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I.

INTRODUCTION

William Scholander ("Scholander") and Talman Harris ("Han-is") (collectively,
"Movants"), by and through their undersigned counsel, hereby request by motion an order
staying the enforcement of sanctions imposed by the National Adjudicatory Council ("NAC"),
which permanently barred the Movants from associating with any Financial Industry Regulatory
Authority ("FINRA") member firm in any capacity. Movants have filed an appeal to the United
States Securities and Exchange Commission ("SEC" or "Commission").
Movants are seeking the SEC's review of the NAC's incorrect conclusion as to a
novel question of law: whether a registered representative commits fraud when accepting
compensation from an issuer of securities, which is neither transaction-based in any way nor due
to the recommendation of a particular stock, and not disclosing that compensation when selling
the issuer's securities months later. No prior decision has ever held that such a situation is fraud,
and indeed, no one, including the securities lawyer representing the broker-dealer with which
Movants were affiliated, First Merger Capital, Inc. ("First Merger"), and First Merger's Chief
Compliance Officer himself, apparently believed that the compensation needed to be disclosed.
Neve11heless, the NAC found that Movants had committed fraud and barred them from
associating with any member firm, thus stripping them of their livelihood and leading to the
appeal and the present motion.
As described more fully below, Movants are likely to succeed on the merits of
their appeal because the NAC's decision incon-ectly concluded that Movants violated Section
1O(b) of the Securities Exchange Act (the "Exchange Act"), Rule 1Ob-5 thereunder, and FINRA
Rules 2020 and 2010. Rather, Movants did not violate these provisions because Movants had no

duty to disclose the payment received from Deer Consumer Products, Inc. ("Deer"), 1 and even if
they did have a duty to do so, they did not have the requisite scienter in failing to disclose it.
Without relief, immediate and irreparable harm will be inflicted upon Movants
and their employees as Movants will be permanently barred from associating with any member
firm, resulting in significant financial and reputational loss. Moreover, those associated with the
New York branch office of Radnor Research & Trading Co. ("Radnor Research"), which
Movants opened, will also be irreparably harmed as they will likely no longer have employment
because Movants had the most significant client base and gross production of any of the
registered representatives with Radnor Research and also paid for all of the expenses for the New
York branch office. Furthermore, the public interest will not be harmed, and will instead be
served, by granting the stay. For all of these reasons, and as described more fully below, the
enforcement of sanctions imposed by the NAC should be stayed.
II.

BACKGROUND

Scholander and Harris were registered with Seaboard Securities, Inc. (" Seaboard
Securities") as general securities representatives from March 2009 to February 2010 and from
May 2009 to February 2010, respectively. (FINRA Dep't of Enforcement v. Scholander et al., at
p. 1 (NAC Dec. 29, 2014) (the "NAC Decision"), a copy of which is attached hereto as Exhibit
1). From February 2010 through March 2011, Scholander and Harris were registered with First
Merger as general securities representatives.2 (Id.)

For purposes of this motion only, and without admitting or denying any of the NAC's factual findings, Movants
are assuming all of the NAC's factual findings as true because it does not alter the applicable legal conclusions.
That is, even if the factual findings were accurate, the NAC incorrectly found that Movants violated Section IO(b) of
the Securities Exchange Act of 1934, Rule IOb-5 thereunder, and FINRA Rules 2020 and 2010.

2

Harris was also registered as an investment banking limited representative and, during his final month with First
Merger, as a general securities principal, and beginning in March 2010, Scholander was also registered as an
investment banking limited representative. (NAC Decision, at 1).

2

On January 31, 2012, FINRA' s Department of Enforcement ("Enforcement")
filed a complaint against Movants, alleging that Movants violated (a) Section 10(b) of the
Exchange Act, Rule 1Ob-5 thereunder, and FINRA Rules 2020 and 20 I 0 by failing to disclose to
their customers that Deer Consumer Products, Inc. ("Deer") had paid Movants $350,000 months
earlier (the "Deer Payment"); (b) NASD Rule 3030 and FINRA Rule 2010 by engaging in
outside business activities due to the Deer Payment but failing to disclose in writing to Seaboard
Securities; and (c) NASD Rule 3110 and FINRA Rule 2010 by causing the books and records of
First Merger to be false and misleading in not reflecting actual commission payments to
individual representatives.
A Hearing Panel heard this matter on January 29-31, 2013. On August 16, 2013,
the Hearing Panel issued a decision, finding that (a) Movants violated the anti-fraud provisions
and should be barred from being associated with any member firm; (b) Movants engaged in
outside business activities without providing prompt written notice to Seaboard Securities, but
not imposing any sanctions in light of the bars; and (c) Movants did not commit a books and
records violation.
Movants filed an appeal with the NAC, and the NAC issued its decision on
December 29, 2014. The NAC decision affinned the Hearing Panel' s findings and sanctions.
The NAC made the following factual findings:
•

In November 2009, while associated with Seaboard Securities,
Movants received the Deer Payment for advisory services,
which they spent in furtherance of a plan to acquire a broker
dealer, First Merger. (NAC Decision, at 1).

•

Movants provided "certain advisory services" for the Deer
Payment, "albeit very limited ones[, . . . ] including advice
provided by Scholander during his trip to China and opinions
provided by Scholander and Harris during their participation on
conference calls." (Id. at 14)
.
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•

There was no testimony "that the advisory services were
related in any way to sales of Deer stock." (Id. at 23).

•

From February 2010 through November 2010, Movants sold
$961,825 of Deer securities to customers while associated with
First Merger, generating $13,700 in gross commissions to
Movants. (Id. at 1, 11).

•

Movants did not disclose that they had received the Deer
Payment to their customers. (Id. at 1).

The NAC used these facts to detem1ine "whether [ Movants' ] failure to disclose the $350,000 fee
and their business relationship with Deer was a fraudulent omission of material fact." (NAC
Decision, at 1). The NAC found that Movants violated the anti-fraud provisions and permanently
barred the Movants from associating with any member firm. (Id. at 33). 3
Movants have appealed the NAC' s decision to the SEC. Movants also move for a
stay of the sanctions imposed in the NAC' s decision - namely the bar of Movants from being
associated with any member firm- because (a) Movants are likely to succeed on the merits of
their appeal to the SEC; (b) Movants and those currently associated with Radnor Research' s New
York branch office will likely suffer irreparable harm if the stay is not granted; and (c) the public
interest will not be ham1ed and will be served by granting the stay.
III.

LEGAL DISCUSSION

The SEC has the authority to stay an action by a self-regulatory organization.
SEC Rule of Practice 401 (d)(l ) A stay may be entered summarily without notice nor an
.

opportunity for a hearing. SEC Rule of Practice 40 I (d)(2). In determining whether to issue a
stay under Rule 401(d), the SEC is to consider (1) whether there is a strong likelihood that the
movant will succeed on the merits of its application for review, (2) whether, absent a stay, the

The NAC also found that Movants committed an outside business activities violation under Rules 3030 and
2010, but although it deemed a fine of $15,000 and a three-month suspension appropriate, it did not impose these
sanctions due to the bar imposed for the violation of the anti-fraud provisions. (NAC Decision, at 3 3 ).
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movant will suffer irreparable inj ury, (3) whether there will be substantial harm to the public if
the action is stayed, and (4) whether staying the action will serve the public interest. In re
Intelispan, Inc., Release No. 42738, at 2 (SEC May I , 2000) (citing Rules of Practice, 60 Fed.
Reg. 32,738, 32,772 (1995) (comment to Rule of Practice 401)). "Whether a stay is appropriate
turns on a balancing of the strength of the requesting party's arguments in each of the four areas.
. . . If the arguments for one factor are particularly strong, a stay may be appropriate even if the
arguments on the other factors are less convincing. " In re: American Petroleum Institute, et al.,
Order Denying Stay, Release No. 68197 (SEC Nov. 8, 2012) (internal quotations and citations
omitted); see also Intelispan, at 2 ("The other factors that we consider in granting a stay, i.e.,
substantial harm to the public if we stay the removal or irreparable harm to Intelispan if we fail
to grant a stay, are not as compelling in this case. We need not find all four factors in equal
proportions, however, in order to grant a stay. A high probability of success on the merits
coupled with a lesser showing of irreparable harm is often enough to grant a stay."). Here, a stay
of the bar of Movants imposed by the NAC should be granted because each of the four factors
supports the granting of the stay and Movants' arguments with respect to their likelihood of
success on the merits are particularly strong.
A.

Movants Are Likelv to Succeed on the Merits

Pursuant to Exchange Act Section 19(e)(1), in reviewing the decision of a selfregulatory organization ("SRO") in a disciplinary action, the SEC must conduct an independent
review of the record and apply a preponderance of the evidence standard to "determine whether
the aggrieved person engaged in the conduct found by the SRO, whether such conduct violated
the securities laws or SRO rules, and whether those rules are, and were applied in a manner,
consistent with the purposes of the Exchange Act." 15 U. S.C. § 78s(e); In re : Application of
Blair Alexander West, Release No. 74030 (SEC Jan. 9, 2015). Under Exchange Act Section
5

19(e)(2), the SEC will not sustain a sanction imposed by FINRA if the sanction is excessive or
oppressive or imposes an unnecessary or inappropriate burden on competition. As part of this
review, the SEC considers any aggravating or mitigating factors and whether the sanctions
imposed by FINRA are remedial and not punitive. See In re: Application of John Joseph
Plunkett, Release No. 73124 (SEC Sept. 16, 2014).
Under these standards, the SEC' s review of the NAC' s decision to bar Movants
from the industry is likely to result in a favorable outcome for Movants because Movants did not
violate Rule 10b-5. Contrary to the NAC's holding, Movants had no duty to disclose the Deer
Payment and thus did not commit any fraudulent omission in connection with the purchase or
sale of Deer securities, and Movants also did not have the requisite scienter. To the extent the
SEC would determine that a violation of the anti-fraud provisions did occur, however, the
sanction imposed - a permanent bar from the industry - is excessive, unwarranted, and punitive,
not remedial.
1.

Movants Did Not Violate the Anti-Fraud Provisions

Section 10(b) of the Securities Act of 1934, 15 U. S.C. § 78j (b), and Rules l Ob-5
and 10b-10, 17 C.F.R. 240.10b-5 and 240.10b-10, promulgated thereunder, prohibit fraudulent
activities in connection with the purchase or sale of securities. Section 1O(b) provides that:
It shall be unlawful for any person, directly or indirectly, by the
use of any means or instrumentality of interstate commerce or of
the mails, or of any facility of any national securities exchanges

(b) To use or employ, in connection with the purchase or sale of
any security registered on a national securities exchange or any
security not so registered, any manipulative or deceptive device or
contrivance in contravention of such rules and regulations as the
Commission may prescribe as necessary or appropriate in the
public interest or for the protection of investors.
6

SEC Rule 1Ob-5, promulgated pursuant to section 1O(b ), more specifically delineates what
constitutes a "manipulative or deceptive device or contrivance." See 17 C.F.R. § 240.1Ob-5. To
find a violation under Rule 1Ob-5 for an omission, the regi stered representative must have
"omit[ ted] to state a material fact necessary in order to make the statements made, in the light of
the circumstances under which they were made, not misleading, . . . in connection with the
purchase or sale of any security." Id. § 240.10b-5(b). For the reasons described below, Movants
did not commit a securities fraud violation under Section 1O(b) of the Exchange Act and Rule
1Ob-5 and will likely prevail in their appeal to the SEC.
a.

Movants Had No Duty to Disclose the Deer Payment

To establish liability under Section 10(b) of the Exchange Act, and Rule 10b-5,
Enforcement needed to demonstrate that, among other things, Movants "made a material
misrepresentation, or a material omission if the [ Movants] had a duty to speak." SEC v. First
Jersey Sec. , Inc., 101 F.3d 1450, 1467 (2d Cir. 1996); see also U. S. v. Skelly, 442 F.3d 94, 97
(2d Cir. 2006) (stating that, under Rule 1Ob-5, "a seller or middleman may be liable for fraud if
he lies to the purchaser or tells him misleading half-truths, but not if he simply fails to disclose
information that he is under no obligation to reveal"). Here, there was no allegation (or finding)
that a misrepresentation occurred, and the Movants had no duty to speak regarding the Deer
Payment.
As a general matter, "a registered representative is under no inherent duty to
reveal his compensation," and he must reveal the compensation only if he has a "fiduciary duty"
to the customer. Skelly, 442 F.3d at 97-98; see also U.S. v. Chestman, 947 F.2d 551, 565 (2d
Cir.1991) (stating that, generally, a duty to speak is a duty that arises from a fiduciary
relationship). There is no general fiduciary duty in an ordinary broker/customer relationship.
Skelly, 442 F.3d at 97-98; see also U.S. v. Wolfson, 642 F.3d 293, 295 (2d Cir. 2011). In Skelly,
7

the Second Circuit explained that "a relationship of trust and confidence does exist between a
broker and a customer with respect to those matters that have been entrusted to the broker,"
including where "a broker has discretionary authority over the customer's account" or in
"particular factual circumstances [that] may serve to create a fiduciary duty between a broker and
his customer even in the absence of a discretionary account." 442 F.3d at 97-98. Here, the NAC
made no finding that Movants were acting as fiduciaries, and thus, they had no duty to disclose
the Deer Payment as compensation to their customers as a general matter.
In concluding that a violation occurred despite the lack of a fiduciary duty, the
NAC states that "numerous cases hold that, on a transaction by transaction basis, a broker has a
duty to disclose material facts when selling securities to a prospective investor." (NAC
Decision, at p. 24 (quoting Chiarella v. United States, 445 U. S. 222, 230 (1980))). While that is
true to a certain extent, the NAC failed to recognize the limited nature of the scope of that duty.
Indeed, "[t]he cases that have recognized the fiduciary relationship as evolving simply from the
broker-client relationship have limited the scope of the fiduciary duty to the

narrow task of

consummating the transaction requested." Press v. Chemical Investment Services Corp., 166
F.3d 529, 536 (2d Cir. 1999) (emphasis added). In Press, the Second Circuit held that the
information to be provided to the "narrow task" of "consummating the tran saction" is limited to
the "information relevant to the affairs that have been entrusted" to the representative, but
explained that question can be difficult to answer. Id. "S ome information borders on
insignificant minutia, the omission of which could never be actionable for fraud. Some
information is clearly significant and must be disclosed accurately. Some information, however,
falls into a grey area of possible insignificance and possible significance." Press, 166 F.3d at
536.

8

Information necessary to the "narrow task" of completing the transaction that is
"clearly significant" and must be disclosed include excessive charges to the customer with
respect to that particular transaction and excessive, additional funds paid to the broker or the fitm
for engaging in that particular transaction. See, e.g., Wolfson, 642 F.3d at 294 (requiring
disclosure where brokers received "exorbitant" commissions in exchange for selling securities
for prices "far above" actual value); U.S. v. Santoro, 302 F.3d 76, 80-81 (2d Cir. 2002)
(requiring disclosure where broker received 30% gross commission on specific sales); U.S. v.
Szur, 289 F.3d 200, 212 (2d Cir. 2002) (requiring disclosure where brokers received 45-50%
commissions on all sales of a specific company's stock). Indeed, all of the cases cited by the
NAC fall into this category - excessive charges to the customers or additional funds to the
registered representative that were tied to the particular transaction at issue.4

4

See Affiliated Ute Citizens of Utah v. U.S., 406 U.S. 128, 153 (1972) (defendants violated anti-fraud provisions
by failing to disclose that they were market makers because the sellers had the "right to know that the defendants
were in a position to gain financially from their sales and that their shares were selling for a higher price in that
market"); Chasins v. Smith. Barney & Co., Inc., 438 F.2d 1167, 1171-72 (2d Cir. 1970) (broker-dealer violated
anti-fraud provisions by failing to disclose its market making role in three securities recommended to customer
because the broker-dealer could "well be caught in either a 'short' position or a 'long' position in a security, because
of erroneous judgment of supply and demand at given levels, [and i]f over supplied, it may be to the interest of a
market maker to attempt to unload the securities on his retail clients"); SEC v. Hasho, 784 F. Supp. 1059, I l l 0
(S.D.N.Y. 1992) (defendants violated anti-fraud provisions by misrepresenting that they would receive no
commissions for the transactions at issue and then failing to disclose "the amount of commissions that they were
earning on customer purchases of in house stocks" because "[m]isrepresenting or omitting to disclose a broker's
financial or economic incentive in connection with a stock recommendation constitutes a violation of the anti-fraud
provisions"); In re: Richmark Capital Corp., 57 S.E.C. I, 9, II (2003) (registered representatives violated anti-fraud
provisions by failing to disclose that they (I) were selling their own shares of a corporation while concurrently
recommending that their customers buy the stock; and (2) had an investment banking agreement with the same
corporation that provided a monthly retainer plus financial incentives for selling certain numbers of shares on a
monthly basis); In re: Kevin D. Kunz, 55 S.E.C. 551, 2002 WL 54819 (2002) (registered representative violated
anti-fraud provisions in selling partnership interests in private placements for a corporation by failing to disclose that
he had recently been employed by the corporation, and the corporation had paid for him to establish his own broker
dealer for the sole purpose of acting as the selling agent or underwriter for the private placements at issue), aff'd, 64
F. App'x 659 ( l Oth Cir. 2003 ); Dep't of Market Regulation v. Burch, Complaint No. 2005000324301, at 12 (FINRA
NAC July 28, 20II) (registered representative violated anti-fraud provisions when, only hours after his wife had
purchased 50,000 shares of a company that had "no material business operations or assets," he recommended that
his customers purchase shares of it, and then his wife sold her shares immediately after the price of the shares had
risen); Dep't of Market Regulation v. Jaloza, Complaint No. 2005000127502, at 8 (FINRA NAC July 28, 2009)
(registered representative violated anti-fraud provisions when he failed to disclose to his customers the broker-dealer
with which he was associated "had agreed to make a market" for the patiicular stock involved in the transactions and

9

In instances that fall into the "grey area," there is no duty to disclose. See Press,
166 F.3d at 532-33, 534-37 (concluding that a $158 mark-up on a T-bill valued at $102,000 at
maturity was information that fell within the "grey area" because there was no per se mle
requiring all mark-ups to be disclosed, and thus, there was no duty to disclose it); cf. U.S. v.
Szur, 289 F.3d 200, 211-12 (2d Cir. 2002) ("It is not always easy to determine what information
is 'relevant to the affairs that [have] been entrusted to [the broker]' and thus must be disclosed.").
Here, there was not a single finding tying the sales of the Deer securities to any
excessive charges to the customers or excessive, additional funds being paid to the Movants.
According to the NAC, in November 2009, while associated with Seaboard Securities, Movants
received the Deer Payment, which they spent in furtherance of a plan to acquire a broker-dealer,
First Merger; then, several months later, Movants sold shares of Deer to their customers. (NAC
Decision, at 1 ). The NAC expressly stated that there was no testimony "that the advisory
services [for which the Deer Payment was made] were related in any way to sales of Deer stock."
(Id. at 23). Thus, the only payment that Movants ever received from Deer carne before the sales
at issue, and Enforcement offered no evidence that the payment was made in exchange for
recommendations to purchase Deer securities. Therefore, there was no evidence (or factual
finding) linking the transactions to the Deer Payment, and as a result, Movants had no duty to
disclose the Deer Payment to their customers. 5

"had taken a significant position in the stock") which Fiore sought to sell into the market); cf In re: Richard H.
Morrow, 53 S.E.C. 772, 78 I -84 (1998) (registered representative violated Securities Act Section 17(a)(2) because,
in recommending securities via a private placement, he failed to disclose that he would receive an "8% selling
commission " and a "I0% back end equity kicker fee," which would entitle the representative to a portion of the
profit of the eventual sale of the property acquired in the private placement, and which would "have an effect on the
ultimate profitability of the clients' investment in the partnership").
5

Nor was there evidence or a factual finding that there were excessive charges to Movants' customers based on
the shares of Deer that Movants recommended. Indeed, the sales of Deer securities from February 2010 through
November 2010 generated only $13, 700 in gross commissions to Movants. (Id. at I, 11)
.
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b.

