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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE CcOMMISSION

July 18,2013

In the Matter of
Americal Technologies Group, 1n¢» ORDER OF SUSPENSION OF
Bonanza Oil & Gas, In¢ and TRADING
Gulf Coast Oil & Gas, Inc.,
Tile No. 500-1
1t appears t© the Securities and E;xc;rlange Commission that thete is alack of current and
accurate information concerning the securities of American Technoi'o gies Group, Inc-. because it
has not filed any periodic reports since the period ended April 30,2010.
1t appeats 10 the Securities and Exchang® Commission that there 152 lack of current and
._ accuratc information concerning the securities of Bonanza 0il & Gas, Inc. because it has not
filed any perio_dic reports since the period ended June 30, 2010.
1t appears 10 the Securities and Exchang® Commission that there 1s 2 tack of current and
accurate informationt concerning the securities of Guﬁ Coast Ol & Gas, Inc. because it has not
filed any periodic reports Since the period ended June 30, 2008.
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t the public interest and the protection of investors

The Commission is of the opinion th

ing in the securities of the above-listed companies. Therefore, it 1s

require a suspension of tradin
suant to Section 12(K) of the Securities Exchange Actof 1934, that trading in the

ordered, pur
anies is suspended for the period from 9:

securities of the above-listed comp 30 a.m. EDT on July

18, 2013, through 11:59 p.m. EDT on July 31,2013.

By the Comumnission.

Elizabeth M. Murphy
Secretary

Meterson

SSIstant Secretary







Commission, having not filed any periodic reports since it filed a Form 10-Q for the period
ended June 30, 2010, which reported a net loss of $7,816,477 for the prior six months. Asof
July 15, 2013, the common stock of BGOI was quoted on OTC Link, had eight market makers,
and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(H)(3)-

3. Gulf Coast Oil & Gas, Inc. (“GCOG”) (CIK No. 1 108943)is a revoked Nevada
corporation located in Houston, Texas with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). GCOG is delinquent in its periodic filings with the
Commmission, having not filed any periodic reports since it filed a Form 10-Q for the period
ended June 30, 2008, which reported a net Joss of $322,224 for the prior six months. As of July
15, 2013, the common stock of GCOG was quoted on OTC Link, had eight market makers, and

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

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

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

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

I

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

A.  Whether the allegations contained in Section I1 hereof are true and, in connection
therewith, to afford the Respondents an opportunity to establish any defenses to such allegations;
and,

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




1v.

IT IS HEREBY ORDERED that a public hearing for the purpose of taking evidence on
the questions set forth in Section 111 hereof shall be convened at a time and place t0 be fixed, and
before an Administrative Law Judge to be designated by further order as provided by Rule 110
of the Commission’s Rules of Practice [17 C.F.R. § 201.1 10]).

IT 1S HEREBY FURTHER ORDERED that Respondents shall file an Answer to the

allegations contained in this Order within ten (10) days after service of this Order, as provided by
Rule 220(b) of the Commission’s Rules of Practice [17 CFR. § 201.220(b)}.

If Respondents fail to file the directed Answers, 0T fail to appear at a hearing after being
duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2 or 12g-3,
and any new corporate names of any Respondents, may be deemed in default and the
proceedings may be determined against it upon consideration of this Order, the allegations of
which may be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and 310 of the
Commission’s Rules of Practice [17 CF.R. §§ 201.155(a), 201.220(D), 201.221(f), and 201.3101.

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

registered, or Express Mail, or by other means permitted by the Commission Rules of Practice.

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

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

Commission action.

By the Commmission.

Elizabeth M. Murphy
Secretary

Bﬁﬁz‘tw.ﬁpmr@

M. Peterson
Assistant Secretary




SECURITIES AND EXCHANGE COMMISSION
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552). It contains a copy of each decision, order, rule or similar action of the
Commission, for July 2013, with respect to which the final votes of '
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UNITED STATES OF AMERICA

Before the

SECURITIES AND EXCHANGE COMMISSION

March 31, 2011

In the Matter of

Corestream Energy, Inc.
(f/k/a Zealous, Inc.),

File No. 500-1

ORDER OF SUSPENSION
OF TRADING

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

current and accurate information concerning the securities of Corestream Energy, Inc.

(“Corestream”) (f/k/a Zealous, Inc.) because it has failed to file certain periodic reports

with the Commission and because of questions regarding the accuracy and adequacy of

statements made by Corestream in press releases concerning, among other things, the

acquisition of certain oil wells. Corestream is quoted on OTC Link (previously the Pink

Sheets) operated by OTC Markets Group, Inc. under the ticker symbol “ZLUS.”

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.
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THEREFORE, IT IS ORDERED, pursuant to Section 12(k) of the Securities
. Exchange Act of 1934, that trading in the securities of the above-listed company is
suspended for the period from 9:30 a.m. EDT on March 31,2011, through 11:59 p.m.
EDT on April 13, 2011.

By the Commission.

Elizabeth M. Murphy
Secretary




Before the
SECURITIES AND EXCHANGE COMMISSION

. UNITED STATES OF AMERICA

INVESTMENT ADVISERS ACT OF 1940
Release No. 3312/ November 9, 2011

INVESTMENT COMPANY ACT OF 1940
Release No. 29858 / November 9, 2011

ADMINISTRATIVE PROCEEDING
File No. 3-11393

ORDER MODIFYING ORDER
INSTITUTING
In the Matter of ADMINISTRATIVE AND CEASE-
. AND-DESIST PROCEEDINGS
MASSACHUSETTS FINANCIAL PURSUANT TO SECTIONS 203(e),
- SERVICES COMPANY, JOHN W, 203(f) AND 203(k) OF THE
BALLEN AND KEVIN R. PARKE INVESTMENT ADVISERS ACT
' - OF 1940 AND SECTIONS 9(b) AND
Respondents. 9(f) OF THE INVESTMENT
COMPANY ACT OF 1940,
. . MAKING FINDINGS, AND
IMPOSING REMEDIAL
SANCTIONS AND A CEASE-AND-
DESIST ORDER AS TO
MASSACHUSETTS FINANCIAL
SERVICES COMPANY

I

On February 5, 2004, the United States Securities and Exchange Commission (the
“Commission”) instituted administrative and cease-and desist proceedings pursuant to
Sections 203(e), 203(f) and 203(k) of the Investment Advisers Act of 1940 (“Advisers
Act”) and Sections 9(b) and 9(f) of the Investment Company Act of 1940 (“Investment
Company Act”), Making Findings and Imposing Remedial Sanctions and Cease-and
Desist Order (the “2004 Order”) against Massachusetts Financial Services Co. (“MFS” or
“Respondent”), John W. Ballen and Kevin R. Parke.!

II.

. ' See Advisers Act Rel. No. IA-2213, February 5, 2004, Admin. Proc. File No. 3-11393.
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In anticipation of the institution of these proceedings, MFS consented to the 2004
Order. Among other things, the 2004 Order required MFS to cease and desist from
further violations of the federal securities laws, directed MFS to pay disgorgement and
civil money penalties, and directed MFS to comply with various undertakings.

IIL.

MFS has submitted an Amended Offer of Settlement (the “Offer”) proposing to

~ relieve it of the obligations to continue to: (1) use its best efforts to cause each MFS retail
mutual fund to hold a meeting of shareholders at least every 5" calendar year to elect
trustees in accordance with paragraph IT1.31.c of the 2004 Order; (2) use its best efforts to
cause each MFS retail fund to designate an independent compliance officer in accordance
with paragraph I11.31.d of the 2004 Order; (3) maintain an Internal Compliance Controls
Committee in accordance with paragraph IV.B.1.b. of the 2004 Order; (4) undergo a
third-party biennial compliance review in accordance with paragraph IV.F of the 2004
Order. Solely for purposes 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, MFS consents to the
entry of this Order Modifying 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 and Sections 9(b) And 9(f) of the Investment Company Act of 1940, Making
Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order (“Order™), as
set forth below. '

L IVe

The Commission deems it appropriate and in the public interest to modify the
2004 Order as agreed to in MFS’s Offer.

Accordingly, IT IS HEREBY ORDERED that:
A. Paragraph IIL.31.c of the 2004 Order is modified as follows:

c. In 2005 and 2010, each MFS Retail Fund will hold a meeting of shareholders
at which the board of trustees will be elected.

B. Paragraph I11.31.d of the 2004 Order is modified as follows:

d. Until at least September 30, 2011, each MFS Retail Fund will designate an

~ independent compliance officer reporting to its board of trustees as being
responsible for assisting the board of trustees and any of its committees in
monitoring compliance by MFS with the federal securities laws, MFS's fiduciary
duties to fund shareholders and its Code of Ethics in all matters relevant to the
operation of the MFS Retail Funds. The duties of this person will include
reviewing all compliance reports furnished to the board of trustees or its

2




committees by MFS, attending meetings of MFS's Internal Compliance Controls
Committee to be established pursuant to MFS's undertakings set forth in
paragraph IV.B.1.b below, serving as liaison between the board of trustees and its
committees and the chief compliance officer of MFS, making such
recommendations to the board of trustees regarding MFS's compliance procedures
as may appear advisable from time to time, and promptly reporting to the board of
trustees any material breach of fiduciary duty, breach of the Code of Ethics and/or
violation of the federal securities laws of which he or she becomes aware in the
course of carrying out his or her duties.

Paragraph 1V .B.1.b of the 2004 Order is modified as follows:

b. Until at least September 30, 2011, MFS shall establish an Internal Compliance
Controls Committee to be chaired by MFS's chief compliance officer, which
Committee shall have as its members senior executives of MFS's operating -
businesses. Notice of all meetings of the Internal Compliance Controls Committee
shall be given to the independent compliance officer of the trustees of the MFS
Retail Funds, who shall be invited to attend and participate in such meetings
provided that the involvement of the independent compliance officer shall be
limited to compliance issues relating to the MFS Retail Funds. The Internal
Compliance Controls Committee shall review compliance issues throughout the
business of MFS, endeavor to develop solutions to those issues as they may arise
from time to time, and oversee implementation of those solutions. The Interhal
Compliance Controls Committee shall provide reports on internal compliance
matters to the Compliance or Audit Committee of the trustees of the MFS Retail
Funds with such frequency as the independent trustees of such funds may instruct,
and in any event at least quarterly. MFS shall also provide to the Risk Review or

~ Audit Committee of Sun Life Financial Inc. the same reports of the Code of
Ethics Oversight Committee and the Internal Compliance Controls Committee
that it provides to the Compliance or Audit Committee of the MFS Retail Funds.

Paragraph IV.F of the 2004 Order is modified as follows:

F. Periodic Compliance Review. Commencing in 2006, and at least once every
other year thereafter through 2010, MFS shall undergo a compliance review by a
third party, who is not an interested person, as defined in the Investment
Company Act, of MFS: At the conclusion of the review, the third party shall issue
a report of its findings and recommniendations. concerning MFS's Supervisory,
compliance, and other policies and procedures designed to prevent and detect
breaches of fiduciary duty, breaches of the Code of Ethics and federal securities
law violations by MFS and its employees in connection with their duties and




. activities on behalf of and related to the MFS Retail Funds. Each such report shall
be promptly delivered to MFS's Internal Compliance Controls Committee and to
the Compliance or Audit Committee of the board of trustees of each MFS Retail

Fund.

E. All other provisions of the 2004 Order remain in effect.

By the Commission.

Elizabeth M. Murphy
Secretary .

o eieno

By:(Jill M. Peterson
“Assistant Secretary




UNITED STATES OF AMERICA
- Before the
SECURITIES AND EXCHANGE COMMISSION

December 1, 2011
IN THE MATTER OF
ZipGlobal Holdings, Inc. : ORDER OF SUSPENSION
Symbollon Pharmaceuticals, Inc. : OF TRADING

‘Microholdings US, Inc.
ComCam International, Inc.
Outfront Companies
Augrid Global Holdings Corp.
1%t Global Financial, Corp.

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of the issuers listed below.” As
set forth below for each issuer, questions have arisen regarding the accurac.y.and .
adequacy of publicly available information about the issuers.

1. ZipGlobal Holdings, Inc. /13 a Delaware corporatlon with its principal place
of busines; in Massachusetts. Questions have arisen concerning the adequacy and
éccpracy of its public filings concerning the company’s issuance of shares in company
stock and its ﬁnanci-al statements.

2. Symbollon Pharmaceuticals, Inc. (f/k/a Symbollon Corp.) is a Delaware
corporation with its principal place of busmess in Massachusetts. Questions have arisen

concerning the adequacy and accuracy of publicly available information about the

company concerning the company’s issuance of shares in company stock. Questions have
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also arisen concerning the adequacy and acchracy_ of pﬁblicly available information about’
the company because it has nolt filed any periodic reports since the period ended March
31,2011.

3. Mic;oholdings US, Inc. is an Oklahoma corporation with its principal
place of business in Washiﬁgton. Questions have arisen concerning the adequacy and
accuracy of pﬁblicly available information about the.company concerning the company’s
issuance of shares in company stock.

4. ComCam International,.lnc. is a Delaware company with its principal
place of business in Pennsylvania. Questions have arisen concerning the adequacy and
accuracy of publicly available information about the company.

5. Outfront Companies has its principal place of business in Florida.
Quéstions_ have arisen concerning the adeéuacy and accuracy of publicly available

‘information about the company.

6. Augrid Global Holdingé Corp. has its principal place of business Texas.
Questions have arisen poncerning the adequacy and accuracy of pﬁbliciy available
information about the company.

7. 1* Global Financial, Corp. has 1ts principal place of business in Nevada.
Questions have arisen concerning the adequacy and accuracy of publicly available
information about the company.

The Commission is of the 6pinion that the public interest @d the protection of

‘investors require a suspension of trading in the securities of the above-listed companies.




THEREFORE, IT IS ORDERED, pursuant to Section 12(k) of the Securities

. Exchange Act of 1934, that trading in the securities of the above-listed companies is

suspended for the period from 12 noon EST, on December 1, 2011 through 11:59 p.m.
EST on December 14, 2011.
By the Commission.

Elizabeth M. Murphy

Secretary




UNITED STATES OF AMERICA
Before the :
SECURITIES AND EXCHANGE COMMISSION

February 16, 2012

" '[N THE MATTER OF

NIKRON TECHNOLOGIES, INC. : ORDER OF SUSPENSION
- S OF TRADING .
File No. 500-1

it appears to the Securities -énd Exchange Commission that there is a lack of current and
ac.curlatte information concerning the securitics of Nikron Technologies, Inc. (“Nikron”) because
~of ijossible ma‘nipulative conduct occurring in the market fdr the company’s stock. Nikron is
quoted on oTC Lmk operated by OTC Markcts Group, Inc. under the ticker symbo} “NKRN.”

The Commission is of the oplmon that the public interest and the protectlon of 1nvestors

ak l‘l‘equirc_‘ 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
" Actof 1934, tha!;, trading in the securities of the above-listed company is suspended for the

. period from 9:30 a.m. EST, on February 16, 2012 through 11:59 p.m. EST, on March 1, 2012. '

MWM Mmg/vg/

Elizabeth M. Murphy
Secretary

By the Commission.

074' [03-




UNITED STATES OF AMERICA
: Before the ‘
SECURITIES AND EXCHANGE COMMISSION

February 16, 2012

IN THE MATTER OF

C$ cMoney, Inc. . ORDER OF SUSPENSION
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 C$ cMoney, Inc. (“cMoney”) because of
questions regarding the accuracy of assertions by cMoney, and by others, in press releases to
investors and other public statements concerning, among other things, the identity of persons
controlling the operations, management and securities of the company, the purported
engagement of an independent auditor and the status of the company’s audit.

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

THEREFORE, IT IS ORDERED, pursuant to Section 12(k) of the Securities Exchange
Act of 1934, that trading in the securities of the above-listed company is suspended for the

period from 9:30 a.m. EST, on February 16, 2012 through 11:59 p.m. EST, on March 1, 2012.

Elizabeth M. Murphy
Secretary

By the Commission. :

4o WA




UNITED STATES OF AMERICA
. Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67112/ June 5,2012 .

ADMINISTRATIVE PROCEEDING

File No. 3-14904

In the Matter of _ ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS AND
TRUE PRODUCT ID, INC,, NOTICE OF HEARING PURSUANT TO
‘ SECTION 12(j) OF THE SECURITIES
Respondent. EXCHANGE ACT OF 1934
L

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

1L

1

After an investigation, the Division of Enforcement alleges that:

RESPONDENT

1. True Product ID, Inc. (“Respondent”}is a Delaware corporation with is principal
executive offices in Wayne, Pennsylvania, with a class of equity securities registered with the
Commission pursuant to Section 12(g) of the Exchange Act. The Respondent’s common stock
(ticker “TPID”) is quoted on the OTC Link operated by OTC Markets Group, Inc.

DELINOUENT FILINGS -

2. Section 13(a) of the Exchange Act and the rules promulgated thereunder require
issuers with classes of securities registered pursuant to Section 12 of the Exchange Act to file with
the Commission current and accurate information in periodic reports. Specifically, Rule 13a-1
requires issuers to file annual reports and Rule 132-13 requires issuers to file quarterly reports.
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3. The Respondent filed its last Form 10-K for the year ended June 30, 2008 on
October 15, 2008, and its Jast Form 10-Q for the quarter ended March 31, 2009 on May 20, 2009.
Since then, the Respondent has not filed its required periodic reports.

4. As discussed above, the Respondent is delinquent in its periodic filings with the
Commission. The following periodic filings are delinquent.

Form Period Ended Due on or about
10-K June 30, 2009 September 30, 2009
10-K June 30, 2010 September 30, 2011
10-K June 30, 2011 September 30, 2012
10-Q September 30, 2009 November 15, 2009
10-Q December 31, 2009 March 15, 2010
10-Q March 31, 2010 May 15, 2010
10-Q September 30, 2010 November 15, 2010
10-Q December 31, 2010 March 15, 2011
10-Q March 31, 2011 May 15, 2011

- 10-Q September 30, 2011 November 15, 2011
10-Q December 31, 2011 March 15, 2012
10-Q March 31, 2012 May 15, 2012

5. As a result of the conduct described above, the Respondent has failed to comply

. with Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-13 thereunder.

In view of the allegations made by the Division of Enforcement, the Commission deems it

necessary and appropriate for the protection of investors to institute public administrative

proceedings to determine:

A. Whether the allegations set forth in Section I are true and, in connection therewith,

III.

to afford Respondent an opportunity to establish any defenses to such allegations; and,-

B. Whether it is necessary and appropriate for the protection of investors to suspend
for a period not exceeding twelve months, or revoke

the registration of cach class of securities of

the Respondent registered pursuant to Section 12 of the Exchange Act.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions
shall be convened at a time anid place to be fixed, and before an
provided by Rule 110 of the

set forth in Section I hereof
Administrative Law Judge to be designated by further order as

Iv.

Commission’s Rules of Practice [17 C.F.R. § 201.110].




IT IS FURTHER ORDERED that Respondent shall file an Answer to the allegations
contained in this Order within ten (10) days after service of this Order, as provided by Rule 220 of
the Commission’s Rules of Practice [17 C.F.R. § 201 220].

If Respondent fails to file the directed Answer, or fails to appear at a hearing after being
duly notified, the Respondent may be deemed in default and the proceedings may be determined

.~ against it upon consideration of this Order, the allegations of which may be deemed to be true as

provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission’s Rules of Practice [17 C.F.R.
§§ 201.155(a), 201.220(f), 201.221(f) and 201.310]. ‘

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

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 120 days from the date of service of this Order, pursuant to Rule 360(a)(2) of

- the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2})]-

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

-By the Commission.

Elizabeth M. Murphy
Secretary

:@ll M. Peterson
8S

Byl
istant Secretary



UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

June 5, 2012
In the Matter of
True Product ID, Inc., | : ORDER OF SUSPENSION
OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
acéuratc information concerning the securities of True Product ID, Inc. (“True Product”) because
it has not filed a periodic ‘reﬁort since it filed its Form 10-Q for the period ending March 31,
20009, filed on May 20, 2009.

The Commission is of the opinion that the pubiic interest and the protection of im.restors
require a suspension of trading in the securities of True Product. Therefore, it is ordered,
pursﬁant to Section 12(k) of the Securities Exchange Act of 1934, that frdding in the securities of
True Product is susiJended for the period from 9:30 a.m. EDT on June 5, 2012, through 11:59

p.m. EDT on June 18, 2012.
By the Commission.

Elizabeth M. Murphy
Secretary

Peterson
ASSiStant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67114 / June 5, 2012

ADMINISTRATIVE PROCEEDING
- File No. 3-14905

In the Matter of . ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS AND
OPTIMIZED NOTICE OF HEARING PURSUANT TO
TRANSPORTATION SECTION 12(j) OF THE SECURITIES
MANAGEMENT, INC.,, EXCHANGE ACT OF 1934
Respondent.
L

" The Securities and Exchange Commission (“Commission’_’) deems it necessary and
appropriate and for the protection of investors that public administrative proceedings be, and
hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange
Act”). ' _

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

RESPONDENT

1. Optimized Transportation Management, Inc. (“Respondent”) is a Delaware
corporation formerly headquartered in Springville, Utah and now headquartered in San Antonio,
Texas. Respondent has a class of equity securities registered with the Commission pursuant to
Section 12(g) of the Exchange Act. The Respondent’s common stock (ticker “OPTZ”) is quoted
on the OTC Link operated by OTC Markets Group, Inc. . ‘

DELINQUENT FILINGS

2. Section 13(a) of the Exchange Act and the rules promulgated thereunder require
issuers with classes of securities registered pursuant to Section 12 of the Exchange Act to file with

f mﬁ /d&,




the Commission current and accurate information in periodic reports. Specifically, Rule 13a-1
requires issuers to file annual reports and Rule 13a-13 requires issuers to file quarterly reports.

3. The Respondent filed its last Form 10-K for the year ended December 31, 2009 on
March 31, 2010, and its last Form 10-Q for the quarter ended September 30, 2010 on November
22, 2010. Since then, the Respondent has not filed its required periodic reports.

4, As discussed above, the Respondent is delinquent in its periodic filings with the
Commission. The following periodic filings are delinquent.

Form . Period Ended . Due on or about
“10-K December 31, 2010 March 31, 2011
10-K December 31, 2011 : March 31, 2012
10-Q March 31, 2011 May 15, 2011
10-Q June 30, 2011 August 14, 2011
10-Q September .30, 2011 November 14, 2011
5. As a result of the conduct described above, the Respondent has failed to comply

with Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-13 thercunder.
118

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

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

B. Whether it is necessary and appropriate for the protection of investors to suspend
for a period not exceeding twelve months, or revoke the registration of each class of securities of
the Respondent registered pursuant to Section 12 of the Exchange Act.

Iv.

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

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




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

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

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

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

By the Commission.

Elizabeth M. Murphy
Secretary

B%W Pitnard

M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

June 5, 2012

In the Maiter of :

Optimized Transportation Management, : ORDER OF SUSPENSION
Inc. o OF TRADING -

File No. 500-1 .

1t appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Optimized Transportation Management, Inc.

(“Optumzed Transportation Management”) bécause it has not filed a periodic relport since it filed
its Form 10-Q for the period ending September 30, 2010, filed on November 22,3 2010.

The Commission is of the opinion that the public interest and the protect:‘.on of investors
require a suspension of trading in the securities of Optimized Transportation Management.
Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act of 1934, that

trading in the securities of Optimized Transportation Management is suspended for the period

from 9:30 a.m. EDT on June 5, 2012, through 11:59 p.m. EDT on June 18, 2012i

By the Commission.

Elizabeth M. Muiphy
Secretary

w@m

By: M Peﬁerson
Asg stant Secretary
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Before the
SECURITIES AND EXCHANGE COMMISSION

. UNITED STATES OF AMERICA

October 5, 2012
IN THE MATTER OF
Liberty Silver Corp. : ORDER OF SUSPENSION
' 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 Liberty Silver Corp. (“Liberty Silvg:r”) because
of questions concerning publicly available information about Liberty Slilver, the control of its

. stock, its market price, and trading in the stock. Liberty Silver is a Nevada corporation based in
Toronto, Ontario, Canada; it is quoted on the OTCBB under the symbol LBSV.

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

THEREFORE, IT IS ORDERED, pﬁrsuant to Section 12(k) of the Securities Exchange
Act of 1934, that trading in the securities of the above-listed company is suspended for the

period from 9:30 a.m. EDT, on October 5, 2012 through 11:59 p.m. EDT, on October 18, 2012.

Q. t Ol

Kevin M. O’Neill
Deputy Secretary

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

October 25, 2012

IN THE MATTER OF

Chimera Energy Corporation : ORDER OF SUSPENSION

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 Chimera Energy
Corporation (“Chimera”) because of questions regarding the accuracy of statements by
Chimera in press releases to investors concerning, among other things, the company’s
business prospects and agreements.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of Chimera.

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the securities of the above-listed company is suspended for the
ﬁeriod from 9:30 a.m. EDT October 25, 2012 through 11:59 pm EST, on November 7,
2012.

By the Commission.

pAretiL 2[ ‘ )77 W
Elizabeth M. Murphy

Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

March 1, 2013

In the Matter of ‘ ‘
ORDER OF SUSPENSION OF TRADING

Southern USA Resources,
Inc.,

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information-concerning the securities of Southern USA Resources, Inc. (“Southern
USA™) because of questions regarding the accuracy of publicly-disseminated information
concerning, among other I%hings: (1) the company’s operations; and (2) the company’s
outstanding shares. Southern USA’s securities are quoted on the OTC Link, operated by OTC
Markets Group Inc., under the ticker symbol “SUSA.”

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 1S ORDERED, pursuant to Section 12(k) Qf the Securities Exchange : _
Act of 1934, that trading in the securities of the above-listed company is suspended for the |
period from 9:30 a.m. EST, on March 1, 2013 through 11:59 p.m. EDT, on March 14, 2013.

By the Commission.

1

{ - N -

5&7@5’{4{&/ /g:{' : 771 Wg'/lfxa/
Elizabeth M. Murphy :
Secretary
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UNITED STATES OF AMERICA
, : Before the
SECURITIES AND EXCHANGE COMMISSION

June 10, 2013
IN THE MATTER OF
' : ORDER OF SUSPENSION
Polar Petroleum Corp. : 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 Polar Petroleum Corp. (“Poli;tr’_’) because of
' questions regarding the adequacy and acéuracy of assertions by Polar, and by others, to in.vestors
in press releases and promotional material concerning, among other things, the company’s assets,
operations, and financial condition. Polar is a Nevada corporation based in Anchorage, Alaska;
it is dually quoted on the OTCBB and OTC Link under the symbol POLR.
" The Commission is of the opinion that the public interest aﬂd the protection of investors
require a suspension of trading in the securities of the above-listed company.
THEREFORE, IT IS ORDERED, pursuant to Section 12(k) of the Securities Exchange
Act of 1934, that trading in the securities of the above-listed corﬂpany is suspended for the -
period from 9:30 a.m. EDT on June 10, 2013 through 11:59 p.m. EDT on June 21, 2013.
By the Commission.

Elizabeth M. Murphy
Secretary

Y Hitnan)

I M. Peterson
\ssistant Secretary
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‘ | UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69895 / July 1, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15367

In the Matter of ORDER INSTITUTING
PROCEEDINGS, MAKING FINDINGS
Fuqi International, Inc., AND REVOKING REGISTRATION
OF SECURITIES PURSUANT TO
Respondent. SECTION 12(j) OF THE SECURITIES

EXCHANGE ACT OF 1934

L

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

IL

In anticipation of the institution of these proceedirigs, Fugi 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, Fuqi consents to the entry of this Order Instituting Proceedings, Making Findings, and
Revoking Registration of Securities Pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Order™), and to the findings as set forth below. '

|11 8
On the basis of this Order and Respondent’s Offer, the Commission finds that:
1. Fugqi (CIK No. 0001382696) is a Delaware corporation headquartered in
Shenzhen, People’s Republic of China (“China”). Fugi’s common stock is regisiered with the

SEC pursuant to Section 12(g) of the Exchange Act and was traded on the NASDAQ Global
. Market, until it was delisted on March 29, 2011. As of June 13, 2013, Fugi stock was quoted at

/4 Ajﬁ 03
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$1.43 per share on OTC Link (formerly “Pink Sheets”) operated by OTC Markets Group Inc.
; (“OTC Link™), had 17 market makers, and was eligible for the “piggyback” exception of
Exchange Act Rule 15¢2-11(f)(3).

2. Fugi has failed to comply with Exchange Act Section 13(a) and Rules 13a-1 and
13a-13 thereunder because it has not filed any periodic reports with the Commission since the
period ended September 30, 2009.

IVv.
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 or
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 deems it necessary and appropriate for the
| protection of investors to impose the sanction specified in Respondent’s Offer.

Accordingly, it is hereby ORDERED, that pursuant to Section 12(j} of the Exchange Act,
the registration of each class of Respondent’s securities registered pursuant to Exchange Act

Section 12 be, and hereby is, revoked.

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69912 / July 2, 2013

WHISTLEBLOWER AWARD PROCEEDING
File No. 2013-2

In the Matter of the Claim for Award

in connection with

Redacted

Notice of Covered Action Redacted

ORDER DETERMINING WHISTLEBLOWER AWARD CLAIM

Claimant filed a timely whistleblower award claim pursuant to section 21F of the
Securities Exchange Act of 1934 (the “Exchange Act”™), 15 U.S.C. § 78u-6, in connection with
Notice of Covered Action Redacted . The Claims Review Staff (“CRS™) issued a Preliminary
Determination recommending that gjaimant °s claim should be denied. Claimant now has filed a
response contesting the Preliminary Determination. For the reasons set forth below, ciaimant ’s
claim is denied.

L Background
A. Claimant S Tip and the Commission’s Covered Action

In approximately April 2006, ciaimant submitted information to the Securities and
Exchange Commission (the “Commission™) about suspected accounting fraud at .
Redacted At that time, Ciaimant was the company’s CEO. After May 2006,
claimant did not provide any additional information to the Commission relating to the alleged
fraud. :

On Redacted , the Commission filed an enforcement action against
Redacted for operating a financial fraud at
Redacted - The Commission’s

action alleged that  Redacted  violated various anti-fraud provisions of the federal securities

NN




In the Matter of the Claim for Award
Redacted

Notice of Covered Action Redacted

Page 2

laws, as well as registration and books and records provisions. Redacted agreed to the
entry of consent judgments that included a total of $ Redactea in disgorgement, penalties, and
prejudgment interest.

On Redacted , the district court entered Redacted in favor of the
Commission. Among other relief, the court ordered that Redacted  pay Redacted in civil
penalties, $ Redacted in disgorgement, and $ Redacted in prejudgment interest.

As noted above, Claimant filed a timely whistleblower award claim based on Notice of
Covered Action Redacted , which was posted on Redacted . On Redacted , the
CRS made a Preliminary Determination recommending that ciaimant ’s claim should be denied.
The Preliminary Determination concluded that ciaimant °s information was not “original
information” because it was not submitted after July 21, 2010, the date that Section 21F was
added to the Exchange Act by the Dodd-Frank Wall Street Reform and Consumer Protection
Act.!

B. Caimant °s Response to the Preliminary Determination

On Redacted , Claimant Submitted a response contesting the Preliminary
Determination pursuant to Rule 21F-10(e)}(2) under the Exchange Act. Rule 21F-10(e)(2)
provides that a claimant seeking to contest a Preliminary Determination must submit a written
response within 60 days that “sets forth the grounds for your objection to either the denial of an
award or the proposed amount of an award.” 17 C.F.R. § 240.21F-10(e)(2).

Claimant '8 response argues that:

Redacted

In the response, Claimant does not claim that provided any information to the
Commission after July 21, 2010.

1L Analysis

To be considered for an award under Section 21F, a whistleblower must voluntarily

! Pub. L. No. 111-203, § 922, 124 Stat. 1376, 1841 (2010).

2 Redacled




In the Matter of the Claim for Award

Redacted
Notice of Covered Action Redacted
Page 3

provide the Commission with “original information” that leads to the successful enforcement of
a covered judicial or administrative action or related action. 15 U.S.C. § 78u-6(b)(1). Under
Rule 21F-4(b)(1)(iv), information will be considered “original information” only if it was
provided to the Commission for the first time after July 21, 2010. 17 C.F.R.'§ 240.21F-
4(b)(1)(iv). ciaimant has not provided the Commission with any information about this covered
action since Redacted , and — has not claimed otherwise in — response. The information
Claimant provided to the Commission therefore is not “original information” and does not provide
a basis for a whistleblower award.

IIi. Conclusion

Accordingly, it is ORDERED that cjaimant 'S Whistleblower award claim be, and hereby
is, denied.

By the Commission.

Elizabeth M. Murphy 5
Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69906 / July 2, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15368

In the Matter of
GDT Tek, Inc., ORDER INSTITUTING
Gemini Explorations, Inc., ADMINISTRATIVE PROCEEDINGS
Genetic Vectors, Inc., and AND NOTICE OF HEARING
.Global Gate Property Corp., PURSUANT TO SECTION 12(j) OF
THE SECURITIES EXCHANGE ACT
Respondents. OF 1934

I

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents GDT Tek, Inc., Gemini Explorations, Inc.,
Genetic Vectors, Inc., and Global Gate Property Corp.

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

1. GDT Tek, Inc. (CIK No. 880584) is a Florida corporation located in Lafgo,
Florida with a class of securities registered with the Commission pursuant to Exchange

- Act Section 12(g). GDT Tek is delinquent in its periodic filings with the Commission,

having not filed any periodic reports since it filed a Form 10-K for the period ended June
30, 2010, which reported a net loss of over $5.9 million for the prior twelve months. As
of June 25, 2013, the company’s stock (symbol “GDTK”) was quoted on OTC Link, had
fourteen market makers, and was eligible for the “piggyback” exception of Exchange Act
Rule 15¢2-11(H)(3).
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2. Gemini Explorations, Inc. (CIK No. 1373693) is a Nevada corporation located
in Fort Lauderdale, Florida with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Gemini Explorations is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-Q for the period ended July 31, 2009, which reported a net loss of $309,222 for
the prior three months. As of June 25, 2013, the company’s stock (symbol “GMXS”)
was quoted on OTC Link, had nine market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11(f)(3).

3. Genetic Vectors, Inc. (CIK No. 1017157) is a tax delinquent Delaware
corporation located in Miami, Florida with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Genetic Vectors is delinquent in
its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-QSB for the period ended September 30, 2000, which reported a net loss
of over $5.2 million for the prior nine months. As of June 25, 2013, the company’s stock
(symbol “GVEC”) was quoted on OTC Link, had five market makers, and was eligible
for the “piggyback” exception of Exchange Act Rule 15¢2-11(£)(3). '

4. Global Gate Property Corp. (CIK No. 1334345) is a defaulted Nevada
_corporation located in New York, New York with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Global Gate is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-Q for the period ended March 31, 2011, which reported a net loss of $166,568
for the prior three months. As of June 25, 2013, the company’s stock (symbol “GGPC”) -
was quoted on OTC Link, had eight market makers, and was eligible for the “piggyback”™
exception of Exchange Act Rule 15¢2-11(f)(3).

B. DELINQUENT PERIODIC FILINGS

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

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

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




. 118

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

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

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

Iv.

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

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

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

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

[T IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201 360(a)(2)].

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

3
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{ notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

By dill M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

July 2, 2013
In the Matter of
GDT Tek, Inc.,
Gemini Explorations, Inc.,
Genetic Vectors, Inc., and ORDER OF SUSPENSION OF
Global Gate Property Corp., 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 GDT Tek, Inc. because it
has not filed any periodic reports since the period ended June 30, 2010.

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

current and accurate information concerning the securities of Gemini Explorations, Inc.

because it has not filed any periodic reports since the period ended July 31, 2009,

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Genetic Vectors, Inc.
because it has not filed any periodic reports since the period ended September 30, 2000.

It appears to the Securities and Exché.nge Commission that there is a lack of
current and accurate information concerning the seculjities of Global Gate Property Corp.

because it has not filed any periodic reports since the period ended March 31, 2011.
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The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed companies.

Therefore, it is ordered, pursuant to Section 12(k) of the Securit}'es Exchange Act
of 1934, that trading in the securities of the above-listed companies is suspended for the
period from 9:30 a.m. EDT on July 2, 2013, through 11:59 p.m. EDT on July 16, 2013.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Jill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69917 / July 2, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-14982 '

In the Maiter of : *

Wells Fargo Brokerage Services, LLC
n/k/a Wells Fargo Securities, LLC and

Shawn Patrick McMurtry : ORDER APPOINTING FUND
: ADMINISTRATOR AND
Respondents. | K APPROVING FUND

ADMINISTRATOR BOND AMOUNT

On August 14, 2012, the Commission issued an Order Instituting Administrative and
Cease-and-Desist Proceedings pursuant to Section 8A of the Securitie;s Act of 1933, Section
15(b) of the Securities Exchange Act of 1934, and Section 9(b) of the Investment Company
Act of 1940, Making Findings and Imposing Remedial Sanctions and a Cease-and-Desist
Order (“Order”) finding that Wells Fargo Brokerage Services, LLC n/k/a Wells Fargo
Securities, LLC (“Wells Fargo™) and Shawn Patrick McMurtry (collectively “Respondents”)
willfully violated Sections 17(a)(2) and 17(a)(3) of the Securities Act of 1933. (Securities Act
Rel. No. 9349 (Aug. 14, 2012)). Pursuant to the Order, Wells Fargo paid disgorgement of
$65,000, prejudgment interest of $16,571.96, and a civil money penalty of $6,500,000, and
Shawn Patrick McMurtry paid a civil money penalty in the amount of $25,000 for a total
payment of $6,606,57i.96. The Order directed that these funds be used to create a Fair Fund
pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, as amended, and required
Wells Fargo to pay all reasonable costs and expenses for the distribution of the Fair Fund.

The Order further required Wells Fargo to retain a Fund Administrator “not unacceptable” to
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Commission staff. Wells Fargo has informed the Division of Enforcement staff that it
ﬁroposes Michael J. Liccar and Company LLC (“Liccar™) as the Fund Administrator.

The Division of Enforcement staff now seeks the appointment of Liccar as the Fund
Administrator and the approval of a fund administrator bond in the amount of $6,606,571.96
that is equal to size of the Fair Fund. The Division of Enforcement staff evaluated Liccar’s
ability to serve as the Fund Administrator for the distribution of the Fair Fund and determined
that Liccar was not unacceptable.

Accordingly, pursuant to Rules 1105(a) and 1105(c) of the Commission’s Rules on
Fair Fund and Disgorgement Plans, 17 CF.R. §l201.1 105, IT 1S HEREBY ORDERED that
Liccar is appointed as the Fund Administrator, and that Liccar will obtain a bond in the
manner prescribed in Rule 1105(¢) in the approved amount of $6,606,571.96.

By the Comumission.

