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FRAUD IN THE MICRO-CAPITAL MARKETS,
INCLUDING PENNY STOCK FRAUD

MONDAY, SEPTEMBER 22, 1997

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Committee met, pursuant to notice, at 1:35 p.m., in room
SD-342, Dirksen Senate Office Building, Hon. Susan M. Collins,
Chairman of the Subcommittee, presiding.

Present: Senators Collins and Cleland.

Staff Present: Timothy J. Shea, Chief Counsel/Staff Director;
Mary D. Robertson, Chief Clerk; lan Simmons, Counsel; Dennis
McCarthy, Investigator; Kirk Walder, Investigator; Lindsey
Ledwin, Staff Assistant; Jeffrey S. Robbins, Minority Chief Coun-
sel; Bob Roach, Counsel to the Minority; Rachel Sullivan (Senator
Glenn); Jonathan Frenkel (Senator Glenn); Barbara Olson (Senator
Nickles); Steve Diamond (Senator Collins), Bill Greenwalt (Senator
Thompson), Ann Rehfuss (Senator Cochran); Michael Loesch (Sen-
ator Cochran); Kevin Franks (Senator Cleland); Wayne Howell
(Senator Cleland); and Barbara Perkins (Senator Levin).

OPENING STATEMENT OF SENATOR COLLINS?

Senator CoLLINS. The Subcommittee will please come to order.
We expect Senator Cleland to be with us very shortly, but in the
interest of time, | am going to begin.

Today, the Subcommittee will launch an investigation of securi-
ties fraud into what is known as the micro-capital markets. For
those unfamiliar with the arcane terminology of Wall Street, the
micro-cap segment of the market includes small companies with
relatively low market values. It includes but is not limited to penny
stocks.

These hearings are both the continuation of a tradition and a
look to the future. They are a continuation a tradition because of
our Subcommittee’s long history of investigating security scams
aimed at small investors. They are a look to the future because we
will be examining new and growing abuses in our capital markets.

These hearings are also timely. Last fall, Federal prosecutors
charged 46 individuals with stock fraud in New York. In May of
this year, a 20-State task force acted to shut down some of the
worst of the firms engaged in stock manipulation. And less than 3
weeks ago, on September 4, the Wall Street Journal published a

1The prepared statement of Senator Collins appears in the Appendix on page 55.
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lengthy story entitled, “Despite Reforms, Penny Stock Fraud is
Roaring Back.”1 That story noted the very disturbing fact that in-
vestors may lose as much as $6 billion annually due to penny stock
fraud, more than triple the 1980’s peak.

We conduct these hearings against the backdrop of a booming
stock market and a new generation of unseasoned investors. Hid-
den beneath the rising tide of the market, micro-cap fraud rep-
resents a pernicious undercurrent that potentially affects thou-
sands of American families. Many of these families are, for the first
time, investing their hard-earned money to save for skyrocketing
tuition costs, unforseen medical expenses, and lengthier retire-
ments. While we have the safest and the most successful capital
markets in the world, the irony is that public confidence in our
markets actually creates opportunities for con artists to exploit the
unwary.

Micro-cap fraud not only harms the small investor, it also has
the potential to harm small companies. As this type of fraud in-
creases, the willingness to invest in emerging enterprises decreases
and legitimate companies are denied the capital which is the life
blood of our free market system.

How exactly do these scams work? Unscrupulous brokerage
firms, often operating through intermediaries, purchase large
amounts of stock in a small company. The stock is virtually worth-
less or of very limited value, but the brokers act to drive its price
higher by aggressively cold-calling thousands of unsuspecting indi-
viduals, many of whom have little or no prior investment experi-
ence.

In repeated cold calls, the scam artists hammer away at the in-
vestor on the telephone, promising glowing returns and empha-
sizing the need for immediate action. The inevitable result of these
aggressive sales tactics is to push the stock price higher, at which
point the brokerage firms’' insiders dump their shares, leaving the
public with worthless securities and the brokers with millions in
ill-gotten gains.

Scratch the surface of a stock manipulation scheme and you will
inevitably find false or exaggerated information. If you doubt the
potentially tremendous impact of false information, consider the $6
billion Bre—X scam. In that instance, phony reports about the gold
content of the company’s mines drove the price of the stock from
a few pennies to $240 per share, until the fraud was exposed and
the stock fell back down to earth. As you can imagine, the so-called
unsophisticated investors who rode the stock down hit the ground
with a thud.

Coercive cold-calling and spreading false information are not the
only tactics used by boiler rooms engaged in stock manipulation.
Other practices which | expect we will hear testimony on today in-
clude making unauthorized purchases in consumers’ accounts, re-
fusing to execute sell orders in order to maintain a stock's upward
momentum, using unlicensed persons who are paid under the table
for making sales, and bribing brokers to recommend the stock
being manipulated to their unsuspecting consumers.

1Exhibit 5 appears in the Appendix on page 345.



3

One particularly troubling problem that we will hear about today
is the difficulty that regulators have in driving unethical brokers
out of the industry. When a boiler room operation is closed down,
often after lengthy proceedings, it is unfortunately common for the
employees to show up in a host of new firms. Not unlike a grade-
B science fiction movie, Killing one of these monsters only seems
to create a new army of them. Our regulatory system must ensure
that when a broker participates in this type of fraud, he or she is
not allowed to remain in the industry and once again pick the
pockets of unwitting investors.

There are a number of other regulatory questions that we must
consider. For example, should the large Wall Street clearing houses
that process transactions for penny stock brokerage firms have
more of a role and responsibility in stopping fraud and manipula-
tion in the micro-cap markets? How effective has the 1990 penny
stock legislation been in limiting abusive practices? More specifi-
cally, since that legislation applies only to stocks selling for $5 or
less, has the fraudulent activity simply moved to somewhat higher
price stocks, also traded in the micro-cap market? What more
should be done to police the bulletin board markets?

While we are confronted with many complex issues, we are in-
deed fortunate to have an outstanding set of witnesses who are
well-qualified to address those issues. We will first hear today from
the Hon. Arthur Levitt, Jr., the distinguished Chairman of the
United States Securities and Exchange Commission.

We will then hear from three individual investors who were vic-
timized by fraudulent practices and who have kindly agreed to
share their experiences with us.

Finally, we will hear from two other regulators, Mr. Barry Gold-
smith, the Executive Vice President for Enforcement of NASD Reg-
ulation, the regulatory arm of the Nasdaq market, and Mr. Joseph
Borg, the Director of the Alabama Securities Commission, who will
present the very important perspective of the States.

As we proceed with today’s hearings, as well as with future ses-
sions on securities fraud, we should remember that this Sub-
committee has a dual role. Mindful of Justice Brandeis's observa-
tion that sunlight is the best disinfectant, we have a responsibility
to expose abusive practices so that the American people can be on
guard against them.

We also have the obligation to determine whether our current
regulatory scheme affords adequate protection to an ever-growing
investing public. As | noted earlier, this Subcommittee has a proud
tradition of looking out for the interests of small investors and |
am determined, as the new Chair of this Subcommittee, to continue
that tradition.

In carrying out our responsibilities, we are indeed very fortunate
to have the participation of my colleague from Georgia, Senator
Cleland. As Secretary of State, Senator Cleland oversaw securities
regulation in Georgia, a State that has been in the forefront of the
battle against penny stock fraud. His experience and his leadership
and commitment in this area will be an invaluable asset to the
Subcommittee.

I would now like to turn to the Senator for any comments that
he might have.
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OPENING STATEMENT OF SENATOR CLELAND1?

Senator CLELAND. Thank you very much, Madam Chairman. Mr.
Levitt, it is nice to see you.

Ladies and gentlemen, one of the wonderful pleasures of serving
in the Senate is to serve with great talented people like Senator
Collins, who has a flair for quotes. | often find myself quoting her.
We are cosponsors of the McCain-Feingold bill, which has found a
new life based on the full Governmental Affairs Committee. She
had a great quote on the floor of the Senate the other day about
the $50 billion tax handout to the tobacco companies, a quote from
Harriet Beecher Stowe, that “like Topsy, she was not born, she just
was.” | thought that was pretty good. | love your Brandeis quote
now about sunlight is the best disinfectant. | think that is probably
a great prelude to these hearings.

Senator Glenn would like to be here. He has a strong interest in
the matters we will be discussing, but he asked me to be the rank-
ing member here on our side.2

Madam Chairman and Members of the Subcommittee, it is a
pleasure for me to be here today seeking information and, hope-
fully, some solutions to a major problem that has faced our country
for years. | did serve as Georgia’'s Secretary of State and Commis-
sioner of Securities for many years. | was responsible for admin-
istering Georgia’s security laws and providing investor protection
for our residents.

The securities markets are an integral part of our Nation’'s econ-
omy and we have experienced tremendous growth, as has been ob-
served, in these markets. In fact, this year alone, the markets have
reached an all-time record. Unfortunately, these successes have led
to a tremendous increase in fraud and abuse.

In 1990, for example, only about 18 percent of all Americans
were investing in equities. Today, | understand that some 31 per-
cent of all Americans are now investing in equities and that one
in three households now own securities. Just as recently as 1992,
the daily share volume for the New York Stock Exchange and
Nasdaqg was only about 200 million shares a day. Today, the New
York Stock Exchange and the Nasdaq market consistently trade in
excess of 500 million shares. At the end of 1996, the market cap-
italization of Nasdaq was over $1.5 trillion, more than a three-fold
increase from $508 billion at the end of 1991.

The securities markets would not exist without public confidence
in the integrity of the professionals who work in and manage these
markets. | salute these professionals and commend them for their
efforts in promoting and encouraging a strong securities market
that provides the capital to make our country grow and provide
economic security for our citizens.

While there are justifiable criticisms of the markets, the purpose
of these hearings is to deal with a few bad apples, not to force regu-
latory changes that would be burdensome and a hindrance to legiti-
mate capital formation.

1The prepared statement of Senator Cleland with attachments appears in the Appendix on
page 58.
2The prepared statement of Senator Glenn appears in the Appendix on page 107.
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The success of our markets is shown by the billions of dollars
that change hands each day, either from a telephone call, a head
nod, or a handshake, which clearly reflect the trust and confidence
we have placed in their integrity. Should this integrity be replaced
with mistrust, our confidence would erode in the markets, as well
as the American economy would ultimately suffer.

We now have, beyond any doubt, the best securities markets in
the world and it is very important we strive to keep these markets
strong and the playing field level in order to give all of our inves-
tors an opportunity to be successful in the market. The confidence
in our securities markets results, in part, because of the excellent
cooperation that has existed between State and Federal Govern-
ment regulators and self-regulatory organizations. This regulatory
partnership has proven to be one of the most efficient and effective
regulatory collaborations in the country.

Substantive securities regulation in this country began at the
State level, as a matter of fact. It was in 1911, the State of Kansas
enacted the Nation'’s first blue sky law. Other States quickly adopt-
ed their own version of such legislation. In 1929, as a result of the
stock market crash, Congress began a series of legislative efforts
that encompass the body of law known today as the Federal securi-
ties laws.

In the 1970’'s, a major cooperative effort was initiated between
the States, the SEC, and the NASD and the stock exchanges. The
results of this effort include a uniform competency exam that allow
an individual to take one examination accepted in all the States,
uniform registration forms that allow a firm or an individual to use
the same forms for the States, the SEC, and the self-regulatory or-
ganizations, and a Central Registration Depository, CRD, that al-
lows for an automated one-stop registration filing system.

Georgia was one of the initial supporters of the CRD. This reg-
istration and licensing process provides an efficient and uniform
process that compliments the fundamental purpose of State and
Federal securities laws to provide investor protection and foster the
confidence that will encourage the investments necessary for cap-
ital formation, economic growth, and job creation.

For a regulatory program to be successful, you must have vig-
orous enforcement. When the securities laws were framed in the
1930’'s and 1940's, Congress wisely realized that there would never
be enough “cops on the beat” in the form of government-paid secu-
rities regulators but that it would be necessary for the private bar
to enforce the law on behalf of defrauded citizens. It is these attor-
neys who, in the words of SEC Chairman Levitt, “serve a crucial
role as a deterrent and are a vital supplement to the Committee’s
enforcement resources.”

In testimony before Congress and in court documents, the SEC
has repeatedly emphasized the critical role of the private lawsuit.
However, despite the best efforts of the SEC, the 50 State securi-
ties agencies, and the SROs, there continues to be an unacceptably
high level of fraud and abuse in today’s capital markets. Recently,
top securities watchdogs in the United States have warned inves-
tors that the explosion in the stock market has brought a sharp
rise in securities sales fraud and stock price manipulation.
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At a town meeting in Los Angeles, Mr. Levitt cautioned that in-
vestors are “more vulnerable than ever to fraud.” This concern has
been echoed by others who point to a disturbing rise in the level
of securities fraud and allege that organized crime is seeking a
foothold in certain sectors of the marketplace.

What is unusual about the increasing evidence of wrongdoing in
the stock market is that shady practices tend to go unnoticed in the
days of a strong bull market. Usually, the misconduct is uncovered
only after a sharp sustained market drop similar to that of 1987.
This has the regulatory community wary about what it would face
should the stock market collapse.

In the past 5 years, the number of stockbrokers doing business
in the United States has grown by 50 percent, to some 650,000.
However, during the same time period, the regulatory staffs of the
Securities and Exchange Commission and the National Association
of Securities Dealers grew just 18 percent.

Let us all understand who suffers in cases of security fraud. It
is retirees living on fixed incomes, young families struggling to
make ends meet and save for their children’s education, teachers,
factory workers, and bankers. Each day, devastating cases are
brought to the attention of securities regulators, law enforcement
officers, and the private bar. Indeed, I am convinced that financial
fraud is a serious and growing problem.

Today’s hearing will focus on micro-cap fraud, as Senator Collins
has mentioned. This is a new and modern term we are famous for
here in Washington for what we have known for years as penny
stock fraud. In Georgia talk, we call it cheating and stealing.

In the late 1980's, as Secretary of State, | directed a series of
public hearings to focus on the penny stock fraud taking place in
Georgia. We heard substantial evidence about serious securities
violations involving misrepresentations, omissions to State material

. enough about illegalities. What they were doing was lying,
cheating, and stealing and swilling our citizens out of their hard-
earned money.

In the Governmental Affairs Committee, we have been looking at
the campaign finance fraud and the terms hard money and soft
money are used. Here, we are talking about hard money, the hard-
earned money of our citizens and investors. Of course, this hard-
earned money comes from them to provide capital for economic
growth, not only that, but unfortunately, a lot of that money goes
off to those who would line their own pockets for ill-gotten gain.

This led me, when | was Secretary of State, to recommend a se-
ries of changes to strengthen Georgia’s securities laws. These rec-
ommendations were unanimously enacted as amendments to the
Georgia Securities Act and gave my staff more tools to effectively
deal with penny stock fraud.

In 1990, the SEC recommended and Congress enacted penny
stock reform. The resulting reforms, both State and Federal, were
effective for a few years. However, these crooks are clever. They ac-
cumulate their wealth by stealing, not with a gun but with a tele-
phone and a fast line and often through threats and intimidations.
It did not take long for them to figure out how to avoid the reform
requirements.
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Now we see the micro-cap fraud being perpetrated by rogue bro-
kers making cold calls all over the country, promising people that
they can get rich quick in today’s growing market. They use the
success of the legitimate market to demonstrate the misrepre-
sented potential for trade in their presentations. They say what-
ever it takes to close the sale. They take advantage of honest, hard-
working people trying to live the American dream who make hon-
est money in the market.

I recognize the right of investors to seek legal remedies against
those persons selling fraudulent securities. 1 have supported an in-
vestor’s right to seek redress through mediation, arbitration, and
civil litigation. While | worked to streamline the regulatory process
in Georgia, | opposed amendments to Federal regulations that
would have impaired the ability of a State to protect its investors.
However, in 1995, as Secretary of State and Commissioner of Secu-
rities in Georgia, | opposed S. 240, the Private Securities Litigation
Reform Act.

It appears that we are now seeing a move to preempt existing
State securities laws by extending the Private Securities Litigation
Reform Act of 1995 to the States. It is not yet clear whether this
Act will provide sufficient protection to defrauded investors. The
main concern here is if the courts ultimately interpret it in a way
that makes recoveries under the Federal law impossible, State rem-
edies will be the only means for defrauded investors to redress
their injuries.

In the 19 months since its passage, the new Act has barely been
tested, with no trials, no appellate decisions on substantive provi-
sions, no summary judgments, and few decisions on any of its pro-
visions. It will take more time to adequately assess this law's im-
pact as the courts struggle to interpret its provisions.

The Congress did an excellent job of balancing competing inter-
ests in the adoption of the National Securities Market Reform Act
of 1996. | have always favored improvements in the regulatory sys-
tem that do not curtail enforcement efforts to protect investors. The
current efforts by some industry segments to preempt a State’s role
in the registration and licensing of broker-dealers and sales rep-
resentatives would seriously impede the authority of the States to
protect their residents from unscrupulous firms and brokers.

I am confident that the SEC will find in its report that the States
are an integral part of the regulatory process and that it would be
a mistake to hamper our State regulators by removing their juris-
dictional authority over broker-dealers. | have several suggestions
as to where to go from here.

Investor education—I am interested in new and innovative ways
to educate the public about the securities markets and the risks as-
sociated with investment opportunities. A program of this type
must be fully supported by the regulators and the industry.

The CRD system—modernization of the Central Registration De-
pository should be one of the highest priorities of the regulators.
Quality information made promptly available to regulators is often
the key to a successful investigation and prosecution of violations.
The CRD must be able to deliver both data and analytical reports
in order for it to be successful as a regulatory tool. | encourage reg-
ulators to continue support for a viable customer complaint data-
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base that will provide information that could be useful in multi-
State investigations.

Another point is the administrative process. The administrative
process provides regulators with the most effective tools to inves-
tigate misconduct and to discipline those firms and individuals who
commit violations. However, regulators must not misuse or abuse
the administrative process and the process must not be viewed as
the ultimate weapon to deter fraud in the securities business.

Civil actions—the filing of civil actions against firms and individ-
uals who commit violations appears to have been the remedy of
choice for the SEC. | think it is time to study the effectiveness of
the civil process in dealing with serious fraudulent conduct by such
firms and individuals.

Criminal prosecution—the filing of criminal complaints and the
seeking of indictments against rogue brokers and con artists will
be the most effective tool to deter this type of criminal activity. |
strongly encourage regulators to work with local, State, and Fed-
eral prosecutors in developing coordinated investigations and pros-
ecutions. Also, State and Federal task forces could also provide a
opportunity in demonstrating to criminals that justice will prevail.

The taping of sales presentations—I commend NASD for its re-
cent recommendation to require certain firms to tape sales presen-
tations by certain brokers. The taping of these potential problem
brokers is a positive step toward better investor protection.

Cold call practices—this is not campaign finance here, this is
stock brokering here. | also commend the regulators for their ef-
forts to place some limitations and restrictions on cold calls. | en-
courage further monitoring and study regarding the control of cold
calls.

Clearing firms—I question how many investors have been im-
properly influenced to purchase high-risk and speculative securities
by using the name of a prominent firm that is merely acting as a
clearing agent.

Disclosure—disclosure has always been, as Senator Collins,
Madam Chairman, quoted Justice Brandeis, disclosure has always
been the foundation for investors in making investment decisions.
Regulators have done a good job requiring proper disclosure of ma-
terial facts in registered offerings. In fact, some might say that the
quantity of disclosure today may be a deterrent to real meaningful
disclosure. Disclosure in the secondary markets, even by market
makers, has not been effective. | realize that the use of the tele-
phone and market volatility require prompt decisions. However, we
must be sure to find a way for regulators to require that investors
in the public markets be provided with sufficient information prior
to making their investment decision.

The Internet—it is imperative that our regulators have access to
modern technology and provide programs to monitor investment ac-
tivities on the Internet. Cyberspace fraud will be the wave of the
future.

The future of State regulation of securities—I support strong en-
forcement of our securities laws and | am confident the States
must play a major role in these enforcement efforts. 1 want to en-
courage the States to be more flexible in licensing and registration
procedures. | believe in using registration as an enforcement tool,
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but I do not think that States should place unreasonable burdens
on firms and individuals attempting in good faith to become reg-
istered in their jurisdictions. | have been informed of many such
unreasonable and inappropriate tactics. In Georgia, | always in-
sisted that my staff be fair and reasonable in registration and li-
censing matters and tough on fraud enforcement matters. In other
words, reasonable regulation and tough enforcement.

Madam Chairman, thank you for enduring my remarks. This is
the home of the filibuster. I am looking forward to hearing from
Mr. Levitt and others on the ways we can improve our protection
of our investors. Thank you very much.

Senator CoLLINs. Thank you very much, Senator.

[The prepared statement of Senator Cleland follows:]

Senator CoLLINs. Our first witness this afternoon will be the
Hon. Arthur Levitt, the distinguished Chairman of the Securities
and Exchange Commission. Prior to becoming Chairman of the
SEC in July of 1993, Mr. Levitt served as the Chairman of the New
York City Economic Development Corporation from 1989 to 1993
and the Chairman of the American Stock Exchange from 1978 to
1989. Prior to that, Chairman Levitt worked on Wall Street for 18
years. | would also note that Chairman Levitt was once the owner
of a publication very well known here on Capitol Hill, the news-
paper Roll Call: so he is truly a man of diverse talents.

We are truly fortunate that the Chairman could join us this
afternoon and | look forward to his testimony. Because of time con-
straints, | am going to ask Mr. Levitt to limit his oral testimony
to no more than 15 minutes. We will have lights to give you a sign
of when you are getting low on time. In any case, your prepared
testimony will be made part of the record.

Pursuant to Rule 6 of the Subcommittee, all witnesses who tes-
tify are required to be sworn, so at this time, | am going to ask
Mr. Levitt to please stand and raise your right hand.

Do you swear that the testimony that you will give before the
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. LEvITT. | do.

Senator CoLLINS. Thank you. Mr. Levitt, you may proceed.

TESTIMONY OF ARTHUR LEVITT, JR.,! CHAIRMAN, U.S.
SECURITIES AND EXCHANGE COMMISSION

Mr. LeviTT. Chairman Collins, Senator Cleland, thank you for
this opportunity to appear on behalf of the Securities and Exchange
Commission before the Permanent Subcommittee on Investigations.
The foremost mission of the SEC is to protect investors, and so we
are especially grateful for the spotlight you have brought to bear
on this important issue.

It is an unfortunate irony of history that the best markets bring
out the worst elements. The higher the market, the greater inves-
tor optimism, the more opportunities for outright and outrageous
fraud. The Chicago Tribune wrote that an aging bull market al-
ways brings the sleazier elements out of Wall Street's woodwork,
and that was a year ago. As the market continues to soar to new

1The prepared statement of Mr. Levitt appears in the Appendix on page 112.
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levels, each day brings us new challenges in fighting fraud, espe-
cially in the micro-cap and penny stock market.

These hearings are focusing on a matter of paramount impor-
tance to the investing public, and they could not come at a more
opportune time. I commend you for bringing to these hearings the
defrauded investors who sit with us today, because there is nothing
worse for the integrity of our markets, there is nothing worse for
the process of capital formation, which depends so extensively on
trust and confidence in those markets, than the dishonesty, the dis-
tortions created by greed.

I think that even in the days since the printed version of my tes-
timony was completed and submitted to the Subcommittee, our
Commission’s law enforcement efforts have pursued some of the
most audacious frauds conceivable. 1 would like to give you a few
guick examples.

Just last Tuesday, September 16, the Commission obtained emer-
gency judicial relief from a Federal judge in California in the form
of a temporary restraining order and an asset freeze against the
Geneva Group and Nicholas Garcia. We charged the defendants
with a classic pattern of micro-cap fraud, where a shell company
with no apparent business operations was being sold to investors
through high-pressure sales practices, pretending it was a legiti-
mate company with wide-ranging business operations.

The following day, September 17, the Commission filed a securi-
ties fraud action in Federal court in California against five defend-
ants, charging them with involvement in a fraudulent stock leasing
scheme. The complaint alleges that the defendants acquired large
blocks of restricted stock of 18 public companies, promising the
companies that they would pay large monthly rental fees. After
holding the stock for 1 year, the defendants promised to return the
stock to the companies. The defendants then tried to sell the stock
for property, money, or credit. The purchasers of the stock have
suffered losses of at least $9.5 million.

Finally, just last Thursday, in a tale frighteningly similar to a
Hollywood movie script, the U.S. Attorney for the District of Ne-
vada filed a detention motion against a penny stock promoter who
is the target of an ongoing securities and bank fraud and money
laundering investigation. This individual was arrested after re-
corded telephone conversations revealed a plot to arrange an acci-
dent for an accountant who was slated to testify against him at an
upcoming trial.

Allegations of this nature, once relegated to what we used to call
“street crime,” send a shiver through our markets. This is not be-
havior that investors expect from market professionals, from cor-
porate executives. It is not behavior that this Commission will tol-
erate.

I cite these recent cases because they are an indication of some
of the problems facing both civil and criminal law enforcement
agencies every single day, not to mention investors. The remark-
able efficiency, credibility, and success of our capital markets today
has attracted more and more con men and criminals. Our securities
markets are still the most efficient and fairest markets in the
world, and while we must be careful not to be unduly alarmist, the
actions that we have already taken, coupled with the program |
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will outline today, demonstrate the Commission’s resolve to step up
our regulatory and enforcement efforts in this area.

As these cases suggest, fraud among low-capitalization stocks
frequently involves two different but related problems. The first is
aggressive and often fraudulent sales practices, such as lying to
customers or unauthorized trading in their accounts.

The second problem involves manipulation of micro-cap stocks by
brokers, issuers, or promoters. These stocks are often traded in
markets where there are no listing standards; and, in fact, often
the issuer does not file financial reports with the Commission be-
cause it is so small.

The Commission is responding to fraud in the micro-cap market
with a wide-ranging campaign focused on three strategies: preven-
tion, enforcement, and regulatory initiatives. | will discuss each
briefly in turn.

In terms of prevention, the Commission believes it is better to
prevent fraud before the life savings of investors are destroyed
than to simply punish the perpetrators after they have done their
damage. To achieve this, we have conducted aggressive broker-
dealer inspections as well as market and Internet surveillance.

It is not enough, however, for regulators alone to protect inves-
tors. We also have to give investors the tools to protect themselves.
The best tool, in my judgment, is investor education, and that is
why in recent years the Commission has developed an incredibly
aggressive investor education program. We have created a Web site
that offers SEC press releases, investor alerts, litigation releases,
tips on avoiding fraud, and our huge EDGAR database of corporate
information.

We have held 20 town meetings in cities all over America where
thousands of investors come out and for 2 hours sit there and ask
questions about their investments. We had nearly 6,000 investors
in Los Angeles. We have had 2,000 investors near Hamden, Con-
necticut. All over the country, to see investors come and ask ques-
tions that they were embarrassed or ashamed to ask their brokers,
truly tells you what is going on out there.

We have created a toll-free SEC hotline. We have developed a se-
ries of investor education brochures, and 1 am pleased to announce
to you today the release of the latest such brochure, entitled “Cold
Calling:”1 It is going to be distributed to investors nationwide by
the SEC and the North American Securities Administrators Asso-
ciation. We also have brochures on how to buy municipal bonds,
how to buy a mutual fund, and how to pick a broker.

One other vital defensive tool for investors is the broker discipli-
nary database known as the CRD. We are going to do everything
we can to help NASDR head Mary Shapiro fulfill her pledge to im-
prove the CRD and make it available through the Internet.

We have stepped up both our civil and our criminal enforcement
efforts. We are working with criminal authorities as never before,
not merely to kick brokers who steal from innocent investors out
of the business temporarily or permanently but to put them behind
bars where they belong. We are sharing intelligence, pooling re-

1Exhibit 1 appears in the Appendix on page 269.
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sources, and coordinating cases with our fellow law enforcement
agencies.

In the last year alone, for example, we charged or prosecuted
more than 80 individuals in a coordinated effort with the Depart-
ment of Justice. We have also worked closely with the self-regu-
latory organizations, or SROs, State regulators, local prosecutors,
and our foreign counterparts to maximize our resources and stop
micro-cap fraud at its earliest stages.

Finally, we have undertaken a series of regulatory initiatives.
Over the last several months, the Commission staff has worked
with the New York Stock Exchange and the NASD to develop rules
that address problems in this sector of the market. For example,
we think that clearing firms should be more responsive to customer
complaints and should provide more information about the conduct
of firms whose trades they process. We are now considering a New
York Stock Exchange rule that will address these concerns.

We are going to ask market makers trading and broker-dealers
selling securities on the NASD's over-the-counter bulletin board
and the National Quotation Bureau's pink sheets to obtain more
up-to-date information about the issuer before they are allowed to
quote or recommend a stock. We will also be asking the NASD to
evaluate once again standards for securities of companies quoted
on the Bulletin Board.t

The SEC itself is taking a series of dramatic steps to combat
micro-cap fraud and rogue brokers. We are putting the rules gov-
erning the micro-cap market under a magnifying glass to examine
how well they have worked, how to plug the loopholes, and how to
make them work even better. We are focusing greater attention not
only on rogue brokers but on rogue firms, because boiler rooms be-
long in power plants, not in professional brokerage firms.

The keystone of this initiative is the creation of a special Com-
mission-wide working group which will bring together SEC divi-
sions and offices to find better ways to attack these frauds early
on, before they have taken their toll on investors. If our Office of
Compliance Inspections and Examinations finds a pattern of abuse
of one of our small business exemptions, for example, they will im-
mediately work with their counterpart from our Office of Small
Business Policy to determine whether we should change that rule.

The SEC can do a lot, but, especially in this market, we cannot
do it alone. That is why this morning I met with Dick Grasso, the
head of the New York Stock Exchange, Frank Zarb of the NASD,
and the head of the NASAA to ask for their support, as well. In
meeting with them today, they each pledged their commitment to
minimize abuses in the micro-cap market through joint initiatives
with the Commission, the industry, and the States.

There is one other critical challenge presented by micro-cap stock
fraud. We need to control the fraud without damaging the market
for securities of legitimate small businesses. | have always been a
fierce advocate of the interests of small business. | want to assure
Senator Collins and the Subcommittee that | am not about to stop
now. We are going to weigh the needs of small businesses very

1See Exhibit 19 describing subsequent NASD action taken on the Bulletin Board which ap-
pears in the Appendix on page 553.
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carefully as we attempt to close some of the loopholes that have
created these problems.

Madam Chairman, as | noted earlier, in a market like this,
parasites crowd in to feast on the bull's success. While we are
aware of the problem and actively addressing it, we are deeply,
deeply grateful for your interest in focusing public attention on an
issue so important. You have truly shown great leadership.

I look forward to working with you, not just today but in the fu-
ture, and with your colleagues, to eliminate any of the abuses that
you and Senator Cleland have mentioned and others that exist in
the market today. Thank you for this opportunity.

Senator CoLLINs. Thank you very much, Chairman Levitt.

In reading your written testimony and listening to your com-
ments, it struck me that many of the practices that you describe,
whether it is market manipulation or the high-pressure cold calls
or unauthorized transactions or no net sales policies, sound very
much like the practices of a decade ago when | was a cabinet offi-
cial in the State of Maine with responsibility for a department that
included securities regulation. Indeed, to give my friend from Geor-
gia yet another quote, it does remind me of that old Yogi Berra line
that it sounds like deja vu all over again.

This leads me to wonder whether the remedies that we have
tried—whether it be greater disclosure requirements or electronic
monitoring of trades—can only take us so far, since the business
comes down essentially to how brokers treat their customers. So is
it almost impossible to get control of these problems unless we
raise the minimum competency levels and the ethical standards of
the brokerage community.

I want to emphasize that the vast majority of individuals work-
ing in this field are ethical and are looking out for their investors’
best interests; but we have had a continuing problem that does not
seem to go away nho matter how much we enact new administrative
or regulatory or legal reforms.

So starting first with the competency issue, we have no minimum
educational requirements and it has been suggested to me that
passing the entry-level NASD exams can largely be a matter of just
cramming and taking the test often enough. Indeed, when | harken
back to my regulatory days at the State level, it truly was more
difficult in the State of Maine to get a license as a cosmetologist
than as a broker, even though one could argue that recovering from
a bad hairdo is far easier than recovering from bad investment ad-
vice.

But in all seriousness, with brokers engaged in the business of
advising people on what to do, in many cases with their life sav-
ings, where mistakes can have just absolutely devastating con-
sequences, as we are going to hear from some of our witnesses later
today, do you believe that competency requirements for brokers are
sufficiently demanding?

Mr. LEVITT. Senator, you know, | was a stockbroker for a number
of years, and | ran a branch office, and | managed thousands of
brokers, and | have enormous respect for the profession. | think
they have done remarkably well, and the vast, vast majority of the
brokers in America today are extremely competent and the most
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professional in the world. They account for the low cost structure
in our process of capital formation.

I would say that today's brokers are better trained and better
equipped than they have been at any other time in history. They
not only have to take the qualifying examination to begin with, but
through an initiative that was embarked upon jointly among the
Commission, the Securities Industry Association, and the SROs, we
imposed additional requirements for training and retraining in
products that brokers sell—because today, it is not just stocks and
bonds. It is options and derivative instruments and real estate and
insurance and a host of other products, and those brokers have to
be trained on a regular basis in both products and regulations.

I do not believe that the problem is a lack of training. | think
there is some problem in terms of incentives that the firms give to
brokers, which have up to now been largely quantitative, that is,
the more the broker trades, the more he gets paid. That issue, too,
has been addressed by the industry through the recommendations
of the Tully Committee to create other kinds of incentives and to
do away with some of the clear conflicts of interest, such as prod-
uct-specific contests at various firms where a broker gets sent to
Honolulu by selling more of a particular underwriting. They rarely
exist any longer today. Very few brokerage firms offer incentives to
brokers to sell the home-grown product any longer. But | think
more work has to be done in this area. The Commission does not
intend to legislate compensation, but we certainly intend to focus
public attention upon it.

I do not think that the competency levels have to be raised. |
think that the problem is not with the bulk of the brokers. The
problem is with the really bad actors, that no matter what the com-
petency levels were, these are dishonest, crooked people. We have
got to kick them out of the industry and keep them out. We have
to send them to jail. We have to work with the Justice Department,
and this Commission for the first time has conducted joint efforts,
and is presently conducting a joint and public effort with the Jus-
tice Department, to take brokers who have stolen vast amounts of
money from their customers, and not merely to push them out of
the industry but to have them wearing striped suits. That is where
the effort has to be made, in my judgment.

Senator CoLLINs. | really applaud the efforts that you are mak-
ing to work with the Department of Justice and the State Attor-
neys General to bring more criminal prosecutions. But let me fol-
low up on what you just said and ask your opinion on the whole
issue of ethical standards.

It seems to me that as long as we tolerate a sales as opposed to
a “fiduciary” mentality in segments of this industry, we are going
to have problems. In addition, high ethical standards tend to result
as much from tradition as from rules and that is difficult to change
overnight.

But I do have one specific approach that | want to get your reac-
tion to. Why not take a page out of the book of one of your fellow
New Yorkers and institute a zero tolerance policy, making it known
that one serious breach of the rules and you are out of the indus-
try? As the Chairman of the SEC, you could send out the word that
if you turn an account, you are out of the industry. If you know-
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ingly execute an unauthorized transaction, you are gone for at
least, say, 2 years.

If we are going to allow aggressive selling, the consequences of
exceeding the limits should be severe and known to all in the in-
dustry. So why not announce a zero tolerance policy and then fol-
low through with it? It strikes me that what has worked on the
streets of New York might well work in its offices.

Mr. LeviTT. Well, |1 applaud the concern and interest that
underlies that thought. This particular Commission has included
among the foremost initiatives that we have pursued over the last
4 years, our efforts to drive rogue brokers out of the industry and
to raise the standards of professionalism that are part of the indus-
try.

I believe that a broker’'s impact on a person’s life is every bit as
great as a lawyer’s, as his accountant’s, and maybe in some in-
stances as his physician’s, so that | regard this with the same seri-
ousness as you do.

The Commission has been approaching this in a number of new
ways. We have made a major issue of supervision. Every broker
who gets kicked out of the industry or gets suspended and who
then comes back into the industry, represents a responsibility for
a supervisor. If that broker becomes a recidivist and gets kicked
out again, this Commission wants to hold his supervisor respon-
sible. We have brought more supervisory actions than any Commis-
sion in history.

Now, the way we get at this issue is through a cooperative effort.
Because of our limited resources, we can't do it by ourselves. Nor
should we. Because we are talking about a culture, and that cul-
ture can be approached best, in my judgment, with a consensus ap-
proach with State regulators, who are the cops on the beat in the
localities, which is terribly, terribly important, and with the SROs
in the form of the NASD and the New York and the American
Stock Exchanges. And they know that this Commission cares enor-
mously about their level of tolerance of bad practices.

The committee that | have formed today is going to meet within
the next 2 weeks to talk about tightening up on the practices. | do
not know that it will decide to go to zero tolerance because | am
not certain as to which offense or offenses should trigger that.
While | think that churning is a heinous offense, | think there are
others that are even worse.

But | assure you that the industry, working collectively and in
the best fashion to change a culture, will bring about stronger pen-
alties, stronger methods for getting at this problem. And the Com-
mission will be absolutely relentless in terms of pressuring the in-
dustry to raise the standards to see to it that bad brokers do not
enter, and no less can stay, in the industry. And we will move in
the direction of zero tolerance. Whether we arrive there in one fell
swoop is a different question.

Senator CoLLINsS. | really believe that is key, because every time
we try to tighten up on the regulatory scheme through increased
information or more monitoring, we are not really getting at the
underlying problem. It seems to me that the SEC more than any-
one, perhaps, has the ability to force the change in culture that you
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have just described, and | applaud you for your willingness to send
that message very clearly.

In a recent speech, or perhaps it was a newspaper, when you
were talking about the role of the SEC and State regulators, you
made what | thought was a very good point. You said that inves-
tors would be better protected if our response were triggered by
complaints and not by job changes. Do we not need a system that
will trigger action at the time that a disciplinary action is taken
against a broker rather than when the broker changes jobs? For ex-
ample, you could have an unethical broker stay with the same firm
for a very long time. Then he or she is unlikely to come to the at-
tention of regulators. The scrutiny comes when there is the job
change and the relicensing process takes place.

I know that the CRD improvements offer some hope in this area,
but could you elaborate on that?

Mr. LEviTT. Sure. The CRD is the Central Registration Deposi-
tory. I am going to sound a little bit like a Ross Perot imitation
here because | think it is important to get this out to investors.
The telephone number for the CRD is 800-289-9999. This is a cru-
cial part of our investor education effort.

Mary Shapiro, the head of the NASDR and a former Commis-
sioner, made a courageous decision to discard the old system and
design a new one. We are going to have full Internet access in
1998, and | want the entire project done by the end of 1999. By
that time, 1 want 100,000 calls that we now get each year to in-
crease to over a million. I want this to be one of the best-known
800 numbers and Web sites in America, 1-800—-289-9999.

Senator CoLLINs. Let me follow up on that point. When | was
meeting with the investors, the victimized investors who will tes-
tify next, it occurred to me that one way we could help people who
believe they are being ripped off or encountering problems is to re-
quire the account statements that are sent out to have a telephone
number such as the one you have just described or perhaps the
name, address, and phone number of one of the regulators or the
NASD so investors know where to turn for help. Is that something
that you would consider?

Mr. LEVITT. Yes. | think that is a good idea, and that is one of
the notions that we talked about with the self-regulating organiza-
tions. How can we get information out to the public that tells them
that you have got to be careful of this firm, that you have got to
watch this broker, or here is the number that you should call, and
please call it before you do business with a new broker that you
have never met.

Now, | urge in every way, in every forum | get, that an investor
who does business with a broker over the telephone that he or she
has never met before is just making a terrible mistake. | encourage
that linkage between a customer and a broker. Know your broker.
Call up and find out whether he or she has had a regulatory prob-
lem, and do you really want to entrust your life's savings to some-
one who has been kicked out of the industry or disciplined or has
been the object of hundreds of investor complaints?

That is what we have got to get investors to begin to do. The in-
formation is there. We are committed to making that information
more visible, more available, more usable, and the form that you
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suggest, | think, is a good one; and we are going to consider it.
Whether the confirmation slip is already too jumbled to be mean-
ingful, whether we are talking about a mailing that would go with
the confirmation, I am not sure, but it is that concept of revealing
to investors brokers who have a problem, is one that is high on our
list of priorities.

Senator CoLLINS. Let me ask you just one more question before
turning to my colleague, Senator Cleland. Your new brochure is ex-
cellent. I was leafing through it as you were describing it, and I
think it would, in fact, help investors to be very cautious. But I
wonder how many investors are actually going to see this brochure.
Would there be merit in requiring a broker or a brokerage firm
which is doing a great deal of cold calling to be required to send
this information out to people who are opening new accounts?

I am trying to think of a way to make sure that it gets to the
people who need to read it. It is very good. It would certainly warn
people of the dangers of responding to a cold call pitch. But if in-
vestors do not get it, if it does not reach them, then it is of little
value. So what would you think of actually requiring investor edu-
cation materials to be included with account statements or in some
way distributed by firms that do a great deal of cold calling?

Mr. LEvITT. | think a phone in the hand of these cold callers is
as dangerous to the public as a car in the hands of drunk drivers.
Just the other day, a friend of mine told me of a cold call that he
got at 7:15 in the morning, and he said, “How dare you wake me
up at this hour.” The broker said, “It is the early bird that gets the
worm.” It is that kind of cavalier approach that, I think, bears on
a culture that has got to be discouraged.

We certainly are going to encourage wide distribution of that cold
calling brochure. We are going to encourage it without forcing it.
I think, again, the strategy of the Commission has been to mobilize
the best instincts of the industry, which is mindful of these percep-
tual problems. The bulk of the firms in America today would have
nothing to do with brokers who abuse the cold calling privilege, in
effect, and it is only firms that are really outlaw firms that cast
a reputational stigma upon the industry.

I think we have got to bring and encourage the NASD and the
New York Stock Exchange to bring cases against violators of the
cold calling culture. Cold calling is a function of American business,
and | would not dare say no calling should take place. It should.
It has an appropriate place.

Now, | think it is wrong, however, to have a battery of cold call-
ers who may be kids in high school or in college who are not
trained, who do not have to pass any of the tests that a broker has
to pass, out there cold calling and turning the account over to a
broker they work for or, indeed, illegally making the sale them-
selves. That we are going to nip in the bud. We are going to en-
courage cold callers to follow standards. A cold caller must be expe-
rienced, must know what kinds of clients qualify for a call and
what kinds of representations to make.

So my long-winded answer to your question is, you bet we are
going to encourage the broadest distribution by the firms and oth-
ers of this kind of information. We are not going to regulate it, but
we are going to encourage it in the strongest way we possibly can.
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We are going to use our town meetings to do it. We are going to
use our Web site to do it.

We are going to talk about it continually, because the one ques-
tion that | ask in town meetings which gets the greatest response
is when | ask for a show of hands: “How many of you have been
awakened in the morning or late at night by an abusive caller who
does not seem to know the word no?” | would say 75 percent of the
hands shoot up. That tells us something. So you are clearly onto
something, and we intend to follow up on it.

Senator CoLLINS. Thank you, Chairman Levitt.

Senator Cleland.

Senator CLELAND. Thank you, Madam Chairman.

Mr. Chairman, thank you for being with us today. When you
mentioned putting the con artists in the striped suits, you meant
broad stripes, right, not small stripes?

Mr. LEVITT. Right.

Senator CLELAND. | am wearing a striped suit today. | just want-
ed to make sure. [Laughter.]

Senator CLELAND. Thanks for being with us. I understand the
importance of injunctions and consent decrees and receivers and
trustees and other types of administrative and civil sanctions that
can be applied against violators. The media is full of stories about
the major frauds perpetrated on our citizens. It is my opinion that
the only sanction, quite frankly, as you have indicated by your com-
ment, that most of the serious violators will understand as a suc-
cessful deterrence is jail time and the completion of a successful
criminal prosecution. Do you have any idea why more of the major
fraud cases do not end up in the criminal courts?

Mr. LeEviTT. Well, | think it is a question of calendars that are
so full and commitments that are so great, and these are cases that
are difficult cases to bring and to prove. It is only in the most egre-
gious instances that we get to criminal actions. We find that there
are very few districts of our Federal courts that are experienced at
bringing securities cases. Some of them, such as New York and
California and some large areas, do have that experience and rec-
ognize it as a major area for their involvement. Others simply
would rather go after bank robbers than they would going through
the difficult process of trying to prove what a securities fraud is.

Senator CLELAND. Thank you. How about your enforcement staff?
Do you have enough people to do your job well?

Mr. LEvITT. Probably not. With our markets exploding, with
many times more investors in the market today than ever before
in history, with mutual funds taking up more investors’ resources
than all the combined deposits in our banks in America today, our
resources are severely strained, particularly in the enforcement
area. We, like every other agency in government, are mindful of re-
strictions on government; and, for the past 3 years, we have oper-
ated pretty much on a flat budget.

I am under no illusion that we can ever wipe out totally all fraud
in America. And | would emphasize again that, while the number
of scamsters out there is probably greater today than any time be-
fore, relative to the number of investors in the market and the dol-
lar volume of new issues coming on the market, we are no worse
than we have been for years.
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Nevertheless, my answer to your question is we are straining,
and we have to leverage our resources by working more closely
with State regulators, by getting our self-regulating organizations
to assume more of the burden of responsibility.

Senator CLELAND. | would like to just follow up on that. Where
do you see the role of the States here, particularly in terms of en-
forcement?

Mr. LeviTT. | think it is critically important that the States
maintain their licensing abilities. States really need to understand
who is applying for a license and what is going on. Senator Collins
mentioned before the fact that, if a broker stays at the same firm
for a number of years, the focus of the State tends to be on other
things and does not come down until a broker transfers from one
State to another.

I think that has got to change. | think the State regulators have
to take cognizance of the fact that the States are a vital linkage
here, particularly since the passage of a law last year which man-
dates the States to take on the responsibilities for small investment
advisers. That is a critical problem.

I think it is essential that the SEC work closely with State regu-
lators. We may not see things exactly the same way, because, from
the standpoint of the firms and the standpoint of the system, 50
different State regulators with different kinds of regulation within
the States can create redundancies and costs that really make the
system unworkable.

So we have tried very hard to persuade the States to try to
standardize their practices in a way which enables us to deal with
one system rather than 50 systems; and, until that happens, we
can never harmonize the role between the Federal Government and
the States. But | believe the States are moving in that direction
and they have taken recent actions. They recognize the greatest
danger that they face is moving into too many different directions.
They will earn the animus of the brokerage firms, of the industry,
of the self-regulators, and the Commission by doing that, but, by
harmonizing and working together, | think we create a strong regu-
latory presence that is the best way to get at fraud.

Senator CLELAND. When | was Secretary of State in Georgia and
responsible for securities regulation, we worked closely with the
SEC just to do that very thing. One of the things that has sur-
prised me is the incredible dollar value now of the whole penny
stock market and its impact on illegal impact on the economy, si-
phoning off legitimate investment to very, very high-risk invest-
ment.

I notice that the Wall Street Journal recently estimated that in-
vestor losses resulting from penny stock fraud has risen from, say,
$2 billion a year in the late 1980's to an incredible some $6 billion
today. Does that sound about right to you?

Mr. LeviTT. It is difficult to tell. I think that that estimate was
probably based upon a study done by the State regulators some
years ago and factored into that the growth of the market, and as-
sumed that the growth of fraud ran along parallel lines. I am not
sure whether that is so or not. | have not seen a study which |
would call reliable. But my anecdotal experience tells me, as mar-
kets rise, as numbers of investors proliferate, as numbers of bro-
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kers proliferate, as numbers of new issues proliferate, there is no
guestion but that fraud will go right along with it.

Willie Sutton used to say that he robbed banks because that is
where the money is. Well, | think the scamsters and the brokerage
industry probably do the same thing. Again, the percentage is
small, but the scamsters that are out there do incalculable harm
to the system. To have these three investors up here on national
television testifying to how they were violated does more to hurt
our process of capital formation than anything else I can imagine.
I think it is an unfortunate consequence which, | think, all of us
have to resolve to give the maximum exposure to and to try to
make the penalties so onerous that this will not be necessary in the
future.

Senator CLELAND. | appreciate that point of view. | am concerned
that Congress seems determined to continue on a course of chip-
ping away at investor protections and remedies as a means of en-
couraging economic expansion. I am certainly interested in a robust
economy, but experience is our best teacher here. We know that if
we tip the scales too far in the direction of promoting capital forma-
tion, fraud flourishes. Our challenge, it seems to me, is in keeping
the scales of capital formation and investor protection in balance.
Would you like to comment on that?

Mr. LEviTT. | think you are absolutely right, that while the Com-
mission has two initiatives: capital formation, nurturing it, encour-
aging it, and investor protection—as far as | am concerned, the pri-
mary initiative of this Commission or any Commission must be
protection of investors. There can be no capital formation in a sys-
tem that cannot be trusted.

The numbers that investors depend upon must be reliable. You
have read about a great deal of controversy involving the FASB,
the independent mechanism for establishing accounting standards
and their efforts to call for the accounting for derivatives, which
take up billions of dollars in our marketplace today. We oversee the
FASB, and | believe that the business community and the regu-
latory community must support efforts to see to it that the num-
bers that investors rely upon are accurate. So | believe that public
confidence comes first in our scheme of things. There can be no
markets, none, without public confidence in the reliability of those
markets and the people who run them.

Senator CLELAND. | could not agree more.

Madam Chairman, just to maybe wind up with a Yogi Berra
quote that | heard the other day for the first time, that 90 percent
of baseball is mental and the other 50 percent is physical—
[Laughter.]

Senator CLELAND [continuing]. | think your point has been well
taken, Mr. Chairman, that 90 percent of this securities investment
game is confidence in those who play the game and the other 50
percent is financial.

Thank you very much, Madam Chairman. Let me just recognize
Jeff Robbins, our Minority Chief Counsel who has done a lot of
work with our team today. Thank you very much.
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Senator CoLLINS. Thank you, Mr. Chairman. | know that all of
us have additional questions that we will submit for the record.r
I would ask that you give careful consideration to my suggestion
for the zero tolerance policy and work with us to see if we can come
up with something that would assure due process, if limited to seri-
ous breeches, but nonetheless sends the message of zero tolerance.

Mr. LEvITT. | promise you that | will. Thank you.

Senator CoLLINS. Thank you.

The next panel of witnesses will please come forward. The second
panel includes Emile Murnan, Helen Sprecher, and Louis Poggi.
These are three investors who will tell the Subcommittee about
their recent experiences investing in the micro-capital markets.

We are going to first hear from Mr. Murnan, who is a resident
of St. Louis, Missouri, who retired several years ago as a salesman
of industrial woodworking machinery.

We then will hear from Mrs. Helen Sprecher, a longtime resident
of Philadelphia. Mrs. Sprecher and her husband owned a grocery
store, | think for some 30 years——

Mrs. SPRECHER. Thirty-seven years.

Senator CoLLINS. Thirty-seven years. Mrs. Sprecher is accom-
panied by her attorney, Mr. Henry Pass.

Finally, we are going to hear from Mr. Louis Poggi, a resident
of Pembroke, New Hampshire. He is a father of five children and
is employed by Federal Express.

We are looking forward to hearing from you and | want to give
each of you a special thank you for being willing to come before the
panel today and share your experience. What you are doing is
going to help others be better informed investors, and | really
thank you because | know this is difficult, to come forward and talk
about your own experiences.

I am going to ask each of you to limit your comments to 10 min-
utes. This green light will go on at the beginning. The yellow will
come on when you have 2 minutes left so that it will allow you to
wrap up. We will make any prepared testimony that you have part
of the record.

As | mentioned previously, pursuant to Subcommittee Rule 6, all
witnesses are required to be sworn in, so I am going to ask you all
to stand and raise your right hand.

Do you swear that the testimony that you are about to give to
the Subcommittee will be the truth, the whole truth, and nothing
but the truth, so help you, God?

Mr. MuURNAN. | do.

Mrs. SPRECHER. | do.

Mr. Pocal. | do.

Senator CoLLINS. Thank you very much.

Mr. Murnan, we are going to start with you, please.

TESTIMONY OF EMILE O. MURNAN,2 ST. LOUIS, MISSOURI

Mr. MurNAN. Madam Chairman and Members of the Sub-
committee, my name is Emile Murnan and | am pleased to be here

1Exhibit 16 appears in the Appendix on page 432.
2The prepared statement of Mr. Murnan appears in the Appendix on page 145.
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today to testify before you about my recent experience as a victim
of fraud by a securities brokerage firm.

I am 78 years old and retired several years ago from a sales ca-
reer. My home is in Ballwin, which is one of the many, many sub-
urbs of St. Louis, Missouri, famous for the Gateway Arch and gul-
lible people. [Laughter.]

Mr. MuURNAN. | do not receive a pension and, therefore, | try to
be careful in management of my funds. It is apparent to me that
control is needed to protect others from becoming unwitting victims
of fraud by an industry entrusted by so many to conduct trans-
actions which are critical to their financial security.

My story begins on January 16, 1997, when | received a tele-
phone call from a Mr. Marlon Tropeano. He is with the L.T. Law-
rence and Company in New York City. | had never done any busi-
ness with him or his firm and | am not really sure how he came
about having information on me. It seems that when you purchase
a stock from a broker, especially in New York, they must put your
name on a list and sell it to all the other brokers in town because
I have had numerous telephone calls from different brokerages, all
in New York, and they are all with this same type of thing, trying
to get you to buy something you never heard of.

However, in my case, he wanted me to buy shares in Callaway
Golf Company, and | was familiar with Callaway. | know it is a
good company on the New York Exchange and so forth, and at this
particular time, 1 had a few bucks to spend because a bond | had
had matured. So | bought 200 shares of the Callaway Golf stock.
I regarded this as a long-term investment, and on January 18, |
paid for it in the amount of $6,040.

The trouble began about 6 days later—exactly 6 days later, after
the date of purchase, when he sold Callaway Golf for a total of
$6,308. That is a slight gain, but I did not know he had done it
even. The same day that he sold that, he bought 1,000 shares of
Medaphis Corporation stock for a total price of $13,840. He has
now established a margin account, without my permission, of
$7,530.

This thing gets worse. Six days after that, on January 28, he
purchased 4,700 shares of QPQ stock for a total of $12,940. This
means he had now established a margin account of $20,000. One
thing 1 might add that I had some thoughts on is how ethical is
it for a brokerage company to allow a firm to establish a $20,000
margin account on an investment of $6,000? It just does not seem
to make any sense to me.

Anyway, on February 5, without my permission, he sold the
1,000 shares of Medaphis for $13,109. This is a small loss of $730,
but it gets worse. On the same day, he sold 1,600 shares of QPQ,
and on February 12, he sold 1,900 shares of QPQ, and finally on
April 10, the account was closed and | received a check of $292, for
a loss of $5,748 out of my original investment of $6,040. It is only
about a 94 percent loss.

On February 13, | returned from a trip to Florida and when |
opened my mail, here were all these confirmations of buys and
sells, which I just could not believe. | could not believe he had sold
the Callaway Golf stock and bought two other stocks without my
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permission at a substantial loss, because now | have the buys and
the sells all in the same mail.

On February 21, | sent a letter to the Compliance Department
of L.T. Lawrence and Company disputing these unauthorized
trades and the loss of my money. On March 11, | was contacted by
telephone by Mr. Andrew Basile, who stated he was Senior Vice
President and head of the Compliance Department. He assured me
that he would investigate my complaint, but nothing was ever done
to resolve the issue of this lost money. | talked to him several
times, plus others under him. Their attitude is, yes, so what? We
lost your money. We are not going to do anything about it and we
do not apologize. It is just tough luck.

So since | could not get anywhere with them, | took matters into
my own hands and | wrote the NASD in New York City, the Secu-
rities and Exchange Commission in Chicago, and North American
Securities Administration Association in Washington, D.C., as well
as the Commissioner of Securities of the State of Missouri in Jef-
ferson City, plus | retained the services of an attorney.

An examiner for the Missouri Securities Division later deter-
mined that L.T. Lawrence and Company had 15 customer com-
plaints filed against Mr. Tropeano, 11 of these complaints prior to
his solicitation to me.

Finally, on July 12, a settlement was reached and the losses
were reimbursed through my attorney, minus his fee. This whole
affair has been an extremely troublesome experience for me and
has caused me considerable expense and made me very unhappy.
It seems that in this age of technology, these renegade fraudulent
activities should no longer be possible by companies who are en-
trusted with the key elements of our financial security.

This concludes my statement, Madam Chairman, and | would be
pleased to answer any questions.

Senator CoLLINs. Thank you very much, Mr. Murnan. | appre-
ciate so much your sharing your experience with us. We are going
to hear from the other two witnesses first and then we will be ask-
ing you questions.

Mrs. Sprecher.

TESTIMONY OF HELEN SPRECHER,* PHILADELPHIA,
PENNSYLVANIA; ACCOMPANIED BY HENRY IAN PASS, ESQ.

Mrs. SPRECHER. It is hardly necessary for me to say | consider
it a great honor to be here today. My name is Mrs. Helen Sprecher
and | reside in Philadelphia, Pennsylvania. My husband, Harry
Sprecher, is unable to attend this hearing due to his declining
health.

My husband and | are both 85 years old. Before our retirement
in 1988, we owned a small neighborhood grocery store. We worked
very hard, 7 days a week for 31 years, and we were able to save
about $100,000 for our retirement. But as a result of the devious
and deceptive practices of unscrupulous stockbrokers and their
firms, nearly every penny was lost.

I am appearing before you today and making this statement in
the hope that what happened to my husband and me can be pre-

1The prepared statement of Mrs. Sprecher appears in the Appendix on page 147.
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vented in the future. I am telling my story so that other elderly
and other vulnerable citizens might be spared the suffering, the fi-
nancial loss, and the emotional trauma that we have had to en-
dure.

Our problems with stock brokerage firms began in the fall of
1990, when we were contacted by a stockbroker named John
Baratta. At that time, we were led to believe that Mr. Baratta was
affiliated with the prestigious Wall Street brokerage firm of Mor-
gan Stanley. Mr. Baratta persuaded us to open a brokerage account
with him and he started to purchase stock for us shortly after the
account was opened.

While Mr. Baratta was our stockbroker, we periodically received
account statements from Morgan Stanley showing the status of our
account. The account statements indicated that Morgan Stanley
had been introduced to us through a company called Manchester
Rhone Securities. However, | do not recall Mr. Baratta ever telling
us that he worked for Manchester Rhone Securities. During this
time, we always thought that we were dealing with the firm of
Morgan Stanley.

It was not until | recently consulted with attorney Henry Pass
that | found out that Mr. Baratta actually worked for Manchester
Rhone Securities, a very small brokerage firm that has since gone
out of business. Had we known Mr. Baratta was not affiliated with
Morgan Stanley, we would probably not have done business with
him.

During that time, Mr. Baratta said that Morgan Stanley was
looking at a company called Wave Tech, a waste disposal firm in
Canada. Morgan Stanley took Mr. Baratta and some other brokers
to look over the operation. He was so impressed, he purchased
20,500 shares at $1.25 a share for our account. Sometime during
the fall of 1991, Mr. Baratta informed me that he had switched
brokerage firms and was now working for S.D. Cohn, a company
on Wall Street in New York City. At that time, he also told me that
Morgan Stanley was no longer doing business with small investors
such as me and my husband. We then agreed to have the stock in
our Morgan Stanley account transferred to a new account at S.D.
Cohn by Mr. Baratta. When we switched brokerage firms, our ac-
count was worth approximately $98,000.

Mr. Baratta continued to be our stockbroker until February or
March of 1993. Around that time, we learned that Mr. Baratta was
no longer affiliated with S.D. Cohn and that a stockbroker named
Donald Lou Spitzer had taken over our account. Although | had
never met Mr. Spitzer, he seemed nice on the telephone and per-
suaded us to let him handle our account in the future. He said his
mother was 92 years old and he took care of her accounts and he
would be very careful with my portfolio.

Both my husband and | were having health problems. My hus-
band had three very serious operations, a double bypass, an oper-
ation on the esophagus, and one on the colon. I was also having
health problems, so | was in no condition to make any decisions.
Mr. Spitzer was well aware of my condition. He promised to make
good on my losses.

He purchased 25,000 warrants in American Track System, ex-
pecting the shares to come on the market at $5 or $6 a share. Mr.
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Spitzer sent me a beautiful brochure of the company and its pros-
pects. | felt I could not leave Mr. Spitzer or the company he was
with because his promise of restitution, it would just be dropped.

In August of 1994, Mr. Spitzer sold Wave Tech at 3/32, which is
a little more than a dime. The following week or so, the company
was taken over by someone else for a little over $1 a share, so that
was a loss of over $20,000 right there.

Around September of 1994, Mr. Spitzer informed me by tele-
phone that he had left the S.D. Cohn brokerage firm and had
joined a new firm called Investors Associates. We allowed Mr.
Spitzer to transfer our account to Investors Associates. We contin-
ued to deal with him until June of 1995.

Around that time, a gentleman named Keith Bleich telephoned
me and identified himself as a broker for Investors Associates. He
said that he was calling to inform me that Donald Spitzer had been
discharged from Investors Associates because of unethical prac-
tices. Mr. Bleich then told me that our account had been trans-
ferred to him and that he intended to give our account his personal
attention. He also assured me that because of our age, he would
make sure that we would never lose any money. Unfortunately, |
believed him. He said he was going to be a father for the first time
and was very considerate and worried and sort of got me into that
event, worrying about he and his new baby coming on. He talked
about that endlessly.

About a month later, Mr. Bleich called again and asked if | had
any other securities that were not in our account with Investors
Associates. At the time, | had in my personal possession 440 shares
of RIR Nabisco stock. Mr. Bleich said it would be to our advantage
to have everything in one place. | suppose if | was deceased, my
heirs, it would be nice for them to have everything in one place.
He told me he would send Federal Express to pick up my stock cer-
tificates for delivery to his office, which should have been some
kind of a clue. He was so glib and persuasive that | agreed to send
him my stock.

Because the RJR Nabisco stock paid a nice dividend which sup-
plemented our Social Security benefits, | told Mr. Bleich that the
stock was not to be sold and he promised not to do so. Over the
next several days, he called me three or four times a day, trying
to convince me to buy stock in a company called Electronics Com-
munications. He told me that the company was new and that the
stock was about to skyrocket. I had never heard of the company,
so | would not commit myself. | told him it was a very difficult time
for me, since | was recuperating from surgery for the aneurism of
the aorta which had left me very weak and unable to think straight
and he was putting a lot of pressure on me.

Sometime in August of 1995, a statement arrived from Investors
Associates. To my utter shock and surprise, most of the stock in
our portfolio had been sold without my permission, including the
RJR Nabisco stock from which we had been relying on. The state-
ment also indicated that we now owned 3,000 shares of Electronic
Communications and 1,500 shares of Air Methods, Incorporated.
Both of these stocks were purchased by Mr. Bleich without my per-
mission. | later learned that Investors Associates was an active
market maker in these securities.
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Shortly thereafter, the value of both stocks started to plummet
and our margin obligation went from $950 to almost $5,000. Mar-
gin calls were coming in two or three times a week, so | frantically
called Mr. Bleich. He insisted that the stocks were going to make
a lot of money. Margin calls continued to come in two or three
times a week, calls that | could not meet.

Although I continued to call Mr. Bleich, it became obvious to me
that my calls to him were seen as a nuisance. Whenever | would
call, I would always be told that he was in a meeting or out of the
office. Eventually, the 1,500 shares of Electronic Communications
had to be sold off to partially satisfy the margin calls and we sent
him $3,000 to satisfy some of the calls.

In July of 1996, | informed NASD about my problems with Inves-
tors Associates and Mr. Bleich. When Mr. Bleich heard about this,
he called to tell me that everything that had been in our portfolio
when he took over the account had been put back and that we no
longer owned any of the stock that he had purchased without my
permission. | later learned that this was not true because the
statements | continued to receive from Investors Associates did not
show the changes in our account that Mr. Bleich had assured me
had taken place.

In the meantime, margin calls against our account were still
coming in. When | phoned Mr. Bleich, he insisted the changes had,
in fact, been made and everything would be fine. During one of my
last telephone conversations with Mr. Bleich, he brought another
gentleman on the line who claimed to be an attorney for Investors
Associates, a David Sayed. David Sayed, or whoever answered the
telephone, verified that the changes in our account had been made.
However, | continued getting margin calls and our account state-
ments from Investors Associates indicated that they were still
charging me interest on stocks that 1 was not supposed to own in
the first place.

In February of this year, | consulted an attorney, Mr. Henry
Pass, to see what legal recourse we had as a result of the unscru-
pulous handling of our stock brokerage account. After Mr. Pass re-
viewed our records, | learned about the losses my husband and |
had incurred since the time we first opened our account through
Morgan Stanley in 1990 until the time that we closed the account
with Investors Associates in April of this year.

Due to the declining health of my husband and myself, I had not
been able to keep track of all the activity in the account. During
this period, I had been recuperating from the surgery related to the
aortic aneurism. My husband had also undergone surgery, as well
as chemotherapy for cancer of the colon and the esophagus and a
lot of my time was spent caring for him. I, therefore, was not aware
of all the churning and other improprieties that occurred during
this time.

In December of 1990—I am sorry.

Senator CoLLINS. You can conclude your statement. Take a little
bit longer.

Mrs. SPRECHER. When we entrusted our retirement savings with
John Baratta through Manchester Rhone Securities and Morgan
Stanley, our account was worth approximately $96,000 [sic]. How-
ever, when we closed our account with Investors Associates in
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March of this year, our account was worth $2,300. The stress of the
situation has greatly affected my health, both physically and emo-
tionally. 1 have been experiencing anxiety attacks, nausea, loss of
appetite, and inability to sleep. The distress and anguish are some-
times unbearable and have caused me to lose over 15 pounds.

Shall | stop?

Senator CoLLINs. If you have more you want to say to us——

Mrs. SPRECHER. There is another page.

Senator CoLLINs. Please continue.

Mrs. SPRECHER. Until | was referred to attorney Henry Pass, |
did not know that there are laws on both the State and Federal
levels that are supposed to protect my husband and me from the
unscrupulous and illegal practices that we experienced. Unfortu-
nately for us and for so many others, these laws did not prevent
the firms and stockbrokers with which we dealt from engaging in
the practices that caused us to lose so much money and to experi-
ence so much grief and misery.

Mr. Pass has instituted lawsuits against the companies and indi-
viduals involved and | am hopeful that my husband and | will be
able to recover at least some of the money that we have lost over
the years. | only hope that something can be done by the govern-
ment to prevent retirees, such as myself, from becoming victims of
the unsavory, unethical practices of investment firms and stock-
brokers that seek us out. Something must be done to protect all of
us from the kind of people who preyed on my husband and me,
caused me to lose most of our retirement savings, inflicted on us
such terrible anguish and distress in our twilight years.

Thank you for inviting me to share my story with you.

Senator CoLLINns. Thank you very much, Mrs. Sprecher. Your
story is the reason we are here today. What happened to you is ab-
solutely outrageous, and it is our commitment to try to change the
system in a way to prevent that.

Mrs. SPRECHER. Yes, so | heard from Mr. Levitt.

Senator CoLLINs. Exactly.

Mr. Poggi.

TESTIMONY OF LOUIS POGGI,t PEMBROKE, NEW HAMPSHIRE

Mr. PocGl. Madam Chairman and Members of the Sub-
committee, my name is Louis Poggi and it is a pleasure for me to
be here today to tell you my personal story of being defrauded by
a stock brokerage firm.

I am employed as a truck driver by Federal Express. | live in
Pembroke, New Hampshire, and am the father of five children. My
life is hectic, to say the least, and the story | am about to tell you
was a devastating experience for me and my family. | sincerely
hope that this hearing will lead to new regulations of the securities
industry which will prevent others from such unnecessary suf-
fering.

My experience with this scam started in June 1995, when | re-
ceived a telephone call out of the blue from Pat Boyce. Mr. Boyce
identified himself as a broker for Investors Associates, Inc., of Mel-

1The prepared statement of Mr. Poggi appears in the Appendix on page 154.
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ville, New York. I am not sure how Mr. Boyce obtained my tele-
phone number or identified me as a potential customer.

During this initial conversation, Pat Boyce solicited me to pur-
chase stock in Cheyenne Software, Inc. His sales pitch was over-
whelming and he tried very hard to convince me that the price of
this stock was going to rise very quickly, which would result in a
huge profit for me. I became tired of Mr. Boyce’s relentless solicita-
tion and told him, sure, go ahead, buy the stocks. It did not mean
a thing to me. He was just a guy on the phone from New York.

I told him, sure, go ahead and buy the stock, but | thought it was
a joke. I did not realize what | was doing because Mr. Boyce told
me at a later date that | had actually bought stock in Cheyenne
Software. As a result of this initial conversation, | learned later
that the trade date of this purchase was June 30, 1995, for 1,000
shares of Cheyenne Software at a total cost of $18,216.75.

Mr. Boyce called me a few weeks after our initial phone con-
versation. He informed me that the price of Cheyenne Software
stock was rising and that | had already made a profit of $3,000.
I was astounded to have gained such a profit on an investment that
I had not really made, or | thought I made. A sudden profit of
$3,000 was like a major windfall to me.

I told Mr. Boyce that | now wanted to sell my shares in Chey-
enne Software in order to receive my $3,000 profit. My Boyce told
me that | must send Investors Associates $18,216.75 to cover the
purchase price of the stock. | replied that | was not able to do that,
but if | owned the stock, why could I not just sell it and you send
me the profit of $3,000. Please note that at this point, | had not
submitted any money to Investors Associates.

Mr. Boyce stated that | must send him a check for the initial
purchase and then | would own the stock, so | could then turn it
in to sell it. 1 did not understand the stock market business and
this situation was confusing to me, but | was intent upon getting
my $3,000. That was quite a bit of money to me. | was going to
make that profit, even if it meant coming up with the $18,216.75.

It happens that my father lives about 20 minutes from Investors
Associates office in New York. | routinely visit my parents, so | de-
cided to make a trip there to check out the Investors Associates of-
fice. | wanted to see if it was a real company or just some guy call-
ing me from his kitchen. I went to Investors Associates office and
it appeared to be a legitimate company in a normal office building,
actually, a luxurious office building.

This visit gave me confidence in Investors Associates, so | told
them | would purchase the Cheyenne Software stock with my cred-
it card. They told me that I could not do that. At this point, | felt
that all 1 had to do to get the $3,000 profit was to obtain $1,216.75
which would be quickly returned to me because | intended to sell
the stock as soon as the purchase was confirmed. In fact, 1 was led
to believe that | could quickly sell the stock to make back the
$18,216.75 plus the additional $3,000 gain.

That same day, on or about June 30, 1995, | obtained cash ad-
vances from my credit cards and purchased the 1,000 shares of
Cheyenne Software. | told Investors Associates that | wanted to
sell my 1,000 shares of Cheyenne Software as soon as possible in
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order to receive my $3,000 profit and get my initial investment
back to pay off the credit card debt, and they did say “fine”.

It was my understanding that the stock would be sold and my
money from the sale would be placed in an account with Investors
Associates. | waited approximately 10 days and still did not receive
the money or any confirmation of the trade. | called Pat Boyce, who
told me he had made money for me once and that now he knew
of another stock, Universal Self Care, and that | should buy it. |
told Pat Boyce that | wanted to close out my account because |
needed the money to pay back the cash advances on my credit
cards.

Pat Boyce gave me a strong sales pitch about Universal Self Care
stock. | told him that I did not want to purchase Universal Self
Care and he became very upset with me. Boyce said that he had
made money for me on the Cheyenne Software stock and he could
not understand why | would want to close out my account.

Boyce told me the Universal Self Care stock was guaranteed to
rise in price because Investors Associates is on the board of direc-
tors and they would be able to control the stock. | told Boyce that
the profit in Cheyenne Software was just a fluke and that | really
did not know anything about Universal Self Care. |1 informed Boyce
that | would not buy this stock over the phone, that | needed time
to research it. Boyce did not seem to hear me, because he said,
“Mr. Poggi, do you want me to put that order in now?”

The conversation ended with the agreement that we would watch
Universal Self Care stock until the end of the day but no purchase
would be made without my authorization. It seemed to me that Pat
Boyce was reading from some type of script during this conversa-
tion because he would not take no for an answer.

I immediately called Waterhouse Securities, who | have done
business with previously, to determine the price of Universal Self
Care stock. The stock was quoted as selling at $.25 less a share
than the quote from Pat Boyce. | was outraged, so | called Pat
Boyce back and told him that he is charging me $.25 more per
share than Waterhouse Securities, which is outrageous. I would
like to note here that that came out to an $800 profit commission
to him out of this transaction, which was very generous on his
part, to pay himself $800, | would say.

I informed him that I did not want anything to do with Universal
Self Care stock. Boyce told me it was too late because he had al-
ready bought 5,000 shares of Universal Self Care with the money
in my account from the Cheyenne Software trade. He said that the
$.25 extra per share was his commission. He told me that he had
to make a living, too, and that is why he did charge me an extra
$.25 per share.

The first trade on Cheyenne Software was a $35 commission
charge, so | would say there was something unbalanced there, to
say the least.

I told Boyce that I did not authorize his purchase and just want-
ed my money back. | was, to say the least, extremely upset. I now
owned a stock that | knew nothing about which was purchased
with money from my credit card cash advances. | called Boyce
again that day and told him to immediately sell the stock in Uni-
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versal Self Care. He told me that he was not in a position to sell
the stock.

I called Boyce back again a few days later, which he told me that
I have no worries because the price of Universal Self Care is going
to be pushed up and he will sell it. | continued to insist that Boyce
sell my shares in Universal Self Care, even though he had almost
convinced me that the stock was going to be profitable. Boyce then
transferred my call to Vince Grecco, who told me that he was the
owner of Investors Associates. Grecco said that he would sell the
stock in Universal Self Care, but he snidely told me to enjoy retir-
ing on Social Security. He said that his company could have made
me a fortune. | told him just to sell the stock and send me the
money.

A few days later, | received a notice that | had bought 5,000
shares of Universal Self Care at a net cost of $17,360.50. | thought
this was just a mistake and that | would be receiving my funds in
the near future from Investors Associates, basically taking him on
his word that he was sending me the money.

About 10 more days passed and | called Pat Boyce, who told me
that Universal Self Care stock was not sold from my account. | told
Boyce that Grecco had ensured me that the stock would be sold.
Boyce stated that my account had been closed and the stock certifi-
cates were being forwarded to me. He said | should receive the
stock certificates in 6 to 10 weeks, at which point | could then have
the shares sold by a brokerage of my choice.

I broke down at this point in the conversation and became very
emotional. | was hysterical and Boyce hung up on me. | composed
myself and called Investors Associates a short time later. This
time, my call was transferred to Vince Grecco. He told me that |
had instructed him to close my account and that it is standard pro-
cedure with this company to send investors the stock certificates of
their shares when they close an account. | told Grecco that I want-
ed the shares in Universal Self Care to be sold. I did not want the
stock certificates. Grecco told me that it was too late to sell because
the account had been closed and the stock certificates were in the
system.

Shortly after this conversation with Grecco, 1 went on vacation
with my family, but I called Grecco every day trying to resolve this
matter. Grecco told me that there was nothing he could do and that
he was sorry | did not understand the jargon of the industry.
Grecco repeatedly told me that he just was following my orders to
close the account.

The clearinghouse for Investors Associates on my account was
Prudential Securities. | finally decided to call the local office of
Prudential Securities to try to determine the status of my stock
certificates. | do not remember the name of the person | spoke with
at Prudential, but he assured me that the stock certificates would
be forwarded to me as soon as possible. The stock certificates for
Universal Self Care were subsequently received on or about August
22, 1995, in the mail by my sister on Long Island. | instructed her
to take the certificates to the local Waterhouse Securities office and
have them sold. The 5,000 shares in Universal Self Care were sold
on or about August 25, 1995, for $14,437.50.
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Subsequently, | filed a complaint with the National Association
of Securities Dealers, NASD, in New York. A couple of months
passed before the NASD conveyed to me that | should pass on my
complaint to New Hampshire authorities. | then filed a complaint
with the State of New Hampshire Bureau of Securities Regulation.
This complaint was finally settled on April 23, 1997, with Pat
Boyce being ordered to make restitution to me in the amount of
$2,925 and Investors Associates assessed a penalty of $25,000.

This concludes my story, which obviously has been a terrible ex-
perience that will affect me in many ways for the rest of my life.
I thank you for allowing me to share this information with you and
I would be pleased to answer any questions.

Senator CoLLINS. | want to thank you, Mr. Poggi, for sharing
your story with us.

I want to thank all three witnesses again before we go to ques-
tions. What you have done today is put the human face on what
happens when an individual is ripped off by an unscrupulous
broker. We hear all the statistics and the amount of money that
is lost, but your testimony does more than anything else to make
people understand the human consequences when this kind of un-
ethical and illegal behavior occurs, and in that sense, you have pro-
vided an invaluable service not only to this Committee but to the
public, as well. So I thank you for coming forward.

I do want to ask you just a few questions. When each of you ran
into trouble, did you know to whom to turn for help? Was it dif-
ficult to figure out where to go, whether to contact Federal officials
or State officials or the firm itself? Mr. Poggi, we will start with
you and go right across the panel.

Mr. Pocgal. Well, to say the least, | was confused and | imme-
diately did not know where to turn. But just a little bit of research,
I figured out the NASD was based in New York City and | called
them and they told me to just handwrite something and get the
ball rolling. I did not realize about the Securities and Exchange De-
partment in New Hampshire or | probably would have went right
to them, because that is where | got my best results. | just want
to make a note——

Senator CoLLINS. At the State level?

Mr. Pocal. Yes, at the State level, New Hampshire. As soon as
this happened, it probably was within days that | went on vacation,
and here | am spending quality time that | should be enjoying my
children, 1 am ready to have a nervous breakdown, because as you
know, all my money was tied up in cash advances on my credit
card, so it was not a fun vacation and how do you put a dollar
value on that? | should be enjoying my children. As a matter of
fact, 1 was vacationing in Maine.

Senator CoLLINS. Good judgment. [Laughter.]

Mr. Pocal. Right, on the coast of Maine, which is a very gor-
geous place. | recommend everybody go there.

Senator CoLLINs. | tell Senator Gregg that all the time.

Mr. Pocal. Oh, yes. It is beautiful. Here I am, instead of enjoying
the scenery and my children, 1 am writing letters and talking to
Vince Grecco on the phone. It was a nightmare.

Senator CoLLINS. Mr. Murnan, was it obvious to you where you
could go for help or was that a difficult thing to figure out?
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Mr. MURNAN. It was not obvious, but it was not really too dif-
ficult. 1 know a couple brokers in St. Louis and | called them and
told them what had happened and they gave me names and ad-
dresses. Then some of the agencies, when they sent me informa-
tion, they would also suggest that | contact this agency or that
agency, which | did. So eventually, | had, I think, just about all the
agencies alerted and on the case.

