Vancouver, British Columbia, Canada with a class of
securities registered with the Commission pursuant to Exchange Act Section 12(g). Solid
Management is delinquent in its periodic filings with the Commission, having not filed
any periodic reports since it filed a Form 10-KSB for the period ended March 31, 2002,
which reported a net loss of $7,843 for the prior twelve months.

5. Shatrusen, Inc. (CIK No. 1425035) is a revoked Nevada corporation located in
Ocala, Florida with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). Shatrusen is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-QSB for the
period ended September 30, 2001, which reported a net loss of $3,851 for the prior nine
months,

6. Texas Sweet Crude Oil Corp. (CIK No. 1389871) 1s a forfeited Delaware
corporation located in Melbourne, Florida with a class of securities registered with the
Commuission pursuant to Exchange Act Section 12(g). Texas Sweet Crude 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, 2010, which reported a net loss of
$55,515 for the prior nine months. As of November 26, 2013, the company’s stock
(symbol “TXSC”) was quoted on OTC Link, had seven 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 1n
their periodic filings with the Commission, have repeatedly failed to meet their
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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.

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

III.

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

A, Whether the allegations contained in Section II 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 them upon consideration of this Order,
the allegations of which may be deemed to be true as provided by Rules 155(a), 220(f),



221(f), and 310 of the Commission’s Rules of Practice [17 CF.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310].

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

i Pt
By: (il M. Peterson
ssistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

December 4, 2013
In the Matter of
Catch By Gene, Inc.,
Four Star Holdings, Inc.,
Great Spirits, Inc., and ORDER OF SUSPENSION OF

Texas Sweet Crude Oil Corp. TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there 1s a lack of
current and accﬁratc information concerning the securities of Catch By Geﬁe, Inc.
because it has not filed any periodic reports since the period ended September 30, 2010.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information conceming the securities of Four Star Holdings, Inc.
because it has not filed any periodic reports since the period ended September 30, 2010.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Gfeat Spirits, Inc. because 1t
has not filed any periodic reports since the pertod ended September 30, 2010.

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

current and accurate information concerning the securities of Texas Sweet Crude Oil
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. Corp. because it has not filed any periodic reports since the period ended September 30,
2010.
The Commission fs of the opinion that the public interest and the protection of
investors require a éuspension of trading in the securities of the above-listed companies.
Therefore, it is ordered, pursnant 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 a.m. EST on December 4, 2013, through 11:59 p.m. EST on December
17, 2013.

By the Commission.

Elizabeth M. Murphy
Secretary

%ﬁ/%m/

it M. Peterson

By: Jill f
Assistant Secretary



S

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

December 4, 2013
In the Matter of
Community Alliance, Inc.,
Defi Global, Inc.,
Easy Energy, Inc., ORDER OF SUSPENSION OF
Industry Concept Holdings, Inc., and TRADING

Transworld Benefits International, 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 Community Alliance, Inc.
because it has not filed any periodic reports since the period ended August 31, 2010.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Defi Global, Inc. because it
has not filed any periodic reports since the period ended September 30, 2010. v

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Easy Energy, Inc. because it
has not filed any periodic reports since the period ended September 30, 2010.

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

current and accurate information concerning the securities of Industry Concept Holdings,
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Inc. because it has not filed any periodic reports since the period ended September 30,
2010.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate infonnatioﬁ concerning the securities of Transworld Benefits
International, Inc. because it has not filed any periodic reports since the period ended
December 31, 2007.

The Commission is of the optnion 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 a.m. EST on December 4, 2013, through 11:59 p-m. EST on December
17, 2013.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Jitt ag, Peforson
Assistant Secretary




UNITED STATES OF AMERICA
Before the .
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 70980 / December 4, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3731 / December 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15634

ORDER INSTITUTING

In the Matter of ADMINISTRATIVE PROCEEDINGS
‘ PURSUANT TO SECTION 15(b)} OF
Nicholas J. Polito, Jr., THE SECURITIES EXCHANGE
ACT OF 1934 AND SECTION 203(f)
Respondent. OF THE INVESTMENT ADVISERS
ACT OF 1940, MAKING FINDINGS,
AND IMPOSING REMEDIAL
SANCTIONS

I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act™) and Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act”) against Nicholas J. Polito, Jr. (“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, Respondent consents to the Commission’s
jurisdiction over him and the subject matter of these proceedings and to the entry of this Order
Instituting Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of
1934 and Section 203(f) of the Investment Advisers Act of 1940; Making Findings, and Imposing
Remedial Sanctions (“Order™), as set forth below.

e



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

1. Polito, age 66, is a resident of Pennsylvania. From 2005 to August 2010,
Polito was an employee of PNC Investments LLC, which is a broker-dealer registered
with the Commission and an investment adviser registered with the Commission.

2. On October 17, 2012, Polito pleaded guilty to one count of bank fraud in
violation of Title 18 United States Code, Section 1344 before the United States District
Court for the Middle District of Pennsylvania, in United States v. Nicholas J. Polito, Jr.,
Crim. Information No. 3-CR-12-261. On May 6, 2013, a judgment in the criminal case
was entered against Polito. He was sentenced to a prison term of 42 months followed by
three years of supervised release and ordered to make restitution in the amount of
$673,349.44,

3. The count of the criminal information to which Polito pleaded guilty
alleged, among other things, that, from 2005 to on or about November 16, 2011, Polito
knowingly executed a scheme or artifice to defraud PNC Bank and to fraudulently obtain
money from the bank’s customer accounts by, among other means, forging investor’s
names on checks and falsifying investment account statements.

IV.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act
and Section 203(f) of the Advisers Act that Respondent Polito 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; 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 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 orgamzation 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

Wt ez

ill M. Peterson |
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

 SECURITIES EXCHANGE ACT OF 1934

Release No. 70987 / December 5, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15636

In the Matter of ORDER INSTITUTING
ADMINISTRATIVE
1CC Worldwide, Inc., PROCEEDINGS AND NOTICE
Innova Pure Water, Inc., OF HEARING PURSUANT TO
Paladin Holdings, Inc., | SECTION 12(j) OF THE
. Performing Brands, Inc., SECURITIES EXCHANGE ACT
Petrol Oil and Gas, Inc., OF 1934

Platinum Research Organization, Inc.,
Renew Energy Resources, Inc., and
YVital Living, Inc.

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 the Respondents named in the caption.

IL.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. ICC Worldwide, Inc. (“ICCW?) ' (CIK No. 1078724) is a void Delaware
corporation located in Sarasota, Florida with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). ICCW 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, 2009, which reported a net loss of $2,776,688 for the prior nine months. As of
December 2, 2013, the common stock of ICCW was quoted on OTC Link (formerly “Pink

1

"The short form of each issuer’s name is also its stock symbol.
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Sheets™) operated by OTC Markets Group Inc. (“OTC Link™), had six market makers, and was
eligible for the “piggyback™ exception of Exchange Act Rule 15¢2-11(f)(3).

2. Innova Pure Water, Inc. (“IPUR”) (CIK No. 791994) is a void Delaware
corporation located in North Richland Hills, Texas with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). IPUR 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, 2007, which reported a net loss of $219,272 for the prior nine months.
As of December 2, 2013, the common stock of IPUR was quoted on OTC Link, had six market
makers, and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(£)(3).

3. Paladin Holdings, Inc. (“PLHI”) (CIK No. 1200268) is a dissolved Florida
corporation located in Kingsport, Tennessee with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). PLHI 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, 2008, which reported a net loss of $233,499 for the prior six months. As
of December 2, 2013, the common stock of PLHI was quoted on OTC Link, had six market
makers, and was eligible for the “piggyback™ exception of Exchange Act Rule 15¢2-11(f)(3).

4, Performing Brands, Inc. (“PFOB”) (CIK No. 1201259) is a void Delaware
corporation located in Addison, Texas with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). PFOB 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, 2008, which reported a net loss of $5,975,468 for the prior six months. On
December 19, 2008, PFOB filed a Chapter 7 petition in the U.S. Bankruptcy Court for the
Northern District of Texas, which was closed on June 15, 2012. As of December 2, 2013, the
common stock of PFOB was quoted on OTC Link, had five market makers, and was eligible for
the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

5. Petrol Oil and Gas, Inc. (“POI1G”) (CIK No. 1109348) is a revoked Nevada
corporation located in Overland Park, Kansas with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). POIG 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, 2008, which reported a net loss of $1,798,349 for the prior nine
months. As of December 2, 2013, the common stock of POIG 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. Platinum Research Organization, Inc. (“PLROQ”) (CIK No. 1330340) is a void
Delaware corporation located in Dallas, Texas with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). PLROQ 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, 2008, which reported a net loss of $3,985,307 for the prior nine
months. On February 17, 2009, PLROQ filed a Chapter 7 petition in the U.S. Bankruptcy Court
for the Northern District of Texas, which was closed on March 8, 2013. As of December 2,
2013, the common stock of PLROQ was quoted on OTC Link, had five market makers, and was
eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).




7. Renew Energy Resources, Inc. (“REER”) (CIK No. 1137587) is a revoked
Nevada corporation located in New Orleans, Louisiana with a class of securities registered with

* the Commission pursuant to Exchange Act Section 12(g). REER is delinquent in its periodic

- filings with the Commission, having not filed any periodic reports since it filed 2 Form 10-K for
the period ended December 31, 2007, which reported a net decrease in net assets resulting from
operations available to common shareholders of $90,576,471 for the prior year. As of December
2, 2013, the common stock of REER 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).

8. Vital Living, Inc. (“VTLV”) (CIK No. 1145700) is a revoked Nevada corporation
located in Boca Raton, Florida with a class of securities registered with the Commission pursuant
to Exchange Act Section 12(g). VTLV 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,
2008, which reported a net loss available to common shareholders of $500,528 for the prior six
months. As of f, the common stock of VILV was quoted on OTC Link, had six market makers,
and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

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 the Commission as required by Commission
rules, did not receive such letters.

10.  Exchange Act Section 13(a) and the rules promulgated thereunder require issuers
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..

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

IIIL.

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 protectlon of investors to suspend
for a period not excecding 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 11
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 12 g-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 201.3 10].

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 initia]
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.FR. § 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

M. Peterson
tant Secretary




UNITED STATES OF AMERICA
' Before the
SECURITIES AND EXCHANGE COMMISSION

December 5, 2013

In the Matter of

ICC Worldwide, Inc., ORDER OF SUSPENSION OF
Innova Pure Water, Inc., TRADING

Paladin Holdings, Inc.,

- Performing Brands, Inc.,

Petrol Oil and Gas, Inc.,

-Platinum Research Organization, Inc.,
Renew Energy Resources, Inc., and
Vital Living, Inc.,

File No. 500-1

It appearsto the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of ICC Worldwide, Inc. because it has not filed
any periodic reports since the period ended June 30, 2009,

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Innova Pure Water, Inc. because it has not filed
any periodic reports since the period ended March 3 1, 2007.

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

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

accurate information concerning the securities of Performing Brands, Inc. because it has not filed

any periodic reports since the period ended June 30, 2008.
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It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Petrol Oil and Gas, Inc. because it has not filed
any periodic reports siﬁce the period ended 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 Platinum Research Organtzation, Inc. because
it has n(;t filed any periodic reports since the period erided 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 Renew Energy Resources, Inc. because it has
not filed any periodic reports since the period ended December 31 » 2007.

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

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 suspendéd for the ﬁeriod from 9:30 a.m. EST on

December 5, 2013, through 11:59 p.m. EST on December 18, 2013.

By the Commission.

Elizabeth M. Murphy

Secretary

i M. Peterson
Assistant Secretary




SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-71000; File No. SR-NSCC-2013-802)

December 5, 2013
Self-Regulatory Organizations; National Securities Clearing Corporation; Notice of No
Objection to Advance Notice Filing, as Modified by Amendment Nos. 1, 2, and 3, to Institute
Supplemental Liquidity Deposits to Its Clearing Fund Designed to Increase Liquidity Resources
to Meet Its Liquidity Needs
1.  Introduction

On March 21, 2013, National Securities Clearing Corporation (“NSCC”) filed with the
Securities and Exchange Commission (“Commission”), pursuant to Section 806(e) of Title VIII
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act?),!
entitled the Payment, Clearing, and Settlement Supervision Act of 2010 (“Clearing Supervision
Act” or “Title VIII”) and Rule 19b-4(n) of the Securities Exchange Act of 1934 (“Exchange
Act),? advance notice SR-NSCC-2013-802 (“Advance Notice”) to institute supplemental ‘

liquidity deposits to NSCC’s Clearing Fund designed to increase liquidity resources to meet

NSCC’s liquidity needs (“SLD Proposal”).3

! 12 U.S.C. 5465(e)(1).
2 17 CFR 240.19b-4.

NSCC also filed the SLD Proposal contained in the Advance Notice as proposed rule
change SR-NSCC-2013-02 (“Proposed Rule Change™). Release No. 34-69313 (Apr. 4,
2013), 78 FR 21487 (Apr. 10, 2013). On April 19, 2013, NSCC filed with the
Commission Amendment No. 1 to the Proposed Rule Change. Release No. 34-69620
(May 22, 2013), 78 FR 32292 (May 29, 2013). On June 11, 2013, NSCC filed with the
Commission Amendment No. 2 to the Proposed Rule Change, as previously modified by
Amendment No. 1. Release No. 34-69951 (Jul. 9,2013), 78 FR 42140 (Jul. 15, 2013).
On October 7, 2013, NSCC filed Amendment No. 3 to the Proposed Rule Change, as
previously modified by Amendment Nos. 1 and 2. Release No. 34-70688 (Oct. 15,
2013), 78 FR 62846 (Oct. 22, 2013). On December 5, 2013, the Commission issued an
Order Approving the Proposed Rule Change, as Modified by Amendment Nos. 1, 2, and
3, to Institute Supplemental Liquidity Deposits to Its Clearing Fund Designed to Increase
Liquidity Resources to Meet Its Liquidity Needs. Release No. 34-70999.
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On April 19, 2013, NSCC filed with the Commission Amendment No. 1 to the Advance .

Notice.* On May 1, 2013, the Commission published notice of the Advance Notice, as modified
By Amendment No. 1, for comment in the Federal Regist-er.5 On May 24, 2013, the Commission
published notice of its extension of its revicrw period of the Advance Notice, as modiﬁed.by
Amendment No. 1.% The Commission received 12 comment letters, including the NFS Letter, to
the SLD Proposal as initially filed and as modified by Amendment No. 1.7

On June 11, 2013, NSCC filed with the Commission Amendment No. 2 to the Advance

Notice, as previously modified by Amendment No. 1 (“Amended SLD Proposal™), which the

NSCC filed Amendment No. 1 to the Advance Notice and Proposed Rule Change filings
to include as Exhibit 2 a comment letter from National Financial Services (“NFS™), a
Fidelity Investments (“Fidelity”) company, to NSCC, dated March 19, 2013, regarding -
the SLD Proposal prior to NSCC filing the SLD Proposal with the Commission (“NFS |
Letter”). See Release No. 34-69451 (Apr. 25, 2013), 78 FR 25496 (May 1, 2013) .
(“Notice™) and see Exhibit 2 to File No. SR-NSCC-2013-802,
http://www.sec.gov/rules/sro/nscc/2013/34-69451 -ex2.pdf.

s See Notice, 78 FR 25496.

6 Release No. 34-69605 (May 20, 2013), 78 FR 31616 (May 24, 201 3) (“Notice of
- Amendment No. 17),

See NFS Letter. See letters to Elizabeth M. Murphy, Secretary, Commission from: John
C. Nagel, Esq., Managing Director and General Counsel, Citadel Securities (“Citadel™),
dated April 18, 2013 (“Citadel Letter I”) and June 13, 2013 (“Citadel Letter II’); Peter
Morgan, Senior Vice President & Deputy General Counsel, Charles Schwab & Co., Inc.
(“Charles Schwab”™), dated April 22, 2013 (“Charles Schwab Letter I”) and May 1, 2013
(“Charles Schwab Letter II””); Thomas Price, Managing Director, Operations, Technology
& BCP, Securities Industry and Financial Markets Association (“SIFMA™), dated April
23,2013 (“SIFMA Letter I); Julian Rainero, Bracewell & Giuliani LLP, on behalf of
Investment Technology Group Inc. (“ITG”), dated April 25, 2013 (“ITG Letter rmy;
Matthew S. Levine, Managing Director, Co-Chief Compliance Officer, Knight Capital
Americas LLC (“Knight Capital”), dated April 25, 2013 (“Knight Capital Letter™);
Giovanni Favretti, CFA, Managing Director, Deutsche Bank, dated April 25, 2013
(“Deutsche Bank Letter”); Scott C. Goebel, Senior Vice President, General Counsel,
Fidelity, dated April 25, 2013 (“Fidelity Letter I); and Chief Financial Officer &
Executive Managing Director, ConvergEx Execution Solutions LLC (“ConvergEx™), .
dated May 2, 2013 (“ConvergEx Letter I”) and May 22, 2013 (“ConvergEx Letter ).
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. Commission published for comment in the Federal Register on July 15, 2013.% The Commission

received nine comment letters to Amendment No. 2.°

On October 4, 2013, NSCC filed Amendment No. 3 to the Advance Notice (“Final SLD
Proposal™), as previously modified by Amendment Nos. 1 and 2, which the Commission
published for comment on October 15, 2013.!" The Commission received two comment letters
to the Final SLD Proposal (i.e., Amendment No. 3).1

This publication serves as notice of no objection to the Advance Notice, as modified by
Amendment Nos. 1, 2, and 3.

HE | Background

A. Purpose of the SLD Proposal

. 8

Release No. 34-69954 (Jul. 9,2013), 78 FR 42127 (Jul. 15, 2013) (“Notice of
Amendment No. 27).

See letters to Elizabeth M. Murphy, Secretary, Commission from: Thomas Price,
Managing Director, Operations, Technology & BCP, SIFMA, dated June 24, 2013
(“SIFMA Letter II”) and August 7, 2013 (“SIFMA Letter III”); Scott C. Goebel, Senior
Vice President, General Counsel, Fidelity, dated June 26, 2013 (“Fidelity Letter 1I”);
Peter Morgan, Senior Vice President & Deputy General Counsel, Charles Schwab, dated
August 5, 2013 (“Charles Schwab Letter 11I”) and September 11, 2013 (“Charles Schwab
Letter IV”); Paul T. Clark and Anthony C.J. Nuland, Seward & Kissel, LLP (representing
Charles Schwab), dated August 5, 2013 (“Charles Schwab Letter V”’); John C. Nagel,
Esq., Managing Director and General Counsel, Citadel, dated August 5, 2013 (“Citadel
Letter I11””) and September 5, 2013 (“Citadel Letter IV”); and Mark Solomon, Managing
Director and Deputy General Counsel, ITG, dated August 5, 2013 (“ITG Letter IT”).

10 Release No. 34-70689 (Oct. 15, 2013), 78 FR 62893 (Oct. 22, 2013) (“Notice of
Amendment No. 37).

See letters to Elizabeth M. Murphy, Secretary, Commission from: Managing Director and
Deputy General Counsel, ITG, dated November 1, 2013 (“ITG Letter III”); and Scott C.
Goebel, Senior Vice President, General Counsel, Fidelity, dated November 5, 2013

. (“Fidelity Letter 111”).




NSCC filed the SLD Proposal to ensure that it would maintain sufficient liquid financial

resources to withstand, at a minimum, a default by its single clearing member or cleaﬁng
member family (“Clearing Member”) to which it has the largest exposure (“Cover One™), in
compliance with Commission Rule 17Ad-22(b)(3)"? and a long-standing NSCC policy.

B. Development of the SLD Proposal

As originally filed, the SLD Proposal would have created two related funding
obligations: (1) for the 30 Clearing Members that presented NSCC with the largest peak liquidity
requirements on days that did not coincide with quarterly options expiration periods (“Regular
Periods”), a liquidity deposit calculated based on the Clearing Member’s pro rata portion of
NSCC’s aggregate liquidity requirements from the 30 Clearing Members during Regular Peﬁods '
(“Regular SLD”); and (2) for a subset of the 30 Clearing Members that present NSCC witha

peak liquidity requirement above NSCC’s total liquidity resources on days that coincide with

quarterly options expiration periods (;‘Special Periods™), a liquidity deposit calculated based on
each Clearing Members’ individual contribution to NSCC’s liqﬁidity requiremént above its
liquidity resources during Special Periods (“Special SLD”)."

Regular SLD would have been satisfied in cash only; however, a Clearing Member would
have received a dollar-for-dollar reduction of its Regular SLD funding obligation to the extent
that it contributed to NSCC’s line-of-credit (“Credit Facility™).!* Special SLD (;ould only be

satisfied with cash.'*

12 17 CFR 240.17Ad-22(b)(3).
' See Notice, 78 FR at 25496.

14 1d. at 25498.
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On June 11, 2013, in response tb comments received, NSCC filed the Amended SLD
Proposal so that, in summary: (1) Special Periods were expanded to include monthly bptions
expirations periods along with quarterly options expiration periods; (2) Clearing Members could
designate a commercial lender to commit to the Credit Facility on the Clearing Member’s behalf,
enabling the Clearing Member to receive the dollar-for-dollar reduction of its Regular SLD; (3)
any commitments to the Credit Facility made in excess of a Clearing Member’s Regular SLD
would be allocated ratably among all 30 Clearing Members that would be required to make a
Regular SLD funding obligation; and (4) “liquidity exposure reports” would be provided to all
NSCC members, so that members, particularly Clearing Members, could bettgr assess their
liquidity exposure to NSCC.!®

On October 4 and 7, 2013, in response to further comments received, NSCC filed the
Final SLD Proposal.'’ Among other things, the Final SLD Proposal eliminated the Regular SLD
fungiing obligation.

III.  Description of the Final SLD Proposal

The Final SLD Proposal would add Rule 4A to NSCC’s Rules and Procedures'® to
establish a supplemental liquidity funding obligation designed to cover the liquidity exposure
attributable to those Clearing Members that regularly incur the largest gross settlement debits
over a settlement cycle during times of increased trading and settlement activity that arise around

Special Periods. More specifically, the obligation applies to a subset of the 30 Clearing

16 See Notice of Amendment No. 2, 78 FR 42127.

7 NSCC filed the Amendment No. 3 to the Proposed Rule Change on October 7, 2013,

three days after the Final Advance Notice.

' See Exhibit 5 to File No. SR-NSCC-2013-802,
http://www.sec.gov/rules/sro/nsce/2013/34-70689-ex5.pdf.




Members that present NSCC with historic peak liquidity needs on days that coincide with .
Special Periods above NSCC’s current total liquidity resources. For this subset, NSCC will
require a liquidity deposit based on the proportion of the historic peak liquidity exposure that is
presented by each Clearing Member in excess of NSCC’s then-available total liquidity resources.
NSCC will hold deposits made in satisfaction of a Special SLD funding obligation in its Clearing
Fund for a period of seven days after the end of the Special Period.

Additionally, if a Clearing Member believes its current trading activity will present a
liquidity need to NSCC above NSCC’s total liquidity resources, it may voluntarily deposit funds
- with NSCC to cover the shortfall (“Prefund Deposit™). NSCC will hold Prefund Deposit funds
for a period of seven days after the end of the Special Period. If a Clearing Member presents;
NSCC with a liquidity need above total liquidity resources that is not funded by a Special SLD

funding obligation or a Prefund Deposit, the Final SLD Proposal will empower NSCC to call

from that Clearing Member the amount of the shortfall, or that Clearing Member’s share if
caused by more than one Clearing Member, and hold it for 90 days (“Call Deposit™).

IV.  Summary of Comments Received and NSCC’s Responses

The Commission received 23 comment letters to the SLD Proposal'® from eight

19 Since the SLD Proposal was filed as both the Proposed Rule Change and the Advance

Notice, the Commisston considered all public comments received on the proposal,
regardless of whether the comments were submitted to the Proposed Rule Change or the
Advance Notice. See NFS Letter, Citadel Letter I, Citadel Letter II, Citadel Letter 111,
Citadel Letter IV, Charles Schwab Letter I, Charles Schwab Letter IT, Charles Schwab
Letter 111, Charles Schwab Letter IV, Charles Schwab Letter V, SIFMA Letter I, SIFMA
Letter I, SIFMA Letter I, ITG Letter I, ITG Letter 11, ITG Letter III, Knight Capital

Letter, Deutsche Bank Letter, Fidelity Letter 1, Fidelity Letter I, Fidelity Letter III,
ConvergEx Letter I, and ConvergEx Letter I1.




commenters,”’ including the NFS Letter.”! Commenters iﬁclude bank affiliated and non-bank
affiliated NSCC members, as well as one industry trade group, SIFMA.*2 NSCC also submitted
two responses to comment letters received.” The Commission has reviewed and taken into full
consideration all of the comments received.

All eight commenters express support for NSCC’s overall goal of maintaining sufficient
financial resources to withstand a default by a Clearing Member (i.e., Cover One).?* One
commenter, who previously supported approval of the Amended SLD Proposal, supports

25

approval of the Final SLD Proposal.”> The remaining seven commenters oppose the original

SLD Proposal and the Amended SLD Proposal, as discussed in more detail below.?® One of

2 See Comments to the Advance Notice (File No, SR-NSCC-2013-802),
http://sec.gov/comments/sr-nscc-2013-802/nscc2013802.shtml and the Proposed Rule
Change (File No. SR-NSCC-2013-02), hitp://sec.gov/comments/sr-nscc-2013-
02/nscc201302.shtml (“Comments Received”). For purposes of discussion, the
Commission considers the comment submitted by Seward & Kissel on behalf of Charles
Schwab as a Charles Schwab comment, see Charles Schwab Letter V, supra note 9, and

“the NFS Letter as a Fidelity comment. See NFS Letter.

21 See NFS Letter,

2 See Comments Received, supra note 20.

23

See letters to, Elizabeth M. Murphy, Secretary, Commission from Larry E. Thompson, .
Managing Director and DTCC General Counsel, dated June 10, 2013 (“NSCC Letter I”)
and August 20, 2013 (“NSCC Letter 11”).

#  See NFS Letter, Citadel Letter I1I, Charles Schwab Letter II, Charles Schwab Letter I1I,
Charles Schwab Letter V, SIFMA Letter II, SIFMA Letter I11, Knight Capital Letter,
Deutsche Bank Letter, Fidelity Letter I, Fidelity Letter I, ConvergEx Letter I,
ConvergEx Letter II, ITG Letter I1.

23 See Fidelity Letter II, Fidelity Letter I1L

®  See NFS Letter, Citadel Letter I, Citadel Letter II, Citadel Letter III, Citadel Letter [V,
Charles Schwab Letter I, Charles Schwab Letter II, Charles Schwab Letter III, Charles
Schwab Letter IV, Charles Schwab Letter V, SIFMA Letter I, SIFMA Letter II, SIFMA
Letter III, ITG Letter I, ITG Letter II, ITG Letter I11, Knight Capital Letter, Deutsche
Bank Letter, Fidelity Letter I, ConvergEx Letter I, and ConvergEx Letter II.




those seven commenters submitted the sole comment letter in opposition to the Final SLD .

F’roposal.z7

A. Comments Expressing Support for the Provision of Adequate Liguidity at NSCC

As mentioned above, all eight commenters to the SLD Proposal agreed that ﬁSCC must |
have access to sufficient liquidity and capital to meet the Cover One standard, and some stated
NSCC’s critical role as a national clearance and settlement system.?® For example, one
commenter states “that a clearing agency performing central counterparty services is essential to
the proper functioning of the capital markets, and that ensuring the clearing agenéy is well
capitalized and financially sound serves to benefit both the clearing agency’s members and the

2 The commenter goes on to state that it “appreciates the need for

capital markets as a whole.
the NSCC, both as a central counterparty and as a financial market utility that has been

designated by the Financial Stability Oversight Council as systemically important, to maintain

sufficient financial resources to withstand a default by the NSCC member or family of affiliated
members to which the NSCC has the lﬁrgest exposure ... [and] also understands the NSCC’s
desire to broaden the base of support for its liquidity needs beyond the small group of firms that
has historically supported these needs through participation in the NSCC’s revolving credit
facility, and believes it is important to enable all of the NSCC’s members to help the NSCC
maintain sufficient financial resources.”™® Another commenter notes that “NSCC should have

the resources it needs to be a source of strength for the national clearing and settlement

27 See ITG Letter 1L

23 See supra note 24.

2% See SIFMA Letter I1.

30 Id.




system....”>' Additionally, another commenter states that it “appreciates the importance of
NSCC’s critical role as a [c]entral [c]ounterparty ... and supports NSCC’s goal in ensuring that it

has access to sufficient capital in the event that 1s largest participant fails."*

B. Opposing Comments Received Prior to the Final SLD Proposal

1. Comments Inapplicable to the Final SLD Proposal

The seven commenters opposed to approval of the SL.I Proposal objected to the SLD
Proposal for various reasons, as discussed below.*® Additionally, five of the seven commenters
that oppose the SLD Proposal, as well as the commenter in support of the Final SLD Proposal,
suggested potential alternative mechanisms for NSCC to satisfy its liquidity needs.?*

Many of the commenters opposed to the original SLD Proposal and Amended S1.D |
Proposal raised concerns with a component of the proposal that NSCC eliminated in the Final

SLD Proposal.® Those comments included concerns about: (1) the anticipated costs for Clearing

3 See Charles Schwab Letter III, Charles Schwab Letter V.

2 See ConvergEx Letter 1.

33 See Citadel Letter I, Citadel Letter II, Citadel Letter 111, Citadel Letter IV, Charles
Schwab Letter I, Charles Schwab Letter I, Charles Schwab Letter 111, Charles Schwab
Letter IV, Charles Schwab Letter V, SIFMA Letter I, SIFMA Letter 11, SIFMA Letter 111,
ITG Letter I, ITG Letter II, ITG Letter 111, Knight Capital Letter, Deutsche Bank Letter,
ConvergEx Letter I, and ConvergEx Letter II.

34 Alternatives included, but were not limited to: NSCC should issue long-term debt to

increase its liquidity resources; NSCC should increase intra-day margin calls; NSCC
should increase Clearing Member fees; NSCC should reduce the settlement cycle; NSCC
should reduce the volume of unsettled trades; NSCC should establish a bilateral third-
party bank committed facility; and NSCC should change its capital structure. See NFS
Letter, Citadel Letter II, Citadel Letter III, Charles Schwab Letter II, Charles Schwab
Letter III, SIFMA Letter II, SIFMA Letter III, ITG Letter II, Fidelity Letter I1, Fidelity
Letter 11l and ConvergEx Letter II. The Commission notes that these comments are
beyond the subject of the Final SL.D Proposal by NSCC.

. 3 See Citadel Letter 11, Citadel Letter I11, Citadel Letter IV, Charles Schwab Letter I,

Charles Schwab Letter I1, Charles Schwab Letter 111, Charles Schwab Letter I'V, Charles




Members as a result of implementation of Regular SLD funding obligation, including costs .

imposed by a quick implementation period;>® 2) Clearing Members’ inability to accufately
predict or control their funding obligation and the effects thereof, including broker-dealers’
inability to plan for funding and liquidity risks as provided in FINRA Reg. Notice 10-5'7;3 7 (3)
distnibutional effects associated with implementation of the Regular SLD funding obligation,
manifested in particular by an anti-competitive and disparate impact on non-bank affiliated
Clearing Members compared to bank affiliated Clearing Members with regard to the offsetting
commitments to the Credit Facility;*® and (4) percetved mechanical flaws with the application of )
the Regular SLD funding obligation.*

Since NSCC has eliminated the aspect of the SLID Proposal to which these commenté

were made, the Commission believes these comments are not relevant for its determination on

the Final SLD Proposal.

2. Comments Applicable to the Final SLD Proposal and NSCC’s Responses Thereto

Schwab Letter V, SIFMA Letter I, SIFMA Letter II, SIFMA Letter 111, ITG Letter LITG
Letter 11, Knight Capital Letter, Deutsche Bank Letter, ConvergEx Letter I, ConvergEx
Letter I1.

% See, e.g., ITG Letter I, ITG Letter I1, Citadel Letter TIL

37 See Citadel Letter 11, Citadel Letter IT1, Citadel Letter 1V, Charles Schwab Letter 11,
SIFMA Letter 1, SIFMA Letter II, ITG Letter 11, Knight Capital Letter, Deutsche Bank
Letter, ConvergEx Letter I1.

38 See Citadel Letter II, Charles Schwab Letter I, Charles Schwab Letter 11, Charles Schwab
Letter {lI, Charles Schwab Letter IV, Charles Schwab Letter V, SIFMA Letter i, SIFMA
Letter I11, ITG Letter I, ITG Letter II, Knight Capital Letter, ConvergEx Letter I,
ConvergEx Letter I1.

39 See ITG Letter II.
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Seven of the eight commenters raised concerns with the SLD Proposal that, while not
necessarily directly associated with the Special SLD funding obligation, could apply to elements
of the Special SLD funding obligation and thus are relevant for the Commission’s consideration
of the Final SLD Proposal."'0 Four commenters argued that the SLD Proposal is arbitrary and
capricious because it applies to no ﬁlore than 30 Clearing Members.? Six co@enters argued
that the SLD Proposal would have unintended consequences of forcing a number of Clearing
Members to terminate their membership and thereby concentrating the broker clearing business
in fewer Clearing Members, potentially increasing systemic risk.*? One commenter stated that
historic peak liquidity needs, which would be used by NSCC to determine the liquidity need

presented by each Clearing Member, is not necessarily predictive of future liquidity needs.”

- Three commenters argued that NSCC incorrectly calculates its liquidity needs in the SLD

Proposal, either because the liquidity need is calculated using Clearing Member gross settlement

9 Gee Citadel Letter 11, Citadel Letter I1I, Citadel Letter IV, Charles Schwab Letter I,
Charles Schwab Letter II, Charles Schwab Letter I1I, Charles Schwab Letter IV, Charles
Schwab Letter V, SIFMA Letter [, SIFMA Letter 11, SIFMA Letter 111, ITG Letter I, ITG
Letter 11, ITG Letter 111, Knight Capital Letter, Deutsche Bank Letter, ConvergEx Letter
I, ConvergEx Letter 1L

H See Citadel Letter I, ITG Letter 1, Charles Schwab Letter IV, Charles Schwab Letter V,
SIFMA Letter I1L, ITG Letter IT, ITG Letter I11. All four commenters argue that the
imposition of a funding obligation to no more than 30 Clearing Members was arbitrary
and capricious referred to the Regular SLD funding obligation, in which a Regular SLD
funding obligation is satisfied pro rata by 30 Clearing Members irrespective of whether
each Clearing Member presented a peak liquidity need above NSCC total available
liquidity resources. One of the four commenters claims that the same argument persists
for the Special SLD Funding Obligation; as such, the Commission will consider the
comment here. See Charles Schwab Letter V.

12 See Citadel Letter I, Charles Schwab Letter II, Charles Schwab Letter 1, SIFMA Letter

I, SIFMA Letter II, SIFMA Letter INI, ITG Letter I, ITG Letter 11, Knight Capital Letter,

ConvergEx Letter IL.

43 See ITG Letter 11
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debits instead of net settlement debits or because the settlement debits were aggregated over a
four-day cycle.* Seven commenters stated that treatment of funds delivered to NSCC to satisfy
a funding o.bligation under the SLD Proposal for Commission Rule 15¢3-] purposes was
unclear.”®

In response to comments that imposition of a funding obligation is arbitrary and
capricioﬁs, NSCC revised the SLD Proposal to eliminate the Regular SLD funding obligation
component,*® which would have: (i) assigned a funding obligation to the 30 Clearing Members
that presented NSCC with the largest peak liquidity needs irrespective of whether the peak
liquidity need itself would have surpassed NSCC available liquidity resources, and (ii) allocated
a funding obligation to each of those 30 Clearing Members driven substantially by the peak |
liquidity need presented to NSCC by the largest Clearing Member.*” In response to comments
regarding unintended consequences of the SLD Proposal, such as Clearing Mernbers terminating
their membership, NSCC stated that the Clearing Member is in the best position to monitor and
manage the liquidity risks presented by its own activity.*® Similarly, NSCC states that the
rﬁaintenance of adéquate liquidity resources at NSCC is a key element in the reduction of

systemic risk at a systemically-important financial market utility and also a key component of

44 See Citadel Letter IT1, ITG Letter 1I, ConvergEx Letter I, ConvergEx Letter I1.

43 See 17 CFR 240.15¢3-1. See, ¢.g.,Citadel Letter II, Citadel Letter III, Charles Schwab
Letter II, Charles Schwab Letter I, SIFMA Letter I1, ITG Letter I, ITG Letter IL ITG
Letter III, Knight Capital Letter, ConvergEx Letter II.

46 See Notice of Amendment No. 3, 78 FR at 62894-95.
47 Id. at 62894,

3 NSCC Letter L.
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NSCC’s ability to prevent the failure of a Clearing Member from having a cascading effect on
other Clearing Members.*

NSCC agreed that historic peak liquidity needs arc not necessarily predictive of future
liquidity needs, and as a result NSCC has proposed a mechanism whereby Clearing Members
may voluntarily prefund liquidity needs that the Clearing Member anticipates will surpass total
liquidity resources available at NSCC through the Prefund Deposit.”® Furthermore, in the event a
Clearing Member does not elect to prefund potential liquidity needs but does present a liquidity
need to NSCC above total liquidity resources that is not accounted for by a Special SLD funding
obligation, NSCC has proposed a mechanism to require the Clearing Member to fund the
liquidity need through the Call De:posit.Sl With respect to comments that NSCC incorrectly |
calculates its liquidi’;y need by using gross settlement debits instead of net settlement debits,
NSCC responded that, as a central counterparty for its members, its risk exposure is reflected by
the gross settlement debits presented to it, not net settlement debifs, in the event of a Clearing
Member default.’? Furthermore, NSCC stated that calculating liquidity obligations over a fouf—
day settlement cycle is consistent with NSCC’S practical liquidity obligation in the event of a
Clearing Member default.>® Finally, in response to comments that the treatment of funds posted
in satisfaction of an SLD funding obligation for Rule 15¢3-1 purposes is unclear, NSCC stated

that it structured the SLD Proposal so that deposits made pursuant to an SLD funding obligation

4 See NSCC Letter I.

50 See Notice of Amendment No. 3, 78 FR at 62895.
' See Notice, 78 FR at 25498.

22" Gee NSCC Letter I.

53 Id.
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would constitute Clearing Fund deposits, which have clear regulatory capital treatment under

Rule 15¢3-1.%
Six commenters stated that the SLD Proposal did not provide a sufficient evaluaﬁon' of its
burden on competition and lacked necessary detail so as to elicit meaningful comment.”® Many
of these commenters argued that, while they supported NSbC’s need for liquidity resources
generally, NSCC did not demonstrate a specific need for additional liquidity in connection with
the SLD Proposal.*® Five commenters argued the SLD Proposal lacked sufficient Clearing
Member input prior to submitting the proposal.>” Three commenters argued that the SLD
Proposal did not'meet the standard required for an advance notice filing because it did not : |
discuss expected effects on risks to NSCC’s Clearing Members or NSCC’s management of those
risks.*® Three commenters also argued that the SLD Proposal did not adequately protect

investors.”® One commenter argued that the fact that NSCC submitted the SLD Proposal without

Clearing Member input is indicative of a lack of fair representation for Clearing Members in the

54 1d,
35 See Citadel Letter II, Charles Schwab Letter I, Charles Schwab Letter I1, Charles Schwab
Letter I, Charles Schwab Letter V, SIFMA Letter IL, ITG Letter I, ITG Letter II, Knight
Capital Letter, ConvergEx Letter I, ConvergEx Letter II.

36 See Citadel Letter II, Citadel Letter III, SIFMA Letter 11, SIFMA Letter I, ITG Letter I,
ITG Letter 111, ConvergEx Letter II.

See Citadel Letter 11, Charles Schwab Letter I, ITG Letter L, ITG Letter II, Knight
Capital Letter, Deutsche Bank Letter.

58 See Citadel Letter II, Chaﬂes Schwab Letter II, Charles Schwab Letter I11, ConvergEx
Letter II.

59 See Deutsche Bank Letter, Charles Schwab Letter II, Charles Schwab Letter IV, Charles

Schwab Letter V, SIFMA Letter I1.
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governance of NSCC.5° One commenter stated that NSCC did not take into account the potential
impact of other central counterparties instituting similar ligudity provisions.61 Five commenters
argued in opposition of cash being the only source by which a Clearing Member could satisfy a
supplemental liquidity deposit.

In response to comments received regarding insufficient detail of the SLD Proposal,
NSCC provided detail regarding: the specific need for liquidity resources,* implementation
timeframes for the SLD Proposal,64 and a suite of tools, such as monthly and daily reports, to
enable Clearing Members to more accurately predict a potential Regular SLD funding
obligation.”> NSCC stated that it would work with Clearing Members to help them understand
and develop tools to forecast liquidity exposure and mitigate their peak liquidity t:xposure.66 |

NSCC also stated that it would provide monthly and daily reports to Clearing Members that

60 See Citadel Letter II1.
61 See Charles Schwab Letter 11, Charles Schwab Letter III. Additionally, one commenter
argued that NSCC attempted to improperly amend the SLD Proposal through a response
to comments. See Charles Schwab Letter V. The Commission notes that NSCC filed the
Final SLD Proposal subsequent to the Commission’s receipt of this comment in
accordance with the rule filing process. See Notice of Amendment No. 3, 78 FR 62893.

62 See NFS Letter, Charles Schwab Letter II, Charles Schwab Letter 111, Citadel Letter 11,
Citadel Letter I1I, SIFMA Letter I, Fidelity Letter II, ITG Letter IL

See NSCC Letter II (stating that “NSCC has seen continued increases in potential
liquidity needs, driven by consolidation in the industry, developments in trading
techniques (including a rise in high frequency trading), and a reduction in volatility from
the post-[2008] crisis highs which result in reduced Clearing Fund requirements™).

63

64 See Notice of Amendment No. 3, 78 FR 62893 (stating that the Final SLD Proposal
would be impiemented on February 1, 2014).

65 See NSCC Letter I, NSCC Letter II, Notice of Amendment No. 2, 78 FR 42127, Notice
of Amendment No. 3, 78 FR 62893.

86 See NSCC Letter 1.
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would show liquidity exposure during relevant periods.” NSCC also stated that fluctuating peak .

activity recently has exceeded NSCC available total liquidity resources.® NSCC be‘Iiéves these
liquidity needs are largely driven by industry consolidation, developments in trading techniques,
including an increased use of high frequency trading, and a reduction in volatility from post-
2008 financial crisis levels, generally resulting in a reduction in Clearing Fund requirements.
In response to comments received regarding insufficient analysis of the burden on competition
that might ensue from implementation of the SLD Proposal, NSCC substantially revised the SLD
Proposal twice to expand its analysis of the burden on competition to include, for example,
individual subsections specifically addressing competition concerns raised by commenters,”® and
to reduce any disparate impact on Clearing Members stemming from implementation of the SLD

Proposal, first to provide a mechanism by which non-bank affiliated Clearing Members could

contribute to Credit Facility, and second to eliminate the Regular SLD from the Final SLD

Proposal.”!

In response to comments regarding the lack of Clearing Member input in the SLD

Proposal and that the development of the SLD Proposal without Clearing Member input was

® See NSCC Letter I, NSCC Letter II.
% SeeNSCC Leter I1.

69 Id,

™ See Notice of Amendment No. 2, 78 FR 42127, See also NSCC Letter I. NSCC argued

that the SLD Proposal would apply fairly across Clearing Members and, while
recognizing potential competitive impacts on such members, believed the SLD Proposal
addressed important financial resource requirements. NSCC also stated that it was
revising the SLD Proposal to address competition concerns.
n See Notice of Amendment No. 2, 78 FR 42127; Notice of Amendment No. 3, 78 FR
62893. See also NSCC Letter I, NSCC Letter IL
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indicative of a lack of fair representation of -all Clearing Members at NSCC, NSCC stated that it
engaged in discussions with Clearing Members likely to be impacted by the SLD P;dposal,
including more than 100 meetings with Clearing Members to enhance Clearing Members’
understanding of liquidity risks presented to NSCC and the SLD Proposal generally.”” The
Advance Notice and subsequent amendments were published for comment three times, so
Clearing Members had an opportunity to comment, and NSCC also substantially revised the SLD
Proposal twice as a direct response to comments received on the SLD Proposal.” Finally, on
September 18, 2013, NSCC announced to its membership that it was forming the Clearing
Agency Liquidity Council (“CALC™), an advisory group to continue the dialogue between
NSCC and its Clearing Members regarding liquidity issues in a formal setting.”* According lto
NSCC, the CALC intends to explore additional liquidity resources in advance of the 2014
renewal of NSCC’s Credit Facility, in order to address, for example, NSCC’s liquidity needs
outside of Special Periods and the refinancing risk associated with the annual rencwal of the
Credit Facility.”” According to NSCC, twenty-four Clearing Members joined the CALC,
including all eight commenters to the SLD Proposal, which has met on multiple occasions since

its inception.

72 See NSCC Letter I.

3 See Notice of Amendment No. 2, 78 FR 42127; Notice of Amendment No. 3, 78 FR
. 62893. See also NSCC Letter II.

™ DTCC Important Notice a7706, Creation of DTCC Clearing Agency Liquidity Council

and Nomination Process (Sep. 18, 2013),

http://dtcc.com/downloads/legal/imp_notices/2013/nscc/a7706.pdf.

& See NSCC Letter 1. See also Notice of Amendment No. 2, 78 FR 42127 Notice of
Amendment No. 3, 78 FR 62893.
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NSCC responded to comments that the SLD Propoéal did not contain sufficient
information by amending the SLD Proposal twice to further id’entify the potential imﬁact of the
SLD Proposal on Clearing Members and to make substantive revisions to the SLD Proposal to
address those concerns.”® NSCC responded to comments that the SLD Proposal did not protect
investors by stating that the maintenance of adequate liquidity resources at NSCC, a designated
systemically-important financial market utility”’ that plays a fandamental role in the United
States cash equities market,”. wil_l protect against the transmission of systemic n'sk.among
Clearing Members in the event of a failure of one Clearing Member, thereby promoting the
prompt and accurate settlement of securities transactions and the protection of investors.”
NSCC responded to the comment that it did not take into account other central counterparties
imposing similar liquidity requirements by stating that such a concern was unlikely given the
difference in liquidity risk between cash market central cou.nterpalj_ties (i.e., NSCC), where
potential liquidity needs typically are orders of magnitude greater than the market risk that their
margin collections are designed to cover, and derivatives central counterparties, where liquidity

needs generally are more closely aligned to market risk of members’ portfolios and the members’

76 See Notice of Amendment No. 2, 78 FR 42127; Notice of Amendment No. 3,78 FR

62893, See also NSCC Letter II.
7 Financial Stability Oversight Council (“FSOC™) 2012 Annual Report, Appendix A,
http://www.treasury.gov/initiatives/fsoc/Documents/20 1 2%20Annual%20Report.pdf
(“FSOC Designation™).

" See 12U.S.C. 5462(9).
» See NSCC Letter I, NSCC Letter I1. Designation as systemically-important by FSOC
means that a failure of or disruaption to its functioning could create, or increase, the risk of
significant credit or liquidity problenis spreading among financial institutions or markets,
thereby threatening financial stability. See 12 U.S.C. 5462(9). See also FSOC
Designation, supra note 77.
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margin requirements.®® In response to comments opposed to cash being the sole funding source

by which a Clearing Member could satisfy a supplémental liquidity deposit, NSCC eliminated

Regular SLD, thereby eliminating concern relating to disparate treatment that might ensue by
requiring Clearing Members that do not make a commitment to lend to NSCC through the

| Credit Facility to make their Regular SLD funding obligation in cash, and NSCC states that the

CALC will evaluate potential alternative collateral approaches that could be used to fund a

portion of a Clearing Member’s funding obligatior;.“

C. Comments to the Final SLD Proposal

The Commission received two comments on the Final SLD Proposal. Both commenters
supported NSCC’s decision to eliminate the Regular SLD funding obligation from the SLD |
Pr(:oposal.82 One commenter argued for approval 61_" the Final SLD Proposal, since the Final SLD
Proposal “is a helpful development in the process of determining how best to increase NSCC’s
liquidity resources to meet its liquidity needs.”® Moreover, the commenter believes that “NSCC
has addressed the area of greatest [m]ember concern in removing provisions of the [SLD]
Proposal that collectively deal with the imposition of the Regular [SLD].”E4 One commenter

argued for disapproval of the Final SLD Proposal, stating that flawed concepts remain and

% See NSCC Letter II.

8 Id. See also discussion below noting that any cash deposit is driven by the Clearing

Member’s own trading activity.
82 See ITG Letter 111, Fidelity Letter I1L.
8 See Fidelity Letter I1I.
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approval would unnecessarily inhibit the development of ideas from NSCC’s CALC.% NSCC
did not submit a response to comments received after submission of the Final SLD Pr-oposal.
V.  Discussion and Commission Findings

Although Title VIII does not specify a standard of review for an advance notice, the
purpose of Title VIII is instructive.®® The stated purpose of Title VIII is to mitigate systemic
risk in the financial system and promote financial stability by, among other things, promoting
uniform risk management standards for and strengthening the liquidity of systemically-important
financial market utilities.”

Section 805(a)(2) of the Clearing Supervision Act®® authorizes the Commission to
prescribe risk management standards for the payment, clearing, and settlement activitics of
designated clearing entitiesland financial institutions engaged in designated activities for which it
is the supervisory agency or the appropriate financial regulator. Section 805 (b) of the Clearing
Supervision Act® states that the objectives and principles for the risk management standards
prescribed under Section 805(a) shall be to:

» promote robust risk management;
* promote safety and squndness; 1

¢ reduce systemic risks; and

support the stability of the broader financial system.

% SeeITG Letter IIL

36 12 U.S.C. 5461(b).
8 Id. See also FSOC Designation, supra note 77.

88 12 U.S.C. 5464(a)(2).

i 12 U.S.C. 5464(b).
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Th¢ Commission adopted risk management standards under Section 805(a)(2) of the
Clearing Supervision Act on October 22, 2012, (“Clearing Agency Standards™).”® The Clearing
Agency Standards became effective on January 2, 2013, and require clearing agencies that
perform central counterparty services to establish, implemeﬁt, maintain, and enforce written
policies and procedures that are reasonably designed to meet certain minimum requirerrients for
their operations and risk management practices on an ongoing basis.”! As such, it is appropriate
for the Commission to review advance notices against these risk management standards that the
Commission promulgated under Section 805(a) and the objectives and principles of these risk
management standards as described in Section 805 (b). Commission Rule 17Ad-22(b)(3),
adopted as part of the Clearing Agency Standards, requires a central counterparty to establish,
implement, maintain and enforce written policies and procedures reasonably designed to
maintain sufficient ﬁnanciﬂ resources to withstand, at a minimum, a default by the participant
family to which it has the largest exposure in extreme but plausibie market conditions.””

After carefully considering the Final SLD Proposal and the comments received” on the

SLD Proposal and NSCC responses thereto, the Commission finds that NSCC has demonstrated

%0 Release No. 34-68080 (Oct. 22, 2012), 77 FR 66219 (Nov. 2, 2012).
. The Clearing Agency Standards are substantially similar to the risk management
standards established by the Board of Governors governing the operations of
systemically-important financial market utilities that are not clearing entities and
financial institutions engaged in designated activities for which the Commission or the
Commodity Futures Trading Commission is the Supervisory Agency. See Financial
Market Utilities, 77 FR 49507 (Aug. 2, 2012).

92 17 CFR 240.17Ad-22(b)(3).
5 In its assessment of this advance notice of the Final SLD Proposal, the Commission
assessed whether the issues raised by the commenters relate to the leve] or nature of risks
presented by the Final SLD Proposal. Comments received that relate to issues that do not
relate to the Final SLD Proposal’s effect on the level or nature of risks presented by
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that its Final SLD Proposal is in furtherance of the objectives and principles of Title VIII and the .
risk management standards prescribed thereunder by the Commission and accordingly itis
appropriate for the Commission to issue a no-objection to the Final SLD Proposal.
The Commission recognizes that some commenters did not support certain aspects of the
SLD Proposal. However, the Commission believes that the Final SL.D Proposal eliminated most
of the aspects of the SLD Proposal which concerns were raised; and no comments convinced the
Commission that the Final SLD Proposal was not consistent with Title VIIL The Commission
believes that, overall, the increased liquidity resources available to NSCC as a result of the Final
SLD Proposal: (i) will improve financial safety at NSCC by increasing its ability meet its
liquidity needs; (ii) reduce systemic risks and support the stability of the broader financial
system; and (iii) accordingly is reasonably designed to ensure NSCC maintains sufficient
financial resources to withstand, at a minimum, a default by the participant family to which it has .
the largest exposure in extreme but plausible market conditions. The Commission’s analysis of
the comments applicable to the Final SLD Proposal and the Final SLD Proposal’s consistency
with Title VIII of the Dodd-Frank Act and risk manégement standards prescribed thereunder by

the Commission are discussed below.