Elizabeth M. Murphy
Secretary

By: Lyhn M. Powalski

Deputy Secretary
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UNITED STATES OF AMERICA
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SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69922 / July 2, 2013

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3470 / July 2, 2013

Admin. Proc. File No. 3-14171

In the Matter of
ORDER DENYING MOTION OR
JAMES M. SCHNEIDER, CPA IN THE ALTERNATIVE
c/o W. Neil Eggleston APPLICATION TO MODIFY
Kirkland & Ellis LLP COMMISSION ORDER IMPOSING
655 Fifteenth Street, NN'W. REMEDIAL SANCTION
Washington, D.C. 20005

James M. Schneider is a certified public accountant and the former chief financial officer
of Dell, Inc. On July 22, 2010, we filed a civil injunctive action against Dell, Schneider, and
other Dell executives for fraud and various reporting and recordkeeping violations.! Schneider
subsequently agreed to be permanently enjoined by a U.S. district court from future violations of,
among other things, the antifraud provisions of the federal securities laws. He also agreed to the
Commission's filing a follow-on administrative proceeding against him, pursuant to which
Schneider consented to our suspending him from appearing or practicing before the Commission
as an accountant, with the right to apply for reinstatement after five years. Schneider now asks
the Commission to clarify that suspension order "to prevent the existing order from being
construed by the Staff of the Commission as barring activities that are outside the scope of [our
Rule of Practice Rule 102(e)(3)(1)]."? In particular, Schneider asks us to clarify that our Rule

SEC v.' Dell Inc., No. Civ. 1:10-cv-01245 (D.D.C. July 22, 2010), available at http://www.sec.gov/litigation/
complaints/2010/comp21599.pdf.

Respondent's Mot. Under SEC Rulef ] of Practice 154 or in the Alternative Appl. for Modification of Comm'n
Order Imposing Remedial Sanctions Against James M. Schneider at 1 ("Respondent’s Mot.") (citing 17 C.F R,
§ 201.102(e)(3)(1) (providing that the Commission may suspend from practicing before it any accountant who has
been "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™)),

e




102(e) order "does not preclude Mr. Schneider from serving on the audit committee of a
Commission registrant or as the CFO of a public company, so long as he does not serve as the
principal accounting officer." For the reasons below, we deny Schneider's motion.

I

A.  Schneider consented to a suspension from appearing or practicing before the
Commission as an accountant after the Commission instituted civil proceedings
against him.

On July 22, 2010, we instituted civil proceedings against Dell and certain of its
executives, including Schneider, in the United States District Court for the District of Columbia.
Among other violations, the complaint alleged that Dell, Schneider, and other Dell executives
engaged in fraud by failing to disclose material information and using an accounting scheme to
create the false appearance that the company was consistently meeting Wall Street earnings
targets and reducing its operating expenses. According to the complaint, Dell had failed to
disclose large "exclusivity payments" that Intel Corporation made to Dell not to use processors
made by Intel's rival, Advanced Micro Devices, Inc. ("AMD"). The complaint alleged that,
without these payments, Dell would have missed analysts' consensus earnings-per-share
estimates for every quarter from fiscal years 2002 through 2006. Although these payments
amounted to 76% of Dell's operating income by the first quarter of fiscal year 2007, "Dell did not
disclose the existence, much less the magnitude, of the Intel exclusivity payments."*

In May 2006, Dell announced its intention to use AMD's processors in some of its-
products. Intel responded by cutting its exclusivity payments, and Dell subsequently reported a
36% drop in its operating income. "In dollar terms," the complaint explained, "the reduction in
Intel exclusivity payments was equivalent to 75% of the decline in Dell's operating income."
But Schneider falsely told analysts and investors in a quarterly earnings call that the drop in the
company's operating results "was attributable to Dell pricing too aggressively in the face of
slowing demand and to component costs declining 'less than we a.nticipated.”'6

According to the complaint, Schneider also "engaged in a wide-ranging accounting fraud
by maintaining a series of 'cookie jar' reserves that [the company] used to cover shortfalls in
operating results from FY02 to FY05."" These manipulations, the complaint explained, "were
undertaken to meet consensus earnings targets or to misstate materially important financial

*  Respondent's Mot.  29.

* Compl. ] 69.

1 9q3.

1d 63 (quoting statements that were in a script circulated before the earnings call to certain Dell personnel).

1d 94




metrics."® This manipulation "not only materially misstated Dell's financial results, but caused
material misstatements in Dell's annual and quarterly reports filed with the Commitssion during
the period." For example, in the second quarter of 2004, a Dell finance director told Schneider
that Dell's Europe, Middle East, and Asia ("EMEA") unit "was having difficulty meeting its
$159 million operating income target,"'° Schneider replied, "We need $175m. You need to tell
me how we will get it. I suggest you not be too proud and see what [a vice president of
marketing] has socked away."'" The finance director complied with Schneider's request and
released $16 million that had been put away. "The release of this cookie jar reserve,” the
complaint explained, "allowed the EMEA segment to report eight consecutive quarters of
increasing operating income."'> Without the reserve, "EMEA's operating income in Q1FY05
would have declined by about 12.5% from the prior quarter, rather than increased by 3.1%.""

The coniplaint concluded that, because of this misconduct, Schneider violated
Sections 17(a)(2) and 17(a)(3) of the Securities Act of 1933, Section 13(b)(5) of the Securities
Exchange Act of 1934, and Exchange Act Rules 13a-14, 13b2-1, and 13b2-2."° It also alleged
that Schneider aided and abetted Dell's violations of Exchange Act Sections 13(a),

* Idv84.
* W |

1 1d q110.
11 Id
21111,
B

“ 15U.8.C. §§ 77q(2)(2) (prohibiting any person from "obtain[ing] money or property by means of any untrue

statement of a material fact or any omission to state a material fact™), 77q(a)(3) (prohibiting any person from
"engag[ing] in any transaction, practice, or course of business which operates or would operate as a fraud or deceit
upon the purchaser").

¥ Id § 78m(b)(5) (providing that "[n]o person shall knowingly circumvent or knowingly fail to implement a

system of internal accounting controls or knowingly falsify any book, record or account . . .").
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17 C.F.R. §§ 240.13a-14 (requiring CFOs to certify in periodic reports that, based on personal knowledge, the
report does not contain any untrue statement of material fact or omit any material fact), 240.13b2-1 (providing, in
part, that "[n]o person shall directly or indirectly, falsify or cause to be falsified, any book, record or account . . ."},
240.13b2-2 (prohibiting any officer or director of an issuer from making or causing to be made any materially false
or misleading statement in connection with the preparation of reports and documents reguired by the Exchange Act).
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13(b)(2)(A), and 13(b)(2)(B)'” and Rules 12b-20, 13a-1, and 13a-13."® Without admitting or
denying the allegations, Schneider consented to a permanent injunction, disgorgement, and civil
penalties.'’

On December 22, 2010, Schneider consented to our initiating administrative follow-on
proceedings against him pursuant to our Rule of Practice 102(e)(3)().2° In connection with an
order instituting and settling those proceedings, Schneider consented to being "suspended from

appearing or practicing before the Commission as an accountant” with a right to reapply after
five years.”!

B. Schneider continued to serve as a member of a public company's audit committee
after the Commission imposed a bar.

At the time we instituted the civil injunctive proceedings, Schneider was serving as a
director and audit committee member at three publicly held companies. Schneider subsequently
resigned from two of those companies, but he continued to serve as an audit committee member
at General Communications, Inc. ("GCI"), an Alaska-based communications provider listed on
NASDAQ. According to GCI's proxy statement filed with the Commission on May 12, 2011,
Schneider was chair of GCI's audit committee and was designated as an audit committee
financial expert.”> Schneider's name, as chair of the audit committee, also appeared on GCI's

_audit committee report, which the company included in its proxy statement.? In its filing, GCI

stated that the company's audit committee reviewed GCI' s financial statements, discussed the
financial statements and the accounting principles applied in those financial statements with

Y 15US8.C. §§ 78m(a) (requiring issuers to file periodic reports in accordance with Commission rules),

78m(b)(2)(A) (requiring issuers to make and keep books, records, and accounts that, in reasonable detail, accurately
and fairly reflect their transactions and dispositions of assets), 78m(b)(2)(B) (requiring issuers to devise and
maintain internal accounting controls sufficient to provide reasonable assurances that transactions are recorded as
necessary to permit preparation of financial statements in accordance with Generally Accepted Accounting
Principles and to maintain accountability for assets).

¥ 17CFR §§ 240.12b-20 (fequiring issuers to provide any additional material information necessary to make

required statements, in the light of the circumstances under which they are made, not misleading}, 240.13a-1
(requiring issuers to file annual reports), 240.13a-13 (requiring issuers to file quarterly reports).

**  SECw. Dell, No. Civ. 1:10-cv-01245 (D.D.C. Oct. 13, 2010) (imposing final judgment as to Schneider).

2 James M. Schneider, CPA, Securities Exchange Act Release No. 63600, 2010 SEC LEXIS 4422, at *6 (Dec.

22,2010).

T 1dmn consenting to the suspension, Schneider neither admitted nor denied our findings, except as to the

Commission's jurisdiction over him, the subject matter of the proceedings, the Commission's having filed a

complaint against him, and the district court's having permanently enjoined him from violating certain securities
laws.

Gen. Commc'ns, Inc., Definitive Proxy Statement (Form Def 14A) 23-24 (May 12, 2011}, see Regulation S-K,
Item 407, 17 C.F.R. § 229.407(d)5) (defining "audit committee financial expert™).

#  Gen. Comme'ns, Inc., Definitive Proxy Statement 75.




GCl's auditor, and recommended to GCI's board that the financial statements be filed with the
Commission.

On August 5, 2011, Commission staff notified GCI and Schneider's counsel that
Schnetder was violating the terms of the Commission's Rule 102(e) order by serving on GCI's
audit committee. Schneider resigned from GCI's audit committee and then filed the present
motion seeking clarification of our Rule 102(e) order.

II.

A. Schneider seeks a ruling that our Rule 102(e) order does not preclude Schneider
from serving in certain positions, such as a CFO or audit committee member.

Schneider asks us to "issue an order clarifying that the Rule 102(e) Order does not ,
prohibit him from accepting non-accountant positions, such as positions on an audit committee
or as a non-accountant CFO."** He argues that the reason for such a clarification is "to prevent
the existing order from being construed by the Staff of the Commission as barring activities
outside the scope of [Rule 102(¢)]."** In support, Schneider argues that the staff has already once
exceeded its authority under our order by demanding that he resign from GCI's audit
committee.?® '

Schneider contends that Commission staff has not cited any authority, nor is he aware of
any, that "would have given [him] notice that," by agreeing to the Rule 102(¢) order, he would be
prohibited from "serv[ing] on an audit committee or as the CFO of a public company so long as
he did not act as the principal accounting officer."*” Schneider concedes that he "theoretically
could attempt to accept such a position and require the Staff to bring an enforcement action,"” but
argues that "the Staff's past conduct with GCI demonstrates that any issuer that would appoint
Mr. Schneider to its audit committee or as its CFO is likely to be threatened with an enforcement
action."** Because of this, Schneider argues, a clarification of our order is necessary.

The Division opposes Schneider's motion, arguing that Schneider had fair notice that our
Rule 102(e) order would prohibit him from serving on a public company's audit committee or as
a CFO. The Division contends that such a prohibition is consistent with Rule 102(e)'s remedial
purpose of ensuring that accountants, "on whom the Commission relies heavily in the
performance of its statutory duties, perform their tasks diligently and with a reasonable degree of

% Respondent's Reply to Br. of the Div. of Enforcement in Opp'n to Respondent’s Mot. ("Respondent's Reply"™)

at 3. : : o
Respondent's Mot. at 1.

® 1dg19.

¥ 1d q26.

B I1d q28.




com}:»tatence."'29 The Division further concludes that Schneider's request is not ripe for review
"because Schneider fails to present any specific job functions for Commission review, and the
staff stands ready to provide specific guidance when necessary [about any future role Schneider
may wish to take]."30

B. Schneider's proposed clarification is inconsistent with our order and the rule on
which it is based.

Schneider seeks a ruling from us that our Rule 102(e) order does not prohibit him from
"accepting non-accountant positions, such as positions on an audit committee or as a non-
accountant CFO."* We find no basis for granting this request. As explained below, the
applicability of our order depends on the particular tasks and responsibilities involved with any
future position that Schneider may seek to undertake. Schneider’s proposed clarification, by
comparison, would exempt entire job titles from our order, regardless of what tasks or
responsibilities those positions entailed. Granting such a request would undermine the remedial
purpose of our order and the rule on which it is based.

We barred Schneider from appearing or practicing before us as an accountant pursuant to
our authority under Rule 102. That rule defines "practicing before the Commission" as including,
but not limited to, "[t]ransacting any business with the Commission" and "[t]he preparation of
any statement, opinion or other paper by any . . . accountant . . . filed with the Commission in
any registration statement, notification, application, report or other document with the consent of
such . . . accountant.”*? Determining whether a particular position fits within that definition
involves a "fact-specific inquiry" into the conduct involved when serving in such a position.33 As
a U.S. district court recently explained, someone who is appearing or practicing before the
Commission as an accountant includes persons who "participate[d] in the preparation of
~ financial statements filed with the Commission by, for example, 'creat[ing],’ 'compil[ing]' or

®  Br. of the Div. of Enforcement in Opp'n to Respondent's Mot. at 12 (quoting Michael C. Pattison, CPA,

Exchange Act Release No. 67900, 2012 SEC LEXIS 2973, at *16 (Sept. 20, 2012)).

¥ 1d at19.

' Respondent's Reply at 3.

17 CF.R. § 201.102(f). Because we barred Schneider pursuant to our authority under Rule 102, that rule's

definitions apply to our order. Cf. Charles E. Gaecke, Investment Advisers Act Release No. 2681, 2007 SEC LEXIS
2809, at *9 (Dec. 4, 2007) (stating that, because "we issued the Bar Order pursuant to our authority under the
Advisers Act . . . the definition of 'investment adviser' in the Advisers Act applies when that term is used in the Bar
Order"). '

% Br. of the Div. of Enforcement in Opp'n to Respondent's Mot. at 18 (quoting SEC v. Brown, 878 F. Supp. 2d

109, 127 (D.D.C. 2012)).




'edit[ing]' information or data incorporated into those documents and consenting to their

incorporation."34

Nothing in this definition discusses, let alone exempts, specific job titles, such as CFO or
audit committee member. This is by design. As we recognized in our release adopting the 1998
amendments to Rule 102(e), the Commission's limited resources mean that the Commission and
the investing public must "rely heavily on accountants to assure corporate compliance with
federal securities law and disclosure of accurate and reliable financial information."**
Accountants play "a particularly important role . . . in preparing and certifying the accuracy of
financial statements of public companies that are so heavily relied upon by the public in making
investment decisions."® This process is impaired if incompetent or unethical accountants are
permitted to participate in the preparation of financial statements certified and filed with the
Commission.”” We therefore promulgated Rule 102(e) to ensure that these professionals on
whom we rely so heavily "perform their tasks diligently and with a reasonable degree of
competence."‘38

These remedial purposes would be undermined if we were to hold that Schneider could
avoid the prohibition in our Rule 102(e) order by accepting a position based only on that
position's title or on whether non-accountants could accept such a position.” Incompetent or

¥ Brown, 878 F. Supp. 2d at 125 (quoting Robert W. Armstrong I, Exchange Act Release No. 51920, 2005 SEC
LEXIS 1497, at *47-48 (June 24, 2005) (finding that the controller of a public company's subsidiary appeared and
practiced before the Commission as an accountant)); accord SEC v. Prince, No. 09-1423, 2013 U.S. Dist. LEXIS
62691, at *99 (D.D.C. May 2, 2013) (quoting Armstrong and finding that a public company employee, serving as
"Director of Mergers and Acquisitions,” violated a Rule 102(e) order by appearing and practicing before the
Commission as an accountant). '

3 Amendment to Rule ] 02(e) of the Commission's Rules of Practice, 63 Fed. Reg. 57,164, 57,165 (Oct. 26, 1998).

% Marriev. SEC, 374 F.3d 1196, 120001 (D.C. Cir. 2004) (noting the reason for the Commission's adoption of
the amendments to Rule 102({e)); accord Amendment to Rule 102(e), 63 Fed. Reg. at 57,165 (stating that, because of
the Commission's limited resources, it "must rely on the competence and independence of . . . the accountants who
prepare . . . financial statements).

7 See Armstrong, 2005 SEC LEXIS 1497, at *48 (concluding that the "disciplining [of] accountants pursuant to

Rule 102(e) for effecting a frandulent scheme by computing the figures and providing the information incorporated
into Commission filings furthers the Rule's remedial purpose of protecting the integrity of the Commission's
processes™).

3 Marrie, 374 F.3d at 1200 (quoting Touche Ross & Co. v. SEC, 609 F.2d 570, 582 (2d Cir. 1979)); accord
Gregory M. Dearlove, CPA, Exchange Act Release No. 57244, 2008 SEC LEXIS 223, at *107 (Jan. 31, 2008)
(noting that the Commission adopted Rule 102(¢) "to ensure the Commission’s ‘processes continue to be protected,
and that the investing public continues to have confidence in the integrity of the financial reporting process"
(quoting Amendment to Rule 102(e}, 63 Fed. Reg. at 57,164)), petition denied, 573 F.3d 801 (D.C. Cir. 2009). -

¥ Cf Armstrong, 2005 SEC LEXIS 1497, at *46 (finding that controller of a registrant's subsidiary was
appearing or practicing before the Commission despite not signing the financial statements filed with the
Commission because to find otherwise "would allow accountants to escape discipling under Rule 102(e} simply by
instructing someone else to draft, sign, and file fraudulent documents").




unethical accountants pose a risk to our process regardless of what title they hold—or whether or
not they are even licensed accountants. Accountants, we have explained, "often serve as
corporate officers, and the integrity of the Commission's processes is threatened when they
execute fraudulent schemes by providing falsified financial information just as when licensed
accountants engage in this conduct."*® This interpretation of Rule 102(e)'s remedial purpose, we
have noted, also accords with cases in which we have denied the privilege of appearing or
practicing before the Commission to incompetent or unethical accountants serving in a variety of
positions, including the very ones that Schneider seeks to carve out of our order.”’ Anda U.S.
district court recently found that someone serving in a "general advisory role" with the title
"Director of Mergers and Acquisitions” violated a Rule 102(¢) order prohibiting him from
appearing or practicing before the Commission as an accountant.? The court found that, even
though the company established procedures designed to ensure that this person "would not be
involved with the accounting department and accounting data," he violated the Rule 102(e) order
by preparing financial data and determining how particular data should be treated in the
company's financial statements.*

This breadth of ways in which accountants can threaten our processes highlights the
inherent difficulty of enumerating every position that Schneider could take that would be
prohibited by, or consistent with, our Rule 102(e) order, but that does not, as Schneider argues,
render our order impermissibly vague.** As courts have explained, it is often sufficient that a

® Id at*s52.

' See id at *49 (noting that, for purposes of defining what constitutes appearing or practicing before the

Commission, broadly interpreting Rule 102(e)'s remedial purpose "accords with the settled cases tn which we have
denied the privilege of appearing or practicing before the Commission to accountants serving as officers of
privately-held subsidiaries of public companies"); ¢f,, e.g., Pattison, 2012 SEC LEXIS 2973, at *51-52
(permanently disqualifying former controller of a public company from appearing or practicing before the
Commission as an accountant); Steven 4. Gould CPA, Exchange Act Release No. 68500, 2012 SEC LEXIS 4013, at
*4 (Dec. 20, 2012) (settled order) (suspending former CFO from appearing or practicing before the Commission as
an accountant); James S. Quay, Exchange Act Release No. 68234, 2012 SEC LEXIS 3522, at *4 (Nov. 14, 2012)
(settled order) (suspending respondent, who was not licensed as a certified public accountant, from appearing or
practicing before the Commission as an accountant); H. Clayfon Peterson, CPA, Exchange Act Release No. 67282,
2012 SEC LEXIS 1982, at *3 (June 27, 2012) (suspension order) {(suspending former board member and audit
committee chairman, whose certified public accounting license had expired, from appearing or practicing before the
Commission because he had been convicted of a felony); Lynne Norman, Exchange Act Release No. 66352, 2012
SEC LEXIS 437, at *5 (Feb. 7, 2012) (settled order) (suspending former controller, who held no accounting licenses
or certifications, from appearing or practicing before the Commission as an accountant).

2 Prince, 2013 U.S. Dist. LEXIS 62691, at *7-8, *110-11.
A /|

*  See DiColav. FDA, 77 F.3d 504, 509 (D.C. Cir. 1996) ("The FDA chose . . . not to write the debarment order
in terms more specific than those in the statute because of the difficulty inherent in defining what constitutes a
sufficient nexus with the regulatory scheme under all circumstances.” (internal quotation omitted)); ¢f. Perez v.
Hoblock, 368 F.3d 166, 175 (2d Cir. 2004) ("Limitations inherent in the English language often prevent the drafting
of statutes 'both general enough to take into account a variety of human conduct and sufficiently specific to provide




proscription "'mark out the rough area of prohibited conduct, allowing law-abiding individuals to
conform their conduct by steering clear of the prohibition."* In implementing such a
proscription, "[n]o more than a reasonable degree of certainty can be demanded and it is not
unfair to require that one who deliberately goes perilously close to an area of proscribed conduct
shall take the risk that he may cross the line."*®

Therefore, while our order in this case may not precisely enumerate the job titles that
Schneider could take and comply with our order, we find that our order nevertheless provides a
sufficient standard by which Schneider can judge his ability to accept a particular position.*’
There are nearly limitless positions that Schneider could safely take that have nothing to do with
preparing financial statements of public companies. Some positions, however, will involve duties
that increase the likelihood that Schneider could engage in prohibited conduct, including the two
that Schneider seeks to exempt from our order (audit committee member and CFO).*®
Determining whether Schneider could accept such positions will unavoidably involve a closer
call. Our order reasonably places Schneider on notice that, the more a prospective position is
associated with the preparation of a company's financial statements, the more Schneider's
acceptance of such a position without prior approval from the Commission would be done "at his
peril."® For these reasons, we find no basis for modifying or clarifying our order.>®

fair warning that certain kinds of conduct are prohibited." (quoting Arnett v. Kennedy, 416 U.S. 134, 15960
(1974))). : , '

¥ DiCola, 77 F.3d at 509 (quoting United States v. Thomas, 864 F.2d 188, 194 (D.C. Cir. 1988)).
% Id at 508 (quoting Throckmorton v. Nat'l Transp. Safety Bd., 963 F.2d 441, 445 (D.C. Cir. 1992)).

Y Seeid at 509 (concluding that it was "fanciful for [debarred person] to say that he can only 'guess' at the

meaning of the debarment order; he will usually have a pretty good idea whether a position at a firm that is not itself
a drug manufacturer runs afoul of the remedial purpose for which he has been debarred from providing services to a
drug house").

B See, e.g., 15U.S.C. §§ 7203(2)(3) (defining audit committee as a committee established "for the purpose of

overseeing the accounting and financial processes of the issuer and audits of the financial statements of the issuer"),
7241(a) (requiring chief financial officers, or the equivalent, to certify the issuer's periodic reports).

*  DiCola, 77F.3d at 505, 509 (noting that an executive barred from "provid[ing] any type of service to a person

that has an approved or pending drug product application” was "on notice that, without prior approval from the
FDA, he gets close to the pharmaceutical industry at his peril"); see also Disclosure Required by §§ 404, 406 & 407
of the Sarbanes-Oxley Act of 2002, Exchange Act Release No. 46701, 67 Fed. Reg. 66,208, 66,212 (Oct. 22, 2002)
(noting that, "[bjecause of the significant role the audit committee plays in the filing of a public company's financial
statement, . . . any accountant, while suspended or barred from practice under Rule 102(e) of the Commission's
Rules of Practice, generally would not be eligible to serve as a financial expert [on an audit committee]"). Schneider
interprets our comments in the immediately preceding authority about financial experts as supporting his argument
that he may serve on an audit committee so long as he does not serve as a financial expert. If anything, however,
these comments simply emphasize that, the greater one's involvement with a public company's financial statements,
the greater the likelihood that orie may violate a Rule 102(e) order.

50

The Division argues that we should also deny Schneider's motion using our more traditional analysis of bar and
suspension modifications. Although Schneider titles his motion as a "modification” of our order, he expressly
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In denying Schneider’s motion, we express no opinion on whether our Rule 102(e) order
prohibits Schneider from taking any of the hypothetical positions he posits.*’ Nor do we express
any opinion on whether any of the positions Schneider held in the past, such as at CGI, violated
our order, as those questions are not before us. Nor can we can find any basis, given the record
before us, to conclude that Commission staff somehow misled Schneider about the scope or
applicability of our Rule 102(e) order when he consented to our order's prohibitions. Schneider
asserts, for example, that he lacked notice that he would be prohibited from serving on an audit
committee or as a CFO because he was serving on three audit committees at the time he
consented to our order. As described herein, however, we find that Rule 102 and case law
interpreting that rule gave Schneider sufficient notice of what conduct our order proscribed, and
nothing in the record before us provides a basis to conclude otherwise. Furthermore to the extent
Schreider is uncertain about an actual position he may seek to take sometime in the future, the
Division has represented its willingness to provide guidance to Schneider regarding such
potential positions. It is entirely possible, therefore, that Schneider "posits an injury that may
never materialize."™

Accordingly, IT IS ORDERED that James M. Schneider's motion and, in the alternative,
application for modification of the Commission's order imposing remedial sanctions are
DENIED.

By the Commission.

Elizabeth M. Murphy
Secretary

represents in his reply brief that he is not sceking a modification to our order, only a clarification. See Respondent's
Reply at 18-19 (explaining that his motion "bears no resemblance to petitions for relief, which seek to absolve a
petitioner of an obligation by which he or she is admittedly bound").

3 Cf Hoblock, 368 F.3d at 175 (stating that the evaluation of whether a regulation is vague as applied to a

particular person "must be made with respect to [his] actual conduct and not with respect to hypothetical situations
at the periphery of the [regulation's] scope or with respect to the conduct of other parties who might not be
forewarned by the broad language").

% United States v. Colasuonno, 697 F.3d 164, 183 (2d Cir. 2012) (declining to amend a written judgment and
. citing Simmonds v. INS, 326 ¥.3d 351, 357 (2d Cir. 2003) (stating that ripeness requirement allows courts "to avoid
becoming embroiled in adjudications that may later tumn out to be unnecessary")). :
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William J. Murphy and Carl M. Birkelbach, formerly associated with Birkelbach
Investment Securities, Inc. ("BIS"), appeal from FINRA disciplinary action.! FINRA found that
Murphy (i) engaged in discretionary trading without written authorization in violation of NASD
Rules 2510(b), 2860(b), and 2110; (ii) engaged in unauthorized trading and trading beyond
approved levels in a customer's account in violation of NASD Rule 2110; (iii) engaged in
unsuitable and excessive trading in violation of NASD Rules 2310, 2860, and 2110; (iv) churned
customer accounts in violation of Section 10(b) of the. Securities Exchange Act of 1934,
Exchange Act Rule 10b-5, and NASD Rules 2120, 2310, and 2110; and (v) caused the creation
and distribution of inaccurate, unbalanced and misleading communications in violation of NASD
Rules 2210, 2220, and 2110. Based upon these violations, FINRA barred Murphy from
associating with any member firm in any capacity and ordered him to pay $585,174.67 in
disgorgement. Additionally, FINRA found that Birkelbach failed to supervise Murphy in
violation of NASD Rules 3010, 2860(b), and 2110. For his supervisory failures, FINRA barred
Birkelbach in all capacities. We base our findings on an independent review of the record.

IL
Applicants had long careers in the securities industry. Murphy entered the industry in

1985 and became associated with BIS in 1995. Murphy was registered as a general securities
representative and general securities principal, and he eventually became the second-ranking

! FINRA is a private, not-for-profit, self-regulatory organization registered with, and overseen by, the Securities

and Exchange Commission. It was created in July 2007 following the conseclidation of the National Association of
Securities Dealers, Inc. and the member regulation, enforcement, and arbitration functions of the NYSE Regulation,
Inc. [No Name in Original], Exchange Act Release No. 56751, 2007 WL 4302651, at *1 (Nov. 6, 2007); Order
Approving Proposed Rule Change to Amend the By-Laws of NASD to Implement Governance and Related Changes
To Accomm. the Consol. of the Member Firm Regulatory Functions of NASD and NYSE Reg., Inc., Exchange Act
Release No. 56145, 2007 WL 5185330, at *29 (July 26, 2007). Though this case was instituted after the
consolidation, some of the conduct at issue took place before then. Accordingly, this opinion refers to those conduct
rules that were in place at the time.
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officer at BIS. Birkelbach founded BIS in 1983 and served as its president. Birkelbach was
registered as a general securities representative and general securities principal, a municipal
securities representative and municipal securities principal, an options principal, and a financial
and operations principal. The conduct at issue took place between 2002 and 2007 and involved
the accounts of two BIS customers: Amy Lowry and Benjamin Martinelli.

A. Murphy's management of Lowry's account

Lowry is a mother of three, a writer and illustrator of children's books, and a painter. In
1998, Lowry's father, who had been an executive at Proctor & Gamble ("P&G"), placed
approximately 47,000 shares of P&G stock worth approximately $4 million in a trust for Lowry's
benefit. Lowry, as trustee, deposited the shares in an account at Fidelity Investments. Lowry's
father died in 1999, and Lowry divorced the same year.

In 2001, a trader friend of Lowry's, Frank DeMaria, suggested that she consider a covered
call strategy of options trading as a way to generate additional income from her P&G stock.? A
covered call strategy involves "writing” (i.e., selling) covered call options and "is commonly
used by investors who desire to increase the income which they derive from ownership of
stock."® After explaining the basics of the covered call strategy to Lowry, DeMaria then helped
Lowry write ten covered call options on P&G stock in her Fidelity account. DeMaria suggested
that Lowry talk with Pat Jage, a registered representative at BIS, about opening an account at
BIS in order to pursue a covered call strategy.

In October 2001, Lowry opened an options and margin account with Jage at BIS, where
she deposited 20,000 shares of P&G stock, which at the time were valued at approximately $1.5
million. The account documentation, which included a new account form and an option

2 With respect to Lowry's account, this case involves the trading of stock options. Options are divided into two

types: calls and puts. "A call option gives the buyer the right to buy shares (usually 100) of the underlying security
at the stated exercise price within a specified period of time. A put option gives the buyer the right to seil such
shares at the exercise price within the specified period. The exercise price (striking price) is the fixed price per unit
at which the holder of the option may purchase or sell the underlying stock." Thomas J. Furnari, Exchange Act
Release No. 21046, 47 SEC 1074, 1984 WL 472728, at *]1 n.2 (June 14, 1984). "Writing a covered call” means to
sell an option while maintaining the underlying stock. Conversely, "[a] call writer selling a naked (uncovered)
option does not own the underlying security." Id

*  Norman 8. Poser, Options Account Fraud: Securities Churning in a New Context, 39 Bus. Law. 571, 589

{1984). A covered call strategy has the potential to generate income because the covered call writer receives a
premium from selling the call. If the price of the underlying security never exceeds the exercise price before the

" option expires, then the buyer of the option will not exercise the option. The call option thus expires worthless,
allowing the call writer to retain the premium as profit. If, however, the price of the underlying security exceeds the
exercise price before the option expires (i.e., the option is "in the money"), then the call buyer will exercise the
option, and the covered call writer will be required to sell the underlying security to the call buyer at a price lower
than the market price. To avoid having to sell the underlying security to the call buyer, the covered call writer may
buy back the identical call option at a loss (because the option now has a higher price) before the option is exercised.
This is called a closing or liquidating transaction.
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agreement and approval form, indicated that Lowry was a 44-year-old, self-employed, single
mother with three dependents and an annual income of "$55,000+."* The bulk of her annual
income came from dividends from her P&G stock. The new account form indicated that her
"liquid net worth excluding her residence" was "$2,500,000+."°

The account opening documents noted that Lowry's investment objectives were
"income," "long-term growth," and "income & appreciation,” and her risk exposure level was
"moderate."® Lowry's overall objective was to generate income without having to sell her P&G
stock. She did not want her P&G stock to be called away (i.e., sold to satisfy an obligation on a
call option) because she had an emotional attachment to P&G and because she had a low tax
basis in the stock. The option agreement, which was reviewed and signed by Birkelbach,
approved Lowry's account only for "covered writing” and "buying" of stock options.” The
account forms did not approve Lowry's account for discretionary trading.

Although she previously had accounts that held securities, Lowry had no prior experience
with securities trading other than once trading some Ben & Jerry's stock and the P&G options
transactions she had executed with DeMaria's help.® Lowry's testimony demonstrates that, while
she had a rudimentary understanding of the covered call strategy, she lacked a sophisticated

. understanding of options trading,

Jage handled Lowry's account until July 2002, when he abruptly left BIS due to illness.
During the time he managed the account, Jage wrote only covered calls, and when he left BIS,

- Lowry's account was valued at approximately $1.7 million and had no margin debt. Following

Jage's departure, Birkelbach transferred Lowry's account to Murphy. Around the time Murphy

*  Exs.JX-13, TX-16.

> Ex.JX-15. The option agreement indicated that she had "cash" of "$2,500,000+," "marketable securities” of
"$2,500,000+," "real estate (exclusive of family residence)” worth $350,000, and a "total net worth" of
"2,500,000+." Ex. JX-16. But Lowry testified that, contrary to what the option agreement reflected, she kept a cash
balance of only about $20,000 to $30,000.

& Ex. JX-15.
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Ex. JX-16. Lowry signed the original option agreement again on November 1, 2004. See Ex. JX-17. Lowry
testified that she believed she was simply re-signing the agreement so that her account paperwork would reflect a
name change (she had stopped using her first husband's last name). At some point, however, the agreement was
altered to indicate that the account was approved for both "uncovered writing" and "spreading” (an options strategy
that involves buying and selling equal numbers of options of the same type on the same underlying security but with
different strike prices or expiration dates). The parties stipulated that in November 2004 Birkelbach approved the
account for uncovered options writing, but Lowry testified that neither Birkelbach nor Murphy informed her that her
account was being approved for uncovered writing and spreading.

¥ Despite this fact, the new account form indicated that she had ten years of mvestment experience, and the

option agreement indicated that she had 25 years of investrment experience with stocks and bonds and one year of
experience with options. Lowry testified that Jage knew she had no trading experience but he told her that inflating
her investment experience on the opening documentation was "a common thing to do" and would "facilitate the
opening of the account” and allow her to pursue the covered call strategy. Transcript of Hearing ("Tr.") at 120,
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took over the account, Lowry expressed concerns to him about trading losses and commissions
during the time Jage handled the account. Murphy apologized and told Lowry that he would
lower the commissions and that the account would make money going forward. Lowry told
Murphy to continue to pursue the covered call strategy and reiterated that she did not want her
P&G stock called away. Lowry testified that she trusted Murphy and gave him oral permission
to execute trades in her account without prior approval from her. But Lowry never provided
written authorization for Murphy to exercise trading discretion in her account.

After Murphy was assigned to Lowry's account, trading in the account increased
dramatically. Between July 2002 and February 2006, Murphy made 2,594 options trades
involving more than 67,000 P&G option contracts. Murphy frequently traded options in Lowry's
account several times a week—sometimes multiple times on a single day. At the peak of his
trading in the account, between November 2004 and January 2006, Murphy traded between
4,000 and 8,000 option contracts per month. Murphy's trading involved numerous "round-trip"
trades, meaning that he would repeatedly sell and buy back the same series of option contracts.
For example, between August 5, 2004, and January 5, 2005, Murphy effected 11 round-trip
trades of P&G call options with a January 2005 expiration and a $55 exercise price, which
resulted in a loss of $74,162, including $34,142 in commissions. Murphy's trading activity
ultimately generated over one million dollars in commissions during the approximately three-
and-a-half years he was assigned to the account. During this time, the account also incurred
substantial trading losses and a large margin debit balance. Between October 2003 and February
2006, Lowry's account consistently ran a margin debit balance, with the month-end margin debit
balance reaching as high as $1.16 million (on July 31, 2005). Lowry ultimately paid $125,034 in
margin interest. For the period Murphy was assigned to the account, the annualized cost-to-

- equity ratio—the amount the account would have to appreciate to break even—was 25.59%.°

The cost-to-equity ratios for 2004 and 2005 were even higher, at 31.25% and 48.56%,
respectively.,

In addition to the high volume of trading in the account, Murphy also engaged in a
substantial number of transactions that were not part of a covered call strategy and that went
beyond the type of trades orally agreed to by Lowry and authorized by her BIS option
agreement. Although Jage had confined his trading in Lowry's account to pursuing the covered
call strategy, Murphy almost immediately upon being assigned to the account began trading that
was not part of a covered call strategy: he wrote uncovered calls, uncovered puts, and
combinations.'® Such trading was frequent, with Lowry's account holding option positions that
were not covered calls at the end of every month between July 2002 and October 2004.

*  Without taking margin interest into account, the annualized cost-to-equity ratio during the same time period

was 22.75%.

it

"A combination is any strategy involving the purchase or sale of both puts and calls." Furnari, 1984 WL
472728, at *1 n.2.
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Murphy spoke with Lowry on the phone approximately once a month at the start of his
management of her account and more frequently near the end. But Murphy did not consult with
 Lowry before executing each trade, and he never told her that he was pursuing options trading
beyond a covered call strategy. Lowry received account statements, but she did not regularly
review them and did not understand them when she did—a fact that Lowry told Murphy.

Moreover, many of the statements that Murphy caused to be created and sent to Lowry
contained errors and inconsistencies. For example, at Murphy's direction, profit and loss reports
were sent to Lowry that purported to-show the options transactions that occurred during the
period covered by the report and the resulting profits and losses by option series and in total.
Twelve of the sixteen profit and loss reports sent to Lowry included overstatements of the
account's total profits, with errors in the total profit figures ranging from a few hundred dollars to
over $38,000." In addition, a report sent to Lowry some time after 2005, purporting to show the
change in Lowry's account balance over several years, calculated the change in the account's
value in an inconsistent manner, which resulted in the report providing inaccurate information
for multiple years.

Lowry raised concerns to Murphy about the handling of her account on a few occasions,
but Murphy downplayed her concerns and told her not to worry because her account was
profitable. For example, in late 2003, after receiving an activity letter from George Langlois, the
BIS compliance officer, indicating that year-to-date commissions in her account were $251,781,
Lowry called Murphy to express her concern. Murphy told Lowry that the commissions "didn't
matter” because "the account was profitable" and she "was making money.""* Murphy also
misled Langlois by telling him that Lowry was approving each of the trades in the account. Then
in early 2005, Lowry's accountant, Mark Pesavento, was preparing her tax returns and informed
Lowry that she had incurred a substantial loss in her BIS account exceeding $300,000, and she
learned that her margin debit balance had "grown huge."” "[A]larmed and upset," Lowry called
Murphy to ask what had happened." Murphy tried to reassure her by explaining that the margin
debit balance "wasn't a true indication” of the margin in her account—an explanation that Lowry
did not understand.” Around April 2005, Lowry began to meet with Murphy, Pesavento, and
Karen DeRose, a financial planner Lowry had engaged at the suggestion of Birkelbach. At one
such meeting, Lowry told Murphy to "be conservative and stop the bleeding" in her account.'®
Lowry also for the first time authorized Murphy to let her P&G stock get called away to bring
down the margin balance. In May 2005, BIS began to send duplicate copies of Lowry's account
statements to Pesavento and DeRose.