The first thing after I made my initial contact with the NASD,
I received a call from the L.T. Lawrence and Company complaining
that | had gone and alerted the authorities of their actions. They
put this broker on the phone and he started screaming at me and
he says, you are affecting my ability to make a living by doing this,
and | said, well, you have affected mine, too, by losing all my
money. | had conversation after conversation with him and | saw
it was never going to get anywhere, so finally | enlisted the serv-
ices of all the other agencies that | mentioned plus my attorney.
The NASAA and the State agency were most helpful.

Senator CoLLINS. Mrs. Sprecher, before you hired a private attor-
ney to help you sort through this maze that you were going
through, did you know where to turn for help?

Mrs. SPRECHER. | did not know | had any other recourse. | sent
for a book that was advertised. It was called “Legal Problem Solv-
er’” and | was thumbing through this book and | came across
stocks, and lo and behold, I read about the Pennsylvania Security
Commission and the NASAA, so | wrote to the Pennsylvania Secu-
rity Commission and they responded right away. They also said |
should contact the others, like the NASAA, so | also wrote them.

Senator CoLLINS. One of my suggestions which 1 am going to be
pursuing is it seems to me that the account statements received by
investors, should include the name, address and the phone number
of a regulator who could help an investor. Investors would then not
have to research, would not have to wonder where to go. Do you
think that would be helpful, if |1 could just get pretty brief re-
sponses?

Mrs. SPRECHER. If | was aware of what a regulator was. At that
time, | probably would have seen “regulator” and thought, well,
that is just something to do with the stock. I would not have known
to call that number or anything.

Senator CoLLINS. So it is going to be——

Mrs. SPRECHER. It has to be in plainer language than just “regu-
lator”.

Senator CoLLINs. Right. What | am suggesting is, for example,
if it said on the bottom of the account statement, if you are having
difficulties——

Mrs. SPRECHER. That would be better.

Senator CoLLINS. OK. Mr. Murnan, would that kind of change be
helpful, if on the account statement it had the name, address and
the phone number of someone you could call if you ran into the
kind of trouble—

Mr. MuURNAN. That would be most helpful, and also, I believe this
would be a deterrent to these people doing it in the first place, be-
cause now you easily know what to do. | think the way they
operate——

Mrs. SPRECHER. Yes. | think that would be good.
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Mr. MURNAN [continuing]. They feel that the average individual
is not going to know what to do and a lawyer will not take it be-
cause it is too small, perhaps, so they wind up, a lot of them just
do nothing and accept the loss. I was so incensed when this hap-
pened to me, | was mad. | felt like 1 had been robbed. He could
not done it much worse with a gun. | just was not going to put up
with it. 1 was going to try to get some results from it, which, fi-
nally, I did, but I was still out half—

Senator CoLLins. Still at a loss, though. Mr. Poggi, would that
have been helpful in your case?

Mr. PocGl. Madam Chairman, | think that would have been
most helpful.

Senator CoLLINs. Thank you. | have just a couple of specific
questions. Mr. Murnan, did Mr. Tropeano, is that how you say it?

Mr. MURNAN. Tropeano.

Senator CoLLINS [continuing]. Tropeano ever discuss with you
Medaphis Corporation or QPQ Corporation prior to the trading of
the stock? Did you ever get a prospectus?

Mr. MuUrNAN. He did not, and for months, | did not know what
they were, even. A broker in St. Louis, | told him about it and he
said he would do some research, which he did, and he sent me in-
formation.

Senator CoLLINs. What did you find out about QPQ?

Mr. MuUrRNAN. He sent me some data that they had. You know,
they have data on all companies. He sent me this data and it
showed that the all-time high for QPQ was $2.25 per share. He
charged me $2.75 a share, $4,700, which right away is a loss of
$2,350. It was not too much longer after that that he apparently
started selling it. This all happened within less than 2 months, the
buying and all the selling and all the loss.

Senator CoLLINS. Was that the company that owns pizza parlors
in Poland?

Mr. MURNAN. Yes. That is what | learned. The company had two
pizza parlors—

Senator CoLLINs. And you found that out through your own re-
search?

Mr. MuURNAN. They are doing millions of dollars worth of stock.
This data | received also said that there was much, much insider
trading, buying and selling of this stock before they hooked me
with it.

Senator CoLLINs. Thank you. Mr. Poggi, did your broker ever
discuss with you the risks of investing in Cheyenne Software or
ever provide you with a prospectus or other written information
about the company?

Mr. Pocal. No. There was no written information about any com-
pany or any prospectus. The only thing he ever said was that the
stocks were going to go up and there was no discussion of any risk
whatsoever.

Senator CoLLINS. My final question is for Mrs. Sprecher. Mrs.
Sprecher, it sounds like you were under the impression that you
were doing business with Morgan Stanley, a well-known, reputable
firm.

Mrs. SPRECHER. That is right.

Senator CoLLINs. Is that correct?
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Mrs. SPRECHER. That is correct.

Senator CoLLINs. If you had known that——

Mrs. SPRecHER. No, | would not have ever accepted a company
that was that weak. Before that, | had been dealing with Bache
and Company, another great big company.

Senator CoLLINs. So if you had realized that you were not doing
business with Morgan Stanley but rather with Manchester
Rhone—

Mrs. SPRECHER. This was taken over by Prudential, another very
well-known company. | would not have ever dealt with those other
companies.

Senator CoLLINS. So you feel that you were misled not only be-
cause of the unauthorized trades, but you were not even doing
business with whom you thought you were doing business, is that
correct?

Mrs. SPRECHER. That is right. And when Mr. Baratta told me
that Morgan Stanley was actually taking them by helicopter to look
at something they were interested in in Canada, | was sure | was
dealing with Morgan Stanley.

Senator CoLLINs. | want to again thank all three of you. | feel
bad for the experience you have. Senator Cleland has some ques-
tions, but Mr. Poggi, did you have something you wanted to add?

Mr. Pogal. | did not know if we were wrapping it up, but I was
thinking, when we have something this outrageous, I mean, why
cannot these young kids which a lot of these brokerage houses hire
to make these cold calls, to get swifter results in investigating, why
can they not be suspended upon investigation and get them right
out of that, get them away from that phone and computer and let
them sit home wondering if they are going to collect unemployment
or where their next move is going to be, especially if they know
they have ripped people like us off?

Senator CoLLINs. | think you raise a very good issue. | know that
the NASD is here and the State regulators are here, but I am going
to make sure that Chairman Levitt also gets a copy of your testi-
mony, all three statements. I know he will be interested, because
that is what | am pushing toward, is to have quicker, firmer, more
severe penalties for brokers who engage in unethical behavior.

The problem we have now is it is relatively easy to get into the
brokerage business, to get into the industry. There are no edu-
cational requirements, as we discussed earlier. There is an exam,
but if you study enough and cram and take it enough times, you
are probably going to pass. So really, the broker does not have
much of an investment in this case. He can just, even if he gets
out of the business, he has made the profit and that is why | think
we need a much more severe approach in the zero-tolerance policy
about which | talked with Chairman Levitt.

Senator Cleland.

Senator CLELAND. Thank you, Madam Chairman.

We are just all delighted that you had the courage to come and
visit with us today. Maybe it will do some good for thousands of
people out there like you who are, indeed, ripped off, unfortunately,
just like you, with these shameful, dishonest people.

Let me just say, | would like to hear again how much each of
you lost, starting with Mr. Poggi.
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Mr. Pogal. Well, | gained $3,000 and then 1 lost that $3,000 on
the unauthorized trade and probably about another $3,500 of my
money from my cash advances on the credit cards.

Senator CLELAND. So you lost a total of, what, about $3,500?

Mr. Pocacl. Right, out of my own pocket, but that $3,000, as far
as | was concerned, | earned that and that was mine, too.

Senator CLELAND. You certainly have gone through enough pain.
You sure have.

Mr. Murnan, how much money did you lose?

Mr. MURNAN. My investment was $6,040 and | lost $5,748 of
that, so all but $292, I lost.

Senator CLELAND. Not to count the suffering and the emotional
turmoil that you went through.

Mr. MURNAN. Yes, that is for sure, the phone calls and letter
writing and so forth.

Senator CLELAND. Mrs. Sprecher.

Mrs. SPRECHER. About $96,000.

Senator CLELAND. About $96,000?

Mrs. SPRECHER. Yes. | would like to know if the broker houses
would not have to send—say if you were going to buy a stock, they
would have to send you like a buy permit that you would have to
sign and send back to them, especially for the elderly people. Say
they have to return it within 5 days. That would give them 5 days
to think about it, whatever somebody wanted to sell them.

If a broker would ask a person’s age and they were of retirement
age—I do not mean anybody as old as | am, anybody, say, 70 or
older, they want to buy a stock, unless they are very influential
and they have dealt and they have made money with the company.
If you are dealing with another company, a small company, if they
want to sell you a stock, they could get someone on the telephone
who would not even be aware of what they were selling them and
maybe buy it. If they had time to send it to them and look at it,
maybe a prospectus, maybe tell them what the company did and
what the earnings were in the last few years, if the person still
wanted to buy it, they would have to sign a buy certificate and
send it back. That would give the person, say, 5 days’ time to think
about it and also send them a check for it or whatever way they
deal with it.

Senator CLELAND. Mr. Murnan, you had a comment?

Mr. MURNAN. | had a question. It would be interesting to know
how these brokerage houses get your name, your phone number,
your address, and maybe a Social Security number before they ever
call you. This practice should be checked into, I think.

Mrs. SPRECHER. Everybody sells names.

Senator CLELAND. One of the things that | have learned in deal-
ing with securities fraud is, first of all, just deal with somebody you
know.

Secondly, unfortunately, Mrs. Sprecher and Mr. Murnan, the
people who want to rip people off do focus on those most
vulnerable—

Mrs. SPRECHER. | know. | found that out.

Senator CLELAND [continuing]. And unfortunately, they are the
elderly and the retired who do have some small amount of dispos-
able income and then are able to, unfortunately, answer the phone.
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Then many people are gullible to go ahead and send people money
that they do not know. That is part of the problem.

What are some of the steps that you might suggest in terms of,
say, public education, maybe that the SEC ought to think about or
the State regulators ought to think about? Mr. Murnan.

Mrs. SPRECHER. | did write it down. Now | do not know what |
did with it.

Mr. MuURNAN. | forgot what | was going to say.

Mrs. SPRECHER. | think I just said what | thought they should
do.

Mr. MurNAN. | have been asked, well, why would you buy a
stock from somebody that you do not know, and my answer was,
well, he was good enough to call me at the right time. He came up
with a good stock that | knew about, felt was a good investment.
I figured that this business is so well regulated—in fact, | never
had thought about it, getting ripped off. This is so well regulated
that it does not matter where you buy it. Callaway Golf stock is
Callaway Golf stock, if you buy it in New York or Chicago, but that
proved not to be the case.

Senator CLELAND. Because, unfortunately, there are unprincipled
people out there——

Mr. MURNAN. | know that.

Senator CLELAND [continuing]. Who are determined to rip people
off.

Mr. Poggi, what do you think might have prevented your experi-
ence in terms of, say, investor information or regulatory authority
that might have helped?

Mr. MURNAN. Do not answer the phone.

Mr. Pocal. Well, | feel that | should have done a little bit more
investigating than just going down to their office. They had a nice
front, and | was going to get in and out real fast and make my
$3,000. But had | probably sent in or made a phone call to the
NASD and found out what kind of blemishes they did have on their
company, that might have been enough right there, and really, that
is all you have to do, is it is all public knowledge, any broker or
any company, and it really is up to us to do our homework and find
out who we are dealing with. It is available. All we have to do is
call the NASD.

So if we have the phone number on a bill or something, or like
they said before, maybe send them—I think you said before, before
they cold call, send you a piece of literature with phone numbers
and who you are and everything and that ought to eliminate a lot
of riff-raff. Then you have those numbers. It is like, hey, here is
a number. Check me out. Call the NASD and find out who I am,
or whatever. If they do not, then that red flag goes up and watch
out. But it is available.

Senator CLELAND. In terms of my experience in Georgia, we al-
ways advised people to just ask the first question, that was, are
you licensed by the Secretary of State in Georgia? That usually
ended the conversation on these kind of matters.

Secondly, Madam Chairman, did not the Chairman of the SEC
put forward a 1-800 number of some kind that he wanted to get
out?

Senator CoLLiNs. He did, indeed.
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Senator CLELAND. He wanted to receive more and more calls
there from investors that might have a problem or might want
some information about investing.

Correct me if 1 am wrong. Did | hear that all three of you were
positive, basically, in terms of your dealing with State regulators?
You got either a phone call returned or quick response or some
help or something? Is that right, Mr. Poggi?

Mr. Pocal. Yes, that is correct. When | contacted the NASD right
after Pat Boyce had purchased my stock, or the stock that I did not
authorize, | got right on the phone and | was handwriting a letter.
I mean, literally, you just have to document something. But I fig-
ured, now my stock certificates were going to be sent to me and
Vince Grecco said that that was going to be up to 10 weeks. It actu-
ally was about 4 to 5 weeks, and NASD did not do anything. I
think they are inundated with all kinds of problems. | was pretty
much on a list.

So it was not until after | had received my stock certificates and
sold them that | went to the New Hampshire Securities and Ex-
change and then we really began the fight to get my money back
and try and get these guys thrown out of business.

Senator CLELAND. Mr. Murnan, what was your experience with
State regulators?

Mr. MURNAN. Mine?

Senator CLELAND. Yes, Sir.

Mr. MURNAN. They were most helpful. In fact, they were instru-
mental in me going to New York, where the District Attorney had
a similar program to this and the news media was there. In fact,
they went into this L.T. Lawrence and Company and went through
the records and found they had had about 300 complaints, and on
this particular Tropeano man, they had 15 complaints on him.
Those were not all in Missouri, | guess, but none of them were re-
ported. They just all went unknown.

Senator CLELAND. Mrs. Sprecher, what was your experience with
State regulators?

Mrs. SPRECHER. With who?

Senator CLELAND. State regulators, your State?

Mrs. SPRECHER. Positive. | thought they had sent letters to In-
vestors Associates and really pushed them. They are out of busi-
ness now.

Senator CLELAND. OK.

Mrs. SPRECHER. But they just changed their name, as far as |
know, and they are back in business.

Senator CLELAND. Madam Chairman, | will just wrap up my part
of the program here by just saying that when | was growing up in
Georgia as a young boy, | used to watch something called the “Ted
Mack Original Amateur Hour” and they used to say, “The number
in New York to call is . . . ” In this case, we have the Chairman
of the SEC giving us a 1-800 number for investor protection, any-
body interested in calling it, 1-800—289-9999. We are not dealing
with amateurs here. These are professional rip-off people. Thank
you very much.

Senator CoLLINs. Thank you, Senator.

I want to echo the Senator's comments that | think it is highly
significant that each of these consumers found that when they
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called State officials, that they got some help. You and | both have
experience in that area and know what important roles State regu-
lators play, as well.

I want to thank you so much for sharing your experiences with
us today. I know that they have been very painful experiences and
I really feel bad that you have had to go through this. But through
your bad experience, | believe we can bring about some improve-
ments in the system, so thank you very much and good luck to all
of you.

Mr. Murnan.

Mr. MuURNAN. Could I just tell you one more little thing?

Senator CoLLINS. Sure.

Mr. MURNAN. To add irony to the end of this, if he had not sold
my Callaway Golf stock, it would now be a paper profit of $1,000.

Senator CoLLINs. Is that not awful. Thank you very much.

Senator CLELAND. Thank you all.

Senator CoLLINs. Our final panel of witnesses this afternoon in-
cludes Joseph Borg, the Director of the Alabama Securities Com-
mission and member of the North American Securities Administra-
tors Association, and Barry R. Goldsmith, the Executive Vice Presi-
dent of NASD Regulation. We are very fortunate to have this panel
with us today. They represent the States and, obviously, NASD and
will be able to provide the Subcommittee with an overview of their
respective enforcement missions.

As the witnesses are getting settled, | will continue the introduc-
tions. The first witness is going to be Joseph Borg. He is, as | men-
tioned, Director of the Alabama Securities Commission. He is re-
sponsible for the direction and supervision of the Statewide agency
involving the registration of securities dealers, agents, investment
advisors, and investment advisor representatives, as well as the en-
forcement of civil and criminal statutes under the Alabama Securi-
ties Commission. He has considerable investigative and litigation
experience and played a leading role in putting out of business one
infamous firm, Stratton Oakmont.

We will also be hearing today from Barry Goldsmith, the Execu-
tive Vice President of NASD Regulation. In that capacity, Mr.
Goldsmith is responsible for formulating the enforcement policy of
the NASD and its over 500,000 individual registered representa-
tives. The creation of this new subsidiary was one of the several
major new recommendations made by the Select Committee on
Structure and Governance, headed by former New Hampshire Sen-
ator Warren Rudman.

As | mentioned, all of our witnesses are sworn, pursuant to Rule
6 of the Subcommittee, so if you would please stand as | administer
the oath.

Do you swear that the testimony you are about to give before the
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. Bora. | do.

Mr. GoLbsmITH. | do.

Senator CoLLINS. Thank you.

Mr. Borg, we will start with you, now that we have had all these
accolades to State regulation.
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TESTIMONY OF JOSEPH P. BORG,! DIRECTOR, ALABAMA SECU-
RITIES COMMISSION, AND MEMBER, NORTH AMERICAN SE-
CURITIES ADMINISTRATORS ASSOCIATION, INC. (NASAA)

Mr. Bora. Thank you, Madam Chairman and Senator Cleland.
I am Joe Borg, Director of the Alabama Securities Commission, and
I do, on behalf of NASAA, welcome the opportunity to participate
in your oversight hearings on the growing problem of fraud in the
sale of small company stocks.

I am representing NASAA, which has led numerous enforcement
efforts in this area, and | commend you for the timeliness in hold-
ing a hearing on this important subject. As mentioned by Chair-
man Levitt and Senator Cleland earlier, | believe, over one in three
households now are investing in the capital markets, up from 1 in
17 in 1980. Securities fraud has a profound impact on a great num-
ber of working families. That has been demonstrated here just a
few moments ago.

I have been involved in the securities markets for about 15 years
as a partner in a law firm, as a State securities regulator, and as
an actual investor. | am here today to discuss the very serious and
growing problem of fraud in what has been termed the micro-cap
market. Daily, it threatens investors across the United States with
losses of millions of dollars.

Moreover, in my opinion, this threat casts a shadow on every fi-
nancial institution in our markets today. One of the unreported
costs of this problem is the millions of dollars intended to seed new
businesses that end up in the pockets of swindlers rather than cre-
ating new jobs, and its consequences are also increased distrust of
the markets by the grassroots Americans that support the entire
market.

I am actually speaking about the efforts of small unscrupulous
firms who use sophisticated scripts and an army of cold calling so-
licitors and brokers to sell micro-cap stocks to investors by any
means, including false and fraudulent misrepresentations, dis-
honest and unethical sales practices, and | would agree with Sen-
ator Cleland, as the neighboring State, we call it like you call it.
It is lying, cheating, and stealing.

On May 29, 1997, at a news conference with the New York and
New Jersey Attorneys General, NASAA announced that 20 State
securities agencies had filed 37 actions against 14 of these firms.
That announcement was phase one of what is going to be and will
continue to be the biggest nationwide crackdown ever by the States
aimed at brokers fraudulent selling stocks over the phone.

That announcement resulted from a directive from the NASAA
office that created a strike force represented by 12 States. In Feb-
ruary, audit teams comprised of examiners from these States
struck five preselected firms in the New York metropolitan area.
Concurrently, other States conducted similar investigations, and
ultimately, 20 States participated in the actions, with NASAA serv-
ing as the coordinating council for this nationwide crackdown.

One of the targets, the brokerage firm of Investors Associates,
was subject to 15 State actions. To date, Alabama, California, Indi-
ana, Massachusetts, New Hampshire, Oklahoma, South Carolina,

1The prepared statement of Mr. Borg appears in the Appendix on page 158.
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and Texas have revoked the license of Investors Associates and
Ohio recently denied its application for a license.

State securities examiners confirmed that employees of the tar-
geted firms pressure their victims into buying stock in unknown
companies by reading from scripts. The brokers and cold callers
know little or nothing about the companies they are paid to hype.
I would like to add at this point that these cold callers are unregu-
lated, unlicensed.

Here is an excerpt from one of the scripts taken from a trash can
at a brokerage house on Long Island. It is the sale of micro-caps
that is a planned and choreographed production. In fact, the script
begins with the stage instruction to “speak slowly and non-
chalantly”. Here is what they say.

“Two or three times a year, we at Investors Associates get our
preferred clients involved with a niche area of the market where
we can potentially turn a 6, 7-figure profit within the course of a
few trading hours, more specifically, what we call initial public of-
ferings.” Now, after providing a little detail about a particular
stock, which is generally hype, the script goes on to say, “In other
words, a return of 100 percent in 20 minutes perhaps sounds a bit
unrealistic, but that is exactly how our IPOs work. We did three
deals last year, yielding collectively 34 points within the first 10
days of trading and that is a fact.” That is out of the script.

Of course, once enough shares are sold and the price is driven
high enough, insiders sell the stock, creating a price slide, making
fortunes for themselves and wiping out the savings of innocent in-
vestors. In the vernacular of the industry, this is called the pump
and dump. Although the unknown companies being peddled are
small, it is not their size that is dangerous but the dishonest way
that their stock is represented and sold.

In the course of NASAA'’s sweep, State examiners discovered four
systemic abuses by the targeted firms. These include, first, trading
abuses, and you have heard this today. Our examiners found an
army of unlicensed solicitors who are accused of falsifying records,
conducting unauthorized trades, and failing to complete trades.
These are the tools of stock manipulation and securities fraud.

Second, failure to report investor complaints. State examiners
found hundreds of unreported investor complaints. Most of the of-
fices audited failed to have centralized procedures for handling and
reporting customer complaints, as required by regulation. The con-
sumer complaints were just gathering dust in some corner or on
some shelf, totally ignored.

Third, evasion of broker-dealer registration requirements
through the use of third-party franchise agreements. Rather than
acting as a legitimate branch of a broker-dealer, these franchises
operate independently with no central compliance, no supervisory
procedures, no oversight, as is generally the industry practice.
While they operate independently, they do not have independent
capital nor independent bonding upon which the investing public
can rely. When a broker-dealer or its satellite offices are not prop-
erly registered, that is a sure sign that something is terribly wrong.

Fourth, abusive cold calling practices. Most of the firms and
branches relied on high-pressure scripted telephone cold calling
techniques that include falsifying experience and performance as
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well as other outright lies. This is the key to the scheme. Without
the high-pressure cold calling, the rest of the illegal scheme would
never succeed.

Again, we are talking about a small segment, a very small seg-
ment, of the broker-dealer industry. However, the dollars are phe-
nomenal.

Unquestionably, as you heard from one of the witnesses earlier,
the use by unscrupulous broker-dealers and their agents of a pres-
tigious type New York, Wall Street-type name and address still
tends to create an air of legitimacy and the promise of a golden op-
portunity, not only for the unwary or inexperienced investor but,
in my experience, in many cases also for more well-educated and
more sophisticated investors. This is especially true when the less-
er-known brokerage firm markets a recognizable clearing firm
name as a way to impress investors and gain their confidence. This
is a confidence game.

I am confident, Madam Chairman, that these hearings will un-
cover numerous examples of high-pressure boiler room sales prac-
tices, misrepresentations, unsuitable sales, failure to execute
trades, trading in accounts without authorization, and in a number
of cases, out and out threats.

But | do not want to focus on more problems of the victims and
what type of problems they incur, but I would like to take a mo-
ment to go through a specific detailed study to show how the ma-
nipulation occurs and also to present for your consideration indica-
tions of generational networking among these firms. We are going
to talk a little about a history and progression of networking that
continues unchecked today.

Looking at the Steve Madden chart—now, Steve Madden is the
name of a shoe company that was brought public by IPO—there
was a big group of States, including a major player from Senator
Cleland’s State of Georgia, that worked on this project. Looking at
this chart, you will notice, for example, that the time line shows
the creation of 10 million shares of stock from 200. Now, this is all
prior to public offering and before the public gets involved, 10 mil-
lion shares from 200. At the same time, a $100,000 bridge loan was
made by three individuals who are the principals of Stratton
Oakmont, or were the principals.

As we go through the chart, a plan and scheme of bridge loans
and transitional shares, inside purchasers—the first initial shares
were sold to 16 purchasers, 12 of whom were Stratton Oakmont in-
siders. The bottom line is, the stock went from less than $.50 a
share to an offering price over $5 to the public, with the insiders
making a profit. What is not shown at the IPO level, when it goes
out to the public, there was $5.1 million of promissory notes still
owed to the principals of Stratton Oakmont.

What came to my attention this morning is that those principals
are now trying to collect on that $5.1 million. I am not sure what
effect that will have. | did notice that last Thursday, there was a
filing with the SEC for Mr. Jordan Belfort, the former principal of
Stratton Oakmont who has now been barred from the industry, to
acquire almost 900,000 shares more. The cost or source of funds
was undisclosed. | do suspect it is those promissory notes that are
now showing up at this late date.
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If we could change the chart, 1 would like to point out that of
the Steve Madden initial public offering of $12,500,000, 52.3 per-
cent went to insiders and friends of the insiders. | suspect that
most investors, if they knew that almost $.52 of their dollar was
going to the pockets of investors, would have a second thought
about investing in that company.

What that first chart does not indicate is the effect of that $5.1
million, that if it gets collected, if it has to be paid from Steve Mad-
den assets, the proceeds to the company will decrease from 52.3 to
11.3 percent. We are talking, out of $12 million, only $1.5 million
getting to the company, supposedly to increase the company’s earn-
ing capacity and make a return for the investors.

If we can go to the next chart, 1 would like to point out this chart
here is a generational networking analysis. Under Stratton
Oakmont, | have three individuals, the first of which is Jordan
Belfort. Mr. Belfort came from Investors Center. The idea behind
this chart is, if you track agents, starting at First Jersey and work-
ing all the way down, First Jersey being the Robert Brennan noto-
rious penny stock promoter, and going all the way down, agents be-
come principals, get barred from the industry after making, in Mr.
Jordan Belfort's case, about $84 million, and move on to their
agents, who become sales professionals and then form their own
companies, and it continues on and on and on.

The conclusions are obvious and inescapable. You cannot ignore
them. The abuse in this area continues to grow. As regulators pur-
sue and shut down one firm, another or even several emerge to
take its place. The lying, cheating, and stealing, as Senator Cleland
stated earlier, continues unabated.

Thankfully, Stratton is gone. Belfort is out of business, and so is
the other principal, Danny Porush. However, this does not solve
the problem, and it is said that those who do not learn from history
tend to repeat it. | think we have been repeating history.

These losses are unacceptable, and unless regulators are given
necessary enforcement tools and resources to strike at the indi-
vidual agents with both civil and criminal sanctions, the infestation
in our markets will continue. We must discourage rogue broker en-
trepreneurs by bringing criminal cases. Prosecute the trainer. Let
it be known that the cost of business just went up.

Rogue brokers of firms will agree to pay a civil fine of $100,000
or even $1 million as the cost of doing business as long as they can
continue to bilk the investors of tens of millions of dollars. Again,
this is just unacceptable.

We have heard that $6 billion is lost through these fraudulent
practices. Whether that is high or low is immaterial. Those kind of
losses of any type of amount is unacceptable.

We would recommend three phases. Front-end protections, for
example, would be important. We recommend that the SEC con-
sider adopting the use of State enforcement actions to disqualify
persons based on those State orders by interpreting the language
in Section 3(a)(39), which States basically that the Commission can
utilize “other appropriate regulatory agency information”. That
could mean State security agencies. If the State has issued an
order against a broker-dealer or a broker-dealer-agent, | see no rea-
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son why that cannot be used by Federal prosecutors or Federal
agencies or the NASD as a disqualifier.

The continuation of State licensing procedures is absolutely im-
portant. It is the first barrier against entry of fraudulent brokers
and broker-dealer-agents into the market. This is absolutely crit-
ical, | think, and | commend Chairman Levitt for recognizing the
importance of State licensing authority.

Ongoing protections, we would recommend that the role of the
clearing firms be examined. It is important that clearing firms
have some responsibility to the industry and the investors for
whom they clear. Also, a disturbing trend has been in the area of
omnibus clearing arrangements, which are so generalized as even
the clearing arrangements do not know who they are clearing for.
We are very seriously concerned about this trend.

Also, books and records. There is a proposed rule for books and
records requirements for broker-dealers under the Securities Ex-
change Act of 1934, which was originally released October 22, 1996.
The SEC, in my opinion, has recognized the importance of books
and records for use by the States in regulatory and enforcement ac-
tions. We believe the time is ripe for SEC adoption of a meaningful
and agreeable Federal books and records rule that closely tracks
the October 1996 release.

Lastly, after the fact. SIPC is 27 years old. It is time for a re-
view. This Act has not been amended since 1970 and the question
is, is the protection still sufficient coverage for the investors?
Should consideration be given to raising the payment levels, and
should actions other than a firm’s financial failure be the cause to
trigger coverage?

Lastly, I am pleased by Chairman Levitt's comments recognizing
the value of State licensing powers, which authority is on the fore-
front of protecting our markets and investors, and I am ecstatic
that the Chairman today announced a new drive to combat this in-
sidious problem. | can assure Chairman Levitt and this Committee
of my and my colleagues at NASAA’s commitment to assist in the
war to protect the markets and the investors because these mar-
kets and these investors have served our great country so well.
Thank you.

Senator CoLLINS. Thank you, Mr. Borg.

Mr. Goldsmith.

TESTIMONY OF BARRY R. GOLDSMITH,* EXECUTIVE VICE
PRESIDENT, NASD REGULATION, INC.

Mr. GoLbsmITH. Thank you, Chairman Collins. | am very pleased
to be here and thank you and the rest of the Subcommittee and
Senator Cleland for the opportunity to testify about the micro-cap
fraud problem in U.S. markets and our efforts to address it.

Sitting here today listening to the three investor witnesses who
preceded me has done more to convince me than anything | have
heard at this hearing that we, as regulators, need to do more. We
have to look at fresh approaches at addressing this problem.

I readily acknowledge that there are some dishonest individuals
and firms in the securities business today. However, let me also

1The prepared statement of Mr. Goldsmith appears in the Appendix on page 252.
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say that the overwhelming majority of securities professionals and
individuals in the industry today are honest and ethical and treat
their obligation to comply with the law seriously, and as they
should, put the individual investor’s interest first.

The problem firms that we have heard about today represent a
tiny portion of the more than 5,500 securities firms in this country
and are, for the most part, firms that concentrate their activities
in the securities of thinly-capitalized micro-cap companies. While
many of these smaller companies offer good invesment opportuni-
ties for public investors, sales of securities of these companies are
also susceptible to the abusive practices that we have heard so
much about today. We see too much in the way of misrepresenta-
tion, manipulation, phony guarantees, phony promises and unau-
thorized trades. It is in this area, of micro-cap thinly-traded securi-
ties, that we see the greatest growth in fraudulent activity today.

I would like to spend a moment talking about NASD Regulation’s
enforcement record. As these hearings demonstrate, we have to re-
double everything we have been doing in the past. NASD Regula-
tion has already begun to do so, with major investments and new
staff and surveillance systems being made now and budgeted for in
the future. These enhancements have increased both the numbers
and impact of our enforcement actions, as well as the effectiveness
of the sanctions we have obtained.

I have described some of our recent enforcement actions in my
written testimony. We have sanctions guidelines that are now
under review and are going to be totally revamped. Last year, we
brought 1,200 disciplinary actions, threw nearly 400 brokers out of
the business. This year, we are running about 18 percent ahead of
that in terms of barring individuals from the business.

The priority in every case that we bring against offending firms
and individuals is to make restitution to injured investors. In two
recent micro-cap cases that we brought just last month, D.H. Blair
and GKN Securities, more than 4,300 investors in 48 States will
receive more than $3.8 million in restitution and interest.

Stratton Oakmont, a firm that we heard so much about today,
was thrown out of the business by NASD Regulation in December.
This is a prime example of how the States and the SROs and the
SEC can work together. The NASD decision expelling Stratton
Oakmont specifically made reference to securities actions brought
by 19 States, including the State of Alabama. | am against regu-
latory duplication, but in certain cases, a little duplication is not
a bad thing.

The Subcommittee has expressed particular interest in how we
assure that past offenders do not repeat their violations. We accom-
plish this by giving regulators and investors information on past
violations, punishing repeat violators more heavily, closely moni-
toring the firms that hire past violators, and requiring heightened
supervision of any brokers with a significant disciplinary history.

Our sanctions guidelines already provide for significant esca-
lating sanctions against recidivists. Where we see barred brokers
reappear on the fringes of our industry as unsavory stock pro-
moters and people who are beyond our jurisdiction, we refer those
cases to the SEC and to criminal law enforcement authorities.
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We cannot arrest people. We cannot put people behind bars. But
the NASD has the manpower and the technical expertise to assist
criminal prosecutors around the country to do their jobs. Recently,
we have noticed increased interest by State and local criminal pros-
ecutors in tackling these cases. With appropriate training and help
from the regulators, we believe they can do just that and these
cases are going to be brought.

We have made micro-cap a prime focus of our regulatory pro-
gram, but we have to do more. The NASD is actively studying this
market, particularly the over-the-counter bulletin board, where
many of the securities that we heard about today are traded. We
are going to make the changes that are necessary to address the
problems we see.

While the bulletin board provides a marketplace with real time
price and volume information, investors need to have access to
more accurate and current information about the companies whose
shares trade there. Too often, the only information investors have
is the misinformation and hype posted on a stock promoter’'s Web
page or the pie-in-the-sky promises made by brash cold calling bro-
kers.

We are going to propose a number of initiatives in that area.
First, we must take a hard look at whether there should be higher
threshold standards for including a stock in the over-the-counter
bulletin board. We will look closely at whether a company that is
either unwilling or unable to provide full and timely disclosure of
information to the public and to regulators should be given
quotation visibility on this electronic medium. Such a proposal
could limit quotation on the OTC bulletin board to companies pro-
viding and filing periodic reports with the SEC and other financial
regulators.

Second, we are going to work with the SEC to strengthen the
tools that we have to keep the shares of bogus companies from
being traded in the over-the-counter market in the first place. This
can be accomplished by toughening and clarifying the rules we
have to prevent broker-dealers from initiating or continuing to
quote an OTC security when they do not have current, reliable fi-
nancial and other information about the issuer.

Third, we are also considering a rule to prohibit a broker from
recommending an OTC security unless he or she also has first re-
viewed the issuer’s current financial statements and believes that
they are accurate.

Fourth, we are considering rule changes that would place tough
new requirements on brokers, beyond the existing suitability re-
quirements, to confirm with their customers that purchases of
these types of speculative over-the-counter securities are suitable,
given the customer’s age, experience, and investment objectives.
We are looking at requiring brokers to disclose to their customers
specific information about these types of investments and explain
to them the differences between the over-the-counter market and
the Nasdaqg stock market. We will determine if there is an in-
creased need for regulation on the operation of the bulletin board,
such as to give the NASD the authority to halt trading or halt
quotes of securities under certain circumstances.
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Finally, we must be more proactive in educating investors on the
specific and unique characteristics of the OTC equities market. We
have already begun a program to educate investors about the OTC
bulletin board, the pink sheets, and other quotation media.

I would like to talk about some of the new rules that we have
initiated and those that we are proposing and have under consider-
ation. We feel that these rules will have a very strong impact on
investor protection in this marketplace. First of all, with respect to
clearing firms, a focus of these hearings, and we have heard testi-
mony today about how one of these brokers used Morgan Stanley’s
name in order to attract Mrs. Sprecher to invest. The focus of these
hearings has been the increasing responsibility of clearing firms for
notifying regulators of problems with introducing firms.

We are working closely with the SEC and the New York Stock
Exchange, to impose new reporting responsibilities on brokers that
clear trades for these smaller firms. These proposals would require
clearing firms to provide information that will allow self-regulators
to better monitor the smaller firms for which they clear trades—
the introducing firms.

Our boards will soon be considering proposals to require clearing
firms to report to their designated examining authority, either the
NASD or the New York Stock Exchange, the written complaints
that they receive on introducing firms and to forward these com-
plaints to the introducing firms, as well. This will help get at the
problem that Mr. Borg identified of complaints that are being deep-
sixed and put on shelves that nobody sees. This is a double check
and additional information that we need.

I would like to talk about taping. Taping has a salutary effect.
When we succeed in putting a recidivist firm out of business, we
think that our job is not over. We have heard testimony today
about principals of firms who we expel turning around and forming
new firms under a different name, or other times the firms move
en masse to a branch office of an existing firm. When a large num-
ber of brokers like these become employed at another broker-deal-
er, this raises a real risk that their new firm will have significant
sales staff who may not yet have forgotten their old bad habits.

In addition to our other enforcement efforts against repeat of-
fenders, the NASD board this month sent to the SEC for its review,
and hopefully approval, a rule that would require brokerage firms
to tape all customer sales calls for 2 years if a specified percentage
of the firm’'s brokers worked for firms that have been expelled for
telemarketing fraud or sales practice abuse.

Cold calls, telemarketing, we have heard stories today that turn
my spine cold about cold calling. These tactics are often used to in-
duce investors to purchase stock over the telephone from a broker
they do not know and probably would not want to know if they met
him or her. We have adopted telemarketing rules, and in a related
initiative, we now have out for comment to our members a rule
that for the first time would require all persons who make cold
calls to be registered security sales representatives.

Right now, as | speak, there are firms who are using unregis-
tered staff, people who do not have to pass NASD examinations or
undergo the education that is required to make calls to investors.
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The proposed rule will assure that those making the cold calls are
aware of our rules and subject to our regulation and sanctions.

We are also developing a new Internet search engine that will
help combat Internet fraud, and obviously we are working on new
initiatives to give investors more information that they want. One
of the comments that Chairman Collins made about putting phone
numbers on brokerage statements is something that | definitely
want to consider. Right now, we are talking to a number of major
utilities on the East and West Coasts to use envelope stuffers to
put this kind of information in the hands of the type of audience
we must reach. We need to be marketers. We need to be effective.
Publishing an 800 number that nobody remembers is not enough.
We need to do more.

I would be happy to respond to any questions you might have.

Senator CoLLINs. Thank you very much, Mr. Goldsmith.

I commend you for the steps that the NASD is taking to further
regulate the bulletin board, to look at that issue, since | think a
lot of people, given the bulletin board’s link to Nasdaq, assume that
it provides the same kind of stability in terms of disclosure and
listing requirements as the other NASD markets. | also commend
you for the other rule changes that you have just described to us
that are under consideration involving among other clearing firms
and cold calling.

But as | said to Chairman Levitt, in the end, | think this comes
down to an issue of the confidence and the ethics of the people in
the industry. As | said in my opening comments, the vast majority
of brokers, and you have underscored that, are ethical. We do have,
however, a persistent minority that no matter what we seem to do
from a regulatory or legislative perspective just keep popping up
and that is why | want to pursue with you the questions that |
asked Mr. Levitt.

I am not kidding when | say that in the State of Maine, it is easi-
er to get a license to be a stockbroker than it is to become a cos-
metologist. A cosmetologist has to have a high school education,
has to have undergone specialized training, has to take both a writ-
ten exam and a practical exam, has continuing education require-
ments every 2 years, and yet, obviously, the consequences of some-
one who is a licensed broker for an unwitting, unsophisticated
investor who is given bad investment advice are so much more se-
vere.

Do you think that the competency levels for brokers are suffi-
cient? Is entry into the industry too easy?

Mr. GoLbsmiTH. | really do not think that the problem rests with
how difficult the exam 1is. In fact, we brought cases, | believe,
against 52 individuals who felt that it was too difficult and they
got somebody who they paid to take the exam for them. That is
something that, hopefully, will not happen again.

But | think what we need to do, | agree with your comment
about increasing sanctions for the bad apples. We see too many
cases where firms, as a cost of doing business, will pay $1 million
fines and go on to, in a sense, rob Peter to pay Paul. Even in cases
where arbitration systems are set up, we sometimes find that these
firms are paying old investors 10 cents on the dollar with new in-
vestors’ money.
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I do not think, though, that toughening the exams will nec-
essarily stop that problem. | think you hit it on the head, that
these are really ethics we are talking about and we have a lot of
very smart crooks in the business who would be able to pass just
about any reasonable exam that could be taken.

So | think we need to concentrate on getting the bad people out,
educating investors, and looking hard at cases and saying, is this
a firm or is this an individual that we want to, in a sense, live an-
other day with other investors, or are we going to draw the line
here and try to get them out of the business? Sometimes with num-
bers of cases and burdens, it is something you have to look back
on and make the decision to bite the bullet.

Senator CoLLINs. | think that is a critical issue. | think the
NASAA issued a report that was quoted in the House report accom-
panying the 1990 penny stock legislation that said in one study,
something like 83 percent of the people who were working for firms
with trouble had a previous history of violations of securities laws.
That again raises the concern to me of whether we are tough
enough and whether we should have a zero tolerance policy. For
example, if there is a serious breach of ethics, you are out, or you
are at least out of the industry for a significant period of time.
What is your reaction to that?

Mr. GoLbsmITH. | think, as | said, our sanctions guidelines are
being reviewed from top to bottom. We have a committee made up
of staff members, industry members, and committee members,
looking at our guidelines. | think there has been an appreciation
that we have ratcheted up our sanctions.

We have also, as part of the joint regulatory sales practice sweep
that the SEC, NASAA, and the NASD did last year, issued a notice
to members requiring heightened supervision of brokers with dis-
ciplinary histories. And one thing we are doing that | think has a
very beneficial effect, particularly now as CRD is going to become
more investor-friendly and enable investors to get information on
brokers, is bringing cases and drilling down to low levels in terms
of brokers. We are not just suing the top two or three people in the
firm.

A.R. Baron is a case that we have heard a lot about. There have
been indictments by the Manhattan District Attorney’s office and
we have sued 23 brokers there. GKN, a case | mentioned, 29 bro-
kers. H.J. Meyers, which | think is right there on Mr. Borg's chart,
more than 35 brokers. What we want to do is tag these brokers,
and these may not be brokers who have committed capital offenses,
but tag them with disciplinary histories so when they go from firm
to firm, that is known to their new firms. When investors get a call
and want to check out the broker, they will see that this is a broker
who has been disciplined. That is something, | think, that is going
to have an effect.

Senator CoLLINs. Let me follow up on that very point. You just
mentioned A.R. Baron, and in your testimony you mentioned en-
forcement actions taken against Hibbard Brown. These are firms
that, it is my understanding, are no longer in business, is that cor-
rect?

Mr. GOLDSMITH. Yes.
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Senator CoLLINS. With respect to each of those firms, do you
know how many brokers worked for the firm and how many of
those brokers are still in the industry? You mentioned that you are
suing further down, but are a lot of the people who worked for
those two firms still in the business and are they subject to any
sort of special ongoing scrutiny by either NASD or their new firms,
if they are still in business?

Mr. GoLbsmITH. A firm that we expel, our taping rule, if it is ap-
proved, will come into effect. And one thing that we do, we have
an examination program and we had over 2,400 main office exams
last year and cause exams based on customer complaints, 5,200.
When our examiners go into firms, we are aware of the brokers
who are there and we are aware of their past affiliations and those
are red flags for us, as well.

So we do keep track of where brokers go. | think you will find
that in many of these firms, particularly some of the younger bro-
kers end up going into the used car business when their firms go
out of business. Also there are a fair number that just scatter. But
sometimes we hear that there is a nucleus of brokers going to firm
XYZ. We will go into that firm and we will look around. It is a
piece of regulatory intelligence that | think is very important and
one that we use.

Senator CoLLINS. Mr. Borg, earlier today, and 1 know you were
here for the testimony of our consumer witnesses, we heard two of
the witnesses, Mrs. Sprecher and Mr. Poggi, were the victims alleg-
edly of outrageous conduct by a firm called Investors Associates. |
wondered if you are familiar with the firm, whether or not you
know what its status is now and whether there was a sufficient
regulatory response, in your judgment.

Mr. Bora. Investors Associates was suspended, their license re-
voked in Alabama, | believe either December of 1996 or January
of 1997. It is my understanding that Investors Associates still
maintains its NASD license. Its license has been revoked in at
least 10, perhaps 12, States, and some of the people of Investors
Associates have moved on to other firms, including some of the
folks that were mentioned today.

I would point out, as | was listening to the testimony today, |
recognized a number of these names, these individuals, such as Mr.
Baratta, who came from Investors Center, which is on the chart,
and Mr. Bleich, who came from Duke Associates, and Mr.
Tropeano, who came from Continental Brokers, which is on a sub-
sequent chart in the submitted materials. Mr. Grecco is well
known. He is both from Investors Center and Stratton Oakmont.
So this, | think, proves the point. Mr. Spitzer was also mentioned
as one who took over the Sprecher account. He is formerly with
GKN. So I think this shows the pattern that goes on.

Has there been sufficient response? That is a tough question. |
do not believe—I would prefer a stronger response, and | think, as
this program of working together on the micro-cap attack, as
Chairman Levitt mentioned today, including joining with the
NASD, perhaps the State concerns on the extent of the regulatory
attack can be increased, especially if there are some other indica-
tions, such as cold callers who have to be registered.
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If they are not registered, they are not on the CRD. If they are
not on the CRD, | do not know about them and there is nothing
I can do except bring a criminal action. |1 cannot revoke the reg-
istration or suspend it; they are not licensed. So | am pleased to
hear Mr. Goldsmith today talk about enforcing a regulation or pro-
posing a regulation to that extent.

I do think that regulatory actions by the SEC, the NASD, and
the States—we fall into this category, as well—in the past have
concentrated on the principals and the firms. | do not think that,
historically, any of the regulatory agencies really recognized the
progression, as you will, or the generational networking that ex-
isted until recently.

I do believe that there has to be greater response up front prior
to the time, for example, that Mr. Belfort and Mr. Greene, who are
on their yachts now, have taken several hundred million dollars
and are now out of the business. It is a little late.

Senator CoLLINS. It is incredible to me—and your tracing the
patterns of employment of these individuals just underscores the
point—it is incredible to me that these rogue brokers can just keep
popping up over and over again and that we are not taking action
to bar them from the industry. | am just perplexed by that, because
you know that they are going to go on to victimize other people,
similar to the people we have heard from today.

Mr. Bora. And that is why | recommended that if the NASD and
the SEC could utilize a State order, to the extent that it could uti-
lize orders between NASD and SEC, to prevent these brokers from
continuing in the industry or at least suspend their operations
until such time as a full review could be made, | think that would
go a long way to preventing the further transfer from place to
place.

Unfortunately, the CRD system does not trigger our notice at the
State level until there is a firm transfer, and if it is a mass trans-
fer, then that means we have to go through one by one, and we try
to do that, but the States do have limited resources.

That is why it is so important, and | heard Chairman Levitt
state today that they have all this information, but it is hard to
prosecute. Well, it is easier for the States to prosecute, but | do not
have the resources and information he does. It is a combination of
the SEC and the NASD, with their resources and their information
and their expertise and our ability to get into State court in a
quicker manner, perhaps, than the U.S. Attorney’'s Office or the
Department of Justice, but a combination of all these factors is
what it is going to take to drive these people out of business.

Senator CoLLINS. Thank you.

Senator Cleland.

Senator CLELAND. Mr. Borg, it is good to see you.

Mr. BorG. Thank you, sir.

Senator CLELAND. Mr. Goldsmith, thank you very much.

Let me just follow up on that point. | think you really hit the
nail on the head there. | mean, what we have here is a troika with
the SEC and then the NASD and then the States, three levels, cer-
tainly two levels of government and one involving the private sec-
tor there, all having to work hand-in-glove to track down and nail
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and prosecute and put in striped suits—broad stripes—bad guys or
bad gals. They are pretty elusive.

I can remember being Secretary of State in Georgia. We put to-
gether a 6-State task force to crack down on some boiler rooms out
in Orange County, California. You just referred to a 20-State ef-
fort—was it not 20 States?

Mr. BoORG. Yes, sir, the May sweep.

Senator CLELAND. Yes. | think that is quite incredible.

I just want to come back to the role of the States. Obviously, you
have some defenders here who think the role of the States ought
to be a strong one, but you just mentioned right there at the end
your ability to get into State court quickly if you had some help
from others, NASD or the SEC in terms of information. Is that cor-
rect?

Mr. Bora. Yes, sir, | believe so. My State brings a number of ac-
tions every year. | think last year, we brought 30 criminal actions.
I have something like 36 or 38 defendants awaiting trial right now
on charges, not necessarily micro-cap but general securities fraud,
whether they are non-existent stock or investment advisors who
have ripped off pension accounts.

But the thing is, on this micro-cap, because of the time and effort
it takes—you may recall that time line on the Steve Madden chart
with the creation of the bridge units and the selling of the private
placements. This is information that is the expertise of the NASD.
If that could be combined with getting the complaints to us
quicker, because sometimes they do end up at the NASD as op-
posed to the States, we would like to facilitate a greater exchange
of that information, and | think we are doing it. It has started on
a district level.

Then if the NASD would refer to us those complaints as soon as
they hit and if we can find sufficient basis in our State law, | think
the Attorney Generals or the District Attorneys, or in our agency
case, we prosecute our own cases most times with the assistance
of the DAs and the AGs, we could get into court a lot quicker on
a good criminal case.

In some cases, the determination may be there is not quite
enough to meet the burden of a criminal case, because as you
know, it is a much higher burden than revoking a license or sus-
pending them from business, and that is a decision that is going
to have to be made on a case-by-case basis.

But with the information from the SEC and the NASD, combined
with the cop on the beat, as Arthur Levitt has referred to the
States, abilities to get into court, | think you would see an increase
in criminal prosecution. | think you would also see a speeding up
of the process of revocations of licenses and suspensions, and if the
SEC and the NASD would honor those suspensions of licenses, |
think you would see a quicker response.

Senator CLELAND. Do you think criminal prosecution is the ulti-
mate deterrent?

Mr. Bora. Yes, sir. If | can give you a quick example of what |
think happens, and | was not a personal witness to this, but one
of the people we interviewed with regard to the Stratton case indi-
cated that at one point in time, one of the principals in the boiler
room, which is a big board room where they had 250 to 300 people
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making cold calls, which, by the way, Senator, they made a million
calls a month. We took 18 months of their records——

Senator CLELAND. That is more than | raised in soft money.
[Laughter.]

Senator CLELAND. Strike that from the record. | am kidding.

Mr. Bora. But at one point in time, there was a fine levied or
there was an action brought and one of the principals got up on
the table to announce that one of the regulators had taken this ac-
tion or had fined them a certain amount and the report goes that
everyone, “Awww.” And then he announced, “But, in the same 30
days, we made $10 million,” and everybody went, “Yay.” So, no,
there is no sufficient response in a civil proceeding if they can pay
you $1 million and steal $5 million. It is a cost of doing business.
Therefore, 1 think the proper response would be a criminal action,
and you have to get past the principals to the agents to deter new
agents if they think there is a possibility of going to jail.

Senator CLELAND. What do you think about this concept of zero
tolerance the Chairman mentioned and Mr. Goldsmith is interested
in and made a comment to the New York Attorney General in
terms of zero tolerance? Should we be thinking about that?

Mr. BoraG. | am very interested in zero tolerance. | would like to
be able to work with NASD and the SEC on developing guidelines
toward zero tolerance. | think it is something that can be dis-
cussed.

If I might digress just for a second, the idea of putting the num-
bers on the account statements, | think, is an excellent idea. How-
ever, | would recommend one change to that. In Mr. Poggi's case,
the number on the account statement would have been too late be-
cause the account statement he got was after the trades had been
made, within that 30 days, and the statement will not drop,
chances are, until sometime at the end of the month.

I would recommend that either at the initial application stage,
prior to any trade, that that information be delivered, either as
part of the client form to allow them to do business or a separate
mailing that gives that information up front, because, as | said, in
Mr. Poggi’s case, | think had it been on the account statement, he
would not have seen it for 45 days and it was too late in his case.

Senator CLELAND. You mentioned about the effectiveness or the
ability to go into State court quickly. The Private Securities Litiga-
tion Reform Act placed certain restrictions on the ability of de-
frauded investors to seek redress in class action lawsuits. Should
the new Act be amended to preclude investors from bringing ac-
tions in State courts?

Mr. Borea. | think the issue is different. I am not up on the Pri-
vate Litigation Reform Act, per se. | am sure my general counsel
at the Commission is. But what | am talking about here is the en-
forcement of the anti-fraud authority and the criminal violations
under a criminal act. The State is not precluded, as | understand
it, from bringing any actions under private litigation reform, and
that is for class action type lawsuits, and that would be a civil re-
dress. Therefore, | am not qualified to speak to that, Senator.

But | would say that on the criminal side, that that would be a
police power to the State and | think the State, if it has a violation
of its statute or a violation of a Federal statute or Federal regula-
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tion that they are required to meet at the State level, then | think
the States can act on that.

Senator CLELAND. Mr. Goldsmith, talk to us a little bit about
zero tolerance and how you see that in your line of work.

Mr. GoLDsMITH. Let me take an easier question first and then
I will answer that one. | think it is clear, | think we all agree that
we need to increase the sanctions, and I am not talking about by
$500 or $1,000. When we are dealing with people who should not
be dealing with investors, we ought to get them out of the industry.

I think any kind of zero tolerance, just as | think in the three
strikes and you are out, in any court system, you have to recognize
that you are dealing with firms with limited resources. If you have
a zero tolerance that runs from a technical violation all the way up,
you are going to have people litigating and prosecuting and appeal-
ing to the SEC and the court of appeals.

Our disciplinary process moves quite quickly at the NASD, but
people have the right, as they should, to appeal that. It then goes
to the Commission. It could then go to the court of appeals. If you
are trying to throw people out of the business for violations that
may not warrant that, that could be a problem and it is going to
hurt your enforcement down the road.

But a carefully articulated policy with guidelines that, with re-
spect to certain types of violations of certain magnitudes, would
warrant expulsion, and we have that and we are looking at tough-
ening those, | think is something worth looking at. Again, we are
revamping our entire sanctions guidelines to that end and we are
toughening up. We have thrown out more firms. We have expelled
more individuals, and | think we still need some further tough-
ening.

Senator CLELAND. Madam Chairman, that is the end of my ques-
tioning. 1 would just like to thank some key people on my staff.
Wayne Howell, who is the former head of the North American As-
sociation of Securities Administrators, now my Administrative As-
sistant, has put a lot of work in on this hearing and will be helping
me on other hearings, as well as Kevin Franks on my staff and Jeff
Robbins, minority counsel. Thank you, Madam Chairman.

Senator CoLLINS. Thank you, Senator, and | want to thank you
for your personal leadership in this area. | know we are going to
continue to work together on it and | look forward to that.

I want to thank our witnesses. The hearing record will remain
open for 30 days and it is possible that our counsels, as well as
other Senators on the panel, will have additional questions to sub-
mit in writing and we hope that you will assist us on our ongoing
investigations.®

I, too, want to thank my staff people who worked very hard on
this, lan Simmons, Tim Shea, Dennis McCarthy, Mary Robertson,
Lindsey Ledwin. As you can see, when you are in the majority, you
get more people to thank. [Laughter.]

I want to acknowledge Jeff Robbins’s assistance also as the mi-
nority counsel, and | particularly want to have a special thank you
to my legislative counsel who is also a former State securities ad-
ministrator, Steve Diamond.

1Exhibits 16, 17, and 18 appear in the Appendix on pages 432, 466, and 475 respectively.
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Thank you very much for helping us explore this issue and the
hearing is now adjourned.
[Whereupon, at 4:46 p.m., the Subcommittee was adjourned.]
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Today we launch an investigation into securities fraud in what is known as the
micro-capital markets. For those unfamiliar with the arcane terminology of Wall Street,
the microcap segment of the markets includes small companies with relatively low
market values; It includes, but is not limited to, penny stocks.

These hearings are both the continuation of a tradition and a look to the future,
They are the continuation of a tradition because of our Committee’s long history of
investigating securities scams aimed at small investors. They are a look to the future
" cause we will be examining new and growing abuses in our capital markets

These hearings are very timely. Last fall, Federal prosecutors charged 46
individuals with stock fraud in New York. In May of this year, a 20-State task force
acted to shut down some of the worst of the firms engaged in stock manipulation. And
less than three weeks ago, on September 4, The Wall Street Journal published a lengthy
story entitled *Despite Reforms, Penny-Stock Fraud-is Roaring Back.” That story
noted the very disturbing fact that investors may lose more than $6 billion annually due
to penny stock fraud — more than “triple the 1980s peak.”

We conduct these hearings against the backdrop of a booming stock market and
a new generation of unseasoned investors. Hidden beneath the rising tide of the
market, micro-cap fraud represents a_pernicious undercurrent that potentially affects
thousands of American families. Many of these families are, for the first time,
investing their hard-earned money to save for skyrocketing tuition costs, unforeseen
medical expenses, and lengthier retirements. While we have the safest and most
successful capital markets in the world, the irony is that public confidence in our
markets actually creates opportunities for con artists to exploit the unwary.

(55)
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Microcap fraud not only harms small investors, but it has the potential to barm
small companies. As this type of fraud increases, the willingness to invest in emerging
enterprises decreases, and legitimate companies are denied the capital which is the life
blood of our free enterprise system.

How do these scams work?

Unscrupulous brokerage firms, often operating through intermediaries, purchase
large amounts of stock in a small company. The stock is virtually worthless or of very
limited value, but the brokers drive its price higher by aggressively cold-calling
thousands of unsuspecting individuals, many of whom have lile or no prior
investment experience. In repeated cold-calls, the scam artists hammer away at the
investor on the telephone, promising glowing returns and emphasizing the need for
immediate action. The inevitable effect of these aggressive sales tactics is to push the
stock price higher, at which point the brokerage firms’ insiders dump their shares,
leaving the public with worthless securities and the brokers with millions in ill-gotten
gains.

Scratch the surface of a stock manipulation scheme and you will inevitably find
false or exaggerated information. If you doubt the potentially tremendous impact of
false information, consider the $6 billion dollar Bre-X scam. In that instance, phony
reports about the gold content of the company’s mines drove the price of the stock
from a few pennies to $240 per share, until the fraud was exposed and the stock fell
back down to earth. As you can imagine, the unsophisticated investors who rode the
stock down hit the ground with a thud.

Coercive cold-calling and spreading false information are not the only tactics used
by boiler rooms engaged in stock manipulation. Other practices which I expect to
emerge from our investigation include: making unauthorized purchases in customers’
accounts; refusing to execute sell orders to maintain a stock’s upward momentum; using
unlicensed persons who are paid under the table for making sales; and bribing brokers
to recommend the stock being manipulated to their unsuspecting customers.

One particularly troubling problem that we will hear about today is the
difficulty regulators have in driving unethical brokers out of the industry. When a
boiler room operation is closed down, often after lengthy proceedings, it is
unfortunately common for the employees to show up in a host of new firms. Not
unlike a grade-B science fiction movie, killing one of the monsters only seems to create
a new army of them. Our regulatory system must ensure that when a broker
participates in this type of fraud, he or she is not allowed to remain in the industry and
again pick the pockets of unwitting investors. '
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There are a number of other regulatory questions that we must consider. For
" example, should the large Wall Street clearing houses that process transactions for
penny stock brokerage firms have more of a role in stopping fraud and manipulation
in the microcap market? How effective has the 1990 penny stock legislation been in
limiting abusive practices? More specifically, since that legislation applies only to stocks
selling for $5 or less, has the fraudulent activity simply moved to higher-priced stocks
also traded in the microcap market? What more should be done to police the “Bulletin
Board™ market?

While we are confronted with complex issues, we are fortunate to have an
outstanding set of witnesses who are well qualified to address those issues. We will first
hear from the Honorable Arthur Levitt, Jr., the distinguished Chairman of the United
States Securities and Exchange Commission.

We will then hear from three individual investors who were victimized by
fraudulent practices and who have kindly agreed to share their experiences with us.

Finally, we will hear from two other regulators: Mr. Barry Goldsmith, the
Executive Vice President for Enforcement of NASD-Regulation, the regulatory arm of
the NASDAQ market, and Mr. Joseph Borg, the Director of the Alabama Securities
Commission, who will present the State perspective.

As we proceed with today’s hearing, as well as with future sessions on securities
fraud, we should remember that this Subcommittee has a dual role. Mindful of Justice
Brandeis’ observation that “sunlight is the best disinfectant,” we have a responsibility
1o expose abusive practices so that the American people can be on guard against them.
We also have the obligation to determine whether our current regulatory scheme
affords adequate protection to an ever growing investing public. As I noted earlier, this
Subcommittee has a proud tradition of looking out for the interests of small investors,
and I am determined to continue that tradition under my chairmanship.

In carrying out our responsibilities, we are fortunate to have the participation of
my colleague from Georgia, Senator Cleland. As the Secretary of State, Senator Cleland
oversaw. securities regulation in Georgia, a state that was in the forefront of the battle
against penny stock fraud. His experience and leadership in this area will be an
invaluable asset to the Subcommittee.

1 am also delighted to be working with the Ranking Mirority Member of the
Subcommittee, the distinguished Senator from Ohio, John Glenn. I know that Senator
Glenn shares my commitment to exposing abusive and unethical practices in the sale
of securities, and I will now recognize him for any statement he may wish 10 make.

#
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Madame Chairman and Members of the Subcommittee. It is a pleasure for me to be here
today seeking information, and hopefully, solutions, to a major problem that has faced our country
for years. '
Secretary of State
I served as Georgia's Secretary of State and Commissioner of Securities' for many years. I
was responsible for administering Georgia’s securities laws® and providing investor protection for
Georgia residents.
Securities Markets
The securities markets are an integral part of our nation's economy and we have experienced
tremendous growth in these markets. In fact, this year alone the markets have reached an all-time
record. Unfortunately, these successes have led to a tremendous increase in fraud and abuse.
In 1990, only 17.8% of all Americans were invested in equities. Today, I understand that
31% of all Americans are now investing in equities and that one in three households now own

securities.’ In 1992, the daily share volume for the New York Stock Exchange and NASDAQ was

"The S y of S is desi; d as the C issi of Securities and is responsible for
administering the Georgia Securities Act of 1973, as amended.

20.C.G.A. §10-5-1 ¢t s€q. (The Georgia Securities Act of 1973, as amended).

3Investment Company Institute, 1997 Mutual Fund Fact Book, (Investment Company Institute,
Washington, D.C.) Mar. 1997,ch 5 at 3.
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Statement: U.S. Senator Max Cleland (D-GA;
September 12, 1997 o

only about 200 million shares a day. Today, the New York Stock Exchange and the NASDAQ
Market consistently trade in excess of SO0 million shares! At the end of 1996, the market
capitalization of NASDAQ was over $1.5 trillion dollars — more than a three fold increase from
$508 billion at the end of 1991.°

Confidence and Integrity

The securities markets would not exist without public confidence in the integrity of the
pmfessionals who work in and manage these markets. I salute these professionals, and commend
them for their efforts in promoting and encouraging a strong securities market that provides the
capital to make our country grow and provide economic security for our citizens.

While there are justifiable criticisms of the markets, the purpose of these hearings is to deal
with the few bad apples, and not force regulatory changes that would be burdensome and a hindrance
to legitimate capital formation. The success of our markets is shown by the billions of dollars that
change hands each day, either from a telephone call, head nod or a hand shake, which clearly reflect
the rtrust and confidence we have placed in their integrity. Should this integrity be replaced with
mis\trust, our confidence would erode and the markets, as well as the American economy, would
uitimately suffer. We now have, beyond any doubt, the best securities markets in the world, and it
is very important that we strive to keep this market strong and the playing field level, in order t:) give
all investors an opportunity to be successful in the market.

Regulatory Structure

*Suzanne Wooley, The Booming BigBoard, BUS.WK, August 4, 1997 at 60; National Association of
Securities Dealers; NASDAQ, NYSe and AMEX Comparisons (Internet - 9/2/97 - www.nasd.com).

*NASDAQ Investor Research & Analysis (9/3/97).
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The confidence in our securities markets results, in part, because of the excellent cooperation
that has existed between state® and federal government regulators and self-rcgulatbry organizations.
This regulatory partnership has proven to be one of the most efficient and effective regulatory
collaborations in the country.

Substantive securities regulation in this country began at the state level. In 1911, the State
of Kansas enacted the nation's first Blue Sky Law. Other states quickly adopted their own version
of such legislation. And in 1929, as a result of the stock market crash, Comgressibegan a series of
legislative efforts that encompass the body of law known today as the federal securities laws.

Regulatory Uniformity

In the 1970s, a major cooperative effort was initiated between the states, the SEC, the NASD
and the stock exchanges. The results of this effort include:

. Uniform competency examinations that allow an individual to take one examination accepted
by all the states.”
. Uniform registration forms that allow a firm or an individual to use the same forms for the

states, the SEC and the self-regulatory organizations.?

SThe term “states” used herein refers to the agency or officer of a particular state charged with
administering and enforcing the respective state law regulating the offer and sale of securities within or from that
state,

"The individual states under the auspices of the North American Securities Administrators Association,
Inc. ("NASAA") worked with the NASD and adopted the use of Series 63, the uniform state law examination. The

is d through the NASD.
®Form U-4 is the form used by rep ives seeking registration with the individual states and the
NASD. Form U-§ is the uniform termination form used when a rep i inates their employment. Form

BD is used for applications to be registered as a broker-dealer. Form ADV is used for applications for registered
investment advisers.
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. Central Registration Depository (CRD) that allows for an automated one-stop registration
filing system.”

This registration and licensing process provides an efficient and uniform process that
complements the fundamental purpose of state and federal securities laws to provide investor
protection and foster the confidence that will encourage the investments necessary for capital
formation, economic growth and job creation.

Efforts of the Private Bar

For a regulatory program to be successful you must have vigorous enforcement. When the
securities laws were framed in the 1930s and 1940s, Congress wisely realized that there would never
be enough “cops on the beat” in the form of government-paid securities regulators, but that it would
be necessary for the private bar to enforce the law on behalf of defrauded citizens. It is these
attorneys who, in the words of SEC Chairman Arthur Levitt, “serve a crucial role as a deterrent and
are a vital supplement to the Commission’s enforcement resources.” In testimony before Congress
and in court documents, the SEC has repeatedly emphasized the critical role of the private lawsuit.
However, despite the best efforts of the SEC, the 50 state securities agencies, and the SROs, there
continues to be an unacceptably high level of fraud and abuse in today’s capital markets.

Fraud

Recently, top securities watchdogs in the United States have warned investors that the

“The Central R gistration Depository (CRD) is an d registration system operated under an
agreement between the NASD and NASAA. The system was designed in the late 1970s and came online in the
early 1980s. An applicant files forms with the CRD seeking registration, the system tests the form for completeness
and certain other edits, the form is then communicated to terminals in the individual states for final approval.
Disciplinary data is captured and made a available, on d d, to the regul
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explosion in the stock market has brought a sharp rise in securities sales fraud and stock price
manipulation. Ata town meeting in Los Angeles, SEC Chairman Levitt cautioned that investors are
“more vulnerable than ever to fraud.” This concern has been echoed by others who point to a
disturbing rise in the level of securities fraud and allege that organized crime is seeking a foothold
in certain sectors of the mlm. N

What is unusual about the increasing evidence of wrongdeing in the stock market is that
shady pra.cticcs tend to go unnoticed in the days of a strong bull market. Usually, the misconduct
is uncovered only afier a sharp sustained market drop similar to that of 1987. This has the regulatory
community wary about what it would face should the stock market collapse.

In the past five years, the number of stockbrokers doing business in the United States has
grown by 50 % to 650,000. However, during the same time period, the regulatory staffs of the
Securities and Exchange Commission and National Association of Securities Dealers grew just 18
%.

 Let us all understand who suffers in cases of securities fraud — it is retirees living on fixed
incon;es, young families struggling to make ends meet and save for their children’s education,
teachers, factory workers, and bankers.' Each day, devastating cases are brought to the attention of
securities regulators, law enforcement officers, and the private bar, Indeed, | am convinced that
financial fraud is a serious and growing problem.
Miero-Cap Fraud (Penny Stock)

Today's hearing will focus on "micro-cap fraud.® This is a new and modern term — we are

1%See sttached news articles relating to investment fraud.
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famous for these here in Washington — for what we have known for years as "penny stock fraud"."!
In Georgia talk, we call it cheating and stealing.

In the late 1980s as Secretary of State, I directed a series of public hearings to focus on the
penny stock fraud taking place in Georgia.? We heard substantial evidence about serious securities
violations involving misrepresentations, omissions to state material — enough about legalities —
what they were doing was lying, cheating, and stealing and swindling our citizens out of their hard
earned money. Of course, not to provide capital for economic growth, but to line thcir>own pockets
with ill-gotten gain.

This led me to recommend a series of changes to strengthen Georgia's secunt:es laws.” These
recommendations were unanimously enacted as amendments to the Georgia Securities Act and gave
1y staff more tools to effectively deal with penny stock fraud

In 1990, the SEC recommended, and Congress enacted, Penny Stock Reform. The resulting
reforms, both state and federal, were effective for a few years. However, these crooks are clever,
they accumulate their wealth by stealing — not with a gun — but with a telephone and a fast line,
and often through threats and intimidations. It did not take long for them to figure ;)ut how to avoid
the reform requirements. Now we see the micro-cap frauds being perpetrated by rogue brokers

making cold calls all over the country promising people that they can get rich quick in today’s

"'[n September, 1989 NASAA estimated that $2 billion of investors' funds were lost to penny stock fraud
and abuse annually and that during 1988 a survey showed that penny stock complaints were reported in 49 of the 50
states.

2‘I‘astu:nony and documentary evidence was pmvuded by penny stock dealers, traditional securities dealers,
state regulators, federal regulators, NASD. trade i , and defrauded §

. PThese changes established significant disclosure requirements for those dealers offering and selling
penny stocks within or from the State of Georgia. See 0.C.G.A. §§10-5-2(2)9,10,11 and 10-5-12(j) and (0).

Page 6 of 11



65

Statement: U.S. Senator Max Cleland (D-GA)
September 22, 1997

growing market. They use the success of the legitimate market to demonstrate the misrepresented
potential portrayed in their presentations. They say whatever it takes to “close the sale”. They také
advantage of honest hard-working people, trying to live the American dream, who make honest
money in the market.

Private Securities Litigation Reform Act

I recognize the right of investors to seek legal remedies against those persons selling
fraudulent securities. I have supported an investor’s right to seek redress through mediation,
arbitration and civil litigation. While I worked to streamline the regulatory process in Georgia'*,
1 opposed amendments to federal regulations that would have impaired the ability of a state to protect
its investors.

However, in 1995, as Secretary of State and Commissioner of Securities in Georgia, 1
opposed S.240, the Private Securities Litigation Reform Act."” It appears that we are now seeing a
move to preempt existing state securities laws by extending the Private Securities Litigation Reform
Act of 1995 ("PSLRA") to the states. It is not yet clear whether this Act will provide sufficient
protection to defrauded investors. The main concern here is if the courts ultimately interpret it in
a way that makes recoveries under federal law impossible, state remedies will be the only means for
defrauded investors to redress their injuries.

In the 19 months since its passage, the new Act has barely been tested, with no trials, no

“Georgia has a disclosure based registration system that requires the disclosure of material matters relating
to the issuer of the securities (O.C.G.A. §10-5-12) and has a coordinated filing system for all issuers with an
effective registration filed with the Securities and Exchange Commission (O.C.G.A. §10-5-9(5)).

BSee my attached letters to Senators Sam Nunn and Paul Coverdell, dated June 27, 1995.
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Statement: U.S. Senator Max Cleland (D-GA)
September 22, 1997

appellate decisions on substantive provisions, no summary judgments, and few decisions on any of

its provisions. It will take more time to adequately assess the PSLRA's impact as the courts struggle

to interpret its provisions.
National Securities Market Reform Act of 1996
The Congress did an excellent job of balancing competing interests in the adoption of the
National Se_curities Market Reform Act of 1996.' 1 have always favored improvements in the
regulatory system that do not curtail enforcement efforts to protect investors. The current efforts by
some industry segments to preempt the state’s role in the registration and licensing of broker-dealers
and sales representatives would seriously impede the authority of the states to protect their residents
from unscrupulous firms and brokers. I am confident that the SEC will find in its report'” that the
states are an integral part of the regulatory process, and that it would be a mistake to hamper our state
regulators by removing their jurisdictional authority over broker dealers.
Where do we go from here?
I have several suggestion as to where to go from here.

. Investor Education. I am interested in new and innovative ways to educate the public about
the securities markets and the risks associated with investment opportunities. A program of
this type must be fully supported by the regulators and the industry.

. The CRD System. Modernization of the Central Registration Deposition should be one of

the highest priorities of regulators. Quality information made promptly available to regulators

'%pub, L. No. 104-290, 110 stat. 3416 (1996).
"pub. L. No. 104-290, 110 Stat, 3451, Sec 510, (d) (1996).
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Statement: U.S. Senator Max Cleland (D-GA)
September 22, 1997

is often the key to a successful investigation and prosecution of violators. The CRD must be
able to deliver both data and analytical reports in order for it to be successful as a regulatory
tool. I encourage regulators to continue support for a viable customer complaint database that
will provide information that could be useful in multi-state investigations.

The Administrative Process. The administrative process provides regulators with the most
effective tools to investigate misconduct and to discipline those firms and individuals who
commit violations. However, regulators must not misuse or abuse the administrative process,
and the process must not be viewed as the ultimate weapon to deter fraud in the securities
business.

Civil Actions. The filing of civil actions against firms and individuals who commit
violations appears to have been the remedy of choice for the SEC. I think it is time to study
the effectiveness of the civil process in dealing w1£h serious fraudulent conduct by such firms
and individuals.

Criminal Prosecution. The filing of criminal complaints and the seeking of indictments
against rogue brokers and con artists will be the most effective tool to deter this type of
criminal activity. I strongly encourage regulators to work with local, state and federal
prosecutors in developing coordinated investigations and prosecutions. Also, state and
federal task forces could also provide a powerful tool in demonstrating to criminals that
justice will prevail.

Taping of Sales Presentations. I commend the NASD for its recent recommendation'® to

'3See attached NASD Press Release dated August 7, 1997.
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require certain firms to tape sales presentations by certain brokers. The taping of these
potential problem brokers is a positive step toward better investor protection.

Cold Call Practices. I also commend the regulators for their efforts to place limitations and
restrictions on cold calls.” I encourage further monitoring and study regarding the use and
control of cold calls. '

Clearing Firms. I question how many investors have been improperly influenced to
purchase high risk and speculative securities by using the name of a prominent firm that is
merely acting as their clearing agent.

Disclosure. Disclosure has always been the foundation for investors in making investment
decisions. Regulators have done a good job requiring proper disclosure of material facts in
registered offerings. In fact, some might say that the quantity of disclosure today may be a
deterrent to real, meaningful disclosure. Disclosure in the secondary markets, even by
market makers, has not been effective. 1 realize that the use of the telephone and market
volatility require prompt decisions. However, we must be sure to find a way for regulators
to require that investors in the public markets be provided with sufficient information prior
to making their investment decision.

The Internet. It is imperative that our regulators have access to modern technology and
provide programs to monitor investment activities on the Internet. Cyberspace fraud will be
the wave of the future.

The Future of State Regulation of Securities. I support strong enforcement of our

VYSEC Rule 15¢2(4).
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securities laws and I am confident that the states must play a major role in these enforcement
efforts. I want to encourage the states to be more flexible in licensing and registration
procedures. I believe in using registration as an enforcement tool, but I do not think that
states should place unreasonable burdens on firms and individuals attempting, in good faith,
to become registered in their jurisdictions. I have been informed of many such unreasonable
and inappropriate tactics. In Georgia I always insisted that my staff be fair and reasonable in
registration and licensing matters and tough on fraud and enforcement matters. In other
words - “reasonable regulation and tough enforcement.”

Madame Chairman thank you for enduring my remarks. [ am looking forward to hearing from

the experts regarding ways that we can better protect our investors.
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‘Comparator to
Get Off Lightly,
Sources Say

= Securities: They say
settlement in stock scandal will
neither impose a fine nor require
admission of wrongdoing.

By GREG MILLER
TIMES STAFF WRITER

Comparator Systems Corp., the Newport
Bﬂchoompanylhamanheunurnh
majr- d.ockm&rketmdal.
set nt wil mvemmmne‘umnu(n
‘whit. 1t will pay no fines and can continue
"

One source said that the will
Thave to restate luhahncelheetandget
and Ex

proval belore it can {ssue any new stock.
‘That means the controversial maker of
electronic fingerprint scanners is free to
continue to operate even though the SEC
maeuued&:mpanwrlnadvl!muol
Please see SETTLE, D13
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SETTLE

Continued from DL
an outright fraud that lied

“abous s finances,stole its technol-

ogy and bilked investors out of
millions of dollars by Issuing
mountains of worthless stock.

“We're pleased to be able to
have the matter resolved so that
the compaay is not involved with
any further time or expense in this
matter,” said Gerald E. Boitz, an
attorney who represented the
company and the two
He declined to discuss specifics of
the settlement.

The settlement is believed to have
been sighed by Jud:e Lourdes Baird

In US. District Court in Los Angeles

on Tuesday, but the settlement
documents were not yet available to
the public. SEC officials dectined to

- company
filed by stockholders. SUll, the set-

tlement of the SEC case caps a

tor after its stock shattered tndlng
records and soared

value on the Nasdaq Stock I{arket

in early May. Investigators soon
found themselves confronting a
case that involved atock-i

touting
on the Internet, allegations of theft
of a fingerprint scanning device

from a professor In Scotland and

_the critical testimony of 2 former-

Comparator ‘corporate secretary
wha was accused by the company
of embezzlement and had gone o
to appear in a pornographic film. __

Comparator had never posted 3

profit in its 17 years as a public

LOS ANGELES TMES
————

company
employees’ salaries, for legal serv-
ices and even dental work.

By the time Comparator 2p-
peared on regulators’ radar, the
company had issued more than 610
million shares of stock, more than
such giants as Microsoft or IBM.

. The rapid rise and subsequent.

fall of the stock on three days in
early May became an embarrass-
ment to regulators. Shortly there-
after, the National Assn. of Securi-
Ues Dealers, which oversees the
Nasdaq market, launched an ex-
tensive review of its trading re-
quirements.

