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y UNITED STATES OF AMERICA
_ Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 2849 / March 2, 2009 '

ADMINISTRATIVE PROCEEDING
_File No. 3-13387

ORDER INSTITUTING ADMINISTRATIVE

In the Matter of AND CEASE-AND-DESIST PROCEEDINGS
PURSUANT TO SECTIONS 203(e), 203(f),
M.A.G. CAPITAL, LLC AND AND 203(k) OF THE INVESTMENT
DAVID F. FIRESTONE ADVISERS ACT OF 1940, MAKING
- FINDINGS, AND IMPOSING REMEDIAL
Respondents. ‘ SANCTIONS AND A CEASE-AND- DESIST
ORDER

o :

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

IL.

In anticipation of the institution of these proceedings, Respondents have submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 203(e), 203(f), and 203(k)
of the Investment Advisers Act of 1940, Making Findings, and Imposmg Remedial Sanctions and a
Cease-and-Desist Order (“Order”), as set forth below.
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II1.
On the basis of this Order and Respondents’ Offer, the Commission finds that:
A. SUMMARY
| This case concerns violations of Section 206(2) of the Advisers Act by M.A.G. Capital,

LLC (“M.A.G.”), a registered investment adviser, and its principal, David F. Firestone
(“Firestone”). On forty-four separate occasions between May 2003 and September 2006, M.A.G.

took warrants from three hedge funds that it advises (the “Funds™) without compensating the Funds

for them. The Funds had purchased the warrants and other securities in PIPEs transactions (private
investment in public equity). As part of these transactions, M.A.G. took, as compensation for
itself, warrants that were being paid for by its clients, the Funds. M.A.G. did not adequately

~disclose that the warrants that M.A.G. took were being paid for by the Funds and that M.A.G. was

not compensating the Funds for these warrants. The net value of the warrants retained by M.A.G.
was approximately $18.9 million.

In May 2006, the Los Angeles Regional Office’s (“LARO”) examination staff examined
M.A.G. and cited various deficiencies, including warrant-taking in PIPEs transactions. The
warrant-taking issue was raised with M.A.G. in the examination staff’s May 25, 2006 exit

_interview and again in a September 20, 2006 deficiency letter. Although M.A.G. tried to improve .

its disclosure of the warrant-taking after the exit interview, M.A.G. continued to take warrants
from the Funds until it received the September 20 deficiency letter and halted the practice.

B.  RESPONDENTS

1. M.A.G. Capital, LLC, based in Los Angeles, California, has been in
business since 2002, and has been registered with the Commission as an investment adviser since
January 13, 2006 (File No. 801-65139). M.A.G. has five employees, and, as of March 31, 2008, it
had approximately $33.6 million in assets under management. M.A.G. has no disciplinary history.

2. David F. Firestone, age 42, lives in Laguna Niguel, California. He is the
president and sole owner of M.A.G. Firestone held NASD Series 7, 63, and 65 licenses, but
allowed them to expire in or around 2003. Firestone has no disciplinary history.

C. FACTS

1. Background: M.A.G.’s Operations and the Funds

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

2. M.A.G. Took Warrants from the Funds

Between May 2003 and September 2006, M.A.G. took warrants from the Funds in forty-
four separate PIPEs transactions that involved investments by one or more of the Funds. In seven
of the forty-four transactions, M.A.G. exercised the warrants for the underlying common stock,
and in three of those seven transactions, M.A.G. sold the underlying stock for total proceeds of
$7,477,292. The number of warrants that M.A.G. took varied with each transaction. As of
December 31, 2006, the warrants (including exercised) that MAG had taken represented
approximately 37% of MMF I’s, 28% of MMF III’s, and 19% of Monarch’s respective net asset
values (pre-remediation).

The PIPEs transactions generally involved the Funds’ purchase of bundles, or units, of
convertible preferred securities and warrants. The Funds paid for the warrants as part of the bundle
of securities sold by the issuers in the transactions. Pursuant to subscription agreements between
M.A.G., the Funds, and the PIPEs issuers, M.A.G. took a portion of the warrants in each
transaction. Firestone and other officers of M.A.G. signed these subscription agreements on behalf
of the Funds. M.A.G. did not compensate the Funds for the warrants that it took.

An example of a typical PIPEs transaction in which M.A.G. took warrants is an August
2004 $5.5 million investment, comprised of a private offering of 55,000 shares of convertible
preferred stock and 330,000 warrants. MMF I paid $1,292,500 to the PIPES issuer and received
12,925 shares and 62,040 warrants. MMF 111 paid $1,485,000 and received 14,850 shares and
71,280 warrants. Monarch paid $2,722,500 and received 27,225 shares and 130,680 warrants.
“M.A.G. paid nothing and yet received the remaining 66,000 warrants, or 20% of the warrants
issued in the offering.

Beginning in October 2004 and January 2005, respectively, MMF I's and MMF III’s PPMs
disclosed that “in connection with financing a Portfolio Company, the Partnership and the General
Partner may receive warrants to purchase common stock of the Portfolio Company.” This
disclosure, however, was inadequate because it did not convey the nature of M.A.G.’s self-interest.
Specifically, M.A.G. did not disclose that the warrants that M.A.G. took were being paid for by the
Funds and that M.A.G. was not compensating the Funds for these warrants. Monarch’s PPMs
never disclosed the warrant-taking.

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

In January 2006, M.A.G. registered with the Commission as an investment adviser. In
May 2006, the LARO’s examination staff conducted a routine examination of M.A.G. and found a
number of deficiencies. The most egregious deficiency was M.A.G.’s warrant-taking and failure to
adequately disclose this activity.
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a. The May 25, 2006 Exit Interview

» On May 25, 2006, the examiners met with Firestone to provide him with a summary
overview of the deficiencies they found during the examination. The examiners told Firestone that,
among other deficiencies, they were concerned about M.A.G.’s warrant-taking in the PIPEs

transactions and lack of adequate disclosure to the Funds’ investors.

During and after the interview, Firestone and others at M.A.G. discussed the warrant-taking
issue and how best to address it. M.A.G. tried to address the issue by revising the disclosure
distributed to investors in the MMF I and MMF 111 funds. M.A.G. sent out a revised PPM in July
2006 to all MMF I and MMF 111 investors, as well as a cover letter to MMF I and MMF 111
investors highlighting the changes. The revised disclosure stated, in bold, that with respect to due
diligence fees, “[t]he amount of the due diligence fee may be payable in the form of cash, warrants
to purchase common stock of the Portfolio Company or other securities,” and with respect to fees
for possible post-investment activity, that:

[M.A.G.] may receive a fee, typically payable in the form of cash, or warrants to
purchase shares of Portfolio Company stock or other securities, for the possible
provision of the [post-investment] activities described above. Such fee, if any, may
be charged either concurrent with an investment in a Portfolio Company or

. .....subsequent to_such investment, at [M.A.G.’s] discretion.- Such fee; if received-in-the
form of warrants, is designed to incentivize [M.A.G.] to maximize the value of the
underlying stock in the Portfolio Company. The exercise price of warrants typically
will be greater than the fair market value of the underlying stock at the time of receipt
of such warrants.

This revised July 2006 disclosure, however, still failed to alert the Funds that the warrants
that M.A.G. took were being paid for by the Funds and that M.A.G. was not compensating the

Funds for these warrants. M.A.G. did not add warrant disclosure to the Monarch PPM because

Firestone believed that Monarch’s investors knew that M. A.G. received warrants.

b. The September 20, 2006 Deficiency Letter

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

D. LEGAL DISCUSSION

1. Violations of Section 206(2) of the Advisers Act

Section 206(2) of the Advisers Act makes it unlawful for an investment adviser “to engage
in any transaction, practice, or course of business which operates as a fraud or deceit upon any
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client or prospective client.” An investment adviser has a fiduciary duty to act in good faith in all

dealings with its clients. See Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U .S. 1 1,17
(1979).

Scienter is not a required element of Section 206(2); negligence suffices for liability. See
Capital Gains Research Bureau, Inc., 375 U.S. at 195; Steadman v. SEC, 603 F.2d 1126, 1134
(5th Cir. 1979), aff’d, 450 U.S. 91 (1981). An investment adviser is accountable for the actions
of its principals. See SEC v. Manor Nursing Ctrs., Inc., 458 F.2d 1082, 1089 n.3, 1096-97 nn.16-
18 (2d Cir. 1972) (company’s scienter imputed from individuals who control it). '

2. M.A.G.’s Primary Violation

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

3. Firestone’s Aiding and Abetting and Causing M.A.G.’s Violation

Firestone, as a person associated with an investment adviser, may be charged as an aider
and abettor under Section 203(e) of the Advisers Act and as a cause of the violation under Section
203(k) of the Advisers Act. Aiding and abetting liability requires a showing that there was a
primary violation; the respondent substantially assisted in the primary violation; and the respondent
had a general awareness, or reckless disregard, of the wrongdoing and of his role in furthering it.
See In re Clarke T. Blizzard and Rudolph Abel, Advisers Act Rel. No. 2253, 2004 SEC LEXIS
1298, at *16 & n.10 (June 23, 2004). A finding that a respondent willfully aided and abetted
violations of the securities laws necessarily makes that respondent a “cause” of those violations.
Id. at *16 n.10. The willfulness requirement does not require an intent to violate the law but
merely an intent to do the act that constitutes thé violation. Wonsover v. SEC, 205 F.3d 408, 413-
15 (D.C. Cir. 2000).

Firestone willfully aided and abetted and caused M.A.G.’s primary violation of Section
206(2) of the Advisers Act. First, Firestone substaritially assisted in the violation by directing that
M.A.G. take the warrants in the PIPEs transactions. Second, Firestone had a general awareness, or
at a minimum a reckless disregard, of the wrongdoing and of his role in it because he instituted the
warrant-taking practice and knew that M.A.G. did not compensate the Funds for the warrants that
it took. -



E. RESPONDENTS’ REMEDIAL EFFORTS

In determining to accept the Offer, the Commission considered remedial acts
promptly undertaken by Respondents and cooperation afforded the Commission staff.

IV.
“In view of the foregoing, the Commission deems it appropriate and in the public

interest to impose the sanctions agreed to in Respondents’ Offer.

Accordingly, pursuant to Sections 203(e), 203(f), and 203(k) of the Advisers Act, it is
hereby ORDERED that:

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

B. Respondents are censured.

C. Respondents M.A.G. Capital, LLC and David F. Firestone shall, within 30 days of
the entry of this Order, pay a civil money penalty in the amount of $100,000 and $50,000,

respectively, to the United States Treasury. If timely payment is not made, additional interest shall =

accrue pursuant to 31 U.S.C. § 3717. Such payment shall be: (A) made by United States postal
money order, certified check, bank cashier’s check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies M.A.G.
Capital LLC and David F. Firestone as the Respondents in these proceedings, the file number of
these proceedings, a copy of which cover letter and money order or check shall be sent to Andrew
Petillon, Associate Director, Securities and Exchange Commission, 5670 Wilshire Blvd., 11th
Floor, Los Angeles, CA 90036.

By the Commission.

Elizabeth M. Murphy
Secretary

- J. L nn Taylor
By Ass?stant Secretary




UNITED STATES OF AMERICA
' BEFORE THE
SECURITIES AND EXCHANGE COMMISSION

Securities Act of 1933
Release No. 9010/March 3, 2009

Securities Exchange Act of 1934
Release No. 59487/March 3, 2009

ORDER REGARDING REVIEW OF FASB ACCOUNTING SUPPORT FEE FOR
2009 UNDER SECTION 109 OF THE SARBANES-OXLEY ACT OF 2002

The Sarbanes-Oxley Act of 2002 (the “Act”) provides that the Securities and
Exéhangé Commission (the “Commission”) may recognize, as generally accepted for
purposes of the securities laws, any accounting principles established by a standard
setting Body that meets certain criteria. Consequently, Section 109 of the Act provides
that all of the budget of such a standard setting body shall be payable from an annual
accounting support fee assessed and céllected against-each issuer, as may be necessary or
appropriate to pay for the budget and provide for the expenses of the standard setting
body, and to provide for an independent, stable source of funding, subject to review by
the Commission. Under Section 109(f) of the Act, the amount of fees collected for a
fiscal year shall not exceed the “recoverable budget expenses” of the standard setting
body. Section 109(h) amends Section 13(b)(2) of the Securities Exchange Act of 1934 to
require issuers to pay the allocable share of a reasonable annual accounting support fee or
fees, determined in accordance with Section 109 of the Act.

On April 25, 2003, the Commission issued a policy statement concluding that the
F inancial Accounting Standards Board (“FASB”) and its parent organization, the

Financial Accounting Foundation (“FAF”), satisfied the criteria for an accounting
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standard setting body under the Act, aﬁd recognizing the FASB’s financial accounting
and reﬁorting standards as “generally accepted” under Section 108 of the Act.! Asa
consequence of that recognition, the Commission undertook a review of the FASB’s
accounting support fee for calendar year 2009. In connection with its review, the
Corﬁmission also reviewed the budget for the FAF and the FASB for calendar year 2009.

Section 109 of the Act also provides that the standard setting body can have
additional sources of revenue for its activities, such as earnings from sales of
publications, provided that each additional source of revenue shall not jeopardize, in the
judgment of the Commission, the actual or perceived independence of the standard setter.
In this regard, the Commission also considered the interrelation of the operating budgets
of the FAF, the FASB and the Governmental Accounting Standards Board (“GASB”), the
FASB'’s sister organization, which sets accounting standards used by state and local
governmental entities. The Commission has been advised by the FAF that neither the
FAF, the FASB nor the GASB accept contributions from the accounting profession.

After its review, the Commission determined that the 2009 annual accounting
support fee for the FASB is consistent with Section 109 of the Act. Accordingly,

IT IS ORDERED, pursuant to Section 109 of the Act, that the FASB may act in

accordance with this determination of the Commission.

By the Commission. W 772. %Mﬁ'ég/

Cmwqgey .
Elizabeth M. Murphy
Secretary -

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

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

Omnibus Order Directing the Appointment of Tax Administrator in
Administrative Proceedings that Establish Distribution Funds

The Commission’s orders in administrative proceedings may lead to the
payment of disgorgement and/or penalties for distribution. Such distribution funds
may create qualified settlement funds (“QSFs”) under Treasury Regulation Section
1.468B-1(c) and have a variety of tax-related obligations. The Division of
Enforcement (“Division”) has evaluated the proposals received from potential tax
administrators for the QSFs and, of those proposals, has determined that Damasco &
Associates LLP (“Damasco”™), a certified public accounting firm located in Half
Moon Bay, California, is best suited to act as tax administrator for the QSFs for
calendar years 2009 and 2010 in such administrative proceedings.

Accordingly,
IT IS ORDERED that:

A. Pursuant to the Commission’s Rules on Fair Fund and Disgorgement
Plans (17 CFR §§ 201.1101, ef seq.), Damasco is appointed as the tax
administrator (the “Tax Administrator’”) when requested by staffin
calendar years 2009 and 2010 in those administrative proceedings where
distribution funds have been established. Damasco will have the limited
authority and power to: (1) act as the administrator for tax purposes for
each QSF; (2) prepare, sign, and file the necessary tax returns and tax-
related documents for the QSFs; (3) make the tax payments on behalf of
the QSFs; (4) obtain the necessary tax-related documents and identifiers,
such as an employer identification number, on behalf of the QSFs; (5)
perform other tax-related and reporting duties on behalf of the QSFs as
required by Department of the Treasury regulations relating to QSF
administrators; and (6) communicate on behalf of the QSFs on matters set
forth in this paragraph.

B. The Tax Administrator will, from time to time, have custody or control of

monies transferred to the Tax Administrator to make tax payments.
Therefore, the Tax Administrator, before taking possession of those
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monies, will obtain through insurance and through a bond, pursuant to
the 2009-2010 Letter Agreement executed between the Commission
and the Tax Administrator, coverage against misappropriation
(including, but not limited to, negligence) of monies by the Tax
Administrator.

The Tax Administrator shall submit, at least 30 days prior to any date on
which a tax payment is required on behalf of any QSF or as soon as is
practicable, documentation showing the amount necessary to satisfy the tax
liability of each QSF as well as all other documents supporting such
amount, to the following:

1. Where the Respondent has agreed to pay the taxes of the
QSF, the Tax Administrator shall submit the documentation to the
Respondent, with a copy to: the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division’s Financial
Management Unit.

The Respondent shall pay the amount of the-documented taxes to
the Tax Administrator by check or wire transfer. The Tax Administrator, in
turn, shall be responsible for paying the taxes to the Internal Revenue
Service (“IRS”) and the relevant state taxing authority, if any, on behalf of
the QSF. The Tax Administrator shall provide written confirmation of the
payment of the taxes to the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division’s Financial
Management Unit.

2. Where the money in the QSF is held by an escrow agent,
the Tax Administrator shall submit the documentation to the escrow
agent, with a copy to: the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division’s Financial
Management Unit.

Upon approval to disburse by the staff to whom authority is
delegated by paragraph F., below, the escrow agent shall disburse to the
Tax Administrator, by check or wire transfer from the QSF, the amount
of taxes as calculated by the Tax Administrator. Such tax payments shall
come first from any earnings or interest in the QSF, and second, if
necessary, from the principal of the QSF. The Tax Administrator, in tumn,
shall be responsible for paying the taxes to the IRS and the relevant
state taxing authority, if any, on behalf of the QSF. The Tax
Administrator shall provide written confirmation of the payment of the
taxes to the Commission staff member assigned to the proceeding and to
the Assistant Director of the Division’s Financial Management Unit.




3. In all other proceedings, the Tax Administrator shall submit the
documentation to the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division’s Financial
Management Unit. '

Upon approval to disburse by staff to whom authority is
delegated by paragraph F., below, the Commission staff shall disburse to
the Tax Administrator, by check or wire transfer from the QSF, the
amount of the taxes as calculated and documented by the Tax
Administrator. Such tax payments shall come first from any eamings or
interest in the QSF and second, if necessary, from the principal of the QSF.
The Tax Administrator, in turn, shall be responsible for paying the taxes
to the IRS and the relevant state taxing authority, if any, on behalf of the
QSF. The Tax Administrator shall provide written confirmation of the
payment of the taxes to the Commission staff member assigned to the
proceeding and to the Assistant Director of the Division’s Financial
Management Unit.

The Tax Administrator shall comply with all reporting requirements
applicable to a QSF as defined in Treasury Regulations Section 1.468B-
1(a), as amended, and shall file on a timely basis all required federal,
state, and local tax returns, and shall contemporaneously provide copies of
such filings to the assigned Commission staff member and to the
Assistant Director of the Division’s Financial Management Unit.

The Tax Administrator shall keep records and bill each QSF for the
services provided to it, pursuant to the 2009-2010 Letter’ Agreement
executed between the Commission and the Tax Administrator.

1. In the proceedings in which the Respondent has agreed to pay
for the expenses of the QSF, the Tax Administrator will submit the bill to
the Respondent for payment by check or wire transfer.

2. Where the money in the QSF is held by an escrow agent, the
Tax Administrator will submit the bill to the assigned Commission staff
member for approval. Where services have been billed according to the
terms of the Tax Administrator’s 2009-2010 Letter Agreement with the
Commission, and are for an amount less than or equal to $10,000 per case
per tax filing per quarter, payment may be approved by staff to whom
authority is delegated by paragraph F., below. For bills totaling an -
amount greater than $10,000 per case per tax filing per quarter, the
Commission staff assigned to the proceeding must seek Commission
approval for payment. After payment of the Tax Administrator’s bill has
been approved, the escrow agent is authorized to pay the bill of the Tax
Administrator by check or wire transfer from the QSF. Payment shall
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come first from any earnings or interest in the QSF and second, if
necessary, from the principal of the QSF.

3. Inall other proceedings, the Tax Administrator will submit the
bill to the assigned Commission staff member and to staff to whom
authority is delegated by paragraph F., below. After payment of the
Tax Administrator’s bill has been approved (which approval shall be as
described in paragraph E.2., above), the Commission staff shall pay the
bill of the Tax Administrator by check or wire transfer from the QSF.
Payment shall come first from any eamings or interest in the QSF and
second, if necessary, from the principal of the QSF.

In all proceedings, the fees billed shall be as agreed upon in the
Tax Administrator’s 2009-2010 Letter Agreement with the Commission,
as executed by the Secretary of the Commission on behalf of the
Commission.

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

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

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59507 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13396

In the Matter of ORDER INSTITUTING
' ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS,
TD Options LLC, MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
Respondent. PURSUANT TO SECTIONS 15(b)(4)

: AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

I

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

IL

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

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

1. TD Options LLC (“TD Options™) is a broker-dealer registered with the Commission
pursuant to Section 15(b) of the Exchange Act, since 2002. TD Options is a member of the
Chicago Board Options Exchange (“CBOE”) and, during the period relevant to this Order, was a
member of the Philadelphia Stock Exchange (“PHLX”) and the American Stock Exchange
(“AMEZX,” and together with the CBOE and the PHLX, the “Exchanges™). During the period
relevant to this Order, TD options acquired certain specialist firms. A significant portion of the

- conduct that forms the basis of the findings herein took place at those predecessor firms. As used

herein, the terms “TD Options” and “Respondent” refer to TD Options, as well as its predecessor
firms.

B. FACTS
Summary
2. This matter involves violations by TD Options of its basic obligation as a specialist to serve

public customer orders over its own proprietary interests. As a specialist firm on each of the
Exchanges,2 TD Options had a general duty to match executable public customer or “agency” buy
and sell orders and not to fill customer orders through trades from the firm’s own account when
those customer orders could be matched with other customer orders. From 1999 through 2005 (the
“Relevant Period™), TD Options violated this obligation by filling orders through proprietary trades
rather than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $5 million.

3. By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, TD Options violated Section 11(b) of the
Exchange Act and Rule 11b-1 thereunder. TD Options also violated the following Exchange rules
in effect during the Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules
8.80 and 8.85; and PHLX rules 1020(c), 1019 and 707.

Overview of Specialists’ Obligations

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

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

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




insofar as is reasonably practicable, a “fair” and “orderly” market. A “fair’” market is one that,
among other things, affords no undue advantage to any participant. An “orderly” market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided. ‘

5. Specialists have two primary duties: performing their “negative obligation” to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
“affirmative obligation” to offset imbalances in supply and demand.® Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

6. Whether acting as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists — generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists’ workstations (“the crowd”) — |
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by TD Options

7. During the Relevant Period, TD Options breached its duty to refrain from dealing for its
own account while in possession of executable buy and sell customer orders. Instead, TD Options
effected improper proprietary trades that disadvantaged customer orders.

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

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




9. Trading Ahead. In certain instances, TD Options specialists filled one agency order through
a proprietary trade for the firm’s account while a matchable agency order was present on the
opposite side of the market, thereby improperly “trading ahead” of such opposite-side executable
agency order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm’s proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm’s
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts X $0.05 per share per contract x 100 shares per contract).

10. Interpositioning. In certain instances, after trading ahead, TD Options specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
“interpositioning” themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.

11. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, TD Options
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.

12. During the Relevant Period, TD Options engaged in tens of thousands of violative trades of
the three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $5 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.

C. APPLICABLE LAW
Section 11(b) of the Exchange Act

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

14. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 11(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).*

15. Here, TD Options violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, TD Options willfully’ violated Section
11(b) of the Exchange Act and Rule 11b-1 thereunder.

Exchange Rules

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

AMEX

17. AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account...while such member personally holds...an unexecuted market order to
buy...or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds...an unexecuted market order to sell.”

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

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




18. AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds. .. an unexecuted limited
price order to buy such security...or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds... an
unexecuted limited price order to sell such security.”

19. AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist “give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest.”

20.  AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account “in the securities in
which he is registered” unless that conduct constitutes “a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market.” The rule goes on to provide that:
“Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account.” :

21. TD Options violated each of the aforementioned AMEX rules by reason of the activities set
forth in paragraphs 9 through 11 above.

CBOE

22. CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.

123, TD Options violated each of the aforementioned CBOE rules by reason of the activities set
forth in paragraphs 9 through 11 above.

PHLX

24, PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.”

25. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.”




26. PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.”

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

D. CONCLUSION

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

IV.

In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by TD Options.

Accordingly it is hereby ORDERED that:

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

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

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

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

‘ Exchange Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered
government for all purposes, including all tax purposes.

By the Commission.

Elizabeth M. Murphy
Secretary

. (}\/M -%ﬁb@‘x\/

By:Jili M. Peterscn
| "~ Assistant Secretery




UNITED STATES OF AMERICA

. Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59506 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13395

In the Matter of ORDER INSTITUTING

ADMINISTRATIVE AND CEASE-
o AND-DESIST PROCEEDINGS,
Susquehanna Investment Group, MAKING FINDINGS, AND IMPOSING

REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
Respondent. PURSUANT TO SECTIONS 15(b)(4)
: AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

I.

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

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C of the Securities
Exchange Act of 1934 (“Order”) as set forth below.
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I11.
On the basis of this‘ Order and Respondent’s Offer, the Commission finds' that:

A. RESPONDENT

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

B. FACTS
Summary
2. This matter involves violations by SIG of its basic obligation as a specialist to serve public

customer orders over its own proprietary interests. As a specialist firm on each of the Exchanges,’
SIG had a general duty to match executable public customer or “agency” buy and sell orders and
not to fill customer orders through trades from the firm’s own account when those customer orders
could be matched with other customer orders. From 1999 through 2005 (the “Relevant Period”),
SIG violated this obligation by filling orders through proprietary trades rather than through other
customer orders, thereby causing customer orders to be disadvantaged by approximately $6.37
million.

3. By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, SIG violated Section 11(b) of the Exchange Act
and Rule 11b-1 thereunder. SIG also violated the following Exchange rules in effect during the
Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and 8.85; and
PHLX rules 1020(c), 1019 and 707.

Overview of Specialists’ Obligations

4. On each of the Exchanges, specialist firms are responsible for the quality of the markets in

 the securities in which individual specialists are registered. A specialist is expected to maintain,

insofar as is reasonably practicable, a “fair” and “orderly” market. A “fair” market is one that,

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

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




among other things, affords no undue advantage to any participant. An “orderly” market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.

5. Specialists have two primary duties: performing their “negative obligation” to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
“affirmative obligation” to offset imbalances in supply and demand.’ Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

6. Whether acting as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists — generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists’ workstations (“the crowd”) —
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer. :

Improper Proprietary Trading by SIG

7. During the Relevant Period, SIG breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, SIG effected
improper proprietary trades that disadvantaged customer orders.

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

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



9. Trading Ahead. In certain instances, SIG specialists filled one agency order through a
proprietary trade for the firm’s account while a matchable agency order was present on the opposite
side of the market, thereby improperly “trading ahead” of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm’s proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm’s
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).

10. Interpositioning. In certain instances, after trading ahead, SIG specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
“Interpositioning” themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between

" the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.

11. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, SIG
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.

12.  During the Relevant Period, SIG engaged in tens of thousands of violative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $6.37 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.

C. APPLICABLE LAW
Section 11(b) of the Exchange Act

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

14. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 1 1(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).*

15. Here, SIG violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, SIG willfully® violated Section 1 1(b) of
the Exchange Act and Rule 11b-1 thereunder.

Exchange Rules

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

AMEX

17. AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account...while such member personally holds. ..an unexecuted market order to
buy...or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds...an unexecuted market order to sell.”

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

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




18. AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
- for any such account, at or below a price at which he personally holds... an unexecuted limited
price order to buy such security...or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds... an
unexecuted limited price order to sell such security.”

19.  AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist “give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest.”

20. AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account “in the securities in
which he is registered” unless that conduct constitutes “a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market.” The rule goes on to provide that:
“Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account.”

21. SIG violated each of the aforementioned AMEX rules by reason of the activities set forth in
paragraphs 9 through 11 above.

CBOE

22. CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
- specialist cede priority to customer orders which the specialist represents as agent.

23. SIG violated each of the aforementioned CBOE rules by reason of the activities set forth in
paragraphs 9 through 11 above.

PHLX

24. PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.”

25. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.” ' '




26. PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.”

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

D. CONCLUSION

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

Iv.

In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by SIG.

Accordingly it is hereby ORDERED that:

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

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

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

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

By the Commission.

Elizabeth M. Murphy

Secretary ,
il M. Peterson
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UNITED STATES OF AMERICA
Before the .
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59505 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13394

In the Matter of . ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-

» v AND-DESIST PROCEEDINGS,
- Goldman Sachs Execution & Clearing, L.P. MAKING FINDINGS, AND IMPOSING
. and SLK-Hull Derivatives LLC, REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
PURSUANT TO SECTIONS 15(b)(4)
Respondents. AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

L

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

II.

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

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

A. RESPONDENTS

L. Goldman Sachs Execution & Clearing, L.P. (“GSEC”) is a broker-dealer registered with
the Commission pursuant to Section 15(b) of the Exchange Act. GSEC is an indirect wholly
owned subsidiary of The Goldman Sachs Group, Inc. (“GS”), and a member of the American
Stock Exchange (“AMEX”), the Chicago Board Options Exchange (“CBOE”) and the Philadelphia
Stock Exchange (“PHLX,” and together with the CBOE and the AMEX, the “Exchanges™). Prior

‘to January 14, 2005, GSEC was known as Spear, Leeds & Kellogg LP (“Spear Leeds”). GS’s

securities are registered with the Commission pursuant to Section 12(b) of the Exchange Act.

2. SLK-Hull Derivatives LLC (“SHD”) is a wholly owned subsidiary of GS. During the
period relevant to this Order, SHD was a broker-dealer registered with the Commission pursuant to
Section 15(b) of the Exchange Act, and a member of the AMEX, CBOE and PHLX. During the
period relevant to this Order, Spear Leeds and SHD each acquired, merged with, or conducted joint
venture operations with other specialist firms. A certain portion of the conduct that forms the basis
of the findings herein took place at those predecessor firms or joint venture entities. As used
herein, the terms “GSEC,” “SHD” and Respondents refer to GSEC and SHD, respectively, as well
as their predecessor firms and joint venture entities.

B. FACTS
Summary
3. This matter involves violations by GSEC and SHD of their basic obligation as specialists to

serve public customer orders over their own proprietary interests. As specialist firms on each of
the Exchanges,” GSEC and SHD had a general duty to match executable public customer or

“‘agency” buy and sell orders and not to fill customer orders through trades from the firms’ own

accounts when those customer orders could be matched with other customer orders. From 1999
through 2005 (the “Relevant Period”), GSEC and SHD violated this obligation by filling orders
through proprietary trades rather than through other customer orders, thereby causing customer

orders to be disadvantaged by approximately $6 million.

4. By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, GSEC and SHD violated Section 11(b) of the
Exchange Act and Rule 11b-1 thereunder. Respondents also violated the following Exchange rules

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

2 On the CBOE, specialist firms like GSEC and SHD are known as Designated Primary Market-
Makers, or DPMs. ' :



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

Overview of Specialists’ Obligations

5. On each of the Exchanges, specialist firms are responsible for the quality of the markets in
the securities in which individual specialists are registered. A specialist is expected to maintain,
insofar as is reasonably practicable, a “fair” and “orderly” market. A “fair” market is one that,
among other things, affords no undue advantage to any participant. An “orderly” market is
characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.

6. Specialists have two primary duties: performing their “negative obligation” to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
“affirmative obligation” to offset imbalances in supply and demand.®> Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

7. Whether acting as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists — generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists’ workstations (“the crowd”) —
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by GSEC and SHD

8. During the Relevant Period, GSEC and SHD breached their duty to refrain from dealing for
their own accounts while in possession of executable buy and sell customer orders. Instead, GSEC
and SHD eftected improper proprietary trades that disadvantaged customer orders.

9. On each of the Exchanges, GSEC and SHD specialists possessed or had access to
information concerning customer orders on both sides of the market. Where there are matchable
orders on both sides of the market, specialists are obligated to “pair off” or cross the buy and sell
orders by executing each side of the market for identical prices and in commensurate order
quantities. In numerous instances, however, GSEC and SHD specialists did not “pair off”” or cross

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



these buy and sell orders with each other. Sometimes, GSEC and SHD specialists did this by
effecting a proprietary trade with an order that arrived electronically through the order processing

“system. At other times, GSEC and SHD specialists effected improper proprietary trades with orders
that came in from the crowd. In either case, the disadvantaged order was an order that the GSEC
and SHD specialists should have paired with the other order, instead of filling that other order
through a proprietary trade retained by the specialist. The violative conduct took three basic forms
described in paragraphs 10-12 below. '

10. Trading Ahead. In certain instances, GSEC and SHD specialists filled one agency order
through a proprietary trade for their firm’s account while a matchable agency order was present on
the opposite side of the market, thereby improperly “trading ahead” of such opposite-side
executable agency order. The customer order that was traded ahead of was then disadvantaged
when it was subsequently executed at a price that was inferior to the price received by the firm’s
proprietary account. For example, if a specialist has present on his book, at the same time, a
marketable customer order to buy five contracts of an options series and a marketable customer
order to sell five contracts of the same options series, the specialist would be obligated to pair off
those matchable orders. Trading ahead would occur if the specialist filled the sell order from the
firm’s proprietary account at $5.00 per share per contract, and then subsequently executed the buy
order at the inferior price of $5.05 per share per contract. In this example, the buy order received a
price inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00
(5 contracts x $0.05 per share per contract x 100 shares per contract).

11.  Interpositioning. In certain instances, after trading ahead, GSEC and SHD specialists also
traded proprietarily with the matchable opposite-side agency order that had been traded ahead of,
thereby “interpositioning” themselves between the two agency orders that should have been paired
off in the first instance. By participating on both sides of trades, the specialist captured the spread
between the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.

12. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, GSEC and
SHD specialists traded ahead of opposite-side executable agency orders, as described in paragraph
10 above, but the unexecuted orders were left open until the end of the trading day, or were
cancelled by the customer prior to the close of the trading day before receiving an execution.
Because these orders were never executed, the calculation of customer harm for this type of
misconduct was based on a formula that incorporated certain economic assumptions. A substantial
amount of the customer harm discussed in paragraph 13 below relatés to these unexecuted or
cancelled orders.

13.  During the Relevant Period, GSEC and SHD engaged in tens of thousands of violative
trades of the three types described in paragraphs 10-12, resulting in overall customer disadvantage
of approximately $6 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.




C. APPLICABLE LAW
Section 11(b) of the Exchange Act

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

15. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 11(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).*

16. Here, GSEC and SHD violated their negative obligation by engaging in the three types of
conduct described in paragraphs 9 through 11 above. Accordingly, GSEC and SHD willfully’
violated Section 11(b) of the Exchange Act and Rule 11b-1 thereunder.

Exchange Rules

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

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

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



specialist from trading ahead of, or interpositioning between, eligible customer orders, and require
agency orders to be matched whenever possible.

AMEX

18.  AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account. .. while such member personally holds...an unexecuted market order to
buy...or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds. ..an unexecuted market order to sell.”

19. AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds. .. an unexecuted limited
price order to buy such security. ..or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds. .. an
unexecuted limited price order to sell such security.”

20. AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist “give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest.”

21. AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account “in the securities in
which he is registered” unless that conduct constitutes “a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market.” The rule goes on to provide that:
“Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account.”

22.  GSEC and SHD violated each of the aforementioned AMEX rules by reason of the
activities set forth in paragraphs 10 through 12 above.

CBOE

23. CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.

24, GSEC and SHD violated each of the aforententioned CBOE rules by reason of the
activities set forth in paragraphs 10 through 12 above.




PHLX

25, PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant

part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.” '

26. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.” ’

27.  PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.” :

28.  GSEC and SHD violated each of the aforementioned PHLX rules by reason of the activities
set forth in paragraphs 10 through 12 above.

D. CONCLUSION

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

Iv.

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

Accordingly it is hereby ORDERED that:

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

B. Pursuant to Section 15(b)(4) of the Exchange Act, GSEC and SHD are hereby
censured.

C. Respondents shall, within ten days of the entry of the Order, jointly pay
disgorgement of $6 million to the Commission. Such payment shall be: (A) made by United States.
postal money order, certified check, bank cashier’s check or bank money order; (B) made payable
to the Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of
Financial Management, Securities and Exchange Commission, Operations Center, 6432 General
Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies
GSEC and SHD as Respondents in these proceedings, the file number of these proceedings, a copy
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of which cover letter and money order or check shall be sent to David Rosenfeld, Associate
Regional Director, Division of Enforcement, Securities and Exchange Commission, 3 World
Financial Center, New York, New York, 10281.

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

By the Commission.

Elizabeth M. Murphy
Secretary

-E}sy:.éﬁ M. Peterson
. Assistani




UNITED STATES OF AMERICA

: Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59504 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13393 -

In the Matter of ORDER INSTITUTING

: ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS,
Knight Financial Products, LLC, MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER
Respondent. PURSUANT TO SECTIONS 15(b)(4)
AND 21C OF THE SECURITIES
EXCHANGE ACT OF 1934

L.

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

II.

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




On the basis of this Order and Respondent’s Offer, the Commission finds! that:
A. RESPONDENT
1. Knight Financial Products, LLC (“KFP”) was a broker-dealer registered with the

Commission pursuant to Section 15(b) of the Exchange Act, from 2000 until March 2005. During
the period relevant to this Order, KFP was a member of the American Stock Exchange (“AMEX”),

the Chicago Board Options Exchange (“CBOE”) and the Philadelphia Stock Exchange (“PHLX,”

and together with the CBOE and the AMEX, the “Exchanges”). During the period relevant to this
Order, KFP acquired, merged with, or conducted joint venture operations with other specialist
firms. A certain portion of the conduct that forms the basis of the findings herein took place at
those predecessor firms or joint venture entities. As used herein, the terms “KFP” and
“Respondent” refer to KFP, as well as its predecessor firms and joint venture entities. KFP sold its
specialist operations in December, 2004.

B. FACTS
Summary
2. This matter involves violations by KFP of its basic obligation as a specialist to serve public

customer orders over its own proprietary interests. As a specialist firm on each of the Exchanges,’
KFP had a general duty to match executable public customer or “agency” buy and sell orders and
not to fill customer orders through trades from the firm’s own account when those customer orders

- could be matched with other customer orders. From 1999 through 2004 (the “Relevant Period”),

KFP violated this obligation by filling orders through proprietary trades rather than through other
customer orders, thereby causing customer orders to be disadvantaged by approximately $1.7
million.

3. By effecting proprietary transactions that were not part of a course of dealings reasonably

necessary to maintain a fair and orderly market, KFP violated Section 11(b) of the Exchange Act -
and Rule 11b-1 thereunder. KFP also violated the following Exchange rules in effect during the
Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and 8.85 ; and
PHLX rules 1020(c), 1019 and 707.

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

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



Overview of Specialists’ Obligations

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

5. Specialists have two primary duties: performing their “negative obligation” to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
“affirmative obligation” to offset imbalances in supply and demand.®> Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

6. Whether acting as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists — generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists’ workstations (“the crowd”) —
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by KFP

7. During the Relevant Period, KFP breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, KFP effected
mmproper proprietary trades that disadvantaged customer orders.

8. On each of the Exchanges, KFP specialists possessed or had access to information
concerning customer orders on both sides of the market. Where there are matchable orders on both
sides of the market, specialists are obligated to “pair off”” or cross the buy and sell orders by
executing each side of the market for identical prices and in commensurate order quantities. In
numerous instances, however, KFP specialists did not “pair off” or cross these buy and sell orders
with each other. Sometimes, KFP specialists did this by effecting a proprietary trade with an order
that arrived electronically through the order processing system. At other times, KFP specialists
effected improper proprietary trades with orders that came in from the crowd. In either case, the

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




disadvantaged order was an order that the KFP specialist should have paired with the other order,
instead of filling that other order through a proprietary trade retained by the specialist. The violative
conduct took three basic forms described in paragraphs 9-11 below.

9. Trading Ahead. In certain instances, KFP specialists filled one agency order through a
proprietary trade for the firm’s account while a matchable agency order was present on the opposite
side of the market, thereby improperly “trading ahead” of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm’s proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm’s
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).

10.  Interpositioning. In certain instances, after trading ahead, KFP specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
“interpositioning” themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.

11. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, KFP
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.

12. During the Relevant Period, KFP engaged in tens of thousands of violative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $1.7 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.




‘ C. APPLICABLE LAW
Section 11(b) of the Exchange Act

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

14. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 11(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).*

15.  Here, KFP violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, KFP willfully’ violated Section 11(b)
. of the Exchange Act and Rule 11b-1 thereunder.

Exchange Rules

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

* The obligation to maintain a fair and orderly market “has a broader reach than the prohibition
of ‘fraud’ and, thereby, imposes stricter standards of integrity and performance on specialists.”
Albert Fried, 1978 WL 196046, at *5. A transaction not reasonably necessary to maintain a fair
and orderly market has been defined as one “‘not reasonably calculated to contribute to the
- maintenance of price continuity [on the exchange] and to minimize the effects of temporary
disparity between supply and demand.”” Weiskopf, 1980 WL 22091, at *2 n.5 (quoting
Exchange Act Release No. 1117 at 2 (March 30, 1937)).
> A willful violation of the securities laws means merely “‘that the person charged with the duty
knows what he is doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
“‘also be aware that he is violating one of the Rules or Acts.”” Id. (quoting Gearhart & Otis, Inc.
‘ v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).



AMEX

17.  AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account...while such member personally holds. ..an unexecuted market order to
buy...or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds. ..an unexecuted market order to sell.”

18. AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds. .. an unexecuted limited
price order to buy such security...or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds... an
unexecuted limited price order to sell such security.”

19.  AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist “give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest.”

20.  AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account “in the securities in
which he is registered” unless that conduct constitutes “a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market.” The rule goes on to provide that:
“Transactions in such securities not part of such a course of dealmgs are not to be effected by a
specialist for his own account.”

21.  KFP violated each of the aforementioned AMEX rules by reason of the activities set forth
in paragraphs 9 through 11 above.

CBOE

22.  CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligatibns) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.

23. KFP violated each of the aforementioned CBOE rules by reason of the activities set forth
in paragraphs 9 through 11 above. -



PHLX

24.  PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.”

25. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.”

26.  PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.”

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

D. CONCLUSION

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

Iv.

In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by KFP.

Accordingly it is hereby ORDERED that:

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

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

C. KFP shall, within ten days of the entry of the Order, pay disgorgement of $1.7
million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier’s check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies KFP as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
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Division of Enforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281.

D. It is further ordered that KFP shall, within ten days of the entry of the Order, pay a
c1v11 money penalty in the amount of $340,000 to the United States Treasury. Such payment shall
be: (A) made by United States postal money order, certified check, bank cashier’s check or bank
money order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered
or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted
under cover letter that identifies KFP as a Respondent in these proceedings, the file number of
these proceedings, a copy of which cover letter and money order or check shall be sent to David
Rosenfeld, Associate Regional Director, Division of Enforcement, Securities and Exchange
Commission, 3 World Financial Center, New York, New York, 10281. Amounts ordered to be paid
as civil money penalties pursuant to this Order shall be treated as penaities paid to the government
for all purposes, including all tax purposes. ‘

By the Commission.

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

SECURITIES EXCHANGE ACT OF 1934
Release No. 59501 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13390

In the Matter of ORDER INSTITUTING
' ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS,
Botta Capital Management, L.L.C,, MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A

. ' CEASE-AND-DESIST ORDER
Respondent. PURSUANT TO SECTIONS 15(b)(4)

AND 21C OF THE SECURITIES

~ EXCHANGE ACT OF 1934

I

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

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C of the Securities
Exchange Act of 1934 (“Order”) as set forth below.
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II1.
On the basis of this Order and Respondent’s Offer, the Commission finds' that:
A. RESPONDENT

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

B. FACTS
Summary
2. This matter involves violations by Botta of its basic obligation as a specialist to serve

public customer orders over its own proprietary interests. As a specialist firm on each of the
Exchanges,” Botta had a general duty to match executable public customer or “agency” buy and
sell orders and not to fill customer orders through trades from the firm’s own account when those
customer orders could be matched with other customer orders. From 1999 through 2005 (the
“Relevant Period”), Botta violated this obligation by filling orders through proprietary trades rather
than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $2.5 million.