On occasion, the statements also understated the account’s profits.

' Tr.at148.

B 1d at152-53.
o Id at 153,

15 Id

Id. at 156.
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In December 2005, Lowry learned from Pesavento that Murphy had continued to trade
heavily in her account. Around this time, FINRA contacted Lowry about Murphy's handling of
her account in connection with an investigation into Murphy's conduct. In January 2006, Lowry
sent a letter to Murphy instructing him to cease options trading in her account. Lowry closed her
BIS account in April 2006, after transferring the assets in the account to Fidelity. Murphy's
options trading in Lowry's account ultimately generated trading losses totaling $871,301.95 and
commissions totaling $1,002,100." From the third quarter of 2002 through the end of 2005,
Murphy's trading in Lowry's account accounted for 59% of Murphy's overall commissions and
18% of BIS's total revenues. After closing her BIS account, Lowry brought an arbitration claim
against BIS, which was eventually settled for $150,000.

B. Murphy's management of Martinelli's account

In May 1999, while he was a college student in Chicago, Illinois, Martinelli opened an
account with George Langlois at BIS. Under Langlois's management, Martinelli's account grew
from the $2,500 he deposited between 1999 and 2001 to over $18,000 in March 2007, mainly
through investments in low-priced securities. In April 2007, Langlois left BIS, and Birkelbach
assigned Martinelli's account to Murphy. At this time, Martinelli was an active member of the
United States military and stationed in Germany. Shortly after learning of the account transfer,
Martinelli called Murphy to discuss his account. Murphy told Martinelli that he wanted to
handle the account differently than had Langlois. Specifically, he proposed to use a "little more
conservative approach” and "not deal with penny stocks."* Martinelli told Murphy that this
approach sounded reasonable but that he wanted to think about it and would get back to Murphy.
At no point did Martinelli provide written authorization for Murphy to exercise discretion in his
account.

Because of a delay in receiving his mail overseas, Martinelli did not receive his April
2007 account statement from BIS until late May or early June 2007. When he received the
statement, he was surprised to see that Murphy had actively traded in his account, even though
he had not given Murphy permission to do so. Murphy's trading in Martinelli's account in April
included dozens of transactions, including the liquidation of four of the five stocks in the account
and several in-and-out trades. The trading resulted in costs of $2,132 and caused the value of
Martinelli's account to drop to $15,387.34—a 17% drop in a single month. Upon recetving the
April statement, Martinelli called Murphy to ask why he had been trading in the account at all.
Martinelli also complained that the commissions were significantly higher than he had paid with
Langlois. According to Martinelli, Murphy responded by suggesting that there had been a
misunderstanding and by offering to refund $3,000 in commissions. Murphy also told Martinelli

7 Because the value of Lowry's P&G stock increased considerably during the time she maintained an account at

BIS, her net loss during the time her account was open at BIS was approximately $93,821, when accounting for
options trading losses, the marked-to-market value of her P&G stock, dividends received, mutual fund distributions,
commissions paid, and margin interest.

B Tr at55.
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that his account was worth about $13,000. Martinelli told Murphy that he wanted to transfer his
account to Langlois, who was now at a different firm, and that he wanted Murphy to stop trading
in his account.

When Martinelli eventually received his May 2007 account statement he discovered that
matters were worse than Murphy had led him to believe. Throughout May 2007, Murphy had
continued to actively trade in the account, including several in-and-out trades over a short time
period. By the end of May 2007, around the time of Martinelli's phone conversation with
Murphy, the account value had plummeted to $10,134.46—a 45% decline in only two months.
Account costs for May 2007 were $3,257. In July 2007, after he received the May 2007
statement, Martinelli called both Murphy and Birkelbach to complain. The same month,
Martinelli closed his BIS account and transferred his assets to Langlois's new firm. During the
three months Murphy managed Martinelli's account, Murphy's trading (which had never been
authorized by Martinelli) involved 26 trades in 14 different stocks, resulting in approximately
$5,395 in commissions and $5,703 in losses. The annualized turnover ratio—the number of
times per year the securities in an account are replaced by new securities—was 22.62, and
annualized cost-to-equity ratio was 169%.

On July 12, 2007, Martinelli sent a formal letter of complaint to FINRA and the Illinois
Securities Department, with a copy to Birkelbach. In January 2008, Martinelli agreed to settle
his dispute with BIS regarding Murphy's handling of his account for $4,758.05.

C. Birkelbach's supervision of Murphy

During the time Murphy managed Lowry's account, Birkelbach had ultimate supervisory
responsibilities regarding Murphy's options trading because he was the Senior Registered
Options Principal and Compliance Registered Options Principal. All options trades required his
approval, and he reviewed the options trades daily to ensure that they were suitable. Birkelbach
testified that to trade uncovered options a customer's investment objective would have to be
"speculative or high risk.""” In addition to reviewing and approving Murphy's options trading,
Birkelbach also had responsibility for reviewing profit and loss reports and correspondence sent
by Murphy to Lowry.

As Murphy's boss at BIS since 1995, Birkelbach knew before he assigned Lowry's
account to Murphy that Murphy had a disciplinary history related to options trading as well as a
history of customer complaints and arbitrations. For example, in 1999, the Commission
sustained findings by the Chicago Board Options Exchange, Inc., that Murphy had traded
without prior authorization from a customer and had exercised discretion without prior written
authorization from a customer and written approval from his broker-dealer. Murphy was

¥ Ex. JX-202, at 57.
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censured, barred from associating with any exchange member firm for two months, and fined
$10,000.

Langlois, who served as the compliance officer during the time Murphy handled Lowry's
account, frequently raised concerns to Birkelbach about Murphy's very active trading in Lowry's
account, including the high level of commissions. Birkelbach agreed with requests by Langlois
to send activity letters to Lowry, which noted a "high level of activity" in her account and sought
the assurance that she was "financially able to assume the risk associated with active trading."”!
Birkelbach, however, never followed up personally with Lowry about the activity letters or the
nature and level of trading in her account more generally.” Moreover, Birkelbach never
disapproved any trades made by Murphy in Lowry's account.

Birkelbach was also responsible for supervising Murphy's handling of Martinelli's
account. Long before he assigned Martinelli's account to Murphy, Birkelbach knew that FINRA
was investigating Murphy for misconduct related to Lowry's account. In November 2005,
FINRA had asked Birkelbach to put Murphy on heightened supervision. There is no evidence
that Birkelbach changed his supervisory approach to Murphy in any way. Although Birkelbach
reviewed Murphy's trading in Martinelli's account, which included short-term, in-and-out
trading, he never disapproved any trades made by Murphy in the account.

D. Procedural history

After a routine examination of BIS in which FINRA examiners reviewed trading in
Lowry's account, FINRA launched a formal investigation in November 2005 that led to this
proceeding. On July 30, 2008, FINRA's Department of Enforcement issued a nine-count
complaint against Murphy, Birkelbach, and BIS. Afier a four-day hearing, a FINRA hearing
panel issued a decision on May 6, 2011, finding violations on all but two counts in the complaint.
In reaching its findings, the hearing panel made express determinations that Murphy was not a
credible witness and that Martinelli was a "very credible” witness.” Based on the finding of
violations, the hearing panel barred Murphy from associating with any member firm and ordered
him to pay $591,933.67 in disgorgement; suspended Birkelbach for six months as a general
securities principal and options principal and fined him $25,000; and fined BIS $2,500.

* William J. Murphy, Exchange Act Release No. 41804, 54 SEC 303, 1999 WL 668560, at *5 (Aug. 27, 1999).

2 Exs. JX-80 through JX-87.

2 Lowry testified that when she asked Murphy about the activity letters, he suggested they were a formality and

she should simply sign and return them.

2 Dep't of Enforcement v. Murphy, Complaint No. 2005003610701, 2010 WL 5129558, at *6 n.10, *7 n.12
(OHO May 6, 2010). The hearing panel made no further express credibility determinations but, in making its
findings, relied on aspects of Lowry's testimony as well as on some of the testimony of Langlois, Pesavento,
DeRose, Julie Murphy (a FINRA investigator), and Marc Allair (FINRA's expert witness). The hearing panel did
not rely on any of Birkelbach's testimony except for statements he made against his own interest.
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Murphy, Birkelbach, and BIS appealed the hearing panel's decision to FINRA's National
Adjudicatory Council. On October 20, 2011, the NAC issued a decision affirming all of the
hearing panel's findings of violations.* With regard to sanctions, the NAC affirmed the bar
against Murphy but decreased the disgorgement amount by $6,759 to reflect a $5,000 fine
Murphy had paid to the Illinois Securities Department for his misconduct in connection with
Martinelli's account and $1,759 in commissions for which Martinelli had been reimbursed. The
NAC increased Birkelbach's sanction to a bar in all capacities and affirmed the $2,500 fine
imposed on BIS. In support of its decision to increase Birkelbach's sanction, the NAC found
that the hearing panel's sanction was "wholly insufficient to remedy his failure to supervise™and -
that his "conduct reflect[ed] a shocking disregard for FINRA rules designed to protect
customers."

I11.

Section 19(e) of the Exchange Act provides that, in reviewing a disciplinary proceeding
by a self-regulatory organization, we shall determine whether the associated person engaged in
the conduct found by the SRO, whether the conduct violated the SRO rules at issue, and whether
those rules were applied in a manner consistent with the purposes of the Exchange Act.” In
conducting our de novo review, we apply a preponderance of the evidence standard to determine
whether the record supports FINRA's findings that Murphy and Birkelbach violated its rules.”
Based on our independent review of the record, we find that a preponderance of the evidence
supports FINRA's findings of violations.

A. Murphy engaged in discretionary trading without written authorization.

FINRA found that Murphy engaged in discretionary trading without written authorization
in violation of NASD Rules 2510(b), 2860(b), and 2110.” Rule 2510(b) provides that "[n]o . . .
registered representative shall exercise any discretionary power in a customer's account unless
such customer has given prior written authorization" and that the account must be approved for

# Dep't of Enforcement v. Murphy, Complaint No. 2005003610701, 2011 WL 5056463 (NAC Oct. 20, 2011).

¥ FINRA found that BIS violated NASD Rule 2110 by including an improper confidentiality provision in a

settlement agreement with a client that had the potential to impede the investigation of this case. Before the
Commission, BIS has voluntarily withdrawn its appeal of this finding, and it has paid the associated $2,500 fine.

% Murphy, 2011 WL 5056463, at *35, *37.
¥ 15U.8.C. § 78s(e).

#  See, e.g, Richard G. Cody, Exchange Act Release No. 64565, 2011 WL 2098202, at *9 (May 27, 2011), aff'd,
693 F.3d 251 (1st Cir. 2012).

¥ NASDRule 2110 provides that "[a] member, in the conduict of his business, shall observe high standards of

commercial honor and just and equitable principles of trade." According to "our long-standing and judicially-
recognized policy . . . a violation of another Commission or NASD rule or regulation . . . constitutes a violation of
[NASD] Rule 2110." Stephen J. Gluckman, Exchange Act Release No. 41628, 54 SEC 175, 1999 WL 507864, at
*6, (July 20, 1999).
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discretionary trading in writing by the member firm. With regard to options trading, Rule
2860(b)(18)(A) further provides that a representative may not exercise discretionary authority in
a customer's account unless the trading complies with Rule 2510, the customer's written
authorization for discretionary trading "specifically authorize[s] options trading in the account,”
and the account is accepted in writing for discretionary trading by a Registered Options
Principal.

As we recognized in an earlier disciplinary proceeding involving Murphy, ,
"[d]iscretionary trading in a customer's account is a practice that is inherently susceptible to
abuse."” In light of this potential for abuse, FINRA's rules require that the authorization for the
exercise of discretionary power in a customer's account be in writing. It is undisputed that
neither Lowry nor Martinelli gave Murphy prior written authorization for any discretionary
trading in their accounts. Lowry gave Murphy oral permission to make trades in her account
without her prior authorization. While Murphy contends that he understood Martinelli to have
given him oral permission to pursue the strategy they discussed, we do not believe that to be the
case.” In any event, oral permission is insufficient to exercise discretionary power in a
customer's account under Rule 2510. Likewise, neither account was approved in writing for
discretionary trading by BIS. And Lowry's account was not approved for discretionary options
trading by a Registered Options Principal.- Despite the lack of written authorization, Murphy -
exercised discretionary power in both Lowry's and Martinelli's accounts by executing numerous
trades for which neither customer gave prior approval. The record thus amply supports a finding
that Murphy violated FINRA's rules on discretionary trading.

Murphy argues™ that his trading in Lowry's account fell within the "time and price
discretion” exception to Rule 2510, as it existed prior to January 31, 2005.” The exception
permits a registered representative to "exercise discretion as to the price at which or the time
when an order by a customer for the purchase or sale of a definite amount of a security shall be
executed.” But the time and price discretion exception does not excuse Murphy's discretionary
trading here. For the exception to apply, Lowry would have had to direct Murphy to buy or sell

% Murphy, 1999 WL 668560, at *3.

3 Murphy testified that he understood Martinelli to give him authority to trade without talking to him first, but

the hearing panel generally found Murphy to be not credible. On the other hand, Martinelli, whom the hearing panel
described as "very credible," testified that he "hadn't given [Murphy] the authorization to trade.” Tr. at 56. On
cross-examtination, Martinelli testified that when he told Murphy that the proposed investment approach "sounded
reasonable™ he was not authorizing Murphy to realign the portfolio, but he acknowledged that, if Murphy "really
wanted to take it that way," it was possible that Murphy could have misunderstood. fd. at 77.

2 Upon notice from Murphy that he would represent himself pro se before the Commission, the Commission

granted his request to consider his prior pleadings in support of his application for review. Accordingly, in our de
novo review of the alleged violations by and sanctions imposed on Murphy, we have considered the arguments
Murphy raised before the hearing panel and the NAC as if raised before the Commission.

33

On January 31, 2005, the exception was amended to state that "time and price discretion will be considered to
be in effect only until the end of the business day on which the customer granted such discretion, absent a specific,
written contrary indication signed and dated by the customer."
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a definite amount of a security, but there is no evidence that she ever gave Murphy any such
direction. Put another way, Murphy's trading did not involve the exercise of discretion only over
the timing and prices related to the options transactions in Lowry's account, but also over the
type and quantity of options transacted. The record demonstrates that Murphy exercised
complete discretion over what specific option series to buy or sell and at what quantities, in
addition to exercising discretion with regard to time and price. And, contrary to Murphy's
suggestion, the fact that Lowry approved the covered call strategy does not mean that Murphy's
trading—which involved exercising discretion over the type and quantity of options traded—
would come within the time and price discretion exception.’ Furthermore, Murphy's argument
does not excuse the discretionary trading that took place in Lowry's account after J anuary 2005
and in Martinelli's account for the entire time Murphy managed it. Murphy apparently concedes
that this trading could not fall within the amended time and price discretion exception, which
limits the exercise of such discretion to one business day.

For all of these reasons, we sustain FINRA's finding that Murphy violated Rules 251 0(b),
2860(b), and 2110 by engaging in discretionary trading without proper authorization.

B. Murphy.engaged in unauthorized trading in Lowry's account.

FINRA also found that Murphy violated NASD Rule 2110 by engaging in trading that
was not authorized by Lowry and that went beyond the level approved by BIS for her account.
"An associated person is responsible for obtaining his [or her] customer’s consent prior to
purchasing a security for the customer's account,"™ We have recognized that "[u]nauthorized
trades are a serious breach of the duty," set forth in Rule 2110, "to observe high standards of
commercial honor and just and equitable principals of trade." Unauthorized trading "goes "to
the heart of the trustworthiness of a securities professional,’ and 'is a fundamental betrayal of the
duty owed by a sales[person] to his {or her] customers."*’

Lowry directed Murphy to pursue a covered call strategy and Murphy told Lowry he
would pursue that strategy. There is no evidence that Murphy ever received authorization from
Lowry to pursue trading beyond the covered call strategy. Nevertheless, Murphy frequently

* Even if we were to accept Murphy's contention that Lowry's approval of the covered call strategy granted

Murphy some degree of discretion, it would not authorize his trading because, as discussed more fully below,
Murphy deviated significantly from the covered call strategy agreed to by Lowry.,

¥ Wanda P. Sears, Exchange Act Release No. 58075, 2008 WL 2597567, at *2 (July 1, 2008) (quoting Cariton
Wade Fleming, Jr., Exchange Act Release No. 36215, 52 SEC 409, 1995 WL 539462, at *3 (Sept. 11, 1995)).

% Janet Gurley Katz, Exchange Act Release No. 61449, 2010 WL 358737, at *22 (Feb. 1, 2010) (quoting Sears,
2008 WL 2597567, at*2); see also Gregory W. Gray, Jr., Exchange Act Release No. 60361, 2009 WL 2176836, at

*7 (July 22, 2009) (recognizing that unauthorized trading is inconsistent with just and equitable principles of trade);
Michael G. Keselica, Exchange Act Release No. 34929, 52 SEC 33, 1994 WL 6151 12, at *3 (Nov. 3, 1994) (same).

3 Katz, 2010 WL 358737, at *22 (quoting Adam Stuart Levine, Exchange Act Release No. 32214, 51 SEC 395,
1993 WL 138530, at *2 (Apr. 26, 1993) and Sears, 2008 WL 2597567, at *2),
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engaged in options trades that were not part of the covered call strategy agreed to by Lowry. He
wrote uncovered calls, uncovered puts, and combinations—trades that Murphy's own expert
witnesses agreed were not part of a covered call strategy. Because he conducted numerous
trades that were clearly outside the strategy agreed to by Lowry, we sustain FINRA's finding that
Murphy engaged in unauthorized trading in violation of Rule 2110. :

We also sustain FINRA's finding that, in the circumstances of this case, Murphy violated
Rule 2110 by pursuing trading in Lowry's account not approved by BIS. Prior to November
2004, Lowry's option agreement authorized only "covered writing" and "buying of stock
options"-—the box on the agreement authorizing uncovered writing was left unchecked. Yet,
during this time, Murphy did not limit his trading to the categories authorized in the option
agreement but instead wrote numerous uncovered options.

While acknowledging that some trades "were technically outside” the approved types of
transactions on the option agreement, Murphy argues that his unauthorized trading should be
excused because "a portion of the uncovered positions were caused by Lowry" who used some of
her P&G stock as collateral to obtain a $500,000 bridge loan.** In 2004, Lowry bought a new
residence and pledged some of her P&G stock as collateral in order to secure a bridge loan
necessary to finance the purchase. But even if some of the uncovered positions can be attributed
to Lowry's pledging a portion of her P&G shares to secure the loan, this does not explain or
excuse the numerous uncovered calls Murphy wrote before June 2004, when Lowry used her
stock to secure the loan.

Murphy also contends that "Lowry approved and insisted upon the strategy employed by
Mr. Murphy during the time he handled her account.” But there is no evidence that Lowry
agreed to or insisted upon a strategy involving uncovered option writing. Lowry asked for and
agreed to only a covered call strategy. Lowry further testified that she believed throughout the
time Murphy handled her account that he was pursuing only that strategy. Lowry could not have
approved and insisted upon a strategy that she was not even aware Murphy was pursuing.

To the extent Murphy is arguing that an alleged demand by Lowry for $10,000 per month
in income justified the type of options trades he transacted in her account, this argument fails for
several reasons. First, as discussed more fully below, there is a lack of credible evidence to
support the assertion that Lowry made such a demand Second, even if she did make the
demand, Murphy has completely failed to show why his uncovered options trades were
necessary to meet such a demand. Finally, Lowry's alleged demand for a particular investment
outcome does not mean that Murphy was permitted to pursue unauthorized trades in pursuit of
that goal. As the NAC decision concluded, "[i]f Murphy was unable to meet any purported

®  NAC Appeal Br. of Appeliants-Resp'ts at 18.
¥ W .
® See infra at 19-20.




14

income demands employing only covered calls, that did not give him the authorization—either
from [Lowry] or [BIS]—to effect uncovered options trades."*

Murphy further argues that, despite "frequent contact" with him, "Lowry never expressed
a concern about the type of options transactions effected” in her account.”” But the fact that
Lowry did not complain about the uncovered option positions in her account does not mean that
Murphy's trading was authorized. Lowry believed that Murphy was pursuing only a covered call
strategy, and she lacked the sophistication to understand that Murphy was, in fact, significantly
deviating from that strategy. Moreover, even if Lowry's apparent acquiescence were viewed as
ratification of Murphy's uncovered options trades, "we have held repeatedly that after-the-fact
'acceptance’ of an unauthorized trade does not transform that transaction into an authorized
trade."® And, as FINRA recognized, given Lowry's lack of investment experience and Murphy's
repeated false assurances that her account was profitable, any absence or delay in complaints
from Lowry was most likely "a consequence of misplaced trust” in Murphy, "rather than )
approval of his actions."*

C. Murphy's conduct involved unsuitable recommendations, excessive trading, and
churning.

NASD Rule 2310, known as the suitability rule, requires that "[i]n recommending to a
customer the purchase, sale, or exchange of any security, a member shall have reasonable
grounds for believing that the recommendation is suitable for such customer upon the basis of
the facts, if any, disclosed by such customer as to his other security holdings and as to his
financial situation and needs." A registered representative can violate the suitability rule if he or
she "inadequately assesses whether the recommendation is suitable for the 'specific investor to
whom the recommendation is directed™ (customer-specific unsuitability), or if "the level of
trading recommended by the representative is excessive in light of the customer's investment
needs and objectives” (quantitative unsuitability).* FINRA found that Murphy violated
customer-specific suitability requirements by his options trading in Lowry's account and violated
quantitative suitability requirements by engaging in excessive trading in both Lowry's and
Martinelli's accounts. In addition, FINRA found that Murphy churned Lowry's and Martinelli's

 Murphy, 2011 WL 5056463, at *11.
2 NAC Appeal Br. of Appellants-Resp'ts at 17-18.

#  Sandra K. Simpson, Exchange Act Release No, 45923, 55 SEC 766, 2002 WL 987555, at *13 (May 14, 2002);
see also Edgar B. Alacan, Exchange Act Release No. 49970, 57 SEC 715, 2004 WL 1496843, at *6 n.27 (July 6,
2004); Kaiz, 2010 WL 358737, at *22 ("[R]atification of a transaction after the fact does not establish that trades
were authorized before being executed.”).

4 See Alacan, 2004 WL 1496843, at *6 n.27.

5 Cody, 2011 WL 2098202, at *$ (quoting F.J. Kaufinan & Co. of Va., Exchange Act Release No. 27535, 50
SEC 164, 1989 WL 259961, at *3 (Dec. 13, 1989))."
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accounts in violation of FINRA rules* and antifraud provisions of the securities laws.” We
sustain FINRA's findings on each of these violations.

1. Murphy's options trading in Lowry's account violated customer-specific
suitability requirements.

We have held that "[i]nvestment recommendations must be suitable for the investor when
evaluated in terms of the investor's financial situation, tolerance for risk, and investment
objectives."*® Because options trading involves heightened risk, before recommending "an
opening transaction in any option contract" a registered representative must have "a reasonable
basis for believing, at the time of making the recommendation, that the customer has such
knowledge and experience in financial matters that he [or she] may reasonably be expected to be
capable of evaluating the risks of the recommended transaction, and is financially able to bear
the risks of the recommended position in the option contract,"*

Lowry was an unsophisticated investor with a limited understanding of options. When
opening her account, she indicated that her tolerance for risk was moderate and that her primary
objectives were income and long-term growth. Lowry had considerable assets—notably her
shares of P&G stock—but she was also dependent on her P&G stock as her primary source of
income. Upon a recommendation from a friend, she asked Jage, and later Murphy, to pursue a
covered call strategy as a way to supplement the income she received from P&G dividends.
Although a covered call strategy is considered a relatively conservative options strategy,” it is -
not clear from her testimony that Lowry properly understood what that strategy entailed or the
attendant risks. In addition to having only a basic understanding of options, it appears that
Lowry did not understand that her insistence that her P&G stock not get called away had the

% FINRA found that, in addition to violating NASD Rule 2310, which prohibits excessive trading as a violation

of suitability obligations, Murphy violated NASD Rule 2120, which prohibits registered representatives from
"effect[ing] any transaction in, or induc[ing] the purchase or sale of, any security by means of any manipulative,
deceptive or other fraudulent device or contrivance.”

47 15U.8.C. § 78j(b); 17 C.F.R. § 240.10b-5.

* Simpson, 2002 W1, 9875535, at *14; see also Katz, 2010 WL 358737, at *20 ("A registered representative is
obligated to make 'a customer-specific determination of suitability and to tailor his recommendations to the
customer's financial profile and investment objectives.”™ (quoting F.J. Kaufiman & Co. of Va., 1989 WL 259961, at
*3)).

¥ NASD Rule 2860(b)(19XB). Additionally, before recommending any options transaction, a registered

representative must conduct a "reasonable inquiry . . . concerning the customer's investment objectives, financial
situaticn and needs.” NASD Rule 2860(b)(19)(A).

3 Michael E. Tennenbaum, Exchange Act Release No. 18429, 47 SEC 703, 1982 WL 31984, at *2 n.6 (Jan. 19,
1982) ("Covered writing involves the sale of options against stock already owned, and is considered a relatively
conservative strategy."); Poser, supra note 3, at 589 ("Covered call writing is generally considered to be a
conservative strategy.").
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potential to undermine her goal of income generation, because the need to buy back options
could lead, in the words of FINRA's expert witness, to a "severe cash drain,"”’

Because Murphy's trading strayed considerably from a covered call strategy, in order to
find that Murphy violated customer-specific suitability requirements, we, like the NAC, need not
reach the question whether a covered call strategy combined with Lowry's direction to preserve
her P&G stock was per se unsuitable. Even if the strategy was not per se unsuitable under the
circumstances, and even if Lowry had understood and was financially able to bear the risks
associated with the covered call strategy she requested, Murphy did not limit his trading to this
strategy. Instead, Murphy's trading in Lowry's account included writing numerous uncovered or
naked calls as well as uncovered puts. Unlike writing covered calls, where the potential for loss
is limited by the fact that the option writer holds the underlying security necessary to satisfy the
option obligation, the sale of uncovered calls entails substantial risks because it "may
theoretically involve unlimited losses." Likewise, writing uncovered puts is extremely risky
because the writer may be obligated to buy a security at an exercise price that is far greater than
the security is worth.* In addition to uncovered options, Murphy's trading involved complex
option combinations, which involve buying or selling both puts and calls and are by their nature
more complex than other options transactions. Trading in uncovered options and combinations
was highly risky and was unsuitable for Lowry, an investor with only moderate risk tolerance
and limited understanding of and experience with options.*

1 Ex. CX-37, at4.

**  Ronald L. Brownlow, Exchange Act Release No. 18257, 47 SEC 662, 1981 WL 28137, at *2 n.2 (Nov. 16,
1981) (citing U.S. Securities and Exchange Commission, 96th Cong., 1st Sess., Report of the Special Study of the
Options Markets, 114 (Comm. Print 1978) [hereinafter Special Study]); see also id. at *2 ("[N]aked call options . . .
are highly speculative investments” because a "customer might have to purchase (1) the underlying securities
covered by the option at a price greater than the premium received and the exercise price, or, in order to protect
himself, (2) an option similar to the one sold for more than the premium he obtained."); Clyde .J. Bruff, Exchange
Act Release No. 31141, 50 SEC 1266, 1992 WL 224091, at * 4 & n.19 (Sept. 3, 1992) {("Since the writer does not
own the underlying security represented by a 'naked' option, he is subject to high degree of loss."); Thomas P,
Garrity, Exchange Act Release No. 25115, 48 SEC 880, 1987 WL 755334, at *1 & n.3 (Nov. 12, 1987) (noting that
"writ[ing] uncovered or 'naked' call options” is "a very risky strategy" because "uncovered call writing may result in
very substantial losses if the market price of the stock underlying the call continues to rise above the exercise price
of the call").

3 See Special Study, supranote 53, at 114 (the writer of an uncovered put faces a potential "loss which is limited

only by the exercise price").

*  See Frank DeRose, Exchange Act Release No. 32812, 51 SEC 652, 1993 WL 328418, at *5-6 (Aug. 26, 1993)
(broker's options trading was unsuitable for his customers who expressed a low tolerance for risk and "were
unsophisticated investors with little experience in financial matters and even less knowledge of options"); Patrick G.
Keel, Exchange Act Release No. 31716, 51 SEC 282, 1993 WL 12348, at *2 (Jan. 11, 1993) (registered -
representative's recommendation of risky options trading was unsuitable for an unsophisticated investor who sought
long-term growth and desired to retain her principal); Ivan M. Kobey, Exchange Act Release No. 31630, 51 SEC
204, 1992 WL 394557, at *7 (Dec. 22, 1992) (trading "in risky option strategies, including taking positions in naked
options™ was "entirely unsuitable” for customers "with conservative, growth-oriented objectives” and very limited
investment experience); Bruff, 1992 WL 224091, at *3-4 (registered representative's recommendations for "highly
aggressive options trading” that "involved a high degree of financial risk and complexity” were unsuitable for
{continued...)
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Furthermore, Murphy's extensive trading on margin in Lowry's account (with the margin
debit balance reaching as high as $1.16 million on July 31, 2005) made his risky options trading
even riskier and, therefore, even less suitable for Lowry. We have frequently held that trading
on margin increases the risk of loss to a customer.”® Not only does the use of margin mean that a
customer is "at risk to lose more than the amount invested if the value of the securities
depreciates sufficiently,” but "[t]he customer is also required to pay interest on the margin loan,
adding to the investor's cost of maintaining the account and increasing the amount by which his
or her investment must appreciate before the customer realizes a net gain."* The large margin
debit balance in Lowry's account exacerbated the unsuitability of Murphy's already risky
trading.”

Murphy suggests that, if his trading were unsuitable, others who received information
about the account, such as Pesavento and DeRose, would have expressed concerns. This
argument is without merit. DeRose raised concerns to Birkelbach, saying that she thought the
activity in Lowry's account was unusually high. Furthermore, because neither Pesavento nor
DeRose had the responsibility to assess the suitability of Murphy's trading and neither had
expertise in options trading, there is no reasonable basis for Murphy to have expected them to
raise concerns about the trades’ suitability. Moreover, as we have held previously, "applicants
cannot shift to others the responsibility for their own compliance with applicable rules."

Given Lowry's lack of investment knowledge and experience and her moderate tolerance
for risk, Murphy's trading in Lowry's account, which involved highly risky options transactions
and extensive trading on margin, was wholly unsuitable for his customer. Accordingly, we
sustain FINRA's finding that Murphy violated customer-specific suitability requirements with
regard to his trading in Lowry's account, .

(...continued)

customers who, inter alia, lacked experience with and understanding of options trading); see also Poser, supra note
3, at 593 ("[TThe complexity of the options strategy used in a customer's account is a factor in ascertaining whether
or not the trading in the account was consistent with the customer's investment objectives and financial needs. .A
strategy that is incomprehensible to an investor can hardly be regarded as suitable for him. As the literature of the
options exchanges states, a complexity not well understood is, in itself, a risk factor." (quoting American Stock
Exchange, Inc., et al., Understanding the Risks and Uses of Listed Options 30 (1982))).

3 See, e, 8., Luis Miguel Cespedes, Exchange Act Release No. 59404, 2009 WL 367026, at *7 (Feb. 13, 2009),

*  Id; see also Alacan, 2004 WL 1496843, at *9 & n.54 (noting that margin trading increased the risks to
custorners),

57 James B. Chase, Exchange Act Release No. 47476, 56 SEC 149, 2003 WL 917974, at *4 (Mar. 10, 2003)
(finding that trading on margin increased the unsuitability of already risky trading); Jack H. Stein, Exchange Act
Release No. 47335, 56 SEC 108, 2003 WL 431870, at *3 & n.15 (Feb. 10, 2003) (same); David A. Gingras,
Exchange Act Release No. 31206, 50 SEC 1286, 1992 WL 280780, at *3 (Sept. 21, 1992} (same).

% John Edwards Mullins, Exchange Act Release No. 66373, 2012 WL 423413, at *13 (Feb. 10, 2012).
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2. Murphy engaged in excessive trading in Lowry's and Martinelli's accounts.

Murphy also violated suitability requirements by engaging in excessive trading.”
"Excessive trading occurs when a registered representative has control over the trading in an
account and the level of trading in that account is inconsistent with the customer's objectives and
financial situation."® A registered representative's control over an account "may be established
when the customer relies on the representative such that the representative controls the volume
and frequency of transactions.” Thus, a registered representative's exercise of de facto
discretionary control over a client's account (even if the exercise of discretion is not properly
authorized) satisfies the element of control for the purpose of demonstrating excessive trading.”
As we previously found, Murphy exercised discretionary control in both Lowry's and Martinelli's
accounts, and thus had the requisite control over the trading in these accounts to establish an
excessive trading violation. '

Murphy's trading in Lowry's account was excessive. Almost immediately after taking
over the management of Lowry's account from Jage, Murphy began frequently trading large
volumes of option contracts. For the three-and-a-half years he managed Lowry's account,
Murphy engaged in over 2,500 options transactions involving more than 67,000 option contracts.
This trading reached its peak between November 2004 and January 2006, when Murphy traded

" between 4,000 and 8,000 option contracts per month. Because Murphy traded almost
exclusively option contracts in Lowry's account, a relevant gauge of excessive trading is the cost-
to-equity ratio, i.e., the percentage the account would have to appreciate just to break even.®
Although "our assessment of whether trading is excessive does not rest on any magical per

% See Harry Gliksman, Exchange Act Release No. 42255, 54 SEC 471, 1999 WL 1211765, at *2 (Dec. 20, 1999)
("[R]ecommendations may be unsuitable if the trading is excessive based on the customer's objectives and financial
situation.”), aff'd, 24 F. App'x 702 (9th Cir. 2001) (unpublished); John M. Reynolds, Exchange Act Release No.
30036, 50 SEC 805, 1991 WL 238500, at *2 (Dec. 4, 1991) ("Excessive trading may be thought of as quantitative
unsuitability.").

€ Cody,2011 WL 2098202, at *12 (citing Gliksman, 1999 WL 1211765, at *2).

¢ Id (citing Clyde J. Bruff, Exchange Act Release No. 40583, 53 SEC 880, 1998 WL 730586, at *2 (Oct, 21,
1998), Stephen Thorlief Rangen, Exchange Act Release No. 38486, 52 SEC 1304, 1997 WL 163991, at *4 (Apr. 8,
1997), and Reynolds, 1991 WL 288500, at *2).

2 See Frederick C. Heller, Exchange Act Release No. 31696, 51 SEC 275, 1993 WL 8588, at *2 & n.7 (Jan. 7,
1993) (finding "control" when a registered representative "exercised de facto discretionary control” over customers’
account, as evidenced by the fact that customers "were not consulted, nor typically even made aware of, the
particular trades executed in their account until well after the fact."}.

8 See Special Study, supra note 53, at 451-55 (noting that conventional turnover rate formulas do not adequately

measure "the impact of options trading on the activity in customer accounts since they completely ignore the effect
of the sale of options contracts” and that a cost-to-equity ratio is a "logical solution to the need for a standard
formula to measure trading activity in customer accounts which include options™); ¢f Eugene J. Erdos, Exchange
Act Release No. 20376, 47 SEC 985, 1983 WL 33908, at *4 n.14 (1983) (citing the Special Study in rejecting the
use of the turnover rate for measuring excessive trading in an options account).
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annum percentage,"* we have held that "a cost-to-equity ratio in excess of 20% generally
indicates that excessive trading has occurred. " During Murphy's management of the account,
the annualjzed Cost-to-equity ratio was 25.59% (22.75% excluding margin interest). And
looking separately at 2004 and 2005, the cost-to-equity ratios were even higher—31.25% for
2004 and 48.56% for 2005.5 Another indication of excessive trading is the fact that Murphy's
trading frequently involved multiple round-trip transactions for the same oplion series, meaning
that Murphy sold and bought back the same option series repeatedly.” Under the circumstances,
we agree with FINRA that Murphy's trading in Lowry's account was excessive.

Murphy contends the amount of trading in Lowry's account was "necessitated” by
Lowry's demand that the account generate $10,000 per month in income.® To meet this demand,

Murphy testified to this effect, but the hearing panel found that Murphy generally was not
credible.” For her part, Lowry testified before the hearing panel that she never made such a
demand. Murphy argues that the hearing panel did not give sufficient weight to a document
prepared for Lowry by her financial planner Karen DeRose, which Murphy asserts impeaches
Lowry's testimony. But the document is not persuasive impeachment evidence. Prepared by
DeRose in April 2004, the document summarizes a discussion between DeRose and Lowry
concerning the latter's financial plans. Under the heading "Retirement Planning," the document
states: "You want to be financially independent with annual income of 120,000, adjusting for

o Cody, 2011 WL 2098202, at *14 (quoting Gerald E, Donnelly, Exchange Act Release No. 36690, 52 SEC 600,
1996 WL 20843, at *2 (Jan. 5, 1996)) (internal quotation marks omitted); see also Stein, 2003 WL, 431870, at *4
(noting that "there is no single test for making an excessive trading determination").

®  Daniel Richard Howard, Exchange Act Release No. 46269, 55 SEC 1096, 2002 WL 1729157, at *3 (July 26,
2002); see also Rafael Pinchas, Exchange Act Release No. 41816, 54 SEC 331, 1999 WL 680044, at *5 (Sept. I,
1999) ("We have previously found that a cost-to-equity ratio in excess of 20% indicates excessive trading.");
Gliksman, 1999 WL 121 1765, at *3-4 (finding excessive trading in the account of a conservative corporate investor
with an annualized cost-to-equity ratio of 18%); Peter C. Bucchieri, Exchange Act Release No. 37218, 52 SEC 800,
1996 WL 254677, at ¥2-4 (May 14, 1996) (finding excessive trading in account with cost-to-equity ratios of 21% to
30%).

o Excluding margin interest, the Cost-to-equity ratios were 27.78% in 2004 and 39.32% in 2005.

 Cf Bruff. 1992 WL 224091, at *4 (finding options trading unsuitable that was "highly aggressive” and
included, inter alia, "frequent transactions where positions were opened and closed within short periods of time").