Movants Did Not Have the Requisite Scienter

In addition to proving a duty to disclose the Deer Payment, Enforcement must
show that Movants had "a mental state embracing intent to deceive, manipulate, or defraud" in
order to satisfy the scienter requirement under Section 1O(b) of the Exchange Act and Rule 1Ob
5. Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 319 (2007). Generally, 6 scienter
may be established by showing recklessness. Id. at 319 n.3. Under almost all interpretations,
"reckless conduct" is defined as:
[A] highly unreasonable omission, involving not merely simple, or
even inexcusable negli gence, but an extreme departure from the
standards of ordinary care, and which presents a danger of
misleading buyers or sellers that is either known to the defendant
or is so obvious that the actor must have been aware of it.
Sundstrand Corp. v. Sun Chemical Corp., 553 F.2d 1033, 1045 (7th Cir. 1977) (emphasis
added).7
This definition of recklessness "is equivalent to wilful fraud." Id.; see also
Ottmann v. Hanger Orthopedic Group, Inc., 353 F.3d 338, 343-44 (4th Cir. 2003) (citing
Nathenson v. Zonagen Inc., 267 F.3d 400, 408 (5th Cir. 2001)) (noting that the reckless conduct
must be "a slightly lesser species of intentional misconduct"). Requiring a "highly unreasonable
omission" and an "extreme departure" that "is equivalent to wilful fraud" also compmis with the
Supreme Court' s observation that "[t]he words 'manipulative or deceptive' used in conj unction
with 'device or contrivance' strongly suggest that [Section] lO(b) was intended to proscribe

6

The Supreme Court has expressly declined to decide whether and when recklessness satisfies the scienter
requirement under Section IO(b) of the Exchange Act and Rule IOb-5. See Tellabs, 551 U.S. at 3 19 n.3.

7

See also City of Dearborn Heights 345 Police & Fire Ret.Sys. v. Waters Corp., 632 F.3d 751, 757 (1st Cir.
2011); Gebhart v. SEC, 595 F.3d 1034, 1041-42 (9th Cir. 2010); South Cherry St.. LLC v. Hennessee Grp. LLC,
573 F.3 d 98, I09 (2d Cir. 2009); Flaherty & Crumrine Preferred Income Fund. Inc. v. TXU Corp., 565 F.3 d 200,
207 (5th Cir. 2009); Institutional Investors Grp. v. Avava. Inc., 564 F.2d 242, 267 n.42 (3d Cir. 2009).
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knowing or intentional misconduct." Ottmann, 353 F.3d at 343-44 (quoting Ernst & Ernst v.
Hochfelder, 425 U.S. 185, 197 (1976)).
Here, the failure to disclose the Deer Payment was not a "highly unreasonable
omission." To the extent the SEC would find that there was a duty to disclose requiring a
scienter analysis, the duty could fall, at most, in a "grey area" of the l aw, and thus, the omission
simply could not be an "extreme departure from the standards of ordinary care" such that
scienter is met. See Sundstrand, 553 F.2d at 1045. The omission here is all the more reasonable,
and not "unreasonable," let alone "highly unreasonable," considering that no one at First Merger
or acting on behalf of First Merger who was aware of the fee - which included a securities
l awyer and the Chief Compliance Officer ("CCO") at the firn1 who held a Series 24 license and
was also the supervisor of the trades - thought that it needed to be disclosed.8 Fmihermore, the
fact that Movants did not attempt to conceal the Deer Payment in any way, as evidenced by the
CCO's (as well as others') knowledge of it, demonstrates that this was not "reckless conduct"
that was "equivalent to wilful fraud." Rather, this is a case where either there was no duty to
disclose or the duty is in such a "grey area" of the law that no one understood that it needed to be
disclosed, not a case where there was some "contrivance" in an "intent to deceive, manipulate, or
defraud."
Based on the foregoing, Movants' conduct was not a "highly unreasonable
omission" equivalent to "wilful fraud" or "intentional misconduct," and thus, Enforcement did
not demonstrate that the scienter requirement was met under the anti-fraud provisions.

See Dep't of Enforcement v. Scholander et at., Hearing Tr. (Gearty) at 465, 500-0 I, 629-30 (Jan. 30, 2013 ),
attached hereto as Exhibit 2; RX-069 at I0-11, attached hereto as Exhibit 3; see also James Altschul, A WC No.
2009019108904, at *2 (FINRA Dec. 21, 20 11).
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2.

Even If Movants Did Violate the Anti-Fraud Provisions, the Sanctions
Imposed Were Excessive, Oppressive, and Punitive, Not Remedial

Under Exchange Act Section 19(e)(2), the SEC will not sustain a sanction
imposed by FINRA if the sanction is excessive or oppressive or imposes an unnecessary or
inappropriate burden on competition. As part of this review, the SEC considers any aggravating
or mitigating factors and whether the sanctions imposed by FINRA are remedial and not
punitive. See In re: the Application of John Joseph Plunkett, Release No. 73124 (Sept. 16,
2014).
As described above, Movants did not violate the anti-fraud provisions. As a result,
the NAC should not have imposed any sanctions at all against Movants for this cause of action,
let alone a bar from associating with any member firm. Therefore, the SEC should stay the bar
imposed against Movants at this time and dispose of it entirely at the time of the appeal.
Even if the SEC were to determine that Movants did commit a violation of the
anti-fraud provisions on appeal, a permanent bar from associating with any member firm is
excessive, oppressive, and draconian. Under the FINRA Sanction Guidelines, for reckless or
intentional misconduct, the Guidelines recommend that adjudicators consider imposing a fine
between $10,000 to $100,000, a suspension in any or all capacities of 10 business days to two
years, and in egregious cases, a bar. See FINRA Sanction Guidelines, at 88.9
Here, a bar is unwarranted and excessive given that, at most, any violation would
fall within a "grey area" of the law and was not egregious as found by the NAC. (See NAC
Decision, at 31) Furthermore, the NAC improperly found several aggravating factors applied
.

9

Although the Sanction Guidelines describe lower sanctions for "negligent conduct, " a finding of a violation
under Section 1 O(b) or Rule IOb-5 requires a finding of at least reckless conduct. See FINRA Sanction Guidelines,
at 88.
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and did not give adequate consideration to the many mitigating factors at issue here, including,
but not limited to: (1) Movants' lack of prior disciplinary actions, see FINRA Sanction
Guidelines, Principal Consideration No. 1; (2) the alleged violations all stem from a single,
i solated incident, i.e., the Deer Payment, see id., Principal Consideration Nos. 8, 9; (3) Movants
did not conceal the Deer Payment from anyone, see id., Principal Consideration No. 10; (4)
neither Movants' customers nor the investing public were injured, see id., Principal
Consideration No. 11; (5) at most, Movants' conduct was negligent, not reckless, see id.,
Principal Consideration No. 13; and (6) Movants did not fail to disclose the Deer Payment
"notwithstanding prior warnings from FINRA, another regulator, or a supervisor . . . that the
conduct violated FINRA rules or applicable securities laws or regulations," see id., Principal
Consideration No. 15.
Furthermore, the NAC' s decision itself demonstrates that a bar of Movants is both
excessive and oppressive. The NAC claims that In re: Kevin D. Kunz, 55 S.E.C. 551, 2002 WL
54819 (2002), is a "relevant analogy" to the present case. (NAC Decision, at 21.) In that case,
however, despite having several violations in addition to a fraudulent omission regarding the
benefits received by the representative for the transactions at issue, 10 the sanctions were far more
minimal than the sanctions at issue here. Kunz, 2002 WL 54819, at * 1. In fact, the
representative (who was also a principal and arguably should have had extensive knowledge
regarding the underlying securities laws at issue) was fined only $5,000 individually and was

10

The SEC found that the registered representative had committed the following violations: ( I) made material
misrepresentations in violation of the anti-fraud provisions in a private placement memoranda; (2) failed to disclose
in violation of the anti-fraud provisions that he had recently been employed by the corporation for whom his
recently-established broker-dealer was acting as either the selling agent or underwriter, and the corporation had paid
for him to establish his own broker-dealer for the sole purpose of acting as the selling agent or underwriter for the
private placements at issue; and (3 ) authorized the firm's compensation of an unregistered person in connection with
securities transactions in violation of NASD Rule 2 1 1 0. Kunz, 2002 WL 548 1 9, at *4-7, 9.
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suspended for only 30 days from acting as a representative and only one year from acting as a
principal. Id.
Finally, even a brief review of the sanctions doled out to James Altschul, First
Merger' s CCO and the individual supervising Movants' trades, 11 for failure to supervise in
connection with the failure to disclose the Deer P ayment demonstrates the excessive and
oppressive nature of the bar here. See James Altschul, A WC No. 2009019108904, at *2 (FINRA
Dec . 21, 2011). Indeed, FINRA imposed a mere $10,000 fine and a three-month suspension
from utilizing his Series 24 license. Id.
Based on the foregoing, the bar imposed on Movants is unwananted, excessive,
oppressive, and punitive, not remedial, given the above considerations.
B.

Irreparable Harm Will Occur Without a Stay of the Enforcement of the Bar

Without a stay of the bar imposed, irreparable harm will result to both Movants
and thirteen individuals cunently associated with Radnor Research. Permanently baning
Movants from associating with any member finn will result in signi ficant financial loss to them
and their families, including their parents who suffer from debilitating diseases and for whom
they are the sole providers, as well as reputational loss to Movants.
Furthermore, at least thirteen individuals associated with Radnor Research may
no longer have employment should the stay not be granted because "it is highly likely that
Radnor Research will need to close the New York branch office and possibly Radnor Research
as a whole due to the dearth created by Mr. Harris and Mr. Scholander's forced termination."
(See Affidavit of C. Morgan Simpson, Chief Executive Officer of Radnor Research, at

11

12-13

Not only was Altschul the Chief Compliance Officer, but he was also the "designated supervisor at the branch
responsible for, among other things, . . . the overall review of registered representatives' sales and trading activities."
See James Altschul, A WC No. 2009019108904, at *2-3 (FINRA Dec. 21, 2011).
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(Feb. 11, 2015) ("Simpson Aff."), attached hereto as Exhibit 4). As the Chief Executive Officer
of Radnor Research explained, prior to the bar imposed by the NAC, Mr. Harris and Mr.
Scholander "had the most significant client base and gross production of all of the regi stered
representatives at Radnor Research, not just for the New York branch office," and they also
made significant financial contributions to Radnor Research by paying for all of the expenses for
the New York branch office in addition to paying an overhead cost at a fixed rate of $10,000 per
month. (Simpson Aff., at

9-10). These contributions supported the employment of thirteen

individuals with Radnor Research, and Movants' bar, if not stayed, will likely lead to their
unemployment, resulting in significant and irreparable harm to them and their families due to
their loss of livelihood. (Id. at

11, 14).

Based on the foregoing, Movants' bar, which is based on improper conclusions of
law as described more fully above, will result in significant irreparable harm if the stay is not
granted.
C.

Staying the Enforcement of the Bar Does Not Harm the Public and
Ultimately Serves the Public Interest

The public interest will not be hanned, and will instead be served, by granting the
stay. In this case, there was no violation of the anti-fraud provisions for the reasons described
more fully supra Part III(A)(l ). Movants' actions were, at most, within a "grey area" of the law,
and thus, they had no duty to disclose the Deer Payment and did not violate the anti-fraud
provisions. Even if there was a duty to disclose, the requisite scienter is lacking; Movants'
conduct did not rise to the level of recklessness because the duty to disclose fell, at most, in a
"grey area" where it was not a "highly unreasonable omissi on," particularly considering that
everyone at First Merger was aware of it and no one seemed to believe it needed to be disclosed.
Furthermore, there was no harm to any customers here, and thus, there is no reason to conclude
16

that Movants may harm the public in the future. Finally, it serves the public interest to have
productive members of society working in their chosen professions for both Movants, their
clients, and the other individuals associated with Radnor Research.
Based on the foregoing, the public interest will be served, not harmed, by granting
the stay.
IV.

CONCLUSION

The NAC's legal conclusion as to this novel question of law is incorrect because
Movants had no duty to disclose the Deer Payment and lacked the requisite scienter under the
anti-fraud provisions, and thus, Movants are likely to succeed on the merits of their defenses as
to those provisions. Without the stay, irreparable harm will result from the Movants' bar; they
will lose their livelihood and their reputations, damaging their business generally, and potentially
destroying the livelihoods of all of those at the New York branch office for Radnor Research.
Staying the enforcement of the sanctions does not harm the public interest and ultimately serves
the public interest. Therefore, Movants have met their burden, and the sanctions imposed against
them by the NAC should be stayed.12

Dated: February 13, 2015
Amy E. Sparrow
Adriel Garcia
Stradley, Ronon, Stevens & Young, LLP
2600 One Commerce Square
Philadelphia, P A 19103
(215) 564-8761 (direct)
(215) 564-8120 (fax)
Attorneys for Movants,
William Scholander and Talman Harris

12 The NAC did not impose any sanctions for the outside business activity violation that it found, (see NAC
Decision, at p. 3 3 ), and thus, no sanctions need to be stayed for that violation.
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Of Counsel:
Jon-Jorge Aras
Spadea, Lanard & Lignana LLC
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Decision

From February 2010 through November 2010, William Scholander ("Scholander") and
Talman Harris ("Harris") (together, "respondents") sold $961,825 of Deer Consumer Products,
Inc. ("DEER") securities to customers. When doing so, respondents did not disclose that they
recently received from DEER a $350,000 fee for advisory services, which they spent in
furtherance of a plan to acquire a broker-dealer. In addition, neither Scholander nor Harris
disclosed to their firm the activities in which they engaged that led to the $350,000 fee or that
they received the fee. We are asked to decide: (1) whether respondents' failure to disclose the
$350,000 fee and their business relationship with DEER was a fraudulent omission of material
fact, in violation of Section IO(b) of the Securities Exchange Act of 1934 ("Exchange Act"),
Rule I Ob-5 thereunder, and FINRA Rules 2020 and 2010; (2) whether respondents engaged in
outside business activities without giving prompt written notice to their employing firm, in
violation of NASD Rule 3030 and FINRA Rule 2010; and (3) the appropriate sanctions for any
such violations.1 Because we find that respondents omitted material facts in connection with
their sales of DEER, did so with scienter, and failed to give prompt written notice to their firm of
their outside business activities for DEER, we affirm the Hearing Panel's findings that
respondents committed fraud and engaged in outside business activities violations. We also
affirm the bars imposed by the Hearing Panel for respondents' fraudulent omissions.
I.

Background

Since 1997, Scholander has associated with 13 firms and registered with 11 firms. From
March 2009 to February 2010, Scholander was registered with Seaboard Securities, Inc.
("Seaboard Securities"), as a general securities representative. From February 2010 to March
2011, Scholander was registered with First Merger Capital, Inc. ("First Merger"), as a general
securities representative and (beginning in March 2010) an investment banking limited
representative.
Since 1998, Harris has associated or registered with 16 member firms. From May 2009
to February 2010, Harris was registered with Seaboard Securities as a general securities
representative. From February 2010 to March 2011, Harris was registered with First Merger as a
general securities representative, an investment banking limited representative, and, during the
last month of that association, a general securities principal.
Respondents first met each other in the late 1990s when they worked for the same finn .
Since 2002, Scholander and Harris have operated as partners and have generally worked at the
same firms. Since 2007, respondents have co-owned branch offices, except during their tenure at
First Merger, when they attempted to acquire the firm with two other persons. Harris and
Scholander are currently registered with another member firm and jointly own a branch office.

The conduct rules that apply in this case are those that existed at the time of the conduct
at issue.
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II.

Procedural History

On January 3 1 , 20 1 2 , FINRA's Department of Enforcement ("Enforcement") filed a
three cause complaint against Scholander and Harris. Cause one a lleged that respondents made
fraudulent sales of securities issued by DEER, in willful violation of Section 1 O(b) of the
Exchange Act, Rule 10b-5 thereunder, and F INRA Rules 2020 and 20 1 0. The crux of
Enforcement's allegations was that respondents sold DEER securities to customers while
fraudu lently omitting to disclose that respondents had a consu lting agreement with DEER and
received $350,000 from DEER pursuant to that agreement. Cause one also al leged that
respondents failed to disclose the same information to other First Merger representatives who
sold DEER securities, causing those representatives not to disclose the information to their
customers. Cause two alleged that respondents engaged in outside business activities in violation
of NASD Rule 3 030 and FINRA Rule 20 1 0 by entering into a financial consu lting agreement
with DEER while registered with, and without disclosing that agreement in writing or otherwise
to, Seaboard Securities. Cause three al leged that respondents caused First Merger's books and
records to be fa lse and misleading in not reflecting actual commission payments to individual
representatives, in violation of NASD Rule 3 1 1 0 and F INRA Rule 20 10. Respondents filed an
answer denying the allegations and raising several affirmative defenses .
On August 1 6, 20 1 3 , the Hearing Panel issued a decision finding that respondents
engaged in fraud and in outside business activities without providing prompt written notice to
their firm . The Hearing Panel barred respondents for their fraud vio lations. For respondents'
outside business activities violations, the Hearing Panel indicated that a $ 1 0,000 fme imposed on
each respondent would have been appropriate but did not impose those fines in light of the bars
imposed. Finally, the Hearing Panel dismissed the allegations of books and records violations.2
3
Respondents filed this appeal.
2

Enforcement has not appealed the Hearing Panel's dismissal of cause three . We exercise
our discretion not to address the allegations in cause three.
3

On July 23, 20 14, while this appeal was pending and after the parties filed appellate
briefs and made oral arguments , FINRA's Office of General Counsel ("OGC") informed the
parties that the Office of Hearing Officers ("OHO") transmitted to OGC five exhibits that were
admitted into evidence but which were inadvertently omitted from both the index to the record
and the certified record that OHO transmitted to OGC on October 3, 20 1 3 . Subsequently,
respondents moved to dismiss the proceeding on the grounds that the "entire de novo nature of
the NAC hearing has been compromised" by the omission of the five exhibits. Respondents'
motion is denied . Respondents were given early notice, via the index, that the exhibits were not
included in the record, but they did not raise any objection for more than eight months.
Moreover, respondents have not been prejudiced. Respondents had a full opportunity to rely on
the exhibits in making their written and oral arguments and could have sought leave to file
additional briefing if they felt that additiona l briefing was necessary. In addition, the NAC
Subcommittee that was empaneled in this proceeding had the opportunity to review and consider
the five exhibits when it was preparing its recommended decision .
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III.

Facts

This case centers on the assertions that Scholander and Ha rris, from Februa ry through
November 2010, solicited purchases of DEER securitie s, without di sclosing that they re cently
re ceived a $350 ,000 payment from DEER or that they had a business relation ship with DEER.
In support of such assertion s, Enforcement argues that re spondents were among the primary
beneficiaries of the $350 ,000 fee and used it toward s their attempt to acquire a broker-dealer
with two other persons, Ronen Zakai (" Zakai") and Maureen Gea rty ("Gea rty"). Re spondents,
on the other hand , assert that the $350,000 payment was not for their personal benefit but, rather,
for Gearty's sole benefit. To re solve these critical factual dispute s, and examine re spondents'
economic self-inte rests rai sed by their dealings with DEER, requires that we explore the entire
context of the $350,000 fee, including re spondents' longstanding business relationship with
DEER ' s promoters, respondents' prior and ongoing business relationship with DEER, the steps
re spondents took toward s acquiring a broker-dealer, the details of the acquisition plan, the
activities in which re spondents engaged toward s earning the $350,000 , and how the $350 ,000
was used in furtherance of re spondents' plan to acquire a broker-dealer.
A.

Respondents' Busine ss Ties to Person A and Person B and Their Business
Relationship with DEER

As thi s decision will show, the $350,000 fee from DEER was the fruit of re spondents'
longstanding business dealings with Person A and Person B, Person A's friend and attorney.
Person A co-founded, and was president of, Corporation P , a "middle market advisory firm on
Wall Street specialized in executing China related transactions." Person A's firm introduces
Chinese companies to the U.S. markets.
As of the relevant period-fall 2009 through November 2010-re spondents had a close
business relationship with Person A that dated back to 2002. Early in that relationship,
re spondents worked for a broker-dealer that was largely owned by Corporation P. Later, and for
years thereafter, re spondents subleased office space within Corporation P ' s office suite during
re spondents' asso ciations with other broker-dealers. Over the years, re spondents offered and
sold the stock of several companies with which Person A and Person B had relationships. Person
A and Person B, the issuing companies' attorney, cultivated this business by introducing the
issuing companies to Scholander and Harri s, bringing representatives of the issuers to
re spondents' offices, and arranging for re spondents and their colleagues to visit the issuers in
China.
Among the securities tha t re spondents sold as a result of th is relationship were ones
4
issued by DEER. Prior to the relevant period, Person A accompanied DEER representatives to
4

DEER is a Nevada corporation that has its principal offices in China. In its Form 10-K
for the fiscal year ending December 31, 2009, DEER stated that " [w]e are a leading Chinese
designer, manufacturer and seller of quality small home and kitchen electri c appliances."
DEER ' s common stock began listing on the NASDA Q stock market on July 17, 2009, and
upgraded its listing to the NASDAQ Global Market on October 22, 2009.
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Scholander' s offices, and Person B brought DEER to Scholander to handle a private placement.
Then, respondents sold two parts of a DEER priv ate placement, the fi rst part in 2008 before
j oining Seaboard Securities, and the second part when registered with Seaboard Securities.
B.