As stated above, several commenters argued that the original SLD Proposal suffered from

certain defects, such as a failure of NSCC to consult with Clearing Members prior to submitted

NSCC are not considered within the context of his Notice of No Objection to the

Advance Notice under Title VIII; rather, they are considered within an analysis of the

Final SLD Proposal’s consistency with the Exchange Act and applicable rules and

regulations thereunder, which the Commission has done in the Order Approving the

Proposed Rule Change, as Modified by Amendment Nos. 1,2, and 3, to Institute

Supplemental Liquidity Deposits to Its Clearing Fund Designed to Increase Liquidity .
Resources to Meet its Liquidity Needs. See supra note 3.
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the SLD Proposal,94 that the SLD Proposal did not adequately address items required by Title
VIIL> and that NSCC did not demonstrate a specific need for additional liquidity in connection
with the SLD Proposal.96 The Commission believes that the Final SLD Proposal is consistent
with Title VIII. NSCC made substantial revisions to the SLD Proposal directly responsive to
comments raised during the comment period, the creation of the CALC to continue the dialogue
between NSCC and Clearing Members regarding liquidity generally, and a more robust
description of the SLD Proposal and its potential effects on the competition between Clearing
Members. The Commission notes the stated intention of the CALC to revisit and further impose
NSCC’s practices with respect to liquidity risk management as also being relevant in this respect.
The Commission notes that all commenters supported NSCC’s objective of maintainihg
sufficient ﬁnancial resources to witﬁstand a default by a Clearing Member and acknowledged
that NSCC must have sufficient liquidity for these purposes. The Commission agrees with
commenters and with NSCC that the maintenance of sufficient liquidity resources at NSCC is of
pmmo@t importance to promote safety and soundness and support the broader stability of the
financial system. This is underscored by NSCC’s designation as a systemically-important

financial market utility for which a failure or disruption of its operations would create or increase

2 See Citadel Letter 111, Charles Schwab Letter I, ITG Letter I, ITG Letter II, Knight

Capital Letter, Deutsche Bank Letter, Fidelity Letter .
93 See Citadel Letter 11, Charles Schwab Letter II, Charles Schwab Letter IiI, ConvergEx
Letter IT.
% See Citadel Letter II, Citadel Letter ITI, SIFMA Letter II, SIFMA Letter III, 1TG Letter I,
ITG Letter I1I, ConvergEx Letter II. With respect to the comments described above
about NSCC requiring cash be deposited as collateral, the Commission believes that
NSCC has addressed these comments and has stated that the CALC will evaluate
potential alternative collateral approaches.
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risk of significant credit or liquidity problems spreading among financial institutions or markets .
and thereby threaten the stability of the financial system of the U.S."’ |

The Commission also notes that NSCC has stated that fluctuating peak liquidity needs
presented to NSCC have exceeded total liquidity resources available to NSCC, emphasizing the
need for NSCC to develop a mechanism to help ensure that it maintains adequate liquidity as
soon as possible.”® These liquidity needs are driven by Clearing Merﬁbers’ trading activity, and
the Final SLD Proposal is designed as a mechanism to allocate a funding obligation to those
Clearing Members with peak liquidity needs that surpass NSCC available liquidity resources.

The Commission takes specific note of comments arguing that implementation of the
SLD Proposal could result in an increase of systemic risk by concentrating clearing services into
fewer firms if Clearing Members opt to terminate their NSCC membership instead of meeting a

Special SLD funding obligation. The Commission has carefully considered those commients, but .

does not believe a risk of increased concentration is a significant risk under the Final SLD
Proposal for several Teasons. First, since a Special SLD funding obligation is correlated directly
to the liquidity need presented to NSCC as a result of Clearing Members’ own’ trading activity,
the Special SLD ﬁnding obligation is not an unexpected cost for which the Clearing Member is
incapable of controlling. Second, the Special SLD funding obligation applies only in the case
where a Clearing Member presents a liquidity need that surpasses the then-current total available
liquidity resources, based on a two-year look-back period of the Clearing Member’s trading

activity. These liquidity resources include the Clearing Fund and the Credit Facility, and

7 8e¢12U.S.C. 5462(9).

% See NSCC Letter I1.

9 For these purposes, a Clearing Members” own trading activity includes trading activity .

from all clients of the Clearing Member.
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historically these liquidity resources have provided NSCC with adequate liquidity resources a
substantial portion of the time. While the Commission believes the Final SLD Proposal is
important for NSCC to ensure that it has a mechanism to maintain adequate liquidity resources at
all times, the Commisston also expects based on the representations of NSCC that a Special SLD
funding obligation will be required in only a small number of cases and from a select few
Clearing Members with trading activity that is substantial ehough to create a liquidity need above
NSCC’s total liquidity resources. Finally, the Commission notes that the Final SLD Proposal
would enable a Clearing Member to avoid a Special SLD funding obligation by either managing
its own trading activity to avoid such an obligation or using the Prefund Deposit, which would
likely avoid a Call Deposit that would enable NSCC to hold the deposited funds for 90 days,. SO
that the Clearing Member has options other than termination of membership available to it to
manage its potential liquidity funding obligation.

For the reasons stated above, the Commission believes that the Final SLD Proposal is: (1)
consistent with Commission regulations and risk management standards in Section 805(b) of the
Clearing Supervision Act because it promotes robust risk management and improves safety and
soundness at NSCC, while reducing systemic risks to the financial system more generally and
(11) consistent with Rule 17Ad-22 (b)(3) because it provides NSCC with a mechanism to
maintain sufficient financial resources to withstand, at a.minirnum, a default by the Clearing
Member ;co which NSCC has the largest exposure.

VI.  Conclusion
IT IS THEREFORE NOTICED, pursuant to Section 806(e)(1)(I) of the Clearing

Supervision Actr,mo that the Commission DOES NOT OBJECT to the proposed rule change

' 12 1.8.C. 5465(e)(1)(1).
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described in the Advance Notice (File No. SR-NSCC-2013-802) and that NSCC be and hereby is

AUTHORIZED to implement the proposeq rule change as of the date of this notice or the date of
the “Order Approving Proposed Rule Change, as Modified by Amendment Nos. 1, 2, and 3 to
Institute Supplemental Liquidity Deposits to [NSCC’s] Clearing Fund Designed to Increase
Liquidity Resources to Meet Its Liquidity Needs,” SR-NSCC-2013-02, whichever is later.

By the Commission. CK . 'N. O\M

Kevin M. O’Neill
Deputy Secretary




SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-70999; File No. SR-NSCC-2013-02)

December 5, 2013
Self-Regulatory Organizations; National Securities Clearing Corporation; Order Approving
Proposed Rule Change, as Modified by Amendment Nos. 1, 2, and 3, to Institute Supplemental
Liquidity Deposits to Its Clearing Fund Designed to Increase Liquidity Resources to Meet Its
Liquidity Needs

I.  Introduction

On March 21, 2013, National Securities Clearing Corporation (“NSCC”) filed with the

Securities and Exchange Commission (“Commission”), pursuant to Section 19(b)(1) of the
Securities Exchange Act of 1934 (“Exchange Act”)' and Rule 19b-4 thereunder,” proposed rule
change SR-NSCC-2013-02 (“Proposed Rule Change™) to institute supplemental liquidity

deposits to NSCC’s Clearing Fund designed to increase liquidity resources to meet NSCC’s

- liquidity needs (*SLD Proposal™).” On April 10, 2013, the Commission published notice of the

! 15 U.S.C. 78s(b)(1).
2 17 CFR 240.19b-4.

NSCC also filed the SLD Proposal contained in the Proposed Rule Change as advance
notice SR-NSCC-2013-802 (“Advance Notice™), as modified by Amendment No. 1,
pursuant to Section 806(e)}(1) of the Payment, Clearing, and Settlement Supervision Act -
of 2010 and Rule 19b-4(n)(1)(i) thereunder. See Release No. 34-69451 (Apr. 25, 2013),
78 FR 25496 (May 1, 2013). On May 20, 2013, the Commission extended the period of
review of the Advance Notice, as modified by Amendment No. 1. Release No. 34-69605
(May 20, 2013), 78 FR 31616 (May 24, 2013). On June 11, 2013, NSCC filed
Amendment No. 2 to the Advance Notice, as previously modified by Amendment No.1.
Release No. 34-69954 (Jul. 9, 2013), 78 FR 42127 (Jul. 15, 2013). On October 4, 2013,
NSCC filed Amendment No. 3 to the Advance Notice, as previously modified by
Amendment Nos.1 and 2. Release No. 34-70689 (Oct. 15, 2013) 78 FR 62893 (Oct. 22,
2013). On December 5, 2013, the Commission issued a Notice of No Objection to the
Advance Notice, as modified by Amendment Nos. 1, 2, and 3, to Institute Supplemental
Liquidity Deposits to Its Clearing Fund Designed to Increase Liquidity Resources to
Meet Its Liquidity Needs. Release No. 34-71000. '
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Proposed Rule Change for comment in the Federal Register.* On April 19, 2013, NSCC filed .
with the Commission Amendment No. 1 to the Proposed Rule Change,” which the Commission

published for comment in the Federal Register on May 29, 2013 and designated a longer period

for Commission action on the Proposed Rule Change, as amended.® The Commission received

12 comnment letters, including the NFS Letter, to the SLD Proposal as initially filed and as

modified by Amendment No. 1.7
On June 11, 2013, NSCC filed with the Commission Amendment No. 2 to the Proposed

Rule Change, as previously modified by Amendment No. 1 (“Amended SLD Proposal”), which

N Release No. 34-69313 (Apr. 4, 2013), 78 FR 21487 (Apr. 10, 2013) {*“Notice™).

> NSCC filed Amendment No. 1 to the Proposed Rule Change and Advance Notice filings
to include as Exhibit 2 a comment letter from National Financial Services (“NFS”), a
Fidelity Investments (“Fidelity””) company, to NSCC, dated March 19, 2013, regarding
the SLD Proposal prior to NSCC filing the SLD Proposal with the Commission (“NFS
Letter”). See Release No. 34-69620 (May 22, 2013), 78 FR 32292 (May 29, 2013)
(“Notice of Amendment No. 1) and see Exhibit 2 to File No. SR-NSCC-2013-02
(http://www.sec.gov/rules/sro/nscc/2013/34-69620-ex2.pdf).

6 Notice of Amendment No. 1, 78 FR 32292.

See NFS Letter. See letters to Elizabeth M. Murphy, Secretary, Commission from: John
C. Nagel, Esq., Managing Director and General Counsel, Citadel Securities (“Citadel”),
dated April 18, 2013 (“Citadel Letter I"’) and June 13, 2013 (“Citadel Letter I1); Peter
Morgan, Senior Vice President & Deputy General Counsel, Charles Schwab & Co., Inc.,
(“Charles Schwab™) dated April 22, 2013 (“Charles Schwab Letter I'’) and May 1, 2013
(*Charles Schwab Letter 11”); Thomas Price, Managing Director, Operations, Technology
& BCP, Securities Industry and Financial Markets Association (“SIFMA”™), dated April
23, 2013 (“SIFMA Letter I"’); Julian Rainero, Bracewell & Giuliani LLP, on behalf of
Investment Technology Group, Inc. (“1TG”), dated April 25, 2013 (“ITG Letter I”);
Matthew S. Levine, Managing Director, Co-Chief Compliance Officer, Knight Capital
Americas LLC (“Knight Capital”), dated April 25, 2013 (“Knight Capital Letter”);
Giovanni Favretti, CFA, Managing Director, Deutsche Bank, dated April 25, 2013
(“Deutsche Bank Letter™); Scott C. Goebel, Senior Vice President, General Counsel,
Fidelity, dated April 25, 2013 (“Fidelity Letter I”); and Chief Financial Officer &
Executive Managing Director, ConvergEx Execution Solutions LLC (“ConvergEx™), .
dated May 2, 2013 (“ConvergEx Letter I’) and May 22, 2013 (“ConvergEx Letter II”).




. the Commission published for comment in the Federal Register on July 15, 2013, with an order

instituting proceedings to determine whether to approve or disapprove the Proposed Rule Change

(“Order Instituting Proceedings”).® The Commission received nine comment letters to

Amendment No. 2 and the Order Instituting Proccedings.9 On September 25, 2013, the

Commission designated a longer period of review for Commission action on the Order

Instituting Proceedings.'” On October 7, 2013, NSCC filed Amendment No. 3 to the Proposed

Rule Change (“Final SLD Proposal”), as previously modified by Amendment Nos. 1 and 2,

which the Commission published for comment on October 15, 2013." The Commission

received two comment letters to the Final SLD Proposal (i.e., Amendment No. 3).12

By this order, the Commission approves the Final Proposed Rule Change.

11

12

Release No. 34-69951 (Jul. 9, 2013), 78 FR 42140 (Jul. 15, 2013) (“Notice of
Amendment No. 27).

See letters to Elizabeth M. Murphy, Secretary, Commission from: Thomas Price, -
Managing Director, Operations, Technology & BCP, SIFMA, dated June 24, 2013
(“SIFMA Letter II”) and August 7, 2013 (“SIFMA Letter 1II); Scott C. Goebel, Senior
Vice President, General Counsel, Fidelity, dated June 26, 2013 (“Fidelity Letter II");
Peter Morgan, Senior Vice President & Deputy General Counsel, Charles Schwab, dated
Angust 5, 2013 (“Charles Schwab Letter II1I”) and September 11, 2013 (“Charles Schwab
Letter IV”); Paul T. Clark and Anthony C.J. Nuland, Seward & Kissel, LLP (representing
Charles Schwab), dated August 5, 2013 (*Charles Schwab Letter V”); John C. Nagel,
Esq., Managing Director and General Counsel, Citadel, dated August 5, 2013 (“Citadel
Letter I11”) and September 5, 2013 (“Citadel Letter IV”"); and Mark Solomon, Managing
Director and Deputy General Counsel, ITG, dated August 5, 2013 (“ITG Letter IF).

Release No. 34-70501 (Sep. 25, 2013), 78 FR 60347 (Oct. 1, 2013).

Release No. 34-70688 (Oct. 15, 2013), 78 FR 62846 (Oct. 22, 2013) (“Notice of
Amendment No. 37).

See letters to Elizabeth M. Murphy, Secretary, Commission from: Managing Director and
Deputy General Counsel, ITG, dated November 1, 2013 (“ITG Letter I1I”); and Scott C.
Goebel, Senior Vice President, General Counsel, Fidelity, dated November 5, 2013
(“Fidelity Letter III”).




II.  Background

A. Purpose of the SLD Proposal

NSCC filed the SLD Proposal to ensure that it would maintain sufficierit liquid financial
resources to withstand, at a minimum, a default by its single clearing member or clearing
member family (“Clearing Member”) to which it has the largest exposure (“Cover One™), in
compliance with Commission Rule 17Ad-22(b)(3)"? and a long-standing NSCC policy.

B. Development of the SLD Proposal

As originally filed, the SLD Proposal would have created two related funding
obligations: (1) for the 30 Clearing Members that presented NSCC with the largest peak liquidity
requirements on days that did not coincide with quarterly options expiration periods (“Regulér
Pen'ods”), a liquidity deposit calculated based on the Clearing Member’s pro rata portion of
NSCC’s aggregate liquidity requirements from the 30 Clearing Members during Regular Periods
(“Regular SLD™); and (2) for a subset of the 30 Clearing Members that present NSCC with a
peak liquidity requirement above NSCC’s total liquidity resources on days that coincide with
quarterly options expiration periods (“Special Periods”), a liquidity deposit calculated based on
each Clearing Members’ individual contribution to NSCC’s liquidity requirement above its
liquidity resources during Special Periods (“Special SLD™).M

Regular SLD would have been satisfied in cash only; however, a Clearing Member would

have received a dollar-for-dollar reduction of its Regular SLD funding obligation to the extent

13 17 CFR 240.17Ad-22(b)(3).
14 See Notice, 78 FR at 21487-88.




. that it contributed to NSCC’s line-of-credit (“Credit Facility”).15 Special SLD could only be
satisfied with cash.'® |
On June 1 1, 2013, in response to comments received, NSCC filed the Amended SLD
Proposal so that, in summary: (1) Special Periods were expanded to include monthly options
expirations periods along with quarterly options expiration periods; (2) Clearing Members could
designate a commercial lender to commit to the Credit Facility on the Clearing Member’s behalf,
enabling the Clearing Member to receive the dollar-for-dollar reduction of its Regular SLD; (3)
any commitments to the Credit Facility made in excess of a Clearing Member’s Regular SLD
would be allocated ratably among all 30 Clearing Members that would be required to make a
Regular SLD funding obligation; and (4) “liquidity exposure reports” would be provided to éll
NSCC members, so that members, particularly Clearing Members, could better assess their
. liquidity exposure to Nscc.?
On October 4 and 7, 2013, in response to further comments received, NSCC filed the - -
Final SLD Proposal.'® Among other things, the Final SLD Proposal eliminated the Regular SLD
funding obligation.

IIf.  Description of the Final SLD Proposal

5 1d. at 21489.

16

]h—-{
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17 See Notice of Amendment No. 2, 78 FR at 42127.

. 18 NSCC filed the Final Proposed Rule Change on October 7, 2013, three days after NSCC

fited Amendment No. 3 to the Advance Notice.




The Final SLD Proposal would add Rule 4A to NSCC’s Rules and Procedures®® to
establish a supplemental liquidity funding obligation designed to cover the liquidity éxposure
attributable to those Clearing Members that regularly incur the largest gross settlement debits
over a settlement cycle during times of increased trading and settlement activity that arise around
Special Periods. More specifically, the obligation applies to a subset of the 30 Clearing
Members that present NSCC with historic peak liquidity needs on days that coincide with
Special Periods above NSCC’s current total liquidity resources. For this subset, NSCC will
require a liquidity deposit based on the proportion of the historic peak liquidity exposure that is .
presented by each Clearing Member in excess of NSCC’s then-available total liquidity resources.
NSCC will hold deposits made in satisfaction of a Special SLD funding obligation in its Clearing
Fund for a pertod of seven days after the end of the Special Period.

Additionalily, if a Cllearing Member believes its current trading activity will present a
liquidity need to NSCC above NSCC’s total liquidity resources, it may voluntarily deposit funds
with NSCC to cover the shortfall (“Prefund Deposit™). NSCC will hold Prefund Deposit funds
for a period of seven days after the end of the Special Period. If a Clearing Member presents
NSCC with a liquidity need above total liquidity resources that is not funded by a Speciat SLD
funding obligation or a Prefund Deposit the Final SLD Proposal will empower NSCC to call
from that Clearing Member the amount of the shortfall, or that Clearing Member’s share if
caused by more than one Clearing Member, and hold it for 90 days (“Call Deposit™).

IV.  Summary of Comments Received and NSCC’s Responses

See Exhibit 5 to File No. SR-NSCC-2013-02,
http://www.sec.gov/rules/sro/nsce/2013/34-70688-ex5.pdf.




The Commission received 23 comment letters to the SLD Proposal® from eight
commenters,”! including the NFS Letter.* Commenters include bank affiliated and non-bank
affiliated NSCC members, as well as one industry trade group, SIFMA.? NSCC also submitted
two responses to comment letters received.?* The Commission has reviewed and taken into full
consideration all of the comments received.

All eight commenters express support for NSCC’s overall goal of maintailning sufficient
financial resources to withstand a default by a Clearing Member (i.e., Cover One).” One

commenter, who previously supported approval of the Amended SLD Proposal, supports

= Since the SLD Proposal was filed as both the Proposed Rule Change and the Advance
Notice, the Commission considered all comments received on the proposal, regardless of
whether the comments were submitted to the Proposed Rule Change or the Advance
Notice. See NFS Letter, Citadel Letter I, Citadel Letter II, Citadel Letter IiI, Citadel
Letter IV, Charles Schwab Letter I, Charles Schwab Letter 1, Charles Schwab Letter 111,
Charles Schwab Letter [V, Charles Schwab Letter V, SIFMA Letter I, SIFMA Letter I1,
SIFMA Letter 11, ITG Letter I, ITG Letter II, ITG Letter 111, Knight Capital Letter,
Deutsche Bank Letter, Fidelity Letter I, Fidelity Letter 11, Fidelity Letter I1I, ConvergEx
Letter 1, and ConvergEx Letter IL. :

2 See Commetits to the Proposed Rule Change (File No. SR-NSCC-2013-02),
http://sec.gov/comments/sr-nscc-2013-02/nscc201 302.shtml, and the Advance Notice
(File No. SR-NSCC-2013-802) (http://sec. gov/comments/sr-nscc-2013-
802/nscc2013802.shtml (“Comments Received”). For purposes of discussion, the
Commission considers the comment submitted by Seward & Kissel on behalf of Charles
Schwab as a Charles Schwab comment, see Charles Schwab Letter V, supra note 9, and
the NFS Letter as a Fidelity comment. See NFS Letter.

z See NFS Letter.

23 See Comments Received, supra note 21.

H See letters to Elizabeth M. Murphy, Secretary, Commission from Larry E. Thompson,
Managing Director and DTCC General Counsel, dated June 10, 2013 (“NSCC Letter I”) .
and August 20, 2013 (“NSCC Letter I”).

2 See NFS Letter, Citadel Letter III, Charles Schwab Letter 11, Charles Schwab Letter 111,
Charles Schwab Letter V, SIFMA Letter 11, SIFMA Letter I1I, Knight Capital Letter,
Deutsche Bank Letter, Fidelity Letter I, Fidelity Letter II, ConvergEx Letter 1,
ConvergEx Letter I, ITG Letter II.




approval of the Final SLD Proposal.?® The Temaining seven commenters oppose the original .
SLD Proposal and the Amended SLD Proposal, as discussed in more detail below.?’ -One of

those seven commenters submitted the sole comment letter in opposition to the Final SLD

Proposal.?®

A. Comments Expressing Support for the Provision of Adequate Liquidity at NSCC

As mentioned above, all eight commenters to the SLD Proposal agreed that NSCC must
have access to sufficient liquidity and capital to meet the Cover One standard, and some stated
NSCC’s critical role as a national clearance and'settlement system.”® For example, one
commenter states “that a clearing agency performing central counterparty services is essential to
the proper functioning of the capital markets, and that ensuring the clearing agency is well
capitalized and financially sound serves to benefit both the clearing agency’s members and the

capital markets as a whole.”™® The commenter goes on to state that it “appreciates the need for .

the NSCC, both as a central counterparty and as a financial market utility that has been
designated by the Financial Stability Oversight Council as systemically important, to maintain
sufficient financial resources to withstand a default by the NSCC member or family of affiliated

members to which the NSCC has the largest exposure ... [and] also understands the NSCC’s

6 See Fidelity Letter II, Fidelity Letter IIL.

* See NFS Letter, Citadel Letter I, Citadel Letter I1, Citadel Letter Il, Citadel Letter IV,
Charles Schwab Letter I, Charles Schwab Letter 11, Charles Schwab Letter IiI, Charles
Schwab Letter IV, Charles Schwab Letter V, SIFMA Letter I, SIFMA Letter II, SIFMA
Letter III, ITG Letter I, ITG Letter I1, ITG Letter III, Knight Capital Letter, Deutsche
Bank Letter, Fidelity Letter I, ConvergEx Letter I, and ConvergEx Letter II.

% See ITG Letter 111

23 See supra note 25.

30 See SIFMA Letter I




desire to broaden the base of support for its liquidity needs beyond the small group of firms that
has historically supported these needs through participation in the NSCC’s revolving credit
facility, and believes it is important to enable all of the NSCC’s members to help the NSCC
maintain sufficient financial resources.”' Another commenter notes that “NSCC should have
the resources it needs to be a source of strength for the national clearing and settlement system
.32 Additionally, another commenter states that it “appreciates tﬁe importance of NSCC’s
critical role as a [¢]entral [cJounterparty ... and supports NSCC’s goal in ensuring that it has

»33

access to sufficient capital in the event that is largest participant fails.

B. Opposing Comments Received Prior to the Final SLD Proposal

1. Comments Inapplicable to the Final SL.D Proposal

The seven commenters opposed to approval of the SLD Proposal objected to the SLD
Proposal for various reasons, as discussed below.>* Additionally, five of the seven commenters
that oppose the SLD Proposal, as well as the commenter in support of the Final SLD Proposal,

. suggested potential alternative mechanisms for NSCC to satisfy its liquidity needs.”

3 Id.

32 See Charles Schwab Letter I1I, Charles Schwab Letter V.

# See ConvergEx Letter 11

34 See Citadel Letter I, Citadel Letter I1, Citadel Letter III, Citadel Letter IV, Charles
Schwab Letter I, Charles Schwab Letter 11, Charles Schwab Letter I1I, Charles Schwab
Letter IV, Charles Schwab Letter V, SIFMA Letter I, SIFMA Letter I1, SIFMA Letter 111,
ITG Letter I, ITG Letter II, ITG Letter III, Knight Capital Letter, Deutsche Bank Letter,
ConvergEx Letter 1, and ConvergEx Letter II.

» Alternatives included, but were not limited to: NSCC should issue long-term debt to
increase its liquidity resources; NSCC should increase intra-day margin calls; NSCC
should increase Clearing Member fees; NSCC should reduce the settlement cycle; NSCC
should reduce the volume of unsettled trades; NSCC should establish a bilateral third-
party bank committed facility; and NSCC should change its capital structure. See NFS




Many of the commenters opposed to the original SLD Proposal and Amended SLD .
Proposal raised concerns with a component of the proposal that NSCC eliminated in the Final
SLD Proposal.”® Those comments included concerns about: (1) the anticipated costs for Clearing
Members as a result of implementation of Regular SLD funding obligation, including costs
imposed by a quick implementation period;*’ (2) Clearing Members’ inability to accurately
predict or control their funding obligation and the effects thereof, including broker-dealers’
| inability to plan for funding and liquidity risks as provided in FINRA Reg. Notice 1_0-57;38 (3)

distributional effects associated with implementation of the Regular SLD funding obligation,

manifested in particular by an anti-competitive and disparate impact on non-bank affiliated

Clearing Members compared to bank affiliated Clearing Members with regard to the offsetting

Letter, Citadel Letter II, Citadel Letter I1I, Charles Schwab Letter I, Charles Schwab
Letter III, SIFMA Letter II, SIFMA Letter ITI, ITG Letter II, Fidelity Letter II, Fidelity
Letter Il and ConvergEx Letter II. The Commission notes that these comments are
beyond the subject of the Final SLD Proposal by NSCC that is before the Commission
for approval under Section 19(b) of the Act (which provides that the Commission shall
approve a proposed rule change if it finds that such proposed rule change is consistent
with the requirements of this title and the applicable rules and regulations issued
thereunder).

36 See Citadel Letter I1, Citadel Letter III, Citadel Letter IV, Charles Schwab Letter I,

Charles Schwab Letter 11, Charles Schwab Letter 111, Charles Schwab Letter IV, Charles
Schwab Letter V, SIFMA Letter I, SIFMA Letter II, SIFMA Letter 11, ITG Letter 1, ITG

Letter II, Knight Capital Letter, Deutsche Bank Letter, ConvergEx Letter I, ConvergEx
Letter I1.

7 See, e.g., ITG Letter I, ITG Letter II, Citadel Letter I1L

38 See Citadel Letter II, Citadel Letter 111, Citadel Letter IV, Charles Schwab Letter II,

~ SIFMA Letter I, SIFMA Letter II, ITG Letter II, Knight Capital Letter, Deutsche Bank
Letter, ConvergEx Letter I1. _
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commitments to the Credit Facility;39 and (4) perceived mechanical flaws with the application of
the Regular SLD funding obligation.”

Since NSCC has eliminated the aspect of the SLD Proposal to which these comments
were made, the Commission believes these comments are not relevant for its determination on -
the Final SLD Proposal.

2 Comments Applicable to the Final SL.D Proposal and NSCC’s Responses
Thereto

Seven of the eight commenters raised concerns with the SLD Proposal that, while not
necessarily directly associated with the Special SLD funding obligation, could apply to elements
of the Special SLD funding obligation and thus are relevant for the Commission’s consideration
of the Final SLD Proposal.41 Four commenters argued that the SLD Proposal is arbitrary and

capricious because it applies to no more than 30 Clearing Members.” Six commenters argued

39 See Citadel Letter II, Charles Schwab Letter I, Charles Schwab Letter II, Charles Schwab
Letter 111, Charles Schwab Letter IV, Charles Schwab Letter V, SIFMA Letter II, SIFMA
Letter I11, ITG Letter I, ITG Letter II, Kmght Capital Letter, ConvergEx Letter |,
ConvergEx Letter II.

40 See ITG Letter II.

4 Seg Citadel Letter II, Citadel Letter I1I, Citadel Letter IV, Charles Schwab Letter I,
Charles Schwab Letter 11, Charles Schwab Letter Iil, Charles Schwab Letter IV, Charles
Schwab Letter V, SIFMA Letter I, SIFMA Letter II, SIFMA Letter I11, ITG Letter I, ITG
Letter II, ITG Letter 111, Knight Capital Letter, Deutsche Bank Letter, ConvergEx Letter
1, ConvergEx Letter 1L

2 Gee Citadel Letter II, ITG Letter I, Charles Schwab Letter IV, Charles Schwab Letter V,
SIFMA Letter I1L, ITG Letter II, ITG Letter 111 All four commenters argue that the
imposition of a funding obligation to no more than 30 Clearing Members was arbitrary
and capricious referred to the Regular SLD funding obligation, in which a Regular SLD
funding obligation is satisfied pro rata by 30 Clearing Members irrespective of whether
each Clearing Member presented a peak liquidity need above NSCC total available
liquidity resources. One of the four commenters claims that the same argument persists
for the Special SLD Funding Obligation; as such, the Commission will consider the
comment here. See Charles Schwab Letter V.
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that the SLD Proposal would have unintended consequences of forcing a number of Clearing .

Members to terminate their membership and thereby concentrating the broker cleariné business
in fewer Clearing Members, potentially increasing systemic risk.”* One commenter stated that
historic peak liquidity needs, which would be used by NSCC to determine the liquidity need
presented by each Cleariﬁg Member, is not necessarily predictive of future liquidity needs.**
Three commenters argued that NSCC incorrectly calculates its liquidity needs in the SLD
Proposal, either because the liquidity need is calculated using Clearing Member gross settlement
| debits instead cﬁ' net settlement debits or because the settlement debits were aggregated over a
fdur_—day cyele.¥ Seven commenters stated that treatment of funds delivered to NSCC to satisfy
a funding obligation under the SL.D Proposal for. Commission Rule 15¢3-1 purposes was
unclear.*® |

In response to comments that imposition of a funding obligation is arbitrary and

capricious, NSCC revised the SLD Proposal to eliminate the Regular SLD funding obligation
component,*” which would have: (i) assigned a funding obligation to the 30 Clearing Members

that presented NSCC with the largest peak liquidity needs irrespective of whether the peak

3 Seg Citadel Letter II, Charles Schwab Letter II, Charles Schwab Letter 111, SIFMA Letter

I, SIFMA Letter 11, SIFMA Letter HL ITG Letter I, ITG Letter 11, Knight Capital Letter,
ConvergEx Letter I1.

44 See ITG Letter IL

4 See Citadel Letter 111, ITG Letter II, ConvergEx Letter I, ConvergEx Letter I1.

b See 17 CFR 240.15¢3-1. See, e.g., Citadel Letter I, Citadel Ietter 111, Charles Schwab
Letter II, Charles Schwab Letter 111, SIFMA Letter IL ITG Letter I, ITG Letter I1, ITG

Letter III, Knight Capital Letter, ConvergEx Letter 11.

47

See Notice of Amendment No. 3, 78 FR at 62847,

12




liquidity need itself would have surpassed NSCC available liquidity resources, and (ii} allocated
a funding obligation to each of those 30 Clearing Members driven substantially by the peak
liquidity need presented to NSCC by the largest Clearing Member.”® In response to comments
regarding unintended consequences of the SLD Proposal, such as Clearing Members terminating
their membership, NSCC stated that the Clearing Member is in the best position to monitor and
manage the liquidity risks presented by its own activity.” Similarly, NSCC states that the
maintenance of adequate liquidity resources at NSCC is a key element in the reduction of
systemic risk at a systemically-important financial market utility and also a key component of
NSCC’s ability to prevent the failure of a Clearing Member from having a cascading effect on
other Clearing _Members.”

NSCC agreed that historic peak liquidity neéds are not necessarily predictive of future
liquidity needs, and as a result NSCC has proposed a mechanism whereby Clearing Members |
may voluntarily prefund liquidity needs that the Clearing Member anticipates will surpass total
liquidity resources available at NSCC through the Prefund Do&:posi’t.51 Furthermoré, in the event a
Clearing Member does not elect to prefund poténtial liquidity needs but does present a liquidity
need to NSCC above total liquidity resources that is not accounfed for by a Special SLD funding
obligation, NSCC has proposed a mechanism to require the Clearing Member to fund the

liquidity need through the Call Deposit.52 With respect to comments that NSCC incorrectly

48 14, at 62846-47.

49 NSCC Letter L.

50 See NSCC Letter I, NSCC Letter IL.

3 See Notice of Amendment No. 3, 78 FR at 62847.

32 See Notice, 78 FR at 21489.
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calculates its liquidity need by using gross settlement debits instead of net settlement debits, .

NSCC responded that, as a central counterparty for its members, its risk-exposure is feﬂected by
the gross settlement debits presented to it, not net settlement debits, in the e\.rent of a Clearing
Member default.> Furthermore, NSCC stated that calculating liquidity obligations over a four-
day settlement cycle is consistent with NSCC’s practical liquidity obligation in the event of a
Clearing Member default.** Finally, in response to comments that the treatment of funds posted
in satisfaction of an SLD funding obligation for Rule 15¢3-1 purposes is unclear, NSCC stated
that it structured the SLD Proposal so that deposits made pursuant to an SLD funding obligation

would constitute Clearing Fund deposits, which have clear regulatory capital treatment under

Rule 15¢3-1.%

Six commenters stated that the SLD Proposal did not provide a sufficient evaluation of its

burden on competition and lacked necessary detail so as to elicit meaningful comment. > Many

of these commenters argued that, while they supported NSCC’s need for liquidity resources
generally, NSCC did not demonstrate a specific need for additional liquidity in connection with

the SLD Proposal.’” Five commenters argued the SLD Proposal lacked sufficient Clearing

33 See NSCC Letter I
54 I d

55 Id,

56 See Citadel Letter II, Charles Schwab Letter I, Charles Schwab Letter IT, Charles Schwab
Letter I1I, Charles Schwab Letter V, SIFMA Letter IL ITG Letter I, ITG Letter II, Knight

Capital Letter, ConvergEx Letter I, ConvergEx Letter 11.

57

See Citadel Letter 11, Citadel Letter IIT, SIFMA Letter II, SIFMA Letter III, ITG Letter II,
ITG Letter III, ConvergEx Letter I1. ’
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. Member input prior to subrﬁitting the proposal.58 Three commenters also argued that the SLD
Proposal did not adequately protect investors.” One commenter argued that the fact that NSCC
submitted the SLD Proposal without Clearing Member input is indicative of a lack of fair
representation for Clearing Members in the governance of NSCC.%° One commenter stated that
NSCC did not take into account the potential impact of other central counterparties instituting
.similar liquidity provi.tsions.6l Five commenters argued in opposition of cash being the only

source by which a Clearing Member could satisfy a supplemental liquidity deposi’c.62

In response to comments received regarding insufficient detail of the SLD Proposal,
NSCC provided detail regarding: the specific need for liquidity resources,’ implementation

timeframes for the SLD Proposal,64 and a suite of tools, such as monthly and daily reports, to
y Iep

58 See Citadel Letter IIL, Charles Schwab Letter I, ITG Letter I, ITG Letter 11, Knight
Capital Letter, Deutsche Bank Letter.

> See Deutsche Bank Letter, Charles Schwab Letter II, Charles Schwab IV, Charles
Schwab Letter V, SIFMA Letter IL

80 See Citadel Letter I11.

61 See Charles Schwab Letter 11, Charles Schwab Letter III. Additionally, one commenter
argued that NSCC attempted to impropetly amend the SLD Proposal through a response
to comments. See Charles Schwab Letter V. The Commission notes that NSCC filed the
Final SLD Proposal subsequent to the Commission’s receipt of this comment mn
accordance with the rule filing process. See Notice of Amendment No. 3, 78 FR 62846.

62 See NFS Letter, Charles Schwab Letter I, Charles Schwab Letter 111, Citadel Letter 11,
Citadel Letter I11, SIFMA Letter ], Fidelity Letter IL, ITG Letter 1L

6 See NSCC Letter II (stating that “NSCC has seen continued increases in potential

liquidity needs, driven by consolidation in the industry, developments in trading

techniques (including a rise in high frequency trading), and a reduction in volatility from

the post-[2008] crisis highs which result in reduced Clearing Fund requirements”).

64 See Notice of Amendment No. 3, 78 FR 62846 (stating that the Final SLD Proposal
. would be implemented on February 1, 2014).
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enable Clearing Membérs to more accurétely predibt a potential Regular SLD funding
obligation.®® NSCC stated that it would work with Clearing Members to help them uﬁderstand
and develop tools to forecast hquidity exposure and mitigate their peak liquidity exposure.%
NSCC also stated that it would provide monthly and daily reports to Clearing Members that
would show liquidity exposure during relevant periods.®” NSCC also stated that fluctuating peak
activity recently has exceeded NSCC available total liquidity resources.®® NSCC believes these
liquidity needs are largely driven by industry consolidation, developments in trading techniques,
including an increased use of high frequency trading, and a reduction in volatility from post-
2008 financial crisis levels, generally resulting in a reduction in Cleaﬁng Fund requirements.®
In response to comments rgceived regarding insufﬁcient analysis of the burden on competition
that might ensue from implementation of the SLD Proposal, NSCC substantially revised the SLD
Proposal twice to expand its analysis of the burden on competition to include, for example,
individual subsections specifically addressing competition concerns raised by commenters,” and

to reduce any disparate impact on Clearing Members stemming from implementation of the SLD

63 See NSCC Letter I, NSCC Letter II, Notice of Amendment No. 2, 78 FR 42140, Notice

of Amendment No. 3, 78 FR 62846.

See NSCC Letter L.

67 See NSCC Letter I, NSCC Letter IL

° See NSCC Letter II.

6 Id,

70 See Notice of Amendment No. 2, 78 FR 42140. See also NSCC Letter I NSCC argued

that the SLD Proposal would apply fairly across Clearing Members and, while _
recognizing potential competitive impacts on such members, believed the SLD Proposal
addressed important financial resource requirements. NSCC also stated that it was
revising the SLD Proposal to address competition concerns.
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Proposal, first to provide a mechanism by which non-bank affiliated Clearing Members could
contribute to Credit Facility, and second to eliminate the Regular SLD from the Final SLD
Propo'sal.71

In response to comments regarding the lack of Clearing Member input in the SLD
Proposal and that the development of the SLD Proposal without Clearing Member input was
indicative of a lack of fair representation of all Clearing Members at NSCC, NSCC stated that it
engaged in discussions with Clearing MernBers likely to be impacted by the SLD Proposal,
including more than 100 meetings with Clearing Members to enhance Clearing Members’
understanding of liquidity risks presented to NSCC and the SLD Proposal generally.”” The
Proposed Rule Change and subsequent amendments were published for comment four timcs; SO
Clearing Members had an opportunity to comment, and NSCC also substantially revised the SLD
Proposal twice as a direct response to comments received on the SLD Proposal.73 Finally, on
September 18, 2013, NSCC announced to its membership that it was forming the Clearing
Agency I_,iquidity Council (“CALC”), an advisory group to continue the diaiogue between
NSCC and its Clearing Members regarding liquidity issues in a formal setting.”® According to
NSCC, the CALC intends to explore additional liquidity resources in advance of the 2014

renewal of NSCC’s Credit Facility, in order to address, for example, NSCC’s liquidity needs

71

See Notice of Amendment No. 3, 78 FR 62846. See also NSCC Letter 11.

& See NSCC Letter 1.
» Sec Notice of Amendment No. 2, 78 FR 42140, Notice of Amendment No. 3, 78 FR
62846. See also NSCC Letter I1. '

™ DTCC Important Notice a7706, Creation of DTCC Clearing Agency Liquidity Council
and Nomination Process (Sep. 18, 2013),
http://dtcc.com/downloads/legal/impﬂnotices/ZO1 3/nscc/a7706.pdf.

17




outside of Special Periods and the refinancing risk associated with the annual renewal of the
Credit Facility.” According to NSCC, twenty-four Clearing Me;mbers joined the CALC,
including all eight commenters to the SLD Proposal, which has met on multiple occasions since
its inception.

NSCC responded to comments that the SLD Proposal did not contain sufficient
information by amending the SLD Proposal twice to further identify the potential impact of the
SLD Proposal on Clearing Members and to make substantive revisions to the SLD Proposal to
address those concerns.”® NSCC responded to comments that the SLD Proposal did not protect
investors by stating that the maintenance of adequate liquidity resources at NSCC, a designated
systemically-important financial market utility”’ that plays a fundamental role in the United |
States cash equities market, will protect against the transmission of systemic risk among Clearing
Members in the event of a failure of one Clearing Member, thereby promoting the prompt and
accurate settlement of securities transactions and the protection of investors.”® NSCC responded
to the comment that it did not take into account other central counterparties imposing similar

liquidity requirements by stating that such a concern was unlikely given the difference in

75

Se¢ NSCC Letter II. See also Notice of Amendment No. 2, 78 FR 42140, Notice of
Amendment No. 3, 78 FR 62846.

7 See Notice of Amendment No. 2, 78 FR 42140, Notice of Amendment No. 3, 78 FR
62846. See also NSCC Letter II.

K Financial Stability Oversight Council (“FSOC”) 2012 Annual Report, Appendix A,
http://www.treasury.gov/initiatives/fsoc/Documents/201 2%20Annual%20Report. pdf
(“FSOC Designation™).

® See NSCC Letter I, NSCC Letter I1. Designation as systemically-important by FSOC
means that a failure of or disruption to its functioning could create, or increase, the risk of
significant credit or liquidity problems spreading among financial institutions or markets,
thereby threatening financial stability. See 12 U.S.C. 3462(9). See also FSOC
Designation, supra note 77.
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liquidity risk between cash market central counterparties (i.e., NSCC), where potential liquidity
needs typicélly are orders of magnitude greater than the market risk that their margin collections
are designed to cover, and derivatives central counterparties, where liquidity needs generally are
more closely aligned to market risk of members’ portfolios and the members’ margin
re:quirements.79 In response to comments opposed to cash being the sole funding source by
which a Clearing Member could satisfy a supplemental liquidity deposit, NSCC eliminated
Regula_.r SLD, thereby eliminating concern relating to disparate treatment that might ensue by
requiring Clearing Members that do not make a commitment to lend to NSCC through the
Credit Facility to make their Regular SLD funding obligation in cash, and NSCC states that the
CALC will evaluate potential alternative collateral approaches that coul‘d be used to fund a -
portion of a Clearing Member’s funding obligation.”

C. Comments to the Final SLD Proposal

The Commission received two comménts on the Final SLD Proposal. Both commenters .
supported NSCC’s decision to eliminate the Regular SLD funding obligation from the SLD
Pmposal.Bl One commenter argued for approval of the Final SLD Proposal, since the Final SLD
Proposal “is a helpful development in the process of determining how best to increase NSCC’s
liquidity resources to meet its liquidity needs.”® Moreover, the commenter believes that “NSCC

has addressed the area of greatest [m]ember concern in removing provisions of the [SLD] -

” See NSCC Letter I1.

80 Id. See also discussion below noting that any cash deposit is driven by the Clearing

Member’s own trading activity.
81 See ITG Letter III, Fidelity Letter IIL.

8 See Fidelity Letter IIL.
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Proposal that collectively deal with the imposition of the Regular [SLD].”* One commenter
argued for disapproval of the Final SLD Proposal, stating that flawed concepts remaiﬁ and
approval would unnecessarily inhibit the development of ideas from NSCC’s CALC.# NSCC
did not submit a response to comments received after submission of the Final SLD Proposal. -
V.  Discussion and Commission Findings

After careful review, the Commission finds that the Final SLD Propqsal is consistent
with the requirements of the Act and the rules and regulations thereunder applicable to a
registered clearing agency.®’ -In particular, the Commission finds that the Final SLD
Proposal is consistent with the following provisions of the Act: (i) Section 17A(b)(3)(A),*
which requires that a clearing agency “is so organized and has the capacity to be able to facilitate
the prompt and accurate clearance and settlement of securities transactions ... to safeguard
securities and funds in its custody and control and for which it is responsible ... and to enforce
... compliance by its participants with the rules of the clearing agency;” (ii) Section
17Ab)(3)(F),¥” which requires that: the rules of a clearing agency not be designed to permit
unfair discrimination among parﬁcipants in the use of the clearing agency; and the rules of a

clearing agency promote the prompt and accurate clearance and settlement of securities

8 Id.

% See ITG Letter IIL

8 In approving the Proposed Rule Change, the Commission has considered the proposed
rule’s impact on efficiency, competition, and capital formation. See 15 U.S.C. 78¢(f).
Comments about the potential competitive impact of the Proposed Rule Change are

addl'eSS¢d above and below.
86 15 US.C. 78g-1(b)(3)(A).

87 15 U.S.C. 78q-1(b)3)(F).
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transactions and protect investors and the public interest; (111) Section 17A(b)3)(D),*® which
requires that the rules of a clearing agency pi‘ovide for the equitable allocation of reasonable
dues, fees, and other changes among its participants; aﬁd (iv) Section 17A(b)(3)(l),89 which
.rcquires the rules of a clearing agency not impose any burden on competition not necessary or
appropriate in furtherance of the purposes of the Exchange Act.

The Commission’s Order Instituting Proceedings solicited comment on a number of
issues. After carefully considering the Final SLD Proposal and the comments received on the
SLD Proposal and NSCC responses thereto, the Commission finds that the Final SLD Proposal is
consistent with the Exchange Act and therefore must be approved.

The Commission recognizes that some commenters did not support certain aspects of the
SLD Proposal. The Commission, however, must approve a proposed rule change if it finds that
the proposed rule change is consistent with the requirements of the Exchange Act and the
applicable rules and regulations thereunder. No comments convinced the Commission that the
Final SLD Proposal was not consistent with the Exchange Act and the applicable rules and
regulations thereunder. The Commission believes that, overall, the Final SLD Proposal: (i) will .
improve financial safety at NSCC by increasing its ability to meet its liquidity needs; (ii)
provides for the equitable allocation of reasonable expenses; and (iii) does not permit unfair

discrimination among Clearing Members in the use of NSCC or impose an unnecessary burden
on competition. The Commission’s analysis of the comments applicable to the Final SLD

Proposal and the Final SLD Proposal’s consistency with the Exchange Act are discussed below.

8  15U.8.C. 78q-1(0)3)D).

15 U.S.C. 78q-1(b)3)D).




As stated above, several commenters argued that the original SLD Proposal suffered from .

certain defects, such as a failure of NSCC to consult with Clearing Members prior to éubmitting
the SLD Proposal,” that the SLD Proposal contained an insufficient evaluation of the burden on
cofnpetition, and an insufficient description of the SLD Proposal,” and that NSCC did not
demonstrate a specific need for additional liquidity in connection with the SLD Proposal.”

The Commission believes that the Final SLD Proposal is consistent with the Exchange
Act and the applicable rules and regulations thereunder. NSCC made substantial revisions to the
SLD Proposal directly responsive to comments raised during the comment period, created the
CALC to continue the dialogue between NSCC and Clearing Members regarding liquidity
generally, and provided a more robust description of the SLD Proposal and its potential effec;ts
on the competition between Clearing Members,” in particular describing how the Final SLD

Proposal addresses those potential effects.” .

As stated above, all commenters expressed support for the notion that NSCC must have
access to sufficient liquidity.”> One commenter stated that “NSCC’s critical role as a national

clearance and settlement system” made it so that adequate liquidity resources at NSCC was of

90 See supra note 58.

o See supra note 56.

92 See supra note 57.

9 Seg Notice of Amendment No. 2, 78 FR 42140, Notice of Amendment No. 3, 78 FR

62846, NSCC Letter I, NSCC Letter I1.

94 See Notice of Amendment No. 3, 78 FR 62846, NSCC Letter II.

95

See supra note 25.
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paramount importa:nce.96 The Commission believes that NSCC’s maintenance of adequate
Cover One liquidity resources helps ensure that orderly settiement can be completed
notwithstanding the failure of its largest Clearing Member. The Commission further believes
approval of the Final SLD Proposal is necessary to improve the overall financial safety of NSCC
and ifs ability to complete settlement.

The Commission also notes that NSCC has stated that fluctuating peak liquidity needs
presented 1o NSCC have exceeded total liquidity resources available to NSCC, emphasizing the
need for NSCC to develop a mechanism to help ensure that it maintains adequate liquidity as
soon as pOssible.97 These liquidity needs are driven by Clearing Members’ trading activity, and
the Final SLD Proposal is designed as a mechanism to allocate a funding obligation to those |
Clearing Members with peak liquidity needs that surpass NSCC available liquidity resources.

The Commission also believes that the Final SLD Proposal provides a mechanism to help
ensure that NSCC maintains sufficient liquidity prospectively. The Commission agrees with
commenters that have suggested that historic peak liquidity is not necessarily predictive of futme
liquidity needs. To this point, the Final SLD Proposal permits Clearing Members to use a
Prefund Deposit in cases where a Clearing Member anticipates that its current trading activity
will surpéss total liquidity resources at NSCC. Furthermore, in the event that a Clearing Member
does not elect to make a Prefund Deposit but does present a liquidity need to NSCC above total
liquidity resources that is not accounted for by a Special SLD funding obligation, NSCC may
require the Clearing Members to fund the liquidity need by making a Call Deposit. The

Commission believes that these tools provide NSCC with the means to access sufficient liquidity

% See ConvergEx Letter I1.

97 See NSCC Letter IL
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| prospectively. For the above reasons, the Commission believes the SLD Proposal is consistent
with the requirements of Exchange Act Sections 17A(b)(3)(A) and (F) regarding the i)rompt and
accurate settlement of securities transactions. |

The Commission takes specific note of comments arguing that the costs of the Final SLD
Proposal would have the unintended conseéuence of causing many Clearing Members to
terminate their membership with NSCC and thereby concentrating the brokerage clearing
business in fewer Clearing Members, potentially leading to an increase of systemic risk. Thf;
Commission recognizes that there are costs of the Final SLD Proposal for Clearing Members for
which the Special SLD funding obligation applies. Clearing Members would be required to meet
the Special SLD fundiné obligation in cash, which would be maintained by NSCC for a period of
seven business days following the end of the Special Period.”® F urthermore, funds delivéred to
NSCC pursuant to a Call Deposit will be maintained by NSCC for a period of 90 days.”

Under the Final SLD Proposal, Clearing Members would only bé required to provide
funding to the extent that the Clearing Member’s trading activity during a two-year lolok-back
period of correlated Special Period dates would have resulted in NSCC having insufficient
liquidity resources to cover the default of that Clearing Member after taking into account all of
NSCC’s available liquidity resources at the time of default.'®® The Special SLD funding
obligation provides for an allocation formula that ratably applies to a subset of the 30 Clearing

Members that present largest peak liquidity needs to NSCC above NSCC’s total liquidity

8 See Notice, 78 FR at 21490,

% See Exhibit § to File No. SR-NSCC-2013-02,

http://www.sec.gov/rules/sro/nscc/2013/34-70688-ex5 .pdf.