‘The company was removed from
the Nasdaq market in June, and
since then, its stock has traded for
pennies in private, off-market
transactions.
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§SEC Plans Assault on Small-Stock Fraud

.. By MiCHAEL SCHROEDER
! Reporter of THE WALL STREET JOURNAL
'\WAsmNGTON - Securities and Ex-
ge Commission Chairman Arthur Le-
it is launching a drive to combat the
f.&iwlng problem of small-company stock

.‘cMr Levitt is expected to outline pro-
#péded rule changes as well as stepped-up

;lnlnrcemem and in-
xéstor-education in- | LEGAL BEAT

sidiatives in Senate

today. A
ute regulator and
s Nationai Associa-
fJon of Securities N o
TBéalers' senior en-
Ylorcement  official [
s#ll also discuss

“The subcommittee has information
\m( penny stock fraud is roaring back,”
sndSen Susan Collins (R., Maine), chair-
unan of the Senate Permanent Subcommit-
“tee on Investigations. “We intend to fully
ipyestigate this new wave of fraud, as well
the regulatory response to it, to deter-
-_pine whether more must be done to protect
the investing public."
.Mr. Levitt, recognizing that civil fines
iand sanctions are not a deterrent to
fronic violators, is expected to teil the
«Bafel that he will direct his enforcement
~givision to assist the Department of Justice
and state attorneys generat in bringing
;mpre criminal stock fraud cases.
=%« The SEC plans to work with the NASD
‘md stock exchanges to find ways to put
+Bad brokers and firms out of business for
zood The agency also pians to develop a
hener system for letting investors know if
4 broker has been sanctioned.

State regulators estimate that penny
“§tock abuses cost investors at least $6
<billion a year, triple the amount during the
'Ws Although new rules curbed stock
7lnud in the early 1990s. unscrupulous
.stock promoters and brokerages are now
.:expioiting loopholes.

i+ Mr. Levitt wants the SEC staff to ex-
..plore tightening rules and closing loop-
hnles especially several exemptions small
“gompanies invoke to avoid registering
tock offerings with the agency. He also
wahts to see the SEC improve its education
,pl -unsophisticated investors. To that end.
“more public education forums and better
:use of the SEC Internet site are under
«dlscusslon

,.e, Another witness, Joseph Borg, director
+of the Alabama Securities Commission.
“glans to testify about the need for in-
<creased criminal prosecutions of brokers
ognd more cooperative investigations in-
“yolving the SEC, states and federal prose-
“eutors. For many boiler-room operations.
:he said, civil fines of even several million

dollars are merely considered a cost of
doing business.

“If we're going to deter stock fraud.
people have got to know that they'll not just
be fined. There has to be a threat of
jail,” Mr. Borg said.

Many of the same brokerage officials
who bilked customers in the 1980s are at it
again, he said. Mr. Borg, who is represent-
ing the North American Securities Admin-
istrators Association at the hearing, plans
10 bring along a chart showing that em-
ployees from two notorious former penny
stock firms, First Jersey Securities Inc.
and Investors Center, have formed at least
14 other firms, including Stratton Oakmont
Inc., which was forced out of business by
NASD regulators last December after
years of disciplinary compiaints.

Barry Goldsmith, executive vice presi-

dent of NASD's enforcement division, said
the self-regulatory agency is. among other
things: requiring brokerages to tape all
sales calls if a certain percentage of their
brokers worked for firms that have been
expelled from the NASD for telemarketing
fraud or stock sales abuses

The NASD also is looking at a number
of options to clean up abuses in the
Nasdag-operated OTC Bulletin Board. a
market that handles relatively cheap.
thinly traded stocks. It may increase
the financial requirements to qualify for
trading on the Bulletin Board, and may
make filing financial reports with the SEC
a condition for listing on the Builetin
Board. At least half the companies cur-
rentty trading on the market fite no finan-
cial reports with the SEC.
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Bre-X Exploited Holes
In Regulatlon of Markets

!, BRE-X, From HY

Img pmgnm said Robert Racine, a
for SNC Lavalin, whose

*pu:hed the ;estimated size of the
‘gold find from a few million ounces
%o more thin 70 million ounces, the

Jargest deposit ever.

+ Under Cuudnn law, company
»ﬁoen are not liable for the accura-
.€y of such statements, as they
wuld hm been with projections
jncluded in a formal prospectus,
said Brenda Eprile, executive d.u’ec-
stor ofithe Ontario S

Indonesian subsidiary, PT Kilborn,
worked with Bre-X.

In fact, it was more than two
years from BreX's igitial public
statements about a major gold ﬁnd
on the Indonesian island of Bornd
before someone outside the mmpa-
ny independently tested the site for

gold.

Wheg lr;n:mg gnnt Freepon

mAsuon.Ammtrepnnhumcom-
.mended dunzes in those rules,

d its-own
drifling as part of negotiations over
a possible partnership with BreX,
the scheme unraveled.

stndu initially
wsold ﬂlmxzh
mlgnte to the public

- ‘W'h:n a-company like a Bre-X
‘does oot do publi¢ offerings, there
.ls not the due dlhzence ud not the

associated direct

Tedles e Public, Eprile eid. ¥t
.thecompanyzntupmSdehon in
o 1= i stock

dindi

The Louisiana-based
found no gold at the site; a.second
independent drilling program, by
Strathcona Mineral Services Lid. of
Toronto, went even further, declar-
ing that Bre-X's claims were the
pmdu-:t of a hmpermg operation

Called to Freeport's field office to

explain ﬂ:e discrepancy, Bre-X's
chief ist, Michael de Guz-

Jiduals who bet their savings on the
med pot of gold.

Glossy Credentials

Bre-X's public statemeants and of
ficial filings frequently doted that
estimates of the size of the find had
been ptepared by a respected engé-

Lbased

man, fell from a helicopter en route,
an apparent smcnde ln smements

the his family
members insist that he, too, was a
man of integrity who would not
have participated in the salting
scheme,

A Track Record

lanlm. Not as publicized was the

fact that the engineering company

had been hired only to mxke its

calculations based on samples of

earth extracted and mocesed by
BreX.

Bre-X's filing with the U.S, Secu-

' rities and Exchange Commission,

for example, includes several sec-

tions cautioning investors about the

risks of mining in geaeral and the

risks of Indonesia particularly, but

it also says the estimate of a gold

d “in excess of 30 million ounces”

d been {| reviewed or

verified by ‘ndependenl mining ex-

perts” without stating that the sam-*

ples always were drawn and con-

trolled by the company.

¥ After those samples were doc-

Jored—probably, officials feel, at 2

tiverside warehouse en route to an

!.ndonaun testing lab—the engi-
peers also thought they were-look-

hg at a sizable gold find.

+ “We were very downstream”

from the company-controlled dril

Before Freeport's testing, Bre-X was

prospectors had
mnznmaﬂﬁnd»mnoenlymadded
to the hype.
In the end, each investment decision,
Sce BRE-X, H8, Col. 3
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New York Times
May -6, 1997

For exchanges north
of the border, Bre-X is
just the latest scandal.

By FLOYD NORRIS

The Bre-X Minerals fraud, in which a’

gold find said to be worth biltions of dotlars
turned out to have no gold worth mining,
may turn out to be the most costly stock
marke( fraud ever. But in one respect, it

was 2 case of deja vu. Once’
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' GREAY SWEET GRASS OILS LTD. Nearly 3 million

Northern Exposure

Since the early 1950s, when American investors
‘lost millions as flimsy Canadian mining.
companies cashed in on a mania for uranium
shares, dubious stock promotions have beena
common export across the United States’
hghuy—pro(ected northern border.

DIANA B. HENRIQUES

shares of this Canadian oil and gas promotion fiooded
into America through four high-pressure bfokefage
firms. Federal regul; said the pri

scheme was “the archetype™ of deals that cost

as much as $22 million in 1956-57.

again, American i had

N::ht lost big by purchasing Canadi-
€ an stocks.

. The Canadian markets are

hardly the only ones ever to be marred by

ST. STEPHEN NICKEL MINES LTD. From 1957
o 1960 this mining company was widely touted
10 by a tiny Canadian brokerage firmi

frawnd. The British hag Robert the
media baron whose companies were real
but whose balance sheets were not; the
American markets have contributed a long
list of fraudsters, among them Barry Min-
kow, the teen-aged wonder whose carpet
cleaning business, ZZZZ Best. was mostly
fictitious, and Crazy Eddie Antar, the
cricked electronics salesman.

But it seers like Canada p more

that got a license from New Brunswick province
-—on the condition that it not sell stock in
Canada. American investors ultimately lost as
much as $7 million when the company’s assels
proved largely worthless.

NEW CINCH URANIUM LYD. After this mining

stock market fraud, at least per capita,
than do other countries. And there may be
good reasons for concern. Unlike other
majar industrial nations, Canada has no
national regulatory agency for securities,
but leaves the task to the provinces, which
pursue oversight with varying degrees of
enthusiasm. And efforts at reform have
been incomplete.

‘Now, with Bre-X, Canadian stock fraud
has hit a new peak, at least in terms of
dollars. At its height last year, Bre-X was
valued by the stock market at more than $4
billion (United States). There have been
other companies that gained large valua-

* tions without anything behind them, but
never this large.

in one sense, Bre-X represents an unfor-
tunate tradition, that of the junior mining

company, for which the Vancouver and .

Alberta Stock Exchanges have been notori-
ous since scandals involving phony Canadi-
an uranium companies erupted four dec-

Continued on Page 21

d it had found a mother tode of
gold.in New Mexico, its stock soared from less than
a dollar to nearly $30 (Canadian). 8ut the assay
results had been doctored, and the gold wasn't
there. The victim? Another gold company that paid
nearly $26 million t0 acquire New Cinch in 1981

CHOPF COMPUTER CORPORATION investors
drove this stock from 17 cents to more than $120
(Canadian) in 1985 when the company claimed il
was building the world's fastest computer. There
was no computer, and (he stock coliapsed. with
investors fosing at least $6 milfion.

MTC ELECTRONICS Shares soared from $5 to $30 over
tour months in late 1982 on the strength of oplimistic
claims about MTC's stake in a cellular telephone
network in Shanghai. When questions were raised
about the system’s actual vaiue. the price plummeted.
dealing big losses lo American mulual funds The
stock now trades for pennies.
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E Bre-X: From

r. Trey [T5d R Rich
R z [~ 8 ags to Riches,
e & ! ot
£ 03 | - BacktoR
g8 : — acr to Ikags
g8y £ 2 °
F2] 2 —

E u> & ; - By ANTHONY DePALMA
58 % = - =
- g OTTAWA, May § — The American and
i fndonesian companies that only a fow

o

- months ago were fighting for the right o
« hetp Bre-X Minerals Ltd. of Canada mine

— N what had been touted as this century's
< richest gold strike walked away (rom the

P praject ioday and left Bre-X on its own to

defend what is being called one of the
= scams of the century.

— The small rags-to-riches-to-rags compa-
. 1y, based in Calgary, Alberta, now faces
b3
<
=

COA invastmant

the fallout {rom a devastating report con-
cluding that the Indonesian mother lode at
Busang was nothing but 3 fabulous tale
backed by false hopes and counterfeit dana.

The finding is likely to wipe out whaiever
value is Jeft in Bre-X's baitered stock. [t
will alse cast 2 shadow ever Canadian
wildcatters and miners, making it difficult
for small companies to build the trust
needed to raise capital for future projects.

“I've never seen 2 fraug on this scale,”
said James R. Moffett, chairman of Free.
port-McMoran Copper and Gold of New
Orieans. That company, Bre-X's former
partner, officially withdrew today. Al the
same time, Mohamad (Bob) Hasan, an
indonesian businessman and confidant to
President Suharo, announced that he. 100,
was pulling out of the Busang project.

“The good guys will g on while the bad
guys (all by the wayside,” Mr. Hasan said
in Jakarta. “Life goes on.”

Strathcona Mineral Services ol Torunto,
an independent consuitant, had beer hired
by Bre-X in March to clear up doubts about
the campany's estimate that the Busang
discovery contained 70 million to 200 it
fion ounces of gold, worth $70 bitlion,

Instead, Stcathcona concluded  that
“there is virtually no possibility of an eco-
romic gold deposit” on Bre-X's Busang

not malch Bre-Xs estimates for Busang. Fresport then
says il has lound only insignificant amounts of gold,
independent lests by Strathcona Mineral Services say
there are no gold deposits worth mining at Busang and -
thal Bre-X's test results appear lo have been falsified,

geologist, word feaks thal tedts by Freeport-MoMoran do

After the sudden dealh of Michael T. de Guzman, a Bre-X

Perlods of heavy Inslder selllng in 1996

Sources

19886

e P chaied perios. fe Canatian dolia NBs Dgan warh Detween 70 an 76 Amencan cents

Esilmate of the
amount of gold
at Busang:

EL roillion oz.

J|A!s|o\NID’J1

Continued on Page 21

s
1895

J

stimates of the holdings climbed, insiders’
i shares at high prices. But in March came
ordd that Busang is 2 jus! goidiess jungie
iere is Bre-X's stock price in Capadian
olars, adjusted for s

wmbled on whal looked like a huge gold
ag a1 Busang in Indonesia in 1983. As
xercised cheap options and sold

oscure Bre-X Minerals




Small Miner’s Chronology:
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From Rags to Riches to Rags

Continued From First Business Page

site in Borneo, Furthermore, Strath-
cona confirmed the suspicion of
many experts that drilling samples
had been tampered with to inflate
gold' estimates. The report was re-
leased early today in Jakarta, late
Sunday evening in New York.

The falsification of samples was
done *on a scale and over a period of
time and with a precision that to our
knowledge is without precedent in
the history of mining anywhere in
the world,” the Strathcona report
said. h
“The gold recovered in samples
submitted by Bre-X has originated
from a source other than the south-
eaStern zone of the Busang prop-
erty,” it concluded.

“The report didn't say salted but
that’s_just a nice way for them to:
avoid” a lawsuit,”" said Sam Rom-
berger, a professor of geology at the
Colorado Schoot of Mines. Saking is
the mining-industry phrase for Iac-
ing drilting samples with particles of
gold from a source other than where
the drilling had taken place.

Professor Romberger said it ap-
peared to have been a.not very so-
phisticated attempt at fraud, in part
because the gold used to salt the
samples had characteristics clearly
showing it came from somepiace
else.

One important question not ad-
dressed by Strathcona is specitically
who is responsible for the actions
that took in thousands of big and
small investors.

To the groups of shareholders who
have already filed several class-ac-
tion suits against Bre-X, the answer
seemed clear. **We've been pleading
conspiracy (o defraud all along,”
said Harvey T. Strosberg, a lawyer
from Windsor, Ontario, representing

abaut 100 Canadian investors.

Suspicion is also being directed at
one of Bre-X's chiel geologists, Mi-
chael T. de Guaman, who worked
most closely in gathering the hun-
dreds of core samples on which Bre-
X's rosy estimates were based. How-
ever, Mr. de Guzman died in a mys-
terious fall from a helicopter in
March. Local pelice authorities said
notes found in the fielicopter indicate
that Mr. de Guzman committed sui- -
cide because he was suffering from
hepatitis B, something -his family
says it doubts.

Larry Waite, director of enforce-
ment at the Ontario Securities Com-
mission said, “The new develop-
ments are obviously of interest to
many regulatory authorities, includ-
ing us." And the commercial crime
unit-of the Royal Canadian Mounted
Police is studying the Strathcona re-
port to determine if a criminal inves-
tigation is warranted, )

In Indonesia, the Minister of Mines *
and Energy, lda Bagus Sudjana, told
reporters that the Government
would take tegal action against Bre-
X. “Every law breaker must be pun-
ished,” he said.

While the accusations are being
sorted out, trading in Bre-X shares
have been suspended on every ex-
change where they are listed, includ- |
ing the Toronto Stock Exchange and |
Nasdaq, and there is no word yet on
when trading will resume.

glowing forecasts and the circum-
stances surrounding the death of Mr.
de Guzman, theé company's stock
plummeted.

It once traded for more than $20 a
share in -both Canadian and Ameri-
can dollars after a- 19for-1 stock
split. Before the Freeport report, it
was valued at $15.50 on the Toronto
exchange and $11.375 on Nasdaq.

Last Friday, the stock dropped to
$3.23"in Toronto and $2.375 on Nas-
daq.

The company's chairman and

chief promoter, David G. Walsh, was
in Calgary today expressing shock
and disappointment” at the findings’
and promising to get down to the
bottom of the mystery. His chief of
exploration, John B. Felderhof, was
at his beachside home in the Cayman
Islands insisting that neither he nor
anyone on his staff had been involved
in fraud.
“I personally still believe that
there are significant amounts of gold
at Busang,” he said in a statement
faxed from the Cayman Islands.

Mr. Walsh and Mr. Felderhof be-
came millionaires as the gold f{ever
pushed up the price of the Bre-X
shares. They managed to keep tenu-
ous control of the Busang property in
spite of stiff competition (rom larger
companies. They also survived the
political intrigue that accompanies

doing business in Indonesia.

Investors who bought into Bre-X
early and soid before the problems
emerged in March made millions of
dollars, even though the company
never turned a profit. However,
stockholders who held their shares
uniil Bre-X's drilling estimates were
questioned lost more than $3 billion
in total.

“1 guess [ should have sold it all
but I was a bit dumbd,” said Aksel
Gustavsen, 79, a retired farmer now
living in Calgary, who has been on
the Bre-X roller coaster. He'said that

j in the good times he made about

$150,600 buying and selling the com-

After Freeport raised doubts in | pany’s stock. When Bre-X crashed in

March about the validity of Bre-X's |

March, the vaiue of his remaining
shares lost about $10,000 of their val-
ue in a few minutes.

“A ot of pecple have lost their
bread-and-butter money,” Mr. Gus-
tavsen said..This shouldn’t happen
in the land of Canada.”

s
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HEADLINE: 4 at Syracuse Finance Firm Indicted in Pyramid Scheme
BYLINE: By BENJAMIN WEISER

BODY:

The Federal Government indicted the former chief financial
officer of the Bennett Funding Group and three other men
yesterday in what the Government called one of biggest securities
fraud cases in American history and a large-scale attempt to
cover it up.

In a 43-count indictment that brought to nine the number of
defendants charged in the scandal, prosecutors accused the former
executive, Patrick R. Bennett, of a fraud that cost more than
12,000 investors and 200 banks nearly three quarters of a billion
dollars.

The United States Attorney for the Southern District, Mary Jo
white, called Mr. Bennett the "alleged architect"” of the fraud,
in which officials said many victims were elderly and lost their
life savings. Prosecutors said the fraud extended to 46 states,
with New York, New Jersey and Florida among the states with the
largest number of victims.

- - According to Federal officials and the 100-page indidétment,
the fraud was possibly the largest pyramid scheme ever, in which
Mr. Bennett and others sold investments in office equipment

. leasing contracts that were, in some cases,' fictitious, ‘and in
other cases, already pledged to other investors or as collateral
to institutions. In a pyramid, or Ponzi, scheme, early investors
are paid.off by later ones, while other money may be diverted to
those running the scheme.

The Government also accused Mr. Bennett and others of engaging
in sham financial transactions that were designed to give an
inflated picture of the firm, which.was then used in marketlng to
1nvestors as well as in cbtaining loans.

Some of the details in the indictment have been disclosed
previously in court papers filed by prosecutors, as well as in a
© civil securities fraud complaint filed last year by the
‘Securities and Exchange Commission. But the Federal indictment
was notable for the sheer breadth of the fraud it described, the
central role it ascribed to Mr. Bennett and the extent of the
cover-up.
As part of the cover-up, prosecutors contended that Mr.
Bennett and others gave fabricated and backdated documents as

[
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well as perjured testimony to the S.E.C., and also sought to
conceal assets from the bankruptcy proceedings involving his
former firm. After the S.E.C. filed its fraud complaint, several
companies controlled by Mr. Bennett filed for bankruptcy.

“In short, from beginning to end, these defendants are charged
with committing every variety of crime, to carry out their’ fraud,
to hide their fraud from regulators and investors, and, even
after the scheme was unraveling, and after bankruptcy was filed,
to try to conceal and divert from creditors and investigators
what remaining assets there were," Ms. White said.

Mr. Bennett could not be reached for comment yesterday. His'
lawyer, Charles A. Stillman, said his client "expects that the
full truth will show that the Bennett Companies were not a ‘Ponzi
scheme’ and that the companies were not run for his personal
enrichment.

"He deeply regrets that any investor has suffered any
financial injury," Mr. Stillman added, "and as a former officer
and director of the Bennett Companies accepts full responsibility

. for his actions."

The indictment charged Mr. Bennett with a total of 37 counts
including conspiracy, bank fraud, money laundering, obstruction
of justice, perjury and concealment of assets. The others charged
in the case were Mr. Bennett’s brother, Michael, the former
deputy chief executive officer of the firm, which is based in
Syracuse; Charles T. Genovese, an accountant; and Gary Peiffer, a
lawyer and owner of a New Jersey investment firm. Each was
charged with one count of conspiracy and one count of obstruction
of justice.

. The lawyer for Mr. Genovese, ‘Rick Garcia, said his client was
"innocent of all charges" and would fight the indictment. A
lawyer for Michael Bennett declined to comment. And a lawyer for
Mr Peiffer could not be reached. -

LANGUAGE: ENGLISH

LOAD-DATE: June 27, 1997
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HEADLINE: PENNIES FROM HELL How to not get burned on low-price
stocks

BYLINE: Sandra Block; Tom Lowrxry

BODY:

Like six-pack.rings and old plastic cups, penny-stock con
artists never seem to disappear, despite efforts by state and
federal regulators to put them out of business.

The latest evidence: an FBI sting that led to charges against
46 stock promoters, brokers and company officials last week. The
defendants were charged with scheming to manipulate the stock
prices of dozens of small companies.

And regulators say the case represents only a tiny slice of an
enormous pie. "We have a real problem here," says Mary Schapiro,
head of the National Association of Securities Dealers
Regulation, which participated in the sting. "A lot of
unscrupulous people are recognizing the markets are flooded with
money from first-time investors. That makes it an easy
environment for these people to operate."

Make no mistake: Penny stocks -- low-priced stocks that
usually sell for $§ 5 a share or less -- are risky. Because they
are inexpensive and thinly traded, they are vulnerable to price
manipulation. It takes only thousands of dollars to move the
price of some small stocks, vs. millions to move the stocks of
bigger companies.

Regulators say smooth-talking scam artists looking to unload
worthless shares or profit by pushing up the price of a
legitimate small-company stock have no shortage of. victims.

Some reasons penny-stock scams continue to thrive:

-- The longest-ever bull market in stocks has given some
investors a false sense of security. "The market has donée so well
over a period of years that I fear there may be a lack of
realization by people that not every stock is going to go up,"
says William McLucas, head of enforcement at the Securities and
Exchange Commission.

-- Many baby boomers are worried they won’t have enough money
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to retire. So they fall for promises of outrageously high’®
returns. "I think a lot of middle-age and older people are being
induced into high-risk, high-return investments through scare
tactics," says Donald Reis, head of securities regulation in
Nevada.

-- Many people behind penny-stock scams operate on the fringes
of the securities business, making them difficult to catch. At
least seven defendants in the FBI case had been barred from the
securities industry but continued to work. One of the defendants,
stock promoter Edward Williamson, was convicted of murder in
1969, according to the NASD.

-- Previous sting operations have failed. In 1992, 11
defendants charged in what was called the "Pennycon" sting were
acquitted of steck fraud charges in Denver. Defense attorneys
discredited the government’s star witness and raised questions
about entrapment.

Even knowledgable investors are sometimes tempted by penny
stocks because they offer the prospect of big returns for a small
Anvestment. Earlier this year, for example, the stock of
Comparator  Systems shot up from pennies a share to $ 1 in a
three-day trading frenzy that pushed Comparator’s market value to
$ 1 billion. Investors were led to believe Comparator had a
revolutionary fingerprint identification technology. In June, the
SEC charged Comparator with marketing a phony product just to
sell stock.

Investors fall for scams because a stock that sells for $ 1
"only has to go up a dollar to double my money," Reis says.
"There’s something about that idea that appeals to all of us."

Kevin Spring, a language instructor in Houston, bought 7,000
shares -- for less than $ 1 a share -- in a company that recycles
old tires after seeing an ad for the stock on television. His
investment rose as high as § 2 1/2. But then the stock plunged
well below $ 1. Spring lost about $ 2,000. It could have been
worgse: The shares are now trading for about 5 cents.

Of course, small-company stocks are risky even when no
manipulation is involved. "In most cases, the lower-priced stocks
represent smaller, less-tested companies," Reis says. "They're
more volatile, more risky. Maybe we’re not getting that story
out.”

GRAPHIC: PHOTO, B/W, Matt Mendelsohn, USA TODAY; Mary Schapiro,
National Association of Securities Dealers

LANGUAGE: ENGLISH
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POLITICS & POLICY

Despite Reforms, Penny-Stock Fraud Is Roarir
Bacl

By MICHAEL SCHROEDER

Staff Reporter of TWE WALL STREET JOURNAL

WASHINGTON — When cleaning up af-
‘ter penny-stock scandals of the 1980s,
federal regulators acted aggressively to
stamp out rampant bilking of small inves-
tors that amounted to $2 biltion a year. By
1394, the Securities and Ex: Com-

penny-stock activity is minimal.”

But they're not saying that today.

Fueled by the bull market, new technology

regulatory loopholes. penny-stack
fraud has come roaring back—bolstered by
some of the very remedies designed to
prevent abuses. Regulalors now estimate
annuai losses to investors at more than 36
billion, triple the 1380s peak.

*‘Let me be blunt: there are significant
problems in the [over-the-counter] market
and a strong regulatory response is
needed,” says Barty Goldsmith, head of
enforcement for the National Association
of Securities Dealers. The NASD is owner

and operator of the Nasdaq Stock Market

and overseer of the “Bulletin Board™” mar-
ket, which handles relatively cheap, thinly
traded “penny™ stocks — in practice, those
selling for $5 a share or less.

The new NASD chairman, Frank Zarb,
says one of his first injtiatives is to clean

up the Bulletin Board, an electronic stock

listing created in 1990 to suppiant the
scandal-plagued “pink sheets’ used in the
1980s. (That market was a primitive bid-
and-ask trading system thal printed quotes
on Nimsy. sheets of pastel paper. The
Builetin Board gives brokers access to
quotes by computer or phone.) The NASD
and SEC may announce other revisions by
year end.

However, earlier changes exacerbated
the {raud problem by helping scam artists
avoid scrutiny, government and industry
officials say. in the case of the most visible
reform, creating the electronic Bulletin
Board, few regulatory requirements apply
o companies that use it, and its link to
Nasdaq gives its listings credibility with
unwary investors. At the same time, on-
line technology simplifies the marketing of
these stocks.

Neither the SEC nor the NASD knows
exactly how much fraud exists because few
Bulletin Board companies must file public |
financial statements. But Hary Eisen- |
berg, chairman of Walker's Manual LLC, a
Lafayette, Calif., company that tracks
small companies, estimnates that no more
than a quarter of the Bulletin Board's 6,716
stocks are solid and stable. Philip Feigin,
Colorado’s securities commissioner, says :
many are “absolute shells or bogus list- |
ings.”

Pol

& Hold market makers responsible for venfying
company financial information and require anaual

& Make publicly available the company informa-.
tion market makers file with the National Associa-
tion of Securities Dealers.

& Require all Bulletin Board companies to file
financial repocts with the Securities and
Exchange Commission. =~ . ..

I Update the peany stock rule, possibly raising the

definition of a “penny Stock” to $10 or $15 a share.

B Give the NASD anitaterai authority to haf trad-
g in stocks where fraud is suspected.

M Revise the SEC's registration-exemption rutes 10
close loopholes. .

Penny Stocks

‘Options that regulators are considering for stocks listed on the electranic Bulletin Board:

Soaring Volume

Qver the Counter Bulletin Board
average daily doliar volume.

in miflions of doftars

[}
WR N WK % 9T
NOTE: Includes both domestic and foreign

stocks

*As of June 1997
Source: Over e Counter Bueter Board

Problems In New York
This has made it a playground for the
. Many problems arise in
New York, which has no state securities-
registration requirements and is home to
many small companies specializing in
cheap stocks. For example, prosecutors
allege that loopholes allowed broker Mi-
chael Lipkin and associates to sell $1
million of stock in Mugs Plus Inc., a
purported souvenir maker — even after its
only asset, @ New Jersey warehouse, was
gutted by fire and closed by its founders.
Andrew Kandel, New York state's assis-
tant attorney general in charge of securi-
ties, says such schemes will account for
most of the 4,300 complaints his olfice
expects this year.

Such cases help explain why the NASD
ts considering such revisions as seeking
SEC autherity to hait trading instanuy
whenever stock prices and volume shifts
suggest fraud. Currently. that process can
take weeks. It also may ask that all Bulletin
Board companies be required o fite finan-
cial statements for the benefit of both
regulators and investors.

The SEC already monitors more than
12,000 traded-companies and isn’t eager o
add nearly 7,000 from the Butletin Board.
However, SEC Chairman Arthur Levitt
says, "If evidence shows that changes are
needed, we won't hesitate to take quick
action.”

Penny-stock fraud exploded in the
19805, when such stocks generally soid for
less than $i a share, and in 1990 Congress
ordered the SEC to stamp it out. These
stocks let small investors ride the bull
market cheaply. But unscrupulous bro-
kere marketing hv nhone and the Internat

(an push unsophisticated investors into
buying shares in companies withoul real
products or operations. Brokers pump up
prices long enough to dump their own
holdings. then move on to other shelis—
leaving investors with worthless paper.
The SEC's first move wag lo make
brokers obtain signed releases from all
new buyers of penny stocks before a
transaction could be completed. That was
supposed to make buyers realize (hey
were choosing especially risky stocks.
Second, the SEC endorsed the Bulletin
Board as a better-regulated and safer
forum for thinly traded small stocks. Both
brokers and regulators then could see
realtime trading of the smallest compa-
nies on computer terminals. In theory.
they could spot unusual volume or price
spikes that might signal illegal activity.
Rule 504
In 1992, the SEC aiso promuigated
“‘Rule 504 of Regulation D, which allows
small companies to sell up to $1 million of
stock without an SEC registration. De-
signed to cut red tape (or small busi-
ness. this exemption has become a popular
loophole for fraud; qualifying companies
don't have to make financial disclosures
to regulators and their shares can be
traded immediatety without restriction.
The reforms, coupled with efforts to
purge wrongdoers from the brokerage
business. helped for a while. In June 1994,
officials said a survey of 129 brokerages
found that their penny-stock (rading ac-
counted for less than 5% of total business.
leaving only “traces™ of past abuses. But
others already were moving to explout the
Bulletin Board, where trading of U.S.
stocks snared last vear to £18 hiflion
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INVESTIGATIONS

NOT EXAGTLY GANGBUSTERS
ON WALL STREET

The NASD forms a task force to root out the Mob—but more spine is needed

t was supposed to have been a rou-

tine speech. But when Mary ‘L.

Schapiro, chief regulator at the Na-

tional Association of Securities Deal-
ers, addressed a meeting of New York
securities analysts on “Market Trends
# and Regulatory Responses” on Mar. 17,
she dropped a bombshell. Schapiro an-
nounced the formation of a task force
/—aimed at attacking Mob infiltration of
brokerages. A day later, a longtime
~ securities industry watchdog, Repre-
sentative John D. Dingell (D-Mich.), re-
leased a letter from Scha-
piro saying that the NASD
has “significant ongoing in-
vestigations” into all but one
of the brokerages—and
“many” of the companies*—
mentioned by BUSINESS
WEEK in its cover story,
“The Mob on Wal] Street”
(Dec. 16).

It seemed like an im-
portant, even historie, de-
velopment. For the first
time, the Nasp, which
oversees small-cap bro-
kerages nationwide,
seemed ready to take on
the Mob presence in the
market for microcap
stocks. “The influence of
organized crime in our
markets is an issue that
must be aggressively ad-
dressed,” Schapiro told
Dingell. As well as focus-
ing  on  brokerages,

MAYFAIR HO

MES CORP. Iy
in its registration filing; ‘MayfairaH
listed shareholders who. includ
and anilcia Abramo, wife of
Abramo, an‘alleged ca
sey's DeCavalcante crirfie familys

Schapiro said, the task force will exam-
ine a crucial but even thornier topic:
“the finances and operating activities” of
stock issuers. BUSINESS WEEK found that
the Mob had exploited the initial public
offerings of small companies.

But a number of questions remain
unanswered. For one thing, where is
the ties & Exchy Cormoniasi
In a letter to Dingell on Feb. 25, sec
Chairman Arthur Levitt Jr. cailed the
reports of Mob involvement cited by
BUSINESS WEEK “disturbing”—and of-
fered to discuss the mat-
ter privately. But in testi-
mony before Congress on
Mar. 19, Levitt said that
organized crime's influence
was restricted to a small
number of firms and said

- KNOWYGUR
. FELLOW
: INVESTOR

pmi

o

in New:H

the Mob was “not as pervasive (on the
Street] as may have been suggested.”
That view is shared by NasD officials.
In her Mar. 17 speech and another ad-
dress the following day, Schapiro down-
played the Mob's significance on the
Street, calling it “disturbing” but also
“extremely limited.” Indeed, NaSD offi-
cials have said privately that there is
not much of a problem for a task force to
address. Two high NAsD officials, inter-
viewed by BUSINESS WEEK for the De-
cember article, said they were not aware
of any Mob presence on Wall Street.
NO NEW TROOPS. Another NasD official,
who asked that his name not be used,
cast even more cold water on the view
that the NASD is getting into the gang-
busting business. No new personnel will
be hired for the task force, he noted,

He's "Alan Longo, an alleged
member of the Genovese crime
family in New York and a *

ing shareholder” in Mayfair
Homes and American Fuel
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and he said it would merely “formalize
what we have already been doing.” Still,
one veteran Mob investigator, now in
the private sector, feels that the Nasp
and SEC may have no chaice but to act
on the Mob's Street connection because
it endangers public confidence in the se-
curities markets. “The FBt is commit-
ted, and the Manhattan District Attor-
ney's Office has an open case. The
question is,
NASD] serious?"

If the NASD's commit-
ment is questionable,
this much is clear: The
Mob is committed. And
if the NASD and: SEC offi-
cials want to see just
how much it is commit-
ted, they need look no
further than their own
files. They can look at
documents filed in con-
nection with twa [POS
that never quite got off
the ground—for Mayfair
Homes Corp., a Geargia-
based maker of mobile
homes that is still try-
ing to go public, and
American Fuel Corp., a2
small New York compa-
ny in the coal mining
business whose (o0 was
withdrawn. Registration statements for
both 1Pos were reviewed by the SEC
and NASDAQ at the time they were
filed—and there was something that the
agencies evidently did not notice.

The filings by these companies have
an intriguing element in common: a “sell-
ing shareholder” by the name of Alan J.
Longo. The 46-year-old Staten Island
(N.Y.) resident has been described by
law enforcement officials in court docu-
ments as a “soldier” in the Genovese
crime family. Both companies identify
him as a major owner of stock war-
rants who would cash out big once
the companies go public and share
prices climb nicely—as they usu-
ally do, at least for a while, in
Mob-influenced offerings. American
Fuel’s chief executive, Robert Bar-
ra, says he doesn’t know Longo
and has no knowledge of any Mob
involvement with the 1po. Calls to
Mayfair execs were not returned.

[n the filing for Mayfair, ap-
pearing on the list night beneath Longo
is yet another eminent family name in
Wall Street Mob circles. It 15 Romilda
Abramo, wife of Philip C. Abrame. who
has been described in an FBt court affi-
davit as a capo in the DeCavalcante
crime family. Street sources describe
him as the leading Mob power on the
Street, owning or controlling brokerage
houses that specialize in small stocks.

he adds, “are they {the

- ¢
SCHAPIRO believes Job st

(Neither Longo nor Romilda Abramo
could be reached for comment.) Phil
Abramo is also alleged by Street
sources to control Bahamian companies
that were involved in the financing of
another recent 1Po, for SC4T Interna-
tional Inc. (BW—Mar. 24). scat officiais
have denied knowledge of Mob involve-
ment in the financing of their company.
Two of those Bahami i

American Fuel deal—six pages of them,
more than 200 names. One of them is
Robert Catoggio, a veteran of the penny
stock business. According to attorneys
for the trustee of the bankrupt Adler
Coleman clearing firm, Catoggio was a
partner with Roy Ageloff in controlling
the now defunct Hanover, Sterling &
&4 penny stock house. Street sources

Umbiquity Holdings and Maraval & As-

sociates, are listed as selling sharehold-
ers in the American Fuel deal.

The Abramo connection does not end
there. The lead underwriter of both com-
panies is R. T. G. Richards & Co., a Gar-
den City (N.Y.) brokerage. According
to sources who are familiar with the ac-
tivities on the Street of Abramo—now
serving a one-year prison term for tax
evasion—the alleged Mob capo controis
Richards through confederates. Officials
of Richards, which changed its name to
Matrix Securities on Mar. 1. did not re-
turn phone calls. A man named Michael
DeMayo who responded to a reporter’s
call to Matrix, said that he wouid relay a
message to the president of the compa-
ny, but added that he did not believe
that gent would wish to discuss the two
tpos. DeMayo, also listed as a selling
shareholder in the American Fuel deal,
declined comment on the [P0 and said he
had no connection with Matrix.

Aside from Longo and Abramo, there
are other familiar names in the May-
fair and American Fuel offering docu-
ments—hundreds of pages that were
combed by SEC and NASDAQ officials.
Co-manager of the American Fuel deal
was Sovereign Equity Management
Corp., which has also been described
by Street sources as an Abramo-con-
trolled firm. Sovereign officials have de-
nied Abramo's involvement. And then
there are the other investors in the

ack operations are “extremely limited”

ve d that Ageloff is an as-
sociate of Longo and Alphonse “Allie
Shades”  Malangone.
Malangone has been de-
seribed in court docu-
ments as a capo in the
Genovese crime family.
Malangone, Catoggio,
and Ageloff were un-
reachable for comment,

Also included in the
American Fuel filing is a
slew of names that are
little known to the pub-
lic, but have achieved a
distinction all their own
in some circles. There is
a Wall Street-Mob goon
here, a cocaine dealer
there, a Long Island
loan shark—all on a
lengthy list of names
that includes, no doubt,
many nice people.

If the regulators de-

cide to peruse these documents—
again—they won't have w dig too deep
into their file cabinets. The American
Fuel registration statement was filed
last October. The Mayfair Homes filing,
with Longo and Romilda Abramo ap-
pearing prominently on page 31, went o
the SEC on Jan. 23—nearly two months
after Longo was mentioned in BUSINESS
WEEK.
EMERGENCY LOANS. So far, of course,
the Mayfair and American Fuel deals
have not generated any revenues for
Longo. He is described as a heavy gam-
bler who. according to a reference in
one recent court decision, once had to
barrow from loan sharks to pay off oth-
er loan sharks. But the Mob's Wall
Street deals are no gamble. They are a
sure thing—particularly when the reg-
ulators are nowhere to be seen.

A couple of weeks ago, Longo, Malan-
gone. and other reputed Genovese mob-
sters were seen paying their respects at
the funeral of a Genovese mobster
named Peter Rorhano, who was believed
by law enforcement to be a secret pow-
er in the Fulton Fish Market. It wasa
sad event. But the Mob has no reason
to shed a tear. The only powers that
can truly organize their funeral—on
Wall Street, at least—are starting to
make noise. But so far, at least. Lhey
haven't donre a thing.

By Gary Wess w New York
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States Lead a Crackdown
On Telemarketing Brokers

14 Firms, Most in New York Area, Involved

By LESLIE EATON

Americans who live west of the
Hudson may have good reason to
hate New York, based on evidence
presentad yesterday by securities
regulators from 20 states who

citizens. New York, for example, has
twice barred a felon who was con-
victed of (irst-degree robbery and
anempted murder. Ohio recemly
barred a salesman, approved by the
NAS.D., who faced Federal charges
of securities fraund,

The NAS.D. can pull brokers' li-

Do matter how small

coavince you right sway,”

clude lines for breaking down vic-
tms’ defenses, inchuding flattery
("“You are rated as an A+ investor
through Dun & Brad Street [sic)™),
promises (“My prediction is n 20
minttes you will get a 100 percent
return’’) and even tnsults ("'I'm not
asking the color of your underwear,
I'm sure t's white”).

Regulators say the problem has

office jumped by 40 percent since
last year, to 3,100. One reason. he
said, is that with the soaring stock
market, “*more investors are coming
in, and the pitches lre being well
recetved, unfo:

The states’ spednm(ommenul-
fort came as Congress, under pres-
sure from many large bmkenge
firms and mutual fund companies io
reduce state regulation. has been ac-
tacking state actions. Recenty,
states lost jurisdiction over large in-
vestment advisers like mutual funds

Now, the and E:

“We're the local cops on the beat —
when someooe has a complaint. they
may write the SEC. a letter, but
they land up on our doorstep when
we open our offices in the morning,™
Mr. Griffin of Utah said

In addition to abusive sales prac-
tices, the states’ regulatory sweep of
small firms turned up what some
regulators call az alarming new
trend: franchise boller rooms. Regis-
tered brokerage firms are said to be
selling their names and licenses to
“branches’” that operate independ-

A bull market in
complaints about
pressure tactics over
the phone.

ently, without supervision. The ii-
censed firm may not have customier
records or know about complaints.

One firm that engages in this prac-
tice, Investors Assoclates, was the
target of 15 states’ enforcement ef-
forta The firm is based in Hacken-
sack, N.J., and has branches on Long
Island and in Florida New Jersey
issued a cesse-and-desist order
against the firm and its principals:
New York sued it in State Supreme
Court. asking a judge to bar the firm
and its employees from manipulat-
ing tnitial stock offerings, using unli-
censed telemarketers and ignoring
customer complaints.

Iovestors Associates said In a
statement that it would cooperate
with the state regulators to clear its
name, adding that It “never con-
doned any tmproper sales practice
and will take all necessary steps to
rectify such tnappropriate behavior.
should 1t extst™”

The other bmkerue firms aamed
by the Flrst

Commission is working on a report,
ordered by Congress, on state licens-
ing of individual brokers and firms,
which are also governed on the Fed-
eral level by the SE.C. and the Na-
tional Association of Securities Deal-

United Egquities a( Garden Clty,
N.Y.; Kensingron Wells Inc. of Syos-
set, N.Y.: L T. Lawrence of Manhat-
tan; Tohsca Pacific Securities, which
has offices on Long Island, and in
Florida and California; Meyers Pol-
lack Robbias of Manhartan; Blt-
more Securities of Fort Lauderdale,
Fla, and Willlam Scott & Company
of Unton, N.J.

Executives at the firms either de-
ciined to respond to the states’ alle-
zadons or could not be reached for
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On the Shady Side
Of the Bull Market

Large Returns Are Now Bringing In
Stock Promoters With Rap Sheets

By DAVID BARBOZA

In the annals of public disclosure,
few news releases can match the
chutzpah of one issued less than a
month ago by Genests Insurance and
Financlal Services Inc, a Chatta.

company that {s in the
process of being shut down and
whose stock has recently taken an
extraordinary beating.

Buried in" an announcement on
April 18 about the sale of a-Genesis
unit was an unusual defensé of the
chief executive, Mohamed Khairy
Mohamed Zayed 2d.

““Friends, associates and business
partners of the C.E.Q.,”” the release
stated, “have long been aware of a
youthful indiscretion over a decade
ago that resulted in Mr. Zayed hav-
ing fully pald a debt to society
through a period of incarceration,
completed over seven years ago.”

That “youthful indiscretion,” the
statement failed to explain, was a
1986 Federal conviction for cournter-
feiting and weapons possession for
which Mr. Zayed was sentenced to 78
months in prison, but was released
on parole in November 1990. The
Genesis release also failed to note
that Mr. Zayed, according to Federal
records, had a 1981 drug conviction.

It is not every day that investors
learn that a company is run by a
convicted felon. But at Genesis,
which operated as a holding compa-
ny and has changed its name several
times in recent years, it turns out
that Mr. Zayed was not the exception
but the rule.

Indeed, depending on how you lock
at it, Genesis was either a haven for
criminals or a perfect case study in
the benefits of rehabilitation. Several
people who worked for the company
or were assoclated with it also have
criminal records, ranging from loan
fraud to cocaine smuggling.

And that is not counting Michael
Rehtortl, the director of investor re:

“lations, who does not have a criminal

record but was barred for life from
the securities industry in 1988 by the
Securities and Exchange Commis-
sion for falsely promising 22 invest-
ors that he was using their money to
buy Government bonds. Almost $2
million was misappropriated, ac-
cording to the securities rap sheeLI
maintained by state and Federal reg-|
ulators. Mr. Rehtorik did not return
phone calls seeking comment.
There is no lack of companies;
these days in which disbarred bro-
kers, low-rent lawyers and assorted
white-collar fixers engage in stock

Continued on Page 25

Unusual Résumés

Mr. Zayed, above, is one of several men
associated with Genesis who have pock-
marked backgrounds. They include:

'MOHAMED KHAIRY MOHAMED ZAYED 2d,
chlef executive, Genesis Insurance and
Financlal Services inc.

1986: Convicted on Federal charge of con-
spiracy to counterfeit currency and unrelat-
ed weapons violation. Sentenced to 78
months in prison. Paroled in 1990,

1981: Convicted of conspiracy to manufac-
ture drugs. Sentenced to 20 months.

MICHAEL REHTORIK, director of investor
relations, Genesis

1994: Enjoined by the S.E.C. for involvement
N a stock trading scheme.

1989: Barred for life from brokerage busi-
ness for securities fraud

JERRY DORMINEY, former chalrman,
Gepesls's Motorsports Travel Center unjt

1978: Sentenced to 10 years on Federal
fraud and racketeering charges.

DARIO JARAMILLO, provided Genesls with
assets valued by company at $2 million

19)_94' Sentenced to 10 years in Federal
prison for a loan fraud scheme., Previously
convicted on cocaine-smuggling charges
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is “f’fdg Waaco Kod&"g Shares in Genesis Insurance and Financial Services
an Internet stock investi Inten e
forum, after which the Inc. caught fire early last yéar when Internet users

share price tri began tracking the company’s reports of growth and
uammm acquisitions. But the stock collapsed as word spread
5 — quadruples. of the chief executive'’s criminal history; disclosed in

the release below, and regulators moved in.

— B 2 rob. 23, 1996 The "3 Aprli 18, 1997 Genesis disclos-

company begins a series es that its chief executive,

of sales of what Khairy Mohamed Zayed 2d, had
Tennessee regulators say served a prison sentence.
appear to total 4.3 million

qrvagnstemd shares. 4 Aprll 28 Tennessee
f regulators obtain a court
order atlowing them to
seize the company.

The company has become aware, for instance, that as a final
resort, threats have been made to attempt to undermine shareholder

I F T SR S e
a3 value through unethical attacks on the Company’s 34 year-old CEO, .
@ rMohamed Khairy Mohamed Zayed, II and his character. Friends, %
J associates and business partners of the CEO have long been aware of a ¥
§ youthful indiscretion over a decade ago that resulted in Mr.
having fully paid a debt to society through a period of

rceration,. completed over 7 yeirs ago. This has been made known

Zayed
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Gains Attract Stock Promoters

‘With Rap Sheets

Continued From First Business Page

fraud. But the tangled tale of Genesis
suggests that the money to be made
in the soaring stock market has be-
gun to attract a more dangerous kind
of criminal to businesses that end up
fleecing investors.

Beyond Genesls, several grand ju-
ries are investigating the activitles
of small brokerage firms that have

been linked to crime figures. And
just last month, two men were Indict-
ed in Brooklyn on charges they tried
to hire a hit man to protect their
profits in a securities fraud they
helped run.

“‘Peaple who used to engage in
questionable activity are now foliow-
ing the money to the market," said
Willlam R, McLucas, enforcement
.director at the S.E.C.

Mr. Zayed, who is now 33 and was
23 when he most recently went to fail,
defends his actions by saying that he
was a “juveniie” when his criminal
offenses occurred. And of his col-
leagues, he said it was merely a
“coincidence” that several had
criminal records.

In a telephone interview, Mr.
Zayed — whqsaid he was in Uruguay
conducting business — sald that Ten-
nessee state regulators and jealous
critics were spreading malicious lies
aboyt him and dredging up ancient

iy possible state and Federal secu-
rities violations, tax evasion, mount-
ing debt and a host of other prob-
lems.

Today, disgruntled investors can-
not quite believe how easily they
were duped. In retrospect, Genesis’'s
rise and fall seems almost farcical,
replete with a stolen attaché case
tilled with jewels, a dummy corpora-
tion in Costa Rica and claims of $140
million in assets that have largely
vanished into thin air.

Even ‘Paul Jennings, the lawyer
Mr. Zayed has said represents Gene-
sis, acknowledged on Thursday that
he was “kind of a lost ball in tail
weeds.”

Although Genesis said it was ex-
panding through mergers and acqui-
sitions, state regulators and law en-
{orcement officials now contend the
firm was acquiring questionable as-

Regulators say a
harder breed of
player and the
Internet make for
new dangers.

history to undermine his .

‘“None of my problems had to do
with the operation of a business,” he
said. “Moral turpitude, maybe, But
some people think what [ have done
since then has been honorable and
successful”

Genesis is one of hundreds of pen.
‘ny stocks that attract a lot of atten-
llion from investors even though they
ifly below regulators’ radar. The
‘company, for example, did not file
"financial documents with the S.E.C.
and was not traded on an exchange,
but rather on Nasdaq's O-T-C bulle-
tin board, which has no listing stand-
ards. .

Nevertheless, investors enticed by
aggressive stock promotions on the

Internet have lost thousands of dol-
lars in the collapse of Genesis. Last
fall, when the stock was trading —
rarely — for just 75 cents, it suddenly
zoomed to $3.50, as hundreds of thou-
sands of shares changed hands.
Trading volume continued to be
heavy even as the stock headed
south, falling recently to 51 cents.

“'I took a five-figure bath in this
thing," said Jeff Silverman, a Cali-
fornia jnvestor wha bought shares ol
Genesis after reading about it on the
Net. ““They take these shell compa-
nies and then hype the assets.”

Such talk caught the attention of
state regulators and Federal law en-

forcement officials. Last week, Ten-
nessee officials seized Genesis,
charging that a subsidiary had oper-
ated without an insurance license.
Two days tater, the S.E.C. halted
trading.

A Federal grand jury is also look-
ing into Genesis, and on Thursday
the Tennessee Aftarnev Gennral

sets, then using the Internet and
news releases o exaggerate the
company’s size, which may have
helped inflate its stock price. That
kind of stock manipulation may have
allowed insiders to sell shares at a
profit in what has come to be known
as the "‘pump and dump"” strategy.

**Press releases issued by Genesis
Tepr ng certain i ies as
viable entities, or earnings represen-
tations as to Genesis and/or these
subsidiaries, appear to be faise,” ac-
cording to the report released on
Thursday by the Tennessee Attorney
General's office.

The company, according to state
regulators, -had few operations and
very little cash flow. Regulators sus-
pect that salaries and other expenses
were paid for by illegally issuing
stock, often funneling the purchases
through Canada under the name of a
duramy corporation in Costa Rica.

The tale of Genesis begins with Mr.
Zayed, who got control of Academy
Insurance and Financial Services, a
Florida-based insurer, in late 1995.
He quickly put the company through
a series of name changes before set-
tling on Genesis, and began acquir-
ing real estate and other holdings,
usually in exchange for restricted
stock.

Before long, Genesis claimed as-
sets of $140 million, even as several
of the companies it acquired had
quickly ceased operatioas.

Mr. Zayed had promised to act as
a ““turnaround artist” for the con-
cerns but several former associates
said he had just let the businesses

lanamuich
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Regulators'Say Market’s Buliishness
Has Led to Big Rise in Securities Fraud

By PauL BeckerT
Dow Jones Newswires

. WASHINGTON ~ Federal regulators
say the stock market's recent bullishness
has led to a sharp rise in securities sales
fraud and stock price manipulation.

. “If the catch phrase from ‘Jerry Ma-
guire’ was ‘Show me the money,’ the catch
phrase here is ‘Follow the money,’ ” Bill
McLucas, director of the enforcement divi-
sion at the Securities and Exchange Com-
mission, said at an industry conference
Friday. .

-, Mr. McLucas suggested that the higher
incidence of securities law abuses could
lead to a greater number of criminal
prosecutions against rogue traders and
brokerage houses.

- “We're seeing 2 migration of people—
who used to, I suppose, sell shoes — into
the markets and a level of behavior that I
don't think civil and administrative sanc-
tions are adequate to address,” he said.

“We are going to see more aggressive

criminal prosecutions in some sections of,
the markets today where the damage that’
can be done is fairly substantial.”

For the most part, industry regulators
said, the abuses aren't new or particu-
larly imaginative, just more common-
place. .

“The conduct isn’t new but it's perva-
sive,” said Carmen Lawrence, director of
the SEC's northeast regional office in New
York. ‘“There's a lot of money to be had and
hard core “criminals are gravitating
there.” - .

Mr. Lawrence didn't provide data on:
the increase in abusive practices, but said -
that based on reports from fieid officers

. and examiners “we are finding more viola-

tions and more egregious violations.”
Recent news reports have alleged that
organized crime is seeking a foothold in.
the small-cap sector of the equities. mar-
ket — allegations that SEC Chairman Ar-
thur Levitt, in a Feb. 25 letter to Rep. John
Dingell, (D., Mich.), called “disturbing.”
Manipulations and fraud concerning
small-cap issues has become one of the
most pressing problems tha! regulators
face and has led to some high-profile cases
in recent months. :
In February, the SEC filed suit against
Sterling Foster & Co., a small-stock bro-
kerage firm based in Melville, N.Y., alleg-
ing that the company defrauded investors
out of at least $75 million and used so-catied
boiler room high-pressure sales practices.
Without admitting or denying the alle-
gations, Sterling Foster settled the come
plaint and agreed to the installation of &
compliance monitor. :
The increase in securities fraud and
abuses is also expected to lead to more|
combined investigations between the SEC
and other federal agencies, such as the
Federal Bureau of Investigation and the
Justice Department, regulators said. -
One example: In October, a “sting”
operation led by a squad of FBI ageats
posing as stockbrokers at a Manhattan
small-stocks firm, resulted in 46 people
being charged countrywide. The squad
collected more than $100,000 in kickbacks
in exchange for buying stock in small
companies, authorities say.
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- fur?ds of Jd" i m;nd new i to repay
principal and pay purpol profits. “By the time the
Antifraud . memmwmwlmwwm:my
- ! $l?-zhm.g‘{hn. lncludtf‘n.gk Appre $4 million that

c Bars Georgia M Gatel s ding ¢
rt the commission. g o
Freezes Assets Over Fraud Charges - Gatch, who handled all of Ben Mar’s trading and sc-

he US. District Court for the Northern
TDisnicto{Georﬂnhasp ily en-
joined an Atlanta man and frozen his as-
sets ih connection with Securities and Ex-
change C s + he fraud
using the offering docu-

Aiccal limited i

ments of a p, the
SEC announced June 26 (SEC v. Eskind, DC
NGa, Civil Action No. 1:97-CV-1790-CAM,
6/23/97).

According to the release, Judge Charles A.
Moye Jr. also ordered defendant J. Scott Es-
kind to provide an accounting “of all monies
received from the scheme and of the disposi-
tion and use of said funds.” The SEC said Es-
kind consented to the relief without admitting
or denying its allegations.

Tower Asset Management Officer. In its June 20
complaint, the SEC said it asserted that from
November 1994 to May 1996, Eskind was sec-
retary and treasurer of Tower Asset Manage-
ment, and the general partner and investment
adviser of Asset Management Fund L.P., which
was formed for the limited purpose of investing
in securities. “In or before April 1996," the
commission said, “Eskind misappropriated or
converted approximately $246,000 of Asset
Management’s assets, and concealed his ac-
tions by the partnership’s books.
When the thefts were discovered, Eskind was

counting, has pled guilty to criminal wire fraud based
upon his role in the scheme, the commission related. It
charged here that Gatch made material misrepresenta-
tions and omitted to discloss material facts to Ben Mar
i securities;

s; sold d ; and failed to
comply with the regi: ly provisions of
the 1940 I Advi Act., Sch in turn, al-
legedly solicited Ben Mar investors and

repeated
Gatch’s false performance claims, Schmidt failed to in-
vestigate the performance claims and failed to take any

steps to monitor Galcl:ih's activities, the SEC said. It is
king injunctive relief, disgorg: penalti

against the defendants.

Crime - s —

Bennett Officers Indicted

In Massive Securities Scam

EW YORK—A federal grand jury in the U.S. Dis-

N trict Court for the Southern District of New York
June 26 indicted Patrick R. Bennett, former chief

financial officer of Bennett Fi

enormous securities scam that

ing Group (BFG), in an

bilked some

$700 million from about 12,000 investors in what pros-

ecutors called one of biggest such schemes in U.S. his-
tory (U.S. v. Bennett, DC SNY, Cr. No. 97 -, 6/26R7).

Bennett faces 43 counts. of conspiracy, securities

fraud, and money laundering, among other charges.

Three other company officers also were indicted and

dnrged with similar crimes, following a 16-month-in-

terminated by Tower,” it added.
Thereaft d solicited

from the public using Asset Management's of-

fering documents, the SEC alleged. In so doing,

it said Eskind failed to inform investors that he

had been terminated by Tower and that Asset
had been d.

A dingly, the ission related, the
court enjoined Eskind from violating the anti-
fraud provisions of the federal securities laws,
and froze all assets held or controlled by him.
In addition, it said the court directed Eskind to
provide an accounting of all monies he received
from his alleged scheme within 20 days.

investment pool managed by Ben Mar. The investors
were located in Kentucky, Ohio, Florida, and other
states.

Ulusion of Profits. In soliciting i i

by the FBI, the Securities and Exch:
Commission, and the U.S. Attorney’s Office. )

FG, which was based in Syracuse, N.Y., and filed
for bankruptcy in March 1996, had been involved with
the purchase and sale of office equipment leases. The
indictment alleged that between 1990 and 1996, at Ben-
nett's direction, the bilked i

actions. He also

filiates whose op i were not

BFG to conceal the scale of the fraudulent sales.
U.S. Attorney Mary Jo White tried to convey the im-

pact of B s all s 1 “Calli

the

ion charged, Gatch and Schmidt claimed that the in-
vestments would earn profits of 4 to 5 percent per
month. Gatch also allegedly made false repr i
concerning his trading strategy, which according to the
SEC, i resulted in losses. The
agency said that Gatch concealed these losses, and
maintained the illusion of trading profits, by using the

ng
this white-collar crime may trivialize the enormous
hardship and i ey ffered by the
thousands of hardworking investors who were the vic-
tims of these crimes,” she said.“Many are elderly and
face the loss of their life savings and their hopes for a
secure retirement. Others now cannot obtain necessary|
[medical treatment or provide for their children's éduca:
tion.”
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Beanett's attorney, Charles A. Stillman, Stillman & cruited to act as a p of the es,
Friedman, said his client has worked to recoup com- and N ) isleading d
to maximize the return for BFG's investors to support the fraudulent scheme. They agreed to cease
and claims to have assisted the company’s trustee in re- mddedammmnsmnnshwmhﬁom,mm

covering millions of dollars in holdings. “He deeply re-
grets that any investor has suffered any financial injury,
and as a former officer and director of the Bennett com-
panies accepts full responsibility for his actions,” Still-
man said. Nevertheless, Stillman said the trial will
prove BFG's operations and Bennett's actions were no
Ponzl scheme and that lhe companies “were not run for
" The i
further comment on specific charges, Stillman nated_
people associated with the Bennett case nlmd
have pled guilty to charges related to the investi
Securities fraud charges against Bennett from the SEC
are still pending before U.S. District Judge John E.
Sprizzo. _

tg to the U.S. attor-
ney’s l.ndlctment Bennett and his three co-defendants—
his brother Michael, Charles T. Genovese, and Gary
Peiffer—tried to dupe the SEC by inventing and back-
dating documents during the agency’s probe. They are
all charged with conspiracy to obstruct justice and to
commit perjury in connection with the SEC investiga-
tion.

The four men's behavior “reflects complete and utter
isregard and contempt for the SEC and its duty to pro-
tect the investiag public,” White said. “These massive
acts of brazen obstruction, which are charged, were not

disgorge $21,000 and $65,000,
Meanwhile in the second case, charges mmain pend-

ing against d Paul Okuda, St orpe,
and David Chester (In re Okuda, Admin. Proc. File No.
3-9345, 7/1/95). The three men, along with Chalut, al-
legedly were recruited to act as nominal buyers of Fer-
rofluidics’ stock until the shares could be ered and
sold to bona fide investors, the SEC reported. It nld it
is seeki; and
against all three respondents, and civil penalties lgt!nst
Okuda and Chester.

False Appearance. In particular, the SEC said that
during March and April 1992, two senior Ferrofluidics
officials devised a scheme to create the false appear-
ance that their company had sold 620,000 shares of
stock. Okuda, Thorpe, Chester, and Chnlut—whu llleg-
edly were ited to act as
signed a subscription agreement, a pmmissory note,
and a pledge agreement, the commission said. “How-
ever,” it charged, “none of them paid for the Ferrofiuid-
ics stock, nor did they have the financial ability for the
shares. Okuda, Thorpe, and Chalut each received pay-
ments from Ferrofluidics for their participation in the
scheme,"” according to the commission.

Additionally, the agency alleged, at the entity’s re-
qum, Okuda, Chester, and Chalut falsely confirmed to

nor fined to a few " she
added.

None of the co-defendant’s attorneys could be
reached for comment.

The es against Bennett amount to a maximum
prison sentence of 760 years while his brother faces up
to 15 years in prison, if convicted. Genovese also faces
up to 15 years and Peiffer 10.

In a related matter, Anthony R. Pavoni, the owner
and president of Scriptex Inc., and Thomas Pomposelli,
the company’s former comptroller, pied guilty June 24
to a five-count information of obstruction of justice, per-
Jury, and conspiracy charges, that arose out of the SEC
investigation of BFG. Both men admitted to fabricating
and back-dating documents angd giving false testimony
to the SEC, White said.

By Jerrrey GOLDFARE
Antifraud

SEC Charges Five in Alleged Scheme
To Create False Appearance of Sales
an-

outside during the 1992 audit
thn they owned the company the amount payable un-
der their respective notes. Also, at Ferroﬂu:dl(: re-
quest, sent the ab
letter that he had been told mlght be madc available to
the concern’s sched-
ule that never existed.” Moreover according to the
SEC, Chester and Noorani's company received commis-
sions for helping Ferrofluidics sell its shares, but nef-
ther Chester nor Noorani was registered as a broker-
dealer with the SEC.

Broker-Dealers
CA 8 Sustains SEC Liability Findings
Against Firm, President Over Offering
he U.S. Court of Appeals for the Elghlh Circuit sus-
Tt ned and liabil-
ity findings against a brokerage ﬁrm and its presi-

dent over misconduct in an offering purportedly under-
taken in part to develop a medical waste disposal
facility (Everest Securities Inc. v. SEC, CA 8, No. 96-
3293, 6/26/97)

However. Judge Roger Wollman vacated in part the

he ities and C
T nounced July 1 that it insti two ad-
ministrative cease and desist proceedings against
five individuals over their alleged roles in a scheme to
create the false appearance that a Nasdag-listed
company—Ferrofluidics Corp., of Nashua, N.H.—had
sold 620,00 shares of stock.
In one action, respondents Helen Chalut and Saleem
Noorani agreed to settle the charges without admitting
or denying misconduct (In re Chaiut, SEC, Admin.

Proc. File No. 3-9344, 7/1/37). Chalut allegedly was re-

upon Everest Securities Inc. and its
president Jeanne Alyce Kunkel. The disciplinary pro-
ceedings against Everest and Kunkel were undertaken
in the first instance by the National Association of Se-
curities Dealers Inc.

Stock Offering. The court explained that G.E.D. Inter-
national Inc. sought to purchase Midwest Tire Service
Inc., a business that would collect, process, and dispose
of waste tires, and later sell the tire-derived product as

7-4.97
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S.E.C. Asks Judge to Soften Stand on Fraudl

By Bioomberg News

The Securities and Exchange
Commission is urging a Federal
judge to reconsider her earlier deci-
slon making it tougher for investor
lawsuits against companties to go for-
ward under a year-old law.

Judge Fern M. Smith of the Fed-

 District Court in San Francisco
ruled in September that under laws
passed in 1995 to curb class-action
lawsuits, shareholders must show
deliberate corporate inteat to com-
mit fraud.

The commission filed a friend-of-
the-court brief arguing that the judge
misinterpreted Congress's intent in
passing the Private Securities Liti-
gation Reform Act of 1995 and devi-
ated from other courts on the issue.

Congress, in passing the law, did
not try to set a stricter standard than
that established by the courts, but
instead left to Federal judges ‘“‘the
discretion to create thetr own stand-
ards,” said the commission’s Jan. 31

brief, which was released yesterday.-

Courts have typically required
only that shareholders show that an

accused company acted with reck-

lessness, a legal term defined by the

courts as ‘‘an extreme departure

from the standards of ordinary

care,” the commission said. -
The: brief said, “The reckls

ny's stock falls. A key provision re-
quires that complaints state “with
particularity” any facts that suggest
corporations intended to commu
fraud.—

In , Judge Smith ruicd

standard requires a high level of
culpability,” adding that the com-
mission used this standard in its own
enforcement cases.

The S.E.C. brief was filed in an
investor's fraud suit against Silicon
Graphics Inc., which was dismissed
by Judge Smith and reftled in Octo-
ber. Silicon Graphics, based in Moun-
tain View, Calif., has filed another
motion to dismiss.

The suit against Silicon Graphics
contends that executives issued de-
ceptive statements to inflate the
price of company stock to sell it for a
total profit of $13.8 million. The com-
pany has denied any wrongdoing.

Siticon Graphics did not respond to
a request for comment yesterday.

The law, enacted by Congress over
President Clinton’s veto, seeks to
curb frivolous shareholder suits
against companies when the compa-

that investors “must allege speclllc
facts that constitute circumstantihl
evidence of conscious behavior 'by
defendants.” It is not enough that
they show that a company had a
motive and opportunity to commfit
fraud, or acted reckiessly, her dedi-
sion said. ¢

Judge Smith did not respond toca
request for comment yesterday. it

A lawyer who typically defends
companies in class-action suits said
the dispute might have to be resoludd
by the Supreme Court.

““The S.E.C. certainly raises a(e-
gitimate issue in terms of this opii-
ion having staked out a position that
no other court has adopted before,”
said John Sullivan, a lawyer with
Fried, Frank, Harris, Shriver & Ja-
cobsen in New York. “But the pre-
vailing standard is uncertain in light
of the new act.”
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The Many Lives Made Miserable
By a Low-Down High-Roller
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ta Tearn thac what one isis worked for is gone.

From Sieise L Eaten of Parker, Artz.:

‘Steve Hoffenberg hurt
more people in a brief
five years than a jail full
of street criminals in
their lifetimes,’ wrote one
of his hundreds of
victims.

and L

take to try. We are aow both 32 years old. ...

Gue t0 our loss of this lavestmen. ...

.
From Feederick P. Rothman of King of Prus-
Po:

sia, Pa.:
T am 55 years okd aad 3 lwyer and law

0 admit that topice | teach i3 the
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awm penaky. Our investment was foc renova-
toas to our house. loss of ouc invest
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Forbes | .

Swindlers’
paradise

Apparently greed makes  *
people careless.

They shouldn't count on the
cops to protect them.

Brokers
-] 3
-

R .
Regulators

rokers

i

Regulators

1996

Source: Securities & Exchange

THE CHARTS BELOW TELL THE
sTORY. In the past five years the
army of stockbrokers has grown by
50%, to 650,000 strong. The U.S.
now has more stockbrokers than
steclworkers. The regulatory staffs
at the Securities & Exchange Com-
mission and the National Associa-
tion of Securities Dealers have
grown 18% during the period:
2,442 regulators last year, versus
2,069 in 1991. Onc regulator for
cvery 266 brokers. Ditto for
enforcement actions: The NASD and

SEC: 843 « Budget: $196 million » Enforcement actions: 320

NASD: 1,226 * Budget: $92 million » Enforcement actions: 901

SEC: 934 « Budget: $369 million » Enforcement actions: 453

48

sEC—combined—brought  one
enforcement action for every 400
brokers. :

Cirties are getting federal help to
put more uniformed cops on the
beat. How about a little extra
staffing for the security cops? Even
with increased staff, the NasD did
5% fewer routine examinations at
brokerages last year than in 1991
Preying on the least-informed
people, the security crooks are
giving capitalism a bad name.

—GRETCHEN MORGENSON Wl

649,000

NASD: 1,508 » Budget: $215 million « Enforcement actions: 1,200

Forbes = July 7, 1997
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Seniors, Prey of Con Artists and Brokers,
Are Mad as Heck, Won't Take It Anymore

Take Willis H. Duryea, a retired businessman in Casa
Grande, Ariz., who says he's “pushing 83." Some 5l years
250, he lost 5,450 to American Microtel Inc., 2 fraudulent tele-
marketing company that ciaimed to be involved in a wireless-
cable vénture, .

Now his telephoneanswering ma- ¥
chine informs any salespeople catiing him to simply “Forgetit.”
Increasingly Seniors Get Data

Eor years seniors haye heeo a targst not only of scam.
antists tryine to chisal them out of theic savings. but also ol

1S Of BaL-SO-ON S ORISR NS R NAROIOM +ig
yestments, But many oider investors are taking charge of
their own financial lives. They are scouring financial publica-
tions, haunting brokerage offices and even surfing the [nter-
ret in their quest for higher ceturns and, in some cases, some-
thing ta occupy their days.

“it's a whole different world when you've not working.”
says Paul Terowsky, 95, a retired car-wash owner in Great

Neck, N.Y. “I need to keep that drive somehww.
Mr.

have plenty of money to invest-one
study indicates that famifles headed by

- fhose 65 or oider hawe {1 triffion nvesy:

peaions_—and ﬁmm
'wmm?;‘{nmt«m

But a5 with the Great Neck Schwab
office, brokers are finding that there
can be tog much of A good thing, When

the noise level in the lobby got out of
hand & {ew months ago, the sofss suddenly disappesred and
Schwab empioyees began pointedly asking the lobby rats if
they had accounts at Schwab, the lobby dwellers say.

Tom Taggart, a Schwab spokesman, says the [irm's
branches are designed to allow people to “intecact,” but “at
the same time, we want to make sure that sil customers have
equat access.” T

Retirees also are forming investment coffee kiatches at
diners and pancake houses acrass the country. Biilte Taylor, a
33-yearwld retired high-schoo! teacher in Kettering. Chio,
meets weekly over coffee and donuts 3t the local Meijer food
shop for a di ¥ ized § ing. And woe

Lars Lostary

about 1
Please Turn to Poge CI6. Column ¢
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Seniors, Often the Prey, Are Mad as Heck

. Cmﬁmﬂdhwnl’wccl
be unto him who makes a boid statement
without the facts to back it up.
Joewme.lnmnunt.lumeduul
the hard way after he prociaimed at one
Iunch session that General Motors stock,
wmmlsﬁMMmem.“-mu

menmnguueijerustmmerdm‘t

A risky strategy
mvolvin:tndlmso-auedmmapdom.
Bymeummemghadgﬂuedhhnlbom

taxes, commissions and risks. the ex-bro-
mmﬁmmmmzmﬂxym
out his positions or earned any money,
even though he had been urging the other
members wadnplmgmnesmxegy. He

3 y's.
A former real-estate broker who joined

stopped
“Maybe he was

*“But if you're going to suggest something
like that, you'd better be able to back it

‘Bat it's the scamsters who have the

most to lose when they tangle with savvy |’
The Fed

embarrassed or m&ybe'
we hurt his feelings,” says Dr. Taylor.'

Theevueneewv!dedmrhem
corded conversations proved damaging foc
mewmm.bummmmavuw
able information about the varlety of
schemes used to defrauwd people. One

telemarketer
“Rip and Tear”
cause it inflicts great damage in a short '
time by relying on outrageous claims) was-
recorded verbally abusing a potential vic-
tim. Relying on the tapes, the FBI was able
to identify and arrest the person. Like a;,
number of other scam artists, he is cur~
rently In FBI custody and has been
charged with multiple counts of fraud.
Senior Sentinel resuited in the issuan-
ce of 117 search warrants and approxd-
mately 400 arrests by 38 FBI offices, and
trials are continuing. Ac FBE apalysis.

jﬂhﬂmmﬁm.mhﬂw
that shout TR% of the peogle targeted by
these.3cams were sldeity. -

“The fraud con artists.

should pay careful attention to this investi-.
gation,” says Rpbert Shreve AARP chair:
man, “The older person you believe to be a:
helpless victim may be turning you in to-
the authorities.”
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A.R. Baron Ex-Brokers
Plead Guilty to Charge
Of Crimunal Actrvity

By a WaLL STREET JOURNAL Staff Reporter
- NEW YORK —Two former A.R. Baron &
Co. brokers pleaded guilty yesterday in
state court here to participating in a
criminal enterprise and said they would
cooperate in the prosecution of executives
of the defunct brokerage and investment
bank. .

The men were among 13 former A.R.
Baron officials indicted iast month on
charges of running a criminal enterprise
that defrauded investors of more than $75
million. The New York (irm operated from
1991 until last July, when a trustee ap-
pointed by the federal bankruptcy court in
Manhattan took over the firm at the re-
quest of regulators.

The men, Garvey Fox of Stratford,
Conn., and Matthew Hirsch of New York,
both admitted in court to lying to investors,
manipulating stock prices and participat-
ing in a criminal enterprise. “The com-
pany was nothing more than a group of
people who had gathered together for the
purpose of committing securities fraud,”
Mr. Fox totd the court.

Messrs. Fox and Hirsch, who are (ree:
on bail, both face mandatory minimum:
sentences of one to three years in prison.
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NASD1o Study Stock Claims on Internet;
Device Will Look for Suspicious Phrases

By REBECCA BUCKMAN
Dore Jores Newsicires

If you are planning on hyping your
company's stock on the Internet anytime
soon, try to awid comparing it with high-
tech success story Microsoft Corp.

It might also be wise to avoid phrases
such as “‘guaranteed moneymaker” and
“hot little tech stock.”

The reason? Regulators at the National
Association of Securities Dealers soon will
be on the Tookout for those red-flag terms,
as well as others that might-indicate a
company is making unsubstantiated—and
possibly dangerous — claims about its
shares. R

They are “all phrases.we've already
encountered, and [ones] that generally
signal- trouble,” said NASD Regulation
Inc. President Mary Schapiro, who
launched a campaign last summer to warn
investors about Internet stock fraud.

Now, Ms. Schapiro’s agency is develop-
ing a sophisticated computer search en-
gine that would troll the World Wide Web
for specific, too-good-to-be-true phrases
such as “the next Microsoft.”

_ A prototype of the technology, which
could be programmed to search for differ-
ent words and phrases as stock fads come
and go, might be ready as early as this
summer, a spokesman for NASD Regula-
tion said. )

The survyeiltance tool could patrol popu-
lar securities bulletin boards such as Sili-
con Investor and America Online Inc.'s

" Motley Fool, where anonymous messages
tout or pummel specific stocks ~ often
without many facts to back up the claims.

The NASD Regulation spokesman, how-
ever, sfressed that the search engine re-
mains in the early stages of develop-
ment. He said details about exactly how
and when it would be used haven't been
worked out.

But in a speech delivered last week in
New York, Ms. Schapiro said regulators

stock scams before they spiral out of
control.

She said the technology could have
blunted the damage done to investors by

that was delisted by the Nasdaq Stock

| Market last May. The company later set-
tled charges of asset inflation with the
Securities _and Exchange Commission
without admitting or denying wrongdoing,

" mark, Kansas City, Mo., bought the stake"

could use the technology to catch potential

Comparator Systems Corp., a once-high-
flying (ingerprint-identilication company '

although the SEC did sanction two com-
pany officials. L

For two months before Comparator's
coflapse, Ms. Schapiro said, messag
about the company piled up in Internet
forums. .

“I would like for us to.be able to
recognize those building masseés of mes-
sages early enough and alert the public,”
she said. “We'd like to be able to stay
ahead of the Comparator situations before
they tank and cost people a lot of
money."

John Stark, supervisor of Internet sur-
veiltance for the SEC, called the idea.of
an NASD search engine "terrific.”
| Although many investors are becoming

more savvy about dublious stock claims
posted on the Web, fraud still abounds,
he said. Since securities chat forums have
sprung up in the last couple of years, the
SEC has brought nine enforcement actions
against companies whose shares were
|fraudulently promoted on the Intermet,
according to Mr. Stark.

The agency also has investigated Web-
based newsletters and other cases of stock
manipulation in cyberspace, he said.

HALLMARK CARDS INC, ,
Flextech Stake of 8.4%

Is Sold for $9.95 a Share:

An 8.4% stake in Flextech PLC, the
U.K. cable programming’ company, -was .
sold Friday by Halimark Cards Inc.
through Goldman, Sachs & Co. Hall-}

in 1994 for around 430 pence ($6.85) a share
and sold the shares for 624.5 pence ($9.95)
each on Friday. Flextech Chief. Exec-
utive Roger Luard said Hallmark's strate-
_gic partnership with Hallmark to produce
movies and develop long-term film distri-
bution rights is unaffected by the disposal.
“It increases the size of [Flextech's] public
float, which has been a problem,” Mr.
Luard said. About 80% of Flextech stock is
owned by a unit of Tele-Communications
Inc.. Cox Communications, Pearson PLC
and a handfut of institutions.
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MNASLY Press Release

‘Nasional Assncistion of Socurities Doslers, Iss. + 1735 K Sweet, NW « Washington, DC 20006-1500 + 202-723-8000

For Release: Thursday, August 7, 1997
Contact: Michael W. Robinson - (202)
728-8304

NASD Board Approves New Taping Rule And Approves Order
Audit Trail System Implementation

‘Washington, D.C.— The National Association of Securities Dealers, In

(NASD®), today announced that the Board of Governors approved a new rule that, if
approved by the Securities and Exchange Commission (SEC), would require
brokerage firms to record all of their brokers’ phone calls with investors, if a
certain percentage of their brokers were employed by an expelled brokerage firm
within the last two years.

The taping rule defines an expelled firm as one that has been expelled from a
securities industry self-regulatory organization, or has had its registration revoked by
the SEC, for sales practice violations or telemarketing abuses. The threshoid
of brokers from a d lined firm that would thereby require recording,

mllvaryﬁ-omwpqcentforssmﬂlﬁmx,toZOpereentforalarge . Under the

. rule, every ﬁmwxﬂbemqmndmcondmtaquamﬂywwcwmdctmnewhzﬂm
they must be taping. To ease , NASD RegulationS™ will provide
its members with lists of expelled firms and their “former associated persons
(organized by current employer).

"Putting potential problem brokers on notice that calls are being is a positive
step for every investor, Firms that hire a concentration of brokers from a firm with an
egregious disciplinary history have an obligation to the investing public to ensure
that those brokers are properly supervised and conduct themselves appropriately,”
said Frank G. Zarb, NASD Chairman, Chief Executive Officer, and President.

This rule grew out of the results of the Joint Regulatory Sales Practice Sweep
Report, a joint effort of the NASD, SEC, New York Stock Exchange, and the North
American Securities Administrators Association.