Person A Introduces Respondents to Ronen Zakai, Who Inv ites Respondents to
Acquire a Broker-Dealer with Him and Maureen Gearty

In fall 2009, Person A introduced Scholander and Harris to Zakai. Zakai was, or recently
had been, a broker at GunnAllen Financial ("GunnAilen") an d, in that capacity, traveled to China
with Person A earlier in 2009. Like respondents, Zakai also had a connection to DEER. D EER
made a presentation at GunnAilen, and Zakai later recommended DEER to his GunnAllen
customers.
While at GunnAllen, Zakai worked with Gearty, an operations manag er and office
manager. As a GunnAi len operations manager, Gearty han dled "all the basic operations of a
firm," including maintaining client records, filling in on the order entry desk, and handling all
paperwork for any " IPOs or anything we did."
Around the time when Zakai met respondents, Zakai and Gearty had already been

considering trying to acquire a broker-dealer. 5 In September 2009, Zakai used a business broker
to locate an acquisition target named Brentworth and Company, Inc. ("Brentworth"), which was
owned by Mark Simonetti (" Simo netti") . Zakai also retained a firm named ACI to assist with
filing an application to change Brentworth's own ership with FINRA.
At some point, Perso n B proposed that Zakai, Gearty, and respondents-who were
looking to leave Seaboard Securities over certain disputes-open their own firm together. After
searching for an acquisition targ et or finding Brentworth, Zakai began discussing thi s possibility
6
with Scholander and Harris. Zakai testified, at an on-the-record interview, that he informed
Scholander and Harris that acquiring a broker-dealer would require approximately $ 3 00,000, that
they each would have to contribute $ 1 00,000, and that his plan was to "give [Gearty] a lit tle . . .
percentage" of the broker-dealer, but that she would not be required to provide any financing.
Gearty's testimony about what happened next was as follows. In a September 2009
meeting in Corporation P' s conference room, Zakai introduced Gearty to respondents. Zakai and
7
At that meeting, Zakai, Scholander,

respondents had already decided "to open a firm together."

5

Gearty testifi ed that she and Zakai discussed the idea, and that Zakai "took that ball and

acted on it."
6

According to Zakai, his initial discussions with Scholander and Harris took place in

September 2009. Scholander suggested that the discussions commenced earlier in the year,
around May or June. The difference in testimony is not material.
7

In contrast, Scholander implied in his testimony that he met Gearty before discussing

with Zak ai the prospect of acquiring a broker-dealer. The difference between Scholander ' s
testimony and Gearty ' s testimony is not material. Scholander also claimed that h e and Harris did
[Footnote continued on next page]
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Harris, and Gearty discussed the acquisition plan with Person A, whom Gearty characterized as
"the mastermind behind this whole thing," and Person A interviewed Gearty. Person A informed
them that to facilitate the acquisition, "the guys had to open [limited liability companies]" but
that Gearty did not have to "because [she] was only going to be a small owner" and "an
operations person. "8
Gearty further testified that towards the end of September 2009, or beginning of October
2009, Zakai, Scholander, Harris, and Gearty visited Simonetti. By that time, Zakai, Scholander,
Harris, and Simonetti had already agreed to the acquisition price for Brentworth, and everyone at
the meeting except Gearty discussed the purchase of Brentworth, the price, the plans, and "what
they were actually purchasing."
Consistent with their acquisition plan, Zakai, Scholander, and Harris each formed a
business entity. In fall 2009, Zakai formed RRZ Management, Inc. ("RRZ Management"),
9
which was owned by Zakai ' s wife and his brother-in-law. Scholander and Harris each formed
companies as well, Infinite Dragon, LLC ("Infinite Dragon"), and First Auriga, LLC ("First
Auriga"), respectively. Gearty testified that she understood "all three entities were going to
attempt to purchase" a broker-dealer.
According to various documents, RRZ Management entered into an agreement on
October 1 3 , 2009, to purchase Brentworth for $85 ,000. The purchase agreement included the
condition that a branch office be opened. Brentworth subsequently changed its named to First
10
Merger.

[Cont'd]
not agree to partner with Zakai and Gearty until January 2010. As explained below, however,
the preponderance of the evidence shows that the purchasing group agreed in fall 2009 to acquire
Brentworth.
8

In contrast to Gearty' s testimony, Harris testified that Person C, a lawyer who worked
with ACI, advised of the need to open business entities to facilitate the acquisition, not Person A.
The different testimony on this issue is immaterial. Regardless of who advised of the need to
form business entities, they key point is that respondents were informed of the plan to do so.
9

Although Zakai formed RRZ Management, Person C advised Zakai not to be an owner
because he had "one or two marks on [his] license" that might affect First Merger' s application
to change ownership. Around that time, Zakai had recently entered into a Letter of Acceptance,
Waiver, and Consent in which he consented to a $5 ,000 fine and a 3 0-day suspension in
connection with allegations that he borrowed money from a customer without providing notice to
his firm.
10

This decision refers t o the broker-dealer as "Brentworth" o r "First Merger" as
appropriate.
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In late October 2009 or the beginning of November 2009, Gearty was given a 2%
ownership interest in RRZ Management. On October 23, 2009, Gearty left GunnAllen and
immediately began working in respondents' Seaboard Securities offices or within the same office
suite, in furtherance of the acquisition plan. Gearty looked for a clearing firm, communicated
with Simonetti, purchased desks, and he lped ACI with any paperwork it needed ; spoke with
Scholander and Harris " [e ]very single day" about her progress towards opening the branch
office; and saw Person A "every day" and discussed her work with him. Scholander similarly
testified that he saw Gearty and Zakai on "pretty much a daily basis."
C.

Scholander and Gearty Travel to China to Visit DEER and Receive a Fee

In early November 2009, Scholander and Gearty traveled to China to visit DEER.
Gearty 's testimony about the trip was as follows. In late October 2009, Scholander ca lled her
into a meeting with Person A. Person A and Scholander informed her that, the following week,
she and Scholander would travel to China to visit DEER. Gearty had never been to China or
visited an issuer. Person A selected her flights and hotel, and Schol ander immediately paid for
the airline tickets using his personal credit card. Person A a lso obtained her visa. Asked
whether she was to ld the purpose of the trip, Gearty testified that Scholander and Person A said it
was "[j]ust to go see DEER," and she understood that "I would be the face of First Merger" so
"they wouldn 't forget that they saw me." Scholander, Harris, and Za kai also indicated to Gearty
that the trip was going to result in a fee. Gearty did not understand why a fee would result, just
that " [w]e were . . . going [to China] to . . . get a fee." At some point before, during, or after the
trip, Gearty was told that the fee was going to be $250,000.
According to Gearty 's hearing testimony, she and Scholander, after arriving in China,
went to DEER's offices for "two hours tops" and that, when meeting with DEER, " [w]e had to
. . . tell them we were from" First Merger/Brentworth. When she and Scholander were
introduced to DEER's CEO and some DEER representatives, "one guy from [Person A 's] office"
was present, and they visited a room where they " looked at all the coffee makers and waffle
makers." No one asked Gearty for any advice, she was never separated from Scholander, and
she had no separate meetings with any DEER representatives. After visiting DEER's o ffices, she
and Scholander were taken to a mall to see a DEER display, she had no further conversations
with DEER while in China, and she did not know if Scholander attended any other meetings at
DEER. Gearty gave additional details in prior testimony at a continuing membership interview .
When asked whether she performed any "consulting services" that "resulted in the receipt of' a
fee, Gearty testified, "I went to China, . . . and actually looked at all their [kitchen appliance]
products, and they asked me which products did I like, which didn 't I like," despite that "I did
not have any product expertise."
Scho lander, during an on-the-record interview, provided a similar version of his activities
during the China trip that contained significant admissions. Scholander admitted that, during the
trip, he performed some consulting work for an "advisory fee":
[Gearty] and I . . . went to China to go visit [DEER] before the advisory
fee. We actually sat down with them there and discussed . . . how
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they ' re going to grow. They were discussing Bank of Montreal as well
and asking about them. I said, "It' s a very prestigious firm, and I'm glad
11
that you picked going with them as well."
S cholander elaborated, "Well, we went to China. We were talking about their products, and I
was giving my advice to put them in different stores and what I felt firsthand how I would sell
their product." Scholander also explained what, outside of the advice provided during the China
trip, was done to receive the "advisory fee":
Well, basically, we had a conference call with [Person B], "we" meaning
. . . myself, and Talman Harris, Maureen Gearty . . . giving our opinions
in the company [DEER] and what they can do to improve and appeal to
the investors.

I believe that [sic] what the gist of it was.

I spoke a

couple of times on that. That's about it . . . . It was a couple of calls.
I'm not sure of the time frame. 12
Scholander admitted that he was involved in providing services to DEER. Gearty and
Scholander stayed in China two nights and then flew home to New York. Gearty testified that,
when they returned, she and Scholander discussed the trip with Harris and Zakai and how it ''was
like a joke. You know, we went there and it was the easiest $250,000 ever."
D.

Events Around and After the China Trip

Around and after the time of the China trip, the members of the purchasing group took
additional steps in furtherance of their plan to acquire First Merger. On November 9, 2009,
Gearty registered with First Merger. In addition, Scholander paid a substantial amount of the
purchase price. Specifically, by check dated November 2 , 2009, and pursuant to Zakai ' s
instructions, Infinite Dragon, the company formed b y Scholander, deposited $65 ,000 into a law
firm escrow account. On November 20, 2009, that $65,000 was released from escrow to pay
3
Simonetti . 1 Scholander admitted that the $65,000 was for the purposes of acquiring First
Merger.

II

The record suggests that S cholander's comment about "going with [Bank of Montreal]"

related to a secondary offering that DEER was contemplating.
12

Scholander subsequently gave a completely different version of his China trip in both a

written affidavit and his hearing testimony, in which he claimed that he and Harris had nothing
to do with the fee and that it was only Gearty' s money. Harris likewise claimed at the hearing
that the fee was solely Gearty's.
13

Scholander testified that the $65,000 was released from escrow without his approval. But

Scholander provided no evidence, such as the terms of the escrow or purchase agreements,
showing that the release of funds was improper. Indeed, although Scholander was asked about
the $65,000 payment during a continuing membership interview, he never indicated that the
funds were released from escrow inappropriately. Further undermining his claim of impropriety,
[Footnote continued on next page]
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At the same time, efforts were made to obtain the fee from DEER, which Gearty testified
"was completely und erstood" would be used to " open" the broker-d ealer. According to Gearty,
withi n two weeks after the China tri p, Zakai informed her that the fee was increasing from
$250,000 to $350,000. Zakai gave no reason for the increase, and Gearty, Scholander, and
Harris "hi gh-fi ved each other on it. " Gearty testifi ed at the hearing that she never provided any
services for thi s fee and was not aware of any services that Scholander or Harris had performed
1
for i t. 4 Gearty asked Person C about how to "get this [$3 5 0,000] fee sent to First Merger. " Per
Person C ' s advice, Gearty formed a Delaware corporation also named First Merger ("First
Merger Delaware") and , in early December 2009, opened a bank account for it to receive the fee.
Gearty was the only person with signatory authori ty, but both she and Zakai were given debit
cards, and Zakai 's hom e address was the address of record. Gearty was tasked with opening the
First Merger Delaware account because Zakai had "financial issues" that prevented him from
doing so, and because Scholander and Harri s informed her that they could not accept the
$3 50,000 because they were sti ll regi stered with Seaboard Securities. Gearty i nformed
Scholander and Harri s of the developments concerning the receipt of the fee, testifying that "I
kept them updated on every minute of everything I did." After Gearty opened the bank account,
Scholander asked her for wire instructions, which she understood Scholander planned to supply
1
to DEER. On December 1 7, 2009, the account recei ved $3 50,000 from DEER. 5
E.

Respondents and Zakai Spend the $350,000 i n Furtheranc e of Thei r Plan to
Acquire First Merger and Open a Branch Office

Immediately after the $3 50,000 was received i n the First Merger Delaware account,
Zakai, Scholander, and Harris began spending i t i n furtherance of their acquisiti on plan, which

[Cont'd]
Scholander admitted that the law firm that purportedly released the funds without authorization
had an existing lawyer-client relationship with him and later represented him at an o n-the-record
i nterview.
14

On or around November 1 6, 2009-about two weeks after the China trip-a letter

addressed to DEER' s CEO was drafted on Brentworth letterhead, i n which Brentworth proposed
to provide "financial advisory services" to DEER in connection with a "possible public offering
of common stock in a regi stered follow-on offering of $50 million or more" in exchange for a
fixed $350,000 fee to be paid "within 5 d ays of the closing of the first Follow-on Offering in the
amount of$50,000,000 or more i n gross proceed s to [ DEER] . " There i s no evidence, however,
that the November 1 6, 2009 draft agreement was executed or sent, or that any "financial advisory
services" were ever provided pur suant to it. Gearty believed that Person C drafted the letter but
did not otherwise know how it was drawn up.
15

One week before DEER made the $350,000 payment, DEER raised $75 .9 million

through an offering of six million shares of DEER stock. DEER did not di sclose the $ 3 50,000
payment in any of its SEC filings.
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included opening a branch office in New York City. Asked whether she spoke with Scholander
and Harris about the use of the $350,000, Gearty testified, "Yes, of course, I did. It was their
money. It wasn 't mine." Gearty likewise testified that "I took my instructions from [Zakai,
Harris, and Scho lander] ," that she "had to tell [S cholander and Harris] everything" concerning
the expenses including "every transfer," and that Scholander and Harri s would visit the new First
1
Merger office space "almost every night . . . to see the . . . progress." 6
Between December 2 1 , 2009, and February 4, 20 1 0, Gearty wrote numerous checks on
the First Merger Delaware account in furtherance of the plan to acquire First Merger and open a
branch office. According to Gearty, many of the payments were for expenses incurred pursuant
to the direction of Scholander, Harris, or Zakai. These included payments to ACI and Person C,
a communications company, a graphic desi gner, a receptionist, and a real estate broker. They
also included payments for office furniture, pre-payment of rent, office constructi on, and
Gearty 's salary and Christmas bonus. Other checks reimbursed respondents for expenses they
personally incurred while still registered with Seaboard Securities. Specifically, a $ 1 4,500 check
that cleared on December 24, 2009, reimbursed Harris, via a payment to his personal credit card,
for Manhattan gym memberships that he purchased for himself, S cholander, Zakai, and Person
A. Harris viewed these expenses to be First Merger's. Likewise, a $6,075.46 check that cleared
on January 27, 20 1 0 , paid Scholander for expenses he incurred in connection with the China trip.
By February 4, 20 10, the entire $350,000 received from DEER was spent, and soon thereafter
First Merger Delaware ' s bank account was closed.
As the $350,000 was being spent, progress continued on other tasks in furtherance of the
acquisition plan, including the final details involved with opening the branch office. On January

1 3, 2010, First Merger Capital and Gearty, evidently in her individual capacity, signed a branch
agreement. On February 3 and 8, 20 1 0 , the graphic designer who was retained circulated draft
business cards to Zakai, Harris, Scholander, and Gearty, in one instance corresponding directly
with Harris. Pursuant to Zakai 's instructions, the business cards indicated that Zakai,
Scholander, and Harri s each had the title of "managing partner," and that Gearty had the title of
"operations manager." On February 5, 20 10, Harris contributed $32,500 towards the
acquisition-some of which came from him, and some from his mother-throu h a check
written on First Auriga ' s bank account and made payable to RRZ Management. 7
The First Merger branch office opened for business in February 20 1 0. On February 9,
20 10, respondents terminated their association with Seaboard Securities, and on February 1 1 ,
20 1 0, registered with First Merger. Scholander and Harris brought many of the new branch
office ' s registered representatives from Seaboard Securities. Zakai registered with First Merger

16

Scholander disputed that he monitored the expenses, and Harris disputed knowing how

the funds were being spent.
17

Harri s testified that he thought the $32,500 would be deposited into an escrow account

"for the future purchase of a broker-dealer," but there is no evidence that his payment went
anywhere but to RRZ Management. RRZ Management paid the expenses of the branch office.
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in early April 20 10. Shortly after respondents moved to First Merger, Corporation P moved its
o ffices to the same building.
F.

Respondents Sell D EER Securit ies Without Disclosing the $350,000 Payment or
Their Relationship with D EER

Seventy-eight percent of the new First Merger branch office's early revenues
commissions totaling more than $ 1 .9 mill ion-resulted from purchases and sales of securities
issued by companies related to Person A and Person B. A substant ial portion of this activity was
in D EER stock. Specifically, from February 2010 through November 2010, 132 F irst Merger
customers purchased $2,942 ,299 in DEER securities, and 11% ($273,770.05) of First Merger's
gross revenues were generated from purchases and sales of D EER secur ities. 1 8 Over the same
time period , Scholander, Harris, or both, were listed as representatives on 35 customer accounts
that purchased $961,852.68 in D EER securities. Scholander and Harris generated $13 ,700 in
gross commissions from these sales and also earned an unknown percentage of the commissions
19
generated by other representatives ' sales of DEER with whom they shared a "rep code."
Scholander an d Harris admitted that, when soliciting purchases o f DEER, they did not d isclose to
their customers the $350,000 payment fro m DEER.
G.

Developments in Spring and S ummer 2010

While respondents and other F irst Merger representat ives were selling D EER securities,
the purchasing group's efforts to acquire F irst Merger from Simonetti continued. Based on
advice from new legal counsel, on June 21, 2010, RRZ Management formally assigned its right,
title, and interest to purchase First Merger to Zakai, Scholander, Harris, and Gearty. Consistent
with the overall acquisition plan that existed for months, Zakai, Scholander, and Harris were
each assigned 33% of the ownersh ip interests, and Gearty was assigned 1% of the interests. RRZ
Management also assigned to Zakai, Scholander, Harris, and Gearty "all right title and interest to
any and all cash representing the Purchase Price that has been previously paid by [RRZ
Management] pursuant to the [October 13, 2009] Sale Agreement ."
On August 17, 2010, Scholander, Harris, Zakai, and Gearty entered into an amended
purchase agreement with S imonetti. Scholander, Harris, Zakai and Gearty agreed to "indemnify
and hold harmless" Simonetti, in proportion to their ownersh ip interests, for any losses incurred
s ince October 13, 2009-the date of the original purchase agreement-related to any acts or
omissions to act of the purchasing group.

18

Customer purchases of D EER stock were particular heavy between February 2010
through May 2010, when they ranged between 47% and 75% of all stock purchases at F irst
Merger, and between October and November 2010, when F irst Merger customers purchased
$1,343,874 in D EER securities.
19
office.

I n June 2010, DEER management and Person B vis ited the new First Merger branch
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On August 23, 20 1 0, First Merger filed with FINRA a new application to change
ownership. The application indicated that, after the change of ownership was effected, Zakai,
Scholander, and Harris would each own 33% of First Merger, and that Gearty would own 1%.
This was consistent with both the June 2 1 , 20 1 0 assignment and with the plan all along. In this
regard, First Merger and the purchasing group represented at a continuing membership interview,
through their lawyers, that the "true parties . . . involved in the ownership change" were Zakai,
Scholander, Harris, and Gearty, notwithstanding that the original purchaser was RRZ
Management. First Merger's application was never approved.
H.

Respondents Fail to Disclose to Seaboard Securities Their Business Relationship
with DEER or the $350,000 Fee

Scholander' s visit to DEER, the conference calls with DEER, and DEER' s payment of
the $350,000 fee occurred when Scholander and Harris were registered with Seaboard Securities.
It is undisputed that respondents did not provide Seaboard Securities prior written notice of the
$350,000 received from DEER. Scholander never reported in writing to Seaboard Securities
what he would be doing on his trip to China with Gearty, and never informed Seaboard
S ecurities about the possibility of an offer of advisory fees of any kind from DEER. Instead,
Scholander claimed that he verbally informed Seaboard Securities' compliance officer that his
trip to China involved "a due diligence road show." Harris likewise testified that he never told
Seaboard Securities about the advisory fee from DEER or any agreement to provide advisory
services.
IV.

Discussion
A.

Fraud

The Hearing Panel found that Scholander and Harris solicited customers to purchase
DEER stock while omitting material facts, in violation of Section l O(b) ofthe Exchange Act,
Rule l Ob-5 thereunder, and FINRA Rules 2020 and 2010. We affirm .
Section 1 O(b) and Rule 1 Ob-5 prohibit fraudulent and deceptive acts and practices in
connection with the purchase or sale of a security. Section 1 O(b) of the Exchange Act makes it
"unlawful for any person . . . [t]o use or employ, in connection with the purchase or sale of any
security . . . , any manipulative or deceptive device or contrivance in contravention of such rules
and regulations as the Commission may prescribe." Exchange Act Rule l Ob-5 makes it
unlawful, in pertinent part, "[t]o make any untrue statement of material fact or to omit to state a
material fact necessary in order to make the statements made, in the light of the circumstances in
which they were made, not misleading." To establish liability under these provisions requires
proof that respondents: (1) made a material misrepresentation, or a material omission if the
respondent had a duty to speak, or used a fraudulent device; (2) in connection with the purchase
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or sale of a security; and (3) acted with scienter. SEC v. First Jersey Sec., Inc., I 0 1 F.3d 1 450,
1 467 (2d Cir. 1 996). We address each element below ?0
1.