¥ NAC Appeal Br, of Appellants-Resp'ts at 14, 16,

69

We have frequently held that "the credibility determination of the initial decisionmaker is entitled to
considerable weight and deference, since it is based on hearing the witnesses' testimony and observing their
demeanor™ and that ™without substantial evidence in the record to the contrary, we cannot depart from the fact
finder's determination of credibility.” Sears, 2008 WL 2597567, at *2 {quoting Jon R. Butzen, Exchange Act
Release No. 36512, 52 SEC 512, 1995 WL 699189, at *2 1.7 (Nov. 27, 1995) and Fu-Sung Peter Wu, Exchange Act
Release No. 45694, 55 SEC 737, 2002 WL 507009, at *5 n.22 (Apr. 4,2002)). We find no basis to disturb the
hearing panel's credibility determination here.
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inflation until age 95."™ Contrary to Murphy's contention, the fact that Lowry told DeRose that
the goal for her future retirement was to have $120,000 in income per year does not mean that
Lowry demanded $10,000 per month from Murphy during the time he managed her account.
The weight of the relevant evidence does not support Murphy's contention that Lowry made such
a demand.

Moreover, even if Lowry had insisted that Murphy generate $10,000 in monthly income,
Murphy has not adequately explained how his excessive options trading was likely to further that
objective. Notably, Murphy's options trading, rather than generating income, consistently lost
money for Lowry. And although Murphy points to the testimony of his two expert witnesses to
argue for the "difficulties” of the task he faced,” no coherent explanation of his excessive trading
can be found in either expert's testimony. Indeed, Murphy's trading frequently resulted in option
positions that defied any rational explanation. As FINRA's expert testifted concerning one set of
positions in Lowry's account, "if this looks like spaghetti . . . it's because it is."” Murphy himself
was unable to explain to the hearing panel how similar positions held in Lowry's account in late
2002 would lead to profits. But even if Murphy could explain how his trading was intended to
meet Lowry's alleged demand for income—which he has not done—Murphy offers no
explanation for how his aggressive trading of highly risky options was compatible with Lowry's
moderate risk tolerance. A request from Lowry for $10,000 in monthly income would not permit
Murphy to pursue trading that was wholly unsuitable in light of his customer's financial profile.”

Murphy also argues that FINRA's excessive trading and suitability analysis does not
account for the increased value of Lowry's P&G stock, which "mitigated” the account's losses.™
But the fact that Murphy's excessive options trading did not result in as great a loss to Lowry as
it could have does not mean that it was suitable for her.” Indeed, it is only because the value of
Lowry's P&G stock appreciated significantly (something over which Murphy had no control)
that the cost-to-equity ratio in the account was not significantly higher. Regardless of the

7 Ex.RX-58.
' NAC Appeal Br. of Appellants-Resp'ts at 15.
7 Tr.at625.

B See Pinchas, 1999 WL 680044, at *6 ("[E]ven if [his customer] desired Pinchas to double her money, that

desire would not have relieved Pinchas from his duty to recommend only those trades suitable to her situation.").

™ NAC Appeal Br. of Appellants-Resp'ts at 15; see also id. at 2.

5 See Stein, 2003 WL 431870, at *4 n.21 ("Unsuitable recommendations . . . do not become suitable because

they result in a profit."}; cf. also Michael T. Studer, Exchange Act Release No, 50543A, 57 SEC 1011, 2004 WL
2735433, at *5 (Nov. 30, 2004) ("The existence of churning does not turn on whether the customer lost money. The
effect of chumning is to reduce the customer's return on her investment by increasing the commissions generated by
the account. An account may be churned even if the customer shows a profit on the excessive trading. To maintain
otherwise would mean that 'securities brokers would be free to churn their customers' accounts with impunity so
long as the net value of the account did not fall below the amount originally invested." (footnotes omitted) (quoting
Davis v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 906 F.2d 1206, 1218 (8th Cir. 1990)), aff’d, 148 F. App'x 58
(2d Cir. 2005)). .
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appreciation in the value of Lowry's P&G stock, we find that Murphy's options trading in
Lowry's account was excessive and unsuitable.

Murphy's trading in Martinelli's account was also excessive. Martinelli was an investor
of modest means who, during the time Langlois managed his account, had seen significant
account appreciation from investments primarily in low-priced securities. When Murphy took
over the account from Langlois, Murphy told Martinelli that he would like to pursue a "more
conservative" approach.” Despite the fact that Martinelli never authorized him to trade, Murphy
almost immediately began actively trading, increasing the volume of trading in the account
dramatically. In the three months he managed the account, Murphy liquidated nearly all of
Martinelli's holdings and made numerous trades in a variety of stocks, including several
instances of in-and-out trading. This trading resulted in an annualized turnover rate of 22.62”
and an annualized cost-to-equity ratio of 169%. These calculations represent a level of trading
substantially above that found to support excessive trading in other cases.” Even if it could be
argued that Martinelli had a reasonably high tolerance for risk,” the extremely high turnover rate
and cost-to-equity ratio tend to show a level of trading that is unsuitable in the circumstances.*
In addition, the multiple in-and-out trades effected by Murphy in the account in a short period of .

time are a "hallmark of excessive trading."*

™ Ty at55.

7 FINRA calculated the turnover rate using the modified Looper formula, which involves dividing the total cost

of purchases by average monthly investment or equity, and then annualizing the result. See Stein, 2003 WL 431870,
at *4 n.26.

8 See Howard, 2002 WL 1729157, at *3 ("While there is no definitive turnover rate or cost-to-equity ratio that

establishes excessive trading, a turnover rate of 6 or a cost-to-equity ratio in excessive of 20% generally indicates
that excessive trading has occurred."); Gliksman, 1999 WL 1211765, at *4 (noting that a turnover "rate in excess of
6 is generally presumed to reflect excessive trading” and finding that annualized turnover rate of 12.28 and cost-to-
equity ratio of 18% demonstrated excessive trading for a conservative investor); Pinchas, 1999 WL 680044, at *5
(finding excessive trading in accounts with annunalized turnover rates of 16.63 and 21.04 and cost-to-equity ratios of
110% and 619%%); A Rizek, Exchange Act Release No. 41725, 54 SEC 261, 1999 WL 600427, at *5 (Aug. 11, 1999)
(noting that a turnover "rate in excess of 6 is generally presumed to reflect excessive trading" and finding that
turnover rates ranging from 13.6 to 19.8 and cost-to-equity ratios ranging from 33% to 52% demonstrated excessive
trading for accounts with conservative investment objectives), Bucchieri, 1996 WL 254677, at *4 (finding excessive
trading in accounts with annualized turnover rates of 7.2 to 13.6 and cost-to-equity ratios of 21% to 30%).

™ Martinelli's new account documentation from 1999 indicated a risk exposure level of "speculation,” but it is

unclear whether that was the case when Murphy took over the account in 2007. There is no indication that Murphy
made any inquiry regarding Martinelli's risk tolerance. As FINRA points out, likely the best gauge for Martinelli's
risk tolerance at the time Murphy took over the account was Martinelli's statement that he thought a "more
conservative" approach made sense.

¥ Cf Henry James Faragalli, Jr., Exchange Act Release No. 37991, 52 SEC 1132, 1996 WL 683707, at *6
(Nov. 26, 1996) (finding excessive trading in an account with an annualized turnover rate of 15.4 and cost-to-equity
ratio of 42.9% where customer sought 10% to 15% annual returns and was "willing to accept a reasonable degree of
risk™).

8 Cody, 2011 WL 2098202, at *13 (quoting Howard, 2002 WL 1729157, at *3).
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Murphy argues that FINRA's use of a 169% cost-to-equity ratio is unfair because it
includes costs associated with Murphy's initial reallocation of Martinelli's portfolio. But, like
FINRA, we see no basis to exclude these costs, particularly because Martinelli never authorized
Murphy to reallocate his portfolio. And as FINRA states, even if the commissions from
Murphy's reallocation in April 2007 were excluded, the annualized cost-to-equity ratio would
still be 102%—more than sufficient to support a finding of excessive trading.

Murphy also contends that the amount of time he managed the account was too short to
obtain meaningful annualized measures of his trading activity. We disagree. We have often
evaluated relatively short periods of time in the life of accounts to determine whether excessive
trading has occurred.” In this context, we have noted that "the period to use to determine
whether an account has been excessively traded” is simply "the period during which the
allegedly excessive trading occurred."® While there may be limitations on the usefulness of
annualized turnover rates and cost-to-equity ratios to evaluate trading for particularly short time
periods, we agree with FINRA that the three months of trading here does not qualify as
"particularly short" and that the turnover rate and cost-to-equity ratio are so high that they
support a finding of excessive trading for the time period at issue.* For these reasons, we sustain
FINRA's finding that Murphy's trading in Martinelli's account was quantitatively unsuitable.

3. Murphy churned Lowry's and Martinelli's accounts.

We also sustain FINRA's finding that Murphy churned Lowry's and Martinelli's accounts.
"'Churning occurs when a securities broker enters into transactions and manages a client's
account for the purpose of generating commissions and in disregard of his client's interests."* In
addition to the two elements that are necessary to find excessive trading—control and trading
that is excessive in light of the customer's investment objectives—churning requires a third
element of scienter on the part of the broker.* Scienter "is established either by evidence of
intent to defraud or by evidence of willful and reckless disregard of the customer's interests."®’

2 See, e.g., Simpson, 2002 WL 987555, at *14 n.45 (rejecting argument that measuring account activity for six

months resulted in artificially high value for the annualized tumover rate and cost-to-equity ratio); Laurie Jones
Canady, Exchange Act Release No. 41250, 54 SEC 65, 1999 WL 183600, at *6 (Apr. 5, 1999) (rejecting argument
that measuring account activity for nine months was too short a period of time to support a finding of excessive
trading); Bucchieri, 1996 WL 254677, at *2-4 (finding excessive trading based on a review period of eight months).

8 Simpson, 2002 WL 987555, at *14 n.45,

See Dep't of Enforcement v. O’'Hare, Complaint No. CO9B030045, 2005 WL 1002949, at *4 (NAC Apr. 20,
2005) (finding excessive trading based on a three-month period of trading with an annualized cost-to-equity ratio of
140% and an annualized tumover rate of 21.358).

¥ Studer, 2004 WL 2735433, at *4 (quoting Donald A. Roche, Exchange Act Release No. 38742, 53 SEC 16,
1997 WL 328870, at *4 (June 17, 1997)); see also Rizek, 1999 WL 600427, at *5 ("Churning occurs 'when a
securities broker buys and sells securities for a customer’s account, without regard to the customer's investment
interests, for the purpose of generating commissions.” (quoting Olson v. E.F. Hutton & Co., 957 F.2d 622, 628 (8th
Cir. 1992)}).

% Roche, 1997 WL 328870, at *4 ("Scienter . . . is what separates 'churning’ from 'excessive trading.™).

(continued...)
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FINRA found that the evidence in the record demonstrated that Murphy's trading in
Lowry's account was for the purpose of generating commissions and was carried out with
reckless disregard of Lowry's interests. We agree. During the time Murphy managed Lowry's
account, Murphy's trading generated over $1 million in commissions, with a majority of those
commissions going directly to Murphy. From the third quarter of 2002 through the end of 2005,
Murphy's trading in Lowry's account was responsible for 59% of his total commissions. Given
the very high level of commissions and the resulting high cost-to-equity ratio in the account, the
evidence in the record supports the finding that Murphy's overriding goal was generating
commissions.® The volume and frequency of Murphy's options trading—including repeated
round-trip trades—is difficult to explain except as Murphy's seeking to maximize his own
commissions in disregard of Lowry's interests.”” And although Lowry had only a moderate
tolerance for risk and limited experience with and knowledge of options trading, Murphy abused
the trust she had placed in him and engaged in excessive options trading inconsistent with her
interests.” As FINRA's expert concluded in his report, Murphy's "trading was inappropriate,
unnecessarily frequent, of a speculative nature and the only beneficiary was the recipient of the
all too high transaction fees.""

Further evidence of scienter comes from Murphy's attempts to mislead Lowry about his
trading.” On more than one occasion, Lowry raised concerns with Murphy about the trading
losses and the level of commissions in her-account only to be misled by Murphy's false
assurances that she was "making money" and that commissions "didn't matter."”

Murphy argues that it would have been illogical to send duplicate account statements to
Lowry's accountants and financial planner if he had intended to defraud her. But duplicate
account statements were not sent to Lowry's accountants and financial planner during one of the
most active periods in the account—between April 2003 and April 2005. And the fact that

(...continued)

Although the terms "churning” and "excessive trading" have sometimes been used interchangeably, "chumning” is
"the violation's normal designation in a fraud context." /d ™Excessive trading,’ without more, is a type of violation
of broad 'suitability’ rules promulgated by self-regulatory organizations, which are not antifraud provisions." Id

¥ Rizek, 1999 WL 600427, at *5: see also Studer, 2004 WL 2735433, at *4-5; Roche, 1997 WL 328870, at *4.

88 See Studer, 2004 WL 2725433, at *5 ("The generation of commissions as a goal overriding the client's interests

evidences scienter in churning.").

¥ See Roche, 1997 WL 328870, at *4 (the motivation to maximize a broker's remuneration in disregard of the

interests of the customer "creates the element of scienter necessary for a violation of the antifraud provisions of the
securities laws™).

X See Rizek, 1999 WL 600427, at *6 (pursuing a riskier strategy than appropriate for a customer can be evidence

of scienter).
' Ex.CX-37,at 14,

2 See, e.g., Phillip J. Milligan, Exchange Act Release No. 61790, 2010 WL 1143088, at *5 (Mar. 26, 2010)
{"[Alttempts to conceal misconduct indicate scienter.”).

% Tr. at 148.
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others received account statements does not preclude a finding of scienter. There is no evidence
that Lowry's accountants and financial planner were tasked with monitoring the account or that
Lowry told Murphy that they were. Even if Murphy believed there was an increased risk that
Pesavento or DeRose might raise objections about the level of his trading, this is not inconsistent
with the finding that he acted with scienter.

We also agree with FINRA that Murphy acted with scienter in excesstvely trading
Martinelli's account. Given the 169% cost-to-equity ratio and turnover rate of 22, Murphy must
have known that his trading-was wholly inconsistent with his customer's interests. Murphy's so-
called "conservative approach" resulted in Martinelli’s account value decreasing by more than
45% in just two months. The approximately $5,400 in commissions Murphy generated in
Martinelli's account in the three months he managed it represented 42% of Martinelli's average
equity and nearly 17% of Martinelli's annual salary. These facts support the finding that Murphy
was acting with the purpose of generating commissions and in reckless disregard of Martinelli's
interest. '

In light of the above, we find that Murphy acted with scienter and churned both Lowry's
and Martinelli's accounts.

- D. Murphy distributed misleading communications to Lowry.

FINRA found that Murphy caused the creation and distribution to Lowry of inaccurate,
misleading, and unbalanced written communications, in violation of NASD Rules 2210, 2220,
and 2110. Rule 2210(d)(1) provides, in relevant pait, as follows:

(A} All member communications with the public shall be based on principles of
fair dealing and good faith, must be fair and balanced, and must provide a sound
basis for evaluating the facts in regard to any particular security or type of
security, industry, or service. No member may omit any material fact or
qualification if the omission, in the light of the context of the material presented,
would cause the communications to be misleading.

(B) No member may make any false, cxaggerated, unwarranted or misleading
statement or claim in any communication with the public. No member may
publish, circulate or distribute any public communication that the member knows
or has reason to know contains any untrue statement of a material fact or is
otherwise false or misleading.

Similarly, Rule 2220(d)(1), governing content standards for communications with the public
concerning options, provides that

[n]Jo member . . . or person associated with a member shall utilize any
advertisement, educational material, sales literature or other communications to
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any customer or member of the public concerning options which . . . contains any
untrue statement or omission of a material fact or is otherwise false or misleading.

FINRA identified three types of written communications that Murphy caused to be created and
sent to Lowry in violation of these rules: profit-and-loss reports (periodic reports detailing the
realized profits and losses from the options trading in the account), the change-in-account-value
report (purporting to show overall change in the value of Lowry's account between 2002 and
2005), and a document titled, "Safe Option Strategies that can be employed™ (a one-page
document describing potential option strategies).

Murphy testified that these communications were created under his direction and sent to

Lowry at his request. Each type of communication contained untrue statements of material fact
or was otherwise false or misleading. Specifically, the profit-and-loss statements sent to Lowry
were filled with errors concerning the profits in Lowry's account. Twelve of the sixteen
statements overstated the account's total profits—one by over $38,000—and the reports
contained multiple errors on a line-by-line basis that contributed to the errors in the profit totals.
Similarly, the change-in-account-value report, which purported to show the change in the value
of the account for each year between 2001 and 2005, contained numerous errors. Because it
calculated the changes in the account's value in an inconsistent manner, the report significantly

: misstated the change in the value of the account for the years 2003 to 2005. The resulting errors
were sizable: for 2003, the report indicated the account value increased $276,316, when in fact it

. decreased $7,738; for 2004, the report indicated the account value decreased $384,465, when in
fact it decreased $1,136,736; and for 2005, the report indicated the account value increased by
$256,031, when in fact it increased by $537,502.

These errors were material, as reasonable investors would consider information
concerning the profits, losses, and value of their accounts important in making investment
decisions.* Murphy testified that he reviewed the profit-and-loss statements and the change-in-
account-value report before they were sent to Lowry. Under the circumstances, given the size
and frequency of the errors in these communications, we agree with FINRA that Murphy knew
or had reason to know they contained material misstatements.

The "Safe Option Strategies" document was also materially misleading and unbalanced
because it failed to identify the substantial risks associated with the option strategies it described
and inaccurately described such strategies as "safe.” Specifically, the document identified a

. "collar option" and a "short straddle” as safe strategies and highlighted their objectives and
upsides. But the document failed to mention that the strategies described involved the risk of
substantial losses should the value of the underlying security change significantly. As someone

% See Basic Inc. v. Levinson, 485 U.S. 224, 231-32 (1988) (materiality depends upon whether there is a
substantial likelihood that a reasonable investor would have considered the misstated or omitted fact important in
making an investment decision).
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with experience in options, Murphy knew or had reason to know that the document was
misleading.

Murphy does not dispute that the identified communications sent to Lowry contained
untrue statements of material fact or that they were misleading and unbalanced. Instead, he
argues these communications did not violate FINRA rules because they were not "sales
literature.” Murphy argues that information sent to a single customer does not qualify as "sales
literature” pursuant to NASD Rule 2210. But the rules FINRA found Murphy to have violated
are not limited to "sales literature.” Rule 2210(d)(1) applies to "[a]ll member communications
with the public,” including "correspondence."” "Correspondence,” in turn, was defined prior to
November 2003 to include "any written or electronic communication prepared for delivery to a
single current or prospective customer,” and after November 2003 to include "any written letter
or electronic mail message distributed by a member to . . . one or more of its existing retail
customers."” The relevant communications sent to Lowry qualify as "correspondence” under
either definition. Similarly, Rule 2220(d)(1) applies to "any advertisement, educational material,
sales literature or other communications to any customer or member of the public concerning
options" (emphasis added). Thus, contrary to Murphy's suggestion, all of the communications
identified above come within the scope of Rules 2210(d) and 2220(d)(1).

Accordingly, we sustain FINRA's finding that Murphy violated NASD Rules 2210, 2220,
and 2110 by causing inaccurate, misleading and unbalanced communications to be sent to

Lowry.
E. Birkelbach failed to reasonably supervise Murphy.

NASD Rule 3010(a) requires that a member "establish and maintain" a supervisory
system "that is reasonably designed to achieve compliance with applicable securities laws and
regulations, and with [NASD Rules)." In addition, NASD Rule 2860(b)(20) requires that
members provide for the "diligent supervision" of options trading in customer accounts and
implement procedures providing for "frequent supervisory review" of "customer accounts
maintaining uncovered short option positions." Whether a supervisor's actions constitute
“reasonable" supervision "is determined based on the particular circumstances of each case."”
We have held that "'[t]he duty of supervision includes the responsibility to investigate "red flags"
that suggest that misconduct may be occurring and to act upon the results of such
investigation."* "'Once indications of irregularity arise, supervisors must respond

% See NASD Rule 2210(a)(3).

% Compare NASD Rule 2210(a)(3) (2002) with NASD Rules 2210(a}(3) (2006 NASD Manual) and
2211(a)(1)(A) (2006 NASD Manual).

*" Ronald Pellegrino, Exchange Act Release No. 59125, 2008 WL 5328765, at *10 (Dec. 19, 2008) (quoting
John A. Chepak, Exchange Act Release No. 42356, 54 SEC 502, 2000 WL 49226, at *6 n.27 (Jan. 24, 2000)).

% Id (quoting Studer, 2004 WL 2725433, at *6).
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appropriately."” ™[R]ed flags and suggestions of irregularities demand inquiry as well as
adequate follow-up and review. When indications of impropriety reach the attention of those in
authority, they must act decisively to detect and prevent violations of the securities laws.™!®

As the Senior Registered Options Principal, Birkelbach had supervisory responsibilities
over Murphy's options trading during the time Murphy managed Lowry's account. Birkelbach
was familiar with Lowry's account—he approved the opening of Lowry's option account as well
as the subsequent changes to the option agreement allowing uncovered writing and spreading.
He was also familiar with the trading that occurred in the account because he reviewed all
options trades and reviewed accounts to see if options trading was within approved levels.

From this vantage point, Birkelbach was presented with numerous red flags associated
with Murphy's trading in Lowry's account. To begin with, Birkelbach should have been
concerned with the dramatic increase in trading activity that occurred when Murphy took over
the account from Jage. Murphy's heavy trading continued unabated for several years as
commissions, trading losses, and margin debt grew. Birkelbach admitted during the hearing that
he knew there was "a lot of activity” in Lowry's account and that the increase in commissions
was "obvious.""" Birkelbach should also have been concerned that Murphy's trading—involving
uncovered options and complex combinations—was highly risky and exceeded the levels
approved for the account. The parties stipulated that Birkelbach knew that Murphy effected
uncovered options transactions from August 2002 through October 2004 in Lowry's account.
And Birkelbach should have known that such trading was unsuitable for a customer like Lowry,
who was an unsophisticated investor with only moderate tolerance for risk. Indeed, he conceded
as much to FINRA investigators by stating that an investor's objectives should be "speculative or
high risk" to trade uncovered options.'”

In the face of these red flags, Birkelbach failed to exercise appropriate supervision over
Murphy's handling of Lowry's account. Under the circumstances, an appropriate supervisory
response at a minimum would have included a further investigation into Murphy's trading in
Lowry's account and, when violations were detected, corrective actions to prevent future
misconduct. Instead, Birkelbach allowed Murphy to churn Lowry's account for years while he
took no meaningful action—never disapproving any trade made in Lowry's account and never
questioning Murphy about the amount of trading.

®  Id. {quoting La Jolla Capital Corp., Exchange Act Release No. 41755, 54 SEC 275, 1999 WL 624046, at *6
(Aug. 18, 1999)).

0 John B. Busacca, Ill, Exchange Act Release No. 63312, 2010 WL 5092726, at *10 (Nov. 12, 2010) (quoting
Edwin Kantor, Exchange Act Release No. 32341, 51 SEC 440, 1993 WL 167840, at *5 (May 20, 1993)), aff'd, 449
F. App'x 886 (11th Cir. 2011). ’

W T at 1104,
102 gy, 7X-202, at 57.
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Birkelbach insists that he did not "do nothing" and he points to the fact that he "reviewed
trade sheets, order tickets and trade blotters, including Lowry's transactions][,] daily."'” But
despite the fact that this review should have made Birkelbach aware that Murphy was involved
in frequent and heavy trading that was inconsistent with Lowry's investor profile, Birkelbach
failed to follow up to ensure that Murphy's trading was authorized, suitable, and not excessive.'®
Although Birkelbach contends that he would drop by Murphy's office with some frequency and
they would talk about Lowry's account, these conversations did not involve any serious scrutiny
by Birkelbach of Murphy's trading. Birkelbach testified that he readily accepted Murphy's
explanations about his trading, but at the same time he admitted that he did not even discuss with
Murphy the options trading strategy employed in Lowry's account. Even a cursory review of the
trading in the account—which Birkelbach insists he was conducting—should have alerted him to
numerous potential concerns that he should have raised with Murphy. Despite frequent contact
with Murphy, however, Birkelbach failed to take any reasonable steps to limit Murphy's
violations.

Birkelbach claims that he believed Lowry was approving every trade because Murphy
was frequently talking with Lowry on the phone when Birkelbach would come by his office.
But, as FINRA points out, Birkelbach did nothing to verify this assumption, such as speaking
with Lowry.'® Birkelbach argues that he met with Lowry on a few occasions, but the record
shows that these face-to-face meetings were either social in nature or simply involved the brief
exchange of pleasantries. There is no evidence that Birkelbach used these meetings to obtain any
meaningful information from Lowry about whether she understood and approved of Murphy's
trading.

Birkelbach also knew from frequent conversations with Langlois, BIS's compliance
officer, that Langlois had concerns about Murphy's trading in Lowry's account, including
concerns about the volume of trading, losses in the account, and the lack of written discretionary
authority. Birkelbach was aware that Langlois sent multiple activity letters to Lowry because of
Langlois's concerns over the level of activity in the account. Between September 2002 and April

1% Birkelbach's Reply Br. in Supp. of Appl. for Review at 5, 8.

14 See Pellegrino, 2008 WL 5328765, at *10 (finding unreasonable supervision where supervisor was aware that
registered representatives were recommending riskier investments than suitable for investors but took no steps to
address the problem); Paul C. Kettler, Exchange Act Release No. 31354, 51 SEC 30, 1992 WL 320802, at *2 (Oct.
26, 1992) (finding supervisory viclations related to an options account where supervisor ignored red flags, such as
"heavy trading and severe losses in speculative options trades," and "did not even take the minimal step of
questioning [the broker] or [customer] in regard to that activity™); Tennenbaum, 1982 WL 31984, at *6 (finding
failure to supervise where, despite warnings that employee might be engaging in excessive options trading,
supervisor "failed to take or recommend any action to investigate [his] activities” and instead "engaged in "foot-
dragging™).

195 Birkelbach faults FINRA for suggesting that he should have investigated phone records to verify this

assumption, arguing that the phone calls between Murphy and Lowry were "local calls,” and suggesting therefore
that such calls would not appear on BIS's phone bill. See Birkelbach's Reply Br. in Supp. of Appl. for Review at 7.
But it would not have taken an extensive investigation for Birkelbach to have a candid conversation with Lowry
about whether she was giving approval to Murphy prior to every trade.
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2005, Langlois sent eight activity letters to Lowry, each mentioning a "high level of activity" or
"active” trading in the account.' One activity letter, sent in November 2003, indicated that
Lowry had paid year-to-date commissions totaling $251,781. As FINRA notes, this "by itself
should have caused a high level of concern.”'” But Birkelbach squandered the opportunity to
provide appropriate supervision of Murphy's trading in Lowry's account in relation to the activity
letters sent by Langlois. Birkelbach never followed up with Lowry about the letters, and there is
no evidence that he followed up with Murphy.

Birkelbach argues that "if highlighting $250,000 in commissions d[id] not raise an
eyebrow" from Lowry, he could safely "conclude that Lowry was in accord with the activity in
the account."'® But, as we have noted specifically in the context of customers not complaining
following the receipt of activity letters, "'[s]upervisory personnel cannot rely solely upon
complaints from customers to bring misconduct of employees to their attention, particularly
where customers . . . may fail to realize that they have been mistreated.™'® In this case, Lowry
was exactly the type of customer who was likely to fail to detect Murphy's violations, because
she was an unsophisticated investor, who did not understand her account statements and other
documents sent to her by BIS, and who placed significant trust in Murphy. For this reason,
Birkelbach's attempt to make Lowry responsible for his own supervisory failures is
inappropriate.’*- Moreover, Lowry did, in fact, raise concerns to Murphy about the almost
$250,000 in commissions after receiving the letter in question, only to receive false assurances
from Murphy that the commissions "didn't matter” because "the account was profitable."'"" If
Birkelbach had followed up with Lowry (or Murphy) about the activity letters, he may have
discovered that Lowry did have concerns, and he could have taken reasonable steps to address
them."? In the circumstances, doing nothing more than allowing the activity letters to be sent to

1% Ex. RX-40.
7 Murphy, 2011 WL 5056463, at *27.

1% Birkelbach's Reply Br. in Supp. of Appl. for Review at 6.

1% Ouest Capital Strategies, Inc., Exchange Act Release No. 44935, 55 SEC 362, 2001 WL 1230619, at *6 (Oct.
15, 2001) (quoting Reynolds & Co., Exchange Act Release No. 6273, 39 SEC 902, 1960 WL 56264, at *10 (May
25, 1960Y); see also Albert Vincent O'Neal, Exchange Act Release No. 34116, 51 SEC 1128, 1994 WL 234316, at
*4 (May 26, 1994) (finding deficient supervision when supervisor failed to follow up with customers after sending
activity letters).

110 gimilarly, Birkelbach recycles the argument that it was Lowry's desire for $10,000 per month that excuses his

conduct in this case because her request would mean that excessive activity in the account was not a red flag. But,
for many of the same reasons discussed supra, Birkelbach's argument is unavailing. The record does not support the
claim that Lowry made a demand for $10,000 monthly. And even if she had, Murphy’s trading still should have
raised red flags because it was far too risky for a customer like Lowry. Moreover, Applicants have failed to provide
an adequate explanation of how Murphy's trading was designed to meet the alleged demand,

"' Tr, at 148. In addition, when Lowry questioned Murphy earlier about the purpose of the activity letters, he told

her they were routine and to simply sign and return them.

"2 Lowry also raised concerns to Murphy about the trading losses in her account and the large margin debt in

early 2005, but Murphy again tried to downplay her concerns by telling her that the margin debit balance "wasn't a
true indication” of the margin in her account.
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Lowry was "wholly inadequate" supervision, particularly when Lowry had been lulled by
Murphy's false assurances.'”

Birkelbach also was aware that Murphy was being investigated by FINRA in relation to
the activity in Lowry's account. Murphy testified that by November 2004, FINRA had notified
BIS that it was looking into the trading in Lowry's account. By November 2005, FINRA had
specifically asked Birkelbach to place Murphy under heightened supervision. Birkelbach also
knew of Murphy's relevant disciplinary history, namely, a 1999 -disciplinary action brought by
the Chicago Board Options Exchange-—and sustained by the Commission——finding that Murphy
had traded without prior authorization from a customer and had exercised discretion without
prior written authorization. In addition to formal disciplinary action, Birkelbach knew that
Murphy was the subject of arbitrations and numerous customer complaints, all of which should
have prompted Birkelbach to heighten his supervision of Murphy.'" Indeed, because Murphy
had been disciplined for conduct very similar to that at issue in this case, Birkelbach should have
been particularly vigilant to investigate the red flags suggesting unauthorized trading. But there
1s no indication in the record that Birkelbach took steps to supervise Murphy "with the vigilance
called for by his disciplinary record."'"

Birkelbach argues that his supervision was adequate because he "brought in" DeRose to
"look over Birkelbach's shoulder" and because Lowry's accountants received duplicate account
statements.'® Birkelbach contends that because none of these individuals said anything to him
about the trading in Lowry's account, he was left "to conclude that the activity in Lowry's
account was acceptable.””” But this argument is flawed in several respects. First, the evidence
in the record does not support Birkelbach's contention that DeRose was recommended to Lowry
as part of "an enhanced supervisory procedure."" DeRose, who was not associated with BIS,
testified that she was never asked to review Murphy's options trading in Lowry's account;
instead, she was hired to make a financial plan for Lowry, and she received Lowry's account
statements to help her fulfill that task. Birkelbach's argument is further flawed because the
record shows that DeRose did raise concerns to Birkelbach about the "unusually high" level of

113

Quest Capital Strategies, Inc., 2001 WL 1230619, at *6 (rejecting the argument that a lack of customer
complaints following activity letters was justification for failing to question customers about registered
representative, particularly where the representative had "lufled his customers into a false sense of security™).

"8 See Robert J. Prager, Exchange Act Release No. 51974, 58 SEC 634, 2005 WL 1584983, at *11 (July 6, 2005)
{emphasizing that when an individual "has known regulatory problems or customer complaints” there is a "need for
heightened supervision"); Consol. Inv. Servs., Inc., Exchange Act Release No. 36687, 52 SEC 582, 1996 WL 20829,
at *4 (Jan. 5, 1996) ("Having undertaken to hire and retain such a registered representative [i.e., one with a
disciplinary history], Applicants had an obligation to insure that procedures were in place to supervise him

properly.").

15 Prager, 2005 WL 1584983, at *11.
'8 Birkelbach's Br. in Supp. of Appl. for Review at 9.
" 1d at 8.

Mg a7,
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activity and commissions in the account, but Birkelbach dismissed these concerns with the
assurance that Lowry "is getting really good advice" from Murphy."” And Lowry's accountants,
who also were not associated with BIS, were never tasked with reviewing the trading in her
account. In addition, neither DeRose nor Lowry's accountants had options trading expertise.
More fundamentally, Birkelbach—not DeRose or Lowry's accountants—was responsible for
supervising Murphy's trading.' But instead of accepting and fulfilling his responsibility,
Birkelbach abdicated his responsibility and insists that his failures should be excused because of
what others might-have done. :

Birkelbach also failed to provide adequate supervision of Murphy with regard to
Martinelli's account. Birkelbach had direct supervisory responsibility over Murphy's trading in
Martinelli's account. Although Birkelbach knew that FINRA was investigating Murphy's trading
and had requested that Birkelbach heighten his supervision of Murphy, Birkelbach did not
change his supervisory approach.” His review of the daily tickets and activity report for the
account should have alerted Birkelbach to the excessive trading, including several in-and-out
trades, but he failed to take any steps to investigate and allowed Murphy to churn Martinelli's
account.'? When Martinelli telephoned Birkelbach in June 2007 to complain about Murphy's
trading, Birkelbach failed to verify that Martinelli had given Murphy authority to make trades—
even though Birkelbach had admitted to FINRA investigators in May 2006 that he knew that
Murphy may have placed trades in Lowry's account without discussing the trades with her
beforchand. And even after Martinelli complained, Birkelbach allowed Murphy to continue
handling Martinelli's account until the account was closed.

Birkelbach argues that he "discharged his supervisory responsibilities as to Martinelli and
treated him in a fair manner” because he "investigated" and "settled with Martinelli."'® But the
evidence in the record does not support Birkelbach's assertion that he made an adequate
investigation. As FINRA points out, it was not until the Illinois Securities Department issued a
temporary order of prohibition against Murphy on August 31, 2007—over a month after
Martinelli closed his account—that Birkelbach heightened in any way his supervision of

1 Ex. JX-202, at 115-16.

¥ Prager, 2005 WL 1584983, at *11 & n.45 ("We have long maintained that '[f]inal responsibility for
supervision of a trading activities at a member firm . , . rests with the firm's president, unless the president
reasonably delegates the duties to someone else and has no reason to know that person is not properly performing
the delegated duties.™ (quoting Studer, 2004 WL 2725433, at *6)). There is no evidence that Birkelbach reasconably
delegated his supervisory duties related to Lowry's account to anyone—and he could not delegate those duties to
individuals not associated with the member firm.

21 1d at *11 (holding that the failure to heighten supervision in the face of a relevant discipinary history is a

supervisory violation).

122 See Tennenbaum, 1982 WL 31984, at *6 (finding a failure to supervise where supervisor had "specific
warnings that [representative] might be engaging in excessive trading” but "failed to take or recommend any action
to investigate [his] activities" and "never sought to place any meaningful restraints on [representative]").

123

Birkelbach's Reply Br. in Supp. of Appl. for Review at 9.
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Murphy, and even after the temporary order of prohibition was issued, Birkelbach had still not
asked Martinelli if he had authorized Murphy's trading. Moreover, the fact that BIS eventually
settled with Martinelli is of no relevance to whether Birkelbach's supervision of Murphy was
adequate.

For all of the above reasons, we sustain FINRA's finding that Birkelbach failed to
adequately supervise Murphy in violation of NASD Rules 3010, 2860(b)(20), and 2110.

Iv.

Applicants argue that FINRA's disciplinary action against them is barred by the statute of
limitations in 28 U.S.C. § 2462, which provides that a "proceeding for the enforcement of any
civil fine, penalty, or forfeiture, pecuniary or otherwise, shall not be entertained unless
commenced within five years from the date when the claim first accrued.” As support for their
position, Applicants point to Johnson v. SEC, 87 F.3d 484 (D.C. Cir. 1996), which held that
§ 2462 applied to an administrative enforcement proceeding initiated by the Commission. But
§ 2462 does not apply to FINRA disciplinary proceedings because FINRA is not a government
entity.”” Indeed, we have repeatedly held that "the disciplinary authority of private self-
regulatory organizations ("SROs") such as [FINRA] is not subject to any statute of limitation.""*

Applicants argue that SROs act as the Commission’s "surrogates” and therefore Johnson's
reasoning should apply to disciplinary proceedings brought by an SRO. This argument
misconstrues the Commission's role in SRO disciplinary proceedings. As we have stated:

SRO proceedings are not initiated by a government agency, nor does their
initiation require our approval. We do not participate in the disciplinary
proceeding before the SRO, and we do not control when the SRO begins or
concludes its determination. Our sole responsibility in this context arises when an
SRO imposes a final disciplinary sanction on a person who seeks review of the
SRO's determination from this Commission. Moreover, enforcement of the

Y4 See Faragalli, 1996 WL 683707, at *10 n.36 (bolding that "Johnson is inapplicable to SRO proceedings”
because "SROs are private organizations"); see also Larry Ira Klein, Exchange Act Release No. 37835, 52 SEC
1030, 1996 WL 597776, at *6 (Oct. 17, 1996) ("We do not believe that [§2462] applies to disciplinary proceedings
brought by a self-regulatory organization ('SRO')."); United States v. Inc. Village of Island Park, 791 F. Supp. 354,
367 (E.D.N.Y. 1992) ("Section 2462 applies only to actions brought by the United States." (emphasis in original));
Erie Basin Metal Prods., Inc. v. United States, 150 F. Supp. 561, 566 (Ct. Cl. 1957) ("The limitation of section 2462
applies only to actions instituted by the Government.”).

125 Gluckman, 1999 WL 507864, at *6; see also William D. Hirsh, Exchange Act Release No. 43691, 54 SEC
1068, 2000 WL 1800614, at *5 (Dec. 8, 2000) ("We have consistently held that no statute of limitations applies to
the disciplinary actions of the Exchange or other self-regulatory organizations ('SROs')."); Faragaili, 1996 WL
683707, at *10 ("[I]t is well established that no statute of limitations applies to the disciplinary actions of the
Exchange or other self-regulatory organizations ('SROs").").
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sanctions imposed will be the direct responsibility of the SRO, and any fine will
be payable to the SRO, not the United States Treasury."

Furthermore, courts and the Commission have held that SROs are generally not subject to the
requirements and duties applicable to government agencies.'”

Morecover, even if § 2462 were to apply, it would not bar FINRA's action here because
the vast majority of the violative conduct in this case occurred within five years of FINRA's
filing its complaint, and all of the violations culminated within that period.'”® Indeed, conduct by
Applicants sufficient to sustain each of the violations under review continued until well after July

~ 30, 2003—the date five years before FINRA issued its complaint. For all of the above reasons,

we conclude that § 2462 does not bar FINRA's disciplinary proceeding against Applicants.
V.