3. By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, Botta violated Section 11(b) of the Exchange Act
and Rule 11b-1 thereunder. Botta also violated the following Exchange rules in effect during the
Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and 8.85; and
PHLX rules 1020(c), 1019 and 707.

Overview of Specialists’ Obligations

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

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

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



insofar as is reasonably practicable, a “fair” and “orderly” market. A “fair” market is one that,
among other things, affords no undue advantage to any participant. An “orderly” market is
characterized by regular, reliable operation, with price continuity and depth in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.

5. Specialists have two primary duties: performing their “negative obligation” to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their

“affirmative obligation” to offset imbalances in supply and demand.? Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

6. Whether acting-as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists — generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists” workstations (“the crowd”) —
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by Botta

7. During the Relevant Period, Botta breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, Botta effected
improper proprietary trades that disadvantaged customer orders. :

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

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



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

“order. The customer order that was traded ahead of was then disadvantaged when it was

subsequently executed at a price that was inferior to the price received by the firm’s proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm’s
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).

10.  Interpositioning. In certain ifistances, after trading ahead, Botta specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
“interpositioning” themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.

11. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, Botta
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.

12. During the Relevant Period, Botta engaged in tens of thousands of violative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of -
approximately $2.5 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.

13. Respondent, together with certain affiliated companies, have submitted sworn Statements
of Financial Condition dated June 30, 2007, as updated through affidavits dated May 28, 2008 and
July 31, 2008, and other evidence and has asserted its inability to pay the full amount of
disgorgement and prejudgment interest.




‘ C. APPLICABLE LAW

Section 11(b) of the Exchange Act

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

15. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 11(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).*

16. Here, Botta violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, Botta willfully” violated Section 11(b)
‘ of the Exchange Act and Rule 11b-1 thereunder.

E)échange Rules

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

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

333

> A willful violation of the securities laws means merely “‘that the person charged with the duty

knows what he is doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting
Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir. 1949)). There is no requirement that the actor
also be aware that he is violating one of the Rules or Acts.”” Id. (quoting Gearhart & Olis, Inc.
‘ v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).
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AMEX

18.  AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account...while such member personally holds...an unexecuted market order to
buy...or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds...an unexecuted market order to sell.”

19. AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds... an unexecuted limited
price order to buy such security...or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds... an
unexecuted limited price order to sell such security.” )

20. AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
specialist “give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest.”

21. AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account “in the securities in
which he is registered” unless that conduct constitutes “a course of dealings reasonably calculated -
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market.” The rule goes on to provide that:
“Transactions in such securities not part of such a course of dealings are not to be effected by a
specialist for his own account.”

22, Botta violated each of the aforementioned AMEX rules by reason of the activities set forth
in paragraphs 9 through 11 above.

CBOE

23. CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.

24, Botta violated each of the aforementioned CBOE rules by reason of the activities set forth
in paragraphs 9 through 11 above. '




PHLX

- 25.  PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant

~ part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.”

26. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.”

27.  PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.”

28. Botta violated each of the aforementioned PHLX rules by reason of the activities set forth
in paragraphs 9 through 11 above.

D. CONCLUSION

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

IV.

In view of the foregoing, the Commission finds that it is appropriate and in the public
interest to impose the sanctions specified in the Offer submitted by Botta.

Accordingly it is hereby ORDERED that:

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

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

C. Botta shall, within ten days of the entry of the Order, pay disgorgement of $2.5
million to the Commission, but that payment of such amount, except for $825,000, is waived based
upon Respondent’s sworn representations in its Statement of Financial Condition dated June 30,
2007, as updated through affidavits dated May 28, 2008 and July 31, 2008, and other documents
submitted to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier’s check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
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Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies Botta as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,
Division of Enforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281. The Division of Enforcement (“Division”) may, at any time following
the entry of this Order, petition the Commission to: (1) reopen this matter to consider whether
Respondent provided accurate and complete financial information at the time such
representations were made; and (2) seek an order directing payment of disgorgement and pre-
judgment interest. No other issue shall be considered in connection with this petition other than
whether the financial information provided by Respondent was fraudulent, misleading,
inaccurate, or incomplete in any material respect. Respondent may not, by way of defense to any
such petition: (1) contest the findings in this Order; (2) assert that payment of disgorgement and
interest should not be ordered; (3) contest the amount of disgorgement and interest to be ordered,;
or (4) assert any defense to liability or remedy, including, but not limited to, any statute of
limitations defense.

D. Based upon Respondent's sworn representations in its Statement of Financial
Condition dated June 30, 2007, as updated through affidavits dated May 28, 2008 and July 31,
2008, and other documents submitted to the Commission, the Commission is not imposing a
penalty against Respondent. The Division of Enforcement (“Division”) may, at any time
following the entry of this Order, petition the Commission to: (1) reopen this matter to consider
whether Respondent provided accurate and complete financial information at the time such
representations were made; and (2) seek an order directing payment of the maximum civil
penalty allowable under the law. No other issue shall be considered in connection with this
petition other than whether the financial information provided by Respondent was fraudulent,
misleading, inaccurate, or incomplete in any material respect. Respondent may not, by way of
defense to any such petition: (1) contest the findings in this Order; (2) assert that payment of a
penalty should not be ordered; (3) contest the imposition of the maximum penalty allowable
under the law; or (4) assert any defense to liability or remedy, including, but not limited to, any
statute of limitations defense.

By the Commission.

Elizabeth M. Murphy
Secretary
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UNI’_I’ED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59499 / March 4, 2009

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2941 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13388

In the Matter of ORDER INSTITUTING CEASE-AND-

' DESIST PROCEEDINGS PURSUANT TO
KRISPY KREME DOUGHNUTS, INC., SECTION 21C OF THE SECURITIES
EXCHANGE ACT OF 1934, MAKING
Respondent. FINDINGS, AND IMPOSING A CEASE-

' AND-DESIST ORDER

I

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

I1.

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

i.

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

! The findings herein are made pursuant to Respondent's Offer of Settlement and are not
binding on any other person or entity in this or any other proceeding.
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1. Krispy Kreme is a North Carolina corporation with its principal place of business
in Winston-Salem, North Carolina. Since approximately 1937, Krispy Kreme has been engaged
in the business of making and selling doughnuts, initially through a single store in Winston-
Salem and subsequently through multiple stores across the United States owned either by Krispy
Kreme or franchisees. Since April 2000, shares of Krispy Kreme’s common stock have been
registered with the Commission pursuant to Section 12(b) of the Exchange Act and since May
2001 they have been listed on the New York Stock Exchange.

Background

2. Between approximately February 2003 and May 2004, Krispy Kreme fraudulently
inflated or otherwise misrepresented its earnings for the fourth quarter of its 2003 fiscal year,
which ended on February 2, 2003, and each quarter of its 2004 fiscal year, and its full year
results for fiscal 2004, which ended on February 1, 2004. By this misconduct, the Respondent
avoided lowering its earnings guidance and improperly reported for each of those quarters what
had become a prime benchmark of its historical performance, i.e., reporting quarterly earnings
per share of common stock (“EPS”) that exceeded its previously announced EPS guidance by
one cent. '

3. In the 1990s, Krispy Kreme, which initially operated in the southeastern United
States, began expanding nationally through a franchise program through which it opened new
stores and increased its annual revenue.

4. Although Krispy Kreme calculated and disclosed quarterly various indices of its
sales growth and geographical expansion, Krispy Kreme internally placed primary emphasis on
only two measures of financial performance, namely, continual quarter over quarter growth of its
quarterly EPS and whether that growth resulted in quarterly earnings that exceeded by at least
one cent consensus analyst’s expectations or, when issued, Krispy Kreme’s own quarterly EPS
guidance.

5. In the first three years after Krispy Kreme became a public issuer in April 2000,
Krispy Kreme’s EPS growth increased at an annual rate of 80%, 67%, and 47%, respectively.
Additionally, Krispy Kreme reported EPS that tracked closely and—in almost every quarter—
exceeded both consensus analyst’s expectations and its own EPS guidance by at least $.01.

6. Beginning in fiscal 2002 and in much of fiscal 2003, Krispy Kreme’s common
stock routinely traded at a multiple of over 50 times annual EPS. In fiscal 2004, Krispy Kreme’s
stock traded between 30 and 50 times annual EPS.

The Incentive Plan

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




of return on assets, measured by earnings before interest, taxes and depreciation, and
amortization, and (ii) a percentage increase in EPS.

8. For fiscal years 2002 and 2003, Krispy Kreme set a quarterly EPS target of
earnings that exceeded by at least one cent Wall Street expectations, or when issued, Krispy
Kreme’s quarterly guidance. The EPS target — meeting EPS guidance plus one cent — had to be
achieved to trigger the payment of incentive compensation under the Incentive Plan. In these
fiscal years, Krispy Kreme achieved this targeted EPS and paid incentive compensation that
consisted of all amounts that Krispy Kreme earned in excess of its EPS target.

9. Krispy Kreme accrued for incentive compensation on a quarterly basis by
recording incentive compensation expense in the amount of all earnings in excess of the amount
needed to achieve the targeted EPS for that quarter. Thus, during fiscal year 2002 and fiscal year
2003, Krispy Kreme’s method of accruing for the Incentive Plan effectively acted as a “ceiling”
on its earnings.

10.  Beginning in the second quarter of fiscal year 2003, Krispy Kreme experienced
delays in new store openings, which adversely affected Krispy Kreme’s rate of earnings growth
and reduced the amount of incentive compensation expense accrued quarterly. Although Krispy
Kreme had sufficient earnings to make an incentive compensation accrual in the second and third
quarters of fiscal 2003, the accruals were significantly less than in previous quarters.

11.  Furthermore, for fiscal year 2003, the incentive compensation paid at the end of
the fiscal year was less than had been previously accrued. The lower level of incentive
compensation payment resulted from a reversal of $873,261 of previously accrued incentive
compensation expense, which increased earnings by $528,323 and enabled Krispy Kreme to
report earnings for the fourth quarter of fiscal year 2003 that met its EPS guidance plus $0.01. In
making this disclosure, Krispy Kreme did not also disclose that but for the occurrence of the
reversal that it would not have reported that result. '

12. As implemented, the Incentive Plan operated as a de facto reserve accounting
mechanism which, within certain limits, virtually guaranteed that reported quarterly EPS would
equal Krispy Kreme’s quarterly guidance plus $0.01. Specifically, under Generally Accepted
Accounting Principles (“GAAP”), (see Accounting Principles Board Opinion No. 28, {9 12, 15,
16, and 26). Krispy Kreme should have accounted for the plan by periodically comparing a real-
time estimate of its projected, pre-incentive compensation expense EPS for the full fiscal year to
its full-year EPS target and then reconciling the then-projected payout under the plan with
amounts accrued to date for incentive compensation expense. However, despite the fact that
Krispy Kreme consistently maintained a real-time estimate of its EPS for the full fiscal year,
Krispy Kreme accounted for the plan by booking the difference between Krispy Kreme’s actual
quarterly EPS results and its quarterly target EPS, i.e., achieving EPS guidance plus one cent.
This accounting, in effect, created a “collar” on shareholder earnings, i.e., in good quarters,
excess profits were accrued to fund the Incentive Plan and in weak quarters, accruals to the
Incentive Plan were reversed to improve earnings, with shareholders consistently being told that
Krispy Kreme had exceeded its EPS guidance by $0.01—no more and no less.

13.  In the first quarter of fiscal 2004, Krispy Kreme’s performance improved from the
last quarter of fiscal year 2003, which, combined with a one-time, disclosed partial reversal of
previously accrued litigation expense, resulted in Krispy Kreme having sufficient earnings to
report EPS of $0.22—or EPS guidance for the first quarter plus $0.02— and accrue $2,050,000




as incentive compensation. However, as of the end of the quarter, management forecasted pre-
incentive EPS of $1.05 for the full fiscal year and, therefore, should have accrued an additional
$798,000 for a total of $2,848,000 in incentive compensation expense for the quarter. If Krispy
Kreme had accrued the full $2,848,000, however, reported EPS—excluding the impact of the
reversal of previously accrued litigation expense—would have been $0.20, merely equaling its
EPS guidance for the first quarter.

14.  Beginning in the second quarter of fiscal 2004, as sales growth continued to
slacken, Krispy Kreme reduced the incentive compensation accrual causing it to exceed its EPS
guidance. Specifically, at the end of that quarter, Krispy Kreme made a net $949,999 reversal in
previously accrued incentive compensation expense, which increased after-tax earnings by
$569,999. By effecting the $949,999 reversal, Krispy Kreme increased its earnings for the
quarter and reported EPS of $0.21 for the quarter, equaling its previously announced EPS
guidance plus $0.01. In making this disclosure, Krispy Kreme did not also disclose that but for
the occurrence of the reversal it would not have reported that result.

15.  In the third quarter of fiscal 2004, Krispy Kreme made no additional incentive
compensation accruals and, instead, reversed the remaining available balance in the account, i.e.,
$833,332. This increased Krispy Kreme’s after-tax earnings by $499,999 and Krispy Kreme
reported EPS of $0.23 for the quarter, equahng its previously announced EPS guidance plus
$0.01.

16.  Each of the incentive compensation accruals or reversals described above was the
next to last entry done by Krispy Kreme before its books were closed for the quarter, with the
last entry being for the provision for taxes.

Round-Trip Transactions

17. In each of the second, third and fourth quarters of fiscal 2004, Krispy Kreme
engaged in a round-trip transaction in connection with the reacquisition of a franchise. Each
transaction followed essentially the same pattern, Krispy Kreme paid money to the franchise

. with the understanding that the franchise would pay the money back to Krispy Kreme in a pre-
arranged manner that would allow Krispy Kreme to record additional pre-tax net income in an
amount roughly equal to the funds originally paid to the franchise.

First Round Trip Transaction

18.  The first of the round-trip transactions occurred in June 2003, the second quarter
of fiscal 2004, in connection with the reacquisition of a franchise in Texas. In connection with
this reacquisition, Krispy Kreme increased the price it paid for the franchise by $800,000, i.e.,
from $65,000,000 to $65,800,000, in return for the franchise purchasing from Krispy Kreme
certain doughnut making equipment.

19.  The purchase of the equipment was made at the request of Krispy Kreme and was
arranged after the parties had orally agreed to the $65 million reacquisition price. But for the




$800,000 increase in that price, the franchise would not have agreed to purchase the equipment.
On the day of the closing, as Krispy Kreme paid $65.8 million to the franchise, Krispy Kreme
debited the franchise’s bank account for $744,000, which was the aggregate list price of the
equipment. This additional revenue boosted Krispy Kreme’s quarterly net income by
approximately $365,000 after taxes.

Second Round Trip Transaction

20.  The second round-trip transaction occurred at the end of October 2003, four days
from the closing of Krispy Kreme’s third quarter of fiscal 2004, in connection with the
reacquisition of a franchise in Michigan. :

21.  Inthis reacquisition transaction, Krispy Kreme agreed to increase the price it paid
for the franchise by $535,463, which represented an approximation of the total of two disputed
amounts that Krispy Kreme claimed it was owed by the Michigan franchise.

22. As a result, when the reacquisition closed, Krispy Kreme paid an increased
purchase price of $535,463, and recorded the transaction on its books and records as if it had

“been reimbursed for the two disputed amounts. This overstated Krispy Kreme’s net income in

the third quarter by approximately $310,000 after taxes.
Third Round Trip Transaction

23.  The third round-trip transaction occurred in January 2004, in the fourth quarter of

~ fiscal 2004, in connection with Krispy Kreme’s reacquisition of the remaining interests in a

franchise in California.

24, Krispy Kreme owned a majority interest in the California franchise and,
beginning in or about October 2003, initiated negotiations with the remaining interest holders for
acquisition of their interests. During those negotiations, the principal manager of the California
franchise, who individually owned 25% of the franchise, ceased to manage the California
franchise and Krispy Kreme, through its employees, assumed management responsibility.

25.  During the course of negotiations, Krispy Kreme demanded payment of a
“management fee” in consideration for Krispy Kreme’s handling of the management duties since
October 2003. A few days before the closing and only about a week before quarter-end, Krispy
Kreme engaged a round-trip means that provided the former franchise manager with funds that
he could then use to pay a management fee to Krispy Kreme.

26.  Specifically, Krispy Kreme proposed that the former franchise manager would
receive a distribution from his capital account, which he could then pay back to Krispy Kreme as
a management fee. No adjustment was made to the purchase price for his interest in the
California franchise to reflect this distribution. As a result, the former franchise manager
received the full value for his franchise interest, including his capital account, plus an additional
amount provided that he paid back that amount as the management fee. Krispy Kreme, acting
through the California franchise, made a distribution to the former franchise manager in the




amount of $597,415, which he immediately transferred back to Krispy Kreme as payment of the
management fee. Krispy Kreme booked this fee as income, thereby overstating Krispy Kreme’s
"net income in the fourth quarter by approximately $361,000.

27.  In May 2004, Krispy Kreme disclosed disappointing earnings for the first quarter
of fiscal 2005 and lowered its future earnings guidance. Subsequently, as a result of the conduct
described above, as well as the discovery of other accounting errors, on January 4, 2005, Krispy
Kreme announced that it would restate its financial statements for fiscal 2003 and 2004. The
restatement reduced net income for fiscal years 2003 and 2004 by $2,420,000 and $8,524,000,
respectively. Krispy Kreme also forced the retirement or resignation of a number of senior
executives who were identified as bearing some degree of responsibility for events leading to the
restatement.

28. Krispy Kreme materially misstated its earnings in its financial statements filed
with the Commission between the fourth quarter of fiscal 2003 and the fourth quarter of fiscal
2004. In each of these periods, Krispy Kreme falsely reported that it had achieved earnings
equal to its EPS guidance plus one cent in the fourth quarter of fiscal 2003 through the third
quarter of fiscal 2004 or, in the case of the fourth quarter of fiscal 2004, earnings that met its
EPS guidance.

Krispy Kreme’s Violations

29. As a result of the conduct described above, Krispy Kreme violated Section 13(a)
of the Exchange Act and Rules 12b-20, 13a-1, 13a-11, and 13a-13 thereunder, which require
every issuer of a security registered pursuant to Section 12 of the Exchange Act file with the
Commission information, documents, and annual, quarterly, and current reports as the
Commission may require, and mandate that periodic reports contain such further material
information as may be necessary to make the required statements not misleading.

30.  Because Krispy Kreme improperly accounted for its Incentive Plan and
improperly accounted for three franchise reacquistions, its books, records and accounts did not,
in reasonable detail, accurately and fairly reflect its transactions and dispositions of assets.

31.  In addition, Krispy Kreme failed to implement internal accounting controls
relating to its Incentive Plan and franchise reacquisitions which were sufficient to provide
reasonable assurances that its accounts were accurately stated in accordance with generally
accepted accounting principles. :

32.  Asaresult of the conduct described above, Krispy Kreme violated Section
13(b)(2)(A) of the Exchange Act, which requires reporting companies to make and keep books,
records, and accounts which, in reasonable detail, accurately and fairly reflect their transactions
and dispositions of their assets.

33.  Lastly, as a result of the conduct described above, Krispy Kreme violated Section
13(b)(2)(B) of the Exchange Act, which requires all reporting companies to devise and maintain
a system of internal accounting controls sufficient to provide reasonable assurances that
transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles.




Krispy Kreme’s Remedial Efforts

34.  Indetermining to accept the offer, the Commission considered remedial acts
promptly undertaken by Respondent and cooperation afforded the Commission staft.

Undertakings

35. Respondent shall cooperate fully with the Commission in any and all
investigations, litigations or other proceedings relating to or arising from the matters described in
the Order. In connection with such cooperation, Respondent has undertaken:

_ a. To produce, without service of a notice or subpoena, any and all
documents and other information requested by the Commission's staff;

b. To use its best efforts to cause its employees to be interviewed by the
Commission's staff at such times as the staff reasonably may direct; -

c. To use its best efforts to cause its employees to appear and testify
truthfully and completely without service of a notice or subpoena in such investigations,
depositions, hearings or trials as may be requested by the Commission's staff; and

d. That in connection with any testimony of Respondent to be conducted at
deposition, hearing or trial pursuant to a notice or subpoena, Respondent:

(i) Agrees that any such notice or subpoena for Respondent’s appearance
and testimony may be served by regular mail on their attorney, Jerome F. Birn, Jr., Esq., at
Wilson Sonsini Goodrich & Rosati, 650 Page Mill Road, Palo Alto, California 94304-1050; and

(ii.) Agrees that any such notice or subpoena for Respondent’s appearance
and testimony in an action pending in a United States District Court may be served, and may
require testimony, beyond the territorial limits imposed by the Federal Rules of Civil Procedure.

36.  In determining whether to accept the Offer, the Commission has considered these
undertakings.




. Iv.

In view of the foregoing, the Commission deems it appropriate to impose the sanction
agreed to in Respondent Krispy Kreme's Offer.

Accordingly, it is hereby ORDERED that:

A. Pursuant to Section 21C of the Exchange Act, Respondent Krispy Kreme cease
and desist from committing or causing violations and future violations of Sections 13(a),
13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and Rules 12b-20, 13a-1, 13a-11, and 13a-13

promulgated thereunder.

By the Commission.

Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA

me W
Before the

SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59500 / March 4, 2009

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2942 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13389

In the Matter of
_ . ORDER INSTITUTING CEASE-AND-DESIST
Sherry J. Polonsky PROCEEDINGS PURSUANT TO SECTION
_ ' 21C OF THE SECURITIES EXCHANGE ACT
Respondent. . OF 1934, MAKING FINDINGS, AND

IMPOSING A CEASE-AND-DESIST ORDER

L.

The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act”), against Sherry J. Polonsky (“‘Polonsky” or

“Respondent”).
II.

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

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

Respondent

1. . Polonsky, 47 and a resident of Winston-Salem, North Carolina, was Vice President

_ of Finance and then Senior Vice President of Finance for Krispy Kreme Doughnuts, Inc. (“Krispy

Kreme” or the “Company”’) between January 2002 when she joined the Company and her
resignation on June 17, 2005. Krispy Kreme is a public issuer and doughnut retailer and franchisor
based in North Carolina. Polonsky’s responsibilities at Krispy Kreme included overseeing
segments of the Company’s accounting, financial reporting, and tax functions.

Overview

2. In the third and fourth quarters of Krispy Kreme’s 2004 fiscal year, Polonsky
caused Krispy Kreme to record improperly two round-trip transactions in connection with the
acquisition of Company franchises located in Michigan and California. In both transactions,
Krispy Kreme paid money to the franchisee with the understanding that the franchisee would pay
the money back to Krispy Kreme. In each instance, Krispy Kreme recognized additional income in
an amount roughly equal to the funds that were paid back to it. '

3. As a result, Krispy Kreme filed annual, quarterly, and current reports with the
Commission that contained misstated financial results, failed to have books and records that
accurately and fairly reflected its transactions and disposition of assets, and failed to devise and
maintain internal accounting controls sufficient to provide reasonable assurances that its accounts
were accurately stated in accordance with generally accepted accounting principles.

First Round Trip Transaction

4. The first round trip transaction occurred at the end of October 2003, four days
before the closing of Krispy Kreme’s third quarter of its fiscal year 2004, in connection with the
acquisition of a franchise located in Michigan.

5. Specifically, as part of the acquisition transaction, the Company agreed to increase
the price it paid for the franchise by $535,463, which represented an approximation of the total of
two amounts that Krispy Kreme claimed it was owed by the franchisee, with the understanding that
the franchisee would pay the disputed amounts to Krispy Kreme as part of the acquisition’s
closing. The Michigan franchisee had refused to pay these amounts and only agreed to pay them
after Krispy Kreme offered to increase the purchase price in an amount intended to cover the
disputed items.

6. Polonsky was told in an e-mail that the purchase price for the franchise would be
increased by the approximate total of the two disputed amounts so that those amounts would be
paid to Krispy Kreme as part of the acquisition’s closing. In addition, a coworker discussed with
Polonsky increasing the purchase price to resolve remaining issues. Despite the email and this

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




conversation with the coworker, Polonsky directed that Krispy Kreme recognize income and
reclassify expenses in an amount equal to the total of the two disputed items.

7. As a result, when the acquisition closed, Krispy Kreme paid an increased purchase
price of $535,463, and recorded the transaction on its books and records as if it had been paid for.
the two disputed amounts. This overstated the Company’s net income in the third quarter by
approximately $310,000 after taxes.

Second Round Trip Transaction

8. The second round-trip transaction occurred in January 2004, in the fourth quarter of
Krispy Kreme’s 2004 fiscal year, in connection with Krispy Kreme’s acquisition of the remaining
interests in a franchise located in California, in which Krispy Kreme already owned a majority
interest.

9. Specifically, beginning in or about October 2003, Krispy Kreme initiated
negotiations with the remaining interest holders for acquisition of their interests. During those
negotiations, the franchise manager of the California franchise, who individually owned 25% of
the franchise, ceased to manage the California franchise and Krispy Kreme, through its employees,
assumed his management responsibility.

10. During the course of negotiations, Krispy Kreme sought from the former franchise
manager a “management fee” as compensation to Krispy Kreme for the handling of his previous
management duties after October 2003. Krispy Kreme suggested that such a fee be subtracted
from any amounts due the former franchise manager at closing for his 25% interest in the
franchise.

11. The former franchise manager refused to agree that any amount should be deducted
from the proceeds of the sale of his interest to Krispy Kreme.

12. A few days before the scheduled closing of the transaction and only about a week
before the end of the fourth quarter of Krispy Kreme’s 2004 fiscal year, Polonsky communicated
to the former franchise manager a proposal by Krispy Kreme that he accept a distribution from his
capital account in the franchise, that he could then pay back to Krispy Kreme as a management fee.
The former franchise manager was further told that at closing he would still receive the full amount
of the previously negotiated consideration for his 25% interest in the franchise.

13. By offering a non-pro rata distribution from the former franchise manager’s capital
account while at the same time assuring the former franchise manager that he would receive the

- full amount of the previously agreed upon consideration for his 25% interest, Krispy Kreme was

orchestrating a round-trip transaction that lacked economic substance.

14, Krispy Kreme made a distribution to the former franchise manager from his capital
account in the amount of $597,415, which he immediately transferred back to Krispy Kreme as
payment of the management fee. Polonsky caused Krispy Kreme to book this fee as income,
thereby overstating Krispy Kreme’s net income in the fourth quarter by approximately $361,000

-after taxes.




Respondent’s Violations

15. As aresult of the conduct described above, Polonsky caused Krispy Kreme to
violate Section 13(a) of the Exchange Act and Rules 12b-20), 13a-1, 13a-11, and 13a-13,
thereunder, which require every issuer of a security registered pursuant to Section 12 of the
Exchange Act file with the Commission information, documents, and annual, quarterly, and
current reports as the Commission may require, and mandate that periodic reports contain such
further material information as may be necessary to make the required statements not misleading.

16. As a result of Polonsky’s actions, Krispy Kreme’s books, records and accounts did
not, in reasonable detail, accurately and fairly reflect its transactions and dispositions of assets.

17. In addition, as a further result of Polonsky’s actions, Krispy Kreme failed to devise
and maintain a system of internal accounting controls relating to its franchise acquisitions that were
sufficient to provide reasonable assurances that its accounts were accurately stated in accordance
with generally accepted accounting principles. :

18. Asaresult of the conduct described above, Polonsky caused Krispy Kreme to
violate Section 13(b)(2)(A) of the Exchange Act, which requires reporting companies to make and
keep books, records, and accounts which, in reasonable detail, accurately and fairly reflect their
transactions and dispositions of their assets.

19. Lastly, as a result of the conduct described above, Polonsky caused Krispy Kreme
to violate Section 13(b)(2)(B) of the Exchange Act, which requires all reporting companies to
devise and maintain a system of internal accounting controls sufficient to provide reasonable
assurances that transactions are recorded as necessary to permit preparation of financial statements
in accordance with generally accepted accounting principles.

IV.

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

Accordingly, it is hereby ORDERED that:
Pursuant to Section 21C of the Exchange Act, Respondent Polonsky cease and desist from

causing any violations and any future violations of Sections 13(a), 13(b)(2)(A), and 13(b)(2)(B), of
the Exchange Act and Rules 12b-20, 13a-1, 13a-11, and 13a-13 thereunder.

By the Commission.

: Elizabeth M. Murphy
- Secretary




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

SECURITIES EXCHANGE ACT OF 1934
Release No. 59503 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13392 .

In the Matter of ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-
: AND-DESIST PROCEEDINGS,
Group One Trading, L.P., MAKING FINDINGS, AND IMPOSING
' _ REMEDIAL SANCTIONS AND A

o CEASE-AND-DESIST ORDER

Respondent. : PURSUANT TO SECTIONS 15(b)(4)
' AND 21C OF THE SECURITIES

~ EXCHANGE ACT OF 1934

I.

The Securities and Exchange Commission (“Commission™) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934
(“Exchange Act”) against Group One Trading, L.P. (“Respondent”).

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer

~ of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the

purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b)(4) and 21C of the Securities
Exchange Act of 1934 (“Order”) as set forth below. '
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III.
On the basis of this Order and Respondent’s Offer, the Commission finds' that:

A. RESPONDENT

o Group One Trading, L.P. (“Group One,” or “Respondent”) is a broker-dealer registered

with the Commission pursuant to Section 15(b) of the Exchange Act, since 1994. Group One is a
member of the American Stock Exchange (“AMEX"), the Chicago Board Options Exchange

+ (“CBOE”) and the Philadelphia Stock Exchange (“PHLX,” and together with the CBOE and the

AMEX, the “Exchanges”).

B.  FACTS
Summary
-2 This matter involves violations by Group One of its basic obligation as a specialist to serve

public customer orders over its own proprietary interests. As a specialist firm on each of the
Exchanges,2 Group One had a general duty to match executable public customer or “agency” buy
and sell orders and not to fill customer orders through trades from the firm’s own account when
those customer orders could be matched with other customer orders. From 1999 through 2005 (the
“Relevant Period”), Group One violated this obligation by filling orders through proprietary trades
rather than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $1.5 million.

3. By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, Group One violated Section 11(b) of the Exchange
Act and Rule 11b-1 thereunder. Group One also violated the following Exchange rules in effect
during the Relevant Period: AMEX rules 150(a), 150(b), 155 and 170(d); CBOE rules 8.80 and
8.85; and PHLX rules 1020(c), 1019 and 707.

Overview of Specialists’ Obligations

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

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

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




- movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.

5. Specialists have two primary duties: performing their “negative obligation” to execute
customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
“affirmative obligation” to offset imbalances in supply and demand.®> Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

6. Whether acting as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists — generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists’ workstations (“the crowd”) —-
specialists are required to act as agent and cross or pair off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by Group One

7. During the Relevant Period, Group One breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, Group One
effected improper proprietary trades that disadvantaged customer orders.

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

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

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




agency order. The customer order that was traded ahead of was then disadvantaged when it was
subsequently executed at a price that was inferior to the price received by the firm’s proprietary
account. For example, if a specialist has present on his book, at the same time, a marketable

- customer order to buy five contracts of an options series and a marketable customer order to sell
five contracts of the same options series, the specialist would be obligated to pair off those
matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm’s
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).

10.  Interpositioning. In certain instances, after trading ahead, Group One specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
“interpositioning” themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances. '

11. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, Group One
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.

12. During the Relevant Period, Group One engaged in tens of thousands of violative trades of
the three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $1.5 million across the Exchanges. Because of limitations in the source data:
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.

C. APPLICABLE LAW
Section 11(b) of the' Exchange Act

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

4




14. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 11(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).* ‘

15. Here, Group One violated its negative obligatiori by engaging in the three types of conduct

described in paragraphs 9 through 11 above. Accordingly, Group One willfully® violated Section
11(b) of the Exchange Act and Rule 11b-1 thereunder.

Exchange Rules

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

AMEX

17. AMEX Rule 150(a) (Purchases and Sales While Holding Unexecuted Market Order) states
that “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for his own account...while such member personally holds...an unexecuted market order to
buy...or (2) personally sell or initiate the sale of any such security on the Exchange for any such
account, while he personally holds...an unexecuted market order to sell.”

18. AMEX Rule 150(b) (Purchases and Sales While Holding Unexecuted Limit Order) states
that: “No member shall (1) personally buy or initiate the purchase of any security on the Exchange
for any such account, at or below a price at which he personally holds... an unexecuted limited

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

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




price order to buy such security...or (2) personally sell or initiate the sale of any security on the
Exchange for any such account, at or above the price at which he personally holds... an
unexecuted limited price order to sell such security.”

19. AMEX Rule 155 (Precedence Accorded to Orders Entrusted to Specialists) requires that a
- specialist “give precedence to orders entrusted to him as an agent before executing at the same
price any purchase or sale in the same stock for an account in which he has an interest.”

20. AMEX Rule 170(d) (Registration and Functions of Specialists) imposes upon specialists
the obligation to refrain from engaging in transactions for his own account “in the securities in
which he is registered” unless that conduct constitutes “a course of dealings reasonably calculated
to contribute to the maintenance of price continuity with reasonable depth, and to the minimizing
of the effects of temporary disparity between supply and demand, immediate or reasonably to be
anticipated, in either the full lot or the odd lot market.” The rule goes on to provide that:
“Transactions in such securities not part of such a course of dealings are not to be effected by a

- specialist for his own account.”

21. Group One violated each of the aforementioned AMEX rules by reason of the activities set
forth in paragraphs 9 through 11 above. '

CBOE

22. CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.

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

PHLX

24. PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant
part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.”

25. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.”

26. PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.”




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

D. CONCLUSION

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

Iv.

In view of the foregoing, the Commission finds that it is appfopriate and in the public
interest to impose the sanctions specified in the Offer submitted by Group One.

Accordingly it is hereby ORDERED that:

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

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

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

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




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

~ By the Commission.

Elizabeth M. Murphy
Secretary

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

SECURITIES EXCHANGE ACT OF 1934
Release No. 59502 / March 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13391 '

In the Matter of ORDER INSTITUTING

’ ' ADMINISTRATIVE AND CEASE-

_ AND-DESIST PROCEEDINGS,

Equitec Proprietary Markets, LLC, MAKING FINDINGS, AND IMPOSING
» v REMEDIAL SANCTIONS AND A

CEASE-AND-DESIST ORDER

Respondent. PURSUANT TO SECTIONS 15(b)(4)

AND 21C OF THE SECURITIES

EXCHANGE ACT OF 1934

L

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

I

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




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

A.  RESPONDENT

1. Equitec Proprietary Markets, LLC (“Equitec”) is a broker-dealer registered with the

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

B.  FACTS
Summary
2. This matter involves violations by Equitec of its basic obligation as a specialist to serve

public customer orders over its own proprietary interests. As a specialist firm on both of the
Exchanges,” Equitec had a general duty to match executable public customer or “agency” buy and
sell orders and not to fill customer orders through trades from the firm’s own account when those
customer orders could be matched with other customer orders. From 1999 through 2005 (the
“Relevant Period”), Equitec violated this obligation by filling orders through proprietary trades
rather than through other customer orders, thereby causing customer orders to be disadvantaged by
approximately $1.4 million.

3. By effecting proprietary transactions that were not part of a course of dealings reasonably
necessary to maintain a fair and orderly market, Equitec violated Section 11(b) of the Exchange
Act and Rule 11b-1 thereunder. Equitec also violated the following Exchange rules in effect
during the Relevant Period: CBOE rules 8.80 and 8.85; and PHLX rules 1020(c), 1019 and 707.

Overview of Specialists’ Obligations

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

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

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




characterized by regular, reliable operation, with price continuity and depth, in which price
movements are accompanied by appropriate volume, and unreasonable price variations between
sales are avoided.

5. Specialists have two primary duties: performing their “negative obligation” to execute

customer orders at the most advantageous price with minimal dealer intervention, and fulfilling their
* “affirmative obligation” to offset imbalances in supply and demand.® Specialists participate as both
broker (or agent), absenting themselves from the market to pair executable customer orders against
each other, and as dealer (or principal), trading for the specialists’ dealer or proprietary accounts
when needed to facilitate price continuity and fill customer orders when there are no available
contra parties to those orders.

6. Whether acting as brokers or dealers, specialists are required to hold the public’s interest
above their own and, as such, are prohibited from trading for their dealers’ accounts ahead of pre-
existing customer buy or sell orders that could be executed against each other. When matchable
customer buy and sell orders are received by the specialists ~ generally delivered either through one
of the Exchange’s order processing systems to a specialist’s workstation, or, under certain
circumstances, by floor brokers gathered in front of specialists” workstations (“the crowd”) —
specialists are required to act as agent and cross or palr off those orders and to abstain from
participating as principal or dealer.

Improper Proprietary Trading by Equitec

7. During the Relevant Period, Equitec breached its duty to refrain from dealing for its own
account while in possession of executable buy and sell customer orders. Instead, Equitec effected
improper proprietary trades that disadvantaged customer orders.

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

9. Trading Ahead. In certain instances, Equitec specialists filled one agency order through a
proprietary trade for the firm’s account while a matchable agency order was present on the opposite

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




side of the market, thereby improperly “trading ahead” of such opposite-side executable agency
order. The customer order that was traded ahead of was then disadvantaged when it was
‘subsequently executed at a price that was inferior to the price received by the firm’s proprietary
account. For-example, if a specialist has present on his book, at the same time, a marketable
customer order to buy five contracts of an options series and a marketable customer order to sell
- five contracts of the same options series, the specialist would be obligated to pair off those
- matchable orders. Trading ahead would occur if the specialist filled the sell order from the firm’s
proprietary account at $5.00 per share per contract, and then subsequently executed the buy order at
the inferior price of $5.05 per share per contract. In this example, the buy order received a price
inferior to that to which it was entitled ($5.00) and the customer was disadvantaged by $25.00 (5
contracts x $0.05 per share per contract x 100 shares per contract).

10.  Interpositioning. In certain instances, after trading ahead, Equitec specialists also traded
proprietarily with the matchable opposite-side agency order that had been traded ahead of, thereby
“interpositioning” themselves between the two agency orders that should have been paired off in the
first instance. By participating on both sides of trades, the specialist captured the spread between
the purchase and sale prices, thereby disadvantaging the other parties to the transactions.
Interpositioning occurred in a relatively small number of instances.

11. Trading Ahead of Unexecuted Open or Cancelled Orders. In certain instances, Equitec
specialists traded ahead of opposite-side executable agency orders, as described in paragraph 9
above, but the unexecuted orders were left open until the end of the trading day, or were cancelled
by the customer prior to the close of the trading day before receiving an execution. Because these
orders were never executed, the calculation of customer harm for this type of misconduct was based
on a formula that incorporated certain economic assumptions. A substantial amount of the customer
harm discussed in paragraph 12 below relates to these unexecuted or cancelled orders.

12. During the Relevant Period, Equitec engaged in tens of thousands of violative trades of the
three types described in paragraphs 9-11, resulting in overall customer disadvantage of
approximately $1.4 million across the Exchanges. Because of limitations in the source data
maintained by the Exchanges, the calculation of the amount of customer disadvantage sometimes
required the use of certain analytic formulas. The majority of the customer disadvantage relates to
violative trading that occurred between 1999 and 2002.

C. APPLICABLE LAW
Section 11(b) of the Exchange Act

13. Section 11(b) of the Exchange Act and Rule 11b-1 thereunder impose various limitations on
the operations of specialists, including limiting a specialist’s dealer transactions to those “reasonably
necessary to permit him to maintain a fair and orderly market.” Section 11(b) and Rule 11b-1
require a national securities exchange to promulgate rules that allow a member to register as a
specialist and to act as a dealer. Under Rule 11b-1(b), if the Commission finds, after appropriate
notice and opportunity for hearing, that a specialist has for any account in which he has an interest




“effected transactions... which were not part of a course of dealings reasonably necessary to permit
such specialist to maintain a fair and orderly market,” the Commission may impose sanctions.

14. Where specialists effect trades for their accounts that are not “reasonably necessary to
permit [such specialists] to maintain a fair and orderly market,” they have violated Section 11(b)
and Rule 11b-1 of the Exchange Act. See In the Matter of LaBranche & Co. LLC, Exchange Act
Release No. 49500, 2004 WL 626573, at *6 (Mar. 30, 2004); In the Matter of Weiskopf, Silver &
Co., Exchange Act Release No. 17361, 1980 WL 22091, at *2 (Dec. 10, 1980); In the Matter of
Albert Fried & Co. and Albert Fried, Jr., Exchange Act Release No. 15293, 1978 WL 196046, at
*6 (Nov. 3, 1978).*

15. Here, Equitec violated its negative obligation by engaging in the three types of conduct
described in paragraphs 9 through 11 above. Accordingly, Equitec willfully® violated Section
11(b) of the Exchange Act and Rule 11b-1 thereunder.

Exchange Rules

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

CBOE

17. CBOE Rules 8.80 (DPM Defined) and 8.85 (DPM Obligations) require that a CBOE
specialist cede priority to customer orders which the specialist represents as agent.

18. Equitec violated each of the aforementioned CBOE rules by reason of the activities set
forth in paragraphs 9 through 11 above.

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

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




PHLX

19. PHLX Rule 1020(c) (Registration and Functions of Options Specialists) states, in relevant

part: “A specialist or his member organization shall not effect... purchases or sales of any option in
which such specialist is registered, ... unless such dealings are reasonably necessary to permit such
specialist to maintain a fair and orderly market.” ’

20. PHLX Rule 1019 (Precedence Accorded to Orders Entrusted to Specialists) provides: “A
specialist shall give precedence to orders entrusted to him as an agent in any option in which he is
registered before executing at the same price any purchase or sale in the same option for an
account in which he has an interest.”

21. PHLX Rule 707 (Conduct Inconsistent with Just and Equitable Principles of Trade)
provides that specialists “shall not engage in conduct inconsistent with just and equitable principles
of trade.”

22. Equitec violated each of the aforementioned PHLX rules by reason of the activities set
forth in paragraphs 9 through 11 above. :

D. CONCLUSION

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

IV.

In view of the foregoing, the Commission finds that it is appfopriate and in the public
interest to impose the sanctions specified in the Offer submitted by Equitec.

Accordingly it is hereby ORDERED that:

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

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

C. Equitec shall, within ten days of the entry of the Order, pay disgorgement of $1.4
million to the Commission. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier’s check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies Equitec as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover

- letter and money order or check shall be sent to David Rosenfeld, Associate Regional Director,

6




Division of Enforcement, Securities and Exchange Commission, 3 World Financial Center, New
York, New York, 10281.

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

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59513 / March 5§, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13397

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

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

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions

(“Order™), as set forth below.
/5 it I7




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

1. Respondent Machado, 36, is a resident of New Jersey. From 1999 until
August 2004, Machado was a fixed income trader at two related entities, Leumi Investment
Services Inc. (“LIST”), a registered broker-dealer, and Bank Leumi USA (“BLUSA”), a Federal
Deposit Insurance Corporation insured bank and LISI’s parent company. While at LISI, Machado
held Series 7 and 63 licenses. On August 31, 2004, Machado was terminated by LIST and BLUSA.
From July 2006 through June 1, 2008, Machado was employed by a temporary employment
agency.