Omission of Material Facts

A fund amental purpo se of the federal securities laws is to "substitute a philosophy of full
di sclo sure for the philosophy of caveat emptor and thus to achieve a high standard of business
ethic s in the securit ies business." Richmark Capital Corp., 57 S.E.C. 1 , 9 (200 3) (internal
quotation marks and citation omitted), aff'd, 86 F. App'x 744 (5th Cir. 2004). Liability for
failing to disclose material information is "premised upon a duty arising from a relationship of
trust and confidence between parties to a tran saction." Chiarella v. United States, 445 U.S . 222,
230 ( 1 980). "A registered representative owes such a duty to his clients to disclose material
information fully and completely when recommending an investment." Dep 't ofMkt. Regulation
v. Burch, Complaint No. 2005000 32430 1 , 20 1 1 FI NRA Discip. LEXI S 16, at *23 (FINRA NAC
July 28, 20 1 1 ). 21
Re spondents concede that they solicited customers to purchase DEER stock without
disclo sing the $350,000 payment from DEER . They contend, however, that the payment was not
material for a variety of reasons, including their contention that the $350,000 was allegedly only
Gearty 's money, and that they lacked a duty to disclose it because they were not fiduciaries. As
20

The complaint also alleges violations of FINRA Rule 2020 and 20 1 0. FINRA Ru le 2020
is FINRA 's antifraud rule and is simi lar to, yet broader than, Section I O (b) of the Exchange Act
and Exchange Act Rule 1 Ob-5. See Dep 't ofEnforcement v. Fillet, Complaint No.
20080 1 1 76280 1 , 20 1 3 FINR A Discip . LEXI S 26, at * 38 (FINRA NAC Oct. 2, 20 1 3) (explaining
that FINRA Rule 2020 "capture s a broader range of activity than Rule 1 Ob-5(b)"), appealfiled,
SEC Admin. Proceeding No. 3- 1 560 1 (Nov. 1 , 20 1 3); Dep 't ofEnforcement v. Kesner,
Complaint No. 200500 1 72950 1 , 20 1 0 FINRA Discip. LE XIS 2, at * 1 9 n.23 (FINRA NAC Feb.
26, 20 1 0). Pursuant to FINRA Rule 0 1 40 (a), rule s like FINRA Rule 2020 that apply to
"members" are also applicable to associated person s. Conduct that violates other Commission or
FINRA rules is inconsistent with high standard s of commercial honor and just and equitable
principles of trade and violates FINRA Rule 20 1 0 . Joseph Abbondante, 58 S.E.C. 1082, 1 103
(2006), aff'd, 209 F. App'x 6 (2d Cir. 2006).
21

See also De Kwiatkowski v. Bear, Stearns & Co ., 306 F.3d 1 293, 1 302 (2d Cir. 2002)
(stating that on a "tran saction -by-transaction basis, the broker . . . is obliged to give honest and
complete information when recommending a purchase or sale"); Magnum Corp. v. Lehman Bros.
Kuhn Loeb, Inc., 794 F.2d 1 98 , 200 (5th Cir. 1986) ("The law imposes upon the broker the duty
to disclose to the customer information that is material and relevant to the order. "); Dep 't ofMkt.
Regulation v. Field, Complaint No. CM S040202, 2008 FINRA Discip. LEXI S 6 3 , at *32-33
(FINRA NAC Sept. 23, 2008) ( holding that broker "had a duty to give full and complete
disclo sure" of material facts to his cu stomers); cf Meyer Blinder, 50 S.E .C. 1 2 1 5 , 1 228 ( 1 992)
("A broker-dealer, by holding itself out as a securities professional with special knowledge and
ability, impliedly represents that it will deal fairly, honestly, and in accordance with industry
standard s with the public investor.") (citations omitted).
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explained below, however, the record demonstrates that the $350,000 payment was primari ly for
respondents' and Zakai ' s benefit, not Gearty's, and that the payment, as well as respondents'
business relationship with DEER, were material facts that respondents had a duty to disclose
when selli ng DEER securities.
a.

The $350,000 Payment from DEER Was Used by Scholander,
Harris, and Zakai in Furtherance of Their Plan to Acquire a
Broker-Dealer

The record demonstrates that the $350,000 payment from DEER was almost entirely for
the benefit of Scholander, Harris, and Zakai. To start, Gearty-whom the Hearing Panel found
to be credible "both because of the level of detail" and her testimony ' s consistency with the other
evidence-testified about how Scholander, Harris, and Zakai were either directly involved in
planning the visit to DEER's offices, or familiar with the fact that the trip would lead to a fee. In
this regard, Scho lander informed Gearty that she would be going to China, he purchased her
airline tickets on his personal credit card, and Scho lander, Harris, and Zakai all informed her that
they would be earning a "fee" in China.
The record also demonstrates that Scholander and Harris provided services for the

$35 0,000 fee, albeit very limited ones. Scholander admitted during an on-the-record interview
that he and Harris provided DEER with certain advisory services to earn the $350,000, including
advice provided by Scholander during his trip to China and opinions provided by Scholander and
Harris during their participation on conference calls. And Harris testified-in testimony that cuts
against respondents ' overall argument that they had nothing to do with the fee-that the
arrangement to provide consulting services was "between [Gearty] and [DEER] and First

Merger. "22 (Emphasis added.)

The way in which the $350,000 was initially handled further demonstrates that
Scholander and Harris were among the primary beneficiaries. For example, S cholander
facilitated the receiving of the fee by asking Gearty for wire instructions that he planned to give
to DEER. As another example, Harris testified that questions about whether the $350,000 could
be spent were considered collectively. In this regard, Harris noted that "we"-meaning "the
whole firm"-"were all expecting that [DEER] would come back and ask for some kind of
advice" and that, as a result, "there was some skepticism at first" about whether to spend the

$35 0,000.
22

The record is inconsistent regarding whether Gearty also provided any services in

connection with the fee. Gearty testified at the hearing that, during her visit to DEER, she
looked at DEER's kitchen appliance products, that no one asked her for any advice "of any
nature," and that she did not provide any kind of advisory services, financial or otherwi se, about
anything. At a prior continuing membership interview, however, Gearty testified that she offered
her opinions about DEER's appliances during her visit to DEER's offices. Gearty was never
asked at the hearing to explain the di screpancies in her statements about the services she
provided. In any event, even if Gearty did provide some limited services in connection with the
fee, the record does not support a finding that only she performed the services that led to the fee.
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Furthennore, once they got over their "skepticism," Scholander, Harris , and Zakai treated
the $350,000 as theirs to spend, and Scholander and Harris oversaw how it was spent. Gearty
testi fied that the $350,000 was not hers but that of Scholander, Harris, and Zakai, that it was
"completel y understood" that the $35 0,000 would be used in connection with the plan to acq uire
First Merger, and that respondents and Zakai di rected her to spend it in furtherance of the
acquisition plan on various items and services. Gearty testified that she told Scholander and
Harris "everything" concerning the expenses, that they "knew about every transfer out" of the
First Merger Delaware account, and that she spoke with respondents "every single day" to report
on her progress.
Finally, the $350,000 was spent on expenses related to the acq uisition of a firm of which
Scholander, Harris, and Zakai always expected to own one-third interests. Indeed, before the
$35 0,000 was received, the purchasing group had already taken several concrete steps towards
acquiring their ownership interests, including meeting with First Merger 's owner, establishing
companies to facilitate the acquisition, making financial contributions towards the acquisition,

and entering into the purchase agreement. 23 Harris conceded that, by December 24, 2009-days
after the fee was received-Zakai and Gearty "were already determined to be [his] future
partners." In addition, draft business cards were later produced showing that Scholander, Harris,
and Zakai each had the title of "managing partner," further evidencing their expected ownership
interests. Consistent with the ownership structure that was planned all along, the purchasing
group ultimately executed a written agreement that formally assigned 33% of the ownership
interests in First Merger each to Scholander, Harris, Zakai, and 1 % to Gearty. And the fact that
the purchasing group ultimately agreed to indemnify Simonetti for any losses related to any of
their acts or omissions after October 1 3 , 2009, further shows that as early as October 2009-and
during the time they spent the $35 0,000 to establish a First Merger branch office-respondents
already considered their actions to be those of First Merger.
All of this evidence points to the conclusion that Scholander and Harris were among the
primary beneficiaries of the $3 50,000 payment.
b.

Scholander' s and Harris ' Hearing Testimony About the $3 50,000
Payment Was Not Credible

Respondents contend that they did nothing to earn the $35 0,000, and that it was solely
Gearty 's money. The Hearing Panel found, however, that Scholander's and Harris' testimony
about the $350,000 payment was inconsistent with the evidence and not credible. The Hearing
Panel 's credibility determinations are entitled to considerable weight and deference and can only
be overturned by "substantial evidence." John Montelbano, 5 6 S.E.C. 76, 89 (2003).
Respondents have not pointed to substantial evidence that would warrant overturning the
Hearing Panel 's determinations that they were not credible.

23

Although the original purchase agreement was entered into by "RRZ Management," First
Merger admitted during a continuing membership interview that Scholander, Harris, Zakai, and
Gearty were always the "true parties . . . involved in the ownership change."
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The version of events that Scholander provided at the hearing was as follows. Person B
proposed to Scho lander, in front of Gearty, that he go to China to attend a "due dili gence road
show." Person B then said to Gearty, and "total ly out of (Scholander's] hearing," "[m]aybe you
can do something for DEER over there," and provided to Gearty alone "a chance to provide
advisory services to DEER for a fee." At one point during their two-hour visit to DEER ' s
offices, Scholander was separated from Gearty and stayed i n DEER's showroom with DEER's
appliance products and "a lot of bankers ." Gearty went with a "big, larger group . . . to another
section and then didn't come back for a while." Scholander ' s purported belief was that when he
and Gearty were separated, Gearty "provided all of the services that led DEER to pay her

$ 350,000" and that there was a consulting agreement between DEER and Gearty alone.
Scholander claimed to be unaware of what Gearty did to earn the fee and to have not learned
about the fee until January 2010.
Harri s claimed that he did not know anything about the fee before the China trip
occurred, did not learn about the fee until early January 20 1 0, and that the $350,000 fee
"belonged to Gearty alone." Harris ' understanding was "that (Gearty] went to China, . . . was

there with [DEER] , . . . was offered some kind of consulting arrangement with them to-on

product analysis and launching product in the United States," and would be "setting up products
for [DEER]." Harris also testified that he never had access to the $350,000.
As the Hearing Panel found, however, respondents ' testimony that the $350,000 payment
was only Gearty ' s money is implausible for numerous reasons. To start, Gearty was a back
office manager, had never been to China, had never provided advice to a foreign company
regarding product sales, had no previous contact with DEER before her trip, and had no prior
business connections to either Person A or Person B, at least one of whom was involved with
facil itating the China trip. By contrast, Scholander and Harris had a pre-existing connection with
DEER that stemmed from their longstanding, close business relationship with Person A and
Person B, and the trip was similar to past trips to China that Scholander or Harris had taken as a
result of that relationship.
In addition, respondents offer no reasonable explanation about what Gearty did, or was
supposed to do, to earn the $350,000 . Scholander' s suggestion that Gearty somehow earned the
entire $ 350,000 in less than two hours from a company with which she had no prior contact, and
despite no relevant expertise, is not believable. Even if Gearty offered some advice on DEER' s
kitchen appliance products while in China, the suggestion that Gearty was the sole source of
advisory services worth $350,000 is implausible.
Moreover, the use of the $350,000 was inconsistent with it being Gearty ' s fee. Much of
the $350,000 was used to pay expenses associated with opening the First Merger branch office
and acquiring First Merger, of which Gearty was to own just one percent. Respondents '
suggestion that Gearty personally committed $350,000 towards the acquisition of First Merger
more than five times Scholander's financial contribution and more than ten times Harris'
financial contribution-simply makes no sense, considering that she expected to own only one
percent of First Merger.
Scholander's testimony that he went to China to conduct "due diligence" on DEER also
does not withstand scrutiny. All Scholander did was visit DEER's offices for two hours, look at
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its kitchen appliance products, and visit a mall to see a DEER display. He did not visit with
DEER executives or visit any factories.24
Scholander's lack of credibility is further demonstrated by how his story about the fee
changed over time. His hearing testimony that he had nothing to do with the $350 ,000 fee was at
complete odds with his earlier investigative testimony that he, Harri s, Zakai, and Gearty
provided some advice to DEER in exchange for the $350 ,000 fee. 25 Similarly, Harris gave

testimony, both at his on-the-record interview and at the hearing, about his purported limited

involvement with First Merger that was demonstrably false. Harris testified at a July 20 1 0 on
the-record interview that he had not put any money towards funding First Merger. In fact, just

four months before, he had made a financial contribution. As another example, Harris claimed
that he did not know how the $350,000 was spent, but in at least one instance-the
reimbursement he received for the gym memberships he purchased-that was demonstrably

false. For all of these reasons, respondents have not pointed to substantial evidence that would

warrant overturning the Hearing Panel ' s determination that they were not credible. In sum,
respondents' testimony that the $350,000 was a fee paid only to Gearty is, as the Hearing Panel
6
found, not believable and contradicted by the evidence. 2
c.

Respondents ' Challenges to Gearty's Testimony

Respondents also claim that the Hearing Panel incorrectly found Gearty to be credible.

In support, respondents note that Gearty testified during an on-the-record interview that Person B
approached her about the China trip, but changed her story at the hearing and testified that it was

Person A instead. When respondents' counsel asked Gearty at the hearing whether she was

"mistaken or . . . lying" during her on-the-record interview about this point, Gearty admitted that

she lied.

This, however, is not substantial evidence to warrant ignoring the Hearing Panel ' s

determination that Gearty was credible. Gearty testified that she did not previously disclose
Person A's involvement with the China trip because "I was intimidated and . . . in fear of my
24

Scholander asserts in his appellate brief that the purpose of his due diligence trip was to
"ensure that [DEER] was in fact producing the goods it purported to make." But he never

testified that this was the reason for his trip. Moreover, Scholander was already selling DEER

stock to his Seaboard Securities customers and, presumably, had no questions at that time about
whether DEER was actually making appliance products.
25

At the hearing, Scholander tried to explain the discrepancies by saying that he must have
been "confused" at his on-the-record interview and that, when he testi fied about the advice and
opinions "we" provided in connection with the fee, he was speaking in the "royal we," as in First

Merger as a whole. But it is not credible that Scholander was confused at the on-the-record
interview because Scholander was expressly asked about his own personal conduct.
26

The Hearing Panel found that Gearty' s testimony was "unnecessary to finding
Respondents' version of events . . . fal se." We agree.
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potential partners [Scholander, Harri s, and Zakai], so I did exactly what they told me to do"
which was "to leave [Person A] out of this [on-the-record interview] ." As the Hearing Panel
correctly noted, Gearty' s "expression of fear is not outlandish" considering that in March 1 989,
Scholander pleaded guilty in New York to the charge of Menancing, a Class B misdemeanor,
and received 1 00 hours of community service. 27 Moreover, respondents' argument is essentially
an attempt to relitigate Gearty's credibility before us. Respondents' point-that Gearty changed
her testimony-was front and center before the Hearing Panel. The Hearing Panel's credibility
determination that Gearty' s testimony at the hearing was credible, in spite of her previous
dishonest statement, is a credibility determination that finders of fact make routinely in cases
where the facts are vigorously disputed. For these reasons, although Gearty did not initially tell
the truth about who approached her about the China trip, it does not cause us to question the
Hearing Panel ' s assessment of Gearty's overall credibility.
In a further effort to attack Gearty ' s credibility, respondents filed two motions. As
explained below, both motions are denied.
i.

Respondents' Motion to Dismiss or for a New Hearing

In respondents' first motion, respondents argue that, pursuant to Brady v. Maryland and

Giglio v. United States, Enforcement was required to alert respondents before the hearing that

Gearty falsely testified during her on-the-record interview that Person B approached her about
the China trip, but that Enforcement failed to do so. For this purported procedural violation,
respondents move that the proceeding be dismissed or, alternatively, that a new hearing be held.
We deny respondents' motion.
In Brady v. Maryland, the Supreme Court held that "the suppression by the prosecution

of evidence favorable to an accused upon request violates due process where the evidence is
material either to guilt or to punishment, irrespective of the good faith or bad faith of the

prosecution." 373 U.S. 8 3 , 87 ( 1 963). In Giglio, the Supreme Court held that impeachment
evidence falls within the Brady doctrine. 405 U.S. 1 50, 1 54- 1 5 5 ( 1 972). The Court held that
" [w]hen the reliability of a given witness may well be determinative of guilt or innocence,
nondisclosure of evidence affecting credibility falls within [the Brady] rule," and a new trial is
warranted if "the false testimony could . . . in any reasonable likelihood have affected the
j udgment of the jury." /d. at 1 54 (internal quotation marks omitted).

Brady and Giglio apply to criminal matters, however, not FINRA disciplinary
proceedings. See Dist. Bus. Conduct Comm. v. Pac. S. Sec. , Inc., Complaint No. CMS 9 1 0204,

1 993 NASD Discip. LEXIS 295, at *28 n.5 (NASD NBCC Sept. 2, 1 993). Instead, FINRA rules

set forth the scope of Enforcement' s responsibilities concerning exculpatory evidence.
Specifically, FINRA Rule 925 1 (b)(3) provides that "nothing in [FINRA Rule 925 1 (b)( 1 )],"
which governs what documents FINRA may withhold from a discovery production pursuant to

27

In New York, a person is guilty of menacing "when, by physical menace, he or she

intentionally places or attempts to place another person in fear of death, imminent serious
physical injury or physical injury." N.Y. Penal § 1 20. 1 5 (20 1 4).
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FINRA Rule 925 1 , "authorizes [Enforcement] . . . to withhold a Document . . . that contains
material exculpatory evidence."
Even assuming that the information about Gearty ' s prior testimony was a "Document"

within the meaning and scope of FINRA Rule 925 1 (b)(3)/ it was not "material exculpatory
evidence." Who approached Gearty about the China trip is immaterial to the allegations-and to
Gearty ' s overall credibility-because the material issues are whether respondents were
beneficiaries of the $350,000 fee and whether they had a business relationship with DEER.
Moreover, even if Enforcement had an obligation to disclose the information to respondents,
there was no prejudice. The issue of Gearty' s prior false testimony emerged at the hearing, and
respondents were able to cross-examine Gearty about it. Cf. 25-6 1 6 Moore 's Federal Practice

-

Criminal Procedure § 6 1 6.06 (20 1 4) (explaining that, under Brady and Giglio, "if the evidence
is valuable only for impeachment purposes, then disclosure is required to be made in time for the
defense to use it in cross-examination"). Accordingly, we deny respondents' motion to dismiss
or for a new hearing.
ii.

Respondents' Motion to Introduce Additional Evidence

In a further attempt to attack Gearty 's credibility, respondents moved on appeal to
introduce four items of additional evidence: ( 1 ) a grand j ury indictment dated July 1 8, 20 1 3 , of
Zakai, alleging that he stole, from December 20 1 0 through January 20 1 2, $705,000 from five
victims seeking to invest in the initial public offering of Facebook, Inc. through a venture called
"The Social Innovation Fund"; (2) the Manhattan District Attorney' s related press release of July
1 8, 20 1 3 ; (3) a related New York Daily News article of July 1 8 , 20 1 3 ; and (4) a private
placement memorandum in connection with The Social Innovation Fund, dated March 1 5 , 2 0 1 1 .
Respondents claim that the additional evidence is material because it "exposes statements that
[Gearty] made about [T]he Social Innovation Fund during the hearing as false and it shows that
she was engaged in an ongoing fraud, both during the investigation of First Merger Capital . . .
and during the . . . hearing."
Pursuant to FINRA Rule 9346(b), a party seeking leave to introduce additional evidence
on appeal must demonstrate, among other things, why the evidence is material. Contrary to
respondents' arguments, the proposed evidence is not material to Gearty ' s credibility. Gearty
testified at the hearing that The Social Innovation Fund was planned to be a private placement
offered through First Merger, that it was going to be done by Zakai and her, but that "[i]t never
was." As Enforcement correctly argues, there is no suggestion in Zakai ' s indictment or the press
releases that The Social Innovation Fund was offered by Zakai as a private placement through
First Merger, that Gearty had any involvement with the alleged fraud, or that Gearty was even
aware of it. Although respondents claim that the private placement memorandum indicates that
Gearty held various roles in connection with The Social Innovation Fund (i.e., Head of Trading,
Operati ons & Administration," "a member of the Board of Managers of the Manager," and "an
28

See FINRA Rule 925 1 (a) ( l ) (providing that FINRA' s discovery rule applies only to

"Documents" that were "prepared or obtained by Interested FINRA Staff in connection with the
investigation that led to the institution of proceedings").