1 Id. See also Notice, 78 FR at 21489.
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‘ resources during Special Periods.!”! By allocating the funding obligation to those Clearing
Members that directly create the liquidity need, the Final SLD Proposal helps to ensure that those
Clearing Members who impose equivalent liquidity burdens on NSCC bear equivalent financial
costs and allows each Clearing Member to exercise a degree of control over the funding
obligation it bears. Accordingly, and notwithstanding the views expressed by commenters, the
Commission believes that applying a liquidity obligation only to those Clearing Members that
- present a liquidity need to NSCC based on a historical look-back peﬁod above the total liquidity
resources avaﬂable to NSCC is an equitable allocation of expenses as required by Exchange Act

Section 17A(b)(3)(D).

NSCC’s application of the Special SLD funding obligatioﬁ to no more than the 30
Clearing Members that present the highest peak liquidity exposures over a two-year look-back
. - period during Special Periods'® prima facie has the effect of limiting that obligation to a subset
of Clearing Members. However, a Special SLD funding obligation will not be imposed on a
Clearing Member, irrespective of the rank of that Clearing Member’s peak liquidity need vis-a-
vis other Cleariné Members, unless that Clearing Member’s peak liquidity need surpassed
NSCC’s total liquidity reso-urces.]03
Since whether an individual Clearing Member will have a Special SLD funding

obligation is dependent solely upon the liquidity needs presented by that Clearing Member

during the look-back period in excess of NSCC’s then-available total liquidity resources, the

101 gee Notice of Amendment No. 3, 78 FR at 62847.

12 4. See also Exhibit 5 to File No. SR-NSCC-2013-02,
http://www.sec.gov/rules/sro/nsce/2013/34-70688-ex5.pdf.

. 103 gee Notice of Amendment No. 3, 78 FR at 62847.
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Commission believes that expanding the Special SLD funding oBligation to all Clearing -
Members is not necessary given the practical application of the rule to a subset of thé 30
Clearing Members. Accordingly, despite the views expressed by some commenters, the
Commission believes that limiting application of the Special SLD requirement to no more than
30.Clearing Members is consistent with the requirement of Exchange Act Section 17A(bY3)D)
that expenses be equitably allocated among Clearing Members.

As stated above, the Commission recognizes that costs will be imposed through the Final
SLD Proposal on Clearing Members for which the Special SLD funding obligation applies. The
Commission also recognizes that some Clearing Members may make an economic decision to
terminate their NSCC membership to avoid these costs. The Commission believes, however,
that the Final SLD Proposal is a reasonable measure of the associated liquidity expenses
experienced by NSCC and that the associated costs are necessary and appropriate for NSCC to
ensure that it has the liquidity resources required to continue to operate in a-safe and sound
manner.

Under the Final SLD Proposal, a funding obligation' is generated when a Clear?ng
Member’s trading activity during a historic Special Period would have resulted in NSCC having
insufficient liquidity resources to cover the defauit of that Clearing Member after taking into
account all of NSCC’s available liquidity resources at that time. As a result, a Special SLD
funding obligation is the amount of the difference between a demonstrated peak total liquidity
need created and current total liquidity resources available, which difference NSCC would be
unable to account for through other liquidity resources.

As for the unintend_ed consequences associated with the Final SLD Proposal, the

Commission agrees with NSCC that the maintenance of adequate liquidity at NSCC is a
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fundamental element in addressing the goal of reducing the potential systemic risk posed by a
systemically-important financial market utility}04 and also a key component of NSCC’s ability to
prevent the failure of a Clearing Member from having a cascading effect on other Clearing
Members. The Commission also believes that since Clearing Members exercise a degree of
control over whether they will face an SLD funding obligation, they could explore alternatives to
termination of membership to avoid incurriﬁg a Special SLD funding obligation, including
changes to trading behavior so that their trading activity does not present a liquidity need to
NSCC above NSCC’s total available liduidity resources, as informed by the daily and monthly
“liquidity transaction” reports to be provided by NSCC as part of the Final SLD Proposal‘m5
Accordingly, the Commission believes the expenses charged by NSCC through imposition of the
Special SLD funding obligation are reasonable as required by Exchange Act Section
17A(bYEXD)-

For these reasons stated above, the Commission believes that the Final Proposed Rule
Change containing the Final SLD Proposal meets the Section 17A(b)(3)(D) Exchange Act
standard of equitable allocation of reasonable dues, fees, and other charges among its
participants. The Commission finds it equitable that Clearing Members address the liquidity
exposure that they actually present to NSCC during Special Periods and that such liquidity
exposure is not borne by Clearing Members whose trading activity does not generate the

liquidity need. Similarly, the Commission finds the Final SLD Proposal equitable in that two

104 See NSCC Letter L.
105 gee Notice of Amendment No. 2, 78 FR 42140, Notice of Amendment No. 3, 78 FR
62846, NSCC Letter I1. With respect to the comments described above about NSCC
requiring cash be deposited as collateral, the Commission believes that NSCC has
addressed these comments and has stated that the CALC will evaluate potential
alternative collateral approaches.
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Clearing Members that produce the same liquidity need in excess of NSCC’s total liquidity
resources will be assessed the same Special SLD funding obligation. Furthermore, tﬁe Final
SLD Proposal is equitable because it allows Clearing Members to anticipéte and manage their
own liquidity exposure to the clearing agency by changing their trading behavior. Finally, the
Commission believes that the limitation in NSCC’s rules to apply the Special SLD funding
obligation to not more than 30 Clearing Members is not arbitrary or capricious because a
Clearing Member’s Special SLD funding obligation will depend solely upon its trading activity
in relation to NSCC’s total liquidity resources.
Several commenters raised concerns regarding the perceived burdens on competition and
" asserted that there are unfair and discriminatory impacts of the SLD Proposal, in particular with
respect to an aspect of the eliminated Regular SLD funding obligation.'% However, no
commenters argued that the Final SLD Proposal discriminated among Clearing Members in the
use of the clearing agency or imposed an unnecessary or inappropriate burden on competition.
Because a Special SLD funding obligation will be imposed only to the extent that an individual
Clearing Member’s trading activity over a two-year historical look-back period on corresponding
days surpasses the total liquidity reésources available to NSCC, only a small number of Clearing
Members likely will incur a Special SLD funding obligation. While the Special SLD funding
obligation will very likely only be met by a small number of Clearing Members, NSCC (i) will
provide all members with a daily report regarding the liquidity exposure presented by such

member, (ii) will provide similar monthly reports specifically to Clearing Members to help

106 See Citadel Letter I, Charles Schwab Letter L, Charles Schwab Letter II, Charles Schwab

Letter II1, Charles Schwab Letter IV, Charles Schwab Letter V, SIFMA Letter I, SIFMA
Letter I, ITG Letter I, ITG Letter Ii, Knight Capital Letter, ConvergEx Letter 1,
ConvergEx Letter I1.
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Clearing Members determine whether they should make Prefund Deposits or otherwise manage
their liquidity exposure,'®” and (iii) has created the CALC to ensure that the Special SLD funding
obligation will continue to only reasonably and fairly impose a requirement on those.CIearing
Members that can foresee the liquidity exposure that they may present to NSCC during Special
Periods.'%

As a result, the Commission believes that the Final SLD Proposal meets the requirements
of Sections 17A(b)(3)(F) and (I) of the Exchange Act. To the extent the imposition of the
Special SLD funding obligation results in a burden on competition because it levies a funding
obligation on some Clearing Members but not others, such burden is necessary or appropriate for
NSCC to ensure that it has the liquidity resources required to continue to operate in a safe and
sound manner. Furthermore, the Special SLD funding obligation does not amount to unfair
discrimination among Clearing Members in the use of the clearing agency because the funding
requirement is correlated directly with trading activity that creates the actual liquidity need.

VI.  Conclusion

On the basis of the foregoing, the Commission finds that the proposal is consistent with
the requirements of the Act and in particular with the requirements of Section 17A of the Act and
the rules and regulations thereunder.

" IT IS THEREFORE ORDERED, pursuant to Section 19(b)(2) of the Act,'® that the
proposed rule change SR-NSCC-2013-02, as modified by Amendment Nos. 1, 2, and 3, be and

hereby is APPROVED, as of the date of this order or the date of the “Notice of No Objection to

107 See Notice of Amendment No. 2, 78 FR 42140, Notice of Amendment No. 3, 78 FR

62846, NSCC Letter II.
1% See NSCC Letter I, NSCC Letter II. '

9 15 U.8.C. 78s5(b)(2).
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Advance Notice Filing, as Modified by Amendment Nos. 1, 2, and 3, to Institute Supplemental

Liquidity Deposits to [NSCC’s] Clearing Fund Designed to Increase Liquidity Resources to
Meet Its Liquidity Needs,” SR-NSCC-2012-802, whichever is later.

By the Commission. %M\ %Yl . 0\ tﬂu“

Kevin M. O’Neill .
Deputy Secretary




UNITED STATES OF AMERICA

Before the

SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 70989 / December 5, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3732 / December 5, 2013

INVESTMENT COMPANY ACT OF 1940
Release No. 30818 / December 5§, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15255 '

In the Matter of

JOHN THOMAS CAPITAL MANAGEMENT
GROUP LLC, d/b/a PATRIOT28 LLC,

GEORGE R. JARKESY JR.,
JOHN THOMAS FINANCIAL, INC. and
ANASTASIOS “TOMMY” BELESIS,

Respondents.

L.

ORDER MAKING FINDINGS,
IMPOSING REMEDIAL
SANCTIONS AND A CEASE-AND-
DESIST ORDER, PURSUANT TO
SECTIONS 21C, 15(b)(4) AND
15(b)(6) OF THE SECURITIES
EXCHANGE ACT OF 1934,
SECTION 203(k) OF THE
INVESTMENT ADVISERS ACT OF
1940, AND SECTION 9(b) OF THE
INVESTMENT COMPANY ACT OF
1940 AS TO JOHN THOMAS .
FINANCIAL, INC. AND
ANASTASIOS “TOMMY” BELESIS

On March 22, 2013, the Securities and Exchange Commission (“Commission”) instituted
public admimstrative and cease-and-desist proceedings pursuant to Sections 15(b)(4) and 15(b)(6)
of the Securities Exchange Act of 1934 (“Exchange Act™), Section 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 John Thomas Financial, Inc. (“JTF”) and Anastasios
“Tommy” Belesis (“Belesis”) {collectively the “Respondents™).
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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 mattet of these proceedings, which are admitted, Respondents consent to the entry of
this Order Making Findings, Imposing Remedial Sanctions and a Cease-and-Desist Order,
Pursuant to Sections 21C, 15(b)(4) and 15(b)(6) of the Securities Exchange Act of 1934, Section
203(k) of the Investment Advisers Act of 1940, and Section 9(b) of the Investment Company Act
of 1940 as to John Thomas Financial, Inc. and Anastasios “Tommy” Belesis (“Order”), as set forth
below.

1L

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

Summary

This case concerns fraudulent conduct by the manager (the “Manager”) of two hedge
funds known as the John Thomas Bridge and Opportunity Fund LP I and the John Thomas
Bridge and Opportunity Fund LP II (together, the “Funds™),? and the Funds’ adviser (the
“Adviser”). Respondent Belesis® broker-dealer, Respondent JTF, placed customers in the Funds,
provided various services to a number of the companies in which the Funds invested, and
provided execution services with respect to many of the Funds’ securities transactions. The
Manager and the Adviser elevated the interests of Respondents over those of the Funds by
paying or causing to be paid excessive monies to JTF that should have remained with the Funds.
Through Belesis® influence over the Manager and the Adviser, Respondents aided, abetted and
caused the Manager’s and Adviser’s breaches of their fiduciary duties to the Funds.

Although JTF and the Funds shared the “John Thomas™ brand name, the Adviser
purported to be wholly independent of JTF. Likewise, the Manager represented that he was
“responsible for all of the investment decisions” of the Funds. However, the Manager and the
Adviser on occasion acquiesced to Respondent Belesis’ demands regarding certain investment
decisions. The independence of the Adviser and JTF was untrue.

In addition, the Manager and the Adviser used the Funds’ assets to pay the Respondents
significant amounts for providing services that had little or no direct value to the Funds. As one

! 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.

? The Funds currently are known as Patriot Bridge and Opportunity Fund LP I and Patriot Bridge and Opportunity
Fund LP IL
2




example, in connection with certain bridge loans made by Fund I, Respondents received
hundreds of thousands of dollars in “fees™ for providing little or no services.

Respondents

1. JTF was a broker-dealer located in New York, New York from 2007 until
September 2013. At all times relevant to the conduct described herein, the firm was registered
with the Commission and a member of the Financial Industry Regulatory Authority (“FINRA”).
At all times relevant to the conduct described herein, JTF was controlled and indirectly owned by
Belesis. At all relevant times, JTF offered brokerage and investment services, investment
banking services and private wealth management.

2. Belesis, age 38, of New York, New York, was the founder and chief
executive officer of JTF. Until late 2011, Belesis’ firm was the primary placement agent for the
Funds, and was one of several broker-dealers that executed equity trade orders for the Funds.
Belesis and the Manager became acquainted in 2003.

Other Relevant Entities

3. The Adviser is an unregistered investment adviser that serves as the general
partner of two hedge funds, Fund I and Fund II.

4, The Manager manages the Adviser. In that capacity, the Manager
purportedly controlled all operations and activities of the Adviser and the Funds.

Background

5. The Manager established the Adviser in 2007 as an unregistered investment
adviser to serve as the adviser to Fund I. The venture grew from the Manager’s prior successes
with bridge loan financings.

6. In 2009, the Manager and the Adviser formed a twin fund: Fund II. With
the termination of Fund I scheduled for 2012, Fund II was formed in order to hold certain longer-
term investments, including life settlement policies that had not matured. Initially, Fund II was
structured to solicit foreign investors but when none bought shares of the fund, the Adviser
opened Fund II to domestic investors.

7. The Manager and the Adviser purported to invest the Funds in three asset
classes: (i) equity investments, including shares of stock, options and warrants, mostly in
speculative microcap companies that were either not traded publicly or thinly-traded over the
counter; (ii) bridge loans to public and non-public growth-stage companies; and (iii) life
settlement policies. Although only Fund I was invested in life settlement policies, Fund 11 was
invested in Fund L.




8. Each Fund has a lock-up period. Fund I’s lock-up period was five years
and was scheduled to expire in September 2012, when the Fund was to terminate. At that time,
the Manager and the Adviser were expected to distribute its assets in cash and/or in kind,
although distribution was incomplete by the end of September 2013. Fund II’s lock-up period is
four years and Fund II is scheduled to terminate no later than 2019. With the Manager’s consent
and at his discretion, and provided they pay a penalty fee, investors can redeem their shares
before the respective lock-up periods expire.

9. Respondent JTF had several roles relating to the Funds. JTF served as the
primary placement agent for solicitation of investments in the Funds and it acted as the broker
for many of the Funds’ equity trades. Separately, it also served as the investment bank for some
of the companies that received bridge loans from the Funds. JTF has received nearly $4 million
in fees and commissions directly and indirectly from the Funds.

10.  Atthe end of 2011, the Manager valued Fund I at approximately $18
million to $20 million and Fund II at approximately $10 million. The Funds’ auditor reported
Fund I’s “total return since inception” was twenty-four percent. Together the Funds have
approximately 120 investors with just a few of them invested in both Funds.

The Undisclosed Role of the Respondents in Fund Operations

11.  The Adviser disclosed JTF’s role as placement agent and potential
executing broker-dealer for the Funds’ equity transactions. The Adviser made no disclosure that
Respondents would become involved in the Adviser’s investment activities. To the contrary, the
Adviser — acting through the Manager - represented that it was solely responsible for managing
the Funds and independent from Respondent JTF.

12.  To underscore the indépendence of the Adviser and JTF, the Adviser’s
web site included a disclaimer indicating that other than using JTF as a placement agent, the
Adviser had no business relationship with JTF.

13.  Respondent Belesis was aware of the disclaimer distancing the Adviser
from JTF.

14.  Respondents involved themselves in directing how the Funds’ money
flowed to at least two companies to which the Funds loaned money, Company A and Company
B.

15.  Company A was formed in April 2010 when Company C, in which the
Funds had invested, merged with a third company. Respondents JTF and Belesis had a long-
standing relationship with Company C; JTF had raised substantial amounts of capital for
Company C through numerous private placements, and JTF itself had substantial holdings in
Company C’s stock.




16.  The Manager and the Adviser first invested the Funds’ assets in Company
C in 2009, when Fund I extended a bridge loan to the company. That loan was repaid, and
another one was made at the end of the year. From that point on, neither of the Funds’ loans to
Company C was repaid; instead, the Funds received allotments of penalty shares of Company C
and then Company A after the merger. In 2010, the Funds’ positions in Company A had grown
disproportionately to their other holdings due to the penalty shares, so that nearly a third of each
Fund’s assets were invested in Company A. .

17. By late 2010, the Company A position grew to a paper value of more than
$8 million in Fund I, and more than $2 million in Fund II, or nearly a third of each Fund’s
values.

18.  Respondent Belesis — sometimes, but not always, in collaboration with the
Manager — became involved in how the Funds’ money would be invested in Company A.
Company A’s chief executive officer requested money from Belesis for operating costs,
including rent, payroll and payments to Company A’s service providers. The Funds’ bank
records show debits to pay certain Company A expenses.

19.  In at least one instance, Belesis’ decision regarding how the Funds’ money
would be spent at Company A, one of the Funds’ largest holdings, prevailed over the wishes of
Company A’s corporate officers, who urged him to handle company affairs differently.

However, Company A’s officers had no choice but to accept Respondent Belesis’ decisions
because of Belesis’ influence over whether and when money would flow to Company A from the
Funds, the company’s main source of capital.

20. Separately, in late 2009, the Manager and the Adviser invested
approximately $200,000 of the Funds’ money in a publicly traded shell company, and the Funds
became the shell company’s controlling shareholders. The shell merged with a small, private
company in the summer of 2010 to form Company B. The Funds owned approximately twenty-
five percent of Company B’s unrestricted stock after the merger, which traded publicly on the
OTC Bulletin Board.

21.  Respondent Belesis exercised undisclosed influence over the Adviser in
connection with certain of the Funds’ investments in Company B. When the Funds extended a
bridge loan to Company B and the proceeds were delayed in arriving at the company, the
company president and chief executive officer addressed Belesis — not the Manager, the
supposed exclusive manager of the Funds — about the delay. Belesis in turn reassured him that
the Funds would provide the loan.

22.  The Manager frequently deferred to Respondent Belesis and sought to
placate him by delivering improper benefits relating to the Funds’ investment activities to
Respondent JTF, including cash, fees and securities.




The Undisclosed Business Relationship between the Adviser and JTK

23.  In addition to the undisclosed role the Respondents had with regard to the
Funds’ investment activities, the Adviser and the Manager — who purported to be independent
from the Respondents — also did not disclose that they were engaged in actively referring
business to the Respondents.

24.  This undisclosed arrangement was described in a March 2009 email from
an employee of the Adviser to Belesis:

[The Manager] and I have worked hard over the past month creating a
backlog of potential clients for JTF and {the Adviser]. We now have two
or three that could be JTF clients in a matter of weeks with tens of
thousands of dollars in monthly fees not to mention [another business
transaction] already in the bag....

The failure of your staff to execute payment on our contract has put a
stop to our progress. . . . I still have high hopes for the potential of this
liaison between JTF, [the Adviser] and myself. Based upon your email
below I estimate that you feel same. [The Manager], I know is
optimistic of the potential that this relationship holds . . . .

25.  In March 2009, the director of a company that the Adviser and the
Manager had steered to JTF asked to meet with Belesis before paying for JTF’s services. In
response, Belesis angrily erupted at the Manager. The Manager’s reply indicates his allegiance
to Belesis: “I just told him to send the stock and money, sign the document or get lost,” he wrote.
“I think this will get done today. Nobody gets access to Tommy until they make us money!!!!f”

The Manager and the Adviser Diverted the Funds’ Money to Enrich the Respondents

26.  In breach of his fiduciary duty to the Funds, the Manager, through his role at
the Adviser, actively negotiated fees on behalf of Respondent JTF in connection with the Funds’
activities, to the detriment of the Funds.

27.  The Manager used his role as manager of the Funds to enrich the
Respondents, and kept an appreciative Belesis apprised of his efforts. For example, the Manager
giddily wrote to Belesis in March 2010: “/W]e are all going to make so much f] ... Jing money
this year, the clients of John Thomas are going to hdve a banner year ... Write yourself a check
and get ready to cash it $45 million.” '

28.  On another occasion, after Respondent Belesis opined to the Manager
about the lack of fees he was securing for JTF in February 2009, the Manager responded that “we
will always try to get you as much as possible, Everytime [sic] without exception!”




29,  Overall, the Manager’s allegiance to the Respondents deprived the Funds
of a material amount of money, directly or indirectly, for placement fees, loans to small
companies that then used the money to pay fees to JTF, and for unearned bridge loan fees JTF
received for performing little or no services.

Fund Money Was Routed to JTF for Unearned Bridge L.oan Fees

30. The Funds extended short-term bridge loans to small, usually private
companies. In exchange for the loans, the Funds received interest on the amount of the loan and
what the Manager called an “equity kicker” of stock, options or warrants in the company.

31.  The Respondents occasionally introduced the Manager and the Adviser to
candidates for bridge loans. For its involvement, JTF earned a fee of approximately ten percent
of each bridge loan the Funds made, plus a three percent non-accountable business expense. The
Manager and the Adviser made no effort to negotiate a lower fee for JTF.

32.  The Funds typically extended bridge loans to struggling, cash-poor
ventures. Every dollar provided in the loan was essential to the borrowers’ future prospects and,
therefore, the Funds’ investment in the borrowing companies and chances of ultimately being
repaid.

33.  The Manager abandoned his fiduciary duties to the Funds and negotiated
arrangements whereby the borrowing companies — in which the Funds were invested and from
which the Funds sought repayment — would pay unwarranted finder fees to Respondent JTF out
of the proceeds received from the Funds. Thus, the Manager of the Funds, when negotiating
bridge loans between the Funds and the borrowing companies, placed the interests of
Respondents above the interests of the Adviser’s clients, the Funds, and assumed responsibility
for negotiating on behalf of JTF. As examples:

a. In March 2009, the Manager offered the Respondents increasingly
favorable fees on a bridge loan the Funds were extending to
Company A, and also offered commissions and warrants without
Respondents requesting such benefits,

b. In February 2010, the Manager drafted a $130,000 commission for
Respondent JTF in a term sheet for a $1 million bridge loanto a
company that expressly informed the Manager that it did not want
to commit to long-term financing with JTF.

c. In May 2009, the Manager structured a transaction between the
Funds and Company D specifically so that Respondents JTF and
Belesis could be “the hero,” as the Manager wrote in an email, and
earn commissions and fees.




34.  Respondents were willing recipients of the Funds’ generosity provided by
the Manager and the Adviser, but it was the Manager who was responsible for negotiating their
fees from the Funds’ bridge loans.

35. In some instances, the Manager negotiated and procured a fee for the
Respondents even though they had not referred the borrower to the Funds for financing and had
done, at most, minimal work relating to the loan. For example:

a. The Manager was a director of Company D and introduced the
company to the Funds for a bridge loan and to Respondent JTF for -
long-term financing. When the Funds extended a bridge loan in
October 2008, JTF received a full fee for having done merely
negligible work relating to the loan.

b. The Manager was a director of Company B and brought the
company to Respondent JTF for investment banking work in the
summer of 2010. When the Funds extended a bridge loan to
Company B, JTF received a fee on the loan despite having done
only minor work on the loan.

36. . Between 2008 and 2010, JTF was paid a total of $488,750 in fees from
four bridge loans, including at least two for which it did inconsequential work. JTF’s fees came
from the borrowing company, which paid the fees upon receipt of the bridge loan money from

. the Funds, thereby immediately diminishing the loans the Funds made by the amount of the fees
the Manager arranged for Respondent JTF. '

37.  Inaddition to the bridge loan fees, the Manager and the Adviser paid JTF
more than $741,000 in brokerage commissions from the Funds’ securities trades, nearly $2.5
million in placement fees for selling shares of the Funds, and more than $4 million in consulting
fees for investment banking work.

38.  Respondents took improper action, thereby enabling the Manager and the
Adviser to misuse the Funds® assets and misrepresent the Manager’s exclusive role in making
investment decisions for the Funds.

39.  As aresult of the conduct described above, Respondents JTF and Belesis
willfully® aided and abetted and caused the Adviser’s and the Manager” violations of Section
206(2) of the Advisers Act.

3 A willfu! violation of the securities laws means “that the person charged with the duty knows what he is doing.”
Wonsover v. SEC, 205 F.3d 408, 411 (D.C. Cir. 2000) (quoting Hughes v, SEC, 174 F.2d 969, 977 (D.C. Cir.
1949)).
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In view of the foregoing, the Commission deems it appropriate, in the public interest, and
for the protection of investors to impose the sanctions agreed to in Respondents’ Offer.

Accordingly, pursuant to Sections 15(b)(4) and 15(b)(6) of the Exchange Act, Section
203(K) of the Advisers Act, and Section 9(b) of the Investment Company Act, it is hereby
ORDERED that:

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

B. Respondents are censured. '
C. Respondent Belesis 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;

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 réentry after one (1) year to the appropriate self-regulatory
organization, or if there is none, to the Commission.

D. Any reapplication for association by Respondent Belesis 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.




E. Respondent Belesis shall, within fifteen (15) days of the entry of this Order, pay
disgorgement of $311,948, prejudgment interest of $88,052, and a civil money penalty in the
amount of $100,000 to the Securities and Exchange Commission. If timely payment of
disgorgement is not made, additional interest shall accrue pursuant to SEC Rule of Practice 600. If
payment of a civil penalty is not timely made, additional interest shall accrue pursuant to 31 U.S.C.
§ 3717. Payment must be made in one of the following ways:

(1) Respondent may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;’

(2) Respondent may make direct payment from a bank account via Pay.gov through the
SEC website at http://www.sec.gov/about/offices/ofm.htm; or

(3) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying John
Thomas Financial, Inc. and Anastasios “Tommy” Belesis as Respondents in these proceedings, and
the file number of these proceedings; a copy of the cover letter and check or money order must be
sent to Andrew M. Calamari, Division of Enforcement, Securities and Exchange Commission, 200
Vesey Street, 4" Floor, New York, NY 10281-1022.

F. Respondent JTF shall pay civil penalties of $500,000 to the Securities and
Exchange Commission. Payment shall be made in the following installments:

a. $125,000 plus interest pursuant to 31 U.S.C. § 3717, due 90 days from the
entry of this Order;

b. $125,000 plus interest pursuant to 31 U.S.C. § 3717, due 180 days from
the entry of this Order;

c. $125,000 plus interest pursuant to 31 U.S.C. § 3717, due 270 days from
the entry of this Order; and

d. Any outstanding balance plus interest pursuant to 31 U.S.C. § 3717, due
360 days from 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 the civil penalties, plus any additional interest accrued pursuant to 31 U.S.C.

4 The minimum threshold for transmission of payment electronically is $1,000,000. For amounts below the
threshold, respondents must make payments pursuant to option (2) or (3) above.
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3717, shall be due and payable immediately, without further application. Payment must be made
in one of the following ways:

(1) Respondent may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;’

(2) Respondent may make direct payment from a bank account via Pay.gov through the
SEC website at http://www.sec.gov/about/offices/ofm.htm; or

(3) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341]
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying John
Thomas Financial, Inc. and Anastasios “Tommy” Belesis as Respondents in these proceedings, and
the file number of these proceedings; a copy of the cover letter and check or money order must be
sent to Andrew M. Calamari, Division of Enforcement, Securities and Exchange Commission, 200
Vesey Street, 4™ Floor, New York, NY 10281-1022.

G. Such civil money penalty may be distributed pursuant to Section 308(a) of the
Sarbanes-Oxley Act of 2002, as amended (“Fair Fund distribution”). Regardless of whether any
such Fair Fund distribution is made, amounts ordered to be paid as civil money penalties pursuant
to this Order shall be treated as penalties paid to the government for all purposes, including all tax
purposes. To preserve the deterrent effect of the civil penalty, Respondents agree that in any
Related Investor Action, they shall not argue that they are entitled to, nor shall they benefit by,
offset or reduction of any award of compensatory damages by the amount of any part of
Respondents’ payment of a civil penalty in this action (“Penalty Offset”). If the court in any
Related Investor Action grants such a Penalty Offset, Respondents agree that they shall, within 30
days after entry of a final order granting the Penalty Offset, notify the Commission’s counsel in
this action and pay the amount of the Penalty Offset to the United States Treasury or to a Fair
Fund, as the Commission directs. Such 2 payment shall not be deemed an additional civil penalty

. 5 See note 4 above.
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and shall not be deemed to change the amount of the civil penalty imposed in this proceeding. For
purposes of this paragraph, a “Related Investor Action” means a private damages action brought
against Respondents by or on behalf of one or more investors based on substantially the same facts
as alleged in the Order instituted by the Commission in this proceeding.

By the Commission.
Elizabeth M. Murphy

" Secretary

By:(Jill M. Peterson
Asgistant Secretary




SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-71018)

Order Granting a Temporary Exemption Pursuant to Section 36(aj(1) of the Securities Exchange
Act of 1934 from the Filing Deadline Specified in Rule 613(a)(1) of the Exchange Act '

December 6, 2013

Rule 613(a)(1) of the Securities Exchange Act of 1934 (“Exchange Act™)! requires the
Financial Industry Regulatory Authority, Inc. (“FINRA”) and the eighteen reéistered naﬁoﬁal
* securities exchanges (collectively, the “SROs”) to “jointly file on or before 270 days from the
date of publication of the Adopting Release [for Rule 613 of the Exchange Act’] in the Federal
Register a national matket system plan to govern the creation, implementation, and maintenance
of a consolidated audit trail and central repository as required by [the rule].” The Adopting

Release for Rule 613 was published in the Federal Register on August 1, 2012,? thus requiring

the national market system plati (“NMS plan”) to be filed on or before April 28, 2013.* On
March 7, 2013, the Securities and Exchange Commission (“Commission”) granted a request
from the SROs for a temporary exemption from this deadline until December 6, 2013.° On

November 8, 2013, the SROs filed an application, pursuant to Rule 0-12 under the Exchange

! 17 CFR 242.613(a)(1).
2 17 CFR 242.613.

3 Securities Exchange Act Release No. 67457 (July 18, 2012), 77 FR 45722 (August 1,
2012) (“Adopting Release”).

4 April 28, 2013, was a Sunday. Therefore, in accordance with Rule 160(a) of the
Commission Rules of Practice, the deadline for filing the NMS plan was Monday, April
29, 2013.

3 See Securities Exchange Act Release No. 69060, 78 FR 15771 (March 12, 2013); and
letter from Robert L.D. Colby, Executive Vice President and Chief Legal Officer,
FINRA, to Elizabeth M. Murphy, Secretary, Commission, dated February 7, 2013

(“February 7, 2013 Letter”).
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Ac-t,6 to request the Commission to grant a t;:mporary exemption under Section 36 of the
Exchange Act,” from the deadline specified in Rule 613(a)(1) of the Exchange Act® for
submitting the NMS plan to the Commission until September 30, 2014°

In their Current Request Letter, the SROs explain that on February 26, 2013, they
published a Request fof Proposal (“RFP”) to solicit bids from which they will select an entity to
serve as the consolidated audit trail (“CAT”) plan processor to build, operate, administer, and
maintain the CAT.!® Thirty-one firms, including four distinct SRO groups, initially indicated
that they planned to submit bids on the RFP.!" The SROs further state in the Current Request

Letter that following the publication of the RFP, potential bidders and members of the public,

including broker-dealer members of the SROs, expressed interest in the process by which the

SROs will review and evaluate bids, narrow down the list of bids, use those bids in formulating

the CAT NMS Plan, and, ultimately, select the CAT plan processor.

6 17 CFR 240.0-12.
7 15 U.S.C. 78mm.
8 17 CFR 242.613(a)(1).

? See Letter from Robert L.D. Colby, Executive Vice President and Chief Legal Officer,
FINRA, to Elizabeth M. Murphy, Secretary, Commission, dated November 7, 2013 (the
“Current Request Letter”).

In the February 7, 2013 Letter, the SROs stated that an RFP process was necessary prior
to filing an NMS plan pursuant to Rule 613 (“CAT NMS Plan”). The SROs explained
their belief that such a process would ensure that potential alternative solutions for
creating the consolidated audit trail could be presented to the SROs for their
consideration, and would provide the SROs with information necessary to preparc a
detailed cost/benefit analysis as required by Rule 613. See February 7, 2013 Letter, supra
note 5.

1 According to the SROs, since that time, seven firms have formally notified the SROs of

their intent to withdraw as primary bidders. See Current Request Letter, supra note 9. Of
the seven firms that formally notified the SROs of their intent to withdraw as primary
bidders, two are SRO groups. See

http://catnmsplan.com/web/ grouos/catnms/@catnms/documents/appsupportdocs/pQ1 7583
.pdf (last visited November 19, 2013).




The SRQs state in the Current Request Letter that they solicited views from potential
bidders regarding whether they preferred to know the process the SROs will follow to review,
evaluate, and select a bidder in advance of submitting their bids and whether that process could
influence either a decision regarding whether to submit a bid or the contents of a bid. The SROs
represent that many potenfcial bidders indicated that knowing the process by which the SROs will
choose the plan processor is important to finalizing their bids. According to the SROs, the
potential bidders also generally expressed the view that providing bidders with four weeks
between approval of a selection process and the submission deadline for the bids would be an
appropnate timeframe to allow bidders to make any changes to thelr bids in light of the approved
evaluation and selection process. Based on this feedback, the SROs filed with the Commission
an NMS plan to govern the SROs’ process for the selection of a CAT plan processor, and for
mitigating conflicts of interest that might arise in the process (the “Selection NMS Plan”). 12

In the Current Request Letter, the SROs state that a temporary exemption is necessary
and appropriate regardless of whether the Commission approves the Selection NMS Plan.
Specifically, the SROs note that if the Selection NMS Plan is api)roved, they believe it will take
“approximately seven months from the receipt of the bids to review and evaluate the bids,

perform the in-depth and thorough analysis . . . required by Rule 613, and draft the CAT NMS

.plan for submission to the SEC.”" The SROs further state that “[b]ecause the content of the bids

is critical to the analysis needed to draft the CAT NMS Plan, the SROs estimate that seven
months following the receipt of bids is necessary to ensure that they can fully address the

considerations enumerated in Rule 613, including a discussion of the costs and benefits of not

i2 The Commission published the Selection NMS Plan for notice and comment. See

Securities Exchange Act Release No. 70892 (November 15, 2013), 78 FR 66910
(November 21, 2013).

13 See Current Request Letter, supra note 9.

3




only the proposed solution(s) but also of the alternative solutions considered but not proposed as
the solution in the CAT NMS Plan, so that fhe Commission and the public have sufficiently
detailed information to carefully consider all aspects of the CAT NMS Plan ultimately submitted
by the SROs.”* If the Selection NMS Plan is not approved, the SROs explain that they will

. need the temporary éxemption to allow bidders additional time to finalize their bids, and allow
the SROs additional time to develop an alternative process for evaluating the bids, developing
the CAT NMS Plan, and selecting the CAT plan processor."

Section 36 of the Exchange Act'® authorizes the Commission, by rule, regulation, or
order, to exempt, either conditionally or unconditionally, any person, security, or transaction, or
any class or classes of persons, securities, or transactions, from any provision or provisions of the
Exchange Act or any rule or regulation thercunder, to the extent that such exemption is necessary
or appropriate in the public interest, and is consistent with the protection of investors.

The Commission finds that it is appropriate in the public interest, and is consistent with
the protection of investors, to grant the SROs a temporary exemption from the deadline for filing
the CAT NMS Plan contained in Rule 613(a)(1) until September 30, 2014. The Commission
believes that granting the exemption is appropriate in light of the need for the SROs to establish
a deadline for finalizing and submitting bids in response to the RFP; to evaluate the bids
submittea and select the CAT Plan Processor under the Selection NMS Plan, if the Selection
NMS Plan is approved by the Commission, or an alternative process if the Selection NMS Plan

is not approved by the Commission; and to draft the CAT NMS Plan.

14 Id.
15

=

16 15 U.S.C. 78mm.




Accordingly, IT IS HEREBY ORDERED, pursuant to Section 36 of the Exchange Act,'”

that the SROs are temporarily exempted from the deadline for submitting the NMS plan to

govern the creation, implementation, and maintenance of a consolidated audit trail and central
repository contained in Rule 613(a)(1)'® until September 30, 2014.

By the Commission.

Secretary

1 15 U.S.C. 78mm.
18 17 CFR 242.613(a)(1).




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

December 6, 2013
" In The Matter Of
Guar Global Ltd. : : ORDER OF SUSPENSION
' OF TRADING

File No. 500-1

It ap;;ears to the Securities and Exchange Commission that the public interest and the
protection of investors require a suspension of trading in the securities of Guar Global Ltd.
(“Guar Global”) because of concerns regérding the accuracy and adequacy of information in the
marketplace and potentially manipulative transactions in Guar Global’s common stock. Guar
Global is a Nevada corporation based in McKinney, Texas. It is quoted on OTC Link under the
symbol GGBL.

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

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act of
1934, that trading in the securities of the above-listed company is suspended for the period from

9:30 a.m. EST on December 6, 2013 through 11:59 p.m. EST on December 19, 2013.

/77 / M%
Elizabeth M. Murphy

Secretary

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

December 6, 2013
In the Matter of
Aden Solutions, Inc. ‘ ORDER OF SUSPENSION OF
g TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Aden Solutions, Inc. The company has not
filed any periodic reports since the period ended September 30, 2011 and there are questions
regarding the accuracy of publicly available information about the company.

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

THEREFORE, IT IS ORDERED, pursuant to Section 12(k) of the Securities Exchange
Act of 1934, that trading in the securities of the above-listed company is suspended for the
period from 9:30 am. EST on December 6, 2013, through 11:59 p.m. EST on December 19,

2013.

By the Commission.

Elizabeth M. Murphy

Byl 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. 71012 / December 6, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15637

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 ANTHONY GONZALEZ, 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 Anthony
Gonzalez (“Gonzalez” or “Respondent™).

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings and the findings contained in Section 1.2 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.

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

1. Gonzalez operated a purported bond portfolio management business out of
his home using two different business names, Michael Gonzalez INV and Michael Gonzalez
Investments. In 1994, Gonzalez obtained his Series 7 Securities license. From 1994 to 2001,
Gonzalez was a registered representative associated with broker-dealers registered with the
Commission. In 2003, both the NASD (now FINRA) and the NYSE barred Gonzalez from
associating with their member firms for misuse of client funds. Gonzalez, 48 years old, is a resident
of Pasadena, California.

2. On November 13, 2013, a final judgment was entered by consent against
Gonzalez, permanently enjoining him from future violations of Section 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. Michael Anthony Gonzalez, Case No. CV
12-03319 FMO in the United States District Court for the Central District of California.

3. Gonzalez held himself out as a bond portfolio manager through solicitations
in a local magazine and directly to friends and acquaintances. Between February 2010 and April
17, 2012, when the Commission filed an emergency action against him, Gonzalez raised at least $1
million from approximately twenty investors, by falsely claiming to purchase specific California
municipal bonds on behalf of those investors. In fact, Gonzalez did not purchase the bonds;
instead he concealed his securities fraud with fake confirmations and receipts. Gonzalez also lured
investors by touting his prior association with well-known broker-dealers while omitting to
disclose that he had been barred by both NASD and the NYSE from associating with their member
brokerage firms. Gonzalez also lied to investors claiming he was currently associated with a New
York based registered broker-dealer which provided investor protection through the Securities
Investor Protection Corporation when he was not. In fact, Gonzalez was operating a Ponzi
scheme, and failed to repay investors as the bonds he sold them reached their purported maturity
dates.

Iv.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act
that Respondent Gonzalez 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; 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




4 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 partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

Elizabeth M. Murphy
Secretary

. Byt dill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
. before the o _
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 71031 / December 11,2013
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3515 / December 11,2013
ADMINISTRATIVE PROCEEDING
File No. 3-15638
In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
: PROCEEDINGS PURSUANT TO RULE
Craig Toll, CPA, : 102(¢) OF THE COMMISSION’S RULES OF
' : PRACTICE, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS

1.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Craig
Toll (“Respondent” or “Toll”) 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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1L

In anticipation of the institution of these proceedings, Toll 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, Toll consents to the entry of this
Order Instituting Administrative Proceedings Pursuant to Rule 102(¢) 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 Toll’s Offer, the Commission finds that:

1L Toll, 64, has been a certified public accountant licensed to practice in the
State of Florida since 1980. He served as Chief Financial Officer of InnoVida Holdings, LLC from
approximately December 2007 until March 2011. From 1994 until 1999, he was Chief Financial
Officer of CHS Electronics, Inc., a publicly traded company.

2. On December 7, 2012, the Commission filed a complaint against Toll and
others in the United States District Court for the Southern District of Florida, styled SEC v. Craig
Toll, et al., Case No. 12-CV-24326. On November 26, 2013, the District Court entered an order
permanently enjoining Toll, by consent, from future violations of Sections 17(a) of the Securities
Act of 1933 (“Securities Act”), and Section 10(b) and Rule 10b-5 of the Securities Exchange Act
of 1934 (“Exchange Act”). The Court also barred Toll from serving as an officer or director of a
publicly traded company.

3. Among other things, the Commission’s complaint alleged that Toll, while
CFO of nnoVida Holdings, made misrepresentations and omissions to investors and prospective
investors in InnoVida Holdings by creating financial statements falsely inflating InnoVida
Holdings’ cash and valuation, which he and InnoVida’s CEO used to attract investors to the

company.




Iv.

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

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

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

By the Commission.

Elizabeth M. Murphy
Secretary

il M. Peterson
ssistant Secretary
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SECURITIES AND EXCHANGE COMMISSION

-SECURITIES EXCHANGE ACT OF 1934
Release No. 71043 / December 11, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3734 / December 11, 2013

ADMINISTRATIVE PROCEEDING -
File No. 3-15639

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE

In the Matter of SECURITIES EXCHANGE ACT OF 1934
MATTHEW K. LAZAR, AND SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940,
Respondent. MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

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 (o
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 Matthew K. Lazar (“Lazar” or
" “Respondent™).

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings and the findings contained in Section I11.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Scction 15(b)
of the Securities Exchange Act of 1934 and Section 203(f) of the Investment Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below.
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III.

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

1. From September 2008 through January 2009, Lazar was employed as an
investment adviser representative in the Columbus, Ohio branch office of Envit Capital Private
Wealth Management, LLC, an unregistered investment adviser. Lazar holds Series 7 and Series 66
securities licenses. Lazar, 33 years old, is a resident of Rochester, New York.

2. On November 27, 2013, a final judgment was entered by consent against
Lazar, permanently enjoining him from future violations of Section 17(a) of the Securities Act of
1933; Sections 10(b) and 15(a)(1) of the Exchange Act and Rule 10b-5 thereunder; and Sections
206(1) and 206(2) of the Advisers Act, in the civil action entitled Securities and Exchange
Commission v. Edward M. Laborio, et al., Civil Action Number 1:12-cv-11489-MBB, in the
United States District Court for the District of Massachusetts. Lazar was also barred for a period
of three years from participating in an offering of penny stock, including engaging in activities
with a broker, dealer, or issuer for purposes of issuing, trading, or inducing or attempting to
induce the purchase or sale of any penny stock.

3. The Commission’s Complaint alleged that from October through
December 2008, Lazar raised $585,000 from 10 investors through the sale of a PIPE (private
investment in a public equity) in Envit Capital Group, Inc. Lazar allegedly misrepresented the
. nature of the PIPE, most notably that it guaranteed a return of 8.5% annually and that it was safe,

like a fixed annuity or a certificate of deposit, despite the fact that the PIPE offering materials
stated that “no assurance can be made that [the dividend] will take place.” The Complaint
further alleged that Lazar admitted that he did not read the PIPE offering documents when he

‘received them, but instead first read them in approximately January 2009, after one of his
investors pointed out that the PIPE offering memorandum did not guarantee a dividend. The
Complaint also alleged that Lazar induced the purchase of securities w1th0ut being registered in
violation of Section 15(a) of the Exchange Act.

1v.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act and
Section 203(f) of the Advisers Act that Respondent Lazar 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, with the right to apply for reentry after three years to the appropriate self-
regulatory organization, or if there is none, to the Commission.




Any apphcatlon 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
Secretary

Pet@rson
ant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 71049 / December 11, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15640

In the Matter of: ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
A.L. Waters Capital, LLC, PURSUANT TO SECTION 15(b) OF THE
SECURITIES EXCHANGE ACT OF 1934,
Respondent. MAKING FINDINGS, AND 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 pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against A.L. Waters
Capital, LLC (“Waters Capital” or “Respondent™).

18

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, Respondent consents to the Commission’s
jurisdiction over it and the subject matter of these proceedings and 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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I11.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. A.L. Waters Capital, LLC was, at all relevant times, a Massachusetts limited
liability company based in Braintree, Massachusetts. It was registered with the Commission as a
broker-dealer beginning in 2005. It was formed as a limited liability company in 2005.

2. Amett L. Waters, age 63, was a resident of Milton, Massachusetts, At all relevant
times, he was the president and chief executive officer of Waters Capital. Arnett Waters was a
registered representative with Waters Capital from April 2005 through March 9, 2012, when he
was permanently barred from association with any FINRA member for failing to provide
testimony requested in FINRA’s investigation. In 1993, Waters was censured and barred for two
years by the New York Stock Exchange for forging a document to secure a bank loan and refusing
to comply with the Exchange’s requests for information and testimony. On December 12, 2012,
Waters was barred by the Commission pursuant to Section 15(b) of the Exchange Act and Section
203(f) of the Advisers Act, based his criminal conviction for criminal contempt of the asset freeze
order entered in a civil injunctive action brought by the Commission on May 1, 2012, against him,
Waters Capital, and a second entity operated by Waters.

3. On December 4, 2013, a final judgment was entered by consent against Waters
Capital, permanently enjoining it from future violations of Section 17(a) of the Securities Act of
1933, 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. A.L. Waters Capital, LLC, et al., Civil
Action Number 12-CV-10783, in the United States District Court for the District of Massachusetts.

4. The Commission’s complaint alleged the following facts: From at least 2009
through at least April 2012, Defendant Arnett Waters engaged in a scheme to misappropriate at least
$780,000 from at least 9 investors by falsely representing that he would invest their funds in
securities through Defendant Waters Capital, a Massachusetts-based limited liability company
formed by Waters. Waters and Waters Capital purported to create various private investment
“funds” and offered them to potential investors, creating marketing materials and agreements related
to these purported funds and distributing them to investors. All of these materials indicated that
individuals who bought interests in these funds would be invested in business partnerships holding
portfolios of securities and other investment products. Defendants accepted investors’ money under
the pretense that their money would be invested in the portfolios described in the fund documents.
Instead, investors’ money was spent on the Waters’ personal expenses. Waters, and through him,
Waters Capital, made multiple misrepresentations to investors, and to Financial Industry Regulatory
Authority and Commission staff, to conceal the fact that investor money had been misappropriated
in a frandulent scheme.

IV.

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

2




Accordingly, it is hereby ORDERED pursuant to Sectioﬁ 15(b)(6) of the Exchange that
Respondent A.L. Waters Capital, LLC, 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; 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 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

:i M. Peterson
fasistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 71050 / December 12, 2013

ACCOUNTING AND AUDITING ENFORCEMENT
- Release No. 3516 / December 12, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15641

ORDER INSTITUTING CEASE-AND-

In the Matter of DESIST PROCEEDINGS PURSUANT TO
SECTION 21C OF THE SECURITIES
GLG PARTNERS, INC. and - EXCHANGE ACT OF 1934, MAKING
GLG PARTNERS, L.P., FINDINGS, AND IMPOSING A CEASE-

AND-DESIST ORDER -
Respondents.

I

The Securities and Exchange Commission (“Commission” or “SEC”) deems it appropriate
that cease-and-desist proceedings be, and hereby are, mstituted pursvant to Section 21C of the
Securities Exchange Act of 1934 (“Exchange Act”) against GLG Partners, Inc. (“GPI”) and GLG
Partners, L.P. (“GLG”) (collectively, “Respondents™).

II.

In anticipation of the institution of these proceedings, Respondents have submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting Cease-
and-Desist Proceedings Pursuant to Section 21C of the Securities Exchange Act of 1934, Making
Findings, and Imposing a Cease-and-Desist Order (*Order”), as set forth below. :
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I11.

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

Respondents

1. GPl is a Delaware corporation with its principal offices in New York, NY. During

- the time period relevant to this proceeding, GP1 was listed on the NYSE. GPI served as the

holding company for U.K. investment adviser GLG, which was GPI’s then-primary subsidiary, as
well as various GLG affiliates. During this time period, GLG shared senior management with GP1.
GPI’s common stock and warrants to purchase the common stock were securities registered

~pursuant to Section 12(g) of the Exchange Act. On October 14, 2010, GPI was acquired by a

U.K -listed issuer. GPI’s stock and warrants are no longer listed.

2. GLG is a UK. investment adviser structured as an English limited partnership, with
its headquarters in London, England. It has operated in the U.S. directly and through affihiates.
GLG is not registered with the Commission but is authorized and regulated by the U.K. Financial
Conduct Authority. GLG is the investment manager for the GLG Emerging Markets Fund (“EM
Fund”) and was the mvestment manager for the EM Fund’s side-pocket fund, GLG Emerging
Markets (Special Assets) Fund (“EMSA1 Fund”), prior to the EMSA1 Fund’s dissolution. The
EM and EMSA1 Funds were hedge funds, formed as Cayman Islands limited liability compames,
which had U.S. investors. GLG is not currently a subsidiary of GPI but remains its affiliate.

Summary

3. This matter involves investment adviser GLG’s failure to maintain sufficient
controls relating to the valuation of fund assets. Under GLG’s asset valuation policies, assets
which were not quoted in the market and whose value could not readily be determined through
outside data sources (“Level 3 assets™) were to be priced monthly by an independent pricing
committee (“IPC”"). However, GLG had established inadequate controls to ensure information
relevant to Level 3 asset valuations was provided to the IPC, and, on various occasions, GLG
failed to provide material information to the IPC. In addition, GLG had established no mechanism
for ensuring that the IPC had sufficient time to review pricing recommendations, and, in certain
instances, GLG failed to provide the IPC with enough time to review recommendations. GLG also
generally kept no record of the IPC’s basis for monthly decisions to keep Level 3 asset valuations
unchanged, which violated GLG’s Pricing Policy directive that “comprehensive documentation”
be maintained “to ensure the rationale supporting any judgments made is recorded and available
for future reference.”

4. As a result of these controls failures, GLG overvalued a 25% private equity stake in
an emerging market coal-mining company (“Coal Co.”} from November 2008 through November

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




2010. This Level 3 asset had been purchased in March 2008 by the EM Fund and transferred in
June 2008 to the EMSA1 Fund. The Coal Co. asset was overvalued by roughly $160 million for
25 months, resulting in inflated fee revenue of $7,766,667 for GLG and its parent GP1, then a U.S .-
listed issuer. The overvaluation of the asset led to misstatements in GPI’s filings with the SEC
relating to the period from 2008 through the second quarter of 2010.

5. By their actions, GPI violated Sections 13(a), 13(b)(2)(A), and 13(b}(2)(B) of the
Exchange Act and Exchange Act Rules 13a-1, 13a-11, 13a-13, and 12b-20, and GLG was a cause
of these violations.

Background

GLG’s Valuation Policies and Practices

6. Each GLG fund’s asset valuation policies were set forth in the fund’s prospectus as
well as the Pricing and Valuation Policy for GLG Funds (“Pricing Policy”). The EM Fund
prospectus provided that a Level 3 asset would be valued as determined by the fund’s directors, in
good faith and with care, in consultation with GLG and the fund’s administrator. The summary of
terms for the EMSA] Fund stated that the EMSA] Fund was adopting the same valuation
principles described in the EM Fund prospectus. GLG’s use of the term “Level 3” was not
equivalent, and did not purport to be equivalent, to the concept of Level 3 inputs contained in U.S.
Generally Accepted Accounting Principles or International Financial Reporting Standards.