2. On February 27, 2009, a final judgment was entered by consent against
Respondent Machado, permanently enjoining him from future violations of Section 17(a) of the
Securities Act of 1933, Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, and for
aiding and abetting LISI’s violations of Section 17(a) of the Exchange Act and Rule 17a-3
thereunder, in the civil action entitled, Securities and Exchange Commission v. Victor P. Machado
and Frank Lu, Civil Action Number 09-cv-01711 (RMB), in the United States District Court for
the Southern District of New York.

3. The Commission’s complaint alleged that, from May 2003 through mid-
August 2004, Respondent Machado and Frank Lu, a former salesperson at Oppenheimer & Co.
Inc. (“OPCO”), a registered broker-dealer and investment adviser, engaged in a scheme to direct
LIST’s and BLUSA’s securities order flow to OPCO in exchange for secret gratuities and
entertainment that Lu provided to Machado. The complaint also alleged that as part of the scheme,
and in violation of Machado’s duties to LISI’s and BLUSA'’s customers, Machado routinely
directed a substantial flow of orders to OPCO for execution at prices that were favorable to OPCO
and detrimental to LISI’s and BLUSA’s own customers. The complaint further alleged that as a
result of Machado’s and Lu’s conduct, LISI’s and BLUSA’s customers were harmed by
approximately $1.1 million.

Iv.

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

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act, that Respondent Machado be, and hereby
is barred from association with any broker or dealer.

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

By the Commission.

Elizabeth M. Murphy
Secretary

By: J. Lynn Taylor
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59514 / March 5, 2009

INVESTMENT ADVISERS ACT OF 1940
Release No. 2850 / March §, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13398 ’

ORDER INSTITUTING

In the Matter of , ADMINISTRATIVE PROCEEDINGS

' PURSUANT TO SECTION 15(b) OF THE
FRANK LU, SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
Respondent. INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

L.

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

II.

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

1. Respondent Lu, 39, is a resident of New Jersey. From January 2003 until
his resignation in March 2006, Lu was a registered representative at Oppenheimer & Co. Inc.
(“OPCO”), a registered broker-dealer and investment adviser. While at OPCO, Lu held Series 7
and 63 licenses: From July through December 2006, Lu was employed as a registered
representative at another broker-dealer. Since that time, Lu has not been associated with any
broker-dealer.

2. On February 27, 2009, a final judgment was entered by consent against
Respondent Lu, permanently enjoining him from future violations of Section 17(a) of the
Securities Act of 1933 and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, in the
civil action entitled, Securities and Exchange Commission v. Victor P, Machado and Frank Lu,
Civil Action Number 09-cv-01711 (RMB), in the United States District Court for the Southern
District of New York.

3. - The Commission’s complaint alleged that, from May 2003 through mid-
August 2004, Respondent Lu and Victor P. Machado, a former trader at two related entities, Leumi
Investment Services Inc. and Bank Leumi USA, (collectively referred to as “Leumi”), engaged in a
scheme to direct Leumi’s securities order flow to OPCO in exchange for secret gratuities and
entertainment that Lu provided to Machado. The complaint also alleged that Lu was a knowing
participant in this scheme as he provided Machado with secret gratuities and entertainment to
induce Machado to direct Leumi’s order flow to OPCO. It was further alleged that Lu benefited
from this scheme because he obtained increased compensation as a result of the increased order
flow from Machado. The complaint further alleged that as a result of Lu’s and Machado’s
conduct, Leumi’s customers were harmed by approximately $1.1 million.

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

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act and Section 203(f) of the Advisers Act,
that Respondent Lu be, and hereby is barred from association with any broker, dealer, or investment
adviser.

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any

2




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

By the Commission.

Elizabeth M. Murphy

ecretary %

S
¥
3. Lynn Taylo
BY N’»?“oﬂd@ﬁ Secretary




SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-59527; File No. S7-05-09)

March 6, 2009

ORDER GRANTING TEMPORARY EXEMPTIONS UNDER THE SECURITIES

| . EXCHANGE ACT OF 1934 IN CONNECTION WITH REQUEST ON BEHALF OF ICE
US TRUST LLC RELATED TO CENTRAL CLEARING OF CREDIT DEFAULT

SWAPS, AND REQUEST FOR COMMENTS

1. Introduction
In response to the recent turmoil in the financial markets, the Securities and Exchange
Commission (“Commission”) has taken multiple actions to protect investors and ensure the

integrity of the nation’s securities markets.! Today the Commission is taking further action

'designed to address concerns related to the market in credit default swaps (“CDS”). The over-

the-counter (“OTC”) market for CDS has been a source of concerns to us and other financial

regulators. These concerns include the systemic risk posed by CDS, highlighted by the possible

! A nonexclusive list of the Commission's actions to stabilize financial markets during this credit

crisis include: adopting a package of measures to strengthen investor protections against naked short
selling, including rules requiring a hard T+3 close-out, eliminating the options market maker exception of
Regulation SHO, and expressly targeting fraud in short selling transactions (See Securities Exchange Act
Release No. 58572 (September 17, 2008), 73 FR 54875 (September 23, 2008)); issuing an emergency
order to enhance protections against naked short selling in the securities of primary dealers, Federal
National Mortgage Association (“Fannie Mae”), and Federal Home Loan Mortgage Corporation
(“Freddie Mac™) (See Securities Exchange Act Release No. 58166 (July 15, 2008), 73 FR 42379 (July 21,
2008)); taking temporary emergency action to ban short selling in financial securities (See Securities
Exchange Act Release No. 58592 (September 18, 2008), 73 FR 55169 (September 24, 2008)); approving

. emergency rulemaking to ensure disclosure of short positions by hedge funds and other institutional

money managers (See Securities Exchange Act Release No. 58591A (September 21, 2008), 73 FR 55557
(September 25, 2008)); proposing rules to strengthen the regulation of credit rating agencies and making
the limits and purposes of credit ratings clearer to investors (See Securities Exchange Act Release No.
57967 (June 16, 2008), 73 FR 36212 (June 25, 2008); entering into a Memorandum of Understanding
with the Board of Governors of the Federal Reserve System ("FRB") to make sure key federal financial
regulators share information and coordinate regulatory activities in important areas of common interest

- (See Memorandum of Understanding Between the U.S. Securities and Exchange Commission and the

Board of Governors of the Federal Reserve System Regarding Coordination and Information Sharing in
Areas of Common Regulatory and Supervisory Interest (July 7, 2008) '
http: //www sec.gov/news/press/2008/2008-134_; mou. pdf).
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inability of parties to meet their obligations as counterparties and the potential resu‘lting adverse
effects on other markets and the financial s&stem.i Recent credit market events have
demonstrated the seriousness of these risks in a CDS market operating without meaningful
regulatlon transparency, or central counterpartles (“CCPs”) “These events have emphasrzed '
the need for CCPs as mechanisms to help control such nsks A CCP for CDS could bean
important step in reducing the counterparty risks inherent in the CDS market, and thereby help
mitigate potential systemic impacts. In November 2008, the President’s Working Group on
Financial Markets stated that the implementation of a CCP for CDS was a top priority® and, in
furtherance of this recommendation, the Commission, the FRB and the Commodity Futures
Trading Commission (“CFTC”) signed a Memorandum of Understanding’ that establishes a
framework for consultation and information sharing on issues related to CCPs for CDS. Given

the continued uncertainty in this market, taking action to help foster the prompt development of

2 In addition to the potential systemic risks that CDS pose to financial stability, we are concerned

about other potential risks in this market, including operational risks, risks relatmg to manipulation and
fraud, and regulatory arbltrage risks.

’ See Policy Objectrves for the OTC Derivatives Market, The President’s Working Group on

Financial Markets, November 14, 2008, available at http://www ustreas.gov/press/releases/reports/
policyobjectives.pdf (“Public reporting of prices, trading volumes and aggregate open interest should be
required to increase market transparency for participants and the public.”).

4

See The Role of Credit Derivatives in the U.S. Economy Before the H. Agric. Comm., 110™
Cong. (2008) (Statement of Erik Sirri, Director of the Division of Trading and Markets, Commission).

5 ~ See 1d

See Policy Ob]ectlves for the OTC Derivatives Market, The Presrdent’s Workmg Group on
Fiancial Markets (November 14, 2008), .
http://www.ustreas.gov/press/releases/reports/policyobjectives.pdf. See also Policy Statement on
Financial Market Developments, The President's Working Group on Financial Markets (March 13, 2008),
http://www treas.gov/press/releases/reports/pwgpolicystatemktturmoil 03122008 pdf; Progress Update
on March Policy Statement on Financial Market Developments, The President's Working Group on
Financial Markets (October 2008), http://www .treas.gov/press/releases/reports/q4progress%20update.pdf.

? See Memorandum of Understanding Between the Board of Governors of the Federal Reserve

System, the U.S. Commodity Futures Trading Commission and the U.S. Securities and Exchange
Commission Regarding Central Counterparties for Credit Default Swaps (November 14 2008),
http://www. treas. gov/press/releases/reports/finalmou.pdf.
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CCPs, including granting conditional exemptions from certain provisions of the federal securities

laws, is in the public interest.

A CDS is a bilateral cdntract between two parties, known as cdunterparti_es. The value of
this ﬁnancialéonﬁact is based on underlying obligations of a'single entity or on a particular |
security or other deb‘t obligation, or an index of several sucﬁ entities, securities, or obligations.
The obligation of a seller under a CDS to mz;ke payments under a CDS contract is triggered by a
default or other credit event as to such entity or entities or such security or securities. Investors
may use CDS for a variety of reasons, including to offset or insure against risk in their fixed-
income portfolios, to take positions in bonds or in segments of the debt market as represented by
an index, or to capitalize on the volatility in credit spreads during times of economic uncertainty.
In recent years, CDS market volumes have rapidly increased.® This growth has coincided with a

significant rise in the types and number of entities participating in the CDS market.’

The Commiésion’s authority over this OTC market for CDS .is limited. Specifically,
Section 3A of the Securities Exchange Act of 1934 (“Exchange Act”) limits the Commission’s
- authority over swap agreements, as defined in Section 206A of the Gramm-Leach-Bliley Act.'
For those CDS that are swap agreements, the exclusion from the defimition of security in Section

3A of the Exchange Act, and related provisions, will continue to apply. The Commission’s

: See Semiannual OTC derivatives statistics at end-December 2007, Bank for International
Settlements (“BIS”), available at http://www.bis.org/statistics/otcder/dt1920a.pdf.

? CDS were initially created to meet the demand of bankjng institutions looking to hedge and

diversify the credit risk attendant with their lending activities. However, financial institutions such as
‘insurance companies, pension funds, securities firms, and hedge funds have entered the CDS market. -

10 15 U.S.C. 78c-1. Section 3A exc]udes. both a non-security-based and a security-based swap

agreement from the definition of “security” under Section 3(a)(10) of the Exchange Act, 15 U.S.C.
78¢c(a)(10). Section 206A of the Gramm-Leach-Bliley Act defines a “swap agreement” as “any’
agreement, contract, or transaction between eligible contract participants (as defined in section 1a(]2) of
the Commodity Exchange Act. . .) . . . the material terms of which (other than price and quantity) are

- subject to individual negotiation.” 15 U S.C. 78c note.




aetlon today does not affect these CDS, and this Order does not apply to them.. For those CDS
that are not swap agreements (“non-excluded CDS”), the Commission’s action today provides
conditional exemptions from certain requirements of the Exchange Act.

The Commission believes that using lrvell-regulatetl CCPs to clear transactions inCDS
would help promote efficiency and reclu'ce risk in the CDS market and among its participants.
These benefits could be particularly significant in times of market stress, as CCPs would mitigate
the potential for a market participant’s failure to destabilize other market participants, and reduce
the effects of misinformation and rumors. CCP-maintained records of CDS transactions would
also aid the Commission’s efforts to prevent and detect frand and other abusive market practices.

A well-regulated CCP also would address concerns about counterparty risk by
substituting the creditworthiness and liquidity of the CCP for the creditworthiness and liquidity
of the counterpalties to a CDS. In the absence of a CCP, participants in the OTC CDS market
must carefully manage their counterparty risks because' the default by a counterparty can render
worthless, and payment delay can reduce the usefulness of, the credit protection that has been
bought by a CDS purchaser. CDS participants currently attempt to manage counterparty risl( by
carefully selecting and monitoring their counterparties, entering into legal agreements that permit
them to net gains and losses across eontracts with a defaulting counterparty, and often requiring
counterparty exposures to be collateralized.“ A CCP could allow participants to avoid these -

risks speeiﬁc to individual counterparties because a CCP “novates” bilateral trades by entering

n “See generally R. Bliss and C. Papathanassiou, “Derivatives clearing, central counterparties and -

novation: The economic implications” (March 8, 2006), at 6. See also “New Developments in Clearing
and Settlement Arrangements for OTC Derivatives,” Committee on Payment and Settlement Systems,

BIS, at 25 (March 2007), available at http://www.bis.org/pub/cpss77.pdf; “Reducing Risks and Improving
Oversight in the OTC Credit Derivatives Market,” Before the Sen. Subcomm. On Secs., Ins. and
Investments, 110th Cong (2008) (Statement of Patnck Parkinson, Deputy Director, Division of Research
and Statlstlcs FRB) : - :
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. .' | into separate contractual arrangementS'With both counterparties — bec.oming buyer to one and-
seller to the other.'> Through novation, it is the CCP that assumes eounterparty risks.
| For thié reason, a CCP for IC-DS would contribute ge,nerélly to the goal of market stability.
As part of its risk manageﬁient, ._a CCP may subject novéted coh&acts to im'tial and variation
~ margin requirements and establish a clearing fund. The CCP also may implement a loss-sharing
~arrangement among its participants to respond to a participant insolvency or default.
A CCP would also reduce CDS risks through multilateral netting of trades.”> Trades
cleared through a CCP would permit market participants to accept the best bid or offer from a
dealer in the OTC market with very brief exposure to the creditworthiness of the dealer. In
addition, by allowing netﬁng of positions in similar instfuments, and netting of gains and losses
across different instruments, a CCP would reduce redundant notional exposures and promote the
' more efficient use of resources for monitoring and managing CDS positions. Through uniform
. margining and other risk controls, including controls on market-wide concentrations that cannot
be implemented effectively when counterparty risk management is decentralized, a CCP can help
prevent a single market participant’s failure from destabilizing other market participants and,
ultimately, the broader financial system.
In this context, IntercontinentalExchange, Inc. (“ICE”) and The Clearing Corporation

" (“TCC™), on behalf of ICE US Trust LLC (“ICE Trust”), have requested that the Commission

12 “Novation” is a “process through which the original obligation between a buyer and seller is

discharged through the substitution of the CCP as seller to buyer and buyer to seller, creating two new

. contracts.” Committee on Payment and Settlement Systems, Technical Committee of the International
Organization of Securities Commissioners, Recommendations for Central Counterparties (November -
12004) at 66.

13

‘See “New Developments in Cleaﬁng and Séttlement Arrangements for OTC Derivatives,” supra -
note 11, at 25. Multilateral netting of trades would permit multiple counterparties to offset their open -
' transaction exposure through the CCP, spreading credit risk across all participants in the clearing system
' and more effectively diffusing the nsk ofa counterparty s default than could be accomphshed by bilateral
~ netting alone L .




grant exemptions from certain requirements under the Excﬁange Act .w_ith resf)ect to the préposéd
activities of ICE Trust in clearing and settling certain CDS, as well as the proposed activities of
certain other persons, as described below.'*

Based on the facts presented and the ‘fepresentatiqns made in the reqﬁeét_ on behalf of ICE
Trust,b15 and for the reasons discussed in this Order, the Cbmrhissiop temporaﬁly is exempting, |
subject to certain conditions, ICE Trust from the reqﬁirement to register as a clearing.agency
under Section 17A of the Exchange Act solely to perform the functions of a clearing agency for
certain ﬁon~exc1uded CDS transactions. The Commission also temporarily 1s exempting eligible
contract participants and others from certain Exchange Act requirements with respect to non-
excluded CDS cleared by ICE Trust. In addition, the Commission temporarily is exempting ICE
Trust and certain participants of ICE Trust from the registration requirements of Sections 5 and 6
of the Exchange Act solely. in connection with the calculation of mark-to-market prices for non-
excluded CDS cleared by ICE Trust. The Commission’s exemptioné are temporary and will
expire on December 7, 2009. To facilitate the operation of one or more CCPs for the CDS
market, the Commission has also approved interim final temporary rules providing exemptibns

under the Securities Act of 1933 and the Exchange Act for non-excluded CDS.'® Finally, the

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

1 See id. The exemptions we are granting today are based on represenfations made in the requést

on behalf of ICE Trust We recognize, however, that there could be legal uncertainty in the event that one . -
or more of the underlying representations were to become inaccurate. Accordingly, if any of these '
~ exemptions were to become unavailable by reason of an underlying representation no longer being
materially accurate, the legal status of existing open positions in non-excluded CDS associated with

persons subject to those unavailable exemptions would remain unchanged, but no new positions could be:
established pursuant to the exemptions until all of the underlying representations were again accurate. '

16 _ _S_c:q Securities Act Release No. 33-8999 (January 14, 2009).
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Commission has provided témporary exemptions in connection with Sections 5 and 6 of the

Exchange Act for transactions in non-excluded CDS."’

1. Discussion

A _Descripﬁon of iCE Truét’s Propésal

The exemptive recjuest on behalf of ICE Trust describes how the proposed anmgements
for central clearing of CDS by ICE Trust would operate, and makes representations about the
safeguards associated with those arrangements, as described below:

i. ICE Trust Organization

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

2. ICE Trust Central Counterparty Services for CDS

Initially, ICE Trust’s business will be limited to the provision of clearing services for the
OTC CDS market. ICE Trust will act as a central counterparty for ICE Trust Participants (as
. d‘eﬁne»dvbel‘ow)lg by assuming, through novation, the obligations of all eligible CDS transactions
accepted by it for clearing and collecting margin and other credit support from ICE Trust
Parti’cip-ants to collateralize their obligations to ICE Trusf. _ ICE-Trust’s trade submission pfoéess

is designed to ensure that it maintains a matched book of offsetting CDS contracts.

7 See Seéuriﬁe$ Exchange Act Release No. 59165 (December 24, 2008).

18 See note 35, infra.
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Although CDS are éurrently bilaterally negotiated and executed, major market
participants frequenily use the Deriv/SERYV service of The Depository Trust & Clearing
- Corporation (“DTCC”) comparison and confirmation se_rvice'when documenting their CDS
»transactionsv. This sér.vice creafes electronic fe_cords of transaction terms and counterbarties. As
part of this service, market paxtihipants separately submit the terms of a CDS trénsaction to
Deriv/SERYV in electronic form. Paired submissions are.compared to venify that their terms
match in all required respects. If a match is confirmed, the parties receive an electronic
confirmation of the submitted transaction. All submitted transactions are recorded ih the
Deriv/SERV Trade Information Warehouse, which serves as the primary registry for submitted
transactions.

ICE Trust will leverage the Deriv/SERYV infrastructure in operating its CDS clearing
service. Initially, all trades submitted by Participants for clearing through ICE Trust will be
récorded in the Deriv/SERV Trade Information Warehouse. ICE Trust will, initially on a wéekly
basis, obtain from DTCC matched trades that have been recorded in the Deriv/SERV Trade
Information Warehouse as having been submitted for clearing through ICE Trust. Within two
months of launch, ICE Trust intends to obtain matched trades from DTCC on a daily basis.

Participants may use the facilities of an inter-dealer broker to execute CDS transactions,
for example, to access liquidity more rapidly or to maintain pre-execution anonymity and submit
o such ﬁahéactioné for clearance and settlement fo ICE Trust. The inter-dealer brokers do not

~ assume rharket positions in connection with their intermediation of CDS transactions. |
"Once a matched CDS contract has been fotwarded to, or obtained by, ICE Trusi, and has -
been accepted for clearing by it, ICE Trust will clear the CDS contract by becoming the central |

counte_rparty to each party to the trade through novation. Deriv/SERV’s current infrastructure
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9
will help to ensure that ICE Trust maintains a matched book of offsetting CDS contracts.
Maintaining a matched offsetting book is essential to managing the credit risk associated wit_h

CDS submitted to ICE Trust for clearing.

Under the ICE Trust’s current draft rules (“ICE Trust Rules”), each bilateral CDS

 contract between two ICE Trust Participants that is silbmitted, and accepted by ICE Tfust, for

clearing will be “novated.” As part of this process, each bilateral CDS contract submitted to ICE
Trust will be replaced by two superseding CDS contracts between each of the original parties to
the submitted transaction and ICE Trust. Under these new contracts, ICE Trust will act as the
counterparty to each of the original parties. As central counterparty to each novated CDS
contract, ICE Trust will be able to net offsetting positions on a multilateral basis, even though
ICE Trust will have different counterparties with respect to the novated CDS contracts that are
being netted.

As part of the novation process, the terms and conditions governing the CDS biiaterally
negotiated by the submitting counterparties will be superseded by the relevant provisions of the
ICE Trust Rules applicable to the relevant CDS transaction. Multilateral netting will
significantly reduce the outstanding notional amount of each ICE Trust Participant’s CDS

portfolio. When ICE Trust acts as the central counterparty to all cleared CDS of an ICE Trust

Participant, that participant’s positions will be netted down to a single exposure to ICE Trust.

3. ICE Trust Risk Management

ICE Trust will mitigate counterparty risk thrdugh its margin, guaranty fund, and credit
support framework, as set forth in the ICE Trust Rules. ICE Trust’s risk management

infrastructure and related risk metrics will be stl'uétured'speciﬁcally for the CDS products that

her, ot a iy o
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ICE Trust clears..‘ Each ICE Trust Participant’s credit Sﬁpport obligations Wil.l be governed by a
uniform credit support framework and applicable ICE Trust Rules.

ICE Trust represents that it will maintain strict, objectively determined, risk-based .
margin and guarénty fund requircménts, which will be_subj ect 'fd extensive énd ongoing
regulation and oversight by the FRB and the NYSBD. TheSe requirerﬁenfs will .also be’
consistent with clearing industry practice, Basel II capital adequacy standards, and international
standards esfablished for central counterparties as articulated in the Bank for International
Settlements / Iﬁternational Organization of Securities Commissions (“IOSCO”) CCP
Recommendations. The amount of margin and guaranty fund required of each ICE Trust
Participant will be continuously adjusted to reflect the size and profile of, and risk associated
with, the ICE Trust Participant’s cleared CDS transactions (and related market factors).

Pursuant to ICE Trust Rules, each ICE Trust Participant’s margin requirement will
consist of two components: (1) initial margin, reflecting a risk-based calculation of potential loss
on outstanding CDS positions in the event of a significant adverse market movement, and @
mark-to-market margin, based upon an end-of-day mark-to-market of outstanding positions;
Acceptable margin will initially include only cash in specified currencies and G-7 government
debt for initial margin and only cash for mark-to-rharket margin. ICE Trust Participants will be
required to cover any end-of-day margin deficit With U.S. dollars by the following mbming, and

ICETrustw111 };aVe ’the.d.isvcr'etion to require and collect additional mérgin, both at the end of the
. day and iﬁtraday, as it deems necessary.19 |
ICE Trust will also maintain-a guaranty fund (the “Guaranty Fund”) to céver losses

barising from an ICE Trust Participant’s default on cleared CDS transactions that exceed the

19 An ICE ‘Trust Participant would be permitted to withdraw mark-to-market margin amounts

credited to its account to the extent not requlred to satisfy its initial margin requirement.
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amount of rhargin held by ICE Truétfforh the defaulting ICE Truét Participant. Each ICE Trust
Participant will be required to contribute a minimum of $20 million to the Guaranty Fund -

initially when it becomes an ICE Trust Participant and on an ongoing basivs, additional amounts
based 6n its actu.al‘and anticipated CDS position exposures. 'I"he adequacy of the Guaranty Fund 4'
will be monitored déily and .thei need for additional cont1‘ibuti§ns will be determined on at least a
monthly basis, based .on the size of ICE Trust Participant exposures within the ICE Trust clearing
system. As aresult, the Guaranty Fund will grow in proportion to the position risk associated
with the aggregate volume of CDS cleared by ICE Trust.

ICE Trust will also establish rules that “rriutualizé” the risk of an ICE Trust Participant
default across all ICE Trust Participants. In the event of an ICE Trust Participant’s default, ICE
Trust may. look to the margin pésted by such participant, such participant’s Guaranty Fund
contributions and, if applicable, any recbvery from a parént guarantof. In addition, at its
discretion, ICE Trust will be authoﬁzed to use, to the extent needed, other ICE Trust
Participants’ Guaranty Fund contributions to satisfy any obligations of the defaulting ICE Trust
Participant; provided that, any recovery from the defaulting ICE Trust Participant, its parenf
guarantor, if any, or the sale of the defaulting ICE Trust Participant’s positions in ICE Trust will
first be used to refund any amounts utilized by ICE Trust from contributions of non-defaulting.
ICE Trust Participants to the Guaranty Fund. |

4. Member Default

FolloWing a default by an ICE Trust Participant, ICE Trust has a number of tools
available to it under the ICE Trusf Rules to ensure an orderly liquidation and unwinding of the
open positions of such defaulting ICE Trust Participant. In the first instance, upon determining -

that a default has occurred, ICE Trust will have the ability to immediately enter into replacement
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'CDS transactions with other ICErTrust- Participants that are designed to mitigate, to the greatest

‘ extent possible, the market risk of the defaulting ICE Trust Participant’s open positions. For
open positions in which there is no liquid tfading market, ICE Trust may}enter into covering -
CDs ﬁansactioné for which there is a liquid market and that are most closely correlatéd with
such illiquid open positioﬁs. -

After entering into covering transactions in the open market, if any, ICE Trust will seek
to close out any remaining open positions of the defaulting ICE Trust Participant (including any
niti1al covering transactions) by using one or more auctions or other commercially reasonable
unwind processes. The ICE Trust Rules will prohibit ICE Trust from entering into any
replacement transaction if the price of such transaction would be below the least favorable price
that would be reasonable to accept for such replacement.transaction. To the extent ICE Trust is
not able to enter into the necessary replacement transactions through auctions or open market

‘ processes, ICE Trust will be entitled to allocate such replacement transactions to the remaining

ICE Trust Participants at the floor price established by ICE Trust.

B. Temporary Conditional Exemptions from Clearing Agency and Exchange Registration

Requirements

1. Exemption from Section 17A of the Exchange Act

- Section 17A of the E*change Act sets forth the framework for the regulation and
operation of the U.S. cleargmce and settlemeht system, including CCPs. Specifically, Section
17A directs the Commission to use its authority to promote enumerated Céngressiona] objectives
and to facilitate the development of a national élearance and settlement systein for securities

tra_nsactions. Absent an exemption, a CCP that novates trades of non-excluded CDS that are
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securities and generates money and settlement obligations for participants is required to register
with the Commission as a clearing agency.
~Section 36 of the Exchange Act authorizes the Commission to conditionally or

unconditionally exempt any person, security, or transaction, or any class or classes of persons, :

* securities, or transactions, from any provision or provisions of the Exchange Act or any rule or

regulation thereunder, by rule, regulation, or order, to the extent that such exemption is necessary
or appropriate in the public interest, and is consistent with the protection of investors.”

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

Our action today balances the aim of facilitating the prompt establishment of ICE Trust

. as a CCP for non-excluded CDS transactions — which should help reduce systemic risks during a

period of extreme turmoil in the U.S. and global financial markets — with ensuring that important

20 15U.S.C. 78mm.

A For purposes of this exemption, and the other exemptions addressed in this Order, “Cleared CDS”

means a credit default swap that is submitted (or offered, purchased, or sold on terms providing for
submission) to ICE Trust, that is offered only to, purchased only by, and sold only to eligible contract
participants (as defined in Section 1a(12) of the Commodity Exchange Act as in effect on the date of this
Order (other than a person that is an eligible contract participant under paragraph (C) of that section)), and
in which: (i) the reference entity, the issuer of the reference security, or the reference security is one of
the following: (A) an entity reporting under the Exchange Act, providing Securities Act Rule 144A(d)(4)
information, or about which financial information is otherwise publicly available; (B) a foreign private

issuer whose securities are listed outside the United States and that has its principal trading market outside . .

the United States; (C) a foreign sovereign debt security; (D) an asset-backed security, as defined in
Regulation AB, issued in a registered transaction with publicly available distribution reports; or (E) an
asset-backed security issued or guaranteed by the Fannie Mae, Freddie Mac or the Government National -
Mortgage Association (“Ginnie Mae™); or (ii) the reference index is an index in which 80 percent or more
of the index’s weighting is comprised of the entities or securities described in subparagraph (i). As
discussed above, the Commission’s action today does not affect CDS that are. swap agreements under
Section 206A of the Gramm—Leach—Bhley Act. See text at note 10, supra. -
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elements of Commission oversight are applied to the non-exclided CDS market. In doing so, we
are mindful that applying the‘full scope of thé Exchange Act to transactions involving non-
_excluded CDS. could deter the prompt establishment of ICE Trust as a CCP to settle those
transactio_ns. . |
* While we are abting so that the prompt establishment of ICE Tfust as a CCP fér non-
excluded CDS will not be delayed by the need to apply the full scope of Exchange Act Section
17A’s requirements that govern clearing agencies, the relief we are providing is temporary and
conditional. The limited duration of the exemptions will permit the Commission to gain more
.direct experience with the non-excluded CDS market after ICE Trust becomes operational,
giving the Commission the abiliiy to oversee the development of the centrally cleared non-
excluded CDS market as it evolves. During the exemptive period', the Commission will closely
monitor the impact of the CCPs on the CDS market. In particular, the Commission will seek to
assure itself that the CCPs do not act in anticompetitive manner or indirectly facilitate
anticompetitive behavior with respect to fees charged to members, the dissemination of market
data and the access to clearing services by independent CDS exchanges or CDS trading
platforms. The Commission will take that experience into account in future actions.
Moreover, this temporary exemptién in part is based on ICE Trust’s representation that it

meets the standards set forth in the Committee on Payment and Settlement Systems (“CPSS>)

| and IOSCO re'ﬁon entitled: Recommendation for Central Counterparties (“RCCP”).22 The

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

2 " The RCCP was drafted by a jbint task force (“Task Force”) composed of representative members

of IOSCO and CPSS and published in November 2004. The Task Force consisted of securities regulators
. and central bankers from 19 countries and the European Union. The U.S. representatlves on the Task
Force included staff from the Commlsswn the FRB and the CFT C.
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and accurate clearance and settlement of CDS transactions and to safeguard its users’ assets; and

(i1) sound risk management, including the ability to appropriately determine and collect clearing

~ fund and monitor its users’ trading. This framework is generally consistent with the

requirements of Section 17A of vthe.EXchan'ge Act.
In addition, this Qrder is designed to assure.that —~as represehted in the request on behalf |
of ICE Trust — information will be available to market participants about the terms of the CDS
cleared by ICE Trust, the creditworthiness of ICE Trust or any guarantor, and the clearing and
settlement process for the CDS. Moreover, to be within the definition of Cleared CDS for |
purposes of this exemption (as well as the other exemptions granted through this Order), a CDS
may only involve a reference entity, a reference secunty, an issuer of a reference security, or a
reference index that satisfies certaiﬁ conditions relating to the availability of information about
such persons or securities. For non-excluded CDS that are index-based, the definition provides
that at least 80 percent of the weighting of the index must be comprised of reference entities,

issuers of a reference security, or reference securities that satisfy the information conditions. The

definition does not prescribe the type of financial information that must be available nor the

location of the particular information, recognizing that. eligible contract participants have access
to information about reference entities and reference securities throﬁgh multiple sources. The
Commission believes, however, that it is important in the CDS market, as in the market for
secﬁr_itiés generally, ihét parties to transactiéns should have access to financial information that
would allow them to appropriately evaluate the risks relating to a particular investment and make

more informed investment decisions.” Such information availability also will assist ICE Trust

~ The Commission notes the recommendations of the President’s Working Group on Financial
Markets regarding the informational needs and due diligence responsibilities of investors. See Policy.

23

‘Statement on 'Finz‘mcial'Market Developments, The President’s Working Group on Financial Markets,
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and tﬁe buyers and sellers in valuing their Cleared CDS and their covun'terpany vexplosures. Asa
résult of the ComissiOn’s actioné today, the Commission believes that information should-be
av;iilable for market participants to be able to make informed investment decisions, and value
. énd evaiuate their Cleared CDS and their counterparty. éXposufes. |

This temporary exerriptioﬁ is subject to a number of conditioné that are designed to
enable Commission staff to monitor ICE Trust’s clearance and settlement of CDS transactions
and help reduce risk in the CDS market. These conditions require that ICE Trust: (i) make
available on its Web site its annual audited financial statements; (11) preserve records related to
the conduct of its Cleared CDS clearance and settlement services for at least five years (in an
easily accessible place for the first two years); (111) provide information felating to its Cleared
CDS clearance and settlement services to the Commission and provide access to the Commission
to conduct on-site inspections of facilities, records and personnel related to its Cleared CDS
clearance and settlement servi_ces; (1v) notify the Commission about material disciplinary actions
taken against any of its members utilizing its Cleared CDS clearance and settlement services, and
about the involuntary termination of the membership of an entity that is utilizing ICE Trust’s
Cleared CDS clearance and settlement services; (v) provide the Commission with changes to
rules, procedures, and any other material events affecting its Cleared CDS clearance and
settlement services; (vi) provide the Commission with reports prepared by independent audit
rp.er'sofliﬁel that .aré genéfatéd in accordance with risk asseésment of thé areas set forth in the

Commission’s Automation Review Policy Statements?® and its annual audited financial

March 13, 2008, available at:
http://www treas. gov/press/releases/reports/pwgpohcystatemktturmoﬂ 03122008 pdf.

24

- See Automated Systems of Self-Regulatory Organization, Exchange Act Release Nob 27445
(November 16, 1989), File No. S7-29-89, and Automated Systems of Self-Regulatory Orgamzatlon 1),
Exchange Act Release No. 29185 (May 9, 1991), F11e No. S7 12- 19
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statements prepared by independent audit pefsonnel; and (vii) report all significant sysfems

‘outages to the Commission.

In addition, this relief is conditioned on ICE Trust, directly of indirectly, making

[N

~available to the public on terms that are fdir and reasonable and not unreaeonably discriminatery:

(i) all end-of-day settlement prices and any other prices with respect to Cleared CDS that ICE
Trust may establish to calculate mark-to-market margin requirements for ICE Trust Participants;

and (ii) any other pricing or valuation information with respect to Cleared CDS as is published or

- distributed by ICE Trust. The Commission believes this is an appropriate condition for ICE

“and the pubhc ”)

Trust’s exemption from registration as a clearing agency. In Section 11A ef the Exchange Act,
Congress found that "[i]t is in the public interest and appropriate for the protection of investors
and the maintenance of fair and orderly markets to assufe . . . the availability to brokers, dealers,
and investors of information with respect to quotations for and transactions in securities."* The
President's Working Group on F inancial Markets has stated that increased transparency is a
policy objective for the over-the-counter derivatives market,”® which includes the market for
CDS. The condition is designed to further this policy objective of both Congress and the
President's Working Group by requiring ICE Trust to make useful pricing data available to the

public on terms that are fair and reasonable and not unreasonably discriminatory. Congress

- adopted these standards for the distribution of data in Section 11A. The Commission long has

2 15 U.S.C. 78k- l(a)(l)(C)(m) See also 15 U.S.C. 78k—1(a)(1)(D)

26 See President’s Working Group on Financial Markets, Policy Ob_]CCtIVCS for the OTC Denvatxves
Market (November 14, 2008), available at

http://www.ustreas. gov/press/releases/reports/pollcyobJectlves pdf (“Public reporting of prices, trading
volumes and aggregate open interest should be requlred to increase market transparency for participants
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applied the standards in the sf)eciﬁc context of securities market data,”” and it anticipates that
ICE Trust will distribute its data on terms that generally are consistent with the application of
these standards to secuﬁtieé market data. For example, data distributors generally are required to
treat .subscribers'equally and not grant special access, fees, or other pri\}_ilegés to fa'vorﬂed
customers of the distributor. Similarly, distributors must .make their data feeds feasonably
' available to data vendors for those subscribers who wish to receive their data indirectly through a
vendor rather than directly from the distributor. In addition, a distributor’s attempt to tie data
broducts that must be made available to the public with other products or services of the
distributor would be inconsistent with the statutory requirem.ents.28 The Commuission carefully
evaluates any type of discrimination with respect to subscribers and vendors to assess whether
there is a reasonable basis for the discrimination given, among other things, the Exchange Act
objective of promoting pﬁce transparency.” Moreover, preventing unreasonable discrimination
is a practical means to promote fair and reasonable terms for data distribution because
distributors are more likely to act appropriately when the terms applicable to the broader public

also must apply to any favored classes of customers.”’

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

% See Exchange: Act Release No. 59039 (December 2 2008), 73 FR 74770, 74793 (December 9,
2008) (“NYSE ArcaBook Order”) (“[Slection 6 and Exchange Act Rule 603(a) require NYSE Arca to
distribute the ArcaBook data on terms that are not tied to other products in a way that is unfairly
discriminatory or anticompetitive.”).

» See Market Information Coneept Release, 64 FR at 70630 (“The most 1mpoxtant objectlves for
the Commission to consider in evaluating fees are to assure (1) the wide availability of market

" information, (2) the neutrality of fees among markets, vendors, broker-dealers, and users, (3) the quahty
of market information — its integrity, reliability, and accuracy, and (4) fair competition and equal
regulation among markets and broker-dealers.”). '

30 See NYSE ArcaBook Order, 73 FR at 74794 (“{Tlhe proposed fees for ArcaBook data will apply
‘equally to all professwnal subscnbers and all non-professional subscnbers . The fees therefore do not

e, i e
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Asa CCP, ICE Trust will collect and process information about CDS transactions, prices,

and positions from all of its participants. With this information, a CCP will, among other things, - -

calculate and disseminate current values for- open positions for the purpose of setting appropriate
'margih .Iévels. The girajlability pf such information can impro(re faimess, efﬁciency, and
competitiveness of the market — all of which enhance investor protection and facilitate capital
formation. Moreover, with pricing and \./aluation information relating to Cleared CDS, market

. participants would be able to derive information about underlyihg securities and indexes. This
may improve the efficiency and effectiveness of the securities markets by allowing investors to

better understand credit conditions generally.

2. Exemption from Sections 5 and 6 of the Exchange Act

ICE Trust represents that, in connection with its cleaning and risk management process, it

will calculate an end-of-day settlement price for each Cleared CDS in which an ICE Trust
Participant has a cleared position, bésed on prices submitted by ICE Trust Participants. As part
of this mark-to-market process, ICE Trust will periodically require ICE ngt Participants to
execute certain CDS trades at the applicable end-of-day settlement price. Requiring ICE Trust
Participants to trade CDS periodically in this manner is designed to help ensure that such
submitted prices rgﬂect each ICE Trust Participant’s best assessment of the value of each of its
open ppsition;‘. m Cleared CDS on a daily basis, thereby reducing risk by allowing ICE Trust to
impose appropriate ;'n-argin requirements. |

Sectibn 5 of the Exchange Act states that "[i]t shall be unlawful for any broker, dealer, or

exchange, directly or indirectly, to make use of the mails or any means or instrumentality of

unreasonably discriminate among types of subscribers , such as by favoring participants in the NYSE
Arca market or penalizing participants in other markets.”).

S A b
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interstate commerce for the purpose of using any facility of an exchange . . . to effect any

transaction in a security, or to report any such transactions, unless such exchange (1) is registered

as a national securities exchange under section 6 of [the Exchange Act], or (2) is exempted from

such registration . . . by reason of the limited volume of transactions effected on such

~exchange. ..."! Section 6 of the Exchange Act sets forth a'-procedure Whereby an exchanger2

may register as a national sécurities exchange.” To facilitate the establishment of ICE Trust's
end-of-day settlement price process, including the periodically required trading described above,
the Commission 1s exercising its authority under Section 36 of the Exchange Act to temporarily
exempt ICE Trust and ICE Trust Participants from Sections 5 and 6 of the Exchange Act and the
rules and regulations thereunder in connection with ICE Trust's calculation of mark-to-market
prices for dpen positions in Cleared CDS. This temporary exemption is subject to the following
cdnditions:

First, ICE Trust must report the following information with respect to the calculation of
mark-to;market prices for Cleared CDS to the Commission within 30 days of the end of each

quarter, and preserve such reports during the life of the enterprise and of any successor

enterprise:
. The total dollar volume of transactions executed during the quarter, broken down
by reference entity, security, or index; and
. 15U.S.C. 78€.

2 Section 3(a)(1) of the Exchange Acf, 15 U.S.C. 78c(a)(1), defines “exchange.” Rule 3b-16 under

. the Exchange Act, 17 CFR 240.3b-16, defines certain terms used in the statutory definition of exchange.

See Exchange Act Release No. 40760 (December 8, 1998), 63 FR 70844 (December 22, 1998) (adopting
Rule 3b-16 in addmon to Regulation ATS).

3 15U.S. C 78f. Section 6 of the Exchange Act also sets forth various requ1rements to which a
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. The total unit volume and/or notional amount executed duﬁng thé quarter, broken
down by reference entitsl, security, or index.
Reporting of this information will assist ﬁe Commis'sién in carryihg out its _responsibility to-
supervise and regulate the sec1ir_ities markets. | |
Second, ICE Trust musf establish adequate safeguards and procedures to protect

participants' confidential trading information. Such safeguards and procedures shall include: (a)

- limiting access to the confidential trading information of paﬂicipants to those employees of ICE

Trust who are operating the system or responsible for its compliance with this exemption or any
other applicable rules; and (b) implementing standards controlling employees of ICE Trust
trading for their own accounts. ICE Trust must adopt and implement adequate oversight
procedures to ensure that the safeéuards and procedures established pursuanf to this condition are
followed. This condition is designed to prevent any misuse of ICE Trust Panicipént frading
information that may be available to ICE Trust in connection with the daily marking-to-market
process of open positions in Cleared CDS.‘ This should strengthen confidence in ICE Trust és a
CCP for CDS, promoting participation.

Third, ICE Trust must comply with the conditions to the temporary exemption from

registration as a clearing agency granted in this Order. As set forth above, this Order is designed

to facilitate the prompt establishment of ICE Trust as a CCP for non-excluded CDS. ICE Trust

has represcnted that, to enhance the reliability of end-of~dziy settlement prices submitted as part

of the daily mark-to-market process, it must require periodic trading of Cleared CDS positions

: by ICE Participants whose submitted end-of-day prices lock or cross. The Commission's |

tempbrary éxefnption from Sections 5 and 6 of the Exchange Act is based on ICE Trust's

representation that the end-of-day settlement pricing process, including the periodically required
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trading is integral to its risk management. Accordingly, as a condition to ICE Trust's temporary
exemption from Sections 5 and 6 of the Exchange Act, ICE trust must comply with the
conditions to the temporary exemption from Section 17A of the Exchange Act n this Order.

The Commissioh is also exempfing each ICE Trust P_artici;v)antbfrom the prohibition in-

‘Section 5 of the EXchaﬁge Act té the extént that .Such IC}é Trust Participant 'USeé any faéiiity of
ICE Trust to effect any transaction in Cleared CDS, or to report any such transaction, in |
connection with iCE Trust's calculation of mafk-to-market prices for open positions in Cleared
CDS. Absent an exemption, Section 5 would prohibit any ICE Trust Participant that is a broker
or dealer from effecting transactions in Cleared CDS on ICE Trust, which will rely on this order
for an exemption from exchange registration. The Commission believes that exempting ICE
Trust Participants from the restriction in Section 5 is necessary and appropriate in the public
interest and is consistent with the protection of investors because it will facilitate their use of ICE
Trust’s CCP for Cleared CDS, which for the reasons noted in this Order the Commission

- believes to be beneficial. Withdut also exembting ICE Trust Participants from this Section 5
requirement, the Commission's temporary exemption of ICE Trust from Sections 5 and 6 of the
Exchange Act would be ineffective, because ICE Trust Participants that are brokers or dealers
would not be permitted to effect transactions on ICE Trust in connection with the end-of-day

settlement price process.