The Board also ratified the approval by the NASD Regulation Board of Directors of
the NASD’s Order Audit Trail System (OATS), which is currently in development.
The proposed rule governing OATS was filed with SEC on July 29th,

The OATS project will capture important order surveillance information for use by
regulators. The proposed rule allows for the phase-in of the fuil system beginning

with the inclusion only of orders that are captured or input directly into an electronic
system by August 1998. All orders in equity securities received by other than
electronic means would be covered by January 1, 1999. All other orders would be
phased-in by no later than January 31, 2000.

"This phase-in schedule has been developed in order to allow broker-dealer firms a
greater opponnmty to efﬁcnently xmplement the OATS system’s technical
le also to fully impl the SEC order

q ) changs
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handling rules and Year 2000 protocols, Because the majority of Nasdaq's order
flow comes to us electronically, the initial phase will, in itself, provide us with an
extremely useful surveillance tool,” Zarb added.

The National Association of Securities Dealers is the largest securities-industry
self-regulatory organization in the United States. Through its subsidiaries, NASD
Regulation, Inc., and The Nasdaq Stock Market, Inc., the NASD develops rules and
regulations, prowda a dispute 1 fom d gulatory reviews of
members activities and desi and reg itk kets all for the
benefit and protection of the investor.
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Sax Wlelard
SECRETARY OF STATE
14041 €56-2903%
June 27, 1995

The Honorable Paul Coverdell
U.S. Senate

200 Russell Senate Office Building
Washington, DC 20510

Re: S. 240, the "Private Securities Litigation Reform Act”
Dear Senator Coverdell:

T understand that the Senate is now considering S. 240, the "Private Securities Litigation
Reform Act.® In my capacity as the Secretary of State and the Commissioner of Securities of the
State of Georgia, I am writing today 10 express my sorious concerns with S. 240 as it was
reported out of the Senate Bunlung Committes. As you know, | am responsible for investor
protection and for overseeing the capital formation process in Georgia.

hevdumngdnvme:yofsemﬂnuﬁmmmfmmmmwuhnvebmmuoduud
in the 104th Congress. 1 applied one test: Does the bill achiovea b p ting the
tights of defrauded investors and providing refief to honest panics and professionals who may
find themselves the target of » frivolous lawsuit? :

v Regrettably. S. 240 as it was reported by the Senate Banking Comenittee docs not achicve
this balance. Instead, the bill would tilt the balance too far in favor of corporate interests and
- would huve the effect of depriving many defrauded investors the ability to recover their losses.
It is my under ding that pro-investor o are being offered as S. 240 is being
considered on the Senate floor  Among the amendments expected to be offered are the following:

. Extending the statute of fimitations for civil sécuritics fraud actions;

L] Fully restoring Jiability for aiding and abetting securities fraud:
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The Honorwble Peul Coverdell
June 27, 1995

Page2

® Narrowing the scope of a safe harbor for forward looking statéments 2o that the Securitics
and Exchange Commission (SEC). which has tha necessary expertise, is directed to
engage in rulemaking 1o develop a reasonable and effective safe harbor without giving
corporate exccutives fice rein to make mislendiog statements; and

® Modifying the severo limitations on joint and several liability so that innocent defrauded
investors have & chance to fully recover their losses.

The Securities and Exchange Comumission, the Notth American Securitics Administrajors
Association (the organization representing the 50 state securities regulutors) and others generally
have expressed concerns over the bill's treatment of these issues. The amendments expected to be
offered on the floor (as discussed above) respond to those concems and are deserving of your
support. Please vote in favor of these amendments when they are offercd on the floor.

If these amendments are offered and rejected, § respectfally encourage you to vote against
S, 249 on fiual passage.

Although there may be room for ¢« cti t of the federal securities
litigation process, 8. 240 as reported by the Banking Commmee goes beyond the stated goal of
curbing frivolous lawsuits and instead would, in prnwul effect, eradicate all private actions under
the federn] securities luws.

In closing, 1 want to emphasize that our financial markets do not run on money; they run
on public confidence. It is my view that the confidence investors have in the marketplace will be
dramatically altered if they come to belicve that not only are they at risk of being defrauded, but
that they have no recourse to fight back against those who have defrauded them. [ urge you to

support balanced and targeted reform mensurce and to neject S. 240 if it doca not incorporate the
nmendmelns discussed abave.

Most Sincerely.

Mo ¢ }dw&

Max Cleland

MC:jbt
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Max Qelacet 30334
SECRETARY OF FTATE
(4543 €38-20M1
June 27, 1995
The Honorable Sam Nunn
U.S. Senate
303 Dirksen Senate Office Bulldmg
Washington, DC 20510

Re: S. 240, the “Private Securities Litigation Reform Act”

Dear Senstor Nutin;

Funderstand that the Senate is now considering S. 240, the *Private Securitics Litigation
Rofort Act.™ Inmy capacity as the Secretary of Sma and the Commissioner of Sccurities of the
State of Georgia. I am writing toduy to express my with S. 240 as it was
reported out of the Senate Banking Commiittes. As you know, I am responsible for investor
protection and for overseeing the capital fonnation process in Georgia.

In cvaluating the variety of sccurities litigation reform measures thn have been mtrod.uced
in the 104th Congress, | applied one tost: Does the bill achieve & b protecting the
rights of defrauded investors and providing relief to honest panies and pr ional who may
find themseives the target of a frivolous lawsuit?

Regrettably. S. 240 as it was reported by the Senate Bunking C i docs not achieve
this balance. Instead, the bill would tilt the balance too far in favor of corporsate interests and
would have the offect of depriving many defrauded investors the ability t0 recover their losscs.

It is my understanding that pro-investor amendmants are being offered as S. 240 is being
considered on the Senate floor. Among the amendments expectod to be offered arc the following:

. Extending th: statute of limitations for civil securities fraud actions:

® Fully restoring liability for siding and abetting sccurities fraud;
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Opening Statement of Senator John Glenn
Ranking Member

Permanent Subcommi on_Investigations

September 22, 1997
Heaying on Fraud in the Micro-Cap Stock Market

Madam Chairman, | want to commend you for organizing this hearing on the problem
of fraud in the micro-cap market, sometimes referred to as “penny stocks.” The purpose of
this hearing is to turn a much-needed spotlight on what the Securities and Exchange
Commission, the self-regulatory organizations such as the National Association of Securities
Dealers, and the states need to do to ensure that securities fraud is deterred, securities

swindlers and scam artists are caught and punished, and American investors are protected,

In the late 1980’s, abuses in the penny stock area resulted in the defrauding of
American investors to the tune of $2 billion dollars a year. In response, Congress enacted the
Penny Stock Reform Act of 1990 to address the problem. In addition, the Securities and
Exchange Commission promulgated additional rules to alleviate the problem. The National
Association of Securities Dealers has begun to implement a series of long-overdue reforms

addressing the problem of fraud and abuse in the penny stock fraud area.

" Those are positive developments. However, the problem is that it is now 1997, and
even afier Congressional and SEC reforms aimed precisely at penny stock fraud and abuse,

securities regulators estimate that penny stock abuses result in the swindling of Americans
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now to the tune 6 billion dollars a‘yg; -~ 3 times the harm done to American investors before

the reforms I just mentioned were put in place.

This would be disturbing enough standing alone. It is even more troubling, howcver,
at a time when fewer and fewer American families can rely on employees’ pension plahs to
pay for college tuition, or to save for their retirement. More and more, American families are
left to fend for themselves, and must rely on themselves, to guard their savings and preserve
their financial futures, and those of their children. They are, therefore, even more vulnerable
than ever to the growing problem of pressure tactics, misrepresentations, and market

manipulation that has triggered this hearing.

We have a panel of citizens who have each been victimized by penny stock fraud, and
whose testimony about their experiences illustrates the failure of the federal government, the
self-regulatory organizations and the states to address the problem of securities fraud in

general, and penny stock fraud in particular.

Indeed, when we speak of the need for the SEC, the self-regulatory organizations and
the states to do more to enforce standards in the penny stock area, we do so not only because
American families are being defrauded out of their hard-earned savings, but because our

markets depend on the trust of American investors.

Plainly, we are not doing the job we need to do to protect purchasers of penny stocks,
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or in securities in general. That means that we in Congress who are concerned about fraud in

the sale of securities are required to ask a number of questions. Among them are the

following:

Has the SEC been aggressive enough in seeking injunctions against wrongdoers and in

enforcing those injunctions with contempt actions when the injunctions are ignored?

Do we need to extend the jurisdiction of the Department of Justice so that it, too, has
the authority to bring civil actions in the securities area, and so that we do m;t rely entirely on
the SEC? Does the SEC need to step up its activity in the area of criminal investigation and

referrals?

in the case of the principal self-regulatory organization in the penny stock area, the
NASD, there is a well-documented history of inadequate seif-scrutiny. In August, 1996 the
SEC issued a report regarding the NASD and the NASDAQ market it is charged with

overseeing. The report followed a 2-year investigation.

The Commission found that the NASD violated the federal securities laws, SEC rules,
and, indeed, the NASD’s own rules, in numerous different respects. A brief except from the
Report summarizes the problem succinctly, and I quote:

“A primary focus of the investigation was whether the NASD had adequately carried

out its obligation under the Exchange Act to oversee the NASDAQ market and the
conduct of its members. The investigation identified a number of scrious deficiencies
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in the NASD’s performance of its duties as a self-regulatory organization, especially
as they relate to oversight of the NASDAQ market.

* * % - *

The investigation revealed that the NASDAQ market has not always operated in an
open and freely competitive manner. NASDAQ market makers have engaged in a
variety of abusive practices to suppress competition and mislead customers.”

The Executive Director of the NASD, one of our panelists today, has himself testified, and I
quote: “Let me be blunt. There are significant problems in the over-the-counter market and a

strong regulatory response is needed.”

So the questions that need to be posed to the NASD include the following: Should the
American people, and the Congress, believe that they can rely on the NASD to regulate its
own members? In most other areas, we are entitled to be deeply skeptical of institutions that
tell us that they can be trusted to oversee themselves. Why, particularly given the
demonstrated failure of the NASD to regulate its members so that they conform to the
securities laws, should we believe that the NASD is up to the job? At this point, Madam
Chairman, it is fair to place the burden on the NASD to come forward to demonstrate why
the investing public and the Congress should feel confident that the NASD can, in fact,

regulate its members.

Finally, what kind of role should the states play in the effort to regulate securities

dealers? The states are on the front line in the efforts to protect the consumer and fight stock

fraud at levels that the SEC and the SRO’s may be unable, or unwilling, to pursue. The state

4
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regulatory authorities have been an important partner in the fight against fraud, and it will do no
one - except the perpetrators — any good to truncate that partner’s authority or effectiveness.

Indeed, we need to ask whether there is greater assistance that the Congress can give the
states in their own efforts to regulate securities dealers. The President of the North American
Securities Admlmstmtors Association, Mr. Griffin, put it plainly when he said recently: “If the
[securities] firms feel like they’re not at risk of having an auditor knock on their door, they
are not going to feel afraid.” It seems clear that penny stock dealers and their employers --
and perhaps the clearing bmkqs with whom those dealers contract -- do not feel sufficiently
at risk of meaningful oversight, and we need to explore ways not only of improving the
federal oversight of these dealers, but assisting the states to better protect their citizens from
the securities law violators who are creating the problem. So we are interested in hearing the

witnesses’ views on how we can do that as well.

It is the collective responsibility of Congress, the SEC, the SRO’s and the states to
protect not only the stability of the market, but the families who invest in it as well. It is our job
to ensure that the tools and the resources to fulfill that responsibility are provided, and that that

responsibility is met. This hearing is an important step in testing whether this job is being done.

Thank you, Madam Chairman.
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TESTIMONY OF

ARTHUR LEVITT, CHAIRMAN
U.S. SECURITIES AND EXCHANGE COMMISSION

CONCERNING FRAUD IN THE "MICRO CAP" MARKET
BEFORE THE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,

COMMITTEE ON GOVERNMENTAL AFFAIRS
UNITED STATES SENATE

Chairman Collins and Members of the Subcommittee:

I appreciate this opportunity to appear before the Permanent Subcommittee on
Investigations on behalf of the Securities and Exchange Commission ("Commission™), to
discuss fraud in the micro capital ("micro cap") and "penny stock” markets and the

Commission’s efforts to combat such fraud.

Summary

We are living in an era of tremendous expansion in our capital markets. Last year,
the Dow broke 6,000, and then 7,000, and this year broke 8,000. Daily volume on the New
York Stock Exchange and Nasdagq is also at an all-time high, and initial public offerings are
running at a record pace -- as shown in 1996, $50 billion was raised for new businesses. It
is not surprising then that public participation in our securitics markets has grown to record
levels. Mutual fund assets ($135 million in 1980) are now a record $3.7 trillion, surpassing
the $2.6 trillion that Americans have on deposit at commercial banks. As recently as 1980,
only one in 16 households invested in mutual funds; today that number is more than one in

three, as we have evolved from a nation of savers into a nation of investors.
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.i.,,%yggg'mmmﬁonmmmmmmmﬁcp‘mmmmm,
;vewmmg;;awwemminmmofﬁw. We have particularly seen an
inc;és;hiénséshﬂnmmfmnﬁmupuaﬂﬁs,wmmowommfm
small businesses to raise capital, but also provides opportunity for fraudsters to prey on
innocent investors. Despite the record-setting pace of our markets, the Commission’s
resources have remained relatively constant. We must, therefore, rely increasingly on
innovative and efficient ways of minimizing fraud and of maximizing the deterrence

achievable with the Commission’s limited resources.

The Commission’s campaign against frand in the micro cap market is an example of
such innovation. The three parts of our strategy are prevention, enforcement and regulatory

initiatives.

Prevention Obvmuﬂy,theCommmmntewgnlmsﬂmpmvmmgmmfmdls
far more effective than seeking to punish wrong-doers after the fact. We prevent fraud
through cur programs involving broker-dealer inspections, market and Internet surveillance,
and investor education.

Enforcement The Commission’s Division of Enforcement has been working in
partnership with the criminal authorities to lock up recidivist brokers and deter wrongdoers.
Indeed, in the past year alone, at least 80 individuals have been charged or prosecuted
through the coordinated efforts of the Commission and the Department of Justice. The



115

Commission has also coordinated its activities with other securities regulators to maximize

our resources and stop micro cap fraud at its earliest stages.

Regulatory Initiatives Over the last several months, the Commission’s staff has
worked with the New York Stock Exchange, Inc. (“NYSE”) and the National Association of
Securities Dealers, Inc. (“NASD”) to develop rules that address the vulnerabilities in this
sector of the market, such as a rule that increases the responsibility of clearing firms for
notifying regulators of problems with introducing firms. The Commission is also studying
how best to increase the amount of public information available regarding companies that are
quoted on the NASD’s over-the counter ("OTC") Bulletin Board and in the National

Quotation Bureau's "Pink Sheets."”

The terms "micro cap” stock and "penny stock” have been used to describe a
particular segment of the securities market. As both terms suggest, these stocks are
generally low-priced securities issued by small companies. A peany stock is generally a
security that is priced at less than $5 per share and is not traded on Nasdaq or listed on a
stock exchange.! *Micro eap'stockgmaﬂyd&scxibsasomcwhatbmderﬁnivetse of

! Under the federal securities laws, penny stock is defined generally as: an equity
security that is not listed on Nasdaq or a national securities exchange and either (a) has a
price per share that is less than $5 or (b) whose issuer has net tangible assets that are less
than $2 million, if the issuer has been in continuous operation for at least three years; or that

(contimued...)
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stocks than "penny stocks® — the stock of any company with comparatively low
eapimlimﬁon,mgudhssofitspﬁceorwhmitismded.’ Thus, the term "micro cap”

often includes "penny stock” as defined by the Commission.

Fraud in the "micro cap” stock market follows a fairly predictable pattern. We find
two different, but often related problems:
[ The first problem is aggressive, and sometimes fraudulent, sales practices,
such as unauthorized trading in a customer’s account.
L) The second problem involves manipulation of micro cap stocks by brokers,

issuers and promoters to benefit themselves while harming innocent investors.

I{...continued)
are less than $5 million, if the issuer has been in continuous operation for less than three
years; or whose average revenues are less than $6 million for the last three years. See
Section 3(a)(51) of the Securities Exchange Act of 1934, 15 U.S.C. § 78c(a)(51), and Rule
3a51-1, 17 C.F.R. § 240.3a51-1, promulgated thereunder.

‘When the Commission adopted the $5 threshold for penny stocks it cited three
reasons: 1) the perceived difficulty of manipulating higher valued stocks; 2) the fact that
$5/share was the threshold for the ULOR/SCOR — a uniform, streamlined state registration
form for companies raising less than $1 million under the Rule 504 exception under
Regulation D; and 3) the perception that legitimate small businesses could still raise capital
and the liquidity for their shares would not be impaired. Exchange Act Release No. 30608
("Penny Stock Rule Release"), 57 Fed. Reg. 18,004 (Apr. 28, 1992).

2 The term "micro cap® is not a term defined under the federal securities laws. Lipper
Analytical Services, a mutual fund rating organization, generally categorizes micro cap
companies as companies with market capitalizations of less than $300 million. Lipper-
Directors’ Analytical Data, Investment Objective Key, 2d ed. 1997. In general, securities of
micro cap companies are quoted on Nasdaq’s OTC Bulletin Board, in the National Quotation
Bureau’s Pink Sheets and on the Nasdaq Small Cap Market.

4
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Micro cap stock fraud preseats a difficult challenge: to control the fraud without
damaging the market for securities issued by legitimate small businesses. In this effort, the
Commission is guided by three principles:

[ First, we must try to prevent frand before it happens through early

] Second, we must vigorously enforce the securities laws against con men and

criminals who take advantage of investors.

] Finally, we must continue to encourage legitimate capital formation through

flexible regulation, especially for small businesses.

1. Background
A. What is Micro Cap Stock Fraud?

Before expanding upon the Commission’s response to micro cap fraud, it may be
useful to briefly consider the nature of the problem. Stock manipulators need stock. They
usually get it in one of two ways. Onewa;yistoﬁnda'shzll'oompanythatalmdyhas
issued publicly trading securities. This shell company typically has little or no operating
history;fewasseis; few, if any, employees; and slim prospects for financial success. The
shellissomeﬁmé merged with a privately-held company. The other vehicle for these
individuals to get stock is to take advantage of exemptions from the federal registration

requirements.
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The securities involved are usually traded in portions of the OTC market where public
information is limited and a small number of brokers control the market. The securities are
usually sold through hype or high pressure tactics, often involving "boiler room" operations
where a small army of sales personnel cold call potential investors using scripts to induce
them to purchase the "house stocks” -- those stocks in which the firm makes a market or has
a large inventory. The information conveyed to investors often is at best exaggerated and at
worst completely fabricated. Increasingly, stocks also are being touted on the Internet by

unregistered promoters who work to raise interest in the stock.

Once they have lured investors, the unscrupulous brokers employ a variety of
inappropriate practices, from "bait and switch” tactics, unauthorized trading, “no net sales”
policies (Where investors are discouraged or actually prevented from selling their stocks) to
chuming(excassivemdhgmmeirawmminotdermgemmtewmmissionsform
broker). The firm often charges excessive, undisclosed markups® and issues arbitrary stock
quotations. Even if investors complain to the brokerage finm, it rarely disciplines its

registered representatives or reports the investor complaints.

The promoters of these companies, and often company insiders, typically hold large
amounmofstockandmakembstanﬁﬂpmﬁtswhenthemkpﬁceﬁmfoﬂowhgihwnse

promotional efforts. Once the price rises, the promoters, insiders and brokers sell, realizing

3 Excessive mark-ups in boiler room operations typically occur when a broker-dealer
acquires a supply of stock at low cost and resells it at a substantially higher price to retail
customers.
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their profits, and the promoters cease their promotional efforts. After the manipulation of
the stock ceases, the stock price plummets and innocent investors not only incur large losses,

but may also lose their initial investments entirely.*

B. The Commission’s Previous Response to Micro Cap Fraud

The last major outbreak of micro cap stock fraud occurred during the bull market of
the 1980s. The Commission formed a Penny Stock Task Force in 1988 to coordinate its
response to the problem. In 1989, the Commission adopted Exchange Act Rule 15¢2-6,
which requires brokers to obtain relevant financial information about their customers,
document their penny stock recommendations and obtain written agreements from the
customer for the first three penny stock purchases.® Théintentoft.hemlcistorequimand
document customer suitability when penny stocks are recommended. Armed with this new
rule, the Commission devoted substantial resources to policing "penny stock” fraud, bringing
86 penny stock enforcement actions in 1990 alone that represented 28% of all enforcement

actions brought that year.® .

* This type of manipulation frequently is referred to as a "pump and dump” scheme.

5 In 1993, the Commission redesignated Rule 15c¢2-6 as Rule 15g-9, joining it with the
other Penny Stock Rules. Exchange Act Release No. 32576 (July 2, 1993), 58 Fed. Reg.
37,413 (July 12, 1993).

¢ 1990 Annual Report of the U.S. Securities and Exchange Commission, at 6 and 156.

7
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In 1990, the Commission approved the NASD’s pilot project to bring more accurate
and current information to the OTC nﬁrket,’ where micro cap stocks generally trade. The
vast majority of micro cap stocks are not listed on exchanges or traded on Nasdaq. Before
1990, the National Quotation Bureau’s "Pink Sheets” were the primary source of information
about the stocks for this large group of smaller companies. The Pink Sheets are daily lists of
stocks, published by a private financial information vendor, advertising the brokerage firms
that make markets in these stocks. They sometimes include indications of interest or non-
firm bid and offer prices for small quantities of stock. The Pink Sheets are not widely
distributed and often contain stale information. In order to provide more public information
about these‘stocks, the NASD created the OTC Bulletin Board, a centralized, automated
alternative to the Pink Sheets that can provide real-time price and volume information. The
pilot project was made permanent in 1997.* The OTC Bulletin Board has strengthened the

NASD’s ability to monitor those quotes that are displayed.

Congress also has previously worked to address micro cap fraud. In 1990, the
Subcommittee on Telecommunications and Finance of the House Commerce Committee took

up the issue of penny stock fraud,’ and ultimately Congress enacted the Penny Stock Reform

7 Bxchange Act Release No. 27975 (May 1, 1990), 55 Fed. Reg. 19,123 (May 8, 1990)
[Corrected Order, Exchange Act Release No. 27975-A (May 30, 1990), 55 Fed. Reg. 23,161
(une 6, 1990)].

* Exchange Act Release No. 38456 (Mar. 31, 1997), 62 Fed. Reg. 16,635 (Apr. 7,
1997).

° Penny Stock Market Fraud: Hearings on H.R. 4497 Before the Subcommittee on
Telecommunications and Finance of the House Committee on Energy and Commerce, 101st
Cong. 27 (1990) (Statement of Richard C. Breeden, Chairman of the Commission).

8
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Act of 1990 ("Penny Stock Act®) as part of the Securities Enforcement Remedies Act
("Remedies Act™).'° The Penny Stock Act expanded the Commission’s authority over such
previously unregulated persons as promoters who associate with broker-dealers to sell penny
stocks, and it required the creation of a toll-free hotline investors could call to obtain the
disciplinary history of brokers. The Act also placed significant restrictions on so-called
"blank check" offerings and required broker-dealers to disclose more information to
customers when selling penny stocks. Finally, the Act called for the creation of an
automated quotation system for OTC stocks, which the NASD and Commission already had

underway with the OTC Bulletin Board.

After the enactment of the Penny Stock Act, the Commission adopted new rules to
implement the statute.!! Among the requirements are rules requiring brokers to give
customers specific information before tne sale about the market for penny stocks and the
broker’s compensation. After the sale, the broker must provide clients with monthly
statements reporting the market value of the client’s penny stocks. The goal of these rules is
to provide information to investors and provide prospective investors with an opportunity to

consider whether to make a purchase without the pressure of boiler room tactics.

19 Securities Enforcement Remedies and Penny Stock Reform Act of 1990, Pub. L. No.
101-429, 104 Stat. 931.

1 Penny Stock Rule Release, supra, at fn. 1.
9
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In 1991, the Commission amended Exchange Act Rule 15¢2-11. That rule requires a
broker-dealer to review financial and other issuer information before publishing a quotation
in the issuer’s stock in a quotation media such as the OTC Bulletin Board or the Pink Sheets.
The rule also requires brokers to have a reasonable basis for believing the information is
accurate. Finally, the amended rule requires broker-dealers to obtain a copy of any trading

suspension order in the issuer’s stock for the previous twelve months, ™

In 1993, the Commission conducted an extensive examination sweep with the NASD
and state regulators to determine whether firms were complying with the Penny Stock Rules.
The sweep found widespread adherence to the Penny Stock Rules, along with generally
diminished activity in stocks covered by the Penny Stock Rules.™

C. How Micro Cap Fraud Has Changed

Although the Penny Stock Act and Rules and the creation of the OTC Builetin Board
have by and large curbed certain abuses in the market for sccurities priced under $5, we are
now finding that promoters and broker-dealers have adjusted their schemes so that the
securities fall outside these measures. The simplest way around the Penny Stock Rules, for

2 Bychange Act Release No. 20094 (Apr. 17, 1991), 56 Fed. Reg. 19,148 (Apr. 25,
1991).

1 Joint Regulatory Penny Stock Examination Sweep (June 1994). Only 14 of the 129
brokes-dealer examinations disclosed violations serious enough to warrant consideration of
enforcement or disciplinary action.

10
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example, is to offer or sell securities that do not meet the technical definition of "penny
stocks”. The Commission today sees more fraud in mostly lower-priced Nasdaq-listed

securities and in securities valued at $5 or more.

In addition, the Internet is being used as a new vehicle to perpetrate securities fraud,
especially in the micro cap market (including touting in "chat rooms”, bulletin boards and on
e-mail). The Commission has already brought enforcement actions involving fraudulent
securities offerings, stock manipulations,’ and investment advisers fraud through Internet
newsletters.* The fraudulent securities offerings often promise unreal returns and include
everything from interests in an eel farm,' an ethanol plant,”” gold and diamond mining

enterprises'® and a coconut chip enterprise,’® to more sophisticated offerings of sham

14 SEC v. Huttoe, Litigation Release No. 15237 (Jan. 31, 1997), 63 SEC Docket 2383
(Mar. 4, 1997).

5 SEC v, Chelekis, Litigation Release No. 15264 (Feb. 25, 1997), 63 SEC Docket 2900
(Mar. 25, 1997).

15 SEC v, Odulo, Litigation Release Nos. 14591 (Aug. 7, 1995), 59 SEC Docket 3105
(Sept. 5, 1995), and 14616 (Aug. 24, 1995), 60 SEC Docket 122 (Sept. 19, 1995).

7 SEC v. Spencer, Litigation Release Nos. 14856 (Mar. 29, 1996), 61 SEC Docket
1960 (Apr. 30, 1996), and 15042 (Sept. 12, 1996), 62 SEC Docket 2409 (Oct. 8, 1996).

* SEC v, Wye Resources, Inc,, Litigation Release No. 15073 (Sept. 26, 1996), 62 SEC
Docket 2762 (Oct. 22, 1996).

19

SEC v, Frye, Litigation Release Nos. 14720 (Nov. 15, 1995), 60 SEC Docket 2123
(Dec. 12, 1995), 15139 (Oct. 29, 1996), 63 SEC Docket 422 (Nov. 26, 1996).

11
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promissory notes™ and bonds purportedly issued by a nonexistent offshore company.” The
Internet can be used for scams because it provides anonymity, broad circulation and the
appearance of legitimacy at low cost. Accordingly, the Commission has been developing an
effective surveillance strategy for the Intemet.” However, the Commission is committed to .

the legitimate use of the Internet by honest market participants.

I.  The Commission’s Program to Prevent

Fraud in the Micro Cap Markets

The Commission’s program to prevent fraud in the micro cap market involves:
. early detection and intervention; and

. investor education.

A, Early Detection and Intervention

The Commission’s program of early detection and intervention includes: (1) regular

examination of broker-dealers; (2) surveillance of the Internet and the markets; (3) imposition

® SEC v, Sellin, Litigation Release No. 15012 (Aug. 12, 1996), 62 SEC Docket 1749
(Sept. 10, 1996).

* SEC v._Octagon Tech, Group, Inc., Litigation Release No. 14942 (June 11, 1956), 62
SEC Docket 377 (July 9, 1996).

Z See discussion at pp. 14-15.
12



125

of trading suspensions; and (4) an increasing resort to emergency litigation to stop active and

on-going frauds.

The Commission’s Office of Compliance Inspections and Examinations ("OCIE")
examines broker-dealers and oversees the examinations which the Self Regulatory
Organizations {"SROs") — the national securities excha.nges-and the NASD -- conduct of their
members. Over the past several years, OCIE has focused its review of broker-dealers on
their sales and trading practices. About 20% of examinations lead to referrals to the
Commission’s Division of Enforcement. OCIE is currently working closely with the NASD

to focus on micro cap fraud through intense examination of broker-dealers.

The examination staff also periodically conducts "sweeps" to determine if particular
violations are widespread and then it issues recommendations and reports. For instance, in
1994 the Commission staff with the NYSE and NASD conducted a review of the hiring,
retention and supervisory practices of nine of the largest brokerage firms. Two years later,
the Commission, together with the NASD, NYSE and the North American Securities
Administrators Association, Inc, ("NASAA") conducted a joint sweep to review the sales
Ppractices of selected registered representatives employed by small and medium-sized firms as
well as the hiring, retention and supervisoxy' practices of the brokerage firms that employ
them.

13
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The second sweep revealed that some firms employ registered representatives with a
history of disciplinary actions and customer complaints, use only minimal hiring procedures,
and have supervisors in branch offices who fail to review customer transactions adequately to
detect sales abuses. We also found that almost onc-half of the branches that cagage in cold
calling violated federal cold-calling rules.” As a result of the sweep, the Commission,
NYSE, NASD and NASAA prepared a public report making specific recommendations
designed to correct these problems.* For example, the report recommends more stringent
hiring procedures for registered representatives; heightened supervision of registered
representatives with a history of customer complaints, disciplinary actions or arbitrations; and
training and supervision of cold-calling techniques.

These joint sweeps have resulted in greater coordination among the regulatory
authorities. The Commission’s compliance staff meets quarterly with the NASD and NYSE
1o discuss how to improve our combined examination procedures. In addition, the
Commission’s regional examination staff meet regularly with their state countexparts and

local NASD offices to determine how to better craft regulatory solutions.

2 In 1991, Congress passed the Telephone Consumer Protection Act, Pub. L. No. 102-
243, 105 Stat. 2394 (1991), codified at 47 U.S.C. § 227. The Federal Communications
Commission enacted rules which, among other things, restrict the hours unsolicited calls can
be made and require telemarketing firms to have "do-not-call” lists. 47 C.F.R. § 64.1200.

% Joint Regulatory Sales Practice Sweep, A Review of the Sales Practice Activities of
Selected Registered Representatives and the Hiring, Retention, and Supervisory Practices of
the Brokerage Firms Employing Them (Mar. 1996).

14
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To combat securities frand on the Intemnet, the Commission’s Division of
Enforcement, with the assistance of other Commission staff, has assembled a group of
professionals who devote more and more resources to Intemet surveillance. These
professionals use the latest browsing software to monitor the Internet, including such message
areas as newsgroups and bulletin boards. The on-line Division of Enforcement Complaint
CenteralwpmvidesmeasymmsfmmveaomwmdwmphimmﬂwCommissim_smﬁ.
Currently, the Commission receives between 50 and 70 on-line investor complaints a day.
Suspicious activities are investigated, with enforcement action initiated where appropriate. In
addition, the Commission staff has helped states develop their own Internet surveillance
programs and meets regularly with the states, both individually and as part of regional and

national conferences, to coordinate our surveillance and investigations.

The Commission recently implented'a pilot program in our Florida regional office
to intervene as soon as a potenﬁal‘sham micro cap offering is identified, which has already
resulted in six trading suspensions.” The staff reviews regulatory filings for irregularities,

or "red flags”, that suggest the company may not be legitimate. After determining that the

¥ In the Matter of Amgquest Intemational, Ltd., ExchangeActRelme No. 38695 (May
30, 1997), 64 SEC Docket 1862 (July 1, 1997); In att nent;
Inc., Exchange Act Rclwse No 38588 (May 9 1997) 64 SEC Docket 1395 (June 10,
: 2 12 ervices, Inc., Exchange Act Release

No. 38565 (May 1 1997), 64 SEC Docket 1259 (May 27 1997); In the Matter of Historic
Hotel Holdings. Inc., Exchange Act Relmse No. 38492 (Apr 10, 1997), 64 SEC Docket
761 (May 6, 1997); In ¢l : Inc., Exchange Act Release
No 37966 (Nov. 19, 1996), 63 SEC Docket 709 (Dec 17 1996); In the Matter of Home

, Exchange Act Release No. 37292 (June 10, 1996), 62 SEC Docket 288

(July 9, 1996).
15
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public interest and protection of investors require it, the Commission can suspend trading in
the stock. Trading suspensions can be a very potent remedy because:
. Investors are put on notice of a potential fraud, hopefully encouraging more
informed decision-making; and
. Promoters and brokers are hit where it hurts most: in the pocketbook. The
ﬁmncialt\-;waldofamicmcapschemedependsonseﬂinganﬂnstockattbe
height of the manipulation. A trading suspension often leaves the promoters
holding worthless stock before they are able to dump it on unsuspecting
investors.
Although 2 trading suspension only halts trading for a ten-day period, the suspension triggers
application of Exchange Act Rule 15c2-11, which requires a market maker to have current
and accurate financial information about the issuer before trading resumes. In other words,

it is difficult for a broker-dealer to lawfully resume trading.
B. Investor Education

The Commission continually works to educate investors about how to avoid and
report securities fraud through its Office of Investor Education and Assistance (OIEA). A
well-educated investor is one of the most important defenses against securities fraud.

Through Investor Alerts, an Internet Web Site™ and a toll-free information line,”” OIEA

® http://www.seC.gov
7 (800) SEC-0330
16
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,;xxidbmgmnyshvebeendcvelopedmwminvmmnms, stating in “plain English”
what every investor should know about investing. All of cur publications are available free
of charge on the Commission’s website as well as through our toll free number.

To educate investors and listen to their concemns, the Commission has coordinated -
andwiﬂcontinmtohold—mvestms’Town‘Meeﬁngsthxwghmuﬂncamuy. The town
meetings are typically well-attended (often over 1,000 investors attended each meeting) and
feature a series of seminars for investors on a wide variety of topics. We have also
leveraged the modest resources required for these meetings by asking the securities industry
to participate (we believe that investor education is among its most important responsibilitiss)
and by recording some of the meetings so that they might reach audiences in the millions
through television broadcasts. . }

The Commission receives over 44,000 letters and inquiries from investors annually.
Some investors simply want information. Others have complaints. Where the OIBA can
help,ita@mptswmhedwdispmes,ﬂﬂmghhmnmaqashwyerorjudge‘ Through
its efforts, investors recovered more than $1.2 million last year. Sometimes the complaints
are referred to the other divisions and offices of the Commission. Last year, nearly one-fifth
of all investigations undertaken by the Division of Enforcement and "for cause” broker-dealer
examinations were initiated, at least in part, in response to investor complaints. The Office

17
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tracks trends in complaints in order to identify problem brokers and practices, so that the
Commission’s limited resources can be targeted at the areas of greatest need.

The most significant trend is the rapid increase in complaints about cold calling. In
1995, the Office received 265 complaints primarily alleging cold calling. In 1996, the
number of cold calling complaints doubled, rising to 427. As of July 28th of this year, the
Office had already received 231 such complaints.

IV.  The Commission’s Enforcement Program to
Combat Fraud in the Micro Cap Market

The Commission’s enforcement program works in conjunction with state regulators,
the SROs and criminal authorities to make Yife as difficult as possible for the con men and
criminals who prey on American investors. The Commission has brought significant
enforcement actions against micro cap stock brokers, such as A.R. Baron & Co., and micro
cap stock issuers, such as Comparator Systems. The following enforcement actions recently
brought by the Commission belp illustrate some of the trends I have discussed above.

A. AR Baron & Co.

In 1996, the Commission brought an emergency administrative action against a
broker-dealer, A.R. Baron & Co., Inc., and two of its principals for fraudulent sales

18
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practices, including rampant unauthorized trading in customer accounts.”® The Commission
alleged that Baron and these principals manipulated the market for the stocks of two
’companies. Customers lost nearly $17 million as a result of these practices before the
enforcement staff was able to shut the firm down. The brokerage firm consented to the entry
of an order revoking its registration, and the Manhattan District Attorney’s office
subsequently indicted several principals. The Commission has so far recovered
approximately half a million dollars in connection with the Baron case, and actions are still

pending.

B. Global Financial Traders, Ltd.

The Commission alleged that Global Financial Traders, Ltd., an investment newsletter
publisher, and certain affiliated entities and individuals: (1) obtained a large undisclosed
position in-the stock of American Image Motor Company, an OTC Bulletin Board security;
(2) carried out a concerted telemarketing campaign and made recommendations in one of its
newsletters to promote the stock, making material misrepresentations concerning the market
in the stock; (3) sold large amounts of the stock from their own accounts; and (4) maintained
the market price through stock manipulation. Early this year, the Commission obtained a

* In the Matter of AR, Baron & Co., Inc., Exchange Act Release No. 37240 (May 23,
1996), 61 SEC Docket 2869 (June 18, 1996), Exchange Act Release No. 37248 (May 29,
1996), 62 SEC Docket 11 (June 25, 1996).
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temporary restraining onder, an asset freeze and a preliminary injunction against the firms
and its principals.”

C. Comparator Systems Corp.

The ability to artificially inflate the price of a stock, in this instance using the
Internet, was showcased in the dramatic rise and fall of the stock of Comparator Systems
Corp. ‘The Commission brought an action against Comparator and three of its officers and
directors, alleging that the defendants sold tens of millions of shares of the company’s stock
while falsely representing that they owned certain fingerprint technology.” Moreover, the
company’s financial statements had been falsified, allowing Comparator to remain listed on
the Nasdaq Small Cap Market and avoid classification as a penny stock. Due to touting on
the Internet, the company’s stock price rose from $0.06 to $1.88 over three days, setting
Nasdaq trading volume records. Prior to filing its complaint against Comparator, the
Commission issued a trading suspension.” Comparator’s former auditor has agreed to the

entry of an order to cease and desist from further violations of the securities laws and to a

* SEC v. Global Financial Traders, Lid., Litigation Release Nos. 15291 (Mar. 14,
1997), 64 SEC Docket 402 (Apr. 15, 1997), and 15338 (Apr. 17, 1997), 64 SEC Docket
969 (May 13, 1997).

* SEC v, Comparator Systems Corp., Litigation Releasc Nos. 14927 (May 31, 1996),
62 SEC Docket 236 (July 2, 1996), and 15056 (Sept. 19, 1996), 62 SEC Docket 2593 (Oct.
15, 1996).

3t Exchange Act Release No. 37209 (May 14, 1996), 61 SEC Docket 2759 (June 11,
1996).
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are pending.

D. Repeat Offenders

Once a fraudulent broker-dealer firm is put out of the securities business, it is
important to prevent the staff that perpetrated that fraud from migrating to other securities
firms. The presence of repeat offenders in the industry (commonly referred to as *rogue
brokers”) has concerned the Commission for several years. The Commission and other
regulators can impose severe sanctions, including bars and suspensions, against those persons
identified as serious securities law violators. The Commission has worked to ensure that a
permanent bar from the industry is truly permanent™ and that barred brokers do not "skip”
back into the system. In less egregious cases, we can limit the securities activities of

offenders, or impose other sanctions such as fines or injunctions to deter further misconduct.

The Commission and the Justice Department have worked together to address the
problem of rogue brokers. In November 1995 and again in May 1997, the Commission and
the Justice Department announced the filing of charges against rogue brokers throughout the
country. The brokers allegedly had engaged in a wide range of fraudulent conduct, inclading

 Exchange Act Release No. 34720 (Sept. 26, 1994), 57 SEC Docket 1941.
21
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forging investor checks, engaging in unauthorized transfers of client funds, selling securities

of nonexistent issuers and creating false or fictitious account statements.®

Under the federal securities laws, much of the responsibility for identifying and
monitoring problem registered representatives lies with each individual firm and its
supervisory staff. In April of this year, the SROs admonished the securities industry of its
responsibility to be particularly aggressive in policing problem registered representatives.™
The SROS’ message — echoing that of the Commission — is that finns must maintzin strong
hiring procedures that either exciude or carefully evaluate applicants having records
containing disciplinary actions, customer complaints, or adverse arbitration decisions. . It also
reminds firms that they must supervise such registered representatives closely, at both the

branch manager and firm levels.
E. Criminal Prosecutions
In addition to our work with the state regulators and the SROs, the Commission

coordinates its efforts to combat fraud with criminal authorities. Coordination with criminal

MOﬁﬁwba;pmduoedmmeofmeOommission’smwdmmaﬁcdfommcombaﬁngﬁwd

¥ vSecond Set of Charges in Broker Case,” New York Times, May 23, 1997, p.2;
Attorney General and SEC Chairman Announce Nationwide Prosecution of Unscrupulous
Investment Brokers, Department of Justice Release (Nov. 30, 1995).

¥ The Joint Regulatory Sales Practice Sweep; Heightened Supervisory Procedures. Joint
NASDR/NYSE Memorandum to Members and Member Organizations (Apr. 15, 1997).
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in the micro cap market. The Commission will continue working to enhance these efforts.
For example, in October 1996, the U.S. Attorney for the Southern District of New York, the
Commission and the NASD announced the results of a year-long joint undercover operation
in which FBI agents posed as brokers in a small Manhattan brokerage firm who were willing
to accept payoffs to sell OTC Bulletin Board and Nasdaq stocks to their customers.>® The
payments were generally made by and through promoters, working with officers of the
Companies whose stocks were being touted. Payoffs were as high as 40% of the value of the
stock. The FBI arrested 45 people, including promoters, brokers and company officials.
Twenty-eight of those people have already been charged in Commission administrative

proceedings for allegedly making undisclosed payments to brokers to sell stock.

In November 1996, the U.S. Attorney for the Dlstnct of Nevada announced
indictments against 30 individuals for their roles in an alleged scheme involving, variously,
undisclosed payments to brokers for sales of the securities of three small issuers, money
laundering, conspiracy and racketeering. To date, 20 guilty pleas have been entered,
including eleven individuals named in the indictments. Three Commission staff attorneys
were designated as Special Assistant U.S. Attorneys in this matter and have played leading
roles in the criminal investigation and litigation. The NASD staff also has substantially
assisted in the investigations. In a related matter, the Commission has instituted four

administrative proceedings against 17 respondents.

3 Criminal and Public Administrative and Cease-and-Desist Proceedings Announced
Against 45 in Connection with Kickback Schemes, Exchange Act Release No. 37807 (Oct.
10, 1996), 62 SEC Docket 3027 (Nov. 5, 1996).
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Successful coordination between the Commission and criminal authorities also resulted
in the termination of a massive and on-going manipulation of the stock of Systems of
Excellence, Inc., a manufacturer and distributor of video teleconferencing equipment with
offices in Virginia and Florida. On November 7, 1996, after an expedited investigation, the
Commission filed a civil injunctive action in federal district court against the former CEO of
Systems of Excellence, the publisher of a daily stock pewsletter that touted Systems of
Excellence and was disseminated over the Internet, and eleven other individuals and entities.
That same day, the Court ordered temporary restraining orders against all of the defendants,
asset freezes, and other emergency relief, which effectively ended the scheme. The
Commission also provided evidence it obtained to the Department of Justice, which opened a
criminal investigation that now has resulted in guilty pleas by the former CEO and the
newsletter publisher, who are both incarcerated, and a former auditor of Systems of

Excellence.

V. Regulatory Initiatives

A. Modifications to Rule 15c2-11 Governing

Initiating and Resuming Quotations

As noted above, Rule 15c2-11 is intended to prevent the publication of stock
quotations in the OTC Bulletin Board, the Pink Sheets and similar media that may be used in

fraudulent schemes. Before publishing the initial quotation for a particular stock, or after a
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trading halt, brokers must review such information as the issuer’s most recent balance sheet,
profit and loss, and retained earnings statements; the nature of the issuer’s business; the
nature of the products or services offered; the nature and extent of the issuer’s facilities; and
any relationship between the broker-dealer and company insiders. As a result of the recent
rise in micro cap fraud, the Commission’s staff is studying how to amend the rule; these
amendments might take the form of requiring market makers to review additional financial

information about the issuer or obtain updated information more regularly.

B. Modifications to the Penny Stock Rules

The Commission staff is also considering whether to recommend amendments to the
Penny Stock Rules, such as broadening the definition of "penny stock® to include securities
whhapﬁoeglmtermanSSperstandpmhibiﬁngabmku-dealerﬁommcommmding

mymNasdaqOPCemxﬂysecuﬁtywi&wtmviewﬂgmmfomaﬁonabomtheissua.

C. Regulation of the Relationship
Between Introducing and Clearing Brokers

The federal securities laws permit brokers that are often minimally capitalized — with
as little as $5,000 — to "clear" their trades through a more substantially capitalized firm (a
"clearing broker"). These small brokers (an "introducing broker” or "correspondent™)

generally handle the "retail” relations with the customer -- opening accounts, taking orders,
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andmakingmoommendaﬁms—wlﬁlethcclaﬁngbmkuclummdsﬂﬂestbemdeby
exchanging money and securities, handles the back office paperwork (primarily, providing
trade confirmations and monthly statements), and delivers securities. The clearing broker

may also execute the trade for the introducing broker.

Clearing firms perform a valuable function by financing customer trades and smaller
market makers, centralizing recordkeeping and safekeeping customer funds. Moreover, they
helpmainmincompeﬁﬁonintbesecuriﬁesindustrybylowcringthecostfornew,small
brokerage firms to enter the market. Unfortunately, some of these small introducing firms
end up cheating the investing public. I bave personally expressed the Commission’s concerns
inthisamtoRichathnsso,ClnimanoftheNYSE,anannkZarb,Chainnanofthc
NASD,andlnveencoumgedﬂmnmdevelopml&stoaddmsthisismc. The NYSE Board
hasalmdyappmvedamhmatwoum,ammgmherthings,mquinclmﬁngﬁmswsend
wpiesofmstomeremnphintsabanmuoducingﬁmsmﬂninuoducingﬁm’smgnﬂmr.
The Commission will consider this proposal carefully. The Commission’s own examination
suﬁisalsownducﬁngaseﬁmofexaminaﬁmsmbokamepmoed\uesofcleaﬁngﬁms,
parﬁmhﬂythosemmdeufmbmkerwlmmamakemarkusmOICBuHeﬁnBoaxdand

Nasdaq Small Cap stocks.
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D. Listing Standards

Because of concerns regarding micro cap fraud, the Commission has recently
approved stronger Nasdaq listing standards.* Nasdaq and the national exchanges have
established listing and maintenance standards, setting forth financial and other criteria that a
company must satisfy to include its securities in Nasdaq or list its securities on an exchange.
Listing on Nasdaq or the exchanges raises the visibility of a company and provides greater
liquidity for its shares. Listing comes with a cost: companies are subjected to greater
regulation, such as periodic firancial reporting and rules on corporate governance. Higher
listing standards should be studied to determine whether they would make manipulation and
other fraudulent schemes even more difficult, as companies without substantial assets or
expectations of revenues would be prevented from obtaining a listing for their securities.
Raising the standards will result, however, in the de-listing of some companies from Nasdaq,
forcing their shares to trade in markets that require less information. The Commission
carefully weighs the balance between the cost of providing the information necessary to deter
fraud and the need for a marketplace where the stock of legitimate small companies can

trade.

% Exchange Act Release No. 38961 (Aug. 22, 1997), 62 Fed. Reg. 45,895 (Aug. 29,
1997).
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E. Telemarketing

‘Within the last three years, the Commission approved new SRO telemarketing rules
that impose "hour-of-the-day" restrictions, disclosure requirements and "do not call” lists.”
mseml&shavesincebeminwrpomedmmtheemmiqaﬁmmodul&cofme&mmission
and the SROs. The Municipal Securities Rulemaking Board ("MSRB") has also adopted

telemarketing rules for the municipal securities market.”*

Other SRO measures currently under consideration include:

[ implementing new Internet technology to identify potential frauds;

o taping sales calls at broker-dealers that have hired sales personnel from firms
that were expelled from the securities business; and

o increasing SRO examinations targeted at sales practice abuses.
F. The Role of State Regulation

The Commission supports the states’ authority to license broker-dealers and their

associated persons. State regulators are justly concerned about who is doing business in their

37 See, e.g., NASD Rules 2211 and 3110; Exchange Act Release No. 38009 (Dec. 2,
1996), 61 Fed. Reg. 65,625 (Dec. 13, 1996). NYSE Rule 440A and NYSE Interpretation of
Rule 472; Exchange Act Release No. 38638 (May 14, 1997), 62 Fed. Reg. 27,823 (May 21,
1997).

3t MSRB Rule, SR-96-6, filed with the Commission on July 30, 1996, and amended on
Nov. 1, 1996.
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backyard. Furthermore, as the "local cop on the beat,” a state regulator is well positioned to
mmitormdmspondmﬂ;emmms,butmhﬁvdymﬂ,mmaobundaﬂyinthdr
state. These are abuses that the SEC and SROs, with limited resources and staff in certain

jurisdictions, may not be able to respond to as promptly. In the aggregate, state regulators
recover substantial sums of money for small investors.

To address the need of broker-dealers and issuers for a predictable, uniform
regulatory system, the states have already taken substantial steps to unify their regulatory
schemes. The states, through NASAA, have worked effectively with the SROs, industry
associations, and the Commission to develop more uniform requirements and procedures for
the registration of broker-dealers and the licensing of associated persons.

For example, NASAA and the states helped develop standardized forms such as the
U-4 for licensing associated persons. NASAA and the NASD created the Series 63
examination to provide associated persons with a single, uniform examination relating to state
securities laws, reducing the burden that had resulted from mulitiple state law examination
requirements. Further, NASAA and the NASD were instrumental in developiné the Central
Registration Depository ("CRD"), the computer system that processes licensing applications
and holds disciplinary records. Certain technological limitations in the CRD system have
been identified -- the system relies on 1981 technology which sometimes makes conducting
searches and producing reports difficult -- and we are working with the NASD and NASAA

to improve the system and to make it more widely and readily available. NASAA and the
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NASD have also developed the Temporary Agent Transfer ("TAT") program, which allows
registered representatives without disciplinary histories to transfer from one firm to another
without an interruption in business. More recently, NASAA created the Task Force on the
Future of Shared State and Federal Securities Regulation as well as the MultiState License
Committee, which are both exploring additional ways in which 0 make state regulation more

uniform.

In the National Securities Markets Improvement Act of 1996 ("NSMIA"),* Congress
made the financial responsibility, recordkeeping and reporting requirements imposed on
broker-dealers uniform at both the federal and state levels.* Congress also directed the
Commission to study the impact of disparate state licensing requirements on associated
persons of registered broker-dealers and to identify methods for the states to make licensing
requirements more uniform. TheCommissioniSconmlﬁngwithmxesewriﬁuregulators,
SROs, broker-dealers, and other industry participants to determine how best to work together
without duplication. Because the Commission is in the process of completing this study and
will submit a report to Congress by October 11, 1997, it would be premature to report the
final conclusions of the study at this time. I can say, however, that the study does not call

for the federal preemption of state licensing powers.

» Pub. L. No. 104-290, 110 Stat. 3416 (1996).

% Exchange Act Release No. 34-37850 (Oct. 22, 1996), 61 Fed. Reg. 555,930 (Oct. 28,
1996).
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V1. Conclusion

The Commission is dedicated to fighting fraud in the micro cap market through early
intervention and prevention of harm, coordinated and strong enforcement, and regulatory
initiatives that balances the need to facilitate capital formation with the elimination of fraud.
This fight requires a unified fmnt of federal and state regulators, prosecutors, and investors
tomakethemstsofperpeuaﬁngaﬁandhthemicmpmuketsmuchgmtcrthmthe
benefits. We are completely committed to achieving this result, and we are deeply grateful

for the support of Congress.

Before closing our discussion of fraud in the micro cap market, it is important to
remember that legitimate small businesses are the lifeblood of the United States economy.
The Commission is proud of its efforts to reduce the regulatory burdens imposed on small
businesses over the last several years:

L] Companies can raise up to $1 million dollars a year in seed capital, without

complying with the registration requirements of the federal securities laws.

. Companies can raise up to $5 million dollars a year through exempt public

sales of securities using an offering document that, though reviewed by the
Commission staff, includes unaudited financial statements, which cost

substantially less than audited statements.
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= '?'c:i.‘:;,wm'uhwm'fmoﬁeﬁnpnptossnﬁllimdolhn,

o N mmmmmwmmwpnpﬁc'mmm
‘ securities before being required to prepare documents for the offering.

L Nm-pubhccmmmmmeswnhwtmmmwmpenm

their employees.

Together, these initiatives permit small businesses to raise adequate capital without the cost
of full federal registration. ! Wedonotphnwt;nnhcktheseeffom, however, we are
emmdabommyabuseoftheaemmandthehmdntmymnmonly
invmx,hndnthoaebusimﬂ!emleswmdedg;dtohdp.“ The Commission will
.contimse to work in earnest 1o help legitimate small businesses gain access to the public

aphlmrkﬁswhilgaggmssivdymoﬁngmﬁwdamongﬂmuﬂlnmnmlegiﬁmte.

Thank you for this opportuity to address the Subcommittee.

4 The federal securities laws are based on full and fair disclosure. Thus, companies
d:nwinhwniseapiuliathemﬁonﬂsewﬁﬁsmmsmnymmmgimm
securities with the Commission and file annual andited financial ‘statemeats. The cost of
ptepamganddutﬁhmngﬂmmfommonmyaffeadwabﬂnyofsomchgmmmm
companies to raise capital in the public securities markets.

“ mempk,whﬂenaamnmsmmiﬁaﬁve,theCommissimmﬂymodiﬁe
ReguhﬁmS—whichpermitsUnitedsmwmpuﬂesmniseuphlovemwitmn
mgiﬂerhgﬂwstockwiththeCommissim—mbmmonimrdwmwwhichmeml
was re-entering United States public markets. Exchange Act Release No. 37801 (Oct. 10,
1996), 61 Fed. Reg. 54,506 (Oct. 18, 1996). The Commission is currently considering
additional modifications to restrict such re-entry of Regulation § stock. Securities Act
Release No. 7392 (Feb. 20, 1997), 62 Ped. Reg. 9,258 (Feb. 28, 1997).
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* % ®

%

Madam Chairman and Members of the Subcommittee:

My name is Emile Murnan and I am pleased to be here today to testify before
you about my recent experiences as a victim of fraud by a securities brokerage
company. Iam 78 years old and retired several years ago from a career as a salesman.
My home in Ballwin, Missouri is one of many suburbs of St. Louis. I do not receive
a pension and therefore must be very cautious in the management of my limited funds.
It is apparent to me that increased regulatory control is needed to prevent others from
becoming unwitting victims of fraud by an industry entrusted by so many to conduct
transactions which are critical to their financial security.

My story begins on January 16, 1997, when I received a call from Mr. Marlon
Tropeano who identified himself as a stock broker with the firm of L.T. Lawrence and
Company in New York City. I had never done any business with L.T. Lawrence and
Company and I do not know how Mr. Tropeano identified me as a potential customer.
Mr. Tropeano was very persistent and convincing in his recommendation for me to
purchase shares of a company called Callaway Golf Company. I was familiar with the
Callaway Golf Company and after listening to Mr. Tropeano, I felt that this stock
would be a good investment for me. Coincidentally at this time I was searching for an
investment to replace some recently matured bonds. I therefore instructed him to
purchase 200 shares of Callaway Golf Company stock. I regarded this as a long term
investment and on January 18th I mailed my check in the amount of $6,040.

The trouble began 6 days after the date of the purchase when he sold Callaway’
Golf for a total of $6,308.78 — not bad - and on the same day, January 22nd, he bought
1,000 shares of Medaphis Corporation for my account for a total price of $13,840. He
has now established 2 margin account of $7,530.32.
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It Gets Worse! Six days after that, on January 28th, Mr. Tropeano purchased
4,700 share of QPQ Corporation stock for $12,940. The margin account is now
$20,470.22! This was all done withoyt my knowledge. He did not ask me, he did pot
tell me — he just did it! The last thing in this world I would do is buy on margin.

On February 5th, without my permission, he sold the 1,000 shares of Medaphis
for $13,109.56 — a loss of $730.44. It gets worse! On the same day he sold 1,600 shares
of QPQ and on February 12th, he sold 1,900 shares, and finally on April 10th the
account was closed and I received a check for $292.47 for a loss of $5,748 out of my
original investment of $6,040. (Total sales of QPQ $7,662.22)

On February 13th, I returned from a trip to Florida and opened my mail to final
confirmations of all these unauthorized trades. I was astounded to learn that my stock
in Callaway Golf had been traded for two other stocks without my permission, at a
substantial loss.

On February 21st, I sent a letter to the Compliance Department of L.T.
Lawrence and Company disputing the six unauthorized trades made by their employee.
On March 11th, I was contacted, via telephone, by Mr. Andrew Basile who stated he
was Senior Vice President and Head of the Compliance Department. He assured me
that he would investigate my complaint, but nothing was ever done to resolve the issue
of their unauthorized trades on my account.

Since I could get no satisfaction from L.T. Lawrence and Company, I sort of
took mitters in my own hands. I wrote the NASD in New York City; the Securities
& Exchange Commission in Chicago, Illinois; North- American Securities
Administration Association in Washington, D.C.; as well as the Commissioner of
Securities of the State of Missouri in Jefferson City. Plus, I retained the services of an
attorney.

An Examiner for the Missouri Securities Division determined that L.T. Lawrence
and Company had 15 customer complaints filed against Mr. Tropeano - 11 of these
complaints prior to his solicitation to me.

Finally, on July 12th, a settlement was reached and the losses were reimbursed
thru my attorney, minus his fee. This whole affair has been an extremely troubling
experience for me and has cost me considerable expenses. It seems that in this age of
technology such renegade fraudulent activity should no longer be possible by companies
who are entrusted with key elements of our financial security.

This concludes my statement Madam Chairman and I would be pleased to answer
any questions. I thank you for this opportunity.

L4
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L

My name is Mrs. Helen Sprecher and I reside in Philadelphia,
Pennsylvania. My husband, Harry Sprecher, is unable to attend
this hearing due to his declining health. My husband and I are
both 85 years old. Before our retirement in 1988, we owned a small
neighborhood grocery store in Philadelphia. We worked very hard 7
days a week for 31 years and were able to save about $100,000.00
for our retirement. But, as a result of the devious and deceptive
practices of unscrupulous stock brokers and their firms, nearly
every penny was lost. I am appearing before you today and making
this statement in the hope that what happened to my husband and me
_ can be prevented in the'future. I am telling my story so that
other elderly and other vulnerable citizens might be spared the
suffering, the financial loss and the emotional trauma that we have

had to endure.

Our problems with stock brokerage firms began in the fall of
1990 when we were contacted by a stock broker named John Baratta.
At that time we were led to believe that Mr. Baratta was affiliated
with the prestigious Wall Street brokerage firm of Morgan Stanley.
Mr. Baratta persuaded us to open a brokerage account with him, and
he started to purchase stock for us shortly after the account was
opened. While Mr. Baratta was our stock broker, we periodically

received account statements from Morgan Stanley showing the status
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of our account. The account statements indicated that Morgan
Stanley had been introduced to us through a company called
Manchester Rhone Securities. However, I don’t recall Mr. Baratta
aver telling us that he worked for Manchester Rhone Saecurities,
and, during this time, we always thought we were dealing with the
firm of Morgan Stanley. It wasn’t until I recently consulted with
attorney Henry Pass that I found out that Mr. Baratta actually
worked for Manchester Rhone Securities, a very small brokerage firm
that has since gone out of business. Had we known Mr. Baratta was
not affiliated with Morgan Stanley, we would probably not have done

business with him.

Some time during the fall of 1991, Mr. Baratta informed me
that he had switched brokerage firms and was now working for S. D.
Cohn & Company on Wall Street in New York City. At that time, he
also told me that Morgan Stanley was no longer doing business with
small investors such as me and my husband. We then agreed to have
the stoek in our Morgan Stanley account transferred to a new
account at S. D. Cohn by Mr. Baratta. When we switched brokerage
firms, our account was worth approximately $98,000. Mr. Baratta
continued to be our stock broker until February or March of 1983.
Around that time, we learned that Mr. Baratta was no 1longer
affiliated with S. D. Cohn and that a stock broker named Donald Lou
Spitzer had taken over our account. Although I had never met Mr.
Spitzer, he seemed nice on the telephone and persuaded us to let

him handle our account in the future.
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Around September of 1994, Mr. Spitzer intormed me by telepnone
that he had left the S. D. Cohn brokerage firm and had joined a new
firm called Investors Associates. We trusted Mr. Spitzer so we
allowed him to transfer our account to Investors Associates and we
continued to deal with him until June of 1995. Around that time,
a gentleman named Keith Bleich telephoned me and identified himself
as a broker for Investors Asgociates. He said that he was calling
to inform me that Donald Spitzer had been discharged from Investors
Associates because of unethical practices. Mr. Bleich then told me
that our account had been transferred to him and that he intended
to give our account his personal attention. He also assured me
that because of our age, he would make sure that we would never

lose any money. Unfortunately, I believed hinm.

About a month later, Mr. Bleich called again and asked if I
had any other securities that were not in our account with
Investors Associates. At the time I had in my personal possession
440 shares of RJR Nabisco stock. Mr. Bleich said it would be to
sur advantage to have everything in one place. He told me he would
send Federal Express to pick up my stock certificates for delivery
to his office. He was so glib and persuasive that I agreed to send
2im my stock in RJR Nabisco. Because the RJR Nabisco stock paid a
nice dividend whicn supplemented our Social Security benefits, I
told Mr. Bleich that the stock was not to be sold and he promised
not to do so. Over the next several days he called me three or

four times a day trying to convince me to buy stock in a company
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called Electronics Communications. He told me that the company was
new and that the stock was about to skyrocket. I had never heard
of the company so I would not commit myself. I told him that it
wag a very difficult time for me since I was recuperating from
surgery for an aneurism of the aorta which had left me very weak
and unable to make decisions, and I was very upset by the pressure

he was putting on me.

Some time in August of 1995, a statement arrived from
Investors Associates and to my utter shock and surprise, most of
the stock in our portfolio had been sold without my permission,
including the RJR Nabisco stock from which we had been relying on
the dividends to supplement our Social Security benefits. The
statement also indicated that we now owned 3,000 shares of
Electronic Communications. and 1,500 shares of a company called Air
Methods, Inc. Both of these stocks were purchased by Mr. Bleich
without my permission, and I later learned that Investors

Associates was an active market maker in these securities.

Shortly thereafter, the value of both stocks started to
plummet and our margin obligation went from about $950.00 to almost
$5,000.00. Margin calls were coming in two or three times a week,
so Y frantically called Mr. Bleich. He insisted. that the stocks
were going to make a lot of money. Margin calls continued to come
in two or three times a week . . . calls that I could not meet.

Although T continued to call Mr. Bleich, it became obvious to me

g~
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that my calls to him were seen as a nuisance; whenever I would
call, I would always be told that he was in a meeting or out of the
office. BEventually, the 1,500 shares of Blectronic Communications
had to be gold off to partially satisfy the margin calls, and we

also had to pay $3,000.00 to satisfy the balance.

In July of 1996, I informed the NASD about my problems with
Investors Associates and Mr. Bleich. When Mr. Bleich heard about
this, he called to tell me that everything that had been in our
portfolie ;hen he took over the account had been put back and that
we no longer owned any of the stock that he had purchased without
my permission. I later learned this was not true because the
statements I continued to receive from Investors Associates did not
show the changes in our account that Mr. Bleich had assured me had
taken place. In the meantime, margin calls against our account
were still coming in, but when I phoned Mr. Bleich, he insisted the
changes had in fact been made and everything would be fine. During
one of my last telephone conversations with Mr. Bleich, he brought
another gentleman on the line who claimed to be an attorney for
Investors Associates and who verified that the changes in our
account had been made. However, I continued getting margin calls
and our account statements from Investors Associates indicated that
they were still selling stocks that I was not supposed to own in

the first place.

In February of this year, I consulted an attorney, Mr. Henry

-5-
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Tan Pass, to see what legal recourse ve had as a result of the
unscrupulous handling of our stock brokerage account. After Mr.
Pass reviewed our records, I learned about the losses my husband
and I had incurred since the time we first opened our account
through Morgan Stanley in 1990 until the time that we closed the
account with Investors Associates in April of this year. Due to
the declining health of my husband and myself, I had not been able
to keep track of all of the activity in our account. During this
period, I had been recuperating from heart surgery relating to an
aortic aneurism. My husband had also undergone surgery as well as
chemotherapy for cancer of the éolon and esophagus, and a lot of
my time was spent caring for him. I therefore was not aware of all
of the churning and other improprieties that occurred during this

time.

In December of 1990, when we entrusted our retirement savings
with John Baratta through Manchester Rhone Securities and Morgan
Stapley, our account was worth almost $76,000. However, when we
closed our account with Investors Associates in March of this year,
our account was only worth about $2,300.00. The stress of this
situation has greatly affected my health, both physically and
emotionally. I have been experiencing anxiety attacks, nausea,
loss of appetite and inability to sleep. The distress and anguish

are sometimes unbearable and have caused me to lose over 15 pounds.
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until I was referred to attorney Henry Pass, 1 did not know
that there are laws on both the state and federal levels that arg
supposed to protect my husband and me from the unscrupulous and
jllegal practices that we experienced. Unfortunately for us and
for so many, many others, these laws did not prevent the firms and
gtock brokers with which we dealt from engaging in the practices
that caused us to lose s¢ much money and to experience so much
grief and misery. Mr. Pass has instituted lawsuits against the
companies and individuals involved, and I am hopeful that my
husband and I will be able to recover at least some of the money
that we have lost over the years. I only hope that something can
be done by the government to prevent retirees such as myself from
becoming victims ‘éf the unsavory and unethical practices of
investment firmé and stock brokers that seek us out. Something
nust be done to protect all of us from the kind of people such as
those who preyed on my husband and me, caused us to lose most of
our retirement savings, and inflicted on us such terrible anguish

and distress in our twilight years.
Thank you for inviting me to share my story with you.

Mr. Pass and I would be happy to answer any questions that you

might have regarding my statement and ordeal.

—7-
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Madam Chairman and Members of the Subcommittee:

My name is Louis Poggi and it is a pleasure for me to be here today to tell you
my personal story of being defrauded by a stock brokerage firm. Iam employed as a
truck driver by Federal Express. I live in Pembroke, New Hampshire and am the
father of five children. My life is hectic, to say the least, and the story I am about to
tell you was a devastating experience for me and my family. I sincerely hope that this
hearing will lead to new regulations of the securities industry which will prevent others
from such unnecessary suffering. '

My experience with this scam started in June 1995, when I received a telephone
call - out of the blue — from Pat Boyce. Mr. Boyce identified himself as a broker for
Investors Associates, Inc. of Melville, New York. I am not sure how Mr. Boyce
obtained my telephone number or identified me as a potential customer.

During this initial conversation Pat Boyce solicited me to purchase stock in
Cheyenne Software, Inc. His sales pitch was overwhelming and he tried very hard to
convince me that the price of this stock was going to rise very quickly which would
result in a huge profit for me. I became tired of Boyce’s relentless solicitation and told
him sure go ahead and buy the stock. It didn’t mean anything to me, he was just a guy
on the phone from New York. I told him sure go ahead and buy the stock, but I
thought it was a joke. Ididn’t realize what I was doing, because Boyce told me, at a
later date, that 1 had actually bought stock in Cheyenne Software, Inc. as a result of this
initial conversation. I learned later that the trade date of this purchase was June 30,
1995 for 1,000 shares of Cheyenne Software at a total cost of $18,216.75.

Mr. Boyce called me a few weeks after our initial phone conversation. He
informed me that the price of Cheyenne Software stock was rising and that I had
already made a profit of $3,000. I was astounded to have gained such a profit on an
investment that I did not really think I had made. A sudden profit of $3,000 was like
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a major windfall to me. I told Mr. Boyce that I now wanted to sell my shares in
Cheyenne Software in order to receive my $3,000 profit. Mr. Boyce told me that I
must send Investors Associates $18,216.75 to cover the purchase price of the stock. I
replied that I was not able to do that, but if I owned the stock why couldn’t he just sell
it and send me the $3,000 profit? Please note that to this point I had not submitted any
money to Investors Associates. Mr. Boyce stated that I must send him a check for the
initial purchase and then [ would own the stock so I could then in turn sell it. Idid
not understand the stock market business and this situation was confusing to me, but
1 was intent upon getting that $3,000. That is a lot of money to me, and I was going
to make that profit even if it meant coming up with $18,216.75.

It just happens that my father lives about 20 minutes from the Investors
Associates office in New York. I routinely visit my father, so I decided to make a trip
there to check out the Investors Associates offices. I wanted to see if it was a real
company or just some guy calling me from his kitchen. I went to the Investors
Associates office and it appeared to be 2 legitimate company in a normal office building.
This visit gave me confidence in Investors Associates, so I told them that I would
purchase the Cheyenne Software stock with my credit card. They told me that I could
not use a credit card to purchase stock. At this point I felt that all I had to do to get
the $3,000 profit was to obtain $18,216.75 which would be quickly returned to me
because 1 intended to sell the stock as soon as the purchase was confirmed. In fact, I
was lead to believe that I could quickly sell the stock to make back the $18,216.75 plus
the additional $3,000 gain. That same day, on or about June 30, 1995, I obtained cash
advances from my credit cards and purchased the 1,000 shares of Cheyenne Software.
I told Investors Associates that I wanted to sell my 1,000 shares of Cheyenne Software
as soon as possible in order to receive my $3,000 profit and get my initial investment
back to pay off the credit card debt. And they said fine.

It was my understanding that the stock would be sold and my money from the
sale would be placed in an account with Investors Associates. I waited approximately
ten days and still did not receive the money or any confirmation of the trade. I called
Pat Boyce who told me he had made money for me once and that now he knew of
another stock, Universal Self Care, that I should buy. I told Pat Boyce that I wanted
to close out my account because I needed the money to pay back the cash advances on
my credit cards. :

Pat Boyce gave me a strong sales pitch about Universal Self Care stock. Itold
him that I did not want to purchase Universal Self Care stock and he became very
upset with me. Boyce said that he had made money for me on the Cheyenne Software
stock and he could not understand why I would want te close my account. Boyce told
me the Universal Self Care stock was guaranteed to rise in price because Investors
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Associates is on the Board of Directors and they would be able to control the stock.
I told Boyce that the profit in Cheyenne Software was just a fluke and that I really
don’t know anything about Universal Self Care. I informed Boyce that I would not buy
this stock over the phone, that I needed time to research it. Boyce did not seem to
hear me because he said, Mr. Poggi, do you want me to put that order in now? The
conversation ended with the agreement that we would watch Universal Self Care stock
until the end of the day, but no purchase would be made without my authorization.
It seemed to me that Pat Boyce was reading from some type of a script during this
conversation, because he would not take no for an answer.

1 immediately called Waterhouse Securities, who I have done business with
previously, to determine the price of Universal Self Care stock. The stock was quoted
as selling ‘at $.25 less a share than the quote from Pat Boyce. I was outraged, so I called
Pat Boyce and told him that he is charging me $.25 more per share than Waterhouse
Securities which is outrageous. I informed him that I didn’t want anything to do with
Universal Self Care stock, Boyce told me it was too late because he had already bought
5,000 shares of Universal Self Care with the money in my account from the Cheyenne
Software trade. He said that the $.25 extra per share was his commission. I told Boyce
that I did not authorize this purchase and just wanted my money back.

1 was, to say the least, extremely upset. I now owned a stock that I knew
nothing about, which was purchased with money from credit card cash advances. 1
called Boyce again that day and told him to immediately sell the stock in Universal Self-
Care. He told me that he was not in a position to sell the stock.

I called Boyce again a few days later at which time he told me that I have no
worries because the price of Universal Self-Care is going to be pushed up and then he
will sell it. I continued to insist that Boyce sell my shares in Universal Self-care, even
though he had almost convinced me that the stock was going to be profitable. Boyce
then transferred my call to Vince Grecco, who told me that he was the owner of
Investors Associates. Grecco said that he would sell the stock in Universal Self-Care,
but he snidely told me to enjoy retiring on Social Security. He said that his company
could have made me a fortune. I told him just to sell the stock and send me my
money.

A few days later I received a notice that I had bought 5,000 shares of Universal
Self-Care at a net cost of $17,360.50. I thought that this was just a mistake and that I
would be receiving my funds in the near future from Investor Associates. About ten
more days passed and I called Pat Boyce who told me that the Universal Self-Care stock
was not sold from my account. I told Boyce that Grecco had ensured me that the stock
would be sold. Boyce stated that my account had been closed and the stock certificates
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were being forwarded to me. He said that I should receive the stock certificates in six
to ten weeks at which point I could then have the shares sold by a brokerage of my
choice.

I broke down at this point in the conversation and became very emotional. I
was hysterical and Boyce hung up on me. I composed myself and called Investors
Associates a short time later. This time my call was transferred to Vince Grecco. He
told me that I had instructed him to close my account and that it is standard procedure
with his company to send investors the stock certificates of their shares when they close
an account. I told Grecco that I wanted the shares in Universal Self-Care to be sold,
I did not want the stock certificates. Grecco told me that it was too late to sell because
the account had been closed and the stock certificates were in the system.

Shortly after this conversation with Grecco 1 went on vacation with my family,
but I called Grecco everyday trying to resolve this matter. Grecco told me that there
was nothing he could do and that he was sorry I did not understand the jargon of the
industry. Grecco repeatedly told me that he just followed my orders to close the
account.

The clearing house for Investors Associates on my account was Prudential
Securities. I finally decided to call the local office of Prudential Securities to try to
determine the status of my stock certificates, I do not remember the name of the
person I spoke with at Prudential, but he assured me that the stock certificates would
be forwarded to me as soon as possible. The stock certificates for Universal Self-Care
were subsequently received on or about August 22, 1995 in the mail by my sister on
Long Island. I instructed her to take the certificates to the local Waterhouse Securities
office and have them sold. The 5,000 shares in Universal Self-Care were sold on or
about August 25, 1995, for $14,437.50.

Subsequently, I filed 2 complaint with the National Association of Securities
Dealers (NASD) in New York. A couple of months passed before the NASD conveyed
to me that I should pass on my complaint to New Hampshire authorities. I then filed
a complaint with the State of New Hampshire Bureau of Securities Regulation. This
complaint was finally settled on April 23, 1997, with Pat Boyce being ordered to make
restitution to me in the amount of §2,925 and Investors Associates assessed a penalty
of $25,000,

This concludes my story which obviously has been a terrible experience that will
affect me in many ways for the rest of my life. I thank you for allowing me to share
this information with you and I would be pleased to answer any questions.

#E#
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Madam Chairman and members of the Subcommittee:

I am Joseph Borg, Director of the Alabama Securities Commission, and I
welcome the opportunity to participate in your oversight hearing on the
growing problem of fraud in the sale of small company stocks. Today I am
representing the North American Securities Administrators Association
(“NASAA”™) which has led numerous enforcement efforts in this area.’ I
commend you for your timeliness in holding a hearing on this important
subject. With over one in three U.S. households now investing in our
capital markets (up from one in seventeen in 1980), securities fraud has a
profound impact on a great number of working families.

I have been involved in the securities markets for 15 years, as a partner in a
law firm, as a state securities regulator, and as an investor; and I come
before you today to discuss the very serious and growing problem of fraud
in the micro-cap market. Daily, it threatens investors across the United
States with the loss of millions of dollars. Moreover, in my opinion, this
threat casts a shadow on every financial institution in our markets today.
One of the unreported costs of this problem is the millions of dollars
intended to seed new businesses that end up in the pockets of swindlers,
rather than creating new jobs.

I am speaking about the efforts of some small unscrupulous firms who use
sophisticated scripts and an army of cold-calling solicitors and brokers to
sell micro-cap stocks to investors by any means, including false and
fraudulent representations and dishonest and unethical sales practices.

On May 29, 1997, at a news conference with the New York and New Jersey
Attorneys General, NASAA announced that 20 state securities agencies had
filed 37 actions against 14 of these firms. The announcement was phase
one of what is the biggest nationwide crackdown ever by the states aimed at
brokers fraudulently selling stock over the phone. A number of press
articles describing the actions are attached to this testimony.

! The oldest internationat organization devoted to investor protection, the North American Securities
Administrators Association, Inc., (“NASAA”) was organized in 1919. It is a voluntary association with a
membership consisting of the 65 state, provincial, and territorial securities administrators in the 50 states,
the District of Columbia, Canada, Mexico and Puerto Rico. In the United States, NASAA is the voice of
the 50 state securities agencies responsible for grass-roots investor protection and efficient capital
formation.
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That announcement resulted from a January, 1997, NASAA directive to
create a strike force represented by 12 states. In February, audit teams
comprised of examiners from these states struck five pre-selected firms in
the New York metropolitan area. Concurrently, other states conducted
similar investigations, and ultimately 20 states participated in the actions
with NASAA serving as the coordinating council for this nationwide
crackdown.

The primary target, the brokerage firm of Investors Associates, Inc. was
subject to fifteen state actions. To date, Alabama, California, Indiana,
Massachusetts, New Hampshire, Oklahoma, South Carolina and Texas have
revoked the license of Investors Associates, and Ohio recently denied its
application for a license. I will speak specifically how Investors Associates
fits into the problem later in my testimony.

State securities examiners confirmed that employees of the targeted firms
pressure their victims into buying stock in unknown companies by reading
from scripts. The brokers and cold callers know little or nothing about the
companies they are paid to hype. As you will see, brokers bounce from firm
to firm, taking their favorite scripts with them wherever they go. Here’s an
excerpt from one taken from a trash can at a brokerage house in Long
Island, New York, that begins with a stage instruction to speak “slowly and
nonchalantly”:

“Two or three times a year, we at Investors Associates get our preferred
clients involved with a niche area of the market where we can potentially
turn a six seven figure profit within the course of a few trading hours. . .
More specifically, initial public offerings.”

After providing more detail about a particular stock, the script goes on to
say: “In other words, a return of 100% in 20 minutes perhaps sounds a bit
unrealistic. . . but that’s exactly how our IPOs trade. . . We did three deals
last year . . . yielding collectively 34 points within the first ten days of
trading. . . [That’s a] fact!”
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Once enough shares are sold and the price is driven high enough, insiders
sell the stock, creating an unstoppable price slide, making fortunes for
themselves and wiping out the savings of innocent investors. In the
vernacular of the industry, this procedure is known as a “pump and dump.”
Although the unknown companies being peddled are all small, it is not their
size that is dangerous, but the dishonest way that their stock is represented
and sold.