7. The Pricing Policy set forth the “framework and methodology for determination,
validation, approval, regular monitoring and review of pricing across the GLG Funds.” Pursuant to
the Pricing Policy, each fund’s directors delegated the responsibility for approving prices and
pricing mechanisms to GLG’s IPC. Furthermore, the Pricing Policy stated that documents
supporting valuations should be made and kept.

8. Pursuant to the Pricing Policy, the IPC met on a monthly basis, but GLG or the
fund administrator could call additional meetings “on an ad Ahoc basis on short notice to approve a
price of an asset, and/or provide additionat information.” The IPC did not have a fixed
membership but required a “quorum” of participants from four separate groups for its meetings.
The quorum for an TPC meeting consisted of:

1. any one Director of the relevant fund; 2. a representative of the Fund
Administrator; 3. a representative from senior management of [GLG]; 4. a
representative from the risk management team of [GLG].

Although not expressly stated in-the Pricing Policy, only participants falling into the four
categories of quorum members could vote to approve prices, and all votes were required to be
unanimous. A senior member of GLG’s middle-office accounting staff acted as a non-voting
“chair” for the meetings, which were typically held by teleconference.

9. Under the Pricing Policy, “All assets priced using Level 3 prices should be referred
to the IPC on a monthly basis for ratification and approval by the IPC.”
3 .




10. GLG’s middle-office accounting department did not have a systematic, monthly
practice for asking GLG fund managers whether changes to the values of Level 3 assets were
warranted for any assets held in their funds’ portfolios. Instead, the middle-office accounting staff
sporadically collected some changes in Level 3 pricing recommendations and other updates from
the various GLG fund managers, then set the monthly meeting agenda and circulated the available
information to an e-mail list of potential 1PC participants in advance of monthly meetings.

11. Beginning in 2009, an undocumented supplemental practice developed for
conducting “semi-annual private-equity reviews” in January and July, at which allf of the GLG
funds’ Level 3 assets were reviewed by the IPC. Commentaries and documentation relevant to
each position’s mark were prepared by the GLG fund teams, collected by middle-office accounting-
staff, and then distributed by middle-office accounting staff to the potential IPC participants in
advance of these semi-annual meetings. The lack of an established practice for monthly reviews
created confusion within GLG as to whether relevant information and changes in pricing
recommendations should be transmitted to the JPC on an ongoing, monthly basis or whether
transmittal could be delayed until the next semi-annual review.

Purchase and Initial Marking of Coal Co. Stake

12. In December 2007, GLG agreed to buy a 25% stake in Coal Co. for $210 million.
It was the EM Fund’s objective to sell the stake in a potential near-term IPO. The EM Fund
closed the Coal Co. purchase on March 20, 2008. On March 31, 2008, the IPC approved an initial
valuation or “mark™ of $425 million for the position. GLG based its recommendation for the $425-
million mark on an internal valuation report prepared by an EM Fund analyst. This internal report
employed a discounted-cash-flow (“DCF”) analysis as well as a review of comparable public
equities. The report took note of a large increase in coking coal prices that had occurred in late
2007 and early 2008 as the primary justification for the mark-up over the EM Fund’s purchase
price. Furthermore, the report projected that Coal Co. would be able to quadruple its coal
production over the next four or five years, pursuant to its management’s aggressive expansion
plans. Three months later, the Coal Co. position was transferred to the EMSA1 Fund.

13. The manager of the EM and EMSA1 Funds resigned from GLG on October 31,
2008, along with the analyst who had prepared GLG’s internal valuation report on Coal Co. and
who was responsible for ongoing updates of GLG’s DCF model for the position. Until June 2011,
the Coal Co. stake remained in the EMSA1 Fund, which did not accept additional investment
during that period.

GLG’s Policies and Procedures Failed to Ensure Timely Transmittal of
Relevant Information to IPC, Resulting in Overvaluation of Coal Co. Position

14, On a number of occasions between November 2008 and December 201 0, GLG
employees received information calling inte question the $425-million valuation for the Coal Co.
position, but there were inadequate policies and procedures to ensure that relevant information
such as this was timely provided to the IPC or that recommendations to lower the mark were
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forwarded to the IPC expediently. Additionally, there was confusion among GLG’s fund
managers, middle-office accounting personnel, and senior management as to whose role it was to
determine that valuation 1ssues should be elevated to the IPC.

15.  GLG also failed to implement policies and procedures to ensure that the IPC
participants were provided with sufficient time to thoroughly review pricing recommendations and
supporting decumentation forwarded to the IPC. This failure occurred despite prior guidance from

“the GLG funds’ independent auditor, in early 2008, that the IPC should be given adequate time
before making determinations in order to make sure that sufficient rigor was exercised with respect
to valuations. As a result of these failures, the Coal Co. position remained overvalued during the
entire period from November 1, 2008 through November 30, 2010.

2008 — 2009

16. By the time that the Coal Co. mark for the month of November 2008 was ratified
by the IPC, several of the key bases for the initial mark of $425 million no longer held true. Coal
Co. and GL.G were no longer pursuing an IPO in the near to mid-term, there had been a significant
decline in emerging equity markets and in the stock prices of comparable coal miners, and coking
coal prices had begun a steep decline. GLG failed to provide current information on these factors
to the IPC at that time. Additionally, GLG failed to inform the IPC that Coal Co. had experienced
significant shortfalls in its projected output, GLG’s prior DCF-model for Coal Co. was no longer
‘being updated, and internal doubts had arisen among GLG’s analysts regarding the continued
validity of the Coal Co. mark. During this same time period, GL.G and GPI employees with
responsibility for the EMSA1 Fund discussed in e-mails their intention to obtain a third-party
valuation of Coal Co. and to reexamine the position’s mark on the basis of the third-party
valuation. However, there was no established procedure for obtaining third-party valuations and
the third-party valuationi was not obtained until January 2010.

17.  During the first half of 2009, GLG’s policies and procedures failed to ensure
transmittal of additional relevant, valuation-related information to the IPC. For example, the IPC
was not informed of a continued drop in Coal Co.’s output and in the price of coking coal.
Moreover, the IPC was not informed that GLG’s analysts were reaching lower valuations for the
Coal Co. position. During the second half of 2009, the IPC received no updates on the Coal Co.
position prior to the year-end semi-anmual private-equity review.

First Half of 2010

18. GLG obtained a third-party valuation of Coal Co. in January 2010. The EM Fund

' co-manager’s primary objective in obtaining the third-party valuation report was to assist in GLG’s
private-market attempts to sell the EMSA1 Fund’s stake in Coal Co. rather than as a pricing
document to be submitted to the IPC. He obtained a brief, free valuation report from one of EM
Fund’s brokers, as a client accommodation. When he later forwarded the report to the middle-
office accounting staff, the middle-office accounting staff, who lacked expertise in valuing assets,
assumed that the report was sufficient for the IPC to base pricing decisions upon. In actuality, the

- report was bhased on limited sources of information, and the third-party firm had made no attempt
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to contact Coal Co. directly in order to obtain or verify information contained in the report.
Nevertheless, the third-party report reflected a valuation for the EMSA1 Fund’s Coal Co. stake of
$350 million, which was $75 million less than the EMSA1 Fund’s $425-million mark.

19.  Afterreceiving the report from the fund manager, GLG’s middle-office accounting
staff fatled to forward it to the list of potential IPC participants until after business hours on the
night before the January 2010 semi-annual private-equity review meeting. The report was
provided to the participants as part of an extensive production of data and recommendations for all
37 private-equity positions held by GLG firm-wide. GLG thus did not provide sufficient time for
the IPC participants to review the report in depth prior to the IPC meeting, which was held at 12:30
PM. The IPC approved maintaining the existing mark of $425 million based on a $200 million
range of values that only appeared on the report’s cover page rather than the actual valuation of
$350 million set forth in the body of the report. Despite guidance from its funds’ auditor in early
2008 that the IPC would benefit from technical assistance when considering valuations, GLG did
not obtain such assistance for the IPC in evaluatmg the third-party report on Coal Co. or at any
point during the relevant period.

Second Half of 2010 — January 2011

20.  Inmid-June 2010, GLG concluded that its efforts to find a private-market buyer for
the Coal Co. position had failed and that a near-term IPO was still unlikely. In order to present the
EMSAI Fund investors with an alternative exit opportunity, GLG decided to hire a global financial
services firm to conduct an auction of the EMSAL Fund shares, the value of which, by that time,

. was almost entirely in the Coal Co. stake. The high bidder in the auction would be permitted to
make a tender offer to many of the EMSA1 Fund shareholders’ and, in June 2011, this bidder and
all non-tendering shareholders would automatically be subscribed into a successor special-assets
fund. The auction plan included preparation and issuance of a detailed Coal Co. valuation report
by the financial services firm.

21. Although the EM Fund co-manager received the financial services firm’s draft
report and final valuation figures in September 2010, GLG lacked policies and procedures to
ensure that the conclusions of the financial services firm were timely forwarded to and considered
by the IPC. The draft report provided a preliminary valuation range of $221-259 million and a
stated midpoint of $240 million. The final report provided a final valuation range of $246-284
million and a stated midpoint of $265 million, which was $160 million less than GLG’s $425
million mark. However, a recommendation to lower the Coal Co. mark to the financial services
firm’s final valuation of $265 million was not presented to the IPC in connection with the IPC’s
monthly meetings for September, October or November 2010. Instead, the recommendation was
put forward in January 2011 in connection with the IPC’s semi-annual private equity review, to be
effective December 1, 2010. At that time, however, the financial services firm’s report was not
shared with the IPC, based on confidentiality concerns associated with the auction process. In

2«U.S. persons,” as well as Canadian, Australian, Japanese, and South African sharcholders, among
. others, were to be excluded from the offer.




addition, the IPC was not provided with any valuation recommendation for the Coal Co. position
or other related materials in advance of the January 2011 meeting.

Failure to Document IPC’s Basis for Monthly Decisions
to Keep Level 3 Asset Valuations Unchanged

22. The Pricing Policy directed that Level 3 prices be “ratififed] and approv[ed}”
monthly and that “comprehensive documentation” be maintained “to ensure the rationale
supporting any judgments made is recorded and available for future reference.” However, for 21
of 25 months from November 2008 through November 2010, GLG failed to document the basis for
the IPC’s monthly ratification and approval of the EMSA1 Fund’s $425-million Coal Co. mark.

Inflated F ée Revenue to GLG and GPI

23.  The EMSAI Fund’s summary of terms provided that the EMSAI Fund would
charge a 2% annual management fee and a 0.5% annual administration fee — identical to fee
percentages charged by the EM Fund. Both the management fee and the administration fee were
_ calculated on the basis of the EMSA1 Fund’s monthly net asset value (“NAV™). Contractually, the
EMSAT1 Fund remitted the 2% management fee to GLG and remitted 2/3 of the 0.5%
administration fee, i.e., 0.33%, to a GPI subsidiary. Accordingly, a total of 2.33% in annual fees
was remitted to GP], calculated on the full amount of the Coal Co. position’s valuation, which was
by far the largest component of the EMSA1 Fund’s NAV,

24 As a result of GLG’s deficient valuation policies and procedures, the monthly
valuation for the EMSA1 Fund’s Coal Co. position was overstated by approximately $160 million
during the period from November 1, 2008 through November 30, 2010. This led to inflated or
excess management and administration fees remitted to GLG and/or GPI totaling approximately
$7,766,667.

Misstatements in GPI’s Filings

25. GPI’s SEC filings contained a number of misstatements related to AUM which
resulted from the $160-million overvaluation of the Coal Co. position from November 2008
through November 2010. AUM was a key metric for GPI because the issuer’s revenues were
largely a function of various types of fee revenues calculated as percentages of AUM.
Information regarding AUM was thus necessary to an understanding of the results of GPI’s
operations. Beginning in the second quarter of 2009, GPI’s filings frequently highlighted GLG’s
“long-short fund” and “alternative strategy” AUM, which included the EMSA1 Fund’s AUM, as
preferential to its “long-only fund” AUM because the former categories typically had a higher
fee structure. Some of GPI's misstatements were made in quarterly or annual reports, while
others appeared in press releases and/or investor presentations filed as exhibits to Forms 8-K.

26. In all, at least 14 of GPI’s filings, filed with the Commission from March 2009
through August 2010, contained the following types of misstatements: (1) overstatements of
AUM of the EMSA1 Fund; (2) overstatements of combined AUM of GLG special assets funds;
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and (3) overstatements of AUM of GLG “mixed asset” long-short funds as a percentage of
alternative-strategy AUM. These overstatements ranged in magnitude from 8.9% to 36.4%. For
example, GLG’s $160 million overvaluation of the EMSA1 Fund’s Coal Co. position resulted in
GPI’s overstatement of the EMSA] Fund’s AUM by about 33.3% in its 2008 annual report and
by 36.4% in its 2009 annual report. In addition, the combined AUM of GLG special assets funds
was overstated by between 14% and 18% from the fourth quarter of 2008 through the second

" quarter of 2010.

Violations of the Exchange Act

_ 27. Section 13(b)(2)(B) of the Exchange Act requires public 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 and to maintain accountability for assets. Section
13(b)(2)(A) of the Exchange Act requires public companies to make and keep books, records and
accounts which, in reasonable detail, accurately and fairly reflect the company’s transactions and
dispositions of its assets. No showing of scienter is required to establish a violation of Sections
13(b)(2)(A) and (B). SECv. World-Wide Coin Investments, Ltd., 567 F.Supp. 724, 751 (N.D. Ga.
1983). :

28. As set forth above, GPI and its wholly-owned subsidiary, GLG, failed to design and
maintain adequate internal controls related to the valuation of fund assets, on the basis of which fee
revenues were calculated and recorded. GLG had inadequate policies and procedures to ensure

. that information relevant to valuations was provided to the IPC when it became available, and, in
various instances, GL.G failed to provide necessary information to the IPC due to confusion within
GLG regarding whose role it was to elevate such information to the IPC. GLG had no policies or
procedures to ensure that the IPC had sufficient time to review valuation recommendations, and, in
various instances, GLG failed to provide the IPC with sufficient time to review such
recommendations. In addition, GLG.generally kept no record of the IPC’s basis for monthly
decisions to keep individual Level 3 fund asset valuations unchanged. As a result of these failures, .
the books and records of GPI and GLG were inaccurate because the EMSA1 Fund’s Coal Co.
position was overvalued from November 2008 through November 2010. GPI thus violated
Sections 13(b)(2)(B) and 13(b)}(2)(A) of the Exchange Act, and GLG was a cause of these
violations.

29, Section 13(a) of the Exchange Act and Rules 13a-1, 13a-11 and 13a-13 thereunder
require issuers of registered securities to file factually accurate annual, quarterly, and current
reports with the SEC. No showing of scienter is required to establish a violation of Section 13(a).
SECv. Savoy Indus., Inc., 587 F.2d 1149, 1167 (D.C. Cir. 1978), cert denied, 440 U.S. 913 (1979).
Exchange Act Rule 12b-20 requires the addition to such reports of further material information as
necessary to make the required report statements not misleading.

30.  Asset forth above, GPI filed numerous reports with the SEC covering the period
2008 through June 30, 2010 that contained inaccuracies related to overstated AUM, which were
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material. GPI thus violated the aforementioned reporting provisions, and GLG, through its
valuatton-related controls failures, was a cause of these violations.

Undertakings

GPI and GLG havc—; undertaken to:

31 Retain, within 30 days from the date of entry of the Order, the services of an
Independent Consultant, who is not unacceptable to the Commission’s staff, Respondents shall
require the Independent Consultant to perform all of the services and tasks described below.
Respondents shall exclusively bear all costs, including compensation and expenses, associated
with the retention and performance of the Independent Consultant.

32, Respondents shall require the Independent Consultant to conduct a :
comprehensive review and prepare a written report (“Initial Report™) regarding GLG’s policies,
procedures and practices for the valuation of Level 3 assets. Respondents shall require the
Independent Consultant to issue and deliver to GLG and the Commission’s staff the Initial
Report within 180 days from the date of entry of the Order. The Initial Report must include a
description of the review performed, the conclusions reached, and the Independent Consultant’s
recommendations as to how GLG should improve, modify or supplement its policies, procedures
and practices for the valuation of Level 3 assets.

33. GLG shall adopt all recommendations in the Initial Report, provided, however,
that within 30 days after the Independent Consultant delivers the Initial Report, GLG shall in
writing advise the Independent Consultant and the Commission’s staff of any recommendations
that it considers unduly burdensome, impractical or costly. GLG need not adopt such
recommendations at that time but shall propose in writing an alternative policy or procedure
designed to achieve the same objective or purpose. As to any recommendations on which GLG
and the Independent Consultant do not agree, such parties shall attempt in good faith to reach an
agreement within 30 days after GLG delivers the written advice. In the event that GLG and the
Independent Consultant are unable to agree on an alternative proposal, GLG shall abide by the
determination of the Independent Consultant. '

34. GLG shall, within three months after the issuance of the Independent Consultant’s
Initial Report, 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 comphance, and
Respondents agree to provide such evidence. The certification and supporting material shall be
submitted to Lisa W. Deitch, Assistant Director, with a copy to the Office of Chief Counsel of
- the Enforcement Division.

35. Respondents shall, one year after GLG’s implementation of the recommendations,
require the Independent Consultant to review and test GLG’s policies, procedures and practices
for the valuation of Level 3 assets and deliver to GLG and the Commission’s staff a final written
report (“Final Report”) analyzing GLG’s adoption, implementation, maintenance and
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enforcement of the policies, procedures and practices contained in the Initial Report and the
effectiveness of those policies, procedures, and practices during the prior year. Respondents
shall require the Independent Consultant to issue and deliver to GLG and the Commission’s staff
the Final Report within 90 days from the date of the first-year implementation anniversary. The
Final Report must include a description of the review and testing performed, the conclusions
reached, and any additional recommendations by the Independent Consultant as to how GLG
should further improve, modify or supplement its policies, procedures and practices for the
valuation of Level 3 assets.

36.  GLG shall adopt all additional recommendations in the Final Report, provided,
however, that within 30 days after the Independent Consultant delivers the Final Report, GLG
shall in writing advise the Independent Consultant and the Commission’s staff of any
recommendations that it considers unduly burdensome, impractical or costly. GLG need not
adopt such additional recommendations at that time but shall propose in writing an alternative
policy or procedure designed to achieve the same objective or purpose. As to any
recommendations on which GLG and the Independent Consultant do not agree, such parties shall
attempt in good faith to reach an agreement within 30 days after GLG delivers the written
advice. In the event that GLG and the Independent Consultant are unable to agree on an
alternative proposal, GLG shall abide by the determination of the Independent Consultant.

37.  GLG shall, within three months after the issuance of the Independent Consultant’s
Final Report, certify, in writing, adoption of the Independent Consultant’s additional
recommendations. The certification shall identify the recommendations, 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 Lisa W. Deitch, Assistant Director, with a copy to the
Office of Chief Counsel of the Enforcement Division.

38 Respondents: (i) shall not have the authority to terminate the Independent
Consultant, without the prior written approval of the Commission’s staff; (ii) shall compensate
the Independent Consultant, and persons engaged to assist the Independent Consultant, for
services rendered pursuant to the Order at their reasonable and customary rates; and (iii) shall not
be in and shall not have an attorney-client relationship with the Independent Consultant and shall
not seek to mvoke the attorney-client or any other doctrine or privilege to prevent the
Independent Consultant from transmitting any information, reports or documents to the
Commission or the Commission’s staff.

39.  Respondents shall 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 Respondents, or any of their
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
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Independent Consultant in performance of his/her duties under this Order shall not, without prior
written consent of the Commission’s staff, enter into any employment, consultant, attomey-
client, auditing or other professional relationship with Respondents, or any of their present or
former affiliates, directors, officers, employees, or agents acting in their capacity as such for the
period of the engagement and for a penod of two years after the engagement.

1v.

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

Accordingly, it is hereby ORDERED that:

A. Pursuant to Section 21C of the Exchange Act, Respondents GP1 and GLG 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, 13a-1,.13a-11, and 13a-13
thereunder. -

B. Respondents GPI and GLG shall comply with the undertakings enumerated in
Section HI above.

C. Respondents GPI and GLG shall, within 14 days of the entry of this Order, pay
disgorgement of $7,766,667, representing their management and administrative fee overcharges for
the period November 1, 2008 through November 30, 2010, and prejudgment interest of $437,679,
to the Securities and Exchange Commission. If timely payment is not made, additional interest |
shall accrue pursuant to SEC Rule of Practice 600. Payment must be made in one of the following |
ways:

(1) Respondents may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;

. (2) Respondents may make direct payment from a bank account via Pay.gov through the
SEC website at http://'www.sec.gov/about/offices/ofm.htm; or
(3) Respondents may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying GP1
and GLG as Respondents in these proceedings, and the file number of these proceedings; a copy of
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. the cover letter and check or money order must be sent to Antonia Chion, Division of
Enforcement, Securities and Exchange Commission, 100 F St., NE, Washington, DC 20549.

D. Within 14 days of the entry of this Order, Respondent GPI shall pay a civil money
- penalty in the amount of $375,000 to the Securities and Exchange Commission, and Respondent
GLG shall pay a civil money penalty in the amount of $375,000 to the Securities and Exchange
Commission. If timely payment is not made, additional interest shall accrue pursnant to 31 U.S.C.
3717. Payment must be made in one of the following ways:

(1) Respondents may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;

(2) Respondents may make direct payment from a bank account via Pay.gov through the
SEC website at http://www.sec.gov/about/offices/ofm.htm; or

(3) Respondents may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

. Payments by check or money order must be accompanied by a cover letter identifying GP1
and GLG as Respondents in these proceedings, and the file number of these proceedings; a copy of
the cover letter and check or money order must be sent to Antonia Chion, Division of
Enforcement, Securities and Exchange Commission, 100 F St., NE, Washington, DC 20549.
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E. Pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, as amended, a Fair
Fund is created for the disgorgement, interest and/or penalties referenced in paragraphs C-D above.
Regardless of whether any such Fair Fund distribution is made, amounts ordered to be paid as civil
money penalties pursuant to this Order shall be treated as penalties paid to the government for all
purposes, including all tax purposes. To preserve the deterrent effect of the civil penalty,
Respondents agree that in any Related Investor Action, they shall not argue that they are entitled
to, nor shall they benefit by, offset or reduction of any award of compensatory damages by the
amount of any part of Respondents’ payment of a civil penalty in this action ("Penalty Offset"). If

~ the court in any Related Investor Action grants such a Penalty Offset, Respondents agree that they

shall, within 30 days after entry of a final order granting the Penalty Offset, notify the
Commission's counsel in this action and pay the amount of the Penalty Offset to the United States
Treasury or to a Fair 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 Respondent by or on behalf of one or more investors based on

- substantially the same facts as alleged in the Order instituted by the Commission in this

proceeding.

By the Commission.

Elizabeth M. Murphy
Se;rctary

I M. Peterson
wﬁgssﬁantS@cretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

'SECURITIES ACT OF 1933
Release No. 9493 / December 12, 2013

SECURITIES EXCHANGE ACT OF 1934
Release No. 71051 / December 12,2013

ADMINISTRATIVE PROCEEDING
File No. 3-15642

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

MERRILL LYNCH, PIERCE, | PURSUANT TO SECTION 8A OF THE
FENNER & SMI'TH SECURITIES ACT OF 1933 AND

INCORPORATED, SECTIONS 15(b)4) AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-
AND-DESIST ORDER

Respondent.

1.

The Securities and Exchange Commussion (“Commission”) deems it appropriate that
public administrative and cease-and-desist proceedings be, and hereby are, instituted pursuant to
Section 8A of the Securities Act of 1933 (“Secunities Act”) and Sections 15(b)(4) and 21C of the
" Securities Exchange Act of 1934 (“Exchange Act) against Merrill Lynch, Pierce, Fenner &
Smith Incorporated (“MLPFS” or “Respondent,” and together with affiliates, “Merrill™).

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 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
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of 1933 and Sections 15(b)(4) 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.

III.

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

A. Sumniagv,_
1. MLPFS violated the federal securities laws in connection with its structuring and

marketing of a series of collateralized debt obligation transactions (“CDOs”) in 2006 and 2007.

2. In a CDO, a special purpose vehicle (an “Issuer”) issues tranches of securities
backed by a portfolio of assets — the collateral — owned by the Issuer. CDOs commonly have
collateral managers responsible for the selection, acquisition, and monitoring of this portfolio.
This Order concerns CDO Issuers named Octans 1 CDO Ltd. (“Octans "), Norma CDO I Litd.
(*Norma™), and Auriga CDO Ltd. (“Auriga™). The collateral for all three CDQs consisted
primarily of credit default swaps (“CDS”) referencing subprime Residential Mortgage Backed
Securities (“RMBS”).2

3. MLPFS failed to inform investors in Octans I and Norma that an undisclosed third
party named Magnetar Capital LLC (together with affiliates, “Magnetar”) — a hedge fund firm
that bought the equity in the transactions but whose interests were not necessarily the same as
those of the CDOs’ other investors - had rights relating to, and exercised significant influence
over, the selection of the CDOs’ collateral.

4, In particular, with Octans I, a $1.5 billion CDO that closed September 26, 2006,
Magnetar had a contractual right to object to the inclusion of collateral selected by the collateral
manager during the so-called “warehouse” phase that precedes closing. Yet the disclosure that
MLPES provided to investors stated that the collateral acquired by Octans I on closing was
“selected by [the collateral manager] and held by [Merrill] pursuant to warehousing agreements
between [Merrill] and [the collateral manager].” This was a material misstatement in that it made
no mention of Magnetar’s rights.

5. With Norma, a $1.5 billion CDO that closed March 1, 2007, a third of the assets
for the portfolio were acquired during the warehouse phase by Magnetar rather than by the
designated collateral manager. The collateral manager for Norma initially did not know about
Magnetar’s purchases but then eventually accepted them. Magnetar also exercised the equivalent
of a veto over the collateral manager’s selection of certain other assets for Norma. Yet with

! 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.

? Residential Mortgage Backed Securities are bonds backed by pools of residential mortgage loans, in this
case subprime loans. CDS are explained below.,




Norma, too, the disclosure that MLPFS provided to investors stated that the collateral on closing
would consist of a portfolio “selected by the Collateral Manager.” This was a material
misstatement because it made no mention of Magnetar’s involvement in collateral selection.
MLPFS also failed to disclose in the offering circulars and pitchbook used to market the Norma
transaction that Magnetar received a $35.5 million discount on its equity investment in Norma
and a separate $4.5 million payment that Magnetar referred to as a “sourcing fee.”

6. Finally, MLPFS violated books-and-records requirements of the Exchange Actin |
connection with Auriga, a $1.5 billion CDO that closed December 20, 2006 and, unlike the other
CDOs, was managed by an affiliate of MLPFS. Merrill had agreed (as with the other CDOs
discussed in this Order) to pay “carry” from the Auriga warehouse (essentially, interest or returns
that accumulated on the warehoused assets) to Magnetar. To benefit itself, however, MLPFS
improperly avoided recording many of the warehoused trades at the time they occurred, which
was in September and October 2006. Seeking to avoid having to pay Magnetar and having to
trade out of the positions in the event that Auriga did not close or that these trades were excluded
from its portfolio, MLPFS delayed recording these trades until after Auriga priced on November
22,2006, when it became reasonably clear that Auriga would close and that the September and
October 2006 trades would be included in its portfolio.

B. Respondent and Other Relevant Entities

7. Merrill Lynch, Pierce, Fenner & Smith Incorporated, a registered broker-
dealer and investment adviser based in New York, at all relevant times was Merrill Lynch & Co.,
Inc’s. ("ML & Co.”) principal U.S. broker-dealer subsidiary. ML & Co., formerly one of the
world’s leading investment banks, was acquired by Bank of America Corporation on January 1,
2009,

8. Merrill Lynch International (“MLI”), a MLPFS affiliate incorporated under the
laws of England, was the warehouse provider in connection with the CDO transactions at issue in
this Order.

9. Harding Advisory LLC (together with its predecessor, “Harding”) is a registered
investment adviser based in Morristown, New Jersey. Harding served as collateral manager for
Octans 1.

10. NIR Capital Management, LLC (“NIR”) was an unregistered investment
adviser based in Charlotte, North Carolina. NIR was an affiliate of The NIR Group, LLC, which
was formerly an investment management firm based in Roslyn, New York. NIR served as
collateral manager for Norma.

H. 250 Capital LLC (“250 Capital”), a MLPFS affiliate until February 2010 (when
it was acquired by a third party), was an unregistered New York-based investment adviser that
served as collateral manager for Auriga.

12, Magnetar Capital LLC is a hedge fund manager headquartered in Evanston,
Illinois. During 2006 and 2007 Magnetar was involved in creating a series of CDOs with Merrill
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— and other arranging banks. These CDOs were typically named after astronomical constellations,
- and so are sometimes known as “Constellation CDOs.” Octans I, Norma, and Auriga were
Constellation CDOs. Magnetar purchased the equity piece of each of these transactions.

13.  Octans 1 CDO Ltd., Norma CDO I Ltd., and Auriga CDO Ltd. were special-
purpose vehlcles incorporated in the Cayman Islands.

C. Facts

Background on CDOs and CDS

, 14. A CDO is a special purpose vehicle that issues debt to investors and uses the
proceeds to invest in fixed income securities or loans. The CDO’s debt is issued in different
tranches that feature varying levels of risk and reward. The senior tranche is the highest rated, is
first in the priority of repayment through what is called the CDO’s waterfall and has the lowest
risk of default. Because of the lower risk of default and the priority of repayment in the CDO’s
waterfall, the holders of the senior tranche have lower rates of return. The inverse is true for the
lowest-rated tranche in the CDO. Typically, that tranche (usually referred to as “equity™) is
unrated, has the highest rate of return, is last in terms of the priority of repayment through the
CDO’s “waterfall” and has the highest risk of default.

15. A CDSis a type of derivative through which two parties transfer the risk of
. ownership of a particular reference obligation. The protection buyer (“short”) of a CDS pays to
purchase protection in the event of, e.g., default, failure to pay interest, writedowns or substantial
credit ratings downgrade of the reference obligation (collectively, “Credit Events™). The
. protection seller (“long™) sells that protection and assumes the risk of a Credit Event on the
reference obligation. In 2006 the protection buyer normally paid the protection seller a premium
or spread as part of the CDS.? There are different types of reference obligations; the ones
relevant here were RMBS or CDOs comprised of RMBS. In many respects, a CDS mimics the -
performance of the referenced asset. Thus, an investor can gain exposure to an asset by entering
into a CDS that references the asset, instead of by purchasing the asset itself.

16. A CDO can be backed by bonds or by CDS (a “synthetic CDO”). A CDO backed
by both bonds and CDS is called a “hybrid CDO.” Octans I, Norma, and Auriga were hybrid
CDOs with a very high percentage of synthetic assets (approximately 90%).

17.  Typically, if a CDO has a collateral manager, it is the collateral manager that
independently directs the selection and purchase of assets warehoused at the arranging bank. At
closing, this collateral is then acquired by and transferred to the CDO issuer. The arranging bank
normally executes a warehouse agreement with the collateral manager governing the acquisition

S

* For example, a protection buyer may agree to pay a protection seller 150 basis points to purchase
protection against default on a $10 million of a designated reference obligation, or $150,000 per annum,

. paid periodically.




of collateral, as well as the allocation of risk (losses) and carry (gains) while assets are being
warchoused and also in the event the CDO fails to close.

Overview of the Merrill-Magnetar Relationship

18.  Inthe spring of 2006, Magnetar approached MLPFS to arrange a series of CDO
transactions.

19.  In May 2006, a Magnetar representative (“Magnetar Representative”) met with
the co-heads of MLPFS’s CDO structuring group (“Co-Head One” and “Co-Head Two,” or the
“CDO Co-Heads”), the head of MLPFS’s CDO syndicate group (“Syndicate Head”), and the
MLPFS salesperson covering Magnetar (“Salesperson™) to discuss workmg together on CDOs
backed by synthetic mezzanine RMBS.? As the Salesperson later put it in an email, the meeting
participants discussed an arrangement “whereby we pick mutuaily agreeable [collateral]
managers to work with, Magnetar plays a significant role in the structure and composition of the
portfolio . . . and in return [Magnetar] retainfs] the ecgmty class and we distribute the debt. We
agreed in principle to do a series of mezz{anine] abs®! deals . . . with largely synthetic collateral.

. We have agreed to a short list of [collateral] managers.”

20.  The equity piece of a CDO transaction was typically the hardest to sell and
therefore the greatest impediment to closing a CDO. Magnetar’s willingness to buy the equity in
a series of CDOs therefore gave it substantial leverage in the assembly of these transactions,

_ including influence over portfolio composition.

21. Officials at MLPFS, including the CDO Co-Heads, undérstood that Magnetar
sought to use the returns on its equity investments to fund protection premiums for short
positions on the junior (mezzanine) tranches of the same or similar CDOs. Officials at MLPFS
also understood that Magnetar sometimes entered into CDS in which it was the short party facing
a CDO in which Magnetar also had an equity position — that is, Magnetar sometimes “shorted
into” the CDOs it helped create.®

* RMBS were commonly issued in tranches of increasing risk and potential reward, all backed by a given
pool of loans. As relevant to this matter, “mezzanine” refers to tranches that are below the “senior” (i.e.,
safest) tranches and are rated BBB and BBB-. Mezzanine tranches are riskier than senior tranches but
offer a higher potential return.

> “ABS” refers to asset-backed sccurities. The term includes, but was sometimes used interchangeably
with, RMBS.

¢ For example, in a July 2006 email Co-Head Two wrote to Co-Head One: “[l]et’s propose to Magnetar
that they do the same strategy in CLOs [i.e. collateralized loan obligations] that they r doing in ABS
CDOs . . . They take the equity, we work for less, we get mgrs [i.e. collateral managers] who they select
to work for less and they can short BBB rated CLOs into the deal.” That same month, Co-Head Two
noted in an email to Co-Head One that Magnetar was “[b]Jasically putting on no trigger equity - only to
get positive carry to use versus their shorts (including BBB rated ABS CDOs).”




22.  MLPFS accordingly should have understood that Magnetar’s interests were not
necessarily the same as those of potential investors in the debt tranches of the CDOs, whose
investments depended solely on the CDO and its collateral performing well.

23.  OnlJuly 13, 2006, the MLPFS Salesperson wrote to a Magnetar principal
(“Magnetar Principal™): “Extremely important to us that you know this partnership is the top
priority of the cdo group (top to bottom) . . . . They are def approaching as a partnership with you
and want you to feel that way. They view you as an issurer [sic] rather than a cpty. Their ultimate
goal is to,maximize your return with the best structure possible.”

24.  Similarly, on August 18, 2006, Co-Head Two wrote to the Magnetar Principal and
Representative on behalf of himself and Co-Head One, copying the Salesperson and a group of
senior Merrill executives going up three levels of supervision from the CDO Co-Heads: “We
view our relationship as a partnership and will do whatever it takes to make this [i.e. Octans I}
(/future) transaction(s) successful and are committed to helping your platform in every way
possible.”

25.  Merrill and Magnetar ultimately collaborated on four CDOs, including the three
discussed in this Order. MLLPFS’s CDO structuring group received approximately $40 million in
gross fees from the Constellation CDOs. In addition, Merrill received millions of dollars more in
intermediation fees and warehouse carry relating to the Constellation CDOs.

Octans ]

26.  Octans I was the first CDO that MLPFS and Magnetar worked on together.
MLPFS and Magnetar agreed on Harding as the collateral manager for Octans 1.

27. On or about May 26, 2006, MLPFS, Harding, and Magnetar entered into an
Engagement Letter that set forth broad parameters for the Octans I transaction and assigned the
parties roles in it. The agreement contemplated that Magnetar would purchase the equity in
. Octans L.

28.  After Octans I closed on September 26, 2006, Merrill assisted Magnetar in taking
short positions via CDS on Octans I’s mezzanine tranches.” That is, Magnetar “shorted” the very
CDO it helped to create and in which it held equity.

7 On August 22, 2006, after MLPFS had priced Octans I, the Magnetar Representative emailed Co-Head
One, a CDO banker, and the Salesperson: “Now that we are priced, if you can find anyone who wants to
take exposure synthetically, we would like to buy protection on any of the [Octans I] tranches.” Through
Merrill, Magnetar shorted $10 million worth of Octans I's notes. Through other firms, Magnetar took
much larger short positions on Octans {’s notes. Magnetar’s long equity exposure to Octans I at closing
was $94 million, although months later Magnetar sold $64 million of its equity interest into a different
CDO. Magnetar had informed the CDO banker in July 2006 that it would seek to “repack” the equity
stake, which would diminish Magnetar s long exposure to Octans 1 . The CDO Co-Heads, too, were
aware of Magnetar’s interest in diminishing its equnty stake and had approved of structural features in
Octans | to make that possible.




Magnetar’s Warehouse Rights and Influence on Collateral Selection

29.  Onor about May 26, 2006, MLI, Harding, and Magnetar also entered into a
warehouse agreement approved by MLPFS’s CDO Co-Heads. This agreement was a departure
from Merrill’s usual practice in that it gave Magnetar the dominant stake in the warchouse carry,
as well as substantive rights relating to the selection and acquisition of collateral for the Octans 1
investment portfolio. Specifically, the warehouse agreement gave Magnetar the right to receive
85% of the warehouse carry in exchange for taking 85% of the risk.

30.  The warehouse agreement, which was sent to the outside law firm that
represented Merrill and Octans 1 in the transaction, also gave Magnetar rights relating to
collateral selection, including (i) the right to object to the inclusion of collateral selected by
Harding prior to purchase for the warehouse; and (ii) the right to veto any decision by MLI to
trade out of collateral because Harding or MLI has determined that the collateral no longer meets
criteria for inclusion in the CDO.

31. Consistent with the warehouse agreement and Magnetar’s status as the anticipated
equity investor, Merrill and Harding consulted with Magnetar throughout the process of '
acquiring assets for the portfolio.

32, For example, MLPFS sought Magnetar’s approval for the composition of the so-
called “CDO bucket,” which was a segment of the Octans I portfolio reserved for CDO securities
(as opposed to RMBS). On June 1, 2006, the MLPFS banker immediately responsible for the
Octans I transaction (“CDO Banker”) asked the Magnetar Representative:

[Harding’s President] and I were just talking and we thought it might be beneficial to
utilize the 10% CDO bucket for cash CDO trades. . . . So if you add in the 5% BB
bucket, that makes it an 85% synthetic/15% cash deal. Does that work for you?

On[e] other thought was to include a 5% limit for CDOs managed by [Harding] within
the collateral portfolio. Are you okay with that?

The Magnetar Representative responded: “Rather not have [Harding] cdo’s in deal, just seems
off. No problem w cash cdo’s, although I may want to buy protection,” i.e. short the CDOs
separately.

33 A particularly pronounced example of Magnetar’s influence on the selection of
collateral for Octans I relates to an investment product known as the ABX Index.® Magnetar was

® Launched in January 2006, the ABX Index was a standardized CDS referencing a benchmark basket of
20 RMBS. The ABX Index was available at various levels of credit rating. New ABX Indices became
available twice per year, and in each case referenced RMBS issued in the preceding six months. Thus, for
example, ABX 2006-1 BBB referenced “BBB” rated tranches of 20 RMBS issued in the second half of
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seeking, for reasons related to its own investment strategy, to have its CDOs acquire exposure to
the RMBS bonds referenced in the ABX Index.

: 34.  In May 2006, Magnetar initiated discussions with Merrill about having Octans 1

* acquire exposure to the ABX Index. On or about May 23, 2006, the Magnetar Representative
explained in a telephone conversation with the CDO Banker and MLPFS’s head of ABS trading
(“Head Trader”) Magnetar’s view of the mechanism by which the trade could be accomplished.
Later that day the Magnetar Representative emailed his Salesperson at MLPFS: “Let’s buy some
index!” The next morning, the Magnetar Representative again emailed the Salesperson: “ABX
opening weaker, lets do call, BUY!!!” The Salesperson replied: “hunting [the CDO Banker]
down.”

35. On or about May 30, 2006, the Magnetar Representative again reviewed the
mechanics of buying the index in a telephone call that included at least the MLPFS Salesperson
and Head Trader. The participants conferenced in a representative of Harding to find out if there
were any index bonds to which Harding did not want Octans 1 to-be exposed (so these could be
“shorted” or neutralized from the portfolio’s block index exposure).

36.  Soon after the call, the Salesperson wrote to the Magnetar Representative
(emphasis added): “We’ll push to get [index] names they [i.e. Harding] have issue with [i.e. want
excluded from the index exposure] tomorrow am. . . . [The Head Trader) is on board with what
you need done as far as the index goes.”

37.  From June 1 to June 8, Merrill, Magnetar, and Harding worked together to acquire
approximately $300 million worth of block exposure to the ABX Index at the BBB and BBB-
levels. After excluding twelve bonds (out of 40 in the index at the two rating levels) that Harding
said it disfavored, the Octans I portfolio had net exposure to approximately $220 million worth
of ABX Index bonds, representing nearly 15% of the Octans I portfolio.

Misrepresentations and Omissions

38.  Outside investors in Octans I were not informed of Magnetar’s warehouse rights
and role in collateral selection. This information would have been important to investors; they
would have wanted to know that someone other than the collateral manager, and in particular an
equity investor with interests not necessarily the same as their own, had played a significant role
in selecting collateral for the portfolio.

39.  MLPEFS provided to investors offering circulars for Octans 1. These disclosure
documents stated that collateral to be acquired by the Issuer at closing was “selected by the
Collateral Manager” pursuant to “warehousing agreements between MLI and the Collateral
Manager.” This was a misstatement: omitted entirely were Magnetar’s rights under the
agreement and role in selecting assets for Octans I.

40.  The section of the offering circulars concerning the collateral manager also stated
that the “Collateral Manager will undertake to select all Collateral Debt Securities” employing a




process that “depends heavily on the skills of the Collateral Manager in analyzing and selecting
the” collateral. These too were misstatements in that no mention was made of Magnetar’s rights
and involvement throughout the warehousing process.

41.  MLPFS also created and distributed “pitchbooks” for Octans T to potential
investors. The pitchbooks, like the offering circulars, described the warehouse agreement as
between Merrill and Harding, without disclosing that Magnetar was a party to, and had rights
under, the agreement. The pitchbooks also referred to Harding’s experience as a collateral
manager “in analyzing and selecting the collateral debt securities,” but were silent as to
Magnetar’s role in the selection of collateral. Again, these were misstatements.

42.  InJuly 2006, Co-Head One reviewed a pitchbook that the CDO Banker had
prepared. Having identified oversights in disclosure related to other risk factors, Co-Head One
chided the CDO Banker in an email:

Looks very sloppy. You and whoever speaks to investors need to be up to speed on this.
Please pay attention to these details — this deal is different from our standard deal. We
cannot afford to make mistakes — will get back to [the Magnetar Representative]. When 1
met with him today he talked about wanting to do 5 deals with us. I am depending on you
to be the last line of defence when on this deal . . .

Co-Head One said nothing about the omission from the pitchbook of Magnetar’s rights
regarding, and involvement in, collateral selection.

Norma

Magnetar Reaffirms Its Interest in Portfolio Selection, in the ABX Index, and in Shorting
Against its CDOs As Well As on Them

43.  MLPFS introduced NIR to Magnetar as the potential collateral manager for what
became the Norma transaction. On July 1, 2006, after performing due diligence on NIR, the
Magnetar Representative wrote to the MLPFS Salesperson that he would accept NIR as manager
(emphasis added): “I like NIR, experienced guys, smart, quantitative approach. Negative is that
they are newbies, have one h[igh] g[rade] deal, haven’t even really thought about a mezz[anine]
deal yet, . . . . A bit risky, I’ll do it because I like their approach, but will want to be very
involved.”

44.  The Magnetar Representative added;
The big issue for us is hedging. To proceed with [a transaction managed by] NIR, we
would like [Merrill] to commit to selling us a certain amount of protection on the A and

BBB tranches of each deal we’ve done with you. That way we know our equity allocation
[isn’t getting ahead of our hedges.

For example, [Merrill] would agree to sell us an amount of CDS and CDO protection
equal to our equity investment on the A and BBB tranc]hes of [the transactions managed

9




by] Harding, [another manager], and NIR no worse than 20bp back of where cash is
placed.

45. On July 9, 2006, the Magnetar Representative wrote to Co-Head One and the
Salesperson (emphasis added): “Going fwd, we would like to be in loop on trading approval
emails for our deals . . . . For cdo’s we want to buy protection from the deal” — i.e. take a short
position opposite the CDO through Merrill — “on most or all of the cdo allocation,” i.e. the assets
selected for the “CDO buckets” within the CDO portfolios.

46.  This turned out to be the case for Norma. Magnetar, through Merrill, shorted
approximately $89 million of CDO securities in Norma’s portfolio of collateral.” (At closing the
figure was $80 million.) By comparison, Magnetar’s total long exposure to Norma was
approximately $39 million.

47. Magnetar also sought to have the Norma portfolio acquire exposure to the ABX
Index, which by July 2006 was available in the 2006-1 and 2006-2 versions. On July 31, 2006,
the Magnetar Representative wrote to Co-Head One, the CDO Banker, and the Salesperson
(emphasis added): “Need to be aggressive in doing the index arb[itrage] trades on ABX 1 and 2
right out of the gate. Have fo push the managers to use as many bonds as possible out of the
indices.” “

48.  The Magnetar Representative attached to the email a draft of an engagement letter
(that was never finalized) among MLPFS, Magnetar, and NIR with language that would have
obligated MLPFS to “facilitate the execution of pass through trades on the ABX indices by
purchasing each of the ABX.1 and ABX.2 indexes and, in respect of index securities acceptable
to the [Collateral] Manager, simultaneously buying protection in the form of single-name ABS
CDS from the Issuer.”

49, On August 11, 2006, Magnetar sent to the Salesperson, who forwarded it to Co-
Head One and the CDO Banker, a draft of an equity purchase agreement between Magnetar and -~
Merrill. The draft, which also was never finalized, repeated Magnetar’s interest in having Norma
acquire exposure to the ABX index: “To facilitate the ramping of warechouse, [Merrill} will . . .
assist the [Collateral] Manager to, immediately upon opening of the warehouse, sell CDS on all
Manager approved names in the ABX 06-1 and 06-2 indices[.]”

Magnetar Pushes Merrill To Open the Norma Warehouse

50. On or about August 11, 2006, the Salesperson assured the Magnetar Principal:
“|The CDO Co-Heads] want to get to a place where they have earned place to be one of your
short-list of go-to dealers. Our job [is] to get us there by performing.”

® Magnetar also took a short position on approximately $5 million of securities issued by Norma.
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51. By mid-August 2006, Magnetar was urging Merrill to open the warehouse and
begin acquiring collateral for Norma and another CDO. On August 16, 2006, the Magnetar
Principal emailed the Salesperson: “I was straightforward asking to have two more warehouses
open and having managers in place to opportunistically buy paper. Why is there a hold up . . .?”

52. The next day, the Salesperson wrote to the Magnetar Representative: “for index
trades we need to know what names are good in both 06-1 & 06-2 yes? and do you want to
execute both Baa2 & Baa3 [i.e. acquire the index at both the BBB and BBB- levels]?”

53.  That evening, the Salesperson wrote to Co-Head One: “I know the warehouse
committee meeting is tomorrow am . . . we have promised [the Magnetar Representative and
Magnetar Principal] once that meeting is over, warehouses will be open for [Norma and another
CDO]. . .. I cannot go back again and tell them they can’t get going tomorrow . . . will they be
able to start buying tomorrow after this meeting?”

54.  On August 21, 2006, the Salesperson wrote to Co-Head One and the CDO
Banker: “I told [Magnetar} the [Norma] warehouse is open tomorrow. . . .Their biggest

sensitivity is timing and meeting deadlines when we say we will. . . . [The Magnetar Principal] is
all over me. He will get p_ssed very quickly if things not moving forward. . . . he will want to
ramp [Norma] tomorrow . . . . We can’t afford to turn [him] off.”

Merrill Allows Magnetar To Trade for the Norma Portfolio

55.  Within two days Merrill and Magnetar started buying the ABX Index as collateral
for the Norma portfolio. They did so without NIR’s involvement. This was a departure from
normal practice: generally the collateral manager, not an investor, works together with the
arranging bank to acquire assets for a CDO.

56.  MLPFS’s CDO structuring group understood that it was the collateral manager’s
responsibility to select assets for a CDO portfolio. For example, in April 2006, Co-Head One had
written to MLPFS’s CDO structuring group, copying Co-Head Two: “Please note that all
assumptions relating to collateral that form the basis for showing analyses to investors require
collateral manager sign off. NO EXCEPTIONS.”

57.  On the moming of August 22, 2006, the Salesperson advised the Magnetar
Representative that Co-Head One and the CDO Banker were “talking to nir about buying” and
“coordinating index with [the Head Trader].”

58.  The Salesperson also asked: “How much of the index are you looking to do?” The
Magnetar Representative replied: “We should do $300MM each of ABX 1 and 2, should discuss
with [the Head Trader] whether Baa2 or Baa3 makes more sense, inclined to stick with
Baa2 . ... Lets do a call.” NIR was not included in this email communication.
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59. That afternoon the CDO Banker, Head Trader, and Salesperson convened a
telephone call with the Magnetar Representative to discuss the index trade for Norma. NIR was
not included in this telephone call.

60.  After the call, the Magnetar Representative sent the CDO Banker and Salesperson
a chart, titled “Ranking of Baa2 ABX.HE Bonds,” that NIR had prepared and given to the
Magnetar Representative. The Salesperson forwarded the chart to the Head Trader. The chart
divided the 40 bonds in the 2006-1 and 2006-2 ABX Indices at the Baa2 (BBB) leve!l into three
categori]%s: “Top Rated” (containing 20 bonds), “Middle” (10 bonds), and “Bottom” (10
bonds).

61.  Beginning the next day, Magnetar acquired nearly $600 million in long synthetic
block index purchases for the Norma portfolio. These purchases, done in a series of trades from
August 23 to September 5, 2006, referenced the ABX 2006-1 and 2006-2 Indices at the BBB
(Baa2) level. This block exposure consisted of $15 million worth of exposure to each of the 40
bonds on the indices. Each time Magnetar made a purchase for the portfolio, the Magnetar
Representative emailed the Salesperson, CDO Banker, and Head Trader, but did not copy NIR.

62.  On August 24, 2006, the CDO Banker left a voice message for NIR advising NIR
that, as the NIR principal who received the message (“NIR Principal One™) wrote in an email to
the other NIR principal (“NIR Principal Two™), “the [Norma| warchouse is open” and [the
Magnetar Representative| has done some index trades.” NIR appears not to have contacted
Merrill about the voice message.

63.  In September 2006, shortly after finishing with the nearly $600 million in

purchases of the ABX Indices, Magnetar and Merrill sought to eliminate or reduce exposure to

~ the $150 million of exposure to ten bonds that NIR had classified in the “Bottom” category.
Specifically, they sought to execute short trades that would offset, or net out, the long exposure

“to those bonds caused by the block index exposure. The Magnetar Representative and MLPFS’s
Head Trader did this, too, independently of NIR. NIR (along with MLPFS’s Salesperson and
CDO Banker) was copied on emails between the Head Trader and the Magnetar Representative
concerning the short trades, but was not consulted in advance by Merrill in connection with the
short trades. Ultimately, Magnetar and Merrill offset only $127.5 million out of $150 million of
exposure, leaving $22.5 million in exposure to four bonds that NIR had classified as “Bottom.”

64.  NIR was apparently unaware that Magnetar and Merrill were trading ABX Index
for the Norma portfolio. Indeed, beginning in August 2006, NIR had been independently

'®NIR had advised the Magnetar Representative in an email six days earlier that: (i) NIR “would choose
to stay away from” the “Bottom” category, “assuming that the market premium does not compensate for
the heightened risk of default™; (ii) the 10 bonds in the “Middle” category “are characterized by some
weakness that would not disqualify them from purchase, but would require some degree of enhanced
premium for inclusion”; and (iii) the 20 “Top Rated” bonds had “the most appealing characteristics, and
[NIR] would look to aggressively add these to the portfolio assuming acceptable relative value. We would
expect the premiums to be tight on the majority of these bonds, and will need to evaluate how much we
can fill once we study the final transaction model in greater detail.”
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acquiring assets for the Norma warehouse. For example, on September 19, 2006, the Head
Trader sent an electronic message to NIR Principal Two: “do you have a record of the trades that
Magnetar has done on the index and single names.” NIR Principal Two responded: “not on
index. When you say single names, do you mean the trades we’ve [i.e. NIR has] done for the
warchouse or something else? We obviously have the trades we’ve done for warehouse, but not
aware of any other trades Magnetar has done.”