' C Temporary Geﬁeral Exemption for ICE Trust, Certain ICE Trust Participants, and Certain

Eligible Contract Participants

Applying the full panoply of Exchange Act requirements to participants in transactions in
» non'-excluded CDS likely would deter some paﬂicipé.nté from using CCPs to clear CDS

transactions. At the same time, it is important that the antifraud provisions of the Exchange Act
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apply to transactions in nbn-excludé_d CDS; indeéd, OTC transactions subj ect to ihdividuai
negotiation that qualify as security-based swap agreements already are subj ect to these antifraud -
pr0\.risions.34
We thus believe that it is appropriatein the public inferest and_cqnsistcnt with tﬁe
protection of inyestors temporarily to apply substantially the same -framéwofk to transaétiéns by -
market participants in non;éxcluded CDS that applies to transactions in security-based swap
agreements. Applying substantially the same set of requirements to participants in transéctions
in non-excluded CDS as apply to particibants in OTC CDS transactions will avoid deterring
market participants from promptly using CCPs, which Wou]d detract from the potential benefits
of central clearing. '-
Accordingly, pursuant to Section 36 of the Exchange Act, the Commission finds that it is
necessary or appropriate in the public interest and is consistent with the protection of investors to

exercise its authority to grant an exemption until December 7, 2009 from certain requirements

under the Exchange Act. This temporary exemption applies to ICE Trust, any ICE Trust

# While Section 3A of the Exchange Act excludes “swap agreements” from the definition of

“security,” certain antifraud and insider trading provisions under the Exchange Act explicitly apply to
security-based swap agreements. See (a) paragraphs (2) through (5) of Section 9(a), 15 U.S.C. 78i(a),
prohibiting the manipulation of security prices; (b) Section 10(b), 15 U.S.C. 78j(b), and underlying rules
prohibiting fraud, manipulation or insider trading (but not prophylactic reporting or recordkeeping
requirements); (c) Section 15(c)(1), 15 U.S.C. 780(c)(1), which prohibits brokers and dealers from using
manipulative or deceptive devices; (d) Sections 16(a) and (b), 15 U.S.C. 78p(a) and (b), which address -
disclosure by directors, officers and principal stockholders, and short-swing trading by those persons, and
rules with respect to reporting requirements under Section 16(a); (e) Section 20(d), 15 U.S.C. 78t(d),
providing for antifraud liability in connection with certain derivative transactions; and (f) Section
21A(a)(1), 15 U.S.C. 78u- l(a)(l), telated to the Commission’s authority to impose civil penalties for
insider trading violations. .

“Security-based swap agreement” is defined in Section 206B of the Gramm-Leach-Bliley Act as
a swap agreement in which a material term is based on the price, yield, value, or volatility of any secunty :
Or any group. 'or index of securities, or any interest therem
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Participantj > which isnot a broker or dealer registered under Section' 15(b) of the Exchange Act
(other than paragraph (1‘1) thereof), and any eligible cdnﬁact parricipants36 other than: eligible
contract participants that receiye or hold funds or securities for the purpose of purchasing, -
selling, clearing, settling or holding Cleared CDS positions for other persc‘)n-s;3 7 eligible ncontract-
participants that are self-regulatory erganizations; or eligihle contract participants .that are .
registered brolrers or dealers.*®

Under this temporary exemption, and solely with respect to Cleared CDS, these persons
generally are exempt from provisions of the Exchange Act and the rules and regulations
thereunder that do not apply to security-based swap agreements. Those persons thus would still
be subject to those Exchange Act requirements that explicitly are applicable in connection with
security-based swap agreements.”® In addition, all provisions of the Exchange Act related to the

Commission’s enforcement authonty in connection with violations or potential violations of such

» For purposes of this Order, an “ICE Trust Participant” means any participant in ICE Trust that

submits Cleared CDS to ICE Trust for clearance and settlement exclusively (i) for its own account or (ii)
for the account of an affiliate that controls, is controlled by, or is under common control with the
participant in ICE Trust. In general, this exemption does not apply to any ICE Trust Participant that is
registered with the Commission as a broker-dealer. A separate temporary exemption addresses the
Cleared CDS activities of registered broker-dealers. See Part I1.D., infra.

3 This exemption in general applies to eligible contract participants, as defined in Section 1a(12) of

the Commodity Exchange Act as in effect on the date of this Order, other than persons that are eh glble
contract partmpants under paragraph (C) of that section.

3 For these purposes, and for the purpose of the definition of “Cleared CDS,” the terms

“purchasing”and * ‘selling” mean the execution, termination (prior to its scheduled maturity date),

assignment, exchange, or similar transfer or conveyance of, or extinguishing the rights or obligations

" under, a Cleared CDS, as the context may require. This is consistent with the meaning of the terms

“purchase” or “sale” under the Exchange Act in the context of security-based swap agreements. See -
Exchange Act Section 3A(b)(4). :

38 A separate temporary exemption addresses the Cleared CDS activities of registered broker-

dealers. See Part IL.D., infra. Solely for purposes of this Order, a registered broker-dealer or a broker or
dealer registered under Section 15(b) of the Exchange Act, does not refer to someone that would
otherwise be required to register as a broker or dealer solely as a result of activities in Cleared CDS in
compliance with thls Order.

39

See note 34, supra.
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- provisions would remain ap licable.4° In this way, the temporary exemption would apply the
P ) P p p

same Exchange Act requirements in connection with non-excluded CDS as apply in connection
with OTC credit default swaps.

This temporary exempti_qn, however, does not extend to Sections 5 and 6 of the Exc'han‘ge '
Act.;“ The Commission separately issued a conditional exempﬁori from theée provisioﬁs to all
broker-dealers and exchanges.*? This temporary exemption also does not extend to Section 17A
of the Exchange Act; instead, ICE Trust is exempt from registratibn as a clearing agency under
the conditions discussed above. In addition, this exemption does not apply to Exchange Act
Sections 12, 13, 14, 15(d), and 16;* eligible contract participants and other persons instead |
should refer to the interim final temporary rules issued by the Commission. Finally, this
temporary exemption does not extend to the Commission’s administrative proceeding authority

under Sections 15(b)(4) and (b)(6),** or to certain provisions related to government securities.*

‘0 Thus, for example, the Commission retains the ability to investigate potential violations and bring

enforcement actions in the federal courts and administrative proceedings, and to seek the full panoply of
remedies available in such cases.

4 This Order includes a separate temporary exemption regarding the mark-to-market process of ICE

Trust, discussed above.

4 See note 17, supra. A national securities exchange that effects transactions in Cleared CDS

would continue to be required to comply with all requirements under the Exchange Act applicable to such
transactions. A national securities exchange could form subsidiaries or affiliates that operate exchanges
exempt under that order. Any subsidiary or affiliate of a registered exchange could not integrate, or
otherwise link, the exempt CDS exchange with the registered exchange including the premises or

© property of such exchange for effecting or reporting a transaction without being considered a “facility of

the exchange.” See Section 3(a)(2), 15 U.S.C.78c(a)(2).
® 15 U.S.C. 781, 78m, 78n, 780(d), 78p.

“ Exchange Act Sections 15(b)(4) and 15(b)(6), 15 U.S.C. 780(b)(4) and (b)(6), grant the
Commission authority to take action against broker-dealers and associated persons in certain situations.
Accordingly, while this exemption generally extends to persons.that act as inter-dealer brokers in the
market for Cleared CDS and do not hold funds or securities for others, such inter-dealer brokers may be
subject to actions under Sections 15(b)(4) and (b)(6) of the Exchange Act.

In addition, such inter-dealer brokers may be subject to actions under Exchange Act Section
15(c)(1), 15 U.S.C. 780(c)(1), which prohibits brokers and dealers from using manipulative or deceptive
devices. As noted above, Section 15(c)(1) explicitly applies to security-based swap agreements. Sectlons
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~ D. Temporary General Exemption for Certain Registered Broker-Dealers
‘ The temporary exemptions addressed above — with regard to ICE Trust, certain ICE Trust
Participants, and certain eligible contract _parti.cipants = are not available to persons that are
registered as broker-dealers w1th the Commission (other than those that are notice reglstered
pursuant to Sectlon lS(b)( 1 1)) * The Exchange Act and its underlymg rules and regu]atlons
require broker-dealers to comply with a number of obli gations that are important to protecting
investors and promoting market integrity. We are mindful of the need to avoid creating
disincentives to the prompt use of CCPs, and we recognize that the factors discussed above
suggest that the full panot)ly of Exchange Act requirements should not immediately be applied to
. registered broker-dealers that engage in transactions involving Cleared CDS. At the same time,
we also are senéitive to the critical importance of certain broker-dealer requirements to
promoting market integrity and protecting customers (including those broker-dealer customers
‘ that are not involved with CDS transactions).
This calls for balancing the facilitation of the development and prompt implementation of
CCPs with the preservation of certain key investor protections.' Pursuant to
Section 36 of the Exchange Act, the Commission finds that it is necessary or appropriate in the
public interest and is consistent with the protection of investors to exercise its authority to grant

an exemption until December 7, 2009 from certain Exchange Act requirements. Consistent with

15(b)(4), 15(b)(6) and 15(c)(1), of course, would not apply to persons subject to this exemption who do
not act as broker-dealers or associated persons of broker-dealers. :

s This exemption specifically does not extend to the Exchange Act provisions applicable to -

government securities, as set forth in Section 15C, 15 U.S.C. 780-5, and its underlying rules and
-regulations; nor does the exemption extend to related definitions found at paragraphs (42) through (45) of
Section 3(a); 15 U.S.C. 78c(a). The Commission does not have authority under Section 36 to issue
exemptions in connection with those provisions. See Exchange Act Section 36(b), 15 U.S.C. 78mm(b).

46 Exchange Act Section 15(b)(11) provides for notice registration of certain persons that effect

. transactions in security futures products 15U.S. C 780(b)(11)-
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tﬁe temporary exemptions discussed above, and solely with respect to Cleared CDS, we are
exempting registeréd broker-dealers in general from proviéions of the Exchange Act and its
underlying rules and regulations that do not apply to security-based swap a_grecments. As above,
we are not excluding registered bquer-déalers from Exchange Act proyisforis that explicitly
épply in connectipn With sec‘urit&-ba_sed swap aéreemén_ts or from relatéd enforéement authority
provisions.*’ As above, and for similar reasons, we are ﬁot exe#nptinfg registered broker-dealers
from: -Sections 5,6, 12(a) and (g), 13, 14, 15(b)(4), 15(b)(6), 15(d), 16 and 17A of the Exchange
Act® |

Further we are not exempting registered broker-dealers from the following additional ’
provisions under the Exchange Act: (1) Sec_tion 7(c),” which addresses the unlawful extension
of credit by broker-dealers; (2) Section 15(c)(3),” which addresses the use of unlawful or
manipulative devices by broker-dealers; (3) Section 17(a),> regarding broker-dealer obligations
to make, keep and furnish information; (4) Sectioﬁ 17(b),$2 regarding broker-dealer records

subject to examination; (5) Regulation T, a Federal Reserve Board regulation regardin
) g 4 g

41 See notes 34 and 40, supra. As noted above, broker-dealers also would be subject to Section

15(c)(1) of the Exchange Act, which prohibits brokers and dealers from using manipulative or deceptive
devices, because that provision explicitly applies in connection with security-based swap agreements. In
addition, to the extent the Exchange Act and any rule or regulation thereunder imposes any other
requirement on a broker-dealer with respect to security-based swap agreements (e.g., requirements under
Rule 17h-1T to maintain and preserve written policies, procedures, or systems concerning the broker or
dealer S tradmg positions and risks, such as policies relating to restrictions or limitations on trading
financial instruments or products), these requirements would continue to apply to broker-dealers’
activities with respect to Cleared CDS.

48

We also are not exempting those members from provisions related to government secuntles as
discussed above.

"9 15 U.S.C. 78g(c).
50 15 U.S.C. 780(c)(3).
S 15US.C. 78q().
2 15 U.S.C. 78q(b).

53 12 CFR 220.1 et seq.

[T
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“extension of credit by broker-dealers; (6) Exchange Act Rule 15¢3-1, regarding broker-dealer net
capital; (7) Exchange Act Rule 15¢3-3, regarding broker-dealer reserves and custody of |
securmes (8) Exchange Act Rules 17a-3 through 17a-5, regardmg records to be made and

-preserved by broker-dealers and reports to be made by broker-dealers and (9) Exchange Act
Rule 17a-13, regardmg quarterly security counts to be made by certain exchange members and
broker-dealers.”® Registered broker-dealers should comply with these provisions in connection
with their activities involving non-excluded CDS because these provisions are especially
important to helping protect customer funds and securities, ensure proper credit practices and

-safeguard against fraud and abuse.”

E. Solicitation of Comments

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

aspects of these exemptions, including:

34 Solely for purposes of this exernption, in addition to the general requirements under the

referenced Exchange Act sections, registered broker-dealers shall only be subject to the enumerated rules
under the referenced Exchangé Act sections.

% Indeed, Congress directed the Commission to promulgate broker-dealer financial responsibility

rules, including rules regarding custody, the use of customer securities and the use of customers’ deposits
-or credit balances, and regarding establishment of minimum financial requirements.
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1. Whether the length of this temporary exemption (until December 7', 2009) is

| appropriate. If hot, what should the appropriate duration bé?

2. Whether the conditions to these exemptions are appropriate. Why or wﬁy not?
Should other conditions apply? Are any of the present conditions to the
exemptioqs; proﬁded 'in this Order unnecessary? If so, please spécify and e);plain
why such condit.ions.are not needed. |

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

Comments may be submitted by any of the following.methods:

Electronic comments:

. Use the Commission’s Internet comment form

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

. Send an e-mail to rule-comments@sec.gov. Please include File Number S7-05-

09 on the subject line; or

. Use the Federal eRulemaking Portal (http://www.regulations.gov/). Follow fhe

instructions for submitting comments.

Paper comments:

o Send paper comments in triplicate to Secretary, Securities and Exchange
Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number S7-05-09. This file number should be included on
the subject line if e-mail is uséd. To help us process and review your comments more efﬁcienﬂy, i

please use only one method. We will post all comments on the Commission’s Internet Web site

(http://www.sec.gov/rules/other.shtml). Comments are also available for public inspection and

‘copying in the Commission’s Public Reference Room, 100 F Street, NE, Washington, DC 20549,
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on official business days between the hours of 10:00 am and 3:00 prh. All commerits received
Willl be posted without change; we do not edit personal identi'fyi.ng information from

submissions. You should submit only information that you wish to make available publicly.

. Con'clusioﬂ |

ITIS HEREBY ORDERED, plirsuant to Section 36(a) of the Exchange Act, théf, untll
December 7, 2009:

(a) Exemption from Section 17A of the Exchange Act.

ICE US Trust LLC (“ICE Trust”) éhall be exempt from Section 17A of the Exchange Act
solely to perform the functions of a cleaﬁng agency for Cleared CDS (as defined in paragraph
(e)(l) of this Order), subject to the following conditions: |

(1) ICE Trust shall make available on its Web site its annual audited financial
statements.

(2). ICE Trust shgll keep and preserve at least one copy of all documents,
including all correspondence, memoranda, papers, books, notices, accounts, and other
such records as shall be made or received by it relating to its Cleared CDS clearance and -
settlement services. These records shall be kept for at least five years and for the first
two years shall be held in an easily accessible place.

(3) ICE Trust shall suppiy information and périodic reports ré_lating to its Cleared
CDS cfearance and settlement services as may be reasonably requested by the
Comnﬁssion, and-shall provide access to the Commission to conduct on—site inspections
of all facilities (including automated systems and systems environmént),‘ recofds, and

'personné] related to ICE Trust’s Cleared CDS clearance and settlement services.
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(4) ICE Trust shall notify the Commission, on a monthly basis, of any material
disciplinary actions taken againét any of its members utilizing its Cleared CDS clearance
and settlement services, inclﬁding the denial of services; ﬁnés, or penalties. ICE Trust
shall notify the Cdmmiss_ion i)romptly when ICE Trust inyblunta'rily .tenninatés the
membership of an entityvthat is utilizing ICE Trust’s Cleared CDS clearance and
settlement services. Both notifications shall describe the facts and circumstances that led
to the ICE Trust’s disciplinary action.

(5) ICE Trust notify the Commission of all changes to rules, procedufes, and any
other material events affecting its Cleared CDS clearance and settlementvservices,
including its fee schedule and changes to risk management practices, the day before
effectiveness or implemeﬁtation of such rule changes or, in exigent circumstances, as
promptly as reasonably practicable under the circumstances. All such rule changes will
be posted on ICE Trust’s Web site. Such notiﬁcaﬁons will not be deemed rule filings
that require Commission approval.

(6) ICE Trust shall provide the Commission with reports prepared by indepehdent
audit personnel that are generated in accordance with risk assessment of the areas set
forth in the Commission’s Automation Review Policy Statements. ICE Trust shall
_ provide the Commission with (beginning in its first year of operation) its annual audited
ﬁhancialv?s,tatexﬁents prepared by 'independent audit personnel.

(7) ICE Trust shall report all significant systems outages to the Connnissioﬁ. Ifit
a‘ppears that the outage may extend for 30 minutes or longer, ICE.'T-rust shall report the

systems outage immediately. - If it appears that the outage will be resolved in less than 30
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nﬁnutés, ICE Trust shall report the systems outage within a reasonable fime aﬁef the
outage has been resolved.v
(8) ICE Trust, directly or indirectly, shall make available to the public on terms
that are fair and reasonable and not unr‘eésonably discriminatory: (i) all end-of-day
“settlement prices 'and ban}.l other prices with respect to Cleared CDS that ICE Trust may
establish to calculate mark-to-market fnargin requirements for ICE Trust Pafticipants; and
“(11) any other‘pricing or valuation information with respect to Cleared CDS as is
published or disfributed by ICE Trust.
(b) Exemption from Sections 5 and 6 of the Exchange Act
(1) ICE Trust shall be exempt from the requirements of Sections 5 and 6 of the
Exchange Act and the rules and regulations thereunder in connection with ité calculation
of mark-to-market prices for open positions in Cleared CDS, subject to the following
conditions: |
(i) ICE Trust shall report the following information with respect to the
calculation of mmk-to-mmket prices for Clearea CDS to the Commission within
30 days of the end of each quarter, and preserve such reports during the life of the
enterprise and of any successor enterprise:
| (A) The total dollar volume of transactions executed during the
quarter, brdkeri down by reference éntity, security, or index; and
_(B) The total unit volume and/or notional amount executed dur_ing
the quarter, broken down by reference entity, security, or index;.
(ii) ICE Trust shall establish adequate safeguards and procedures to

~protect pafticipants’ confidential trading information. Such safeguards and
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procedures shall include: (A) limiting access to the confidential trading
information of participants to those erhployees of ICE Trust who are operating the
system or responsible for its compliance with this exemption or any other

applicable rules; and (B) implementing standards controlling;employeés" of ICE

" Trust trading for their own accounts. ICE Trust must adopt and implement

adequate oversi ght procedures to ensure that the safeguards and procedures
established pursuant to this condition are followed; and

(i11) ICE Trust shall satisfy the conditions of the temporary exemption
from Section 17A of the Exchange Act set forth in paragraphs (a)(1) — (8) of this
Order.

(2) Any ICE Trust Participant shall be exempt from the requirements of Section 5

of the Exchange Act to the extent such ICE Trust Participant uses any facility of ICE

Trust to effect any transaction in Cleared CDS, or to report any such transaction, in

connection with ICE Trust's clearance and risk management process for Cleared CDS.

(c) Exemption for ICE Trust, certain ICE Trust Participants, and certain eligible contract

participants.

(1) Persons eligible. The exemption in paragraph (c)(2) is available to:

(1) ICE Trust; |

| (if) Any ICE Trust Participant (as defined in paragraph (¢)(2) of this
Order), which is not a broker or dealer registered under Section 15(b) of the
Exchange Act (other than paragraph (11) thereof); and

(iii) Any eligible contract participaht (as defined in Section 1a(12) of the

: Corhmddity Exchange Act as in effect on the date of this Order (other than a |
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- person that is an eligible contract participant under paragraph (C) of that sectioh)),

~ other than: (A) an eli gible contract participant that receives or holds funds or

securities for the purpose of purchasing, selling, clearing, settling, or holding

Cleared CDS positions for other persons; (B) an eligible contract particibant that

isa selféregulatory Organization, as that term is defined in Section 3(a)(26) of the

- Exchange Act; or (C) a broker or dealer registered under Section 15(b) of the

Exchange Act (other than paragraph (11) thereof).
(2) Scope of exemption.

(1) In general. Such persons generally shall, solely with respect to-Cleared
CDS, be exempt from the provisions of the Exchange Act and the rules and
regulations thereunder that do not apply in connection with security—based swap
agreements. Accordingly, under this exemption, those persons would remain
subject to those Exchaﬁge Act requirements that explicitly are applicable in
connection with security-based swap agreements (i.¢., paragraphs (2) through (5)
of Section 9(a), Section 10(b), Section 15(c)(1), paragraphs (a) and (b) of Séction
16, Section 20(d) and Section 21A(a)(1) and the rules thereunder that explicitly

are applicable to security-based swap agreements). All provisions of the

4 Exchange Act related to the Commission’s enforcement authorityv in connection

With violations or potential violations of such provisions also remain applicable.
(ii) Exclusipns from exemption. The exemption in paragraph (c)(2)(1),
however, does not éxfend to the following provisfons under the Exchange Act:
(A) Paragraphs (42), (43), (44), and (45) of Section 3(a);

(B) Section 5;

i e e i e g o ST




. . (C) Section 6;

(D) Section 12 and the rules and regulations thereunder;

(E) Section 13 and the rules and regulations ﬂ;ereundef;
(¢ Section 14 and the.rules_ and 'regulations tﬁe;eunder; .
(G) Paragraphs (4) and (6) of Section 15(b); |
(H) Section 15(d) aﬁd the rules and regulations thereunder;
(D) Section 15C and the rules and regulations thereunder;
(J) Section 16 and the rules and regulations thereunder; and
(K) Section 17A (other than as provided in paragraph (a)).
(d) Exemption for certain registered broker-dealers.
A broker or dealer registered under Section 15(b) of the Exchange Act (other than
‘ paragraph (11) thereof) shall be exempt from the provisions of the Exchange Act and the rules
and regulations thereunder specified in paragraph (c)(2), solely with respect to Cleared CDS,
except:
(1) Section 7(c);
(2) Section 15(c)(3);
(3) Section 17(a);
(4) Section 17(b);
(5) Regu]ation T, 12 CFR 260.1 et seq.;
(6) Rule 15¢3-1; |
(7) Rule 15¢3-3;

(8) Rule 17a-3;

‘. " (9) Rule 17a-4;
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(10) Rule 17a-5; and -

(11) Rule 17a-13.

(e) Definitions.

' For purposes of this Order:

(1) “Cleared CDS” sﬁall mean a credit default swap that is submitted (or offered,
purchased, or sold on terms providing for submission) to ICE Trust, that 1s offered only
to, purchased only by, and sold only to eligible contract participants (as defined in
Sectidn 1a(12) of the Commodity Exchange Act as in effect on the date of this Order
(other than a person that is an eligible contract participant under paragraph (C) of that

section)), and in which:

(1) the reference entity, the issuer of thé reference security, or the reference
security is one of the following:
| (A) an entity reporting under the Exchange Act, providing
Securities Act Rule 144 A(d)(4) information, or about which financial

information is otherwise publicly available;

(B) a foreign private issuer whose securities are listed outside the
United States and that has its principal trading market outside the United

‘States;
(C) a foreign sovereign debt security;

(D) an asset-backed security, as defined in Regulation AB, issued

na regiétered transaction with publicly available distribution reports; or -




. _ (E) an asset-backed security issued or guaranteed by Fannie Mae,

Freddie Mac or Ginnie Mae; or

(ii) the reference index is an index in which 80 percent or more of the
index’s weighting is compﬁsed ;)f the entities or securities .described in
squérégraph (i).

. ~ (2) “ICE Trust Participant” shall mean any participant in ICE Trust that sﬁbmits :
VCIeared CDS to ICE Trust for clearance and settlement exclusively (i) for its own account
or (i1) for the account of an affiliate that controls, is controlled by, or is under common

~ control with the participant in ICE Trust.

By the Coimﬁission.' | W 77?. %Wég\/

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

SECURITIES EXCHANGE ACT OF 1934
Release No. 59533 / March 6, 2009

ADMINISTRATIVE PROCEEDING

File No. 3-13403

: ORDER INSTITUTING :
In the Matter of ADMINISTRATIVE PROCEEDINGS
' PURSUANT TO SECTION 15(b) OF
Grant Bettingen, Inc., THE SECURITIES EXCHANGE
ACT OF 1934, MAKING FINDINGS,
Respondent. ‘ AND IMPOSING REMEDIAL
SANCTIONS AS TO GRANT
BETTINGEN, INC.

I.

The Securities and Exéhange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted pursuant -
to Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”), against Grant
Bettingen, Inc. (“GBI” or “Respondent”). :

II.

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

118

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

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

A a%ﬂ
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Summary

These proceedings arise out of GBI’s failure reasonably to supervise Christopher
Johndrow in connection with purported private placement offerings of the securities of Credit
First, LLC and Credit First Income Plus, LLC (collectively, “Credit First™) from January 2004 to
December 2005.> During this time, Johndrow was associated with GBI,? a registered broker-
dealer. Johndrow violated Section 17(a) of the Securities Act of 1933 (“Securities Act”) and
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder by misrepresenting to investors
and 1nstruct1ng the sales agents he supervised to misrepresent to investors that they would
receive at least 1% monthly returns of profits from Credit First’s allegedly lucrative distressed
debt business. Johndrow also violated Sections 5(a) and 5(c) of the Securities Act by offering
and selling Credit First securities, and instructing the sales agents he supervised to offer and sell
Credit First securities through general solicitations.

GBI failed reasonably to supervise Johndrow because it did not have a
supervisory policy in place regarding the sale of securities in private placement offerings until
November 2004, almost a year after Johndrow began selling Credit First securities. As a result,
GBI failed reasonably to supervise Johndrow within the meaning of Section (15)(b)(4)(E) of the -
Exchange Act.

Respondent

1. Grant Bettingen, Inc. (“GBI”) is a registered broker-dealer (File No. 8-34790)
based in Newport Beach, Califérnia since 1985. At the time of the misconduct, it had five branch
offices, four in California and one in New York, as well as an unregistered office location in
Florida. Additionally, it had an unregistered office location in Orange County, California until
December 2005. GBI was owned by the Grant Bettingen Trust, of which M. Grant Bettingen was
the sole trustee. During the relevant period, GBI had 37 registered representatives and
approximate annual revenues of $4 million. GBI conducts a general securities business which
includes equities, fixed income securities, mutual funds, and insurance products. On June 2, 2008,
GBI was acquired by Rubicon Financial Incorporated, a publicly held company.

? In December 2005, the Commission filed an action against Credit First and its principal, David Lund, for,

- among other things, making false representations to investors (the “Lund Action”). SEC v. Credit First Fund, LP, et

al., CV05-8741-DSF (C.D. Cal. Dec. 15, 2005), Litigation Release No. 19497 (Dec. 16, 2005). In November 2006,
Lund settled with the Commission, consenting to a permanent injunction, disgorgement, prejudgment interest, a civil
penalty, and a five-year broker-dealer bar. Litigation Release No. 19497 (Dec. 20, 2006). On March 6, 2009, the
Commission instituted a settled administrative proceeding against Johndrow in which Johndrow consented to a
cease-and-desist order, disgorgement, prejudgment interest, a civil penalty, a three-year broker-dealer bar, and a
five-year supervisory bar. Christopher J. Johndrow, Exchange Act Release No. 33- 9012

( March 6, 2009).

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




Other Relevant Entities and Persons

2. M. Grant Bettingen (“Bettingen™), age 67, resides in Newport Beach,
California. Bettingen was the president, compliance manager, and indirect owner of GBL

* Bettingen directly supervised Johndrow from January 2004 to January 2008. Bettingen

currently holds Series 1, 3, 7, 24, 27, 55, and 63 licenses. Subsequent to the acquisition of GBI
by Rubicon Financial Incorporated Bettingen has been replaced as president and comphance
manager and is now a minority owner of shares of GBI’s parent company.

3. The Credit First Entities are comprised of Credit First Fund, L.P.; Credit First,
LLC, and Credit First Income Plus, LLC (collectively, the “Credit First Entities”) which were
formed in February 2001, April 2003 and July 2004, respectively. These companies raised at
least $10.7 million from 2002 to December 2005 in private placement offerings purportedly
exempt from registration under Section 4(2) of the Securities Act and Rule 506 of Regulation D.
GBI sold approximately $3.1 million of these securities beginning in January 2004.

4, Christopher J. Johndrow (“Johndrow”), age 44, resides in Hallandale Beach,
Flonda He holds Series 7, 24, and 63 licenses, and from 1991 through the present, has been
associated with thirteen different broker-dealers. One of the prior firms terminated Johndrow for
“selling away” violations and failing to supervise adequately his registered representatlves From
January 2004 to January 2008, Johndrow was associated with GBI.

Background

5. Credit First was in the business of purchasing distressed debt and purportedly
generating profits by selling or collecting on the debt. Johndrow had been selling securities of the

Credit First Entities since December 2002 through two other broker-dealers. He was therefore

very familiar with Credit First and its principal, Lund. Johndrow and Lund had a close business
relationship and had shared offices since February 2002. The Credit First Entities raised
approximately $10.7 million from 186 investors nationwide from February 2001 to December
2005. As of December 2005, however, there was little to no money left to return to investors.*

GBI’s Santa Ana Office and Johndrow?’s Sale of Credit First Securities

6. GBI accounted for $3.1 million of the sales of Credit First securities. In January -
2004, GBI and Bettingen hired Johndrow to open and supervise an office location in Santa Ana,
California (the “Santa Ana Office”) to primarily sell Credit First securities. During 2004 — 2005,
the Santa Ana Office had one registered and about four unregistered salespersons, all supervised by
Johndrow.

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



7. Johndrow used pre-purchased lead lists to cold-call potential investors. Jobndrow
-also distributed the pre-purchased lead lists to the other salespersons at the Santa Ana Office, which
they used to cold-call potential investors. -

8 Johndrow trained the Credit First salespersons by having them listen in on his sales
calls. In particular, Johndrow instructed the salespersons to emphasize to investors that Credit First
was an income-based investment. ‘The salespersons sent prospective investors copies of Credit
First’s private placement memorandum and the subscription agreement after making an initial
telephone contact, and then telephoned them a second time approximately one week later to confirm
that they received the written materials and answer any questions. They then referred interested
investors to Johndrow or Lund, who helped them complete the necessary paperwork and close the
deal. :

9. GBI received a 10% sales commission on the sales of Credit First securities. GBI
retained 25% of the commission and paid the remaining to the pertinent licensed salespersons.
Johndrow also received a 5% override on all commissions earned by the licensed sa]espersons in the
Santa Ana Office. During the relevant period, Johndrow eamed $270,720 in commissions, and GBI
eamed $88,675 in commlssmns

10.  .Pursuant to a contractual arrangement with GBI, Johndrow paid all of the Santa -

~ Ana Office’s operating expenses including the administrative assistant’s salary, and rent, utilities,
and postage. The Santa Ana Office and Credit First, both, operated from the same business
location. Accordingly, Johndrow paid Lund for the rent and other overhead.

Johnifrow’s Misrepresentations to Investors

11.  Johndrow orally represented to prospective investors that Credit First would
provide them a monthly income and they could expect to receive at least 1% per month in profits.
Johndrow also told the salespersons he supervised to make similar representations to investors
during sales calls.

12.  Johndrow knew or was reckless in not knowing that Credit First did not make any -
~monthly returns of income to its investors. The financial statements of the Credit Fund Entities for
- the years 2002 to 2004 showed that they operated at a net loss and were only returning principal to
investors. Lund made these financial statements available to Johndrow for his review during the
entire time Johndrow was selling these securities, i.e., since December 2002. Johndrow failed to
review the financial statements, or perform an equivalent form of due diligence to ensure that he -
and his sales agents were making accurate representauons about the returns to investors when they
recommended securities of Credit First.

GBI’s Failure to Supervise Johndrow

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



sold Credit First shares for eleven months starting in January 2004 without the written supervisory
procedures necessary to prevent and detect Johndrow’s misrepresentations to Credit First investors
and unlawful cold-calling activity. '

. Légal Analysis

14.  As aresult of the conduct described above, Johndrow violated Sections 5(a), 5(c),
and 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder.

15. Section 15(b)(4)(E) of the Exchange Act requires broker-dealers reasonably to
supervise persons subject to their supervision, with a view toward preventing violations of the
federal securities laws. See, e.g., Dean Witter Reynolds, Inc., Exchange Act Rel. No. 46578
(October 1, 2002). The Commission has emphasized that the “responsibility of broker-dealers to
supervise their employees by means of effective, established procedures is a critical component in
the federal investor protection scheme regulating the securities markets.” Id. Section 15(b)(4)(E)
of the Exchange Act provides for the imposition of a sanction against a broker or dealer who “has
failed reasonably to supervise, with a view to preventing violations of the securities laws, another
person who commits such a violation, if such other person is subject to his supervision.”

16.  Asaresult of the conduct described abové, GBI failed reasonably to supervise
Johndrow within the meaning of Section 15(b) of the Exchange Act when it failed to supervise
Johndrow with a view to preventing and detecting violations of the federal securities laws.

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

Accordingly, pursuant to Section 15(b) of the Exchange Act, it is hereby ORDERED that:
A. = Respondent GBI is censured.

B. IT IS FURTHER ORDERED that Respondent GBI shall, within 30 days of the
entry of this Order, pay disgorgement of $88,675.00 and prejudgment interest of $8,460.51, for a
total payment of $97,135.51 to Thomas F. Lennon, Inc., the court-appointed receiver for Credit
First pursuant to Rule 1102 of the Commission’s Rules on Fair Fund and Disgorgement Plans [17
C.F.R. 201.1102]. If timely payment is not made, additional interest shall accrue pursuant to 31
U.S.C. 3717. Such payment shall be: (A) made by United States postal money order, certified
check, bank cashier’s check or'bank money order; (B) made payable to Thomas F. Lennon, Inc.;
(C) hand-delivered or mailed to Thomas F. Lennon, Inc., 7777 Alvarado Rd., Suite 712, La Mesa,
CA 91941-3688; and (D) submitted under cover letter that identifies GBI as a Respondent in these
proceedings, the file number of these proceedings, a copy of which cover letter and money order or



check shall be sent to Michele Wein Layne, D1v1310n of Enforcement, Securities and Exchange
‘ Commission, 5670 Wilshire Blvd., Suite 1100, Los Angeles, CA 90036.

Secretary - -

N/

% ; Eaﬂ Petersen
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59532 / March 6, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13402

. ~ ORDER INSTITUTING _
In the Matter of ' ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF
M. Grant Bettingen, THE SECURITIES EXCHANGE
’ ACT OF 1934, MAKING FINDINGS,
Respondent. AND IMPOSING REMEDIAL

: ' SANCTIONS AS TO M. GRANT
BETTINGEN

|

The Securities and Ex¢hange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted pursuant
fo Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”), against M. Grant
Bettingen (“Bettingen” or “Respondent”).

1L

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

Making Findings, and Imposing Remedial Sanctions (“Order™), as set forth below.
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. 1I1.
, On the basis of this Order and Respondent’s Offer, the Commission finds' that:

Summary

These proceedings arise out of Bettingen’s failure to supervise Christopher Johndrow in
connection with purported private placement offerings of the securities of Credit First, LLC and
Credit First Income Plus, LLC (collectively, “Credit First”) from January 2004 to December
2005.2 During this time, Johndrow was associated with Grant Bettingen, Inc. (“GBI”),’ a
registered broker-dealer owned and managed by Bettingen. Johndrow violated Section 17(a) of
the Securities Act of 1933 (“Securities Act”) and Section 10(b) of the Exchange Act and Rule
10b-5 thereunder by misrepresenting to investors and instructing the sales agents he supervised
to misrepresent to investors that they would receive at least 1% monthly returns of profits from
Credit First’s allegedly lucrative distressed debt business. Johndrow also violated Sections 5(a)
and 5(c) of the Securities Act by offering and selling Credit First securities, and instructing the
sales agents he supervised to offer and sell Credit First securities through general solicitations. -

Bettingen failed reasonably to supervise Johndrow because he and GBI did not have a
supervisory policy in place regarding the sale of securities in private placement offerings until
November 2004, almost a year after Johndrow began selling Credit First securities. Even after
Bettingen established a supervisory policy for private placement offerings, Bettingen failed to
follow the firm’s own procedures with respect to the Credit First offerings. Additionally, during

. the two years that Johndrow viblated the securities laws, Bettingen failed to follow existing
supervisory procedures with respect to conducting periodic inspections of Johndrow’s office,
which could have led to the prevention and detection of Johndrow’s violations. Bettingen also
knew of Johndrow’s discharge by a former broker-dealer for “selling away” violations and
failing to adequately supervise his branch, but Bettingen nevertheless failed to follow GBI's own
policy requiring heightened supervision in such a case. Asa result, Bettingen failed reasonably
to supervise Johndrow within the meaning of Section (1 5)b)(6)X(A) of the Exchange Act.

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

2 In December 2005, the Commission filed an action against Credit First and its principal, David Lund, for,
among other things, making false representations to investors (the “Lund Action™). SEC v. Credit First Fund, LP, et
al., CV05-8741-DSF (C.D. Cal. Dec. 15, 2005), Litigation Release No. 19497 (Dec. 16, 2005). In November 2006,
Lund settled with the Commission, consenting to a permanent injunction, disgorgement, prejudgment interest, a civil
penalty, and a five-year broker-dealer bar. Litigation Release No. 19497 (Dec. 20, 2006). On March 6, 2009, the
Commission instituted a settled administrative proceeding against Johndrow in which Johndrow consented to a
cease-and-desist order, disgorgement, prejudgment interest, a civil penalty, a three-year broker-dealer bar, and a
five-year supervisory bar. Christopher J. Johndrow, Exchange Act Release No, 33-9012
( March 6, 2009).

3 On March 6, 2009, the Commission instituted a settled administrative proceeding against GBI Grant
Bettingen, Inc., Exchange Act Release No. 34-59533 (March 6, 2009).




Respondent

1. M. Grant Bettingen (“Bettingen”), age 67, resides in Newport Beach, -
California. Bettingen was the president, compliance manager, and indirect owner of GBI until

~ April 2008. Bettingen directly supervised Johndrow from January 2004 to January 2008.

Bettingen currently holds Series 1, 3, 7, 24, 27, 55, and 63 licenses. Subsequent to the acquisition
of GBI by Rubicon Financial Incorporated, Bettingen has been replaced as president and
compliance manager and is now a minority owner of shares of GBI's parent company.

~ Other Relevant Entities and Persons

2. Grant Bettingen, Inc. (“GBI”) is a registered broker-dealer (File No. 8-34750)
based in Newport Beach, California since 1985. At the time of the misconduct, GBI had five
branch offices, four in Califomia and one in New York, as well as an unregistered office location
in Florida. Additionally, it had an unregistered office location in Orange County, California until
December 2005. GBI was owned by the Grant Bettingen Trust, of which M. Grant Bettingen was
the sole trustee. During the relevant period, GBI had 37 registered representatives and
approximate annual revenues of $4 million. GBI conducts a general securities business which
includes equities, fixed income securities, mutual funds, and insurance products. On June 2, 2008,

GBI was acquired by Rubicon Financial Incorporated, a publicly held company. :

3. The Credit First Entities are comprised of Credit First Fund, L.P., Credit First,
L1C, and Credit First Income Blus, LLC (collectively, the “Credit First Entities”) which were

- formed in February 2001, Aprf 2003 and July 2004, respectively. These companies raised at

least $10.7 million from 2002 to December 2005 in private placement offerings purportedly
exempt from registration under Section 4(2) of the Securities Act and Rule 506 of Regulation D.

‘GBI sold approximately $3.1 million of these securities beginning in-January 2004.

- 4 Christopher J. Johndrow (“J ohndrow”), age 44, resides in Hallandale Beach,
Florida. He holds Series 7, 24, and 63 licenses, and from 1991 through the present, has been
associated with thirteen different broker-dealers. One of the prior firms terminated Johndrow for
“selling away” violations and failing to supervise adequately his registered representatives. From
January 2004 to January 2008, Johndrow was associated with GBL a

Background

5. Credit First was in the business.of purchasing distressed debt and purportedly
generating profits by selling or collecting on the debt. Jobndrow had been selling securities of the
Credit First Entities since December 2002 through two other broker-dealers. He was therefore

- very familiar with Credit First and its principal, Lund. Johndrow and L.und had a close business

relationship and had shared offices since February 2002. The Credit First Entities raised
approximately $10.7 million from 186 investors nationwide from February 2001 to December
2005. As of December 2005, however, there was little money left to return to investors. 4

4 The Credit First entities raised approximately $10.7 million from investors and paid about $11.9 million
to acquire the defanlted debt portfolios. Lund also distributed approximately $6.1 million to investors.




GBI’s Santa'An.a Office and Johndrow’s Sale of Credit First Securities

6. GBI accounted for $3.1 million of the sales of Credit First securities. In January
2004, Bettingen hired Johndrow to open and supervise an office location in Santa Ana, California-
(the “Santa Ana Office”) to prifarily sell Credit First securities. During 2004 — 2005, the Santa
Ana Office had one registered and about four unregistered salespersons, all supervised by
Johndrow. | :

7. Johﬁdrow used pre-purchased lead lists to cold-call potential investors. Johndrow
also distributed the pre-purchased lead lists to other salespersons at the Santa Ana Office, which
they used to cold-call potential investors. ‘ :

8. Johndrow trained the Credit First salespersons by having them listen in on his sales
calls. In particular, Johndrow instructed the salespersons to emphasize to investors that Credit First
was an income-based investment. The salespersons sent prospective investors copies of Credit
First’s private placement memorandum and the subscription agreement after making an initial
telephone contact, and then telephoned them a second time approximately one week later to confirm -
that they received the written materials and answer any questions. They then referred interested
investors to Johndrow or Lund, who helped them complete the necessary paperwork and close the
deal. '

9. GBI received a 10% sales commission on the sales of Credit First securities. GBI
retained 25% of the commission and paid the remaining to the pertinent licensed salespersons.
Johndrow also received a 5% oygrride on all commissions earned by the licensed salespersons in the
Santa Ana Office. During the relevant period, Johndrow earned $270,720 in commissions, and GBI
earned $88,675 in commissions.

10.  Pursuant to a contractual arrangement with GBI, Johndrow paid all of the Santa
Ana Office’s operating expenses including the administrative assistant’s salary, and rent, utilities,
and postage. The Santa Ana Office and Credit First, both, operated from the same business
location. Accordingly, Johndrow paid Lund for the rent and other overhead.