In the course of NASAA’s sweep, state examiners discovered four systemic
abuses by the targeted firms. These include:

e Trading Abuses. Our examiners found an army of unlicensed solicitors
who are accused of falsifying records, conducting unauthorized trades
and failing to complete trades. These are the tools of stock manipulation
and securities fraud.

e Failure to Report Investor Complaints. State examiners found hundreds
of unreported investor complaints. Most of the offices audited failed to
have centralized procedures for handling and reporting customer
complaints, as required by law.

¢ Evasion of Broker-Dealer Registration Requirements Through Use of
Third-Party Franchise Agreements. Rather than acting as a legitimate
branch of a broker-dealer, these “franchises” operate independently, with
no central compliance or supervisory procedures or oversight as is the
industry practice. While they operate independently, they do not have
independent capital and bonding upon which the investing public relies.
When a broker-dealer or its satellite offices aren’t properly registered,
that is a sure sign something is wrong.

e Abusive Cold-Calling Practices. Most of the firms and branches relied
on high-pressure, scripted telephone cold calling techniques that include
falsifying experience and performance, as well as other outright lies.
This is the key to the scheme. Without the high pressure cold-calling,
the rest of the illegal scheme could never succeed.
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A small segment of the broker-dealer industry concentrated in the microcap
markets has caused losses to investors in the hundreds of millions of dollars.
The problem is systemic and nationwide. Even in Alabama such names as
First Jersey Securities Co., Inc.; A.R. Baron & Co., Inc.; D. H. Blair and
Stratton Oakmont Inc. are well-known to state regulators as problem firms.

Unquestionably, the use by unscrupulous broker-dealers and their agents of
a prestigious New York/Wall Street type name and address still tends to
create an air of legitimacy and the promise of a golden opportunity; not only
for the unwary or inexperienced investor, but in many cases also for the
well-educated, more sophisticated investors. This is especially true when
the lesser known brokerage firm markets a recognizable clearing firm name
as a way to impress investors and gain their confidence.

I am confident these hearings will uncover numerous examples of high
pressure, boiler room sales tactics, misrepresentations, unsuitable sales,
failure to execute trades, trading in assets without authorization and in some
cases even threats.

I would like to focus today not on mere anecdotes, but on a specific case
study detailing the history and extent of these abuses and present for your
consideration indications of generational networking amongst firms. This
history and progression of networking continues unchecked. Even after a
notorious firm like First Jersey or Stratton Oakmont is shut down (usually
long after huge losses have accumulated), others emerge to take their place.

In 1995-96, with the organizational support of the North American
Securities Administrators Association (“NASAA™) Alabama undertook the
lead of a multi-state investigation of the broker-dealer firm, Stratton
Oakmont which had its headquarters in New York state. Investigators and
examiners from Alabama, Kansas, Pennsylvania, Illinois, Colorado, New
Mexico, Arizona, Mississippi and Georgia, with assistance from other states
joined together on this massive investigation that consumed nearly two
years, and half-a-million dollars in time and expenses to complete. The
results of this examination were both shocking and informative.
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Let’s take a look at one of these deals represented as a “golden opportunity”
to the investing public. While we go over the details, please keep in mind
that the investing climate during the 90s in the U.S. equity markets was
delivering historic returns and success for IPOs. But, in the deals outlined
today, investors never had a chance because the deals were constructed to
enrich these unscrupulous operators at the expense of small investors and
small businesses.

I’d like to direct your attention to the chart “Steve Madden Limited IPO
Time Line.” During the examination of Stratton-Oakmont, Inc., the
examiners undertook to review five initial public offerings commonly
known as IPOs, as well as review the activities of associated agents and the
review of customer complaints.

The five IPOs were: Computer Market Place, Inc.; Dual Star Technologies
Group, Inc.; Out Takes, Inc.; Solomon Page Group Limited; and Steven
Madden Limited. Our focus today is on Steven Madden Limited, a shoe
company which was incorporated in the state of New York. All these IPOs
had been previously reviewed and approved by the North American
Securities Dealers (“NASD") and the Securities and Exchange Commission
(“SEC”). After being reviewed and approved, these IPO units, shares, and
warrants were sold in numerous states. The IPO analysis revealed a
common pattern.

One of the Stratton principals, Mr. Jordan Belfort, was barred from
association with any broker-dealer in February, 1994, by the NASD. Yet he
continued to be active at Stratton and continued to participate with the other
principal, Mr. Daniel Porush, in IPO offerings such as Solomon Page Group
Limited and Dual Star Technologies. He also participated in an apparent
scheme to sell their restrictive shares purchased through private placement
offerings prior to the IPO.

After purchasing the private placement shares, the Stratton insiders, Messrs.
Belfort and Porush benefited from stock splits prior to the IPOs, giving
them a major ownership position in the companies. In some cases,
NASDAQ refused to list the stock citing the high percentage of ownership.
To bypass this objection, Belfort and Porush would sell their shares to
newly formed shell companies controlled by other insiders and received
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promissory notes for huge amounts that often rivaled the remaining net
proceeds from the IPOs. In my opinion, a more determined examination of
the disclosure documents must be exercised by the SEC, state regulators,
and the NASD. The disclosure must be meaningful to investors.

The shares owned by the shell companies were then sold to selective
Stratton customers, friends and relatives at favorable prices. By way of
example, the three Stratton principals, (Jordan Belfort, Daniel Porush, and
Kenneth Greene) received promissory notes in Solomon Page Group
Limited, Dual Star Technologies Group and Steve Madden IPO deals
totaling in excess of eleven-and-a-half million dollars. This does not
include additional commissions, bonuses or units and shares assigned to
their accounts from Stratton’s trading accounts. Please remember these
insiders are enriching themselves from the investing public, your
constituents.

The analysis further indicates that there was a pattern involving the use of
bridge loans (also known as bridge financing) private placements and
convertible debentures. The bridge loans and private placements often
included individuals with questionable backgrounds or significant
disciplinary history. Also, close friends and/or relatives of the principals of
Stratton became involved in the bridge financing. In most cases, the IPO
prospectuses failed to disclose to investors the relationship between these
Stratton insiders (Messrs. Belfort, Porush and Greene), or their
backgrounds.

Participation by close friends and relatives in the IPOs raises the question of
excessive fees and commissions. This pattern becomes more abusive in that
Stratton selected certain top agents to receive and/or purchase restricted
shares (also referred to as cheap stock) to participate in the IPOs and to reap
huge profits at the expense of the investing public thereby creating an
irresistible economic incentive to rip off the small investor.

It appears that these selected Stratton agents further involved selected
insiders, customers or relatives by selling, in some cases up to half of their
allocated shares which are immediately sold on the first days of trading. In
some cases, the shares were sold before they were actually purchased.
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The IPO prospectuses also failed to disclose that the selling shareholders
included Stratton agents. Stratton’s undisclosed control starts by selling a
majority of the units to its own customers. Stratton sold fifty-eight percent
of Qut Takes, Inc.; sixty-four percent of Computer Market Place, Inc.;
seventy-eight percent of Solomon Page Group Limited; seventy-nine
percent of Dual Star Technologies Group, Inc.; and eighty-eight percent of
Steve Madden to its own customers. Stratton continued its inside control by
using prearranged purchases of sales of units and shares at set prices.

From the review of the trade summaries, it appears that there was a pattern
where customers were sold units at or near the unit offering price, then
additional shares were purchased at a much higher price. In essence, we
have common stock trading higher than units. There were numerous
purchases of common stock at a high price, then a smaller purchase of
common stock at a much lower price for the same customer. The review
further revealed matched trades. The five Stratton IPO offerings raised
amounts ranging from $8.7 million to $19.2 million. The size of these
offerings made no difference as to Stratton’s ability to conduct the sale of
the IPOs with reckless indifference to the consequences for public investors.

Though the chart before you is complex, I would like to point out a few
items. On June 12, 1992, Steven Madden issued to Madden Acquisition
Group Network, (“MAGNET”), which consists of Messrs. Jordan Belfort,
Daniel Porush and Kenneth Greene, a convertible eight percent debenture in
the sum of $100,000.00 that was originally due and payable on July 15,
1993, but was then extended.

As you can see on August 25, 1992, the number of authorized shares then
goes from 200 shares to 10 million. On December 1, 1992, Stratton begins
promoting the private placement of twenty-two units at $25,000 a unit for a
total of $550,000 to Steve Madden. One unit equals 45,332 shares of stock.
Therefore, the 22 units of the private placement equate to fifty-five cents per
share.

What is not disclosed on the chart is that private placements included
sixteen purchasers, of which twelve were employed by Stratton Oakmont.
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After a series of further transactions, including a transfer of shares to further
parties by the private placement holders many of whom are relatives or
insiders, there is a two-for-one stock split and the private placement holders
and those who purchased from the private placement holders doubled their
shares. On December 2, 1993, MAGNET converts the $100,000
convertible debenture into 2,040,000 shares of common stock and
distributes it to its sole shareholders Messrs. Jordan Belfort, Daniel Porush
and Kenneth Greene.

What becomes interesting is that the Stratton insiders, Belfort, Porush and
Greene, enter into a stock purchase agreement with Bocap Corporation, of
which Steve Madden is the sole stock holder. Bocap purchases 1,284,816
shares of common stock and delivers promissory notes in the amount of
$3.2 million, $1.4 million, and a half a million respectively to Jordan
Belfort, Daniel Porush and Kenneth Greene bearing interest at four percent.
This totals $5,139,264.

Consider that this $5 million in notes originated with a $100,000 debenture
for which our examination found no evidence of payment. I find this
absolutely astonishing. What also must be noted is that these promissory
notes by Bocap Corporation, wholly owned by Steve Madden, had due dates
that were extended. To the best of our knowledge, these promissory notes
still remain due and payable.

The initial placement then went public on December 10, 1993, with the
prospectuses dated the same date. And what does all this translate into?

If I can direct your attention to the pie chart you will note that of the
approximately $12.5 million raised, 52.31 percent went to Steve Madden
Limited and the rest went to the selling security holders, which we have
previously identified as agents and insiders, as well as to the bridge lenders,
the Stratton-Oakmont principals, Stratton Oakmont itself and Mr. Steve
Madden. Therefore, approximately half of the public investors’ money
went to these insiders rather than to the company the public thought it was
investing in.
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However, this pie chart does not tell the whole story. I mentioned earlier
there are still over $5 million in promissory notes outstanding and although
technically the promissory notes are owned by Bocap, a wholly-owned
company of Mr. Steve Madden, President of Steve Madden Limited, please
now turn your attention to the overlay. Let us now add the five million
dollars worth of promissory notes that still need to be paid. Ifthe
promissory notes had been paid on time as originally anticipated by Stratton
in this IPO, we would have to change the pie chart to show that the 52.3
percent which went to Steve Madden Limited would be reduced by
$5,139,264, leaving approximately $1,500,000 out of a total of
$12,500,000. What does this mean for the small investor? It means that
approximately $11 million of the $12.5 million intended for the company
went to these insiders.

It is interesting to note that the original due date of these pfomissory notes
generally coincided with the beginning of the investigation and examination
of Stratton Oakmont by the states and other regulatory authorities.

The analysis of the IPOs including the Steve Madden transaction detailed
before you concluded that there were numerous failures to accurately
disclose material information. I believe the question to be asked is if the
public investors knew $11 million of the $12.5 million was going to these
insiders ~-would they have invested? Certainly not. And in fact, from the
investors point of view this is probably the best of the lot. Technically, the
$5 million in promissory notes have yet to be paid, therefore, the company
still exists.

Just how large are these penny stock losses? In a Wall Street Journal article
dated September 4, 1997, the Journal states, “penny stock fraud has come
roaring back bolstered by some of the very remedies designed to prevent
abuses. Regulators now estimate annual losses to investors at more than $6
billion. Triple the 1980s peak.” I agree with Barry Goldsmith, Executive
Vice President of the NASD Regulation, Inc., when he stated, “there are
significant problems in the over-the-counter market and a strong regulatory
response is needed.”

10
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Please allow me to direct your attention to the chart entitled “Agent to
Principal Genesis.” This chart is probably more aptly named the bad
broker-dealers “Hall of Shame.” Agents who started at First Jersey or
Investors Center became the principals of Stratton-Oakmont. The agents
who gained experience in the training pits of Stratton and others of its ilk
moved on to other broker-dealers, or have gone on to form their own
broker-dealer and the saga continues along with the lying, stealing and
cheating. Many of these firms and individuals are today subject to ongoing
complaints and/or investigations and may have already been subject to
numerous regulatory actions.

I might add that as we review this IPO and its impact on investors, it is
important to note that as these abusive IPOs progressed, their structure and
techniques have been handed down and refined as new bucket shops and
boiler room mills take the place of older ones.

In addition to the charts before you, attached to my testimony is a more
comprehensive set of charts that detail the entangled web amongst these
problem individuals and firms in the micro-cap industry.

The conclusions are obvious and inescapable. The abuse in this arena
continues to grow. As regulators pursue and shut down one firm, another or
even several emerge to take its place. The lying, cheating and stealing
continues unabated. Thankfully, Stratton Oakmont is gone and Mr. Jordan
Belfort has been placed on a permanent bar from the industry along with
Mr. Daniel Porush. Stratton, probably the worst of the worst no longer
exists. Does this solve the problem? It is my position that the elimination
or closure of one firm and the barring of several principals, who have
already made their money does not in any way alleviate or correct the
problem. It has been said that those who do not learn from history are
condemned to repeat it.

Regulators, including the state securities agencies, the SEC, the NASD and
the New York Stock Exchange have, in the past, concentrated their
enforcement efforts on the firms. Although these may be the most obvious
violators, they are not the only cause of the abusive practices. As
demonstrated by the charts, this network of culprits is a fertile

training ground for continued wrongdoing. There is a continual, systemic

11
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training of rogue brokers, promoters and agents. When the training is
complete, they graduate to higher positions or form their own broker-dealer
firm.

Unless regulators are given the necessary enforcement tools and resources
to strike at the individual agents with both civil and criminal sanctions, the
infestation in our markets will continue. We must discourage rogue broker
entrepreneurs by bringing criminal cases, prosecute the trainer, and let it be
known that the cost of doing business just went up dramatically. Rogue
firms or brokers will agree to pay a civil fine of 100 thousand or even one
million dollars as the cost of doing business as long as he/she can continue
to bilk investors of tens of millions of dollars; aggregate losses attributed to
fraud in low dollar stocks are estimated to be several billion dollars
annually. This is an unacceptable drain on our nation’s economy.

The time is now to focus energy, resources and talents of the state
regulatory and prosecutorial offices in conjunction with the SEC and Self-
Regulatory Organizations (“SROs”) to attack the causes, not the symptoms.
While SROs cannot replace the role of government regulators, I have
witnessed a more diligent NASDR in the last eighteen months which places
a higher priority on the individual investor. NASAA is committed to
working closely with them.

In conclusion, the May, 1997, twenty-state crackdown and the two-year
Stratton investigation have provided the overwhelming evidence that leads
me to recommend several issues for the Senate to consider. They fall into
three broad categories: front-end protections, ongoing protections and after
the fact responses.

ERONT END PROTECTIONS
SEC/NASD Recognition of State Enforcement Actions.

Under the Securities Exchange Act of 1934, Section 3(a)(39) establishes
“statutory disqualifications” that the SEC and NASD may consider with

respect to revoking, suspending or denying registration to broker-dealers
and their agents. The Act does not specifically reference state securities

actions as a statutory disqualification.

12
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However, the SEC may have the statutory authority to disqualify persons
based on state orders by interpreting the language in Section 3(a)(39), [“(i)
an order to the Commission, other appropriate regulatory agency], to
mean state security agency. If so, thousands of state enforcement actions
could form the basis upon which the SEC or the NASD could and should
invoke the statutory disqualification authority.

Federal regulators may wish to consider such an interpretation.

Currently, the SEC and the NASD bring their own complaints concurrently
or subsequent to state actions, which can create duplication of efforts and
unnecessarily drain the finite pool of enforcement resources.

Continuation of State Licensing Procedures

State securities agencies are able to protect millions of investors through the
front-end state licensing process which screens out problem brokers and
firms. State agencies should build upon their current successes and bring
even more resources to bear against this problem. In my opinion, increasing
enforcement budgets without strong state licensing is like throwing good
money after bad. It is more efficient and effective, to prevent unscrupulous
persons from entering the industry rather than attempting to remove them
once harm is done.

NASAA recently submitted a voluminous study to the SEC which finds
state regulation and the licensure of securities agents to be extremely
efficient and effective. States only review those brokers who have
disciplinary records, enabling states to concentrate all of their efforts on less
than 11 percent of all brokers in the U.S. History has shown that the agent
review is an essential vehicle to identify and screen out those individuals
who present a serious risk to the public. Any diminution of state licensing
authority would create harm to investor protection.

A copy of this letter is attached to this testimony and the entire appendix is
available through the NASAA office here in Washington.
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ONGOING PROTECTIONS

The Role of Clearing Firms

As eluded to earlier in my testimony, clearing firms can be a vital
component in the business of a fraudulent boiler room operation. The
relationship between introducing brokers and clearing firms needs to be
examined. How do introducing brokerage firms utilize their affiliation with
arecognized name clearing firm to gain an air of respectability in the eyes
of the investor? State regulators have uncovered evidence of unscrupulous
firms leveraging the name of the multi-national clearing firms to gain the
trust of small investors only to perpetuate the scam.

Attached is a transcript from a cold calling broker who invoked the name of
a clearing firm in a context calculated to convey to the investor false
security and the illusion that the little known introducing broker possessed
the same prestige and financial capital standards as the name recognizable
clearing broker. In fact, the relationship is purely ministerial.

Is more disclosure necessary to inform the investor of the exact nature of the
affiliation between the broker and the clearing firm? At least in the micro-
cap area, we believe it is if investors received a full accounting of the
enormous markups paid to the introducing broker in lieu of commissions, it
would have a chilling effect on the type of fraud and abuse regulators are
diligently working to eliminate. Some of these micro-cap firms market
themselves as providing commission-free transactions only to extract their
enormous profits from mark-ups that never appear on the clients’
confirmation slip. This is a practice that merits regulatory attention.

NASAA applauds the New York Stock Exchange’s recognition of this

complex area, and welcomes the opportunity to work with the SEC and the
SROs to explore the issue and identify ways to address the abuses.

14
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Books and Records

The SEC’s proposed rule for Books and Records Requirements for Brokers
and Dealers Under the Securities Exchange Act of 1934 was originally
. released on October 22, 1996.

The proposed amendments clarify, modify and expand record-keeping
requirements with respect to purchase and sale documents, customer
records, associated person records, customer complaints and other matters.
State securities agencies must rely on the scope of the federal rule to

* regulate local markets because they lack the legal authority to enforce
standards other than those of the SEC. The SEC stated in its October, 1996,
release, “The proposed amendments are intended to obligate broker-dealers
~ to make and retain certain additional records that would be valuable to state
regulators during examination and enforcement proceedings.”

NASAA members have worked on this issue for nearly five years. We
believe the time is ripe for SEC adoption of 2 meaningful and agreeable
Federal Books and Records rule that closely tracks the October, 1996,
release.

AFTER THE FACT
S1pPC

The Securities Investor Protection Corporation was formed pursuant to the
Securities Investor Protection Act of 1970. SIPC provides for a fund for the
payment of customer losses due to a brokerage firm’s failure in an amount
not to exceed $500,000 per customer on claims for securities, including up
to $100,000 on claims for cash, but not to exceed $500,000 total.

This Act has not been amended since 1970. Is this protection still sufficient
coverage for investors? Should consideration be given to raising the
payment level? Should actions other than a firm’s financial failure be cause
to trigger the coverage?

15
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These are issues that the Senate may wish to examine to ensure that
investors understand the limited nature of current SIPC coverage and to
determine if a review of the Act is necessary.

Madam Chairman and members of the subcommittee, in conclusion, I
applaud your sponsorship of these hearings in an effort to shed light on the
abuses in the nation’s micro-cap market. The problems in this area are
serious and systemic, but can be successfully addressed if securities
regulators and policymakers work together on solutions. While it takes
decades to build the foundation of investor confidence we enjoy today it can
crumble in weeks or months. This hearing is a positive step towards
ensuring that confidence in our markets is well founded. I pledge the
support of the entire NASAA membership to work with you and provide
any additional information or assistance you may need.

16
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Time Line

Steve Madden, LTD IPO
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States Lead a Crackdown
On Telemarketing Brokers

14 Firms, Most in New York Area, Involved

By LESLIE EATON

Americans who live west of the
Hudson may have good reason o
hate New York, based on evidence
presented yesterday by secufities
regulators from 20 states who
cracked down on stockbrokers push-
ing penny stocks. by phone.

Led by Attorney General Dennis C.
Vacco of New York, the regulators
filed lawsuits and other enforcement
actions against several individuals

. and M firms, almost all based in the
. New York metropolitan area

rate in the shadow of

| Wall Street, which lends them an air

of legitimacy,” said Mark J. Griffin,
director of Utah's securities division

| and head of the North American Se-

curities Administrators Association,
which coordinated the sweep. He es-
timated that there were probably 50
such telemarketing boiler rooms do-
1ng business around the country.

Four defrauded investors — none
from New York — told of losing their
savings to tast-talking, high

citizens. New York, for example, has
twice barred a felon who was con-
victed of first-degree robbery and
attempted murder. Ohio recently
barred a salesman, approved by the
N.A.S.D., whe faced Federal charges
of securities fraud.

The N.A.S.D. can pull brokers' li-
censes for only very limited reasons,
and cannot take into account state
actions, regulators say. Moreover,
the states respond to all customer
complaints, no matter how smail.
““We're the local cops on the beat —
when someone has a complaint, they
may write the SE.C. a letter, but
they land up on our doorstep when
we open our offices in the moming,”
Mr. Griffin of Utah said.

In addition to abusive sales prac-
tices, the states’ regulatory sweep of
smail firms turmned up what some
reguiators cail an alarming new
trend: franchise boiler rooms. Regis-
tered brokerage firms are said to be
selling their names and licenses to
“branches” that operate independ-

t
stock salesmen who bought and sold
shares without their permission and
sometimes against their wishes.
**They can convince you right away,”
said Billy Hellums of Roswell, N.M,,
who added, *‘Beware!"

actions filed by the state
regulators included dozens of scripts
used by cold<callers. compiete with
such stage directions as ‘‘pause,”
“lower voice,” 'sincerely,”” and even
“‘chuckle, chuckle."” The scripts in-
clude lines for breaking down wvic-
tims' defenses, including flattery
(“You are rated as an A+ investor

i through Dun & Brad Street (sic]"),

promises (‘My prediction is in 20

. minutes you will get a 100 percent

return’’) and even insults (“I'm not

i asking the color of your underwear,

['m sure it’s white'").

Regulators say the problem has
gotten worse recently. Mr. Vacco
said complaints and inquiries to his
office jumped by 40 percent since
last year, to 3,100. One reason. he
said, is that with the soaring stock
market, ‘‘more investors are coming
in, and the pitches are being well
received, unfortunately.”

The states’ special enforcement ef-
fort came as Congress, under pres-
sure from many large brokerage
firms and mutual fund compames to
reduce state regulation, has been at-
tacking state actions. Recently,
states lost jurisdiction over large in-
vestment advisers like mutual funds.

Now, the Securities and Exchange
Commission is working on a report,
ordere.* by Congress, on state licens-
ing of i dividual brokers and firms.
which a e also governed on the Fed-
eral le .el by the S.E.C. and the Na-
tional Association of Securities Deal-
ers. Securities {irms argue that state
efforts duplicate Federal work and
waste time and money.

[n a response that the state regula-
tors’ association plans to file today,
the state officlals will argue that
their procedures weed out rogue bro-
kers who would otherwise prey on

A bull market in
complaints about
pressure tactics over
the phone.

ently, without supervision. The li-
censed firm may not have customer
records or know about complaints.

One firm that engages in this prac-
tice, Investors Associates, was the
target of 15 states’ enforcement ef-
forts. The tirm is based in Hacken-
sack, N.J., and has branches on Long
Isiand and in Florida. New Jersey
issued a cease-and-desist order
against the firm and its pnncipais;
New York sued it in State Supreme
Court, asking a judge 1o bar the firm
and its employees from manipulat-
ing initial stock offerings, using unli-
censed telemarketers and ignorng
customer complaints.

Investors Associates said in a
statement that it would cooperate
with the state regulators to clear its
name. adding that it “‘never com-
doned any improper sales practice
and will take all necessary steps to
rectity such inappropriate behavior,
should it exist.”

The other brokerage firms named
by the regulators inciuded Flrst
United Equities of Garden City,
N.Y.; Kensington Wells [nc. of Syos-
set, N.Y.; L. T. Lawrence of Manhat-
tan; Toluca Pacific Securitles, which
has offices on Long Istand, and in
Florida and California; Meyers Pol-
Iack Robbins of Manhattan; Bilt-
more Securities of Fort Lauderdale,
Fla., and Willlam Scett & Company
of Union, N.J.

Executives at the firms either de-
clined to respond 1o the states’ alle-
gations or could not be reached for
cormment late yesterday.
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Securities Regulators Cracking Down
On Sales Fraud at Brokerage Firms

NEW YORK (AP) — Securities regula-
tors in 20 states are cracking down on
fraudulent stock telemarketing practices.
as visions of big returns in the booming
stock market are making more people prey
for scams.

Fourteen brokerage firms are accused
of making unauthorized stock trades and
other fraudulent sales practices.

“In this high-flying bull market, it's
easy for swindlers to make claims of
outrageous returns sound plausible,” said
Mark Griffin, president of the North
American Securities Administrators Asso-
ciation.

NASAA is a private organization repre-
senting state securities regulators that
spearheaded an investigation into fraudu-
lent stock telemarketing. On Thursday,
New York Attorney General Dennis Vacco
announced civil suits against the 14 broker-
ages as part of the muitistate crackdown.

The firms were charged with high-pres-
sure calling techniques and outright lies.
They also were accused of allowing unli-
censed solicitors to falsify records and
conduct unauthorized trades, as well as
failing to report investor complaints and
evading broker-dealer registration re-
quirements.

“They're very impressive when they
talk to you on the phone. Like a brother.
They get you to feeling very comfortable
with them,” said Billy Hellums. of Ros-
well, N.M., who lost about $1.500 and was
on the verge of investing much more.

Mr. Hellums and three other victims of
allegedly abusive telemarketing practices
joined Mr. Vacco, NASAA's Mr. Griffin
and New Jersey Attorney General Peter
Verniero at a news conference.

“Unfortunately, far too many investors
are falling for the lure of this latest trend in
boiler room scams. And the telemarketers,
playing upon people's desire for ever-
greater financial returns. have been run-
ning away with millions of dollars of
hard-earned money,”* Mr. Griftin said.

Brokers at Investors Associates [nc.,
based in Hackensack, N.J., allegedly ab-
sconded with about $60,000 belonging to
Helen Sprecher, 85 years old, of Philadel-
phia. The money represented 30% of the
money saved by Mrs. Sprecher and her

from a hood grocery
store they owned for 40 years.

Mrs. Sprecher said her troubles began
when her regular broker took ill and she
was contacted by another agent. “He
sounded like & nice, friendly grandfatherly
man,” she said.

In a statement, Investors Associates
said it would cooperate with regulators.

**A number of firms have recently been
targeted by certain states in connection
with allegations of improper sales prac-
tices. Investors Associates has never con-
doned any improper sales practice and
Investors Associates will take ail neces-
sary steps to rectify such inappropriate
behavior should it exist.” the statement
said.

Like Mrs. Sprecher. many victims were

complaints involved low-priced shares of
high-risk stock.

Other New York City brokerage firms
named by Griffin were First United Equi-
ties, LT Lawrence & Co. and Meyers
Pollack Robbins. First United president
Douglas Traynor had no comment. The
other two firms did not immediately return
phone calls for comment.

Mr. Hellums. a New Mexico building
contractor, said he invested his money
with a broker from the Uniondale, N.Y.-
based Sterting Foster brokerage firm. The
company did not return a phone call seek-
ing comment.

Mr. Vaceo said he had filed civit actions
against First United and Investors Associ-
ates. A total of 16 states have taken action
against Investors Associates, including
New Jersey, which has moved to revoke
the firm's registration to do business in the
state.

Another alleged Investors Associates
victim was Louis Poggi, 45. of Pembroke.
N.H., who said he lost $10,000, all of his
savings. ‘1 was careful as a human being
can be and they did something illegal,”” the
Federal Express driver said.

The 20 states participating in the crack-
down are: Alabama, Connecticut, Dela-
ware, {llinois, Indiana, Maryland, Massa-
chusetts, Missouri, New Hampshire, New
Jersey, New Mexico, New York, Ohio,
Oklahoma, Pennsylvania. Texas, Utah,
Vermont, Washington and Wisconsin.

California, Georgia and Florida are
expected to announce similar actions
against broker-dealer firms in the next

. month.
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FRIDAY, may 30, 1997

State r

egulators charge

14 brokerages with fraud

By Lorrie Grant
USA TODAY

Securities regulators from
20 states announced actions
against smail brokerages
Thursday, saying they sold
stocks over the telephone using
dishonest sales pitches.

In the states’ biggest crack-
down ever, enforcement ac-
tions were filed against 14
firms as a resuit of the North
American Securities Adminis-
trators Association’s (NASAA)
year-long campaign to stop
fraudulent practices.

A strike force of state exam-
iners found rampant abuses,
such as high-pressure sales tac-
tics and unauthorized trades.

NASAA says firms duped un-
wary investors by seiling them

low-quality securities and lying
about the risk. Once the stocks
ran up in price, NASAA says,
brokers sold the shares they
owned at a huge profit, driving
the price back down and wip-
ing out investors’ savings.

Hackensack, N.J.-based In-
vestors Associates was cited by
15 state regulators. In one case,
Helen Sprecher, 83, a retired
grocer from Philadelphia, says
she lost $99,000. Sprecher al-
leges an [nvestors Associates
broker sold her RJR Nabisco
stock despite orders not to,
then bought stock for her in a
telecommunications firm that
later plurnmeted.

David Sayid, a lawyer for
Investors Associates. says it
will cooperate with investga-
tors and clear its name.
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Never open a brokerage account with a firm that calls with a hot stock. -
If you think we are being dogmatic about cold-calling, read about
these horror stories. They could happen to you.

On Sleazy Street

By Gretchen Morgenson

WHEN Louis PoGGl picked
up the telephone that day
in Junc 1995, DParrick
Boyce was on the linc
again. Boyce, from
Investors Associates, had a
stock tip: Universal Self-
Care, trading over-the-
counter at 3%, Poggi, 2 New
Hampshire father of five,
makes $45,000 a vear as a
tractor-trailer driver for
Federat Express and had
bought stock only on a
few occasions.

*“l said no,” Poggi
recalls. “I tell you the guy
was like a robot. He goes
right back into the sales pitch
again for the third time. I said,
look, emphatically, no, I can't do
it. I don’t know anything about the
stock.” Poggi hung up, thinking

- Boyce had gotren the message.

Pitchman Boyce purchased the
stock anyway. In a previous phone
cail, he had gotten Poggi’s Social
Sccuntv number and address—all he
needed to enter the trade. Poggi had
an account with Investors but had
sent no money to Boyce.

When Poggi found out that he
now owned 1,000 shares of Univer-
sal Self-Care, against his wishes, he
told Boyce to sell it. Both Boyce and

If there were an award for bucket
shop brokerage of the year, Hacken-
sack, N.J.-based Investors Associates
would win it. Three states have
revoked the firm’s license and anoth-
er 13 are proceeding against it. Alle-
gatons: uncthical practices, false and
misleading statements, fraud. The
ﬁrm regularly stonewalls regulators,

hlsbnnchmanageneﬁmdandpm
ceeded to browb

g to honor subp contin-

One Investors broker had 30 cus-
tomer complaints lodged against
him. Was he rcpnmandcd’ No,
b none of the
ever made it to the National
Association of Sccurities
Dealers, which supposedly
keeps an cye on brokerage
firms. Instead, they collected
dust in a file at an Investors
office. When state regulators
asked the firm’s compliance
officer about this oversight.
he said, “I have no idea
why the guy is still here.”
It’s a never-ending
battle against the cold-
callers. They outnumber
and outmancuver the
cops. In its ten-month-
long Street Sweep, regulators
from 20 states—including Con-
necticut, Illinois, Utah and Califor-
nia—joined to try to shutter the
worst of them (see rable, p. 264). It’s
worse out there than you think,
according to Mark Griffin, president
of the North American Securitics
Administrators Association, which
coordinated the crackdown.

Says Indiana Securities Commis-
sioner Bradley Skolnik, “For these
firms, financial penalties are a cost of
doing business.” With mark-ups
pretty much whatever they please,
crooks can afford to pay penalties. In
a casc against Biltmore Securities,

“I lost it,” says Pogg' “I |ust broke uing to > do business without register-  Skolnik barred the firm from sclling
down crying. Imean, I'mup herein  ing or in defiance of orders any stocks other than those listed on
New Hampshire, these guys are  to desist. one of the three major exchanges.
down in New York killing me. You Investors Assocmes, state regula- This eliminated almost all the firm's
do this kind of stuff to  someone who tors busi
iz your worst enemy.” Poggi com-  of at least $10 n'ulbon in the past two Bull markets make inv=stors more
p.ained to the New Hampshire secu-  years. Its tactics are pure boiler room.  vulnerable. They read about killings,
Jities regulators, who sucd Investors A sales script recovered from a trash  they want in on the acuon.
to revoke its license. After the license  bin at an Investors office reads, “My  Kandel, chicf of New York's Investor
was revoked in April, I filed 2 iction is in 20 mi voull get Protection & Securities Bureau, says

alOOchtummthemck.

that his office recovered more in

waal]unel&lm;
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fines, costs and penalties last
vear-than in 1990 through
1995 combined. Com-
plaints and inquirics from
investors were 40% higher
last vear than the vear
before. In a2 12-month
period ending Seprember
1996—rthe most recent fig-
ures available—state regu-
lators  like  Kandel
brought 7,000 enforce-
ment actions  against
brokerages. The Nas»
brought 700, the Secu-
riies & Exchange Com-
mission, 100. For every
casc brought, chances are
many other victims swallowed
their losses silentiy.
Don’t be a willing victim.
Information is your best
friecnd. Don't rely on NASD material.
You can get a disciplinary file from
cither a state regulatory agency or the
NASD, but the latter’s file is likely to
be very skimpy. It includes only arbi-
tration cascs that have been settled
and enforcement actions that have

and could still have NASD's stamp of
approval.

Evasion of broker/dealer registra-
tion requirements is a new and grow-
ing problem. Regulators say two of
the worst offenders arc Meyers Pol-
lock Robbins, with 30 branches, and

A

with 16. Anoth-

been taken. State regulators also
supply information on cascs pending
against brokers, as well as ¢ T
comphaints. And because the NASD
does not recognize state sanctions
against firms or individual brokers
when evaluating them, a broker or
firm could be sanctioned by 15 states,

er is Toluca Pacific, with 11 branch-
es. They are basically franchisors who
let out their names to independent,
thinly capiralized operators. One
Mevers Pollock franchisce bought his
operation with an §85,000 loan on
which he paid $30,000 in annual

Wall Street’s Hall of Shame

Here are the werst irokerages ia America, singled owt
by state securities reguiators in thelr recent enforcement actions.
I & broker calls you frem ens of thess firms, hang wp.

Investers Asesciates

Hoslonsask, N.J.

Branchost 18
Moyers Polleck Rebbins ine. First United Equitics Corp.
Now Yook, N.Y. Oarden CRty, N.Y.
hm-c” Bramohos 1
*Guh. 17 Lawrenee & Co.
New Veork, MY, New Verik, LY.
Sranches: 1 Sramches 1
Biitmere Sosuritios ing. Tolusa Pasifie Seswrities Carp.
Fort Landerdnle, Fla. Tolusa Lake, Calit.
Branches: 3 Sranshest 11

264

interest. A branch manager told
investigators: “Gerting regis-
tered as a broker/dealer is
too expensive and difficule,
so we set up independent
franchises.™
Brokerage firms are
supposed to tell the
NASD about  customer
complaints.  Somctimes
they don’t. Investors Asso-
ciates had no complaints
on tile with the NAsD for a
particular branch office,
but examiners found
over 300 complaints at
the branch during their

sweep.

Even the file of 300

was incomplete, an

employee explained,

because “somebody broke

into the branch and stole the cus-

tomer comphaint file.” Some 90% of

the complaints alleged unauthorized
trading.

The 12 firms rargeted in the late
May sweep all use unregistered cold-
callers to locate victims and bring in
registered brokers (like Patrick
Bovce) only to close a sale. A branch
of Meyers Pollock had 90 phone
banks all seiling one illiquid stock
from a list thar included Creative
Medical Development, Princeton
Dental Management Corp. and
SmartServe Online, Inc. A branch’s
phone records showed 1 million

_phone calls made in 2 month.

The scripts these frenzied phone
callers use would be hilarious if they
did not do so much damage. Script-
ed answer at First United Equities
Corp. to a prospective investor who
says he’s not in the mood to invest:
“That's what my wife said last night.
You know what? This morning she
thanked me.”

Or this: A prospect asks for a
report on the company being
pitched. The cold-caller, without
losing a beat, responds: “When
Columbus discovered America, he
didn’t send a report until he acually
saw the land. At that point it was
history.”

Now vou see why we say, never,
cver, ever buy a stock pitched over
the phone from someone you do
not know. -

Forbes ® June 16, 1997
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Ohio gets tough
with brokerages

Gever said Investors Associates

new jts Hcense if Ohicans who bought stock
trough E-Trade were given the option to cancel
the trades. Invesuars who sold stock aren’t incud-
ed in the setement.

E-Trade also was required to notfv custom-
ers of the agreement and give them 30 days tw

“We don’t consider them 10 be a problem
broker-dealer.” said Ohio Seaurities Commission-
er Thomas Geyer. expiaining the ficense renewal.

E-Trade also fiiled to renew its Nebraskz

iicense this vear. That stare finei
the com $94.000.

“Pd like to think our result was baza-"
Gever said. “We did something for Ohio investors
and didn't just collect 2 fne.”

In the other matrer. the Division of Securities
deumanapptnnmbvlvmmlnc.
ofHa:l:emck NJ. for a securities dealers’

GevusxdlnvmsAmswaslmed
mdobtmmmOhoforsevezlvalSSa
mmuestmdeudmam of the
appiication turned up 12 separate discipiinary
actions against the company in other states.

“These are bad people that use high-pressure
sales practices.” Gever said. “We s2id. ‘You can*
dohmnsmOh:obecaueof:ﬂthemolmm
the other states.””

deais primarily in low-priced. littie-

Known stocks, “and those are among the most riskv secrities.”
Ohnsammmmnfnmmaﬂdmmonomkasunopeadle

stocks over the telephone Securities

regulators from 20 states vesterday

accused 14 securities fams of violations that inchide falsifving records.
wauthorized wading. filure w complete rades. operanng withowt 2 license

and using high-pressure sales tactics.
The disciplimary

to the North American

investigate fraudnient

actions go back 1 last fall. when regulators who belong
Securities Administratars Association

s Association decided 0

telephone stock sales practices.
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The Hartford Courant

T Bttt Ganinak

BUSINESS

States press case against broker
fraud

ASSOCIATED PRESS
This story ran in the Courant May 30, 1997

NEW YORK - Sec\mtm regulators in 20 states - including Connccncut
- have begun a against 14 b firms of making
unauthorized stock trades and other fraudulent sales practices.

*“They're very impressive when they talk to you on the phone. Like a
brother. They get you to feeling very comfortable with them," said Billy
Hellums, of Roswell, N.M., who lost about $1,500 and was on the verge
of investing much more.

Hellums and three other vu:tu'ns of allegedly abusive telemarketing
by b to A d

came to attend aﬂgress
conference at New York Attomney General Dennis Vacco's o
announcing the crackdown.

Vacco filed civil actions agamst the firms, accusing them of

calli ques and outright lies; sales practice abuses
in wlnch unlicensed solicitors falsified records and conducted
unauthorized trades; failing to report i and ion of
broker-dealer registration requirements.

Vacco was joined by New Jersey Attomey General Peter Verniero and
Mark Griffin, president of the North American Securities Administrators
Association.

The association, a private organization represenung state securities
regulators, helped to lead the i g into the fraudulent stock
telemarketing that resulted in Thursday's

North A jcan Securiti dmini iation Web si

**In this high-flying bull market,” Griffin said, 'it's easy for swindlers to
make claims of outrageous returns sound plausible.”

**Unfortunately, far too many investors are falling for the lure of this
latest trend in boiler room scams. And the telemarketers, playing upon
people's desire for ever greater financial returns, have been running away
with millions of dollars of hard-earned money."

Eric Wilder, an assistant director in the securities division of the
Connecticut banking department, said one 24-year-old broker involved in

053097 17:17:49
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20f3

the scams made $57,000 in one month alone on commissions. And that
wvmﬁd?z\;‘ummtbebmkumldeinlmndﬁnamywpedod,

Wilder estimates that the broker made between 200 and 300 cails a day
to rake in that much money.

A based in Hackensack, NJ.,
85 f nbsmdwnhlbomsmooo '90 tol-[efl.%l;e h
of represented of the money
and her mne{ d from a Fu*m grocery store

they for 40 years.

Sprechamdheruwblubegmwhen broker took ill and she
was contacted by another agent. **He like a nice, friendly
y man," she said.
I Associates’ outside 1, David Sayid, said the
oty compeny

. Like Sprecher, wcumswuesemorcmzens,(}nmnmd,mdmmy
complaints mvolvg

low-priced shares of high-risk stock.

Other New York City brokerage firms named by Griffin were First
United Equities, LT & Co. and Meyers Pollack Robbins. First
Unitedhuidmeouslu nymrludnocomml‘heodm two firms
jid not i e

el aNew buildi . d bis money
MthahokaﬁomtheUmondﬂe N.Y. buedSterlingFoﬂzrh'okmae
ﬁm'l'heoompmydldnotmuelephone seeking comment.

Vacco said he had filed civil actions thUmteddenvemm
Associates, A total of 16 states have on against [nvestors
Amm.mcludingNewJusey wh:chhnmovedmrevokeﬂwﬁtm'
registration to do business in the

Another all lnvenmAnoclmvncumwuLomsPowJS of
Pembroke, N.H., who said he lost $10,000, nlloflmnw.ms
weﬁ:lnalwmmbemg can be, and they di egal,” the
Federal Express driver said.

TheZOmnpumcl in the crackdown are: Alabama, Connecticut,
Delaware, Ltlinoi land, Massachusetts, Missouri, New
Hampshire, New kney New , New York, Ohio, Oklshoma,
Pennsylvania, Texas, Utah, Vi Washi gton and Wi i

California, Georgia and Florida are expected to announce similar actions
against broker-dealer firms in the next month.

Cmmmmmﬂmﬂ:y bem;nrmdbylm

or just have qaestions should catl of the banking
department at 100)831722501'(!60)240-8230 of lnvenor
Alert,” a pam;shlet dgo

available by calling or thewy Consnumml’lm,

0573097 17:17:49
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Okay, go I’m sorry about this. Go ahead. Who were you again?

This is Dan Hernandez at Meyers, Pollock and Robbins. What I’m doing
today, Matt. I'm getting a call out to you over there in Kinney Circle. I
take it that’s still your best address?

Yes.

Okay, in about a month I’m gonna give you a cail back with a
recommendation in the market that you can use at your own discretion. But
Matt, right now, who you been dealing with in the market that is taking care
of you?

Ub. Piper Jaffray.
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Piper Jaffray?
Yesh.

Great company. What was the last stock they bought you that made you
money? .

Uh. Mutual funds mostly.
Mostly. Um, what I do here is I usually get my clients invoived with stocks

that are 10 to 20 dollars for one major reason. We can see capital gains
much easier than & hundred or two hundred dollar stock. Wouldn't you

agree?

Yesh.

Okay what I'm saying to you is this Matt. Off the top of your head, what is
one of the last stocks you got involved in that did do well for you? [ mean,
off the top of your head of course,

Tomega.

fomega. Do you recall the price you got involved with it at?

No, but you know it was a long time ago. We made money.

Okay, you sold it already?

Yeah.

Okazy, now most of my clients here, their average portfolio is between 8
couple of hundred thousand to a few million in the common stock market.
A ball park figure, what do you see exposures now a days for the market?

Ah.. . well counting my pension plan and everything, I don’t think 'm even
six digits.

Ball park.
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Ah. Hundred thousand.

Okay, now my name again is Daniel Hernandez. A call will be getting on
your desk in the next couple days. When I call you back in a month, the
one thing I’m going to ask from you, give me two minutes of your time and
the same courtesy you’ve given me today. Is that fair enough Matt?

Yeah. Can 1 ask you a couple of questions?

Go ahead, speak.

How long have you been in the business?

I've been in the business for eight years now.

Eight years?

Yes. I’m the principal here at Meyers, Pollock on the seventh avenue
office. We have currently been in business since 1963. We co-wrote all of
our funds through Bears Stern. I’m sure your familiar with them?

Yeah.

Okay, in 2 month when I call you back I’m not going to waste your time. 1
promise you it’s going to be a stock that gonna be nothing less than
phenomenal. Now, Matt when you typically do start off or invest into your
ventures, what do typically put behind each individual stock
recommendation?

Ten to fifteen thousand.

Okay, I’m gonna call you back. I'm not going to waste your time, just give
me the same courtssy you gave me today. Is that fair enough?

Yes. So, hey, let me ask you a few more questions. You said you were a
principal or something like that you know.

Yes.
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Ah, does that mean you are a vice-president or something?

No. A vice-president, anybody can be a vice-president. I'm part owner of
this firm. I have a 30 man staff that works below me. Anybody that tells
you their vice-principal or an account executive, it’s just a fancy title to call
them a series 7 license broker. You follow me?

Yeah. So you have 30 guys. . . s0 you're the owner?

But me, ] am one third of the ownership of this firm.

Oh really.

Yes.

Well, that’s great.

What I’m telling you is this right now Matt. Are you familiar with a
company called Inso? I-N-S-O, it’s a software company?

No, I have. .. I'mnot.

You’re not. This company came down from a high of 64 dollars a share
due to a loss of a contract with Microsoft for their spell check. Are you
familiar with that?

Ah, no not really.

Do you have a computer at your house?

Yeah, I do.

Okay, well you know when you type in, if you’re doing any kind of
letterheads

(Interrupting) Oh, yeah, uh... uh.. . I

and you run a spell check that makes sure all your words are spelled right
and it’s a, it’s um, grammar wise?
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Yeah. I know what a spell checker was. I just wasn’t familiar with the
Microsoft stuff.

Okay, well Microsoft licensed their products for a 12 million dollar contract
for three years. This contract is now overdue. Now the reason why this
stock went to 54 dollars a share is that Microsoft is doing so much business
with them, that Wall Street was rumoring that there could be a buy out of
Inso by Microsoft. That was obviously just a ramor and after this news
came out with them losing that spell check, the stock came down
dramatically. Fact remains that it went down to 10 and three quarters. I’ve
been buying it for all my clients between ten and three quarters and eleven
and a quarter. I'm telling you right now, you hold this stuff for 45 days . .
day time frame and you are going to see a fifteen dollar stock because that
what its book value should be at. But-what I’m telling you is that Microsoft
has come back to the table. They have three brand new software products
for the world wide web. One has to deal with the maintenance, one deals
with design and the third one is for the overall conception of all web site
portfolio, I mean, web pages out there right now. Now this contract is
going to exceed their previous 12 million dollar contract to be roughly 24
million over the next 2 years. Now, when this hits, it’s not going to hit on
this quarter’s earnings. They already reported them. Wall Street was
expecting 36 cents. They reported 10 cents. Stock came down almost 9
points in that one individual day of trading. Now, in the third quarter of this
year you are going to see this Microsoft contract come through and this is
where we are going to see the stock, 1'd say conservatively 15, 16 in the
next three to four weeks of trading. I think in two to three months we are
going to see the stock back at 25 to 30 dollars a share. Now let me ask you
this. How many times have you gotten involved with bottom floor um. . .
situations before?

Well, I've never had a stock that made that much money.

You never have?

Well no! That’s a double.

What I'm telling you is this, it’s not going to happen in a week or two

weeks like an initial public offering. But I’ll tell you right now, you show,
let me show you what I can do for you. . I'll get you involved with the
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stock right now at ten and seven cighths. It’s going to be nothing less than
a 15 dollar stock. In about three weeks, I'll show you in two to three
months about a 25 to 30 dollar company.

What are the risks involved in this stock?

Well, the risk involved was this. It’s ten percent of your overall downside.
1 make sure all my clients have a downside covered before they even get
involved with a stock. And that is ten percent of what you own it at. If this
stock would ever go below ten percent of what you originally own it at, I
will automatically sell you out and the maximum loss is ten percent. But
I'm telling you this much right now, when this stock is 13, 14 dollars a
share you’re comfortable with me, more important, you know that I know
how to buy stocks, I think I might want you to step up and own a larger
position so that when the stock does go to 25, we’re not just going to see
maybe a 5, 10 thousand dollar gain. 20 to 35 thousand dollars in profit. Let
me make a recommendation to you, if what you get involved in a very
conservative manner here of a thousand shares at these levels, vacation
investment of a touch under 11 thousand dollars, now I’ll get you a standard
confirmation from Bears Sterns on your desk tomorrow, along with
information about my firm, Meyers, Pollock and Robbins and myself,
Daniel Hernandez.

How do you spell that?

Meyers, Pollock and Robbins?
No, Hernan . . Daniel Hernandez?
H-E-R-N-A-N-D-E-Z.

And it’s Daniel, Dan?

Daniel, I prefer.

So D-A-N-I

E-L.
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Okay, so uh now. . your talking now um.. .
Can’t start you out at under 11 thousand dollars.

Yeahbm,youknow,lmem.l'qnotsomifl’mmlly,ywknow,rendy
to make & decision because I don’t know who you are or anything like that,
you know. Can you tell me a little bit about yourself?

Okay, I'll tell you a little bit about myself. I used to work for a company
called Harriman Group Incorporated. H-G-I Incorporated. You familiar
with the company?

Yeah.

Okay. This company when I was working there, um, I came in on the
ground floor and ! helped build that business. I brought in about 32 licensed
brokers and about 25 cold callers which I’m sure you probably get every
single day. Am I right, cold calls?

Yeah.

Well..

Well, no I don’t get 25 coldcallsaday,lmetlm. .

but what I’m saying is you’re getting this type of a presentation brought to
you every day.

Well, no not really.
Okay, what I’m saying to you is this Matt. Um the reason why I left that

company is that . . . are you familiar with the company called Stratton
Oakmont? .

Uh, no.
Okay, this company went out of business for breaking out fraudulent initial

public offerings. When they brought over principal from this old firm, I
then had an opportunity to come here and open up this branch office on 3-6-
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3 Seventh Avenue. Which is where my office is located right now.

So how, what city?

InManhmn.NewYork.

Manhattan, New York. So how long have you had that office?

This office. I've only been here for two months now. I recently came over
H.G.L Incorporated. I stayed with them till close down. I helped them with
the bank, the bankruptcy proceedings. Once I found out that that was all
done with and I could get my license over here, I ran and jumped at the
situation. ]

So how long have you been a broker?

I ‘ve been a broker for seven years.

Seven years?

Yes. .

What, What, wait a minute, [ couldn’t, I didn’t hear you.

I’ve been a broker for seven years, I've been in this business for eight years.
Oh, okay. So did you go to college?

Yes, I did. I went to Suni Farmingdale. What I'm telling you is this, my
knowledge right now of what I can do for you,

‘Wait a minute, what did you major in? I want to see how bright you are.
Alright, I mean, did you major in Finance or business or some . . . .

I majored in finance and computers.
Did you graduate?
Did I graduate? Of course I did.
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Okay, so you have a bachelors degree.

Yes, I do.

Okay, so could you send me some information on this stock.
On this stock?

Yeah. I'd like, I mean, I don’t know who you are. Is there anything else
you could tel! me that would make me feel good about . . .

Let me ask you, what do you do right now. What do you do for a living?
Oh, I do some bookkeeping, I, I uh you know, just bookkeeping.

Do you own the company of your bookkeeping'é

Well, yeah, ubh-huh.

Okay, now what I’'m saying to you is this. I typically never open up
accounts with clients that have never men at my stature. I have men that
always do at least, at least a hundred thousand in gross for themselves every
single year because these type of individuals they can understand the
recommendations I bring to them, more importantly, when they get
involved in my stocks, especially when they are buying stock, I don’t like to
make you know five, ten thousand dollars for people, cause that doesn’t
change anybody’s lifestyle. When you get comfortable with me, what I
recommend is I typically buy stocks between blocks. Are you familiar with
a block of stock?

No, not really.

These are ten thousand increments. They are of Now when you geta
comfort level with me when I’m showing you consistent performance, my
clients have comfort ability dealing with me in this size. What I’m telling
you is this right now, I want to send you information on Inso. I could fax it
over to you right now, but what I’'m telling you, the information you are
going to see on it is nothing to jump for. That’s why people are not buying
that much. But over the last three to four trading sessions this stock is ove .
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. . has exceeded its average daily volume. Has actually hit nine million

“ shares traded last Thursday, was two million shares this past Monday. It

traded over a million shares typically on any given day with this néws
coming out. .

So how old are you?

27 years old.

2n

Yes.

Huh.

How old are you?

Um, 38. Ireally would like you to send me some information first. Let me

get the information about your company, uh, let’s just go with what we
were going to do earlier when you said you were going to send me some

. stuff and call me back in a few months. That way I can read about you,

read about your firm, get warm fuzzy feelings about how good you guys are
and let’s go with that so then you call me back like you were going to after [
read the stuff you were going to send me.

Okay, I understand. But this is stuff we’re going to send you is gonna bea
business card of myself. You’re going to see a brochure on my firm, that
information that I send you is just going to, just . . . take a broom in your
file cabinet right now. What I'm telling you is this; you're a young guy, am
I right?

Yeah.

You've seen success in the market. Now right now this is when your most,
you're gonna see this market in the next six to eight months probably
consistently do well. And if1 cail you back in a month or two months,
you’re gonna waste about, you’re only gonna only have about five or six
months to see this bull market run. I think in the 9 to 12 month period you
are goingtoseethismarketslowdown,lthinkyoumi@tevenseethe

10
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bears come out and we’re going to see this market slow down if not come to
a down trend. What I say to you is this, I get involved with mostly
NASDAQ and small cap issues for one major reason, I can control block
trading and I can negotiate the stocks that I get my clients involved with.
Now, when you buy a block of stock, you have institutional negotiating
power. Do you know what that means?

I, I guess it means you’re a big player?

No, I don’t count myself. What I’m telling you is this, when you are buying
blocks of stock you can get sometimes filled in between the bid and the
offer. That’s what an institutional trade can do for you as a private investor.
What I'm saying to you is this, this stock is 10 and seven eighths. I’m not
going to waste your time, the information I send you is gonna be mediocre.
I’ll send you enough to choke a horse. But you give me a small shot, show
a little bit of confidence, one percent of it. The next two or three weeks I’ll
eam the other 99 percent.

Well, what I want you to do though, is I want you to send me the stuff like
you were originally going to do.

I know what you want me to do. And I’m gonna do that for you.
Great I appreciate you sending it to me.

But what I'm telling you is this, what I want you to do is this; I’'m the
broker here, I only work on two situations, pricing and timing. It’s the only
tools that I come to the office with. Without these tools I’'m nothing, So
what I’m saying to you is this, you give me a shot here, I know you could
step in on something, it’s a joke, it’s not even 11 dollar stock. How bout
this, I’!l make a recommendation that I know could be, you know,
something that would be very simple for you and something very easy for
me to do to gain a comfort level of yourself. You take a 500 share position
of this stock, very mediocre, cash outlay, less than fifty six hundred dollars,
You give me three weeks, you research myself and my company, once you
feel comfortable with the decision you made today, I’d like to see you own
at least a 3 to 5 thousand share position in this stock. Does that sound fair
enough to you?

11
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I still want you to send me the information first.

Okay, it’s in the mail already. I'll have my assistant mail that out the
second we get off this phone Matt. Let me ask you this, what information
do you want to see on me that’s going to make you comfortable to buy
stock from me?

Well, you already told me about your education, you’ve been, you know,
how long you were a broker. And I’m very impressed that you own a third
of the company.

Well, that doesn’t impress me. Why would that impress. . . if you were so
impressed you would say, you know what Dan, let’s take five thousand now
and let’s go to work.

You always like working with the owner, you know what I mean?
Understandably, because I’m not one of these board room brokers that gets
second hand news. I’'m the one that’s giving them that news. And what
I’m telling you right now, is when I'm showing you that I’'m buying stocks,
I buy stocks for strictly institutional traders. I deal with men on the street
that don’t take orders for less than S0 to a hundred thousand dollars. Do
you understand what I’'m saying?

So why are you dealing with me?

‘Why am [ dealing with you Matt, you told me you deal with Piper Jaffray,
am [ right?

Yeah, but I don’t have 50 to a hundred thousand at a pop.

You told me you put 10 to 15 into an idea, right?

. Yeah, but that’snot. ..

If T was showin’ you three to four times that I was making you 7 to 8

thousand off these 10, 15 thousand dollar transactions, I think at one point
in time you’re gonna give me a shot to show you that a 50 thousand dollar
order is going to be in your best interest, am I right? '

12
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If you do well, yeah.

That’s my whole point here. But if we don’t have a track record to speak of
and we keep running around the block chasing each other around, what the
hell’s going to change between now and then?

Not much. But I still want you to send me the information first.

We’re gonna get the information out to you. First? I don’t know about
right now. I have you on the phone Matt. I know you know how to make
decisions. You’re a bookkeeper, correct?

Well, yeah, but I just do, you know, bookkeeping.

Okay, let me say this to you, if you took a six thousand dollar investment
and I showed you a 4 thousand dollar profits in about a 45 day time frame,
would you send me 15 to 20 on my next idea, if you loved it?

Yeah.

Okay, now if I call you back in 2 month, Inso’s gonna be 17, 18 dollars a
share and you’re not gonna own it. It’s kinda like if you and I go to the
horse track today, I give you a bet on a horse, if it hits, you're most likely
gonna ask me for my next horse, am I right?

Well, what’s the biggest risk with Inso?

What’s the biggest risk - it’s got a 10 percent.

Okay, on the downside you were talking about.

That’s it.

Okay.

Six hundred dollars of your. . .

Again, again, I want you to send the information first ‘cause I don’t know
you. Istill want you to send it to me if you will please send it to me first.

13
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And then I really would like to hear back from you.

I understand that.

1, 1, you know, it sounds like you've got great ideas all the time, I know I'm

gonna miss this one, but will you please call me back with the next great
one?

Now, can I tell you, I’ve been in business for eight years, um, I can
appreciate your sarcasm, but let me say this to you, you haven’t done
business with me. You don’t, you don’t know anything of what I can do for
you. All you think you can do is assume. Only way you’re going to know
what I know is if you get involved with me today. What I’'m telling you is
this, I want you to take a small piece, Matt. I want to see you own this
stock because when it goes to 17, 18 in a one month time frame, when I do
call you back, if you don’t own it, it doesn’t mean shit to you. Am I right or
am [ wrong? Excuse my french.

Yeah, you’re right.

Okay, so my point being, is I want you to own something here so when it
does go to 17, I have credibility, and you and I, we have a track record to
speak of. Now Matt, we’ve been on the phone for 15 minutes squabbling
back and forth. I’m gonna get you all this information. Bears Sterns has
been in business since 1923. All of our funds are cleared through them.
My company, Meyers, Pollock and Robbins, with 54 branch offices around
the United States, we’ve been doing business since 1963.

How many branches do you have?

54.

54 branches.

Yes.

Huh. Okay, I still want you to send me the information first.

Matt, I'm gonna get you that information. While I’m telling you I get you

14
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executed and you see the traders that I deal with, I’m not gonna be the guy
that gets you in on market orders, I'll be getting you stocks that are
probably getting in fold between, in between. Am I going to do that every
time for you? I doubt it. But I know when you work with me on my timing
and pricing, I’'m gonna work as hard as I can to do that for you. Now Matt,
this information that [ send to you, I can appreciate that, we don’t have a
track record, more importantly, you're not to comfortable yet. But
honestly, if I was your broker, somewhere over the last few years, I showed
you consistent winners, not 15, 10, 15 percent like a mutual fund but 40, 50
to 60 percent on your money, I know you’d be a buyer today. Right?

Yeah, but again, I still want you to send the stuff first.

Can I tell you what happened? I remember, it was two years ago, about a
company that IBM was looking at, are you familiar with Lotus?

The spreadsheet people?
Pardon me, yes.
Okay, yeah.

Okay, Lotus was, on a Friday was trading at 31 and three quarters. I was
prospecting for clients because I heard something from one of my
downtown traders, Mike Richter, and I, he told me that Lotus, there looked
to be a tender offer coming through from some big blue chip. We didn’t
know what it was, but he’s been doing very good by me and I called up all -
my prospective clients and told them to get involved. The clients that knew .
I was a real guy, they got involved. The men like you who wanted
information to see what it was about first, when Monday came around and
they saw the first tick on the Dow Jones tape that Lotus was taken over by
IBM at 64 dollars a share, I would never do business with them because
they didn’t take me on my timing and pricing, but the guy that took a small
picce and they showed me that they had confidence in what I could do for
them, they right now are my biggest clients today. Now I'm telling you this
right now, I'm expecting Inso to pop in the next two to three days. I want
you to take something here, honestly Matt, what was the smallest account
that you have ever opened on a first trade?

15
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Well, I’m not going to do anything because I still want you ah, to send me
the information first.

You're gonna have three to five days to review all the information about
myself, my clearing agent, what we’ve done for our regular clients, and
your going to get that in a federal express package before 12 o’clock
tomorrow. Now, you’re gonna have three days to read this, you could do
research in the computer in one day if you really had to, right or wrong?
I don’t know.

You don’t know?

I mean I’m not that savvy, I'm not that bright.

Savvy, bright, you have a computer, you go on line, you start asking
questions. I'm on it every single night.

Well,
I’m talking to my Australian clients.

Why don’t you send me the information and then why don’t you call me
back uh, tomorrow, or afternoon after I have it.

Tomorrow aftenoon after you have it?

Yeah.

Okay, can I tell you this right now, I'm not here to chase you around in your
bookkeeping, I know you have better things to do than talk to stock brokers

all day long. See what I do is this, when I get people like you on the phone,
I know you don’t have a comfort level. You’re in Utah, right?

Right.

I’m in Manhattan, New York.

Uh-huh.
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There’s about a two hour difference between you and I and more
importantly much more miles, am I right?

Right.

Now what I’m saying to you is this, the guy you deal with at Piper Jaffray,
is he local or is he here in New York?

Local.

He’s local. Now, he probably does his own research, but where do you
think he gets his information from.

I don’t know.

You don’t know do you. I can almost guarantee you, all the information he
gets comes from some source here in Manhattan. This is the financial, this
is where the market is. I probably hear more ideas in the morning going
down to hiave coffee than he hears in an entire week. By the time we go
home here on Wall Street, absolutely not, but I think I'm showing you 30 to
40 to 50 percent on your money, you're going to know I'm the right guy
that you’re dealing with. What I going to make it to you is this Matt, I want
to see you own the stock. I don’t really give a shit how much you own.
You take 300 shares now, on my timing and pricing, change outlaid about
thirty-three hundred dollars. It’s gonna be there in about four days, when
you see the information on your desk tomorrow at 12 o’clock, then I want
you to pick up the other 700 shares. Matt, how do you typically title your
accounts? Do you set this one up as individual, joint with your wife, or do
you do them corporately?

What I do is [ wait till I get the information from you then I want you to call
me back and then let’s discuss it.

Let me ask you one question, are you familiar with one of the New York
firms called E.F. Hutton?

Eh, uh, that sounds familiar.

Okay, E. F. Hutton, do you know what they are very well known for?

17
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Uh, yeah, no, uh no.

Okay, they had some of the top analysts on Wall Street and whenever they
spoke to prospective clients, they got them 20 pages of research on
themselves, on the company they were looking at, and a business plan for
the next six to twelve months. Do you know what that company is doing
today?

I don’t know.

They are looking at guys like me making money for my clients because
they are out of business. Their overhead was too strong. What I'm telling
you is this, I'm going to send you information, I"m not going to send you
enough information on Inso to choke a horse, but what I'm telling you is
this, I’!l get you that information. I'll make sure it’s thorough if you have
an account with me. I don’t waste my time. I've already spent 25 minutes
with you. That time is money out of my pocket. Let’s make it worthwhile.
I’m not here to make a commission off you first time around. I will charge
you a hundred dollars in and out of this stock. Write that down. When you
see I’m exactly right and this stock’s trading higher, I'll only charge you
fifty dollars to buy more. Is that fair enough?

Again, unless you're willing to send me the information and I get a chance
to review it because you are so far away, I’m not going do anything.

Matt, you know what, I like guys like you because men like you really
never dealt with a New York broker, so you really have no idea what
opportunity you are leaving behind right now. But you come into business
for one reason and one reason only; and that was to make money, am [

right?

Right.

Kay, that’s why I’m at work right now and that’s why I’m speaking to my
clients. Now me charging you a hundred dollar commission, how much

money do you think I make off of that?

I don’t know, you own part of the firm.

18
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Hemandez:

Jenkins:

get s account open, send the FedEx out to you, [ don’t need you to make
money. Two to three years down the line when you do have real money
with you, yeah, that’s when I'll make my commissions off you. I have
clients that have been with me for five or six years now. My commissions
are made off of them. I don’t need little guys like you to make money off
of. I'build guys like you up to be hundred, two hundred thousand, quarter
million dollar accounts in six to seven months. 1 know in two to three years
when you have a seven figure portfolio over here, all the problem you are
going to have with me, Dan Hernandez, today, is that you didn’t know me
three years ago and you didn’t step in and buy five thousand shares. Now
Matt, stop jerking your chain and my chain and let’s get this account open
and get the ball rolling.

Let’s send the information to me and let me review it and let’s make a
phone call.

Do you have a fax machine?
No, I don’t.
You don’t have a fax machine?

No. It’s in my computer at home and I’'m not there. I really run a small
business. I just do a little bookkeeping.

How much do you make a year? Ball park . .
Oh, 40 thousand.
‘You make 40 thousand dollars a year?

If it wasn’t for my mother and father dying and leaving me money, I
wouldn’t have anything to invest. '

Oh, um, my condolences to that. How much did they leave you?

All the money that I have invested.
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What’s that, about a hundred?

Yes.

Okay. And did you inherit the account with Piper Jaffray with that?
Yes.

Okay, what are they doing for you? Are they pretty much holding you in
trustee and just watching you for long term or have they gotten you some
speculative stocks before?

They are mutual funds.

Okay, can I tell you one thing right now? I want you to do one thing for
you, ] want you to set up a competitive account. I want youtostartupa
very conservative account here on a very conservative basis so I can show
you aggressive returns. | know when I’'m doing this for you, even if your
still not comfortable with the first couple of trades, when I'm showing you
that I’'m exactly right every time, you’re going to working sides with me.
‘And 1 think in four to five months that Piper Jaffray account will be non-
existent and you’re going to have 2 broker here in New York that’s
maintaining your account and all your friends’ accounts. But we can’t do
that, unless we have nothing to work with here. Let me say this to you
Matt, if youhad 8, if you had a 3 thousand dollars, that showed you 2
thousand dollars in profit in the next 45 days, I have a fecling you’re going
to send me 10 to 15 on my next one. And the information I send to you,
believe me it’s, when you see it all in black and white in the Federal
Exptess package and you’re looking at it all spread out on your desk and
you see every single piece of information I toid you was fact; then you're
going to be comfortable.

So you're going to send me the information?

1 want to send the information, but what I want to do is this. I wantto get
you a confirmation of you owning Inso. Anything under 11 dollars a share
is a steal.

You're gonna send me the information, then you’re gonna call me back
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right?

I want you to get involved with this stock today so when I can tell you that
my timing and pricing is everything and not just bull-shit. . .

1, Okay, I uh, I'll give you a hint, if I have to buy it tomorrow at 12 bucks a
share, I won’t blame you.

Well, Matt, I don’t care if you blame me. My job is very, very simple. [

- am to buy you stocks when the timing is right, not on your timing and

pricing because if you want to buy stocks on your timing and pricing you’re
going to make 10, 12 percent like every other investor out there. Every
investor in America looks for guys like me that can buy stocks two to three
weeks before Wall Street has the attention on it and before the stock is up
13, 14 percent. Now you add 13,14 percent on top of the 30, 40 percent that
we're already making on it, that’s how real Wall Street brokers work. I'm
not gonna buy stocks when you’re ready. Ibuy stocks when I’'m ready.

But, Dan, I reaily, . ..
Give me a commission.

Dan, I think you need to send me the information. I want to review it, I
want

In the mail.

And I want to hear back from you but I’m not going to do anything until
then. He hung up.

(Off Line) Okay, the gentleman just hung up on me. Right now I'm in the
presence of um, at my office Securities Division of Utah, uh, it is 11:19,
July the 10%, 1997. Present for the phone call is myself, Roxanne, Pam,
Ellen for part of it, Tony Taggart for a good chunk, and Mike Mayfield for
a part of it also.

a1
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.

One Massachusetts Avenue, N.W., Suits 310

Washington, DC 20001

. 207370900

IPPRER Telecopler: 2027%3.3571

TN E-mail: genersi @nasms.org
—-’——*NA _— http/iwww.assanerg
v i Ao
June 2, 1997

Ms. Belinda Blaine

Senior Special Counsel
Division of Market Regulation
US Securities and Exchange Commission
450 5th Street, NW
Washington, DC 20549
Re: Submission to SEC for Mandated Study under the National Securities

Markets Improvenient Act on the Uniformity of State Licensing
Requirements of Associated Persons of Registered Brokers and Dealers.
(“Uniformity Study”)

Dear Ms. Blaine:-

~ The North American Securities Administrators Association, Inc. (“NASAA”)
appreciates the opportunity ta make a submission to the US Securities and Exchange
Commission (*SEC” or “Commission”) for consideration by the Commission in meeting
its reporting obligation under the National Securities Markets Improvement Act
(“NSMIA") regarding state licensing requirements of associated persons of registered
brokers and dealers.2

All states are fair, efficient and uniform in licensing agents. While maintaining
uniformity, state licensing procedures are also designed to meet regional needs of given
jurisdictions. History has shown that the states’ role in agent registration review has
provided a viable vehicle to identify and screen out those individuals who present a
serious risk to the public but would otherwise become automatically licensed. The .
states’ “EARLY DETECTION" program is based on a fundamental principle that it is
more efficient, both from a cost and enforcement perspective, to prevent unscrupulous
persons from entering the industry rather than attempting to remove them once harm is
done.

1 In the US, NASAA is the national voice of the 50 state securities agenci ible for
pm&n“hd&ﬂhmﬁmhqdﬂaapiﬂmhunthmm

2 State g Ily refer to associated p as either agents or registered representatives.

President: Mark ).  Dusles Vol : Advienas Trnssurer: Deborsh R. Bariner (Washinghon)
Dirsctors: Rickhard 5. Poter C. Wikdewth (New rodiey W. Shulnkk {Ladional .

Section Cholrs: Rskert M. Lam (Panasyivania) * Rebart N. MicDoseld Domtd ).

Sarsion Vics Chairs: Joveph P. Bory (Aluboma) + Roaaié V. Thossss (Vieplale) * ln-nl.lu—ﬂwm)-n-‘-rw--un-—n

Esecusive Dirvctor: Nool €. Sultivan Ombusiama: Roert M. Lows (Pransylvanie)
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NASAA believes that systematic fraud within firms is facilitated by associated
persons; that actions against firms are only part of the investor protection equation. The
other part is to deny licenses to those individuals contributing to the wrongdoing
within their respective firms. Without such oversight, individuals with significant
disciplinary history and those with recent regulatory problems, would be continually
re-licensed and able to do additional harm to the investing public.

In evaluating state licensing requirements two key components may be
considered: state processing requirements and state substantive requirements. Both of
these components will be discussed below.

L AGENT LICENSING - STATUTORY AND REGULATORY AUTHORITY

State securities statutes mirror either the Uniform Securities Act of 1956 (the
“1956 Act”) or the Revised Uniform Securities Act of 1985 (the “1985 Act”), with the
statutes of Arizona, Florida, Illinois, New York, Ohio and Texas unique in certain
aspects with respect to both the 1956 Act and the 1985 Act, although their statutory
provisions for licensing sales agents closely track both acts and all states use the Central
Registration Depository (“CRD”) for the processing of the licensing applications. The
authority of a state to require occupational licenses, including the licensing of persons
who offer services to its citizens, is a fundamental state function tied to the police
powers of a state All states, however, even those with unique provisions in their
statutes, are uniform in the manner in which they license agents: all licenses are
processed using the CRDA all states require the same form, Form U-4, as the only
application for licensure: all licenses expire on December 31 of each year and® all states
process applications efficiently. A more detailed discussion of these and other uniform
state licensing processes and requirements is set forth within.

State licensing authority over securities agents is exercised in several different
instances. State licensing authority is invoked when a state receives new applications of
persons initially entering the industry, applications of agents aiready in the industry
who seek renewal of their license, or applications evidencing an agent’s choice to re-

s See Exhibit A, Memorandum Regarding Constitutionality of State Licensing Authority.

4 A de minimis number of intrastate agents that are not NASD members do not have their licenses
processed through the CRD.

s All states have one year licenses with the exception of New Jersey (N.J. STAT. ANN,, as amended,
§13:47A-5.1) which has a 2 year license and Michigan (MICH. COMP. LAWS, as amended, §451.601(e)
(1979)) where a license is effective “until it is withd inated ked, or led.”
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affiliate with a new broker-dealer firm (this process is generally referred to as a
“transfer”).s

As will be explained more fully within:?

o Renewal applications for agents, which represent approximately 66% of all
applications, are approved immediately by all states upon the proper filing
with the CRD by the broker-dealer of a single application and an electronic
fee payment.

o Applications for agents re-affiliating with another broker-dealer and
containing no disciplinary history or reportable events, which represent
approximately 4% of all applications, are also approved immediately by all
states when the applications are processed by the CRD.

e Approximately 10% of all applications received by the states each year are
approved immediately because they contain no disciplinary history or
reportable items.

e State review is necessary for less than approximately 20% of the total number
of applications received by the states each year.

A frequently quoted statistic reveals that approximately 90% of all licensed
agents have no reportable events;? therefore, state review and licensure is quite rapid
and predominantly occurs within 24 - 48 hours.? Based on the universe of securities
agent applications filed each year, states efficiently process agent applications and
effectively apply substantive criteria. If an agent application contains disciplinary
history or reportable events, state securities agencies provide the value-added service
necessary to protect the investing public. (See § I1I. B., The Substantive Review Criteria
Applied by States to Applications, infra) A state has the greatest and most direct
interest in protecting its citizens.

¢ The NASD Rules require that an agent’s license be maintained by a broker-dealer registered with
the NASD. An NASD firm is not permitted to maintain an agent's license once the agent’s employment is
terminated. When an agent leaves employment with one firm and associates with another, an updated
pplication disclosing the association with the new firm is required. State parallel this NASD
qui See Registration of Rep ives, NASD Manual, Schedule C to the By-Laws, Part IIl,
(CCH) para. 1785 (1994); UNIF. SEC. ACT §201(b) (1956).

7 See Exhibit B, Total Agent Applications Filed with the States in One Year.

¢ “Out of & unt of approxi ly 485,000 regi d individuals, 50,000 individuals were

initially selected b they had reportable incidents noted on their Form U-." SEC, Report on the
Ioint Reguiatory Sales Practice Sweep, at p. 3 (1996).

’ See Exhibit C, New Applications Filed with the States in One Year.

3
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IL  AGENT LICENSING - ELECTRONIC PROCESSING AND SUBSTANTIVE
CRITERIA

On June 20, 1980, NASAA and the NASDAQ, Inc. ("NASDAQ") entered into an
agreement for the development of the CRD system. The premise behind the
development of the CRD was the commitment by NASAA and the National Association
of Securities Dealers, Inc. (“NASD”) to create a central electronic database that would
process a single uniform application for the registration, transfer, renewal or
termination of a securities agent. A one-stop electronic database benefits state securities
regulators and the investing public by establishing a comprehensive archive of
registered agents that can be used by states as a proactive regulatory tool. In addition,
ﬂ\eCRDsystemptovidesmguhtoryefﬁdmmyasweuasgreatcostsavingsmﬂu
industry.

Prior to the implementation of the CRD in 1981, multiple and redundant paper
applications were required by the states to become licensed as a securities agent in
multiple jurisdictions. Advancements in technology, the NASD's commitment to
expand its membership services and the states’ desire for a more efficient licensing
mechanism led to the development of a centralized registration system, the CRD. At
that same time, states were provided an opportunity to reevaluate the need for the
information they requested, the format of the information they requested, and the
timeliness of their access to such information. As a result, a securities agent presently
can submit a single application to the CRD system that will be electronically

lorwa, di those states w the agent is seeking | re without a
rther initial k bein; red to be sent to the states.!® In addition, prior to
the CRD, separate fee payments had to be made to each state by an applicant. Now. a
single electronic payment can be made to a central location which is allocated to the
ates i

M\enﬁmtimplemenbed,ﬂ\eCRmevidedforﬁfheenhﬁﬁalperfomunce
funcﬁom"mgemnﬂyaﬂowforﬂmﬁcensing,remwamﬂmimﬁonmdmferof

» Seg Exhibit D, M dum from National Regulatory Services, Inc. to NASAA Regarding the
Use of a Single Form by States for Broker-Dealer Agent 3

u The first fifteen performance functions implemented on the CRD included: For initial
9 ination of inf < .

ppli the receipt, dation and di d on the unif
n@mmmmfmommhmu,hwhmmdnmwmkwdeuhwphﬁm
for and 1 the valid of certain disck against archived

Y P on the applicati
disclosures and the dissemination of the findings of this edit to the states and the validation that

4
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securities agents through the use of uniform forms and a centralized process. Those
forms continue to exist today and are the accepted documentation by the states, the SEC
and the self-regulatory organizations (the “SR0s"), although modified over time to
accommodate revised regulatory and industry needs. The forms include the Form U4
{(Uniform Application for Securities Industry Registration or Transfer), the Form U-5
(Uniform Termination Notice for Securities Industry Registration) and the Form U-6

' (Uniform Disciplinary Action Reporting) to be used only by regulators and SROs.12

Over the next few years, the initial 15 performance functions were supplemented
to expand the functionality of the CRD to accommodate a more efficient transfer
process for agents without disclosure items (i.e., the Temporary Agent Transfer
Program) and the registration, renewal, termination and reorganization of brokers and
dealers. However, subsequent enhancements to the CRD did not keep pace with the
demands placed on the system, including its use as a regulatory tool by federal and
state regulators and the SROs. Although the CRD has provided a proficient licensing
mechanism for the past 16 years, states have experienced a significant reduction in the
responsiveness of the system in part due to the increasing amount of data maintained
by the system. (See § V., The Growing Demands Placed On the CRD System and Its
Diminishing Returns, infra.)