-20interest holder of the Class B member") and therefore "should have had direct knowledge of
[T]he Social Innovation Fund's operations and solicitation of investors," respondents have

offered no evidence about the private placement memorandum itself, such as whether it was ever
used. Accordingly, we deny respondents ' motion to introduce additional evidence.
* * * * *

For the reasons explained above, we find that the $350,000 payment was primarily for the

benefit of Scholander, Harris, and Zakai, and we reject respondents' assertion that the payment

was only Gearty's money. Having addressed those critical factual issues, we turn to the issue of

materiality.

d.

The $3 50,000 Payment and Respondents' Business Relationship with
DEER Were Materi al Facts

An omitted fact is "material" if there is a substantial likelihood that a reasonable investor

would have considered the omitted fact important in making an investment decision, and if
"disclosure of the omitted fact would have been viewed by the reasonable investor as having

significantly altered the 'total mix' of information made available." Basic Inc. v. Levinson, 485
U.S. 224, 23 1 -32 ( 1 98 8); TSC Indus. Inc. v. Northway, Inc., 426 U.S. 438, 449 (1 976). Material

adverse facts that registered representatives are required to disclose include "any self-interest that

could influence the salesman ' s recommendation." Richard H Morrow, 53 S.E.C. 772, 78 1 -84
( 1 998) (finding that salesman, who recommended interests in a limited partnership while being

compensated by that partnership ' s general partner with commissions and an "equity kicker,"

"might not be wholly disinterested" and that "[w]hen recommending securities to a prospective
investor, a securities professional must . . . disclose 'material adverse facts,' including any self
2
interest that could influence the salesman's recommendation") . 9
When soliciting customers to purchase DEER securities, Scholander and Harris had

potentially competing motivations due to their business relationship with DEER. DEER funded,

through the $350,000 payment, Scholander' s and Harris ' plans to acquire First Merger and the
opening of their First Merger branch office. While the full extent of the services that

respondents were required to provide in exchange for DEER ' s $35 0,000 payment is unclear, it is

reasonable to infer that DEER did not make the $3 50,000 payment for no reason at all, and that
the limited "advisory services" that Scholander and Harris provided were not the only services
29

See also Affiliated Ute Citizens of Utah v. United States, 406 U.S. 1 2 8, 1 53 ( 1 972)

(holding that defendants' market-maker status was a material fact because sellers "had the right
to know that the defendants were in a position to gain financially from their sales and that their

shares were selling for a higher price" in the market that defendants developed); Chasins v.

Smith, Barney & Co. , 43 8 F.2d 1 1 67, 1 1 72 (2d Cir. 1 970) (holding that broker' s fai lure to
disclose adverse interests was an omission of a material fact); Richmark Capital Corp. , 57 S .E.C.
at 9, I 1 (holding that when a securities dealer recommends stock to a customer, it "must disclose

material adverse facts of which it is aware," including "' adverse interests' such as 'economic self
interest' that could have influenced its recommendation").

-2 1 that DEER expected for its money. Moreover, DEER was a potentially lucrative source of
business for respondents. Respondents previously handled two private pla cements for DEER
and , just three months before they began selling DEER securities at First Merger, attempted to
secure a contract with DEER to provide advisory services in connection with DEER's follow-on
o ffer ing.
Respondents ' competing motivations were potentially even stronger considering that
their deal ings with DEER resulted from respondents' longstanding business relat ionship with
Person A and Person B, who over the years introdu ced respondents to several Chinese
companies, including DEER . Indeed, the fact that most of First Merger's early revenues
totaling more than $ 1 .9 million-resulted from purchase and sale activity involving stocks of
issuers, like DEER, that were connected to Person A or Person B demonstrates the lucrative
nature of respondents' ties to Person A and Person B and the financial self-interests created by
that relationship .
Reasonable investors would have considered these facts important i n deciding whether to
purchase DEER securities through Scholander and Harris, and disclosure would have
sign ificantly altered the total mix of information available. Scholander's and Harris' failure to
disclose the $350,000 payment from, and business relationship w ith, DEER deprived each
customer of "the knowledge that his registered representative might be recommending a se curity
based upon the registered representative's own financial interest rather than the investment value
of the re commended security." SEC v. Hasho, 784 F . Supp. 1 059, 1 1 1 0 (S .D .N.Y. 1 992); see
also Chasins, 43 8 F .2d at 1 1 72 (stating that " [t]he investor . . . must be permitte d to evaluate
overlapping motivat ions through appropriate d isclosures, especially where one motivation is
economic self-interest"); Richmark Capital Corp., 57 S .E.C. at 9, 1 1 (holding that respondents
were required to disclose to customers their "strong financial motivation" to promote sales of a
stock, a consequence of respondents' compensation under an investment banking agreement with
the issuer, "so that investors could make an informed judgment"); Burch, 20 1 1 FINRA Discip.
LEXIS 1 6, at * 3 1 (finding that respondent was required to disclose to customers that his wife
was selling the same stock that he was recommending to have "the opportunity to question
whether [respondent] had a genuine, obje ctive belief that the investment . . . was in their best
interest"); Dep 't ofMkt. Regulation v. Jaloza, Complaint No. 2005000 1 27502, 2009 F INRA
Discip. LEXIS 6, at *20 (FINRA NAC July 28, 2009) (finding that respondent's omission of his
"member firm's interest in promoting the stock," which related to the firm's potential consulting
relationship with the issuer, the firm's holdings in the stock, and the firm's intention to become a
market maker in the stock, was material because it had the potential to affect respondent's
"objectivity"). For example, respondents' customers had no idea that respondents had conflicts
that may have caused them to recommend DEER instead of other investments in the same or
similar sector as DEER that might have been as suitable or even more so.
The case of Kevin D. Kunz, 55 S .E . C . 5 5 1 (2002), aff'd, 64 F . App'x 659 ( l Oth Cir .
2003), is a relevant analogy. In that case, the Commission found that the applicant and the
broker-dealer he formed sold an issuer's investment instruments using private placement
memoranda that did not disclose that the applicant and the broker-dealer had a consulting
relationship with the issuer, that they had received consulting fees from the issuer, and that the
issuer financed the broker-dealer itself . !d. at 565. The Commission held that " [t]he existence of
these relationships would have been material to any prospective investor" and that " [w]hen a
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broker-dealer has a self-interest (other than the regular expectation of a commission) in serving
the issuer that could influence its recommendation, it is material and should be disclosed." !d.
Respondents argue that Kunz i s distinguishable on the grounds that the securities
involved in Kunz were "newly issued," that the issuer and its broker had "absolute control over
the market and pricing" of the securities, that there was evidence the broker-dealer was the
issuer's "captured broker," and that there was "arguably a duty to disclose in the [private
placement memoranda]" the "potential conflict relationship." Along these same lines,
respondents argue that they recommended DEER stock because it was fundamentally sound,
widely held, and followed by large Wall Street firms, and that the $350,000 was not material
because DEER "isn't some little fly-by-night company" and the payment did not affect the value
of the securities. Even if the broker's interest in serving the issuer in Kunz was stronger in
degree than here, Kunz nonetheless shows that a broker's business relationship with an issuer,
which includes the issuer's funding of the broker-dealer, can give rise to a material conflict of
interest that should be disclosed when the broker sells the issuer's securities. Moreover, even if
respondents sold DEER stock purely because of its fundamentals, the materiality of the $35 0,000
payment is not based on whether it actually affected the respondents' actions or the value of
DEER stock, but on whether reasonable customers would have considered the information
important when deciding whether to invest i n DEER stock. Respondents' omissions prevented
their customers from evaluating Scholander' s and Harris ' potentially overlapping motivations
when recommending DEER securities and deprived those customers from knowing that there
0
may be a s ignificant reason to consider other investments besides DEER.3
Respondents' other arguments concerning materiality are also unpersuasive.
Respondents argue that some of the $350,000 went to pay Zakai ' s personal expenses, that the
$350,000 was spent before respondents registered at First Merger, and that they were not owners
o f First Merger when they registered. These facts, however, do not change that Scholander and
Harris were also primary, and recent, beneficiaries of the $3 50,000 when they sold DEER
securities. Moreover, although the $3 50,000 was fully spent, it appears, based on the l imited
amount of services that were provided for the $350,000, that there was a continuing business
relationship between First Merger and DEER when respondents were soliciting purchases of
DEER stock.

30

Despite overwhelming authorities such as Kunz that hold that a broker has a duty to

disclose adverse economic interests when selling securities to customers, respondents cite Lentell

v.

Merrill Lynch & Co., 3 96 F.3d 1 6 1 , 1 70 (2d Cir. 2005), for the proposition that "a failure to

disclose a conflict of interest alone is not fraud." But the passage in Lentell that respondents cite
addressed whether "numerous generic articles" in the financial press "on the subj ect of structural
conflicts" that generally existed between research analysts and investment bankers gave the
plaintiffs a duty to inquire into facts constituting the alleged issuance of false and misleading
research reports. Lentell did not address a registered representative ' s reckless or intentional
failure to disclose material information to customers when there was a duty to do so, let alone
economic self-interests as specific as the ones at issue in this case.
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Now calling the issue of whether they benefitted from the $35 0,000 fee a "giant red
herring," respondents argue that, even if they received the benefit of the entire fee, they were not
required to disclose that they were receiving "added compensation" or "financial incentives'' for

promoting or selling an investment, citing United States v. Skelly, 442 F.3d 94 (2d Cir. 2006).
Respondents' reliance on Skelly, however, is misplaced. Skelly concerned primary allegations
that principals of a broker-dealer engaged in a "pump and dump" scheme concerning certain

thinly traded securities and alternative allegations that the principals failed to disclose that their
broker-dealer "paid its registered representatives . . . far more if they sold the manipulated
securities . . . than if they sold other securiti es." !d. at 96-97. With respect to those alternative
allegations, the court of appeals noted that "a seller or middl eman may be liable for fraud if he
lies to the purchaser or tells him misleading half-truths, but not if he simply fails to disclose
information that he is under no obligation to reveal." !d. at 97. The court continued that "a
registered representative is under no inherent duty to reveal his compensation" and that
"otherwise truthful statements . . . about the merits of a particular investment are not transformed
into misleading 'half-truths' simply by the broker's failure to reveal that he is receiving added
compensation for promoting a particular investment." !d. Skelly further explained that a
registered representative can only be convicted for failing to disclose information about his
"added compensation" if he "assumed a 'fiduciary duty' to disclose such information." !d. at 98.
Respondents argue that because their customers were purportedly "sophisticated," "accredited"
investors "who could fend for themselves" and who did not give respondents discretionary
authority, respondents did not have a "fiduciary duty or its functional equivalent" and, pursuant
to Skelly, had no duty to disclose the $350 ,000.
Unlike the "added compensation" at issue in Skelly, however, respondents have offered
no proof that the $350,000 was compensation for selling stock. Scholander, Harris, and Gearty
never testified that the advisory services were related in any way to sales of DEER stock. Gearty
testified that she did not know what the payment was for (other than for possibly limited product
advice), and Scholander testified at an on-the-record interview that the payment was for
"advisory services" to DEER. Thus, unlike the heightened, transaction-based compensation paid
by a broker-dealer to its representatives for sales of "house stocks" at issue in Skelly, the
$350,000 payment from DEER reflected a single, substantial, non-transaction-based payment
from an issuer in exchange for consulting services, which Scholander and Harris used to try to
acquire a broker-dealer and to establish a branch office from which they sold the issuer' s
securities. Reasonable customers expect that their brokers will receive compensation from their
employing firms for sales of stocks. Reasonable customers do not necessarily expect, however,
that their broker is receiving advisory fees from the issuer of the securities he recommends, has a
close and possibly ongoing business relationship with the issuer, or has longstanding and
lucrative ties to the issuer ' s promoters. Thus, the $350,000 payment and respondents'
relationship with DEER is not the kind of information that respondents were required to disclose
only if they assumed a "fiduciary duty" to their customers; rather, they were material, adverse
31
interests that respondents were required to disclose even absent a fiduciary duty.

31

Even if the $350,000 was compensation for selling DEER stock-and there is no

evidence it was-a registered representative has an obligation to disclose compensation in
[Footnote continued on next page)
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In a similar argtunent, respondents argue that they had no "duty to disclose" the payment
because they had no "fiduciary duty" or "its ' functional equivalent, ' a duty of trust and
confidence." But as demonstrated above, liability for failing to disclose material information is
"premised upon a duty arising from a relationship of trust and confidence between parties to a
3
transaction," 2 and nwnerous cases hold that, on a transaction by transaction basis, a broker has a
duty to disclose material facts when selling securities to a prospective investor. Scholander and
Harris recommended purchasing DEER and had a duty to disclose. Indeed, apart from Skelly,
which is distinguishable for the reasons explained above, none o f the authorities cited by
respondents in support of this parti cular argument, such as Matrixx, Dirks, De Kwiatkowski, or

Chestman, involved allegations of fraudulent omissions by registered representatives when
recommending securities to customers.

33

Therefore, for the reasons discussed above, the $3 50,000 payment from DEER and
respondents' business relationship with DEER were materi al facts that respondents were
required to disclose to the customers to whom they sold DEER securities.

[Cont'd]
circumstances that are not "ordinary." See Dep 't ofEnforcement v. Meyers, Complaint No.

C3A040023 , 2007 NASD Discip. LEXIS 4, at *22, 24 (NASD NAC Jan. 23, 2007) (finding that

respondents' "undisclosed sales incentives . . . as high as 1 0 times the disclosed mark-ups" were
"far above the norm" and material facts). Assuming that Scholander and Harri s was each a one
third beneficiary of the $35 0,000 payment, $23 1 ,000 in "compensation" was more than 1 6 times
the $ 1 3 ,700 in gross commissions that respondents generated selling DEER stock between
February 20 1 0 and November 20 1 0. Moreover, $244,700 in total compensation ($23 1 ,000 plus
$ 1 3 ,700) amounted to more than 25% of the $96 1 , 852 that respondents sold in DEER securities
during the relevant period. That kind of compensation for selling stock was not ordinary and
was required to be disclosed by respondents, even absent a fiduciary relationship with their
customers.
32

Chiarella, 445 U . S . at 230.

33

See Matrixx Initiatives, Inc., 1 3 1 S. Ct. 1 3 09 (20 1 1 ) (concerning omissions by an issuer
relating to adverse events associated with a drug); Dirks v. SEC, 463 U.S. 646 ( 1 983)
(concerning allegations that officer of a broker-dealer was liable as a tippee for trading on

material non-public information received from a company insider); De Kwiatkowski, 306 F.3d

1 293 (concerning allegations that a futures commission merchant owed a duty to provide
ongoing advice and risk warnings to a nondiscretionary customer); United States v. Chestman,
947 F.2d 5 5 1 (2d Cir. 1 99 1 ) (concerning allegations that stockbroker aided and abetted the
misappropriation of inside information and engaged in fraud as tippee of the misappropriated
information).
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2.

"In Connection With" the Offer, Sale, or Purchase of Securities

To establish liabil ity under Section 1 O(b) and Rule 1 Ob-5 requires proof that
respondents engaged in fraudulent conduct "in connection with the offer, sale, or purchase of
securities." The Supreme Court has embraced an expansive interpretation of Exchange Act
Section l O(b) ' s "in connection with" language. See, e.g., Merrill Lynch, Pierce, Fenner & Smith

Inc. v. Dabit, 547 U.S. 7 1 , 85 (2006); SEC v. Zandford, 535 U.S. 8 1 3 , 8 1 9 (2002).
The "in connection with" requirement is met here. Respondents failed to disclose the
$3 50,000 payment from DEER when soliciting purchases of DEER stock from customers, and
those omitted facts were material to reasonable investors. Respondents' breach of their duty to
disclose the $350,000 payment and the securities transactions coincided. See Zandford, 535 U.S.
at 822 ("It is enough that the scheme to defraud and the sale of securities coincide.").34
3.

Scienter
a.

Respondents Acted at Least Recklessly

Liability under the anti-fraud provisions also requires a showing of scienter. Scienter is
defined as "a mental state embracing intent to deceive, manipulate, or defraud." Ernst & Ernst v.
Hochfelder, 425 U.S. 1 85 , 1 93 n. l 2 ( 1 976). Scienter may be established by a showing that the
respondent acted recklessly. " [R]ecklessness in this context is a highly unreasonable omission,
involving not merely simple, or even inexcusable negligence, but an extreme departure from the
standards of ordinary care, and which presents a danger of misleading buyers or sellers that is
either known to the defendant or is so obvious that the actor must have been aware of it." Alvin
W. Gebhart, Exchange Act Release No. 5895 1 , 2008 SEC LEXIS 3 1 42, at *26 (Nov. 1 4, 2008)
(internal quotation marks omitted) (citing cases), aff'd, 595 F.3d 1 034 (9th Cir. 20 1 0); see also
SEC v. Fife, 3 1 1 F .3d 1 , 9 (5th Cir. 2002). Proof of scienter may be " a matter of inference from
circumstantial evidence." Herman & MacLean v. Huddleston, 459 U.S. 375, 3 90-9 1 n.30
( 1 983); Derek DuBois, 5 6 S.E.C. 829, 8 3 6 (2003).
The record demonstrates that respondents acted at least recklessly, and with sci enter,
when, in selling DEER securities, they omitted disclosing information about the $35 0,000
payment and their business relationship with DEER. Respondents knew about the $3 50,000
payment, that they were among the primary beneficiaries of the $350,000 payment, and that their
customers were not aware of either the payment or respondents' relationship with DEER.
Respondents also must have known that both the payment and their ongoing business
34

The fact that the $35 0,000 payment did not concern the value of DEER securities does
not preclude a finding that respondents ' omissions were "in connection with" the sale or
purchase of securities. See Marc Geman, 54 S.E.C. 1 226, 1 244-45 & n.40 (Feb. 1 4, 200 1 )
(citing cases) (noting that "[t]he plain meaning o f the [in connection with element] i s that, for a
deceptive practice to constitute a violation of the antifraud provisions, it need only be directly
related to securities transactions, not necessarily to the securities themselves or their value"),

ajf'd, 334 F.3d 1 1 83 ( 1 Oth Cir. 2003).
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relationship with DEER gave them obvious conflicts of interest that had the potential to
infl uence their decision of what securities to recommend to their customers. Despite this,
respondents failed to disclose information about the fee or their relationship with DEER to the
customers whom they solicited to buy DEER securities. This was a highly unreasonable
omission that presented a danger of misleading customers that respondents had no competing
motivations for soliciting purchases of DEER stock. See GSC Partners CDO Fund v.

Washington, 368 F.3d 228, 239 (3d Cir. 2004) ("It is certainly true that in a non-disclosure

situation, any required element of scienter is satisfied where . . . the defendant had actual
knowledge of the material information.") (citation omitted); see also Gebhart, 2008 SEC LEXIS
3 1 42, at *26 (explaining that scienter exists when the omission "presents a danger of misleading
buyers . . . that is either known to the defendant or so obvious that the defendant must have been
aware of it"); Kenneth R. Ward, Exchange Act Release No. 47535, 2003 SEC LEXIS 3 1 75 , at
*40 (Mar. 1 9, 2003) (finding scienter established when representative was aware of material
information and failed to make appropriate disclosures to customers), ajf'd, 75 F. App 'x 320 (5th
Cir. 2003).
The fact that each respondent had significant industry experience only bolsters the
finding of recklessness. See Peter Siris, Exchange Act Release No. 7 1 068, 20 1 3 SEC LEXIS
3 924, at *24 (Dec. 1 2, 20 1 3) (finding that respondent' s "long experience in the industry" made it
"particularly true" that he acted intentionally or with severe recklessness when he engaged in
repeated instances of insider trading); Dolphin and Bradbury, Inc., Exchange Act Release No.
54 1 43 , 2006 SEC LEXIS 1 5 92, at *43 -44 (July 1 3 , 2006) (citing respondents' experience in
support of findings that they acted with scienter), aff'd, 5 1 2 F.3d 634 (D.C. Cir. 2008); Jay

Houston Meadows, 52 S .E.C. 778, 786 ( 1 996) (citing securities industry experience of
respondent registered representative in support of finding of scienter), ajf'd, 1 1 9 F.3d 1 2 1 9 (5th
Cir. 1 997).
b.