Johndrow’s Misrepresentations to Investors

11.  Johndrow orally represented to prospective investors that Credit First would
provide them a monthly income and they could expect to receive at least 1% per month in profits.
Johndrow also told the salespersons he supervised to make similar representations to investors
during sales calls. :

12.  Johndrow knew or was reckless in not knowing that Credit First did not make any
monthly returns of income to its investors. The financial statements of the Credit Fund Entities for
the years 2002 to 2004 showed that they operated at a net loss and were only returning principal to
investors. Lund made these financial statements available to Johndrow for his review during the
entire time Johndrow was selling these securities, i.e., since December 2002. Johndrow failed to

Approximately $960,000 remained in the Credit First entities’ bank accounts when the Commmission brought the
Lund Action in December 2005.




review the financial statements, or perform an equivalent form of due diligence to ensure that he
and his sales agents were making accurate representations about the returns to investors when they
recommended securities of Credit First. )

Bettfngen’s Failﬁre to Supervise Johndrow

13.  Bettingen failed reasonably to supervise Johndrow. Bettingen directly supervised
Johndrow and had the powers traditionally associated with a supervisor — he hired Johndrow and
had the authority to fire him. Bettingen was also responsible for ensuring that GBI established
adequate written supervisory procedures and a system for applying those procedures.

No Written Supervisory Procedures for Private Placement Offerings

14.  Bettingen and GBI adopted a Written Supervisory Procedures Manual (the “January
Manual”’) when GBI began selling Credit First securities in early 2004. However, written
supervisory procedures for private placement offerings were added only in the November 2004
Manual (the “November Manual”). Nevertheless, GBI sold Credit First shares for eleven months
starting in January 2004 without the written supervisory procedures necessary to prevent and detect
Johndrow’s violations of the securities laws in connection with the private placement offerings of

-Credit First securities to customers. '

15.  Even after adopting the November Manual, Bettingen failed to follow its
procedures. The November Manual required Bettingen to perform due diligence on an ongoing
basis for GBI’s private p]acemegt offerings. The procedure required Bettingen to review all of the

offering materials and execute an agreement with the issuer. It also required Bettingen to
document his efforts by maintaming a file comprised of, among other things, the issuer agreement,
an 1ssuer representation letter, and the offering matenals. Finally, it required Bettingen to review
the issuer’s financial statements for the past twelve months.

16. Bettingen failed to follow any of these due diligence procedures with respect to the
. Credit First securities recommended and sold by Johndrow to customers. Bettingen merely leafed
through Credit First’s private placement memoranda and held one or two meetings with Johndrow
to discuss the offering. In one such meeting, Johndrow represented to Bettingen that Credit First
returned 1%-3% monthly distributions of profits to investors. Bettingen did nothing, however, to
verify Johndrow’s representations, including reviewing Credit First’s financial statements for the
past twelve months, which would have revealed that Credit First was returning capital to its
investors. Bettingen’s failure to follow these due diligence procedures for the Credit First
securities is particularly egregious in light of other supervisory failures by Bettingen.

17. Moreover, Bettingen failed to follow the November Manual’s procedure
regarding cold-calling and private placement offerings.. The November Manual states in
pertinent part: “A key element of private placement exemptions . . . is that there may be no
general solicitation of the issue. This includes . . . [n]o cold calling of potentiat offerees.” Not
surprisingly, Johndrow’s cold-calling of potentlal investors in Credit First continued unabated for
almost two years.




Bettingen Failed to Follow Another Supervisory Procedure

18.  Another more generai written supervisory procedure was specified in the January

~ Manual and the November Manual (collectively, the “Manuals™). Most s1gnjﬁ6antly, the January

Manual contained a written policy requiring Bettingen to make quarterly compliance visits to non-
branch business locations, like the Santa Ana Office. The January Manual further required
Bettingen to documents those visits.

, 19.  Despite these clear written directives, Bettingen never made a quarterly
compliance-related visit to the Santa Ana Office. The only compliance-related visit to the Santa
Ana Office was made by another GBI executive in July 2005, who did detect the cold-calling at the
Santa Ana Office and informed Bettingen about it. However, this occurred well after the bulk of
Credit First securities were sold. Furthermore, Bettingen did not do anything to stop the cold-
calling. Bettingen may have visited the Santa Ana Office one or two times, but those visits were
made for sales purposes and to discuss general business issues with Johndrow. Indeed, Bettingen
delegated the majority of his day-to-day “on-site” supervisory responsibilities to Johndrow, except
for the quarterly visits. This was unreasonable because it left Johndrow to supervise himself. Had .
Bettingen followed the supervisory procedures, or followed up on the report of cold-calling from
the July 2005 visit, it would have given him the opportunity to detect and prevent the securities
antifraud and regjstration violations by Johndrow. :

Bettingen Did Not Respond Adequately to Indications of Irregula‘_rity

20.  When Johndrow joined GBI in 2004, Bettingen did identify him as a broker in
need of heightened supervision; however, he failed to implement the applicable procedure set
forth in the Manuals. The procedure applied when a registered representative met one or more of
the criteria enumerated in the Manuals, including employment with three or more broker-dealers
in the past five years and being discharged or permitted to resign from a former employer where
the termination appeared to involve a significant sales practice. Here, Johndrow was associated
with five different broker-dealers in the three years prior to his association with GBI, and he was
discharged by one of these firms for “selling away” violations and failing to supervise his
registered representatives. GBE’s hei ghtened supervision procedure required, among other
things, a special supervision memorandum, extra training or continuing education in areas
subject to special supervision, and assignment of the registered representative to a “mentor.” -
Bettingen failed to establish such a heightened supervisory program for Johndrow even though
he knew that GBI had represented to FINRA (then the NASD) that such a program was

. established for Johndrow. A FINRA representative had identified J ohndrow as a registered

representative in need of special supervision as part of its tracking and compliance program. If
Bettingen had established heightened supervision over Johndrow, he would have likely -
prevented and detected Johndrow’s securities law violations.

Legal Analysis

21.  Asaresult of the conduct described above, Johndrow violated Sections 5(a), 5(c),
and 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder.




22, Section 15(b)(4)(E) of the Exchange Act requires broker-dealers reasonably to
. supervise persons subject to their supervision, with a view toward preventing violations of the
federal securities laws. See, e.g., Dean Witter Reynolds, Inc., Exchange Act Rel. No. 46578
~ (October 1, 2002). The Commission has emphasized that the “responsibility of broker-dealers to.
supervise their employees by means of effective, established procedures is a critical component in
the federal investor protection scheme regulating the securities markets.” Id.’ Section 15(b}(4)(E)
of the Exchange Act provides for the imposition of a sanction against a broker or dealer who “has
failed reasonably to supervise, with a view to preventing violations of the securities laws, another
person who commits such a violation, if such other person is subject to his supervision.” Section
15(b)(6)(A)(i) parallels Section 15(b)(4)(E) and provides for the imposition of sanctions against
persons associated with a broker-dealer. ‘ ‘

_ 23. As a result of the conduct described above, Bettingen failed reasonably to supervise
Johndrow within the meaning of Section 15(b) of the Exchange Act when he failed to supervise
Johndrow with a view to preventing and detecting his violations of the federal securities laws.

Iv.

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

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

. A. Respondent Bettingen be, and hereby is, barred from association in a supervisory
capacity with any broker or dealer for a period of three (3) years with the right to reapply for
association in a supervisory capacity after three (3) years to the appropriate self-regulatory

organization, or if there is none, to the Commission; _

B. Any reapplication for association by Respondent Bettingen will be subject to the
applicable laws and regulations governing the reentry process, and the reentry may be conditioned
upon a number of factors, including, but not limited to, the satisfaction of any or all of the
following: (a) any disgorgement ordered against the Respondent, whether or not the Commission
has fully or partially waived payment of such disgorgement; (b) any arbitration award related to the

conduct that served as the basis for the Commission Order; (c) any self-regulatory organization
arbitration award to a customer, whether or not related to the conduct that served as the basis for
the Commission Order; and (d) any restitution order by a self-regulatory organization, whether or
not related to the conduct that served as the basis for the Commission Order.

C. IT IS FURTHER ORDERED that Respondent shall, within 30 days of the entry of
this Order, pay a civil money penalty in the amount of $35,000 to the United States Treasury. If
timely payment is not made, additional interest shall accrue pursuant to 31 U.S.C. 3717. Such
payment shall be: (A) made by United States postal money order, certified check, bank cashier's
check or bank money order; (B) made payable to the Securities and Exchange Commission; (C)
hand-delivered or mailed to the Office of Financial Management, Securities and Exchange
Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and

. (D) submitted under cover letter that identifies Bettingen as a Respondent in these proceedings, the




file number of these proceedings, a copy of which cover letter and mioney order or check shall be
sent to Michele Wein Layne, Division of Enforcement, Securities and Exchange Commission,
5670 Wilshire Blvd., Suite 1100, Los Angeles, CA 90036.

By the Commission.

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

SECURITIES EXCHANGE ACT OF 1934
Release No. 59530 / March 6, 2009

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2944 / March 6, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13400

In the Matter of ORDER INSTITUTING PUBLIC
' ADMINISTRATIVE PROCEEDINGS
STEPHAN HUSI _ PURSUANT TO RULE 102(e) OF THE
COMMISSION’S RULES OF PRACTICE,
Respondent. MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS '
g
L.

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

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section T11.2. below, which are admitted, Respondent
consents to the entry of this Order Instituting Public Administrative Proceedings Pursuant to Rule

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

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

the rules and regulations thereunder.
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102(e) of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial
Sanctions (the “Order”), as set forth below.

118 ' -
On the basis of this Order and Respondent’s Offer, the Commission finds that:.

' 1. Husi, age 48, has held a certificate as a “Swiss Certified Expert for
Accounting and Controlling” since 1996. From April 2002 through October 2003, he was the Head
of Corporate Planning & Controlling of Centerpulse Ltd., a Swiss public company that
manufactured and marketed various medical devices. From January 2001 through October 2003,
Centerpulse’s American Depositary Shares were registered in the United States pursuant to Section
12(b) of the Securities Exchange Act of 1934 (the “Exchange Act”) and were traded on the New
York Stock Exchange under the symbol “CEP.”

: 2. On January 23, 2009, a final judgment was entered against Husi,
permanently enjoining him from future violations of Sections 10(b) and 13(b)(5) of the Exchange -
Act and Rules 10b-5 and 13b2-1 thereunder, and from aiding and abetting future violations of
Sections 10(b), 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act and Rules 10b-5, 12b-20,
13a-1 and 13a-16 thereunder, in the &ivil action entitled United States Securities and Exchange
Commission v. Urs Kamber et al., Civil Action Number 1:07-cv-01867 (JDB), in the United States -
District Court for the District of Columbia. Husi was also ordered to pay $14,216 in disgorgement
of ill-gotten gains, $5,868 in prejudgment interest, and a $30,000 civil money penalty.
wilb .

3. The Commission’s complaint alleged that Husi and others engaged in a
fraudulent scheme to inflate Centerpulse’s reported earnings during the second half of 2002 by
manipulating reserves and refusing to recognize expenses and liabilities. The complaint also
alleged that, as a result of the scheme, Centerpulse issued and fumnished to the Commission false
and misleading earnings releases for the third and fourth quarters of 2002, and issued and filed
with the Commission a false and misleading annual report for fiscal 2002, which materially
overstated Centerpulse’s third quarter 2002 reported pretax income by approximately $32 million,
and its fourth quarter 2002 and fiscal year 2002 reported pretax income by at least $26.4 million.-




Iv.

In view of the foregomg, the Commission deems it appropriate and in the public mterest to
impose the sanction agreed to in Respondent Husi’s Offer.

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

A Hust is suspended from appearing or practicing before the Commission as an
accountant. N

B. After 5 years from the date of this order, Respondent may request that the
Commission consider his reinstatement by submitting an application (attention: Office of the
Chief Accountant) to resume appearing or practicing before the Commission as:

1. a preparer or reviewer, or a person responsible for the preparation or
review, of any public company’s financial statements that are filed with the Commission. Such -
an application must satisfy the Commission that Respondent’s work in his practice before the -
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or

2. an independent accountant. Such an applicaiion must satisfy the
‘Commission that: ' o ‘
Fx 3
(a) Respondent, or the public accounting firm with which he is
associated, is registered with the Public Company Accounting Oversight Board (“Board™) in
accordance with the Sarbanes-Oxley Act of 2002, and such registration continues to be effective;

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

{(¢)  Respondent has resolved all disciplinary issues with the Boafd and
has complied with all terms and conditions of any sanctions imposed by the Board (other than
remstatement by the Commission); and :

(d  Respondent acknowledges his responsibility, as long as
Respondent appears or practices before the Commission as an independent accountant, to:
comply with all requirements of the Commission and the Board, including, but not limited to, all
requirements relating to registration, inspections, concurring partner reviews and quality control
standards.

C. The Commission will consider an application by Respondent to resume
appearing or practicing before the Commission provided that his status as an accountant is

3-




current and he has resolved all other disciplinary issues with the applicable boards of
accountancy. However, if resolution of any disciplinary action by a board of accountancy

is dependent on reinstatement by the Commission, the Commission will consider an
application on its-other merits. The Commission’s review may include consideration of, in
addition to the matters referenced above, any other matters relating to Respondent’s '
character, integrity, professional conduct, or qualifications to appear or practice before the
Commission.

By the C-omrm'ss.ion,

Elizabeth M. Murphy
Secretary

By: J. Lynn Taylor

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

March 6, 2009
"IN THE MATTER OF
INTERNATIONAL BUSINESS : ORDER OF SUSPENSION
VENTURES GROUP, INC., .. OF TRADING
File No. 500-1 :

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of International Business
Ventures Group, Inc. (“IBVG™) because of questions regarding the accuracy of assertions

by IBVG, and by others, of publicly disseminated information concerning, among other

things, IBVG’s products and business prospects.

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

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the securities in the above listed company is suspended for the
period from 9:30 a.m. EST, March 6, 2009 through 11:59 p.m. EDT, on March 19, 2009,

By the Commission.

Elizabeth M. Murphy
Secretary

By: J. Lynn Taylor
Agsistant Secretary
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Before the

. UNITED STATES OF AMERICA
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9011 A/March 6, 2009

SECURITIES EXCHANGE ACT OF 1934
" Release No. 59528A/March 6, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13099

In the Matter of
CORRECTED ORDER MAKING
NEWBRIDGE SECURITIES FINDINGS AND IMPOSING A CEASE-
CORP., GUY S. AMICO, AND-DESIST ORDER AND REMEDIAL
SCOTT H. GOLDSTEIN, SANCTIONS PURSUANT TO SECTION
ERIC M. VALLEJO, and 8A OF THE SECURITIES ACT OF 1933
" DANIEL M. KANTROWITZ, AND SECTIONS 15(b) AND 21C OF THE
' SECURITIES EXCHANGE ACT OF 1934
. Respondents. AS TO NEWBRIDGE SECURITIES CORP.
L

Newbridge Securities Corp. (“Newbridge” or “Respondent™), pursuant to Rule 240(a) of
the Rules of Practice of the Securities and Exchange Commission (“Commission™) {17 C.F.R.§
201.240(a)] submitted an Offer of Settlement (“Offer”) in the above-captioned proceeding
instituted against Respondent on July 25, 2008 by the Commission, pursuant to Section 8A of the
Securities Act of 1933 (“Securities Act”), and Sections 15(b) and 21C of the Securities Exchange
Act of 1934 (“Exchange Act”). The Commission deems it appropriate and in the public interest to
accept the Offer.

1L

Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission or to which the Commission is a party, and without admitting or denying
the findings herein, except for the Commission’s jurisdiction over Respondent and the subject
matter of these proceedings, which are admitted, Respondent consents to the entry of this Order
Making Findings and Imposing A Cease-and-Desist Order and Remedial Sanctions Pursuant to
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. " Section 8A of the Securities Act and Sections 15(b) and 21C of the Securities Exchange Act of
1934 (“Order”), as set forth below. :

II1.
On the basis of this Order and Respondent’s Otfer, the Commission finds' that:
FINDINGS

A. RESPONDENT

1. Newbridge, a Fort Lauderdale, Florida broker-dealer, has been registered
with the Commission since 2000 and is a member of the Financial Industry Regulatory Authority
(“FINRA™). Over the course of the past five years, FINRA has brought numerous actions against
Newbridge alleging the firm failed to comply with various broker-dealer regulations.

B. BACKGROUND

2. Guy S. Amico (“Amico™), 45, resides in Wellington, Florida. Amico is an
owner of Newbridge.

. 3. Scott H. Goldstein (“Goldstein™), 43, resides in Delray Beach, Flonda.
Goldstein is an owner of Newbridge.

4. Eric M. Vallejo (“Vallejo™), 44, resides in Hollywood, Florida. Vallejo is
Newbridge’s head trader.

5. Daniel M. Kantrowitz (“Kantrowitz”), 45, resides in Boca Raton, Florida.
Kantrowitz was a registered representative at Newbridge. In 1996, FINRA censured and fined
Kantrowitz $10,000, suspended Kantrowitz from associating with any member for 120 days in any
capacity and required him to pay $3,625 in restitution to NAIB Trading Corporation because he
arranged a fictitious, profitable trade on behalf of a customer as a reward for the customer’s
business in violation of the FINRA Rules of Fair Practice. (FINRA Case Number CMS950084
filed July 24, 1995.) During the relevant time period, Kantrowitz participated in offerings of
Concorde America, Inc. and Roanoke Technology Corp. stock, which were penny stocks.

6. Concorde America, Inc. (“Concorde™} is a Nevada corporation with its
principal place of business in Boca Raton, Florida. Concorde’s securities, which are quoted on the
Pink Sheets, are not registered with the Commission. On February 14, 2005, the Commission filed
a civil injunctive action against Concorde and others based on their violations of the antifraud
provisions of the federal securities laws for their participation in a fraudulent manipulation of
Concorde shares. SEC v. Concorde America, Inc.. Absolute Health and Fitness, Inc., et al., Case

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

entity in this or any other proceeding.
2




. No. 05-80128-CIV-ZLOCH (8.D. Fla.). Concorde consented to all non-monetary relief sought in
the complaint and the court entered a final judgment of permanent injunction on February 9, 2007.

7. Donald Oehmke (“Oehmke™), 58, resides in Kalamazoo, Michigan.
Oechmke, a former registered representative, was permanently barred from association with any
FINRA member in 1991. Oehmke controlled a shell company, which later became Concorde, and
executed numerous fraudulent securities transactions in Concorde through Newbridge and another
broker-dealer registered with the Commission (“other broker-dealer”). The Commission named
Oechmke as a defendant in the Concorde action based on his violation of the antifraud provisions of
the federal securities laws, for his participation in the fraudulent manipulation of Concorde shares.
On November 28, 2006, the court entered a final judgment against Oehmke enjoining him from
future violations of the antifraud provisions of the federal securities laws and imposing a penny
stock bar, an unregistered offering bar, disgorgement in the amount of $1,095,177, prejudgment
interest of $109,307, and a civil penalty of $250,000.

8 - Roanoke Technology Corp. (“Roancke”) is a Florida corporation
headquartered in Rocky Mount, North Carolina. Roanoke’s common stock was registered with the
Commission pursuant to Section 12(g) of the Exchange Act. On January 15, 2008, the
Commission revoked Roanoke’s registration for its repeated failure to file required periodic
reports. The stock was quoted on the Over-The-Counter Bulletin Board, then quoted on the Pink
Sheets. Prior to the Commission revoking Roanoke’s registration, the Commission filed a civil

. injunctive action on December 21, 2005 against Roanoke and others for their participation in a
fraudulent S-8 scheme, and charged Roanoke with antifraud, registration, and reporting violations
of the federal securities laws. SEC v. Roanoke Technology Corp. et al., Case No. 6:05-CV-1880-
ORI-3-KRS (M.D. Fla.). Roanoke consented to all non-monetary relief sought in the complaint
and the court entered a final judgment of permanent injunction on September 27, 2006.

9. Thomas L. Bojadzijev (“Bojadzijev™), 29, resides in Orlando, Florida, and is
purportedly a self-employed consultant. Bojadzijev participated in a sham S-8 scheme with
Roanoke, and executed numerous fraudulent securities transactions in Roanoke through
Newbridge. The Commission named Bojadzijev as a defendant in the Roanoke civil injunctive
action based on his violations of the antifraud, registration, and reporting provisions of the federal
securities laws for participating in the fraudulent S-8 scheme. On January 3, 2007, the court
entered a judgment against Bojadzijev enjoining him from future violations of the antifraud,
registration, and reporting provisions of the federal securities laws, and imposing a penny stock
bar. On August 31, 2007, the court entered a final judgment against Bojadzijev ordering him to
pay disgorgement in the amount of $2,681,866, prejudgment interest of $291,565 and a civil
penalty in the amount of $120,000.

10.  In2003 and 2004, Kantrowitz engaged in the manipulation of Concorde and
Roanoke shares on behalf of Oehmke and Bojadzijev, respectively. Kantrowitz used Newbridge’s
market making capacity to manipulate the securities.

. 1. In October 2002 and December 2003, Newbridge was advised by the
Commission’s examination staff of supervisory failures at Newbridge's trading desk and the
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. possibility that Kantrowitz’s business was facilitating unregistered offerings and engaging in other

' manipulative conduct. Despite these warnings, Newbridge did not develop and implement
policies, procedures, and systems reasonably designed to prevent and detect Kantrowitz’s
manipulation of Concorde securities and his manipulation and unregistered distribution of Roanoke
securities.

12.  Atall relevant times, Amico and Goldstein were Newbridge’s president and
chief executive officer, respectively, and they had ultimate authority and responsibility for
developing reasonable firm supervisory procedures. Amico and Goldstein claim they delegated the

~ day-to-day supervision of Kantrowitz to subordinates.

13.  Vallejo, the firm’s head trader, directly supervised Kantrowitz.

14.  Newbridge, through the actions of certain of its registered representatives,
also violated the federal securities laws in cormection with two initial public offerings when the
registered representatives sent detailed emails concerning the offerings to customers during the
“waiting period,” the period after a registration statement is filed with the Commission but before
the Commission declares it effective.

C. MANIPULATION OF CONCORDE

. 15.  From June through October 2004, Kantrowitz engaged in a manipulation
scheme involving the securities of Concorde that enabled Oehmke to reap more than $5.8 million
in sales proceeds by liquidating more than 1.5 miilion Concorde shares.

16. In June 2004, Ochmke obtained ten million shares of Concorde, which
constituted almost all of Concorde’s publicly tradable shares. Ochmke subsequently distributed
the shares to a number of offshore nominee entities that maintained brokerage accounts at
Newbridge and the other broker-deater, who also made a market in Concorde.

17.  Beginning on June 30, 2004, Ochmke directed Kantrowitz and the other
broker-dealer’s market making activities to increase Concorde’s share price. At Oehmke’s
direction, Kantrowitz and the other broker-dealer placed increasing bids on Concorde stock, even

though no Concorde shares were traded and no news items were disseminated. From June 30 to
July 27, 2004, Kantrowitz manipulated Concorde’s share price upward from $0.01 to $3.00.

18.  Despite raising the bid price for Concorde shares on an almost daily basis,
Kantrowitz was aware that Oehmke had no interest in buying Concorde shares. Ochmke had
comimunicated to Kantrowitz that Oehmke intended to liquidate the large number of Concorde
shares he deposited with the firm through an account he maintained at Newbridge as well as, in a
representative capacity, through an account maintained by one of the offshore nominee entities.

19.  After raising the price of Concorde shares under Ochmke’s direction
. through increasing fictitious bids, Kantrowitz took part in a scheme to dispose of the shares
without drawing attention to Oehmke’s control over the supply of Concorde shares. Beginning in
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. July 2004, Ochmke directed Kantrowitz and the other broker-dealer to sell his Concorde shares,
which he had deposited at each firm. iy

70.  Kantrowitz followed another Oehmke tactic designed to artificially
stimulate market activity in Concorde shares. To further create the appearance of an active and
competitive market, Oechmke directed wash trades between accounts he controlied and directed
Kantrowitz and the other broker-dealer to post quotes to buy the stock. Kantrowitz followed

Oehmke’s instructions.

21.  Additionally, Kantrowitz complied with Oehmke’s instruction to stay
“close” to and shadow the bids posted by the other broker-dealer in Concorde stock, by either
posting the same or incrementally higher quotes, despite an August 11, 2004 Concorde disclaimer
press release that caused the stock price to drop more than 80%.

22.  In August 2004, Ochmke started another campaign to raise Concorde’s
share price. Oehmke directed Kantrowitz and the other broker-dealer to make a series of
incrementally higher bid quotes. By utilizing two market makers, Ochmke was able to cause
K antrowitz and the other broker-dealer to create the appearance of buyers at each firm engaging in
a bidding war for the stock. Kantrowitz complied with Oehmke’s instruction to incrementally
increase Newbridge’s bids in accordance to bids posted by the other broker-dealer. As a result,
Kantrowitz and the other broker-dealer rapidly manipulated Concorde’s share price upward on

. August 13,2004 from $1.75 to $5.45 over a period of an hour and twenty minutes, creating another
rise in Concorde’s share price that enabled Oehmke to liquidate additional Concorde shares at a

substantial profit.

23 Kantrowitz knew that Oehmke had no bona fide interest in buying
Concorde shares. Through a series of instant-messages, Ochmke conveyed to Kantrowitz his
manipulative intent. One example is Ochmke directing Kantrowitz to stay “close” to and shadow
the bids posted by the other broker-dealer in Kantrowitz’s quoting activities.

24.  Based upon the foregoing, Kantrowitz knew or was reckless in not knowing
that he was fraudulently manipulating the market in Concorde shares, in furtherance of Oehmke’s
manipulative scheme. Kantrowitz knew Ochmke wanted to liquidate a large number of Concorde
shares and that Oehmke had no interest in buying any Concorde stock. Further, Kantrowitz knew
that Oehmke was liquidating Concorde shares through the other broker-dealer, and was
manipulating the market by having Kantrowitz shadow the other broker-dealer’s bids and enter into
trades with the other broker-dealer.




‘

D. UNREGISTERED DISTRIBUTION OF ROANOKE

25.  From November through December 2003, Bojadzijev received 300 million
shares of Roanoke, totaling nearly half of Roanoke’s outstanding shares. Bojadzijev posed as a
consultant to the company and obtained these shares through a sham S-8 scheme. Bojadzijev
deposited his Roanoke holdings with Newbridge for liquidation, in blocks of 50 million shares.

26.  Newbridge maintained an intermal stock certificate deposit form that
registered representatives were required to complete prior to liquidating any stock that a customer
deposited in his account. A registered representative was required to complete a form for each
deposit of securities. According to Newbridge’s policies and procedures, no trades could be
effected and no sales proceeds distributed until the form was completed.

27.  Kantrowitz failed to inquire adequately as to the source of Bojadzijev’s
Roanoke shares. Kantrowitz asked Bojadzijev for the minimal information necessary to complete
Newbridge’s internal stock certificate deposit forms while ignoring Bojadzijev’s suspect and
contradictory information regarding the source of his Roanoke shares.

28.  When Kantrowitz belatedly completed Newbridge’s internal stock
certificate form for the blocks of Roanoke shares Bojadzijev initially deposited with the firm,
Kantrowitz falsely represented on the internal stock certificate form that Bojadzijev received such
shares through a private transaction. In contrast, Roanoke’s public filing showed that Roanoke had
issued Bojadzijev shares through a Form S-8.

29. After Kantrowitz had already begun liquidating Bojadzijev’s Roanoke
shares, Kantrowitz asked Bojadzijev to obtain a letter from Roanoke confirming that his shares
would not be cancelled. On November 28, 2003, Bojadzijev faxed Kantrowitz a letter written by
Roanoke’s former president to Bojadzijev which noted: “As we discussed, the 300 million shares
registered on 11-21-2003 will not be cancelled under any circumstances. They will be issued to
you in lots of 50 million, which keeps you under the 10% rule.” Kantrowitz never questioned
Roanoke’s confirming letter outlining the highly suspect manner in which the company was
issuing the shares to Bojadzijev.

30.  Kantrowitz repeatedly liquidated Bojadzijev’s shares and wired the sales
proceeds despite the following: (1) Bojadzijev repeatedly pressured Kantrowitz to process his wire
requests faster; (2) Bojadzijev informed Kantrowitz that his ability to deposit additional blocks of
Roanoke shares depended on how quickly Newbridge wired out the proceeds of his sales; (3) -
Bojadzijev informed Kantrowitz that he forwarded his Roanoke sales proceeds to a third party, a
practice inconsistent with his claims that the shares were compensation for consulting services; and
(4) Kantrowitz failed to complete the forms for each block of Bojadzijev’s Roanoke shares until
after he liquidated each block.




E. MANIPULATION OF ROANOKE

31. In order to liquidate his S-8 shares into the market, Bojadzijev instructed
Kantrowitz to post increasing bids for Roanoke to artificially buoy the stock price. Kantrowitz
complied and regularly quoted bids that were greater than or equal to the highest prevailing bids
posted by other market makers.

32.  Kantrowitz knew that Bojadzijev had no interest in buying Roanoke shares.
Bojadzijev had communicated to Kantrowitz that Bojadzijev intended to liquidate the large number
of Roanoke shares he owned.

33,  As a means of determining the highest price at which he could start

" liquidating his Roanoke shares, Bojadzijev instructed Kantrowitz to “test” the market and post an

ask quote in Roanoke. Kantrowitz complied before Bojadzijev had yet to deposit any shares of

~ Roanoke with Newbridge to sell.

34,  Kantrowitz proceeded with other Bojadzijev tactics designed to artificially
stimulate market activity in Roanoke shares. At one point, Bojadzijev’s efforts to mantpulate
Roanoke’s bid price upward was temporarily impeded when Kantrowitz’s bid price came close to
equaling the inside ask price being posted by another market maker. Bojadzijev instructed
Kantrowitz to purchase the shares offered by the market maker on the inside ask, effectively
removing those shares from the inside ask. Kantrowitz knew that Bojadzijev was attempting to
‘nerease the nside ask so that he could continue directing Kantrowitz to increase Roanoke’s bid

price.

35.  Kantrowitz also knew that Bojadzijev was privy to information regarding
when Roanoke planned to issue press releases. Bojadzijev repeatedly told Kantrowitz when the
company expected to issue news and even confirmed when the company actually 1ssued press
releases. Kantrowitz followed Bojadzijev’s instructions to post increasing bids in Roanoke stock,
which enabled Bojadzijev to time his sales of Roanoke shares with the issuance of Roanoke press
releases.

36,  Through a series of instant-messages, Bojadzijev conveyed to Kantrowitz
his manipulative intent. For example, Bojadzijev told Kantrowitz, “1 want to make 150k profit
next batch trying to move this up.” Nonctheless, Kantrowitz repeatedly complied with
Bojadzijev’s instructions.

37.  From November through December 2003, Kantrowitz enabled Bojadzijev to
raise over $1.1 million in sales proceeds through the manipulation of Roanoke shares. '

38, Based upon the foregoing, Kantrowitz knew or was reckless in not knowing
that he was fraudulently manipulating the market in Roanoke shares in furtherance of Bojadzijev’s
manipulative scheme. Kantrowitz knew Bojadzijev wanted to liquidate a large number of Roanoke
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shares and that Bojadzijev had no interest in buying any Roanoke stock. Further, Kantrowitz knew
that Bojadzijev was providing him with instructions to manipulate Roanoke’s share price rather than
for the purpose of effecting legitimate trades.

F. NEWBRIDGE FAILED REASONABLY TO SUPERVISE KANTROWITZ

39.  Newbridge did not reasonably supervise Kantrowitz with a view to
preventing his violations of the federal securities laws.

40.  Newbridge did not reasonably supervise Kantrowitz because it did not
develop reasonable systems to implement its policies and procedures to prevent and detect
Kantrowitz’s stock manipulations. While Newbridge’s compliance manual contained an explicit
description of manipulative activities and policies prohibiting such practices, the firm did not have
adequate systems to implement its policies and procedures to prevent and detect Kantrowitz’s
manipulative conduct. The firm claims to have delegated to Vallejo supervisory responsibility
over the trading desk, tasking him with the responsibility for monitoring for manipulative activity.
Newbridge, however, did not provide Vallejo with any systems or guidance as to how he was
expected to prevent and detect such conduct. ‘

) 41.  Newbridge also did not develop reasonable policies and procedures to
prevent and detect Kantrowitz’s unregistered offerings. Newbridge created the internal stock
certificate deposit form in an effort, in part, to address unregistered stock distributions. The
process for completing the form was ineffective because it allowed registered representatives to
obtain the requisite information by simply asking their customers, who could and did make self-
serving statements. Other than confirm with transfer agents that the relevant stocks were clear to
sell, Newbridge did not take sufficient steps to verify the accuracy of the information provided on
the form. Newbridge’s former chief compliance officer claimed that documentation, such as
consulting agreements and stock loan agreements, was “normally” required to be submitted with
the internal stock certificate deposit form to evidence the source of a customer’s shares. However,
neither the compliance manual nor the deposit form memorialized this requirement, and it was not
consistently adhered to in practice.

42.  Furthermore, Newbridge did not develop reasonable systems to implement
the firm’s policies and procedures with respect to the review of customer correspondence with a
view to preventing and detecting Kantrowitz’s misconduct. As noted above, instant messages
played a central role in the Roanoke manipulation and unregistered distribution. Although FINRA
reminded all broker-dealers in July 2003 of the requirement to review instant messages, Newbridge
did not implement a policy to review instant messages until July 20047 While Newbridge’s
compliance manual expressly required supervisors to review other forms of correspondence (such
as letters and faxes), there is no evidence that anyone at the firm consistently performed that task at
the trading desk. This is significant because a large part of the trading desk’s activities consisted of

2 NASD Notice to Members, 03-33 (July 2003}, requires members to establish an adequate supervisory
program if they allow instant messaging and to ensure that their use of instant messaging complies with FINRA and
SEC recordkeeping requirements.




servicing retail customers. At the least, Newbridge may have prevented and detected Kantrowitz’s
unregistered distribution of Roanoke shares if it had developed reasonable systems to implement
its policies and procedures concerning correspondence review. As noted above, on November 28,
2003, Bojadzijev faxed Kantrowitz a suspect letter noting that he would be receiving his Roanoke
shares in certain blocks to avoid the reporting requirements. There is no evidence that anyone at
Newbridge ever reviewed that letter.

G. VIOLATIVE EMAILS SENT IN CONNECTION WITH INITIAL PUBLIC
OFFERINGS

43,  From June through July 2004, Newbridge violated the federal securities
laws when its registered representatives sent communications to customers concerning two
anticipated IPOs.

44.  On April 30, 2004, Newbridge learned that Lumera Corp. (“Lumera”) was
planning an IPO, and took steps to attempt to participate as an underwriter. Lumera filed a
registration -statement with the Commission on May 19, 2004. During the waiting period,
registered representatives are permitted to solicit indications of interest from customers for the
offering, but are restricted in what information they can release to the public.

45.  On June 28, 2004, approximately a month after Lumera filed its registration
statement and during the waiting period, Newbridge held a due diligence meeting where the lead
underwriter for Lumera’s IPQ distributed a sales memorandum marked “For Internal Use Only.”
Newbridge briefed its sales force and informed them that they were permitted to contact customers
solely to solicit indications of interest. '

46.  On the following day, a registered representative in Newbridge’s Fort
Lauderdale, Florida branch sent an email to a prospective customner regarding the Lumera offering.
The email provided a link to the preliminary prospectus, but also included prohibited details about
the offering. For example, the registered representative inserted content from the internal sales
memorandum and other information not contained in the preliminary prospectus. The email
described Lumera as a nanotechnology company “addressing three primary multi-billion dollar
markets.” The email also noted that Lumera “will have revenue in 2004” and contained
projections of revenue of “$12-18 million and profitability of 0.10 — 0.16 per share for 2005.”

47.  During the next two weeks, the registered representative on over twenty
separate occasions sent various versions of the email to over sixty individuals, many of whom did
not maintain accounts at Newbridge. The registered representative continued his practice of
providing a hyperlink to Lumera’s preliminary prospectus, but only to some of the email recipients.
Other registered representatives at Newbridge also sent prospective investors in Lumera’s IPO
emails containing prohibited details about the offering. These emails concerning the Lumera IPO
were prohibited written offers during the waiting period.

48,  Around the same time period, Newbridge registered: representatives also
improperly solicited investors for SandHill IT Security Acquisition Corp.’s (“SandHill”) IPO by

9




LY

sending emails that included information not contained in the preliminary prospectus during the
waiting period. The emails sometimes contained a hyperlink to SandHill’s preliminary prospectus,
but often improperly included projections and other information not included in the preliminary

prospectus.

H. VIOLATIONS

49.  As a result of the conduct described above, Newbridge wiltfully® violated
Sections 5(a) and 5(c) of the Securities Act by directly or indirectly, offering to sell and selling
Roanoke shares through the use of any means or instrumentality of transportation, communication
in interstate commerce, or of the mails when the Roanoke shares were not the subject of an

effective registration statement.

50.  As a result of the conduct described above, Newbridge did not reasonably
supervise Kantrowitz, within the meaning of Section 15(b)(4)E) with a view to detecting and
preventing Kantrowitz’s violations of Sections 3 and 17(a) of the Securities Act and Section 10(b)
of the Exchange Act, and Rule 10b-5 thereunder. '

51.  As a result of the conduct described above, Newbridge willfully violated
Section 5(b) of the Securities Act, which requires that a prospectus used after the filing of a
registration statement meet the requirements of Section 10 of the Securities Act. Section 2(a)(10)
of the Securities Act broadly defines “prospectus” to include any written communication that
offers any security for sale. Emails are a form of written communication. As discussed above,
Newbridge, through the actions of certain of its registered representatives, willfully violated
Section 5(b) of the Securities Act by sending emails to customers during the waiting periods for
two IPOs that did not meet the requirements of Section 10 of the Securities Act.

IV.

UNDERTAKING

Respondent undertakes:

a. to retain, within 30 days of the date of entry of the Order, at its own expense,
the services of an Independent Consultant not unacceptable to the Division of
Enforcement of the Commission, to (i) review Newbridge’s written supervisory
policies and procedures; and (ii) review Newbridge’s system for implementing its
supervisory polices and procedures.

b. to require the Independent Consultant, at the conclusion of the review, which
in no event shall be more than 120 days after the entry of the Order, to submit a

3 A willful violation of the securities laws means merely ““that the person charged with the duty knows what he is
doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000} (quoting Hughes v. SEC, 174 F.2d 969, 977 (D.C.
Cir. 1949)). There is no requirement that the actor “‘also be aware that he is violating one of the Rules or Acts.”” Id.
{quoting Gearhart & Otis, Inc. v. SEC, 348 F.2d 798, 803 {(D.C. Cir. 1965)).
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Report to Newbridge and the Division. The report shall address the supervisory
issues described above and shall include a description of the review performed,
the conclusions reached, the Independent Consultant’s recommendations for
~ changes or improvements to the policies, procedures, and practices of Newbridge
and a procedure for implementing the recommended changes or improvements to
such policies, procedures, and practices.

c. to adopt, implement, and maintain all policies, procedures, and practices
recommended in the Report of the Independent Consultant. As to any of the
Independent Consultant’s recommendations about which Newbridge and the
Independent Consultant do not agree, such parties shall attempt in good faith to
reach agreement within 180 days of the date of the entry of the Order. In the
event that Newbridge and the Independent Consultant are unable to agree on an
alternative proposal, Newbridge will abide by the determinations of the
Independent Consultant and adopt those recommendations deemed appropriate by
the Independent Consultant.

d. to cooperate fully with the Independent Consultant in its review, including
making such information and documents available as the Independent Consultant
may reasonably request, and by permitting and requiring Newbridge’s employees
and agents to supply such information and documents as the Independent
Consultant may reasonably request.

e. that, in order to ensure the independence of the Independent Consultant,
Newbridge (i) shall not have the authority to terminate the Independent
Consultant without the prior written approval of the Division; (ii) shall
compensate the Independent Consultant, and persons engaged to assist the
Independent Consultant, for services rendered pursuant to the Order at their
reasonable and customary rates.

f.  to require the Independent Consultant to enter into an agreemeént that provides
that, for the period of engagement and for a period of two years from completion of
the engagement, the Independent Consultant shall not enter into any employment,
consultant, attorney-client, auditing, or other professional relationship, directly or
indirectly, with Newbridge, or any of its present or former affiliates, directors,
officers or employees. The agreement will also provide that the Independent
Consultant will require that any firm with which he/she is affiliated or of which
he/she is a member, and any person engaged to assist the Independent Consultant in
performance of his/her duties under this Order shall not, without prior written
consent of the Division of Enforcement in Miami, Florida, enter into any
employment, consultant, attorney-client, auditing or other professional relationship,
directly or indirectly, with Newbridge, or any of their present or former affiliates,
directors, officers or employees for the period of the engagement and for a period of
two years after the engagement.

11




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

Accordingly, pursuant to Section 8A of the Securities Act and Sections 15(b) and 21C of
the Exchange Act, it is hereby ORDERED that:

A. Newbridge shall cease and desist from committing or causing violations of and any
future violations of Sections 5(a), 5(b), and 5(c) of the Securities Act;

B. Newbridge shali be, and hereby is censured,

C. Newbridge shall pay disgorgement in the amount of $206,711, plus prejudgment
interest in the amount of $1,722, and a civil money penalty in the amount of $80,000 to the United
States Treasury within ten (10) days after entry of this Order. Such payment shall be: (a) made by
United States postal money order, certified check, bank cashier's check, bank money order or funds
directly from an escrow agent; (b) made payable to the Securities and Exchange Commission; (c)
hand-delivered or mailed to the Office of Financial Management, Securities and Exchange
Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and
(d) submitted under cover letter that identifies Newbridge as a Respondent in these proceedings
and sets forth the file number of these proceedings, a copy of which cover letter and money order
or check shall be sent to C. Ian Anderson, Securities and Exchange Commission, Southeast
Regional Office, 801 Brickell Ave., Suite 1800, Miami, Florida 33131

D. Newbridge shall comply with its undertaking as enumerated in Section IV.

By the Commission.

Elizabeth M. Murphy
Secretary

H
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UNITED STATES OF AMERICA
. Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 59529A/March 6, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13099

In the Matter of
NEWBRIDGE SECURITIES CORRECTED ORDER MAKING
CORP., GUY S. AMICO, FINDINGS AND IMPOSING REMEDIAL
SCOTT H. GOLDSTEIN, SANCTIONS PURSUANT TO SECTION
ERIC M. VALLEJO, and 15(b) OF THE SECURITIES EXCHANGE
DANIEL M. KANTROWITZ, ACT OF 1934 ASTO ERICM. VALLEJO
Respondents.

® 1-

Eric M. Vallejo (“Vallejo” or “Respondent”), pursuant to Rule 240(a) of the Rules of
Practice of the Securities and Exchange Commission (“Commission”) [17-C.F.R.§ 201.240(a)]
submitted an Offer of Settlement (“Offer”) in the above-captioned proceeding instituted against
him on July 25, 2008 by the Commission, pursuant to Section 8A of the Securities Act of 1933
(“Securities Act”), and Section 15(b) of the Securities Exchange Act of 1934 (*Exchange Act”).
The Commission deems it appropriate and in the public interest to accept the Offer.

II.

Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission or to which the Commission is a party, and without admitting or denying
the findings herein, except for the Commission’s jurisdiction over him and the subject matter of
these proceedings, which are admitted, Respondent consents to the entry of this Order Making
Findings and Imposing Remedial Sanctions Pursuant to Section 15(b} of the Securities Exchange
Act of 1934 (“Order™), as set forth below.
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On the basis of this Order and Respondent’s Offer, the Commission finds' that;
FINDINGS

A. RESPONDENT

1. Vallejo, 44, resides in Hollywood, Florida. Vallejo is Newbridge’s head
trader. Vallejo was previously disciplined by the Financial Industry Regulatory Authority
(“FINRA”) for a supervisory failure at Newbridge regarding excessive markups and markdowns.