Section 19(e) of the Exchange Act directs us to sustain FINRA's sanctions unless we find,
having due regard for the public interest and the protections of investors, that the sanctions are
excessive or oppressive Or impose an unnecessary or inappropriate burden on competition.'”
Although we are not bound by FINRA's Sanction Guidelines, "we use them as a benchmark in
conducting our review under Exchange Act Section 19(e)(2)."*°

126 Klein, 1996 WL 397776, at *6.

127 See, e.g., Shultz v. SEC, 614 F.2d 561, 569 (7th Cir. 1980) (holding that the Administrative Procedure Act did
not apply to a disciplinary proceeding of the Chicago Board Options Exchange, Inc., because "{t]he Exchange is a
Delaware non-stock corporation and not an authority of the Government"); United Srates v. Selomon, 509 F.2d 863,
868-69 (2d Cir. 1975) (holding that privilege against self-incrimination does not apply in investigation by the New
York Stock Exchange and rejecting the argument that "interrogation by NYSE must be deemed the equivalent of
interrogation by the United States because the Exchange has become in effect the arm of the Government in
administering portions of the Securities Exchange Act™) (Friendly, 1.); Daniel Turov, Exchange Act Release No.
31649, 51 SEC 235, 1992 WL 394575, at *3 (Dec. 23, 1992) (NYSE disciplinary action not subject to challenge
under various constitutional provisions because "the Exchange is not the government"). Bur ¢f. D'Alessiov. N.Y.
Stock Exch., Inc., 258 F.3d 93, 104 (2d Cir. 2001) (holding that N'YSE is immune. from liability for claims arising
out of the discharge of its duties under the Exchange Act).

B Faragalli, 1996 WL 683707, at *10 n.36 ("In any event, much of the conduct at issue in this case occurred

within five years of the institution of proceedings, and all of the violations culminated within that period. Thus,
these proceedings would not be barred by Section 2462 even if that section were deemed to apply."Y; ¢f Nat'l Parks
Conservation Ass'n, Inc. v. Tenn. Valley Auth., 480 F.3d 410, 416 (6th Cir. 2007} (holding that an action is timely
under § 2462 so long as it identifies "a wrongfut act that took place within five years" of filing suit).

2 151U.5.C. § 78s(e)(2). Applicants do not claim, nor does the record show, that FINRA's actions imposed an

unnecessary or inappropriate burden on competition.

30 pAZ Sec., Inc., Exchange Act Release No. 57556, 2008 WL 1697153, at *3 (Apr. 11, 2008).
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A. The remedial sanctions FINRA imposed on Murphy are not excessive or oppressive.

For all of his violations, except misleading communications, FINRA barred Murphy in all
capacities and ordered him to pay $585,174.67 in disgorgement.”®! FINRA's Sanction Guidelines
recommend up to a bar for egregious cases of churning, excessive trading, unsuitable
recommendations, and unauthorized trading.’” We agree with FINRA that there are several
aggravating factors that support its finding that Murphy's violations were egregious and warrant
a bar.

Murphy is a recidivist with a history of discipline related to his sales practices. Murphy's
prior Commission-sustained discipline by the Chicago Board Options Exchange—for
unauthorized trading and discretionary trading without proper authorization—involved conduct
similar to the conduct at issue here, supporting the conclusion that the investing public should be
protected from the potential of similar violations in the future.”™ In addition, Murphy's
misconduct in this case involved multiple violations occurring over a period of several years.
Murphy's misconduct also benefitted himself while injuring his customers.”® He earned over a

134

Bl FINRA considered all of the violations except misleading communications as part of the same course of

conduct, and in light of the bar imposed for these violations, did not impose a separate sanction for Murphy's use of
misleading communications.

32 See FINRA Sanction Guidelines at 82, 99, 103. For exercising discretion without written authorization, the

Guidelines recommend in egregious cases a suspension from 10 to 30 business days. Id at 90.

35 Midas Sec., LLC, Exchange Act Release No. 66200, 2012 WL 169138, at *16 (Jan. 20, 2012) ("'We have long
recognized that prior disciplinary history . . . provides evidence of whether an applicant’s misconduct is isolated, the
sincerity of the applicant's assurance that he will not commit future violations and/cr the egregiousness of the
applicant's misconduct.™ {quoting Consol. fnv. Servs., 1996 WL 20829, at *6)); Sanction Guidelines at 2
("Disciplinary sanctions should be more severe for recidivists"—particularly in cases where "past misconduct [is]
similar to that at issue" or "evidences a disregard for regulatory requirements, investor protection, or commercial
integrity.").

13 See Sanction Guidelines at 6 (providing that "[w]hether the respondent engaged in numerous acts and/ot a
pattern of misconduct” and "fw]hether the respondent engaged in the misconduct over an extended period of time"
are principal considerations in determining sanctions). In connection with his argument that FINRA's "sanctions are
not appropriate given the surrounding circumstances,” Murphy noted before the NAC in 2010 that his alleged
misconduct related to Lowry "began almost 7 years ago, and for Martinelli, 3 years have passed." NAC Appeal Br.
of Appellants-Resp'ts at 22. But this ignores the fact that Murphy's mishandling of Lowry's account continued for
over three years until she decided to close her account in early 2006. And in any event, we do not believe the
amount of time that has passed since Murphy's violative conduct is mitigating under the circumstances. Cf. James
Gerard O'Callaghan, Exchange Act Release No. 61134, 2009 WL 4731651, at *¥5 (Dec. 10, 2009) (rejecting the
argument "that the ‘mere passage of time' . . . without engaging in similar conduct is mitigating" in determining
whether a suspension was excessive or oppressive); Gregory O. Trautman, Exchange Act Release No. 61167A,
2009 WL 6761741, at *21 (Dec. 15, 2009) (finding that conduct over six years before the issuance of the
Commission's opinion was "relatively recent” and supportive of a cease-and-desist order).

3% See id. (providing that "whether the respondent's misconduct resulted directly or indirectly in injury” is a

principal consideration in determining sanctions).
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half million doliars in commissions churning Lowry's and Martinelli's accounts, while Lowry
lost $871,301.95 and Martinelli lost $5,703.59 from his trading.”

We also agree with FINRA that Murphy acted with intent."”” Murphy's excessive trading
evidenced scienter because Murphy placed his own interest in earning commissions above the
interest of his customers. And given his disciplinary history, Murphy knew or was reckless in
not knowing that he could not exercise discretionary authority in either Lowry's or Martinelli's
accounts without their written consent.”® Similarly, Murphy must have known that his risky -
options trading in Lowry's account was neither authorized by Lowry nor appropriate for an
unsophisticated investor with a moderate tolerance for risk.

Murphy also attempted to conceal his misconduct from Lowry and from BIS.”> Murphy
gave false assurances to Lowry about the profitability of her account, never disclosed to her the
risks involved in the options trading he was pursuing or that he was deviating from a covered call
strategy, told her the activity letters sent to her by Langlois were only a formality, and sent her
misleading profit-and-loss statements that frequently overstated the profits in her account. And
Murphy misled Langlois, BIS's compliance officer, by telling him that Lowry had authorized
every trade. In addition, Murphy attempts to minimize his wrongdoing and shift blame to others,
such as Lowry, Pesavento, and DeRose."* In light of these significant aggravating factors, we

36 The net loss to Lowry of approximately $93,821 from Murphy's management of her account was considerably

less than the options trading losses, primarily given the appreciation in the value of her P&G stock—a fact that
FINRA took into account when fashioning its sanctions. But, as FINRA points out, the options trading losses are
also highly relevant to the sanctions analysis, because Lowry's account would be worth much more had Murphy not
engaged in excessive and unsuitable options trading. See Bucchieri, 1996 WL 254677, at *5 (noting that, even for
customers who had not suffered a net loss, "the effect that [broker's] trading had in reducing . . . customers' profits”
was relevant in the sanctions analysis). Indeed, as suggested previously, without the significant appreciation of
Lowry's P&G stock (something for which Murphy can take no credit) the net loss to Lowry would have been
substantially greater. :

37 See Sanction Guidelines at 7 (providing that "[wlhether the respondent's misconduct was the result of an

intentional act™ is a principal consideration in determining sanctions).

138 Although Lowry gave Murphy oral permission to conduct trades without her prior authorization and Murphy

contends that he understood Martinelli to give him oral permission to pursue the strategy they discussed, we agree
with FINRA that, under the circumstances, this is not mitigating evidence. See Sanction Guidelines at 90 (providing
that "fw]hether customer's grant of discretion was express or implied" is a principal consideration in determining
sanctions for violations of the rule against discretionary trading without authorization). First, Murphy exceeded the
permission granted to him by Lowry by pursuing risky options trades not part of the covered call strategy she had
requested. Second, Martinelli provided credible testimeny that he did not give Murphy permission to trade.

139 See Sanction Guidelines at 6 (providing that "[w]hether the respondent attempted to conceal his or her

misconduct or to lull inactivity, mislead, deceive or intimidate a customer . . . or . . . the member firm with which he
or she is/was associated" is a principal consideration in determining sanctions).

19 See id. (providing that "[w}hether an individual . . . accepted responsibility for and acknowledged the

misconduct” is a principal consideration in determining sanctions ).
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believe that a bar is neither excessive nor oppressive and is appropriate to protect investors from
further misconduct by Murphy.'!

The disgorgement order also serves the remedial purpose of depriving Murphy of the
benefit of his misconduct.”* The Sanction Guidelines provide that payment of disgorgement
should be required in all sales practice cases in which "the respondent has retained substantial ill-
gotten gains."'* FINRA found that Murphy's churning of Lowry's and Martinelli's accounts
resulted in commissions to him personally of $591,933.67."* In reaching a disgorgement
amount, FINRA deducted $5,000 for the fine Murphy paid to the Illinois Securities Department
and $1,759 for commission reimbursements that Martinelli acknowledged receiving. The
resulting $585,174.67 is a reasonable approximation of the ill-gotten gains Murphy retained from
his violative conduct, and we thus sustain FINRA's disgorgement order.'*

Murphy's arguments against the sanctions imposed by FINRA are unpersuasive. Murphy
argues that the settlements reached with Lowry and Martinelli support a lesser sanction.
Although the Sanction Guidelines recognize that a voluntary and reasonable attempt, "prior to
detection and intervention, to pay restitution or otherwise remedy the misconduct” may be
mitigating,'* the settlements reached with both Lowry and Martinelli came about only after the
customers lodged formal complaints and FINRA had begun its investigation.” And Murphy's

¥l See, e.g., Clyde J. Bruff, 1998 WL 730586, at *4-5(1998) (finding that bar was neither excessive or oppressive
in churning case in which representative had a relevant disciplinary history, attempted to shift blame to customer,
and customer was an unsophisticated investor).

Y2 See Michael David Sweeney, Exchange Act Release No. 29884, 50 SEC 761, 1991 WL 716756, at *5 (Oct. 30,
1991) ("[D]isgorgement is intended to force wrongdoers to give up the amount by which they were unjustly
enriched.").

"3 Sanction Guidelines at 10.

44 From July 2002 throngh December 2003, Murphy eaned 60% of gross commissions in Lowry's account, and
from January 2004 through February 2006 he eammed 58%. This resulted in $588,804.12 in personal commissions
from trading in Lowry's account. FINRA assumed that his payout remained at 58% during the time he managed
Martinelli's account, which means he personally earned $3,129.55 from trading in Martinelli's account. These
calculations were not challenged before FINRA and are not challenged before the Commission.

145 See Roche, 1997 WL 328870, at *6 (finding that total commissions represented a reasonable approximation of

. ill-gotten gains retained from churning); Canady, 1999 WL 183600, at *10 n.35 (noting that "courts have held that
"[t]he amount of disgorgement ordered need only be a reasonable approximation of profits causally connected to the
violation [and that] any risk of uncertainty [in calculating disgorgement] should fall on the wrongdoer whose illegal
conduct created that uncertainty™ (quoting SEC v. First Jersey Sec., Inc., 101 F.3d 1450, 1475 (2d Cir. 1996)
(alterations in original and internal quotation marks omitted)); Sweeney, 1991 WL 716756, at *5 (sustaining the
disgorgement of all commissions in a case of excessive trading and noting that "courts have approved action like
that taken by the NASD here in civil actions invelving excessive trading, basing their determinations on the
difficulty of specifying a 'correct’ level of trading and the conclusion that the burden of this problem should be borne
by the broker who caused it" (citing Costello v. Oppenheimer & Co., 711 F.2d 1361, 1374 (7th Cir, 1983) and
Carras v. Burns, 516 F.2d 251, 259 (4th Cir. 1975))).

16 Sanction Guidelines at 6.

"7 See Cody, 2011 WL 2098202, at *21 (rejecting argument that settleents with customers were mitigating

(continued...)
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offer during a telephone call with Martinelli to refund some commissions was not a reasonable
attempt to remedy the misconduct, because Murphy continued to mislead Martinelli regarding
the trading activity and the true amount of losses in his account. Moreover, we agree with
FINRA that Murphy failed to demonstrate that the customers' settlements with BIS provide a
basis to decrease the disgorgement amount. Although Murphy's counsel, at the hearing before
the NAC, made a vague assertion that Murphy was responsible for the "lion's share” of the
settlement with Lowry, Murphy failed to show his contribution to the settlements.'* Under the
circumstances, we agree with FINRA that Murphy has not met his burden of demonstrating why
and by how much the disgorgement amount should be reduced as a result of the settlements with
Lowry and Martinelli.

Murphy also attacks the fairness of FINRA's sanctions given that he was disciplined by
the Illinois Securities Department for conduct related to his handling of Martinelli's account.
Following a complaint by Martinelli, the Illinois Securities Department pursued a disciplinary
action that resulted in Murphy's agreeing to an order finding that he traded Martinelli's securities
without written authorization and for the purpose of generating commissions in violation of
Section 8.E(1)(b) of the Illinois Securities Law of 1953. The consent order fined Murphy
$5,000, required the reimbursement of some commissions to Martinelli, and prohibited Murphy
from acting as a supervisor or taking on new clients for two months. Beyond the NAC's-deciston
to reduce the disgorgement ordered by the amount of the fine paid by Murphy to the Illinois
Securities Department, we agree with FINRA that there is no basis to reduce its sanctions
because Murphy entered into a consent order with state regulators regarding some of the same
conduct at issue here. There is nothing unfair about FINRA's pursuing a disciplinary action for
violations of its own rules and the Exchange Act while a state regulator pursues parallel
disciplinary action under state law for some of the same conduct.'® We agree with FINRA that
the fact that Murphy was disciplined in Illinois for a portion of the misconduct at issue in this
proceeding does not mean that Murphy is any less a threat to the investing public or that he has
retained any less in ill-gotten gains than FINRA ultimately ordered disgorged.'

{...continued)
when the settlements were entered into after customers complained and the registered representative’s firm had
investigated).

8 As part of his Statement of Financial Condition submitted to FINRA in support of his claim of inability to pay

the disgorgement amount, Murphy included a promissory note to BIS for £100,000. Because there is no evidence in
the record linking the promissory note to the Lowry settlement, however, we cannot determine its relevance.

1% Cf Kirk A. Knapp, Exchange Act Release No. 31556, 51 SEC 115, 1992 WL 365568, at *11 (Dec. 3, 1992)
(rejecting the argument that NASD was precluded from pursuing an action against a respondent for conduct that was
already the subject of an SEC administrative action and noting that "NASD has an independent statutory mandate to
enforce the provisions of the Exchange Act, as well as its own rules”).

%% Murphy also argues that his sanctions are "not warranted by the evidence" because "the Martinelli account had

a life-span of three months with Murphy" and "Lowry directed Mr. Murphy o generate premium income for her of
$10,000 per month." NAC Appeal Br. of Appellants-Resp'ts at 23. We have already considered and rejected these
arguments in the context of Murphy's violations, see supra notes 82-84 and accompanying text; supra at 19-20, and
for the same reasons, we believe that they do not serve to mitigate Murphy’s misconduct in the context of our review
of the sanctions imposed by FINRA.
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Before the NAC, Murphy argued for the first time that he was unable to pay the monetary
sanctions. Murphy submitted evidence to support his claim, but the NAC ultimately concluded
that the materials Murphy submitted were unreliable and found that Murphy failed to
demonstrate an inability to pay the disgorgement order. Although we have recognized that "a
bona fide inability to pay a judgment is an important consideration in determining whether [a]
sanction . . . is excessive or oppressive,””' "[i]t is well settled that a respondent bears the burden
of demonstrating an inability to pay, and that [FINRA] is entitled to make a searching inquiry
into any such claim."'*

We agree with FINRA that Murphy has failed to meet that burden here. Murphy failed to
submit some financial information requested by FINRA, and the information he did submit was
often incomplete, inconsistent, and unreliable. For example, FINRA's Statement of Financial
Condition required Murphy to submit federal and state tax returns filed during the prior two
years, but Murphy submitted only his 2009 income tax returns. The statement also required
Murphy to submit pay stubs for the previous eight pay periods, but he provided only a
spreadsheet of unknown origin purporting to list payments to him in 2010. Murphy claimed in
the Statement of Financial Condition that he has no bank account, but as FINRA points out, this
seems questionable given that he received substantial monthly income and that he apparently
pays at least one of his credit cards from a "funding account.” Likewise, Murphy's claim that he
owns only one car (a 1982 Toyota he values at $5,700) appears inconsistent with his claim that
he owes $10,049 on an auto loan and with the $2,007 deduction he took for "new motor vehicle
taxes" on his 2009 federal tax return. As FINRA also points out, Murphy's claim of $59,723 in
monthly expenses is unreliable as the figure appears to include some monthly and some yearly
expenditures. In sum, given the gaps, inconsistencies, and sceming inaccuracies in Murphy's
financial submission, we agree that the information Murphy submitted is unreliable and sustain
FINRA's finding that Murphy failed to demonstrate an inability to pay the disgorgement order.

B. The remedial sanction FINRA imposed on Birkelbach is not excessive or oppressive.

FINRA barred Birkelbach for his supervisory failures. Birkelbach contends that a bar in
all capacities is not appropriate for the supervisory violations at issue here. Pointing to the
sanctions imposed in other disciplinary cases, Birkelbach argues that a bar is an unprecedented
and unwarranted sanction in the circumstances. He also suggests that the NAC's increase of the
sanction was unfair and designed to punish him for appealing the hearing panel's decision. For
the reasons that follow, we reject these arguments and conclude that Birkelbach has failed to
show that FINRA's sanction is excessive or oppressive.

Birkelbach argues that "when the offense involves actions performed in a supervisory
capacity, it is proper for any suspension or bar to be limited to the supervisory capacity."'* But

131 Bruce M. Zipper, Exchange Act Release No. 33376, 51 SEC 928, 1993 WL 538925, at *2 (Dec. 23, 1993).
52 Castle Sec. Corp., Exchange Act Release No. 52580, 58 SEC 826, 2005 WL 2508169, at * 6 (Oct. 11, 2005).

' Birkelbach's Reply Br. in Supp. of Appl. for Review at 10.
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the Sanction Guidelines recommend up to a bar "in any or all capacities” for egregious
supervisory failures.”” This recommendation is based on solid reasoning: in some
circumstances supervisory failures are so serious that a bar in all capacities is an appropriate
sanction to protect investors from individuals who have shown themselves unfit to remain in the
industry. Contrary to Birkelbach's claim, suspensions or bars in all capacities for supervisory
violations are not unprecedented—we recently rejected the argument that a suspension in all
capacities was "not sufficiently tailored to" misconduct that "involved only supervisory
violations."** Because proper supervision serves such an important role in protecting investors,
egregious violations of supervisory rules often warrant the most severe sanctions.'*

Such is the case here. Despite numerous and obvious warning signs, including an
awareness of Murphy's disciplinary history involving unauthorized trading, Birkelbach permitted
Murphy's churning of Lowry's account to continue for years without taking any reasonable steps
to curb Murphy's unauthorized, unsuitable, and excessive trading. And even after he was aware
that FINRA was investigating Murphy and had recommended increased supervision, Birkelbach
assigned Martinelli's account to Murphy and did nothing while Murphy aggressively churned
that account. As a result, Murphy's customers incurred significant harm. Given Birkelbach's
complete failure to take reasonable supervisory steps in the face of obvious red flags, we agree
with FINRA that Birkelbach's supervisory failures appear to involve some degree of intent.
Indeed, Birkelbach had an economic incentive to permit Murphy's churning. Lowry's account
represented 18% of BIS's total revenue from the third quarter of 2002 through the end of 2005,
and Birkelbach had a financial stake in BIS.

In addition, Birkelbach has a relevant disciplinary history. In 1999, the Illinois Securities
Department censured Birkelbach, imposed a six-month suspension with a requalification
requirement, and ordered $50,000 in restitution to five customers for unauthorized trading,
unsuitable transactions, excessive trading, and churning customer accounts—the same conduct
that Birkelbach's supervisory failures allowed to occur here. Given his own misconduct in these
areas, Birkelbach should have been particularly careful about detecting and preventing similar

134 Sanction Guidelines at 108.

%5 Dennis S. Kaminski, Exchange Act Release No. 65347, 2011 WL 4336702, at * 14 (Sept. 16, 201 1) (sustaining
18-month suspension in all capacities for supervisory failures); see also Michael Studer, 2004 WL 2735433, at *7
(sustaining bar for failure to supervise); Dep't of Mkt. Reg. v. Kresge, Complaint No, CMS030132, 2008 WL
4592834, at *3-10 (NAC Oct. 9, 2008) (barring respondent for failure to supervise, to register an individual, and to
report customer complaints). Birkelbach's argument that the NAC's sanction "appears unprecedented” has shifted.
Birkelbach's Reply Br. in Supp. of Appl. for Review at 10. In his opening brief, he argued none of the cases cited in
the NAC decision involved a bar in all capacities for supervisory violations. Ther, in his reply brief, after FINRA
had come forward with relevant cases, he argued that the NAC's increasing a sanction from a suspension to a bar is
unprecedented. In any event, the sanction imposed here is consistent with the Sanction Guidelines, and, as discussed
infra, we evaluate the sanction in the context of the particular facts and circumstances of the case before us, not in
relation to other cases.

158 See Kaminski, 2011 WL 4336702, at * 11 ("Proper supervision is the touchstone to ensuring that broker-dealer

operations comply with the securities law and NASD rules. It is also a critical component ensuring investor
protection.").
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misconduct by those whom he supervised. And Birkelbach's prior discipline for misconduct
related to his own customers supports FINRA's conclusion that a bar in all capacities is
appropriate for the protection of investors because of the supervisory failures in this matter.
More recently, Birkelbach consented to a FINRA order censuring him and imposing a 30-day
suspension in all capacities, a 90-day suspension in principal capacities, and a $25,000 fine for
alleged conduct between 2007 and 2009 that included, inter alia, a failure to adequately
supervise in violation of NASD Rules 3010 and 2010."” Another aggravating factor is
Birkelbach's continued insistence on shifting the blame for his supervisory failures to others,
such as Lowry; DeRose, and Lowry's accountants. Under the circumstances, we agree with
FINRA that Birkelbach's supervisory failures are egregious and that a bar in all capacities is an
appropriate sanction, one necessary to protect the investing public from further harm.

Birkelbach points to other disciplinary cases in arguing that FINRA's sanction is
unwarranted, but Birkelbach's reliance on other cases is misplaced for several reasons. First, as
we consistently have held, the appropriateness of a sanction "depends on the facts and
circumstances of each particular case and cannot be precisely determined by comparison with
action take in other proceedings."*® In any event, the FINRA cases relied upon by Birkelbach—
Department of Enforcement v. Pellegrino'” and Department of Enforcement v. Midas Securities,
LLC "—are readily distinguishable. In Pellegrino, the NAC modified a hearing panel's sanction
for a supervisor from a suspension in all capacities to a bar in any principal capacity. But
Pellegrino's misconduct was less severe than Birkelbach's: it involved supervisory fatlures over
less than two years, the underlying violations involved only unsuitable recommendations,
Pellegrino made mitigating compliance efforts, and he had no relevant disciplinary history.”®' In
Midas, the NAC suspended three principals in a principal capacity for 30 business days, 45
business days, and two years for failing to establish and maintain a reasonable supervisory
system and failing to supervise registered representatives who were selling unregistered
securities. The underlying facts in Midas are different than those in the present case: the
violations occurred over just four months, there was no evidence of customer harm, and two of

1357 On November 14, 2011, FINRA filed a motion to adduce additional evidence related to this subsequent

disciplinary history. We grant FINRA's motion.

1% PAZ Sec, Inc., 2008 WL 1697153, at *9; see also Butz v. Glover Livestock Comm'n Co., 411 U.S. 182, 187
{1973) ("'The employment of a sanction within the authority of an administrative agency is thus not rendered invalid
in a particular case because it is more severe than sanctions imposed in other cases.”); Hiller v. SEC, 429 F.2d 856,
858 (2d Cir. 1970) ("[W]e cannot disturb the sanctions ordered in one case because they were different from those
imposed in an entirely different proceeding.™); David Wong, Exchange Act Release No. 45426, 55 SEC 602, 2002
WL 200089, at *5 (Feb. 8, 2002) ("We consistently have held that the appropriate sanctions in a case depend on its
particular facts and circumstances and cannot be determined by comparison with action taken in other cases.").

159 Complaint No. C3B20050012, 2008 WL 115195 (NAC Jan. 4, 2008), aff'd, 2008 WL 5328765.

1% Complaint No. 2005000075703, 2011 WL 786035 (NAC Mar. 3, 2011), affd, 2012 WL 169138, and aff'd sub
nom. World Trade Financial Corp., Exchange Act Release No. 66114, 2012 WL 32121 (Jan. 6, 2012).

161 See Pellegrino, 2008 WL 5328765, at *4-6, *17.




41

the principals had no disciplinary history.' Pellegrino and Midas provide no basis for us to
question FINRA's choice of sanction here. '

Finally, Birkelbach insists that it was inappropriate for the NAC to increase the hearing
panel’s sanction, and he suggests that the NAC was motivated by bias or a desire to retaliate
against him for bringing an appeal. It is well established, however, that "the NAC reviews
hearing panel decisions de novo and has broad discretion to review hearing panel decisions and
sanctions.”'® FINRA's rules make clear that the NAC "may affirm, modify, reverse, increase, or
reduce any sanction, or impose any other fitting sanction.”'® Moreover, "FINRA is not required
to state why a lesser sanction would be insufficient in order to justify the sanction it imposed as
being remedial."'® Furthermore, we find nothing in the record to support Birkelbach's vague
claim of improper bias on the part of FINRA or that the sanction increase was in retaliation for
Birkelbach's bringing the appeal.'®

In sum, considering the evidence in the record, we agree with FINRA's assessment "that
Birkelbach is a serious risk to the investing public, in whatever capacity he would function, that
his failure to supervise was egregious, and that sanctions at the high end of the relevant range are
warranted."'*” Accordingly, we conclude that barring Birkelbach in all capacities is neither
excessive nor oppressive and that the sanction serves a remedial purpose of protecting investors
and deterring future misconduct.

An appropriate order will issue.'®

By the Commission (Chair WHITE and Commissioners WALTER, PAREDES and
GALLAGHER); Commissioner AGUILAR not participating,

Elizabeth M. Murphy
Secretary

12 See Midas Sec., LLC, 2011 WL 786035, at *3, *8-11. By

' Cody, 2011 WL 2098202, at *21. ssistant Secretary

1% NASD Rule 9348; see also Cody, 2011 WL 2098202, at *21; Harry Friedman, Exchange Act Release No.
64486, 2011 WL 1825025, at *7 (May 13, 2011). Birkelbach acknowledged in a brief before the NAC that under
FINRA rules the NAC could increase the sanctions imposed by the hearing panel, so his suggestion that he was
somehow blindsided by the increase rings hollow.

1 Friedman, 2011 WL 1825025, at *7.

1% The NAC's decision—consistent with the Sanction Guidelines—took into account Birkelbach's failure to

accept responsibility for his actions, finding that this was evidenced not by his decision to appeal but by his
continued attempts to shift blame to others.
7 Murphy, 2011 WL5056463, at *37.
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We have considered all of the parties’ contentions. We have rejected or sustained them to the exteiit that they
are inconsistent or in accord with the views expressed in this opinion.
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ORDER SUSTAINING DISCIPLINARY ACTION TAKEN BY FINRA

On the basis of the Commission's opinion issued this day, it is

Ny ORDERED that the disciplinary action taken and the costs imposed, by FINRA against
William J. Murphy and Carl M. Blrkelbach are sustained.

By the Commission.

Elizabeth M. Murphy
Secretary
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' UNDER THE SECURITIES ACT
Registration No. 333-185849 OF 1933
1. Clearpoint Resources Inc. (“Clearpoint”) filed a Form S-1 registration

staternent with the Commission on January 2, 2013 (the “Registration Statement™). The
Registration Statement is still pending. The Registration Statement was filed with respect
to 8 million shares of common stock of Clearpoint.

2. OnJune 25,2013 Clearpoint filed an application to withdraw its
Registration Statement under Rule 477 of Regulation C of the Commission’s General
Rules and Regulations under the Securities Act of 1933 (“Securities Act™), 17 C.F.R. §
230.477. |

3. After considering Clearpoint’s application, the Commission has
determined that the granting of the withdrawal request is not consistent with the public
interest and the protection of investors. Accordingly, it is hereby:

ORDERED that Clearpoint’s application to withdraw its registration statement on
Form S-1 filed on January 2, 2013 is denied in accordance with Rule 477.

By the Commission.

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

- SECURITIES ACT OF 1933

Release No. 9410 / July 3, 2013

In the Matter of ORDER DENYING
WITHDRAWAL OF

Braxton Resources Inc. REGISTRATION STATEMENT
UNDER THE SECURITIES ACT

Registration No. 333-185850 OF 1933

1. Braxton Resources Inc. (“Braxton”) filed a Form S-1 registration

statement with the Commission on January 2, 2013 (the “Registration Statement™). The
Registration Statement is still pending. The Registration Statement was filed with respect
to 12 million shares of common stock of Braxton.

2. On June 26, 2013 Braxton filed an application to withdraw its Registration
Statement under Rule 477 of Regulation C of the Commission’s General Rules and
Regulations under the Securities Act of 1933 (“Securities Act™), 17 C.F.R. § 230.477.

3. After considering Braxton’s application, the Commission has determined
that the granting of the withdrawal request is not consistent with the public interest and
the protection of investors. Accordingly, it is hereby:

ORDERED that Braxton’s application to withdraw its registration statement on
Form S-1 filed on January 2, 2013 is denied in accordance with Rule 477.

By the Commission.

Elizabeth M. MurphM

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

SECURITIES ACT OF 1933

Release No. 9412 / July 3, 2013

In the Matter of ORDER DENYING
WITHDRAWAL OF

La Paz Mining Corp. REGISTRATION STATEMENT
UNDER THE SECURITIES ACT

Registration No. 333-182751 OF 1933

1.~ LaPaz Mining Corp. (“La Paz”) filed a Form S-1 registration statement

with the Commission on July 19, 2012 and filed one amendment thereto on September
25, 2012 (collectively, the “Registration Statement”). The Registration Statement is still
pending. The Registration Statement was filed with respect to 10 million shares of
common stock of La Paz.

2. On June 25, 2013 La Paz filed an application to withdraw its Registration
Statement under Rule 477 of Regulation C of the Commission’s General Rules and
Regulations under the Securities Act of 1933 (“Securities Act”), 17 C.F.R. § 230.477.

3. After considering La Paz’s application, the Commission has determined
that the granting of the withdrawal request is not consistent with the public interest and
the protection of investors. Accordingly, it is hereby:

ORDERED that La Paz’ application to withdraw its registration statement on
Form $-1 filed on July 19, 2012 and its amendment thereto filed on September 25, 2012
is denied in accordance with Rule 477.

By the Commission.

Wigaktat Jy. Mgty

Elizabeth M. Murphy
Secretary
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Washington, D.C.

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 69930 / July 3, 2013

Admin. Proc. File No. 3-14795

In the Matter of the Application of

S.W. HATFIFéLD, CP.A,
an
SCOTT W. HATFIELD, C.P.A.
c/o John A. Koepke
Jackson Walker L.L.P.
901 Main St., Ste. 6000
Dallas, TX 75202

For Review of Disciplinary Action Taken by
PCAOB

OPINION OF THE COMMISSION

PUBLIC COMPANY ACCOUNTING OVERSIGHT BOARD -- REVIEW OF
DISCIPLINARY PROCEEDINGS

Vielation of Board Rules

| Improper Professional Conduct

Registered public accounting firm and associated person engaged in improper
professional conduct in the audit of the financial statements of two public companies.
Held, findings of violations and sanction imposed are sustained.

APPEARANCES:

John A. Koepke, of Jackson Walker, L.L.P, for S.W. Hatfield, CPA, and Scott W.
Hatfield, CPA.

J. Gordon Seymour and Davis B. Tyner for the PCAOB.

Appeal filed: March 8, 2012
Last brief received: June 13, 2012
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I.

S.W. Hatfield, a registered public accounting firm (the "Firm"), and Scott W. Hatfield,
C.P.A., the Firm's sole owner and employee (collectivel?r "Applicants"), filed an application
pursuant to § 107(c) of the Sarbanes-Oxley Act of 2002" for review of disciplinary action taken
by the Public Company Accounting Over31ght Board ("PCAOB" or the "Board"). Acting
pursuant to § 105(c)(4) of Sarbanes-Oxley” and PCAOB Rule 5300(a), the Board found that
Applicants violated PCAOB Rules 3100* and 3200T° by failing to adhere to professmnal
standards during their audits of financial statements of two unrelated public companies. The
Board further found that Applicants’ conduct was at least reckless and that it was therefore in the
public interest to permanently revoke the Firm's registration and permanently bar Hatfield from
association with a registered public accounting firm. We base our findings on an independent
review of the record.

1L

Pursuant to § 107(c)(2) of Sarbanes-Oxley, we will sustain the Board's conclusion that
Applicants violated PCAOB rules if the record shows that Applicants engaged in the alleged
violative conduct, that such conduct violated PCAOB rules, and that the PCAOB applied those
rules in a manner consistent with the purposes of the Securities Exchange Act of 1934 and
Sarbanes-Oxley.® In performing this analysis, we conduct a de novo review, pursuant to which

b 15U.8.C. § 7217(c).

2 Id. § 7215(c)4). Section 105(c)(4) of Sarbanes-Oxley authorizes the Board to impose sanctions, including
revocation of the registration of a public accounting firm and a bar from asscciation of an associated person, if a
registered firm or an associated person violates PCAOB rules or professional standards.

3 Rule 5300(a) provides that the Board may impose "such disciplinary or remedial sanctions as it determines

appropriate,” including "permanent revocation of registration” and "permanent suspension or bar of a person from
further association with any registered public accounting firm.” PCAOB rules may be found at the Board's website:
http://pcaocbus.org.

#  PCAOB Rule 3100 requires registered public accounting firms and their associated persons to comply with the

Board's "auditing and related professional practice standards” in connection with the preparation or issuance of any
audit report for an issuer, as defined in Sarbanes-Oxley. Rute 1001(a)(viii} defines the term "auditing and related
professional practice standards” to mean "the auditing standards, related attestation standards, quality control
standards, ethical standards, and independence standards (including any rules implementing Title 11 of Sarbanes-
Oxley), and any other professional standards, that are established or adopted by the Board under Section 103 of the
[Sarbanes-Oxley] Act.”

5 In April 2003, the Board adopted certain preexisting standards as its interim standards. PCAOB Rule 3200T
states that, "[iJn connection with the preparation or issuance of any audit report, a registered public accounting firm,
and its associated persons, shall comply with generally accepted auditing standards, as described in the AICPA
Auditing Standards Board's Statement of Auditing Standards No. 95, as in existence on April 16, 2003 (Codification
of Statements on Auditing Standards, AU § 150 (AICPA 2002)), to the extent not superseded or amended by the
Board." The interim standards are hereinafter cited as "AU §

6 15 U.8.C. § 7217(c)(2) (stating that the provisions of Exchange Act §8 19(d)X2) and 19(e)(1 ), 15 U.S.C.

§§ 78s(d)(2) and (e)(1), "shall govern the review by the Commission of final disciplinary sanctions imposed by the
Board . . . as fully as if the Board were a self-regulatory organization and the Commission were the appropriate
regulatory agency for such organization for purposes of those sections 19(d)(2) and 19(e)(1)").
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we apply a preponderance of the evidence standard to determine whether the record supports the
PCAOB's findings that Applicants' conduct violated its rules.” We find here that the record
supports the PCAOB's findings that Applicants violated PCAOB Rules 3100 and 3200T by
repeatedly failing to adhere to the Board's interim auditing standards during audits of two
unrelated public companies: Bidville, Inc., and Epicus Communications Group, Inc.

As we explain below, Applicants failed to adhere to a variety of interim auditing
standards, but Applicants' overarching failing was not exercising the necessary professional
skepticism required to obtain sufficient audit evidence on which to base their audit opinion.
Applicants consistently lacked the professional skepticism essential to evaluate the reliability and
pertinence of the evidence on which they based their auditing opinions,® and it was this core
deficiency that ultimately led to Applicants' more specific auditing violations.” Applicants failed
to meet this requirement in the audits at issue multiple times and in multiple ways, but two
defects permeated their problematic auditing approach. First, Applicants frequently relied on
* generalized experience from their past history with other clients to draw conclusions about the
Bidville and Epicus financial statements without any reasoned basis for concluding that such
experience was applicable to Bidville or Epicus. Second, Applicants repeatedly deferred to
untested management representations—in the face of red flags that should have raised questions
about the reliability of those representations—as an excuse not to undertake meaningful audit
procedures. Although management representations are part of the evidential matter auditors may
obtain during an audit, the interim auditing standards explain that they "are not a substitute for
the application of those auditing procedures necessary to afford a reasonable basis for an opinion
regarding the financial statements under audit."'° Instead, representations are a complement to
other auditing procedures, and " [blased on the circumstances, the auditor should consider
whether his or her reliance on management's representations relating to other aspects of the
financial statements is appropriate and justified."!! : '

7 Cf. Seaton v. SEC, 670 F.2d 309, 311 (D.C. Cir. 1982) (upholding preponderance of evidence standard in
NASD disciplinary proceeding); Richard G. Cody, Exchange Act Release No. 6456, 2011 WL 2098202, at *9 (May
27, 2011) (applying preponderance of evidence standard in FINRA disciplinary proceeding).

See, e.g., AU § 326.02, Evidential Matter ("The pertinence of the evidence, its objectivity, its timeliness, and
the existence of other evidential matter corroborating the conclusions to which it leads all bear on its competence.").

This appeal concerns only Applicants' failures to comply with auditing standards. Therefore, unless otherwise
stated, this opinion does not make any determination with respectto whether Applicants' recommendations or
Bidville's or Epicus's financial statements complied with generally accepted accounting principles ("GAAP").

Yo AU § 333.02, Reliance on Management Representations.

11

AU § 333.04, Reliance on Management Representations.