Respondents' Arguments That They Lacked Scienter Are Meritless

Respondents make several arguments that they lacked scienter, but none is persuasive.
Citing In re Canadaigua Securities Litigation, 944 F. Supp. 1 202 (S.D.N.Y. 1 996), respondents
contend that scienter requires "more than simple conscious nondisclosure" and that, therefore,
their mere knowledge of the $350,000 fee i s insufficient to demonstrate scienter. Canadaigua,
however, is distinguishable. In Canadaigua, the court found that plaintiffs, purchasers of the
defendant company's stock, failed to show particularized facts that defendants, a company and
two of its officers, acted with scienter when they did not publicly disclose information about a
pricing plan for a new product line. The court noted, among other things, that plaintiffs failed to
point to any prior statements or omissions by defendants that were false or misleading and that
defendants had "legitimate competitive business reasons . . . to keep their own counsel on the
pricing of their new product line." Id at 1 2 1 3 - 1 2 1 4. In contrast, Scholander's and Harris'
failure to disclose the $350,000 payment and their relationship with DEER left the materially
misleading impression that respondents had no potential self-interest in the DEER transactions,
and respondents, as registered representatives of a broker-dealer that solicited transactions in
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DEER, had a duty to disclose material adverse interests to their customers, not to "keep their
35
own counse1."
Respondents also argue that Enforcement has not presented "a scheme or motivation
connected to defrauding customers ." S cienter can be demonstrated, however, by a showing of
recklessness, and the evidence here demonstrates that respondents' omission of the $ 350,000
payment and their re lationship with DEER presented an obvious danger of misleading their
customers.
Respondents next contend that they were "subordinate sales persons" who "possessed a
good faith be lief that no fee dis closure was re quired." They similarly argue that, when se lling
D EER securities at First Merger, the $350,000 "had been completely spent" and was the
"furthest thing from their minds." These arguments, however, do not show that respondents
lacked scienter. While evidence of good faith is "relevant to a determination of whether a
respondent acted with the requisite state of mind," the "reasonableness and, therefore, the
credibility of that claim of good faith must be evaluated in light of the circumstances of each
case and in light of the conduct expected from a reasonable person." Gebhart, 2008 SEC LEXIS
3142, at *34. Notwithstanding their arguments, respondents did not testifY that their purported
good faith belief was somehow grounded in their status as "subordinate sales persons" or that the
$350,000 payment was "the furthest thing from their minds." Rather, their position was that
disclosure was not necessary because of their purported belief that the $350,000 payment was
not theirs, a factual claim that we have rejected . And any claim that respondents forgot about the
payment further lacks credibility because the $350,000 was spent just days before respondents
began soliciting sales of DEER stock. Thus, respondents ' purported good faith beliefs do not
establish that they lacked scienter.
35

In a similar argument, respondents argue that "non disclosure of the Fee" cannot be "in
and of itse lf the fraud ," citing Shields v. Citytrust Bancorp, Inc., 25 F.3d 1124 (2d Cir. 1994).
Respondents also cite In re Criimi Mae, Inc. Securities Litigation, 94 F. Supp. 2d 652 (D. Md.
2000), for the proposition that "bare allegations that [respondents] 'knew but concealed' or
'knew or were reckless in not knowing' certain material information" was "insufficient to plead
s cienter." But unlike this case, Shields and Criimi Mae, respe ctively, dealt with plaintiffs who
failed to support allegations of s cienter with the specificity and sufficiency required by the
Federal Rules of Civil Procedure or the Private Securities Litigation Reform Act of 1995
("PSLRA") . Shields, 25 F.3d at 1128-1130 (finding that plaintiffs fai led to plead scienter with
particularity, where defendants, an issuer and two of its senior executives, made positive
predictions about their company's future that were incorrect only when held up "against the
backdrop of what actually transpired"); Criimi Mae, 94 F. Supp. 2d at 661-662 (finding that
plaintiffs failed to plead scienter with the required particularity under the PSLRA, where
plaintiffs' scienter allegations were based purely on the fact that defendants held positions of
contro l with the issuer). The pleading standards under the Federal Ru1es or the PSLRA do not
apply to our evaluation of the evidence in the record . Moreover, there are sufficient facts here to
demonstrate that respondents were aware of the danger of misleading their customers through
omissions of their financial self-interests.
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Respondents also contend that their trading activity in DEER stock shows that they
lacked scienter. In this regard, respondents claim: ( 1 ) that they made continuous customer
recommendations of DEER, well before the $3 50,000 payment or joining First Merger; (2) that
they sold DEER because it was an active stock, a NASDAQ Global Select listing, and widely
fo llowed by Wall Street firms and institutional investors; (3) that, due to a price increase, their
customers "liquidated vastly more DEER stock than they purchased," which "proves that the Fee
had no material bearing or influence upon Respondents['] interactions with customers"; and
(4) that DEER transactions during the relevant period accounted "only" for 1 1 % of First
Merger's total commissions and that this was "no pump and dump scheme ." At best,
respondents have shown that it is not clear what actually motivated them to solicit purchases of
DEER stock. On the one hand, respondents highlight market-based reasons, unrelated to the
$350,000 payment, why they may have solicited purchases of DEER stock. On the other hand,
respondents received and spent the $350,000 from DEER and then immediately began soliciting
purchases of substantial amounts of DEER stock. Moreover, as Enforcement pointed out at oral
argument, because some of respondents' customers wanted to "cash in," DEER may have
"needed new buyers to help keep the price up." Regardless, respondents' true motivation is
besides the point. By failing to disclose the $350,000 payment and their business relationship
with DEER, respondents deprived their customers of the opportunity to evaluate for themselves
respondents' competing motivations and the extent to which respondents were soliciting
purchases of DEER stock because of their relationship with DEER.
Finally, respondents argue that they lacked scienter because they relied on counsel and
supervisors, and that no supervisor, compliance officer, or attorney ever advised them that
disclosure of the $3 50,000 payment was necessary. While respondents had "an independent
obligation to comply with the provisions at issue here and cannot shift this responsibility to
36
others," reliance on legal advice is a "relevant consideration in evaluating a defendant' s
scienter." Howard v. SEC, 3 7 6 F.3d 1 1 3 6, 1 1 47-48 (D.C. Cir. 2004) (holding that reliance on

legal advice "is simply evidence of good faith"). Respondents, however, never testified that they
sought or obtained advice from a lawyer--or, for that matter, any compliance officer or
supervisor-concerning whether they needed to disclose the $3 50,000 payment or their business
relationship with DEER, let alone show that they made full disclosure to a lawyer or set forth the
substance any such advice. See Howard Brett Berger, Exchange Act Release No. 58950, 2008
SEC LEXIS 3 1 4 1 , at *40 (Nov. 1 4, 2008) (holding that an advice-of-counsel argument must
demonstrate that the respondent made full disclosure to counsel, appropriately sought to obtain
relevant legal advice, obtained it, and then reasonably relied on the advice and noting that it
"isn't possible to make out an advice-of-counsel claim without producing the actual advice from
an actual lawyer") (internal quotation marks omitted), a.ff'd, 347 F. App 'x 692 (2d Cir. 2009).
Moreover, respondents could not interpret the absence of any advice from their supervisors or
compliance officers as an indication they approved of respondents' omission of the $350,000
payment. Cf Richard A. Neaton, Exchange Act Release No. 65598, 201 1 SEC LEXIS 3 7 1 9, at

36

Richard G. Cody, Exchange Act Release No . 645 65, 201 1 SEC LEXIS 1 862, at *65

(May 27, 2 0 1 1 ), a.ff'd, 693 F.3d 25 1 ( 1 st Cir. 2 0 1 2).
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*22-23 (Oct. 20, 2 0 1 1 ) (rej ecting respondent' s argument that his firm's silence about his Form
37

U4 disclosure obligations excused his failures to disclose).
* * * * *

For the reasons explained above, when soliciting customers to purchase DEER securities,
respondents fraudulently omitted to disclose that they were the primary beneficiaries of a
$ 3 5 0,000 payment from DEER and had a business relationship with DEER. This conduct was in
willful violation of Section I O(b) of the Exchange Act, Rule 1 0b-5 thereunder, FINRA Rules
38

2020 and 2 0 1 0 .
B.

Outside Business Activities

NASD Rule 3 0 3 0 provided that "[n]o person associated with a member in any registered
capacity shall be employed by, or accept compensation from, any other person as a result of any
business activity, other than a passive investment, outside the scope of his relationship with his
employer firm, unless he has provided prompt written notice to the member." The Hearing Panel
found that respondents, while registered with Seaboard Securities, failed to disclose outside
business activities with DEER to Seaboard Securities, in violation of NASD Rule 3030. We

affirm.
Scholander and Harris were engaged in a business activity with DEER outside the scope
of their relationship with Seaboard Securities, and they accepted compensation from DEER as a
result of that business activity. As noted above, Scholander admitted, in his on-the-record
interview that he and Harri s performed consulting services for DEER, while they were registered
with Seaboard Securities, and that DEER made a $3 50,000 payment for those consulting services
to First Merger Delaware. Specifically, Scholander admitted that he personally provided
consulting services to DEER when he was in China, and that he and Harris also provided
37

To establish liability under Section 1 O(b) and Exchange Act Rule 1 Ob-5 also requires

proof that respondents used "any means or instrumentality of interstate commerce, or of the
mails, or of any facility of any national securities exchange." 1 7 C.F.R. § 240. 1 0b-5 .
Respondents do not dispute that they communicated with customers through telephone calls,

thereby satisfying the interstate commerce requirement. See SEC v. Softpoint, Inc., 9 5 8 F. Supp.
846, 865 (S.D.N.Y. 1 997) (determining that the j urisdictional requirements of the federal

antifraud provisions are "broadly construed" and are satisfied by intrastate telephone calls and
the use of the U.S. mail), a.ff'd, 1 5 9 F.3d 1 34 8 (2d Cir. 1 998).
38

In the proceedings below, Enforcement alleged that respondents' fraud liability "extends

to the acts of other brokers . . . that were acting under their direction and control" because
respondents "directed others to sell DEER and did not advise them of the DEER payment," and
"(a]s a result, those other brokers did not disclose the payment to their customers. " The Hearing
Panel made no findings, however, concerning whether respondents' fraud violations extended to
other First Merger representatives' sales of DEER, and Enforcement has made no arguments on
appeal concerning these allegations. As a matter of our discretion, we do not address this issue.
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consulting services on conference calls. Scholander also admitted that these services are what
were provided to earn the $350,000 fee that DEER paid to First Merger Del aware, and we have
already found that that Scholander and Harris, along with Zakai, were the primary beneficiaries
of that fee.
While the record suggests that DEER's payment of $350,000 was for something more
than the services Scholander admitted providing-advice provided on a few conference calls and
during a two-hour visit to DEER's offices-his admissions are enough to demonstrate that he
and Harris were involved in a "business activity" with DEER about which they were required to
provide prompt, written notice to Seaboard Securities. "[A]n associated person is required to
disclose outside business activities at the time when steps are taken to commence a business
activity unrelated to his relationship with his firm." See Dep 't ofEnforcement v. Schneider,
Complaint No. C I 003 008 8, 2005 NASD Discip. LEXIS 6, at * 1 3 - 1 4 (NASD NAC Dec. 7,

2005).
Respondents also did not give Seaboard Securities any written notice-prompt or
otherwise-about their business activities for DEER, including the possibility of an advisory fee
or the $350,000 received from DEER. Scholander claimed that he orally told a compliance
person at Seaboard Securities that he was going to China "on a due diligence road show" and "as
part of [his] work as a broker at Seaboard" and that Seaboard Securities understood he was
gaining "knowledge" about DEER to see "are we going to buy more or less of this company."
But these claims provide no defense. Oral notification to compliance staff was insufficient
because NASD Rule 3030 required prompt written notice. And even assuming that Scholander's
testimony about what he told his compliance staff was truthful, nothing in that notification
disclosed that he was engaged in business activity for DEER or that he would be compensated
for it. Therefore, respondents engaged in outside business activities violations, in violation of
NASD Rule 3030 and NASD Rule 20 1 0.
V.

Sanctions
A.

Fraudulent Omissions

For Scholander's and Harris' fraudulent omissions of material facts, the Hearing Panel
barred respondents from associating with a member firm in any capacity. As explained below,
we affirm the bars imposed by the Hearing Panel.
In assessing sanctions, we consider FINRA' s Sanction Guidelines ("Guidelines''),
including the Principal Considerations in Determining Sanctions set forth therein and any other
3
case-specific factors. 9 For intentional or reckless misrepresentations or material omissions of
fact, the Guidelines recommend that adjudicators consider imposing a fine between $ 1 0,000 to

39

See FINRA Sanction Guidelines (20 1 3),

http ://www.finra.org/web/groups/industry/@ip/@enf/@sg/documents/industry/pO 1 1 03 8.pdf
[hereinafter "Guidelines"].
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$ 1 00,000, a suspension in any or all capacities of I 0 business days to two years, and, in
40

egregious cases, a bar.

Numerous aggravating factors support the conclusion that respondents' violations
warrant sanctions towards the high end of the relevant sanctions range. Between February 20 1 0
and November 20 1 0, respondents sold $96 1 ,852.68 of DEER stock to 3 5 customers, without
41
disclosing material facts.
Respondents engaged in numerous acts of fraud over an extended
42
43
period of time.
Respondents' omissions were at least reckless.
In addition, respondents'
fraudulent omissions resulted not only in the potential for their monetary gain, but actual gain.

44

Respondents generated $ 13,700 in gross commissions from their sales of DEER stock between
February 20 1 0 and November 20 1 0.
Another aggravating factor is that Scholander and Harris attempted to provide inaccurate
45

or misleading testimony or documentary information to FINRA during its investigation.
During FINRA ' s investigation, Scholander provided an inaccurate affidavit in which he

purportedly sought to "clarifY and correct" statements he provided during his on-the-record
interview concerning the $350,000 payment. Scholander also falsely testified at an on-the-record
interview in July 20 1 0 that he traveled to China with Gearty three or four months before the on
the-record interview when employed by First Merger. In fact, Scholander traveled to China eight
months earlier when he was employed by Seaboard Securities. Scholander's false testimony on
this point was, as the Hearing Panel found, likely intentional, considering that there was no
reasonable explanation for how he could have been confused about the timing of such a recent
trip and that he had a motivation to conceal the truth from regulators. As for Harri s, he falsely
testified at a July 20 1 0 on-the-record interview that he had not put any money into First Merger
or RRZ Management to fund First Merger. In fact, he had done so just four months earlier.
Respondents' untruthfulness reflects strongly on their fitness to serve in the securities industry.

See Burch, 2 0 1 1 FINRA Discip. LEXIS 1 6, at *47.

40

41

Jd. at 8 8 .
!d. at 7 (Principal Considerations i n Determining Sanctions, No. 1 8) (directing

adjudicators to consider "[t]he number, size and character of the transactions at issue).
42
43
44

45

Jd. at 6 (Principal Considerations in Determining Sanctions, Nos. 8, 9).
ld. at 7 (Principal Considerations in Determining Sanctions, No. 1 3) .
ld. (Principal Considerations in Determining Sanctions, No. 1 7).
Id. (Principal Considerations in Determining Sanctions, No. 1 2). Respondents argue that

these issues have "nothing to do with the conduct" at issue. But the Guidelines make clear that
an attempt to provide inaccurate or misleading testimony or documentary information in an
investigation is relevant to a sanctions determination.
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Respondents fail to demonstrate any mitigating factors. Respondents argue that they
have no prior adverse discipl inary actions or customer litigation. Such factors, however, are not
mitigating "because an associated person should not be rewarded for acting in accordance with
his duties as a securities professional." Kent M Ho uston, Exchange Act Release No. 7 1 5 89,
20 1 4 SEC LEXIS 6 1 4, at *30 (Feb. 20, 20 1 4).
Respondents contend that no supervisors, lawyers, or compliance officers expressed any
opinion that the fee had to be disclosed. But while it is true that a respondent ' s demonstration of
reasonable reliance on competent legal advice is a relevant consideration fo r purposes of
46
sancti ons, respondents offered, as mentioned above, no evidence showing that they reasonably
relied on competent legal advice, let alone asked for such advice. And if respondents ' attempts
to blame others show anything, it is that respondents have not accepted responsibility for their
47
violations. See Castle Sec. Corp., 5 8 S . E.C. 826, 834 (2005) (considering blame-shifting
arguments as relevant to sanctions determination).
Respondents assert that their customers were sophisticated and thus in no need of
48
In any

disclosure, but they provided no evidence in support of that self-serving contention.

event, "the protection of the antifraud provisions of the securities laws extends to sophisticated
investors as well as those less sophisticated." Dolphin and Bradb ury, Inc., 2006 SEC LEXIS
1 592, at * 3 6; see also SEC Press Release No. 20 1 0- 1 23 (July 1 5 , 2 0 1 0) (noting that the

settlement of SEC v. Goldman Sachs, http ://www. sec.gov/news/press/20 1 0/2 0 1 0- 1 23 .htm, which

involved the alleged misleading of investors in a subprime mortgage product, is "a stark lesson

. . . that no product is too complex, and no investor too sophisticated, to avoid a heavy price if a
firm violates the fundamental principles of honest treatment and fair dealing"). Indeed, even a
sophisticated investor would have had no way of knowing, absent respondents' disclosure, of the
$ 3 5 0,000 payment.
Finally, respondents argue that the sanctions imposed in settled cases with other First
Merger employees were lower. However, "the appropriateness of the sanctions imposed depends
on the facts and circumstances of the particular case and cannot be determined precisely by
comparison with action taken in other cases." Dennis S. Kaminski, Exchange Act Release No.
65347, 20 1 1 SEC LEXIS 3 225, at * 4 1 (Sept. 1 6, 20 1 1 ). Moreover, "comparisons to sanctions in
settled cases are inappropriate because pragmatic considerations justify the acceptance of lesser
sanctions in negotiating a settlement such as the avoidance of time-and-manpower-consuming
adversary proceedings." Houston, 2 0 1 4 SEC LEXIS 6 1 4, at * 3 3 (internal quotation marks
omitted).
46
47

48

Guidelines, at 6 (Principal Considerations in Determining Sanctions, No. 7).
!d. at 6 (Principal Considerations in Determining Sanctions, No. 2).
Guidelines, at 7 (Principal Considerations in Determining Sanctions, No. 1 9). A FINRA

investigator testified that the customers "appeared to be somewhat high net worth or medium net
worth individuals." For purposes of the Guidelines, however, the amount of a customer's net
worth does not provide information about that customer's level of sophistication.
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Considering the nature of respondents ' fraudulent omissions, the aggravating factors that
are present, and the absence of mitigation, respondents' violations warrant sanctions at the high
end of the relevant sanctions range. Respondents violated their duty, of vital importance to the
functioning of the securities markets, to provide their customers with full disclosure of their
business relationships with issuers of the securities they recommended. For these reasons, we
bar both Scholander and Harri s from associating with any member firm in any capacity. Such
sanctions are appropriate to remedy respondents ' violations, protect investors, and deter others
from engaging in similar misconduct.
B.

Outside Business Activities

The Hearing Panel indicated that for respondents' outside business activities violations, a
$ 1 0,000 fine on each respondent would have been appropriate. Stronger sanctions, however, are
warranted to remedy these violations.
For outside business activities violations, the Guidelines recommend imposing a fine
between $2,500 and $50,000 and indicate that the recommended fine may be increased by adding
the amount of a respondent's financial benefit. 49 The Guidelines further recommend that
adjudicators consider imposing a suspension up to 3 0 days when the outside business activities
do not involve aggravating conduct, a longer suspension of up to one year when there is
aggravating conduct, and a longer suspension or a bar in egregious cases, including those
involving a substantial volume of activity or significant injury to customers.5°
Respondents' outside business activities violations were not egregious, and it is difficult
to assess the extent and duration of respondents' outside activities. Nonetheless, there are
several aggravating factors. Respondents ' outside activities involved a customer of Seaboard
Securities (DEER) and resulted in the potential for respondents' gain. 5 1 In addition,
S cholander' s inaccurate on-the-record testimony about the timing of his China trip appears to
52
have been an effort to conceal his outside activities from a regulator.
Considering these facts and circumstances, a three-month suspension and a $ 1 5,000 fine,
imposed on each respondent, is sufficient to remedy respondents ' outside business activities
violations. We do not impose such sanctions, however, in light of the bars imposed for
respondents' fraud.

49
50
5

Guidelines, at 1 3 .
!d.

1

!d. at 7 (Principal Considerations in Determining Sanctions, No. 1 7), 1 3 (Principal
Considerations in Determining Sanctions, Nos. 1 , 3).
52

Jd. at 7 (Principal Considerations in Determining Sanctions, No. 1 2).
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VI.

Conclusion
Accordingly, we affirm the Hearing Panel ' s findings that Scholander and Harris made

fraudulent omissions of material fact in willful violation of Section 1 O(b) of the Exchange Act,
53
Rule I Ob-5 thereunder, and FINRA Rules 2020 and 20 1 0, and failed to provide written notice
to their employer about their outside business activities, in violation ofNASD Rule 3030 and
FINRA Rule 20 I 0. For their fraudulent omissions, Scholander and Harris are barred from
associating with any member firm in any capacity. No additional sanctions are imposed for
respondents' outside business activities violations. We affirm the Hearing Panel's order that
respondents pay $7,089.79 in hearing costs and that each respondent pay one-half of these costs
(i.e., $3,904.89). Finally, we impose on each respondent appeal costs of $ 1 ,3 1 9.04. The bars are
effective upon service of this decision.
On Behalf of the National Adjudicatory Counsel,

t.