States viewed the implementation of the CRD as providing a critically important
opportunity, in addition to establishing a streamlined registration process, to develop a
centralized database for ongoing regulatory purposes. One example of the regulatory
advantages provided by the CRD system is that by having all licensing and disciplinary
information regarding any agent readily and centrally accessible, states are able to more
efficiently and effectively perform their regulatory function. This system has allowed
the states to act as a local “network of regulators” screening out problem agents. This
increased efficiency, including the use of a uniform form, a centralized point to remit
information and the speed of processing, are passed on as tremendous cost savings to
the broker-dealer firms.

qualifying examinations have been met, accommodate both system and state approval or rejection of

applications as permitted by the states; For d to appli the or
ppl ion to existing applications, the recei dation and di ination of inf
ined in & unif ination form, a ."r. anda 1 anolicati

notification of the captured data, audit trail capability and the production of various reports based on the
data, ity against thorized access to the system, and access to the original hard copy of data in
the system. CRD Contract between NASDAQ and NASAA, §1.03 (i ing NASAA Resolution of
15 performance functions), June 10, 1960.

s

u See Exhibit E, Form U-4 (Uniform Application for Securities Industry Registration or Transfer);
Form U-5 (Uniform Termination Notice for Securities Industry Registration); and Form U-6 (Uniform -
Disciplinary Action Reporting).



The public interest mandates that states have the authority and opportunity to
apply substantive review criteria to the licensing applications of securities agents. Due
to the uniqueness of each and every application, states must remain flexible in their
review, investigation and decision making process. For example, one application may
disclose a state cease and desist order, an NASD fine and two settiements. Another
may disclose five customer complaints in a eighteen-month period. Yet, another may
disclose a single arbitration. However, the circumstances surrounding the arbitration
may be 8o egregious that it is more troubling than an agent with multiple complaints.
In addition to reportable events, states also take other factors into consideration during
their licensing process such as prior employment history with firms subject to
regulatory action, excessive movement among firms of an agent with past disciplinary
history and other states’ licensing requirements (e.g., special supervision requirements).

Agents do not generally apply for licensure with all states simultaneously.
Therefore, some states may receive an application from an agent who is just entering
the industry and other states may not get an application from the same agent until
several years later. Those states are afforded a better opportunity to evaluate the
applicant’s performance in the industry and take into consideration actions that have
been taken by states having previously licensed the agent.

Each application requires a state to make a determination as to whether to
approve the application, deny it, require special supervision or some other type of
conditional license,!® or recommend the withdrawal of the application. As a result of
the limited scope or inadequacies of the information contained on the CRD, often a state
needs further information on the reportable events or disciplinary history in order to
make an informed licensing decision.14

Other factors may also need to be considered when evaluating reportable events
or disciplinary disclosures. For example, a state may need to evaluate the disclosures in
relationship to the number of years or time the agent has spen in the industry, whether
the disclosures seem to be tied to the sales of a particular product, whether a pattern of
individually minor infractions, considered collectively, demonstrate a trend of abuse
due to their type or the time period in which they occurred, or whether disclosure of
customer complaints appear to be related to a decline in the market. Any attempt to
develop and apply a single standard of review to cover all of the variables and
scenarios that are raised in the licensing process would result in either the application of

B Gee ExhibitF, Example of a Conditional Registration Utilized by the State of Michigan.

u See Exhibit G, Example of Additional Information Requested by States Due to Summary
Information of CRD Printout.
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overbroad and onerous standards of review or extremely narrow and inadequate
standards.

It is also important to note that no other regulatory body performs the sante or
comparable value-added service to investors and the marketplace provided by the
states in the licensing area. State regulators screen out agent applications that have

unacceptable previous violations and either deny or request withdrawal of the
lication or re 1 itions be met for the 1 to The

does not license agents, and the CRD system performs only preliminary checks upon
which the NASD Regulation, Inc. ("NASDR") relies for its approval. In addition, the
NASDR can only deny an application based on statutory disqualifiers, which are
limited in scope.’® The NASDR cannot, for example, deny an application based on the
thousands of state administrative actions taken annually, or the thousands of arbitration
actions.

The exercise of state licensing authority over agent applications is also subject to
statutorily-required due process, Although a state may decide to deny an application
based on disciplinary history or disclosable events, the applicant is afforded notice and
an opportunity for a hearing. To deny the license, the hearing officer has to make a
finding in the public interest and that the applicant has engaged in dishonest or
unethical practices or other statutory violations, This finding is then appealable to state
court. However, Wpon making an initial determination to deny an application states
will typically provide the agent an opportunity to withdraw. As an alternative to
withdrawing an application, some applicants may be given the opportunity to enter
into a conditional registration agreement which subjects the agent to increased scrutiny.

The following is a summary of some specific state licensing cases demonstrating
the types of licensing decisions state securities regulators are faced with everyday and
the types of actions they take on applications. (Other examples are found in Exhibit H.)
The actions represent instances in which state securities divisions have denied initial
registration based on disciplinary history or reportable events, granted conditional
registration (e.g., required heightened supervision, routine disclosure of customer
complaints to division), or requested that the applicant withdraw the application. The
agents listed below were approved by either the NASD or NASDR (depending upon the
date) at the time the state initiated action.

Alabama

. Vernon L. Schisler, Alabama issued a notice of intent to deny Schisler’s
pending broker-dealer agent application based on numerous customer

B See15USC. §78c(a)(39).
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complaints alleging unauthorized trading. Schisler withdrew his
application.

Arizona

. John D. Jacobs. Jacobs, working from a Chicago, Illinois branch office of
Oppenheimer, was found to have churned the account of a 63 year-old
widow. Jacobs was forced to withdraw his agent license in Arizona and
may not reapply for a period of at least three years.

Arkansas

. Elmer Anthony Brown. Brown was found to have engaged in
unregistered transactions and engaging in dishonest and unethical
business practices. Arkansas denied the application for licensure.

Colorado

. Douglas A. Glaser. Colorado denied Glaser’s application for licensure as a
broker-dealer agent because Glaser failed to disclose on his Form U-4 the
existence of a pending criminal action against him (People v. Douglas A. -
Glaser, No. 96 F 978 (Arapahoe Cty. Dist. Ct.)).

Connecticut

. George Clark Bryant. While at Merrill Lynch, Bryant's previous firm, he
caused the broker-dealer to issue checks drawn on client accounts without
client authorization, and “borrowed” $291,300 from a client without
authorization. Connecticut denied Bryant's application for licensure as a
broker-dealer agent.

Delaware

. Marc Nemeth. Nemeth’s CRD report revealed the existence of 11
disciplinary occurrences, all of which were criminal charges, including
two felonies. Delaware denied the application of this agent.

Florida

. Applicant A. A, an agent of a NYSE member firm, was charged by the US
Marshall for theft when applicant purchased 20 stolen airline tickets and
subsequently resold 12 of them. Florida requested and received
withdrawal of A’s application.
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Georgia

Norman Gatj. Gati, a PaineWebber agent, amassed the following record:
a $27,000 settlement of an unauthorized trading complaint; a pending
complaint alleging misrepresentations, unsuitable trades, and
unauthorized trading from May 1990; and a NYSE complaint alleging
churning and unsuitable transactions. Georgia denied Gati’s application
due to disciplinary history and reportable events.

Hawaii

Vaughn Lee Woods. Woods sought registration in Hawaii. Woods was
fined $5,000 and censured by the NASDR for violations of the NASD

_ Rules of Fair Practice. At Hawaii’s request, the firm voluntarily withdrew

Woods’ application for licensure in Hawaii.

Illinois

Min Gyo Kim. Application for broker-dealer agent license denied. Denial
was based on a NYSE Hearing Panel Decision to censure and bar Kim for
two months from employment or association with a member organization.
The NYSE decision was based upon evidence of unsuitable trades,
churning, failure to follow customer instructions, and unauthorized
trades.

Indiana

Iowa

James B. Chase. The CRD report for Chase revealed numerous customer
complaints and arbitration proceedings against Chase regarding matters
related to the securities business. In response to Chase’s two separate
applications for licensure, Indiana twice sent Notices of Intent to Deny
Registration to Chase.

Jeffrey Jurrist. Jurrist was the subject of a Delaware administrative action.
The decision issued, after hearing, included findings that Jurrist made a
willful misrepresentation of material facts in the sale of warrants to a
Delaware investor. The Delaware Commissioner revoked Jurrist's license.
When Jurrist applied to be licensed in the state of lowa, the Bureau
requested Jurrist withdraw his application based on the Delaware

" revocation. Jurrist withdrew his application.



221

Kansas

Manuel Martin Bello. Bello applied for licensure with Kansas. At the time
Bello was approved by the NASD, he had 10 customer complaints alleging
unauthorized trading. Bello withdrew his application in Kansas upon
receiving notice that staff would recommend denial. Bello amassed five
additional complaints alleging unauthorized trading, unsuitable
recommendations, and misrepresentations since the time of the denial.

Kentucky

George Michael Greco. Greco’s CRD report indicated that he was subject
to a conditional registration by Indiana, and had several customer
complaints alleging misappropriation of customer funds and
misrepresentations, and was under internal review by his former firm due
to outside business activities. Kentucky granted Greco conditional
registration.

Maine

James P. Sheehan. Maine scrutinized Sheehan’s disciplinary history and
reportable events as part of the application process, which revealed
reported incidents involving customer complaints alleging unauthorized
trading, unsuitable investments and material misrepresentations. Maine
requested and received withdrawal of Sheehan’s application.

Maryland

Michael Pugliese. Pugliese submitted an application to Maryland as an
agent of First Union Equities. Pugliese’s application disclosed the
existence of five customer complaints in a two-month period, one of
which alleged unauthorized trading. Maryland offered to grant licensure
to Pugliese, conditioned upon the fact that Pugliese receive special
supervision regarding his dealings with Maryland clients.

Massachusetts

Richard Scott Ginsburg. Ginsburg’s CRD record revealed 11 customer
complaints alleging unauthorized trading, unsuitable trades, material
misrepresentations, and the existence of an administrative complaint filed
by Florida in 1996 for violating the terms of a conditional registration and
a finding by the NYSE of violation of the third party authorization rule in
1993. Ginsburg elected to withdraw his application after discussions with
division staff, despite being registered with the NASDR.

10
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Michigan

. Keith Sargent, On October 17, 1996, the Michigan Securities Bureau
denied Sargent’s application for licensure in Michigan. Michigan found
that Sargent failed to provide proper disclosure of certain federal liens,
despite a request to do so.

Mississippi

. David Lee Stetson. The division review of Stetson’s disciplinary history
revealed numerous disciplinary incidents, including a revocation by the
State of Illinois based on an NASD suspension finding that Stetson
engaged in a trading scheme designed to defraud his employer. The
broker’s firm withdrew Stetson’s application after division inquiries.

Missouri
. Robert S. Finkelstein. Since 1992, Finkelstein applied for licensure with

Missouri on three separate occasions. Fourteen of the incidents on
Finkelstein’s CRD record involved customer complaints, with most either
involving either allegations of unsuitability or misrepresentation. On each
occasion, and upon Missouri's request, Finkelstein withdrew his
application without registration.

Nevada

. Roger Mintzer. Mintzer applied for licensure as a sales representative
with Nevada. It was discovered that Mintzer had not disclosed
revocation of an insurance license. Nevada granted licensure to Mintzer,
subject to a restrictive licensing agreement.

New Hampshire

. Andrew Paul Gonchar. This Oppenheimer & Co. agent applied for
licensure with New Hampshire. New Hampshire requested withdrawal
of the application based on numerous arbitration proceedings and ‘

' customer complaints alleging misrepresentation, unsuitable
recommendations, and unauthorized trading. Gonchar withdrew his
application upon New Hampshire’s request.

New York

. Craig Skinper. Skinner applied for agent licensure in New York. His
disciplinary history revealed that Skinner was a convicted felon (once for
first degree robbery and once for attempted murder in the first degree and
attempted assault in the second degree). The New York Attorney General

11
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determined that Skinner was unfit to conduct securities business in the
State of New York.

North Carolina

. Robert Frances Fox. Fox applied for agent licensure with North Carolina.
A review of the application revealed that the State of Iowa brought fraud
charges against Fox for filing documents with Towa containing material
misstatements. North Carolina requested and received withdrawaf of
Fox’s application.

Ohio

. David ]. Calicchio. In January, 1997, Calicchio sought licensure with the
State of Ohio as a salesman. One month earlier, Calicchio had been placed
in a federal pre-trial diversion program for securities fraud, prompting
Ohio to deny Calicchio’s application.

Pennsylvania

. Leiberbaum & Co. and George Fillippone. Here, the Commission found
that Fillippone filed a false and misleading application with Pennsylvania.
Specifically, Fillippone and Leiberbaum failed to disclose that Fillippone
had been subject of an administration complaint filed by the
Massachusetts Securities Division. Leiberbaum was censured and fined
and Fillippone’s application was terminated.

South Carolina

. John Patrick Clancy. Clancy applied to South Carolina for licensure as a
broker-dealer agent. South Carolina denied Clancy’s pending application
due to the existence of 55 occurrences of disciplinary history and
disclosable events.

Tennessee

. James W. Garofalo, [r. Garofalo applied for licensure with Tennessee. His
CRD report disclosed numerous customer complaints and arbitrations
alleging various abusive sales practices. While undergoing an enhanced
review in Tennessee, Garofalo’s firm terminated his application without
registration.

Texas

. John C. Hopf. Hopf applied for licensure with Texas. Hopf had been
charged and/ or convicted of numerous crimes, including possession of

12
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stolen property, felony burglary, disorderly conduct, petit larceny and
assault. Hopf withdrew his application after staff opposed licensure
based upon his disciplinary history.

Karen Sue Smelker. Smelker applied for licensure with Utah. Smelker had
been suspended by the NYSE and barred from selling limited partnerships
for five years. Smelker was “Terminated Without Registration” in Utah.

Virginia

Michael Erik Murray. Murray applied for licensure with Virginia. The
CRD revealed that Murray was the subject of numerous complaints, had
filed for bankruptcy, and was previously fined by the CBOE for
misrepresenting the risks of investing in derivative securities. Virginia
offered Murray conditional registration. The firm withdrew the
application as neither the compliance officer, the branch manager, nor
firm would agree to supervise Murray. -

Vermont

Greg Weisenberg. Weisenberg sought licensure with Vermont.
Weisenberg had 16 instances of disciplinary history or reportable events,
including actions taken by Illinois, Georgia, and New Jersey, as well as
numerous complaints and settlements alleging unsuitable transactions
and misrepresentations. Vermont requested withdrawal, and Weisenberg
withdrew his application.

Washington

[onathan Dru Lyons. This applicant has been named in more than 13
arbitrations and customer complaints since 1993 alleging a variety of
securities, RICO, and common law crimes, and has been ordered to pay
more than $500,000 to claimants, with many proceedings still pending.
Lyons’ application was withdrawn after requests for additional
information went unanswered.

West Virginia

.

Irvin Goins. A review of Goins’ disciplinary history revealed that Goins
failed to disclose that he had been charged with bank fraud in 1995. The
firm withdrew Goins’ application for agent licensure after discussions
with staff.

13
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Wisconsin

. Ross Mandell. Fourteen of the incidents on Mandell's CRD record
involved customer complaints, with most of these involving allegations of
unauthorized trading. Wisconsin forced Mandell to withdraw his
application for licensure on five separate occasions, due to the perpetual
increase of disciplinary events and disclosable items reported in between
the times in which Mandell submitted applications to Wisconsin.

III. STATE PROCESSING OF AGENT APPLICATIONS USING THE CRD
SYSTEM

A general description of the state licensing process follows.!s In addition to
discussing the general parameters applicable to all states when processing applications,
dependent in large part on the use of the CRD as the processing tool, NASAA gathered
statistical data to quantify the time states devote to processing applications. To that
end, NASAA surveyed 12 states and is providing the Commission staff, for use in its
public record, the statistical data and averages culled from the state responses to the

survey. Some of the more relevant statistical data is represented graphically in Exhibits
Band C.

States categorize agent applications as one of three type for purposes of
processing by the CRD:

o New applications -- individuals applying to a state for the first time; agents
re-affiliating or transferring to another firm that have reportable items or
disciplinary history; and agents who qualify, but do not elect to use TAT.

¢ Renewals - agents staying at the same firm applying for a license for the new
year, because all agent licenses expire on December 31,17 and

e Temporary Agent Transfers (otherwise referred to as the “TAT” program) —
agents re-affiliating with or transferring to another firm that do not have any
reportable events or disciplinary history.

The licensing process applied by the states varies depending upon the category of the
application and the applicants reportable items or disciplinary history.

* See Exhibit I, Flow Chart Relating to CRD Agent Application Processing.

" See note 5, Sup.
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A.  New Applications (Represents Approximately 30% of all
Applications)®®

1 State Licensing Methods

The CRD system provides states with three methods for reviewing new
applications. States are either “manual,” “automatic” or “super-automatic.” The
method the state uses dictates which applications will have to be reviewed by state
personnel before a license is issued. Currently 30 of the 52 CRD jurisdictions operate as
manual jurisdictions.)? In these jurisdictions, all new applications will be reviewed
before a license is granted. Twenty-one jurisdictions operate as automatic
jurisdictions.2 Automatic jurisdictions review only those new applications that contain
reportable events or disciplinary history, and those that contain no reportable events
are licensed concurrantly with NASDR approval. A super-automatic state does not
conduct any independent state review beyond the NASDR’s review.2! Once an
application is approved by the NASDR, the applicant is licensed in the state.

2, NASDR/CRD Approval Process

The NASDR approval process relies upon the CRD to provide checks on some
data fields to ensure they have been answered, determine that certain qualifications
have been met and perform a limited check that certain answers are accurate. In
addition, the NASDR performs a substantive review of the application, but does not
establish the accuracy of most answers, nor does it assure that all answers are
complete,? nor does it have the authority to recognize state administrative actions, such
as denials, revocations or cease and desist orders, as part of their qualitative review.
Therefore, the NASDR “approves” many persons who have state sanctions against
them? or disclose other substantial actions. Once the NASDR has approved an
application, the CRD forwards notice of the approval to the states. States begin their

1 See generally Statistical Data, § IV.D., infra.

g See Exhibit ], List of Manual/ Automatic States for Purposes of CRD Processing of New
Applications.

» Seeid.

a California is the only shhwlud\opentes supa—luhomhnl!y The California Department of

Corporations is currently g this decision with the exp of performi moreofl!sown
gntekeepmgfumﬁon TheDepnnmmtismﬂwpmmsof pl ing a sy i agenl itoring
program to validate the need for a review process in California.

2 ee Exhibit K, Example of Incomplete App of an NASDR-Approved Agent.

B For example, the Iowa Bureau of Securities received an application from an individual whose

license was revoked 18 months prior by the Bureau (Mr. Perosi, CRD# 1416831).
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review and processing of an application at such time. This coordinated effort
accomplished by the CRD's preliminary checks, the NASDR’s approval, and the states’
value-added review avoids a duplication of efforts. It also prevents the scenario of an
agent receiving a state license without being approved by the NASDR,

3. Transmission To The States And Pending Dates

In transmitting the application to the state, the CRD system segregates new
applications into two categories, those with reportable items and disciplinary history
and those without. Applications without disciplinary history or reportable items are
considered “clean-apps” and placed into the states’ “clean queue.” Applications
containing disciplinary history or repomble items are considered “disc-clean apps” and
are placed into the “disc-clean queue.” Reportable items are determined by the
questions on the Form U+4, a coordinated uniform form for the registration of agents
used by the states, NASDR, other SROs and the Securities and Exchange Commission. ¢
Some Form U-4 questions ask for information based on a discrete time period, after
which it is not a “reportable event.” Reportable events cover the areas of criminal
actions disclosures, regulatory disciplinary actions, civil judicial actions, customer
complaints, terminations and general financial disclosures such as a declaration of
bankruptcy or an outstanding lien.

When an application is approved by the NASDR and appears in either the state’s
clean or disc-clean queue it is dated with a state pending date. This date is generally
considered to be the date upon which a state would begin to act on an application.?s
For those states that either by statute or rule have to act on an agent application within
a certain time period (e.g., 30 days), the pending date begins the period within which
the state must act.2

4. How States Process Applications

State personnel begin the approval process by logging into the CRD system and
accessing the state’s acceptance queue, consisting of applications in the clean and disc-
clean categories. States differ as to the number of work-hours expended to review

x See Exhibit E, Form U-4 (Uniform Application for Securities Industry Registration or Transfer);
Form U-5 (Uniform Termination Notice for Securities Industry Registration); and Form U-6 (Uniform
Disciplinary Action Reporting).

g Several states apply the concept “home state rule.” In these states an application is not
considered pending, and a state would not generally act on the application, until it is approved in the
agent’s home state.

» See e.g., UNIF. SEC. ACT, §202(a) (1956, as ded) (“regt effective at noon of
the thirtieth day after an application is filed”); REV. UNIE. SEC. Acr, §208(a) (1985).
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applications depending upon application volume,? the disciplinary history or
reportable items contained in the application,? the need for background checks® and
state personnel resources available.®® As a condition of state licensure, states
predominately require that broker-dealer agents pass an examination that tests an
applicant's knowledge of state securities laws and regulations, along with various
exams required by the NASDR to sell specific securities products.! Applicants’ scores
for this single uniform examination, the Series 63, are reported to the states over the
CRD along with the scores for NASDR-required exams. In some instances, states
require a statement or affidavit regarding compliance with state law as a condition of
agent licensure3 The affidavit or statement may address whether an agent has
conducted business in the state while unlicensed.

The processing of applications by states includes both the formal granting of a
license and reviewing disclosures. Although some states do not approve applications
daily, many still process applications on a daily basis, or almost as frequently, because
when not approving an application state employees are performing a review or
validation of the application.® Generally, CRD operators have the authority to approve

z The volume in some states, like Florida, can be as high as 2,000 applications a week.

» Significant disclosures require closer review and g lly a state req; additional inf t
to the summary disclosure information contained on the CRD. See Exhibit G, Example of Additional
Information Requested by States Due to St y Inft ion of CRD Prit i

L4 For ple, Texas conducts backg; d checks on in-state applicants to make sure no current
state actions are being taken or investigated against the individual

® Broker-denler agent licensing is only one of many responsibilities of state securities agencies.
State securities agencies also license broker-dealer firms, i dvisers and adviser

T i d inations, inspections, and audits of broker-dealer and i adviser
firms. Securities and securities ions are also required to be regi d with the states, unless the
security or securities transaction is a "covered security” or unless an exemption from registration applies.
States also cond i activities ing all aspects of the securities markets, respond
to public inquiries, and provid ducation and small bust . in their jurisdicti
Some states also oversee types of activities, such as regulation of franchises, business opportunities
and mortgage brokers.

a See Exhibit L, State Examinations Required of Broker-Dealer Agents.

u For i Maryland requires Affidavits of Compliance only for agents staying with the same
broker-dealer firm and having a short lapse in their Maryland registration. This procedure provides the
state with an opportunity to discemn if the agent has conducted unl d ). i also req

AfﬁdnvluofCompﬁlme,butonlyifﬂw.gmkhuvaedhdplimryhhﬁ;ry.

» Of the 12 states polled, 6 approve applications on a daily basis, including Colorado, Connecticut,
New York, Ohio, Pennsyt Texas, and Wi in. Of the others, Maine and New Jersey approve
applications 2 to 3 times a week, Florida approves applications twice a week, Utah does it on a weekly
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applications they review that have either no or minimal disciplinary history or
reportable events.* However, applications containing disciplinary history or
reportable events generally require a state to request additional information regarding
the circumstances surrounding the disclosures so the state can better evaluate the
disclosures. In these instances the state usually issues a written request to the broker-
dealer or the agent for the additional information.*® In some states, applications
containing disciplinary information or reportable events are also reviewed by
enforcement personnel or other more senior staff. The physical process to approve
applications by the state is done by a keystroke on the CRD terminal.

5. Review of New Applications With No Reportable Items (“Clean-Apps”)

State review of new applications having no disciplinary history or disclosable
items is dependent on whether a state is an automatic or a manual state. Automatic
states do not review new applications that have no disciplinary history or disclosable
items.3 Once the NASDR approves the application it is simultaneously approved in an
automatic state. Therefore, the clean acceptance queue of automatic states is never
populated with applications because no further action is required. Automatic states
receive notice from the CRD system of those applicants licensed in their jurisdiction.

Manual states review all new applications.®” This decision gives the state the
opportunity to perform a qualitative review even on those applications with no
disclosable items or disciplinary history. States have determined that such a review is
often needed even for clean applications because some NASDR-approved applications
transmitted to the states do not meet cursory levels of completeness, such as incomplete
addresses, partial employment histories, or not meeting the state exam requirements.3

basis and California does not approve applications because of their status as a super-automatic
jurisdiction.

u See ExhlbltC, New Appllahom Filed with the States in One Year, indicating that for the states
surveyed ap with losable events are approved on average in 1.8 days.

» See Exhibit C, New Applications Filed with the States in One Year, indicating that for the states
surveyed it takes on average 455 days for the jurisdiction to send out a first notice to the applicant.

bl There are 21 jurisdictions that are classified as ic and 1 as supe ic. See Exhibit],
List of Manual/ Automatic States for Purposes of CRD P ing of New Applicati

” There are 30 jurisdictions that are classified as manual. See id.

L See Exhibit M, Letter from New Mexico Outlining its Rationale for Switching from “A ic”
to “Manual” for CRD Processing of New Agent Applications to Neal Sullivan, Executive Director, North
American Securities Administrators Assocmhonof May 28, 1997. New Mexico switched from being an
ic state to p ing new lly when it discovered that applicants were being
lmasedhdmxshhmﬂ\outmeehngﬂmumrequmb The state was no longer confident in the
system checks by the CRD and chose to verify for itself that its exam requirements were satisfied.
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In some instances, these applications have not yet received NASDR approval® In
addition, some manual states perform background checks or provide other value-added
services in their processing of clean applications. For example, Texas performs

und checks on in-state new applicants, % and Maine requires in-state resident
applicants new to the industry to participate in a one-hour orientation session focusing

on ethics.4! In I aj ons wi le events or
di I h a inl .2
6. iew of ications With Discipli Hi le

Events (“Disc-Clean Apps”)

The state review process for new applications with disciplinary history and
reportable events is a more involved process and is generally the same in all
jurisdictions, The process begins with the CRD operator reviewing those applications
in the disc-clean queue on the CRD. A preliminary review will determine if the
applicant is not qualified in the specific jurisdiction, whether more detailed information
on certain disclosures or disciplinary items may be necessary, or if additional state
requirements must be satisfied.

Also, the state review is distinguishable from the NASDR's review because of the
limited authority the NASDR has to deny applications based only upon statutory
disqualifiers.® States’ authority for denial of agent applications, in most instances, is
more expansive than the NASDR’s because it includes, for example, a state’s ability to
base its action upon other state administrative actions.# This basis for denial by states
avoids duplication of proceedings and conserves enforcement resources. Also, the
heightened review by state authorities provides greater front end investor protections.

» See Exhibit N, Example of Agent Not Approved by NASDR, Yet Present in State Acceptance
Queue Awaiting State Action.

« Texas does background checks of their in-state appli by ing them through the state
computer system, looking out for any pending securities enf actions or other state investigations.

a The Maine orientation sessions are held every two weeks, but exceptions are made and

depending upon the ci such as ive travel time, can be held telephonically. The Maine
Administrator made a p i i to do this program to impart the importance of ethics in
dealing with clients.

a See Exhibit C, New Applications Filed with the States in One Year.
L See 15 US.C. 78c(a)(39).

“ See Exhibit H, Examples of the “Value-Added" by State Securities Agencies in Their Licensing of
Broker-Dealer Agents.
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An application containing regulatory disclosures is generally categorized as
having either minimal or significant disciplinary history or reportable events. Examples
of an application containing minimal disciplinary history or reportable events may
include an application with disclosure of a personal bankruptcy, a non-securities related
lien, fines under $1,000 or one or two minor customer complaints such as late payment
of dividends or a lack of timely order execution. Examples of applications with
significant disciplinary history or reportable events may include an application with
allegations or findings of fraud, numerous and serious customer complaints especially
in a short period of time, state actions, numerous arbitrations, injunctions, civil actions,
criminal convictions, suspensions or revocations of a license.

Ordinarily applications with either minimal disciplinary history or minor
reportable events are approved at the time they are reviewed. The CRD operator
reviews the application, makes the determination that the reportable items are minimal,
and then approves the license. If the CRD operator does not have the authority to
license applicants with minimal disciplinary history or reportable events, often the only
additional step is to consult with a supervisor. Rarely does a state ask an applicant with
minimal disciplinary history or minor reportable events to submit more information.4s

Applications containing significant disciplinary history or reportable events are
scrutinized thoroughly by state personnel. Often the state will ask for additional
information on the disclosures. The survey revealed that on average it took the states
under five days to internally evaluate the summary CRD information regarding the
significant reportable and disciplinary actions, and put the applicant on notice of the
need for additional information or additional consideration. Generally, states issue a
formal notice regarding the matter to the applicant and his or her firm, but the state
may also call the applicant.# Many of the state personnel surveyed stated that once a
request for more information is made, a significant period of time lapses before they
receive a response, if at all.#? If a response is forthcoming with the additional

s $See Exhibit C, New Applications Filed with the States in One Year. The surveyed states that
maintained internal statistics reported that it takes on ge 1.8 days to app an appli with
ini disciplinary history or reportabl events, while it takes 1.6 days for a manual state to approve
an applicant with no reportable events. The CRD does not disti guish b pplications and
those ining minimal disciplinary history or minor reportable events and therefore cannot provide
statistics on state approval times.

“ See Exhibit C, New Applications Filed with the States in One Year. The date by a state for first
notice or a request for additional information is, on average, for the states responding 4.55 days.

4 See Exhibit O, Statistics Regarding Processing Time for Utah to Request Additional Information
and Response Time by Firms or Agents. For purposes of this study, the Utah Division of Securities
tracked firm and agent response time to requests for additional information for two 2 week periods. The
statistics show that the Division predominantly sends out first notice in 3 days requesting additional
+information, while it took the firms or agents on average over 18 days to respond to the request.
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information requested, the state continues its review and a decision is made to approve
the application, deny it, grant it with certain conditions, such as special supervisory
procedures, or request the applicant withdraw the application.* If the state provides
the applicant with notice of its intention to deny the license, state due process and the
administrative procedures act requirements greatly impact the time frames involved in
arriving at a final disposition on the application.

B. Renewals (A tely 66% of all Applications

When a state grants a license, the license is valid for the remainder of the year in
which it was issued. Agent licenses expire on December 31, and must be renewed every
year.5® The process of getting a new license when the current one expires is called
“renewal.” Agent licenses are renewed on January 1 of the following year and are tied
to the renewal of the broker-dealer firm’s license. Generally, the firm renews its license
and provides a list of those agents that are renewing with the firm for the upcoming
year.5! States handle the end of the year renewal of agents, or the “renewal cycle,”
super-agutomatically. Therefore, all agents renewing with the same firm for the
following year are licensed in the state immediately when the CRD processes the license
and the proper fee is electronically forwarded to the state.

C. Re-affiliations and the Temporary Agent Transfer (“TAT") Program5?
{Approximately 4% of all Applications use the TAT program, the
remaining transfers are included in New Applications)**

State licensing authority is exercised when agents transfer from one broker-
dealer to another. This transfer or re-affiliation with a new firm requires the agent to re-
apply for a license.5* Transfers are processed by all states in the same manner.3 The

“ In the 12 states surveyed, over 3,700 applicants were denied, withdrew, or were granted
conditional licenses in 1996.

b See generally, Statistical Data, § IV.D, infra.

= $ee note 5, supra,

s Maine's Securities Division provides an additional service to agents renewing in its state. The
CRD establishes a date approxi ly 2 weeks prior to the end of the year that all renewal applicatiors

must be submitted to become approved for January 1. Maine allows agents to file directly with the state
subsequent to that date but before year end to assure that the renewal becomes effective.

= See generally, Statistical Data, § IV.D, infra,

s Segnknﬂnghrdusﬁommnpplhﬁmuhlmpmﬂubhnﬂmmlydifﬁaﬂtgimﬂn
CRD system and the volume of agent applications and fers received by the states.

“ See note 6, gupra, for a discussion of licenses tied to firm affiliation.
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transfer process is dictated by the application either containing disciplinary history or
reportable events or in-the alternative being a clean application with no reportable
events. For those transfers with:

¢ No disciplinary history or reportable events — the applicant is eligible for the
TAT program and the agent is licensed immediately.

¢ With disciplinary history or reportable events - these agents are precluded
from using the TAT program and are reviewed by the states as if they were
new applicants.

When the new broker-dealer for a qualified agent utilizes TAT, the transfer is
accomplished upon CRD receiving notice of the transfer by telephone or facsimile and
the NASDR processing the information. Once received, the agent is given a temporary
license and can begin work immediately at the new firm. A final license is issued
automatically within 21 days if all the appropriate filings have been successfully
submitted.56

States participate in the TAT program to permit clean agents to re-affiliate with a
new firm immediately. Although states do not review applications of agents
transferring through the TAT program, they retain the ability to not issue a permanent
license in certain circumstances. A recent example of a state exercising this authority is
the New Jersey Bureau of Securities.” Several agents from a firm expelled from the
securities industry by the NASD attempted to transfer to another firm.5 New Jersey
personnel notified the NASD to deny these individuals temporary licenses. The
transferring agents then had to go through the regular licensing procedure. This is an
example of state license review directed against those firms and agents presenting the
greatest threat to investor protection.

= Transfers are not be reviewed in California regardless of disciplinary history. Being super-
ic, all applications are app d in California once the NASD approves the application.

s The appropriate filings for a TAT are the Form U-4, indicating the transfer, and the Form U.5, a
notice of termination from the agent's previous employer.

= See Exhibit P, Affidavit by New Jetsey Securities Bureau Relating to CRD Transfers.

= The NASD expelled Hibbard Brown & Co. from the securities business for fraudulent mark-ups
of share prices. In addition, the company and its owner were ordered to pay over $8.7 million in
restitution and both the firm's owner and head trader were barred from association with any NASD
members. Wall Street Journal Staff Reporter, N. Issues Fines, ts Hibbard Brown For Fraudul
Prices, WALLST. J., July 19, 1994, Section C, p. 13.
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If a qualified agent has disciplinary history or reportable events, or has neither
but does not utilize the TAT program, the transfer application goes through the same
process at the state level as a new application.®

D. Amendments

Agents must amend their licenses whenever information that appears on the
Form U4 changes or is incomplete. Amendments are required in a wide range of
circumstances, from a change of address to reporting disciplinary actions taken by a
regulator. Thus, amendment filings can be very numerous. States do not review
amendments because the CRD system does not present a viable review procedure. (See
§ IV., Diminishing Returns of the CRD, infra) The inability of a state to review
amendments in a timely manner, particularly disciplinary matters, can lead to
prolonged review when an agent re-affiliates with another firm.

E. Statistical Data

For the purpose of the Uniformity Study, NASAA surveyed 12 of its member
jurisdictions to provide statistical data for this submission. The states that participated
were: California, Colorado, Connecticut, Florida, Maine, New Jersey, New York, Ohio,
Pennsylvania, Texas, Utah and Wisconsin. The primary criteria for selecting these states
was to achieve a geographical diversity, mixture of methods for processing applications,
and have representative jurisdictions that are considered small, medium and large states
in the number of licensed agents, including those key states that represent the highest
volume of applications. © '

The data gathering process was significantly more difficult than first expected.
The current CRD system does not maintain many categories of historical statistical data.
With the help of several state staff personnel,6 NASAA was able to construct an

% All new applications with disciplinary hnﬁory or reportable items will be reviewed by state
personnel. In the rare case of a transfer without disciplinary history or reportable events not using the
TAT program, their application would not be reviewed in an automatic state but would be reviewed ina
manual state.

L Method of p ing: 6 | states - Florida, Maine, New Jersey, Ohio, Texas and Wisconsir;
S ic states - Colorado, C: ticut, New York, F ylvania and Utah; and 1 super-automatic
state - California. Licensed agents for 1996: Large (over 100, 000) California, Florida, New Jersey and New
York; Medium (between 50,000 and 100,000) Colorado, C: ut, Ohio, P ylvania, Texas and
Wisconsin; and Small (under 50,000) Maine and Utah. Number of applications for 1996: htge (over
150,000) California, Florida and New York; Medium (between 75,000 and 150,000) Colorado, Connecticut,
New Jersey, Ohio, Pennsylvania and Texas; and Small (under 75,000) Maine, Utah and Wisconsin.

a NASAA would like to thank the staff members from the many states who were enormously
helpful in providing licensing data and CRD statistics. Specifically, NASAA wishes to thank the
following individuals: Denise Alaimo (Texas); Blake Campbell (California); Salvatore Cannata
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approach to obtain comparable information from the different jurisdictions. However,
some of the information is internal state statistics, some information is estimated, and
some of the information is averages derived from responses from less than all of the
states because unless certain numbers were maintained internally they are impossible to
determine. For each category of information the process used to obtain the number is
described. The charts, in Exhibits B and C, are graphic representations of the average
amount of time attributable to states in licensing broker-dealer agents, based on the
average of the times submitted by the surveyed states.

Because of the difficulty in gathering comparable information, all states were not
surveyed. The allocation of resources necessary to work with each state to assure
comparable statistics that are based on retrievable state data and some CRD produced
data, plus overcoming the terminology barrier created by the various methods of
licensing provided by the CRD would have precluded NASAA from making its

* submission on a timely basis.

A summary of the major categories of statistical data collected for those states
identified is provided.@ The following is a description of each category and how the
statistics were determined: )

. Total Applications

Description: Total applications represents the total number of applications that
" each state had authority to act upon in 1996. Total applications
includes renewals,s3 new applications,$ and agents transferring
under the TAT program.®

(Connecticut); Maurice Cox (California); Pamela Epting (Florida); Michael Gunst (Texas); Kenneth
Hojnacki (Wisconsin); Ed Jaffe (New York); Matt Jenkins (Utah); Dale Jewell (Ohio); Verle Johnson (New
York); Ron Jones (Michigan}); William Leber (Ohio); Sheryl Lemon (Colorado); Melanie Senter Lubin
(Maryland); Gary Marquett (lowa); Martha McVeigh (Rhode Island); Paul Schwartz (Pennsylvania); Rhea
Shelton (Virginia); Sonya Still (New Jersey); Greg Toms (Washington) and; Michael Vargon (New
Mexico). .

@ See Exhibit Q, State Survey Data.’

© Renewals represents the agents that renewed their licenses for the 1996 calendar year in each
jurisdiction. Agent licenses are valid in most states for only one year, and each agent that wants to
continue to be licensed in a jurisdiction must renew his or her license on January 1st for the upcoming
year. .

L] New applications include persons applying to a state for a license for the first time and
reaffiliations or transfers not relying or not eligible for the TAT program.

& The TAT program permits agents already licensed in a state without disciplinary history or
reportable events to fer to ther firm i diately.

Y
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Method: This rumber is the sum of the state’s 1996 Renewal Roster, %
internal state numbers for number of new applications for 1996,
and an extrapolation of a two week sample of the number of TATs
in each state to cover a one year period.$

¢ Renewals and TAT
Desmptwu. Renewals and TATs are a subset of the total application ca

ﬂnsnumburepresmhﬂ\enumberofagenmwlnhavemwed
forl996andtheestinmﬁdnumberofTATsdutoccurxedh\1996.

appliuﬁm repmema a mnjonty of all applications that a state can
process in any given year. For the 12 states surveyed, renewals and
t gyer all -

Method: The process to obtain this data is discussed under Total
Applications. :
. New Applications
Description: New applications as defined previously represent the total number

of people applying to the state for the first time and transfers that
can not or do not rely on the TAT program. Approximately 30% of

“- The Renewal Roster i sent to each siate by the NASDR early in the calendar year, It lists afl the
agents that have renewed their licenses for the upcoming year, in this case for 1996.

o mmﬁmawmhlmhmmabkfmmhmsym Foﬂumuelynn
the siates y on the of new applications that came th
ﬂ\esme. Sonnmlmtdhu&pmduuhthﬂlknumbu Somnhtudomkupmﬁsﬁaon&e

' ‘butnﬂumhenumbuohgmhlpprovd,wlﬂtdnwn,otdmhd
licenses. hﬂmm&nmﬁewﬂl ctually have reviewed more then
mdhnpﬁhtﬂnmﬁwdin!%mﬁanymh&lmh&mamﬁonmm&b

d withdrawal or deny the ay NASAA believes that the number of these

arry—omnppﬂmmhhuiym

- The number of TATs for a nne-year period is also not easily retrievable from the CRD system. It
is retrievable from state records, but that process would be very tinw consuming. NASAA decided that
because the number of TATs in a year is a very small portion of the total applicants, that estimating this
number is sufficient. To estimate the TATs, each state counted the number of TATs in & 2 week period in
February and multiplied that number by 26 to arrive at an estimate for the entire year.

#  SeqExhibit B, Total Agent Applications Filed with the States in One Year.
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all applications fall into this category. New Applications are
further categorized by the CRD system as being clean, that is
having no reportable or disciplinary items, and disc-clean, or
having reportable events such as disciplinary.

Method: The method for obtaining this information is discussed in the Total
Applications section above.

Percentage of New Applications with No Reportable Events of the Total Number
of New Applicatio;

Description: Approximately 30% of all applications a state has the authority to
process are new applications. Of that 30%, approximately 85% of
those applications have no disclosure items, including disciplinary.
The significance of an application containing no disclosure items is
that in an automatic state these applications are immediately
licensed upon NASDR approval.

Method: This statistic was generated from internal state numbers. It is not
obtainable from the CRD system. Seven states responded to the
question and of those seven, four of them kept this figure while the
other three derived it as an educated guess based on other statistics
they kept.

Days To Approve New Applications with No Reportable Events

Description: This number represents the number of business days it takes the
surveyed states to grant a license from the time it is pending in
their state. For super-automatic and automatic states it takes no
time to approve these applications because no state review is
necessary. For manual states the days to approve varies depending
on any other reviews or checks that are done on the application.

Method: This statistic is based on a state’s application review procedure.
That is if a manual state cleans out its clean queue on a daily basis
and approves the application the same day it takes only one day to
approve the application. An example of a state that takes more
than one day to approve new applications with no reportable
events is Texas. Texas on average takes two days to approve these
applications. It takes two days, because the application is printed
off on the first day and then later that day a background check is
done, and then on the next day, day two, it is approved when the
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CRD operator enters the system to retrieve the applications tor that
day.

Percentage of New Applications with Minimal Reportable Events of the Total
Number of New Applicati

Description: As discussed in prior sections, reportable events can generally be
classified as either minimal or significant. Those applications with
minimal reportable events usually do not trigger extensive state
review.

Method: This is also an internal state number. This type of information is
not gathered or maintained by the CRD system.

Days To Approve New Applications with Minimal Reportable Events

Description: 'The number of business days it takes a state to approve a license
when the application contains minimal reportable events.

Method: This statistic is based on the states’ practice for reviewing
applications. Many states approve applications disclosing minimal
reportable events when they first review the disclosures. That is
why this statistic is very close to the approval time for applications
with no reportable events.

Percentage of New Applications with Significant Reportable Events of the Total
Number of New Applications

Description: This number is the percentage of new applicants that have
significant reportable events. Because of the disclosures contained
in the application a heightened state review is usually done.

Method: This is an internal state number, but can also be estimated by
interpreting the number of requests for additional information (see
below) as being those applications that have significant disclosable
items.



Description: Generally, these agents are requested to provide additional
information for the state to base its licensing decision on. This is
the number of business days it takes a state to send out 2 letter or
call the agent or firm requesting additional information.

Method:

Total Num

License

This is an internal state number. Many states send out certified
letters requesting the information, while others send the request
out in ordinary mail or telephone the agent. State practices differ
as to when and how to send the request for additional information.
Some states do it the same day they review the application, while
others do it on a weekly basis.

li Wi, D, or Granted a Condi] ]

Description: This number represents the number of new applicants that did not

Method:

receive licenses or were granted conditional licenses for various
reasons, usually because of disclosable items like disciplinary
history. Agents usually withdraw their applications on a state
recommendation to do so. Denials are based on statutory grounds
and sometimes administrative or judicial hearings. Conditional
licenses are agreements between the state and the agent to comply
with additional requirement(s) to be licensed. Conditional licenses
commonly take the form of increased supervision by the firm or
restrictions on the agents activities, such as a limit on what types of
securities the agent can sell.

This is an internal state number.

IV. THE GROWING DEMANDS PLACED ON THE CRD SYSTEM AND ITS

DIMINISHING RETURNS

The total number of licensed agents in 1981 when the CRD began processing

agents was 220,000. By 1997, the total number of licensed agents has grown to
approximately 550,000. This growth has placed great stress on the CRD system and its
technology. As a result, the significant benefits provided by the CRD as a one-stop
electronic licensing system are being constantly challenged and diminished by system
glitches and the cumbersome technology offered by the current CRD. (Butsee§ V., The

2
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New Redesigned System, infra, for an explanation of the increased efficiencies to be
provided by the upgraded CRD system to regulators and industry alike.)

Not only has the dramatic increase in the number of licensed agents caused the
CRD to maintain an overwhelming amount of data, but the adoption and
implementation of new regulatory requirements, such as continuing education
requirements, has put additional strains on the system.”?® The result is a loss of the
timeliness and efficiency an electronic system should provide. Despite this overload of
information and the desperate need for a significant overhaul of the technology and
design of the CRD database, relatively unchanged since its inception, states are still
efficient and effective in licensing and monitoring broker-dealer agents. Overall, the
current system causes the states to be less responsive to regulatory and investor needs,
as well as industry concerns, than if states were provided with more effective tools. A
brief description follows of some of the difficulties with the CRD system that cause
delays in processing applications; a delayed reaction to disciplinary events; less reliance
on the system to perform preliminary checks; and more reliance on internal state
processes.

A, Difficulty: Redundant Data Entries and Inability to Profile Data

One of the biggest concerns of states with the current CRD system is their
inability to efficiently track and thus, react to either problem individuals or specific
types of disclosable items, especially disciplinary events, on a more timely basis. The
reason for this is two-fold; (1) the redundant manner in which the data is captured by
the CRD, and (2) the fact that the CRD system does not provide states with a practical
mechanism to profile the type of disclosable events or individuals that require
additional scrutiny.

L Redundant Data Entries

The repetitive nature of the CRD database makes the review of an agent’s
application more complicated than one might expect. Due to the manner in which
information contained in the regulatory filings is captured by the CRD, a single
application becomes part of an agent’s comprehensive CRD record which can be
extremely duplicative. For example, in addition to the original licensing application,
agents are required to file an amendment to their Form U-4 when information
previously disclosed becomes either incorrect or incomplete. When an agent files an
amendment to report a disclosable itern, that same item may be reported on one, if not

b See Exhibit R, State Examples of CRD System Failure. Pennsylvania’s inability to retrieve daily
statistical data on agents for a six month period and Rhode Island’s reoccurring system failures.
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several other forms by the employing firm (Form U-5),” a regulatory body (Form U-6)"
and even,a subsequent amended Form U4 as the agent’s response to the Form U-5.

~fterefore, a single occurrence may result in the CRD capturing the same

' information on the particular occurrence many times and not just supplementing the

) o;lpnalhfonnaﬁonvdﬂuddlﬁmulh\fomuﬁonmﬁvedbylddlﬁomlﬁlm Thus, a
CRD'*run” or'the information contained on the CRD for any particular agent is
extremely redundant and difficult to read and decipher.” This adds unnecessary time
and cost to the industry and the states.

All filings are captured and maintained by the CRD in a central database, with
litde ability to differentiate among existing and amended information. For example,
amendment filings may include address changes, phone number changes, disclosures
regarding minor rule violations by SROs, disclosures about minor infractions with the
law such as an arrest for disturbing the peace or a misdemeanor conviction for youthful
pranks. However, other amendments may relate to disclosures regarding a state action
for market manipulation, private litigation relating to fraud, criminal arrests for armed
robbery or other egregious actions:

The CRD system segregates amendments that update disclosure items from
those amendments that relate exclusively to updating administrative items. The CRD
does not permit states to make any distinction between disclosable events that may not
be reportable under the Form U-4, those that represent minor disclosable events and
those that represent significant disciplinary occurrences. Therefore, a state is forced to
either review all such amendments relating to all agents licenged with the state to
determine whether the amendment relates to activity that needs to be addressed
immediately, or opt to review the amended disclosure at another manageable time. It
would be very time consuming, especially for a state with a high volume of
applications, to review all amendments as they are filed. Therefore, generally, states
review amended disclosures upon the filing of a transfer application or if otherwise
made aware of an amendment containing disclosures that raise regulatory concerns. As
a result, some disclosures may go unaddressed until such time as an agent transfers
firms and a discrete application containing those disclosures is in front of the state
rather than isolated amendments. Thus, the lack of functionality of the CRD (i.e.,
inability to profile) is also burdensome to the industry.

n Sge Exhibit E, Form U-4¢ (Uniform Application for Securities Industry Registration or Transfer);
Form U-5 (Uniform Termination Notice for Securities Industry Registration); and Form U-6 (Uniform
Disciplinary Action Reporting).

n Seeid,

n See Exhibit S, CRD Printout of a Single Agent.
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. inefficiency of the CRD is that the system provides only summary
information reported disclostures taken directly off the forms filed by the
agents and the firms. The current CRD does not capture and retain the primary
documents underlying the disclosures (¢.g,, complaint letters, settlement agreements,
orders, etc.), nor is the accuracy of such information checked. Therefore, a separate, off-
line request must be made by the state to the agent or the firm directly to receive more
detailed and independent information on such events. Without such information, a
state would be forced to make a determination about the significance of the event based
.only on the summary information.? ’

When a state evaluates an application with disclosures and makes a
determination that additional information is necessary, a written request is sent to the
agent or the firm. Many states also call applicants to provide them with more prompt
informal notice that additional information is necessary: As is demonstrated in Exhibit
C, the average time it takes for a statp to review an application and make a preliminary
evaluation of the discl and provide first notice to the applicant that more
information is necessary is only approximately five days. After the notice is sent by a
state, however, states may not receive a response for a significant period of time and
sometimes not at all.”™

The following specific state example puts in perspective the difficulty facing state
personnel who attempt to review and act on applications on a'timely basis.
Furthermore, if a state reviewed all filings, applications as well as amendments .
containing new disclosure, as they are made, the task would be overwhelming without
the ability to categorize CRD data yet to be implemented by the CRD redesign.

The state of Florida has approximately 153,000 licensed agents and receives 1,500
to 2,000 applications each week. As a manual state, each new application must be
affirmatively approved, although TATs and renewals are automatic through the
CRD. (Reasons for being a manual state and reviewing all applications, as
opposed to being automatic and allowing the CRD to clear applications without
disclosable events is set forth below.) A significant amount of staff time is
necessary fo process the large number of applications. The state first must

» See Exhibit G, Example of Additional Information Requested by States Due to Summary
tion of CRD P

Inf

» See Exhibit O, Statistics Regarding Processing Time for Utah to Request Additional Inf th
and Response Time by Firms or Agents. State tracking response time to request for additional
information from broker-dealers and agents. On average it took over 18 business days for a response
from the applicant or his or her firm.
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determine that the agent is properly qualified and review any disclosures that
were required to be made. Depending upon whether any of the applications have
any or other disclosable events, the applications may require further
review. If significant disclosable events are included, a review of background
information relating to these events is necessary. As previously explained, the
mere process of sorting through the CRD run summarizing the occurrences is
time consuming and many times not very informative. Thus, depending upon
the number of applications having disclosable events and the type of events, the
amount of staff time necessary for review could be significant because the CRD is
not able to profile certain disclosures and receive on-line back-up information.
Despite the technological deficiencies, Florida generally approves those applicants
with no reportable events within 2.5 days and those with minimal reportable
events within six days. .

The numerous amendments filed with the CRD that are associated with those
153,000 licensed agents, but would be in addition to the 1,500 to 2,000 applications each
week. Furthermore, it is impossible to quantify the actual number of individual CRD
screens or actual pages that would relate to those amendments. They too could be
numerous per each amendment. In fact, in anticipation of the implementation of the
redesigned CRD that promises better functionality for reviewing amendments, several
states attempted to test how long it would take to review amendments on a routine
basis. None of the states were successful because the system did not allow the states to
clear away the backlog of amendments in the system in an attempt to move forward.

A related scenario arises at the end of each calendar year when agents renew.
Ongce again, using Florida with approximately 153,000 licensed agents as an example, it
would be virtually impossible for the state to review all renewal applications from the
time they are filed before the new calendar year to grant a new license. Therefore,
without the more efficient screening tools, states are severely handicapped in their
review of filings by the existing computer system.

C.  Difficulty; Disappearing Agents

When an agent files an application with the CRD and designates a state for
1i , the application is not filed with that state until the CRD checks the application
for certain data deficiencies. The CRD system controls the movement of an application
through the clearance process by reading the “date stamp” portion of a particular
application at different stages of the process. The date stamp is generated automatically
by the system at every level of the application review process. The “disappearing
agent” occurs when a state’s pending status for any particular application is a date prior
to the NASDR approval date and the system does not recognize that state approval has
been requested. The application will remain in the state’s deficiency queue and unless
directly contacted by the firm or the applicant, the state will not be on notice to review
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the application because the application does not appear as if it is pending before the
state. Thus, the “disappearing agent.”™

The unfortunate outcome of this system flaw is the time delay to the agents who
experience it. Those agents wait for state action on their application only to be
frustrated by no response from the state, they eventually call the state to determine the
status of their application, at which time it is first discovered that the application should
actually be pending before the state and not deficient. Only technological
improvements can correct this unfortunate circumstance.

D. Difficulty: Incomplete and Unreliable System Checks

As the front-end processing tool, the CRD system is designed to perform

preliminary checks on all applications. This procedure, although helpful to the states in
screening applications, does not provide the cor ve check that
many states require, mrdoesxtd\eckthemcuracyofmostamwers,normsomestates
confident that the system checks are performed consistently and without error. Due to
these concerns, as discussed below, certain states have chosen to be manual approval
states rather than automatic approval and all states must be alert to possible glitches in
the system that cause a breakdown in the normal processing routine between the CRD
and the states.

» The following is a description of the actual systematic problem that causes the “disappearing
agent.” Atthepointmapplkaﬁonnreouvedbyﬂ\eCRDlyshem,ﬂmappbuﬁonhdaeeshmpedwnth
an NASDR status date and the th ndeﬁdmtbyﬂleCRDsystun.
Whmﬁ\eCRDchusﬁ\eﬂlh\gfmoerhhdnhﬁelds thelyshmnmvaﬁ\e don from the defici
qumbd\eNASDRpemﬂngcpmandﬂlelpplhﬂvnuhtusdnh,ehbﬁsheddmughd\edne
stamp, is updated as of this date. At the same time, the system will check the application to determine
what state have been req: d and the system will transmit the application to those states
byphdngitind\eshu’deﬁumcy ueuamdaelmadneshmpforﬂmdne. Theshns,nthnt
time, are technically in receipt of the application although the ap jon is not yet p g before the
lhtubeauaetbeNASDRhu\otyafmshedibpnhmmrythofﬂ\eﬁ]ﬁ\g

OmeﬂueNASDRmmpkminmkwofﬂuappﬂmmnformhmmbshnuvedhdommif
any, to the applicant is disqualified, the agent application is moved from the NASDR
pend.ingqueuebhNASDRlppmdqmnndﬂ!symuutsndahshmpofd\eNASDR
approval mmMmﬂulpphﬂonmﬂnmudeﬁchryquﬂub&esmu‘
approval queues and notify the states el ically that the jon is pending and ready for state
review. Mwmtwhkhmggm&emmﬂhnpphaﬁonﬁomhshwdgﬂdemqub
the states’ approval queues is the NASDR status change from pending to app
periodically

hmmmlmﬂﬂmeanpphﬁonmm
mmnhpmdhghlmubdouﬂmlNASDRlppmd(d&mghiﬁsnot) and when NASDR
lis ed, the defici withﬂnshhwid\mmﬁmbdleahheﬂmﬂn
appﬂaﬁonisripehmtzmhwmd, g. States have reported these “di
somewhat of a routine basis.

g agents” on

PP
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1. Manugl vs. Automatic States

1

States may select whether they want new applications having no reportable
events to be approved automatically by the CRD system (“automatic” states) or only
after the state reviews the application and affirmatively approves it (“manual” states).
Due to the overwhelming number of applications that have no disclosable events, the
additional resources necessary to be a manual state are considerable. Those states that
have the ability to allocate personnel resources to perform the “manual” review choose
to do so to provide a more thorough evaluation of all applications before them as part
of their “gatekeeping” function of licensing agents. In addition, some states have
determined that being a “manual” state is necessary because of the lack of confidence
offered by the CRD that system checks are being consistently and correctly applied.

Some of the added value manual states are able to provide include: reviewing all
disclosures, including those that may be available because of mandatory fingerprinting
that are not captured on the Form U4 (e.g., nonfinancial misdemeanors); performing a
“true” completeness check on all questions of the Form U4 to ensure full answers (e.g.,
incomplete answers to residential or business addresses);”” checking the accuracy of
answers to the extent possible by comparing agents responses to any databases the state
may maintain internally (e.g., securities enforcement databases, state police databases);
and assuring that all state qualifications have been met, such as exam qualifications” or
restrictions ot dual licensing by an agent with two different broker-dealer firms.

2, Approved But Not Approved: CRD LIMBO

As discussed earlier, most states will not approve an application until all of the
CRD data deficiencies and NASDR disciplinary reviews are completed (j.e., when the
NASDR application status is approved). States do not consider the application pending
for their review until the NASDR review is complete. Some applications, however, are
wrongfully moved into the states’ acceptance queues while the application is still
NASDR-pending. Once the application is moved to the states’ acceptance queues for
approval, the system does not have the ability to change the NASDR status line from
pending to approved. Therefore, the application could maintain an NASDR pending
status indefinitely and appear to the states that the application has not yet been .
approved by the NASDR. The applicant will customarily inquire with the states why
action on the application has not yet been taken. As a result of such inquiries states
learn that the application has received NASDR approval although that is not the status

7 See Exhibit K, Example of I plete Appli of an NASDR-App d Agent. Defici
letters from Jowa to appli ding )! to ions on the Form U4.

-1 'S 1 4 q
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ld See note 36, supra,
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indicated on the CRD system. In those circumstances, the state or the applicant must
notify the CRD to place the application back into the NASDR approval queue so it can
reflect NASDR approval and so indicate to the states.

Once again, the agent suffers the consequences of this system error and is unable
to become licensed by a state until rectified. Reports of these instances are numerous
and only technology changes can correct the problem.

E Difficulty: Inability to Access CRD Data and Generate Reports

Under the current CRD system, a state cannot generate its own printout of CRD
information relating to particular criteria — a report. For example, a state cannot obtain
directly from the CRD a report of all agents currently registered with the state, nor can
it produce a report of all agents with disclosures relating to criminal convictions. The
current system cannot generate reports except upon request to the NASDR creating a
“special order.” This process is neither quick, nor free; a report can take months to
produce and cost the states hundreds of dollars.”

F. Difficulties: Miscellaneous

The current CRD periodically demonstrates through other system glitches the
strain that is being placed on the present outmoded technology .5

V. THE REDESIGNED CRD SYSTEM.

For approximately the past seven years, NASAA has worked with the NASDR
on their redesign of the CRD system, which anticipates not only upgraded technology
but a new format of the database information to allow more efficient interaction with
the data. Although the NASDR conducts the daily operations of the CRD as a system,
the concept of the CRD and the database is jointly owned by NASAA, on behalf of the
states, and the NASDR. The CRD is the comprehensive archives for state licensing
records. As such, the states provide a significant cost savings to the industry because
neither the industry, nor the states (although required to meet state open record and
record retention laws), are required to maintain separate paper filings, either of which
would add costs to the licensing process. Due to the significant changes that have
occurred in technology over the past 16 years when CRD was first designed, the size
and breadth of the database, and the numerous users of the system, the redesign has

» See Exhibit T, State Examples of Difficulties in Obtaining Reports from the CRD. Butsee

processing form and related costs for g ing reports on i agents.

© See Exhibit U, Memorandum Regarding State Difficulties with the CRD System from Denise

Alaimo to NASAA Legal Department Re: Problems with the CRD System.
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taken much longer than expected and has had a few false starts. Most recently, the
NASDR determined that a comprehensive technology reassessment was needed on all
of the NASDR’s databases, including the CRD, to determine the long-term viability of
their redesign approach. It appears that as a result of the reassessment, the
implementation of the redesigned CRD, could be delayed as much as two additional
years.

A description of the enhanced functionality and the new features to be
incorporated into the redesign of the CRD system (despite which technological .
approach is taken) are set forth in an agreement between the NASD and NASAA (the
“NASD/NASAA Agreement”). The three most important features of the redesigned
system include an improved format for the use, display and retrieval of disciplinary
and other regulatory information disclosed by applicants, an expedited relicensing
process, and the replacement of paper submissions which need be inputted into the
CRD by NASDR staff with electronic filings to be made directly by the industry
participants themselves.

A. Improved Formatting, Profiling and Retrieval of Disclosure Information

“The existing CRD system provides regulators with few sophisticated tools to
effectively manage and expedite the licensing review process. One of the goals of
redesigning the CRD system is to enable both industry and regulators to manage an
effective licensing regulatory system. The goal of industry to speed up the registration
process need not be inconsistent with the regulator’s desire to have an efficient and
timely way to regulate this area of the business”#! This quote from the NASD/NASAA
Agreement reflects the need by all users of the CRD for a more efficient system and that
such enhanced efficiency will benefit not only the regulators, but the industry as well.

One of the most fundamental changes to be made to the CRD system to enhance
its efficiency and effectiveness is the creation of a database that is far more interactive
rather than static for the users of the system and one that can profile the data in the
system. “Every CRD user group recognizes that the disclosure information maintained
in the current CRD system is repetitive and difficult to understand. There is uniform
agreement among all CRD users that, in the redesign of the CRD system, disclosure
information should be reorganized and presented in a fashion that properly categorizes
the type and nature of the information being conveyed.”s2 Without these
improvements, the CRD system will remain unable to categorize, retrieve and present
data in 2 manner that could be far more useful to regulators in streamlining their

" See NASD/NASAA Agreement, Relicensing Exhibit at 1 (on file at NASAA).
L See NASD/NASAA Agreement, Disclosure Exhibitat 1.
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licensing process, The ability of each state to customize CRD information pursuant to
their state review criteria is essential new functionality.

In addition, another enhancement scheduled for the redesign is the development
of a “pass-through” function. “If documents, or additional details are requi
regulators, the CRD system will provide a pass-through function to allow the firms to
submit the documentation {electronically or otherwise) to the regulator through the
CRD system. Imaging of standard documentation required by regulators (i.e., court
documnents for criminal convictions) will be utilized to allow the CRD system to
maintain these documents, and associate them with an agent’s CRD record. Users will
be able to determine what documents are on-file with the CRD and may obtain a copy
of these documents from the system through some electronic means.” #

The NASD has also committed to have the redesigned system provide more
timely and informative notifications to the states on new or amended disclosures.® Itis
evident that these additional enhancements to ﬂmCRDwﬂlgreaﬂyasaststabe

personnel in their licensing process.
B. Expedited Relicensing Process

As previously discussed, the current system is too cumbersome to permit states
to review amendments to an initial application at any time other than when an agent
transfers or reaffiliates with a new broker-dealer, or if otherwise notified of an
amendment relating to disciplinary activity. However, with the reorganization of the
CRD database and the additional functionality outlined above, transfer applications
could be processed more efficiently. One of the undertakings of the NASD/NASAA
Agreement, is for the redesign of the CRD to incorporate an expedited relicensing
process for transfers, unavailable currently due to the inefficiencies of the CRD system.

An important feature of the anticipated expedited licensing process is the
availability of a Temporary Registration. The Temporary Registration will permit
qualified applicants to automatically transfer to the new the broker-dealer and begin
transacting business without having their application held up for state review at the
time of transfer. The Temporary Registration requires the applicant to sign an
acknowledgment that certain requirements have been met by the applicant and
understanding and agreeing that the registration is only temporary and can be
terminated by a state at any time. Although presently the TAT system exists to allow
those applicants without any reportable events to transfer immediately, the Temporary
Registration permits states to aliow applicants having reportable events to transfer,

B See NASD/NASAA Agr Relicensing Exhibit at 1.

“ Pe¢ NASD/NASAA Agreement, Disclosure Exhibit at 5.
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recognizing the registration is only temporary and the state can set parametérs for the
types of reportable events that might be unacceptable to permit even a Temporary
Registration.

The Temporary Registration, and the benefits it provides to agents by allowing
them to remain continuously employed, would not possible without the other
enhancements to the redesigned CRD system, especially the reorganization of the
disclosure information in a fashion that properly categorizes the type and nature of the
information.

C.  Hlectronic Filing

Under the current system, agent applications are submitted to the CRD in paper
form. The CRD system, at present, is not capable of receiving the application in
electronic form. This necessitates that the information captured on the paper Form U4
be inputted into the CRD system or “data captured.” Currently, NASDR staff perform
this function. Thus, before an agent’s application can even begin to be processed
electronically by the CRD system, some time delay is attributed to entering the
application into the system.

The NASDR is committed to redesigning the CRD system to permit direct
electronic filing of agent applications by broker-dealers on behalf of their agents. Three
of the primary benefits of electronic filing of agent applications include: eliminating the
time delay associated with transforming a “paper” Form U-4 into an “electronic” Form
U-4; eliminating data redundancy as a result of agents utilizing existing CRD data as
the starting point in making a filing; and eliminating the opportunity for errors
resulting from the additional handling of the application caused by the need for its data
entry into the system.?® Other benefits of electronic filing noted in the NASD/NASAA
Agreement include: more appropriate disclosure data to be solicited from agents
pursuant to revisions made to the Form U-4 in expectation of the redesigned system;
application data to be divided into administrative and disclosure categories; and all
users will be able to print a copy of an electronic form as of a given time.%

As noted above, the redesign of the CRD system is anticipated to resolve many of
the issues outlined in the previous section. The states, through NASAA, have
committed significant time and resources to the CRD redesign effort in order to bring-
the new system on-line as soon as possible. As efficient as the states are today in

- As noted in-the NASD/NASAA Agr “This e} will i the

efficiency of the licensing p both by elimi ',ﬂ\eburdmofpl?;r'%lr;oeningmdbymmﬂu
filing data available more quickly to CRD States.”

L See NASD/NASAA Agreement, Electronic Filing Exhibit, at 3.
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licensing agents, the redesign of the CRD will further facilitate agent licensing, as well
as provide states with a better regulatory tool to enhance investor protection.

VL CONCLUSION

States are uniform, “consistent in conduct or opinion,”¥ in their licensing
of broker-dealer agents. All states require the Form U-4 as the uniform
form to license agents, all states process applications through the CRD system, all states
accept fee payments electronically through the CRD system, and if an exam
requirement exists, all states require the Series 63 exam or accept the Series 66 in its
place.

Licensing stapdards ave also predominantly uniform amongst all jurisdictions,
but in the instances of non-uniformity, the state securities agency is adding a much-
needed screening of agents to protect the citizens of the state. States can best monitor
the Jocal trends in the industry as the regulator who has hands-on knowledge at the
local level because it receives the customer complaints. States can best monitor the local
trends and be responsive to those trends as the regulator who is directly accountable to
the citizens of the state. The unique position of state regulators as “local cops on the
beat” provides these agencies the unparaileled opportunity to be proactive in agent
licensing and preventing unmeasurable instances of fraudulent or unlawful conduct.

Ms. Blaine, NASAA appreciates the opportunity to agsist the Commission in its
study to Congress regarding state licensing processes of broker-dealer agents. Please
feel free to contact the undersigned at 801/530-6600 or the NASAA Legal Department at
202/737-0900 should you have any questions or require any additional information.

¢cc:  The Honorable Arthur Levitt, Chajrman

¥ Webster's Ninth New Collegiate Dictionary {1967).
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- The Honorable Stephen M. H. Wallman, Commissioner
*'?}:Mhmmm&mm
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The NASD would like to thank the Subcommittee for this opportunity to
testify on micro-cap fraud in the U.S. markets, the nature of the problem and our
efforts to address it. America’s securities markets are essential to the capital
formation process and economic well being of our nation. It is our job to work
together with the SEC, the states, and others to protect investors and the markets
from fraud and abuse of any kind.

Your invitation letter asked for, among other things, our views on the nature
of the problem, including recidivist individuals and firms, the role of the states in
the licensing process, and any potential need for enhanced responsibilities for
clearing firms in this area.

I readily acknowledge that there are some dishonest individuals and firms in
the securities business today. However, let me also say that the overwhelming
majority of individuals in the securities industry are honest, ethical professionals
who treat their obligation to comply with the law seriously and put the individual
investor’s interest first. The problem firms represent a tiny portion of the more
than 5,500 securities firms in this country and are for the most part firms that
concentrate their activities in the securities of thinly capitalized, micro-cap
companies. While these smaller companies may provide significant growth
potential for investors, sales of securities of these companies are also susceptible
to abusive practices such as misrepresentations, manipulation, false price
predictions, and phony guarantees against loss.

As securities regulators we must adopt a “zero-tolerance” approach to fraud.
We must continue to look at ways of improving our enforcement and surveillance,
as well as the rules we adopt to protect investors. We must also look at new ways
of “investor outreach,” so that the individual investor is armed with the
information he or she needs to resist the scamsters and make responsible
investment decisions. I will speak about these matters today.

THE NASD
Let me briefly outline the role of the NASD in the regulation of our

securities markets. Established under authority granted by the 1938 Maloney Act
Amendments to the Securities Exchange Act of 1934, the NASD is the largest
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self-regulatory organization for the securities industry in the world. Every broker
dealer in the U.S. that conducts a securities business with the public is required by
law to be a member of the NASD. The NASD’s membership comprises more than
5,500 securities firms that operate in excess of 62,000 branch ofﬁces and employ
more than half a million registered securities professionals.

The NASD is the parent company of NASD Regulation, Inc. (NASDR), and
The Nasdaq Stock Market, Inc. These wholly owned subsidiaries operate under
delegated authority from the parent, which retains overall responsibility for
ensuring that the organization’s statutory and self-regulatory functions and
.obligations are fulfilled. The NASD is governed by a twelve-member Board of
Govemors, a majority of whom are non-securities industry affiliated. The
NASDR subsidiary is governed by a 24 member Board of Directors, balanced
between securities industry and non-industry. Board members are drawn from
leaders of industry, academia, and the public. Among many other responsibilities,
the boards, through a series of standing and select committees, monitor trends in
the industry and promulgate rules, guidelines, and policies to protect investors and
ensure market integrity.

NASD Regulation

NASD Regulation is responsible for the registration, education, testing, and
examination of member firms and their employees. In addition, we oversee and
regulate our members’ market-making activities and trading practices in securities,
including those that are listed on The Nasdaq Stock Market and those that are not -
listed on any exchange. Although activities involving these securities may be
reflected in different quotation media, NASDR is ultimately responsible for
regulating the trading activity of its members whether it occurs in The Nasdaq
Stock Market, the over-the-counter market, or any other area over which the
NASD has jurisdiction.

The 1,600 member staff of NASDR is devoted exclusively to carrying out
the NASD’s regulatory and enforcement responsibilitics. NASDR carries out its
mandate from its Washington headquarters and 13 district offices located in major
cities throughout the country. Through close cooperation with federal and state
authorities and other self-regulators, overlap and duplication is minimized, freeing
governmental resources to focus on other areas of securities regulation.
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NASDR rulemaking is a widely participatory process with broad input from
industry members, trade associations, other regulators, and the public. By the
requirements of the Securities Exchange Act of 1934, NASDR rules do not
become final until they are filed with and approved by the SEC. The SEC staff
carefully reviews each rule filing and publishes NASDR rules for comment in the
Federal Register.

NASDR has examination responsibilities for all of its 5,500 members. In
addition to special cause investigations that address customer complaints and
terminations of brokers for regulatory reasons, NASDR has established a
comprehensive routine cycle examination program. This program is carried out
through a regulatory plan that focuses each District's examination efforts on the
firms, individuals, issues and practices that present the greatest regulatory
challenges and concerns. Annual on-site inspections are conducted of high
priority areas. In addition, NASDR has established an examination frequency .
cycle for all of its members, which is based upon the type of business conducted
by the member, the scope of that business, the extent of customer exposure,
method of operation, past regulatory history, and other factors. During 1996,
almost 2,400 main office routine examinations were completed and over 5,200
customer complaints and 3,892 terminations for cause were investigated.

Another key factor in NASDR's overall regulatory program involves
developing and administering qualifications testing for securities professionals.
All sales and supervisory persons associated with NASD member firms must
demonstrate a requisite understanding of the products offered by their firms, as
well as regulatory requirements for the functions they are to perform for their
employer-members. Individuals acting in a management capacity must pass the
appropriate principal's examination, while sales personnel must demonstrate
specific understanding of the products they intend to seli and the regulations that
govern those products. In 1996, NASDR administered its 29 different
qualifications tests to 267,000 individuals.

The Nasdaq Stock Market

The Nasdaq Stock Market, Inc., develops, operates, and regulates a variety
of marketplace systems and services. The Nasdaq Stock Market is the largest
electronic, screen-based stock market in the world, capable of handling trading
volume in excess of one billion shares a day. Today, more than one-haif of all
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equity shares traded in the United States each day are traded on Nasdaq.
Companies trading either on Nasdag’s SmallCap Market or the Nasdaq National
Market -- the two respective tiers of The Nasdaq Stock Market - are required to
make extensive financial disclosure and meet well-established listing standards.
As I will discuss, these standards are being strengthened, particularly in the
Nasdaq SmallCap market.

The Over-The-Counter Market

While not part of The Nasdaq Stock market, the NASD has regulatory
responsibilities for what is known as the OTC or over-the-counter market. The
over-the-counter market is a vast amalgam of publicly traded companies that list
neither on Nasdaq por on any exchange. Contrary to a popular misconception,
often perpetuated by unscrupulous operators, the over-the-counter market is not
Nasdaq. The two are separate and distinct. It is in the thinly traded, micro-cap
securities that characterize the over-the-counter-market where we find great
potential for fraudulent activity.

There are several reasons for this. First, thinly traded stocks typicaily have
a small market capitalization. Accordingly, they are more easily subject to
manipulative practices by unscrupulous brokers, issuers, and promoters. Second,
a significant number of OTC companies report absolutely no information to the
SEC, making their financial situation a virtual blank slate to investors. While
some of these companies make financial information available, what reaches
investors is not required to be subject to accounting auditing standards. Third,
there is no minimum price that an OTC company must maintain to trade. Stocks
in the OTC market can and do trade for mere pennies, and indeed the OTC is
where you find the so-called “penny” stocks.

A part of the over-the-counter market is what is known as The OTC Bulletin
Board. While it is a system operated by Nasdaq, the Bulletin Board is markedly
different and separate and distinct from The Nasdaq Stock Market. It is an
electronic quotation service for subscribing members. While the system displays
real-time quotes, last sale prices, and volume information in domestic securities,
there is no formal legal relationship between the OTC issuers whose shares are
quoted there and Nasdaq. The companies need not meet any listing standards to
have their stock included in the Bulletin Board. There are no periodic reporting
requirements for continued inclusion in the service; only limited phone, contact,



257

and address information is available in the OTC Bulletin Board company listings.
This system provides a centralized and automated alternative to the Pink Sheets,
which historically have been published on paper once each day, but which are now
available electronically via market data vendors.

A misperception that is frequently fostered by scam artists is that trading on
the OTC Bulletin Board is akin to trading in a highly regulated market such as
Nasdaq. They will often refer to an OTC stock as listing on “Nasdaq’s OTC
Bulletin Board” or on “the Nasdaq OTC” or some other deliberately confusing
variation that improperly links the two. As I will describe, we are considering
several approaches to more effective regulation of the OTC markets as a whole
and the OTC Bulletin Board in particular.

NASD REGULATION’S ENFORCEMENT RECORD

As these hearings demonstrate, we as regulators must redouble our efforts in
the micro-cap area. NASD Repgulation has already begun to do so. In 1996, we
significantly increased the number of staff dedicated to regulation and
enforcement by adding more than 150 new positions. By the year 2000, NASDR
plans to spend more than $100 million to enhance its systems for market
surveillance and increase examination, surveillance, enforcement, and internal
audit staff.

We are already beginning to see the fruits of our investment. In 1996,
disciplinary actions brought by the NASD reached 1,200, an increase of 12
percent over the prior year. Last year 394 individuals were barred and 204 were
suspended. Disciplinary fines collected increased by almost two-thirds and the
number of firms expelled from the NASD increased by approximately 20 percent.
In addition to disciplinary fines, orders of restitution to investors reached $21.8
million in 1996.

Enforcement Cases

In our focus on the microcap market, we have brought many significant
cases in recent years, including:

Stratton Oakmont — In December of last year, NASD Regulation expelled
Stratton Oakmont from the securities industry. Following our own disciplinary
proceeding and prior actions by the SEC and at least 19 different states, NASD
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Regulation expelled the firm and barred its president and its head trader from the
securities industry. The head trader has appealed the case to the SEC. This case
imposed restitution and fines in excess of $1 million. Another complaint was filed
last year against Stratton Oakmont and others alleging that the firm made
approximately $28 million in illegal profits during the first day of aftermarket
trading of five small stock offerings. Other enforcement actions against those
directly responsible for the firm’s actions are contemplated.

Hibbard Brown — Innocent investors are too often the victims of exploitation by
aggressive sales tactics. This happened with a shell company called Site-Based
Media. Working with the New Jersey Bureau of Securities, the NASD reviewed
over 6,000 trades and uncovered fraudulent tactics by the firm of Hibbard Brown
that generated $8.7 million in illicit profits in just eight days.

Hibbard and its sole owner Richard Brown were subsequently expelled by
the NASD and ordered to pay $8.7 million back to retail customers. Additionally,
the firm’s head trader and Brown were barred and fined. We continue to
prosecute former Hibbard employees for their conduct with the firm. The
investigation brought to light hundreds of examples of improper sales tactics,
ranging from guarantees against loss, to unauthorized trading, to high pressure,
intimidating, fully scripted sales pitches. Indeed, sales reps at Hibbard, in addition
to being required to read from scripts, were encouraged to call customers
continually, even if the customer refused to do business. To date, 13 branch office
managers and registered representatives have been barred for their abusive sales
practice activities. :

A.R. Baron — In May, the Manhattan District Attomey announced the indictment
of A.R. Baron & Co., Inc. and the arrest of 13 individuals for cheating thousands
of investors out of more than $75 million. The individuals and the firm, which is
now defunct, were charged with participating in a pattern of criminal activity.
Included in that pattern were lying to investors to induce them to buy certain low-
priced securities; manipulating the markets in certain micro-cap stocks to benefit
themselves and their favored customers; making unauthorized trades in the
millions of dollars; refusing to honor its customers’ directives to sell securities in
their accounts; outright thefts from investors; and forging documents to prevent
detection of their crimes. Four NASD Regulation examiners from our Chicago
office worked closely with the Manhattan DA throughout this important
investigation.
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NASD Regulation has brought its ewn cases against A.R. Baron, its
principals and reps. In one of those actions, the firm paid more than $1.5 million
in restitution to customers and fines for charging fraudulently excessive markups
in more than 200 separate transactions. Other cases against Baron’s brokers are

still pending.