A. The Bidville Audit

Bidville, a Nevada corporation based in Florida, first engaged Applicants to audit the
company's 2003 financial statements, which covered the period from March 1, 2003 through
December 31, 2003.'> At the time, Bidville's stock was quoted on the OTC Bulletln Board and
its business plan was to operate an internet online auction site as a competitor to eBay
Applicants, however, had concerns about Bldvﬂle As Hatfield testified during the PCAOB's
mvestlgatlon he believed the company was "an eBay wannabe"'* and had been created as a

"great stock spoof, "15 and "had a high probability of being a market play. "1¢ Applicants' audit
work papers similarly described Bidville as a "stock scam w/ no intent to run [a company]." 17
Despite these concerns about Bidville's trustworthiness, Applicants’ audit opinion was based in
substantial part on their generalized experience with other clients and on Bidville management's
representations, but Applicants did not undertake any procedures to test the reasonableness of
their reliance on that audit evidence.

1. Applicants audit Bidville's private placement agreement.
(a) Background

The first issue involves Applicants’ approach during their 2003 audit to a December 2003
private placement in which Bidville sold 4,410,000 shares of restricted, unregistered common
stock at $0.50 per share. With each share that Bidville sold in the transaction, Bidville included
an unregistered warrant to purchase another one-half share of Bidville restricted, unregistered
common stock at a price of $1.00 per share. Applicants recommended that Bidville report the
transaction as a "compensation expense related to common stock issuance at less than 'fair
value."'® Applicants further recommended that Bidville calculate the compensation expense by
applying a fifty percent "haircut” to the stock’s closing price on the date of the transaction and
then, from that number, subtracting the $0.50 per share selling price."” Applicants also

12 Applicants' audit report covered the transition period from March 1, 2003, through December 31, 2003,

because Bidville changed its fiscal year-end from February 28 to December 31 in connection with a December 2003
reverse merger in which Bidville acquired NoBidding, Inc., a New Jersey corporation,

3 On November 8, 2011, the Commission revoked the registration of Bidville's registered securities pursuant to

Section 12(j) of the Exchange Act because of the company's failure to file a periodic report since it filed a Form 10-
QSB for the period ended September 30, 2005, in which Bidville reported a net loss of more than $2 million for the
previous nine months. Order Making Findings and Revoking Registrations by Default as to Six Respondents,
Exchange Act Release No. 65701, 2011 WL 5357822, at *2, *4 (Nov. 8, 2011).

" Division Exhibit ("DX") 3 at 35.
5 1d at 36,

Transcript of Hearing ("Tr."} at 97.
7 DX-15at217.

'8 DX-7at 109.

19 Hatfield testified that he believed the stock’s closing price reflected the true value of the stock because, "lt's
been my perspective that if the market sets the value, then that's a valid value to use.” Tr. at 104. At the same time,
however, Hatfield acknowledged that the Bidville stock had no "market support.” Id.
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recommended that Bidville assign no value to the warrants. Using this methodology, Applicants
recommended that the company state the value of the stock Bidville sold in its private placement
as approximately $10 million less than the stock's trading value. '

Hatfield acknowledged during his investigatory testimony that he did not ask, or even
consider, whether Bidville's private placement was actually a compensation-related expense. He
testified that he did not know or investigate whether any services were provided by the
shareholders with regard to the transaction, nor did he know or consider whether the
shareholders had any particular relationship to the company. And when asked whether he
thought the transaction was a compensation-related expense, Hatfield responded, "no, ma'am, it's
not. Never has been. It's not related to services."*” Hatfield explained that Applicants
nevertheless made that recommendation because of what Hatfield described as "directions from
the Securities and Exchange Commission staff" during audits of previous clients.”' Hatfield
admitted, however, that he did not discuss the Bidville transaction with Commission staff, nor
was he aware of anything in writing from the Commission that directly supported his
methodology other than Commission comment letters issued during the review of registration
statements filed by other entities in which the Commission had not taken issue with those
entities' disclosures of compensation-related expenses. Hatfield also testified that he did not
know whether GAAP supported either the need for a compensation expense adjustment or the
application of a fifty-percent discount. As Hatfield explained, "[w]hile there may or may not be
GAAP on this point specifically, the review comments received on other similar transactions
have taught me that this is the appropriate methodology."**

At Applicants' disciplinary hearing, Hatfield further explained that they made their
recommendation based on their understanding of "unwritten industry accepted position . . . that
the acceptable discount was 50 percent."” Hatfield testified that he first reached this
understanding based on discussions with "a client who had significant securities experience" and
that this understanding "was later supported by the SEC through not issuing any comments
[about this practice] during reviews of registration statements."** Hatfield also introduced a list
of nineteen other auditing clients that he claimed had applied a similar reduction in value to their
stock sales and claimed that the Commission had never issued a negative comment regarding
those companies' approaches.

As for Applicants' recommendation not to assign any value to the warrants, Hatfield
acknowledged during his investigative testimony that it may have been inconsistent for him to
recommend ascribing a value for the underlying stock but not for the warrants to buy stock:
"Sitting here discussing it now, yes, sir, and I may have missed one."” But Hatfield later

2 DX-3 at 110.

21 Id
2 14 at 108.
B Tr.at 126.
L )

¥ DX-3atl16.
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testified at the hearing that he had "revisited the situation™” and now believed, based on "my
personal experience with comparable situations,"”’ that Applicants were correct in assigning no
value to the warrants. Hatfield acknowledged, however, that his analysis regarding the warrants
was something he had done after responding to PCAOB staff. Hatfield nevertheless reasoned
that, "I believe, while I have two different methodologies then and now, the answer is the same
[i.e., that the warrants had no value]."28

1126

_ Bidville accepted Applicants’' recommendations and listed the private placement as a
‘compensation expense in its 2003 financial statements filed with the Commission in Bidville's
Form 10-KSB on April 2, 2004. Accompanying Bidville's financial statements was Applicants’
audit report, in which Applicants opined that Bidville's financial statements were fairly stated, in
all material respects, in conformity with GAAP.

(b)  Analysis

The PCAOB found that Applicants failed to meet the interim auditing standards'
requirements that Applicants (i) exercise due care during their audit and in preparing their audit
report”® and (ii) obtain evidence sufficient to afford a reasonable basis for their audit opinion
. with respect to the financial statements under audit.>® Wé agree with these findings.

To exercise due care, auditors must maintain an attitude of professional skepticism,
which includes "a questioning mind and a critical assessment of audit evidence."”! Applicants
failed to fulfill this duty when determining whether Bidville had correctly valued and disclosed
the private placement in the company's 2003 financial statements. Applicants blindly relied on
their past experience instead of making any meaningful attempt to understand the facts relevant
to the private placement. Other than checking Bidville's closing stock price, Applicants relied
only on what another client told them was an "unwritten industry accepted position"*? and on a
methodology Applicants claim nineteen other clients had used when valuing their own stock
sales.*® This was not enough.

% Tr. at 108.
7 1d at 109.
28 Id

¥ AU § 150.02, Auditing Standards ("Due professional care is to be exercised in the performance of the audit and

the preparation of the report."), § 230.01, Due Professional Care in the Performance of Work (3ame).

3 AU § 150.02 ("Sufficient competent evidential matter is to be obtained through inspection, observation,

inquiries, and confirmations to afford a reasonable basis for an opinion regarding the financial statements under
audit."), § 326.01, Evidential Matter (same).

3 AU § 230.07, Professional Skepticism; see also AU § 230.08, Professional Skeptfcisml("Since evidence is
gathered and evaluated throughout the audit, professional skepticism should be exercised throughout the audit
process.").

2 Tr. at 126.

3 In their briefs, Applicants also cite to testimony by the concurring reviewer on the Bidville audit, Stephen

Durland, who testified at a deposition during the PCAOB's investigation in this case that he also believed that use of
a fifty-percent discount had "been accepted practice by the [Clomission staff for a number of years." DX-39 at 106.
(continued . . .)
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Although a reasonable place to begin one's audit, Applicants' evidence concerning other
companies' experiences told Applicants little about whether Bidville appropriately presented its
private placement as a compensation expense or whether Bidville appropriately applied a fifty-
percent discount when calculating that expense. To the contrary, Hatfield did not actually
believe Bidville's private placement should have been classified as a compensation expense.
This contradiction alone should have alerted Applicants that the other companies' approaches
might not have been applicable to Bidville. But Applicants undertook no further analysis of
whether these other companies' valuation approaches were appropriate for Bidville.

Applicants' small sample size of other companies' supposed audit approaches also fell
well short of establishing what Applicants claim was a uniform, industry-wide practice.®® At
most, all Applicants knew was what a select group of companies did in a few isolated instances,

. not what all companies did uniformly as an across-the-board policy. Moreover, the supposed
silence or inaction of Commission staff in its reviews of these other companies' registration
statements may not be construed as Commission approval of those companies' practices, let
alone be construed as approval of Applicants' approach to valuing Bidville's stock transactions.’
Even Applicants' own expert conceded in his report that "[iJn 2003, there was no clear guldance
from the SEC, FASB, or PCAOB except for the 'up to 50% discount' which was the limit to what
was generally allowable"3 ¢ and that using a fifty percent discount was not a "hard, fast rule. n37
Applicants acknowledge "there is no specific comment letter from the SEC Staff that approves

. the use of a 50% 'haircut' on a stock's closing price for valuation purposes.™? In short,

{...continued)

Durland could not recall, however, any specifics about how he reached that conclusion other than to refer generally
to "[y]ears of dealing with the SEC where I have run into the same issue in the past.” Id at 100.

M Cf Midas Sec., LLC, Securities Act Release No. 66200, 2012 WL 169138, at *11 (Jan. 20, 2012) (finding that
fact witness testimony about certain practices in the brokerage industry was "evidence only that the practice was
widespread at these particular firms, not industry-wide™).

% ¢f, eg., 15U.S.C. § 78z ("No action or failure to act by the Commission . . . shall be construed to mean that
the particular authority has in any way passed upon the merits of, or given approval to, any security or any
transaction or transactions therein, nor shall such action or failure to act with regard to any statement or report filed
with or examined by such authority pursuant to this title or rules and regulations thereunder, be deemed a finding by
such authority that such statement or report is true and accurate on its face or that it is not false or misleading.");
Capital Funds, Inc. v. SEC, 348 F.2d 582, 588 (8th Cir. 1965) (rejecting defendants' argument that the Commission
should be estopped from alleging a scheme to sell unregistered securities because, defendants claimed, "the
Commission investigated the . . . situation at that time but took no action").

3 Respondents’ Exhibit ("RX") 62 at 30.
7 Tr. at 359.

3% Appellants' Br. in Supp. of Pet. for Review at 19. On April 30, 2012, Applicants filed a motion pursuant to our
Rule of Practice 452 seeking to introduce the following evidence: (i) a Financial Reporting Manual by the Division
of Corporation Finance; (ii) a printout of a portion of the American Institute of Certified Public Accountants’
website titled "Accounting for Certain Equity Transactions;" (iii) a comment letter, dated July 11, 2006, from the
{continued .

)
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Applicants had no valid basis for believing their practice with respect to these other nineteen
companies was appropriate for Bidville. Moreover, even if there had been some basis for
assuming that the approach taken in those other matters was generally applicable to
compensation-related expenses, Applicants conceded that they did not believe that Bidville's
private stock placement actually was a compensation-related expense. And Applicants have
identified no basis for failing to assign a value to the warrants.

Applicants' approach showed an astonishing lack of professional skepticism and failure to
exercise due care. Their reliance on supposed past experience also resulted in Applicants not
obtaining sufficient audit evidence. As we have explained, "if an auditor fails to exercise due
professional care, he may not obtain sufficient competent evidential matter to support an audit
conclusion that the financial statements were prepared in compliance with GAAP." This is
exactly what occurred here. At best, Applicants knew only what some other companies had
allegedly done in different situations. Applicants had no evidence about how those approaches
were applicable to Bidville, and they sought no other evidence that would help them analyze

(...continued)

Division of Corporation Finance to the president of Signet International Holdings, Inc. regarding Signet's Form SB-
2 filed June 2, 2006, which included Applicants’ audit report; (iv) a copy of a publication by the law firm Drinker
Biddle, dated June 30, 1998, titled "Understanding and Avoiding the Cheap Stock Problem;" and (v) an undated
document, written by an unknown author, that purports to summarize, among other things, the Commission's and
various companies' treatment of "cheap stock” and "operating expenses.” Rule 452 allows us to accept additional
evidence if the evidence is material and there were reasonable grounds for failure to adduce such evidence
previously. 17 C.F.R. § 201.452.

Applicants state that the evidence they seek to introduce is material because it demonstrates that they had
consistently treated and valued the results of private placements and compensation expense discounts "in conformity
with the tacit approval given by the Commission to such treatment.” Reply Brief [in Support of Applicants' Motion
to Submit Additional Evidence] at 1. Applicants claim they did not attempt to introduce this evidence earlier
because its relevance only became apparent after the Board issued its Final Decision.

Applicants have not established grounds for their failure to adduce such evidence previously. Applicants
should have been well aware that the valuation of Bidville's private placement was relevant to Applicants’ audits
when the Board alleged in its OIP that Applicants "failed to perform sufficient audit procedures to determine
whether the company had valued and presented the [private placement] transaction appropriately.” Order Instituting
Disciplinary Proceedings at 8. As an exercise of discretion, we nevertheless take official notice pursuant to Rule of
Practice 323, 17 C.F.R. § 201.323, of AICPA's website and the Division of Corporation Finance's reporting manual
and comment letter, which are publicly available, and admit the remaining evidence that Applicants seek to admit
pursuant to Rule 452.

However, none of that evidence affects the outcome here. The Board does not challenge whether Applicants’
approach during the Bidville audit was consistent with their approach during audits of other companies. Instead, the
issue is whether Applicants took appropriate steps to determine whether such an approach was appropriate for
Bidville, and none of that evidence answers that question, in part for the reasons discussed in supra note 34 and the
accompanying text.

¥ James Thomas McCurdy, CPA, Exchange Act Release No. 49182, 57 SEC 277, 2004 WL 210606, at *4 (Oct.
29, 2003) (noting the relationship between the duty to exercise due professional care and the duty to obtain sufficient
evidence).
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whether Bidville accurately disclosed its private placement as a compensation expense or
accurately calculated that expense by applying a fifty-percent discount.

2. Applicants audit Bidville's consulting agreement,.

(a) Background

The next area at issue concerned a December 2003 consulting agreement among Bidville,
National Securities Corporation, and the Royal Palm Capital Group and the agreement's impact
on Bidville's 2003 and first quarter of 2004 financial statements.*® Under the agreement,
National Securities was to provide consulting advice to Bidville; Royal Palm was to transfer
3,966,700 shares of Bidville stock to National Securities; and Royal Palm was to receive $500
from National Securities.

(i) Bidville's 2003 Financial Statements

Hatfield testified that, during their 2003 audit, Applicants had asked Bidville to provide
copies of all consulting contracts involving the company, but that the company had “withheld"*!
the National Securities and the Royal Palm consulting agreement from Applicants until April 22,
2004, several weeks after Bidville's April 2, 2004 filing of its 2003 financial statements in its
Form 10-KSB. After Applicants became aware of the agreement, Bidville's vice president of
finance emailed Applicants that the company intended to file an amended Form 10-KSB, which
would impact its 2003 financial statements. After reviewing an initial draft of the proposed
amended filing, Hatfield emailed Bidville's president on April 29, 2004 about concerns he had
with Bidville's disclosures. Hatfield wrote that he believed Bidville had "[n]o one that knows
how to characterize and disclose the myriad of deals and contracts being entered into."* He
added that "I feel like I'm all alone on this project and I will resign in about 30 seconds if
something doesn't change."* On May 3, 2004, Hatfield again emailed Bidville's president that
Applicants were "concerned” with Bidville's "disclosures related to the various contracts, etc.
which were not reflected in the footnotes" and with "other new disclosures which were not
disclosed to us during the performance of our fieldwork on the audit of your financial
statement.”** Hatfield also wrote that "this behavior pattern and lack of internal control is
completely and totally unacceptable” and that Applicants were evaluating whether they would
continue to serve as Bidville's auditors.*®

4 National Securities conducted the above-mentioned private placement on Bidville's behalf. Royal Palm was a

Florida company controlled by Bidville's president and chairman, Gerald C. Parker, and was a major shareholder of
Bidville.

M Proat 111
2 RX-18.
B

¥ RX-19.

45 id
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Bidville nevertheless filed its amended Form 10-KSB with the Commission on May 7,
2004. In that filing, Bidville disclosed the consulting agreement, but did not adjust its previously
filed 2003 financial statements. The amended Form 10-KSB also included Applicants’
unqualified audit report, dated May 5, 2004, which stated that Bidville's previously filed
financial statements were fairly presented in conformity with GAAP, in all material respects, and
that the consulting agreement "had no effect" on those financial statements.*

Hatfield testified that Applicants reached this auditing conclusion based on Bidville's
representation that the contract had not been triggered because Bidville's shares had not yet been
transferred to National Securities, Hatfield testified that the only step Applicants took to
determine whether management's representation about the shares was correct was to look ata
single Bidville shareholder list, which Applicants "receive[d] somewhere in the course of time"
and from w£17ich Applicants "could not ascertain [Whether] the shares had been issued to National
Securities."

(i)  Bidville's First Quarter 2004 Financial Statements

On May 21, 2004, Applicants issued a review report in connection with Bidville's plan to
file a Form 10-QSB on May 24, 2004 (for the quarter ending March 31, 2004). In that report,
Applicants stated that they were "not aware of any material modifications that should be made to

.the accompanying financial statements for them to be in conformity with generally accepted
accounting principles."*® Qn May 24, 2004, however, Applicants learned from Bidville that
Royal Palm had transferred its shares of Bidville stock to National Securities in F cbruary 2004.
As a result, Hatfield emailed Bidville's president about how to reflect the consulting agreement
in Bidville's yet-to-be filed Form 10-QSB, but added that "[tJo make this change would totally
blow the timeline to file today."* Hatfield explained in the cmail that Gerald Parker, Bidville's
president and chairman, had therefore "agreed to let the filing go and we'll book the effect of this
off-balance sheet transaction in the next quarter ">

Bidville filed its Form 10-QSB a day later, on May 25, 2004. The filing did not disclose
the financial impact of the consulting agreement. At Applicants' disciplinary hearing, Hatfield
testified that Applicants did not object to Bidville's filing because, Hatfield claimed, Bidville's
management had told Applicants that the company would file an amended Form 10-QSB with
corrected financial statements within five days of the initial filing. The PCAOB hearing officer,
however, did not find Hatfield's testimony credible, noting that "no such management:

% DX-9at110. )
Y Tr.at113-14. The record is not clear about when, if, or to what extent National Securities provided consulting
services to Bidville as contemplated in the agreement.

*  DX-17at 14.

¥ DX-16atl16.

50 ld.
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representation is mentioned in Hatfield's contemporaneous emails or [Applicant]s’ resignation
letter."®!

Bidville did not amend its Form 10-QSB within the promised five days. Instead,
approximately a month after Bidville filed its misstated Form 10-QSB, Hatfield emailed
Bidville's president, reminding him that "the 3/31/04 10-QSB should be amended as [the
National Securities] transaction took place in 2/04 and was not recorded in the Bidville financial
statements."> An outside accountant that Bidville had hired, Gary Alexander, responded to
Hatfield a couple of days later, writing that Alexander was "actively working on this matter" and
“that a satisfactory explanation and/or correction will be made and properly disclosed."™® Afier
Applicants sent another reminder to Bidville on June 30, 2004 about amending the company's
Form 10-QSB, Applicants withdrew as Bidville's auditor via a letter dated August 2, 2004. In
doing so, Applicants cited the circumstances surrounding the National Securities consulting
agreement, writing that Bidville's failure to account for the consulting agreement in the Form 10-
QSB caused the company's financial statements "to not be 'materially correct' and not presented
in accordance with generally accepted accounting principles.”**

(b) Analysis

The PCAOB found that Applicants, in connection with their fiscal year 2003 audit of
Bidville, failed to properly respond after they became aware, in April 2004, of a December 2003
consulting agreement that had not been disclosed or accounted for in Bidville’s 2003 financial
statements, thereby violating the auditing requirements to exercise due care and to obtain
- sufficient competent evidence. The PCAOB also found that Applicants violated the additional

auditing requirement that an auditor who becomes aware of certain facts after the issuance of his
report take steps to determine if "his report would have been affected if the information had been
known to him at the date of his report and had not been reflected in the financial statements.""
Under that standard, if an auditor determines that the subsequently learned facts would have
affected his report, the auditor should then take action to prevent further reliance on his report.*®
These steps depend on the circumstances, but may include the issuance of revised financial
statements and a revised auditor's report to ensure that those relying on the financial statements

3t Hr'g Officer Initial Decision at 47.

2 DX-16 at 120.
3 1d at 125.

¥ RX-8atl. After Applicants resigned, Bidville approached Applicants about assisting with a restatement of the
company’s 2003 financial statements. Applicants accepted the assignment, and, on October 1, 2004, Bidville filed
an amended Form 10-KSB, with the corrected financial statements recognizing the impact attributable to the
consulting agreement. Applicants wrote in their audit report accompanying the financial statements that, although
Bidville had previously determined that the appropriate date for recording the transaction was February 2004, the
company determined, "upon further evaluation of the underlying contract, . . . that the appropriate measurement date
for recording the economic transaction was the contract execution date of December 12, 2003." DX-10 at }23.

» See AU § 561.05, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report,
* AU § 561.06.
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are notified of the effects of the subsequently discovered facts.”” We agree with the PCAOB that
Applicants violated these standards.

The PCAOB also found that Applicants, in connection with their review of the Form 10-
QSB that Bidville filed on May 25, 2004, failed to comply with the interim auditing standards
requiring them to exercise due care and professional skepticism. We also agree with that
finding.

(i) Consulting Agreement’s Impact on Bidville's 2003 Financial
Statements '

Applicants' reliance on Bidville's claim that consideration for the consulting agreement
had not yet changed hands was a plain failure to exercise due care. Applicants believed that
Bidville was engaged in a "pump and dump" scheme and that the company had hidden its
consulting agreement from them.”® This should have raised red flags about Bidville's
trustworthiness and caused Applicants to view Bidville's representations about the consulting
agreement with skepticism. Instead, Applicants' only effort to confirm Bidville's representation
was to review a single, third-party transfer agent report, from which Hatfield testified he "could
not ascertain” whether or not the shares had been transferred.” Applicants could bave taken any
number of easy, obvious follow-up steps to confirm Bidville's representations about the stock
issuances, such as contacting the transfer agent directly or sending a confirmation request to the
parties to the agreement. But Applicants made no such effort. Given Applicants' concerns about
Bidville's trustworthiness, this failure to take simple follow-up measures to verify management's
representations displayed a remarkable lack of professional skepticism.

This lack of due care again led to the related failure to obtain sufficient audit evidence on
which to base an audit opinion. As the interim standards explain, "representations from
management are part of the evidential matter the independent auditor obtains, but they are not a
substitute for the application of those auditing procedures necessary to afford a reasonable basis
for an opinion regarding the financial statements under audit."®® Here, Applicants relied on
representations by a company Applicants did not trust and on a single, third-party transfer agent
report, which Applicants admitted did not provide the assurances they needed to confirm
management's representation. This evidence provided no meaningful basis from which
Applicants could opine about Bidville's disclosure regarding the consulting agreement. These
failures also led to Applicants' more specific auditing failure to take steps to determine if the
consulting agreement would have affected their 2003 audit report had they known about the
agreement at the date of that report.®’

51 Seeid
% DX-3at157.
¥ Tr.at114.

® AU § 333.02, Reliance on Management Representations.

81 See AU § 561.
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(ii) Consulting Agreement's Impact on Bidville's 2004 Q1
Financial Statements

Even more troubling than the foregoing auditing failures was how Applicants responded
when they learned that the consulting agreement had gone into effect in February 2004 but that
Bidville still did not intend to disclose the consulting agreement's impact in its about-to-be-filed
financial statements. Hatfield testified that, despite believing that Bidville was a scam and
wanted to do "a pump and dump" of its stock, Applicants "rolled over” and allowed Bidville to
file its quarterly report without objection.®? Although Applicants eventually withdrew as
Bidville's auditors, they did not do so until more than two months after learning that Bidville
would be filing misstated financial statements. In the intervening time, Applicants took no steps
other than sending occasional emails to Bidville management, which did nothing to prevent
investors from relying on what Applicants believed were materially misstated financial
statements.

Applicants based these decisions on Bidville's purported promise to file an amended
quarterly report within five days. Applicants contend they accepted this promise because of
Exchange Act Rule 12b-25, which provides an issuer, under certain circumstances, an additional
five calendar days to file a quarterly report if the issuer timely files a Form 12b-25.% Regardless
of whether Bidville filed a Form 12b-25 or a late Form 10-QSB, nothing in Rule 12b-25
provides—or even implies—that an issuer may file a materially misleading quarterly report if the
issuer promises to correct that filing within five days.

Even more disturbing is that, in making this argument, Applicants imply that Bidville's
filing of a materially misleading quarterly report was somehow acceptable because investors
would be misled for only five days. Such an assertion displays a profound disregard for
Applicants' responsibility to public investors.®* A promise by Bidville to file within five days
would not change Applicants’ responsibility to exercise due care in ensuring that Bidville's
interim financial statements could properly be relied upon by investors.® Applicants plainly
failed in this duty by allowing Bidville to file without objection what Applicants believed was a
materially misstated quarterly report. Nor would such a promise change Applicants’
responsibility to take steps to prevent reliance on that misstated quarterly report, such as issuing
a revised review report to ensure that those relying on the financial statements were notified of

2 DX-3 at 157-58

% 17 C.F.R. § 240.12b-25(a) (requiring issuers to provide notice of inability to file a periodic report, along with

supporting reasons, by filing a Form 12b-25 "no later than one business day after the due date" for such report); /d.
§ 249.322 (Form 12b-25). Bidville filed a Form 12b-25 on May 17, 2004, which was eight days before the company
finally filed its amended Form 10-QSB.

% See generally United States v. Arthur Young & Co., 465 U.S. 805, 81718 (1984) (noting that independent
auditors owe "ultimate allegiance to the corporation's creditors and stockholders, as well as to the investing public").

¥ See AU § 722.46, Subsequent Discovery of Facts Existing at the Date of the Accountant's Reporf (noting that,
when discovering facts after the date of a review report, "the accountant should consider the guidance in section 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor's Report™),
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the effects of the subsequently discovered facts. But Applicants took no action for more than
two months. '

Moreover, the record offers no credible evidence that Bidville actually promised to file an
amended quarterly report within five days. As the hearing officer accurately observed, "no such
management representation is mentioned in Hatfield's contemporaneous emails or [Applicant]s'
resignation letter."® Given the importance that Applicants place on Bidville's supposed promise,
one would expect some mention of it in Applicants' audit work papers or correspondence with
Bidville. Instead, the only evidence of such a promise is Applicants' own testimony, which the
hearing officer found not credible, and the testimony of Bidville's outside accountant consultant,
Gary Alexander, who testified only that Bidville promised to file an amended report "as quickly
as we could."%’

Applicants nevertheless defend their audit procedures by pointing to their expert's
testimony that "it was accepted" that an auditor could wait until the next quarterly report to issue
a nonreliance report if that auditor discovered a material misstatement in quarterly financially
statements for which the auditor had already issued a review report.® Applicants claim this
supports their decision not to object or withdraw because "a disclosure in interim statements was
sufficient until the exact quantification for the adjustment could be determined."® Applicants,
however, discovered the material misstatement before Bidville filed its quarterly report.
Moreover, Applicants did not need additional time to quantify an exact adjustment. Applicants
. already knew what adjustment Bidville needed to make.

Applicants further attempt to justify their inaction by claiming that "three massive
. hurricanes in Florida occurred, impeding effective communications with Applicants from May

25 to August 2, 2004."™ Neither the record nor Applicants’ briefs indicate how such hurricanes
impeded their communications or audit. To the contrary, the record shows that at least some
communication existed throughout the relevant period, as the record contains email
correspondence between Applicants and Bidville from this time. But this is beside the point.
Any difficulty in communication does not change that Applicants admit to "rolling over";
allowing Bidville to file, without objection, what they believed were materially misstated
financial statements; and taking no meaningful steps to prevent investor reliance on those
financial statements for more than two months.

% Hr'g Officer Initial Decision at 47.
¢ Tr.at479.

8 1d at 444,
69

Appellants' Br. in Supp. of Pet. for Review at 24.
. " Id at23. ,
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B. The Epicus Audits

Epicus engaged Applicants to audit the company's 2002 through 2007 financial
statements. Epicus was a Florida corporation, whose only active business during the relevant
pertod was the resale of telecommunication services through a subsidiary. At issue here are
certain aspects of Applicants' audits of Epicus's fiscal year 2004 and 2005 financial statements.’"
During these audits, Applicants again repeatedly violated multiple auditing responsibilities by
relying on their own untested assumptions or on Epicus's unverified representations—despite
concerns about Epicus's reliability—to reach certain auditing conclusions.

1. Applicants audit Epicus's 2004 revenue recognition.
(a) Background

During their audit of Epicus's 2003 financial statements (which are not at issue here),
Applicants determined that the company's revenue recognition policy did not comply with
GAAP. Specifically, Applicants determined that GAAP required Epicus to recognize the income
from telephone services at the time the services were provided to (or earned from) Epicus's
customers.” Epicus, however, was recognizing revenue when the company billed its services to
customers. Applicants recommended that, to conform to GAAP, Epicus should change its policy
so that, for local and bundled services, Epicus would recognize revenue as it was earned, on a
per-day basis, and, for long distance service, recognize revenue when it was provided.
Applicants further recommended that Epicus (i) make the changes as of the 2003 fiscal year end;
(ii) disclose the changes in a Form 10-KSB or Form 8-K; and (iii) quantify the GAAP violation's
impact on the financial statements.

Instead of changing its revenue recognition policy, however, Epicus changed only its
disclosure. Epicus had stated in its 2003 financial statements that the company recognized
revenue on the date "of billing," but changed the disclosure in 2004 to state that Epicus
recognized revenue "as earned."™ Hatfield testified during his disciplinary hearing that he knew
Epicus’s disclosure did not accurately reflect how the company was recognizing revenue.

During the investigatory phase of these proceedings, Hatfield testified that he could not
recall performing any specific analysis to determine whether this inaccurate disclosure was
m_aterial.74 Hatfield added that, if he had done any such materiality analysis, he would have

"' For each of the relevant years, Epicus’s fiscal year ended May 31.

”  During Epicus's 2004 fiscal year, the company offered three types of telephone service: (i) local, which was

billed monthly in advance of service, at a flat rate; (ii) long distance, which was bilied monthly afier service was
provided, based on calls made; and (jii) bundled, combining unlimited local and long distance service, which was
billed monthly in advance of service, at a flat rate.

7 Compare DX-20 at 47 with DX-21 at 54.

™ See AU § 110.02, Responsibilities and Functions of the Independent Auditor ("The auditor has a responsibility
to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement, whether caused by error or fraud.™).




16
expected to find such analysis reflected in the work papers and that the absence of any such
evidence in the work papers indicated to Hatfield that “there was nothing available for me to
do."™ Similarly, when responding to a notice from the PCAOR's Division of Enforcement and
Investigations that it intended to recommend that the Board issue an Order Instituting
Proceedings, Applicants did not dispute the Division's allegation that, among other things,
Applicants had failed to conduct a materiality evaluation. Instead, Applicants claimed only that
Epicus's management was unable to provide the information necessary to perform such an
analysis.

Hatfield changed his testimony at his disciplinary hearing. There he claimed for the first

: time that Applicants had done an analysis to determine whether Epicus's inaccurate disclosure of
how the company was recognizing revenue was material. Hatfield described this analysis as "a
visual and mental check," which consisted of looking at Epicus's 2003 and 2004 billing cycles
and "kind of just rough in my mind look[ing] to see where the difference was."’® Hatfield added
that, based on this rough estimation, he "did not believe at that time that [Epicus's inaccurate
disclosure of its actual revenue recognition policy] would significantly misstate or distort the
financial statements."”’

Hatfield acknowledged he had not previously claimed to have conducted such an
analysis. Hatfield further acknowledged that he could not recall what numbers he came up with
during this supposed evaluation; that, whatever those numbers were, they would have exceeded
the quantitative materiality thresholds Applicants had set during the audit; and that he could not
recall whether he had even considered whether the results of his supposed analysis exceeded
‘Applicants' materiality thresholds.

Applicants' expert similarly admitted during the hearing that a hypothetical work paper
he had created in an attempt to duplicate Hatfield's claimed visual and mental check yielded a
result that exceeded Applicants' planning materiality and tolerable misstatement thresholds. The
expert argued that the amount he calculated was nevertheless not material when compared with
Epicus's earning per share, but he acknowledged that such a comparison was not in Applicants'
work papers.

(b) Analysis

The PCAOB found that Applicants, after learning of Epicus's GAAP violation, did not
satisfy the requirement to exercise due professional care, and we agree. Applicants knew that
Epicus's revenue recognition practice failed to comply with GAAP and that the interim auditing
standards required them to obtain reasonable assurance that the GAAP violation was not

P DX-4at35.

" Tr. at 33, 157-58.
. 7 1d at 158.
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material.”® The interim auditing standards also expressly warn auditors to presume a risk of
material misstatement in revenue recognition due to fraud.” Despite these strictures, Applicants
repeatedly admitted that they did nothing to determine whether Epicus’s misstatement of the way
it actually disclosed revenue was material. Only at Applicants' disciplinary hearing did Hatfield
state, for the first time, that Applicants had performed a "visual and mental check."*® The
hearing officer observed that Hatfield "appeared uncertain and unconvinced of his own claim
that he conducted a materiality evaluation" and concluded that Hatfield's "demeanor strongly
suggested that his testimony in that regard was fabricated."®' The hearing officer added that
Hatfield "could not explain in any coherent manner how . . . he concluded that Epicus's GAAP
departure was not material" given his admission that the results of his supposed materiality
analysis exceeded Applicants' tolerable misstatement thresholds.®? "Hatfield's inability to offer
an intelligible description of the materiality assessment he claims to have conducted,” the
hearing officer concluded, "is additional evidence that he did not perform jt."83

We defer to such credibility determinations unless the record contains substantial
evidence to support overturning them.® Here, the record provides no such basis for revisiting
the hearing officer's credibility finding. Instead, as the PCAOB observed, the record "provides
ample reason not to credit Hatfield's testimony on this point."® Most telling is Applicants’
repeated failure during the investigatory stage of these proceedings to claim to have conducted a
materiality analysis. Hatfield even acknowledged that, if he had done any such materiality
analysis, he would have expected to find it reflected in the work papers and that the absence of
such8 gvidence in the work papers indicated to him that "there was nothing available for me to
do."

AU § 110.02, Responsibilities and Functions of the Independent Auditor ("The auditor has a responsibility to
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement, whether caused by error or fraud.").

» AU § 316.41, Identifying Risks That May Result in a Material Misstatement Due to Fraud (" [T}he anditor
should ordinarily presume that there is a risk of material misstatement due to fraud relating to revenue

. recognition.").

8% Tr.at33.

81 Hr'g Officer Initial Decision at 8.
2 Id at9. '
B Jd at10.

¥ Cf, eg., Geoffrey Ortiz, Exchange Act Release No. 58416, 2008 WL 3891311, at *5 & nn.14-15 (Aug. 22,
2008) ("We give great weight and deference to credibility determinations by a Hearing Panel, which can only be
overcome by substantial record evidence."); Anthony Tricarico, Exchange Act Release No. 32356, 51 SEC 457,
1993 WL 183678, at *3 (May 24, 1993) ("It is well settled that credibility determinations of an initial fact finder are
entitled to considerable weight" and "can be overcome only where the record contains 'substantial evidence’ for
doing so." (citing Universal Camera v. NLRB, 340 U.S. 474, 496 (1950)), petition denied, 230 F.3d 362 (D.C. Cir.
2000).

8 pCAOB Final Decision at 4.

%  DX-4 at 35. Hatficld's acknowledgment is also consistent with case law in which we have noted that "{w]e
consider the absence of work papers to be evidence that the audit team did not devote substantial, if any, effort to
{(continued . . .)
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Furthermore, even if Applicants had performed their supposed "mental check and sight
analysis,” such an analysis still would not have satisfied Applicants' duty to exercise due care.
Applicants characterized their supposed materiality analysis as only a cursory, "rough in {their]
mind," assessment of whether Epicus's GAAP violations were material.®’ In any event, the
amount that they claim their cursory analysis yielded was an amount that exceeded the
quantitative materiality thresholds Applicants set during the audit. And when confronted during
the hearing about this discrepancy between their analysis and materiality thresholds, Hatfield
could not remember whether he had even considered the issue. Instead, Applicants claim they
simply considered "the context of Epicus['s] financial condition and performance,"3® concluded
that qualitative factors did not make Epicus's misstatement material, and continued on with their
audit. Even if Applicants had actually performed such an analysis, such a lackadaisical auditing
approach to an area of such importance as revenue recognition would represent a clear failure to
exercise due care and professional skepticism.

2, Applicants fail to seek confirmations related to Epicus's 2004 accounts
receivable.

(a) Background

Applicants decided not to send third-party requests to confirm the approximately
$5.7 million in accounts receivable that Epicus reported in its 2004 financial statements—-an
amount that represented more than seventy-five percent of Epicus's reported year-end total
assets.” In that financial statement, Epicus classified its accounts receivable as either (i)
amounts due from residential or commercial customers; or (ii) carrier access fees due from the
telecommunications companies whose services Epicus resold. For accounts receivable in the
first category, Epicus further subdivided those receivables into active and inactive accounts. For
receivables related to inactive accounts, Epicus assigned those receivables out for collection by
either Epicus's in-house staff or outside collection agencies.*®

During the hearing, Hatfield testified that Applicants were concerned about Epicus's
accounts receivable because it had been a trouble area in the past, and he acknowledged the

(...continued)

review the areas in question." Gregory M. Dearlove, CPA, Exchange Act Release No. 57244, 2008 WL 281 105,
at *10 n.39 (Jan. 31, 2008) (noting that "workpapers are ordinarily the foundation on which support for audit
conclusions is demonstrated").

8 Tr.at157.

% Appellants' Br. in Supp. of Pet. for Review at 6.

8 Inits Form 10-KSB, filed on October 10, 2004, Epicus reported total assets of $7,568,803 for the fiscal year
ending May 31, 2004,

Approximately $2.6 million of Epicus's accounts receivable was due from inactive accounts, and Epicus
assigned approximately $1 million of that amount to outside coltlection agencies.
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importance of verifying the existence of Epicus's receivables.”! Applicants' work papers
included an audit program that stated, "Select those groups that will be confirmed 100 percent by
the use of positive confirmation letters."” Yet Applicants did not send any letters seeking
positive confirmation of the accounts receivable. Instead, Applicants sent an email to Epicus
management about opting out of sending positive confirmation requests "so that time can be
saved."” Applicants' work papers further explained that they decided not to send such letters

~ because of a "[l]arge # of small accounts with little possibility of accurate response"”* and
because "[tThe use of positive audit confirmations is not practical due to the existence of
approximately 40,000 separate accounts with no single account or group of accounts being
significant within the population. Accordingly the confirmation response rate would not be cost
effective."™ At the hearing, however, Hatfield acknowledged that the majority of Epicus's
carrier access fees were billed to only four large telecommunications companies.