65.  Similarly, on October 11, 2006, a Merrill employee, having noticed discrepancies
between Merrill’s and NIR’s records for the Norma portfolio, asked an NIR employee: “the first
big difference 1 found was that we [i.e. Merrill] have a set of index trades in the warehouse. . . .
Are you familiar with any of these index trades? Do they belong in Norma?” NIR Principal Two
advised his employee: “Per our conversations with [the CDO Banker], none of these trades go in

“our warehouse.”

NIR Accepts Magnetar’s Index Trades

66. On or about November 9, 2006, the Salesperson, CDO Co-Heads, and CDO
Banker became aware that NIR did not know about the index-related trades Magnetar had
executed for the Norma portfolio. With both Magnetar and NIR having acquired assets for the
portfolio, the total collateral exceeded the $1.5 billion limit on the portfolio size.

67.  In November and December 2006, Merrill and NIR (with Magnetar) were
involved in reconciling their records. Merrill and NIR decided that the excess collateral — this
turned out to be approximately $260 million in assets that NIR had independently sourced —
could be securitized in a new CDO, eventually named Fourth Street Funding, Ltd. (“Fourth
Street™).

68.  During the reconciliation process, NIR advised Merrill of its interest in “shorting
out” — i.e. reducing or eliminating exposure to — some of the RMBS bonds to which Magnetar’s
index trades exposed the Norma portfolio. For example, on November 13, 2006, NIR Principal
Two sent the CDO Banker a portfolio list identifying $82.5 million in collateral for shorting that
was attributable to the Magnetar index trades but that nonetheless ended up in Norma’s closing
portfolio. The $82.5 million included the $22.5 million in remaining exposure to four index
bonds in what NIR had called the “Bottom™ category.

69.  On November 27 and 28, Merrill representatives (including the CDO Banker and
Salesperson), the Magnetar Representative, and NIR held telephone calls to discuss the Norma
warehouse.

70.  On November 29, 2006, NIR Principal One emailed the CDO Banker and others
on MLPFS’s CDO desk: “attached is the latest portfolio . . . . The portfolio has been updated to
reflect the ABX adjustments that we discussed.” The attached portfolio included all of
Magnetar’s index purchases, including assets that NIR had expressed a desire to short in
communications with Merrill.
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71.  In December 2006, NIR and MLI entered into a warehouse agreement for Fourth
Street. In January 2007, Merrill and NIR moved approximately $260 million of collateral from
the Norma warehouse into the warehouse for the Fourth Street transaction.

72.  Leading up to Norma’s close on March 1, 2007, NIR repeatedly sought to have
Merrill reduce the portfolio’s exposure to the $22.5 million in remaining exposure to the
“Bottom” of the index. NIR made one final effort on February 23, 2007, advising the CDO
Banker and other Merrill employees in an email from NIR Principal Two: “we’d prefer not to
add the longs that correspond to the pending shorts until we’ve finalized our trading strategy,
which should be shortly after closing. In the event we’re unable to execute shorts and stay in
compliance with [a rating agency hedge test], we don’t want to be long these bonds.” In
response, the Head Trader emailed a subordinate trader and other Merrill employees, stating:
“This is NOT to change in any way. The portfolio has been agreed upon.”

73.  The Norma portfolio ultimately included all of Magnetar’s index-related trades.

Magnetar’s Control Over Norma’s CDO Bucket

74.  As discussed above, the “CDO Bucket” was a segment of the portfolio reserved
for securities issued in other CDO transactions. Magnetar insisted that it approve — and in most
cases short — the positions in Norma’s $150 million CDO bucket.

75.  On November 27, 2006, the Magnetar Representative wrote to the NIR Principals
and the MLPFS Salesperson, both CDO Co-Heads, the CDO Banker, and the Head Trader:

First of all, I'm starting to feel like I’'m not seeing any of the trade
approval requests, I should be on the regular distribution list for
those, resi [i.e. RMBS], CDO or anything else (especially anything
else!), as I’m sure has been discussed.

Second, I definitely want to approve any CDO’s that go in the deal,
don’t recall approving any, so I assume ‘Approved’ [in a list NIR
had sent] means only that NIR has internally approved the credit.

For [three specified cash CDO securities], I only want them in the
deal if I'm buying the protection [i.e. if the warehouse acquires
them in synthetic form], absolutely do NOT want any of those
three bonds in the deal as cash bonds.

76.  That night, the Magnetar Representative wrote to the Salesperson: “After all of
our painful discussions on communications, . . . I can’t begin to understand how someone
approved 11 CDO’s into Norma without me knowing about them.”

77.  The next morning, the Salesperson reassured the Magnetar Representative: “I hear
you. . . . [I] spoke to [the CDO Banker] this am. . . . [The CDO Banker] has to make sure that the
[collateral] manager sends list of prospective collateral [to you] to check if any issues ‘prior’ to
sending requests [to the Head Trader for the warehouse].”
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78.  Merrill and NIR complied with the Magnetar Representative’s demands — NIR
removed the three cash CDO positions to which he had objected (and changed two of those CDO
positions from cash to synthetic).

79.  Through emails variously sent to, among others, the CDO Banker, Syndicate
Head, Head Trader, Salesperson, and NIR Principals, Magnetar also selected or approved three
more CDO positions subsequently added to Norma’s portfolio.'! And in many cases Magnetar,
through Merrill, took the short side opposite Norma’s long synthetic exposure (dictating the
spread levels at which it would do so). Magnetar ultimately was the short counterparty on all but
one of Norma’s eight synthetic positions (seven of them at closing), meaning that it was short
into Norma approximately $89 million ($80 million at closing), with an additional $5 million
short on debt tranches of Norma.

Misrepresentations and Omissions

80.  Outside investors in Norma were not informed of Magnetar’s involvement in
collateral selection. This information would have been important to investors; they would have
wanted to know that someone other than the collateral manager, and in particular an equity
investor with interests not necessarily the same as their own, had played a s1gn1ﬁcant role in
selecting collateral for the portfolio.

81.  MLPFS provided to investors offering circulars for Norma. These disclosure
documents stated that collateral to be acquired by the Issuer at closing was “selected by the
Collateral Manager,” with no mention of Magnetar’s role in collateral selection.

82.  The offering circulars also stated that the “Collateral Manager will perform
certain investment management functions, including directing and supervising the investment by
the Issuer in [its collateral],” employing a process whose success “depends heavily on the skills
of the Collateral Manager in analyzing and sclecting the” collateral. Again, no mention was
made of Magnetar’s involvement throughout the warchouse phase.

83.  The offering circular for Norma contained the following disclosure:

Initial Preference Shareholder may Enter Into Credit Derivative Transactions
Relating to [Collateral] in the Issuer’s Portfolio. On or after the Closing Date, the
Initial Preference Shareholder [i.e. the equity investor — Magnetar] may enter into
credit derivative transactions relating to [collateral] included in the Issuer’s
portfolio under which it takes a short position (for example, by buying protection
under a credit default swap relating to such obligation or security) or otherwise

' In one instance, the Syndicate Head wrote to the Magnetar Representative and NIR Principal One,
copying the CDO Banker, to ask them to consider a non-Constellation CDO for inclusion in the Norma
portfolio as a favor to Harding. Harding, the Syndicate Head wrote, had been a big buyer of other
Constellation CDOs and “very likely the Norma deal.”
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hedges certain of the risks to which the Issuer is exposed. The Issuer and
Noteholders will not receive the benefit of these transactions by the Initial
Preference Shareholder and, as a result of these transactions, the interests of the
Initial Preference Shareholder may not be consistent with those of Noteholders.

84.  This disclosure advised debt investors in Norma that the unnamed equity investor
(Magnetar) might have a short position on assets as to which the Issuer was long, or might
otherwise hedge certain of the risks to which the Issuer was exposed. This disclosure, however,
did not apprise investors that Magnetar, through Merrill, was taking short positions opposite the
Issuer on assets that Magnetar helped select for the Issuer in the warehouse phase. The conflict
of interest, in other words, was substantially greater than what was disclosed, rendering the
disclosure materially misleading.

85.  MLPFS also created and distributed “pitchbooks” for Norma to potential
investors. The pitchbooks, like the offering circulars, discussed only NIR’s experience as a _
collateral manager and approach to the selection of collateral, and were silent as to Magnetar’s
role in the selection of collateral. The pitchbooks were therefore misleading.

86.  MLPFS structured Norma so that the CDO would provide Magnetar with a $35.5
million discount on its equity investment and with a $4.5 million payment at closing that
Magnetar referred to as a “sourcing fee.” The offering circular for Norma failed to disclose that
the CDO subsidized Magnetar’s investment with a discount and therefore the gross proceeds in
the offering circular were overstated by the $35.5 million amount. As a result, investors were
told that Norma had more cash flowing into the deal at closing than it actually did, and were
never informed that the CDO was financing a large discount. In addition, the offering circular
and pitchbook for Norma failed to disclose Magnetar’s receipt of the $4.5 million fee even
though the MLPFS CDO structuring group’s protocol (as reflected in draft written procedures) at
the time was to disclose the receipt of fees by third parties. In an October 2006 email concerning
a different Constellation CDO, the Salesperson had noted in an email to the Magnetar
Representative (following a conversation that included both of them as well as the CDO Banker
and Syndicate Head) that debt investors would view the $4.5 million fee as “excess cash coming
out of the deal” and so were not possible in the Constellation CDO under discussion, but “in the
upcoming deals” —i.e., future transactions, including Norma, whose closing at the time of this
email was still months away — such a fee was a possibility because it “can [be disclosed] in the
marketing materials” for those transactions.

Auriga
Overview

87.  The collateral manager for Auriga was MLPFS affiliate 250 Capital. Auriga’s
warehouse phase lasted from September 2006 to December 20, 2006, when the transaction
closed.
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88.  Auriga’s portfolio at closing consisted of 121 CDS in which Auriga sold
protection to certain counterparties on various RMBS. Thus, Auriga was “long,” and the ultimate
counterparties were “short,” those assets.

89.  For 79 of those 121 CDS, the ultimate counterparty was MLI, which shared a
system of records with MLPFS.!? Thus, when collateral was being assembled for Auriga during
its warchouse phase, a MLPFS affiliate effectively bought protection on 79 assets from another
MLPFS affiliate, 250 Capital, which was acting on behalf of the Auriga warehouse.

90.  MLPFS had agreed to pay most of the “carry” on Auriga’s warehouse to
Magnetar. Magnetar and 250 Capital in turn agreed to share the carry, so that Magnetar would
receive 75%, and 250 Capital 25%, of the carry. Thus, Magnetar was entitled to most of the
premiums that short counterparties paid to the warehouse for protection under the CDS

91.  The 79 trades took place in September and October 2006 (the “September and
October Trades™). In order to benefit Merrill, however, MLPFS’s ABS trading desk (“Desk”) did
not record 68 of the September and October Trades in the MLPFS books and records where its
CDS trades were regularly recorded at the time they occurred. Rather, to avoid paying carry to
Magnetar in the event that any of the trades was excluded from Auriga’s portfolio before the deal
closed, the Desk delayed recording those 68 trades until after Auriga priced on November 22,
2006, when it became reasonably clear that each of those CDS would ultimately be included in
Auriga’s portfolio. That date was as much as two months after the September and October
Trades occurred.

92.  The Desk also delayed entering those 68 September and October Trades in '
MLPFS’s books and records in the belief that it would avoid the necessity of having to trade out
of those CDS in the event that they were not ultimately included in Auriga’s portfolio. If any of
the long positions that 250 Capital acquired for Auriga were not transferred from the warchouse
to the CDO, the Desk believed that they would remain on MLPFS’s books, potentially requiring
Merrill to unwind them. The Desk believed that it could avoid this problem by delaying the
recording of the trades. '

93.  When the Desk entered those 68 trades in MLPFS’s books and records after
Auriga priced on November 22, 2006, the Desk inaccurately recorded the trade date as
November 22, 2006, rather than the September and October 2006 dates when the trades actually

took place.

2 A5 was typical of CDOs at the time, for the CDS in Auriga’s portfolio, MLI served as the initial
counterparty. In the initial counterparty role, MLI directly faced Auriga as the short on the CDS in the
portfolio, and then acted as an intermediary by entering into an offsetting long position with an “ultimate”
short counterparty, such as another dealer, on the same reference RMBS, leaving MLI with no net
exposure. For 83 of the CDS acquired for Auriga’s portfolio during the warehouse period and after
closing, however, MLI did not enter into such offsetting trades, and thus, MLI itself was also the ultimate

counterparty with short exposure on those trades.
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MLPFS’s Failure To Properly Record the September and October Trades

94. 250 Capital (on behalf of the Auriga warehouse) and the Desk (on behalf of MLI)
agreed to the following CDS trades on or about the respective dates and at the notional values
below:

| Trade Date ~ Notional Value Number of Trades
09/19/2006 - $132,000,000 ' 19
09/20/2006 $90,000,000 7
09/21/2006 $47,000,000 7
10/02/2006 7 B $85,000,000 10
10/06/2006 ~ $120,000,000 ) 15
10/10/2006 | $90,000,000 6
10/13/2006 : $40,000,000 4

95. Together, the 68 CDS trades above had a notional value of $604 million,
representing approximately 40 percent of the total notional value of Auriga’s fully-ramped
portfolio, and 75 percent of the notional value of the total number of CDS trades between 250
Capital (on behalf of Auriga) and MLI before and after closing.

96. At the time of each of the September and October Trades, 250 Capital and the
Desk agreed upon the reference RMBS asset on which Auriga was to sell protection as well as
the spread payable to Auriga.

97.  Although MLPFS did not generate confirmations for the September and October
Trades, both 250 Capital and the Desk understood that they were bound to execute the CDS, and
that the trades occurred, when they agreed upon the RMBS reference assets and spreads on the
respective September and October dates above.

98.  In contemporaneous emails, both 250 Capital and the Desk referred to trades as
having been “locked” once they agreed upon spreads. For example, in an email to 250 Capital
dated October 6, 2006 — one of the trade dates set forth above — referring to an asset on which
250 Capital had agreed to sell protection, a trader on the Desk (“Trader”) wrote: “spreads are
locked effective now. Cool?”” Similarly, an October 11, 2006 spreadsheet that 250 Capital sent to
the Desk records the October 6 Trades as “locked.”
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99.  The Desk’s informal platform for retaining information from prior trades, known
as “Xlint,” further reflected the Desk’s understanding that the September and October Trades
took place on the September and October dates set forth above, in that the Desk’s entries for 14
of the Auriga CDS trades in Xlint show dates in September or October.

100. MLPFS’s “US Based Credit Derivative Business Compliance Supervision
Manual,” which applied to the Desk in 2006, required, inter alia, that “[a]ll business transactions
must be properly recorded on the Firm’s ‘Books and Records’ in a prompt and timely manner
(processed the same day as the transaction is executed){.]”

101. Despite the parties’ understanding that the September and October Trades were
effective in September and October, and MLPFS’s policy that trades were to be recorded “in a
prompt and timely manner,” the Desk delayed recording 68 of those trades in MLPFS’s database
for synthetic trades, known as “Aurora.” The Desk did so in order to benefit Merrill by avoiding
the need to pay carry to Magnetar on any of the September and October Trades that might be
excluded from Auriga’s portfolio prior to closing.

102, Ordinarily, to compensate Merrill for the risk it assumed in keeping the CDS in
Auriga’s warehouse on its books during the ramping period, Merrill would have kept for itself
the warehouse carry, including CDS spread, paid to the warehouse prior to closing. However, in
exchange for Magnetar’s agreement to purchase the equity in Auriga, MLPFS agreed to pay the
carry to Magnetar, which subsequently agreed to pay 25% of the carry it received to 250 Capital,
but MLPFS did not promptly record that liability. The Desk therefore deferred recording the
trades in Aurora until after Auriga priced on November 22, 2006, when it became reasonably
certain that each of the September and October Trades would be transferred from the warehouse
into Auriga’s portfolio.

103. In a November 15, 2006 email to the Head Trader, the Trader, who had executed
the September and October Trades, wrote: “Most single name trades [facing the Desk] are not
done as I didn’t want to give [Magnetar] carry if the bond was thrown out of the vehicle.”

104,  Similarly, in a December 20, 2006 email to the Head Trader under the subject
heading “CDS for auriga”, 250 Capital’s Managing Director wrote: “[The Trader] mentioned a
concern about the cds names and the way we booked them. I was insistant [sic] that we lag the
trade, but lock the spreads. the negative carry ml would have on that for the warehouse was
about 750k /month given Magnetar’s warehouse carry arrangement. There was no reason to start
paying a derivative early.”

105. Morcover, the Desk postponed the entry of the September and October trades in
Aurora because it believed that doing so might avoid a need for Merrill to trade out of the CDS if
they were not ultimately included in Auriga’s portfolio. If the CDS trades were not transferred
from the warehouse to the CDO, the long positions that 250 Capital acquired on behalf of Auriga
would have remained on MLPFS’s books, potentially requiring that the Desk unwind them. In
the Desk’s view, it could obviate any need to do so by delaying the recording of the September
and October Trades.
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106.  As the Trader explained to the Head Trader in a November 27, 2006 email: “[250
Capital] and I discussed the option of booking the trades and we mutually decided not to. I saw
no reason to pay carry ... and I thought I was giving us/[250 Capital] more flexibility if names
were kicked out of the deal (i.e. if the trade doesn’t exist there’s nothing to liquidate).”

107.  Accordingly, Merrill did not record 68 of the September and October Trades in its
systems until after Auriga priced on November 22, 2006, when it became reasonably certain that
the September and October Trades would be included in Auriga’s portfolio.

108. Moreover, Merrill inaccurately recorded the date for the September and October
Trades in Aurora as November 22, 2006, rather than the September and October dates on which
the trades actually occurred. Thus, MLPFS’s books and records showed a trade date for the
September and October 2006 Trades that was as much as two months later than the actual trade
dates.

D. Violations

109.  As aresult of the conduct described above, MLPFS willfully' violated Sections
17(a)(2) and 17(a)(3) of the Securities Act, which prohibit, in the offer or sale or securities,
respectively “obtain[ing] money or property by means of any untrue statement of a material fact
or any omission to state a material fact necessary in order to make the statements made, in light
of the ctrcumstances under which they were made, not misleading,” and “engag[ing) in any
transaction, practice, or course of business which operates or would operate as a fraud or deceit
upon the purchaser.”

110.  As aresult of the conduct described above, MLPFS willfully' violated Section
17(a)(1) of the Exchange Act and Rule 17a-3(a)(2) thereunder, which require every registered
broker or dealer to make and keep current ledgers or other records reflecting, among other
things, all assets and liabilities.

* 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)).

" See supra note 13.
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IV.

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

Accordingly, pursuant to Section 8A of the Securities Act and Sections 15(b)(4) and 21C

of the Exchange Act, it is hereby ORDERED that:

A. Respondent MLPES cease and desist from committing or causing any violations
and any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act and Section
17(a)(1) of the Exchange Act and Rule 17a-3(a)(2) thereunder.

B. Respondent MLPFS is censured.

C. Respondent shall, within ten (10) business days of the entry of this Order, pay
disgorgement of $56,286,000 and prejudgment interest of $19,228,027 and a civil money penalty
in the amount of $56,286,000 (for a total payment of $131,800,027) 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 must be made in one of the following ways:

(1) Respondent may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;

(2) Respondent may make direct payment from a bank account via Pay.gov through the
SEC website at http://www.sec.gov/about/offices/ofim.htm; or

(3) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169
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Payments by check or money order must be accompanied by a cover letter identifying
MLPFS as a Respondent in these proceedings, and the file number of these proceedings; a copy
of the cover letter and check or money order must be sent to Andrew M. Calamari, Director,
New York Regional Office, Securities and Exchange Commission, 3 World Financial Center
Suite 400, New York, NY 10281.

By the Commission.

Elizabeth M. Murphy

Secretary
: \/Vl M
By: i M. Patereon
\ssigiant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9494 / December 12, 2013

- SECURITIES EXCHANGE ACT OF 1934
Release No. 71052 / December 12, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15642

In the Matter of ORDER UNDER SECTION 27A(b) OF THE
SECURITIES ACT OF 1933 AND SECTION

MERRILL LYNCH, PIERCE, | 21E(b) OF THE SECURITIES EXCHANGE

FENNER & SMITH ACT OF 1934, GRANTING WAIVERS OF

INCORPORATED, THE DISQUALIFICATION PROVISIONS
. OF SECTION 27A(b)(1)(A)(ii) OF THE

SECURITIES ACT OF 1933 AND SECTION

21E(b)(1)(A)(ii) OF THE SECURITIES
EXCHANGE ACT OF 1934 AS TO BANK
OF AMERICA CORPORATION AND ITS
AFFILIATES

Respondent.

Bank of America Corporation (“Bank of America”) has submitted a letter on behalf of
itself and its affiliates, dated October 21, 2013, for a waiver of the disqualification provisions of
Section 27A(b)(1)(A)(i) of the Securities Act of 1933 (the “Securities Act”) and Section
2TE(b)1){(A)(1) of the Securities Exchange Act of 1934 (the “Exchange Act”} arising from
Merrill Lynch, Pierce, Fenner & Smith Incorporated’s (“MLPFS’s”)’ public settlement of public
administrative and cease-and-desist proceedings instituted by the Commissiori. On December
12, 2013, the Commission instituted an Order Instituting Administrative and Cease-and-Desist
Proceedings Pursuant to Section 8A of the Securities Act and Sections 15(b)(4) and 21C of the
Exchange Act, Making Findings, and Imposing Remed1al Sanctlonc: and a Cease-and-Desist
Order (“Order”) against MLPFS.

. ! Bank of America acquired MLPFS in January 2009.
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Under the Order, the Commission found that MLPFS, a registered broker-dealer and
investment adviser, willfully violated Sections 17(a)(2) and 17{a)(3) of the Securities Act in
connection with its structuring and marketing of two collateralized debt obligations (“CDOs™) in
2006 and 2007. The Order concerned CDO issuers named, inter alia, Octans I CDO Lid.
(“Octans I") and Norma CDO I Ltd. (“Norma”). MLPFS failed to inform investors in Octans |
(a $1.5 billion CDO that closed on September 26, 2006) and Norma (a $1.5 billion CDO that
closed on March 1, 2007) that an undisclosed third party—a hedge fund firm that bought the
equity in the transactions but whose interests were not necessarily the same as those of the
CDOs’ other investors—had rights relating to, and exercised significant influence over, the
selection and assembly of the CDOs’ collateral.

Without admitting or denying the findings in the Order, except as to the Comniission’s
jurisdiction over it and the subject matter of the proceedings, MLPFS consented to the Order. In
the Order, the Commission ordered that MLPFS, inter alia, be censured, cease and desist from
committing or causing any violations and any future violations of Sections 17(a)(2) and 17(a)(3)
of the Securities Act, and pay disgorgement of $56,286,000, prejudgment interest of
$19,228,027, and a civil money penalty of $56,286,000 to the United States Treasury.

The safe harbor provisions of Section 27(A)(c) of the Securities Act and Section 21E(¢)
of the Exchange 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 (T) prohibits
future violations of the antifraud provisions of the securities laws. . . .”” Section 27AMYD(A)1)
of the Securities Act and Section 21E(b)(1)(A)(ii) of the Exchange Act. The 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 representations set forth in Bank of America’s letter, the Commission has
determined that, under the circumstances, the request for a waiver of the disqualifications
resulting from the entry of the Order (as defined above) is appropriate and should be granted.

Accordingly, IT 1S 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 Bank of America and its affiliates resulting from the Commission’s Order (as defined
above) is hereby granted.

By the Commission.
Elizabeth M. Murphy

Secretary

il M. Peterson
\ssisiant Secretary

By:
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SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
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INVESTMENT COMPANY ACT OF 1940
Release No. 30828 / December 12, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15643

In the Matter of ’ ORDER INSTITUTING PUBLIC
ADMINISTRATIVE AND CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO
SECTIONS 203(f) AND 203(k) OF THE
INVESTMENT ADVISERS ACT OF 1940
. R AND SECTION 9(b) OF THE
espondents.

INVESTMENT COMPANY ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-
AND-DESIST ORDER

JOSEPH G. PARISH III and
SCOTT H. SHANNON,

L.

The Securities and Exchange Commission (“Commission™) deems it appropriate that
public administrative and cease-and-desist proceedings be, and hereby are, instituted pursuant to
Sections 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 (“Investment Company Act™), against Joseph G.
Parish III (“Parish”) and Scott H. Shannon (“Shannon,” and together with Parish,
“Respondents™).

IL.

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
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findings herein, except as to the Commission’s jurisdiction over them and the subject matter of
these proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 203(f), and 203(k) of the
Investment Advisers Act of 1940 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.

I1I.
On the basis of this Order and Respondents” Offers, the Commission finds’ that:

A. Summary

1. This matter involves violations of the federal securities laws by Shannon and
Parish in their role as investment managers for a collateralized debt obligation transaction

" (*CDO”). Shannon and Parish were the principals of NIR Capital Management, LLC (“NIR”),

which, as the collateral manager of the CDO, was responsible for the independent selection,
acquisition and monitoring of a portfolio of assets — the collateral — backing a series of securities
issued to investors by a special-purpose vehicle (the “Issuer”) named Norma CDO I Ltd.
(“Norma”).

2, Respondents nevertheless allowed the equity investor in Norma, a hedge fund
firm consisting of Magnetar Capital LLC and its affiliates (together, “Magnetar”), to influence
the selection of Norma’s portfolio of collateral. Respondents knew that Magnetar sought to take
short positions on CDO debt, in addition to its long investment in CDO equity. Respondents,
therefore, should have realized that Magnetar’s interests were not necessarily the same as those
of potential investors in the debt tranches of Norma, whose investments depended solely on the
CDO and its collateral performing well.

3. The Norma transaction was a $1.5 billion CDO that closed on March 1, 2007.

~ The collateral for the transaction consisted of approximately 90% credit default swaps (“CDS”)

referencing residential mortgage backed securities (“RMBS”). Approximately 10% of the
portfolio — the so-called “CDO bucket” — consisted of securities issued in other CDO
transactions. The transaction was structured and marketed by subsidiaries of Merrill Lynch &
Co., Inc. {collectively “Merrill”), which also lent their balance sheet to store, or “warehouse,”
collateral acquired for the CDO in the months leading up to the closing of the transaction.

4, As aresult of Magnetar’s influence, NIR ultimately incorporated into the portfolio
collateral that Shannon sought to exclude, including significant exposure to RMBS that
Magnetar and Merrill, not Respondents, had initially acquired and selected. Parish allowed

! 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.

: RMBS are bonds backed by pools of residential mortgage loans, in this case subprime loans.




Magnetar to influence the form of exposure to, or selection of, a substantial amount of CDO
assets that ended up in Norma’s portfolio and should have known that Shannon sought to
exclude significant RMBS exposure.

5. In a Collateral Managenient Agreement with the Norma Issuer (NIR’s client),
NIR represented that, in performing its duties, it would:

act in good faith and exercise reasonable care, using a degree of
skill and attention no less than that which [NIR] exercises with
respect to comparable assets that it manages for itselfand . . . ina
commercially reasonable manner consistent with accepted
practices and procedures applied by reasonable and prudent
institutional managers of national standing in connection with the
management of assets [comparable to Norma’s collateral].

6. NIR also represented that it would “follow its customary standards, policies and
procedures in performing its duties” as collateral manager for Norma.

7. These representations were misleading because they did not disclose Magnetar’s
role in the process of collateral selection and because Respondents departed from the represented
standard of care.

8. Merrill had arranged the Norma transaction at the impetus and behest of
Magnetar, and Respondents knew that Magnetar picked NIR as the manager after Merrill
proposed it for consideration. Both Merrill and Magnetar therefore were in a position to send
NIR additional CDO business.

9. By March 2008 (a year after its closing), Norma had collapsed. Although
Norma’s investors lost more than $515 million, NIR received approximately $2 million in
management fees, a portion of which flowed to Shannon and Parish individuaily.

B. Respondents

10. Scott H. Shannon, 50 and a resident of Charlotte, North Carolina, was one of
NIR’s two Managing Partners. By 2007, Shannon had 20 years of experience in structured and
corporate finance. Shannon and his staff were primarily responsible for choosing Norma’s
RMBS assets.

11. Joseph G. Parish 111, 57 and a resident of North Carolina, was NIR’s other
Managing Partner. By 2007, Parish had 28 years of experience in structured and corporate
finance. Parish and his staff were primarily responsible for choosing Norma’s CDO assets.

C. Other Relevant Entities

12.  NIR Capital Management, LL.C was an unregistered investment adviser based
in Charlotte, North Carolina. During 2006 and 2007, NIR was the collateral manager for five
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CDOs (totaling approximately $7.5 billion in assets under management), all arranged by Merrill.
NIR was an affiliate of The NIR Group, LL.C (“NIR Group”), which was formerly an investment
management firm based in Roslyn, New York. Shannon and Parish ran all of NIR’s day-to-day
activities, including its investment-advisory function. Respondents were not involved in the
activities of NIR Group other than their management of the assets of the CDOs.

13. Merrill Lynch, Pierce, Fenner & Smith Incorporated, the principal U.S.
broker-dealer subsidiary of Merrill Lynch & Co., Inc., has been registered with the Commission
since March 12, 1959. Merrill structured and marketed the Norma CDO and was one of the
leading arrangers of CDOs between 2005 and 2008. On January 1, 2009, Merrill was acquired
by Bank of America Corporation.

14.  Merrill Lynch International, a Merrill affiliate incorporated under the laws of
England, was the warehouse provider for Norma.

15, Magnetar Capital LLC is an asset manager headquartered in Evanston, Illinois.
During 2006-2007 Magnetar was involved in creating a series of CDOs with various arranging
banks and collateral managers. These CDOs were typically named after astronomical
constellations, and so are sometimes known as “Constellation CDOs.” At the time the RMBS
and CDO assets were purchased, Magnetar had committed to purchasing $90 million worth of
Norma’s equity tranche. NIR was aware that Magnetar took $60 million in short positions on
CDO assets into Norma’s portfolio among the final pre-closing trades.” After the pre-close ramp
was completed and without NIR’s involvement, Merrill reduced the net cost of Magnetar’s
equity investment in Norma from $90 million to $39 million. Unknown to Respondents,
Magnetar took an additional $20 million in short positions on CDO assets through Merrill into
Norma’s portfolio during the warehouse phase, and also took a short position on $5 million of
securities issued by Norma itself.

16.  Norma CDO I Ltd. was a special purpose vehicle incorporated in the Cayman
Islands on December 7, 2006.

D. Facts

Background On CDOs and CDS

17. A CDO is a special purpose vehicle that issues debt to investors and uses the
proceeds to invest in fixed income securities or loans. The CDOQ’s debt is issued in different
tranches that feature varying levels of risks and returns. The senior tranche is the highest rated,
is first in the priority of repayment through what is called the CDO’s waterfall and has the lowest
risk of default. Because of the lower risk of default and the priority of repayment in the CDO’s
waterfall, the holders of the senior tranche have lower rates of return. The inverse is true for the
lowest-rated tranche in the CDO. Typically, that tranche (usually referred to as “equity™) is

3 After Norma closed, Parish also allowed Magnetar to take an additional $8.9 million short position on a
CDO that went into Norma’s portfolio.




unrated, has the highest rate of return, is last in terms of the priority of repayment through the
CDO’s “waterfall” and has the highest risk of default.

18. A CDS is a type of derivative through which two parties transfer the risk of
ownership of a particular reference obligation. The protection buyer (“short™) of a CDS pays to
purchase protection in the event of, e.g., default, failure to pay interest, writedowns or substantial
credit ratings downgrade of the reference obligation (collectively, “Credit Events”). The
protection seller (“long™) sells that protection and assumes the risk of a Credit Event on the
reference obligation. In 2006, the protection buyer normally paid the protection seller a premium
or spread as part of the CDS.* There are different types of reference obligations; the ones
relevant here were RMBS or CDOs comprised of RMBS. In many respects, a CDDS mimics the
performance of the referenced asset. Thus, an investor can gain exposure to an asset by
purchasing CDS that references the asset, instead of by purchasing the asset itself.

19. A CDO can be backed by bonds (a “cash CDO”) or by CDS (a “synthetic CDO”).
A CDO backed by both bonds and CDS is called a “hybrid CDO.” Norma was a hybrid CDO.
When fully ramped, Norma was comprised of approximately 95% synthetic assets.

20.  Typically, a collateral manager would acquire synthetic collateral by sending out
BWICs (or, bids wanted in competition) or responding to OWICs (or, offers wanted in
competition) or broker/dealer axe sheets from the market (“axe” refers to a credit a broker/dealer
has a particular interest in purchasing or selling). The winners of a BWIC process would be
those counterparties who offered to pay the highest premiums to the CDO going long the asset.
The inverse is true for an OWIC. The winner is the counterparty that agrees to accept the lowest
premium for going long the referenced asset.

21 Because the acquisition of the collateral for a CDO takes time, a warehouse
facility is normally opened at the arranging bank (here Merrill) for the benefit of the yet-to-be
created CDO. A warehouse essentially is a designated account through which the bank finances
the acquisition of collateral before the transaction closes. The bank purchases collateral upon the
instruction of the collateral manager; the collateral is then placed in the warehouse facility for the
benefit of the yet-to-be created CDO.

Roles Of NIR And Metrill

22.  As collateral manager, NIR was the investment adviser for the Issuer, both
selecting and managing a portfolio pursuant to a collateral management agreement with the
Issuer. '

23.  In general, the collateral manager for a CDO determines which assets are
appropriate for inclusion in a CDO’s portfolio. A CDO transaction may or may not have a
collateral manager. However, when a CDO is managed, the manager’s independent selection of

4 For example, a protection buyer may agree to pay a protection seller 150 basis points to purchase protection

against default on a $10 million of a designated reference obligation, or $150,000 per annum, paid periodically.



assefs is an important selling point to potential investors, and information about the collateral
manager’s selection process is included in marketing materials and the offering circulars by |
which the CDO’s debt is sold. |

24, Nomma was structured and marketed by Merrill, which (as discussed) also acted as
their warehouse lender.

Qrigin Of Norma

25.  Norma came about because Magnetar, a prospective equity purchaser, approached
Merrill in the spring of 2006 about arranging a series of CDOs that would meet certain of
Magnetar’s specifications so that Magnetar could purchase the equity in the resulting CDO. In
industry parlance, this was a so-called “reverse inquiry” deal because it came about at the behest
of an investor rather than an arranging bank or collateral manager. Magnetar approved NIR as
the collateral manager for the Norma CDO after Merrill introduced NIR to Magnetar.

26.  The equity piece of a CDO transaction was typically the hardest to sell and
therefore the greatest impediment to closing a CDO. This was especially true by mid-2006 for
CDOs linked to RMBS. Magnetar’s willingness to buy the equity in a series of CDOs, including
Norma, therefore gave it substantial leverage in these transactions.

27.  Shannon and Parish understood that Magnetar was interested in “hedging” its
investments in CDO equity with short positions on CDO debt. Respondents, therefore, should
have realized that Magnetar’s interests were not necessarily the same as those of potential
investors in the debt tranches of Norma, whose investments depended solely on the CDO and its
collateral performing well.

28, On or about August 17, 2006, NIR and Merrill entered into a warchouse
agreement that, as is common with CDO warehouse agreements, gave NIR the responsibility to
select and acquire collateral that, with Merrill’s approval, would be warehoused at Merrill and
ultimately included in the Issuer’s portfolio at closing.

Assembly Of Norma’s RMBS Portfolio

Magnetar And NIR Each Sourced Assets

29.  During the summer of 2006, a representative of Magnetar (“Magnetar
Representative™) discussed with Respondents an investment product known as the ABX Index.’

3 The ABX . HE was an index of RMBS names constructed by Markit Group Limited. The first ABX.HE
Index was launched in January 2006. Dealers of subprime RMBS would select 20 different RMBS issued six
months prior to the launch date with a new version of the index issued every six months. ABX_HE 2006-1 launched
in January 2006 referencing 20 selected subprime RMBS issued in the second half of 2005. Each ABX.HE was
actually five separate indices based on a tranche from each of the 20 subprime RMBS transactions related to the
rating level of the tranche and then equally weighted in the index (e.g, ABX.HE 2006-1 BEB contained the 20
“BBB” rated tranches from each of the selected subprime transactions).




The Magnetar Representative eventually asked that Respondents provide Magnetar a ranking of
RMBS contained in the BBB rated ABX .HE 2006-1 and 2006-2 Indices (which will be referred
to as the “2006 ABX Indices™).

30.  On August 16, 2006, Shannon, copying Parish, sent the Magnetar Representative
an email attaching a “ranking” that divided the combined 40 bonds in the 2006 ABX Indices into
what Shannon called “3 buckets based on our analysis of collateral, structure, performance, and
issue/servicer.”

31.  In this email, Shannon described the buckets as follows (emphasis added):

A) Top half: these are the 20 bonds with the most appealing
. characteristics, and we would look to aggressively add these to the
porifolio assuming acceptable relative value. . . .

B) Next 25%: these 10 bonds are characterized by some weakness
that would not disqualify them from purchase, but would require
some degree of enhanced premium for inclusion.

C) Bottom 25%: we would choose to stay away from these 10
bonds, assuming that the market premium does not compensate for
the heightened risk of default.

Respondents provided this analysis to the Magnetar Representative for informational purposes,
not as a trading authorization.

32.  On August 24, 2006, however, Parish emailed Shannon to say that a Merrill
employee in the CDO group “left a voice message that the warehouse is open; she also noted that
[Magnetar Representative] has done some index trades. Not sure what that means. . . . maybe he
will ramp the deal for us.” This last comment was a joke; as Parish (and Shannon) well knew, it
was NIR’s, not Magnetar’s, job to “ramp” Norma, i.e., to select and acquire collateral for the
Norma warehouse.

33. However, as it turned out, in late August and early September 2006, the Magnetar
Representative used the groupings in Shannon’s “buckets” email to purchase $600 million worth
of 2006 ABX Indices intended for Norma, which in effect caused Norma to take a long position
on all 40 bonds on the 2006 ABX Indices at the BBB credit level. The Magnetar Representative
subsequently caused Merrill to enter into separate CDS contracts by which Merrill took off-
setting short positions on most or all of the 10 bonds that Shannon had put in the “bottom 25%”
bucket.

34.  The result intended by Magnetar and Merrill was for Norma to be long the 30
bonds in NIR’s “top half” and “next 25%" groupings, and to have no net exposure to NIR’s




“bottom 25%.”° In total, Magnetar’s purchases resulted in $472.5 million in long exposure (net
the off-setting shorts) to the names on the 2006 ABX Indices, all intended for Norma.

35, Merrill never sent Respondents trade confirmations for the $600 million in long
trades that the Magnetar Representative made, as required under the warehouse agreement. Thus
Respondents, despite being the investment managers for Norma, were unaware of those trades.
Consequently, beginning on August 17, 2006, Respondents set about independently assembling a
portfolio for Norma.

36.  As part of this process, among other things, Shannon and his team conducted
credit analysis of potential collateral (over 2000 RMBS bonds), memorializing their results in
continually updated lists of “acceptable” or “approved” RMBS bonds. Shannon primarily
looked to and relied on the senior RMBS credit analyst at NIR (“Credit Analyst”) to create the
approved lists.

37.  Using the approved lists, Shannon acquired assets in the marketplace. By
November 9, 2006, NIR had caused the Norma warehouse to acquire $1.081 billion worth of
synthetic RMBS collateral independently selected by Shannon and his team. $275 million of the
synthetic RMBS collateral referenced 19 of the top 30 ABX names sent to Magnetar on August
16, 2006. Of that amount, only $150 million referenced bonds in the 2006 ABX Indices at the
BBB credit level] (and an additional $125 million referenced bonds in the 2006 ABX Indices at
the BBB- credit level). This is in part because Shannon and his team did not find a number of
bonds on the 2006 ABX Indices acceptable for purchase.

Shannon Accepted Magnetar's Purchases Despite Negative Credit Views

38. On or about November 9, 2006, Shannon and Parish learned from Merrill that
Magnetar’s trades were intended for Norma. Shannon and Parish were confused that a third
party had purchased collateral for the portfolio.

39.  AsNorma’s portfolio size was capped, it could not accommeodate ali of NIR’s and
Magnetar’s trades.” Shannon attempted to determine which of the component parts of the -
Magnetar-acquired indices (meaning the individual names included in the 2006 ABX Indices)
should stay in the portfolio and which should be eliminated by “shorting out” (i.e., entering into
offsetting trades on) the unwanted assets.

8 Magnetar did not fully offset all of the long exposure to the 10 bonds in the “bottom 25%,” leaving $22.5
million in long exposure to four of the bonds. As discussed below, when Norma closed, this $22.5 million of

exposure remained.

7 Respondents and Merrill eventually came up with the solution to create a new CDO — known as Fourth
Street Funding, Ltd. (“Fourth Street”) — to house the excess collateral. To “accommeodate” Magnetar’s purchases,
Respondents and Merrill moved $260 million in RMBS collateral that NIR actually selected for Norma from that
warehouse into a later-created Fourth Street warehouse.




. 40.  Starting on November 13, 2006, Shannon categorized (in a spreadsheet that Parish
sent to Merrill, copying Shannon, on that same day) $82.5 million of Magnetar’s index purchases
as “short.” On that same day, Shannon wrote to the Credit Analyst:

This is a long story which I’ll fill you in on later, but I need to get
your confirmation that the “Long” index names [i.e., bonds] I
listed below are OK for us to invest, while the “Short” are deals we
want to stay away from . . . . The short story is that we have the
opportunity to pull in names from the index to fill out our ramp
(part of Magnetar hedging strategy), and I created the list below
based on what we had already invested in, plus names on the
Approved List that we didn’t hit due to tight spread levels.
Concentrations are not an issue, at least in this preliminary view.
Please let me know if you would change any of these. Pretty
timely.

41.  On November 16, 2006, Shannon wrote Parish, “Do you want to give [Merrill] an
indication of which names we would want to short?”, to which Parish responded, “[Merrill] told
[u]s to work it through [Magnetar]. We should compile a list of required short positions . . . .”
On November 17, 2006, Shannon wrote to the Credit Analyst, “I created the attached based on
what you gave me last night. Just would like you to confirm this is accurate prior to forwarding
to Merrill.” In the attached spreadsheet, Shannon now identified $127.5 million in Magnetar’s
index purchases (including the $82.5 million from the November 13 list) as “short.” Later that
day, Shannon sent the same spreadsheet to Parish: “See attached for listing of long, shorts.”

42. OnNovember 21, 2006, Shannon, copying Parish, sent Merrill a “portfolio report
.. . to reconcile the long/short Index positions.” The report classified the forty RMBS
underlying Magnetar’s ABX purchases as either “long,” “fence,” or “nuetral” [sic]. The
“neutral” [sic] category consisted of $67.5 million of exposure (including the $22.5 million
discussed in paragraph 48 below) that Shannon wanted to neutralize by shorting. The “fence”
category consisted of an additional $90 million of exposure that Shannon was on the fence about
($60 million of which Shannon previously marked as “short” on November 17).

43. By late November 2006, Shannon accepted the collateral Magnetar had selected.
On November 28, 2006, Shannon, without copying Parish, wrote to the Credit Analyst (emphasis
added): “Long story short, it looks like the plan had always been to include the 30 names in the
index that we said were acceptable, and not include the bottom 10. This will pick up some bonds
that we would not otherwise have bought based on recent performance, but they will be in the
portfolio.”

44. Shannon.continued:

Magnetar bought all the names in the index, so we have excess
concentrations in a number of names that would either stay in the



deal, or seed a new mez[zanine] deal® . . .. Communication
between us, Magnetar, and Merrill [has] not been very effective . .

45.  Shannon followed up in a December 3, 2006 email, again without copying Parish,
to the Credit Analyst (emphasis added):

Perhaps you could . . . ler me know the deals [i.e., RMBS bonds] in
norma that we should be prepared to defend based on recent
performance . . . .

As I believe I mentioned last week, the final portfolio includes a
number of index trades we did not execute, as we are long the 30
names we initially indicated to Magnetar were acceptable. This
leaves us with several names we probably would not want such as
rasc deal and mabs deal, but we also picked up a number of good
ones such as ramp EFc and ffml.

46.  In total, in November 2006 NIR ultimately incorporated into the portfolio at least
$67.5 million, and as much as $157.5 million, in collateral that Shannon had sought to exclude.

47.  In December 2006, NIR and Merrill entered into a warehouse agreement for
Fourth Street, the new CDO that would house the excess collateral resulting from Magnetar’s
competing purchases. In January 2007, Respondents and Merrill moved $260 million worth of
synthetic RMBS assets and $28 million of CDO assets that Respondents had independently
selected for Norma months earlier from the Norma warehouse into the Fourth Street warehouse.

Norma Closed With RMBS Assets Shannon Did Not Want

48.  As the March 1, 2007 closing date for Norma approached, Shannon continued to
try to exclude certain bonds from the portfolio, including the $22.5 million in long exposure that
Magnetar did not fully short out from the August 2006 “bottom 25%” bucket. For example, on
February 23, 2007, Shannon, copying Parish, sent an email to Merrill employees with the subject
heading “Non-inclusion of several bonds into Norma.” Seeking to have Merrill at least eliminate
Norma’s remaining $22.5 million exposure to four bonds that NIR initially ranked at the bottom,
Shannon noted in pertinent part: “we don’t want to be long these bonds.”

49.  After Merrill relayed Shannon’s concerns to Magnetar, the Magnetar
Representative responded to both Merrill and Parish, “As we discussed, think we should close
the deal [with the $22.5 million], then see what combo of stuff we can trade . . . and those names
we need to hedge. Some of those will be super difficult to trade right now.” The $22.5 million

8 The new transaction was Fourth Street. See footnote 7 above.

? A day later, Shannon noted in an email to the Credit Analyst: “We really don’t want to be long those
22.5mm bonds, but if we short now without correspending purchase of additional bonds at wider spreads, we would
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~ - along with the other Magnetar purchases that Shannon had sought to short out — was in
Norma'’s closing portfolio.

Assembly Of Norma’s CDO Bucket

50.  Parish allowed Magnetar to be involved in the form and selection of CDO assets
acquired for Norma. As a result, Parish knew that Magnetar was the short counterparty for much
of Norma’s synthetic exposure to CDO securities (and, unknown to Respondents, Magnetar was
the short counterparty on nearly all of that synthetic exposure through Merrill).

51.  Parish began work on Norma’s $150 million “CDO bucket” in mid-September
2006. Before purchasing any CDO securities, Parish reached out to the Magnetar Representative
on September 18, 2006: “not sure if you consider exposure to your CDOs [i.e. Constellation
CDOs] to be redundant or not. Let me know either way.” The Magnetar Representative
responded: “I actually prefer to have my CDOs in the portfolio. Whether or not you buy the
cash, 1 will do CDS [that is, be the short counterparty] with you in whatever size you need.”

52.  OnNovember 27, 2006, Parish, copying Shannon, sent the Magnetar
Representative a summary of securities acquired or pending for Norma’s CDO bucket (totaling
$118 million). The Magnetar Representative responded to Parish and Shannon, copying several
Merrill employees:

First of all, I’m starting to feel like I’m not seeing any of the trade
approval requests. I should be on the regular distribution list for
those, resi [RMBS], CDO or anything else (especially anything
else!), as I’'m sure has been discussed.

Second, 1 definitely want to approve any CDO’s that go in the deal,
don’t recall approving any, so I assume “Approved” means only
that NIR has internally approved the credit.

For [the three non-Constellation CDOs that NIR had acquired in
cash form], I only want them in the deal if I'm buying the
protection [i.e., if Magnetar can short them synthetically],
absolutely do NOT want any of those three bonds in the deal as
cash bonds.

53.  In a further email to Parish, the Magnetar Representative continued to assert his
“rights™: “just wanted to put my foot down with ML on stuff going in warehouse without my
approval. Technically, I have approval rights on resi [RMBS], but on CDO’s it has always been
very clear that I want to be involved from the beginning.” Parish and the Magnetar

be in viclation of [a] test [referring to a credit rating agency-imposed hedge test].” Shannon also referred to one of
these RMBS bonds as a “real stinker.”
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Representative agreed to a telephone call, with Parish noting: “We can review the portfolio and
get clear on any mixed signals.”

54.  After this, Parish accommodated Magnetar’s preferences. In particular, in
November 2006, Parish and Magnetar jointly worked with Merrill on the CDO bucket and made
the following changes:

o removed one $7.5 million non-Constellation CDO that NIR had acquired in
cash form;

e changed the form of two non-Constellatlon CDOs from cash to synthetic form
(with Magnetar as the short counterparty),’® which increased the size of the
CDO bucket by $9.5 million; and

¢ cancelled an order for a cash Constellation CDO and replaced it with a new
order for the same CDO in synthetic form (with Magnetar as the short
counterparty) for the same amount.

55. In December 2006, NIR acquired exposure to two additional CDOs. One was a
Constellation CDO in synthetic form (again, with Magnetar as the short counterparty} and one
was a non-Constellation cash CDO that the Magnetar Representative approved for consideration.

56.  When fully ramped prior to closing, Norma had six cash CDO positions totaling
$57.5 million (five of which were bonds from other Constellation CDOs), and seven synthetic
CDO positions totaling $85 million (five of which were on other Constellation CDOs). Known
to Parish, Magnetar was the short counterparty on four of the synthetic positions, meaning that
Magnetar had a $60 million short position opposite Norma’s CDO assets. (Unknown to
Respondents, Magnetar took an additional $20 million in short positions on CDO assets through
Merrill into Norma’s portfolio.) After Norma closed, Parish also allowed Magnetar to take an
additional $8.9 million short position on a CDO that went into Norma’s portfolio.

57.  Magnetar’s undisclosed involvement in the assembly of the CDO bucket
disadvantaged Norma and its investors. The synthetic CDO securities that Magnetar demanded
in place of cash CDO securities had an “implied writedown” feature that obligated Norma, as the
long counterparty, to pay the short counterparty when certain contractually specified events short
of default occurred. This feature caused Norma to suffer losses more quickly than it would have
if it owned the CDO securities in cash form.

10 Parish at one point asked the Magnetar Representative if he would be “opposed” to NIR bringing back a
cash component to one of the CDO securities and the Magnetar Representative responded, “Afraid so, [that CDO] in

particular | don’t want the cash in there.”
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Shannon And Parish Misled Their Advisory Client, The Issuer

58. Shannon and Parish each received $116,553 out of NIR’s $2.2 million
management fee for Norma. NIR’s client, the Issuer, however, knew nothing about Magnetar’s
involvement in collateral selection or about Respondents’ compromised decision-making.

59.  In the Collateral Management Agreement for Norma (which Shannon signed on
behalf of NIR), NIR represented to the Issuer that all collateral purchased for the Issuer on or
before the closing date “satisfied] all of the terms and conditions applicable to such purchases as
set forth” in the Collateral Management Agreement. And in the Collateral Management
Agreement, NIR undertook to:

act in good faith and exercise reasonable care, using a degree of
skill and attention no less than that which [NIR] exercises with
respect to comparable assets that it manages for itself and, without
limiting the foregoing, in a commercially reasonable manner
consistent with accepted practices and procedures applied by
reasonable and prudent institutional managers of national standing
in connection with the management of assets of the nature and
character of [Norma’s collateral] . . . . To the extent not
inconsistent with the foregoing, [NIR] shall follow its customary
standards, policies and procedures in performing its duties {as
Collateral Manager].

60.  These representations were materially false or misleading in that Respondents
departed from the required level of care and from NIR’s customary standards, policies and
procedures when Respondents allowed Norma to acquire assets that Magnetar, not NIR, had
initially chosen and that Shannon would have preferred to exclude from the portfolio.

E. Violations

61.  As aresult of the negligent conduct described above, Respondent Parish
willfully'! violated Section 206(2) of the Advisers Act, which prohibits “engag[ing] in any
transaction, practice, or course of business which operates as a fraud or deceit upon any client or
prospective client.”"?

1 A willful violation of the securities laws means merely ““that the person charged with the duty knows what
he is doing. It does not mean that, in addition, he must suppose that he is breaking the law.”” 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}).