D.H. Blair — In August, D.H. Blair & Co. Inc., was fined $2 million for
overcharging its customers and for engaging in fraudulent pricing activity. Blair
will repay almost $2.4 million to investors who were overcharged as the result of
fraudulent and excessive mark-ups in 16 securities. D.H. Blair’s chief executive
officer and head trader were also fined a combined $525,000. More than 3,100
retail customers from 43 states will receive restitution payments.

The firm charged excessive markups in 16 Nasdaq SmallCap securities
whose Initial Public Offerings (IPOs) were underwritten by D.H. Blair Investment
Banking Corp. NASD Regulation found mark-ups greater than 10 percent (a level
considered fraudulent) in 14 of the 16 securities that D.H. Blair Investment
Banking Corporation had underwritten. D.H. Blair placed virtually all of the
offerings with its own customers and controlled the after-market trading in all 16
securities, in some cases for up to four and a half months after the IPO effective
date.

As part of the settlement, D.H. Blair is also required to hire an independent
consultant to review and monitor the firm’s trading, sales, supervision, and other
compliance-related policies and practices for two years. This consultant will also
recommend necessary improvements, which the firm must implement.

Test Cheaters — Finally, every investor has the right to expect that his or her
broker is honest and understands the securities markets and its regulations. This is
the cornerstone of investor protection. To fulfill this responsibility, NASD
Regulation last month announced that it had barred, censured, and fined 20 more
registered representatives suspected of paying an impostor to take a qualification
exam on their behalf. More than $1.8 million in fines and forfeited commissions
were assessed against these brokers. This brings to 41 the number of suspected
“test cheaters” we have thrown out of the industry. NASD Regulation has also
worked closely with the Manhattan District Attorney’s office in the indictments of
52 impostors and others implicated in this matter.
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STRENGTHENING INVESTOR PROTECTION

A strong regulatory response is needed to the problems in the micro-cap
market. We have already made this area a prime focus of our regulatory program,
but we need to expand our efforts even further. The NASD is actively studying
this market, particularly the OTC Bulletin Board, to determine what rule changes
and enforcement initiatives are needed to address the problems we see. Investors
need to have access to more accurate and current information about the companies
whose shares trade there. Too often the only information investors have is the
misinformation and hype posted on a stock promoter’s Web page or the pie-in-the-
sky promises made by a brash cold-calling broker.

We must take a hard look at whether there should be higher threshold
standards for including a stock in the Bulletin Board. We will look closely at
whether a company that is unwilling or unable to provide full and timely
disclosure of information to the public or to regulators should be given quotation
visibility on this electronic medium. Such a proposal could limit quotation on the
OTC Bulletin Board to companies filing periodic reports with the SEC or banking
or insurance regulators.

We must also work with the SEC to strengthen the tools we have to keep the
shares of bogus companies from being traded in the over-the-counter market in the
first place. This can be accomplished by toughening and clarifying the rules we
have to prevent broker-dealers from initiating or continuing to quote an OTC
security when they do not have current reliable financial and other information
about the issuer. In particular, we are considering whether to prohibit broker
dealers from recommending a transaction in an OTC security unless they have
first reviewed the issuer’s current financial statements and reasonably believe that
they are accurate.

In addition, we need to explore rule changes that would place tougher new
requirements — beyond the existing suitability requirements — on brokers to
confirm with their customers, based on objective criteria, that purchases of these
types of securities are suitable investments. We are also looking at ways that
brokers can be required to disclose to their customer’s specific information about
these types of investments and their differences from those traded on The Nasdaq
Stock Market. We will determine if there is a need for increased regulation on the
operation of the OTC Bulletin Board, such as the authority for the NASD to halt
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. trading under certain circumstances, including when a foreign regulator issues a
c;{uote halt in the stock for regulatory purposes.
P

Finally, we must be more proactive in educating investors on the specific
and unique characteristics of the OTC equities markets. The NASD has already
begun a program to educate investors about the specific characteristics of the OTC
Bulletin Board, the Pink Sheets, and other quotation media. The program will
emphasize the distinct differences between those markets and The Nasdaq Stock
Market. In addition, the program will describe to investors the risks associated
with the OTC equities marketplace, including that certain issuers in this
marketplace are not subject to listing or maintenance standards.

REPEAT C

One of the best ways to protect the public from securities fraud is to help
ensure that those who have previously broken securities laws are not allowed to do
it again. Securities regulators monitor the activities of past offenders to assure that
they do not repeat their transgressions and cause more harm to investors. This is
accomplished by better regulator and investor access to information on past
violations, punishing repeat violators more heavily, and more closely monitoring
firms that hire past violators. Coupled with these efforts the NASD has a rigorous
process in place that makes it difficult for expelled members or barred brokers to
re-enter the industry. Where barred brokers reappear as promoters and officers of
companies that are suspected of wrongdoing and are beyond our jurisdiction, we
will refer those cases to the SEC and other enforcement agencies.

One of the primary methods of defense against recidivism is to ensure that
violators are widely known to those who must license them or who might do
business with them. Through the NASD’s Central Registration Depository
(CRD), all federal and state securities and futures regulators are quickly made
aware of an individual’s violations. This extensive database, which is presently
being revamped, incorporates an individual’s disciplinary history as part of his or
her permanent record.

This same system also forms the base of the NASD’s toll free Hotline,
which permits investors — without charge — to check out an individual or firm’s
regulatory history, including prior violations, before doing business with them.
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The NASD’s Sanction Guidelines, which are used by its disciplinary
committees and hearing officers to decide on appropriate punishment for securities
violations, also come down hard on recidivism. These Guidelines reflect the
NASD’s belief that a primary objective of its disciplinary process is to deter future
violations by imposing progressively escalating sanctions on repeat offenders.

If an individual defies a bar against working in the securities industry, the-
NASD will then sanction the firm and its responsible principals for employing the
violator. The NASD has brought several cases in recent years against firms who
have employed barred or disqualified individuals, as well as against individuals
who have misrepresented their disciplinary history on their official NASD records.
However, since the NASD is a membership organization, it can only sanction its
members and their associated persons. Thus, if a barred individual engages in
securities fraud outside of a member firm as, for example, a promoter, the NASD
must refer the matter to the SEC, state regulators and, in the most egregious cases,
criminal law enforcement agencies.

Individuals and firms that are barred from the securities industry are
allowed back only through a formal, rigorous process designed to minimize
recidivism. Those who have committed specified crimes or have been barred or
enjoined by the SEC or barred by a self regulatory organization are disqualified by
statute from association with a broker. Reentry into the securities industry aftera .
statutory disqualification is a relatively rare event. For example, in 1996, the
NASD barred 394 individuals. During that same year, the NASD received no
applications for re-entry from individuals that it had previously barred.

A person is subject to a statutory disqualification if he or she has committed
any of the offenses listed under Sections 3(a}(39) and 15(b}(4) of the 1934
Securities Exchange Act or Paragraph II, Section 4 of the NASD’s By-Laws. The
offenses include any felony conviction within the past ten years and misdemeanor
convictions involving securities, theft, false statements, bribery, forgery, and
similar crimes. Injunctions obtained by the SEC, Commodity Futures Trading
Commission, or state regulators against violations of securities and futures laws
and bars imposed by the SEC, CFTC or futures and securities self-regulatory
organizations also constitute statutory disqualifications.

Statutorily disqualified Mdividuﬂs can seek re-entry into the securities
industry through NASD eligibility proceedings. NASDR Member Regulation
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may also bring a proceeding to disqualify from NASD membership a firm that is
employing a statutorily disqualified person. In either case, a hearing is held before
a hearing panel of the NASDR’s Statutory Disqualification Committee. In the
case of an eligibility proceeding, the statutorily disqualified individual and his or
her proposed supervisors are required to attend. The hearing panel obtains
information about the firm, the supervisors, the proposed supervision, and the
individual’s proposed activities to decide on the individual’s proposed or
continued employment in the securities industry.

In both eligibility and disqualifications proceedings, the hearing panel will
make a recommendation to NASDR s Statutory Disqualification Committee,
where it will be reviewed by the NASD’s National Business Conduct Committee,
the NASDR and NASD Boards and the SEC.

The individual must show that the employment should be permitted in spite
of past misconduct, considering the gravity of the disqualifying misconduct, the
time since it occurred, the criminal sentence or injunctive restrictions imposed,
and the potential for future regulatory problems. The individual’s firm must show
that it understands the need for — and has the capability to provide — adequate
supervision over a person with a statutory disqualification.

On August 7, 1997, the SEC approved important changes in the procedures
that the NASD employs to review statutory disqualification applications or to
disqualify firms that employ statutorily disqualified individuals. NASDR’s staff is
now authorized to participate in application and disqualification hearings as a
party. This means that NASDR staff will be able to initiate disqualification
proceedings and advocate a position that it believes the NASDR Statutory
Disqualification Committee should take in eligibility hearings.

NEW NASD RULES TO COMBAT FRAUD IN THE MICRO-CAP
MARKET

NASD Regulation combats fraud in the micro-cap market not only with
enforcement actions directed at specific firms and registered reps, but through
aggressive new rules as well. These rules apply to all of our members and all of
their associated persons. While you requested in your invitation letter that we
specifically address the issue of the responsibilities of clearing firms, we also need
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to report to you on other initiatives, including those involving cold calling,'taping
requirements, the Internet, and listing requirements.

Clearing Firms

A focus of these hearings has been the responsibility of clearing firms, and
your invitation letter specifically requested our views on enhancing the role of
clearing firms in the regulation of thinly capitalized introducing firms. This idea
is one on which we have been already acting. We are working hand in hand with
both the SEC and the New York Stock Exchange to explore imposing, through
across-the-board rulemaking, new reporting responsibilities on firms that act as
clearing brokers for other firms. These proposals would require clearing firms to
provide information that will allow self-regulators to better monitor the activities
of the firms on whose behalf they clear trades - so called “introducing firms.”
Under proposals that that are being considered by our Board, clearing firms will
be required ta report to the NASD or other Designated Examining Authority
certain written complaints that they receive on activities of the introducing firm,
and forward all complaints received to the introducing firm. The clearing firm
will also be required to make available to its introducing firms reports and
analyses of the introducing firm’s own activities.

Taping Rule

‘When we succeed in putting a recidivist firm out of business, our job is not
over. Sometimes the principals in those firms turn around and form new firms
under a different name, other times the brokers go in clusters to existing broker-
dealers. When a large number of these brokers become employed at another
broker-dealer, this raises the risk that their new firm will have significant sales
staff who may not have yet forgotten their old bad habits. In addition to our
statutory disqualification program I described earlier, the NASD Board last month
attacked this problem in a new way by approving and sending to the SEC for its
approval a rule that would require brokerage firms to tape all customer sales calls ~
for two years if a certain percentage of the firm’s brokers worked for firms that
have been expelled for telemarketing fraud or sales practice abuse.
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Telemarketing

. We have seen toc many instances where investors become the unwitting
victims of “cold calls” and high pressure sales tactics. These tactics are used by
certain brokers to convince an investor to purchase stock over the telephone from
a broker they do not know and, in all likelihood, would never want to know.
NASD Regulation has responded to abuses of this type by adopting
“telemarketing rules.” In 1995, we adopted a “cold call” rule that requires NASD
member firms to keep.“do not call” lists of persons who do not wish to receive
telephone solicitations from the securities firm or its brokers. More recently we
have strengthened the regulation of this area by prohibitihg firms and their brokers
from telephoning a noncustomer’s residence to sell securities during certain times,
unless they have the prior consent of the person. In addition, in making these
calls, member firms and brokers must immediately give their names, the name of
their firms, their telephone number or address, and state that the purpose of the
call is to sell securities or related products.

Electronic Media and The Internet

The use of electronic media - including the Intemet and e-mail -- to
disseminate securities related information has grown enormously. This is an area
of concern to NASDR. This year we will implement an automated system that
will greatly increase the range, speed, and early warning capabilities of our
Internet surveillance. In addition to enhancing our technology, we have filed
proposed rule changes with the SEC that require member firms to establish written
procedures for the review of electronic correspondence.

Nasdagq Listing Requirements

In August, the SEC approved new listing standards for Nasdaq listed
companies. These standards will raise financial listing requirements significantly,
eliminate issuers with a bid price below $1.00, and also extend corporate
governance standards to all Nasdaq listed companies. These listing standards,
which do not apply to companies whose shares trade on the OTC Bulletin Board
or the Pink Sheets, will continue to improve the quality of smaller issuers on The
Nasdaq Stock Market.
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Earlier this year, The Nasdaq Stock Market significantly increased its listing
qualifications staff and created and staffed a new Listing Investigations Unit - a
group of accountants, investigators and lawyers who will proactively investigate
the financial reports, business plans and other filings of companies suspected of
potentially fraudulent behavior. Investigations conducted by the Department will
focus on issuers that otherwise comply with Nasdaq’s listing standards, but may
have issued false financial statements or otherwise engaged in fraudulent conduct
to become or remain listed on the Nasdaq. :

" In addition, Nasdagq is completing development of an automated risk scoring
system. This system, which uses advanced visualization tools, identifies
companies with compliance profiles that suggest the need for heightened scrutiny.

INVESTOR EDUCATION

As you can see, investor protection initiatives through new rule proposals
have been one of our highest priorities. We have coupled these efforts with an
enhanced investor education and outreach program through our Office of '
Individual Investor Services. This Office was launched by the NASD in August of
1996 and given a mandate to help focus the attention of the organization and
industry on the individual investor. NASD Regulation believes that one of the
most effective ways to protect individual investors is to provide them with
information they need to make educated and sound investment decisions.

Through this Office, the individual investor has a strong advocate within our
organization.

The foundation of this program is the NASD Regulation Web site
(www.nasdr.com). This site provides investors a basic primer on how the
regulatory process works, how investors can avoid problems before they occur,
and steps they can take should they run into difficulty. The site contains an
overview of NASD Regulation’s activities, information on investing wisely,
timely messages on current regulatory developments, and descriptions of the
arbitration and mediation process. It also allows investors the on-line ability to '
request disciplinary histories of brokers, file complaints, and comment on
proposed rules.

Noting the importance of this information to investors, we have recently
expanded the information available to investors about the disciplinary history of a

s
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member firm or an associated person. Earlier this year, new rules went into effect
by which we will publicize disciplinary complaints at the time they are filed and
non-final “trial level” decisions in cases involving designated investor protection
rules and statutory provisions.

Our Web site is complemented by the NASD’s Individual Investor Services
site (www.investor.nasd.com), which offers training on investment basics,
guidance on working with a broker, market research, and a calendar of investor
events. In addition, the NASD publishes an investor newsletter, makes
presentations, and provides information at investor forums. And, continuing to
focus our efforts on the use of electronic media, NASDR initiated an Internet
Education program. The key element of this program is a brochure distributed
free to investors through the NASD and its member firms either on-line or by
mail. This brochure provides guidelines for using securities information on the
Internet safely.

Another way in which the NASD is trying to educate investors so that they
can protect themselves are two pieces of literature that we have created titled
“There are Rules to Protect You When Stockbrokers Call” And “What To Do If A
Broker Calls To Pitch An IPO (Initial Public Offering).” These short pieces are
designed to be distributed widely to consumers as envelope stuffers or short items
in newsletters, to inform them of the requirements placed on brokers making sales
calls in general or calls for an IPO in particular. We are now working with
utilities in the New York area to include the pieces in their monthly statements.

STATE LICENCING AUTHORITY

Your invitation letter requested our views on whether state authority to
license broker dealers and their registered representatives is critical to protecting
small investors. Your question is timely because the SEC is now studying this
important question under a Congressional mandate from last year’s National
Securities Markets Improvement Act.

Broker dealers and their registered representatives are licensed by more than
one regulator. Federal law requires that all firms doing interstate securities
business must register with the SEC and the NASD. Representatives working for
those firms must register with the NASD and the stock exchanges, who license
them after they complete written exams and background checks.
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In addition, states require licensing of firms and representatives that do
business in their state. Thus, for example, if a registered representative working in
the New York office of a New York firm does a certain amount of business with a
resident of Indiana, that representative and firm must be licensed in Indiana.
Although most self-regulatory organization and state registration is carried out
through the Central Registration Depository system that the NASD operates, not
all states apply the same standards to the firms and representatives that they
review for licensing.

The SEC'’s study of this complex issue is due shortly under the National
Securities Markets Improvement Act. We believe that the Commission would be
best equipped to provide the Subcommittee with assistance on the question that it.
poses, and would refer you to their upcoming report.

CONCLUSION

In closing, I wish to emphasize that the NASD is committed to providing a
fair, well-regulated environment for the trading of all securities, even the most
thinly-traded stocks. We must do this while at the same time providing legitimate
small, entrepreneurial companies access to capital. Significant enhancements to
investor protection have been made in the micro-cap market; however, as these
hearings and our own experience demonstrate, we must all do much more. And
more will be forthcoming from the NASD. Thank you.
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The Permanent Sub ittee on [ igations will hold an overview hearing on Monday,
September 22, 1997 at 1:30 p.m. in SD-342 on fraud in the micro-capital or “penny stock”
markets. Micro-cap stocks generally are low-priced, high-risk, thinly traded securities of start-up
companies. We have asked the prospective witnesses to testify on the following topics:
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1. Wlmbndofﬁmduoeamngmthemxm—apmlmarke!s? How prevalent
are cold-calling scams, stock and horized trades?

Has the incid of such duct i d in recent years?

2. How does the U.S. Securitics and Exchange Commission (SEC) work with the
States and self-regulating organizations such as the NASD-Regulation to
ensure that repeat offenders stay out of the securities industry? Is there a
repeat offender problem in this industry?

3. In connection with the SEC study of State licensing of broker-dealer sales

agents as mandated by the National Securities Markets Improvement Act,

hether the SEC id ingful State authority to license brokerage
firms and their representatives critical to protecting smiall investors?

4. Whether firms that act as clearing brokers for introducing firms should have
enhanced responsibilities to ensure that thinly capitalized or otherwise
dishonest introducing firms do not remain in the market?

This is an overview hearing of micro-cap fraud, a vehicle by which a panel of three
investor victims will describe their experiences and by which the regulators - the States, the
NASD-R and the SEC -- will articulate what they are doing about the problem and where their
mutual cooperation works, and where it does not. The Subcommittee has divided its witnesses
into three panels:

Panel 1 presents Arthur Levitt, Chairman of the U.S. Securities and Exchange Commission
(SEC).

m_wnuucompmedofdmemvworwmmwhomwcnmmdbypmnysmck
scams such as cold calling, stock i and horized trades. These witnesses will
setthcstagcforthcheanng Iaymgoutfactstyplcalofpmnystockscams

Panel 3 consists of Mary Shapiro, President of NASD Regulation, Inc. (NASD-R), the
regulatory and enforcement arm of the Nasdaq (who will testify about NASD-R’s efforts to shut
down penny stock scams) and Joseph Borg, Director, Alabama Securities Commission (who will
testify about State registration laws as a vehicle for policing the micro-cap markets and who will
also testify about shutting down an infamous firm, Stratton Oakmont). This panel also presents

a lawyer who represents the Ontario Securities Ci ission, David A. H: whose testi y
wnlladdrﬁsdeREXcasempamoular(peﬂmpsdwmostegeglousrecm(mstanceofpenny
stock fraud). His testi also will address the inter lization of penny stock scams and

their reported prevalence in Ontario and their impact on American investors.

This d ds with background relating to the growth of the stock market

P

and the scams that are victimizing the public. It then touches on some of the regulatory
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implications (.. state registration of broker dealers and the role of clearing firms) of penny
stock fraud that ultimately may be predicates to reducing the fraud.

. Background
A. The Morket:

Soaring stock values have directly added more than $3 trillion in wealth to the balance
sheets of U.S. households since 1991, ding to March 1997 Federal Reserve data.  Add in
stocks held by pension plans and life insurers and the 1990s bull market has created more than
$4.5 trillion in household wealth - equal to about half the total output of the U.S. economy for
an entire year.

Indeed, stocks are much more widely held than they were a decade ago. According to
the Federal Reserve, more than 41% of U.S. households owned stocks in 1995, the latest period
for which figures are available. That was up from 37.2% in 1992 and 31.7% in 1989. The rise
among middle-income familics has been even more dramatic. Since 1989, stock ownership has
nearly doubled for bouseholds in the $10,000-$25,000 income bracket and increased 44% in the
$25,000-$50,000 bracket. Though by most accounts institutional investors tend to dominate the
financial markets, they hold only about onc-half of the total equity in U.S. public corporations.
Small investors nor affiliated with institutional investors such as mutual funds and pensions, still
hold a significant part of the balance of publicly held U.S. corporate equities. Within this
community of small investors, many are described as savvy and sophisticated. However, a
significant pumber lly are poorly inf d and phisticated. One securities regulation
scholar has observed:

. . . [wlhile institutional ownership has increased spectacularly in the post-New
Deal period, this trend is less important than the far more dramatic increase in
individual ownership of U.S. securities . . . .

Between 1929 and 1990, the ber of U.S. il i d over thirty-fold,
from 1.5 to 51.44 million, and the proportion of the U.S. population owning stock
rose from 1.2% to 21.1%. Equally significant is the fact that the vast majority of
these iy app to hold relatively modes portfolios. In 1990, the average
size equity portfolio was $11,400; 34% of individual shareholders had portfolios
valued at less than $5,000. These data are consistent with the further fact that the
1990 median i of adult shareholders was $43,000 not notably higher than
the $32,000 median income for the adult population in that year. . . .

This data suggest that a considerably greater number of unsophisticated individual
investors trade today than did so in the early 1930s . ...

{Seligman, “The Obsolescence of Wall Street: A Contextual Approach”, MICHIGAN
Law REVIEW (February 1995) at 659-660.)]
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Indeed, it is widely reported that many citizens that are victimized by penny stock fraud
are elderdy individuals whose savings present an attractive target for scam artists. Many victims
also are middle-class individuals with families, who, because of the bull-market and financial
pressures, are testing the waters of the equities markets for the first time and thus may be
vulnerable to fraud.

B. The Fraud:

This increased entry into the equities market has given rise to enhanced opportunities for
fraud, particularly in the micro-capital or “penny stock” markets, defined in section 51(A) of the
Securities Exchange Act of 1934 and SEC rule 3a51-1. The New York Attorney General’s
Office estimates that, according to a 1989 study (the last such study), American investors
annually lose $2 billion a year due to manipulation. In 1989, the Dow Jones Industrial Average
was hovering around the 2,500 level. Query how much American investors lose annually to fraud
now that the Dow has broken 8,000?

Penny stock and micro-cap stock fraud hardly is a new phenomenon. In the 1940s,
worthless shares of mining stocks actively were sold to unsuspecting investors, mostly west of
the Mississippi. Beginning in the early 1980s, h , the ber of brokerage firms that
specialized in low-priced stocks increased dramatically, as did the incidence of penny stock fraud.
In the late 1970s and early 1980s, so-called “penny stock” scams were rampant in Colorado and
Utah until State securities officials moved in and shut them down. Although today’s schemes
resemble the scams of that earlier time, there are significant differences. The most obvious
differences is the marketplace itself. Today, as noted above, there are far more moderate-income
retail investors than ever. One in three U.S. houscholds now owns securities, compared with one
in 17 households in 1980. Products are more sophisticated and choices have multiplied. Due to
the growth of 401(k) plans and other self-directed reti programs and fears about the future
of social security, people are encouraged to be more “aggressive” in their investments. The
marketers of the most legitimate firms down to perpetrators of fraud are singing the same siren
song: “you’ve got to be in the market or you’re going to be left behind.”

Certainly, when no abuse occurs in micro-cap stock offerings, they can serve an important
role in the American economy. Without this source of capital for smaller and riskier companies,
many firms would not b viable busi Void of ipulation, micro-cap stocks also
can provide investors with opportunities for high returns. But, regrettably, all too often this
market provides fertile ground for those bent on fraud. The most widely publicized recent
examples of micro-cap frand are a series of actions filed by 20 States. On May 29, 1997 the
North American Securities Administrators Association, Inc. (NASAA) announced that 20 State
securities agencies' filed 36 actions against 14 firms in the largest nationwide crackdown ever by

' The 20 States include Alabama, Connecticut, Delaware, Illinois, Indiana, Maryland, Massachusetts,
Missouri, New Hampshire, New Jerscy, New Mexico, New York, Ohio, Oklahoma, Pennsylvania, Texas, Utah,
Vermont, Washington and Wisconsin.
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the States aimed at brokers selling stocks over the telephone. The actions’ origins date from the
fall of 1996 when NASAA’s board of directors authorized a special project to address the

problem of fraudulent sales practi in the micro-cap marketplace. In January 1997, a strike
force comprised of representatives from 12 States was created and divided into teams, each
targeting a particular firm. Four sy ic abuses were discovered by State auditors and assailed
by regulators:

* Abusive cold calling practices by which target firms relied on high-pressure,
scripted telephone cold calling techniques that included falsifying the broker's
experience and performance, as well as outright lies (i.e., reading from
scripts). Employees of these firms pressured victims into buying stock in
unknown or non-existent companies, then, once the price was driven high
enough, insiders sold the stock, making a killing and resulting in spiraling
losses to outsiders.

All of the firms and branches relied on high-pressure, scripted telephone “cold
calling” practices.” Many were classic boiler room operations with long tables
and up to seven telephone stations per table. At one firm, all of the cold callers
were on the first floor without any supervision. They “qualified” clients by
determining their market assets and interest in the stocks that the firm was
pushing. Average pay for cold callers is about $200 per weck. At one firm,
there was a score board listing stocks, and other producti
information. One trade rep ive told an iner that he made around
250 calls on a good day, 70 on a bad day.

A branch of Meyers Pollock had 90 telephone banks all selling one illiquid
stock from a list that included Creative Medical Development, Princeton
Dental Management Corp and SmartServe Online, Inc. A branch’s telephone
records showed 1 million telephone calls made in one month.

Sales practice abuses (examiners found a swarm of unlicensed solicitors who
are accused of falsifying ds, conducting horized trades and failing
to complete trades). The NASAA characterized unauthorized trading as
“rampant” at all of the target firms, along with the falsification of firm and
branch records. Customer account forms were marked with the number of the

? "You've got to understand™, said the voice on the other end of the telephone, “typically, | don’t make
these type of calls. ['ve got people to do that. l‘vegotllymind:isbluilmmdworkedmywayupmsmior
vice president with 400 clients and $40 million dollars under management. [ don’t need this account, but 1 want it.”
The caller was attempting to close a deal for an unknown micro-cap stock by trotting out some of his most
impressive facts. But it was all a lie. In fact, he was reading from a script. “Perhaps a retum of 100 percent in
MmMmMnbhwuﬁ:k“,dnm-ﬁﬂndﬁmmmipt. “But that's exactly how all our initial
public offerings trade. We did threc deals last year yiekling collectively 34 points within the first ten days of trading.
That's a fact! All [ ask for is your vote of confidence this one time. 1 won't let you down.”
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regmetedrepmmhvewhodxechemsmmstﬂwyhadneverspokmtoor
traded with. Failure to execute sell orders (no commission is paid on sell
arder:andthenbmnw-kawmlthenmwmmufomd) unsuitable
recommendations, and other thical p were

complaints. At one firm, a review of th ds of howed
that all of the clients had bought only one or two stocks — stocks that only that
perticular firm was sclling to the public. At a time when the NYSE average
wasbemgdnvenbytheSOlargxtcompmnﬁmtheS&.PSOO these firms®
clients were investing solely in unknown micro-cap companies.’

» Failure to report investor complaints i found hundreds of ted
investor complaints.) Most of the offices audited fndedmhavecemrahzcd
procedures for handling. and reporti as required by law.

Moreover, examiners found ﬁll-m—ﬂ:e-blank formstolupondtoumumonzed
u-adecomplamutobeﬁlledmwnhthenam:ofthestock,ltsvnlue,andthe
reason for the unauthorized trade. One firm’s branch office had reported only
one complaint to the NASD since July 1, 1996, yet over 90 complaints were
recovered on-site by examiners. Another firm had no complaints on file with
the NASD, but State officials found over 300 throughout the office.

» Evasion ofbmker-dealer egistrati snts through the use of third
party fr Stockbrol andtheﬁrmstha!mploydwm,m
reqmmdtoregxstcrmthcsmemwhlchﬂ)cydobusmm This requirement
allows State ofﬁclalsmmomﬁortheacnwua of the firms in order to insure

comphance with laws designed to protect i Most of the firms
involved in the sweep were employmg umeglswred agents.  Other
requirements tnggemd by regi ping proper books and

records and supervision of employees. Yet Meyers Pollack Robbins, one
problematic penny stockﬁrm,clmmsdmnsbmnchaareﬁ'anchmmorder
to evade State supervisory requirements.’

4 Mhmmipullimsdmﬂusnllyhvelhefollwinginmm;(I)conmloflhesm&by(me
broker or a small number of brokers; (2) matched purchases and sales of the stock to drive the price up; (3)
umﬂnmdp\lmmmmemwah“p-k"ﬂnmd:;@)hmemdexonslveqxendsbmemthe“bld”
M“*‘m(s)ﬁnndmuhdmgmmsﬂawtthesto&.md(G)thcuhmmhmpmgoﬁbenock
at an inflated price by the brokers, insiders and others involved in the scheme.

* With franchise boiler rooms, registered brokerage firms sell their names and licenses to “branches” that
operate independently, without supervision. The licensed firm may not have customer records or know about
complaints. One firm that engages in this practice, Associates of %, New Jersey, was the target
of 15 States’ enforcement efforts. Nwh!yundlmnddsmudﬂandNewYorkuu&mgmmjum
whmﬁmlﬂmmphymﬁmmmwmngmuﬂﬂndoﬂmumgmwm
ignoring customer complaints. ﬁuwtlmkmmhwummnwhdmewmmldbe
questioned.
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- Federal authorities, too, have been very active in attacking stock schemes, the most recent
and visible action took place in October 1996, when 45 individuals were charged in the Southern
District of New York with inducing brokers to buy stock for their clients in companies whose
shares were being manipulated. The charges resulted from an FBI undercover sting operation.
At an October 1996 press conference, the United States Attorney for the Southern District of New
Yuk,MnyJoWhte,smdﬂlegalpuynmmmdupmadmﬂwnmrketforlowpnwdstock,
where gul and p officers use them to find buyers for a
company’s shares. ltuavmmononaﬂxeme.ometbeslmpnomnse the insiders dump their
holdings at an artificial profit.

Many of the firms that deal in these securities employ brokers who jump from one finn
to another. Indeed, recidivisn is a recurring and troublesome theme. The regulatory process to
barrogueuadenulengvhyandwenonceatmdedhasbecnexcludod it appears that the

be d by b ming a “ ltant”. It is not uncommon for these
brokers to have a history of criminal convumons, arbitrations and an excessive number of
customer complaints -- or even to work without being properly licensed. Most of the companies
that are being touted as “sure things™ and “guaranteed to double your money™ are completely
unknown to the public until the telephone rings at dinner time and a persistent broker cajoles
someone into buying the stock. Indeed, quite ofien there might not be a market in these stocks
without the aggressive telemarketing efforts of the brokerage firm. At some firms, more than
30% of the complaints involved misrepresentations and more’ than 15% involved brokers® failure
to sell a stock when explicitly directed to do by their customers.

I tate istration of Broker ers And The SEC View

On October 11, 1996, President Clinton signed into law the National Securities Markets
Improvement Act (the “Act”) which directed the SEC to report to Congress on the uniformity of
State licensing requirements of securities agents by October 1997. The Act represented the most
significant overhaul of the securities regulatory structure in decades. Among other things, the
Act divides responsibility for regulation of the financial markets between the Federal and State
governments. This is relevant to penny stock fraud because insofar as states are on the ‘front
lines’, the Act indirectly may dilute their ability to counteract fraud.

Thus, the States’ special enforcement effort in May 1997 came as Congress, under
pressure from many large brokerage firms and mutual fund companies to reduce State regulation,
has been examining State actions. Under the Act, the States lost jurisdiction over large
investment advisers like mutual funds. Now the SEC is working on a report, required by the Act,
on State licensing of individual brokers and firms, which also are governed on the Federal level
by the SEC and the National Association of Securities Dealers. Securities firms argue that State
efforts duplicate Federal work and waste time and money Conversely, the States cite numerous

instances where their regi: in keeping out individuals with sub-par
records. New York, for example has twnce barred a felon who was convicted of first-degree
robbery and attempted murder. Ohio ly barred a sal d by the NASD, who

faced Federal charges of securities fraud. The NASD can pull brokers licenses for only very
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limited reasons, and cannot take into account State actions, regulators say. Morcover, the States
d to all Laints, no matter how small.®

The Act, as noted above, in effect, made the regulation of mutual fund disclosures and
dvertising the exclusive provi of the Federal govemment by preempting State sccurities issue
registration, merit review, and prospectus disclosure requirements for investment companies.
Specifically, Title I of the Act preempts State laws governing securities issuance and provides
Msmumymtm»dhd“nuifmvkwsofmmﬁlydeﬁmd“wvaedsmﬁﬁw"f
Merit reviews generally permitted the States iderable discretion into whether an offering was
“fair, just and equitable.” In addition, the Act prohibits States from placing limits or imposing
conditions on the documents used in the offer and sale of “covered securities” (e.g., prospectuses

and advertising materials prepared by or on behalf of the issuer). Title | also preempts State laws
that impose financial responsibility, record keeping, rep ing, margin or dy requi
i i with or i i blished under the 1934 Exchange Act. Asa

mﬂghoke—dﬂhsmmb&u;ubjeam&ﬂmSmnﬂcapimIMstmumm
(although they will continue to register with States in which they do business).

Under the Act, however, States retain their jurisdiction to require registration of small-cap
Nudaqoﬁuinp,mgiomlexcbmgeoffeﬁngs,md‘binkslwe!”offerings,aswellasodmwch
securities that are not listed on the NYSE, AMEX or Nasdaq. States also keep their jurisdiction
over rule 504, rule 505 and Regulation A offerings. (The Act mandates that the SEC study and
reponwcongxus.alsobyombal997,onSnweffonstoachieveunifonnreguh&ory
requirements for these categories of securities). States also retain authority to investigate and
bring enf actions relating to fraud, deceit or unlawful conduct by broker-dealers’
“consistent with this section.” (This I is intended to prohibit States from indirectly

gulating p pted securities through their enfc authority.) Moreover, the Act divides
regulatory responsibility for advisers; the SEC has primary resp ibility over i dvi

5 One wonders whether the ‘costs® associated with state registration laws as a barrier to entry or restraint
wwﬁmm@m‘wﬁt'ineonmmspmion.inligbtof&suphsiwmwﬂlinmenumbu
of broker-dealers in recent years and  the equities markets. For instance, through the first five months of 1997 the
total volume on the Nasdaq market and the NYSE wae over 115 billion shares combined. These five months eclipsed
the total volume for 1992 in which fewer than 100 billion shares traded during the entirc year. Along with volume,
market capitalization has skyrocketed. m«mwmdlindmmiumduNYSEwwerSLS
trillion at the ead of 1995; a grester than 100% increase from five years ago. The market capitalization of the
Nasdaq was over $1.6 triflion at the end of May 1997 more than 8% increase since December 1996.

¢ “Covered securities” arc those (i) listed on the NYSE, American Stock and Nasdaq/
Market System; (if) listed on an exchange with substantially similar listing ds as the foregoing (as ined
w&m(ﬁbwwwmmmpmiﬂ;(iv)mldm“wdiﬁedwdmas“(adefuwdbyme
SEC); or (v) sold in “exempt offerings”, including certain macket i ited brokers'
jons in

d securitics and private placement transactions.

7 Broker-dealers combine the functions of brokers (i.c., agens who handic public orders to buy and sell
m)ndd&!ﬁ.e.,pdmkmwyﬁdlmﬂmrawmmmmdnmdm
risk).
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with $25 million or more in assets under management. Advisers with assets of less than $25
million under management are prohibited from registering with the SEC and primarily will be
regulated by the States.

NASAA believes that “systemic fraud within broker-dealers often begins with the broker-
dealer agent. Actions against firms are only one p of the i p ion formula;
the other is to prevent initial licensure to the ‘bad agents’ or revoke licenses after misconduct.
In order to meet this charge, State regulators must have efficient and effective licensing tools.”

G ly, an base -- the Central Registration Depository (CRD) -- provides state
regulators with a “one stop" llcmsmg mechamsm But the system has not been updated for 16
years and its technol dened, if not obsolete, as the States readily concede. But the

States agree that the redmrgn of the sysu:m must be given the highest priority including allocating
all the necessary resources and staffing to upgrade the system as soon as possible.

NASAA argues that State regulation is efficient and uniform, particularly when compared
with State regulation of attorneys and CPAs: all States use a smglc uniform application form, a

1

securities agent its one application to a national b which ically
transmits the application to those States where the agent is seeking a license; a single electronic
payment can be made to a central depository, which directly allocates the fees to the States;
States use a uniform qualification exam, which tests the knowledge of State securities laws; and

yearly renewals of agents and firms occur automatically.® Sm&s insist that a]though the

mechanics of licensing have been lined, State sut ive review d d Ty
discretion and flexibility. For ple, one application may disclose a State cease and desist
order, an NASD fine and settlements. Another may in five plaints over an

18 month period. Yet another may contain a single, but substantial, arbitration claim. The States
contend that they provide the highest quality background review of broker-dealer agents. They
argue that the CRD performs certain preliminary data checks and the NASD’s attention is based
upon remedxal regulatory auv.honty while the States focus significant attention on providing a
more prophyl per function. A g to the States, the NASD “approves
many persons with srgmflca.nt reportable items or dlscrpllnary history.” [/d at 2.]

SEC Chairman Levitt is on record that the States perform a critical role in policing the
securities markets and he feels that no Commission has ever been more supportive of the States’
efforts. But Chairman Levitt also recognizes that there is waste and duplication between the
States, the SEC and the Self Regulating Organizations (SROs), thereby requiring that “we

p more efficiently, divide responsibility more clearly, and use our limited resources
more strategically.” [See Remarks by Arthur Levitt, Chairman, U.S. Securities and Exchange
Commission, “The SEC and the States: Towards a More Perfect Union”, (October 23, 1995) at
3.] In those remarks, Chairman Levitt articulates what he terms a “middle ground” in six key

*  According to NASAA data, 72% of State icati Is that are app concurrently with
NASD approval. The other 28% of applications are new ones, 24'/- of which are approved within 24-48 hours and
4% of which are new applications with a disciplinary history that are general processed within $ days (i.e., a request
for additional information).
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areas of activity: i ent advi investment ies; registration of brokers; broker-dealer
mmmofmm«,mdmmm

Wiﬁmmhmm,@ﬁmnuviuwondybdimsmmguhﬁm
is required. He notes that the number of investment advisers today exceeds 21,000, an increase
ofmemmmmﬁnlnwyw:. Most of them are small-scale advisers, who are

As to investmens companies, Chairman Levitt belicves they are comprehensively reguiated at the
Federal level and that fund sales are national thus making “a good case for national regulation.”
In Chairman Levitt’s view, investment compenics should be exempt from State review, but would
continue to file documents with the States and pay the same fees. And the SEC would continue
to seek input from NASAA in its rulemaking process with respect to investment companies.
Conversely, Chairman Levitt believes “[s]tate regulators have a compelling interest in who is
opening up shop in their area”, that is, in regulating brokers. He believes the States should
continue 1o license brokers doing business within their borders. But he has also states:

At the same time, brokers and firms have a compelling interest in a centralized
and predictable registration system. NASAA has made significant efforts to
But the system remains cumbersome. There’s a need for greater uniformity of the
criteria state regulators use to decide if a broker can do business in the states, The
current system can 100 often seem arbitrary. [/d. at 6.)

He continues:

. . [as things stand today, a broker can accumulate a number of complaints and
trigger no regulatory review as long as he stays with one firmn. Because it is
legally easier to deny a license than to revoke one, the system focuses your
attention on the point in time when a broker changes firms. Although I
understand the reasons for this, investors would be better protected if our
response were triggered by complaints, not by job changes. Technology can be
part of the solution. The new CRD will begin to come on line next year, giving
you a powerful new tool that will help you focus on complaints when they occur.
There will be no reason to wait for a broker to transfer firms before you take
action; and from the firms’ and the brokers' perspective, the system will be more
fair and more predictable. [/d.] (Emphasis added.)

Chairman Levitt believes States should continue to examine broker-dealers who operate
within their borders, but he also believes States should not impose supplemental requirements that
exceed Federat and SRO standards with respect to books and records and capital requirements.
Chnmnuwubdmﬂm:eguhmrsneedwbemsenmvetodwdmupuonmmdw
firms, thus he eavisions a new p hip where can di better and share
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intelligence. Finally, with respect to enfor Chat Levitt beli the States and SEC
have worked best together in this area. He cites the Prudential global settlement as emblematic
of effective and efficient law enforcement. He states that “{e]nforcement is where the knowledge
and skills of the local cop on the beat are especially irreplaceable.” [Id.)

Some regulators have cited the role of blue-chip clearing firms as a contributing factor
in the spate of penny stock fraud. Clearing firms execute transactions and provide other services
for smaller brokerage houses that take investors’ orders for trades, known as introducing brokers.
As New York Attorney General Dennis Vacco recently stated:

. . . [m]any of these firms use big-name clearing houses whose policies and

* procedures have, in large pert, allowed these practices to exist vi Ily unchecked
We have seen small brokerage firms aggressi ly boast of their relationship with
well-knownlargaﬁrms—almosttothepoimofmﬁngthattheymparm:rs.
Infna,uadecunﬁmaﬁonsandwoountswmxemsmmtdhecﬂymwsmmers
with the clearing firm’s name prominently printed on the top. Yet when
customers cannot get their brokers to sell a stock and tumn to the clearing firm
itself for assistance, they are usually met with a deaf ear.

Micro-cap brokerage firms can only exist by p ing their i through
the road provided by the clearing firms. Existing regulatory “speed bumps” have
proven ‘ineffective. Perhaps it is time to reexamine the responsibilities and
obligations of clearing firms in light of the widespread fraud and ipulati
involved in the telemarketing of low-priced stock. The “speed bumps” may have
to be replaced with regulatory “stop” signs.

[Opening Statement of Dennis C. Vacco, New York State Attorney General,
before the New York State Public Hearings on Micro-Cap Stock Fraud (July 29,
1997) at 6.]

In fact, the New York Stock Exchange is considering a rule that would place new
reporting responsibilities on ber brokerage firms that act as clearing brokers for other firms’
transactions. (The NYSE has only 120 clearing firms under its jurisdiction, but they handle the
business for about three-quarters of the 5,400 regi d brokerag panies in the United
States). The new rules presumably would place an enhanced obligation on clearing firms to keep
tabs on what their clearing clients are doing. App ly, under the proposed rules, clearing firms
would be required to report plaints against their introducing-broker clients to securities
regulators, as well as notify the introducing firms th lves about the complaints. The clearing
firms also would have to notify the introducing brokers about available supervisory and

pli reports piled by the clearing firms that could show irregularities on the part of
the introducing brokers -- for i if an introducing firm broker was taking an excessive
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commission (a clearing firm could produce a report showing how many commissions of more
than $100 a given broker has eamed or determine how many customer cancellations a broker has
had in a given time period). Brokers can request those forms now, but the NYSE wants more
proactive behavior from the clearing firms it governs, i.c., requiring clearing firms to tell
introducing firms the types of information the clearing firm can generate. That way, in the event
ofimpropacmdua,dwNYSEcmMuﬁymlnbdbmnﬁmwmmghlbydw
introducing firm, or, if it had the information, why it was not used to uncover the problem.’

Admittedly, under current law, clearing firms are neither g of the introducing
firms® transactions nor  fiduciaries to investors; but the real question, in the words of Mr.
Kwalwasser of the NYSE is whether those firms can be “part of the solution rather than part of
the problem.” (The Wall Street Journal (July 30, 1997) at C17.} The NYSE believes the new
rules would help regulators catch p ial problems at the introducing brokers early on, and
Create a paper trail for regulators in their investigation of stock fraud at boiler room brokerage
operations.

The question of clearing firms® responsibility has d i d ion on Wall
Strect Lately, especially with regards to Bear Stearns, a securities firm and clearinghouse, which
faces questions about its clearing ties to A.R. Baron Co., a now-defunct securities firm that

llegedly defrauded i out of $75 million. The proposed rules most likely will be
considered by the NYSE's board at its September meeting. If approved, they will be submitted
to the SEC and be released for public

V. Ihe NASD

Most of the perpetrators of penny stock fraud fall within the capitalization jurisdiction of
the NASD.

Established under authority granted by the 1938 Maloney Act Amendments to the
Securities and Exchange Act of 1934, the NASD is the largest self-regulatory organization for
the securitics industry in the world. Every broker-dealer in the U.S. that conducts a securities
business with the public is required by law to be a member of the NASD. The NASD’s
membership comprises more than 5,500 securities firms that operate over 62,000 branch offices
and employ more than 500,000 registered securities professionals. The NASD is the parent
company of NASD Regulation, Inc., and The Nasdaq Stock Market, Inc. These wholly owned
subsidiaries operate under delegated authority from the parent, which retains overall responsibility

°  Apparently, under the proposed rules, clearing firms governed by the NYSE also would have to treat
maepmfudmlﬂydieﬁmdwywmﬂmdpmisﬂmmbemdledbybmkmwimfundlu!fhorimion
or check-writing suthocity. For example, if & broker told a clearing firm ot of its thorized a i
mddkdformewnprimmuwyﬁmlhecleuingﬁmmderthepmdmla,lhedearingﬁmwouldbe
Wloiﬂnmtheammq'mwlmmm.mm«ghtuwwismjmmllyamoﬂhe
clearing firm. This appears to be a step in the right direction to creating limited oversight responsibilities on the
part of clearing firms, and builds on securities laws’ reliance on disclosure as a means of preventing fraud.
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for ensuring that the ization’s y and self-regulatory functions and obligations are
fulfilled. NASD Regulation is responsible for the registrati ducation, testing and examination
of member fimms and their employees. In addition, it oversces and regulates its members’
mnrketmahngaeuvmmdmm ices in the th market. The Nasdaq Stock
Market, Inc., develops, lates a variety of marketplace systems #nd services. The

Nasdaq S\‘ockaketlsthelnrgm electronic, screen-based stock market in the world, capable
of handling trading volume in excess of one billion shares a day. Today, more than one-half of
alleq\ntyslmmtndedmtheUmtedSmmeachdaymmdedonNasdaq Companies trading
on NasdaqumnllCapMarketortheNasdaq Nauonal Mnrket the respective tiers of The
Nasdaq Stock Market - are required to make ¢ ial discl and satisfy well-
established listing standards.

While not formally part of the Nasdaq market, the NASD has regulatory responsibilities
for what is known as the over-the-counter market (OTC). The OTC is a vast amalgam of
publicly traded companies that list neither on the Nasdaq nor on any exchange. It is in the thinly
traded, micro-cap securities that ct ize the the rket where one witnesses the
ever-increasing growth in stock fraud. Indeed, a significant number of OTC companies report
absolutely no information to the SEC, making their ﬁnmclal situation a virtual biank slate to
investors. While some panies make fi ial infc ilable, what hes investors
is not required to be subject to any auditing standards. In other words, an investor has to take
the company’s/broker’s word for it. There is no minimum price that an OTC company must
maintain in order to trade. Stocks in the OTC market can and do trade for mere pennies.

A component of the OTC is what is known as the OTC Bulletin Board. While it is a
system operated by Nasdaq, the Bulletin Board is markedly different and separate and distinct
from the Nasdaq Stock market. It is an electronic quotation service for subscribing members.
While the system displays real-time quotes, last sale prices, and volume information in domestic
securities, there is no formal legal relationship between the OTC issuers whose shaxes are quoted

there and Nasdaq. There are no periodic reporting requi for ion in the
service; only limited phone, contact and address mforrnauon is available in the OTC Bulletin
Board company listings. This system provides a d and d alternative to the Pink

Sheets, which historically have been published on paper once each day, but which are now
available electronically via market data vendors.

The perception of the public, frequently fostered by scam artists, is that trading on the
OTC Bulletin Board is akin to trading in a highly regulated market such as Nasdaq. They will
often refer to an OTC stock as listing on “Nasdag’s OTC Bulletin Board” or on “the Nasdaq
OTC”. Barry Goldsmith, Executive Vice President of NASD-R, admitted in the August 12, 1997,
New York State hearing that “there are significant problems in the over-the-counter market and
a strong regulatory response is needed.” According to Mr. Goldsmith, the NASD actively is
studying this market to determine what rule changes are necessary and how investors can access
more accurate and current information about the companies whose shares trade there. “Too often
the only information investors have is the misinformation and hype posted on a stock promoter’s
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Web page or the pie-in-the-sky promises made by a branch cold-calling broker.” [/d. at 5.] Mr.
Goldsmith continued:

. [wje must take & hard look at whether there should be higher threshold
standards for including & stock in the Bulletin board. We will look closely at
whether a company that is unwilling to even provide full and timely disclogure of
information to the public or to regulators should be given quotation visibility on
this electronic medium, We must also strengthen the tools we have to keep the
sheres of bogus companies from being traded in the over-the-counter market in the
first place. This can be accomplished by toughening and clarifying the rules we
have to prevent broker-dealers from initiating or continuing to quote an OTC
secunty lnaddmon.wcneedtoexploremlechmgesﬂmwmﬂdphoencw

on t to firm with their based on objective

cntzm, that purchases of these types of securities are suitable investments. In
addmon,wemloohngnwaysthm kers can be required to disclose to their
specific i ion about these types of investments. {/d. at 5-6.]

1t has been reported that the NASD plans to toughen the rules for small companies and
brokers that trade on the over the coumer bulletin board, which has been plagued by stock fraud
by raising the listing standards for companies on the bulletin board, requiring brokers to disclose
mmeinformmionabomstocksbemmdedmdbycmﬁxmmgmthcustomﬂs‘hatmvmmcnts
made are suitable to their financial objectives. Atpresent,compamesonmebullennboard,
untike those that trade in the Nasdag market, are not required to report fil
sbout themselves to regulators. They must disclose only certain telephone numbers and
addresscs. [See The New York Times (August 13, 1997).1'° 'l‘hclmllmnboard,mnbydwN”daq’
market, is an electronic price quotauon service thatpostsmal—ume quotes, laﬂ-sale prices and

firms

volume inf i k d for bulletin board violations in recent
years have been Hibbard Brown, La Jolia Capua.l and Brooldyn Capital Securities and Trading.
The NASD also said it is investigati jzed crime links to 9 brokerage firms and

l9smallcompames&hatmdeonNasdaqs0TC Bulletin Board and on the Nasdaq market.

NASD-R has adopied certain rules designed to combat penny stock frmud. Among those
rules are:

»  Telemarketing: In otder to combat cold-calling scams, NASD in 1995 adopted
a “cold call” rule that requires NASD member firms to keep “do not call” lists
of persons who do not wish to receive telephone solicitations from the
securities firm or its brokers. More recently, NASD-R strengthened the

1 Cuerently, companies that cannot or will ot meet listing requirements for markets like the Nasdaq Stock
Market can be sponsored by s market maker and traded through the automsted OTC Bulietin Board, which is
maintained by the Nasdag stock market or the daily printed Pink Sheets, owned by the National Quotation Bureau.
The Wall Sireet Journal (August 13, 1997).
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regulation by prohibiting firms and their brokers from telephoning an
individual’s residence to sell securities during certain times, unless they have
the prior consent of the individual. In addition, in making these calls, member

\ firms and brokers must immediately give their names, the name of their firms,
their telephone number or address and state that the purpose of the call is to
sell securities or related products.

* Taping Rule: When NASD-R succeeds in putting a recidivist firm out of
business, its job is not over. Sometimes the principals in those firms simply go
to another firm. When a large ber of these brokers b employed at
another broker-dealer, this raises the risk that their new firm will have
significant sales staff who may not have yet forgotten their old habits. To
attack this problem, the NASD board in late July approved a rule that would
require brokerage firms to tape all customer sales calls if a certain percentage
of the firm’s brokers worked for firms that have been expelled for
telemarketing fraud or sales practice abuse.

» Electronic Media and The Internet: The use of ¢l ic media -- including
the Internet and e-mail -- to disseminate securities related information has
grown enormously. This is an area of concern to NASD-R. This year it will
implement an automated system that will greatly increase the range, speed, and
early warning capabilities of its Internet surveillance. In addition to enhancing
its technology, NASD-R filed proposed rule changes with the SEC that require

ber firms to blish written proced for the review of electronic
correspondence.

» Nasdaq Listing Requirements: Pending with the SEC is a proposal to increase
the listing standards for Nasdaq listed companies. This proposal will raise the
financial standards significantly, and also extend corporate governance
standards to all Nasdaq listed companies. These listing standards, which do
not apply to companies whose shares trade on the OTC Bulletin Board or the
Pink Sheets, will continue to improve the quality of smaller issuers on the
Nasdaq Stock Market.!!

' The OTC Bulletin Board is owned and operated by a subsidiary of the NASD and provides continuous
price information on stocks (over 4,700) that are too small or illiquid to trade on the Nasdaq and other U.S.
exchanges. The pink shects refer to a onco-a-day listing of the stock prices of about 10,000 small companies whose
stocks are often risky, thinly traded and are generally too poorly capitalized to qualify for exchange listing. The pink
sheets are administered by the National Quotation bureau.
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V1. Fraund: Some Examples:

Individuals “learn the trade™ by working in one frandulent enterprise and then by moving
on to others. Thus, Joseph Borg, the Director of the Alabama Securitics Commission who will
be & witness at PSI’s September 15th hearings, has testified that if regulators shut down one firm,
severalmespnngup,oﬂenlheprogenyofpnnmpulsfmmaﬁrmdmm)mtshmdown
Indeed, the growing practice of “franchising” aliows li d broker-dealers to shield their own
perations from i aplai byhavmganxmemnmbnncheswhqeﬂzyhavemduect
control over sales practices, mwmmmammmdm
show up on the licensed broker-dealer’s record, resulting in the misleading “clean discipli
record. Appnu\ﬂy.SECndwwv«ﬁamhmnghnthcyfocusonwmpnal requirements, not
sales practices.

A Sttion Qakmont: In December 1996, NASD-R expelied Sratton Oakmont from
the securities industry. Following NASD-R’s disciplinary proceeding and prior actions by the
SEC and t least 19 States, NASD-R expelied the firm and barred its president and its head trader
from the securities industry. This case imposed restitution and fines in excess of $1 million.
Anmhueomphlnwasﬁledlastywagmnstsumon(" and others alleging that the firm
made approximately $28 million in illegal profits during the first day of afiermarket trading of
five small stock offerings.

In one Stratton public offering of such a stock, $12 million was raised, but only 53
million went to the company going public.”” The rest lined the pockets of promoters and the
sales force, one broker testified. [See Newsday (August 6, 1997).] Joseph Borg, Director of
Alabama Securities Commission, testified that in its 1993 initial public offering, conducted by
the now-closed Stratton Oakmont, Inc., Steve Madden Ltd. (a designer and maker of fashion
footwear based in Long Istand City) received only $163,000 out of a total of $6.9 million raised,
with the rest going to Stratton Insiders, who loaned the money to the company. Madden, the
company's chairman, called that figure “nonsense”™. Stratton was “greedy™ but they did raise
money, he said, adding that no other company was willing to do that when be needed it.

In 1992, the SEC filed a complaint in U.S. District Court for the Southern District of New
York against Stratton, charging it with stock ipulati In 1994, S entered into a
consent decree with the SEC in which it neither admitted nor denied the allegations in the

2 Fostner boiler room brokers testified in the New Yock State hearings, stating that comunissions are
extrensely high on “house stocks™ or those stocks held in the brokerage firm's own inventory. This gives brokers
#n incentive 1o concentrate on selling them. Sales of those stocks give s firm & chance to pocket 3 “spread” between
the bid and the ask price, 23 well as 0 benefit its own officers and sty insiders who control large blocks of the stock,
if that happens to be the case. The brokers described boiler-room callers as not only untrained, but often unlicensed.
People who haven't taken the licensing exams used the names of brokers who have taken them in order to open
acoounts, & violation of securities law, they said. Most use scripted ssles pitches, they said. One broker said that
he and other caliers & his firm targeted potential customers from lists that belonged to Wall Street firms such as
Mervill Lynch and were s0ld to them illicitly by those firms” employees.
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complaint, but agreed 10 pay $2,055,768 plus $500,000 in civil penalties. However, Stratton
repeatedly violaied the decree and, as noted above, on December 6, 1996, the NASD expelled
Stratton and its president and head trader from the securities industry. The straw that broke the
camel's back was the charge that Stratton took excessive markups in the securities of Master
Glazier Karate International and chronically failed to supervise its brokers. As NASD Regulation
Mdmtmsmmmw:”ms&mmﬁmeaﬁctﬁmshmammldimgmdfm
customers, the integrity of the market place and the responsibilities they have as a broker-dealer.
This is the sanction that is called for.” [The Wall Street Journal (December 6, 1996) at Al0.)
Since 1989, the NASD brought 12 disciplinary actions sgainst Stratton. Stratton also was ordered
10 pay 3416,528 in restitution and & fne of $500,000. .

B. AR Baron: Another New York firm that has been prominently featured in the
press is AR Baron & Co., Inc. In May 1997, the Manhattan District Attorney announiced the
indictent of the firm and the arrest of 13 individuals for cheating th ds of i out of
more than $75 million. The individuals and the firm, which is now defunct, were charged with
participating in & pattern of criminal activity. Included in that pattern were: Iying to investors to
induce them to buy certain low-priced securities; manipulating the markets in certain micro-cap
stocks to benefit themselves and their favored making horized trades in the
millions of dollars; refusing to bonor its customers® directives to sell securities in their accounts;
ocutright thefts from investors; and forging documents to prevent detection of their crimes.
Between 1991 and 1997, A.R Baron defrauded approximately 8,000 investors, sccording to the
indictment.

Among other things, the indiciment alleges that A R. Baron misrepresented the value of
four initial public offerings to clieats and then refused to execute sell orders as the prices of those
shares plummeted. The defendants also made unauthorized use of client’s money to inflate the
prices of the four stocks for their own benefit. For example, in 1993, A.R. Baron made cold
calls touting the prospects of Health Professionals, Inc., 2 Ford Lauderdale health-care company
that allegedly was on the verge of discovering a cure for AIDs. The stock later collapsed,
plunging to $2.50 from a high of $13 per share on the AMEX.

C.  BRE:X: The Bre-X minerals fraud may turn out to be the most costly stock
market frand ever. Once again, as a New York Times article d American i lost
big by purchasing Canadian stocks. It scems that Canads produces more stock market fraud, at
least per capita, than do other countries, Canada has no national regulatory agency for securitics,
but rather leaves the task to the provinces, which pursue oversight with varying degrees of
eathusiasm, Efforts at reform have been incomplete. With Bre-X, Canadian stock fraud has hit
a new peak in terms of dollars,” At its height last year, Bre-X was valued by the stock market

¥ Strathoona Mineral Sexvices of Tosonto, sn independent consultant, had bees hired b Bre-X in March
1996 10 clear up douts sbout the company’s estimate that the Busang discovery contained 70 million to 200 million
ounces of gold, worth $70 billion. Inetead, Strathcons concluded that “theve is virtually no possibility of an
economic gold deposit” on Bre-X’s Busang site in Bomeo. Furthenmore, there is considerable evidence that drilling
sumples had been tarpered with 1o inflate gold estimates. The falsification of samples was said 10 be done “on 2



296

at more than $4 billion (U.S.). Bre-X represents an unfortunate tradition with the junior mining
company for which the Vancouver and Alberta stock exchanges have been notorious since
scandals involving phony Canadian uranium compenies erupted forty years ago. The listing rules
for junior companies are lax and there have been many companies that traded for far more than
they turned out to be worth. Since nearly all the American institutions — most of them mutual
funds - that bought the stock did so after its peak, it is certain that they lost money and it was
substantial. The Chairman of the Toronto Stock Exchange, Mr. Fleming, said “[m]aybe this will
act as the much-needed stimulus to get Canada to have a national securities regulator.” [The New
York Times (May 6, 1997) at B1.]

Bre-X is a frighteningly simple set of cvents: in early 1996, the company claimed to have
discovered over 70 million ounces of gold in Indonesia and ultimately raised over $6 billion in
investment. From initial private offerings at 30 cents a share, Bre-X stock climbed to more than
$250 on the open market before a 10-for-1 split in May 1996. But the gold, in fact, did not exist,
as reports scemed to confirm by March 1997. All that money was eventually lost -- much of it
by institutional investors like pension plans.

Two fatal el can be pinpointed in this elab and tragic ruse. First, the investors
who originally bought Bre-X’s private placcments ultimately began selling their shares on the
open market. But their disclosure req ined the same as those for the private

offering. Meanwhile, the company was making very optimistic statements, which pushed the
estimated size of the gold find from a few million ounces to more than 70 million ounces, the
largest gold deposit ever found. Under Canadian law, company officers are not liabie for the
accuracy of such statements, as they would have been with projections included in a formal
prospectus. A recent Ontario Securities C ission report has ded ch in those
rules, recognizing that stocks initially sold through private pl lly mi to the
public market. Bre-X received up to $6 billion in market capitalization as its stock circulated
among both market-wise investors and less-experienced individuals who bet their savings on the
“gold”.

Second, it was more than two years from Bre-X’s initial public statements about a major
gold find on the Indonesian island of Borneo before someone outside the company independently
mtadthemqforgold Whenmmmgglam. port McMoRan Inc. ducted its own drilling
as part of negotiations over a p par hip with Bre-X, the scheme unraveled. (See
Washington Post article (May 18 1997))

ITS:mdr
MAPSISECURITIMEMOS 9N\SECMEM STF

scale and over a period of time and with a precision that to our knowledge is without precedent in the history of
méning arywhere in the world”, the Strathcona report said. “The gold recovered in samples submitted by Bre-X has
originated from a source other than the southeastem zone of the Busang propesty.” “Bre-X: From Rags to Riches,
Back to Rags”, The New York Times (May 6, 1997) at B1.
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‘This report responds to your requests that we review the oversight and
disciplinary actions of the Securities and Exchange Commission (sec) and
several of the mu:ines mdusu-y saelf regulmory mmons (sao)

against who
havecommmedaﬁgniﬁcmxbrudmfsﬂespmcmnﬂuorhaves
h|storyof v d sales ! The activities of such
kers can cause serious fi ] harm to i and erode public

cmxﬁdenoemﬂwseqmﬂamarketsﬂecmmemenlpressrepoﬂshave
aﬂegedduatmmxpulousbmkasnmlmmomﬁlmmmotherand

it sales i youwm'e d that SEC
and the ities industry may not be adeq p ing i
from unscrupulous brokers.

As agreed with the Subcommittees, this report discusses (1} the extent to
‘which unscrupulous brokers are active in the securities industry,

(2) regulatory and industry efforts to discipline umaupnlous bmkers, and
(S)t.he capability of the mdusu-ywxden&fy i ugh

its database of broker disciplinary

Oversight of the US. ities industry is primarily basad on the concept
Background of self-regulation, a pi by which the ind! 1} itself with

oversight from Sec and state regul ? This p is lished

through a framework of (l)sxpem.soryandcompliance sysumsat
securities firms; (2) oversight and discipline by SROs, state securities

mb—honhe

mmmwmmwmmummmMmm

investor ¢ income),
thy d i Wsm}.

To conduct business within & state, brokers generally rust be licensed by the state.

Page i Brokers
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regulators, and SEG and (3) wcs approvax of Sros’ rules and regulations
and review of y swos, such as the
National Association of Securities Dealers (Nasp) and the New York Stock
Exchange {NYSE}, establish rules of conduct for their member securities
firms and perform examinations {on a routine basis or in response to an
event) to detect violations of those rules and federal/state securities laws
and regulations.

Brokers who violate federal or state securities laws and regulations, or SRO
or firm rules, are subject to various disciplinary actions by sec, state
regulators, SROs, courts, and their employers. Available disciplinary actions
vary in severity, reflecting the differing degrees and circumstances of
wrongdoing they address. Relatively minor violations can result in
informal disciplinary actions, such as a letter of caution, which is a
waming letter, or a compliance conference, which is a conference
between Sre staff, the firm, and the individual broker to address corrective
actions for the securities violation. More serious violations can be

dd i by formal discipli mions,' Iuding the imposition of
monetary fines, i orders, ions of varying
lengths, and bars from certain or ali securities-related functions.

Sales practice abuse can be detected through a variety of means, including
investors’ complaints, a firm’s supervisory and compliance systeins, SRQ
examinations, and self-reporting by brokers, The Securities Exchange Act
of 1934, as amended, and sRO rules require brokers to disclose specific
information when applying for a state license and when registering with
svcand sms. Brokers and firms must disclose mfom\anon re!a:mgm

civil litigation, and admi P if
apphcable‘
NASD and state regu]axors mammn me Central Reysu'axmn Deposmory
{crD), a datab regas ding the di inary history
of member firms and individual brokers. Originall blished as a
lized broker li ing and SRO regi ion system, CRB is now used

by regulators and the industry to help oversee brokers' activities.
Individual brokers and firms are required to repert to cRb formal
disciplinary actions taken against hrokers by Stc, state regulators, SRos,
courts, or employing fires for violations related to the securities business

Page 2 GAOAIGD-34-208 Unscrupulous Brokers
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ey

od — plsin® sed sebiiration’ In addith

to formal disciplinary actions, member firma are required to provide cin
with written notice of empl inations. Data Ly are to be

reported within 30 days of the action's ocowrrence. SR0 staff can use CRD
information to help determine whether the firm or the broker has violated
securities laws or rules.

Results in Briet

We do not know the exact extent to which unscrupulous beokers are
mmmmmmmm(x)mmumum
difficult to detect, (2) Cxo does tain data on

actions, and (3) co i not designed to provide summary data by type of
violation for the disciplinary histories it maintains. Although we could not
determine the exact extent to which unscrapulous brokers are active fn
the secrritios industry, we were able to obtain cep data showing the
mumber of brokers with disciplinary histories. Of the almost 470,000 active
brokers Hated in CxD a8 of November 30, 1893, sbout 10,000 had at least |
formal disciplinary action against them for 2 variety of violations,
including sales practice sbuse violations and such criminal acts as driving
‘while intoxicated, snd 816 had 3 or more disciplinary actions,

In our opinion, even & few upulons brokers can
fi N harm to and have the p ial to dareage public
confidence in the securities industry. Consequently, S5C and industry
efforts to ensure effective oversight of brokers and discipline of those who
mmmmummmuuwm-muamm
i --ﬁgmmw
Jous bre jouk 13 to 52C’s 1994 staff report
kwmouamkmzsmmmmmm:c
examined for sales practice abuse had weaknesses in broker hiring and
supervision practices.* Further, 40 cases were referved for investigation
and possible enforcement action to SeC enforcement staff. The report

suggested that (1} supervisory and compliance systems needed

moxe, (2} fracd, (%) e wrongfal taking of
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improvement and (2) existing sanctions for sales practice violations at the
s208 and 52¢ needed to be strengthened.

mume.mrmum ! b

- d ind . ctions are Jenient. Sm:l\ad:ionsanvwed
the imposition of baes sad brokees who were p

harred to reenter the industry. We also noted the potentisi for brokess
wmnmmmmmmmm

Inducivion @k o3 h

82, state regalators, and sRos need effective broker surveillance
monitoxing systems thet can help them ideniify brokers with a history of

only d source of shout brokers
l h is by and 5808 &s a regulatory
survelance toal to perform this function. However, bacause crb was
iginally designed to be = stabe licensing and tion system, it

does not contain certein data that would be useful for reguiatory
surveillance and has limited capebility to efficlently search, retrieve, and
smnmarize data on brokers’ disciplinary histories. Nasb isin the process of
amultimillion dolar redesign of Cvb to address Its limitations. While the

design appears to address maj needs, sdditional
enhsncements would improve cen's capability to serve as 2 regulatory
surveillance tool.

Objectives, Scope,
and Methodology

mmdmm'mh(l)dm&eewwm

Msecmiﬂukuhmy.(mm
reguumymd to di kers, and
(3) nagens the capability of cap as a regulatory surveillance tool
Tod ine the to which ks brokers are active in the

industry, we identified the types and sources of information reported to
CHD. We requested that RAsD develop a computes program to identify any
active broker listed in ¢x0 with a formal disciplinary action. A fonnal

action by a fe ) lator ox 830 OF an indi by
a coust conatituted a formal disciplinary action, We wrote a computer

program to compile the number of formal disciplinary actions against

individual brokers sared identify which regulatory agencies took the actions.
‘We did not atterapt to verify the sccuracy of the datain CaD.

Paged . CMNOGD. 54 AR Slwarvorartnma Wowbone
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To assess industry efforts to disciplin up brokers, we met with
officials responaible for ination and enf L ab SBC, NYSE, and
m\‘feslsadlmdmmmeswuhomdﬂsnfmmrmmnm
i i Hon (NASAA) and senfor executives at
two major broker-deplers. To assess these efforis, we (1) reviewed all 38
$EC inspection repouts on S80 examination and disciplinary activities
conducted from 1083 through 1893, (Z) compiled information on the
nmnherolmaldisdpﬁnnynﬂmmkwbymnmdmtmmlm

through 1093 in response to 3 and (3) analyzed suc,
mn,andm id fa'mlsw To solicit views
on b dtoring, and di a we senta

Mmmﬁlmmmmgmm‘ﬂotmmomm
addition, we reviewed the resulis of the May 1934 sec staff study on the
hiring, retention, and supervisory practices st nine major U.S.
broker-dealers.

To obtain sdditional insight into the nature of the violations leading to
disciplinary actions, and by whom the actions were taken, we categarized
by type of formal disciplinary action the 8,799 brokers who had some
formal disciplinary history. Because ord has fimited capability to provide
aggmearszurmwon and can only provide summary information on
dividual broker di: -y histok wewok- d, ! sample of
100 brokers to obtzin in ion on the violations leading to the
disciplirary actions. We selected brokers from 3 types of formal
disciplinary actions identified in the cap~-56 with bars, 32 with formal
iplinary actions other than bars, and 18 with court actions. The 50
bars, irposed by an 580, & state secwrities regulator, or sec, limited or
pmﬁbudnmkdsmmmmmme&mmm
number of these sctions does not the p
wiuchmcyoccunedmmemmlpopnhﬂoneﬂ?mmkm%selm
& larger nurber of bars because we wanted to obtain a greater
understanding of the violations for which & bar was irmposed.

We reviewed the disciplinary histories of 20 brokers who were subjectto 2
statutory disqualification’ because of a bar imposed by SEC o an 550 and
whose employment status required regulatory review from Qctober 1991
through December 1993, We also 110 gauge the extent to which

Anchucion the securities regulaor for the Digtrict of Coturabls.
Vine definition

Actof] deals whe By SEC or an SRO; convicted of say
telorr of h within (e Inx [0 years; orhave been




303

unscrupuious hrokers migrated o other sectors of the financial services
mmwmmmmmpmmdﬁmm

‘who sic identified in its May 1094 staff study as
bxvingmﬁwmmﬁeshdw

‘To assess the capability of =0 as a reguiatory surveillance tool, we
Mmmmmmmwumwm

brokers. We also di d with senior NASD and NARAA
Mmsma@wmmmwddmmwmdmmw
the industry’s capablity to monitor unscrupulows brokers.

Our work was performed fn New York, NY, and Washington, D.C,, bctwee

September 1053 and May 1094 in with ally s
government auditing standards,

We provided a draft of this report to sec, Treasury, m,andml'or
review and Their and our i da

the end of this fetter. wdswmmmmhudmaddibom!commm
are presented in appendix IT1.

Extent to Which
Unscrupulous Brokers
Are Active in Industry
Is Unknown

Mwmd" y knowledge that there

padous brokess active in the ities ind itis oot known:
\‘o""‘ tous broks active in the industzy. Several
maformmaslonm

Umg‘%ummmmmmotwa
practice abuse are to subgtantiate becanse there is often
Hittle evidence other than the word of the broker against that of the
investor, Further, sales practice sbuse viclstions often surface long after
they have ocourred, even after the broker has moved to another firm. se¢

stafl recommended in its May 1984 staff study that sz and seos develop
bemumotidmdfymgnhpnaﬂmpmblmameuﬂerstage
Informal actions are not requived to be es require that
‘only formal disciplinary actions be repatbed o CRD, not informal actions.
Therefore, informal actions such as letters of caution or compliance

f taken to addn p i are not reported to

mwm@ww%mm&muﬁm@m
brok vlouonsw,dteaﬂy i 'soume

ofi was
mm&wmmmmmmmmaof
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individual brokers, not to perform a regul mveﬂ!aneetlmeﬁm()vtt

o N
actions for vi

time, infc tion on
ofm:ﬁumdmocmiﬁunhudhwshubeenaddedwﬂwm
Howcver,thesyﬂemhsnotbeenchmgedbmee&hmmleua
surveillance tool. , it cannot without
mmmg&nmmnmdmmmmmwmd
for sales practice violations, financial/c i Sor
mmewdﬁacdmlmlmmch-mbbey
mmdm reporting to CeD is unknown.
and indh ives we spoke with were concerned
Mw&mmmmmm‘ josing to CeD the
Also, in a recent staff study, sec
fwnduonemq)otnmdldnotﬂ]emhbhhfmon
employment terminations to CxD in a timely manner. Sec regards these
discl as valuable red flags to address possibie sales practice abuse
in a imely manner.

Although we could not determine the extent to which unscrupulous
brokers are active in the industry, we were able to determine the number
ofacﬂwbmhusinmwlﬂnhownfumaldlsdpllnmlnﬁonesm
of czp ds disclosed that 9,799 (about 2 percent) of over
mwo.wnmmndNambum,lmMancromm
disciplinary action taken against them by SEC, 20 SRO, a state securities
regulator, or a cowt.” Of these 9,799 brokers, 7,297 had 1 action taken
against them, 1,686 had 2, and 816 had 3 or more. In our judgmental

sample of 100 of these 9,799 disciplined brokers, brokers, disciplinary actions were
hnpo.edforavlnewolvldaﬁmaolseamﬁeshwumdmguhﬁomm
as sales practice abuses and fi ial/op ! infractions. The sample
also included brokers who had actions i d for urities-related
infractions such as robbery or driving while intoxicated. A detailed
breal of the 50 brok idelmﬁedincwwiﬁlbmsﬁ'unsomeoran
functions of the securities industry we led is d in ap dix I
L] tated of a firm, such
PThese actio Include any o 2 felony o

mm,mm.hhmmm«mmm

hntakhd GANIGN.A4-208 Unseropalous Brokers
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mmlm 'ﬂw c-\:mlmm“"" mmmwm
Policies and PracticeS  confidence in the industry. Because of this patential harm, the industry's
MayNotAdequmly aﬂmmtodmnﬂdisdpﬂmmmlommm:mubeu
effective as possible. Ho ) points to sh
Ensure.Inthor fn the detection and di of Jous brokers. sec’s May 1994
Protection staff study of the hiring, retention, and supervisory practices of nine large
mwmmmmmumm
ip mmmwmm
J‘luulnn ooving brokers from th
securities in Existh li cth mlyemded\e
d!ocﬁvmotdldpﬁnﬂylcdmnnddnmtmmﬂm
brokers from migrating to other sectors of the financial setvices industry.
SEC Staff Study mmlmmmmmemmmsmm«m
Recommended Efforts to Regulation initiated an of the
Better Detect and mnmummmummmuwsmm

Discipline Unscrupulous
Brokers

mmmammmmnmmmm

tohunpxouammﬂlebwo( The

i was by sec and sgos about the
mmmdmmmmwsmm
analyzed the employment and disciplinary hi of 268 broker-deal
each of whom had received from 3 to 89 )
wammmmmmwmuqum
problems with the hiring and sup of brok of the
161 branch offices reviewed and made 40 referral olpo-ible riti
1law or regulation violations to szC enfy staff. The report

only & small sample of the total number of securities firms and, of the
firms selected, only a small portion of the branch offices and brokers at
mmmmmmmmmm
sprop ber of refe fuhnthcinvmonmd

fc id d with that exp d from routi
MWM(I)WWMW
systems needed improvement and (2) sanctions for sales practice
violations at s0s and SeC needed to be strengthened.

Key principles of the SEC staff study recommendations to SEC were that;
problem brolers needed to be (1) identified at an early stage,
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(2) acrutinized closely when hired and when making retention decisions,

and (3) subjected to aggressive enforcement action when warranted. The
Chairman has publicly concurred with the thrust of the recommendations
and is considering how best to implement them.

Bars Do Not Ensure
Removal of Unscrupulous
Brokers From the
Securities Industry

Serious violations of securities laws and are add: d th
formal disciplinary actions, with the most seri iolati

bar. In practice, a bar may restrict a broker’s activities by function, length
of time, or both. H , even ap bar allows brokers to seek
reentzy to the industry. These and other practices, such as NYSE's use of
moecﬁveimpomanotbus,whmhuedimﬂ\emwnhnmespmt

ouﬁdetheindustry Mglve the percep! that vi are
ding public fid in the disciplinary p
employedbyd\esecuﬁﬂumdusuy.

SEC and SROs may impose three types of bars: (1) prohibiting work in a
specified function, such as prohibiting an individual from working as a
supervisaz, while allowing the individual to remain in the securities
industry; (2) allowing reentry to the securities industry after a specified
period of time; and (3) prohibiting work in the industyy in any position for
an unspecified time period. States may impose similar types of bars that
are only applicable to activities within the state imposing it. Brokers
subject to a bar by SEC or an 8R0, but not a state, are considered statutorily
disqualified. In practice, such bars may not ensure permanent removal of a
broker. This is because the statute allows a statutorily disqualified broker
to return to the securities industry, subject to heightened regulatory
scrutiny, if approved by seC and an SBO. Oncepmniwedwmmmme

broker must obtain sec and sro ap | for every empl change
mﬂunﬂzesec\mnsmdlmy FtomOctnberlQQl through December 1993,
SEC app d the tion for one p tly barred broker to reenter
themmmdusu-y Duﬂnamaameume&ame,swappmved
ch for five pe: sec had

pexm!mdthuebmkmﬁommatmmﬂuume.lnmuwlmswdy,
sacmﬂ of to strengthen disciplinary

, i ‘,allowlngmr, bars without the possibility of
reentry.