(b)  Analysis

The PCAOB's interim auditing standards state that there is a "presumption that the
auditor will request the confirmation of accounts receivable during an audit."*® The standards
define that confirmation process as "the process of obtaining and evaluating a direct
communication from a third party in response 1o a request for information about a particular item
affecting financial statement assertions.””’ The reason for this process, the standards explain, is
that "it is generally presumed that evidence obtained from third parties will provide the auditor
with higher-quality audit evidence than is typically available from within the entity."”® Asa
result, the standards state that "[a]n auditor who has not requested confirmations in the
examination of accounts receivable should document how he or she overcame this
presumption."” The PCAOB found that Applicants violated this standard, along with the duty to

o Applicants, at various times, testified and wrote in their work papers about concerns with Epicus’s

recordkeeping. For example, during his investigatory testimony, Hatfield described Epicus as having "sloppy
bookkeeping," and Applicants wrote in their work papers that a rewrite of Epicus's accounts receivable teporting
system in 2004 "created a total failure in management reporting.” DX-3 at 219; DX-28 at 238. At the hearing,
however, Hatfield tried to qualify these earlier comments by describing Epicus's bookkeeper as "relatively accurate
and reliable" and testifying that, although the company's bookkeeping was sloppy, its cash management was not. Tr.
at 63,

* DX-27 at 244.

»®  DX-25at114.

* DX-27 at 244.

*  DX-28 at 238.

% AU §330.34, Confirmation of Accounts Receivable. .

AU § 330.04, Definition of the Confirmation Process (noting that the process includes éelecting items for

which confirmations are to be requested; designing the confirmation request; communicating the confirmation
request to the appropriate third party; obtaining the response from the third party; and evaluating the information, or
lack thereof, provided by the third party about the audit objectives, including the reliability of that information).

® AU §330.34. _
. ¥ AU § 330.35, Confirmation of Accounts Receivable.
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exercise due professional care and to obtain sufficient audit evidence, by deciding not to send
positive confirmation requests and by not having a reasonable basis for making that decision.
We agree. '

The reason Applicants listed in their work papers for not sending out positive
confirmation requests was that, because Epicus had a large number of small accounts, there was
"little possibility of accurate response,™'® Applicants, however, did nothing to confirm the
actual likelihood of an accurate response. During the hearing, Hatfield claimed that Applicants
based their conclusion on their experience during audits of another, supposedly similar,
municipal utility. The interim auditing standards, however, expressly state that auditors should
document why they did not send positive confirmation requests,'®' and Applicants did not
document in the work papers their reliance on past experience as a basis for not sending such
requests.'”> Moreover, during the previous audits on which Applicants supposedly relied,
Applicants never actually sent positive confirmation requests, and thus had no basis for
determining the likelihood that sending such requests would yield an accurate response.'® The
only other audit Applicants identify that could provide some indication about the possibility of
an accurate response was their failed attempt to obtain positive confirmations from Bell South
during a subsequent audit. Because that audit occurred after Applicants performed the Epicus
audit at issue here, however, it could not have been the basis for Applicants' determination
during the Epicus audit.

Applicants' claim that seeking confirmations would have been impracticable because of
Epicus's numerous small accounts does not explain their decision not to seek confirmations
related to Epicus's carrier access fees. As Hatfield acknowledged at the hearing, the majority of
Epicus's carrier access fees were billed to only four large telecommunications companies.
Applicants argue on appeal that they had explained in their work papers that the collectability of
carrier access fees was "relatively assured by statute as long as the carrier in question remains
solvent and operating."'™ Applicants claim that, "[s]ince the carrier access fees were a statutory
creation, this validates and confirms the existence of such a receivable,"!% Any legal
requirement that carriers must pay their fees, however, does not establish that any particular
carrier actually incurred such a legal obligation to Epicus, which was the point of sending
positive confirmations in the first place.

0 DX-27 at 244,

T AU §330.35 ("An auditor who has not requested confirmations in the examination of accounts receivable
should document how he or she overcame this presumption.™).

19 of Michael J, Marrie, Exchange Act Release No. 48246, 56 SEC 760, 2003 WL 21741785, at *12 (July 29,
2003) (rejecting "an after-the-fact justification for [respondents’] failure to exercise the required degree of
professional care™), rev'd on other grounds, 374 F.3d 1196 (D.C. Cir. 2004),

9 See AU § 330.23, Prior Experience ("In determining the effectiveness and efficiency of employing

confirmation procedures, the auditor may consider information from prior years' audits or audits of similar
entities,").

¥ DX-28 at 246.

108 Appellants' Br. in Supp. of Pet. for Review at 12.
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As the PCAOB's expert wrote in his report, "Auditing is not a guessing game. It is based
on the concept of developing corroboration for assertions." % Here, other than their unsupported
belief that seeking confirmations would be ineffective and that opting out of the positive
confirmation process would save time, Applicants developed no basis for deciding not to send
confirmation requests. This failure to have any documented or supported basis for not sending
confirmation requests represented a clear failure to exercise due care and a failure to comply
with the duties regarding such confirmation requests. Not sending any confirmation requests
also led directly to Applicants’ related failure to obtain sufficient audit evidence because, as
explained in the following section, Applicants had essentially no evidence on which to base their
audit opinion regarding Epicus's accounts receivable.

3 Applicants use an alternative procedure for testing Epicus's accounts
receivable.

(a) Background

Instead of sending confirmations, Applicants claim they used an alternate procedure to
test Epicus's accounts receivable. This alternate procedure supposedly involved Applicants'
reviewing the company's year-end cash receipts from a fifty-three-day period following the close
of Epicus's 2004 fiscal year. In conducting that review, Applicants did not attempt to match the
cash receipts with actual receivables being paid or otherwise attempt to trace (or "vouch") any
cash receipt to the receivable balance. Instead, Applicants relied on Epicus's representations
about the company's experience regarding the timing of collections. But as Hatfield
acknowledged during the hearing, Applicants did not test the accuracy of those representations.

Applicants nevertheless used those representations to determine that, of the cash that
Epicus collected during the fifty-three-day period after the 2004 fiscal year end, approximately
$2.3 million related to Epicus's $3.1 million in active year-end residential and commercial
accounts receivable and approximately $700,000 related to the company's $1.5 million in carrier
access accounts receivable. Hatfield acknowledged that Applicants' alternative confirmation
procedure ignored the remaining $800,000 in uncollected receivables from the
residential/commercial receivables and $800,000 in uncollected receivables from carrier access
receivables—amounts that, by themselves, each exceeded Applicants' planning materiality and
tolerable misstatement thresholds.

During his disciplinary hearing, Hatfield acknowledged that, because Applicants did not
vouch any of the cash Epicus collected during the fifty-three-day period, their alternate
procedure did not establish whether that cash actually applied to Epicus's year-end accounts
receivable balance. Hatfield also admitted that their alternate procedure did nothing to test the
approximately $2.6 million of inactive customer accounts.

0 DX-40 at 30.
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(b)  Analysis

The PCAOB's interim auditing standards state that auditors should use alternative
procedures when auditors, such as Applicants, do not use confirmation requests to test the
existence of accounts receivable.'” Under those standards, "alternative procedures may include
examination of subsequent cash receipts (including matching such receipts with the
actual items being paid)."'® The PCAOB concluded that Applicants failed this requirement by
relying on unverified management representations when testing part of Epicus's accounts
receivable and by doing nothing to test Epicus's other accounts receivable. The PCAOB also
concluded that these audit procedures failed to satisfy Applicants' duty to exercise due
professional care and duty to obtain sufficient audit evidence. We agree.

Hatfield admitted that Applicants' alternate procedure could not establish whether the
year-end payments applied to Epicus's year-end accounts receivable balance. Instead, despite
various concerns with Epicus'’s accounting and bookkeeping, Applicants relied on management
representations about the company's historical experience without testing the accuracy of those
representations or determining whether Epicus's historical experience was relevant to Epicus's
2004 accounts receivable. Applicants' alternative testing procedure also ignored entirely more
than twenty-five percent of Epicus's residential/commercial active accounts receivable, more
than fifty percent of Epicus's carrier access receivables, and all of Epicus's inactive accounts
receivable.

Applicants justify their failure to test the inactive accounts by arguing that Epicus was
pursuing those inactive accounts through internal and external collections processes. This,
Applicants claim, established the inactive accounts' existence because "obviously a receivable
can't be turned over for collection unless it exists,"'% Applicants offer no basis for such a
supposition, which is patently unreasonable: Issuers could recognize fabricated accounts
reccivable as revenue and then hide their fraudulent conduct by claiming to have turned over the
aged receivable for collection. Applicants' decision to not even contact the collection agencies to
see if the inactive accounts had been turned over was a clear failure to satisfy both the general
requirement to exercise due care and the more specific requirement regarding the use of alternate
procedures. These failures again also led to Applicants' failing to obtain sufficient audit
evidence, as Applicants' flawed alternate procedures yielded essentially no reliable evidence on
which to base their audit opinion regarding the existence of Epicus's accounts receivable.

W7 AU § 330.31, Alternative Procedures ("When the auditor has not received replies to positive confirmation

requests, he or she should apply alternative procedures to the nonresponses to obtain the evidence necessary to
reduce audit risk to an acceptably low level."); see also supra notes 96-99 and accompanying text (discussing the
presumption that an auditor will request the confirmation of accounts receivable during an audit).

AU § 330.32, Alternative Procedures.
1% Appellants' Br. in Supp. of Pet. for Review at 13.
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4. Applicants audit Epicus's 2004 and 2005 doubtful account allowance.
(a) Background
(i) Epicus's 2004 Accounts Receivable

In the company's 2004 financial statements, Epicus disclosed that it had approximately
$5.7 million in accounts receivable, net of approximately $1.5 million in doubtful accounts.
Hatfield testified that, during their audit of those financial statements, Applicants determined that
the company had based its $1.5 million doubtful account allowance "on a number that was pulled
out of the air."'"® Because of this, Applicants tested the company's allowance using their own
calculations. In doing so, however, Applicants did not test Epicus's carrier access fee accounts
because, as noted earlier, they believed the telecommunications companies had a legal obligation
to pay the fees. Applicants instead tested only Epicus's active (residential and commercial) and
inactive accounts.

In auditing these accounts, Applicants accepted the company's representation that ninety
percent of its accounts receivable was paid within ninety days. Once again, however, Hatfield
admitted that Applicants did nothing to test Epicus's representation. Nevertheless, Applicants’
work papers state that, based on the company's representation, Applicants intended to calculate
Epicus's uncollectible accounts by taking "an arbitrary 10%" of the company's active accounts
receivable.'"! Instead of using this methodology, however, Applicants decided to estimate the
doubtful account allowance by applying the ten-percent factor only to past due active accounts
receivable. And in doing so, Applicants relied on yet another untested management
representation: namely, a company-prepared summary of Epicus's accounts receivable (a so-
called "aging report"), which Applicants used to conclude that $1.1 million of Epicus's
$3.1 million in active receivables were past due as of May 31, 2004. Applicants then applied the
arbitrary ten percent to the aging report's $1.1 million past due number to calculate a doubtful
account allowance of approximately $110,000. Applicants did so despite noting in their work
papers that the aging report was neither "valid" nor "workable” because of a "total failure in
management reporting."“2 Hatfield further admitted that, because the aging report was invalid,
App!ilgams had no basts to know whether the past due amounts they calculated were actually past
due.

Furthermore, by applying the arbitrary ten percent to only $1.1 million in active
receivables, instead of the full $3.1 million, Applicants essentially assumed that the remaining
$2 million balance was one hundred percent|:ollectible. Hatfield acknowledged that Applicants

1o X4 at 55.
UL pX-28 at 238.

12 ]d.

3 For example, when asked during his investigatol y testimony whether he was "able to verify that the amounts

listed as past due by the company were actually the alf hounts past due,” Hatfield responded, "I don't think there was a
way'"
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made this assumption despite knowing that Epicus itself had expected not to collect at least some
of that remaining $2 million balance. Hatfield also admitted that, "in hindsight," the allowance
for active account receivables "should have been 10 percent of three million one instead of one
million one . . . "'

As for caiculating an appropriate allowance for Epicus's inactive accounts, Applicants
assumed the company would collect fifty percent of the receivables Epicus assigned to in-house
~collection and would collect forty percent of the recetvables assigned to outside collection
agencies. Hatfield testified that these percentages were based on Applicants' own historical
experience about what they "anticipated [to be] the best case scenario for collections,” while
acknowledging that the "[w]orst case” would be that the company collected nothing.'"®
Applicants again did nothing to test the relevance of their historical experience to Epicus's actual
situation, nor did they do anything else to verify the amount of inactive accounts, such as sending
requests to the outside collection agencies to confirm whether Epicus had actually sent those
accounts out for collection.

(i)  Epicus's 2005 Accounts Receivable

In its 2005 financial statements, Epicus reported year-end accounts receivable of
approximately $1.4 million, net of approximately $500,000 in doubtful accounts. Epicus further
disclosed that the company would retroactively write off as uncollectible any receivable amounts
it did not collect within thirty days of the fiscal year end.'’® This disclosure was inconsistent
with Epicus's representation during the 2004 audit, during which Epicus claimed it received
payment on a substantial portion of receivables that the company had not collected within thirty
days of the year end. Applicants nevertheless accepted Epicus's new representation about its
2005 doubtful accounts because, Hatfield testified, it "was one of the most conservative
presentations that [Epicus] could develop."'’” Applicants wrote in their work papers, however,
that "[t]he actual AR balance is much higher [than the amount collected during the 30-day
period]; however, the client has no monitoring or collection protocol in place to allow any
collectability reliability on delinquent AR accounts."'!® Hatfield testified that, as with
Applicants' audit of Epicus's 2004 financial statements, Applicants did nothing during the 2005

""" Tr. at 165. Given that the company's accounts receivable was approximately $3.1 million, Applicants

methodology should have yielded a doubtful account allowance of approximately $310,000. Again, however, we
take no position as to the appropriateness of this calculation as it relates to GAAP,
" 1d at 164, 190.

8 Epicus stated:

[TIhe Company adopted the policy of recording a net accounts receivable balance equal to the
actual cash collected during the 30 day period subsequent to any reporting period. Any .
differential between the Company's actual accounts receivable and the actual subsequent cash
collections is recorded as bad debt expense in the reporting period.

DX-23 at 57-58.
U7 Ty, at 173.
M8 DX-30 at 201.
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audit to test whether any of Epicus's year-end cash related to any specific receivable. Nor did
Applicants send any confirmation requests to establish the existence of any receivable. Instead,
Hatfield admitted that Applicants simply accepted what Epicus told them.

(b)  Analysis

The PCAOB concluded that Applicants failed to exercise due professional care and to
collect sufficient competent evidential matter during their audit of Epicus's 2004 and 2005
doubtful account allowances, and we agree. Once again, Applicants based their audit opinion on
untested management representations and their own untested, undocumented historical
experience.

With respect to Epicus's 2004 active accounts receivable, Applicants applied what they
conceded was an arbitrary ten percent against a company-generated aging report that Applicants
themselves described as invalid and unworkable. And in doing so, Applicants applied the
arbitrary ten percent to only Epicus's past-due receivables, which meant that Applicants assumed
that approximately two-thirds of the company's active accounts receivable was one hundred
percent collectible, despite knowing that Epicus did not expect to collect some of that amount.
Applicants then ignored entirely Epicus's carrier access fee receivable.'”

And when calculating an appropriate allowance for Epicus's inactive accounts,
Applicants relied on their own historical experience about what they expected would be "the best
case scenario,” while doing nothing to test the relevance of that historical experience to Epicus's
specific situation. Applicants also relied on management's untested representation about
assigning some of the inactive accounts to outside collection agencies. Nor did Applicants do
anything else to verify the amount of Epicus's 2004 inactive accounts, such as sending
confirmation requests to the outside collection agencies to confirm whether Epicus had actually
sent those accounts out for collection.

Applicants took a similar approach in 2005 by again relying on Epicus's representations,
but this time Applicants relied on a representation about the company's collection expectations.
Applicants contend this was reasonable because they saw no evidence that would have caused
them to question Epicus's 2005 representation. But management's 2005 representation was
inconsistent with management's 2004 representation, and this should have caused them to
question the later representation. Applicants also wrote in their work papers that Epicus has "no
monitoring or collection protocol in place to allow any collectability reliability on delinquent AR
accounts." 2’ The interim standards expressly state that "[i]f a representation made by
management is contradicted by other audit evidence, the auditor should investigate the

19 Applicants again argue that they ignored these receivables because telecommunication companies had a legal
obligation to pay carrier access fees. As previously explained, a general legal obligation does not establish that a
particular company actually owed any particular obligation to Epicus. Nor would a particular company's legal
obligation necessarily mean that the company had the resources, or intention, to actually pay. See discussion supra
Section 11.B.2(b).

20 PX-30at 201.
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circumstances and consider the reliability of the representation made.”'?! But Applicants
undertook no such investigation.

On appeal, Applicants claim they took a variety of additional audit steps, such as
conducting a risk assessment, interviewing appropriate company personnel, finding reliable and
accurate recordkeeping protocols, and testing management's representations. The record,
however, contains no evidence of this. To the contrary, Hatfield repeatedly testified that
Applicants relied only on untested management representations and on their own historical
experience, which they did nothing to test for suitability to Epicus's particular situation.
Applicants also claim that Epicus's cash receipts "provided a reasonably accurate estimate of the
year end accounts receivable balance,"'?? but Applicants' own work papers stated Epicus's
accounts receivable monitoring and collection protocol was not reliable.

5. Epicus changes its revenue recognition policy in 2005.
(a) Background

Epicus filed for bankruptcy under Chapter 11 of the U.S. Bankruptcy Code on
October 25, 2004 (i.e., during Epicus's 2005 fiscal year). The company remained in operation
during the bankruptcy and, in its 2005 financial statements, reported total revenue of
approximately $18.8 million for the 2005 fiscal year. Partway through the 2005 fiscal year,
however, Epicus changed its revenue recognition policy. The company included a description of
this new policy in its Form 10-KSB filed on September 3, 2005, but did not disclose that the
policy was a change from the previous year's revenue recognition policy.123 Although
Applicants knew that Epicus had changed its revenue recognition policy, Applicants' work
papers contain no indication that they made any attempt to determine whether that change had a
material effect on the comparability of Epicus's 2004 and 2005 financial statements. To the
contrary, Hatfield stated during his investigative testimony that he was not sure he had even
considered whether Epicus needed to disclose the change to its revenue recognition policy.
Applicants instead simply issued an unqualified audit report in connection with Epicus’s 2005
Form 10-KSB without disclosing in their audit opinion that the company had changed its revenue
recognition policy or what effect Epicus's change in policy had on an investor's ability to
compare Epicus's 2004 and 2005 financial statements.

121 AU § 333.04.

122 Appellants' Br. in Supp. of Pet. for Review at 17.

128 ppicus's Form 10-KSB stated:

Revenue for services billed in advance is recognized on a pro-rata basis over the course of the
related billing cycle and revenue for long distance service billed in arrears is recognized at the
respective billing date. Accordingly, the Company has recognized an uncarned revenue item in
the accompanying balance sheet for unearned advance billings for service.

DX-23 at 59.
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(b) Analysis

The PCAOB found that Applicants violated the auditing requirement that Applicants’
audit report should 1dent1fy those circumstances in which accounting principles were not apphed
consistently in a company's current reporting petiod in relation to the preceding penod * The
PCAORB further found that, in failing this requirement, Applicants also failed to exercise due
carc. We agree with the PCAOB's findings. '

Applicants do not dispute that they failed to evaluate whether Epicus's change to its
revenue recognition policy materially affected the comparability of Epicus's 2003 and 2004
financial statements. Applicants instead argue that the relevant interim auditing standards did
not apply because Epicus planned to adopt fresh start accounting pursuant to AICPA Statement
of Position 90-7 ("SOP 90-7"). That provision states, "Fresh-start financial statements prepared
by entities emerging from bankruptcy will not be comparable with those prepared before their
plans were confirmed because they are, in fact, those of a new entity.” Applicants assert that, as
a result, "[f]resh start' financial statements do not need to compare change[s] in accounting
policy or the material effect thereof. n25

SOP 90-7, however, does not allow fresh start accounting to begin until a bankruptcy
court confirms the entity's reorganization plan, and Applicants concede that the bankruptcy court
did not confirm Epicus's reorganization plan until December 2005, which was after the date of
Applicants' audit report. Applicants nevertheless argue that they could still consider Epicus’s
financial statements as a "fresh start” based on AU § 560.03, which states that "[a]ll information
that becomes available prior to the issuance of the financial statements should be used by
management in its evaluation of the conditions on which the estimates were based.” That section
is not relevant here. AU § 560.03 deals with "those events that provide additional evidence with
respect to conditions that existed at the date of the balance sheet.” (Emphasis added). Epicus,
however, was not a "new entity" as defined in SOP 90-7 at the date of Epicus's balance sheet nor
at any point during Epicus's 2005 fiscal year. At the date of the balance sheet, Epicus was the
same entity it had been during the 2004 fiscal year. As a result, neither SOP 90-7 nor AU § 560
excused Applicants from their obligation to ensure that their audit report identified the
circumstances in which Epicus's accounting principles were not applied consistently during the
2005 fiscal year or in relation to the preceding periods. '

124 AU § 420.01, Consistency of Application of Generally Accepted Accounting Principles (stating that an

auditors' report "shall identify those circumstances in which such principles have not been consistently observed in
the current period in relation to the preceding period™). AU § 420.02 explains:

The auditor's standard report implies that the auditor is satisfied that the comparability of financial
statements between periods has not been materially affected by changes in accounting principles
and that such principles have been consistently applied between or among periods because either
(a) no change in accounting principles has occurred, or (b) there has been a change in accounting
principles or in the method of their application, but the effect of the change on the comparability
of the financial statements is not material. In these cases, the auditor would not refer to

consistency in his report.
123 Appeltants' Br. in Supp. of Pet. for Review at 16.
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Moreover, Applicants' argument about AU § 560.03 is simply an after-the-fact excuse.

‘Hatfjeld admitted that he could not recall even considering the implications of Epicus's change in

revenue policy, and nothing in the record indicates that Applicants actually did so. To not even
consider these factors was a complete failure to comply with the general auditing requirement to
exercise due care and with the more specific requirement to consider such changes in a
company's revenue recognition policy. '

II1.

Rased on the above violations, the PCAOB found that it would be in the public interest to
permanently revoke the Firm's registration and permanently bar Hatfield from associating with
any registered public accounting firm. Section 107(c)(3) of Sarbanes-Oxley directs us to sustain
the PCAOB's sanctions unless we find, having due regard for the public interest and the
protection of investors, that the sanctions are excessive or oppressive or impose an unnecessary
or inappropriate burden on compe:tition.]26 As part of our review, we "may enhance, modify,
cancel, reduce, or require the remission of a sanction imposed by the Board upon a registered
public accounting firm or associated person thereof."'*” Applying that standard, we sustain the
PCAOB's imposition of sanctions.

As a preliminary matter, we note that Applicants take issue with a footnote in the
PCAOB's decision, which states that "[c]ertain members of the Board participated in this
decision without having been present for the oral argument before the Board on July 27, 2010.
Pursuant to PCAOB Rule 5463(d), each such Board member reviewed the transcript of the oral
argument prior to such participatic:)n."l28 Applicants argue that, "[i]f any member of the PCAOB
only reviewed the transcript of the oral argument of July 27, 2010, and did not read and consider
the transcript and all exhibits from the July 28-29, 2009 hearing, then Applicants have not had a
full and fair review-—and due process rights have not been afforded to Applicants.“129 But
nothing in the language of either PCAOB Rule 5463(d) or the PCAOB's decision suggests that
the Board members who participated in the decision did not appropriately consider the record in
this matter. Rather, Rule 5463(d) is intended simply to ensure that Board members who do not

126 151.8.C. § 7217(c)(2) (stating that the provisions of Exchange Act § 19(e)}(1), 15 U.8.C. 78s (e)(1), "shall
govern the review by the Commission of final disciplinary sanctions imposed by the Board . . . as fully as if the
Board were a self-regulatory organization and the Commission were the appropriate regulatory agency for such
organization for purposes of [§ 19(e)(1)]").

127 15U.8.C. § 7217(c)(3).

122 pCAOB Final Decision at 27 n.25. PCAOB Rule 5463(d) provides, "A member of the Board who was not
present at the oral argument may participate in the decision of the proceeding, provided that the member has
reviewed the transcript of such argument prior to such participation. The decision shall state whether the required
review was made."

12 Appellants’ Br. in Supp. of Pet. for Review at 28.
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attend oral arguments review the transcript of the argument. Our rules provide for a similar
procedure.]3 0 ‘

A. Applicants' conduct was reckless and often knowing.

Under § 105(c)(5) of Sarbanes-Oxley, the PCAOB may impose a revocation or bar only
for "intentional or knowing conduct, including reckless conduct, that results in violation of the
applicable statutory, regulatory, or professional standard.""' Recklessness represents an
"extreme departure from the standards of ordinary care, . . . which presents a danger” to investors
or the markets "that is either known to the (actor) or is so obvious that the actor must have been
aware of it."'** Here, the applicable standard of care against which we measure Applicants'
conduct is provided by PCAOB's interim auditing standards,’* and as the PCAOB accurately
observed, the record is "replete with examples of [Applicants'] extreme departures" from that
standard of care.'** If anything, the PCAOB understated the extent of Applicants’ auditing
failures.

Applicants' most alarming departure from the standard of care was their decision, as
Hatfield testified, to "roll{j over" and allow Bidville to file quarterly financial statements,
without objection, that Applicants believed were materially misstated.>* And Applicants did so
despite their stated belief that the company was a "scam” and "want[ed] to get filings into the
marketplace as quick as possible so that they can do smoke-and-mirror fluffing press releases to
pump the stock.” Bidville's filing therefore should have set off alarm bells. Other than sending
an occasional email to Bidville's management, however, Applicants did nothing for months to
prevent investors from relying on the company's misstated financial statements.

Applicants' claim that they took comfort from Bidville's supposed promise to file
corrected financial statements within five days is likewise very troubling. Applicants’ apparent
belief that it is acceptable for investors to be misled for five days, and to knowingly allow false
documents to be filed with the Commission, reflects a serious misunderstanding of their auditing
responsibilities. Hatfield essentially "held his nose, closed his eyes, and signed off on [Bidville's
financial statements), even though the circumstances surrounding [Bidville's filing] plainly

130 Commission Rule of Practice 451(d), 17 C.F.R. § 201.451(d) ("A member of the Commission who was not
present at the oral argument may participate in the decision of the proceeding, provided that the member has
reviewed the transcript of such argument prior to such participation. The decision shall state whether the required
review was made.").

Bl 15U.8.C. § 7215(c)(5).

32 Gately & Assocs., Exchange Act Release No. 62656, 2010 WL 3071900, at *11 (Aug. 5, 2010) (parentheses in
original) (quoting Amendment to Rule 102(ej of the Commission's Rules of Practice, Securities Act Release
No. 7593, 63 Fed. Reg. 57,164, 1998 WL 729201, at *6 (Oct. 26, 1998)).

133 ¢f Dearlove, 2008 WL 281105, at *5 (noting that, when disciplining accountants under Rule 102(¢), the
Commission has consistently measured auditors' conduct by their adherence to or deviation from generally accepted
auditing standards).

13 pCAOB Final Decision at 25.
135 DX-3 at 158.
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required . . . a disclaimer.""® This represented "an egregious refusal to see the obvious or
investigate the doubtful by any measure." 137 :

Applicants' repeated reliance on their specialized experience auditing "microcap” and
"nanocap" companies like Bidville and Epicus as an excuse not to undertake appropriate audit
procedures was similarly problematic. Perhaps the most notable example of this was Applicants'
recommendation that Bidville report its private placement as a compensation expense.
Applicants did so without actually believing the private placement was a compensation expense.
And they made the recommendation based entirely on what they and other auditors had
supposedly done in the past with respect to different companies and different private placements.
Applicants did nothing to investigate whether that experience was analogous or otherwise
relevant to Bidville's situation.

Applicants' audit of Epicus provided examples of similarly reckless and knowing auditing
failures. Applicants, for instance, failed to perform any materiality analysis of what Applicants
believed was an inaccurate disclosure of Epicus's policy for recognizing revenue despite
knowing that improper revenue recognition was always presumed to be a risk of material
misstatement due to fraud. Applicants similarly decided not to send any confirmation requests to
test Epicus's accounts receivable balance based on their untested belief that such requests would
be ineffective and their judgment that skipping this necessary auditing step was permissible in
order to save time. Applicants instead used an alternative procedure that ignored entire portions
of the company's accounts receivable, without any valid justification for doing so. And for the
portion Applicants did test, Applicants again relied entircly on untested assumptions and
management representations about the company's year-end payments, despite Applicants'
acknowledgement that Applicants never established whether those payments actually applied to
Epicus's accounts receivable balance. Applicants similarly ignored a significant portion of
Epicus's accounts receivable when testing Epicus's allowance for doubtful accounts, instead
blindly relying, yet again, on untested management representations, despite Applicants’ belief
that Epicus's accounts receivable collection was not reliable. Applicants further admitted they
never even considered the impact of Epicus's change to its revenue recognition policy during
their audit.

Any one of these auditing failures would constitute a clear departure from the standards
of ordinary care. This is not, however, an instance, as Applicants claim, of the PCAOB
"bootstrap|[ping] its way to victory . . . by stringing together separate acts of auditing
negligence.“l3 Each of Applicants' auditing failures, by itself, represented a reckless or knowing
failure to adhere to the PCAOB's interim auditing standards. But Applicants’ repeated reliance
on untested representations from audit clients about which Applicants had serious questions
amounted to a particularly egregious failure to comply with their professional obligations. Such

13 Barrie C. Scutillo, Exchange Act Release No. 48238, 56 SEC 714, 2003 WL 21738818, at *9 (July 28, 2003)
(finding auditor's failure to obtain sufficient competent evidence to be reckless).

137 Id

138

Appellants' Br. in Supp. of Pet. for Review at 25.
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a cavalier approach to the auditing standards "presented a risk of harm to investors and the
markets that was so obvious that Applicants must have been aware of it." 139

On appeal, Applicants argue that "the type of recklessness that is actionable against an
outside auditor must approximate an actual intent to aid in the fraud being perpetrated by the
audited company."140 -To the contrary, we have previously noted that "the standards of
professional practice are not fraud based."'*! Applicants also argue that no evidence exists that
their "alleged audit failures were material enough to impact whether a reasonable
shareholder/investor would have considered such item important."142 But whether Bidville or
Epicus ultimately filed materially misleading financial statements is not the issue. An auditor "is
not a guarantor of the accuracy of financial statements of public companies." 143 Instead,
auditors are tasked with auditing public companies "diligently and with a reasonable degree of
cornpetence.“144 Applicants fell woefully short of that mark by repeatedly relying on what, at
most, amounted to untested speculation and guesswork.

Nor are we persuaded by Applicants' arguments that the record contains no evidence of
harm to investors or of an SEC investigation into Epicus's accounting. The existence of investor
harm or an SEC investigation is irrelevant to the issue here, which is whether Applicants
performed their audit diligently and with a reasonable degree of competence. Applicants’
argument misconstrues the significance of their anditing failures. As we have noted, "[t]he fact
that the Board could not identify whether there was specific harm to a particular investor does
not detract from the seriousness of the misconduct."'** In other words, our inquiry is not
whether Applicants' failures actually harmed investors. Our inquiry is whether Applicants'
conduct created a risk of such harm. Here, Applicants’ repeated and nearly complete failures to
perform adequate audit procedures created an obvious, significant, and ongoing risk to investors.

3% Gately & Assocs., 2010 WL 3071900, at *12.

140 Appellants' Br. in Supp. of Pet. for Review at 25.

U tmendment to Rule 102(e), 1998 WL 729201 at *6; see also Marrie, 2003 WL 21741785, at *7 (rejecting
applicant's claim that, to establish recklessness under Rule 102(¢), the Division of Enforcement "must show a type
of recklessness that approximates an actual intent to aid in the fraud being perpetrated by the audited company™); cf.
Gately & Assocs., 2010 WL 3071900, at *11 (noting that "our interpretations of the [Commission} Rule [of
Practice]102(e) standards inform our analysis under Sarbanes-Oxley Section 105(c)(5)").

142

Appellants' Br. in Supp. of Pet. for Review at 27.
3 See Marrie, 2003 WL 21741785, at *17.
" Touche Ross & Co. v. SEC, 609 F.2d 570, 581 (2d Cir. 1979).

S Cf R.E. Bassie & Co., Accounting and Auditing Enforcement Release No. 3354, 2012 WL 90269, at *12 (Jan.
10, 2012) (citing PAZ Sec., Inc., Exchange Act Release No. 57656, 2008 WL 1697153, at *5 (Apr. 11, 2008) ("[A]
Rule 8210 violation will rarely, in itself, result in direct harm to a customer. Rather, failing to respond undermines
NASD's ability to detect misconduct that may bave occurred and that may have resulted in harm to investors . . ..
Thus, even if the failure to respond does not result in . . . harm to investors, it is serious because it impedes detection
of such violative conduct.” (footnote omitted)), petition denied, 566 F.3d 1172 (D.C. Cir. 2009} and Gately &
Assocs., 2010 WL 3071900, at *14 (noting that the absence of fraud or deceit does not diminish seriousness of a
failure to cooperate in PCAOB inspection that is designed, among other things, to uncover any such misconduct)).
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For the same reason, we reject Applicants' argument that Bidville's misstatements in its
financial statements "did not occur due to an audit failure, but due to Company management's
intentional withholding of documents and subsequent consistent misrepresentations to the
auditor."'*® Whether the companies withheld documents or made misrepresentations, however,
did not relieve Applicants of their auditing responsibilities described in this opinion.'"” We are
similarly unpersuaded by Applicants' attempts to diminish their auditing failures by returning to
the fact that they required Epicus to increase its reserves for bad debt exposure.'*® Applicants
were not freed from the many auditing requirements they inexcusably ignored simply because
Epicus increased its reserve for bad debt. Indeed, Applicants' apparent contrary belief confirms
the Board's and our finding that Applicants fundamentally misunderstand what is necessary to
satisfy an auditor's responsibility to exercise due care.

B. Revocation and bar are appropriate remedial sanctions.

Having determined that Applicants' conduct was at least reckless, the Board concluded
that it was in the public interest to permanently revoke the Firm's registration and to permanently
bar Hatfield from associating with any registered public accounting firm. We review that
determination "having due regard for the public interest and the protection of investors,"'** based
on both' "the nature of the violation and the mitigating factors presented in the record.""*’ In
doing so, we are mindful of the responsibility to be "particularly careful to address potentially
mitigating factors"'! and the "remedial and protective efficacy” of sanctions involving expulsion

. of a firm or individual from the auditing industry.'*

146 Appellants’ Br. in Supp. of Pet. for Review at 23.

W Cf Michael S. Hope, CPA, Exchange Act Release No. 235134, 49 SEC 568, 1986 WL 73230, at *31 (Aug. 6,
1986) (noting that the Commission has repeatedly held that "being lied to" is not an automatic defense to charges of
improper professional conduct); Touche Ross & Co., Securities Act Release No. 5459, 45 SEC 469, 1974 WL
161425, at *1 (Feb. 25, 1974) (finding that "deception . . . did not relieve Touche of its responsibility to perform its
audits in conformity with generally accepted auditing standards™).

48 Applicants argue, for instance, that they “required Epicus to increase the reserve for bad debt exposure, and
then to concurrently write off, and recognize, the portion of accounts receivable that were never to be collected.”
Appellants’ Br. in Supp. of Pet. for Review at 9. "These adjustments,” Applicants claim, “mitigate any materiality of
the GAAP non-compliance amount." Jd. The issue, however, is not whether Epicus's GAAP violation was
ultimately material to its financial statements or whether Epicus had increased its reserves for bad debt. The issue is
whether Applicants exercised due care with respect to their obligation o obtain reasonable assurance that Epicus's
financial statements were free of material misstatement—an obligation Applicants repeatedly failed to meet for the
reasons discussed above.

149 15 U.8.C. § 7217()(2)3).
150 Gately & Assocs., 2010 WL 3071900, at *13 (quoting McCarthy v. SEC, 406 F.3d 179, 190 (2d Cir. 2005)).
151 1d at *13 (quoting Paz Sec. Inc. v. SEC, 494 F.3d 1059, 1065 (D.C. Cir. 2007)).

152 14 at *13 (quoting McCarthy v. SEC, 406 F.3d at 190). But see Paz Sec. Inc. v. SEC, 566 F.3d 1172, 1176
(D.C. Cir. 2009) (stating that the remedial analysis regarding a bar from association with any SRO member firm
does not require the Commission to "state why a lesser sanction would be insufficient").




33

The public interest here weighs heavily in favor of revocation and a bar. As we have
noted in the analogous Rule 102(e) context, the Commission has limited resources and therefore
"must rely on the competence and independence of the auditors who certify, and the accountants
who prepare, financial statements."'>> Because of this, regulators and the investing public must
"rely heavily on accountants to assure corporate compliance with federal securities law
requirements and disclosure of accurate and reliable financial information."’** Here, Applicants
were responsible for auditing the financial statements of two public companies. During those
audits, however, Applicants repeatedly deferred to their clients’ unsupported representations and
to Applicants' own experience with other, different auditing clients, while doing nothing to test
those assumptions and representations—despite various red flags about Bidville's trustworthiness
and Epicus's reliability that should have alerted Applicants that added inquiry or verificatton was
needed. Applicants' egregious and repeated failures to comply with auditing standards
"jeopardize the achievemnent of the objectives of the securities laws and can inflict great damage
on public investors."'> Applicants also acted with a high degree of scienter. They were
experienced auditors, who nevertheless knowingly, intentionally, and repeatedly failed to
exercise the basic ﬁprofessional skepticism and due care that are the touchstones of an auditor's
responsibilities.”’