12 Unlike Section 206(1) of the Advisers Act which requires proof of scienter, Section 206(2) of the Advisers
Act may rest on a finding of simple negligence. SEC v. Steadman, 967 F.2d 636, 643 n.5 (D.C. Cir. 1992) (citing
SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 194-95 (1963).) See also SEC v. Wash. Inv. Network,
475 F.2d 392, 396 (D.C. Cir. 2007).
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62.  As aresult of the conduct described above (which at a minimum was reckless),
Respondent Shannon willfully violated Sections 206(1) and 206(2) of the Advisers Act. Section
206(1) of the Advisers Act prohibits “employ[ing] any device, scheme, or artifice to defraud any

client or prospective client.”

F. Undertakings

63.  Respondents have undertaken to dissolve NIR Capital Management, LLC within
seventy-five (75) days upon the issuance of this Order. Within ten (10) days of such action,
Respondents shall certify to the staff that NIR Capital Management, LLC has been dissolved.

64.  In determining whether to accept this Offer, the Commission has considered these
undertakings.

IVv.

In view of the foregoing, the Commission deems it appropriate and in the public interest
to impose the sanctions agreed to in the Respondents’ Offers. ‘

Accordingly, pursuant to Sections 203(f), 203(k), 203(i), and 203(j) of the Advisers Act
and Sections 9(b), 9(d), and 9(e) of the Investment Company Act, it is hereby ORDERED that:

A. Respondent Shannon cease and desist from committing or causing any violations
and any future violations of Sections 206(1) and (2) of the Advisers Act, and
Respondent Parish cease and desist from committing or causing any violations
and future violations of Section 206(2) of the Advisers Act.

B. Respondent Shannon 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; and

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;

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 Respondent Shannon 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
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against Respondent Shannon, 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.

. Respondent Parish be, and hereby is:

suspended from association with any broker, dealer, investment adviser,
municipal securities dealer, municipal advisor, transfer agent, or nationally
recognized statistical rating organization for a period of 12 months, effective
on January 1, 2014; and

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 for a period of 12
months, effective on January 1, 2014.

. Respondent Shannon shall, within ten (10) business days of the entry of this’
Order, pay disgorgement of $116,553 and prejudgment interest of $24,109
and a civil money penalty in the amount of $116,553 (for a total payment of
$257,215) 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.

Respondent Parish shall, within ten (10) business days of the entry of this
Order, pay disgorgement of $116,553 and prejudgment interest of $24,109
and a civil money penalty in the amount of $75,000 (for a total payment of
$215,662) 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 must be made in one of the following ways:

(1) Respondent may make direct payment from a bank account via
Pay.gov through the SEC website at
http://www.sec.gov/about/offices/ofm.htm; or

(2) Respondent may pay by certified check, bank cashier’s check, or
United States postal money order, made payable to the Securities and
Exchange Commission and hand-delivered or mailed to:




‘ Enterprise Services Center

Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check.or money order must be accompanied by a cover letter
identifying Shannon and Parish as Respondents in these proceedings, and the
file number of these proceedings; a copy of the cover letter and check or
money order must be sent to Andrew M. Calamari, Director, New York
Regional Office, Securities and Exchange Commission, 3 World Financial
Center Suite 400, New York, NY 10281,

By the Commission.

Elizabeth M. Murphy
Secretary

-
]

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

éECURITlES EXCHANGE ACT OF 1934
Release No. 71065 / December 12, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15438

In the Matter of ' ORDER MAKING FINDINGS AND

IMPOSING REMEDIAL SANCTIONS
DARLENE A. BISHOP, - PURSUANT TO SECTION 15(b) OF THE

. SECURITIES EXCHANGE ACT OF 1934
Respondent.

I.

In these proceedings, instituted on August 23, 2013 pursuant to Section 15(b) of the
Securities Exchange Act of 1934 (“Exchange Act”), respondent Darlene A. Bishop (“Respondent™
or “Bishop™) has submitted an Offer of Settlement (“Offer”’) which the Securities and Exchange
Commission (“Commission”) has determined to accept.

11

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, Respondent consents to the
Commission’s jurisdiction over her and the subject matter of these proceedings and 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.
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1I1.
On the basis of this Order and Respondent’s Offer, the Commission finds:

1. From at least June 2010 to February 2011, Bishop was a principal of JonDar
Enterprises, LLC, a Texas limited liability company, through which she received compensation for
marketing and selling securities offered by Dresdner Financial. Bishop never was registered as a
broker or was associated with a registered broker-dealer. Bishop, 41 years old, is a resident of
Odessa, Texas.

2. On August 1, 2013, a judgment was entered by consent against Bishop,
permanently enjoining her from future violations of Sections 5(a), 5(c), and 17(a) of the Securities
Act of 1933 (“Securities Act”) 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. Geoffrey Lunn, et
al., Civil Action Number 12-cv-02767, in the United States District Court for the District of
Colorado.

3. The Commission’s complaint alleged that between June 2010 and February
2011 Bishop marketed fraudulent securities offered by a fictitious. business called Dresdner
Financial directly to investors through emails, phone calls and other means. The complaint further
alleged that Bishop sold fraudulent, unregistered securities to at least 21 investors for a total of at
least $1,452,000 and was paid at least $253,000 from the investors’ funds as a commission. The
complaint also alleged that Bishop made numerous false statements to the investors regarding the
securities and the reasons for which the investors had not received their promised returns.

4. On August 6, 2013, Bishop pled guilty to one count of aiding and abetting
wire fraud in violation of Title 18 United States Code, Section 1343 before the United States
District Court for the Western District of Texas, in United States v. Darlene Bishop, Case No. 13-
cr-00239. '

1v.

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

Accordingly, it is hereby ORDERED pursuant {0 Section 15(b)(6) of the Exchange Act that
Respondent Bishop 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; 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 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.

For a period of five years from the date of this Order, Respondent shall not engage in or
participate in any unregistered offering of securities conducted in reliance on Rule 506 of
Regulation D (17 C.F.R. § 230.506), including by occupying any position with, ownership of, or
relationship to the issuer enumerated in 17 C.FR. § 230.506(d)(1) (adopted by the Commission in
Release No. 33-9414). ‘ : '

By the Commission.

Elizabeth M. Murphy
Secretary

%@( m (pw

Af* M. Paterson

i B .
siciant Seoratary

By:
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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. .

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 71068 / December 12, 2013

INVESTMENT ADVISERS ACT OF 1940
Rel. No. 3736 / December 12, 2013

' Admin. Proc. File No. 3-15057

In the Matter of

PETER SIRIS
¢/o M. William Munno
Seward & Kissel LLP
One Battery Park Plaza
New York, NY 10004

OPINION OF THE COMMISSION
EXCHANGE ACT PROCEEDING
INVESTMENT ADVISER PROCEEDING
Grounds for Remedial Action
Injunction
Respondent was perfnanently enjoined from violations of the federal securities laws.
Held, it is in the public interest to bar respondent from association with any broker,
dealer, investment adviser, municipal securities dealer, municipal advisor, transfer agent,
or nationally recognized statistical rating organization, and from participating in an
offering of penny stock.
- APPEARANCES:
M. William Munno and Kimberly E. White, of Seward & Kissel LLP, for Peter Siris.

Paul Gizzi and Osman Nawaz, for the Division of Enforcement.

Appeal filed: January 22, 2013
Last brief received: May 8, 2013
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I.

Peter Sinis appeals from the decision of an administrative law judge barring him from
association with any broker, dealer, investment adviser, municipal securities dealer, municipal
advisor, transfer agent, or nationally recognized statistical rating organization and from
participating in an offering of penny stock, based on his having been enjoined from violating
various provisions of the federal securities laws. We base our findings on an independent review
of the record, except with respect to those findings not challenged on appeal.

II.

Siris 1s the founder and managing director of Guerilla Capital Management, LLC, which
is an investment adviser to two funds that invest in Chinese reverse merger companies.' Siris is
also the managing director of Hua Mei 21st Century, LLC, a consulting firm that provides
services to Chinese reverse merger compames In 2012, Siris, Guerilla Capital and Hua Mei
agreed, without admitting or denying allegatlons to be enjoined from violating Sections 5(a),
5(c), and 17{a) of the Securmes Act of 1933;% Sections 10(b) and 15(a) of the Securities
Exchange Act of 1934,* and Rule 10b-5° and RuIe 105 of Regulatlon M° thereunder and Section
206(4) of the Investment Advisers Act of 1940,” and Rule 206(4)-8® thercunder.” In addition to

'~ A reverse merger” is a "method for a private company to become public without

“fulfilling the ordinary disclosure and registration obligations of a newly public company. The

private company arranges to be acquired by a public company with minimal assets (i.e., a shell
company) and transfers the private company's assets to the new, publicly-traded owner in
exchange for the shell company's equity, and the private company's former management then

runs the original company under the corporate identity of the acquiring public company.” SEC v.
Cavanagh, 445 F.3d 105, 108 n.4 (2d Cir. 2006); see also SEC, Investor Bulletin: Reverse
Mergers (June 2011), available at http://www .sec.gov/investor/alerts/reversemergers.pdf.

2 Through his funds—@Guerilla Capital LP and Hua Mei 21st Century LP—and consulting
firm, Siris was a significant investor and consultant in the area of Chinese reverse merger
companies. Siris also has written several books on investing and previously wrote an investment
column for the New York Daily News, in which he would often discuss the companies in which
his funds invested.

3 15 U.S.C. §§ 77e(a), 77¢(c), & 77q(a).

4 15 U.S.C. §§ 78j(b) & 780(a).

5 17 C.F.R. § 240.10b-5.

6 17 C.F.R. § 242.105.

7 15 U.S.C. § 80b-6(4).

8 17 C.FR. § 275.206(4)-8

? SEC v. Siris, No. 12 Civ. 5810 (S.D.N.Y. Sept. 18, 2012).



entering the injunction, the district court ordered the defendants, jointly and severally, to pay
$592,942.39 in disgorgement, plus prejudgment interest of $70,488.83, and ordered Sinis
personally to pay a civil penalty of $464,011.93. The complaint in this civil action (the
"Complaint"} alleged a variety of illegal conduct in connection with trading by Siris and
affiliates in multiple Chinese companies. The Complaint alleged "wide-ranging misconduct
from 2007 to 2010, including improper sales of unregistered securities, unregistered broker-
dealer activity, illegal insider trading, material misrepresentations and omissions, and trading in
violation of certain short-selling restrictions." Because these allegations are central to our
determination of sanctions and to our consideration of Siris's arguments on appeal, we
summarize them below. "’

A. Siris engaged in misconduct related to China Yingxia.

Many of the Complaint's allegations involved the defendants' relationship with China
Yingxia, a purported nutritional health food company with operations in Harbin, China.!' China
Yingxia entered the U.S. capital markets through a reverse merger in May 2006. Early in 2007,
China Yingxia sought to raise capital in the United States through meetings with potential
investors. In April 2007, China Yingxia representatives met in New York City with various fund
managers, including Siris, and in July 2007, Siris on behalf of his two funds invested $1.5
million in the company through a private investment in public equity ("PIPE") transaction.

According to the Complaint, after investing in China Yingxia through this PIPE
transaction, Siris sold unregistered shares of China Yingxia stock in violation of Sections 5(a)
and 5(c) of the Securities Act.?® Siris acquired the China Yingxia shares through a sham

10 Consistent with our precedent, we "rely on the factual allegations of the injunctive

complaint in determining the appropriate remedial action in the public interest." Marshail E.
Melton, 56 S.E.C. 695, 711 (2003).

1 The registration of China Yingxia's securities was eventually revoked pursuant to

Exchange Act Section 12(j) based on its failure to file periodic reports after late 2008. China
Yingxia International, Inc., Securities Exchange Act Rel. No. 66523 (March 7,2012), 2012 WL
1028984.

12 "PIPEs are unregistered securities issued by companies whose stock is already publicly

traded. Because PIPEs are unregistered,' they cannot be offered to the market generally, and once
issued, they cannot be resold or traded for a set period of time, usually 60-120 days. Issuers,
through placement agents, target qualified potential investors who are offered PIPEs at a
significant discount from the common stock's market price as compensation for the temporary
illiquidity." SEC v. Lyon, 605 F. Supp. 2d 531, 536 (S.D.N.Y. 2009).

13 Section 5(a) provides that "[u]nless a registration statement is in effect as to a security, it

shatl be unlawful for any person, directly or indirectly . . . to make use of any means or
instruments of transportation or communication in interstate commerce or of the mails to sell
such a security through the use or medium of any prospectus or otherwise.” 15 U.S.C. § 77e(a).
And Section 5(c) provides that "[i]t shall be unlawful for any person, directly or idirectly, to

make use of any means or instruments of transportation or communication in interstate
{continued...)




agreement arranged by representatives of China Yingxia. To compensate Siris for due diligence
conducted prior to the PIPE transaction (which China Yingxia used to promote itself to other
potential investors in subsequent PIPE transactions), 175,000 shares of China Yingxia stock were
transferred from an unidentified shareholder to Siris's consulting firm, Hua Mei, allegedly to
reimburse Hua Mei for services performed for the shareholder. If China Yingxia had issued the
shares directly to Hua Me, the shares would not have been freely tradable because Hua Mei
would have been an underwriter under the Securities Act." China Yingxia representatives
therefore structured the agreement to provide Hua Mei with shares that were ostensibly eligible
for immediate resale because they were acquired from a shareholder and not the issuer itself.'”
But the shareholder that was the counterparty to the agreement with Hua Mei was later identified
as the father of China Yingxia's CEO and, as "a person directly or indirectly controlled by the
issuer,” he qualified as an "issuer” under Section 2(a)(11) of the Securities Act.'® Moreover, Hua
Mei never performed any services for the CEO's father; the services performed by Hua Mei—
due diligence that the company later used to promote itself—were rendered directly to China

{...continued)

commerce or of the mails to offer to sell or offer to buy through the use or medium of any
prospectus or otherwise any security, unless a registration statement has been filed as to such
security." 15 U.S.C. § 77e(c). Thus, absent an available exception, it is unlawful for any person,
directly or indirectly to use the mails or other means of interstate commerce to sell or offer to sell
a security for which a registration statement is not filed or not in effect.

Between August 14, 2007 and November 15, 2007, Siris on behalf of Hua Mei sold 8,600
shares of China Yingxia stock for proceeds of approximately $24,600. But these shares were not
eligible for resale at this time: there was no registration statement in effect at the time for the sale
of these shares, and Hua Mei was not entitled to any exemption from registration when selling
the unregistered shares during this time period. Thus, the Complaint alleges that Siris's sale of
China Yingxia stock on behalf of Hua Mei violated the registration requirements of Section 5 of
the Securities Act.

1 Section 4(1) of the Securities Act exempts from registration "transactions by any person

other than an issuer, underwriter, or dealer." 15 U.S.C. § 77d(1). And Section 2(a)(11) of the
Act defines "underwriter" as "any person who has purchased from an issuer with a view to, or
offers or sells for an issuer in connection with, the distribution of any security, or participates . . .
in any such undertaking." 15 U.S.C. § 77b(a)(11).

5 Through the sham agreement, China Yingxia representatives and Siris sought to take

advantage of a "safe harbor" exemption in Rule 144 of the Securities Act. Rule 144 permits the
public resale of restricted or control securities under certain conditions. See 17 C.F.R. §
230.144. In order to obtain a favorable opinion under Rule 144 permitting Hua Mei to freely
trade the shares, Siris falsely stated in an e-mail to China Yingxia's counsel that he "received
these shares from [the CEO's father] in exchange for consulting services rendered to [the CEO's
father] in China," he was "informed [the CEO's father] is not an affiliate of the company,” and
"[t]he services we provided were to [the CEO's father] and not to the company.” In light of the
true facts surrounding Hua Mei's acquisition of the shares, the transaction did not meet the
requirements for a sale under Rule 144.

16 15 U.S.C. § 77b(a)(11).




Yingxia. Thus, the agreement between Hua Mei and the CEO's father was simply a sham
designed "as an end-run around the registration provisions of the federal securities laws.""”

The Complaint further alleged that Sinis acted as a unregistered broker in violation of
Section 15(a)(1) of the Exchange Act'® by "raising over $2 million worth of investments in
exchange for transaction-based compensation.” In a second PIPE transaction completed in
August 2007, Siris actively participated in soliciting investors for China Yingxia, even telling
others that "[t]his is my deal.” Once the deal was complete, Siris e-mailed a China Yingxia
representative about receiving his "share of money from the fund raise." To facilitate the
payment, the China Yingxia representative and Siris executed a backdated consulting agreement
between a consulting firm controlled by the China Yingxia representative and Hua Mei for
supposed "strategic consulting services." But "[d]espite the stated services in the consulting
agreement, Siris, through Hua Mei, in fact received transaction-based fees for raising money for
China Yingxia and not for providing consulting services."'? The compensation Siris obtained
through the consulting agreement was for "inducing or attempting to induce the purchase" of
China Yingxia securities, and because Siris was not registered as a broker or dealer, and was not
associated with any registered broker-dealer, he acted in violation of Section 15(a) of the
Exchange Act.” '

After the August 2007 PIPE transaction, Siris continued to work closely with China
Yingxia. Siris's activities on behalf of China Yingxia included reviewing "Commission filings,
including its quarterly financial statements on Forms 10-Q" and providing "guidance to the
Company on key hiring and other business decisions.” For example, "Siris recommended and
facilitated the hiring of the Company's CFO in June 2008" and "made recommendations for
director positions." Siris also communicated regularly with China Yingxia's CEO to, among
other things, "provid[e] advice on how the Company should best present itself to the public."

17 The "safe harbor" provided by Rule 144 "is not available to any person with respect to

any transaction or series of transactions that, although in technical compliance with Rule 144, is

part of a plan or scheme to evade the registration requirements of the Act." 17 C.F.R. § 230.144.

18 15 U.S.C. § 780(a).

19 According to the Complaint,

In total, Siris introduced seven investors and $2,150,000 worth of investments to
China Yingxia through the August 2007 PIPE. In return, Hua Mei received
payment of $107,500, which equaled exactly 5% of the amount of investments
Siris introduced to China Yingxia. The Consulting Firm [controlled by the China
Yingxia representative] patd Hua Mei by check with a memo line stating "CY X1
finance commission" with funds from the August 2007 PIPE.
20 15 U.S.C. § 780(a) (providing that it is unlawful "to make use of the mails or any means
or instrumentality of interstate commerce to effect any transactions in, or to induce or attempt to
induce the purchase or sale of, any security” unless one is a registered broker or dealer or
associated with a registered broker or dealer).




The Complaint alleged that in February and March 2009 Siris engaged in insider trading
in China Yingxia stock, in violation of Exchange Act Section 10(b) and Rule 10b-5 thereunder.
According to the Complaint, because of his consulting relationship and course of dealings with
China Yingxia, Siris both "owed a fiduciary duty to China Yingxia and its shareholders" and
"had access to China Yingxia's material, non-public information, such as the Company's
financial picture, key hiring decisions, and operation matters.” The Complaint alleged that "[i]n
violation of this duty, Siris repeatedly traded the securities of China Yingxia while in possession
of material, non-public information.” The Complaint specifically detailed two eptsodes of Siris's
trading of China Yingxia stock after receiving material, non-public information.

The first occurred after Siris received a letter from China Yingxia's CEO, dated February
17,2009. Early in 2009, concerns about suspected illegal fundraising activity by the CEO had
resurfaced,?’ and the CEO had reportedly gone into hiding as Chinese nationals who had made
"loans" to China Yingxia began to demand repayment. In the February 17, 2009 letter, the CEO
"disclosed to Siris the illegal fundraising, and 'some drastic behavior' by Chinese nationals that
caused business disruptions, preventing employees from going to work." According to the
Complaint, "[f]rom the CEO's letter, Siris had possession of material, non-public information
directly from the CEO confirming her illegal activities and the status of the Company's
operations.” Shortly after receipt of the CEO's letter, Siris began selling shares of China
Yingxia—between February 19, 2007 and March 2, 2009, Siris sold 628,660 shares.

The second episode of insider trading occurred after Siris received additional material,
non-public information on March 3, 2009. Late that afternoon, Siris received a draft press
release from China Yingxia's CFO that'disclosed "problems at the Company affecting its ability
to continue operations.” According to the Complaint, "[b]efore this time, China Yingxia [had)
remained quiet, without issuing any release about the events surrounding the CEQ's activities or
closure of a Company-owned facility." The day after receiving the draft press release, Siris
increased the size of his orders to sell China Yingxia stock, and between receipt of the draft press
release and the public issuance of the press release on March 6, 2009, Siris sold an additional
515,000 shares. After the issuance of the press release, China Yingxia's stock price decreased
dramatically, going from $0.08 on March 6 to $0.025 on March 9 (the first trading day after the
press release was issued).?

The Complaint further alleged that Siris made misrepresentations and omitted material
information in communications with his funds' investors concerning China Yingxia, in violation
of Adviser Act Section 206(4) and Rule 206(4)-8 thereunder. On March 3, 2009, Siris wrote in
his monthly newsletter to investors about some concerns he had with China Yingxia, including
discussing in general terms the CEO's illegal fundraising. Siris added that "[w]e are in the
process of taking legal action against the company, its management, its Directors, the investment
bankers, the lawyer, and auditors." The newsletter specifically stated that "[w]e believe the

21
2008.
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Siris had been aware of allegations of illegal fundraising by the CEO as early as July

The Complaint alleged that Siris had ill-gotten gains from these illegal trades of China
Yingxia stock of approximately $172,000.




bankers have significant liability," noting that "the investment bankers continued to handle the
SEC filings, hired the CFO, and selected directors.” Similarly, in an e-mail to select investors in
China Yingxia on March 4, 2009, Sinis mentioned possible legal action against China Yingxia,
the investment bankers, the auditors, and "anyone else we can find," noting that "[t]he
investment bankers are in a particularly vulnerable position” because "after raising money, they
continued to work with the company . . . actually wrote and filed the financial documents . . .
[and] hired the CFO and the consultant." The Complaint alleged that these communications to
investors included matenal misrepresentations and omissions because they made no mention of
Siris's own "role with the now-failed Company and gave the false and misleading impression that
others should be sued for the very conduct in which Siris himself engaged."

B. Siris engaged in misconduct in connection with ten confidential offerings.

In addition to instder trading involving China Yingxia stock, the Complaint alleged that
between July 2009 and December 2010 Siris engaged in extensive insider trading in connection
with ten confidential securities offerings by selling or selling short the issuers' securities prior to
the public announcement of the offelz'ings.23 The Complaint alleged that in advance of each
offering Siris or his firm, Guerrilla Capital, was confidentially solicited by a broker-dealer and
brought "over the wall,"” meaning that Siris was "given access to material, non-public
confidential information on a securities offering after agreeing not to trade while in possession of
the information." As the Complaint explained,

In general, Siris agreed not to share the information he received with anyone nor
trade on the information from the time of going "over-the-wall" until the public
announcement of the offering or deal. After going "over-the-wall," Siris and his
funds were generally privy to information such as the name of the issuer doing the
deal, anticipated and actual timing for closing, the book or list of investors
involved in the offering, anticipated and actual pricing, and updates on other
particulars of the deals.

For each of the ten offerings, the Complaint detailed how Sinis, after being brought over the wall,
traded in the securities of the issuer prior to public announcement of the offering, violating
Securities Act Section 17(a)(1), Exchange Act Section 10(b), and Rule 10b-5 thereunder, and
reaping ill-gotten gains totaling approximatety $161,000.%*

3 The issuers involved in the ten confidential offerings were China Green Agriculture, Inc.,

Harbin Electric, Inc., Yongye International, Inc., Sutor Technology Group, Ltd., Gulf Resources,
Inc., Universal Travel Group, Inc., Puda Coal, Inc., China Agritech, Inc., and HQS Sustainable
Maritime Industries, Inc.

24 The Complaint further alleged that, with regard to one of the ten offerings, Siris made a

materially false representation in a 2009 securities purchase agreement. In that agreement, Siris
represented that he had "not engaged in any purchases or sales of the securities of” Universal
Travel (including any short sales) after being first contacted by the placement agent on
December 7, 2009, and promised that he would "not engage in any purchases or sales of the

securities" of Universal Travel prior to the public disclosure of the offering. Despite these
{continued...)




Finally, the Complaint alleged that Siris violated Rule 105 of Regulation M by directing
short sales during the five business days before pricing in two follow-on securities offerings in
which he participated.”®

1I1.

A.. The Exchange Act and Advisers Act authorize sanctions based on an injunction.

Section 15(b)(6) of the Exchange Act authorizes us to bar a person from association with
a broker, dealer, investment adviser, municipal securities dealer, municipal advisor, transfer
agent, or nationally recognized statistical rating organization® or from participating in an
offering of penny stock if the person has been, among other things, enjoined from any conduct or
practice in connection with the purchase or sale of a security and if, at the time of the alleged
misconduct, the person was participating in an offering of any penny stock.”” Section 203(f) of
the Advisers Act authorizes us to impose an industry-wide associational bar if the person has
been, among other things, enjoined from any conduct or practice in connection with the purchase

{...continued)

representations, Siris had directed short sales of 7,000 shares of Universal Travel stock on
December 9 (after being brought over the wall but before signing the agreement), and directed
sales of 300 shares of Universal Travel stock on December 10, 2009 (after signing the agreement
but before the offering was publicly disclosed).

78 Since October 2007, Rule 105 has prohibited any person who makes a short sale during

the restricted period—generally the five business days before pricing of a securities offering—
from purchasing any securities of that issuer in a follow-on offering done on a firm commitment
basis. See 17 C.F.R. § 242.105(a). On September 18, 2009, Siris, for his funds, purchased
50,000 shares of Smartheat, Inc. at $9.00 per share in a publicly marketed firm commitment
follow-on offering. During the five business days before pricing of this offering, Siris's funds
-*s0ld short 25,000 shares of Smartheat at prices between $9.91 and $10 per share, making his
subsequent purchases a violation of Rule 105. A similar violation occurred when, on February
12, 2010, Siris purchased 180,000 shares of Puda Coal, Inc. at $4.75 per share in a confidentially
marketed firm commitment follow-on offering. During the five business day before pricing of
this offering, Siris's funds sold short 3,600 shares of Puda Coal at $5.68 per share. The
Complaint alleged ill-gotten gains from these violations of Rule 105 of approximately $127,000.

2 The Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203,
124 Stat. 1376 (2010), which was signed into law July 21, 2010, expanded the categories of
associational bars authorized by Exchange Act Section 15(b)(6) and Advisers Act Section 203(f),
allowing the Commission to impose, in addition to direct associational bars, a broad collateral
bar on participation throughout the securities industry. There is no dispute in this proceeding
that the conduct alleged in the Complaint continued until after Dodd-Frank became law. In any
event, under our decision in John W. Lawton, Investment Advisers Act Rel. No. 3513 (Dec. 13,
2012), 2012 WL 6208750, at *10, imposition of a collateral bar based on a present assessment of
a person's potential harm to the public is not impermissibly retroactive, even if informed in part
by pre-Dodd-Frank conduct.

27 15 U.S.C. § 780(b)(6).




or sale of a security and if, at the time of the alleged misconduct, the person was associated with
an investment adviser.”® It is undisputed that Siris was enjoined from conduct in connection with
the purchase or sale of securities. Likewise, it is undisputed that, at the time of the alleged
misconduct, Siris was participating in an offering of penny stock (China Yingxia)®® and was
associated with an investment adviser (Guerilla Capital).”> Accordingly, we find that the
threshold statutory requirements for the imposition of sanctions have been satisfied.

B. The public interest requires that Siris be barred.

We next turn to whether, and to what extent, sanctions are in the public interest.>! In
analyzing the public interest we consider, among other things: the egregiousness of the
respondent's actions, the isolated or recurrent nature of the infraction, the degree of scienter
involved, the sincerity of the respondent’s assurances against future violations, the respondent's
recognition of the wrongful nature of his or her conduct, and the likelihood that the respondent's
occupation will present opportunities for future violations.”> Our "inquiry into . . . the public
interest is a flexible one, and no one factor is dispositive."”® And our "determination that a
remedial, disciplinary sanction is in the public interest is based on the particular circumstances

28 15U.S.C. § 80b-3(f).

2 China Yingxia, a security priced at less than five dollars per share, qualifies as a penny

stock. See 15 U.S.C. § 78c(a)(51)(A); 17 C.F.R. § 240.3a51-1 (defining "penny stock" to
include "any equity security other than a security . . . that has a price of five dollars or more™).
And Siris's activities related to the offering of China Yingxia bring him within the statute's
definition of a person participating in an offering of a penny stock. See 15 U.S.C. § 78o(b)}(6){C)
("[T]he term 'person participating in an offering of penny stock’ includes any person acting as
any promoter, finder, consultant, agent, or other person who engages in activities with a broker,
dealer, or issuer for purposes of the issuance or trading.").

30 Although not registered with the Commission, Guerilla Capital Management, LLC is an

investment adviser and Siris an associated person within the meaning of the Advisers Act. See
15 U.S.C. § 80b-2(a)(11) ("'Investment adviser' means any person who, for compensation,
engages in the business of advising others, either directly or through publications or writings, as
to the value of securities or as to the advisability of investing in, purchasing, or selling securities,
or who, for compensation and as part of a regular business, issues or promulgates analyses or
reports concerning securities."); 15 U.S.C. § 80b-2(a)(17) ("The term 'person associated with an
investment adviser' means any partner, officer, or director of such investment adviser (or any
person performing similar functions), or any person directly or indirectly controlling or
controlled by such investment adviser . . . .").

3 15 U.S.C. § 780(b)(6)(A); 15 U.S.C. § 80b-3(f).

32 Viadimir Boris Bugarski, Exchange Act Release No. 66842 (Apr. 20, 2012), 2012 WL
1377357, at *4 (citing Steadman v. SEC, 603 F.2d 1126, 1140 (5th Cir. 1979), aff'd on other
grounds, 450 U.S. 91 (1981)).

B David Henry Disraeli, Exchange Act Rel. No. 57027 (Dec. 21, 2007), 2007 WL
4481515, at *15, petition denied, 33 F. App'x 334 (D.C. Cir. 2008) (per curiam).
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. 4
and entire record of the case.™

the public interest here.

Based upon these factors, we find that an industry-wide bar is in

Siris's conduct was egregious and recurrent and amply justifies his being barred from the
industry. He was enjoined based on alleged conduct that included numerous instances of insider
trading over the course of almost two years and that resulted in i1ll-gotten gains of over half-a-
million dollars. In addition to recurrent insider trading, the Complaint further alleged that Siris
committed securities fraud through material misrepresentations in connection with a securities
purchase agreement and misrepresentations and omissions to investors in his funds.*> We have
repeatedly held that "conduct that violates the antifraud provisions of the securities laws is
especially serious and subject to the severest of sanctions under the secunties Jaws."36

Siris's conduct involved scienter. The multiple, repeated instances of insider trading
alleged in the Complaint support the conclusion that Siris acted intentionally, or at a minimum,
with severe recklessness.”’ This is particularly true given Siris's long experience in the industry
and admitted knowledge that he could not trade while in possession of material, non-public
information. Moreover, in addition to fraud-based claims, the Complaint alleged deceptive
conduct in connection with a violation of Section 5 of the Securities Act. The sale of China
Yingxia stock that forms the basis of the Section 5 charge was facilitated by Siris's making a
knowingly false representation that the stock he received was for services rendered to the
shareholder and not the company. 3% According to the Complaint, despite knowing of its falsity,
Siris made this representation to evade the registration requirements of Section S so he could
freely trade China Yingxia stock.” Giving "considerable weight to the injunctive allegations” of

M Melton, 56 S.E.C. at 698,

33 As noted, the Complaint also alleged that Siris violated the registration requirements of

Section 5 of the Securities Act, acted as an unregistered broker in violation of Section 15(a) of
the Exchange Act, and violated the short selling requirements of Rule 105 of Regulation M. See
supra at 4-6, 10.

36 Bugarski, 2012 WL 1377357, at *5 (quoting Melton, 56 S.E.C. at 713).

37 "Scienter is a mental state consisting of an intent to deceive, manipulate, or defraud, and

includes recklessness, commonly defined as 'an extreme departure from the standards of ordinary
care . . . to the extent that the danger was either known to the [respondent] or so obvious that the
[respondent] must have been aware of it." Johnny Clifion, Exchange Act Rel. No. 69982 (July
12, 2013), 2013 WL 3487076, *10 n.67 (quoting Makor Issues & Rights, Lid. v. Tellabs, Inc.,
513 F.3d 702, 704 (7th Cir. 2008)).

3 Although Siris attempts in his reply brief to address the Division's arguments regarding

the consulting agreement (claiming that he did not know the CEQ's father was an affiliate and
that China Yingxia's counsel provided an opinion that the shares were freely tradable), he does
not dispute that he made a knowingly false representation concerning the recipient of the
consulting services.

39 The Exchange Act Section 15(a) charge also involved deception. Siris and a China

Yingxia representative entered into a back-dated agreement allegedly for "strategic consulting
' (continued...)
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the Complaint,"® we find based on our review of the entire record that Siris's conduct involved
scienter, which supports a bar.*!

Siris insists that he has taken "corrective efforts” to avoid future misconduct, such as
ceasing to participate in offerings, eliminating consulting services, establishing trading
compliance protocols, appointing a chief compliance officer, maintaining a restricted list, and
establishing an e-mail backup system.*” While we acknowledge the steps Siris has taken, we
find that such voluntary measures do not ensure, as he suggests, that "there is no realistic
prospect for future violations."** And accepting the sincerity of Siris's assurances against future
misconduct does not mean that "there can be no risk of future misconduct warranting a bar."*
As we have held "such assurances are not an absolute guarantee against misconduct in the
future”; we weigh them against the other Steadman factors in assessing the public interest.*’

If permitted, Siris intends to remain in the securities industry, which we have recognized
"presents continual opportunities for dishonesty and abuse and depends heavily on the integrity
of its participants and on investors' confidence."*® And although Siris represents that he intends

{...continued) ‘
services," when in fact the agreement was to pay Siris "transaction-based fees for raising money
for China Yingxia and not for providing consulting services."

40 Schield Mgmt. Co., 58 S.E.C. 1197, 1212-13 (2006); see also Melton, 56 S.E.C. at 698-
700 ("[A]s we have stated in a number of decisions, we have adopted the policy in administrative
proceedings based on consent injunctions that the injunctive allegations may be given
considerable weight in assessing the public interest.”).

4l Siris quotes Steadman for the proposition that "{i]t would be a gross abuse of discretion

to bar an investment adviser from the industry on the basis of isolated negligent violations." 603
F.2d at 1140-41. As discussed, we reject Siris's contention that his conduct was isolated and
merely negligent.

2 Siris also represents that he is in the process of liquidating and winding up his funds.

3 As an alternative to a bar, Siris proposes that he is willing to continue the "corrective

efforts” he has already taken (not participating in offerings and not accepting consulting
assignments) as well as not purchasing penny stocks. In addition to the "practical difficulties in
enforcing compliance with such a proposal,” James C. Dawson, Advisers Act Rel. No. 3057
(July 23, 2010), 2010 WL 2886183, at *6, we reject Siris's proposed sanctions short of a full
industry-wide bar because—given the nature of the misconduct and the opportunity that
continued participation in the industry would present for future violations-—we do not believe
Siris's proposal provides sufficient protection for investors in the public interest, see id.

4 Gary M. Kornman, Exchange Act Rel. No. 59403 (Feb. 13, 2009), 2009 WL 367635, at

" *11. (holding that respondent's assurances against future misconduct, even if accepted as
"sincerely given," did not prevent a finding that a bar was in the public interest, when considered
in conjunction with the other Steadman factors).

43 I
Id at *¥7.
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to work as a securities analyst and is prepared to agree "not to serve as a portfolio manager or
investment adviser to a managed account,” we agree with the Division that Siris's agreeing not to
serve in those capacities "does not ensure the protection of investors,” because the allegations
supporting the injunction involve a broad array of misconduct not unique to service as a portfolio
manager or investment adviser. Indeed, Siris's "repeated and egregious misconduct evidences an
unfitness to participate in the securities industry that goes beyond just the professional capacity
in which [he] was acting when he engaged in the misconduct underlying these proceedings."*’

We also find that Siris has not meaningfully recognized the wrongful nature of his
conduct. Although Siris insists that he has "acknowledged his conduct” and "accepted
responsibility for it,” he continues to maintain, as discussed more fully below, that his conduct
did not in fact amount to violations of the securities laws as alleged in the Complaint. Denying
that there is a factual basis for most of the securities law violations in the Complaint (something

Siris agreed not to do) does not amount to a meaningful recognition of his misconduct.*®

Indeed, although Siris agreed that he would not contest the factual allegations of the
Complaint in this proceeding, he has failed to abide by this agreement and has repeatedly
disputed the Complaint's factual allegations.** The flagrant manner in which Siris has violated
the terms of his consent also gives us pause about relying upon his assurances against future
‘misconduct, even accepting them as sincere. Weighing the relevant factors, we conclude that,
“notwithstanding the sincerity of his present assurances that he will not commit such misconduct
again, the risk that he would not be able to fulfill his commitment is sufficiently great that
permanent associational bars are required to protect the public interest.”*"

4 Alfred Clay Ludlum, 11, Advisers Act Rel. No. 3628 (July 11, 2013), 2013 WI, 3479060,
at *5. As we recognized in Ludlum, "[b]rokers, dealers, municipal securities dealers, and
transfer agents routinely gain access to sensitive financial and investment information of
investors and other market participants, and persons associated with municipal advisors and
[nationally recognized statistical rating organizations) routinely learn confidential and potentially
market-moving information about securities, issuers, and potential transactions™ and "™'securities
professionals must take on heightened responsibilities to safeguard that information and to avoid
temptations to fraudulently misuse their access for inappropriate—but potentially lucrative or
self-serving—ends.” Id. (quoting Lawton, 2012 WL 6208750, at *1 1). Thus, Siris's repeated
insider trading is exactly the type of egregious behavior that supports a collateral bar.

48 Cf. Michael T. Studer, 57 S.E.C. 890, 898 (2004) (finding that respondent did not
recognize the wrongful nature of his misconduct when he admitted "mistakes in Judgment" but
denied scienter that was established in the underlying proceeding).

4 See infra at 19-21.

>0 Kornman, 2009 WL 367635, at *11; see also Gibson, 2008 WL 294717, at*6 ("We have
accepted Gibson's assertions, but nevertheless have determined that they do not outwei gh the
other Steadman factors that weigh in favor of barring Gibson from continuing in the industry."),
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Iv.

Sinis does not dispute the basis for these proceedings—that he was enjoined from conduct
in connection with the purchase or sale of securities and that he was associated with an
investment adviser and participating in an offering of penny stock—and he acknowledges that

-the trading and other violative conduct alleged in the Complaint took place. He claims, however,

that his misconduct was not egregious and does not warrant a bar. According to Siris, the
Division has failed to show that he acted with "a high degree of scienter, as it asserts.” To the
contrary, he argues, "the facts show negligence, not purposeful or reckless misconduct requiring
abar." Siris asserts that, if the Commission considers his conduct in the context of the
surrounding facts and circumstances, it will find that a lesser sanction will serve the public
interest. In addition, Siris challenges the initial decision on procedural grounds, arguing that
summary disposition was inappropriate. As discussed below, we find Siris's arguments
unpersuasive and agree with the law judge's determination to impose an industry-wide bar.

A. Siris's arguments against the imposition of a bar are unpersuasive.
It is well-established, as Siris contends, "that a respondent in a 'follow-on' proceeding

may introduce evidence regarding the 'circumstances surrounding' the conduct that forms the
basis of the underlying proceeding as a means of addressing 'whether sanctions should be

" imposed in the public interest.”*! Relying on this precedent, Siris's principal argument in this

proceeding is that a bar 1s not required in the public interest because his conduct was neither
egregious nor undertaken with scienter. With regard to China Yingxia, Siris insists that his
trading was the result of legitimate research and investigation by his consulting firm and not
based on material, non-public information, Similarly, with regard to the ten confidential
offerings, Siris maintains that he never intentionally traded based on confidential information.
But this line of argument represents a misapplication of the relevant precedent. Although Siris
may put forward mitigating evidence concerning the circumstances surrounding his underlying
misconduct, he is not permitted to contest the allegations in the Complaint.”> We have
repeatedly held that "where, as here, respondents consent to an injunction, 'they may not dispute
the factual allegations of the injunctive complaint in [a subsequent] administrative
proceeding."

31 Schield Mgmt. Co., 58 S.E.C. at 1213 (quoting Blinder, Robinson & Co. v. SEC, 837 F.2d
1099, 1109 (D.C. Cir. 1988)).

2 See id. (rejecting attempts by the respondent to put forward assertions that were "in

conflict with the allegations in the Complaint and therefore not consistent with relevant
precedent").

> Id. (quoting Melton, 56 S.E.C. at 712 ); Lawton, 2012 WL 6208750, at *5 ("Having
consented to the entry of an injunction on the basis of the Complaint's allegations, Lawton may
not use this proceeding to collaterally attack the allegations."); Bugarski, 2012 WL 1377357, at

. *5 ("[W]hen an injunction has been entered by consent, it is appropriate to prohibit Respondents

from contesting the factual allegations of the Complaint."); Martin A. Armstrong, Advisers Act
Rel. No. 2926 (Sept. 17, 2009), 2009 WL 2972498, at *3 ("We have repeatedly held that a party

may not collaterally attack the factual allegations in an injunctive complaint brought by the
(continued. . .)
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In consenting to the entry of an injunction against him in district court, Siris
acknowledged that the "entry of a permanent injunction may have collateral consequences,” and
he expressly agreed that "in any disciplinary proceeding before the Commission based on the
entry of the injunction in this action, [he] understand[s] that [he] shall not be permitted to contest
the factual allegations of the complaint in this action.” Siris further agreed "not to take any
action or make or permit to be made any public statement denying, directly or indirectly, any
allegation in the complaint or create the impression that the complaint is without factual basis."
Despite these express representations, the vast majority of Siris's arguments in this proceeding——
both before the law judge and before us on appeal—consist of his contesting the factual
allegations of the Complaint.”®

For example, Siris repeatedly suggests or directly avers that his conduct was not
"undertaken with scienter." But the Complaint expressly alleged that Siris acted "with scienter.”
And we have held, in the context of a consent injunction, that when the injunctive complaint
contains allegations that a respondent "engaged in scienter-based offenses" the respondent is
precluded from arguing in a follow-on proceeding "that he had no scienter."> Thus, Siris is
precluded from arguing that there was no scienter in his conduct related to the allegations of
scienter-based fraud (including insider trading and material misrepresentation) in the
Complaint.*

Siris also repeatedly argues in connection with the insider trading allegations that he was -
not in possession of material, non-public information. In the context of his trading of China
Yingxia stock, Siris argues that he "did not understand that anything in [the CEO's] letter . .. .
contained material nonpublic information" and "it is far from evident that it did." He further
argues that he "did not know whether [the draft press release] contained material nonpublic
information" and "{i]ndeed, it did not." But the Complaint alleged that "[f]rom the CEO's letter,

(...continued)
Commission when, as is the case here, the party has consented to the entry of an injunction on
the basis of such allegations.").

> If Siris had legitimate factual challenges to the validity of the Complaint's allegations, his

opportunity to bring them was in the district court proceeding. But having consented to the entry
of the injunction against him—expressly agreeing to waive findings of fact and not contest the
factual allegations of the Complaint—Siris is not permitted to dispute the Complaint's allegations
in this proceeding,

Quoting our decision in Dawson, Siris notes that "[plarties settle injunctive actions for a
vartety of reasons, not all of them evincing a consciousness of misconduct.” 2010 WL 28861 83,
at *5. This is no doubt true, but it does not mean that Siris, after consenting to an injunction in
the district court (whatever his reasons), may then violate the terms of his consent by contesting
the factual allegations of the injunctive complaint before the Commission.

53 Dawson, 2010 WL 2886183, at *5.

58 As noted, the Complaint alleged that Siris violated Exchange Act Section 10(b), Rule

10b-5 thereunder, and Securities Act Section 17(a)(1), violations that require scienter. See Aaron
v. SEC, 446 U.S. 680, 695-97 (1980).
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Siris had possession of material, non-public information directly from the CEQ confirming her
illegal activities and the status of the Company’s operations” and that when Siris was sent the
dratt press release he "received new material, non-public information." Siris may not challenge
those allegations in this proceeding,.

In the context of the ten confidential offerings, with the exception of three instances
where he admits "mistakes" for which "[h]e has no satisfactory explanation,"*’ Siris argues that
at the time of his trading he had not been brought over the wall and was thus not in possession of
material, non-public information. But the Complaint alleged that Siris traded in the issuers'
securities "while in possession of material, non-public information concerning the [ten]
offerings.” And the Complaint specifically alleged that Siris had been brought over the wall—
i.e., recetved "access to material, non-public confidential information on a securities offering
after agreeing not to trade while in possession of the information"—for each offering at the time
he directed trades in advance of the offering's public announcement.*® Given the Complaint's
allegations concerning the offerings, Siris is precluded from arguing that he was not in
possession of material non-public information at the time of his trading.>

57 Siris concedes that he or his firm was in possession of material, non-public information

when he traded ahead of the public announcement of the offerings for Harbin Electric in July
2009, HQ Sustainable Maritime Industries in August 2010, and Puda Coal in December 201 0,
but he characterizes his illegal trading each time as merely a "mistake" that "should not have
occurred.”

> Siris's claims that he did not trade ahead of the public announcement of the offerings

while in possession of material non-public information are directly contrary to specific

' allegations in the Complaint for each offering. For example, in his opening brief Siris contends

that he did not go over the wall with regard to a Universal Travel Group offering until "[a]fter
the close" of the market on December 9, 2009, but the Complaint specifically alleged that "[o]n
December 7, 2009, Broker-Dealer B confidentially solicited Siris and brought him ‘over-the-wall’
concerning a registered direct or confidentially marketed public offering for Universal Travel
Group, Inc." Similarly, Siris claims that he "declined to go over the wall until" the afternoon of
February 11, 2010, for a Puda Coal offering announced February 12, 2010, but the Complaint
alleged that "[o]n February 7, 2010, Broker-Dealer B confidentially solicited Siris and brought
him 'over-the-wall’ concerning a registered direct or confidentially marketed public offering for
Puda Coal, Inc.”

59 There are several other instances where Siris, directly or indirectly, contests the factual

allegations in the Complaint. For example, Siris disputes his status as a fiduciary of China
Yingxia, relevant time periods and dates contained in the Complaint, and that his disclosures to
investors concerning China Yingxia were deficient under Advisers Act Rule 206(4)-8. In
insisting that he made adequate disclosures to his investors about China Yingxia, however, Siris
does not even address the Complaint's allegation that he failed to reveal his own role in China
Yingxia and "gave the false and misleading impression that others should be sued for the very
conduct in which Siris himself engaged.”
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Siris insists that he 1s not contesting the factual allegations of the Complaint or violating
the terms of his consent but merely "informing the Commission of the facts and circumstances
surrounding fhis] conduct.” We reject this contention. By arguing with respect to the
Complaint's allegations of insider trading that there was no scienter and that he was not in
possession of matertal, non-public information, Siris s plainly violating his consent by "denying,
directly or indirectly, [the] allegation[s] in the complaint" and "creat{ing] the impression that the
complaint is without factual basis." Without scienter or the possession of material, non-public
information there can be no illegal insider trading. Far from merely providing mitigating
evidence relating to the "circumstances surrounding” the alleged violations, Siris is
impelg;lissibly collaterally attacking the basis for the underlying injunctive action in the district
court.

Siris further argues that the Division has failed to "specify any facts or offer any concrete
“evidence" but instead "merely offers conclusory allegations." But under our precedent, the
Division 15 not required "to prove the allegations of an injunctive complaint in a follow-on
administrative proceeding before any disciplinary action can be taken."®' As we have explained,

We do not believe that Congress, having made an injunction a ground for
commencing the proceeding, intended for the parties to conduct the proceeding as
if the injunction had never been entered, disregarding the allegations underlying
the injunction. . . .

0 See supra note 53; see also Kornman v. SEC, 592 F.3d 173, 134 (D.C. Cir. 2010)
(approving of the Commission's decision to estop respondent from making mitigation arguments
that were "essentially collateral attacks" on the district court's judgment); Blinder, Robinson &
Co., 837 F.2d at 1109-10 (recognizing that a respondent in a follow-on proceeding may not
"relitigate the factual question{s}" going to the respondent's liability).

Even if Siris's factual arguments were properly before us, the record evidence that Siris
points to in support of his arguments consists largely of uncorroborated, self-serving assertions
from his own investigation testimony, his Answer and supporting affidavit submitted in this
proceeding, and a "white paper" submitted by his counsel to the Division in advance of these
proceedings. Additionally, in more than one instance, the underlying materials cited by Siris do
not actually support the factual assertions he has made before the Commission in this
proceeding. For example, in both his Answer and his opening brief in this appeal, Siris cites his
investigation testimony for the proposition that he did not review the China Yingxia draft press
release when he received it. But the excerpt of the transcript upon which he relies says nothing
about whether he read or reviewed the draft press release. Moreover, in his briefs before us, Siris
makes several factual assertions without any reference to record evidence. For example, Siris
claims that, when a broker-dealer representative contacted him about an offering of Sutor
Technologies, the representative did not disclose any price terms. But he points to no record
evidence to support this bald assertion (and even his affidavit, which discusses the telephone call
with the representative, does not include this factual assertion).

61 Melton, 56 S.E.C. at 710.
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[1]t would be illogical and a waste of resources for us not to rely on the factual
allegation of the injunctive complaint in a civil action settled by consent in
determining the appropriate remedial action in the public interest.®*

Thus, for purposes of a follow-on administrative proceeding, the allegations in an injunctive
complaint are established, and we rely upon them in determining the appropriate sanction in the
public interest.® Siris's insistence to the contrary notwithstanding, the Division is not required in
this proceeding to put forward record evidence to prove the factual allegations in the
Complaint.*’

Siris also argues that his conduct did not "remotely resemble insider trading that merits a
bar" in part because it "primarily involved Offerings and not daily trading activities." We
disagree. First, this argument ignores the repeated instances of fraudulent conduct involving
China Yingxia that did not involve offerings, including insider trading and providing matenally
misleading information to investors. More importantly, Siris's trading ahead of the public
announcement of the offerings is not less worthy of sanctions than other forms of insider trading.
Even if it can be said that Siris did not actively seek out insider information, he took unfair
advantage of his role as a leading investor in Chinese reverse merger companies, knowing that he
frequently would be contacted about participating in offerings and likely would become privy to
confidential information about the offerings. The Complaint avers that after receiving material,
non-public information about offerings from placement agents and expressly agreeing not to
trade on the information, Siris repeatedly abused his position of trust by trading in the issuers’
securities ahead of the public announcement-—sometimes within minutes of his being provided
the confidential information. We find such behavior—which he engaged in repeatedly—
egregious and deserving of the severest sanctions.®

2 Idat711-12.
63 ‘ See supra note 10,

64 Moreover, because the parties agreed to settle the matter well in advance of trial, the

Division's record is necessarily not as developed as it would be had the matter been tried in the
district court.

6 Siris also argues that this case is "dramatically unlike" other cases in which respondents

were barred in follow-on proceedings. We have consistently recognized, however, that the
appropriate sanction "depends on the facts and circumstances of each and cannot be precisely
determined by comparison with action taken in other proceedings.” Kornman, 2009 WL 367635,
at *9. Moreover, precedent does not support Siris's contention that his conduct, which involved
many instances of insider trading and multiple other securities law violations, was significantly
less egregious than that in other cases in which respondents have been barred.
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. B. Summary disposition was appropriate.