B. BACKGROUND

2. . Newbridge, a Fort Lauderdale, Florida broker-dealer, has been registered
with the Commission since 2000 and is a member of FINRA. Over the course of the past five years,
FINRA has brought numerous actions against Newbridge alleging the firm failed to comply with
various broker-dealer regulations.

3. Daniel M. Kantrowitz (“Kantrowitz”), 45, resides in Boca Raton, Florida.
Kantrowitz was a registered representative at Newbridge from 2001 until June 2008, when he
resigned from the firm. In 1996, FINRA censured and fined Kantrowitz $10,000, suspended
Kantrowitz from associating with any member for 120 days in any capacity and required him to
pay $3,625 in restitution to NAIB Trading Corporation because he arranged a fictitious, profitable
trade on behalf of a customer as a reward for the customer’s business in violation of the FINRA
Rules of Fair Practice. (FINRA Case Number CMS950084 filed July 24, 1995.) Kantrowitz
participated in offerings of Concorde America, Inc. and Roanoke Technology Corp. stock, which
wete penny stocks.

4, Concorde America, Inc. (“Concorde™) is a Nevada corporation with its
principal place of business in Boca Raton, Florida. Concorde’s securities, which are quoted on the
Pink Sheets, are not registered with the Commission. On February 14, 2005, the Commission filed
a civil injunctive action against Concorde and others based on their violations of the antifraud
provisions of the federal securities laws for their participation in a fraudulent manipulation of
Concorde shares. SEC v. Concorde America, Inc.. Absolute Health and Fitness, Inc., et al., Case
No. 05-80128-CIV-ZLOCH (S.D. Fla.). Concorde consented to all non-monetary relief sought in
the complaint and the court entered a final judgment of permanent injunction on February 9, 2007.

5. Donald Oehmke (“Oehmke™), 58, resides in Kalamazoo, Michigan.
Oehmke, a former registered representative, was permanently barred from association with any

! The findings herein are made pursuant to Respondent’s Offer and are not binding on any other person or entity in
this or any other proceeding. .
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FINRA member in 1991. Oehmke controlled a shell company, which later became Concorde, and
executed numerous fraudulent securities transactions in Concorde through Newbridge and another
broker-dealer registered with the Commission (“other broker-dealer”). The Commission named
Oechmke as a defendant in the Concorde action based on his violation of the antifraud provisions of
the federal securities laws, for his participation in the fraudulent manipulation of Concorde shares.
On November 28, 2006, the court entered a final judgment against Oehmke enjoining him from
future violations of the antifraud provisions of the federal securities laws and imposing a penny
stock bar, an unregistered offering bar, disgorgement in the amount of $1,095,177, prejudgment
interest of $109,307, and a civil penalty of $250,000.

6. Roanoke Technology €Corp. (“Roanoke”) is a Florida corporation
headquartered in Rocky Mount, North Carolina. Roanoke’s common stock was registered with the
"Commission pursuant to Section 12(g) of the Exchange Act. On January 15, 2008, the
Commission revoked Roanoke’s registration for its repeated failure to file required periodic
reports. The stock was quoted on the Over-The-Counter Bulletin Board, then quoted on the Pink
Sheets. Prior to the Commission revoking Roanoke’s registration, the Commission filed a civil
injunctive action on December 21, 2005 against Roanoke and others for their participation in a
fraudulent S-8 scheme, and charged Roanoke with antifraud, registration, and reporting violations
of the federal securities laws. SEC v. Roanoke Technology Corp. et al., Case No. 6:05-CV-1880-
ORI-3-KRS (M.D. Fla.). Roanoke consented to all non-monetary relief sought in the complaint
and the court entered a final judgment of permanent injunction on September 27, 2006.

7. Thomas L. Bojadzijev (“Bojadzijev”), 29, resides in Orlando, IFlorida, and is
purportedly a self-employed consultant. Bojadzijev participated in a sham S-8 scheme with
Roanoke, and executed numerous fraudulent securities transactions in Roanoke through
‘Newbridge. The Commission named Bojadzijev as a defendant in the Roanoke civil injunctive
action based on his violations of the antifraud, registration, and reporting provisions of the federal
securities laws for participating in the fraudulent S-8 scheme. On January 3, 2007, the court
entered a judgment against Bojadzijev enjoining him from future violations of the antifraud,
registration, and reporting provisions of the federal securities laws, and imposing a penny stock
bar. On August 31, 2007, the court entered a final judgment against Bojadzijev ordering him to
pay disgorgement in the amount of $2,681,866, prejudgment interest of $291,565 and a civil
penalty in the amount of $120,000.

8. In 2003 and 2004, Kantrowitz engaged in the manipulation of Concorde and
Roanoke shares on behalf of Qehmke and Bojadzijev, respectively. Kantrowitz used Newbridge’s
market making capacity to manipulate the securities.

9. Vallejo, the firm’s head trader, directly supervised Kantrowitz. Vallejo,
however, failed reasonably to supervise Kantrowitz.




C. MANIPULATION OF CONCORDE

10.  From June through October 2004, Kantrowitz engaged in a manipulation
scheme involving the securities of Concorde that enabled Oehmke to reap more than $5.8 million
in sales proceeds by liquidating more than 1.5 million Concorde shares.

11. In June 2004, Ochmke obtained ten million shares of Concorde, which
constituted almost all of Concorde’s publicly tradable shares. Oehmke subsequently distributed
the shares to a number of offshore nominee entities that maintained brokerage accounts at
Newbridge and the other broker-dealer, who also made a market in Concorde.

12, Beginning on June 30, 2004, Oehmke directed Kantrowitz and the other
broker-dealer’s market making activities to increase Concorde's share price. At Oehmke’s
direction, Kantrowitz and the other broker-dealer placed increasing bids on Concorde stock, even
though no Concorde shares were traded and no news items were disseminated. From June 30 to

~ July 27, 2004, Kantrowitz manipulated Concorde’s share price upward from $0.01 to $3.00.

13. Despite raising the bid price for Concorde shares on an almost daily basis,
Kantrowitz was aware that Oehmke had no interest in buying Concorde shares. Ochmke had
communicated to Kantrowitz that Oehmke intended to liquidate the large number of Concorde
shares he deposited with the firm through an account he maintained at Newbridge as well as, in a
representative capacity, through an account maintained by one of the offshore nominee entities.

14. After raising the price of Concorde shares under Ochmke’s direction
through increasing fictitious bids, Kantrowitz took part in a scheme to dispose of the shares
without drawing attention to Oechmke’s control over the supply of Concorde shares. Beginning in
July 2004, Oehmke directed Kantrowitz and the other broker-dealer to sell his Concorde shares,
which he had deposited at each firm.

15 Kantrowitz followed another Oehmke tactic designed to artificially
stimulate market activity in Concorde shares. To further create the appearance of an active and
competitive market, Oehmke directed wash trades between accounts he controlled and directed
Kantrowitz and the other broker-dealer to post quotes to buy the stock. Kantrowitz followed
Oehmke’s instructions.

16.  Additionally, Kantrowitz complied with Oehmke’s instruction to stay
“close” to and shadow the bids posted by the other broker-dealer in Concorde stock, by either
posting the same or incrementally higher quotes, despite an August 11, 2004 Concorde disclaimer
press release that caused the stock price to drop more than 80%.

17. In August 2004, Ochmke started another campaign to raise Concorde’s
share price. Oehmke directed Kantrowitz and the other broker-dealer to make a series of
incrementally higher bid quotes. By utilizing two market makers, Oehmke was able to cause
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Kantrowitz and the other broker-dealer to create the appearance of buyers at each firm engaging in
a bidding war for the stock. Kantrowitz complied with Oehmke’s instruction to incrementally
increase Newbridge’s bids in accordance to bids posted by the other broker-dealer. As a result,
Kantrowitz and the other broker-dealer rapidly manipulated Concorde’s share price upward on
August 13, 2004 from $1.75 to $5.45 over a period of an hour and twenty minutes, creating another
rise in Concorde’s share price that enabled Oehmke to liguidate additional Concorde shares at a

substantial profit.

18.  Kantrowitz knew that Oehmke had no bona fide interest in buying
Concorde shares. Through a series of instant-messages, Ochmke conveyed to Kantrowitz his
manipulative intent. One example is Oehmke directing Kantrowitz to stay “close” to and shadow
the bids posted by the other broker-dealer in Kantrowitz’s quoting activities.

19.  Based upon the foregoing, Kantrowitz knew or was reckless in not knowing
that he was fraudulently manipulating the market in Concorde shares, in furtherance of Oehmke’s
manipulative scheme. Kantrowitz knew Ochmke wanted to liquidate a large number of Concorde
shares and that Ochmke had no interest in buying any Concorde stock. Further, Kantrowitz knew
that Oehmke was liquidating Concorde shares through the other broker-dealer, and was
manipulating the market by having Kantrowitz shadow the other broker-dealer’s bids and enter into
trades with the other broker-dealer.

D. MANIPULATION OF ROANOKE

20. From November through December 2003, Bojadzijev received 300 million
shares of Roanoke, totaling nearly half of Roanoke’s outstanding shares. Bojadzijev posed as a
consultant to the company and obtained these shares through a sham S-8 scheme. Bojadzijev
deposited his Roanoke holdings with Newbridge for liquidation, in blocks of 50 million shares.

21.  In order to liquidate his S-8 shares into the market, Bojadzijev instructed
Kantrowitz to post increasing bids for Roanoke to artificially buoy the stock price. Kantrowitz
complied and regularly quoted bids that were greater than or equal to the highest prevailing bids
posted by other market makers.

22. Kantrowitz knew that Bojadzijev had no interest in buying Roanoke shares.
Bojadzijev had communicated to K antrowitz that Bojadzijev intended to liquidate the large number
of Roanoke shares he owned.

93 As a means of determining the highest price at which he could start
liquidating his Roanoke shares, Bojadzijev instructed Kantrowitz to “test” the market and post an
ask quote in Roanoke. Kantrowitz complied before Bojadzijev had yet to deposit any shares of
Roanoke with Newbridge to sell.

24.  Kantrowitz proceeded with other Bojadzijev tactics designed to artificially
stimulate market activity in Roanoke shares. At one point, Bojadzijev’s efforts to manipulate
Roanoke's bid price upward was temporarily impeded when Kantrowitz’s bid price came close to
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equaling the inside ask price being posted by another market maker. Bojadzijev instructed
Kantrowitz to purchase the shares offered by the market maker on the inside ask, effectively
removing those shares from the inside ask. Kantrowitz knew that Bojadzijev was attempting to
increase the inside ask so that he could continue directing Kantrowitz to increase Roanoke’s bid

price.

25.  Kantrowitz also knew that Bojadzijev was privy to information regarding
when Roanoke planned to issue press releases. Bojadzijev repeatedly told Kantrowitz when the
company expected to issue news and even confirmed when the company actually issued press
releases. Kantrowitz followed Bojadzijev’s instructions to post increasing bids in Roanoke stock,
which enabled Bojadzijev to time his sales of Roanoke shares with the issuance of Roanoke press
releases.

26.  Through a scries of instant-messages, Bojadzijev conveyed to Kantrowitz
his manipulative intent. For example, Bojadzijev told Kantrowitz, “I want to make 150k profit
next batch trying to move this up.” Nonetheless, Kantrowitz repeatedly complied with
Bojadzijev’s instructions. '

27.  From November through December 2003, Kantrowitz enabled Bojadzijev to
raise over $1.1 million in sales proceeds through the manipulation of Roanoke shares.

28.  Based upon the foregoing, Kantrowitz knew or was reckless in not knowing
that he was fraudulently manipulating the market in Roanoke shares in furtherance of Bojadzijev’s
manipulative scheme. Kantrowitz knew Bojadzijev wanted to liquidate a large number of Roanoke
shares and that Bojadzijev had no interest in buying any Roanoke stock. Further, Kantrowitz knew
that Bojadzijev was providing him with instructions to manipulate Roanoke’s share price rather than
for the purpose of effecting legitimate trades.

E. VALLEJO FAILED REASONABLY TO SUPERVISE KANTROWITZ.

29.  Vallejo failed reasonably to supervise Kantrowitz with a view to
preventing his violations of the federal securities laws.

30. While Newbridge’s compliance manual contained an explicit description of
manipulative activities and policies prohibiting such practices, the firm had no systems to
implement its policies and procedures to prevent and detect Kantrowitz’s manipulative conduct.
The firm delegated to Vallejo supervisory responsibility over the trading desk, tasking him with the
responsibility for monitoring for manipulative activity. Vallejo, however, failed to monitor the
trading desk for manipulation.

31.  Vallejo faled reasonably to supervise Kantrowitz with a view to preventing

Kantrowitz’s violation of the antifraud provisions of the federal securities laws. When Kantrowitz

traded Concorde and Roanoke shares, Vallejo was Newbridge’s head trader and was delegated

supervisory responsibility over Kantrowitz. Vallejo failed reasonably to supervise Kantrowitz by

failing to follow up on several red flags of suspicious conduct. For example, Vallejo was aware of

or should have been aware of unusual activities relating to Kantrowitz trading Concorde and
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Roanoke shares. Vallejo noticed a steep price increase in Concorde stock and had access to
information showing Kantrowitz placing numerous successively higher bids in both Concorde and
Roanoke, which was inconsistent with Vallejo’s understanding of Kantrowitz’s business — namely,
primarily a sell side practice of liquidating penny stocks. For both stocks, Kantrowitz’s bids were
higher or equal to the highest prevailing bids posted by other market makers the majority of the
time. Vallejo failed to follow up on any of these red flags.

32, Vallgjo received an override on the commissions generated by Kantrowitz’s
trading in the Concorde and Roanoke stocks.

F. VIOLATIONS

33 As a result of the conduct described above, Vallejo failed reasonably to
supervise Kantrowitz with a view to detecting and preventing Kantrowitz’s violations of 17(a) of
the Securities Act and Section 10(b) of the Exchange Act, and Rule 10b-5 thereunder.

Iv.

UNDERTAKINGS

1. Respondent Vallejo shall provide the Commission within 10 days after the end of
the nine-month supervisory suspension that is described below in Section V., an affidavit that he
has complied fully with this sanction.

2. In connection with this public administrative proceeding and any related judicial or
administrative proceedings or investigation commenced by the Commission or to which the
Commission is a party, Respondent Vallejo: (i) agrees to appear and be interviewed by
Commussion staff at such times and places as the staff requests upon reasonable notice; (i) will
accept service by mail or facsimile transmission of notices or subpoenas issued by the Commission
for documents or testimony at depositions, hearings, or trials, or in connection with any related
investigation by Commission staff; (iii) with respect to such notices and subpoenas, waive the
territorial limits on service contained in Rule 45 of the Federal Rules of Civil Procedure and any
applicable local rules, provided that the party requesting the testimony reimburses Respondent’s
travel, lodging, and subsistence expenses at the then-prevailing U.S. Government per diem rates;
and (iv) consent to personal jurisdiction over him in any United States Distrct Court or
administrative court for purposes of enforcing any such subpoena.

- In determining whether to accept Respondent Vallejo’s Offer, the Commission has
considered Vallejo’s undertaking to cooperate as enumerated in Section [V.2 above.

V.

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




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

A. Vallejo be, and hereby is, suspended from acting in a supervisory capacity with any
broker or dealer for a period of nine (9) months.

B. Vallejo shall pay disgorgement in the amount of $12,919, plus prejudgment interest
in the amount of $172.79, and a civil money penalty in the amount of $20,000 to the United States
Treasury within ten (10) days after entry of this Order. Such payment shall be: (a) made by United
States postal money order, certified check, bank cashier's check, bank money order or funds
directly from an escrow agent; (b) made payable to the Securities and Exchange Commission; (c)
hand-delivered or mailed to the Office of Financial Management, Securities and Exchange
Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and
(d) submitted under cover letter that identifies Vallgjo as a Respondent in these proceedings and
sets forth the file number of these proceedings, a copy of which cover letter and money order or
check shall be sent to C. Tan Anderson, Securities and Exchange Commission, Southeast Regional
Office, 801 Brickell Ave., Suite 1800, Miami, Florida 33131

Vailejo shall comply with his undertaking as enumerated in Section IV.1

By the Commission.

Elizabeth M. Murphy
Secretary

b, Petarson




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

SECURITIES ACT OF 1933
Release No. 9012 / March 6, 2009

SECURITIES EXCHANGE ACT OF 1934
Release No. 59531 / March 6, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13401

ORDER INSTITUTING
In the Matter of ‘ ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS,
Christopher J. Johndrow, PURSUANT TO SECTION 8A OF
THE SECURITIES ACT OF 1933
Respondent. AND SECTIONS 15(b) AND 21C OF
THE SECURITIES EXCHANGE
ACT OF 1934, MAKING FINDINGS,
' _ AND IMPOSING REMEDIAL
. » SANCTIONS AND A CEASE-AND-
DESIST ORDER AS TO
CHRISTOPHER J. JOHNDROW

I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in
the public interest that administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act™) and Sections
15(b) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”), against Christopher J.
Johndrow (“Respondent” or “Johndrow”). ‘

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and the subject matter of
these proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Section 8A of the Securities Act

. of 1933 and Sections 15(b) and 21C of the Securities Exchange Act of 1934, Making Findings,
and Imposing Remedial Sanctions and a Cease-and-Desist Order as to Christopher J. Johndrow

(“Order™), as set forth below.
;Z/J 2 /P f 7
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On the basis of this Order and Respondent’s Offer, the CoMission finds' that:

Summary

These proceedings arise out of Johndrow’s misrepresentations to investors in connection
with purported private placement offerings of the securities of Credit First, LL.C and Credit First
Income Plus, LLC (collectively, “Credit First”) from January 2004 to December 2005.”> During
this time, Johndrow was associated with Grant Bettingen, Inc. (“GBI”), a registered broker-
dealer owned and managed by M. Grant Bettingen (“Bettingen”).” Johndrow violated Section
17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder by
misrepresenting to investors and instructing the sales agents he supervised to misrepresent to
investors that they would receive at least 1% monthly returns of profits from Credit First’s
allegedly lucrative distressed debt business. Johndrow also violated Sections 5(a) and 5(c) of the
Securities Act by offering and selling Credit First securities, and instructing the sales agents he
supervised to offer and sell Credit First securities through general solicitations.

Respondent

1. Christopher J. Johndrow (“Johndrow”), age 44, resides in Hallandale Beach,
Florida. He holds Series 7, 24, and 63 licenses, and from 1991 through the present, has been
associated with thirteen different broker-dealers. One of the prior firms terminated Johndrow for
“selling away” violations and failing to supervise adequately registered representatives subject to
his supervision. From January 2004 to January 2008, Johndrow was associated with GBI.

Other Relevant Entities

2. Grant Bettingen, Inc. (“GBI”) is a registered broker-dealer (File No. 8-34790)
based in Newport Beach, California since 1985. At the time of the misconduct, it had five branch
offices, four in California and one in New York, as well as an unregistered office location in
Florida. Additionally, it had an unregistered office location in Orange County, California until
December 2005. GBI was owned by the Grant Bettingen Trust, of which M. Grant Bettingen was
the sole trustee. During the relevant period, GBI had 37 registered representatives and

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

2 1n December 2005, the Commission filed an action against Credit First and its principal, David Lund
(“Lund”}, for, among other things, making false representations to investors (the “Lund Action™). SEC v. Credit
First Fund, LP, et al., CV{(5-8741-DSF (C.D. Cal. Dec. 15, 2005), Litigation Release No. 19497 (Dec. 16, 2005). In
November 2006, Lund settled with the Commission, consenting to a permanent injunction, disgorgement,
prejudgment interest, a civil penalty, and a five-year broker-dealer bar. Litigation Release No. 19497 (Dec. 20,
2006). :

¥ On March 6, 2009, the Commission instituted settled administrative proceedings against GBI and
Bettingen. Grant Bettingen, Inc., Exchange Act Release No. 34-59533 (March 6, 2009); M. Grant Bettingen,
Exchange Act Release No. 34-59532 ( March 6, 20095). .




approximate annual revenues of $4 million. GBI conducts a general securities business which
includes equities, fixed income securities, mutual funds, and insurance products. On June 2, 2008,
GBI was acquired by Rubicon Financial Incorporated, a publicty held company

3. The Credit First Entities are comprised of Credit First Fund, L.P., Credit First,
LLC, and Credit First Income Plus, LLC (collectively, the “Credit First Entities™) which were
formed in February 2001, April 2003 and July 2004, respectively. These companies raised at
least $10.7 million from 2002 to December 2005 in private placement offerings purportedly
exempt from registration under Section 4(2) of the Securities Act and Rule 506 of Regulation D.
GBI sold approximately $3.1 million of these securities beginning in January 2004.

Background

4, Credit First was in the business of purchasing distressed debt and purportedly
generating profits by selling or collecting on the debt. Johndrow had been selling securities of the
Credit First Entities since December 2002 through two other broker-dealers. He was therefore
very familiar with Credit First and its principal, Lund. Johndrow and Lund had a close business -
relationship and had shared offices since February 2002. The Credit First Entities raised
approximately $10.7 million from 186 investors nationwide from February 2001 to December
2005. As of December 2005, however, there was little to no money left to return to investors.*

Johndrew’s Sale of Credit First Securities

5. In January 2004, GBI hired Johndrow to open and supervise an office location in
Santa Ana, California (the “Santa Ana Office™) to primarily sell Credit First securities. During
2004 — 2005, the Santa Ana Office had one registered and about four unregistered salespersons, all
supervised by Johndrow. GBI accounted for $3.1 million of the sales of Credit First securities.

6. Johndrow distributed pre-purchased lead lists to the salespersons at the Santa Ana
Office, which they used to cold-call potential investors. Johndrow monitored the salespersons to
ensure that they were constantly cold-calling investors, and indeed, the salespersons testified that
they made as many as 400 telephone calls per day to prospective investors.

7. Johndrow trained the Credit First salespersons by having them listen in on his sales .
calls. Johndrow then listened in on the salespersons’ calls periodically and gave them feedback. In
particular, Johndrow instructed the salespersons to emphasize to investors that Credit First was an
income-based investment. The salespersons Johndrow supervised also represented to investors that
they would receive monthly returns of profits of at least 1%. The salespersons sent prospective
investors copies of Credit First’s private placement memorandum and the subscription agreement
after making an initial telephone contact, and then telephoned them a second time approximately
one week later to confirm that they received the written materials and answer any questions. They

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



then referred interested investors to Johndrow or Lund, who helped them complete the necessary
_ paperwork and close the deal.

8. GBI received a 10% sales commission on the sales of Credit First securities. GBI
retained 25% of the commission and paid the remaining to the pertinent licensed salespersons.
Johndrow also received a 5% override on all commissions earned by the licensed salespersons mn the
Santa Ana Office. During the relevant period, Johndrow earned $270,720 in commissions.

9. Pursuant to a contractual arrangement with GBI, Johndrow paid all of the Santa
Ana Office’s operating expenses including the administrative assistant’s salary, and rent, utilities,
and postage. The Santa Ana Office and Credit First, both, operated from the same business
location. Accordingly, Johndrow paid Lund for the rent and other overhead.

Johndrow’s Misrepresentations to Investors

10.  Johndrow orally represented to prospective investors that Credit First would
provide them a monthly income and they could expect to receive at least 1% per month in profits
Johndrow also told the salespersons he supervised to make similar representations to investors
during sales calls.

11.  Johndrow knew or was reckless in not knowing that Credit First did not make any
monthly returns of income to its investors. The financial statements of the Credit Fund Entities for
the years 2002 to 2004 showed that they operated at a net loss and were only returning principal to
investors. Lund made these fimancial statements available to Johndrow for his review during the
entire time Johndrow was selling these securities, i.¢., since December 2002. Johndrow failed to
review the financial statements, or perform an equivalent form of due diligence to ensure that he
and his sales agents were making accurate representations about the returns to investors when they
recommended securities of Credit First. '

Legal Analysis

12.  As a result of the conduct described above, Respondent willfully violated Section
17(a) of the Securities Act in that he, by the use of the means or instruments of transportation or
communication in interstate commerce or by the use of the mails, directly or indirectly, in the offer
or sale of securities, employed devices, schemes or artifices to defraud; obtained money or
property by means of untrue statements of material fact or omissions to state material facts
necessary in order to make the statements made, in the light of the circumstances under which they
were made, not misleading; or engaged in transactions, practices or courses of business which
operated or would operate as a fraud or deceit upon purchasers or prospective purchasers of such
securities.

13.  Asaresult of the conduct described above, Respondent willfully violated Section
10(b) of the Exchange Act and Rule 10b-5 thereunder in that he, in connection with the purchase
or sale of securities, directly or indirectly, by the use of the means or instrumentalities of interstate
commerce, or of the mails, employed devices, schemes or artifices to defraud; made untrue
statements of material fact or omitted to state material facts necessary in order to make the




statements made, in the light of the circumstances under which they were made, not misleading; or
engaged in acts, practices, or courses of business which operated or would operate as a fraud or
deceit upon the purchasers of the securities, as described above.

—

14. Also as a result of the conduct described above, Respondent willfully violated
Sections 5(a) and 5(c) of the Securities Act in that he, by the use of means or instruments of
transportation or communication in interstate commerce or of the mails, offered or sold a
security without a registration statement being in effect as to such security and without any
exemption from registration being available. '

Disgorgement and Civil Penalties

15.  Respondent has submitted a sworn Statement of Financiai Condition dated March
7. 2008 and other evidence and has asserted his inability to pay disgorgement plus prejudgment
interest and a civil penalty.

IV.

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

Accordingly, pursuant to Section 8A of the Securities Act and Sections 15(b) and 21C of
the Exchange Act, it is hereby ORDERED that:
-
A. Respondent Johndrow cease and desist from committing or causing any violations
and any future violations of Sections 5(a), 5(c), and 17(a) of the Securities Act and Section 10(b) of
the Exchange Act and Rule 10b-5 thereunder.

B. Respondent Johndrow be, and hereby is barred from association with any broker or
dealer, with the right to reapply for association after three (3) years to the appropriate self-regulatory
organization, or if there is none, to the Commission.

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

D. IT IS FURTHER ORDERED that Respondent Johndrow shall pay disgorgement of
$270,720 and prejudgment interest of $25,814.55, but that payment of such amount is waived
based upon Johndrow’s sworn representations in his Statement of Financial Condition dated March
7, 2008 and other documents submitted to the Commission. Additionally, based upon the sworn




representations in his Statement of Financial Condition dated March 7, 2008 and other documents
submitted to the Commission, the Commission is not imposing a penalty against Respondent
Johndrow.

E. The Division of Enforcement (“Division™) may, at any time following the entry of
this Order, petition the Commission to: (1) reopen this matter to consider whether Respondent
Johndrow provided accurate and complete financial information at the time such representations
were made; and (2) seek an order directing payment of disgorgement and pre-judgment interest.
No other issue shall be considered in connection with this petition other than whether the financial
information provided by Johndrow was fraudulent, misleading, inaccurate, or incomplete in any
material respect. Respondent may not, by way of defense to any such petition: (1) contest the
findings in this Order; (2) assert that payment of disgorgement and interest should not be ordered;
(3) contest the amount of disgorgement and interest to be ordered; or (4) assert any defense to
liability or remedy, including, but not limited to, any statute of limitations defense.

By the Commission.

Elizabeth M. Murphy
Secretary
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SECURITIES AND EXCHANGE COMMISSION

17 CFR Parts 232, 239, 249, 269 and 274

[Release Nos. 33-9013, 34-59536, 39-2463, 1C-28642]

ATTACHING AUTHENTICATING DOCUMENTS TO ONLINE FORM ID
APPLICATIONS

AGENCY: Securities and Exchange Commission.

ACTION: Final rule.

SUMMARY: We are adopting rule and form amendments that allow applicants for
EDGAR access codes using Form ID to submit their anthenticating documents by
attaching them to their online Form ID applications in Portable Document Format (PDF)
as an alternative to submitting the documents by fax.

EFFECTIVE DATE: Marf:h 16, 2009.

FOR FURTHER INFORMATION CONTACT: Corey Jennings, Special Counsel, at
(202) 551-3258, for information on legal issues, or Cecile Peters, Chief, Information
Technology Office, (202) 551-3600, for information on technical issues, Division of
Corporation Finance, U.S. Securities and Exchange Commission, 100 F Street, NE,
Washington, DC 20459-3628.

SUPPLEMENTARY INFORMATION: We are adopting amendiments that will revise

Rules 10' and 1017 under Regulation S-T° and Form ID.*

117 CFR 232.10.
217 CFR 232.101.
* 17 CFR 232.10 et seq.

*17 CFR 239.63, 249.446, 269.7 and 274.402.
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L. BACKGROUND

Form ID is used to apply fof access codes to file information electronically
through the Commission’s Electronic Data Gathering, Analysis and Retrieval or
“EDGAR” system. EDGAR access codes include a CIK (Central Index Key) number,
which serves as a permanent, public filer identification number, as well as confidential
security codes.

Applicants submitting Form ID applications must submit them online. They also
must fax to the Commission a notarized document containing the same information as
contained in the Form ID application. The additional document is called an
“authenticating document.” Commission staff matches applicants’ online submissions
with their faxed authenticating documents before approving the Form ID application and
allowing applicants to generate their EDGAR access codes.”

Today, we adopt amendments that allow Form ID applicants to submit their
authenticating documents as PDF attachments to their online Form ID applications. This
provides an alternative method to submitting the authenticating documents by fax. The
use of a PDF attachment may provide a simpler and easier method for some applicants to
submit their anthenticating documents. Filers can use a fillable PDF version of Form ID
available on the Commission’s website to create and print the document. For Form ID
applications with the authenticating documents attached, Commission staff will no longer
have to match faxed authenticating documents manually with online submissions. This

altemmative method should enhance the processing efficiency of these Form ID

* We approved this process in Release No. 33-8410 (Apr. 21, 2004) [69 FR 22704 (Apr. 26, 2004)],
available at http://www.sec.gov/rules/final/33-8410.htm.




. applications. The amendments do not impose any new burdens or requirements on Form
ID applicants or others.

The effective date of the new rules, March 16, 2009, coincides With the effective
date of our new rules requiring that Form D filings be made online, through the Internet,
using the EDGAR system.6 At the time we adopted the new Form D rules, we estimated
they would result in an increase of approximately 20,000, or 40%, in the number of Form
ID applications that we receive annually.” Although many Form ID applicants will be

“applying for EDGAR access codes to make filings other than Form D filings, the
increased efficiency in use of Commission staff resources will benefit all applicants. We
expect adoption of the Form ID amendments should assist the staff in better managing the
expected increase in Form ID applications resulting from the Form D amendments.

At the time we adopted the Form D amendments, we acknowledged concern over
the burdens of the Form 1D authentication process, particularly in the context of
mandating Form D online filing.® We stated that we planned to consider ways to simplify
the Form ID authentication process before Form D online filing became mandatory on
March 16, 2009.° The Form ID amendments we adopt today address concerns over the
burdens of the Form ID authentication process. They make the process simpler and

casier for some applicants. We are hopeful that the increased Commission staff

S We adopted the rules requiring online filing of Form D information in Release No. 33-8891 (Feb. 6, 2008)
[73 FR 10592 (Feb. 27, 2008)], available at http://www sec.gov/rules/final/2008/33-8891 .pdf.

7 See id. at 70 [73 FR 10610]. We expect an increase because Form D filings previously were made only in

paper format, and no Form ID filings were required because filers do not need EDGAR access codes to
make paper filings.

® Id. at 58 [73 FR 10607].

% Id. at 59-60 [73 FR 10607-10608].




efficiency in processing Form ID applications with attached authenticating documents
will allow Form ID applicants to get their EDGAR access codes more quickly. However,
we continue to study ways to further streamline the process.

IL. DISCUSSION OF THE AMENDMENTS

A. Optional Attachment of Authenticating Document to Online Form ID
Application

We are adopting minor revisions to Regulation S-T' to allow applicants for
EDGAR acéess codes using Form ID to attach their required authenticating document
electronically as a PDF document to their online Form ID application.' The
authenticating document is a paper version of the online Form ID submission that has
been notarized. It contains the same information, but is manually signed and witnessed
by a notary public. Rule 10 of Regulation S-T currently requires that an applicant fax its
authenticating document to the Commission within two days before or after submitting its

online Form ID appli(:ation.12 The amendments revise subparagraph (b) of Rule 10 by

' Regulation S-T is the general regulation governing electronic filing of information with the Commission.
In addition to complying with Regulation S-T, filers must submit electronic filings in accordance with the
instructions in the Commission’s EDGAR Filer Manual. We also are amending the EDGAR Filer Manual
to reflect a Form ID filer’s ability to attach a PDF copy of its authenticating document to its online Form ID
application.

1" Filers that previously have been assigned a CIK number are not eligible to use Form ID. This category
includes filers that previously have made paper filings with the Commission, such as Form D filings since
1986 that have been assigned CIK numbers by the Commission staff. These filers need to obtain
confidential security codes to file using the EDGAR system, even though they already have a CIK number.
Prior paper filers that have a CIK number but need security access codes may obtain the codes by using the
“Convert Paper Only Filer to Electronic Filer” function on the EDGAR Filer Management website at
hitps:/fwww.filermanagement.edgarfiling.sec.gov and submit their authenticating documents by fax. For
details, see EDGAR Filer Manual—Volume I, available at http://www.sec.gov/info/edgar/edmanuals.htm.

12 To assist Form ID applicants in preparing their authenticating documents, the Commission maintains a
fillable PDF version of Form ID for them to use on its website at
hitp://fwww.sec.gov/about/forms/formid.pdf. Using this or another version of Form ID that they may have
available, applicants can choose to prepare the authenticating document, including having it notarized,
before they go online to make their online Form ID submission. Upon the effectiveness of today’s
amendments, applicants will be able to choose to continue faxing their authenticating document or
electronically attach a PDF version of the document at the time of the actual submission. If they do not
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§upplementing the faxing reqluirement with the option of electronically attaching a PDF
version of the authenticating document to an applicant’s online Form ID application.”
The amendments also revise subparagraph (a)(1){(ix) of Rule 101 of Regulation S-T" to
reflect that the authenticating document required by Rule 10(b) of Regulation S-T may be
filed either by fax or electronically as an uploaded PDF attachment to an applicant’s
online Form ID application.'”

B. Form ID

We are adopting minor revisions to the General Instructions to Form ID to clarify
that applicants may also fulfill the authenticating document requirement of Rule 10 of
Regulation S-T by electronically attaching a PDF version of the document to their online
Form ID application. Currently, the instructions to Form ID follow Rule 10 of

Regulation S-T, which provides that an applicant may only fax its authenticating

document to the Commission within two days before or after submitting its electronic

have the authenticating document prepared before they make their online Form ID submission, they may
print out the information they submit on the EDGAR website, have the printout notarized, and fax the
notarized document as their authenticating document. This latter alternative avoids the necessity of
entering the information twice, once on the pre-prepared authenticating document and again during the
online submission itself. As noted above, however, faxing the document increases staff processing steps
and likely will result in less timely assignment of EDGAR access codes.

"* When we adopted the current rules, we stated that we did not believe that electronically attaching a PDF
copy of the authenticating document would provide a level of assurance materially greater than having no
authenticating document and that it would not provide a level of assurance as high as the fax requirement
coupled with our planned human intervention and verification procedures. We also stated that it was not
possible to upload a PDF attachment to an online Form ID application in our online system at that time.
Release No. 33-8410, at n.31 (Apr. 21, 2004) [69 FR 22704, 27706 n.31 (Apr. 26, 2004)]. Improvements
to the EDGAR system and advancements in PDF technology now make it possible to upload a PDF
attachment to an online Form ID application. We have used PDF technology internally to upload and
disseminate comment letters onto the EDGAR system. The procedures we will use to process
authenticating documents attached as PDF files will be identical to our existing human intervention

- verification procedures. These factors have led us to conclude that attaching a PDF copy of the
authenticating document provides assurance comparable to that provided by a faxed document.

17 CFR 232.101(a)(1).



Form ID application. We are also adopting revisions to the General Instructions to Form
ID to update the Commission contact information on the current form.
III. PAPERWORK REDUCTION ACT

The amendments do not impose any new “collectioﬁ of information” within the
meaning of the Paperwork Reduction Act of 1995, nor do they create any new filing,
reporting, recordkeeping, or disclosure reporting fequirements for Form ID filers.
. Compliance with the adopted amendments will be optional. The Comnﬁssion previously
obtained a control number from the Office of Management and Budget ("OMB?) for this
collection of information.'®
IV. COST-BENEFIT ANALYSIS

We expect that the adopted amendments will neither significantly benefit Form
ID applicants, nor will they impose additional costs on them, since electronically
attaching a PDF copy of their notarized authenticating document to their electronic Form
ID application will be optional only. We expect that there will be some benefit to
investors, applicants and the Commission because the optional method of transmitting the
authenticating document required of Form ID applicants may be easier for some
applicants. To the extent filers attach the authenticating document as a PDF file rather
than sending a faxed document, the Commission staff will be able to avoid sorting
through faxes and matching them to online Form ID applications. If many filers choose
this option, we can improve the speed and accuracy of the process that leads to receipt of

EDGAR access codes.

15 Rule 101(a)(1)(ix) currently provides that the authenticating document required by Rule 10(b) of
Regulation S-T must be submitted by fax transmission. 17 CFR 232.101(a)(1)(ix).

16 OMB Conirol No. 3235-0328




Form ID applicants that choose to transmit their authenticating documents as PDF
attachments will need access to the technology that allows them to scan their notarized
document and electronically attach it to their online Form ID application. Since this
method is optional and a scanning feature is now quite widely available on many
computer printers, and because the existing process requires access to fax transmission
facilities, we do not feel applicants that choose the optional PDF attachment method will
incur greater costs. Indeed, we assume filers will choose the option that is least costly.

V. EFFECT ON EFFICIENCY, COMPETITION AND CAPITAL
FORMATION

Section 23(a)(2) of the Securities Exchange Act'” requires us, when adopting
rules under the Exchange Act, to consider the impact that any new rule would have on
competition. In addition, Section 23(a)(2) prohibits us from adopting.any rule that would
impose a burden on competition not necessary or appropriate in furtherance of the
purposes of the Exchange Act. The amendments we adopt today merely provide an
optional method that allows an applicant to electronically attach a PDF copy of a
notarized Form ID authenticating document to its online Form ID application. The
method will be voluntary and not required. We believe the ameﬁdments will not impose
a burden on competition.

Section 2(b) of the Securities Act'® and Section 3(f) of the Exchange Act'? require
us, when engaging in rulemaking where we are required to consider or determine whether

an action is necessary or appropriate in the public interest, to consider, in addition to the

715 U.S.C. 78w(a)(2).
18 15 U.S.C. 77b(b).

1% 15 U.S.C. 78¢(D).




protection of investors, whether the action will promote efficiency, competition, and
capital formation. We believe the amendments will have a negligible impact on
efficiency, competition or capital formation.
VI. CERTAIN FINDINGS

Under the Administrative Procedure Act (“APA”), notice of proposed rulemaking
_ is not required when an agency, for good cause, finds “that notice and public procedure
thereon are impracticable, unnecessary, 0;' contrary to the public interest.”>® The changes
we are adopting today do not impose new burdens and merely provide an optional
method for applicants to fulfill the authentication requirements of the Form ID
submission process. They do not change the basic content of the form. In making these
changes, we also have updated certain contact information for Commission staff in the
instructions to Form ID. We therefore believe that publication for public comment is
unnecessary. Accordingly, we find that publishing a proposed rulemaking notice of these
amendments is likewise unnecessary.”'

The APA generally requires that an agency publish an adopted rule in the Federal
Register 30 days before it becomes effective.”* This requirement, however, does not
apply if the agency finds good cause for making the rule effective sooner.” The

Commission finds good cause to make the changes to the Form ID application process

0 gee 5 U.8.C. 553(b)(3)(B).

21 Bor similar reasons, the amendments do not require analysis under the Regulatory Flexibility Act or a
report to Congress under the Small Business Regulatory Faimess Act. See 5 U.S.C. 601(2) (for purposes of
a Regulatory Flexibility Act analysis, the term "rule” means any rule for which the agency publishes a
general notice of proposed rulemaking) and 5 U.S.C. 804(3)(C) (for purposes of Congressional review of
agency rulemaking, the term "rule” does not include any rule of agency organization, procedure or practice
that does not substantially affect the rights or obligations of non-agency parties).

2 5U.8.C. 553(d).




effective on March 16, 2009. The changes to the Form ID application process are
optional and therefore do not impose any new burdens on applicants. They are related to
changes being made to our EDGAR system in expectation of March 16, 2009, when
mandatory electronic filing of Form D information becomes effective and when we
expect to begin experiencing a substantial increase in the number of new Form ID
applications per year. We see no reason to delay the effectiveness of the amendments for
30 days after these rule changes are published in the Federal Register. We believe Form
ID applicants, investors and the Commission should be able to enjoy the limited benefits
of these changes as soon as practicable and find there is good cause for the amendments
to take effect on March 16, 2009.
VII. STATUTORY BASIS AND TEXT OF RULE AMENDMENTS

We are adopting the amendments to Regulation S-T and Form ID under the
authority in Section 19(a)** of the Securities Act, Sections 3(b),”® 13(a),%® 23(a)”" and
35A* of the Exchange Act, Section 319%° of the Trust Indenture Act of 1939 and
Sections 30 and 38°! of the Investment Company Act of 1940.

TEXT OF RULE AMENDMENTS

2 1d.

#15U.8.C. 775(a).
15 U.8.C. 78c(b).
%15 U.8.C. 78m(a).
715 U.8.C. 78w(a).
#15U.8.C. 7811
#15U.8.C. 77sss.
*15U.8.C. 80a-29.

3115 U.5.C. 80a-37.




List of Subjects
17 CFR Parts 232, 239, 249, 269 and 274
Reporting and recordkeeping requirements, Securities.
TEXT OF THE RULES AND AMENDMENTS
For the reasons set forth above, we amend title 17, chapter II of the Code of
Federal Regulations as follows.

PART 232 - REGULATION S-T - GENERAL RULES AND REGULATIONS
FOR ELECTRONIC FILINGS

1. The authority citation for Part 232 continues to read in part as follows:
Authority: 15 U.S.C. 771, 77g, 77h, 77}, -775(a), 77sss(a), 78¢c(b), 781, 78m, 78,
780(d), 78w(a), 781K(d), 80a—6(c), 802-8, SOa-.29, 80a-30, 80a-37, and 7201 et seq.; and
18 U.S.C. 1350.
k ok ok K *
2. Amend § 232.10 by revising paragraph (b) to read as follows:
§ 232.10 Application of part 232.
* ok ok K K
(b) Each registrant, third party filer, or agent to whom the Commission
previously has not assigned a Central Index Key (CIK) code, must, before filing on

EDGAR:

(1)  File electronically the information required by Form D (8§
239.63, 249.446, 269.7 and 274.402 of this chapter), the uniform application form for

access codes to file on EDGAR, and
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(2)  File, by uploading as a Portabie Document Format (PDF)
attachment to the Form ID filing or by faxing to (202) 504-2474 or (703) 914-4240
within two business days before or after the electronic Form ID filing, a notarized
document, manually signed by the applicant over the applicant's typed signature, that
includes the information required to be included in the Form ID filing, confirms the
authenticity of the Form ID filing and, if filed by fax after the electronic Form D filing,

includes the accession number assigned to the electronic Form ID filing.

* & ok k%

3. Amend § 232.101 by revising paragraph (2)(1)(ix) to read as follows:

§ 232.101 Mandated electronic submissions and exceptions.