As the D.C. Circuit has recognized, "the existence of a violation raises an inference that it
will be repeated,"!*” and Applicants have made clear they intend to remain auditors if permitted.
Applicants' conduct creates a substantial risk that they will commit similar violations in the
future. Particularly worrying is Applicants' refusal to recognize the wrongfulness of their
conduct. Despite their repeated admissions about failing to take basic auditing steps, Applicants
have consistently asserted that they planned and conducted their audits appropriately. For
example, Applicants claim that there "was no instance” where Applicants “skip[ped; procedures
designed to test a company's reports or look[ed] the other way despite suspicions."”* Nor,
Applicants claim, was there an instance where they "surrendered professional judgment to the
demands of the client" or "failed to investigate the doubtful."'*® For all the reasons detailed
above, we disagree. That Applicants admit all of the facts forming the bases of their departures
from professional standards without grasping the extent of their wrongdoing raises serious

153 Amendment to Rule 102(e), 1998 WL 729201, at *4.
154 Id

5 Touche Ross & Co., 609 F.2d at 581.

%6 Among the instances of such knowing misconduct discussed above, the most egregious example was

Applicants' decision to allow Bidville to file, without objection, what Applicants believed were materially misstated
financial statements and then to do nothing for more than two months to prevent investors from relying on those
misstated financial statements—all based on Bidville's promise to file an amended filing within five days.

57 Geiger v. SEC, 363 F.3d 481, 489 (D.C. Cir. 2004) (affirming violation of Securities Act § 5 and related cease-
and-desist order). '

158 Appellants' Br. in Supp. of Pet. for Review at 26 (quoting Marrie v. SEC, 374 ¥.3d 1196, 1206 (D.C. Cir.
2004)).

159 Id
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questions about their ability to comply with those standards in the future. Worse, Applicants
have insisted that the audit procedures they utilized in their Bidville and Epicus audits are the
same procedures they have used in many other audits, apparently unaware of the negative
implications of essentially admitting to having departed from the professional standards of care
in more than just the audits at issue here.

We also find no mitigating factors that weigh against imposing a revocation or a bar.
Although Applicants argue that "[w]ith unlimited time and budget, the Applicants might have
been able to undertake all the steps PCAOB . . . complains were not taken,"'*® we find no
evidence that Applicants’ failures were due to time or budgetary constraints. Nor are we
persuaded by Applicants' argument that the bar and revocation are more severe sanctions than the
PCAOB has imposed in settled cases in which Applicants claim the misconduct was
"significantly more egregious than complained of here."'®! Applicants do not identify any
particular settled case, let alone explain how the conduct in any such case was more egregious
than their conduct here. Applicants instead simply contend more broadly that the record contains
no evidence "that the three audited financial statements were materially misstated, in any respect,
nor that Applicants' effort did not protect the (gub]ic interest."'® As we have already explained,
however, this is exactly what occurred here.'®® Such behavior by an auditor as set forth above
cannot, in any sense, be described as protecting the public interest. In any event, the
appropriateness of a bar and revocation do not turn on whether the financial statements were
materially misstated. The in. #ulry is whether Applicants exercised due professional care in the
performance of their audit.'®® And as we have explained, Applicants repeatedly failed to
exercise such care.

"| T]he appropriate sanction depends upon the facts and circumstances of each particular
case and cannot be determined precisely by comparison with actions taken in other
proceedings."'® Moreover, comparisons to settled cases are not relevant to our sanction analysis
here because auditors "who offer to settle may properly receive lesser sanctions than they
otherwise might have."'%® Settled cases "take into account pragmatic considerations such as the

19 1d at27.

181 1d at 26.
162

Appellants’ Reply Br. at 7.

13 See, e.g., supra Section 11.A.2.(b)(ii) (discussing how Applicants allowed Bidville to file, without objection,

what Applicants believed to be a materially misstated quarterly report).

164 AU § 150.02 ("Due professional care is to be exercised in the performance of the audit and the preparation of
the report™); AU § 722.02, Interim Financial Information (noting that the three general standards discussed in
AU § 150.02 are applicable to a review of interim financial information).

15 Ronald Pellegrino, Exchange Act Release No. 59125, 2008 WL 5328765, at *17 n.68 (Dec. 19, 2008) (quoting
Christopher J. Benz, Exchange Act Release No, 38440, 52 SEC 1280, 1997 WL 137027, at *4 (March 26, 1997)
petition denied, 168 F.3d 478 (3d Cir. 1988) (Table)).

16 Michael C. Pattison, CPA, Exchange Act Release No. 67900, 2012 WL 4320146, at *11 (Sept. 20, 2012).
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avoidance of time-and-manpower-consuming adversary proceedings."'®’ Litigated cases, by
comparison, typically present a fuller, more developed record of facts and circumstances for
purposes of assessing appropriate sanctions than do settled matters.'® Here, we have made
extensive findings about Applicants' departures from the standards of care and carefully
considered the public interest.

After weighing all of these considerations, we thus conclude that a bar and revocation are
necessary to protect the public interest.”®® These sanctions are needed to protect the integrity of
the Commission's processes and encourage more rigorous compliance with auditing standards
both by Applicants and by other independent auditors. We accordingly find that PCAOB's
decision to revoke the Firm's registration and permanently bar Hatfield from association with a
registered public accounting firm is neither excessive nor oppressive and that the sanctions serve
a remedial rather than a punitive purpose. An appropriate order will issue.'”’

By the Commission (Commissioners WALTER, PAREDES and GALLAGHERY}; Chair
WHITE and Commissioner AGUILAR not participating.

Elizabeth M. Murphy
Secretary

17 Joseph John Vancook, Exchange Act Release No. 61039A, 2009 WL 4005083, at *19 (Nov. 20, 2009) (noting
that settled cases "cannot be meaningfully compared to the sanctions imposed in litigated cases™).

198 pattison, 2012 WL 4320146, at *12.

169 While the PCAOB found, as we do, that Applicants engaged in reckless conduct, it also found that Applicants
"engaged in repeated instances of conduct that was at least negligent, each resulting in a violation of the applicable
statutory, regulatory, or professional standard.” PCAOB Final Decision at 26 n.21. Given that negligence "is the
failure to exercise reasonable care or competence,” we find that, for all the reasons stated herein, Applicants'
repeated failures to comply with the interim auditing standards clearly established that they engaged in repeated
instances of conduct that was, at a minimum, negligent. Byron G. Borgard!, Securities Act Release No. 8274, 56
SEC 999, 2003 WL 22016313, at *10 (Aug. 25, 2003) (defining negligence). Repeated instances of negligent
conduct can also support a bar and revocation, and given the scope of Applicants' repeated auditing failures, we find,
for all the reasons stated herein, that such sanctions are appropriate here regardless of whether Applicants' conduct is
deemed to be knowing, reckless, or negligent.

1" We have considered all of the parties' contentions. We have rejected or sustained them to the extent that they
are inconsistent or in accord with the views expressed in this opinion.




UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

ACCOUNTING AND AUDITING ENFORCEMENT
Rel. No. 69930 / July 3, 2013

Admin. Proc. File No. 3-14795

S.W.HATFIELD, C.P.A.
and
SCOTT W. HATFIELD, C.P.A.
¢/o John A. Koepke
Jackson Walker L.L.P.
901 Main St., Ste. 6000
Dallas, TX 75202

For Review of Disciplinary Action Taken by

PCAOB

' . ORDER SUSTAINING DISCIPLINARY ACTION TAKEN BY PUBLIC COMPANY
ACCOUNTING OVERSIGHT BOARD

On the basis of the Commission's opinion issued this day, it is

ORDERED that the PCAOB's disciplinary actions taken against S.W. Hatfield, C.P.A.,
and Scott W. Hatfield, C.P.A., be sustained.

By the Commission.
angoboct - Norphy

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. 69937 / July 3, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15369

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

In the Matter of SECURITIES EXCHANGE ACT OF 1934,

MAKING FINDINGS, AND IMPOSING

TERRY V. KOONTZ, REMEDIAL SANCTIONS
Respondent.
K

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 Terry V. Koontz
(“Koontz” or “Respondent™).

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commisston, or to which the Commission is a party, Respondent consents to the Commission’s
jurisdiction over him and the subject matter of these proceedings and to the entry of this Order
Instituting Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of
1934, Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below.

1.

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

o 1A




1. From December 2010 to November 2011, Koontz purported to be affiliated
with a well-known asset management firm in order to lure investors into an unregistered offering of
securities in the form of a fictitious gold futures promissory notes program. Koontz was not
registered as a broker-dealer or associated with a registered broker-dealer during the relevant time.

Koontz, 56 years old, is currently imprisoned in Yazoo City, Mississippi.

2. On November 5, 2012, Koontz pled guilty to one count of conspiracy to
commit wire fraud and mail fraud in violation of Title 18 United States Code, Section 1349
before the United States District Court for the Middle District of Florida, in United States v.
Terry Vernon Koontz, Case No. 8:12-cr-00465-JDW-TGW. On March 4, 2013, a judgment in
the criminal case was entered against Koontz. He was sentenced to a prison term of 115 months
followed by three years of supervised release and ordered to make restitution in the amount of
$3,771,701.88.

3. The count of the criminal information to which Koontz pled guilty alleged,
inter alia, that Koontz was the primary architect of a scheme to defraud in which Koontz and co-
conspirators persuaded victim-investors to transmit their funds and participate in a purported
gold futures investment program. Koontz created false and fraudulent documents, including
promissory notes and assignments of collateral, which supposedly evidenced and guaranteed,
respectively, the victim-investors” participation in the purported gold futures investment
program. In preparing these documents, Koontz used the names of various existing foreign

. and/or domestic entities as well as forged signatures of officials of same, without such entities’
and individuals’ knowledge or consent. Koontz and co-conspirators diverted a substantial
amount of the victim-investors’ funds for their own personal enrichment by transferring and
causing the transfer of said funds to accounts controlled by them and/or family members or
friends, and they used victim-investors’ funds to purchase motor vehicles, real property, home
furnishings, jewelry, and other goods and services.

Iv.

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

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act that
Respondent Koontz be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization.

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

2




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

that served as the basis for the Commission order.
By the Commission.

Elizabeth M. Murphy
Secretary




. SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-69925; File No. SR-OCC-2013-803

July3, 2013
Self-Regulatory Organizations; The Options Clearing Corporation; Notice of Filing of
Advance Notice to Reflect Enhancements in OCC’s System for Theoretical Analysis and
Numerical Simulations as Applied to Longer-Tenor Options

Pursuant to Section 806(¢e)(1) of the Payment, Clearing, and Settlement
Supervision Act of 2010 (“Clearing Supervision Act™)! and Rule 19b-4(n)(1)(i)* of the
Securities Exchange Act of 1934 (“Exchange Act”) notice is hereby given that on June 4,
2013, The Options Clearing Corporation (“OCC”) filed with the Securities and Exchange
Commission (“Commission”) the advance notice described in Items 1 and LI below,

which Items have been substantially prepared by OCC.> The Commission is publishing

this notice to solicit comments on the advance notice from interested persons.

. L Clearing Agency’s Statement of the Terms of Substance of the Advance Notice
OCC is proposing to provide for enhancements in OCC’s margin model for
longer-tenor options (i.e., those options with at least three years of residual tenor) and
OCC intends to reflect those enhancements in the description of OCC’s margin model in

OCC’s Rules through a corresponding proposed rule change.’

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

OCC is a designated financial market utility and is required to file advance
notices with the Commission. See 12 U.S.C. 5465(e). OCC also filed the
proposals contained in this advance notice as a proposed rule change under
Section 19(b)(1) of the Exchange Act and Rule 19b-4 thereunder. 15 U.S.C.
78s(b)(1); 17 CFR 240.19b-4. See SR-OCC-2013-08.

. 4 See supra note 3.
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I1. Clearing Agency’s Statement of the Purpose of, and Statutory Basis for, the
Advance Notice

In its filing with the Commission, OCC included statements concerning the
purpose of and basis for the advance notice and discussed any comments it received on
the advance notice. The text of these statements may be examined at the places specified
in ltem IV below. OCC has prepared summaries, set forth in sections A, B, and C below,
of the most significant aspects of such statements.’

(A)  Clearing Agency’s Statement of the Purpose of, and Statutory Basis for,
the Advance Notice

The purpose of this advance notice is to provide for enhancements in OCC’s
margin model for longer-tenor options (i.e., those options with at least three years of
residual tenor) and OCC intends to reflect those enhancements in the description of
OCC’s margin model in OCC’s Rules through a corresponding proposed rule change.®

1. Background

On August 30, 2012, OCC submitted a rule change and advance notice with
respect to GCC’s proposal to clear certain over-the-counter options on the S&P 500
Index (“OTC Options Fililngs”).7 Additional information concerning OCC’s proposal to
clear OTC Options is included in the OTC Options Filings. As described in the OTC
Options Filings, OCC intends to use its STANS margin system to calculate margin
requirements for OTC Options on the same basis as for exchange-listed options cleared

by OCC. However, OCC is proposing to implement enhancements to its risk models for

3 The Commission has modified the text of the summaries prepared by the clearing

agency.
See supra note 3.

7 See Exchange Act Release No. 68434 (Dec. 14, 2012), 77 FR 75243 (Dec. 19,
2012) (SR-OCC-2012-14 and AN-OCC-2012-01).
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all longer-tenor options (including OTC Options) in order to better reflect certain risks of
longer-tenor options. The changes described herein would apply to all longer-tenor
options cleared by OCC and would be implemented before OCC begins clearing OTC
Options.

2. Description of Current Proposed Changes

OCC states that the proposed change includes daily OTC quotes, variations in
implied volatility and valuation adjustments in the modeling of all longer-tenor options
under STANS, thereby enhancing OCC’s ability to set margin requirements through the
use of risk-based models and encouraging clearing members to have sufficient financial
resources to meet their obligations to OCC. OCC states that the proposed change would
not affect OCC’s safeguarding of securities and funds in its custody or control because
though it may change margin requirements in respect of certain longer-tenor options, it
does not change the manner in which margin assets are pledged. In addition, OCC states
that the proposed change allows OCC to enhance its risk management procedures and
controls related to longer-tenor options.

OCC states that it calculates clearing-level margin using STANS, which
determines the minimum expected liquidating value of each account using a large number
of projected price scenarios created by large-scale Monte Carlo simulations. OCC is
proposing to implement enhancements to the STANS margin calculation methodology
with respect to longer-tenor options and to amend Rule 601 to reflect these enhancements
as well as to make certain clarifying changes in the description of STANS in Rule 601.

The specific details of the calculations performed by STANS are maintained in OCC’s




proprietary procedures for the calculation of margin and coded into the computer systems
‘used by OCC to calculate daily margin requirements.

OCC has proposed at this time to clear only OTC Options on the S&P 500 index
and only such options with tenors of up to five years. However, OCC currently clears
FLEX Options with tenors of up to fifteen years. While OCC believes that its current
risk management practices are adequate for current clearing activity, OCC proposes to
implement risk modeling enhancements with respect to all longer-tenor optioné.

Daily OTC Indicative Quotes

OCC states that, in general, the market for listed longer-tenor options is less liquid
than the market for other options, with less volume and therefore less price information.
In order to supplement OCC’s pricing data derived from the listed markets, and to
improve the valuation process for longer-tenor options, OCC proposes to include in the
daily dataset of market prices used by STANS to value each portfolio indicative daily
quotations obtained through a third-party service provider that obtains these quotations
through a daily poll of OTC derivatives dealers. A third-party service provider was
selected to provide this data in lieu of having the data provided directly by the OTC
derivatives dealers in order to avoid unnecessarily duplicating reporting that is already
done in the OTC markets.

Variations in Implied Volatility

OCC states that, to date, the STANS methodology has assumed that implied

volatilities of option contracts do not change during the two-day risk horizon used by

OCC in the STANS methodology. According to OCC, back testing of its margin models

has identified few instances in which this assumption would have, as a result of sudden




changes in implied volatility, resulted in margin deposits insufficient to liquidate clearing
member accounts without loss. However, as OCC expects to begin clearing more
substantial volumes of longer-tenor options, including OTC Options, OCC believes that
implied volatility shocks may become more relevant due to the greater sensitivity of
longer-tenor options to implied volatility. OCC therefore proposes to introduce
variations in implied volatility in the modeling of all longer-tenor options under STANS.
OCC states that this will be achieved by incorporating, into the set of risk factors whose
behavior is included in the econometric models underlying STANS, time series of
proportional changes in implied volatilities for a range of tenors and in-the-money and
out-of-the-money amounts representative of the dataset provided by OCC’s third-party
service provider.

OCC states that it has reviewed individual S&P 500 Index put and call options
positions with varying in-the-money amounts and with four to nine years of residual
tenor and that such review indicates that the inclusion of modeled implied volatilities
tends to result in less margin being held against short call positions and more margin
being held against short put positions. OCC states that these results are consistent with
what would be expected given the strong negative correlation that exists between changes
in implied volatility and market returns.

OCC states that the description of the Monte Carlo simulations performed within
STANS in Rule 601 references revaluations of assets and liabilities in an account under
numerous price scenarios for “underlying interests.” In order to accommodate the
proposed implied volatility enhancements, OCC is proposing to amend this portion of

Rule 601 to provide that the scenarios used may also involve projected levels of other




variables influencing prices of cleared contracts and modeled collateral. Accordingly, the
references to “underlying interests” are proposed to be deleted.
Valuation Adjustment

OCC states that historically it has not cleared a significant volume of longer-tenor
options, but that it anticipates that there will be growth in the volume of longer-tenor
options, including OTC Options, being cleared with three to five year tenors. According
to OCC, longer-tenor options may represent a larger portion of any clearing member’s
portfolio in the future, and OCC has therefore identified a need to model anticipgted
changes in the value of longer-tenor options on a portfolio basis in order to address
OCC’s exposure to longer-tenor options that may have illiquid characteristics. OCC
proposes to introduce a valuation adjustment into the portfolio net asset value used by
STANS based upon the aggregate sensitivity of any longer-tenor options in a portfolio to
the overall level of implied volatilities at three years and five years and to the relationship
between implied volatility and exercise prices at both the three- and five-year tenors in
order to allow for the anticipated market impact of unwinding a portfolio of longer-tenor
options, as well as for any differences in the quality of data in OCC’s third party service
provider’s dataset, given that month-end data may be subjected to more extensive
validation by the service provider than daily data. In order to accommodate the planned
valuation adjustment for longer-tenor options, OCC proposes to add language to Rule
601 to indicate that the projected portfolio values under the Monte Carlo simulations may

be adjusted to account for bid-ask spreads, illiquidity, or other factors.
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Clarification of Pricing Model Reference in Rule 601

Rule 601 currently refers to the use of “options pricing models™ to predict the
impact of changes in values on positions in OCC-cleared contracts. OCC is proposing to
amend this description to reflect that OCC currently uses non-options related models to
price certain instruments, such as futures contracts and U.S. Treasury securities. OCC
states that this change is not intended to be substantive and simply clarifies the
description in Rule 601.
Effect on Clearing Members

OCC states that the proposed change will affect clearing members who engage in
transactions in longer-tenor options, and indirectly their customers, by enhancing the
STANS margin calculation methodology for these options. The STANS enhancements
could increase margin requirements with respect to these positions. However, OCC
states that it does not believe that the enhancements will result in significantly increased
margin requirements for any particular clearing member, and therefore is not aware of
any significant problems that clearing members are likely to have in complying with the
proposed rule change.

OCC states that the proposed rule change is consistent with the purposes and
requirements of Section 17A(b)(3)(F) of the Exchange Act® and the rules and regulations
thereunder, including Rule 17Ad-22(b)(2)® and Rule 17Ad-22(d)(2)'® because by

providing additional clarity to clearing members and others concerning the current

8 15 USC 78g-1(b)Y(3)(F).
? 17 CFR 240.17Ad-22(b)(2).

17 CFR 240.17Ad-22(d)(2).




calculation of margin requirements under OCC’s Rules, while also enhancing the
calculation of margin with respect to longer-tenor options, the proposed modifications
would help remove impediments to and perfect the mechanism of a national system for
the prompt and accurate clearance and settlement of securities transactions, ensure that
OCC’s rules are reasonably designed to have participation requirements that are objective
and publicly disclosed and permit fair and open access, and provide for a well-founded,
transparent, and enforceable legal framework., OCC states that the proposed rule change
is not inconsistent with any rules of OCC, including any other rules proposed to be

amended.

(B)  Clearing Agency’s Statement on Comments on the Advance Notice
Received from Members, Participants, or Others

Written comments were not and are not intended to be solicited by OCC with
respect to the advance notice and none have been received.

(C)  Advance Notices Filed Pursuant to Section 806(e) of the Clearing
Supervision Act

OCC is filing this proposed change as an advance notice pursuant to Section
806(e)(2) of the Clearing Supervision Act because the proposed change could be deemed
to materially affect the nature or level of risks presented by OCC. However, OCC
believes that the Rule changes and changes in OCC’s system for calculating margin on
longer-tenor options will represent enhancements to OCC’s ability to manage the risks
presented to it, particularly as OCC begins clearing OTC Options.

According to OCC, OTC Options are nearly identical to listed FLEX options on
the S&P 500 that OCC has cleared for many years. OTC Options have the same degree

of customization as FLEX options except that OTC Options are limited to a maximum




tenor of five years whereas FLEX options can have tenors of up to fifteen years. In this
respect, OCC states that OTC Options pose less of a challenge from a risk management
perspective than do FLEX options. However, OCC believes, based on activity in the
existing OTC markets for uncleared, bilateral options, that there may be greater open
interest in OTC Options with tenors exceeding three years as compared to FLEX options,
in which open interest is more concentrated in shorter term options. In addition, it is
inherent in the nature of the OTC option markets that there are no market makers with
affirmative duties to create liquidity by standing ready to buy and sell OTC Options in
response to market interest as in the listed options markets, including the FLEX options
market.

In order to address the potentially greater open interest in longqr-tenor options,
OCC is proposing to supplement its existing risk management procedures by enhancing
its STANS margining system by:

(1) including in the daily dataset of market prices used by STANS to value
each portfolio indicative daily quotations obtained through a third-party service
provider that obtains these quotations through a daily poll of OTC derivatives

dealers;

(ii) incorporating, into the set of risk factors whose behavior is included in
the econometric models underlying STANS, time series of proportional changes
in implied volatilities, for a range of tenors and in-the-money and out-of-the-

money amounts representative of the foregoing dataset; and

(iii) introducing a valuation adjustment into the portfolio net asset value

used by STANS, based upon the aggregate sensitivity of any longer-tenor options




in a portfolio to the overall level of implied volatilities at three years and five
years and to the relationship between implied volatility and exercise prices at both
the three- and five-year tenors in order to allow for the market impact of
unwinding a portfolio of longer-tenor options, as well as for any differences in the
quality of data provided by OCC’s third party service provider’s dataset, given
that month-end data may be subjected to more extensive validation by the service

provider than daily data.

These proposed changes are described in more detail above. As noted above,
OCC will not commence clearing of OTC Options unless and until the Commission has
approved the modeling enhancements described herein.

I11. Date of Effectiveness of the Advance Notice and Timing for Commission Action

OCC may implement the proposed change pﬁrsuant to Section 806(e)(1)(G) of
the Clearing Supervision Act'' if it has not received an objection to the proposed change
within 60 days of the later of (i) the date that the Commission received the advance
notice or (ii) the date the Commission receives any further information it requested for
consideration of the notice. The clearing agency shall not implement the proposed change
if the Commission has any objection to the proposed change.

The Commission may extend the period for review by an additional 60 days if the
proposed change raises novel or complex issues, subject to the Commission providing the
clearing agency with prompt written notice of the extension. A proposed change may be
implemented in less than 60 days from the date of receipt of the advance notice, or the date

the Commission receives any further information it requested, if the Commission notifies the

& 12 U.S.C. 5465(e)(1)(G).
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clearing agency in writing that it does not object to the proposed change and authorizes the
clearing agency to implement the proposed change on an earlier date, subject to any
conditions imposed by the Commission. |
The clearing agency shall post notice on its website of proposed changes that are
implemented.
The proposal shall not take effect until all regulatory actions required with
respect to the proposal are completed.'”

Iv. Solicitation of Comments

Interested persons are invited to submit written data, views and arguments
concerning the foregoing. Comments may be submitted by any of the following
methods:

Electronic Comments:

e Use the Commission’s Internet comment form

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

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

OCC-2013-803 on the subject line.

Paper Comments:

* Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities
and Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number SR-OCC-2013-803. This file
number should be included on the subject line if e-mail is used. To help the Commission

process and review your comments more efficiently, please use only one method. The

12 OCC also filed the proposals contained in this advance notice as a proposed rule

change under Section 19(b)(1) of the Exchange Act and Rule 19b-4 thereunder.
See supra note 3.
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Commission will post all comments on the Commission’s Internet website

(http://www.sec.gov/rules/sro.shtml). Copies of the submission, all subsequent
amendments, all written statements with respect to the advance notice that are filed with
the Commission, and all written communications relating to the advance notice between
the Commission and any person, other than those that may be withheld from the public in
accordance with the provisions of 5 U.S.C. 552, will be available for website viewing and
printing in the Commission’s Public Reference Room, 100 F Street, NE, Washington, DC
20549 on official business days between the hours of 10:00 am and 3:00 pm. Copies of
the filing also will be available for inspection and copying at the principal office of OCC
and on OCC’s website (http://www.theoce.com/about/publications/bylaws.jsp). All
comments received will be posted without change; the Commission does not .edit
personal identifying information from submissions. You should-submit only information
that you wish to make available publicly. All submissions should refer to File Number
SR-0CC-2013-803 and should be submitted on or before [insert date 21 days from
publication in the Federal Register].

By the Commission.

Wst‘h E%I\./Iuri;%hg MJ’

Secretary
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69939 / July 5, 2013

Admin. Proc. File No. 3-14999

In the Matter of . ' ORDER GRANTING
ANGELICA AGUILERA EXTENSION

L.

Chief Admini stratlvc Law Judge Brenda P. Murray has moved, pursuant to Commission
Rule of Practice 360(a)(3)," for an extension of time to file an initial decision in this proceeding.?
For the reasons set forth below, we have determined to grant the law judge's motion.

On August 29, 2012, we issued an Order Instituting Proceedings against Angelica
Aguilera, a former shareholder, financial and operations principal, and president of LatAm
Investments Inc., a broker-dealer formerly registered with the Commission, alleging that she
failed reasonably to supervise two LatAm employees who engaged in a fraudulent markup and
markdown scheme to defraud two Brazilian public pension funds and another foreign
institutional customer in the offer, purchase, and sale of structured notes.> The OIP directs the
presiding law judge to file an initial decision no later than 300 days from the date of service of
the OIP. On June 6, 2013, Chief Law Judge Murray filed a motion stating that the initial
decision is due on July 1, 2013, and requesting a thirty-day extension.

! 17CF.R. §201.360(a)3).

2 The motion seeks extensions with respect to two pending matters. We address the motion

regarding the other matter in a separate order.

> The OIP seeks to determine whether to impose sanctions for Aguilera's supervisory failure

under Exchange Act Sections 15(b) and 21B, 15 U.S.C. §§ 80o(b), 78u-2.
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II.

Rules of Practice 360(a)(2) and 360(a)(3) are intended to enhance the timely and efficient
adjudication and disposition of Commission administrative proceedings by setting deadlines for
administrative hearings.4 The rules further provide, however, for extensions under certain
circumstances, if supported by a motion from the Chief Administrative Law Judge and we
determine that "additional time is necessary or appropriate in the public interest,™

In the motion, Chief Judge Murray states that she "expect|s] that Aguilera will be
completed at, or very close to the due date." She "request[s] a thirty-day extension out of an
abundance of caution.” Under the circumstances, it appears appropriate in the public interest to
grant the Chief Administrative Law Judge's request and to extend the initial decision deadline.

Accordingly, IT IS ORDERED that the deadline for filing the initial decision in Angelica
Aguilera is extended to July 31, 2013.

By the Commission.

Usegubtte . Yooy

Elizabeth M. Murphy
Secretary

See Adopting Release, Securities Act Rel. No. 8240, 2003 SEC LEXIS 1404, at *5-7 (June
11, 2008).

. > 17 CF.R. §201.360(2)(3).




before the
SECURITIES AND EXCHANGE COMMISSION

. UNITED STATES OF AMERICA

SECURITIES ACT OF 1933
Release No. 9413 / July 5, 2013

SECURITIES EXCHANGE ACT OF 1934
Release No. 69940 / July 5, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3621 / July 5, 2013

INVESTMENT COMPANY ACT OF 1940
Release No. 30591 / July 5, 2013

Admin. Proc. File No. 3-15015

In the Matter of
MICHAEL BRESNER, ORDER GRANTING
. RALPH CALABRO, EXTENSION
JASON KONNER, and
DIMITRIOS KOUTSOQUBOS

I.

Chief Administrative Law Judge Brenda P. Murray has moved, pursuant to Commission
Rule of Practice 360(a)(3),' for an extension of time to file an initial decision in this proceeding.’
For the reasons set forth below, we have determined to grant the law judge's motion.

On September 10, 2012, we issued an Order Instituting Administrative and Cease-and-
Desist Proceedings against Michael Bresner, an Executive Vice President and Head of
Supervision at JP Turner & Company, LLC ("JP Turner"), a registered broker-dealer, and a
person associated with JP Turner & Company Capital Management, LLC ("JP Turner Capital”),
a registered investment adviser; and Ralph Calabro, Jason Konner, and Dimitrios Koutsoubos,
each a former registered representative of JP Turner. The OIP alleges that, between January 1,

' 17 CFR. § 201.360(a)(3).

2 The motion seeks extensions with respect to two pending matters. We address the motion
. regarding the other matter in a separate order.
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2008 and December 31, 2009, Calabro, Konner, and Koutsoubos churned the accounts of seven
customers, without regard to the customers' conservative 1nvestment objectives and low or
moderate risk tolerances, in violation of the antifraud provisions.” The OIP further alleges that
Bresner failed reasonably to superv1se Konner and Koutsoubos with a view to preventing and
detecting their antifraud violations.*

The OIP directs the presiding law judge to file an initial decision no later than 300 days
from the date of service of the OIP. On June 6, 2013, Chief Law Judge Murray filed a motion
stating that the initial decision is due on July 11, 2013 and requesting a ninety-day extension.

II.

Rules of Practice 360(a)(2) and 360(a)(3) are intended to enhance the timely and efficient
adjudication and d15p051t10n of Commission administrative proceedings by setting deadlines for
administrative hearings.” The rules further provide, however, for deadline extensions under
certain circumstances, if supported by a motion from the Chief Administrative Law J udge and
we determine that "additional time is necessary or appropriate in the public interest.”

In her motion, Chief Judge Murray states that "[1]t is certain that [the presiding law
judge], who expects to begin a lengthy hearing on July 8, will need an additional ninety days to
issue an Initial Decision in Bresrer." Under the circumstances, it appears appropriate in the
public interest to grant the Chief Administrative Law Judge s request and to extend the initial
decision deadline.

Accordingly, IT IS ORDERED that the deadline for filing the initial decision in Michael
Bresner is extended to October 9, 2013.

By the Commission.

Yogpea 71 Morpfig

Elizabeth M. Murphy
Secretary

3 Section 17(a) of the Securities Act of 1933, 15 U.S.C. § 77q(a); Section 10(b) of the
Securities Exchange Act of 1934, Id. § 78](b); and Exchange Act Rule 10b-5, 17 CF.R. §
240(.10b-5.

*  The OIP seeks to determine whether to impose sanctions for Bresner's supervisory failure

under Exchange Act Sections 15(b) and 21B, 15 U.S.C. §§ 780(b), 78u-2, and Sections 203(f)
and (k) of the Investment Advisers Act of 1940, Id. §§ 80b-3(f) and (k).

> See Adopting Release, Securities Act Rel. No. 8240, 2003 SEC LEXIS 1404, at *5-7 (June
11, 2008).

"II' 6 17 C.F.R. § 201.360(a)3).




. SECURITIES AND EXCHANGE COMMISSION

[Releasei No. PA-50; File No. S7-05-13]

Privacy Act of 1974: Systems of Records.

AGENCY: Securities and Exchange Commission.

ACTION: Notice to revise two existing systems of records.

SUMMARY: In accordance with the requirements of the Privacy Act of 1974, as amended, 5
U.S.C. 552a, the Securities and Exchange Commission (“Commission” or “SEC”’) proposes to
revise two existing systems of records: “Freedom of Information and Privacy Act Requests
(SEC-24)” and “Backup Care Emp]oyeé and Family Records (SEC-66)”, both of which were last

published in the Federal Register Volume 77, Number 211 on Wednesday, October 31, 2012.

DATES: The proposed systems will become effective [insert date that is 40 days after

publicatioﬁ‘i‘r‘l the Federal Register] unless further notice is given. The Commission Wiii‘publish
a new notice if the effective date is delayed to review comments or if changes are made based on

comments received. To be assured of consideration, comments should be received on or before

[insert date that is 30 days after publication in the Federal Register].
ADDRESSES: Comments may be submitted by any of the following methods:

Electronic Comments:

o Use the Commission’s Internet comment form (http:// www sec.gov/rules/other,shimi); or

o Send an e-mail to rule-commentsusec.gov. Please include File Number $7-05-13 on the

subiect line.

Paper Comments:

Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, U.S. Securities and

. Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090. All submissions should

2 of 1.



refer to File Number $7-05-13. This file number should be included on the subject line if e-mail
is used. To help us process and review your comments more efficiently, please use only one
method. The Commission will post all comments on the Commission’s Internet website

(hitp:/fwww.sec.gov/rules/other.shtml). Comments are also available for website viewing and

printing in the Commission’s Public Reference Room, 100 F Street, NE, Washington, DC 20549,
on official business days between the hours of 10:00 am and 3:00 pm. All comments received
will be posted without change; we do not edit personal identifying information from
submissions. You should submit only information that you wish to make available publicly.
FOR FURTHER INFORMATION CONTACT: Todd Scharf, Associate Director and Acting
Chief Privacy Officer, Office of Information Technology, 202-551-8800.
SUPPLEMENTARY INFORMATION:

The Commission proposes to revise two existing systems:of récords, “Freedom of
Information and Privacy Act Requests (SEC-24)” and “Backup Care Employee and Family

Records (SEC-66)”.

The Freedom of Information and Privacy Act Requests (SEC-24) system of records
consists of records used by Commission staff to process FOIA and Privacy Act requests and
appeals, and to prepare reports to the Department of Justice, the Office of Management and
Budget, and other oversight entities on the Commission’s FOIA and PA activities. A
substantive change to SEC-24 has been incorporated to expand routine use No. 15 to include the
National Archives and Records Administration, Office of Government Information Services

(OGIS) second statutory mission of reviewing administrative agency policies, procedures and

compliance with FOIA.




The Backup Care Employee and Family Records (SEC-66) system of records contains
records of current SEC employees who voluntaril.y sign up for backup care benefits and their
family members for whom care is needed. A substantive change to SEC-66 has been made to the
Categories of Records, deleting “physician’s medical form™ and “medical identification
number”, and updating other types of records maintained in the system.

The Commission has submitted a report of the amended systems of records to the
appropriate Congressional Committees and to the Director of the Office of Management and
Budget (“OMB”) as required by 5 U.S.C. 552a(r) (Privacy Act of 1974) and guidelines issued
by OMB on December 12, 2000 (65 FR 77677).

Accordingly, the Commission is proposing to revise two existing systems of records to
read as follows:

SEC-24 U K
SYSTEM NAME:
Freedom of Information and Privacy Act Requests.

SYSTEM LOCATION:

Securities and Exchange Commission, Office of Freedom of Infonnation Act (FOIA) Services,
100 F Street, NE, Washington, DC 20549. Other offices involved in the processing of requests
may also maintain copies of the requests and re]ateq internal admini‘strative records.
CATEGORIES OF INDIVIDUALS COVERED BY THE SYSTEM:

Records are maintained on persons requesting information from the Commission pursuant to
provisions of the Freedom of Infonn{«.ltion Act; persons who are the subject of Freedom of

Information Act requests; individuals who have submitted requests for information about



themselves or on behalf of an individual under the provisions of the Privacy Act of 1974; and
individuals filing an administrative appeal of a denial, in whole or part, of any such request.
CATEGORIES OF RECORDS IN THE SYSTEM:
Records received, created or compiled in processing FOIA and PA requests or appeals, including
internal memoranda, correspondence to or from other Federal agencies, correspondence and
response letters, appeal of denials under the FOIA, request for amendment of records under the
Privacy Act, appeal for denials under the Privacy Act, appeal determinations, and electronic

| tracking data. These records may contain personal information retrieved in response to a request
including requesters’ and their attorneys' or representatives' names, addresses, e-mail, telephone
numbers, and FOIA and PA case numbers; office telephone numbers of SEC employees and
contractors; Names, telephone numbers, and addresses of the submitter of the information
requested; Unique case identifier; Social security number; or other identifier assigned to the
request or appeal.
AUTHORITY FOR MAINTENANCE OF THE SYSTEM:
5 U.S.C. 552, and 352a; Executive Order 9397.
PURPOSE(S):
The records are used by Commission staff to process FOIA and Privacy Act requests and
appeals, and to prepare reports to the Department of Justice, the Office of Management and
Budget, and other oversight entities on the Commission’s FOIA and PA activities.
ROUTINE USES OF RECORDS MAINTAINED IN THE SYSTEM, INCLUDING

CATEGORIES OF USERS AND THE PURPOSES OF SUCH USES:




1.

In addition to those disclosures generally permitted under 5 U.S.C. 552a(b) of the Privacy Act,
these records or information contained therein may specifically be disclosed outstde the

Commission as a routine use pursuant to 5 U.S.C. 552a(b)(3) as follows:

To appropriate agencies, entities, and persons when (a) it 1s suspecte;d or confirmed that the
security or confidentiality of information in the system -of records has been compromised; (b)
the SEC has determined that, as a result of the suspected or confirmed compromise, there is a
risk of harm to economic or property'intérests, identity theft or fraud, or harm to the security
or integrity of this system or other systems or programs (whether maintained by the SEC or
another agency or entity) that rety upon the compromised infonnation; and (c) the disclosure
made to such agencies, entities, and persons is reasonably necessary to assist in coﬁnection |
with the SEC’s efforts to respond to the suspected or confirmed compromise and prevent,
minimize, orremedy such harm. . ‘ SEn
To other federal, state, local, or foreign law enforcement agencies; securities self-regulatory
organizations; and foreign financial regulatory authorities to assist in or coordinate regulatory
or law enforcement activities with the SEC.

To national securities exchanges and national securities associations that are registered with

- the SEC, the Municipal Securities Rulemaking Board; the Securities Investor Protection

Corporation; the Public Company Accounting Oversight Board; the federal banking
authorities, including, but not limited to, the Board of Governors of the Federal Reserve
System, the Comptroller of the Currency, and the Federal Deposit Insurance Corporation;
state securities regulatory agencies or organizations; or regulatory authorities of a foreign

government in connection with their regulatory or enforcement responsibilities.




In any proceeding where the federal securities laws are in issue or in which the Commission,
or past or present members of its staff, is a party or otherwise involved in an official capacity.
To a federal, state, local, tribal, foreign, or international agency in response to its request for
information concerning the hiring or retention of an employee; the issuance of a security
clearance; the reporting of an investigation of an employee; the letting of a contract; or the
issuance of a license, grant, or other benefit by .the requesting agency, to the extent that the
information is relevant and necessary to the requesting agency's decision on the matter.

To any persons during the course of any inquiry, examination, or investigation conducted by
the SEC’s staff, or in connection with 