Siris argues that he raised genuine issues of material fact that precluded the law judge
from granting the Division's motion for summary disposition."6 But the purported genuine issues
of material fact identified by Siris—whether there was material, non-public information and
whether his insider trading was knowing and intentional (i.e., involved scienter)}—are not in
dispute given the allegations in the Complaint, which Siris agreed he would not contest in this
proceeding.®” As we recently held in the context of an administrative proceeding following entry
of a consent injunction, "[fJollow-on proceedings are not an appropriate forum to 'revisit the
factual basis for,' or legal challenges to, an order issued by a federal court, and challenges to such
orders do not present genuine issues of material fact in our follow-on proceedings.”68 Because
Siris has not identified any "genuine factual issue with respect to sanctions or any other material
issue in the case," the law judge did not err in resolving the case by summary disposition.69

* % K ok

As we have repeatedly recognized, "[a]ntifraud injunctions have especially serious
implications for the public interest."”° "Based on our experience enforcing the federal securities
laws, we believe that ordinarily, and in the absence of evidence to the contrary, it will be in the
public interest to . . . suspend or bar from participation in the securities industry, or prohibit from
participation in an offering of penny stock, a respondent who is enjoined from violating the
antifraud pro'\/risions."—"1 In our consideration of the Steadman factors in this case, we have

8 Commission Rule of Practice 250 provides for summary disposition "if there is no

genuine issue with régard to any material fact and the party making the motion is entitled to
summary disposition as a matter of law." 17 C.F.R. § 201.250.

67 See Gibson v. SEC, 561 F.3d 548, 553 (6th Cir. 2009) (noting, in the context of a follow-
on disciplinary proceeding, that "Gibson agreed not to dispute the facts alleged in the original
district court Complaint,” and that, "[w]hen the facts underlying Gibson's relevant misconduct
are undisputed, it stands to reason that there is no genuine issue of fact”).

68 Lawton, 2012 WL 6208750, at *5 (quoting Jose P. Zollino, Exchange Act Rel. No. 55107
(Jan. 16, 2007), 2007 WL 98919, at *4); see also Kornman, 592 F.3d at 183 (recognizing that a
"summary proceeding was appropriate” in a follow-on proceeding when the respondent's
criminal case "disposed of the central issue regarding the nature of his "alleged misconduct' for
administrative enforcement purposes"); Jeffrey L. Gibson, Exchange Act Rel. No. 57266 (Feb. 4,
2008), 2008 WL 294717, at*5 ("Use of the summary disposition procedure has been repeatedly
upheld in cases such as this one where the respondent has been enjoined or convicted, and the
sole determination concerns the appropriate sanction.”).

6 Gibson, 2008 WL 294717, at*6. In determining whether to grant summary disposition,

the law judge accepted the sincerity of Siris's assurances against future misconduct. See Peter
Siris, Initial Decision Rel. No. 477 (Dec. 31, 2012), 2012 WL 6738469, at *1-2.

. 0 Gibson, 2008 WL 294717, at *7.
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rejected the arguments that Siris is precluded from making based upon his consent to the entry of
the injunction against him, which amount to the bulk of Siris's arguments before us.

Based upon our weighing of the relevant factors and the parties' arguments that are
properly before us, we conclude that it is in the public interest to bar Siris from the securities
industry.72 Siris was enjoined based on egregious and recurrent conduct involving fraud and
deception, which he has failed to meaningfully acknowledge. Although he has taken some
ameliorative steps and has promised to avoid future misconduct, we conclude that the weight of
the relevant factors supports an industry-wide bar. Accordingly, we will bar Siris from
association with any broker, dealer, investment adviser, municipal securities dealer, municipal
advisor, transfer agent, or nationally recognized statistical rating organization and from
participating in an offering of penny stock. ‘

g. ..continued)

Melton, 56 S.E.C. at 713. Contrary to Siris's suggestion, it is not our view that his
consenting to an antifraud injunction in the district court "automatically means a bar is
appropriate” without regard for the Steadman factors. But because "[flidelity to the public
interest' requires a severe sanction when a respondent’s misconduct involves fraud," Gibson,
2008 WL 294717, at *7 (quoting Richard C. Spangler, Inc., 46 S.E.C. 238, 252 (1976)), in most
fraud cases the Steadman factors, such as egregiousness, scienter, and opportunity for future
misconduct, will weigh in favor of a bar.

We likewise reject Siris's contention that, "[a]ccording to the law judge, because follow-
on cases involving anti-fraud injunctions have resulted in bars, there was no need to examine the
entire record in considering the Steadman factors." This is not an accurate characterization of
the law judge's decision. In the context of Siris's argument that his conduct was not as bad as
that in other cases in which a bar was imposed, the law judge simply pointed out that there have
been no administrative proceedings following the entry of an antifraud injunction in which the
respondent was not barred. Siris, 2012 WL 6738469, at *5. But there is no indication that the
Jaw judge automatically imposed a bar; instead, the initial decision shows that she recognized
and appropriately applied the Steadman factors. Id. at *4-5. And in any event, our de novo
review would cure any error in this regard. See Kornman, 2009 WL 367635, at *9 n.44 (noting
that de novo review by the Commission cures an alleged failure by the law judge to properly
apply Steadmany).

7 We have also considered the deterrent effect of imposing an industry-wide bar on Siris as

a factor in our analysis. See Schield Mgmi. Co., 58 S.E.C. at 1217-18 ("We also consider the
extent to which the sanction will have a deterrent effect."); see also Steadman v. SEC, 603 F.2d
1126, 1142 (5th Cir. 1979) (“[T]he Commission also may consider the likely deterrent effect its
sanctions will have on others in the industry.”); PAZ Sec., Inc. v. SEC, 494 F.3d 1059, 1066
(D.C. Cir. 2007) (noting that although "'general deterrence is not, by itself, sufficient justification
for expulsion or suspension . . . it may be considered as part of the overall remedial inquiry™
(quoting McCarthy v. SEC, 406 F.3d 179, 189 (2d Cir. 2005)).




. An appropriate order will issue.”

By the Commission {Chair WHITE and Commisstoners AGUILAR and STEIN;
Commissioners GALLAGHER and PIWOWAR not participating).

Elizabeth M. Murphy
Secretary

1 M. Peterson
ssisiant Secretary

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




UNITED STATES OF AMERICA
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Admin. Proc. File No. 3-15057

In the Matter of

PETER SIRIS
¢/o M. William Munno
Seward & Kissel LLP
One Battery Park Plaza
New York, NY 10004

ORDER IMPOSING REMEDIAL SANCTIONS

On the basis of the Commission's opinion issued this day, it is

ORDERED that Peter Siris be barred from association with any broker, dealer, investment adviser,
municipal securities dealer, municipal advisor, transfer agent, or nationally recognized statistical rating

organization, and from participating in an offering of penny stock.

By the Commission.

Elizabeth M. Murphy
Secretary

| S W Pinen
. By: Jll M. Peterson
R ssistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 71070 / December 12,2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3738 / December 12, 2013

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3518/ December 12,2013

ADMINISTRATIVE PROCEEDING
File No. 3-15645

ORDER INSTITUTING PUBLIC
In the Matter of ADMINISTRATIVE AND CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO
Rodney A. Smith, SECTION 203(k) OF THE INVESTMENT
Michael Santicchia, CPA, and ADVISERS ACT OF 1940, SECTION 4C OF
Stephen D. Cheaney, CPA, . THE SECURITIES EXCHANGE ACT OF
1934, AND RULE 102(e) OF THE
Respondents. COMMISSION’S RULES OF PRACTICE,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-
AND-DESIST ORDER

I

The Securities and Exchange Commission (“Commission”) deems it appropriate that public
administrative and cease-and-desist proceedings be, and hereby are, instituted against Rodney A.
Smith, Michael Santicchia, CPA, and Stephen D. Cheaney, CPA (collectively “Respondents™)
pursuant to Section 203(k) of the Investment Advisers Act of 1940 (“Advisers Act”), Section 4C!
of the Securities Exchange Act of 1934 (“Exchange Act”) and Rule 102(e)(1)(ii) and 102(e)(1)(3ii)
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 . . (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.

29 4P 48




II.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offers”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting Public
Administrative and Cease-and-Desist Proceedings Pursuant to Section 203(k) of the Investment
Advisers Act of 1940, Section 4C 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. '

LIR

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

Summary

1. This matter involves misconduct by Respondents in completing surprise exams
pursuant to Section 206(4) of the Advisers Act and Rule 206(4)-2 thereunder (the “Custody
Rule”).* Freedom One Investment Advisors, Inc. (“Freedom One™), a formerly registered
investment adviser, had custody of client assets held in two omnibus accounts and was required
by the Custody Rule to have an independent public accountant conduct annual surprise exams to
verify those assets. For 2006 and 2008, Freedom One engaged UHY LLP (“Accounting Firm”)
to perform the surprise exams. By failing to complete the surprise exams (i.e. conduct fieldwork,
prepare and issue a surprise €xam report, and file Forms ADV-E), Respondents, three accountants
at Accounting Firm caused Freedom One to violate the Custody Rule. In addition, Smith willfully
aided and abetted Freedom One’s 2006 violations of the Custody Rule, and Santicchia and
Cheaney engaged in improper professional conduct within the meaning of Section 4C of the
Exchange Act and Rule 102(e)(1)(ii) of the Commission’s Rules of Practice.

Rule 102(e)(1)(iii) 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 willfully violated, or willfully aided and abetted the viclation of any provision of
the Federal securities laws or the rules and regulations thereunder.

3 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. .

* On December 31, 2009, the Commission revised Rule 206(4)-2. Freedom One’s conduct for 2006 through 2008
was governed by the Custody Rule in effect before the December 31, 2009 amendments (the “Prior Custody Rule™).
See Custody of Funds or Securities of Clients by Investment Advisers, Release No. IA-2176 (Sept. 25, 2003).




Respondents

2. Rodney A. Smith, age 63, of Ann Arbor, Michigan, was an Accounting Firm
principal from 2005 through 2008. He was a member of the engagement teams for both of
Accounting Firm’s surprise exams. Accounting Firm terminated his employment on November
21, 2008. Smith received his Bachelor of Science in Accounting and Corporate Finance from
Penn State University. He is not and has never been a CPA.

3. Michael Santicchia, age 53, of Dearborn, Michigan, has been a partner with
Accounting Firm or its predecessor since approximately 1994. While holding the position of
Accounting Firm’s Michigan Regional Attest Leader, he was a member of the engagement team,
and the only partner thereon, for both of Accounting Firm’s surprise exams. Santicchia has been
a licensed Certified Public Accountant (“CPA™) in Michigan since 1984, Pennsylvania since
1999, Oklahoma and New York since 2000, Indiana since 2002, and Massachusetts since 2010.

4, Stephen D. Cheaney, age 58, of Northville, Michigan, has been employed by
Accounting Firm, or its predecessor, since 1983, and has been an Accounting Firm principal for -
approximately the last 15 years. After Smith left Accounting Firm, Santicchia assigned Cheaney
to replace Smith on the 2008 surprise exam. Cheaney has been a licensed CPA in Michigan
since 1985.

Other Relevant Entities

5. Freedom One Investment Advisors, Inc., was a privately-held Michigan
corporation headquartered in Clarkston, Michigan and registered with the Commission as an
investment adviser from December 1995 until April 2, 2013, when it filed a Form ADV-W to
withdraw its registration with the Commission.

6. Freedom One Retirement Services, LLC (“FORS”), is a Michigan and North
Carolina limited liability company headquartered in Clarkston, Michigan. FORS provided
retirement plan services, including record keeping services, to Freedom One. FORS was an
affiliate of Freedom One.

7. Freedom One Financial Group, LLC (“FOFG”) was the 66% owner of
Freedom One and FORS until December 31, 2012, when it was acquired by a dually-registered
broker-dealer and investment adviser.

Background

8. From 2006 through 2008, Freedom One offered four different types of
discretionary and non-discretionary investment management services, including to individuals
with IRA accounts (“IRA Accounts”); and to individuals with personal taxable accounts
(“Managed Accounts”). During the relevant period, Freedom One managed approximately $625
million in assets, approximately $69 million of which were held in the IRA Accounts and
Managed Accounts. -




, 9. The Custody Rule requires registered investment advisers with custody of client
funds or securities to implement certain controls designed to protect those client assets from loss,
misappropriation, misuse, or the adviser’s insolvency. Before the December 31, 2009 amendment
of the Custody Rule, Rule 206(4)-2(a)(3) required these advisers to have a reasonable basis for
believing that a “qualified custodian,” such as a bank or broker-dealer, was sending quarterly
account statements to each of the clients for which they maintained funds or securities, or to send
the quarterly account statements themselves and obtain an annual surprise examination by an
independent public accountant to verify all of the client funds and securities.

10.  From 2006 through 2008, Freedom One held funds and securities for the IRA
Accounts and Managed Accounts in an omnibus account at a broker-dealer registered with the
Commission (*Custodian 1). A third-party custodian and trustee (“Custodian 2”) instructed
Custodian 1 as to which trades to execute, based on instructions it received from Freedom One.
Custodian 2 maintained two separate omnibus accounts — one for the IRA Accounts and one for
the Managed Accounts.

11.  From 2006 through 2008, FORS maintained the records for Custodian 2’s omnibus
accounts on a participant level (i.e. keeping track of how the assets in the IRA and Managed
Accounts broke down by client) and directed Custodian 2 to make distributions. Since FORS’
responsibilities gave it the authority to obtain possession of clients’ funds and securities held in
Custodian 2’s omnibus accounts, and FORS was an affiliate of Freedom One, Freedom One was
deemed to have custody of the assets contained in Custodian 2’s omnibus accounts.

12.  From 2006 through 2008, because FORS was not a qualified custodian and it sent
quarterly account statements to Freedom One’s clients with IRA Accounts and Managed
Accounts, the Prior Custody Rule required Freedom One to have a surprise exam for each of
those years.

FOFG Engaged Accounting Firm to Complete
Freedom One’s 2006 and 2008 Surprise Exams

13.  FOFG engaged Accounting Firm to complete Freedom One’s surprise exams for
2006 and 2008. FOFG executed two engagement letters with Accounting Firm, dated December
18, 2006 and November 5, 2007. According to each engagement letter, Accounting Firm was to
perform an “annual surprise audit” of a “previously tested product that [Freedom One has]
developed [i.c. the IRA Accounts]...” Neither of the engagement letters stated what year the
surprise exams were for.

14.  Although neither of the letters referred to the Custody Rule itself, they each provide
surprise exam guidance directly from it, stating:

“An independent public accountant verifies all of those funds and securities by actual
examination at least once during each calendar year...and files a certificate on Form ADV-
E (17 CFR 279.8) with the Commission within 30 days after the completion of the




examination, stating that it has examined the funds and securities and describing the nature
and extent of the examination.”

15.  Both engagement letters also reference a November 2006 email from Freedom
One’s chief compliance officer (“CCO”), to Smith, which states “The following is some of the
regulatory language spelling our [sic] the requirement...§ 275.206(4)-2 Custody of funds or
securities of clients by investment advisers.” The email also includes the entire text of the
Prior Custody Rule. Smith drafted both engagement letters and Santicchia reviewed them.

Respondents Conducted Some Field Work for
the 2006 and 2008 Surprise Exams

16.  During 2006 and 2007, the Accounting Firm engagement team conducted some
field work for the first surprise exam, with a surprise exam date of December 31, 2006 (the “2006
exam™). Similarly, during 2008, the engagement team conducted some field work for the second
surprise exam, with a surprise exam date of August 31, 2008 (the “2008 exam”).

17.  Smith was a member of both surprise exam engagement teams until he left
Accounting Firm at the end of November 2008. He was responsible for staffing the
engagements, planning the exam procedures, reviewing the workpapers, preparing the report to
be issued (the “surprise exam report”), and preparing the Form ADV-E. When Smith left
Accounting Firm, a manager at Accounting Firm who performed some of the 2006 exam
fieldwork and all of the 2008 exam fieldwork (“Accounting Firm Manager”) had already started
performing the 2008 exam procedures, but his 2008 surprise exam work had not yet been
reviewed. ‘

18.  Santicchia was a member of, and sole partner on, both surprise exam engagement
teams. Santicchia was responsible for assigning Smith and Cheaney to the engagements,
participating in some planning procedures, reviewing the workpapers, issuing the surprise exam
report, and ensuring that the Form ADV-E was filed. Santicchia never performed this work on
either exam and no report was ever issued. '

19. On or about December 5, 2008, after Smith left Accounting Firm, Santicchia
assigned Cheaney, who like Smith was a principal but not a partner, to replace Smith on the 2008
exam, and asked him to review Accounting Firm Manager’s work on that exam.

20.  On December 8, 2008, Cheaney reviewed the workpapers, and prepared
comments and questions for Accounting Firm Manager, which he memorialized in Accounting
Firm’s electronic workpaper filing system (the “Notes”). Cheaney commented in the Notes that
“some [exam] steps [had] not {been] completed.” In the Notes, he also questioned “where is
[client] independence [affirmation] and engagement continuance forms?”

21. In the Notes, he also questioned whether “the work that is done accomplish[es]
the audit objective that all of the assets reported are there on an unannounced day.” Finally,
Cheaney commented that he “briefly looked at the 2006 [workpaper} file,” and found that “[i]t -




appears that the job was not completed, no evidence that there is any report even drafted and '
never filed....the [workpapers] were not even reviewed. my [sic] guess is that nothing was ever
filed with SEC.”

22.  Cheaney then told Santicchia that he had completed his review and that the 2008
exam was incomplete. Santicchia also reviewed the Notes, and therefore knew Cheaney’s
conclusions regarding the 2006 exam,

23.  Santicchia never followed up with Cheaney and neither Santicchia nor Cheaney
followed up with Accounting Firm Manager to determine whether he addressed the issues
identified in the Notes, or took any other action to address the incomplete exams.

24. At the time, Accounting Firm did not tell Freedom One that it had not completed
the exams. At the end of March 2009, Accounting Firm Manager left Accounting Firm. By the
end of July 2010, Freedom One learned that no report had ever been issued for the 2008 exam.
By mid-April 2011, Freedom One learned that Accounting Firm did not complete either exam,
did not issue a report for either exam, and did not file the Forms ADV-E. On May 35, 2011,
Accounting Firm refunded the fees Freedom One paid for both exams, totaling $19,000.

Respondents Failed to Complete the 2006 and 2008 .
Surprise Exams in Accordance with Applicable Standards

25.  Respondents failed to complete the 2006 and 2008 surprise exams. That is, they
failed to conduct fieldwork, prepare and issue surprise exam reports, and file Forms ADV-E with
the Commission. Alternatively, they failed to withdraw from the engagements and notify the client
on a timely basis. ' '

Respondents Failed to Conduct Fieldwork

 26.  Smith (for the 2006 exam), Santicchia (for both exams) and Cheaney (for the 2008
exam) failed to ensure that the Accounting Firm engagement team conducted fieldwork. '

27.  An accountant should conduct the surprise exam, or withdraw from the
engagement, in accordance with U.S. Generally Accepted Auditing or Attestation Standards as
established by the AICPA (“AICPA Attest Standards™), which are described in AT Section 101,
“Attest Engagements.” See Custody of Funds or Securities of Clients by Investment Advisers,
Release No. 1A-2176 (Sept. 25, 2003).

28. On May 26, 1966, the Commission issued Accounting Series Release No. 103°,
“which described the nature of the exam required by Rule 206(4)-2(a) of the Advisers Act.

> ASR No. 103 has been incorporated into Financial Reporting Codification Section 404.01.b.

® The Nature of the Examination and Certificate Required by Paragraph (a)(3) of Rule 206(4)-2 Under the
Investment Advisers Act of 1940, Accounting Series Release No. 103, Investment Advisers Act Release No. 201
(May 26, 1966) (“ASR No. 103”).




According to ASR No. 103, to conduct an appropriate exam, an accountant should, among other.
things, conduct the following procedures:

o Makea physical examination of securities and obtain confirmation as appropriate;
Obtain confirmation of funds on deposit in banks; and
e Reconcile the physical count and confirmations to the books and records.

ASR No. 103 further states that these books and records should be verified by examination of the
security records and transactions since the last examination and by obtaining written confirmations
from clients of the funds and securities in the clients’ accounts as of the date of the physical
examination. Also, if clients’ accounts have been closed or securities or funds of such clients have
been returned since the last examination, the accountant should confirm these on a test basis.

29.  All of these procedures were applicable to Freedom One’s 2006 and 2008 surprise
exams, however, the Accounting Firm engagement team did not obtain confirmation of securities
or funds held by Custodians 1 and 2 and did not send any confirmation requests to Freedom
‘One’s clients. Therefore, they also did not réconcile the confirmations to the books and records.

30.  For the 2006 exam, the engagement team tested reconciliations, but the
workpapers were not included in the Accounting Firm’s official file. Also, the testing was not
performed as of the surprise exam date — it was as of March 31, 2007, rather than December 31,
2006. Finally, the reconciliations compared Freedom One’s books to the Custodian 2 IRA
Account, but not to the Custodian 2 Managed Account and to the Custodian 1 Account.

3]1.  For the 2008 exam, the Accounting Firm engagement team selected August 31,
2008 as the examination date. The engagement team tested reconciliations, but they were not
performed as of the surprise exam date — they were as of August 18, 2008. Also, they only
compared Freedom One’s books to the Custodian 2 IRA Account, but not to the Custodian 2
Managed Account and to the Custodian 1 Account.

Respondents Failed to Issue Surprise Exam Reports or Withdraw from the Engagements

32.  The Respondents failed to ensure that reports were issued for the surprise exams.
Alternatively, they failed to withdraw from the engagements and notify the client on a timely basis.

33. The AICPA Attest Standards require that a “practitioner who accepts an attest
engagement should issue a report on the subject matter or the assertion or withdraw from the attest
engagement.” AT §§101.64

Respondents Failed to File Forms ADV-E

34. . 'The Respondents failed to ensure that Forms ADV-E were filed for the surprise
exams.

’




35. Under the Prior Custody Rule, an accountant must transmit to the Commission,
within 30 days of completing the surprise exam, a Form ADV-E along with a certificate stating
that it has examined the funds and securities and describing the nature and extent of the exam (the
“Exam Certificate”).

36.  For the 2006 exam, Smith exchanged draft Forms ADV-E with Freedom One’s
CCO at the time. On March 30, 2007, Smith emailed Freedom One’s CCO a blank Form ADV-
E and stated “Please see the attached form which you must fill out for us to send.” Then, on
April 10, Freedom One’s CCO emailed Smith a completed Form ADV-E that had an
examination completed date of February 28, 2007. Finally, on July 12, Freedom One’s CCO .
emailed Smith attaching an updated Form ADV-E with an examination completed date of June
30, 2007. No drafts of Form ADV-E were contained in the workpapers.

37. No Form ADV-E or Exam Certificate was filed with the Commission for either
examnl.

- Respondents Santicchia and Cheaney Failed to Meet the AICPA Standards
Requiring “Due Professional Care”

38. AT Section 101 requires a practitioner to “exercise due professional care in the
planning and performance of the engagement and the preparation of the report.” AT §§101.39,
101.40 and 101.41.

39.  An accountant should also perform certain procedures during the course of the
surprise exam in order to comply with the AICPA Attest Standards, as described in AT Section
601, “Compliance Attestation” (“AICPA Compliance Attest Procedures™). The AICPA
Compliance Attest Procedures state that a practitioner should exercise (a) due care in planning,
performing, and evaluating the results of his or her examination procedures...” AT §601.38.

40.  Santicchia and Cheaney failed to exercise due professional care in accordance with
AICPA Attest Standards AT §§101.39, 101.40 and 101.41, and AICPA Compliance Attest
Procedure AT §§601 in performing the surprise exams. First, they did not have adequate
knowledge or understanding of the Custody Rule and its requirements. They had never before
conducted a surprise exam, and they did not consult with anyone from Accounting Firm that had
conducted a surprise exam. Santicchia and Cheaney did not have any prior experience or
training regarding the Custody Rule or surprise exams, and they did not determine or consider
the requirements for the exams. In addition, Santicchia did not understand that the surprise ¢exam
was being conducted pursuant to the Custody Rule. The only reference to the Custody Rule
requirements in the official workpapers is in the engagement letters, which include an excerpt
from the rule.

41.  Second, Santicchia and Cheaney did not follow Accounting Firm’s quality control
practices and procedures. As to client acceptance and continuance, Santicchia did not evaluate
whether the Accounting Firm engagement team had sufficient technical skills, knowledge of the
industry, and personnel to perform the engagements, and document the client acceptance




evaluation procedures. Santicchia also failed to obtain the required sign-offs to accept Freedom
One as a client — he failed to consult with the Michigan SEC “Leader” in his office and, because
Freedom One was an SEC registered investment adviser, he should have consulted with
Accounting Firm’s Office of the Managing Partner and the Director of Quality Control.

42.  Santicchia did not follow Accounting Firm’s planning procedures, including
reviewing background information on Freedom One, holding planning meetings, documenting
the plans and approving the plans. There are no completed planning forms or any workpapers in
the official file that detail the scope and objective of the exam.

43 Santicchia and Cheaney did not follow Accounting Firm’s supervisory
procedures, including documenting the supervisory personnel responsible for reviewing the work
performed, and ensuring that the surprise exams were supervised and reviewed by partners who
had appropriate knowledge and expertise for the engagement. They also did not consult with any
Accounting Firm partners who had experience with, or specialized in, SEC matters or the SEC
rules that apply to investment advisers.

44.  Third, Santicchia (for both exams) and Cheaney (for the 2008 exam) failed to
ensure that the surprise exam engagements were completed. That is, they failed to ensure that
fieldwork was conducted. Also, Cheaney failed to prepare a surprise exam report, and Santicchia -
failed to issue surprise exam reports. In addition, Cheaney failed to prepare a Form ADV-E, and
Santicchia failed to file Forms ADV-E. Alternatively, they failed to withdraw from the
engagements and notify the client ona timely basis.

Respondents Misconduct Under Section 4C of the Exchange Act and Rule 102(e)

45.  Rule 102(e) of the Commission’s Rules of Practice, which has been codified into
Section 4C of the Exchange Act, allows the Commission to censure a person, or deny the person,
either permanently or temporarily, from appearing or practicing before the Commission ifthe
Commission finds the person to be lacking in character or integrity or to have engaged in unethical
or improper professional conduct or to have willfully aided and abetted the violation of any
provision of the federal securities laws or the rules and regulations thereunder. Section 4C(a)(2)
and (3) of the Exchange Act and Rule 102(e)(1)(ii) and jii) of the Commission’s Rules of Practice.

‘ 46.  Rule 102(e)(1)(iv) and Section 4C(b) defines “improper professional conduct” as
including: (A) intentional or knowing conduct, including reckless conduct, that results in a
violation of applicable professional standards; or (B) negligent conduct, including 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.

7 Rule 102(e)(1)(iv) describes improper professional conduct with respect to persons licensed as accountants;
Section 4C describes improper professional conduct with respect to any registered public accounting firm or
associated person. :
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Respondent Smith Willfully Aided and Abetted Freedom One’s 2006 Custody Rule Violation

47. Smith willfully aided and abetted Freedom One’s 2006 violation of Section 206(4)
of the Advisers Act and Rule 206(4)-2 thereunder.

48.  Smith was part of the 2006 surprise exam engagement team. He drafted the
engagement letter for that exam and therefore knew that Accounting Firm was engaged to conduct
an annual surprise exam, to verify funds and securities by actual examination, and to file a
certificate on Form ADV-E with the Commission within 30 days after the completion of the
examination.

49.  Smith did not have adequate knowledge or understanding of the Custody Rule and
its requirements in order to complete the engagement. He had never before conducted a surprise
exam, and did not consult with anyone from Accounting Firm that had conducted a surprise
exam. Smith did not have any prior experience or training regarding the Custody Rule or
surprise exams, and he did not determine or consider the requirements for the exams.’ The only
reference to the Custody Rule requirements in the official workpapers is in the engagement
letters, which include an excerpt from the rule.

50.  For the 2006 surprise exam, he exchanged draft Forms ADV-E before fieldwork
was conducted. Before leaving Accounting Firm in November 2008, he took no action to ensure
that the 2006 surprise exam fieldwork was conducted and that the surprise exam report was
prepared, which meant that a Form ADV-E could not be issued. Alternatively, he failed to
withdraw from the engagement and notify the client on a timely basis.

Respondents Santicchia and Cheaney Engaged in Improper Professional Conduct

51.  Santicchia (for both exams) and Cheaney (for the 2008 exam) engaged in improper
professional conduct. First, they failed to complete the surprise exams. That is, they failed to
ensure that fieldwork was conducted. Also, Cheaney failed to prepare a surprise exam report, and
Santicchia failed to issue reports. In addition, Cheaney failed to prepare a Form ADV-E, and
Santicchia failed to file Forms ADV-E. Alternatively, they failed to withdraw from the
engagements and notify the clienton a timely basis.

52.  Santicchia and Cheaney also failed to exercise due professional care in accordance
with AICPA Attest Standards AT §§101.39, 101.40, and 101.41, and AICPA Compliance Attest
Procedure AT §§601. They: (1) did not have adequate knowledge or understanding of the Prior
Custody Rule and its requirements; (2) did not follow Accounting Firm’s quality control
practices and procedures; and (3) failed to ensure that the surprise exams were completed or
withdraw from the engagements and notify the clientona timely basis.

Yiolations

53.  Asaresult of the conduct described above, Smith (for the 2006 and 2008 surprise
exams), Santicchia (for the 2006 and 2008 surprise exams), and Cheaney (for the 2008 surprise
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exam) caused Freedom One’s violations of Section 206(4) of the Advisers Act and Rule 206(4)-2
promulgated thereunder.

54 As aresult of the conduct described above, Smith willfuily aided and abettéd
. Freedom One’s 2006 violation of Section 206(4) of the Advisers Act and Rule 206(4)-2
promulgated thereunder.

55.  As a result of the conduct described above, Santicchia and Cheaney engaged in
improper professional conduct within the meaning of Section 4C of the Exchange Act and Rule
102()(1)(ii) of the Commission’s Rules of Practice.

Iv.

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

Accordingly, pursuant to Section 203(k) of the Advisers Act, Section 4C of the Exchange
Act, and Rule 102(¢) of the Commission’s Rules of Practice, it is hereby ORDERED that:

A. Respondents Smith, Santicchia and Cheaney cease and desist from committing or
causing any violations and any future violations of Section 206(4) of the Advisers Act and Rule
206(4)-2 promulgated thereunder.

Smith

B. Respondent Smith is denied the privilege of appearing or practicing before the
Commission as an accountant. '

C. After three years from the date of this order, Respondent Smith 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 an accountant.

Santicchia

D. Respondent Santicchia is denied the privilege of appearing or practicing before the
Commission as an accountant.

E. After three years from the date of this order, Respondent Santicchia 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, oI 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 Santicchia’s work in his practice
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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:

(@)  Respondent Santicchia, or the public accounting firm with which
he is associated, is registered with the Public Company Accounting Oversight Board (*Board™)
in accordance with the Sarbanes-Oxley Act of 2002, and such registration continues to be
effective;

(b)  Respondent Santicchia, or the registered public accounting firm
with which he is associated, has been inspected by the Board and that inspection did not identify
any criticisms of or potential defects in his or the firm’s quality control system that would
indicate that he will not receive appropriate supervision;

(¢) . Respondent Santicchia has resolved all disciplinary issues with the
Board, and has complied with all terms and conditions of any sanctions imposed by the Board
(other than reinstatement by the Commission); and

(d)  Respondent Santicchia acknowledges his responsibility, as long as
he appears or practices before the Commission as an independent accountant, to comply with all
requirements of the Commission and the Board, including, but not limited to, all requirements
relating to registration, inspections, concurring partner reviews and quality control standards.

F. The Commission will consider-an application by Respondent Santicchia 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 Santicchia’s character, integrity, professional conduct, or qualifications to appear or
practice before the Commission. ' L

Cheancy

G. Respondent Cheaney is denied the privilege of appearing or practicing before the
Commission as an accountant.

H. After two years from the date of this order, Respondent Cheaney 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:
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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 Cheaney’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 Cheaney, or the public accounting firm with which he
is associated, is registered with the Board in accordance with the Sarbanes-Oxley Act of 2002,
and such registration continues to be effective; '

(b)  Respondent Cheaney, or the registered public accounting firm with
which he is associated, has been inspected by the Board and that inspection did not identify any
criticisms of or potential defects in his or the firm’s quality control system that would indicate
that he will not receive appropriate supervision;

(¢)  Respondent Cheaney has resolved all disciplinary issues with tﬁe
Board, and has complied with all terms and conditions of any sanctions imposed by the Board
(other than reinstatement by the Commission); and

(d)  Respondent Cheaney acknowledges his responsibility, as long as
he appears or practices before the Commission as an independent accountant, to comply with all
requirements of the Commission and the Board, including, but not limited to, all requirements
relating to registration, inspections, concurring partner reviews and quality control standards.

1L The Commission will consider an application by Respondent Cheaney 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 Cheaney’s character, integrity, professional conduct, or qualifications to appear or
practice before the Commission.

By the Commission. .

S ' Elizabeth M. Murphy
Secretary

il M, Peterson
Beisiant Secretary
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UNITED STATES OF AMERICA

Before the

SECURITIES AND EXCHANGE COMMISSION
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Release No. 30831 / December 13, 2013
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File No. 3-15249
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VENTURES TRUST LLC,
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FACE OFF ACQUISITIONS, LLC,
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OF 1940 AND SECTION 9(b) OF THE
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On March 19, 2013, the Securities and Exchange Commission (“Commission”) instituted
public administrative and cease-and-desist proceedings pursuant to Section 8A of the Securities
Act of 1933 (“Securities Act”), Section 21C of the Securities Exchange Act of 1934 (“Exchange
Act™), Sections 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 (“Investment Company Act™) against, among
others, Craig Berkman, d/b/a Ventures Trust LLC (“Berkman” or “Respondent”), Face Off
Acquisitions, LLC (“Face Off Acquisitions™), Face Off Management, LLC, a/k/a Face Off
Acquisitions Management, LLC (“Face Off Management”), Ventures Trust IT LLC (“Ventures
1), Ventures Trust HI LLC (“Ventures I117"), Ventures Trust IV LLC (“Ventures IV”’), Ventures
Trust V LLC (“Ventures V™), Ventures Trust VI LLC (*Ventures VI”), Ventures Trust Asset Fund
LLC (“Ventures Asset Fund”), Ventures Trust Management LLC, Ventures Trust Asset
Management, LLC a/k/a Ventures Trust II Asset Management, LL.C (Ventures Trust Management
LLC and Ventures Trust Asset Management, LLC are collectively referred to hereinafter as
“Ventures Trust Management™), Assensus Capital, LLC (“Assensus Capital’’), Assensus Capital
Management, LLC (“Assensus Management™).

IL

In response to 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, Respondent consent to the Commission’s jurisdiction over him
and the subject matter of these proceedings and to the entry of this Order Making Findings and
Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to Section 8A of the
Securities Act of 1933, Section 21C of the Securities Exchange Act of 1934, Sections 203(f) and
203(k) of the Investment Advisers Act of 1940, and Section 9(b) of the Investment Company Act
of 1940 as to Craig Berkman, d/b/a Ventures Trust LLC (“Order™), as set forth below:

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

L. From approximately October 2010 through September 2012, Berkman fraudulently
raised at least $13.2 million from approximately 120 investors by selling membership interests in

1

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




limited liability companies (“LLCs”) that Berkman controlled, including Face Off Acquisitions,
Assensus Capital and several LLCs with the words “Ventures Trust” in their names.

2. Berkman made material misrepresentations he knew were false to investors in three
different sets of offerings. In one set of offerings, Berkman told investors in Ventures IL IIL IV, V,
and VI (collectively, the “Ventures LLCs”) that their funds would be used to acquire highly
coveted, pre-initial public offering (“pre-IPO”) shares of Facebook, Inc., LinkedlIn, Inc., Groupon,
Inc., and Zynga Inc. In another offering, Berkman told investors in Face Off Acquisitions that
their money would be used either to purchase pre-IPO shares of Facebook or to acquire a company
that held pre-IPO Facebook shares. In a third offering, Berkman told investors in Assensus Capital
that he would use their money to fund various new, large-scale, technology ventures.

3. Instead of using the investor funds to acquire pre-IPO shares or fund technology
ventures, Berkman misappropriated most of the offering proceeds. Berkman used most of the
money to make payments to investors in his earlier investment schemes and to some of the victims
of this fraud in Ponzi scheme fashion, including approximately $5.43 million to satisfy a prior
judgment against him and another $4.8 million to investors who had invested either in this pre-IPO
scheme or in other schemes. Berkman also used approximately $1.6 million to fund his own
personal expenses, including large cash withdrawals and dining and travel expenses.

4. Of the $13.2 million raised, Berkman used $600,000 to purchase a small interest in
an unrelated fund that had acquired pre-IPO Facebook stock. That purchase did not provide any of
the Ventures LLCs, or any other company affiliated with Berkman, with ownership of Facebook
shares. Berkman and/or one of his associates nevertheless used a forged letter about that
investment to falsely represent to investors that Ventures [l owned nearly half a million shares of
Facebook stock. Upon discovering the forgery, the fund informed Berkman that it was
immediately terminating and liquidating the Ventures I interest, leaving Ventures II without even
an indirect interest in Facebook shares.

SETTLING RESPONDENT

5. Berkman, age 72, is currently incarcerated in the Metropolitan Detention Center in
Brooklyn, New York. At all relevant times, Berkman controlled each of the Respondent entities..
Berkman has pleaded guilty to criminal conduct relating to the findings in this Order.
Specifically, in United States v. Craig L. Berkman, Crim. No..13-CR-00732 (SAS) (8.D.N.Y.)
(“Parallel Criminal Action™), Berkman pleaded guilty to violations of Section 10(b) of the
Exchange Act [15 U.S.C. §78j(b)], and wire fraud {18 U.S.C. §1343]. In connection with that
guilty plea, Berkman admitted, among other things, that:

(a) From around October 2010 through March 2013, he controlled a series of limited
liability companies that solicited money from investors. He told investors that their
investments would be used to purchase pre-IPO shares of companies, such as
Facebook, LinkedIn, Zynga and others, and they were expected to go public soon;




(b) In the course of soliciting investments, he made false statements of material fact. For
example, he knowingly over-represented the number of Facebook shares his companies
controlled; and

(¢) He engaged in further fraud and deceit. He used the money invested with his
companies for purposes other than purchasing pre-1PO shares of companies, as he had
promised investors. For example, he used close to $6 million to pay creditors in a
bankruptcy proceeding.

In connection with his guilty plea in the Parallel Criminal Action, Berkman also agreed (1) to
forfeit to the United States the amount of $13,239,006; (ii) to pay restitution in the amount of
$8,435,888; and (iii) a stipulated sentencing guideline range of 97 to 121 months imprisonment
and an applicable criminal fine range of up to $5 million.

6. During the time of the events described herein, Berkman acted as an investment

adviser and was associated with multiple investment advisers, including Face Off Management,
Ventures Trust Management, Ventures Trust Asset Management and Assensus Management.

NON-SETTLING RESPONDENTS

7. Face Off Acquisitions is a Delaware LLC formed on May 24, 2011.
8. Face Off Management is a Delaware LLC formed on May 24, 2011.

9. Ventures II is a Delaware LLC formed on June 15, 2010. Ventures II purported to
have offices in Tampa, Florida, Los Angeles, California, and New York, New York. Ventures 11
purported to be a private equity firm with a “unique opportunity to purchase discounted shares of
Facebook.” The majority of the investor funds at issue were deposited into Ventures I bank
accounts and comingled with investor funds initially deposited into accounts held in the names of
the other Ventures LLCs.

10. Ventures Trust Asset Management is a Delaware LLC formed on March 7, 2007.
Berkman owns or owned 100% of the membership interests of Ventures Trust Asset Management.

1.  Ventures Trust Management is a Delaware LLC formed on August 8, 2011.

12. Ventures I1I is"a Delaware LLC formed on December 28, 2010. Ventures III
purported to have offices in Los Angeles, California. It purported to be a private equity firm with a

“unique opportunity to purchase discounted shares” and whose “first investment will be made in
LinkedIn.”

13.  Ventures 1V is a Delaware LLC formed on January 27, 2011. Ventures IV
purported to have offices in Los Angeles, California. Ventures IV purported to be a private equity
firm with a “unique opportunity to purchase discounted shares,” whose “first investment will be
made in Groupon.” Ventures IV holds a bank account through which Berkman funneled investor
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funds and whose title is “Ventures Trust IV Groupon.” Berkman is listed as a signatory on the
bank account. '

14.  Ventures V is a Delaware LLC formed on January 27, 2011. It also holds a bank
account through which Berkman funneled investor funds.

15.  Ventures VI is a Delaware LLC formed on January 27, 2011. It similarly holds a
bank account through which Berkman funneled investor funds.

16.  Ventures Trust Asset Fund is a State of Washington LLC formed on January 11,
2007. A portion of the misappropriated investor funds at issue were transferred to Ventures Trust
Asset Fund.

17.  Assensus Capital is a Delaware LLC formed on July 14, 2011. Assensus Capital
purported to have offices in Tampa, Florida and New York, New York. It purported to be a private
equity firm focused on “funding affiliated, groundbreaking companies in surgical technology fields
and in the forefront of a new generation of nuclear power plant design.”

18.  Assensus Management is a Delaware LLC formed on July 14, 2011. It purported -
to serve as Assensus Capital’s Managing Member and to be “responsible for the sourcing,
structuring and oversight of the portfolio investments.”

19. John B. Kern (“Kern™), age 49, resides in Charleston, South Carolina. Kern is an
attorney licensed to practice law in South Carolina and also has an office in the Republic of San
Marino. Kern is or was Ventures II’s general counsel and Face Off Acquisitions’ general counsel.
Kern represented Ventures Il in the staff’s investigation of this matter.

OTHER RELEVANT PERSONS AND ENTITIES

_ 20. The Manager, age 49, resides in Encinitas, California. At all relevant times, the
Manager managed and provided “day-to-day leadership” for the respective managing members of
Face Off Acquisitions, Ventures Trust, and Assensus Capital. :

21. Actual Facebook Funds are two single-purpose, pooled investment vehicles
associated with a registered broker-dealer in New York City. The two Actual Facebook Funds
both held pre-IPO Facebook stock during the relevant period.

22.  Actual Facebook Fund 2 is a Delaware LLC (unrelated to the Actual Facebook
Funds) formed to acquire pre-IPO securities of Facebook. Actual Facebook Fund 2 held only pre-
IPO Facebook stock during the relevant period.




FACTUAL BACKGROUND

Berkman’s Prior Securities Violations and Bankruptcy

23.  In 2001, the Oregon Division of Finance and Securities issued a ceasc-and-desist
order against Berkman for offering and selling convertible promissory notes without a brokerage
license to Oregon residents between 1983 and 1997. Berkman received a $50,000 fine.

24 In June 2008, an Oregon jury found Berkman liable in a private action for breach of
fiduciary duty, conversion of investor funds, and misrepresentation to investors, among other
things, arising from Berkman’s involvement with a series of purported venture capital funds
known as Synectic Ventures (collectively “Synectic”). Berkman’s improper use of Synectic funds
included more than $5 million in purported “personal loans™ and the misuse of investor funds to
cover personal expenses and exccute personal stock purchases. The court entered a $28 million
judgment against Berkman (“2008 Oregon Judgment”).

25.  In March 2009, Synectic filed an involuntary Chapter 7 bankruptcy petition against
Berkman in the Middle District of Florida alleging that he owed more than $15.4 million in unpaid
debts arising from the 2008 Oregon Judgment. On August 11, 2010, the court entered three
judgments against Berkman totaling nearly $15 million, plus 9% interest and costs, deemed non-
dischargeable in bankruptcy.

26. The parties to the bankruptcy proceeding then reached a settlement in which
Berkman was required to pay $4.75 million in seven installments, beginning on November 30,
2010. After making the first four payments, totaling $1.5 million, Berkman failed to make the fifth
payment, due on March 17, 2011. He defaulted on several subsequent revised payment schedules,
which also included 5% annual interest. The Chapter 7 Trustee recommenced adversary
proceedings, leading to a further revised settlement agreement with a final payment date of May
11, 2012. On May 9, 2012, Berkman paid the remaining balance of more than $3.2 million and the
pending adversary proceedings against him were dismissed with prejudice.

27.  As detailed below, Berkman used a substantial part of the proceeds of his pre-IPO
offering fraud (and none of his own money) to pay the Florida bankruptcy claims.

The Ventures Fraud

28. From approximately October 2010 through February 2012, Berkman and the
Manager made numerous misrepresentations to Ventures LLC investors when offering and selling
membership interests in the various Ventures LL.Cs, both orally and in writing, including in the
formal offering documents.

29.  Berkman and the Manager falsely told investors that each of the Ventures LLCs
would use their funds to acquire highly coveted, pre-IPO shares in one or more social media
companies that were planning IPOs at the time, including Facebook, LinkedIn, Groupon or Zynga.
For example, Berkman and the Manager falsely told certain investors that Ventures Il was going to
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purchase pre-IPO Facebook shares and falsely told other investors that Ventures 11 had already
purchased such shares.

30.  Berkman and the Manager sent prospective investors offering documents that
contained a host of materially false statements.

31.  Berkman and the Manager provided investors with at least three different versions
of a private placement memorandum (“Memorandum”) for Ventures II and other formal offering
materials, all of which contained false statements about acquiring Facebook shares. For example,
Berkman provided a February 2012 Ventures Il Memorandum to at least one potential investor,
and the Manager provided Memoranda dated November 2010 and September 2011 to other
investors. These Memoranda all represent that “investment proceeds will be used to purchase
Facebook shares” and that “Facebook shares will be purchased” at various prices per share.

32.  Berkman and the Manager also provided investors with the Ventures Il operating
agreement, which states that “the purpose of the Company is to acquire Facebook stock.” Both
Berkman and the Manager signed Ventures LLC membership certificates falsely stating that the
investor is a “registered holder of one unit invested in Facebook.” The Manager provided these
certificates to investors.

33. Berkman signed letters to Ventures Il investors acknowledging receipt of their
investment proceeds and falsely stating, among other things, that the “investment was used to
purchase . . . shares of Facebook stock at a cost basis of [a certain amount] per share.” In addition,
Berkman signed Ventures II “Quarterly Reports” and a “Letter of Ownership,” which the Manager
provided to investors, falsely stating that their Ventures II investment purchased a specific number
of shares of pre-IPO Facebook shares at a specific price. The Manager further provided investors
with a Ventures II “Facebook Opportunity Fund Overview,” which falsely stated that their
“investment is solely allocated to the purchase of Facebook stock.”

34. Berkman also lied to Ventures II investors about the annual interest rate they would
receive. The Ventures Il Memoranda and other documents represented that members “will receive
a 5% annual simple interest return on the investment until 100% of their principal and accumulated
interest has been returned.” Berkman signed a quarterly report falsely stating that the value of the
investment had increased, apparently due to the 5% annual interest. Berkman had the Manager
give the quarterly report to Ventures II investors.

35. Berkman knew all of these statements were false, because he knew that none of the
Ventures 1.L.Cs owned pre-IPO Facebook, LinkedIn, Groupon or Zynga shares and because he was
personally misappropriating the investors™ funds.

36. In late 2010, Ventures It used $600,000 of investor funds to acquire an interest in
the Actual Facebook Funds. This acquisition did not entitle Ventures II to the ownership of
Facebook shares owned by the Actual Facebook Funds, but it did entitle Ventures II to an
approximately 3.19% interest in the Actual Facebook Funds. At most, Ventures II’s $600,000




interest in the Actual Facebook Funds represented an indirect interest equivalent to approximately
22,253 shares of Facebook.

37. In September 2011, Kern asked the Law Firm, counsel to the Actual Facebook
Funds, for a letter on the firm’s letterhead describing Ventures I’s interest in the Actual Facebook
Funds and Facebook. In response, an associate at the Law Firm sent a letter with his signature to a
purported Ventures II office in Manhattan at an address Kern provided. The letter, dated October
19, 2011, was addressed to Berkman and the Manager. The letter accurately stated that Ventures 11
held a 3.1899% interest in the Actual Facebook Funds and that the Actual Facebook Funds held an
unspecified amount of Facebook shares. The letter did not state that Ventures 11 actually owned
any Facebook shares.

38.  The letter was subsequently altered with Berkman’s participation, knowledge and
consent. The altered version was dated February 22, 2012, It was printed on the Law Firm’s
letterhead and had a forged version of the Law Firm associate’s signature on it. The letter falsely
represented that the Actual Facebook Funds “hafve] allocated 497,625 shares of Facebook, Inc. in
Ventures Trust II LLC[’s] capital account.”

39.  Inor prior to February 2012, a prospective investor, who happened to be a
_securities attorney, asked the Manager for some assurance that Ventures II had acquired the pre-
TPO Facebook shares that the Manager had claimed it acquired. In approximately February 2012,
the Manager showed the forged letter to the investor, who then invested $108,000 in Ventures I
The Manager refused to let the investor retain a copy of the letter.

40.  On February 27, 2012, the Manager sent an email to another prospective investor
with a copy of the forged letter attached.

41. On March 1, 2012, the Law Firm wrote a letter addressed to Berkman and the
Manager. The letter enclosed a copy of the forged letter and stated that the forged letter
“constitutes a fraudulent misrepresentation of your participation and interest in” the Actual
Facebook Funds, “since your investment represents only 22,253 shares of Facebook, Inc. stock.”
The letter continued: “[The forged letter] was not drafted, executed or distributed by this law firm,
is an unlawful and unauthorized use of this law firm’s name and letterhead and contains a forged
signature of an attorney at this law firm.” The letter further informed Berkman and the Manager
that “[y]our misconduct is consistent with a general pattern of deceit” and therefore that Ventures
" II’s interest in the Actual Facebook Funds “is hereby terminated effective as of the dates of your
initial investments.”

42. On March 9, 2012, Kern, “as counsel to Ventures [II],” wrote back to the Law
Firm. Kern’s letter claimed that Ventures II “is the victim of some other party’s fabrication of the
letter” and “we do not know the source of that letter.” Kern’s letter took issue with the termination
of “important legal and economic rights of Ventures [II]” and threatened to file an NASD
complaint.




43, On approximately March 12, 2012, a partner at the Law Firm informed Kern by
telephone that Ventures 1I’s $600,000 interest in the Actual Facebook Funds had been rescinded
and that the proceeds would be held in a segregated account to satisfy potential future claims. In
other words, Ventures II no longer held even an indirect interest in Facebook shares.

44.  Despite Kemn’s threats of legal action, neither Kern nor anyone else associated with
Ventures 11 took legal action against the Actual Facebook Funds. The Actual Facebook Funds
transferred Ventures 1I’s interest to another investor and placed the cash proceeds in a segregated
account.

45.  In total, Berkman and the Manager raised more than $9.9 militon from all the
Ventures LLC investors. Of that amount, approximately $6.56 million was deposited in various
Ventures 11 bank accounts, purportedly to be used to acquire pre-IPO Facebook shares;
approximately $1.68 million was deposited in a Ventures III account, purportedly to be used to
acquire pre-IPO LinkedIn shares; approximately $624,000 was deposited in a Ventures 1V account,

_purportedly to be used to acquire pre-IPO Groupon shares; and approximately $1.07 million was
deposited in a Ventures VI account, purportedly to be used to acquire pre-IPO Zynga shares.

46.  Other than $600,000 that was used to purchase an interest in the Actual Facebook
Funds that was subsequently terminated, none of the Ventures LLCs’ investor funds were ever
used to purchase pre-IPO shares of Facebook, LinkedIn, Groupon, Zynga, or any other company,
as Berkman knew.

The Face Off Acquisition Fraud

47.  From approximately 2011 through July 2012, while he was conducting the
Ventures fraud, Berkman fraudulently raised approximately $2.6 million by selling membership
interests in Face Off Acquisitions.

48.  Actual Facebook Fund 2 owned a significant amount of pre-IPO Facebook shares.

49.  Berkman told prospective investors over the telephone and in face-to-face meetings
that Face Off Acquisitions would use its investor funds to acquire Actual Facebook Fund 2 or
would otherwise acquire pre-IPO Facebook shares.

50.  Berkman’s effort to acquire Actual Facebook Fund 2 was perfunctory, at best.
Berkman approached Actual Facebook Fund 2 about a proposal to purchase it, and Actual
Facebook Fund 2’s manager told Berkman in approximately April 2011 that it would cost at least
$28 million. Because Berkman and his entities never had the money, a deal was never likely or
imminent, yet Berkman falsely portrayed the Actual Facebook Fund 2 deal as imminent to
prospective investors.