S enior Vice President and Corpo

53

}v

Scholander's and Harris ' willful violation of Section l O(b) of the Exchange Act gives rise

to a statutory disqualification. See S ections 3 (a)(3 9)(F) and 1 5(b)(4)(D) of the Exchange Act.
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A bout BrokerC h e c k®

B rokerCheck offers information on all current-and many former-FI N RA-registered securities brokers, and all current and
former F I NRA-registered securities firms. F I NRA strongly encourages investors to use BrokerCheck to ch eck the
background of securities brokers and brokerage firms before deciding to conduct, or con tinue to cond uct, business with
them.
•

•

•

•

What is included in a B rokerC heck report?

BrokerCheck reports for individual brokers include i nformation such as employment h istory , professional
qualifications, disciplinary actions, criminal convictions, civil judgments and arbitration awards. BrokerCheck
reports for brokerage firms include information on a firm's profile, history, and operations, as well as many of the
same disclosure events mentioned above.
Please note that the information contained in a BrokerCheck report may include pending actions or allegations
that may be contested, unresolved or un proven. In the end, these actions or allegations may be resolved in favor
of the broker or brokerage firm, or concluded through a negotiated settlement with no admission or finding of
wrongdoing.
Where d i d this information come from?

The information contained in BrokerC heck comes from F I N RA's Central Registration Depository, or C R D® and is
a combination of:
o information F I N RA and/or the Securities and Exchange Commission (SEC) require b rokers and
brokerage firms to su bmit as part of the registration and licensing process, and
o information that regulators report regarding disciplinary actions or allegations again st firms or brokers.
How c u rrent is t h is information?

Generally, active brokerage firms a nd brokers are required to u pdate their professional and disciplinary
information in C R D within 30 days. U n der most circumstances, information reported by brokerage firms, brokers
and regulators is available in B ro kerCheck the next business day.
What if

I want to c heck the backg ro u n d of a n i n vestment adviser firm or i nvestment adviser

representative?

•

Using this site/information means
that you accept the F I N RA
BrokerCheck Terms a nd
Conditions. A complete list of
Terms and Conditions ca n be
found at

For additional i nformation about
th e contents of this report. please
refer to the User Guidance or
www.finra .org/brokercheck. It
provides a glossary of terms and a
list of frequently asked questio ns.
as well as additio nal resources.
For more i nfo rmation about
F I NRA . vis it www.finra .org.

To check the backg round of an investment adviser firm or representative, you can search for the firm or individual
in BrokerCheck. I f your search is successful, click on the link provided to view the available l icensing and
registration information in the S EC's Investment Adviser Pu blic Disclosure ( IAPD) website at
http://www.adviserinfo.sec. gov. In the alternative, you may search the IAPD website directly or contact your state
securities regulator at http://www. nasaa. org.
A re there other res o u rces

I can use to c h e c k the b a c kg ro u n d of investment professionals?

F I N RA recommends that you learn as much as possible about an investment professional before d eciding to work
with them. Your state securities regulator can help you research brokers and i nvestment adviser representatives
doing business in your state.
Th a n k yo u fo r

u s i n g F I N RA

B ro k e rC h e c k

.
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JAMES S. ALTSC H U L

Report S u m m a ry fo r t h i s B ro ker

""'m:>if

Fr n ra

C RD#
C urrently employed by and reg istered with the
following FINRA Firm(s):

This report summary provides an overview of the broker's professional background and conduct. Additional
i nformation can be found in the detailed report.
B ro ke r Qual ificati o n s
This broker is registered with:

PRIME X

Registered with this firm since: 06/ 1 1 /201 2

•

1 Self-Regulatory O rganization

•

0 U.S. states and territories

Is this b roker currently suspended or inactivewith
any regulator? N o

D i s c l os u re Events

Disclosure events are certain criminal matters;
regulatory actions; civil judicial proceedings; customer
complaints, a rbitrations, or civil litigations;
employment terminations; and financial matters in
which the b roker h as been involved.

This broker h a s passed:
•

2 Principal/Supervisory Exams

•

1 General Industry/Product Exam

•

2 State Securities Law Exams

Are there events d isclosed about this bro ker? Yes
The following types of disc losu res were
reported :

Reg istrati o n H i story

Regulatory Event

This broker was previously registered with F I N RA at
the following brokerage firms:

C ustomer Dispute

FIRST MERGER CAPITA L, I N C

I nvestme n t Adviser Representative

C R D# 44083
N EW YORK, NY
0 1 /201 0 - 05/20 1 0

I n fo rmation

B ROOKSTON E SECU RITIES, I N C.

C R D# 1 3366
LAKELAND, F L
1 1/2009 - 03/201 0

This individual is a b roker and an investment
adviser representative. For more information
about investment adviser representatives, visit
the S EC's I nvestment Adviser Public Disclosure
website at : http: //www. adv iserinfo. sec.gov

K-O N E I NVESTMENT COMPANY, INC.

C R D# 1 6 1 56
H OUSTO N , TX
02/ 1 997 - 0 1 /2008

©201 2

FINRA All rights rese rve d .
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B ro ke r Q u a l ificati o n s

Reg istrations

This section provides the self-regu latory organizations (S ROs) and U .S. states/territories the broker is currently
registered and licensed with , the category of each registration, and the date on which the registration became effective.
This section also provides, for every brokerage firm with which the broker is currently em ployed, the address of each
branch where the broker works.
This i ndividual is cu rrently registered with 1 SRO a nd is l icensed in 0 U.S . states and territories th rough his o r
her employer.
Em ploy ment 1 of 1

Firm Name:

PRIMEX

Main Office Address:

Firm C R D#:
SRO

Category

Status

F I N RA

Financial and Operations Principal

APPROVED 06/1 1 /20 1 2

F I N RA

General Securities Principal

APPROVED 06/1 1 /201 2

F I NRA

General Secu rities Representative

APP ROVED 06/1 1 /20 1 2

Date

B ra n c h Office Locations

This individ ual does not have a ny registered B ranch Office where the individual is located.

©20 1 2 FINRA. All rights reserved.
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B roker Q u a l ificatio n s

I n d ustry Exa ms t h i s Broker has Passed

This section includes all securities industry exams that the broker has passed. U nder limited circumstances, a broker
may attain a registration after receiving an exam waiver based on exams the broker has passed and/or q ualifying work
experience. Any exam waivers that the broker has received are not included below.
This individual h a s passed 2 principalfsupervisory exams, 1 general industryfproduct exam, a n d 2 state
securities law exams.
Pri n c ipal/S u p e rvisory Exams
Exam

Category

Date

General Securities Principal Examination

Series 24 .

01 /04/2002

Financial and Operations Principal Examination

Series 2 7

0 1 / 1 0/2002

Exam

Category

Date

General Securities Representative Examination

Series 7

02/26/1 997

Exam

C ategory

Date

Uniform Securities Agent State Law Examination

Series 63

0 1 / 1 8/2000

Uniform Investment Adviser Law Examination

Series 65

03/1 6/2007

Genera l I n d u stry/Product Exams

State Sec u rities Law Exams

Additional information about the above exams or other exams F I N RA administers to brokers and other securities
professionals can be found at www.finra.org/brokerqualifications/registeredrep/.

©20 1 2 FINRA All rights reserved.
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Reg istration a n d E m p loy m e n t H i sto ry

Reg istrati o n Histo ry

This broker previously was registered with F I N RA at the following firms:
Registration Dates

Firm Name

C RD#

B ranch Location

0 1 /201 0 - 05/201 0

FI RST M ERGER CAPITAL, I NC

44083

NEW YORK, NY

1 1 /2009 - 03/201 0

BROOKSTONE SEC U R ITIES, IN C.

1 3366

LAKELA N D, FL

02/1 997 - 0 1 /2008

K-ONE I NVESTMENT COMPANY, IN C.

1 6 1 56

H OUSTON, TX

E m ployment H i story

Below is the broker's employment h istory for up to the last 1 0 years.
P lease note that the b ro ker is req u i red to provide this information o n ly while registered with FlNRA and the
information is n ot u pdated after the bro ke r ceases to be registered. Therefore, a n e m ployment end date of
"Present" may n ot reflect the b roker's current employ ment status.
Em ployment Dates

E m ployer Name

Employer Location

05/201 1 - P resent

PRI MEX

ELMS FORD, NY

03/1 990 - Present

AVIATION A DVISORY SERVICE IN C

N EW YORK, NY

1 0/2009 - 09/201 1

COOK P I N E SECUR ITIES

GR EENWICH , CT

0 1 /201 0 - 05/201 0

FIRST M ERGER CAPITAL

N EW YORK, NY

1 1 /2009 - 0 1/201 0

BROO KSTO N E SECURITIES , INC.

LAKELAND, FL

0 1 / 1 997 - 05/2008

K-ONE I NVESTMENT COMPANY, I N C .

N EW YORK, NY

Other B u s i ness Activities

This section includes information, if any, as provided by the broker regarding other business activities the broker is
currently engaged in either as a proprietor, partner, officer, director, employee, trustee, agent or otherwise. This section
does not include non-investment related activity that is exclusively charitable, civic, religious or fraternal and is
recognized as tax exempt.
I AM PRESIDENT OF AVIATION ADVI SORY SERVICE, I N C . , A CONSULTI N G FIRM THAT PROVI DES S U PPORT
SERVICES TO CAL I FO R N IA HANGARS, LLC, AND HAYWAR D HANGARS, LLC. AAS IS LOCATED AT 230 PARK
AVENUE, SUITE 1 000, NEW YORK, NY 1 0 1 69. I DEVOTE SEVERAL HOURS A WEEK TO THE ADM I N I STRATIVE
ACTIVITI ES OF AAS. I AM ALSO A MANAGI N G M EM BER OF CALI FORNIA HANGAR S , LLC , WH ICH OWNS A N D
OPERATES AN AIR PLANE HAN GAR PROJ ECT IN PACOI MA, CALIFOR N IA I TYP I CALLY DEVOTE A FEW H OU RS
A WEEK T O THE ACTIVITIES OF CALI FORNIA HANGARS. I AM ALSO PRESI DENT O F HAYWARD HANGARS,
LLC, WHI C H I S DEVELOP I N G AN AIRPLANE HANGAR P ROJECT IN HAYWAR D, CALIFOR N IA I DEVOTE
SEVERAL HOURS A WEEK TO THE ACTIVITIES OF HAYWAR D HANGARS, LLC. I AM ALSO A CONSU LTANT WITH
©20 1 2 FINRA. All rights reserved.

Report#

94727-80444 about JAMES S . ALTSCH U L . Data current as of Tuesday, August 28, 201 2.

RX-69, PAGE 6 OF4 2 0

'NWVI tmra oralbrokercr, eck

User

Reg i stration a n d E m p loyment H i story

Gu1da nce

Ftn�V

Other B us i ness Activ ities , conti n ued

ACCOU NTING AND COMPLIANCE I NTERNATIONAL, A SECURITIES COMPLIANCE CONSULTING FIRM. I
DEVOTE SEVERAL HOURS A WEEK TO MY ACTIVITIES ON B EHALF OF ACI. SOME OF THE HOURS I DEVOTE
TO OTH ER BUSI NESS ACTIVITI ES OCCUR D U R I NG SECU R ITI ES TRADI N G HOU RS.

©20 1 2 F I N RA. All rights reserved.
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D isclos u re Events

What you should know a bout re ported disclosure events:

1.

Disclosu re events a re certain criminal matters; regulatory actions; civil judicial proceedings; customer
complaints, arbitrations, or civil litigations; employment terminations; and financial matters in which the broker
has been involved.

2 . C e rtain thresh olds must b e met before a n event i s repo rted t o C RD, for example:
o A law enforcement agency must file formal charges before a b roker is required to report a particular
criminal event.
o A customer dispute must involve allegations that a broker e ngaged in activity that violates certai n rules
or conduct governing the industry and that the activity resulted i n damages of at least $5,000.
3. Disclos u re events i n BrokerCheck reports come from d ifferent so urces:
o As mentioned at the beginning of this report, information contained in BrokerCheck comes from brokers,
brokerage firms and regulators. When more than one of these sources reports information for the same
d isclosure event, all versions of the event will appear i n the BrokerCheck report. The different versions
will be separated by a solid line with the reporting source labeled.
4. There are different statuses and dis positions fo r disclos ure events :
o A disclosure event may have a status of pending, on appeal, or fin al.
A "pending" d isclosure event i nvolves allegations that have not been proven or formally
adjudicated.
A disclosure event that is "on appeal" involves allegations that have been adjudicated b ut are
currently being appealed.
A "final" disclosure event has been concluded and its resolution is not subject to change.
o A final disclosure event generally has a disposition of adjudicated, settled or otherwise resolved.
An "adjudicated" matter includes a disposition by ( 1 ) a court of law in a criminal or civil matter, or
(2) an ad ministrative panel in an action brought by a regulator that is contested by the party
charged with some alleg ed wrongdoing.
A "settled" matter g enerally represents a disposition wherein the parties involved in a dispute
reach an agreement to resolve the matter. Please note that brokers and brokerage firms may
choose to settle customer disputes or regulatory matters for business or other reasons.
A "resolved" matter usually includes a d isposition wherein n o payment is made to the customer
or there is no finding of wrongdoing on the part of the individ ual broker. Such matters generally
involve customer disputes.
•

•

•

For your convenience, below is a matrix of the number a n d status of disclosure events involving this b ro ker.
Further i n fo rmation regarding these d isclosure events ca n be found in the s ubsequent pages of this re port. You
a lso may wish to contact the bro ker to o btai n further info rmation rega rd i n g the disclosure events.

©201 2 FINRA. All rights reserved.
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Dis c l o s u re Event Deta i ls

When evaluating this information, please keep i n mind that a discloure event may be pending or i nvolve a llegations
that are contested and have not been resolved o r proven. The disclosure event may, i n the end, be withd rawn,
dismissed , resolved in favor of the broker, or concluded through a negotiated settlement for certain business reasons
(e.g. , to maintain customer relationships or to limit the litigation costs associated with d isputing the allegation s) with no
admission or fi nding of wrongdoing.
This report provides the i nformation exactly as it was reported to CRD and therefore some of the specific data fields
contained in the report may be blank if the information was not provided to CRD.

This type of disclosure event may i nvolves ( 1 ) a final, formal proceedi ng initiated by a regulatory authority (e.g., a state
securities agency, self-regulatory organization , federal regulatory such as the Securities and Exchange Commission,
foreign financial regulatory body) for a violation of investment-related rules o r regu lations; or (2) a revocation or
suspension of a broker's a uthority to act as a n attorney, accountant, or federal contractor.
Disc los u re 1 of 1
Reporting Source:

Regulator

Reg ulatory Action Initiated

F I N RA

By:

Sa nction(s) Sought:

Other: N/A

Date I n itiated:

0 1 /31 /2 01 2

D oc ket/Case N umber:
E mploy i ng firm when activity
occurred which led to the
reg ulatory action :

F I RST M ERGER CAPITAL, I NC.

Product Typ e :

Equ ity Listed (Common

A llegations:

FI NRA R ULES 201 0, 331 0, NASD R U LE 30 1 0: ALTSCH U L WAS THE C H I E F
COMPLIANCE OFFI CER A N D T H E AML COMPLIANCE OFFICER A T H I S
MEMBER FIRM BRANCH OFFICE. ALTSCHUL LEARNED THAT A PUBLICLY
TRADED COMPANY HAD I NTEN DED TO PAY ENTITIES CONTROLLED BY
THE OPERATORS OF THE FIRM'S BRANCH OFFICE, WHO WER E I N THE
PROCESS OF BECOM I N G OWNERS O F THE F I R M , $350,000 FOR CERTAI N
UNSPECIFIED SERVICES. REGISTERED R EPRESENTATIVES AT
ALTSCHUL'S FIRM' S BRANCH OFFICE, WO RKING UNDER THE D I R ECTION
OF SOME OF THE OPERATORS O F TH E BRANCH OFFICE, SOLICITE D TH E
PURCHASE O F APPROXIMATELY $674 , 1 84 I N COMPANY'S SECU RITIES
FROM TH E F I RM'S C USTOMERS. ALTSCHUL KNEW THAT THE REGISTERED

©20 1 2 F I N RA . All rights reserved .
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R EPRESENTATIVES IN THE B RANC H OFFER WER E ACTIVELY SOLICITING
CU STOMERS TO PURCHASE THE COMPANY'S STOCK. WHI L E TH E F I R M'S
REGISTER ED REPRESENTATIVES WERE SOLICITING PURCHASES OF TH E
SECURI TI ES, ALTSCH U L LEAR N ED THAT T H E COMPANY H AD I N FACT PAID
$350,000 TO E NTITIES CONTROLLED BY THE OPERATORS OF THE
B RANCH . DESPITE KNOWI N G A BOUT THE COMPANY PAYM ENT, ALTS C H U L
D I D NOT TAKE AN Y ACTIO N T O REASONABLY E N S U RE THAT THE F I R M'S
B ROKERS D I SC LOSED ALL MATERIAL I N FO R MATION REGARDING THE
$350,000 PAYMENT FROM T H E COM PANY WHE N THEY SOLICI TED
C U STOMERS TO PURCHASE THE SECURITIES. ALTSCH U L APPROVED THE
OPENI N G OF ACCOU NTS FOR SOME C USTOMERS WHE N HE NEVER
S POKE TO THESE CUSTOMERS OR ATIEM PTED TO CONFIRM THE
ACCU RACY O F THE I N FORMATIO N ABOUT THE ACCOU NTS BEFORE
A PP ROVI NG THE ACCOUNTS TO BE OPENED. IN ADDITIO N , NO ONE FROM
THE FIRM EVER HAD ANY D I RECT CONTACT WITH ANY O F TH E
C USTOMERS D U R I N G THE TIME THE I R ACCOU NTS WER E OPEN AT TH E
F I RM. THE CUSTOMERS DEPOSITED COLLECTIVELY OVER 3.8 M I LLION
S HARES OF A PUBLICLY TRADI N G COMPANY. WHI LE ALTSCHUL WAS
REGISTERED WITH H IS F I R M , THESE CU STOMERS COLLECTIVELY SOLD
OVER $23 M I LLION O F THE COMPANY'S STOC K, ALL ON I NSTR UCTIONS
THE FIRM RECEIVED F ROM THE COMPANY'S CEO. THE COMPANY'S
STOCK TRANSACTIONS WERE THE O N LY TRANSACTIONS I N THESE
C USTOMERS' ACCOUNTS . THE COMPANY'S STOCK SALES BY TH E
C USTOMERS GENERATED OVER $ 1 . 1 M I LLION I N COMMISSIONS FOR
ALTSCH U L'S FIRM, AMOU NTI NG TO APPROXI MATELY 75 PERCENT OF ALL
COMMISSIONS I T EAR NED WHI LE H E WAS R EGISTERED WITH TH E FIRM.
D ES PITE THE FOREGOI NG M U LTI PLE R E D FLAGS THAT S HOULD HAVE
ALERTED ALTSCHUL TO TAKE ACTIO N , HE FAI LED TO ADEQUATELY
MON ITOR, ANALYZE, AN D I NVESTIGATE TH E S US PICIOUS TRANSACTIONS
WITH THE COMPANY'S STOCK IN O R DER TO DETERM I N E IF IT WAS
APPROPRIATE TO F I LE A SUSPICIOUS ACTIVITY REPORT (SAR-SF) FORM.
C u rrent Status:

Final

Resolution:

Acceptance, Waiver & Consent(AWC)

Does the o rder constitute a
fina l o rder based o n
v iolations o f a n y laws o r
regulations that p ro h ibit
fraudulent, manipulative, o r
deceptive cond uct?

No

Resolutio n Date:

0 1 /3 1 /20 1 2

Sanctions O rdere d :

Civil and Administrative Penalty(ies)/Fine(s)
Suspension
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U ndertaking
If the regulator is the S E C ,
CFTC, o r a n SRO, d id the
action res u lt in a finding of a
wi llfu l violation or fa ilure to
su pervise?