(2) ok K K K

(ix) FormID (§§ 239.63, 249.446, 269.7 and 274.402 of this chapter), except
that the authenticating document required by Rule 10(b) of Regulation S-T (§ 232.10(b))
may be filed either in electronic format as an uploaded Portable Document Format (PDF)
attachment to the Form ID filing or by fax as provided in that rule, and other related
correspondence and supplemental information submitted after the Form ID filing shall
not be submitted in electronic format.

* %k ok kK

PART 239 — FORMS PRESCRIBED UNDER THE SECURITIES ACT OF 1933
PART 249 - FORMS, SECURITIES EXCHANGE ACT OF 1934

PART 269 — FORMS PRESCRIBED UNDER THE TRUST INDENTURE ACT OF
1939

PART 274 — FORMS PRESCRIBED UNDER THE INVESTMENT COMPANY
ACT OF 1940

11




17.  Revise the two paragraphs appearing jmmediately after the bullets in the
General Instructions of Form ID (referenced in § 239.63, § 249.446, § 269.7 and
§ 274.402) to read as three paragraphs as follows:

Note: The text of Form ID does not and this amendment will not appear in
the Code of Federal Regulations.

Form ID
UNIFORM APPLICATION FOR ACCESS CODES TO FILE ON EDGAR

* %k k¥

General Instructions
ok E K

An applicant must file the information required by this form in electronic format
via the Commission’s EDGAR Filer Management website. Please see Regulation S-T (17
CFR Part 232) and the EDGAR Filer Manual for instructions on how to file
electronically, including how to use the access codes.

The applicant must complete the Form ID electronic filing by also submitting to
the Commission a copy of a notarized paper “authenticating” document. The |
authenticating document must include the information required to be included in the
Form ID filing, be manually signed by the applicant over the applicant's typed signature,
and confirm the authenticity of the Form ID filing. Applicants may fulfill the
authenticating document requirement by making a copy of the applicant’s electronic -
Form ID filing, adding the necessary confirming language, signing it, and having the
signature notarized.

If the applicant has prepared the authenticating document before making its

electronic Form ID filing, it may submit the document as an uploaded Portable Document

12




Format (PDF) attachmeﬁt to the electronic filing. An applicant also may submit the
authenticating document by faxing it to the Commission at (202) 504-2474 or (703) 914-
4240 within two business days before or afier its electronic Form ID filing. If submitted
by fax after the electronic Form ID filing, the authenticating document must contain the
accession number assigned to the electronic Form ID filing. If the fax is not received
timely, the Form ID filing and application for access codes will not be processed, and the
applicant will receive an e-mail message at the contact e-mail address included in the
Form ID filing informing the applicant of the failure torprocess and providing further
guidance. The message will state why the application was not processed.

For assistance with technical questions about electronic filing, call Filer Support
at (202) 551-8900. For assistance with questions about the EDGAR rules, Division of
Corporation Finance filers may call the Office of Information Technology at (202) 551-
3600; and Division of Investment Management filers may call the IM EDGAR Inquiry

Line at (202) 551-6989.

# k & % %

:f'/uwue &, W%mem._-

By the Commission.

Florence E. Harmon
Deputy Secretary

March 9, 2009
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59541 / March 9, 2009

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2945 / March 9, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13399

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
: PROCEEDINGS PURSUANT TO RULE
LISA W. ZAPPALA (CPA), 102(e) OF THE COMMISSION’S RULES OF
' : PRACTICE, MAKING FINDINGS, AND
Respondent. -t IMPOSING REMEDIAL SANCTIONS

L

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

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

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

the violation of any provision of the Federal securities laws or of the rules and regulations

thereunder.
A IT




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

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

1. Zappala, age 49, served as Senior Vice President and Chief Financial Officer
(“CFO™) at Aspen Technology, Inc. from at least September 1998 until she resigned as CFO in
approximately July 2003. Thereafter, she took on an advisory role at Aspen until she resigned in
approximately December 2004. Zappala was previously a certified public accountant (*CPA”)
licensed to practice in the State of Massachusetts; her CPA license lapsed in or about 1994,

2. Aspen was, at all relevant times, a Delaware corporation with its principal
place of business in Cambridge, Massachusetts. During the relevant period, Aspen was engaged in
the business of selling computer software and related services to industries such as petroleum,
chemicals, and pharmaceuticals. At all relevant times, Aspen’s common stock was registered with
the Commission pursuant to Section 12(g) of the Securities Exchange Act of 1934 (“Exchange
Act”), and traded on the NASDAQ National Market system,

3. On January 8, 2007, the Commission filed a complaint against Zappala in
SEC v. Evans, et al. (Civil Action No. 1:07-cv-10027-JLT). On February 26, 2009, the court
entered an order permanently enjoining Zappala, by consent, from future violations of Section
17(a) of the Securities Act of 1933 and Sections 10(b) and 13(b)(5) of the Exchange Act and Rules
10b-5, 13b2-1 and 13b2-2 thereunder, and aiding and abetting violations of Sections 13(a),
13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act and Rules 12b-20, 13a-1, 13a-11, and 13a-13

4, The Commission’s complaint alleged, among other things, that between at
least 1999 and 2002, Zappala and two other former senior exccutives at Aspen engaged in a
fraudulent scheme which resulted in Aspen improperly recognizing revenue on at least six
different transactions involving at least five different customers worldwide and the filing of
materially false and misleading statements in various Form 10-K annual reports, Form 10-Q
quarterly reports, and Form 8-K current reports during periods including fiscal years 2000

2



through 2004. The Complaint further alleged that Zappala engaged in a2 number of improper
accounting practices that materially overstated Aspen’s net income and revenue in fiscal years
2000 and 2001 and that materially understated Aspen’s net income and revenue in fiscal years
2002, 2003, and 2004, in a departure from generally accepted accounting principles. According
to the complaint, these practices included, among other things, prematurely and improperly
recognizing revenue on contracts that had not been signed within the appropriate fiscal period or
for earnings that had not been completed due to side letters or other contingency arrangements
which changed the terms of the customers’ contractual payment obligations. In addition, the
complaint alleged that Zappala provided numerous faise management representation letters to
Aspen’s outside auditors between August 1999 and April 2002. The complaint also alleged that
Zappala obtained proceeds from exercising stock options and selling artificially inflated Aspen
stock into the marketplace.

IV

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

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

A, Zappala is suspended from appearing or practicing before the Commission as an
accountant.

B. After two years from the date of this order, Respondent may request that the
Commission consider her reinstatement by submitting an application (attention: Office of the
Chief Accountant) to resume appearing or practicing before the Commission as:

1. a preparer or reviewer, or a person responsible for the preparation or
review, of any public company’s financial statements that are filed with the Commission. Such
an application must satisfy the Commission that Respondent’s work in her practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which she works or in some other acceptable manner, as long as she practices before the
Commission in this capacity; and/or

2, an independent accountant. Such an application must satisfy the
Commission that;

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

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

3




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

(d) Respondent acknowledges her responsibility, as long as
Respondent appears or practices before the Commission as an independent accountant, to
comply with all requirements of the Commission and the Board, including, but not limited to, all
requirements relating to registration, inspections, concurring partner reviews and quality control
standards.

C. The Commission will consider an application by Respondent to resume
appearing or practicing before the Commission provided that her state CPA license is
current and she has resolved all other disciplinary issues with the applicable state boards of
accountancy. However, if state licensure is dependent on reinstatement by the
Commission, the Commission will consider an application on its other merits. The
Commission’s review may include consideration of, in addition to the matters referenced
above, any other matters relating to Respondent’s character, integrity, professional conduct,
or qualifications to appear or practice before the Commission.

By the Commission.

Elizabeth M. Murphy
Secretary
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Before the

. UNITED STATES OF AMERICA
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9014 / March 9, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13404

ORDER INSTITUTING CEASE-AND-DESIST

In the Matter of PROCEEDINGS PURSUANT TO SECTION
8A OF THE SECURITIES ACT OF 1933,
HS3 TECHNOLOGIES, INC,, MAKING FINDINGS, AND IMPOSING A

CEASE-AND-DESIST ORDER
Respondent.

L.

The Securities and Exchange Commission (“Commission™) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the Securities Act
. of 1933 (“Securities Act”), against HS3 Technologies, Inc. (“HS3” or “Respondent™).

1L

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Cease-
and-Destst Proceedings Pursuant to Section 8A of the Securities Act of 1933, Making Findings,
and Imposing a Cease-and-Desist Order (“Order’), as set forth below.

111
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Respondent 1s a Nevada corporation headquartered in Denver, Colorado. HS3
resells satellite-based, broadband Internet access and has a web-hosting business. It also installs
and services surveillance systems and sells certain security products. HS3 plans to offer
surveillance systems making use of satellite-based Internet connectivity to enable surveillance of
remote locations. Respondent’s common stock is registered under Section 12(g) of the Securities
Exchange Act of 1934. Respondent’s common stock is traded over the counter and quoted on the
OTC Bulletin Board.
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2. These proceedings arise out of a November 2005 reverse merger, involving HS3,
and Respondent’s coincident failure to comply with the securities registration requirements of
Sections 5(a) and 5(c) of the Securities Act. Prior to the merger, HS3 was named Zeno, Inc.
(“Zeno™) and ostensibly operated as a pre-exploration-stage mining company, based in Gabriola
Island, British Columbia, Canada. Zeno’s stated plan of operation involved an intent to explore
mineral claims held on its behalf in Ontario, Canada.

3. In August 2004, Zeno filed a Form SB-2 registration statement with the Commission
on behalf of 32 shareholders seeking to resell restricted shares that they had bought directly from
Zeno. In its registration statement, Respondent represented that: (1) the selling shareholders would
determine when and how they would sell the shares and had no agreements with underwriters, and
(2) Respondent would receive no proceeds from the sale of these sharcs.

4. In November 2005, Zeno merged with a privately-held surveillance startup. This
transaction took the form of a reverse merger, with Zeno adopting the surveillance startup’s
business plan and replacing its own management with that of the surveillance startup.

5. A stock promotion firm directed the reverse merger as part of an agreement with the
surveillance startup to take the startup public and raise funds for implementation of its business
plan. Contemporaneously, the stock promotion firm and its associates commenced a distribution of
the majority of the shares listed in Respondent’s registration statement, and Respondent changed its
name to HS3. The stock promotion firm and its associates acted as underwriters for the distribution
by acquiring the majority of the shares listed in the registration statement and selling such shares to
a network of investors, transferring $500,000 of the proceeds to Respondent in October 2005.

6. The distribution described above violated Respondent’s representations in its August
2004 Form SB-2 and differed materially from the proposed sale of shares that Respondent had
registered with the Commission by filing the registration statement. No other registration
statements were filed or in effect with respect to the distributed shares, and no exemption from
registration applied.

7. Respondent thus participated in, and shared in the proceeds of, an unregistered
distribution of its shares. Respondent failed to verify whether the distribution of shares and
Respondent’s receipt of proceeds complied with representations made by prior management in the
August 2004 Form SB-2.

8. As a result of the conduct described above, Respondent violated Sections 5(a) and
5(c) of the Securities Act, which prohibit the offer or sale of unregistered securities in interstate
commerce unless such securities are offered or sold pursuant to an exemption from registration.




IV.

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

Accordingly, it is hereby ORDERED that, pursuant to Section 8A of the Securities Act,
Respondent cease and desist from committing or causing any violations and any future violations of
Sections 5(a) and 5(c) of the Securities Act.

By the Commission.

Elizabeth M. Murphy

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

SECURITIES ACT OF 1933
Release No. 9015/ March 9, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13405

ORDER INSTITUTING CEASE-AND-DESIST
In the Matter of PROCEEDINGS PURSUANT TO SECTION
$A OF THE SECURITIES ACT OF 1933,
CANCER DETECTION MAKING FINDINGS, AND IMPOSING A
CORPORATION, formierly CEASE-AND-DESIST ORDER
known as Xpention Genetics,
Inc.,
Respondent.

@ I’

The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the Securities Act
of 1933 (“Securities Act”), against Cancer Detection Corporation, formerly known as Xpention
Genetics, Inc. (“Respondent™). Respondent changed its name to Cancer Detection Corporation in
September 2008.

-

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Cease-
and-Desist Proceedings Pursuant to Section 8A of the Securities Act of 1933, Making Findings,

and Imposing a Cease-and-Desist Order (“Order”), as set forth below.
IIL.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

. 1. Respondent is a development stage, Nevada corporation based in Conifer,
Colorado. It has licensed a patent related to a tumor-associated “marker” protein known as the p65
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marker and funded research related to the marker’s correlation with the incidence of cancer in
dogs. Respondent is a reporting company pursuant to Section 15(d) of the Securities Exchange
Act of 1934. Respondent’s common stock is traded over the counter and quoted on the OTC
Bulletin Board. '

2. These proceedings arise out of a February 2005 reverse merger, involving
Respondent, and a coincident failure to comply with the securities registration requirements of
Sections 5(a) and 5(c) of the Securities Act. Prior to the merger, Respondent was named Bayview
Corporation (“Bayview”) and ostensibly operated as an exploration-stage mining company, based in
Vancouver, British Columbia, Canada. Bayview’s stated plan of operation involved exploration of
two Ontario, Canada mineral claims in which Bayview held an option to acquire an ownership
interest.

3. In March 2004, Respondent filed a Form SB-2/A amended registration statement
with the Commission on behalf of 40 shareholders secking to resell restricted shares that they had
bought directly from Bayview. In its registration statcment, Respondent represented that: (1) the
described sale of shares by the 40 shareholders would occur without the involvement of
underwriters; and (2) Respondent would receive no proceeds from the sale of these shares.

4. In February 2005, Bayview merged with a privately-held biotech startup. This
transaction took the form of a reverse merger, with Bayview adopting the biotech startup’s business
plan and replacing its own management with that of the biotech startup.

5. A stock promotion firm directed the reverse merger as part of an agreement with the
biotech startup to take the startup public and raise funds for implementation of its business plan.

" Contemporaneously, the stock promotion firm and its associates commenced a distribution of the

majority of the shares listed in Respondent’s registration statement, and Respondent changed its
name to Xpention Genetics, Inc. The stock promotion firm and its associates acted as underwriters

* for the distribution by acquiring the majority of the shares listed in the registration statement and

selling such shares to a network of investors, transferring $400,000 of the proceeds to Respondent in
June 2005.

6. The distribution described above violated Respondent’s representations in its March
2004 Form SB-2/A and differed materially from the proposed sale of shares that Respondent had
registered with the Commission by filing the registration statement. No other registration
statements were filed or in effect with respect to the distributed shares, and no exemption from
registration applied.

7. Respondent thus participated in, and shared in the proceeds of, an unregistered
distribution of its shares. Respondent failed to verify whether the distribution of shares and
Respondent’s receipt of proceeds complied with representations made by prior managemernt in the
March 2004 Form SB-2/A.




8. As a result of the conduct described above, Respondent violated Sections 5(a) and

5(c) of the Securities Act, which prohibit the offer or sale of unregistered securities in interstate
commerce unless such securities are offered or sold pursuant to an exemption from registration.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions

agreed to in Respondent’s Offer.

Accordingly, it is hereby ORDERED that, pursuant to Section 8A of the Securities Act,

Respondent cease and desist from committing or causing any violations and any future violations of

Sections 5(a) and 5(c) of the Securities Act.

By the Commission.

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

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 59550 / March 10, 2009

INVESTMENT COMPANY ACT OF 1940
Rel. No. 28644 / March 10, 2009

Admin. Proc. File No. 3-12753

In the Matter of

JOSEPH JOHN VANCOOK

c/o Lewis D. Lowenfels, Esq.
Law Offices of Tolins & Lowenfels
747 Third Avenue
New York, NY 10017

ORDER DENYING

REQUEST FOR EXTENSION OF
TIME, POSTPONEMENT, OR
ADJOURNMENT

and

Michaet J. Sullivan, Esq.
Coughlin Duffy LLP
350 Mount Kemble Avenue
Morristown, NJ 07962

On July 18, 2008, Joseph VanCook, a registered representative formerly associated with
broker-dealer Pritchard Capital Partners, LLC, filed a timely petition for review of an
administrative law judge’s initial decision finding that VanCook violated Section 10(b) of the
Securities Exchange Act of 1934 and Rule 10b-5 thereunder, 1/ and aided and abetted and caused
other violations of the securities laws, based on allegations that VanCook engaged in late trading
of mutual fund shares on behalf of hedge fund clients. 2/ On October 21, 2008, VanCook filed a
reply brief and, with it, a motion to stay this proceeding.

1/ 15US.C.§78i(b); 17 C.F.R. § 240.10b-5.
2/ In his initial decision, the law judge defined “late trading” as “the practice of placing

orders to buy or sell mutual fund shares after the time when the fund has calculated its-
[net asset value], but receiving the price based on the prior [net asset value] already

determined as of 4:00 p.m.”
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VanCook notes that the Commission is currently prosecuting an enforcement action in
federal court against Simpson Capital Management, Inc. (“Simpson”), an investment adviser
alleged to have engaged in late trading. 3/ VanCook is not named as a defendant in the Simpson
matter, but VanCook asserts the case shares factual and analytical similarities to his. The
complaint in the Simpson case describes mutual fund trades that two registered representatives at
Simpson placed with VanCook’s firm, and with other firms, and charges that the trading violated
various provisions of the securities laws and rules.

In his motion, VanCook argues that the pendency of the Simpson matter “places the
Commission in at least a temporarily conflicted position in which the Commission cannot rule
favorably for VanCook without destroying the Commission’s position as party/advocate in the
Simpson matter.” He asserts that, “[a]s a matter of due process, VanCook is entitled to have the
Commission, as adjudicator, judge his case free from bias” and that, because of its prosecution of
the Simpson matter, “the Commission cannot be unbiased in ruling on VanCook’s case.”
VanCook therefore seeks a stay of the proceedings against him pending the resolution of the
litigation against Simpson. The Division of Enforcement opposes VanCook’s motion. 4/

VanCook fails to cite a particular Rule of Practice in support of his motion for a stay.
Rule of Practice 401 governs our issuance of stays. 3/ Rule 401(c) permits motions for stays by
persons aggrieved by a Commission order “who would be entitled to review in a federal court of
appeals.” 6/ However, Rule 401(c) is inapplicable here because the Commission has not yet
entered a final order, reviewable by an appellate court, that we could consider staying. 7/

3/ SEC v. Simpson Capital Mgmt., Inc., No. 07-cv-6072 (JGK) (S.D.N.Y. filed June 27,
2007).

4/ On December 3, 2008, the Division of Enforcement (“Division”) filed an opposition to
VanCook’s motion, at the same time moving for leave to file it out of time. The Division
represents that VanCook consented to its request. Although we strongly disfavor requests
for extensions of time, see Rule of Practice 161(b)(1), 17 C.F.R. § 201.161(b)(1), we
have determined to grant the Division’s motion and accept their late-filed brief.

S/ 17 CF.R. § 201.401.
6/ 17 C.F.R. § 201.401(c).

7/ See Michael J. Markowski, Order Denying Request for A Stay and Granting Extension of
Time for Filing Briefs, Securities Exchange Act Rel. No. 40748 (Dec. 4, 1998), 68 SEC
Docket 2156, 2159 (“Neither the initial decision of the law judge nor our order
scheduling briefing in this proceeding is a Commission order entitling [respondent] to
appellate review.”).
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Although Rule 401 is inapplicable, we will consider VanCook’s motion as a request for
an extension of time, postponement, or adjournment under Rule 161. 8/ That rule provides that
“the Commission, at any time, . . . may, for good cause shown . . . postpone or adjourn any
hearing” so long as any such postponement or adjournment meets certain requirements. 9/ When
deciding whether to grant such a motion, we “adhere to a policy of strongly disfavoring such
requests, except in circumstances where the requesting party makes a strong showing that the
denial of the request or motion would substantially prejudice their case.” 10/ We find that
VanCook has not made the requisite showing.

VanCook’s argument — j.e., that “the position of the Commission as both party/advocate
and adjudicator on exactly the same issues involving exactly the same patrties is a direct conflict,
is a recipe for a biased decision, and raises an appearance of impropriety” — is contrary to
established precedent. As we have previously stated, “[cJourts repeatedly have held that the mere

. fact that an agency both investigates and adjudicates alleged violations does not demonstrate bias

or prejudice. Courts have permitted agencies to investigate, file complaints resulting from the
investigation, receive evidence, and judge the resulting proceedings.” 11/

In Withrow v. Larkin, the Supreme Court held that combining investigative,
prosecutorial, and adjudicative functions within a single state administrative agency did not
violate due process. 12/ The Court noted that it is “very typical for the members of
administrative agencies to receive the results of investigations, to approve the filing of charges or

8/ 17 C.F.R. § 201.161(a). In determining whether to postpone a proceeding under Rule
161, we consider such factors as the length of the proceeding to date, the number of
postponements previously granted, the stage of the proceeding at the time of the request
for a postponement, the efficient and timely administration of justice, and any other
matters justice requires. 17 C.F.R. § 201.161(b)(1).

Y

10/ Id.

1/ John Montelbano, Order Denying Requests for Withdrawal of the Commission and for a
Stay, Exchange Act Rel. No. 45107 (Nov. 27, 2001), 76 SEC Docket 1023, 1025.

12/ 421 U.S. 35 (1975) (holding that procedure whereby a state medical licensing board both
investigated and adjudicated the suspension of a physician’s license did not violate due
process). Accord Hilton-Laughlin v. NLRB, 148 F.3d 1166, 1174 (D.C. Cir. 1998)

(“[ Wle find dispositive the Supreme Court’s holding in [Withrow] that the combination
of investigative and adjudicative functions does not, without more, constitute a violation
of due process.”); Cousin v. Office of Thrift Supv., 73 F.3d 1242, 1250 (24 Cir. 1996)
(finding that combination of authority over investigative, prosecutorial, and adjudicative
functions “fall[s] well within the mandates of the Fifth Amendment {of the U.S.
Constitution]”) (citing Withrow, 421 U.S. at 57-58).
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formal complaints instituting enforcement proceedings, and then to participate in the ensuing
hearings. This mode of procedure does not violate . . . due process of law.” 13/ The Court also
noted that, where the same board both instituted proceedings against a person and then judged
the outcome of those same proceedings, “the risk of bias or prejudgment in this sequence of
functions has not been considered to be intolerably high or to raise a sufficiently great possibility
that the adjudicators would be so psychologically wedded to their complaints that they would
consciously or unconsciously avoid the appearance of having erred or changed position.” 14/
The Court further explained that “legislators and others concerned with the operations of
administrative agencies have given much attention to whether and to what extent distinctive
administrative functions should be performed by the same persons.” 15/ Asa result, the
Administrative Procedure Act requires that an employee of a federal administrative agency may
not both investigate or prosecute a matter and also adjudicate it. 16/ However, as the Supreme
Court recognized, that prohibition does not extend to “the member or members of the body
comprising the agency.” 17/

Further, in Blinder, Robinson v. SEC, the United States Court of Appeals for the District
of Columbia Circuit specifically recognized that the structure of the Commission, as established
by Congress, presumptively provides sufficient protection from the potential harm in combining
prosecutorial and adjudicative functions: that court found that it would be a “strange rule indeed”
that inferred bias in determining the sanction in an administrative proceeding on the ground that
the Commission had previously rejected the respondent’s settlement offer. 18/ The court stated
that finding such bias

would manifest profound disrespect for Congress’ deliberately structuring
agencies as (typically) multi-member bodies, with staggered terms and with
requirements that the President appoint a certain number of members from the
political party other than his own. To give credence to [appellant’s] dark
suspicion of bias notwithstanding this carefully crafted structure would flout what

13/  Withrow, 421 U.S. at 56.

14/ Id.at57.

15/ Id. at51.

16/ See 5 U.S.C. § 554(d).

17/  Seeid.; Withrow, 421 U.S. at 52.

18/ 837 F.2d 1099, 1106 (D.C. Cir. 1988).
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Justice White, in writing for the Court in Withrow, called a “presumption of
honesty and integrity” on the part of those who serve in office. 19/

Here, the alleged due process violation is even more attenuated than those presented in
Withrow and Blinder, Robinson. VanCook’s claimed due process violation arises from the
Commission’s role in prosecuting a related but different matter while adjudicating his own. We
perceive no inherent “potential conflict” between the Commission presenting evidence of alleged
violations of the securities laws in federal court in the Simpson matter and determining, based on
the evidence presented in this administrative proceeding whether VanCook has himself engaged
in any violations and, if so, what, if any, sanction is necessary to protect the public interest. 20/

The risk of bias in the instant case is not, therefore, sufficient to support postponing or
adjourning these proceedings.

VanCook asserts that In re Murchison 21/ calls for an “examination of the shifting
interrelationships among the parties [to litigation and adjudication] and the circumstances of
potential conflict.” In Murchison, the Supreme Court held that due process was violated when
the same judge presided over a contempt hearing after having presided over a “one-man grand
jury” indictment proceeding out of which the contempt charges arose. 22/ However, the
Withrow court specifically considered Murchison’s application to the sound functioning of
administrative agencies and concluded that “Murchison has not been understood to stand for the
broad rule that the members of an administrative agency may not investigate the facts, institute
proceedings, and then make the necessary adjudications.” 23/

VanCook does not argue, and the record does not suggest, that there is actual bias on the
part of any of the Commissioners adjudicating this matter, or that any Commissioner otherwise

19/ Id. at 1106-07 (citing Withrow, 421 U.S. at 47). Accord MFS Sec. Corp. v. SEC, 380
F.3d 611, 618-20 (2d Cir. 2004) (noting similarities between Blinder. Robinson and the
case at issue and rejecting argument that Commission was biased).

20/  See Withrow, 421 U.S. at 57 (noting there is no “logical inconsistency” when a single
administrative body files a complaint based on probable cause and then subsequently
decides, “when all the evidence is in, that there has been no violation of the statute™). Cf.
Michael T. Studer, 57 S.E.C. 890, 896-97 (2004) (noting the Commission’s authority to
bring administrative proceeding for sanctions based on an injunction entered by district
court, even when the Commission is still engaged in litigating an appeal of the underlying
injunction) (citing Elliott v. SEC, 36 F.3d 86, 87 (11th Cir. 1994)), aff’d, 148 Fed. Appx.
58 (2d Cir. 2005). :

21/ 349U.S.133, 136 (1955).
22/ Id.at139.
23/  Withrow, 421 U.S. at 53.




@ 6
has a personal interest in the outcome of this proceeding. Barring a showing that the “special
facts and circumstances present” in this case demonstrate that “the risk of unfairness is
intolerably high,” there is no basis for postponing or adjourning the proceedings against
VanCook because the combination of investigative, prosecutorial, and adjudicative functions
does not, without more, constitute a due process violation. 24/ VanCook’s motion is therefore
appropriately denied.

Accordingly, IT IS ORDERED that Joseph VanCook’s October 21, 2008 motion for a
stay of these proceedings be, and hereby is, denied.

By the Commission.

Elizabeth M. Murphy
Secretary

® w6 (Hecrmp—

py- Florance . Harmon
Deputy Secrefary

. 24/  Withrow, 421 U.S. at 56-58.
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59554 / March 11, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13406

In the Matter of
' ORDER INSTITUTING PROCEEDINGS
HEADLINERS PURSUANT TO SECTION 12(j) OF THE
ENTERTAINMENT GROUP, | SECURITIES EXCHANGE ACT OF 1934, MAKING
INC,, FINDINGS, AND REVOKING REGISTRATION OF

SECURITIES
Respondent.
L

The Securities and Exchange Commission (“Commission”’) deemns it necessary and
appropriate for the protection of investors that proceedings be, and hereby are, instituted pursuant
to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange Act”), against Headliners -
Entertainment Group, Inc. (“Headliners” or “Respondent”). : ‘

IT.

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

118
On the basis of this Order and Respondent’s Offer, the Commission finds that:
A. Headliners is a Delaware corporation based in Montclair, New Jersey. T he

common stock of Headliners has been registered with the Commission pursuant to Section 12(g) of
the Exchange Act since September 2001.
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B. Headliners has failed to comply with Section 13(a) of the Exchange Act and Rules
13a-1 and 13a-13 thereunder, while its common stock was registered with the Commission in that
it has not filed an Annual Report on Form 10-KSB since April 2006 or quarterly reports on Form
10-QSB for any fiscal period subsequent to its fiscal quarter ending September 30, 2006.

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

The Commission is authorized, by order, as it deems necessary or appropriate for the
protection of investors to deny, to suspend the effective date of, to suspend for a period not

~ exceeding twelve months, or to revoke the registration of a security, if the Commission finds, on

the record after notice and opportunity for hearing, that the issuer of such security has failed to
comply with any provision of this title or the rules and regulations thereunder. No member of a
national securities exchange, broker, or dealer shall make use of the mails or any means of
instrumentality of interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked pursuant to the
preceding sentence.

In view of the foregoing, the Commission finds that it is necessary and appropriate for the
protection of investors to impose the sanction specified in Respondent’s Offer.

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

Exchange Act be, and hereby is, revoked.

By the Commission.

Elizabeth M. Murphy

Secretary
OPALR LT,




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59555 / March 11, 2009

INVESTMENT ADVISERS ACT OF 1940
Release No. 2851 / March 11, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13407

: ORDER INSTITUTING

. PROCEEDINGS PURSUANT TO
In the Matter Of : SECTIONS 15(b)(4) AND 21C

. OF THE SECURITIES EXCHANGE
MERRILL LYNCH, PIERCE, FENNER, : ACT OF 1934 AND
& SMITH INCORPORATED : SECTIONS 203(¢)} AND
: 203(k) OF THE INVESTMENT
. ADVISERS ACT OF 1940, MAKING
. FINDINGS, AND IMPOSING CEASE-
. AND-DESIST ORDER, PENALTIES,
: AND OTHER RELJEF
Respondent. :

L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings pursuant to
Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”) and

“Sections 203(e) and 203(k) of the Investment Advisers Act of 1940 (“Advisers Act”), be and
hereby are instituted against Merrill Lynch, Pierce, Fenner & Smith Incorporated (“Merrill
Lynch” or “Respondent”). '

IIO

In anticipation of the institution of these proceedings, the Respondent has submitted an
Offer of Settlement (“Offer”) to the Commission, which the Commission has determined to
accept. Solely for the purpose of these proceedings, and any other proceedings brought by or on
behalf of the Commission or to which the Commission is a party, the Respondent, without
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over the subject matter of these proceedings, consents {0 the entry of this Order Instituting
Proceedings Pursuant to Sections 15(b)(4) and 21C of the Securities Exchange Act of 1934 and
Sections 203(e) and 203(k) of the Investment Advisers Act of 1940, Making Findings, and
Imposing Cease-and-Desist Orders, Penalties, and Other Relief (“Order™).

. admitting or denying the findings herein, except as to the Commission’s jurisdiction over it and

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

A. RESPONDENT

Merrill Lynch, Pierce, Fenner & Smith Incorporated is a Delaware corporation with
its principal place of business in New York, New York. Merrill Lynchis a broker-dealer and
investment adviser registered with the Commission pursuant to Section 15(b) of the Exchange
Act and Section 203 of the Advisers Act. Merrill Lynch engages in a nationwide securities
business.

B. SUMMARY

From 2002 to 2004, several Merrill Lynch retail brokers permitted day traders to hear
confidential information regarding Merrill Lynch institutional customers’ unexecuted orders as
they were transmitted over Merrill Lynch’s squawk box system. The equity squawk box 1s an

. industry-standard audio communication tool that Merrill Lynch’s institutional equities business
uses to allow position traders to transmit internally customer order information, among other
information. The day traders used the customer order information to “trade ahead” of the
institutional customer orders and, in many instances, profited from price movements that were
caused by the market impact of the institutional customer order. The day traders compensated
the brokers for access to this material, nonpublic order information through commissions and
cash payments. The brokers’ misuse of material, nonpublic information was in violation of the
antifraud provisions of the federal securities laws and was the subject of civil enforcement
actions by the Commission. See SEC v. Amore, et al., CV-053885 (Glasser) (E.D.N.Y. August
15, 2005); SEC v. A.B. Watley Group, Inc., etal., CV-061274 (Glasser) (ED.N.Y. March 21,
2006).

Merrill Lynch maintained policies prohibiting insider trading, the front running of
customer orders, and the improper disclosure of information about customer orders. Merrill
Lynch informed its brokers, including those brokers who improperly disclosed customer order
information to day traders, of these policies. However, Merrill Lynch lacked written policies or
procedures to limit access to the equity squawk box, to track which employees had access to the
equity squawk box or to monitor employees’ use of the equity squawk box. Consequently, an

-undetermined number of retail brokers received access 1o equity squawk boxes despite the

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




absence of any bona fide need for the information, such as demonstrating any ability to fill block
orders; Merrill Lynch was unable to identify which employees had equity squawk boxes; and
several retail brokers were able to provide equity squawk box information to day traders simply
by placing their telephone receiver next to the equity squawk box for the entire trading day.

As a result, Merrill Lynch violated Section 15(f) of the Exchange Act and Section 204A
of the Advisers Act, which require registered broker dealers and registered investment advisers
" to establish, maintain and enforce written policies and procedures reasonably designed to prevent
the misuse of material, nonpublic information.

C. FACTS

Merrill Lynch Retail Brokers Made Available Confidential Information
Concerning Institutional Customer Orders to Day Trading Firms

From 2002 to 2004, several Merrill Lynch retail brokers permitted day traders to hear
confidential information on the large unexecuted block orders of Merrill Lynch institutional
customers. The retail brokers were located in three separate Merrill Lynch offices, Branch 1,
Branch 2, and Branch 3. The order information was transmitted over Merrill Lynch’s equity
squawk box.

One common use of the squawk box system is to allow Merrill Lynch position traders to
communicate information, including customer order information, to the sales force who might be
able to assist in finding customers to complete potential trades. Although customer order
information is broadcast over the squawk box, the information communicated over the equity
squawk box does not include the customer name. ‘

The retail brokers first obtained from Merrill Lynch access to an equity squawk box.
Then, each day, the retail brokers called the day trading firm and placed their telephone receiver
next to the equity squawk box for the entire trading day. Asa result, the day traders received
real-time access to the equity squawk box and the confidential order information transmitted
over it. The day traders compensated the brokers for access to the confidential order information
through kickbacks in the form of commissions and cash. The day traders used the information to
trade ahead of the customer orders and many times profited when the price of the security moved
in their favor because of the market impact of the institutional customer orders.

For example, on September 5, 2003, at 11:09 a.m., a Merrill Lynch trader announced
over the squawk box a block order to buy stock in “Company A”. A Merrill Lynch retail broker
gave access to'the order information to day traders by leaving his open phone line next to the
squawk box. From 11:09 a.m. through 11:11 a.m., at least fifteen day traders who received the
information bought 52,400 shares of Company A stock at an average price of $25.28 (plus an
additional 8,400 shares over the next 20 minutes). From 11:09 a.m. through 11:48 a.m., Merrill
Lynch purchased 405,800 shares of Company A stock for its customer at an average price above
$25.28 per share. From 11:12 a.m. through 11:48 a.m., at least seventeen day traders sold over
60,800 shares of Company A stock at an average price of $25.43. Asa result, the day traders
made a profit of $7,798.




Merrill Lynch Lacked Policies and Procedures Reasonably Designed
to Prevent the Misuse of Material, Nonpublic Order Information

Merrill Lynch’s Policies

Merrill Lynch maintained policies prohibiting insider trading, the front running of
customer orders, and the improper disclosure of information about customer orders. Merrill
Lynch notified its brokers of these policies.

For example, the compliance outline for retail brokers contained a prohibition on insider
trading: “Persons who trade while in possession of inside information on the security or its
issuer, or pass the information along to others who may trade on the basis of it, may be subject to
severe criminal and civil penalties....” In addition, the compliance outline for retail brokers also
contained a provision on the confidentiality of customer orders and a prohibition on front
running: “You may not take advantage of a contemplated or pending client transaction by first
entering orders for your employee accounts or any accounts you service or control (“front
running”). Information on client orders may not be disclosed to any other person for other than
bona fide business purposes, or used as the basis of any solicitation.”

However, Merrill Lynch did not have written policies and procedures reasonably
designed to prevent the misuse of material, nonpublic institutional customer order flow

information.

Access to the Squawk Box

Merrill Lynch lacked written policies or procedures to limit access to the information
broadcast on the equity squawk box. Consequently, an undetermined number of Merrill Lynch
brokers, including the retail brokers in this case, were able to obtain access to the equity squawk
box despite the absence of any bona fide need for the information, such as having demonstrated
any ability to fill block orders.

The purpose for broadcasting customer order information over the equity squawk box is
to facilitate execution of the orders by generating contra-side liquidity from other Merrill Lynch
customers. However, Merrill Lynch did not restrict access by brokers to the equity squawk box
based on the brokers’ bona fide need to know such information. An undetermined number of
retail brokers obtained access to the equity squawk box by making an administrative request to
Merrill Lynch’s telecommunications group. No approval by Merrill Lynch’s equities
management was required. Accordingly, Merrill Lynch did not limit access to the equity squawk
box based on any need for access to the information.

Trackine Access to the Squawk Box

Merrill Lynch also lacked written policies and procedures to keep track of who had
access to the equity squawk box. Consequently, Merrili Lynch was unable to determine or




identify all of the employees who had access to institutional customer order information
transmitted over the equity squawk box. This hampered efforts by Merrill Lynch to investigate
instances of suspected leakage of customer order information.

In connection with an internal effort to limit retail broker access to the equity squawk
box, a Merrill Lynch telecommunications consultant also pointed out deficiencies in Merrill
Lynch’s ability to track access to the equity squawk box. In a March 2004 email to a technology
employee, the consultant wrote, “T have no way of knowing who is in the office and possibly
listening to the circuit. I really can’t control how many boxes are hooked up to the circuit either
.... Also, many offices can splice the wire and hook up additional speakers without us
knowing. So, to answer your question, we can not [sic] police the circuit.”

Lack of Supervision of Use of the Squawk Box

Merrill Lynch also lacked written supervisory policies or surveillance procedures,
particularly for branch managers in retail offices or compliance officers, to monitor the use of the
equity squawk box. Merrill Lynch’s branch management did not have an understanding of
which retail brokers had access to the equity squawk box arnid were not required by policy to
evatuate the manner in which the equity squawk box was being used by retail brokers.
Consequently, the retail brokers in this case were able to provide day traders with continuous,
real-time access to the equity squawk box simply by placing an open telephone line next to the
squawk box on their desks.

Remedial Efforts

Merrill Lynch has implemented certain remedial measures concerning access to the
equity squawk box and use of the equity squawk box to communicate internally institutional
equity customer order information.

D. LEGAL DISCUSSION

Section 15(f) of the Exchange Act requires brokers and dealers registered with the
Commission to establish, maintain and enforce written policies and procedures reasonably
designed, taking into consideration the nature of such broker’s or dealer’s business, to prevent
the misuse in violation of the Exchange Act, or the rules or regulations thereunder, of material,
nonpublic information by such broker or dealer or any person associated with such broker or
dealer. Similarly, Section 204A of the Advisers Act requires investment advisers registered with
the Commission to establish, maintain and enforce written policies and procedures reasonably
designed, taking into consideration the nature of such investment adviser’s business, to prevent
the misuse in violation of the Advisers Act or Exchange Act, or the rules or regulations
thereunder, of material, nonpublic information by such investment adviser or any person
associated with such investment adviser. '

Given Merrill Lynch’s extensive financial businesses, certain categories of employees are
regularly in possession of material, nonpublic information or in contact with employees who are
in possession of such information pertaining to Merrill Lynch’s customers and clients. For




example, Merrill Lynch’s institutional customers, such as pension funds, mutual funds, and large
hedge funds, routinely place orders to buy and sell blocks of securities. Depending on the size of
the order and the volume of trading in the security, these institutional customers’ order
information can constitute material, nonpublic information. Institutional customers understand
that Merrill Lynch, with appropriate discretion, may share their order information with other
Merrill Lynch customers who are reasonably considered potential counterparties, but they expect
that Merrill Lynch will otherwise keep their orders and order information confidential for a
variety of reasons, including the fact that: 1) the customers consider their order information
confidential; 2) knowledge of a pending order can negatively affect the price at which Merrill
Lynch could execute the customer’s order; and 3) other market participants could discern the
identity of the customer, to the detriment of the customer’s market strategies.

As described above, Merrill Lynch failed to maintain and enforce written policies and
procedures reasonably designed, taking into consideration the nature of Merrill Lynch’s
business, to prevent misuse, in violation of the federal securities laws, of material, nonpublic
information by Merrill Lynch or any person associated with it. In fact, Merrill Lynch brokers in
several offices did violate the antifraud provisions of the securities laws. Merrill Lynch failed to
maintain written policies or procedures that reasonably: (a) limited access to the equity squawk
box to those employees with a bona fide business need for the customer order information; (b)
tracked who had access to the equity squawk box; (¢} instructed supervisors on how to control
access to, or monitor the use of, the equity squawk box. As a result of Merrill Lynch’s failure to
maintain and enforce policies and procedures reasonably designed to prevent misuse of the
information carried on the equity squawk boxes, retail brokers were able to provide day traders
with access to material, nonpublic information concerning customer orders broadcast over the
squawk box, in violation of Merrill Lynch’s more general policies and in violation of the
securities laws. These day traders then traded ahead of customer orders to the detriment of
Merrill Lynch’s institutional customers.

The Commission has consistently made clear that broker-dealers and investment advisers
must take seriously their responsibilities to design and enforce sufficiently robust policies and
procedures to prevent the misuse of material, nonpublic information. See, e.g, In re Goldman,
Sachs & Co., Exch. Act. Rel. No. 48436; Admin. Proceeding No. 3-11240 (September 4,
2003) (finding violations of Section 15(f)}; In re Gintel Asset Management, Inc., et al., Exch.
Act Rel. No. 46798; Admin. Proceeding No. 3-10930 (November 8, 2002) (finding violations
of Sections 15(f) and 204A); In re DePrince, Race & Zollo, Inc., et al,, Adv. Act Rel. No.
2035; Admin. Proceeding No. 3-10798 (June 12, 2002} (finding violations of Section 204A); In
re Guy P. Wyser-Pratte et al., Exch. ActRel. No. 44283; Adv. ActRel. No. 1943 (May 9,
2001) (finding violations of Section 15(f) and Section 204A); In re Gabelli & Co., Inc. and
Gamco Investors, Inc., Exch. Act Rel. No. 35057 (December 8, 1994) (finding violations of
Section 15(f) and Section 204A). Taking into consideration the extensive trading and retail
brokerage activities of Merrill Lynch, its written policies and procedures were not reasonably
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willfully violated Section 15(f) of the Exchange Act and Section 204A of the Advisers Act.?

. designed to prevent the misuse of material, nonpublic information. Merrill Lynch therefore

IV.

Merrill Lynch has undertaken to implement (or to continue, as the case may be) and
maintain the policies and procedures set forth below. Nothing in this Order or in these
undertakings shall relieve Merrill Lynch of its obligations under Sections 15(f) of the Exchange
Act and Section 204 A of the Advisers Act. :

(A) Merrill Lynch will continue, by means of its policies and procedures manuals, to
inform its employees that information concerning customer orders is confidential.
Merrill Lynch will maintain policies and procedures providing that its employees can
obtain access to the equity squawk box only after his/her manager has approved such
access in writing because the employee’s responsibilities include the facilitation of
customer securities transactions through providing contra-side liquidity for large orders.

(B) Merrill Lynch will require all employees who are granted access to the equity squawk
box to certify that he/she has read and agrees to abide by Metrill Lynch’s policies and
procedures related to the equity squawk box, as sct forth in subsection C.2 below.