51.  Yet Berkman and Kern falsely portrayed the Actual Facebook Fund 2 deal as
imminent to prospective investors.




52.  Ina letter dated April 14, 2012, Kern sent Berkman a letter that described the status
of negotiations between Face Off Acquisitions and Actual Facebook Fund 2 and falsely implied
that Face Off Acquisitions’ purchase of Actual Facebook Fund 2 was likely and imminent. Kern
captioned his letter “Memorandum of Understanding for Investors in Face Off Acquisitions, LLC
to acquire [Actual Facebook Fund 2] (1 ,012,500 shares of Facebook).” Kern’s letter stated:

« “] am writing to confirm that yesterday afternoon I spoke with . . . legal counsel for
[Actual Facebook Fund 2]. .. and the Company’s Managing Director . . . about the
prospect for a timely acquisition of the Company by Face Off Acquisitions;”

» “The purpose of this letter is to provide direction for completing [Face Off Acquisitions’]
purchase of [Actual Facebook Fund 2].”

« “[Counsel for [Actual Facebook Fund 2] confirms that under the right set of
circumstances, [Actual Facebook Fund 2] is willing to enter into a transaction in the
coming few days with Face Off Acquisitions.”

« “[T]he sole assets of [Actual Facebook Fund 2] are 1,012,500 shares of Class B Common
shares of Facebook, Inc.”

« “With proof of funds, a summary Term Sheet will be prepared and we will immediately
set upon organizing a ‘Securities Transaction Agreement’ for the purchase and sale of the
ownership interests of [Actual Facebook Fund 2]. Because the Facebook IPO is expected to
be effective in early Mayl[,] the [Actual Facebook Fund 2] purchase must occur on or
before April 24, 2012.” )

53.  Berkman knew the letter was misleading. The seemingly urgent negotiations were a
charade, because Berkman knew Face Off Acquisitions could not possibly pay $28 million (or any
amount even close to $28 million) to purchase Actual Facebook Fund 2.

54. In approximately April 2012, Berkman provided Kern’s letter to at least one
prospective investor.

55.  Berkman also provided at least one other Face Off Acquisitions investor with an
Actual Facebook Fund 2 Memorandum and Actual Facebook Fund 2°s due diligence materials to
lend the purported acquisition the appearance of legitimacy. :

56. In an email on May 15, 2012, Berkman told another Face Off Acquisitions investor
that Berkman was “[ijn NY for the closing. We have agreed on a $35.00 per [s}hare price. Will
check in with you when the deal is done.” In fact, as Berkman knew, there was no closing, no
agreement on a share price, and no money to close any such deal.

57.  Berkman also provided prospective investors with Face Off Acquisitions
Memoranda and other formal offering materials that contained false statements regarding the use
of investor funds to purchase pre-IPO Facebook shares or to purchase Actual Facebook Fund 2.
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58.  Berkman sent at least one investor an April 2012 Face Off Acquisitions
Memorandum stating that “Face Off Acquisitions is focused on generating above average financial
returns by purchasing up to 1,012,500 pre IPO Facebook common shares, and significant preferred
shareholder interest in five proprietary medical technology, capacitor, and water treatment '
companies.”

59.  Berkman sent at least one other investor a May 2012 Face Off Acquisitions
Memorandum stating that “investment proceeds will be used solely to acquire up to 1,012,500 pre
IPO Facebook shares at a $35.00 per share cost basis,” and described the “use of proceeds [as] one
hundred percent invested in pre Facebook IPO stock.”

60. In addition to the Memoranda, Berkman provided investors with other documents
that contained similar misrepresentations, including:

« A Face Off Acquisitions operating agreement, which claimed that Face Off Acquisitions
“has been formed to acquire, hold and/or dispose of all the issued and outstanding limited
liability interests in [Actual Facebook Fund 2};”

« A Face Off Acquisitions memorandum dated April 11, 2012, which thanks the investor
for his “willingness to review the Face Off Acquisitions investment opportunity to acquire
1,012,500 series B common pre IPO Facebook shares;” and

« A letter dated May 8, 2012, in which Berkman acknowledges receipt of a $250,000
investment and tells the investor that it was “for the purpose of purchasing seven thousand
one hundred forty two Facebook Series B common Rule 144 shares at a cost basis of
$35.00 per share.”

61.  Berkman knew that each of the foregoing statements in the offering documents was
false and misleading, because he intended to and did misappropriate all the funds invested in Face
Off Acquisitions.

The Assensus Capital Fraud

62. After Facebook’s IPO on May 18, 2012, Berkman shifted gears and began focusing
on another phony investment vehicle called Assensus Capital. Berkman made similar
misrepresentations to prospective investors in Assensus Capital: The investors’ money would be
invested in some new cutting edge venture, when Berkman was iri fact misappropriating the
offering proceeds.

63.  Berkman sent one investor a June 2012 Assensus Capital Memorandum that stated:
“Investment proceeds will be used to acquire significant equity interest in unique enterprises that
serve large and growing markets, with superior profit margins [through] investing in state-of-the-
art medical devise, infrastructure (water), distressed debt, and advanced nanotechnology materials
companies.”
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64.  Berkman also wrote memoranda to prospective Assensus Capital investors that
named specific companies in which Assensus Capital would invest and extended an investment
“guaranty” purportedly backed up by cash or shares from one of its “portfolio” companies,
including Facebook. :

65. One such memorandum to a prospective investor, dated August 27, 2012, stated:
“Upon making [an] Assensus Capital LI.C investment, you will receive a 5% simple interest from
the date of your investment, which will be returned together with your principal investment {in
cash] or the equivalent in Facebook shares.” That investor later invested approximately $150,000.

66.  Afterwards, Berkman tried to solicit another investment from the same investor by
again offering a “guaranty” linked to Facebook stock, this time making the following
representations about the nature and basis for the guaranty:

« “Assensus Capital LLC and Face Off Acquisitions LLC will obtain the remaval of all
Facebook share legends upon the expiration of the Facebook November lock-up period in
order to allow all or a portion of the shares to be sold as soon as allowed after the expiration
date;”

« “Assensus Capital is willing to provide this guaranty for two specific reasons: (I)ahigh
degree of confidence that [EVI] will be acquired within the next 6-12 months; and (2) the
value of my carried interest in previous investment activities relating to the acquisition of
Facebook shares, that is represented by share certificates for 165,713,000 common shares
that T am holding as part of my compensation;” and

« “If you decide to exercise the investment guaranty, you can elect to receive the amount of
your prospective investment together with the accumulated five percent annual simple
interest or, a partial or complete distribution of 6,500 [Facebook] shares in addition to the
51,666 Facebook shares that are in your capital account as the result of your initial
$150,000 [investment] with a cost basis of $7.74 per share.”

67.  As Berkman knew, each of these representations was false. He intended to and did
misappropriate all of the funds invested in Assensus Capital and knew neither he nor Assensus
Capital had Facebook shares with which to guaranty investments.

68. Despite Berkman’s assurances, the investor declined to invest additional funds.

69.  In total, Berkman raised approximately $718,000 from Assensus Capital investors.

The Misappropriation of Investor Funds

~70.  None of the statements made by Berkman about the use of the funds invested in the
Venture LLCs, Face Off Acquisitions, or Assensus Capital were true. Other than the $600,000
investment in the Actual Facebook Funds, none of the offering proceeds were used to make any
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investments at all, much less the purchase of pre-1PO shares in Facebook, LinkedIn, Groupon or
Zynga.

71.  Berkman personally transferred approximately $5.1 million of investor funds to his
personal bank account. Berkman used most of that $5.1 million, plus a $925,000 direct transfer
from a Ventures LLC account, to pay his judgment creditors in the bankruptcy proceeding.

72, Berkman used the remaining money that he had transferred to his personal account
(approximately $600,000) and another approximately $1 million taken directly from the Ventures
LLC accounts to make large cash withdrawals, pay legal fees, fund his own travel and other
personal expenses and make numerous other payments unrelated to the purported business of the
Ventures LLCs, Face Off Acquisitions or Assensus Capital. For example, Berkman spent
approximately $300,000 on dining, travel, retail and healthcare expenses and withdrew at least

another $165,000 in cash or cash equivalents.

73.  The Manager received approximately $502,000 from accounts into which investor
funds were deposited.

74.  The majority of the rest of the offering proceeds, approximately $4.8 million, was
used to make payments to earlier investors in the pre-IPO scheme or, in some cases, to investors in
Berkman’s prior investment schemes. For example, in 2010 and 2011, Berkman transferred
$400,000 from a Ventures LL.C account to two individuals to whom Berkman owed money from
investments they had made in unrelated Berkman ventures in approximately 2004.

Misrepresentations To Conceal The Scheme

75.  As the end of the Jock up petiod for pre-IPO Facebook stock approached and
investors began making requests for their distributions, the fraud began to unravel. In response,
Berkman, Kern, and others knowingly or recklessly made, or caused to be made,
misrepresentations to investors to keep them from learning of the fraud and demanding the return
of their funds. '

76.  For example, in August 2012, Kern wrote and signed a “Memorandum to Investors
About Ventures Trust Il LLC Efforts to Secure and Protect Interests with Our Trading
- Counterparties.” Kern’s memorandum stated that he was writing “to advise [investors] on the
status of our efforts to address concerns that have been raised about the integrity of the funds.”

77.  Kern’s memorandum represented that “Ventures Trust II has utilized two separate
counterparties in securing the investments in privately held Facebook stock,” and that “we are in
the process of attempting to secure the transfer of these shares to our own trading account in order
to avoid any complications arising out of the counterparty’s trading practices.”

78.  Kern’s memorandum represented that with respect to the first counterparty, “which
involves approximately 20% of the investment capital of Ventures Trust Il in Facebook stock,” the
counterparty “and its counsel have repeatedly affirmed that it has the requisite shares and
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reconfirmed to us that we have the securities interests to which we subscribed.” The memorandum
then suggested that the counterparty may have “more-or-less fabricated” the price of the shares,
creating a “collateral issue,” but assured investors that Ventures Il would “address this in due
course on behalf of our investors,” if necessary.

79.  Kern’s memorandum further represented that the second counterparty “holds
approximately 80% of our investments in Facebook.”

80.  The memorandum also stated that Ventures II “is subject to non-disclosure
agreements with [both] counterparties which prevent us from disclosing the identity of these New
York based groups at this time” and that Ventures 1I “is not a Ponzi scheme and absolutely and
affirmatively rejects this assertion as false and malicious.”

81. These statements were false. Berkman knew these statements were false.

82. In August 2012, the Manager emailed Kern’s memorandum to certain investors,
with a copy to Berkman. Berkman thereafter told investors that he had decided to liquidate the
fund investments and that the funds would soon start making distributions. As Berkman knew,
such statements were false and, as recently as in or around March 2013, Berkman gave investors a
series of false excuses for why the distributions were still being delayed.

THE RESPONDENT’S LIABILITY

83. As a result of the conduct described above, Berkman , Face Off Acquisitions, Face
Off Management, Ventures II, Ventures 111, Ventures IV, Ventures V, Ventures VI, Ventures Trust
Asset Fund, Ventures Trust Management, Ventures Trust Asset Management, Assensus Capatal,
and Assensus Management committed violations of, and Berkman willfully violated, Section 17(a)
of the Securities Act, Section 10(b) of the Exchange Act, and Rule 10b-5 thereunder, which
prohibit fraudutent conduct in the offer and sale of securities and in connection with the purchase
or sale of securities.

84. As a result of the conduct described above, Berkman, Face Off Management,
Ventures Trust Management, Ventures Trust Asset Management and Assensus Management
committed violations of, and Berkman willfully violated, Sections 206(1), 206(2) and 206(4) of the
Advisers Act and Rule 206(4)-8, which prohibit fraudulent conduct by an investment adviser.

85. As a result of the conduct described above, Berkman willfully aided and abetted
and caused: (a) the violations committed by Ventures II, Ventures 11, Ventures IV, Ventures V,
Ventures VI, Ventures Trust Asset Fund, Ventures Trust Management, Ventures Trust Asset
Management, Face Off Acquisitions, Face Off Management, Assensus Capital, and Assensus
Management of Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and Rule
10b-5 thereunder; and (b) the violations committed by Ventures Trust Management, Ventures
Trust Asset Management, Face Off Management, and Assensus Management of Sections 206(1),
206(2) and 206(4) of the Advisers Act and Rule 206(4)-8.
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Iv.

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

Accordingly, pursuant to Section 8A of the Securities Act, Section 21C of the Exchange
Act, Sections 203(f) and 203(k) of the Advisers Act and Section 9(b) of the Investment Company
Act, it is hereby ORDERED that:

A. Respondent Berkman 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, and Sections 206(1), 206(2), and 206(4) of the Advisers Act and Rule
206(4)-8 promulgated thereunder.

B. Respondent Berkman 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;

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;

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.

C. Any reapplication for association by Respondent Berkman 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.

D. In view of Berkman’s agreement to forfeit $13,239,006 and pay restitution in the
amount of $8,435,888 in conjunction with his guiity plea in the Parallel Criminal Action, in which
he was criminally charged with engaging in the same conduct that is alleged in the Order
Instituting Proceedings herein (“OIP”), Berkman is not additionally liable in this proceeding for
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disgorgement of ill-gotten gains he received as a result of the conduct alleged in the OIP; and (b)
based on Berkman’s agreement, in connection with his guilty plea in the Parallel Criminal Action,
to a stipulated sentencing guideline range of 97 to 121 months imprisonment and an applicable
criminal fine range of up to $5 million, Berkman is not being ordered to pay a civil monetary
penalty.

By the Commission.

Elizabeth M. Murphy
Secretary '

By: Jill M. Petorson
A@@i@t@ﬂi‘Secre‘taW
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UNITED STATES OF AMERICA
' Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 71069 / December 12, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3737 / December 12, 2013

INVESTMENT COMPANY ACT OF 1940
Release No. 30829 / December 12, 2013

ADMINISTRATIVE PROCEEDING
File No. 3- 15644

ORDER INSTITUTING ADMINISTRATIVE

In the Matter of AND CEASE-AND-DESIST PROCEEDINGS,
PURSUANT TO SECTION 15(b) OF THE
Mark M. Wayne, SECURITIES EXCHANGE ACT OF 1934,
SECTIONS 203(f) AND 203(k) OF THE
Respondent. INVESTMENT ADVISERS ACT OF 1940,

AND 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 Commuission (“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 15(b) of the Securities Exchange Act of 1934 (“Exchange Act™),
Sections 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 (“Investment Company Act™) against Mark M.
Wayne (“Wayne” 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
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Administrative and Cease-and-Desist Proceedings Pursuant to Section 15(b) of the Securities
Exchange Act of 1934, Sections 203(f) and 203(k) of the Investment Advisers Act of 1940, 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

1. This matter involves violations of the custody, compliance, and books and records
provisions of the Advisers Act by Freedom One Investment Advisors, Inc. (“Freedom One™), a
formerly registered investment adviser, which were willfully aided and abetted and caused by
Wayne, its former President, Chief Executive Officer (“CEO™), and Chief Compliance Officer
(“CCO”). From 2008 through 2010, Freedom One had custody of client assets held in two
omnibus accounts (the “IRA Accounts” and the “Managed Accounts™) and was therefore
required to comply with Section 206(4) of the Advisers Act and Rule 206(4)-2 promulgated
thereunder (the “Custody Rule”).2 For all three years, Freedom One violated the Custody Rule
because it took no action to determine whether the independent public accountants it retained to
conduct annual surprise exams to verify the assets over which it had custody performed those
exams. For 2008, Freedom One engaged a national accounting firm (“Accounting Firm 1”) to
perform a surprise exam, but Accounting Firm 1 did not complete the exam. For 2009 and 2010,
Freedom One engaged another national accounting firm (“Accounting Firm 2”) to conduct
* surprise exams, but the exams were insufficient because Freedom One told Accounting Firm 2
that only the IRA Accounts were subject to the exams and thus the exams did not include the
Managed Accounts.

2. Freedom One and Wayne also violated the Custody Rule requirement regarding
client account statements. From 2008 through 2010, an affiliate of Freedom One, Freedom One
Retirement Services, Inc. (“FORS”), which was not a qualified custodian, provided quarterly
account statements to clients with IRA Accounts and Managed Accounts. Consequently, for
2008 and 2009, Freedom One violated the prior Custody Rule requirement that a qualified
custodian provide statements to clients in the absence of a surprise exam. Furthermore, for 2010,
when the current Custody Rule became effective, Freedom One was required to have a
reasonable basis for believing that a qualified custodian was sending quarterly statements to clients
regardless of whether a surprise exam was completed, but it failed to do so.

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

2 On December 31, 2009, the Commission revised Rule 206(4)-2. Freedom One’s conduct for 2008 and 2009 was
governed by the custody rule in effect before the December 31, 2009 amendments. See Custody of Funds or
Securities of Clients by Investment Advisers, Release No. 1A-2176 (Sept. 25, 2003). Freedom One’s conduct for
2010 was governed under the revised custody rule, which became effective on March 12, 2010. See Custody of
Funds or Securities of Clients by Investment Advisers, Release No. 1A-2968 (Dec. 30, 2009).
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3. Freedom One and Wayne also failed to adopt and implement written compliance
policies and procedures reasonably designed to prevent violations of the Advisers Act and the
rules promulgated thereunder, in violation of Section 206(4) of the Advisers Act and Rule
206(4)-7 promulgated thereunder (the “Compliance Rule”). From October 2008 through March
2011, Freedom One did not have policies and procedures reasonably designed to prevent
violations of the Custody Rule.

4, Finally, Freedom One and Wayne failed to maintain accurate books and records,
in violation of Section 204 of the Advisers Act and Rule 204-2 promulgated thereunder. From
January 2009 through July 2010, certain Freedom One transactions were not properly reflected in
its books and records.

Respondent

5. Mark M. Wayne, age 49, of Clarkston, Michigan, co-founded Freedom One in
1995 and was the sole owner of Freedom One Financial Group, LLC (“FOFG”), the 66% owner
of Freedom One and FORS until December 31, 2012, when FOFG was acquired by a dually-
registered broker-dealer and investment adviser registered with the Commission. Wayne was
Freedom One’s CEQ, President, and a Director, and since October 2008, he was also its CCO.
From 2009 through 2011, Wayne was also associated with a registered broker-dealer.

QOther Relevant Entities

6. Freedom One Investment Advisors, Inc., was a Michigan corporation
headquartered in Clarkston, Michigan and registered with the Commission as an investment
adviser from December 1995 until April 2, 2013, when it filed a Form ADV-W to withdraw its
registration with the Commission.

7. Freedom One Retirement Services, LL.C, was a Michigan and North Carolina
limited liability company headquartered in Clarkston, Michigan. FORS provided retirement plan
services, including record keeping services, to Freedom One. FORS was an affiliate of Freedom
One.

Background

8 From 2008 through 2010, Freedom One offered discretionary and non-
discretionary investment management services to: (1) qualified retirement plans that were subject
to the Employee Retirement Income Security Act of 1974, as amended (“Qualified Plans”); (2)
participants of the Qualified Plans; (3) individuals with IRA accounts (“IRA Accounts™); and (4)
individuals with personal taxable accounts (“Managed Accounts™). During the relevant period,
Freedom One managed approximately $625 million in assets, approximately $69 million of
which were held in the IRA Accounts (approximately 1,456 accounts) and Managed Accounts
(approximately 66 accounts).




Freedom One Failed to Comply with the Custody Rule

9. The Custody Rule — Rule 206(4)-2 under the Advisers Act —requires registered
investment advisers with custody of client funds or securities to implement certain controls
designed to protect those client assets from loss, misappropriation, misuse, or the adviser’s
insolvency. Before the amendment of Rule 206(4)-2, the rule required these advisers to have a
reasonable basis for believing that a qualified custodian, such as a bank or broker-dealer, was
sending quarterly account statements to each of the clients for which it maintained funds or
securities, or to send the quarterly account statements itself and obtain an annual surprise
examination by an independent public accountant to verify all of the client assets. The amended
rule generally requires these advisers to have a reasonable basis for believing that a qualified
custodian is sending quarterly statements to clients and to be subject to an annual surprise
examination.

10.  From 2008 through 2010, funds and securities for the IRA Accounts and
Managed Accounts were held in one omnibus account at a broker-dealer registered with the
Commission (“Custodian 17). A third-party custodian and trustee (“Custodian 2”) instructed
Custodian 1 as to which trades to execute, based on instructions it received from Freedom One.
Custodian 2 maintained two separate omnibus accounts — one for the IRA Accounts and one for
the Managed Accounts.

11. From 2008 through 2010, FORS maintained the records for Custodian 2’s omnibus
accounts on a participant level (i.e. keeping track of how the assets in the IRA and Managed
Accounts broke down by client) and directed Custodian 2 to make distributions. Since FORS’
responsibilities gave it the authority to obtain possession of clients’ funds and securities held in
Custodian 2’s omnibus accounts, and FORS was an affiliate of Freedom One, Freedom One was
deemed to have custody of the assets contained in Custodian 2’s omnibus accounts.

12. From 2008 through 2010, Freedom One’s clients that had assets in the IRA
Accounts and Managed Accounts did not receive quarterly account statements from a qualified
custodian. Instead, Custodian 2 paid FORS, which was not a qualified custodian, to prepare and
send those statements.

Freedom One Failed to Have a Surprise Exam Completed for 2008

13.  On behalf of FOFG, Freedom One’s CCO at the time executed an engagement
letter with Accounting Firm 1 dated November 5, 2007 covering Freedom One’s 2008 surprise
exam. According to the engagement letter, Accounting Firm 1 was to perform an “annual

. surprise audit” of a “previously tested product that [Freedom One has] developed [i.e. the IRA

Accounts]...” Although the letter did not refer to the Custody Rule itself, it provided surprise exam
guidance directly from it, stating:

An independent public accountant verifies all of those funds and securities by
actual examination at least once during each calendar year...and files a certificate
on Form ADV-E (17 CFR 279.8) with the Commission within 30 days after the




completion of the examination, stating that it has examined the funds and securities
and describing the nature and extent of the examination.

14.  The engagement letter referenced a November 2006 email from the CCO to
Accounting Firm 1, which stated, “The following is some of the regulatory language spelling our
[sic] the requirement...§ 275.206(4)-2 Custody of funds or securities of clients by investment
advisers.” The email also includes the entire text of the prior Custody Rule.

15.  During 2008, Accounting Firm 1 conducted some field work for the 2008 surprise
exam, with a surprise exam date of August 31, 2008.

16.  As CEO, principal and CCO of Freedom One, Wayne knew that Freedom One was
required to comply with the Custody Rule. In October 2008, Wayne designated himself as
Freedom One’s CCO.} At the time, he had no formal training in investment adviser compliance.
In addition, Wayne had only a general understanding of what the Custody Rule required
Freedom One to do - that Freedom One needed an accountant to perform a surprise exam. After
becoming CCO, he did not adequately familiarize himself with the Custody Rule or surprise
exam requirements, or attend any formal investment adviser compliance training. Wayne did not
know that the accountant Freedom One engaged to conduct the surprise exam was required to file a
Form ADV-E with the Commission.

17.  Accounting Firm 1 never completed the 2008 exam procedures, never prepared the
required surprise exam report, and never filed a Form ADV-E with the Commission.

18.  When Wayne took over as CCO, he knew that Accounting Firm 1 had been
engaged to conduct Freedom One’s 2008 exam, but took no action to determine whether
Accounting Firm 1 actually completed it. Wayne did not receive a copy of the 2008 surprise
exam report, and did not specifically ask Accounting Firm 1 for one until 2009. Furthermore,
Wayne did not receive a copy of a filed Form ADV-E or Exam Certificate. These factors
indicated that Accounting Firm did not complete the 2008 exam.

19.  In July 2010, Freedom One learned that Accounting Firm 1 had not issued a report
for the 2008 exam. By mid-April 2011, Freedom One knew that Accounting Firm 1 did not
complete the exam or file a Form ADV-E with the Commission.

3 On December 18, 2006, Freedom One’s former CCO engaged Accounting Firm 1 to conduct a first surprise exam.
During 2006 and 2007, Accounting Firm 1 conducted some field work for that exam, with a surprise exam date of
December 31, 2006, but, like the 2008 exam, never completed the exam by filing a Form ADV-E, which at the time
required a paper filing, rather than an electronic filing. Although during 2007, Accounting Firm 1 exchanged draft
Forms ADV-E with the former CCO, by the spring of 2011, Freedom One knew that Accounting Firm 1 did not
complete either exam. Freedom One did not engage an accountant to conduct a 2007 surprise exam.
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Freedom One Failed to Have Surprise Exams of
1ts Managed Accounts Performed for 2009 and 2010

20.  Wayne delegated responsibility for the 2009 surprise exam to a Freedom One
employee, who worked in Freedom One’s recordkeeping and administration department, and -
who did not have any training or experience in securities law or investment adviser compliance
(“Recordkeeping Employee™).

21, Inthe spring of 2009, Recordkeeping Employee began discussions with
Accounting Firm 2 about the 2009 surprise exam. Accounting Firm 2 had no prior experience
with Freedom One’s IRA Accounts and Managed Accounts.

22.  Freedom One counsel defined the scope of the surprise exam in a December 7,

2009 email to Accounting Firm 2, with a copy to Recordkeeping Employee, stating that “the

only accounts subject to the surprise audit are the Freedom One IRA accounts which are held at
[Custodian 2].” Recordkeeping Employee was the only Freedom One employee copied on this
email. At the time, Recordkeeping Employee did not know which accounts Freedom One had
custody over.

23.  From January through December 2010, Accounting Firm 2 conducted the 2009
and 2010 surprise exams. These exams did not comply with the requirements of the Custody
Rule because Accounting Firm 2 examined only the IRA Accounts, and not the Managed
Accounts.*

24, On February 7, 2011, Accounting Firm 2 filed Forms ADV-E and surprise exam
reports with the Commission for 2009 and 2010.

25.  Wayne knew that Accounting Firm 2 had been engaged to conduct surprise exams
for 2009 and 2010, but had no direct involvement in the exams other than delegating oversight
responsibility of them to Recordkeeping Employee.

Freedom One Failed to Adopt and Implement Sufficient
Written Compliance Policies and Procedures Regarding Custody

26.  The Compliance Rule — Rule 206(4)-7 under the Advisers Act — requires
investment advisers registered with the Commission to adopt and implement written compliance
policies and procedures reasonably designed to prevent violations of the Advisers Act and its rules.

27.  From October 2008 through March 2011, Freedom One’s policies and procedures
were not reasonably designed to prevent violations of the Custody Rule.

* Freedom One engaged an accounting firm to validate transaction activity in the Managed Accounts for September
1, 2008 through June 30, 2011. The accounting firm found no exceptions for transactional activity occurring in the
Managed Accounts.




28.  On September 16, 2004, Freedom One adopted policies and procedures regarding
custody and possession of clients’ funds or securities. The relevant portion of Freedom One’s
compliance manual containing these policies and procedures was not updated in 2008 to properly
identify the firm’s custody over assets in the IRA and Managed Accounts. Thus, the firm’s written
policies and procedures did not meet the requirements of the Custody Rule.

29.  InJuly 2010, Freedom One revised these policies and procedures. The relevant
portion of Freedom One’s revised compliance manual misstated that it only had custody over the
IRA Accounts, and it did not contain policies and procedures reasonably designed to prevent
violations of the Custody Rule.

30.  In August 2011, Freedom One revised its compliance manual to state that if it is
deemed to have custody of client funds or securities, it will comply with the SEC’s Current
Custody Rule and have a surprise exam conducted. It also revised its compliance manual to
include procedures regarding the receipt of cash and checks, billing, qualified custodians, and
account statements. '

31.  From October 2008 through March 2011, Wayne was Freedom One’s CCO and
ultimately approved Freedom One’s compliance manuals in effect at the time, which were not
reasonably designed to prevent violations of the Advisers Act as they related to custody over
Freedom One’s assets.

Freedom One Failed to Keep Accurate Books and Records

32.  Section 204 of the Advisers Act and Rule 204-2 promulgated thereunder require
that registered investment advisers make and keep certain books and records. Rule 204-2(a) sets
forth certain categories of books and records that registered investment advisers are required to
“make and keep true, accurate and current” with respect to their investment advisory business.

33. From January 1, 2009 through July 30, 2010, Freedom One failed to maintain
accurate books and records. During that time, Freedom One’s books and records were
maintained by its Controller, who did not possess the skills necessary to properly perform her job.
The Controller maintained Freedom One and FORS’ accounting and financial records as separate
departments within one company on an accounting system. Generally, intercompany accounts
were used to reflect the sharing of employee and office expenses between Freedom One and
FORS, as well as other transactions. However, due to the Controller’s inexperience and
shortcomings in the accounting software used by the firm, not all of Freedom One’s transactions
were properly reflected in Freedom One’s accounts.

34.  For example, Freedom One failed to properly record transactions in connection
with a $52,500 loan it made to Karmichael Properties, LLC (“Karmichael”), a Freedom One
affiliate that owns the building where Freedom One had its offices. On September 10, 2009,
Freedom One made the loan and recorded as a debit to FORS’ intercompany account with
Karmichael and a credit to Freedom One’s checking account. On October 2, Karmichael paid back
the loan to FORS and the transaction was recorded as a credit to FORS’ intercompany account and




a debit to FORS’ checking account. No entry was made on Freedom One’s books for this closing
. transaction. The loan should not have been recorded on FORS’ books. The transaction should
have been recorded in Freedom One’s general ledger as a debit to an intercompany account with
Karmichael and a credit to Freedom One’s checking account. The entry should have been reversed
when Karmichael paid back the loan. In addition, Karmichael should have paid back the loan to
Freedom One, not FORS. :

35. In addition, on October 1, 2009, $143,940.17 was transferred from a FORS money
market account to a Freedom One payroll account. A number of other related transactions also
occurred. However, no intercompany transactions were recorded to reflect this movement of
money which caused the intercompany general ledger account to be misstated on Freedom One’s
books and records. The transactions were incorrectly balanced across Freedom One and FORS’
tecords as a debit to a Freedom One payroll account and a credit to a FORS money market
account. The transaction should have been recorded on Freedom One’s books as a debit to a
Freedom One payroll account and a credit to an intercompany account.

36.  Finally, every month, FORS used a brokerage account to collect advisory income

from most of Freedom One’s advisory clients. The advisory fees were withdrawn from Freedom
One’s advisory client accounts at Custodian 1 and then deposited into a Custodian 1 brokerage
account in the name of FORS. These fees were then aggregated and transferred to a bank account
in the name of Freedom One. There were no journal entries to indicate an intercompany balance
while the advisory fees were in the FORS brokerage account. In fact, the FORS brokerage account

, was not reflected on FORS’ chart of accounts or on FORS or Freedom One’s general ledger. For

. example, on January 6, 2009, Freedom One deposited $210,475.38 into a checking account. This
money came from the FORS brokerage account. There was no credit entered on the Freedom One
general ledger to balance the debit associated with this deposit into the checking account.

37.  Wayne, as Freedom One’s CEO and primary control person, knew that Freedom
One was required to maintain accurate books and records. He appointed a Controller who lacked
the necessary skills and did not provide her with adequate support and training to accurately
maintain Freedom One’s books and records.

Violations

38.  As a result of the conduct described above, Wayne willfully aided and abetted and
caused Freedom One’s violations of Section 206(4) of the Advisers Act and Rule 206(4)-2
promulgated thereunder. ' ‘

39.  As aresult of the conduct described above, Wayne willfully aided and abetted and
caused Freedom One’s violations of Section 206(4) of the Advisers Act and Rule 206(4)-7
promulgated thereunder.

40.  As aresult of the conduct described above, Wayne willfully aided and abetted and
caused Freedom One’s violations of Section 204 of the Advisers Act and Rule 204-2 promulgated L
thereunder.




Undertakings

4]1.  In anticipation of the bar referenced in Sections IV.B. and IV.C, Respondent Wayne
shall, before making any reapplication for association, complete thirty (30) hours of compliance
training relating to the Advisers Act.

42. Certification of Compliance. Wayne shall certify, in writing, compliance with the
undertaking set forth above. The certification shall identify the undertaking, 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 Wayne agrees to provide such evidence. The certification and
supporting material shall be submitted to Paul A. Montoya, Assistant Regional Director, Securities
and Exchange Commission, 175 West Jackson Blvd., Suite 900, Chicago Illinois 60604, or such
other address as the Commission staff may provide, 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
undertaking.

Iv.

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

Accordingly, pursuant to Section 15(b} of the Exchange Act, Sections 203(f) and 203(k) of
the Advisers Act, and Section 9(b) of the Investment Company Act, it is hereby ORDERED that:

A, Respondent Wayne cease and desist from committing or causing any violations and
any future violations of Sections 204 and 206(4) of the Advisers Act and Rules 204-2, 206(4)-2, and
206(4)-7 promulgated thereunder.

B. Respondent Wayne be, and hereby is barred from acting as the chief compliance
officer of any broker, dealer, investment adviser, municipal securities dealer, municipal advisor,
transfer agent, or nationally recognized statistical rating organization with the right to apply for

. reentry after one (1) year to the appropriate self-regulatory organization, or if there is none, to the

Commission; and prohibited from serving or acting as the chief compliance officer for a registered
investment company or for an affiliated person of an investment adviser, depositor of, or principal
underwriter for, a registered investment company, with the right to apply for reentry after one (1)
year 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 Respondent Wayne, 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.

D. Respondent Wayne shall, within (10) days of the entry of this Order, pay a civil
money penalty in the amount of $40,000 to the United States Treasury. If timely payment is not
made, additional interest shall accrue pursuant to 31 U.S.C. 3717. Payment must be made in one
of the following ways:

(1) Respondent may make direct payment from a bank account via Pay.gov through the
SEC website at http://www.sec.gov/about/offices/ofm.htm; or

(2) Respondent may pay by certified check, bank cashier’s check, or United States postal
money order, made payable to the Securities and Exchange Commission and hand-
delivered or mailed to:

Enterprise Services Center
Accounts Receivable Branch

HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying Wayne as a
Respondent in these proceedings, and the file number of these proceedings; a copy of the cover
letter and check or money order must be sent to Paul Montoya, Assistant Regtonal Director,
Chicago Regional Office, Securities and Exchange Commission, 175 West Jackson Blvd., Suite
900, Chicago, IL 60604.

E. Respondent Wayne shall comply with the undertakings enumerated in Sections 41
and 42 above. :

By the Commission,

Elizabeth M. Murphy
Secretary

By Jill M. Petersen

[}

Assistant Secretary
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UNITED STATES OF AMERICA
. Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES ACT OF 1933
Release No. 9495 / December 13,2013

SECURITIES EXCHANGE ACT OF 1934
Release No. 71075 / December 13, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3739 / December 13,2013

INVESTMENT COMPANY ACT OF 1940
Release No. 30831 / December 13, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15249
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In the Matter of REMEDIAL SANCTIONS AND A CEASE-AND-

CRAIG BERKMAN, d/b/a DESIST ORDER PURSUANT TO SECTION 8A OF

VENTURES TRUST LLC, THE SECURITIES ACT OF 1933, SECTION 21C
. JOHN B. KERN, OF THE SECURITIES EXCHANGE ACT OF 1934,

FACE OFF ACQUISITIONS, LLC, | SECTIONS 203(f) AND 203(k) OF THE

FACE OFF MANAGEMENT, LLC, | INVESTMENT ADVISERS ACT OF 1940 AND
a/k/a FACE OFF ACQUISITIONS | SECTION 9(b) OF THE INVESTMENT
MANAGEMENT, LLC, COMPANY ACT OF 1940 AS TO CRAIG
VENTURES TRUST Il LLC, BERKMAN, D/B/A VENTURES TRUST LLC
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LLC, a/k/a VENTURES TRUST II
ASSET MANAGEMENT, LLC,
ASSENSUS CAPITAL, LLC AND
ASSENSUS CAPITAL
MANAGEMENT, LLC,
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I

On March 19, 2013, the Securities and Exchange Commission (“Commission”) instituted
public administrative and cease-and-desist proceedings pursuant to Section 8A of the Securities
Act of 1933 (“Securities Act”), Section 21C of the Securities Exchange Act of 1934 (“Exchange
Act”™), Sections 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 (“Investment Company Act”) against, among
others, Craig Berkman, d/b/a Ventures Trust LLC (“Berkman” or “Respondent”), Face Oft
Acquisitions, LLC (*Face Off Acquisitions™), Face Off Management, LLC, a/k/a Face Off
Acquisitions Management, LLC (“Face Off Management”), Ventures Trust II LLC (*“Ventures
1), Ventures Trust III LLC (“Ventures III”), Ventures Trust IV LLC (“Ventures IV”), Ventures
Trust V LLC (“Ventures V), Ventures Trust VI LLC (“Ventures VI”), Ventures Trust Asset Fund
LLC (“Ventures Asset Fund”), Ventures Trust Management LLC, Ventures Trust Asset
Management, LLC a/k/a Ventures Trust II Asset Management, LLC (Ventures Trust Management
LLC and Ventures Trust Asset Management, LLC are collectively referred to hereinafter as
“Yentures Trust Management™), Assensus Capital, LLC (“Assensus Capital”), Assensus Capital
Management, LLC (“Assensus Management”).

II.

In response to 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, Respondent consent to the Commission’s jurisdiction over him
and the subject matter of these proceedings and to the entry of this Order Making Findings and
Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to Section 8A of the
Securities Act of 1933, Section 21C of the Securities Exchange Act of 1934, Sections 203(f) and
203(k) of the Investment Advisers Act of 1940, and Section 9(b) of the Investment Company Act
of 1940 as to Craig Berkman, d/b/a Ventures Trust LLC (“Order”), as set forth below:

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

1. From approximately October 2010 through September 2012, Berkman fraudulently
raised at least $13.2 million from approximately 120 investors by selling membership interests in

! The findings herein are made pursuant to Respondent’s Offer of Settlement and is

not binding on any other person or entity in this or any other proceeding.




limited liability companies (“LLCs”) that Berkman controlled, including Face Off Acquisitions,
Assensus Capital and several LLCs with the words “Ventures Trust” in their names.

2. Berkman made material misrepresentations he knew were false to investors in three
different sets of offerings. In one set of offerings, Berkman told investors in Ventures II, 111, IV, V,
and VI (collectively, the “Ventures LLCs”) that their funds would be used to acquire highly
coveted, pre-initial public offering (“pre-IPO”) shares of Facebook, Inc., LinkedIn, Inc., Groupon,
Inc., and Zynga Inc. In another offering, Berkman told investors in Face Off Acquisitions that
their money would be used either to purchase pre-IPO shares of Facebook or to acquire a company
that held pre-IPO Facebook shares. In a third offering, Berkman told investors in Assensus Capital
that he would use their money to fund various new, large-scale, technology ventures.

3. Instead of using the investor funds to acquire pre-IPO shares or fund technology
ventures, Berkman misappropriated most of the offering proceeds. Berkman used most of the
money to make payments to investors in his earlier investment schemes and to some of the victims
of this fraud in Ponzi scheme fashion, including approximately $5.43 million to satisfy a prior
judgment against him and another $4.8 million to investors who had invested either in this pre-IPO
scheme or in other schemes. Berkman also used approximately $1.6 million to fund his own
personal expenses, including large cash withdrawals and dining and travel expenses.

4. Of the $13.2 million raised, Berkman used $600,000 to purchase a small interest in
an unrelated fund that had acquired pre-IPO Facebook stock. That purchase did not provide any of *
the Ventures LLCs, or any other company affiliated with Berkman, with ownership of Facebook
shares. Berkman and/or one of his associates nevertheless used a forged letter about that
investment o falsely represent to investors that Ventures IT owned nearly half a million shares of
Facebook stock. Upon discovering the forgery, the fund informed Berkman that it was
immediately terminating and liquidating the Ventures II interest, leaving Ventures 1I without even

©an indirect interest in Facebook shares.

SETTLING RESPONDENT

5. Berkman, age 72, is currently incarcerated in the Metropolitan Detention Center in
Brooklyn, New York. At all relevant times, Berkman controlled each of the Respondent entities..
Berkman has pleaded guilty to criminal conduct relating to the findings in this Order. .
Specifically, in United States v. Craig L. Berkman, Crim. No. 13-CR-00732 (SAS) (S.D.N.Y.)
(“Parallel Criminal Action™), Berkman pleaded guilty to violations of Section 10(b) of the
Exchange Act [15 U.S.C. §78j(b)), and wire fraud [18 U.S.C. §1343]. In connection with that
guilty plea, Berkman admitted, among other things, that:

(a) From around October 2010 through March 2013, he controlled a series of limited
liability companies that solicited money from investors. He told investors that their
investments would be used to purchase pre-IPO shares of companies, such as
Facebook, LinkedIn, Zynga and others, and they were expected to go public soon;




(b) In the course of soliciting investments, he made false statements of material fact. For
example, he knowingly over-represented the number of Facebook shares his companies
controlled; and ‘

(¢) He engaged in further fraud and deceit. He used the money invested with his
companies for purposes other than purchasing pre-IPO shares of companies, as he had
promised investors. For example, he used close to $6 million to pay creditors in a
bankruptcy proceeding.

In connection with his guilty plea in the Parallel Criminal Action, Berkman also agreed (i) to
forfeit to the United States the amount of $13,239,006; (ii) to pay restitution in the amount of
$8,435,888; and (iii) a stipulated sentencing guideline range of 97 to 121 months imprisonment
and an applicable criminal fine range of up to §5 million.

6. During the time of the events described herein, Berkman acted as an investment
adviser and was associated with multiple investment advisers, including Face Off Management,
Ventures Trust Management, Ventures Trust Asset Management and Assensus Management.

NON-SETTLING RESPONDENTS

7. Face Off Acquisitions is a Delaware LLC formed on May 24, 2011.
8. Face Off Management is a Delaware LLC formed on May 24, 2011.

9. Ventures I is a Delaware LLC formed on June 15, 2010. Ventures II purported to
have offices in Tampa, Florida, Los Angeles, California, and New York, New York. Ventures II
purported to be a private equity firm with a “unique opportunity to purchase discounted shares of
Facebook.” The majority of the investor funds at issue were deposited into Ventures II bank
accounts and comingled with investor funds initially deposited into accounts held in the names of
the other Ventures LLCs. ‘

10.  Ventures Trust Asset Management is a Delaware LLC formed on March 7, 2007.
Berkman owns or owned 100% of the membership interests of Ventures Trust Asset Management.

11. Ventures Trust Management is a Delaware LLC formed on August 8, 2011.

12.  Ventures IT is a Delaware LLC formed on December 28, 2010. Ventures III
purported to have offices in Los Angeles, California. It purported to be a private equity firm with a
“unique opportunity to purchase discounted shares™ and whose “first investment will be made in
LinkedIn.”

13. Ventures IV is a Delaware LLC formed on January 27, 2011, Ventures [V
purported to have offices in Los Angeles, California. Ventures IV purported to be a private equity
firm with a “unique opportunity to purchase discounted shares,” whose “first investment will be
made in Groupon.” Ventures IV holds a bank account through which Berkman funneled investor




funds and whose title is “Ventures Trust IV Groupon.” Berkman is listed as a signatory on the
bank account,

14.  Ventures V is a Delaware LLC formed on January 27, 2011. It also holds a bank
account through which Berkman funneled investor funds.

15.  Ventures VI is a Delaware LLC formed on January 27, 2011. It similarly holds a
bank account through which Berkman funneled investor funds.

16.  Ventures Trust Asset Fund is a State of Washington LLC formed on January 11,
2007. A portion of the misappropriated investor funds at issue were transferred to Ventures Trust
Asset Fund.

17.  Assensus Capital is a Delaware LLC formed on July 14, 2011. Assensus Capital
purported to have offices in Tampa, Florida and New York, New York. It purported to be a private
equity firm focused on “funding affiliated, groundbreaking companies in surgical technology fields
and in the forefront of a new generation of nuclear power plant design.”

18.  Assensus Management is a Delaware LLC formed on July 14, 2011. It purported
to serve as Assensus Capital’s Managing Member and to be “responsible for the sourcing,
structuring and oversight of the portfolio investments.”

19.  John B. Kern (“Kem™), age 49, resides in Charleston, South Carolina. Kern is an
attorney licensed to practice law in South Carolina and also has an office in the Republic of San
Marino. Kern is or was Ventures II’s general counsel and Face Off Acquisitions’ general counsel.
Kern represented Ventures II in the staff’s investigation of this matter.

OTHER RELEVANT PERSONS AND ENTITIES

20. The Manager, age 49, resides in Encinitas, California. At all relevant times, the
Manager managed and provided “day-to-day leadership” for the respective managing members of
Face Off Acquisitions, Ventures Trust, and Assensus Capital.

21.  Actual Facebook Funds are two single-purpose, pooled investment vehicles
associated with a registered broker-dealer in New York City. The two Actual Facebook Funds
both held pre-IPO Facebook stock during the relevant period.

22.  Actual Facebook Fund 2 is a Delaware LLC (unrelated to the Actual Facebook
Funds) formed to acquire pre-IPO securities of Facebook. Actual Facebook Fund 2 held only pre-
TIPO Facebook stock during the relevant period.




FACTUAL BACKGROUND

Berkman’s Prior Securities Violations and Bankruptcy

23."  In 2001, the Oregon Division of Finance and Securities issued a cease-and-desist
order against Berkman for offering and selling convertible promissory notes without a brokerage
license to Oregon residents between 1983 and 1997. Berkman received a $50,000 fine.

24, In June 2008, an Oregon jury found Berkman liable in a private action for breach of’
fiduciary duty, conversion of investor funds, and misrepresentation to investors, among other
things, arising from Berkman’s involvement with a series of purported venture capital funds
known as Synectic Ventures (collectively “Synectic”). Berkman’s improper use of Synectic funds
included more than $5 million in purported “personal loans™ and the misuse of investor funds to
cover personal expenses and execute personal stock purchases. The court entered a $28 million
judgment against Berkman (“2008 Oregon Judgment™).

25.  InMarch 2009, Synectic filed an involuntary Chapter 7 bankruptcy petition against
Berkman in the Middle District of Florida alleging that he owed more than $15.4 million in unpaid
debts arising from the 2008 Oregon Judgment. On August 11, 2010, the court entered three
judgments against Berkman totaling nearly $15 million, plus 9% interest and costs, deemed non-
dischargeable in bankruptcy.

26.  The parties to the bankruptcy proceeding then reached a settlement in which
Berkman was required to pay $4.75 million in seven installments, beginning on November 30,
2010. After making the first four payments, totaling $1.5 million, Berkman failed to make the fifth
payment, duc on March 17, 2011. He defaulted on several subsequent revised payment schedules,
which also included 5% annual interest. The Chapter 7 Trustee recommenced adversary
proceedings, leading to a further revised settlement agreement with a final payment date of May
- 11, 2012. On May 9, 2012, Berkman paid the remaining balance of more than $3.2 million and the
pending adversary proceedings against him were dismissed with prejudice.

27.  Asdetailed below, Berkman used a substantial part of the proceeds of his pre-IPO
offering fraud (and none of his own money) to pay the Florida bankruptcy claims,

The Ventures Fraud

28.  From approximately October 2010 through February 2012, Berkman and the
Manager made numerous misrepresentations to Ventures LLC investors when offering and selling
membership interests in the various Ventures LLCs, both orally and in writing, including in the
formal offering documents. ' '

29.  Berkman and the Manager falsely told investors that each of the Ventures LLCs
would use their funds to acquire highly coveted, pre-IPO shares in one or more social media
companies that were planning IPOs at the time, including Facebook, LinkedIn, Groupon or Zynga.
For example, Berkman and the Manager falsely told certain investors that Ventures II was going to
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purchase pre-IPO Facebook shares and falsely told other investors that Ventures 11 had already
purchased such shares.

30.  Berkman and the Manager sent prospective investors offering documents that
contained a host of materially false statements.

31.  Berkman and the Manager provided investors with at least three different versions
of a private placement memorandum (“Memorandum™) for Ventures II and other formal offering
materials, all of which contained false statements about acquiring Facebook shares. For example,
Berkman provided a February 2012 Ventures II Memorandum to at least one potential investor,
and the Manager provided Memoranda dated November 2010 and September 2011 to other
investors. These Memoranda all represent that “investment proceeds will be used to purchase
Facebook shares” and that “Facebook shares will be purchased” at various prices per share.

32.  Berkman and the Manager also provided investors with the Ventures II operating
agreement, which states that “the purpose of the Company is to acquire Facebook stock.” Both
Berkman and the Manager signed Ventures LLC membership certificates falsely stating that the '
investor is a “registered holder of one unit invested in Facebook.” The Manager provided these
certificates to investors.

33.  Berkman signed letters to Ventures II investors acknowledging receipt of their
investment proceeds and falsely stating, among other things, that the “investment was used to
purchase . . . shares of Facebook stock at a cost basis of [a certain amount} per share.” In addition,
Berkman signed Ventures II “Quarterly Reports™ and a “Letter of Ownership,” which the Manager
provided to investors, falsely stating that their Ventures II investment purchased a specific number
of shares of pre-IPO Facebook shares at a specific price. The Manager further provided mnvestors
with a Ventures I “Facebook Opportunity Fund Overview,” which falsely stated that their
“investment is solely allocated to the purchase of Facebook stock.”

34.  Berkman also lied to Ventures II investors about the annual interest rate they would
receive. The Ventures IT Memoranda and other documents represented that members “will receive
a 5% annual simple interest return on the investment until 100% of their principal and accumulated
interest has been returned.” Berkman signed a quarterly report falsely stating that the value of the
investment had increased, apparently due to the 5% annual interest. Berkman had the Manager
give the quarterly report to Ventures Il investors.

35. Berkman knew all of these statements were false, because he knew that none of the
Ventures LLCs owned pre-IPO Facebook, LinkedIn, Groupon or Zynga shares and because he was
personally misappropriating the investors’ funds.

36. In late 2010, Ventures II used $600,000 of investor funds to acquire an interest in
the Actual Facebook Funds. This acquisition did not entitle Ventures II to the ownership of
Facebook shares owned by the Actual Facebook Funds, but it did entitle Ventures I to an
approximately 3.19% interest in the Actual Facebook Funds. At most, Ventures 1I’s $600,000



interest in the Actual Facebook Funds represented an indirect interest equivalent to approximately
22,253 shares of Facebook.

37. In September 2011, Kemn asked the Law Firm, counsel to the Actual Facebook
Funds, for a letter on the firm’s letterhead describing Ventures II’s interest in the Actual Facebook
Funds and Facebook. In response, an associate at the Law Firm sent a letter with his signature to a
purported Ventures II office in Manhattan at an address Kern provided. The letter, dated October
19, 2011, was addressed to Berkman and the Manager. The letter accurately stated that Ventures II
held a 3.1899% interest in the Actual Facebook Funds and that the Actual Facebook Funds held an
unspecified amount of Facebook shares. The letter did not state that Ventures II actually owned
any Facebook shares. '

38.  The letter was subsequently altered with Berkman’s participation, knowledge and
consent. The altered version was dated February 22, 2012. It was printed on the Law Firm’s
letterhead and bad a forged version of the Law Firm associate’s signature on it. The letter falsely
represented that the Actual Facebook Funds “ha[ve] allocated 497,625 shares of Facebook, Inc. in
Ventures Trust IT LLC[’s] capital account.”

39.  Inor prior to February 2012, a prospective investor, who happened to be a
securities attorney, asked the Manager for some assurance that Ventures II had acquired the pre-
PO Facebook shares that the Manager had claimed it acquired. In approximately February 2012,
the Manager showed the forged letter to the investor, who then invested $108,000 in Ventures I1.
* The Manager refused to let the investor retain a copy of the letter.

40.  On February 27, 2012, the Manager sent an email to another prospective investor
with a copy of the forged letter attached.

41,  OnMarch 1, 2012, the Law Firm wrote a letter addressed to Berkman and the
Manager. The letter enclosed a copy of the forged letter and stated that the forged letter
“constitutes a fraudulent misrepresentation of your participation and interest in” the Actual
Facebook Funds, “since your investment represents only 22,253 shares of Facebook, Inc. stock.”
The letter continued: “[The forged letter] was not drafted, executed or distributed by this law firm,
is an unlawful and unauthorized use of this law firm’s name and letterhead and contains a forged
signature of an attorney at this law firm.” The letter further informed Berkman and the Manager
that “[yJour misconduct is consistent with a general pattern of deceit” and therefore that Ventures
II’s interest in the Actual Facebook Funds “is hereby terminated effective as of the dates of your
initial investments.” ’

-

42, On March 9, 2012, Kern, “as counsel to Ventures [I],” wrote back to the Law
Firm. Kern’s letter claimed that Ventures 11 “is the victim of some other party’s fabrication of the
letter” and “we do not know t