No

( 1 ) willfully violated a ny
provis ion of the Sec u rities
Act of 1 933, the Securities
E xchange Act of 1 9 34, the
Investment Advisers Act of
1 940, the I nvestment
Company Act of 1 940, the
Commodity Exchange Act, or
a ny rule or regulation under
a ny of such Acts, o r a ny of
the rules of the Municipal
Securities Rulemaking Board,
o r to h ave been u nable to
comply with any p rovision of
s uch Act, rule or reg ulation?
(2) wi llfu lly aided , abetted,
cou nseled, commanded,
induced , o r procured the
violatio n by any person of
any provision of the
Securities Act of 1 9 33, the
Securities E xchange Act of
1 934, the Investment
Advisers Act of 1 940, the
I nvestment Company Act of
1 940, the Commod ity
E xch ange Act, or any rule o r
reg ulatio n u nder a ny o f s u c h
Acts , or any of t h e rules of
the Municipal Securities
Rulemaking Board? o r

©20 1 2 F I N RA. All rights reserved.
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(3) failed reasonably to
s upervise a nother person
s u bject to your s upervision,
with a view to preventing the
violation by such person of
a ny provision of the
Sec u rities Act of 1 93 3 , the
Securities Exc h a n g e Act of
1 9 34, the Investment
Advisers Act of 1 940, the
Investment Company Act of
1 940, the Commodity
Exchange Act, or a ny rule or
reg ulation under a ny s uch
Acts, or any of the ru les of
the Municipa l Securities
Rulemaking Board?
Sanctio n 1 of 1
Sanctio n Type:

Suspension

Capac ities Affected:

ALL CAPAC ITIES THAT R EQ U I R E A S E R I ES 24 LICENSE

Duration:

THREE MONTHS

Start Date:

02/06/2 0 1 2

End Date:

05/05/2 0 1 2

Monetary S a nction 1 of 1
Moneta ry Related S a nctio n :

Civil and Administrative Penalty(ies)/Fine(s)

Total A mount:

$ 1 0.000.00

Portion Levied a g a i nst
individua l :

$ 1 0,000.00

Payment Pla n :
Is Payment P l a n Current:

Yes

Date Paid by individual:

06/07/2 01 2

Was any portion of penalty
waived?

No

A mount Wa i ve d :
S ummary :

©201 2 FINRA All rights reserved.
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C ON S E NTED TO T H E DESC R I B E D SANCTIONS AND TO T H E ENTRY O F
F I N D I N GS; TH E R E F O R E H E I S F I N E D $ 1 0,000, S U S P E N D E D FROM
ASSOCIATION WITH ANY F I N RA M E M B E R IN ALL CAPAC ITIES THAT
R E Q U I R E A S E R I ES 24 L I C E N S E FOR TH R E E MONTHS, AND SHALL
U N D E R TAKE TO COOPE RATE WITH F I N RA I N ITS CONTI N U I N G
I NVESTIGATION O F MATTER N O . 20090 1 9 1 089, I NC L U D I N G TH E
PROSEC UTI O N OF THE MATTE R B E F O R E A F I N RA H E AR I N G PAN E L , BY,
AMONG OTH E R T H I N GS, M EETI N G WITH AND B E I N G I N TE RVI EWED BY
F I N RA WITHOUT R ESORTI N G TO R U LE 8 2 1 0, A N D TESTI FYI N G
TRUTH F U LLY A T T H E H EAR I N G O F ANY D I SC I P L I NARY ACTION AR I S I N G
F R O M TH E MATTER. TH E F I N E I S D U E A N D PAYABLE I M M EDIATELY U P O N
R E-ASSOC IATION WITH A M E M BER F I R M FOLLOWI N G H I S S U S P E N S I O N O R
P R I O R T O A N Y R E Q U EST FOR R E L I E F F R O M A NY STATUTORY
D I S Q UALIF ICATION R ES U LTI N G FROM TH I S OR ANY OTHE R EVENT O R
P RO C E E D I N G , WH I C H EVER I S EAR L I E R . T H E S U S P E N S I O N I S I N E F F ECT
FROM F E B R UARY 6, 2 0 1 2, THROUGH MAY 5 , 2 0 1 2 . F I N E PAID I N F U LL ON
J U N E 07 2 0 1 2.
,

Reporting S o u rc e :

Broker

Reg u latory Action I n itiated

F I N RA

Sanction(s) Sought:

Other:

Date I n itiated:

0 1 /3 1 /20 1 2

By:

N/A

Doc ket/Case N um ber:
Em ploying firm when activity

FI RST M E RG E R CAPITAL, I N C.

occu rred which led to the
regu latory acti o n :

Listed (Common & Preferred Stock)

Prod uct Ty pe:

E q u ity

A l l eg ations:

F I N RA R U LES 20 1 0 , 3 3 1 0, NASD R U LE 30 1 0 : ALTSC H U L WAS THE C H I E F
COM PLIAN C E O F F I C E R A N D TH E AML COM PLIAN C E O F F I C E R AT H I S
M EM B E R F I R M BRANCH O F F I C E . ALTS C H U L LEAR N E D THAT A PUBLICLY
TRADED C O M PANY HAD I NTEN D E D TO PAY ENTITI ES C O NTROLLED BY
T H E O P E RATO RS OF TH E F I RM'S BRANCH O F FI C E , WHO WE R E I N THE
P ROCESS O F B E C OM I NG OWNERS O F TH E F I R M, $350 ,000 FOR C E RTA I N
U N SPEC I F I ED S E RVICES. R EGISTE R E D R EP R E SE N TATIVES AT
ALTSC H U L'S F I RM'S B RA N C H O F FI C E , WO R K I N G U N D E R TH E D I RECTION
O F SOME O F TH E O P ERATORS O F THE BRAN C H O F F I C E , SOLICITE D THE
P U RCHASE OF APPROXIMATELY $674, 1 84 1 N C O M PANY'S S EC U R ITIES
F R OM TH E F I R M'S C USTO M E R S . ALTSC H U L KNEW THAT TH E R EG I STE R E D

©20 1 2 FINRA A l l rights reserved.

Report# 94727-80444 about JAMES S. AlTSCHUL. Data current as of Tuesday, August 28, 2 0 1 2 .

RX-69, PAGE 1 4

Qf

2C

wwvv . tmra.orotbrokercheck

User G u i d a n ce

REPRES ENTATIVES I N TH E BRANCH OFFER W E R E ACTIVELY SOLICITING
CUSTOMERS TO P U RCHASE THE COM PANY'S STOCK. WHI LE TH E F I R M'S
REGISTE R ED R EP RESENTATIVES WER E SOLICITING P U RCHASES OF THE
S ECU RITI ES, ALTSCH U L LEAR N ED THAT TH E COMPANY HAD I N FACT PAID
$350,000 TO ENTITIES C O NTROLLED BY THE OPERATORS O F THE
B RANCH . DESPITE KNOWING ABOUT THE COMPANY PAYME NT, ALTS C H U L
D I D NOT TAKE A N Y ACTIO N T O R EASONABLY ENS U R E THAT TH E F I R M'S
BROKE RS DISCLOSED ALL MATER IAL I N FORMATIO N REGARDING TH E
$350,000 PAYMENT FROM TH E COMPANY WH EN THEY SOLICITED
CUSTOMERS TO P U RCHASE THE SECURITIES. ALTSCH U L APPROVED THE
OPENING OF ACCOU NTS FOR SOME CUSTOMERS WH EN H E N EVER
SPOKE TO TH ES E C USTOMERS O R ATTEMPTED TO CON F I R M TH E
ACCU RACY OF TH E I N FOR MATIO N ABOUT THE ACCOUNTS BEFORE
APPROVI NG TH E ACCO U NTS TO B E OPEN ED. IN ADDITION , NO ONE FROM
THE FIRM EVER HAD ANY D I R ECT CONTACT WITH ANY O F THE
C USTOMERS D U R I NG TH E TIME TH E I R ACCOUNTS WERE O P EN AT TH E
FIRM. THE CUSTOMERS DEPOSITED COLLECTIVELY OVER 3.8 M I LLION
S HARES O F A P U B L I C LY TRADI N G COMPANY. WHI L E ALTSCH U L WAS
R EG ISTERED WITH H IS F I R M , THES E CUSTOMERS COLLECTIVELY SOLD
OVER $23 M I LLION O F TH E COMPANY'S STOCK, ALL O N I NSTRU CTIONS
THE FIRM RECEIVED FROM THE COMPANY'S C EO. THE COMPANY'S
STOCK TRANSACTIONS WERE THE O N LY TRANSACTIONS IN THESE
CUSTOMERS' ACCOUNTS. TH E COMPANY'S STOCK SALES BY TH E
CUSTOMERS GE N E RATED OVER $ 1 . 1 M ILLION I N COMMISSIONS FOR
ALTSCHUL'S FI R M , AMOUNTING TO APPROXIMATELY 75 PERCENT O F ALL
COMMISSIONS IT EARNED WHI LE HE WAS REGISTER ED WITH TH E FIRM.
DESPITE T H E FOREGOING M U LTI PLE R E D FLAGS THAT SHOULD HAVE
ALERTED ALTS C H U L TO TAKE ACTION, H E FAI L ED TO ADEQUATELY
MON ITOR , ANALYZE, A N D I NVESTIGATE THE SUSPICIOUS TRANSACTIONS
WITH THE COM PANY'S STOCK IN ORDER TO DETERM I N E IF IT WAS
APPROPRIATE TO FILE A SUSPICIOUS ACTIVITY R EPORT (SAR SF ) FOR M .
C u rrent Status :

Final

Resolutio n :

Acceptance, Waiver & Consent(AWC )

Does t h e o rder constitute a
final order based on
v iolations of any laws or
reg ulations that pro h i bit
fra udule nt, manipulative, or
deceptive cond uct?

No

Resolution Date :

0 1 13 1 12 0 1 2

Sa nctions Ord ered :

Civil and Administrative Penalty( ies ) IFine(s)
Suspension

©20 1 2 FINRA. All rights reserved .
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U ndertaking
Sanction 1 of 1
Sanction Typ e :

Suspension

Capacities Affected :

ALL CAPAC ITIES THAT REQUI R E A S E RI ES 24 LICENSE

Duration:

THREE MONTHS

Start Date:

02/06/20 1 2

End Date:

05/05/201 2

Monetary Sanction 1 of 1
Monetary Related Sanction:

Civil and Administrative Penalty(ies)/Fine(s)

Total A mount:

$ 1 0,000.00

Portion Levied a g a inst
individua l :

$ 1 0,000.00

Payment Pla n :
Is Payment Plan C u rrent:
Date Paid by individ u a l :
Was any portion of penalty
waived?

No

Amount Waived :
S um mary :

©20 1 2

FINRA All rights reserved .

WITHOUT ADMITIING O R DENYING T H E FINDINGS, ALTSCHUL
CONSENTED TO TH E DESC RIBED SANCTIONS AND TO THE ENTRY OF
F I N D INGS; THEREFORE HE I S FINED $ 1 0,000, S USPEN DED FROM
ASSOC IATION WITH ANY FI N RA M EMBER IN ALL CAPACITIES THAT
REQU I RE A SERIES 24 LICENSE FOR THREE M ONTHS, AND SHALL
U N DERTAKE TO COOPERATE WITH FI N RA IN ITS CONTI N U I N G
I NVESTIGATION OF MAlTER NO. 200901 9 1 089, INCLUDING TH E
P ROSECUTION OF THE MAlTER BEFORE A FIN RA H EARING PAN EL, BY,
AMONG OTHER THINGS, M EETI N G WITH AND BEING INTERVIEWED BY
F I N RA WITHOUT RESORTING TO R U LE 82 1 0, AND TESTI FYING
TRUTHFU LLY AT THE H EARING OF ANY DISCIPLI NARY ACTION ARISING
FROM THE MAlTER. THE FINE I S D U E AND PAYABLE I M MEDIATELY U PO N
R E-ASSOCIATION WITH A MEMBER F I R M FOLLOWI N G H I S SUSPENSION O R
P R I O R T O ANY REQUEST F O R R E L I E F F R O M ANY STATUTORY
D ISQUALIFICATION RESU LTING F ROM THIS OR ANY OTHER EVENT O R
PROCEEDING, WHI CH EVE R IS EARLIER. THE SUSP ENSION I S I N EFFECT
FROM FEBRUARY 6 , 201 2 , THROUGH MAY 5, 201 2.
Report# 94727-80444 about JAMES S. ALTSCHUL. Data current a s of Tuesday, August 2 8 , 201 2.
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This type of disclosure event involves a consumer-initiated, investment-related complaint, arbitration proceeding or civil
suit containing allegations of sale practice violations against the broker that resulted in a monetary settlement to the
customer.
Disclos u re 1 of 1
Reportin g S o u rce:

Firm

Employing firm when
activities occurred whic h led
to the com pla int:

K-ONE I NVESTM ENT COMPANY, I NC.

Allegations:

CUSTOMER ALLEGES CAUSES O F ACTION AGAINST APPLICANT AND
OTHERS FOR BR EACH O F FIDUCIARY DUTY, CONSTRUCTIVE FRAUD ,
F RAU D B Y MISREPRES NTATION A N D OMISSION, AND FAI L U R E TO
SUPERVISE BAS ED ON CU STOMER'S P U RCHASE OF C ERTAI N
TENANT-IN-COMMON PROPERTY I N TER ESTS BETWE E N OCTOBER AND
OCTOBER 2006

Product Ty pe:

Real Estate Secu rity

A lleged Damages:

$920 ,000.00

A r b itration I n fo rmati o n
A rbitration/C FTC rep a ration
claim filed with ( FINRA , AAA,
C FTC, etc .):

F I N RA

Docket/C ase #:

08-0 1 770

Date Notice/Process Served :

02/02/201 1

Arbitration P e n d i ng?

Yes

S ummary:

N O SPECIFIC ALL EGATIONA ARE MADE AGAINST APPL I CANT I N TH E
STATEMENT OF CLAIM . RATHER, ANY ALLEGE D LIABI LITY IS BASE D
SOLELY ON H I S STATU S AS A CON TROL PERSON. I N ADDITION , AT TH E
TIME OF TH E FI RST OF THE THREE I NVESTM ENTS AT ISSUE (OCTOBER
2004), N ON E OF THE TH REE REGISTERED REPR ES ENTATIVSE WHO
FACI LITATED THE I NVESTMENT WER E ASSOCIATED WITH APPLICANTS
BROKERAGE F I RM . ON THAT BASIS, APP LICANT CANNOT POS S IBLY BE
H ELD LIABLE TO THE CU STOM E R WITH R ESPECT TO THAT I NVESTMENT.
APPLICANT IS VIGOROUSLY D EFEN D I NG TH E CLAIMS ASSERTED AGAIN ST
HIM.

Reporting Source:
©20 1 2
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Employing firm when
activities occurred which led
to the complaint:

K-ONE I NVESTMENT COMPANY, I NC.

A llegations:

C USTOMER ALLEGES CAUSES OF ACTION AGAINST APP LICANT AND
OTHERS FOR B R EAC H OF FIDUC IARY DUTY, CONSTRUCTIVE FRAUD,
FRAUD BY M IS R EPR ESENTATI ON AND O M ISSION, AND FAI L U R E TO
SUP ERVISE BASED ON CUSTOMER'S P UR C HASE O F CE RTAI N
TENANT- I N-COM MON PROPERTY I NTERESTS BETWEEN OCTOBER 2 004
A N D OCTOBER 2006

P roduct Type:

Real Estate Security

Alleged Da mages :

$920,000.00

A rb itrati on I n fo rmati o n
A rbitration/CFTC reparation
claim filed with (FINRA , AAA,
CFTC, etc .):

F I N RA

Docket/Case #:

08-0 1 770

Date Notice/Process Served:

02/02/20 1 1

Arbitration Pending?

No

Dis position :

S ettled

Disposition Date:

04/1 1 /20 1 2

Monetary Compe nsation
A mount:

$75,000. 00

I nd ividual Contribution
Amount:

$75,000 .00

Summary:

NO SPEC I F I C ALLEGATIONS ARE MADE AGAINST APPLICANT IN THE
STATEMENT OF C LAIM. RATHER, ANY ALLEGED LIABI LITY IS BASED
SOLELY ON H IS STATUS AS A CONTROL PERSON. IN ADDITI ON , AT THE
TIME OF THE FI RST OF THE THREE I NVESTMENTS AT ISSUE (OCTOBER
2 004), NONE OF THE THREE R EGISTERED R EP R ES E NTATIVES WHO
FAC I LI TATED THE I NVESTM ENT WER E ASSOCIATED WITH APPLICANTS
BROKERAGE F I R M . ON THAT BASIS, APP LICANT CANNOT POSSIBLY BE
HELD L IABLE TO THE CUSTOM E R WITH R ESP ECT TO THAT I NVESTMENT.
ON APRIL 1 1 , 2 0 1 2 SOLELY IN ORDER TO AVOI D LEGAL COSTS AND TH E
TIME DISTRACTIONS OF THE ARBITRATION P ROCEEDING AND WITHOUT
ADMITTI N G ANY LIABILITY TO CLAIMANT, APPLICANT COMPROMI SED AND
SETTLED ALL C LAIMS ASSERTED AGAI NST HIM.
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E n d of Report

This page is i nte ntio n al l y left b l a n k.
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UNITED STATES OF AMERICA
BEFORE THE SECURITIES AND EXCHANGE COMMISSION

In the Matter of the Application of
WILLIAM SCHOLANDER and
TALMAN HARRIS

For Review of Decision by the
National Adjudicatory Council

Administrative Proceeding
File No. : 1 6360

AFFIDAVIT OF C. MORGAN SIMPSON

I, C. Morgan S impson, being duly sworn depose and say as follows:
1.

I have a long-standing history in the financial industry.

2.

In 1 974, I began my career on the trading desk of W. H. Newbold's, and in

1 977, I became a member of the Philadelphia Stock Exchange as an options specialist and trader.
3.

I have also been an associated person with the Financial Industry

Regulatory Authority ("FINRA") for the past fifteen years, and my CRD No. is 3 1 90845.
4.

My registrations include the Series 4, 7, 10, 1 2, 55, 24, 65, 63 & single

5.

I d o not have a single disciplinary action o r customer complaint against

6.

In 2005, I founded a company, Radnor Research & Trading Company,

stock futures.

me.

LLC ("Radnor Research"), which is a member of the New York Stock Exchange and other
principal exchanges, and I
7.

am

its Chief Executive Officer.

William J. Scholander (CRD No.

) and Talman A. Harris (CRD

No. 3209947) were registered representatives associated with Radnor Research until the decision
of the National Adj udicatory Council (the "NAC") in Dep't of Enforcement v. Scholander et al.,
# 22 1 7472

Complaint No. 200901908901 (Dec. 29, 2014) barred them from being associated with any
member firm, thus requiring their termination.
8.

Mr. Harris and Mr. S cholander were not simply registered representatives

for Radnor Research; rather, they opened the New York branch office of Radnor Research,
Cambridge Alliance Capital LLC ("Cambridge Alliance"), in May of 2011.
9.

From the point that they j oined Radnor Research through their

termination, Mr. Harris and Mr. Scholander had the most significant client base and gross
production of all of the registered representatives at Radnor Research, not j ust for the New York
branch office.
10.

Additionally, Mr. Harris and Mr. S cholander made significant financial

contributions to Radnor Research by (1) paying all of the expenses of operating the New York
branch office, including rent and utilities; (2) paying the costs of the personnel associated with
the New York branch office (save for commissions for transactions); and (3) paying overhead
costs at a fixed rate of $10,000 per month.
11.

In short, Mr. Harris and Mr. Scholander' s contributions to Radnor

Research supported the employment of thirteen individuals other than themselves, from both the
New York and main offices of Radnor Research, including:

12.

a.

me;

b.

eight registered representatives;

c.

two Compliance Officers; and

d.

two administrative personnel.

Due to the current bar against them, Mr. Harris and Mr. S cholander can no

longer be associated with Radnor Research and were terminated, and thus, are no longer making
any financial contributions to Radnor Research.
2

# 221 7472

13.

Radnor Research and its New York branch office are currently continuing

to function, in the hope that the bars against Mr. Harris and Mr. Scholander will be stayed (and
ultimately reversed). Should the stay not be granted, it is highly likely that Radnor Research will
need to close the New York branch office and possibly Radnor Research as a whole due to the
dearth created by Mr. Harris and Mr. Scholander' s forced termination.
14 .

If Radnor Research is forced to close, thirteen individuals will lose their

employment, resulting in significant and irreparable harm to them due to the loss of their
livelihood.
15.

I hereby certify and attest that the above statements are true and accurate.

FURTHER AFFIANT S AYETH NOT.

c
S WORN TO AND SUBSCRIBED BEFORE
me on this \lth day of February, 2015.

thti!lbdf\
·v

NOTARY

\u

NWEALTH OF PENNSYLVANIA

NOTARIAL SEAl
ELIZABETH W. COOK. Notary Public
Radnor Twp., Delaware COunty
Commission Expires Febru!!X
16d

3
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WORD COUNT CERTIFICATION

I, Adriel Garcia, Esquire, hereby certify that the foregoing document contains
6,635 words and, therefore, complies with the length limitation set forth in SEC Rule of Practice
1 54(c).

J<j_

Adriel Garcia