(C) Merrill Lynch will design and implement a program to effectuate its policies and
procedures concerning the confidentiality of customer order information communicated

. through the equity squawk box. As part of this program, Merrill Lynch has undertaken

to:

1. Grant an employee access to the equity squawk box, the webwall (an intranet
webpage containing limit price and quantity information concerning institutional
customer orders), or any successor technology or other technology utilized to
disseminate internally institutional equity customer order information for the
purpose of seeking contra-side liquidity (“squawk-related technology™) only after
obtaining a written authorization from the manager responsible for supervising that
employee. The written authorization should state that the manager has verified that
the employee’s responsibilities include the facilitation of customer securities
transactions through providing contra-side liquidity to large orders. The Head of
U.S. Cash Equity Trading must then approve this authorization in writing. On an
annual basis, the Head of U.S. Cash Equity Trading will review whether those who
have access to customer order information should continue to have access. Merrill
Lynch must maintain the manager’s written authorizations and the Head of U.S.
Cash Equity Trading’s written approvals and written annual reviews.

2 A willful violation of the securities laws means merely “that the [party] charged with the duty knows what
[it] is doing.”” See Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting Hughes v. SEC, 174 F.2d
969, 977 (D.C. Cir. 1949)).




2. Every employee requesting access to squawk-related technology is required to
submit a certification form acknowledging that a) he/she must protect confidential
information relating to customer trading activities that he/she receives or has access
to over these applications; b) he/she may generally disclose customer trading
information only to persons who have a legitimate and bona fide need to know such
information and who there is a reasonable basis to believe can be trusted to handle
such information in an appropriate manner; and c) he/she must immediately inform
his/her manager if he/she believes a recipient is using the confidential information
to trade against the interests of the customer that provided the information.

3. Place signs on all equity trading floors reminding employees that customer order
information is confidential.

4. Continue compliance training for all employees who use squawk-related technology
regarding access procedures to these applications and the employees’ obligations to -
safeguard confidential customer order information.

5. Discontinue access to squawk-related technology for all employees who have not
been approved by the Head of U.S. Equity Cash Trading to retain access, and
maintain a list of all employees who have access to squawk-related techriology.

6. Design and implement appropriate surveillance regimens to enforce its policies and
procedures concerning the confidentiality of customer order information.

(D) Merrill Lynch’s internal audit department shall audit Merrill Lynch’s policies and
procedures at least every two years for at least six years following the date of this order.
For each of these audits, the firm will provide the Staff with a copy of the audit report;
the firm will implement any recommendations in the report within the time period
specified by internal audit; and internal audit will confirm the completion of any
required actions within 90 days following the date specified for completion.

(E) Merrill Lynch may, as necessary and appropriate, modify its policies and procedures in
the future in response to changes in technology and the evolution of its business. Any
such modifications to policies and procedures will be reasonably designed to safeguard
confidential customer order information and prevent the misuse of material, nonpublic
information.




V.

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

Accordingly, it is hereby ORDERED that:

A. Pursuant to Section 15(b)(4) of the Exchange Act and Section 203(e)(5) of the
Advisers Act, Merrill Lynch be, and hereby is, censured;

B. Pursuant to Section 21C of the Exchange Act and Section 203(k) of the Advisers Act,
Merrill Lynch shall cease and desist from committing or causing any violations and any future
violations, of Section 15(f) of the Exchange Act and Section 204(A) of the Advisers Act;

C. Within ten days of the issuance of this Order, Merrill Lynch shall pay a civil money
penalty in the aggregate amount of $7,000,000 to the United States Treasury. Such payment
shail be: (1) made by United States postal money order, certified check, bank cashier’s check or
bank money order; (2) made payable to the Securities and Exchange Commission; (3) hand-
delivered or mailed to the Office of Financial Management, Securities and Exchange
Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312;
and (4) submitted under cover letter that identifies Merrill Lynch, Pierce, Fenner & Smith
Incorporated as the Respondent in these proceedings, and the file number of these proceedings, a
copy of which cover letter and money order or check shall be sent to Kay L. Lackey, Associate
Regional Director, Division of Enforcement, Securities and Exchange Commission, 3 World
Financial Center, New York, NY 10281; and

D. Merrill Lynch shall comply with the undertakings enumerated in Section IV A - D
above.

By the Commission.

Elizabeth M. Murphy
Secretary
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SECURITIES AND EXCHANGE COMMISSION

[Release No. IC-28647; 812-13641]
Automated Trading Desk Specialists, LLC, et al.; Notice of Application and Temporary Order
March 12,2009

Agency: Securities and Exchange Commission (“Commission”).

Action: Temporary order and notice of application for a permanent order under section 9(c)

of the Investment Company Act of 1940 (“Act”).

Summary of Application: Applicants have received a temporary order exempting them from

section 9(35 of the Act, with respect to an injunction_entered against Aut;)mated Trading Desk
Specialists, LLC (“ATDS”) on March 11, 2009 by the United States ‘District Court for the
Southern District of New York (the “Injunction”), until the Commission takes final action on
an application for a permanent order. Applicants also have applied for a permanent order.
Applicants: ATDS, Citigroup Global Markets Inc. (“CGMTI”), CEFOF GP I Corp.
(“CEFOF”), CELFOF GP Corp. (“CELFOF”), Citibank, N.A. (“Citii)anl_c”), Citigroup
Alternative Investments LLC (“Citigroup Alternative™), Citigroup Investment Advisory
Services Inc. (“Citigroup Advisory™), Citigroup Capital Partners I GP 1 Corp. (“CCP I’y and
Citigroup Capital Partners I GP iI Corp. (“CCP IL,” and along with CGMI, CEFOF, CELFOF,
Citibank, Citigroup Alternative, Citigroup Advisory and CCP 1, the “Fund Servicing |
Applicants,” together with ATDS, the “Applicants”).1

Filing Date: The application was filed on March 12, 2009.

b Applicants request that any relief granted pursuant to the application also apply to any other

company of which ATDS is or hereafier may become an affiliated person within the meaning
of section 2(a)(3) of the Act (together with the Applicants, the “Covered Persons”).
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Hearing or Notification of Hearing: An order granting the application will be issued unless

the Commission orders a hearing. Interested persons may request a hcariﬁg by writing to the
Comrﬁission’s Secretary and serving Applicants with a copy of the request, personally or by
mail. Hearing requests should be received by the Commission by 5:30 p.m. on April 6, 2009,
and should be accompanied by proof of service on Applicants, in the form of an affidavit, or
for lawyers, a certificate of service. Hearing requests should state the naturé of the writer’s
interest, the reason for the request, and the issues contested. Persons who wish to be notified
of a hearing may request notification by writing to the Commission’s Secretary.
Addreéées: Secretary, U.S. Securities and Exchange Commission, 100 F Street, NE,
Washington, DC 20549-1090. Applicants: ATDS, 401 S.LaSalle Street, Chicago, IL 60605;
CGMI and Citigroup Advisory, 787 Seventh Avenue, New Yoric, NY 10019; CEFOF,
CELFOF, CCP I and CCP 11, 388 Greenwich Street, NewlYork, NY 10013; Citibank, 399
Park Avenue, New York, NY 10043; and Citigroup Alternative, 731 Lexington Avenue, 28"
Floor, New York, NY 10022.
For Further Information Contact: Jaea F. Hahn, Senior Counsel, at (202) 551-6870, or julia
Kim Gilmer, Branch Chief, at (202) 551-6821, (Division of Investment Management, Office
of Investment Company Regulation).
Supplementary Information: The following is a temporary order and a summary of the
application. The complete application may be; obtained for a fee at the Commission’s Public
Reference Room, 100 F Street NE, Washington DC 20549-1520 (tel. 202-551-5850).
Applicants’ Representations: |

L Each of the Applicants is an indirect wholly-owned subsidiary of Citigroup

Inc. (“Citigroup™), a financial holding company whose businesses provide a broad range of




financial services to consumer and corporate customers. ATDS is a broker-dealer that was

_registered with the Commission under the Securities Exchange Act of 1934 (“Exchange
Act™).? Citigroup acquired the parent company of ATDS, ATD Holdings, Inc., in 2007.
ATDS has ne\.fer served or acted an investment adviser or depositor té registered investment
companies (“Funds”™), including unit investment trusts (“UITs”) and face amount certificate
companies, or as principal underwriter to Funds, nor does ATDS have any present intention of
doing so in the future. ATDS currently has no operations.

2. CGMLI is registered as a broker-dealer under the Exchange Act and serves as
principal underwriter for one or more registered investmént companies and as the depositor of
certain unit investment trusts (“UITs,” together with all other registered‘investment
companies, “Funds”). Citigroup Alternative and Citigroup Advisory are registered as
investment advisers under the Investment Advisers Act of 1940 and serve as investment
advisers for one or more Funds. CEFOF, CELOF, Citibank, and CCP I and CCP II (“ESC
Advisers”) serve as investment advisers to certain employees’ securities companies within the
meaning of section 2(a)(13) of the Act, which provide investment opportunities for certain
eligible employees, officers, directors and persons on retainer of Citigroup and its affiliates
(“ESCs” and included in the term “Funds™).?

3. On March 11, 2009, the United States District Court for the Southern District

of New York entered a final judgment, which included the Injunction, against ATDS

2 ATDS deregistered with the Commission as a broker-dealer on July 16, 2004.
3 Greenwich Street Employees Fund, L.P., et al., Investment Company Act Release Nos. 25324
. (Dec. 21, 2001) (notice) and 25367 (Jan. 16, 2002) (order).




(“Judgment”) in a matter brought by the Commission.* The Commission alleged in the

complaint (“Complaint”) that ATDS violated certain rules of the Chicago Stock Exchange by

engaging in improper trades for its own proprietary accounts by trading ahead of, instead of

matching customer orders, interpositioning and trading ahead of unexecuted open or cancelled
orders. The Complaint also alleged that ATDS violated section 17(a) of the Exéhange Act
and rule 17a-3 by failing to make or keep a current blotter containing an itemized daily record
of all purchases and sales of securities effected by ATDS for its proprietary accounts.
‘Without admitting or denying the allegations in the Complaint, except as to jurisdiction,
ATDS consented to the entry of the Judgment that included, among other things, the entry of
the Injunction.

Applicants’ Legal Analysis:

1. Section 9(a)(2) of the Act, in relevant part, prohibits a person who has been
enjoined from engaging in or continuing any conduct or practice in connection with the
purchase or sale of a security or in connection with activities as a broker or dealer, from
acting, among other things, as an investment adviser or depositor of any registered investment
company or a principal underwriter for any registered open-end investment company,
registered UIT or registered face-amount certificate company. Section 9(a)(3) of the Act
makes the prohibition in section 9(a}(2) applicable to a oof.npany, -any affiliated person of
which has been disqualiﬁed under the provisions of section 9(a)(2). Section I2(a)(3) of the Act
defines “affiliated person” to include, among others, any person directly or indirectly

controlling, controlled by, or under common control with, the other person. Applicants state

Securities and Exchange Commission v. Automated Trading Desk Specialists, LLC., Final
~ Consent Judgment as to Automated Trading Desk Specialists LLC., 1:09¢v1977 (LTS)
(SD.N.Y., Mar. 11, 2009).




that ATDS is an affiliated person of each of the Fund Servicing Applicants within the

meaning of section 2(a)(3) of the Act. Applicants staté that the entry of the Injunction results
in Applicants being subject to the disqualification provisions of section 9(a) of the Act.

2, Section 9(c) of the Act provides that the Commission shall grant an application
for exemption from the disqualification provisions of section 9(a) of the Act if it is established
that these provisions, as applied to Applicants, are unduly or disproportionately severe or that
the Applicants’ conduct has been such as not to make it against the public interest or the
protection of investmts to grant the exemption. Applicants have filed an application pursuant
to section 9(c) seeking a temporary and permanent order exempting them and Covered
Perséns from the disqualification provisions of section 9(a) of the Act.

3. Applicants believe they meet the standard for exemption specified in section
9(c). Applicants state that the prohibitions of section 9(a) as applied to the Fund Servicing
Applicants would be unduly and disproportionately severe and that the conduct of Applicants
has been such as not to make it against the public interest or the protection of investors to
grant the exemption from section 9(a).
. 4, Applicants state that the alleged conduct giving rise to the Injunction did not
involve any of the Applicants acting in the capacity of investment adviser, subadviser or
depositor to a Fund, or principal underwriter for any open-end Fund or UIT and that the
conduct occurred prior to Citigroup’s acquisiﬁon of the parent company of ATDS when the
Fund.Servicing Applicants were not affiliated persons of ATDS. Applicants also state that i
none of the current or former directors, officers, or employees of the Fund Servicing '

Applicants had any involvement in the conduct alleged in the Complaint. Applicants further

state that the personnel at ATDS who allegedly participated in the conduct giving rise to the




Injunction have had no and will not have any future involvement in providing advisory,

subadvisory or depository services to Funds, or principal underwriting services to open-end
Funds or UITs and are no longer employed by ATDS.

| 5. - Applicants state that the inability of the Fund Servicing Applicants to continue
to serve as investment adviser, depositor or principal underwriter to the Funds would result in
potenfially severe ﬁnancial hardships for the Funds and their shareholders. Applicants have

| distributed, or will distribute as soon as reasonably practical, written materials, including an
offer to meet in person to discuss the materials, to the board of directors of each Fund,
including the directors who are not “interested persons,” as defined in section 2(a)(19) of the
Act, of such Fund, and their independent legal counsel as defined in rule 0-1(a)(6) under the
Act, if any, regarding the Judgment, any iﬁlpact on the Funds, and the application. Applicants
state they will provide the Funds with all information concerning the Judgment and the
application that is necessary for the Funds to fulfill their disclosure and other obligations
under the federal securities laws.

6. Applicants also state that, if the Fund Servicing Applicants were barred from '.
serving as investment adviser, depositor or principal underwriter to the Funds, the effect on
their businesses and employees would be severe. Applica-mts state that the Fund Servicing
Applicants have committed substantial resources to establish an expertise in providing
services covered by section 9(a) of the Act to Funds. Applicants further state that prohibiting
the Fund Servicing Applicants from providing advisory and distribution services would not
only advgrsely afféct their businesses, but would also adversely affect approximately 50

employees that are involved in those activities. Applicants also state that disqualifying the

ESC Advisers from continuing to provide investment advisory services to ESCs is not in the




. pﬁblic interest or in furtherance of the protection of investors. Because the ESCs have been
formed for the benefit of certain eligible employees, officers, directors and pérsbns on retajﬁer
of Citigroup and its affiliates, it would not be consistent with the purposes of the ESC
provisions of the Act or the ESC Order to require another entity not affiliated with the ESC
Advisers to manage the ESCs. In addition, the employees of Citigroup and its affiliates
subscribed for interests in the ESCs with the expectation that the ESCs would be managed by
an affiliate of Citigroup..

7. Applicants previously have received exemptions under section 9(¢) as the
result of conduct that triggered section 9(a) as described in greater detail in the application.
Applicants’ Condition:

Applicants agree that any order granting the requested relief will be subject to the
following condition:

. Any temporary exemption granted pursuant to the application shall be

- without prejudice to, and shall not limit the Commission’s rights in any manner with
respect to, any Commission investigation _of, or administrative proceedings involving
or against, Covered Persons, including without limitation, the consideration by the

Commission of a permanent exerppﬁon from section 9(a) of the Act requested

pursuant to the application or the revocation or ;‘em'oval of any texﬁporary

exemptions granted under the Act in connection with the application.
Temporary Order:
The Commission has considered the matter and finds that Applicants have made the

necessary showing to justify granting a temporary exemption.




~ Accordingly,

IT IS HEREBY ORDERED, pursuant to section 9(c) of the Act, that the Applicants
and any other Covered Persons are granted a temporary exemption from the provisions of
section 9(a), solely with respect to the Injunction, subject to the condition in the application,
from March 11, 2009, until the Commission takes final action on their application for a
permanent order.

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGF. COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 59568 / March 12,2009

INVESTMENT ADVISERS ACT OF 1940
Release No. 2852 / March 12,2009

ADMINISTRATIVE PROCEEDING
File No. 3-13409

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
MATTHEW E. KOPSKY, INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
Respondent. REMEDIAL SANCTIONS

L

The Securities and Exchange Commission (“Commission™) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 {(“Exchange Act™) and Section 203(%) of the
Investment Advisers Act of 1940 (“Advisers Act”) against Matthew E. Kopsky (“Respondent™).

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934 and Section 203(f) of the Investment Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below.
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IM.
On the basis of this Order and Respondent’s Offer, the Commission finds that

1. Kopsky was employed by Prudential Securities, Inc. and its successor
Wachovia Securities LLC as a registered representative from July 2000 to October 2005, Prudential
Securities, Inc. was a broker-dealer and an investment adviser registered with the Commission, and
Wachovia Securities LLC was a broker-dealer registered with the Commission, Kopsky is currently
an owner of an investment adviser registered with the State of Missouri. Kopsky, 41 years old, is a
resident of Chesterfield, Missouri. :

2. On February 24, 2009, a final judgment was entered by consent against
Kopsky, permanently enjoining him from future violations of Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder, in the civil action entitled SEC v. Matthew E. Kopsky. et al., Civil
Action Number 4:07-cv-379-RWS, in the United States District Court for the Eastern District of
Missourt.

3. The Commission’s complaint alleged that Kopsky engaged in insider _
trading in the securities of Engineered Support Systems, Inc. (“ESSI”). The complaint alleged that
Ronald Davis, ESSI’s former President of Business Development, tipped Kopsky before each of
ESSI’s first three quarterly earnings announcements in 2003, and that Kopsky purchased ESSI
securities for himself and his clients based on material, nonpublic information received from
Davis. According to the complaint, Kopsky made a total profit of $276,259 on these trades,
including $107,062 personally, and $169,197 for his clients,

Iv.

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

Accordingly, it is hereby ORDERED:

entry of this Order. Respondent shall provide to the Commission, within 20 days after the end of
the twelve month suspension period described above, an affidavit that he has complied fully with
the suspension.

By the Commission.

Elizabeth M. Murphy
Secretary

By: (4% M, Peterson




SECURITIES AND EXCHANGE COMMISSION
[Release No. IC-28645; 812-13639]
E*TRADE Capital Markets LLC, et al.; Notice of Application and Temporary Order

March 12, 2009

. Agency: Securities and Exchange Commission (“Com_rhission”).

Action: Temporary order and notice of application for 5 permanent order under section 9(c) of
the Investment Company Act of 1940 (“Act”).

Sﬁmmg.ry of Application: Applicants have received a temporary order exempting them from
section 9(a) of the Act, with respect to an injunction entered against E*TRADE Capital Markets
LLC (“ETCM”) on March 11, 2009, by the United States District Court for the Southern District
of New York (“Injunction”) until the Commission takes final action on an applicaﬁon for a

permanent order. Applicants also have applied for a perma;ient order.

 Applicants: ETCM, E*TRADE Financial Corporation (“ETFC”), E¥TRADE Asset

Management, Inc. (“E*TRADE Asset Manageﬁlent”), E*TRADE Securities LLC (“E*TRADE
Securities”) and Kobren Insight Management, Inc. (“Kobren”) (collectively, oth& than ETCM
and ETFC, the “Fund Servicing Applicants,” and together, the “Applican!:s”).I

Filing Dates: The application was filed on March 4, 2009 and amended on March 12, 2‘009.
Hearing or Notification of Hearing:‘ An order granting the application will be issued unless the
Commission orders a hearing. Interested persons may request a hearing by writing to the

Commission’s Secretary and serving applicants with a copy of the request, personally or by mail.

| Hearing requests should be received by the Commission by 5:30 p.m. on April 6, 2009, and

Applicants request that any relief granted pursuant to the application also apply to any other
company of which ETCM is or hereafier becomes an affiliated person within the meaning of
section 2(a)(3) of the Act (together with the Applicants, the “Covered Persons™).
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should be accompanied by proof of service on applicants, in the form of an affidavit or, for
. lawyers, a certificate of service. Hearing requests should state the nature of the writer’s interest,
the reason for the request, and the issues contested. Persons who wish to be notified of a hearing
may request notification by writing to the Commission’s Secretary.
Addresses: Secretary, U.S. Securities and Exchange Commission, 100 F Street, NE,
Washington, DC 20549-1090; Applicants: ETCM, 440 S. LaSalle Street, Suite 3030, Chicago,
IL 60605; ETFC and E*TRADE Securities, 135 E. 57% Street, New York, NY 10022;
E*TRADE Asset Management, 4500 Bohannon Drive, Menlo Park, CA 94025; and Kobren, 20
William Street, Suite 200, Wellesley Hills, MA 02481.

For Further Information Contact: Jaea F. Hahn, Senior Counsel, at 202-551-6878 or Julia Kim

Gilmer, Branch Chief, at 202—551-6821 (Division of Investment Management, Office of
Investment Company Regulation).

. Supplementary Information: The following is a temporary order and summary of the
application. The complete application may be obtained for a fee at the Commission’s Public
Reference Room, 100 F Street NE, Washington DC 20549-1520 (tel. 202-551-5850).
Applicants’ Representations:

1. ETFC is a global financial services company orgénized under the laws of
Delaware. Through its subsidiaries and affiliates, ETFC provides a wide range of ﬁnanéial
services including an assortment of trading, investing, banking and lending products. ETCMisa
wholly owne;d subsidiary of ETFC and is registered as a bquer—dealer under the Securities
Exchange Act of 1934 (“Exchange Act”). ETCM is primarily engaged in the business of over-
the-counter market making activities. E*TRADE Asset Management and Kobren (together, the

«Adviser Applicants”) are each a wholly owned subsidiary of ETFC and registered as an




investment adviser under the Investment Advisers Act of 1940. Each Adviser Applicant
currently provides investment management and advisory services to registered investment
companies (“Funds”). E¥TRADE Securities is registered as a broker-dealer under the Exchange
Act and ac;ts as principal underwriter to various open-end Funds.

2, On March 11, 2009, the United States District Court for the S.outhern District of |
New York entered a judgment, which included the Injunction, against ETCM (*J udgment”) in a
matter brought by the Commission.? The Commission alleged in the complaint (“Complaint”)
that ETCM violated certain rules of the Chicago Stock Exchange by engaging in improper trades
for its own proprietary accounts by trading ahead of, instead of matching customer orders,
interpositioning and trading ahead of unexecuted open or cancelled orders. The Complaint also
alleged that ETCM violated section 17(a) of the Exchange Act and rule 17a-3 thereunder by
failing to make or keep a current blotter containing an itemized daily record of all purchases and
sales of securities effected by ETCM for its proprietary accounts. Without admittiﬁg or denying
any of the allegations in the Complaint, ETCM consented to the entry of the Injunction.

Applicants’ Legal Analysis:

1. Section 9(a)(2) of the Act, in relevant part, prohibits a person who has been
enjoined from engaging in or continuing any conduct or practice in oonpection with the purchase
or sale of a security, or in connection with activities as broker or dealer, from acting, among
other things, as an investment adviser or depositor of any registered investment company or a
principal underwriter for any registered open-end investment company, registered unit

investment trust, or registered face-amount certificate company. Section 9(a)(3) of the Act

2

Securities and Exchange Commission v. E¥TRADE Capital Markets L1L.C. Final Consent
Judgment as to E¥TRADE Capitai Markets LLC., 09 Civ. 1976 (S.D.N.Y., filed March 11,

2009).




makes the prohibition in section 9(a)(2) applicable to a.oompany, any affiliated person of which
has been disqualified under the provisions of section 9(a)(2). Section 2(a}(3) of the Act defines
“affiliated person” to include, among others, any person directly or indirectly controlling,
controlled by, or under common control, with the other person. Applicants state that ETCM is
an affiliated person of each of the other Applicants within the meaning of section 2(2)(3).
Applicants state that, as a result of the Injunction, they would be subject to the prohibitions of
section 9(a).

2. Section 9(c) of the Act provides that the Commission shall grant an application
for exemption from the disqualification provisions of section 9(a) of the Act if it is established
that these provisions, as applied to Applicaﬁts, are unduly or disproportionately severe or that the
conduct of the Applicants has been such as not to make it against the public interest or the
protection of investors to grant the exemption. Applicants have filed an application pursuant to
«:;ection 9(c) seeking a temporary and pmmanen£ order exempting the Applicants and the other
Covered Persons from the disqualification provisions of section 9(a).

3. Applicants believe that they meet the standards for exemption specified in section
9(c). Applicants state that the prohibitions of section 9(a) as applied to them would be unduly
and disproportionately severe and that the conduct of Applicants has been such as not to make it
against the public interest or the protection of investors to grant the requested exemption from
section 9(a).

4. Applicants state th;lt the alleged conduct giving rise to the Injunction did not
involve any of the Applicants acting in the capacity of investment adviser, subadviser or
depositor or pﬁncipal underwriter for any Fund. Applicants also state that none of the current or

former directors, officers, or employees of ETFC and the Fund Servicing Applicants had any




knowledge or involvement in the conduct alleged in the Complaint. Applicants further state that
the personnel at ETCM who were involved in the violations alleged in the complaint have had no
and will not have any future involvernent in providing advisory, subadvisory, depository or
underwriting services to Funds.

5. Applicants state that the inability of fhe Adviser Applicants to provide investment
advisory services and E¥TRADE Securities to provide ﬁrincipal underwriter services to Funds
would result in potentially severe financial hardships for the Funds and their shareholders. |
Applicants state that they will distribute written materials, including an offer to meet in person to
discuss the materials, to the boards of trustees of the Funds (the “Boards”), including the trustees
who are not “interested persons,” as defined in section 2(a)(19) of the Act, of such Funds, and
their independent legal counsel as defined in rule 0-1(2)(6) under the Act, if any, of the
circumstances that led to the Injunction, any impact on the Funds, and the application.
Applicants state that they will provide the Boards with all information concerning the Injunction
and the application that is necessary for the Funds to fulfill their disclosure and other obligations
under the federal securities laws.

6. Applicants also state that, if the Fund Servicing Applicants were barred from
providing investment advisory services to the Funds, and underwriting services to open-end
Funds and UITs, the effect on their businesses and employees would be severe. Applicants state
that they have committed substantial resources to establishing advisory and underwriting
eﬁcpertise. Applicants further state that prohibiting them from providing advisory and
underwriting services would not only adversely affect their businesses, but would also adversely

affect over 1500 employees that are involved in such services.




7. None of the Applicants have previously received an order under section 9(c) of

the Act.

Applicants’ Condition:

Applicants agree that any order granting the requested relief will be subject to the
following condition: |

Any temporary exemption granted pursuant to the application shall be without
prejudice to, and shall not limit the Commission’s rights in any manner with respect to,
any Commission ihvestigation of, or administrative proceedings involving or against,
Covered Persons, including without limitation, the consideration by the Commission of a
permanent exemption from section 9(a) of the Act requested pursuant to the application
or the revocation or removal of any temporary exemptions granted under the Act in
connection with the #pplication.

Temporary Order:

The Commission has considered the matter and finds that the Applicants have made the
necessary showing to justify grantiné a temporary exemption.

Accordingly,

IT IS HEREBY ORDERED, pursuant t-o section 9(c) of the Act, that Applicants and any
other Covered Persons are granted a temporary exemption from the provisions of section 9(a),
solely with respect to the Injunction, subject to the condition in the application, from March 11,

2009, until the Commission takes final action on their application for a pénnanent order.
By the Commission. 5%)?/’% ?}z, %MP’%’

B v Elizabeth M. Murphy
- R Secretary




SECURITIES AND EXCHANGE COMMISSION
(Release No, 34-59578; File No. $7-06-09)

March 13, 2009
ORDER GRANTING TEMPORARY EXEMPTIONS UNDER THE SECURITIES
EXCHANGE ACT OF 1934 IN CONNECTION WITH REQUEST OF CHICAGO
MERCANTILE EXCHANGE INC. AND CITADEL INVESTMENT GROUP, L.L.C.
RELATED TO CENTRAL CLEARING OF CREDIT DEFAULT SWAPS, AND
REQUEST FOR COMMENTS
I. Introduction

In response to the recént turmoil in the financial markets, the Securities and Exchange
Commission (“Commission”) has taken multiple actions to protect investors and ensure the
integrity of the nation’s securities markets.! Today the Commission is taking further action
designed to address concerns related to the market in credit default swaps (“CDS”). The over-

the-counter (“OTC”) market for CDS has been a source of concerns to us and other financial

regulators. These concerns include the systemic risk posed by CDS, highlighted by the possible

! A nonexclusive list of the Commission's actions to stabilize financial markets during this credit

crisis include: adopting a package of measures to strengthen investor protections against naked short
selling, including rules requiring a hard T+3 close-out, eliminating the options market maker exception of
Regulation SHO, and expressly targeting fraud in short selling transactions (S¢e Securities Exchange Act
Release No. 58572 (September 17, 2008), 73 FR 54875 (September 23, 2008)); issuing an emergency
order to enhance protections against naked short selling in the securities of primary dealers, Federal
National Mortgage Association (“F annie Mae™), and Federal Home Loan Mortgage Corporation
(“Freddie Mac™) (See Qecurities Exchange Act Release No. 58166 (July 15, 2008), 73 FR 42379 (July 21,
2008)); taking temporary emergency action to ban short selling in financial securities {See Securities
Exchange Act Release No. 58592 (September 18, 2008), 73 FR 55169 (September 24, 2008)); approving
emergency rulemaking to ensure disclosure of short positions by hedge funds and other institutional
money managers (See Securities Exchange Act Release No. 58591A (September 21, 2008), 73 FR 55557
(September 25, 2008)); proposing rules to strengthen the regulation of credit rating agencies and making
the limits and purposes of credit ratings clearer to investors (See Securities Exchange Act Release No.
57967 (June 16, 2008), 73 FR 36212 (June 25, 2008); entering into a Memorandum of Understanding
with the Board of Governors of the Federal Reserve System (“FRB™) to make sure key federal financial
regulators share information and coordinate regulatory activities in important areas of commion interest
(See Memorandum of Understanding Between the U.S. Securities and Exchange Commission and the
Board of Governors of the Federal Reserve System Regarding Coordination and Information Sharing in
Areas of Common Regulatory and Supervisory Interest (July 7, 2008),
http://www.sec.gov/news/press/2008/2008-134 mou.pdf).
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inability of parties to meet their obligations as counterparties and the potential resulting adverse
effects on other markets and the financial system.2 Recent credit market events have
demonstrated the seriousness of these risks in a CDS market operating without meaningful
regulation, transpm’ency,3 or ceﬁtral counterparties (“CCPs”). * These events have emphasized
the need for CCPs as fnechanisms to help control such risks.” A CCP for CDS could be an
impoﬁant step in reducing the counterparty risks inherent in the CDS market, and thereby help
mitigate potential systemic impacts. In November 2008, the President’s Working Group on
Financial Markets stated that the implementation of a CCP for CDS was a top priority6 and, 1n
furtﬁerance of this recommendation, the Commission, the FRB and the Commodity Futures
Trading Commission (“CFTC”) signed a Memorandum of Understanding7 that establishes a
ﬁamewdrk for consultation and information sharing on issues related to CCPs for CDS. Given

the continued uncertainty in this market, taking action to help foster the prompt development of

? In addition to the potential systemic risks that CDS pose to financial stability, we are concerned

about other potential risks in this market, including operational risks, risks relating to manipulation and
fraud, and regulatory arbitrage risks.

} See Policy Objectives for the OTC Derivatives Market, The President’s Working Group on

Financial Markets, November 14, 2008, available at http://www.ustreas.gov/press/releasesfrepor[s/
policyobjectives.pdf (“Public reporting of prices, trading volumes and aggregate open interest should be
required to increase market transparency for participants and the public.”).

4

See The Role of Credit Derivatives in the U.S. Economy Before the H. Agric. Comm., 110"
Cong. (2008) (Statement of Erik Sirri, Director of the Division of Trading and Markets, Commission).

’ See id.
4]

See Policy Objectives for the OTC Derivatives Market, The President’s Working Group on
Financial Markets (November 14, 2008), :
http://www.ustreas.gow’press/releases/reports/policvobiectives.pdf. See also Policy Statement on
Financial Market Developments, The President's Working Group on Financial Markets (March 13, 2008),
http://www.treas.gov/press/releases/reports/pwgnolicvstatenﬁdturmoil 03122008.pdf; Progress Update
on March Policy Statement on Financial Market Developments, The President's Working Group on
Financial Markets (October 2008), httn:f'/www.treas.gov/press/releases/ret)orts/q4pro,qress%20update.ndf.
7

See Memorandum of Understanding Between the Board of Governors of the Federal Reserve
System, the U.S. Commodity Futures Trading Commission and the U.S. Securities and Exchange
Commission Regarding Central Counterparties for Credit Default Swaps (November 14, 2008),
http://www.treas.20w’press/releases/reports/ﬁnalmou.pdf.




CCPs, including granting conditional exemptions from certain provisions of the federal securities

laws, is in the public interest.

A CDS is a bilateral contract between two parties, known as counterparties. The value of
this financial contract is based on underlying obligations of a single entity or on a particular
security or other debt obligation, or an index of several such entities, securities, or obligations.
’fhe obligation of a seller under a CDS to make payments under a CDS contract is triggered by a
default or other credit event as to such entity or entities or such security or securities. Investors
may use CDS for a variety of reasons, including to offset or insure against risk in their fixed-
income portfolios, to take positions in bonds or in segments of the debt market as represented by
~ an index, or to capitalize on the volatility in credit spreads during times of economic uncertainty.
In recent years, CDS market volumes have rapidly increased.® This growth has coincided with a
significant rise in the types and number of entities participating in the CDS market.”

| The Commission’s authority over this OTC market for CDS is limited. Specifically,
Section 3A of the Securities Exchange Act of 1934 (“Exchange Act”) limits the Commission’s
authority over swap agreements, as defined in Section 206A of the Gramm-Leach-Bliley Act.!?
For those CDS that are swap agreements, the exclusion from the definition of security in Section

3A of the Exchange Act, and related provisions, will continue to apply. The Commission’s

s See Semiannual OTC derivatives statistics at end-December 2007, Bank for International

Settlements (“BIS”), available at http://www.bis.org/statistics/otcder/dt1920a.pdf.
9

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

10 15 U.S.C. 78¢c-1. Section 3A excludes both a non-security-based and a security-based swap

agreement from the definition of “security” under Section 3(a)(10) of the Exchange Act, 15 U.S.C.
78¢c(a)(10). Section 206A of the Gramm-Leach-Bliley Act defines a “swap agreement” as “any
agreement, contract, or transaction between eligible contract participants (as defined in section 1a(12) of
the Commodity Exchange Act. . .) . . . the material terms of which (other than price and quantity) are
subject to individual negotiation.” 15 U.5.C. 78c note.
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action toaay does not affect these CDS, and this Order does not apply to them. For those CDS
that are not swap agreements (“non-excluded CDS”), the Commission’s action today provides
;:onditioﬁal exemptions from certain requirements of the Exchange Act.

The’COmmission believes that using well-regulated CCPs to clear transactions in CDS
would help promote efficiency and reduce risk in the CDS market and among its participants.
- These benefits cquld be particularly significant in times of market stress, as CCPs wopld miti gate
the potential for a market participant’s failure to destabilize other market participants, and reduce
the effects of misinformation and rumors. CCP-maintained records of CDS transactions would
also aid the.Commission’s efforts to prevent and detect fraud and other abusive market practices.

A well-regulated CCP also would address concerns about counterparty risk by
substituting the creditworthiness and liquidity of the CCP for the creditworthiness and liquidity
of the counterparties to a CDS. In the absence of a CCP, participants in the OTC CDS market
must carefully manage their counterparty risks because the default by a counterparty can render
worthless, and payment delay can reduce the usefulness of, the credit protection that has been
bought by a CDS purchaser. CDS participants currently attempt to manage counterparty risk by
caretfully selecting and monitoring thei'r counterparties, entering into legal agreements that permit
them to net gains and losses across contracts with a defaulting counterparty, and often requiring
counterparty exposureé to be collateralized.!" A CCP could allow participants to avoid these

risks specific to individual counterparties because a CCP “novates” bilateral trades by entering

H See generally R. Bliss and C. Papathanassiou, “Derivatives clearing, central counterparties and

novation: The economic implications” (March 8, 2006), at 6. See also “New Developments in Clearing
and Settlement Arrangements for OTC Derivatives,” Committee on Payment and Settlement Systems,
BIS, at 25 (March 2007), available at http://www .bis.org/pub/cpss77.pdf; “Reducing Risks and Improving
Oversight in the OTC Credit Derivatives Market,” Before the Sen. Subcomm. On Secs., Ins. and
Investments, 110th Cong. (2008) (Statement of Patrick Parkinson, Deputy Director, Division of Research
and Statistics, FRB).




into separate contractual arrangements with both counterparties — becoming buyer to one and

seller to the other.'> Through novation, it is the CCP that assumes counterparty risks.

For this reason, a CCP for CDS would contribute generally to the goal of market stability.
As part of its risk management, a CCP may subject novated contracts to initial and variation
margin requirements and establish a clearing fund. The CCP also may implement a loss-sharing
arrangement among its participants to respond to a participant insolvency or default.

A CCP would also reduce CDS risks through multilateral netting of trades.”” Trades
cleared through a CCP would permit market participants to accept the best bid or offer from a
dealer in the OTC market with very brief exposure to the creditworthiness of the dealer. In
addition, by allowing netting of positions in similar instrumeﬁts, and netting of gains and losses
across different instruments, a CCP would reduce redundant notional exposures and promote the
more efficient use of resources for monitoring and managing CDS positions. Through uniform
margining and other risk controls, including controls on market-wide concentrations that cannot
be implemented effectively when counterparty risk management is decentralized, a CCP can help
prevent a single market participant’s failure from destabilizing other market participants and,
ultimately, the broader financial system.

In this context, The Chicago Mercantile Exchange Inc. (“CME") and Citadel Investment

Group, L.L.C. (“Citadel”) have requested that the Commission grant exemptions from certain

" “Novation” is a “process through which the original obligation between a buyer and seller is

discharged through the substitution of the CCP as seller to buyer and buyer to seller, creating two new
contracts.” Committee on Payment and Settlement Systems, Technical Committee of the International
Organization of Securities Commissioners, Recommendations for Central Counterparties (November
2004) at 66.

b See “New Developments in Clearing and Settlement Arrangements for OTC Derivatives,” supra

note 11, at 25. Multilateral netting of trades would permit multiple counterparties to offset their open
transaction exposure through the CCP, spreading credit risk across all participants in the clearing systern
and more effectively diffusing the risk of a counterparty’s default than could be accomplished by bilateral
netting alone.




requirements under the Exchange Act with respect to their proposed activities in clearing and

settling certain CDS, as well as the proposed activities of certain other persons, as described
below."

Based on the facts that CME and Citadel have presented and the representations they
_ha've made,"” and for the reasons discussed in this Order, the Commission temporarily is
exempting, subject to certain conditions, CME from the requirement to register as a clearing
agency under Section 17A of the Exchange Act solely to perform the functions of a clearing
agency for certain non-excluded CDS transactions. The Commission also temporarily is
exempting eligible contract participants and others from certain Exchange Act requirements with
respect to non-excluded CDS cleared by CME. The Commission’s exemptions are temporary
and will expire on December 14, 2009. To facilitate the operation of one or more CCPs for the
CDS market, the Commission has also approved interim final temporary rules providing
exemptions under the Securities Act of 1933 and the Exchange Act for non-excluded CDS.'®
Finally, the Commission has provided temporary exemptions in connection with Sections 5 and 6

of the Exchange Act for transactions in non-excluded CDS."”

il. Discussion

A. Description of CME and Citadel’s Proposal

1 See Letter from Adam Cooper, Citadel Investment Group, L.1..C. and Ann K. Shuman, Chicago
Mercantile Exchange, Inc., to Elizabeth M. Murphy, Secretary, Commission, March 12 | 2008.

13 See id. The exemptions we are granting today are based on representations made by CME and

Citadel. We recognize, however, that there could be legal uncertainty in the event that one or more of the
underlying representations were to become inaccurate. Accordingly, if any of these exemptions were to
become unavailable by reason of an underlying representation no longer being materially accurate, the
legal status of existing open positions in non-excluded CDS associated with persons subject to those
unavailable exemptions would remain unchanged, but no new positions could be established pursuant to
the exemptions until all of the underlying representations were again accurate.

16 See Securities Act Release No. 8999 (January 14, 2009).
17 See Securities Exchange Act Release No. 59165 (December 24, 2008).




The exemptive request by CME and Citadel describes how their proposed arrangements

for central clearing of CDS would operate, and makes representations about the safeguards

associated with those arrangements, as described below:

1. CME Organization -

CME Group Inc. (*CME Group™), a Delaware stock corporation, is the holding company
for CME, as well as Board of Trade of the City Of Chicago, Inc., New York Mercantile
Exchange, Inc., Commodity Exchange, Inc. and their subsidiaries.

CME is a designated contract market (“DCM”), regulated by the CFTC, for the trading of
futures and options on futures contracts. In addition, CME Group operates its own clearing
house, which is a division of CME. The CME clearing house is a derivates clearing organization
(“DCO”) regulated by the CFTC. The clearing house clears, settles and guarantees the
performance of all transactions matched through the execution facilities and on third party
exchanges for which CME Group provides clearing services. The clearing house operates with
the oversight of the Clearing House Risk Committee (“CHRC™). The CHRC is made up of a
group of clearing member representatives who represent the interests of the clearing house as
well as clearing members of CME Group.

CME is required to comply with the eighteen CFTC Core Principles applicable to
registered DCMs and the fourteen CFTC Core Principles applicable to DCOs.'® The CFTC
conducts regular audits or risk reviews of CME with respect to these Core Principles. CME is
registered and in good standing with the CFTC. In addition, CME is notice registered with the
Commission as a special purpose national securities exchange for the purpose of trading

securities futures products. Inthe UK., CME is a Recognised Overseas Investment Exchange

8 The DCM and DCO Core Principles are set forth in 7 U.S.C. 7(b), 7a-1(c)(2)(A).




and a Recognised Overseas Clearing House, subject to regulation by the U.K. Financial Services

Authority.

2. CME Central Counterparty Services for CDS

CME as part of its clearing services would be intefposed as central counterparty for
transactions in Cleared CDS (as defined below)."” CME would provide clearing and settlement
services for transactions in Cleared CDS submitted to or executed on the CMDX platform.*
CME would also accept for clearing directly from participants trades in Cleared CDS that are not
executed on or processed through CMDX.

Specifically, CME would accept for clearing (i) trades that are matched on the CMDX
platform, (11) pre-existing non-standard trades _that are submitted to clearing through the CMDX
migration facility, and (iii) new bilaterally-executed trades in standardized products that are
submitted to CME for clearing directly by the participants (using CME’s Clearing 360™ API or

similar facility that CME makes available).”!

19 See note 29, infra.

20 Citadel and CME have entered into a joint venture (to be named “CMDX”) to provide a trading

and clearing solution for CDS. CMDX trading, booking and migration services would be available only
to persons that satisty the definition of an “eligible contract participant” in Section 1a(12) of the
Commodity Exchange Act (“CEA”) (other than paragraph (C) thereof). In addition, each participant on
the CMDX platform must be a clearing member of CME or have a clearing relationship with a CME
clearing member that agrees to assume responsibility for the participant’s CDS contracts cleared by CME.
Initially, CMDX would offer CDS that mirror as closely as possible the terms of existing OTC CDS. The
coupons and maturities would be standardized to the extent necessary to permit centralized clearing.

2 Non-standard trades that are migrated to CME would ultimately be converted to a standard,

centrally cleared contract. Migration may only occur if both counterparties to a trade agree to the process
and both are clearing members or have the appropriate relationship with a clear