Some state regulators responding to our survey viewed SEC and SRO
dlsuphmmmasbﬁngmmmmummmmspondmg
to our survey, 14 believed that sgc i ctions were too lenient, 24
vlewedmacﬁomuwolﬂﬂau,lndllviewedmnmmsuwo

Page GAO/GGD-$4-208 Unecrupulons Brokers
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lenient. Further information on these responses is contained in appendix
o

‘We obeerved some disciplinary practices that could contribute to the
perception that some disciplinary actions are lenient. For example:

Ammmumslmmmwmrwm
, his firm was
updledﬁunminlm,ndhemﬂmdm,m nq)mdeth

'was permitted by NASD to work in another firm as a broker supervised by a
former employee.

A broker barred by szC for frandulent sales of securities was permitted to
remsin in the industry provided his activities were limited to the sale of
mutual funds and annuities.
wmmmn-mm«m imposed
putlyona basis. En officials at NYsE told us that
retroactive bars are used to more readily obtain voluntary acceptance of

the action; however, these officials did not favor the practice.

Our review of current Lxws and regulations indicated that regulatory gape
can exist in safeguarding investors from unscrupulous brokers. s2C's

other sectors of the financial services industry, such as banking and
insurance.

Currently, 53¢ and the Cocimodities Futures Trading Commission (cFrc)
are suthoeized by law to honor each other's bars and can choose to
prevent barred individuals from migrating between the two regulators.
However, no similar law or agreements are in force between sec and other
ﬂnndﬂ mmmmmdw
lous broker with a disciplinary history of
”Mm«anmmmh-mmuw
federally regulated, such as insurance, and sell certain financial products
in that industry. Sanilarty, -chnhnhmwaka-hmkumlmema
Federal Depouit Insurance Corporstion-insured bank
WMMlhmuhndﬂdﬂhﬂyM’bm
has not been convicted of & cxime.

Page 10 54508 Brokers
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We analyzed the ds of 96 potentially unscrupulous brokers identified
in sec’s May 1994 staff study who had left the securities industry and found
that 3 of these brokers had d to the industry. We were
unable to determine the current ) of the ining 93 brok
because data were not readily retrievable. We also found indications of
migration from our sample of 100 brokers with formal disciplinary
histories. For example, one broker, who was barred by an sro for 9

ths in 1989 for made during an insider trading
investigation, migrated to a related financial services company and
m:;mmmmmmmww

an 8o for 18 ths in all fi for thorized trading, worked at 4
7ings and loan dations as a loan officer and a salesperson for

certificates of deposits.

SEC, NASD, NYSE, and state officials exp d about the p

for brokers barred from the securities industry to migrate to other
financial services industries. Some of these industries, such as banking
and securities, are suhject to federsl regulation, while others, such as
insurance, are not. We discussed this migration issue with Treasury and
NaSD officials. As a result of our discussions, Treasury officials told us that
they have made initial contact with Sec, CFTC, andbnnldngregammsm

explore the issue of mi to the bankis Addressing the
motmimmmﬂwhmmdum'ywmﬂdbedxﬁc\mfmafeduﬂ
agency b is reg) only by individual state regulators.
womﬂdﬂuﬂlquldpmewlw\umhfm
could be made available to all p employers within the fi ial
segvices A those industries regulated by states. NASD

data, including disciplinary histories, for bank employ din
seamﬂeueuedaalamw lno\nm,pmq;eeﬂveemp!oyusof
in fi rvices-related industries would benefit

wmwammﬂmmmmm

WA required by the Penny Stock Reform Act of 1990, P.L. 10-629, 104 Stat. 631 (1990), NASD In 1901
which investors

cbtain Sormal ¢ actions InJuly 1963,
provided was expanded to incinde criminat and civil dling
actions, and avaiisbie arbitration decislons.
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termination, which are available only to Sec, 5208, state regulators, and the
securities industry.

Improvements
Needed in Broker

To safe d and maintsin public in the securities
markets, 82C, state regulators, and 5208 need effective broker surveillance
mmmw&mwmmwgdm
sales practices. Sec, state regulators, and
mmammmwmmwmmd

nglmymnmmmd.ﬂowm mislimitedinmcqmbimym
support regulatory surveillance of of desigr
limitations. Further, mszemn!bdommmmembuﬁmstorepon
information on disposition of customer complaints. Such information, if
reported to 5808 through cep, would help regulators and sros monitor
queﬂiomblenlelpncﬁceadhiﬁesumemberﬁxmsmdindumde,

Limitations that restrict regulatory and seo broker surveillance capabilities
include the following:

CRD has limited i wide survelllance capability. Although sec, state
mmmmnnmuymemmmbmkmwﬂ\
ies, it was not originally designed in 1981 tobe a

compliance-related regulatory tool. Curvently, CRD users cannot easily use
the system to perform certain functions desirable for industrywide
ugﬂmymveﬂhwe,nmhasidenﬁtymghmhswnhmm
attributes (Le., the type or b ry actions). NaSD is
mddmmwmmmdenmmdm@mmmwww
identify and monitor brokers with specified disciplinary histories.
Awnddnammemeﬂomdimﬂmmth
and resp to our indi d that the redesign may
address CRD users’ major needs for improved capability to provide
mmumldmmthetypeofnohﬁonsmbmlmsuoppmedwﬂ\e
formation on individual brokers.
NASD officials told us that improvements will be phased in starting in
mid-1995.
I, 880, American Stock Exchange (AMEX), and reglonal stock exch
are not directly reporting to cen. Cu ary actions taken by
mmm.mmnﬁmmkemwmmmmmddimcﬁy
to Cap. Instead, CRD personnel must obtain information on disciplinary
actions imposed by these entities from publicly disclosed sources and
enter the information into can. Direct reporting to cep by these regulators

Page 13 GAO/GGD-$4-208 Unscrupalous Brokers
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and exchanges would be more efficient and provide control over reliability
of the data. We noted that one broker who, despite a bar in 1988 by crrc
for fraud, continued to work as a trader at Nyse. He was able to do so
because he spparently did not report his disciplinary history to either crp
or NYsE. When the bar was discovered, he sought approval for and was
accepted to reenter the securities industry in 1993,

‘SROS Mhmuﬂmmmwmuonmma

complaints from individual firms to cro. Since 1988, NYSE has required
member firms to report to NYSE (1 dy all ived,
including the name of the broker, dxebxmdm‘lmt}\ebmluwwks,md
the type of complaint.!! However, NYse does not report this information to
8D Although most complaints do not result in disciplinary action,
complmtud’omaﬁonhueﬁﬂwmfordetermmmghowbesno

ding to SEC, RASD, and NYSE officials,

RasD officials told us that i onits bers similar
umtnfmwﬂlbeonthnagmdaoﬂmsmember 1994 board of
int data have proven useful for

regmamxymrveﬂlmwe,asindmaedbyszcsuseomwmmmex
complaint data for its recent staff study. Reporting of

to ORD by sros would increase the usefulness of this information for
regulatory surveillance. We found also that some state securities

! ‘will discloge all infc i mmemntomqumgmm
Wa recognize that public discl of laints may be
bememeymmﬂwwsbemwvedwmngdomgbymebmker
‘Therefore, it may be ¥ to data bases, one for -
regulatory strveillance and one for public disclosure.
srOS do not report information on disposition to CRD.
SROS ily did not gather inf Y onthedmomunotcmm

laints from ber firms and, therefore, could not provide these

data to cap. By collecting customer comphmtchspoanondnn,ms
potentially could better assess and monitor possible sales practice abuse
at member firms and identify sales abuse k*en&ataﬁm Forinstance, ifa

firm has a patbern of settling \g sales abuse in
tavuronhe amu,mMmdm Mtheﬁnuneedsmbener
and disciphi Requiring firms to report customer

complaint diq:osmon data to criy would also provide additional
information that could assist 82¢, SRos, and state regulators, in better
monitoring brokers industrywide for possible sales practice abuse. Once
again, public disclogure of data about complaint disposition may be

aial b plaints may be settled in favor of the investor
361 repont to NYSE data on customer
comglaints. Since 1089, an average of over 11,000 salex have been d
aznmally to the NYSE by mewnber ficcon.
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hmﬂhhmmmmdﬂumwﬂm
‘Therefore, in this case, it may also be
Mmhmﬂmnﬁﬂmmﬂmfam disclosure.

Conclusions

The finsncial health and soundness of our nation's securities markets
depend partly on public confidence that these marlkets operate fairly and
honestly. A key factor in public confidence is the level of trust between
muwmmmmmmmmm
arolein ng Although

mmm.oooummmmmmrmm
histories. Given that even a few ) kers can do serious ham
to investors, surveillance and disciplinary policies and tices need to b-
udrecﬁve-pﬂblz.Web\md d that impn could be
made in the detection and di of lous brokers. For
m-mmmmmuwmu
made to industry hiring and surveillance processes and SEC industry
disciplinary practices. We also found brokers who had been permanently
barred from the industry but later were allowed to reenter the industry
and other disciplined had migrated to oth of the
memmmmmnmmmmdbe
the of di 'y
Mwwwmm

Recommendations to
the Chairman of SEC

To help maintain investor confidence in the securities markets, we
d that the Chai of seC

wum«mmmmmm
including the imposition of a permanent

bar with no opportunity for reentry, when warranted.

mm-mwmﬂunmﬁdﬂﬁmm&ﬁqwﬂw

lemlmnwmee-dbidmbmd itor t 4
dlreetmto h, and the reporting of ion to can.
Spedﬁﬂmmmmdﬁnmdhwﬂm(l)mfm:nd

I disciplinary actions be rep d directly to cwD and

mmm@mmmwmwbe
d, and d to cup. We also recommend that sec
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B258LTS
‘work with NASD to develop p di to balance surveillance
and public discl i ining to discl of cust

taint and DRy Yo regu and
investors.
‘work with NasD, mandtheDepamnentofﬂxe'hemrywincrme
disclosure of CRD data perth to the of

memmmemummmmm»mmdmmm
services industry.

Recommendation to
the Secretary of the
Treasury

the potential for brokers to migrate freely from
secmﬂesho&amofmeﬁnmcﬂmcesmdmymdmmd

we d that the S y of the Treasury work with
SEC and other financial regulators to

N of CRD infe ilable to regul and
employers among the financial services industry and related industries so
that regulators may be aware ot‘and grve cons\deranon to abroker's

dxsqpbmry history in all g and so that
an use the i i mmaidngainrmgdecmon,and
det:exmme whether legxiatwn or addmonal reciprocal agreements
between SEC and oﬂ\er i are ¥ t0 prevm the
of p brokers to other fi ial services i

Agency Comments
and Our Evaluation

We provided admnofﬂnsrepontossc,’hmxry NASD, and NYSE for
review and We obtained written from SEC (see app.
). We obtained oral comments fronr Treasury in a meeting with the
Director, Office of Financial Institutions Policy on August 26, 1994. We
obmuedmﬂcomnentsﬁvmmmameemgonmgmw 1994, with
NYSEsSemorVnce; dd and the Senior Vice
Pr t, Compli We obtained oral from NASD in meetings
onAumaOandal 1994, with Nasp's Executive Vice President for
Regulation and the Director of Regulatory Policy. Wmmwn
genemuyagteedmmmemfonnadon,, ided and, with the

noted below, our and dations. They offered some
technical clarifications that we incorporated in the report where
appropriate.

SEC strongly agreed with our basic finding that efforts to ensure oversight
of brokers and discipline of those who viclate laws and regulations need
to be as effective as possible. However, Se¢ advised that care should be
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reised in 1 that sh xist, in the d
ammsﬂpuneofummmmbuedonmsmmof
disciplined brokers or our sample, which was drawn from CRp. S2C
commented that a sample drawn from crp would include not only sales
practice violations but violations that do not affect an individual's ability
to act in a fiduciary capacity as broker, such as driving while intoxicated.

wcseommemsinmoonm&mxmdusmigmmchenmrsmken
from cep to reach about the extent to which
unserupulous activity exists in the securities industry. We agree that the
available data cannot be used to project the extent of unscrupulous
activity across the universe of brokers and we state this explicitly in the
report. Indeed, it is our concern with the limitations of cwrrently available
data that formed the basls of our recommendations for improving cro.
However, it is also important to note that we did not base our overall
conclusions golely on our sample. We also considered the results of our
analysis of applicable laws, regulations, and policies; our survey of state
regulators; our analysis of CRD and Cri data; and the findings of sec's Staff
Study.

Concerning our d: that SEC impls the
reaxnmendanmsmimsmﬂ'mxdy §EC notad ﬂmsx,incommmonwith
the 5808, has begun i number of the from

the 1994 staff study. wcakosddmithnremmlendedmmew
their rules and byJaws with a view toward enhancing disciplinary actions,
and plans to make public its policy on reentry to the industry of previously
barred brokers. We believe that these will be positive steps toward
addressing a pevception that disciplinary actions may be lenient.

Regarding our recomumendation that SEc monitor the redesign of Crp, Sec
expressed the belief that Ca0's redesign will greatly assist to
identify and monitor brokers with disciplinary histories, and said it will
continue to work closely with NASD and NASAA on enhancements to CRD.

Whﬂemcmeddmkmmmmmmmmmmy
information into Cap, it disagreed with our

actions, and dhpasiﬁonbe
d to CRD. SEC d that such g would clutter and

mwmmmmwmwuo:m;

inf linary actions based on its understanding

mwmmmmmmwmm
both SEC and NASD comumiented that it may be valuabie to collect and

Prgn 1S GAORIGD-94-308 Unserepaions Brokers
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B2A8TS
monitor inf i di ints and their disp 5
both were d that the ing to i of iated
complainuwon!dmse due process and privacy concerns. NAsD

laint and disposition data should be used
formguhmrysurvenhnce and notbepubhdydxsdosed NASD noted,
however, that some states ider all CRD 1 ilable for public
disclosure,
We believe i jonon i d discipli actions and

corplaints is useful for regulatory surve:ﬂance and can help regulators
and sros identify brokers with a pattern of sales practice abuse activity. In
the text of the report, we recogmud possible due process and pnvacy

related to the rep of p and d
Although sec said that they unds d few sales practi abuse iolati
resault in informal actions, empirical data are unavailable to document this,
We believe that if crD is effectively redesigned, useful u\fonnanon on

d:suplmxy:mommd laints and their disposition should
be g d and p d without disorder to the system. In sum, we
believe that Sec’s could be ively adds 4 by SEC, SROS, and

state regulators working together to (1) define parameters for collecting
such damnnd (2) ensumttmdmnlosumorsnd\ damtomveetorswould
ds and due process p

Regarding the issue of direct reporting of SEC disciplinary actions to CRD,
sacsald uumns notprepared to change its longstanding arrangement,
h iplinary actions, as announced in SeC's Daily

Nmmgmmmpomdmmbymnsuﬂwmeﬂusanmemem
may have worked well in the past, the redesign of CRD may provide SEC
mﬂ\eoppozhnutytodmdlyrepondlscmm\sryamonswcnoms
‘would better ensure that all disciplinary actions are rep

Co dations on providi
umuptﬂombmkerstooﬂmsecwrsaimeﬁmnuﬂsemcesmdustry
both sEC and Treasury agreed that of di
brokeumrelaudﬁnmdalmdustnwwomdbeneﬁtbybemgmfomedof
any regulatory or disciplinary actions taken against brokers. set:saxdtha:
its staff will work with other regul to make CRD inf
throughout the financial services industry. Treasury officials said that they
wou!dpumwhezhercmmimmhon:oﬂdbemadeavaﬁa&ewaﬂ

wployers within the fi ial sexvices i including the
state regulated insurance industry,

Page 17 GANGGD-94-208 Unserapuloos Brokers
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‘We are sending copies of this report to SEC, the Departiment of the
‘Treasury, and other interested parties, We will also make copies available
to others on request.

‘This report was prepared under the direction of B d . Rashes,
Asaistant Director, Financisl Institutions and Markets Issues. Other major
contributors to this report are listed in appendix IV. Please contact either
Mr. Rashes on (212) 264-0737 or me on (202) 512-8678 if you have any

@2&4&»«

James L. Bothwell
Director, Financial Institutions
and Markets Issues
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Appendix 1
Formal Disciplinary Histories for 50 Brokers
With a Bar Active in the Securities Industry

as of November 30, 1993

Formal
Yesrber  Reguistor  Acvityleading Funciion from actions afler lest
Brolwr number ber %o ber which barred Langth of bar ber?
1 1969 SEC Financialf A 60 days
1968 SEC Sales practice A 60 days
1978 NASD Seles praciice, Principal/ Permanent No
financiel/ supervisor
2 1970 NASD . A 30 days
1978 NASD . Finencisl aM a. 1year
- . Principal/ b. Permanent
SUpervisor
1993 NASD Fnenciel AN 15 days No
3 1981 Sales practice Al 3.5 yoars
1981 Wisconsin Fnancial/ A 120 days
1962 NASD Selespractice Al Yes
4 1982 Vermont Sales practics A F
1983 Calllomia Sales practice Al 4 yoars
1983 Sales praciice Al 5 yoars No
L] 1963 Okishoma Sales practice, Principal 6 months
Sinancial/
operationsl, isikre
10 Supervies
1984 Alsbema Financiel/ A Penmanent
1962 NASD Saies praciice, oA 2 6months
fallure 0
upsrvies,
financieV
b. Supervisor/ b. Permanent No
principsl .
L] 1974 NASD Seles pracice Al Permenent
1975 SEC Seles practice Al P No
4 1958 NYSE - A F
1958 SEC Financielf A Permanent No
8 1902  NYSE Fallure © Supervieor 1your
supervies
(cominued)
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Formal Disciplinary Histories for 59 Brekers
Witk & Bar Active s the Securities industry
s of November 30, 1908

Formal
disciplinary
Your bar Pegulsior Activity lending  Function from actions after fmt
Broker number ber to bar which barred Length of ber bar?
1993 SEC Failure io Supervisor 3 yeary No
supervise
9 1988 Massachusetts Financial/ A 1 yoar
operational
1991 Chicago Sales practice Al 1 month No
Board
Options
10 1971 NASD Financialf a A a. 8 months
b. Principal b.
1972 SEC Financialf AR Pemanent® No
u 1983 SEC Sales practice, a AN a. 9 morths
financial/
b. Principalf b. Peananent
supervisor
1983 lowa Sales practice, a Al a. 9 months
financial
operational
b. Principall b. Permanent No
Supervisor
12 1989 NASD Sales practice, Al 3 months
1990 Pennsyiaria Sales pracice,  a. A a 60 days
failure o supervise
b. Pvlm;ipdl b. 180 days No
supenvisor
13 19682 SEC Faiture to Supervisor 30 days
supervise
1992 AMEX Failure to Supervisor 3years No
Supervise
14 1961 Minnesota Failure to Supervisot 3 years
supervise, sales and X days
practice
1963 NASD Financial Principal Permanant No
operational
15 1978 NASD Sales practice Principal 3 yoars
1978 SEC Sales practice a. All a. 30 days
b. Supervisor b. Permanent® No
1% 1975 NASD * AR 10 days

{continued)
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Appendix 1
Pormul Diacipiinary Histeries for 54 Brokors
Wik & Bur Active i the Securities Industry
a0 of Nevember 36, 1963
Formal
discipinmy
Your bar Regulator Funcion frem actions after last
Broker number imposing ber 10 bar which berred Langih of bar bar?
1976 RASD * Principal F No
17 1908 NASD Sales practice A 1 yoor
1992 Aizona Sales peactice AN F No
AL 1962 NYSE Financial A 18 months® Yes
19 1980 NYSE Sales practice AR 18 months® No
x 1988 NYSE Sales practice AR 2 yoois No
2 1991 NYSE Sales pacice AR 3 montha No
b4 1977 SEC Sales piaclice & AR 30 days
b. Supetvisor 2 yours No
23 1963 Pennsylvania  FinanciaV A 4 yours Yes
F2) 1975 SEC 3 Ab Permanen No
igihure ¥ supervise
% 1953 NYSE Ssies practice A 1G yoars® No
26 1973 NASD Financial s AR a. 3 monihs.
b. Financial . Permanent No
peincipal
Fid 1988 NYSE Sales paactice N 3 months® No
] 1958 NASD Financialf M Permanant No
2 1983 AMEX Sales practics L 9 monthe Ne
k 1906 Pernsyivania  Financisy ~ 3 yoars No
] 1990 Pennsyivania  Sales praciice, A 2yoers No
financial
» 1991 NASD Sales practice AR P No
k<] 1978 SEC Sales practice, AN Permanent® No
oo
M 1987 ANIEX Failure 10 Supervisor 3yens No
supervies
k3 1991 NASD Financi/ Principel Permenont No
» 1960 SEC * a AR & 1yen
b.ﬁi\gw ». Permanent® No
uparvisor
7 1993 AMEX Faikre Supervisoe 2 yoms® No
supervise
{continued)
Page s 04308 Brobers
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Appwadtz 1
Witk » Bar Active i the Securithes lndusiry.
28 of November 38, 1900
Formal
dieciplinery
Your bar Begulalor  Aclivity lsading  Funciion from actiana aler et
Broker number g ber %o bar which barred Langth of ber  bar?
38 1976 NASD . Al Permanent No
£ 1971 NASD Saies practics,  Principaé Permanent No
falkare 10 superviss
“«© 1974 Penneyh . AR £ No
“ 1970 SEC Sales practice,” a AN a. 30 days
fakae 10 supervise
b. Principal b. Parmanant® No
Supervisor
42 1977  SEC Financiel a AR a 80 days
b. Supervisor/ b. Permanent No
principsl.
) . 1879 NASD . Principal/ Parmanent Yes
supervisor
“ 1978 SEC Faikre © Supaevisor Permanent No
1978 = NASD . Sales practice a AR 4. 60 days
b.w‘ b.Permanont No
48 1988 NASD ' Salen practice, aAx &30 days
financial
] b. Privcipal b. No
47 1978 NYSE - 2 yoars® No
48 1976 SEC Sales practice 8 AN 2. 60 days
b b. 18 months No
. Supsrvisoriownes
49 1988 AMEX Sales practice Option rading § months No
50 1983 SEC Sales practice, a AN . 2.80 days
Talkura 10 superviss L.
b. Principal/ - b. Parmanent® No
BSUPSIVISOr
box okl

oy

ok aclive in e

of {4) their ber wee being

duts on 1he nelure of 1he ATty

§3 their bars eepied. {:

Note: "
10 ek in g stais or Amciion olher S0 el form which ey wers Dacred, (3) Sporovel or resniry
‘wan cbluined, appesied.

“While noled 63

within & apacific fine kune, oliber It ok or spaciied capaciies.
Sousts: GAC anulysis of CRD ciste.

Page S

these bars provided lor the right 1o apply for rearry 1 the industry
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Questlonnau'e Sent to State Secuntles

Regulators

E

Survey of State Securities Regulators
on Oversight of Registered Representatives

PETRUCTIONS

At 0 et of Congrammen Riwand 1 Mubey, Chnisumsa.
Teluevweisssions 04 Plomen. and Jobn D. Disgoh,
oo,

GAD is oy eveduafig s oliosivenss of e
Gasiglionsy pusenss aevd b7 oo swudivs Indemcy o Wiy,

The puspme of s questiammive io (1) it 00 In
*—*

Thia curvey shondd S cumgluted by this stote’s ahiof wowsias
b

otetnct yam if we ool 1o cladfy s seswer.

Moa of ncking
Sons o fling in bhake. Spase is ovided for sny sbiSomd
omants st b oud of the quetonnsia.

oendiraemd wrviage wishin 30 dags of svigt. I S oveut

by ot U you huwe 209 quastioms. plonss call M. Jack
Tewiomn  (117) 248300

1) Now muy individuis v auvsdy sfsiond by you
agpncy w s intuovy spinsnd mpsmmtve &
ol ol for puochess ov out wibla your swn?
(Chuct ooty one box.)
10D e
2001 - 2em
1 00 20m-300m
<« nm-eum
300 omrneme

Mo e Muvodd
Asmeiuios of Suuities Dasbars (NASD), the Now Yok
e Amusina

pree=-y
whiin yoor st {Choc only mne bou
10w s

10w =

10 seenimw
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i

5 whde Dum e gy o o
” gy = ? ot
Amivkbvn b shody mplonrnd vl s FHO, St SSTOF | (ot e b, et copln ¥ mecsmseryd
ety sgpooved by sy whe st

P 1 m » »
procem) =
[rp—— 200 Yo —> Sow et povcoton alle? ¢
£ O
aponmens have buos suefid?

2. 3 Gl st 2 soviow of tho appticasion and e
Cowt Rogiotmsiun, Dogasinery KROW  §

B Dom youur ngcy fallow dilwwet |
yom duscalind i quntios 3 shove if e ladividud

ety
1Chack v o, and ot mocessory.}

[ =S “

2 T3 e > o de o prucousme il

|

|

§
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Appenitx II
‘Questicnnaire Sent to State Securities
Regulaters

® To 0 approve o for imiskal
Sicaming w opurate s 2 sagistared seprasestutive in this staas?
(Chack ene bos for aach of the following rows )

) Moderste | Somwe cmeue | Lints om0 | Do met Zmow
o L
& Presancn of & il 0 » 1s 2 E) 3
omicien o
. Crisuinel coviction ” 3 2
a .
¢ SBOCPTC smcien € » » 1] 2
4 SRO daciplinary wiicn, | 9 1 13 ] 1
othar tham supovsics &3
a SRO supensien < 3 " 3 [} 1
£ Denisl of sugistestion by » s s )
gt shds
# Rovecstion of mginmden | X3 L] 3 1
by other s <
B Disciglnry actiem by 2 s » ’ 3
Son a
i Adbiertion precesiing 4 | 2 2 ” - .
} Abinnics sewd 4 . ’ » s L]
k. Casomer complaios @ | 2 5 » 15 1
L Proquecy of swixhing 1 3 . " "
emgloyer -
= Typolsios of euplorer & 1 Q 1 n
O (Possenmetty 13 ’ 1 1
"
& Owboar (Plowse spucti 3 3 El
3
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Appendix 1T
Questionnaire Seut to Mate Securities

D Deym oy is ontamnic deappeovat of

ook} (Chosk sne duc

LET Mo oy gmenion 93 ”

2 0T Yoo fCumtoer 0t the vt quustions 7

% which o sight combder o, s how wy gemisive

oo W, planss
prive oy

Quubiaive $unbeld e Gragpreosh Quasenivs Thowbch o veview

» Powemas of + Civi
omviction

. Cdsined comvictins.

€ SHCICITC wwction

& SO decighieary ssben,
e o Swpmasion

+ S0 sapeaion.

L Tiveial of sigleation by
awhar stobt

8 evecstian of mgiavston
o
[T ———

L Abiytion yrecendug

i Mmton woest

& Cownomser ovmpleint

L Ponguancy of swinching
Sophoyer

= Typuhias of angloyer

u N (Paee spocify)
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Appuniix 11
Sent 1o State
Reguinters
» Vow may your tor (1 0 allr sucacines it yusctase o wie widki
your s, (2 Wamelar v amplorecs has your ngancy aypeovl, denind sad hes widdsars by s
! of sppticosiony deposed o, o provide your b astnuse wnd idensfy a8 sork)
Dispenhion of syplicaton
—
et Antasbvuson Agplicasion Teunubu Applcasion
Joprvet | Dot | wibdwes | apeerad | Dk | Witskoen
199
m
m
1993
LR youm, aighious And
Yo | Vb Roveind | Nember wil 5RO
¥y sow Aguuy soghoawwod
R —
]
L]
m
1993
w youn. how sny In vgens
o s gy stng?
prodile you
You | Swostunt or Witdomn
8
™
e
)

P



S Routine Menliering

Which of the follwing bust describes bow ofiom, if a all,
" wiory

(Coock only the one box most closely dencribing how the
majoriey of reviewe are haadiad }

1. 0] AD sepromststive morwds arc asecsmd ca 0
Siz0d schadele (Comsinee with next quesion)

20

No fizad schedole, but in seaponse 1 cartain
ovons (Ship tw Question 4.} »

3. 1 No Gant schobute, bot bona wpon

repsesentntive's profile (Stip s Question 14) 3
4. D
s

No pexiodic mviews (Skip 1o Question /&) L

Other procedercicombimaton (Please describe
Delow, and cordiame wisk mest question) 3

IF A RXED SCHEDULS IS FOLLOWED:

How Crupmantly dous your agoacy csaduct most of heee
ovierws of reprosemtutive

(Chock the ane boxx shat best represcncs your 4gency’s
proctice)

13 evey w5 mete

200 Sy 7012 o

3. 00 Every 13 mmonths 10 2 youus

4 00 Lowe oten thom csco cwery 2 yours

5. [ Domtinow

14) IF REVIEWS BASED ON

{(Check all hat apply.)

1. O it comviction %

2 O Crimina coavicion »

3. O Secxcere aciom ”

4 [ s20 disciphiasry sction (nct supeasion)zs
5. O 520 amomion %

& [ Denist of regismmion by anotor xae 35
7. ] Revecsion of rgiension by mether sam3%
8 [ Discipimary action by firm »

9. O Aciemion procenting N

10. O Adiastion swat »

1. O Conomer comptame 2

12 [ Froquency of chenge of cmploper 2

13 (0 Ameaded U4 sobmission u

14, O] Otens (Ptesse ety 3
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Y0 At yom sume of sy fows apemmin in you s which
sogales e somplians

Y = IS Y 3
30T seme steu 0w '
«0O v '

210 v e swm 2
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to State

L Use of the Contral Raghvtration Dupediery (CRD)

18) To what evemt, if ut ok, do you ud o CRD, in i provsat faves, wbol 1 & agubusery toet?
(Chack andy ome}

10 veypmtem 1
20 oo n
pam .
(D Sowm oo 1

5 tiate or o o

6«0 renipe

19) To what ewtese, If @t o, dors your agancy we the CRD © pecform the following funcricns?
{Chack ane dom bt cack rew. Lawve row bank if Juncsion. non applicable.)

Vaygost | Omm | Modows | Some
—_ — el

r‘duﬂ# - 2 1

H

r““— ” 3 1 t t 1

Pusbedic musisssiog " bl s 4 4
-

Pblichiag agewcy schame » L] s 2 3
-

?-‘ (plomse spociiyl n M) 4

O Soaciian (plosse spocily) “ u s

»
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Appeniiz Il
to State
Regulators
» aa = cap s Sampored vy e Iulowiog:
{Check ene box in osch s}
Vaypu | Oue | ot [ som [ tumar | Dous
— — e —— 8 ut—t L
Measepartag of dum by SBC ] g ’ 7 [ )
e
Newwerig ot donvy a0 |6 7 ] ) ) .
a
Mossopariog of dan by s . ] [ » s s
<
Noarsparteg of dun by oo n u » . )
a
[I————— n “" ™ . s
ey
a
:l—-'-ui-tym . 7 n 7 H .
Dulaged mpuing of dus by 300" | 4 » » L] 4 L3
<
Dyt i o dn by e | 3 [ . n . 1
Dot ey by e | 7 B " s ) .
mposteg of dun by ’ n 0 s 3
-
[y » . [] . ] )
[ Ty —— . . Py T
B
[rorwenprummm—tt 3 3
n
D M bty i ol
vgionsion. ek
[ .
200 repuey n
310 et bty o ety 7
40 wtngpesty .
300 vay ibegenty .




Appondix I
Seat to Sta
Regulators
D Which of 0 ¥ ey, would msans of cabucing the cvmber of ba Form U-5 flings?
{Chack oll that apply.)

29 I gemeal, how srcusnts or imscrarms is the iadormation provided o Forms U-¢ et U-57

(Chack st beos in sach ro.}
Very Accumte | Nebe | imscowse Very Do mat
accurse o inacorse: aow
=3
[
Information on Farms U-4 1 » " 3 L]
-“
afurmation ea Farms U-S » i) € .
“

24 1a which of tha ellowing veys, if auy, ks your apuncy poovidud inpel # the CRD redeuiga corn?
(Chock alt shat appin}

107 Puscipuion ia NASDINASAA movings o redesign
207 Provided setm cowments e rosposse 1 5 selichasion
30T Provided wrine commmus without being seiicies
0] Was solcinnd, bt dactand w0 provide inpne:

S0 Was m soiiciud, &4 amt provide ieget

O Do et tuew




20 Whut wesld yeu. . if thave e any, that shoudd be mad ® the CRD = part of
i‘*b_-m-u_—yhl'

1

V. Diacipline of Rogistored Reprossutatiows

» ﬁﬂ-.—nm—,u—quu—ﬁ;** rogismered repwescetssives for vislave
Sow apprepriats do these ections mmemm far the bekavier inveived? (Chack ene boc in tack row.)

Mach wo | Toosevese | Apprepriose | Too lomicat [ bnch oo | Do et bnow
e Jonion
sec “ » 1 3 3
NASD “ " » . 3
NYIE o » . s s
Ax “ 15 s s )
Ragiounl Exchmgee 44 1 ] 3 u
Stame “ L. 1 4

(Check ol that appiy.)

5.0 Mo witety publicias dscptivary acsions

6.0 Move buguest dcipline of vinlative scpeocattve's mpurvissr:
2.0 Mo trequent mactions against the viclstive sopecacatuive’s fiew
000 Ot action (Piosse pocir)

SrERYXENY
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W ® [} 1 » ) 3 )
by 0 8000 © 4 3 " ) 3
» Frres ooy by wiliative:
Chack sady ome b o)
Vey gt | Gme | Mot | Sme | tiakoer | mom
w— o— Ly I_J
— e
| L) n . ) 3 3
| T 3 » . 1 »
» " -
o wrlte Sy’ e
»n sy
s -
{Chouk eme bom s r0)
Vry gt Cus ] S el o0 Duam
—— —-— — e |3
—3 —] el
[emm—————p—— 1) » ) ) '
oy -
[Fr—————— ]} » 5 » 1
apugon compleion. 4
n
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to State

10 Tevha cum, if @ il do you
vinlstons a0

I» binam? (Chack saly ans dox n auch row)

Gimiglinary

Very gt
—

Modrss | Soms | Limewr
omant | oot | mo exmmt

H

“

Deporvwmmtven whs samerese

. 4 1

Sprmsntives with dscipliomy
tion o puckculuty epogiom
vielatons

20 To what ontent, if ot o, do
action for

sules peacsen viekations tmove o fem
(Chack enfy our boe in anch rew.)

yo

© fom #itia Se indeory today?

Vory ot
.

Dapossestusives with anmarves
“

Ot
——
n

Papoasmmstives with mabiple
aciglinary acthon
“

39 Weuld ywe fover o

e

piry

icidaa?
Snesheld yym would st for Wigpering ¢

¥ you fover ¢ bar
 permenct bar in the last boe of that row }

Pover o
[

Ovpons o
e

Deast
[

W PAVOR -
Dascelbe dwwsheld for har:

Criminel couvicsion O

Chwll comvicsiony a

omctons

SBO smotless »

Advamtion Blogs ¥
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I Do yos provids infovmetion sbont sgivamed
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Chest paly e box)

L0 Yo ot pin) @
200 we g quatten )

1. Diagtomet tinery @ 2 0] Olainet
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10cnumttn » 4] smcumo
gty saton
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V. Commmts

40 N yum have 20y addisons] explamations of fox wwwwrs'ya have puovided, of any Comements concareg this quCKiCuae.
e we the space provided bebow, and stach sddisious] shews i wecrny.

Thask you Sor ‘your s et e ju filing sut his qucetionasien.
Piassc ccours it in the crvelops provided. ar 10 fhe addsem o ou e frone

e
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Appendix@l

Comments From SEC

Note: Comments

ing those in
the report text appear at
the end of this appendix.

UNITEO STATES
ANO E
WASINGTON. O.C. 20348

[ ied
aver? STy
September 2, 1994
YIAFAGADNILE
James L. Bothwell
and Karkets I
Covernment Division
Genersl Acoownting Office
Washington, D.C. 20548
Re: Osmmeats es Draft Tt

mvlvlcunm tummlwue_-tum
Acoounting Office’ ("GAO") draft report entitled

Agaipat flascrupmlons Rrokers. The draft report concludes tbat,

slthough GAO was unable to determine the axact extent to which

unscrupulous drokars are mln in the securitiss industry, even

a fow CaR Cavse i hars to

unmpu.uuuu-g-puo in the

. shares this and is to
ux— abuses and that public custowers

efforts to

misconduct need to be the T ik

oconjunction vith the sel 1 ("SROs”), has
begun implementing a mumber of M&m resulting froa the

1994 -t-qr

f unscrupulous brokers.
report that in its sample, GMO obtained from
the Cantral Registration Depository {*CRD") an initial universe of

' e large Pimm Preiscti A Beviey of icine. Betsntion

e e R

Buchangs Cosmission, May 1994.

— o ALNCT 04 S48 Neoeestae Bonbore.
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See comment 1.

Jumes L. Bothwell
Puge 2

active brokers with “forwal disciplinary histories.” It is
important to recognize that the actioms CRO captures in this
category ars not limited to sales ice violations or even
securitiss lav vioclations, but also lude disclosures relating
personal benkruptcies and liens on personal acoounts. In
dditi in this also includs indictments
and convictions for o(hl-- unrelated to the securitiss industry,
such as while . as the draft report
-nlmovhdq- of the almost 470,000 active brokers, only 9,799
(LL two parcent) had at least coe "formal dilulplmxy action=
recorded . ?n— s univerve, GAO selected a judgmsntal sample of
100 brokers to obtain on the violati lead
actions. Both the initial universe and the 1 sample of
100, included disciplined for violations
involving not only sales practice sbuses, nmnehl/op-nuoul
violations, and orisinel infractioms such robbery,
those types of actions that argusbly do not l!tux an h-uvl.du-l'
ability to sct in a ﬂ.mcuxy capacity as a broker. In light of
these faoctors, I believe that cars should be exercised in draving
conclusions based on GAD's nlnm or sample.

Additionally, the draft report states that 25 percent of the

161 branch offices examined in conmnection with the 1994 staff study

had weaknesses in their brokar hiring and supervision practices.

I beliave this overstates the problem and does not accurataly

portray the statf’s findings. nu. m state dhl make 40
of i law to

stafs, unc number must be put into pcnpoeﬂvo. spoclﬂculy, in
planning the examinaticon aweap, the staff selected those branch
oftices -ut likely to Mvn problems besed on Customer oomplaint
information in an attempt o maximize its enforcemant

opportunities. Although the large number of referrals was
disturbing, it wvas not wholly 104 glven the del

ive sample. wvhile I do mt believe that this
is 4 ot a d b1 I, along vith the Director of
the Division of wrota to the SROs requesting
a report on the actioms that they have taken, or plan to take, to
impl it the in the 1994 staff study.

that SEC and i actions are lenient based in

Finally, the draft rt raives concerns about a perception
ndustry l:? inary
put on the -nn.y of individuals mjo:: to bars to remain in or

u-n-ul The draft report does not, hovever, fully

di.lanu the distinctions among hln or th. Ellchﬂ ot nu SROs und
the Commission regarding ility re-entry
a bar. The thotypu ot bars and

the polielu regarding possibls re-entry ars isportant to a fair
and accurate reprassntation of the vn«u hry which applications
for re—entry are considered. Por example e Commission imposes
bars that: (1) prohibit association in spec: m.d capacities (9.9.,
& supervisory or propriatary capacity) vhu- alloving an individual

O 4% Arasman as ann o
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James L. Bothwell
Page 3

to remain in the securities industry; (2) include a prov:
alloving for application to rs-enter after a -pu:l.ﬂod period ut
time;. and (3) do not include any proviso alloving barred
individusl to y for re-entry after s specified p-noa of time
unqualig: .d pars) . m’!q»-klnn of any bar is a seriouvs
luelanl the imposition of an unqualified Dbar is viewed as

See comment 2. particularly savers and is reservad for egregious cases.

Nowonp. 9. Never th. schane the opportunity to
apply to ing a bar and
I balisve that m Division has bean responsidle in making

determinations on spplications to re-enter. In this regard, the
draft report indicates that, betvesn October 1991 and December

1993, the tha y of only one parsob who
was subject to an unqualified bar. That individual had been out
of the securities industry for 12 years and vas alloved to re-

[2
enter only is a limited u,pnclty (Ll; in -a:uuon to being
to v

N sell only investasnt eoqnny prvdnctl and v.rhhl. ln.nul'.ln)

The draft report makes four recommendations designed to nolp
maintain investor oconfidence ln the securities markets.
are oV .

1. That n-nu' the of the SEC staff

mulmnmﬂnnwmn’ for re-
entry vhen warrasted

The statf has r.e—ndlﬂ that SROe reviev their rules and by-

lawe with a vhv against
lers who commit ealss pnutlu
violations. The Ihtf also pllnl to disseminate pubuuly E.DC
the of persons subject

L
unqualitisd bar orders imposed by the Commtesion.

2. m:mm-mmmmmxnuwmu
r'vl. the ecapubility te allew Tegulators to mers casily
Seatify sad moaiter Deekers with disciplisary histories.

The m.vhka continues to m closely with both the Wational
Inc. (“NASD") and the North
e o ("MASAA®) on
muumcnm«ﬁnwinmtm--u-
xquhm suxveillance tnl. The redesign of the CRD is well

and the that k wvill assist greatly
the adility of regulators :n identify and monitor brokers with
disciplinary distories.

ALANAR RS AA® S e emtaen Wb
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Jumes L. Bothwell
Page 4

3. That the SEC direct the #30e to emkssos and fmoresse the
4 to CRD. wﬂuxu, tha SIC showlé

uiuz taat (3} M0
to can, laints esd their

and (2)
qiaposition be vollected, -unonl. [ npn.u to CRD,

he Division agress that it is important u snter all relsvant
disciplinary inforsstion into the CRD system: the Bivision does
not, howaver, agres with the recomsendation that inforsal actions
-uch as -ult jnterviews or lettsrs of caution be reported to CRD.
The Division understands that very fev sales practice violations
result in informal disciplinary actions. Moreover, such actions
are not probacive of serious probless end would only serve to
clutter tha system. In the 4 of the of
disciplinary Anfnmucn to the m the draft npo:: correctly
states that the BfC is not directly regorting to the IRO.
Neverthalass, the nm-xm wishes to point out that this is in

with a wvhereby Commission
dl-ctpuury action-, as announced in the SEC‘s Daily News Digast,
ars reported to the CRD by mn staff. Absent zsome evidence that
this &nd tha draft report doas

mot cits any, the Mvhlun An mt prqnm to changs the curtrent
arcangenent..

While the oivluon agrees that it may be v.l\ubln to oou.ct
and monitor and their
disposition, the of this ion i.n CkD say IOM
uanecessary disorder to tha system and, for ansubstantiated
complaints, would raise dus procsss and privacy issuss.

4. That the S8C work with ti nn,mua the Departsent Bl
the to o CRD data
the detection of umserupulous brokers that lAgt-u from m
seouritieos induetry to other sagments of the fizmnaial
servives industry.

The Division agress that prospective waployers of disciplined
brokers in related ﬂmhl h-au-triu would banefit by baing
informed of any reguistory or disciplinary actions taken agsinst
the brokaxrs. Consequently, the staff will endeavor to wvork with
other regqulatora to make CRD ion svailable the
tinancial sexvices industry.

The Division apprecistes the opportunity to comment on the
dratt I wish to thanX the GAO etaff for their afforts to
addrass and Xntq-nu oral comments made by the Division’s ateff
during the past wesk. The Division strongly agrees with the GAO's
bisic fimding that asfforts to ensura oversight of brokers and
dhcipum of tholn m violat. hv- and requlations need to bi as
is committed to prot.ctm;
investors fru- unscrupulous brokers and has undertaken s number of

Page 44 GAOVGGI-94-208 Unacrupulous Brokers
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James L. Bothvell
Fage 5

investors from unecrupulous brokers and has undertaken & number of
initiatives in addltion to those discussed above designed to detect
and prevent sales practice abuses in the securities industry. I
respectfully request that this letter be appended to the final
report delivered to Congress.

Sincerely,

R A

Brandon Becker
Director

Page 45 GAD/GGD-94-208 Unscrupulous Brokers
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Comments From SEC

The following are GAO's on SEC’s Sep 2, 1994, letter.

GAO Comments

1. It is not our intention to suggest that the large number of problems
found by SEC in its staff study of nine large firms and their branch offices is
systemic of the number that exists in all branch offices. We believe that
the stc findings in this unique study, along with the other concerns we
raise in this report, indi d that some shor ings do exist in the
detection and discipline of unscrupulous brokers. We have modified the
text to more fully explain SEC's criteria for selecting the branch offices to
review.

2. We have modified the text to more fully explain the distinction among
the types of bars imposed, and SEC and SRO policies regarding reentry to
the securities industry.

Page 46 GAO/GGD-94-208 Unscrupulous Brokers
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POLITICS & POLICY

Despite Reforms, Penny-Stock Fraud Is Roaring
Back

Options that regulators are considering for stocks listed on the electronic Bulletin Board:

‘ter penny-stock scandals of the 1380,
federal

acted o
stamp out rampant bilking of small inves-

tors that amounted 10 52 billion a year. By company fnancial information and requireannual | Soaring Velume
ion beasied " ~the” cument evd ol ) fockiopriamralagt
* it average

peany slock activity Is minimal.” 1 Maks publicly avaitable the informa- 0 milons of Gotrs
But they're nol saying that today. Non market makers e with the National Associa- $200

Mwmwmmmmw ton of Securities Dealers. o

and .

fraud has come roaring back —botstered by lmlll“uml;:lu.ﬂ:“bﬁe 100

some of the very designed 200rtS ¥ Securiles

prevent abuses. Regulators now estimate Exchangs Comeission.

annual Josses to investors at more than $5 | m Update the peany steck rule, possibly raising

@ Hold for veritying

3 the
definition of a *penny stock”. o $10 or $15 2 share.

R NN W

the 1 Give the NASD unitatersl sutherily 10 hat trad- Inchudes both domestic and
and a strong response is ing in stocks where fraud is suspected. o o foren

" says headof | . " “As of June 1997
enforcement for the National Association s registration-exemption rules to Soumce: Over the Coute Butotit et
of Securities Dealers. The NASD is owner close loopholes.
mmmu&emmw

overseer *‘Buijetin Board" mar- i
Problems tn New York can investors into
t, which X
Ket, which handles ratalively chesd. (hinty ‘This bas made It a playground for the  buying n companies without real
i " problems arise in  Products or operations.
selling for $5 a share or less. their
The new NASD chairman, Frank Zar,  New York, which has 0o state securities- long enough (0 dump their twn
says one of his first initiatives is o clean registration requirements and is home to mmm":‘:’&mm
up the Bulletin Board, an electronic stock ~ Many small companies specializing in T et vvve I:W
listing created in 1990 to supplant the  Cheap siocks. Por exampie, prosecutors b
scandat “pink sheets” used in the  Allege: that loopboles allowed broker Mi- brokers obtain signed [rom all
Toatn, (et markel was & primitive bi¢.  chael Lipkin and sswciates to sell 51 DCw buyers of penny stockt before 8
and-ask trading system that printed quotes million of stock in Mugs Pius Inc., a transaction could be completed. That was
on fimsy of pastel Durported sotivenir maker — even afler its  Svpposed to make buyers realize they
Bulletin Board ‘brokers "o oniy asset, a New Jersey warehouse, was  Were choosing especlally risky stocks,
by computer or phone.) The NASD gutied by fire and closed by its founders. Second, the SEC endorsed the Bulletin
and SEC may announce other by  Andrew Kandel, New York state’s assis-  Doard a3 8 better-regulated and safer
year tant attorney general in chasge of securi forum for thinty traded small stocks. Both
earfier changes'exacerbated ties, says such schemes will account for brokers and reguiators then could see
the (raud probiem by belping scam artists ™06t of the 4,300 complaints bis office reatime trading of the smallest compa:
a government and industry  €XDects ths year. nies on computer lerminals. In theory,
offictals say. in the case of the most visible Such cases help expiain why the NASD  they coukd spot unusuat volume or price
reform, creating the electronic is considering such revisions as secking  "Pikes that might signal illegal activity.
Board, few regulatory requirements apply SEC authority o halt trading instantly — Rule 564
1o companies that use it, and its link to-  Whepever stock prices and volume shifts In 1992, the SEC akso promulgated
Nasdaq gives its listings credibility with suggest fraud. Currently, that process can  ““Rule 504 of Reguiatios D, which allows
unwary investors. At the same time, on- take weeks. Italsomay ask thatall Bulletin  smali companies to sell up to §1 miltion of
of Board be required (o file finan-  stock without an SEC registration. De-
these stocks. cial statements for the bemefit of both  signed to cut red tape for small busi-
‘Neither the SEC nor the NASD knows | regulators and investors. ness, this exemption has become a popular
exactly how much fraud exisis because few | The SEC already monitors more than  joophole for fraud; qualifying companies
Bulletin companies file public 13,000 traded companies and st eager &0 don't have to make financial disclosures
statements. But Harry Eisen- add nearty 7,000 from the Bulletin Board. o regulators and their shares can be
berg, chairman of Walker’s Manual LLC, & 3 Chairman Arthur Levitt  iraded immediately without restriction.

3 .. company that tracks says, “If evidence shows that changes are The reforms, coupled with efforts o
small companes, estimates that no more needed, we won't hesitate % lake quick  purge wrongdoers from the brokerage
than & quarter of the Bulletin Board’s 6,716 action." business, helped for a while. In June 1984,
Maﬁwmmm.mupmm. Penny-stock exploded the  officials said a survey of 129 brokerages

‘comemissioner, says
!lnl:,n):m"lmmmumlln-]
ings." i

Socks et small investors ride the bull  others already were moving to exploit
market cheaply. But unscrupulous bro- Bulletin Board, where trading of U.S.
Kers. marketing by phone and the Internet,  stocks soared last year to $18 bilkion.
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.

Ome Massachusetts Avenue, N.W., Suite 310

. Washington, DC 20001

202/7370900

Telecopier: 202/783-3571

E-mail: general@nasaaorg
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INVESTOR ALERT: s # ——*—r

PHONE HUCKSTERS TARGET
INVESTORS IN STOCK

‘ ‘ ou've got to understand,” said the voice on the other end of
the telephone. “Typically, | don't make these type of calls.
I've got people to do that. I've got 11 years in this business
and worked rﬁy way up to senior vice president with 400 clients and $40
million dollars under management. | don't need this account, but | want
it.”

The caller was attempting to close a deal for an unknown micro-
cap stock by trotting out some of his most impressive facts. But it was all
a lie. In fact, he was reading from a script supplied by his employer.

“Perhaps a retum of 100 percent in 20 minutes sounds a bit
unrealistic,” the scam artist read from another script. “But that's exactly
how all our initial public offerings trade. We did three deals last year
yielding collectively 34 points within the first ten days of trading. That's a
fact! All | ask for is your vote of confidence this one time. | won't let you °

down.

Presidenc: Mack J. Griffie (Uah) * President-ehoct: Denise Voig) Crawford ( Tezas) * Secretary: Advicane Wanstsh 1 Britih Colambia) * Vrrasorer: Drborsh R. Bermer | Washingiont
Directors: Richard §. Cortese s Vermont) * Crolg A. (Bowat  Peter C. Nildresh (New Mospohire) * Don Soron (Floridar  Bradiey W. Sholaih tindisnst
N

Section Chairs: obert M. L Robers
Soction Vice Chairs: Josrph P. Sorg (Alsbamal * Roneld W. Thomes (Vieginlal ¢ Frankiia L. Widmans ¢New Jersey) + Dougles F. Wilburs (3kassncl)
Esecutive Saltivan . Ombudsmen:

Denstd ). Reis (Nevada) * Pasricia D. Struck (Wiscomias

Otrocter: Neol E. : Rebert M. Lam (Panasylveaint
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Taken from an actual script seized by state securities examiners in
February 1897 from an Investors Associates boiler room, these words
encapsulate the danger faced today by investors who purchase shares
of stock in unknown companies over the phone from people they do not
know. Although the companies are all small, it is not their size that is
dangerous, but the dishonest way that the stock is represented and sold.
. Unfortunately, far too many investors are falling for the lure of this latest
trend in boiler room scams. And the telemarketers, playing upon
people’s desire for ever-greater financial retums, have been running
away with millions of dollars of hard-earned-money.

Among the victims: An elderly Connecticut man who was swindled
out of $40,000 and suffered a stroke that his wife claims was directly tied
to the loss. A Utah man in his forties who lost $11,000 through the
payment of commissions after being promised that his transactions
would be commission-free. A 78-year-old Missouri man who purchased
$6.,000 of stock, then was charged with $24,000 in unauthorized trades,
leaving him with $350.

The States Take Action

in response to a growing pattern of investor complaints against a
dozen small, broker-dealers, the Board of Directors of the North
American Securities Administrators Association, Inc. (NASAA)
authorized a special project in late fall 1996. The mission of the special
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project was clear: To address the problem of fraudulent sales practices
in the micro-cap marketplace.

In January 1997, NASAA President Mark J. Griffin created a strike
force comprised of representatives from 12 states. The strike force was
divided into teams, each targeting the headquarters of a particular firm.
In addition, branch offices in several other states were also scheduled
for audits.

In late February, the teams struck without waming. Their
examinations revealed four systematic abuses. They include:

« Evasion of broker-dealer registration requirements. Stockbrokers
and the firms that employ them are required to register in the state in
which they do business. This requirement serves an important
purpose: To allow state securities officials to monitor the activities of
the firms in order to insure compliance with laws designed to protect
investors. When a broker-dealer or its representative is not properly
registered, that is a sure sign that something is wrong. Most of the
firms involved in the sweep, however, were found to be employing
unregistered agents. Other requirements triggered by registration
inciude keeping proper books and records and supervision of
employees. Yet Meyers Poilack Robbins claims that its branches are
franchises in order to evade state supervisory requirements.
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« Falilure to report investor complaints. Most of the offices failed to
have centralized procedures for handling and reporting customer
complaints. Examiners found fill-in-the-blank forms to respond to
unauthorized trade complaints to be filled in with the name of the
stock, its value, and the reason for the unauthorized trade. At several
firms, complaints were found stuffed in customer complaint files,
inquiry files, correspondent files, and stock jacket files. One firm's
branch office had reported only one complaint to the NASD since July
1, 1996, yet over 90 complaints were recovered on-site by examiners.
Another ﬁn'n. had no complaints on file with the NASD, but state
officials found over 300 complaints throughout the office. The
following pattern of abuse emerged: After receiving a complaint of an
unauthorized trade, a registered representative called the investor
and convinced that person to hold onto the trade. The investor was
requested to fax a note that indicated the unauthorized trade was
accepted. If the investor later changed his or her mind, the rep
claimed otherwise. Records of unreported settiements were
documented as “clerical errors” without any back-up documentation.

¢ Abusive cold calling practices. All of the firms and branches relied
on high-pressure, scripted telephone “cold calling” practices. Many
were classic boiler room operations with long tables and up to seven
phone stations per table. At one firm, all the cold callers were on the
first floor without any supervision. They “qualified” clients by
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determining their market assets and interest in the stocks that the firm
was pushing. Average pay for cold callers is $200 per week.

“I sense you like to make money and you think it's a
compelling buy, but | think there is another factor here. A
psychological comfort factor... 'm a stranger asking you
for an order. Let me address that because it's our biggest
problem. it’s like the first kiss. We're not day traders. We
position stocks for the long term.” (From a script found
during the sweep.)

Clients of several companies were able to recall and identify
unregistered cold callers, but had no recollection of speaking or
trading with the licensed registered representative who allegedly
signed off on the accounts. At one firm, there was a score board

- listing stocks, customers, and other production information. No one at
the office could explain its use to state examiners or the information
listed on the board. A registered rep told an examiner that he made
250 calis on a good day; 70 on a bad day. All of his calls had been
previously "qualified” by an unregistered cold caller.

Sales practice abuses. Unauthorized trading was rampant at all of
the firms. Firm and branch records were faisified. Customer account
forms were marked with the number of the registered rep whom the
clients insist they had never spoken to or traded with. Failure to
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execute sell orders (no commission is paid on a sell order and there
is no market until the next victim is found), unsuitable
recommendations, and other unethical practices were common
customer complaints. At one firm, a review of a thousand customer
accounts showed that all of the clients had bought only one or two
stocks - stocks that only that particular firm was selling to the public.
At a time when the New York Stock Exchange average was being
driven by the 50 largest companies in the S&P 500, these firms’

clients were investing solely in unknown micro-cap companies.
A Changed Marketplace

In the late-seventies and early 1980s, so-called “penny stock”
frauds were rampant in Colorado and Utah until state securities officials
moved in and shut them down. Although the scams of today are simifar
to the swindles of that earlier time, there are significant differences.

The most obvious difference is the marketplace itself. Today, there
are far more moderate-income retail investors than ever. One in three
U.8. households now owns securities, compared with one in 17
households in 1980. Products are more sophisticated and choices have
multiplied. Due to the growth of 401(k) plans and other self-directed
retirement programs and fears about the future of Social Security,
people are encouraged to be more “aggressive” in their investments.
The marketers of the most legitimate firms down to bottom-dwelling
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perpetrators of fraud are singing the same siren song: “You've got to be
in the market or you're going to be left behind.” The message is
everywhere. it's hard to pick up a magazine or watch television or listen
to the radio without hearing advertisements for mutuat funds or other
securities products.

To avoid becoming a victim...

1. Ask your state securities agency for help. When you are
contacted by a securities industry representative, particularly if you do
not know this person or have not heard of the firm, you must call your
state securities agency in order to learn more about the caller and the
firm. The simplest inquiry is to ask if they are registered to do business
in your state. But you should also ask about the record of the firm and its
representative. Are there any past disciplinary events? Are they subject
to past complaints? Are they under active investigation? Are there other
customer complaints in your state against this firm or agent? The
majority of this information is available if you only ask.

2. Ask questions. Even if everything checks out with the state, don't
relay on a company’s glossy brochure. You need to ask about the
investments themselves. Where is the company traded? Is it listed in the
stock tables printed in your local newspaper? Investigate its trading
history. Make phone calls. Find out more about it. Ask the salesperson —~
who is making a market in the stock? Who else is buying in your area?
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Is the salesperson’s firm making a market in this company? The reason
you want to ask is that they might be the only market maker. And they
might be using cold calling techniques to create a buy demand for a
stock that insiders will selt when the price is driven high enough.

3. Send coples of your complaints to reguiators. When you have
problems with a firm, you must send a copy of your complaint to your
state securities regulator as well as the NASD. Examiners in the
February sweep found hundreds of complaints that individual investors
wrote to the firms that were never passed on to regulators. Failing to
forward a complaint to the appropriate regulator is a violation of the rules
for firms. But if they have stol‘en your money, what good does that
violation do for you? If you call to inquire about a firm, and a previous
customer’s complaint never made it into the system, you won't be
protected. So never forget to send a copy of your complaint to the
reguiators as well.

For more information...

The oldest international organization devoted to investor
protection, NASAA was organized in 1919. Itis a voluntary association
with a membership consisting of the 65 state, provincial, and territorial
securities administrators in the 50 states, the District of Columbia,
Puerto Rico, Canada, and Mexico. In the U.S., NASAA is the national
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voice of the 50 state securities agencies responsible for the promotion of
efficient capital formation and investor protection.

 Ifyou suspect that you may be the victim of investment fraud, call
or write the securities agency in your state, province, or teritory
immediately. For a phone number or address, call the North American
Securities Administrators Association at 1-888-84-NASAA. Contact
information is also available on the association’s web site at

WWww.nasaa.org.

06/06/97 10:58 AM
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TRUSTING AMERICANS SUBJECT TO EMERGING
SECURITIES FRAUD (Senate - May 23, 1997)

{Page: S5086]

Ms. COLLINS, Mr. President, as the chairman of the Permanent Subcommittee on Investigations, 1 want
totpkcth:sopyommxtytohigbﬁghtagmwing problem with securities fraud in this country—-a problem
which affects thousands of American families who are now investing their hard camed savings ina
booming stock market. The problem involves the fraudulent manipulation of the stocks of small
oompamwmscmswhichmﬁtaanyvdpeommmwawhophcemehminunmupmombmkm
and stock promoters. .

Fraud in the sale of smali company stocks has been increasing at an alarming rate. In the typical case,
unscrupulous brokerage firms, often operating through intermediaries, purchase large positionsin a
company which is worthless or of very limited value and then drive its price higher through
manipulation. They do this by aggressively cold calling thousands of unsuspecting individuals, often
inexperienced in investing, and persuading them to purchase the company's stock by greatly

ing its financial prospects. The inevitable effect of this massive sales campaign is to push the
price higher, at which point the brokerage firm dumps its shares, leaving the public holding investments
which rapidly become worthless.

According to published reports and court proceedings, these schemes often utilize other illegal or
unethical practices, including: The di ination of false information on which investors rely, the
employment by brokerage firms of persons with criminal records, as well as the use of unlicensed
individuals whose ouly activity is ostensibly to prospect for customers but who often participate in
making sales for which they are paid under the table; and the bribing of brokers to assist in the
manipulation by recommending the stock to their trusting customers.

These securities fraud schemes have been uncovered in recent prosecutions and criminal investigations.
At least four grand juries around the country are investigating small-stock manijpulation~what may be
the financial crime of the 1990's, just as insider trading was the financial crime of the 1980's. Indeed,
according to published articles, 2 Federal grand jury in Los Angeles has even investigated a Federal
prosecutor suspected of engaging in securities fraud. And last year, an FBI sting operation in New York
City resulted in the arrest of 46 individuals for this type of activity.

In recent years, the soaring stock market has attracted millions of new investors, many of them hard
working families trying to save for the future or elderly Americans trying to expand their retirement
savings, it is understandable that these individuals, confronted with.the prospect of astronomical tuition
bills for their children or escalating medical costs for themselves, fall prey to sales pitches promising
high returns in what are supposed to be the glamour companies of the future.

Overall, it is estimated that one in three American houscholds have some of their assets invested in the
stock market. Most do not have the time or the resources to carefully scrutinize stock offerings to
determine which ones are fraudulent, instead putting their faith in brokers, who, because they are
licensed by the Government, the public believes it has reason to trust.



357

Mr. President, some years ago I served as the State of Maine's Commissioner of the Department of
Professional and Financial Regulation, and one of the responsibilities of my department was the
protection of investors in my State. While that experience taught me that America has the most dynamic
and healthiest capital markets in the world, it also taught me that there is no shortage of con artists and
fraudulent schemes. What was true then unfortunately appears to be truc today, and regrettably, there is
evidence that the problem may be more widespread.

While the vast majority of those who work in our securities industry are honest, we must be continually
vigilant in safeguarding the integrity of our markets. We must remain committed to combating what
appears to be a new wave of securities fraud, involving the intense marketing and subsequent
manipulation of the stock offerings of small companies, many with high-tech sounding names. These
offerings—-when pushed by overly aggressive and fraudulent marketing pitches to average American
families and the elderly—present a ripe opportunity to lull the investing public into believing the stock is
about to take off. Too often, these stocks do not soar to the heavens but rather fail to the ground.

This fraud must be fought on a variety of fronts. The regulators must continue to enforce existing
regulations and to watch for illegal activity. The public must be more careful in investing in the stock
market. And the Congress must--and will—closely investigate this growing problem of securities fraud.

As chairman of the Senate Permanent Subcommittee on Investigations. Mr. President. I am concerned
about this fraud in the micro-capital markets--about this manipulation of small company stocks by Wall
Street bandits. The subcommittee has a long and proud tradition of investigating schemes which rip off
innocent consumers and taint the reputations of those who play by the rules. This investigative tm%ﬁon
will continue under my leadership. With more and more Americans entering the stock market each year,
the Permanent Subcommittee on Investigations will be looking closely at these matters, investigating
how these stock manipulation schemes victimize American investors and how we can arrest this
emerging securities fraud.

1 look forward to working with my colleagues on the Governmental Affairs Committee and in the Senate
to protect the public from unscrupulous operators who would prey on hard working Americans seeking
to participate in the American Dream through investment in the stock market. The expanding economic
opportunities presented by a booming stock market should not benefit just the most wealthy Americans,
but should benefit average American families as well.

As the chairman of the Permanent Subcommittee on Investigations, I promise you that we will
vigorously investigate those who abuse the trust of their fellow citizens seeking to invest their hard
camed savings. 1 further pledge that we will be especially relentless in gur efforts to expose schemes
which exploit the elderly. During my tenure, the subcommittee will use its investigative authority to
shine the light of truth on those who operate in the shadowy fringes of America’s capital markets.

I thank the Senate for its attention.

1 yield the floor.

Mr. ENZI addressed the Chair.

The PRESIDING OFFICER. The Senator from Wyoming is recognized.

Mr. ENZI. | thank the Chair.

(The remarks of Mr. Enzi pertaining to the introduction of S, 802 are located in today's Record under
“Statements on Introduced Bills and Joint Resolutions.")

Mr. ROBB addressed the Chair.
The PRESIDING OFFICER. The Senator from Virginia.
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Crackdown Aims at Stockbrokers
that Fleece Investors Over the Phone

NEW YORK, NY - The North American Securities Administrators Association, Inc. (NASAA) today
announced that 20 state securitics agencies have filed 36 actions against 14 firms in the biggest
nationwide crackdown cver by the states aimed at brokers selling stocks over the phone.

Reading from scripts, employees of these firms pressure their victims to buy stock in unknown
companies,” said NASAA President Mark J. Griffin. "Once the price is driven high enough, insiders seil
the stock, making fortunes for themselves, and wiping out the savings of innocent investors.”

The origins of today’s announcement go back to the late fall of 1996, when NASAA's board of directors
authorized a special project to address the problem of fraudulent sales practices in the micro-cap
marketplace. In January, 1997, a strike force comprised of representatives from 12 states was created and
divided into teams, each targeting a particular firm. In addition, branch offices and additional firms in
other states were also scheduled for audits. Then, in late February, the teams struck without waming.
State examiners discovered four systemic abuses:

® Abusive cold calling practices. Most of the firms and branches relied on high-pressure, scripted
telephone cold calling techniques that include falsifying experience and performance, as well as
o Other outright lies.

Sales practice abuses. Examiners found an army of unli d solicitors who are d of
o falsifying records, conducting unauthorized trades, and failing to complete trades.

Failure to report i plaints. State i found hundreds unreported. Most of the

offices audited failed to have centralized procedures for handling and reporting customer

complaints.

Evasion of broker-dealer registration requi hrough use of third party franchise

agreements.

"Historically, when you shine a light on these types of firms, the individuals who organize and

participate in them disperse like cockroaches running for cover, only to tum up later. But for those of
you who engage in these types of practices, let me tell you, we're going 10 track you down wherever you
go and put you out-of-business,” warned Griffin.

The 20 states participating in today's include Alabama, Connecticut, Delaware, Illinois,
Indiana, Maryland, M: h Mi i, New H: hire, New Jersey, New Mexico, New York,
Ohio, Oklahoma, Pennsylvania, Texas, Utah, Vermont, Washington, and Wisconsin. Other actions will
follow in the weeks and months to come.

Griffin's entire statement and an [nvestor Alert that details the scope of the problem have been posted on
the NASAA web site at www.nasaq.org,

06/04/97 10:16:59
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The oldest international organization d 1to i pr ion, NASAA was organized in 1919 It

is a vol y iation with a bership isting of the 65 state, provincial, and territorial

securities administrators in the 50 states, the District of Columbia, Puerta Rico, Canada, and Mexico. In

t‘he United Stgtes« NASAA is the voice of the 50 state securities agencies responsible for efficient capital
ana g t P

PARTICIPATING STATES
Alabama:

T : Investors Associates
Media Contact: Joseph P. Borg, Director Securities Commission, (334) 242-2984

Connecticut:

Target: Investors Associates, First United Equities, Nationwide Securities
Media Contact: Greg Futoma, Communications Specialist, (860) 240-8171

Delaware;

Target: I Associ Kensi Wells

Media Contact: Patricia Dailey, Deputy Attorney General, (302) 577-8926
] ninn is.

Target: Investors Associates
Media Contact: Robert Newtson, Director Securities Department, (217) 524-8040

Indiana:

Target: I Associ LTL Toluca Pacific

Media Contact: Mary Lynn Ricks, Deputy Secretary of State, (317) 323-6535
Maryland:

Target: Investor Associates
Media Contact: Robert McDonald, Securities Commissioner, (410) 576-6362

Massachusetts:

Target: Investor Associates, Meyers Pollack
Media Contact: Jack McCarthy, Chief of Staff, Secretary of State's Office, (617) 727-9180

Missouris

gbgl:'t LT Lawrence & Co., Capital Securities / WB McKee, State Capital Markets, Meyers Pollack
ins

Media Contact: Douglas Wilbum, Commissioner of Securities, (573) 751-1858

New Hampshire:

Target: Investor Associates
Media Contact: Peter Hildreth, Director of Securities Regulation, (603) 271-1463

New Jersey:

06/04/97 10:17:00
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Target: Investor Associates
Media Contact: Frank Widmann, Bureau Chief, Bureau of Securities, (201) 504-3610

New Mexico:

Target: Sterling Foster
Media Contact: Michael J. Vargon, Deputy Director, Securities Division, (505) 827-7140

New York:

Ta;s:: Investor Associates, First United Equities

Media Contact: Andrew Kandel, Assistant Attorney General in Charge, Bureau of Investor Protection
and Securities, (212) 416-8989

Ohio:

Target: Investors Associates
Media Contact: Thomas Geyer, Commissioner of Securities, (614) 728-2724

Oklahoma:

Target: Biltmore Securities, William Scott & Company, Euro-Atlantic
Media Contact: Irving Faught, Administrator, Department of Securities, (405) 280-7700

Pennsylvania:

Target: Investor Associates
Media Contact: Arlinda Willis, Supervising Attorney, Securities Commission, (717) 783-4218

Texas:

Target: Investor Associates
Media Contact: John Morgan, Deputy Securities Commissioner, (512) 305-8302

Utah:

Target: LT Lawrence & Co., Meyers Pollack Robbins
Media Contact: Mark Griffin, Director Securities Division, NASAA President, (801) 530-6600

Yermont:

Target: Meyers Pollack Robbins
Media Contact: Richard Cortese, Deputy Securities Commissioner, (802) 828-3420

Washington:

Target: I A i LTL
Media Contact: Deborah Bortner, Securities Division Administrator, (360) 902-8797

Wi -

Target: Investors Associates
Media Contact: Patricia Struck, Securities Division Administrator, (608) 266-3432

05728/97 5:08 PM
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news/broadcast
NETWORK

T
PLASH REPORT FLASH REPORT FLASH REPORT FLASH REPORT RLASH PUASH REPORT RASH

PRELIMINARY REPORT OF USAGE:
NORTH AMERICAN SECURITIES ADMINISTRATORS
: ASSOCIATION, INC.
“CRACKDOWN ON TELEPHONE STOCK SCAMS"
Video News Release

DISTRIBUTION: Video was distributed via satellite, Thursday, May 29, 1997, with a
refeed on Friday, May 30, 1997.

MONITORING: Foliow up tracking is performed through Nielsen's SIGMA electronic
encoding. *
SIGMA data covers broadcasts through 6:00 AM EDT, Tuesday, June 3, 1997.

BROADCASTS 51
STATIONS REPRESENTED 30
AUDIENCE 19,604,000

All BROADCASTS confirmed through SIGMA encoding are in a table showing exact
half-hour of broadcast and that time period's audience.

All AIRTIMES are local time per market.

LENGTH (LGTH) is the total seconds of video broadcast as tracked by SIGMA. This is
not necessarity the total tength of the story.

REPORTING SCHEDULE: Updated Flash reports will be provided each Tuesday and
Friday by fax. The final report will be available the week of July 14, 1897.

N/BN CONTACTS:

CLIENT SERVICE Mary del Castillo  202-638-1603
DISTRIBUTION SERVICE Shari Smilowitz ~ 212-889-0888
REPORTING SERVICE Tom Hill 909-621-6903

NASAA VIR 1
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States Lead a Crackdown
On Telemarketing Brokers

14 Firms, Most in New York Area, Involved

By LESLIE EATON

Americans who live west of the
Hudson may have good reason
hate New York, based on evidence
presented yesterday by securities
regulators from 20 states who
cracked down on stockbrokers push-
ing penny stocks by phone.

Led by Attorney General Dennis C.
Vacco of New York, the regulators
filed lawsuits and other enforcement
actions against several individuals
and 14 firms, almost all based in the
New York metropolitan area.

v operate in the shadow of
Wall Street, which lends them an air
of legitimacy,” said Mark 3. Griffin,
director of Utah’s securities division
and head of the North American Se-
curities Administrators Association,
which coordinated the sweep. He es-
timated that there were probably 50
such telemarketing boiler rooms do-

from New York — told of josing their
savings to fast-talking, high-pressure
stock salesmen who bought and soid
shares without their permission and
soroetimes against their wishes.
*“They can convince you right away,"
said Billy Hellums of Roswell, N.M.,
who added, “Bewarel”

Legal actions filed by the state
regulators included dozens of scripts
used by cold-callers, complete with
such stage directions as ‘“‘pause.’
“‘lower voice,” "'sincerely,” and even
“chuckle, chuckle.” The scripts in-
clude lines for breaking down vic-
tims® defenses, including flattery
(*You are rated as an A+ investor
through Dun & Brad Street {sic]”),
promises (“My prediction is in 20
minutes you will get a 100 percent
return’”) and even tnsults (“I'm not
asking the color of your underwear,
I'm sure it's white’").

Reguiators say the problem has
gotten worse recently. Mr. Vacco
sajd complaints and inquiries to his
office jumped by 40 percent since
fast year, to 3,100. One reason, he
said, Is that with the soaring stock
market, *‘more investors are coming
in, ard the pitches are being well
recetved, unfortunately.”

The states’ special enforcement ef-
fort came as . under pres-
sure from many large brokerage
tirms and mutual fund compames to
reduce state regulation. has been at-
tacking state actions. Recently,
states Jost jurisdiction over large (n-
vestment advisers like mutual funds.

Now, the Securities and Exchange
Commission is working on a report,
ordered by Congress, on state licens-
ing of individua brokers and firms,
which are also governed on the Fed-
eral level by the S.E.C. and the Na-
tional Association of Securities Deal-
ers. Securitles firms argue that state
efforts duplicate Federal work and
waste time and money.

In a response that the state regula-

thatr nrnradires waad rs samie ke

citizens. New Yori, for example, has
twice barred a felon who was con-
victed of first-degree robbery and
attempted murder. Ohio recently
barred a salesman, approved by the
N.A.S.D., who faced Federal charges
of securitles fraud.

The NAS.D. can pull brokers' li-
censes for only very limited reasons,
and cannot take into account state
actions, regulators say. Moreover,
the states respond to all customer
complaints, no matter how smail
“We're the local cops on the beat —
when someone has a cornplaint, they
may write the SE.C. a letter, but
they land up on our doorstep when
‘we open our offices in the morning,”
Mr. Griffin of Utah said.

In addition to abusive sales prac-
tices, the states’ regulatory sweep of
small firms turned up what some
regulators call an alarming new
trend: franchise boiler rooms. Regts-
tered brokerage tirms are said to be
selling their names and licenses to
“branches” that operate independ-

A bull market in
complaints about
pressure tactics over
the phone.

ently, without supervision. The li-
censed firm may not have customer
records or know about complaints.

One tirm that engages in this prac-
tice, Investors Associates, was the
target of 15 states’ enforcement ef-
forts. The firm is based in Hacken-
sack, N.J, and has branches on Long
Island and in Florida. New Jersey
issued a cease-and-desist order
against the firm and its principals:
New York sued it in State Supreme
Court, asking a judge to bar the firm
and its employees from manipulat-
ing initial stock offerings, using unli-
censed telemarketers and ignonng
customer complaints.

lavestors Associates said in a
statement that tt would cooperate
with the state regulators to clear its
name, adding that it “never con-
doned any improper sales practice
and will take all necessary steps to
rectity such inappropriate behavior.
should it exist”

The other brokerage firms named
by the regulators included First
United Equities of Garden City,
N.Y.; Kensington Wells Inc. of Syos-
set, N.Y.: L. T. Lawrence of Manhat-
tan; Tohica Pacific Securities, which
has offices on Long Island, and in
Florida and California; Meyers Pol-
lack Robbios of Manhattan; 8t
more Securities of Fort Lauderdale.
Fla, and William Scott & Company
of Union, N.1.

Executives at the firms either de-
clined to respond to the states’ alle-

aerinme ar Anntd nar he rearhad fnr
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FRIDAY, may 30, 1997

State regulators charge
14 brokerages with fraund

By Lorrie Grant
USA TODAY

Securities regulators from
20 states announced actions
against small brokerages
Thursday, saying they sold
stocks over the telephone using
dishonest sales pitches.

In the states’ biggest crack-
down ever, enforcement ac-

tions were filed against 14°

firms as a result of the North
American Securities Adminis-
trators Association's (NASAA)
year-long campaign to stop
fraudulent practices.

A strike force of state exam-
iners found rampant abuses,
such as high-pressure sales tac-
tics and unauthorized trades.

NASAA says firms duped un-
wary investors by selling them

low-quality securities and lying
about the risk. Once the stocks
ran up in price, NASAA says,
brokers sold the shares they
owned at a huge profit, driving
the price back down and wip-
ing out investors’ savings.

Hackensack, NJ.-based In-
vestors Associates was cited by
15 state regulators. In one case,
Helen Sprecher, 85, a retired

from Philadelphia, says
she lost $99,000. Sprecher ai-
leges an Investors Associates
broker soid her RJR Nabisco
stock despite orders not to,
then bought stock for her in a
telecommunications firm that
later plummeted.

David Sayid, a lawyer for
Investors Associates, says it
will cooperate with investiga-
tors and clear its name.
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Securities Regulators Cracking Down
On Sales Fraud at Brokerage Firms

NEW YORK (AP) —~ Securities regula-
tors in 20 states are cracking down on
fraudulent stock telemarketing practices,
as visions of big returns in the booming
stock market are making more people prey
for scams.

Fourteen brokerage firms are accused
of making unauthorized stock trades and
other fraudulent sales practices.

“In this high-flying bull market, it's
easy for swindlers to make claims of
outrageous returns sound plausible,” said
Mark Griffin, president of the North
American Securities Administrators Asso-

complaints involved low-priced shares of
high-risk stock.

Other New York City brokerage firms
named by Griffin were First United Equi-
ties, LT Lawrence & Co. and Meyers
Potlack Robbins. First United president
Douglas Traynor had no comment. The
other two firms did not immediatefy return
phone calls for comment.

Mr. Hellums, 2 New Mexico building
contractor, said he invested his money
with a broker from the Uniondale, N.Y.-
based Steriing Foster brokerage firm. The
[« did not return a phone call seek-

ciation.

NASAA is a private organization repre-
senting state securities regulators that
spearheaded an investigation into fraudu-
lent stock telemarketing. On Thursday,
New York Attorney General Dennis Vacco
announced civil suits against the 14 broker-
ages as part of the muitistate crackdown.

The {irms were charged with high-pres-
sure calling techniques &nd outright lies.
They also were accused of allowing unli-
censed solicitors to falsify records and
conduct unauthorized trades, as well as
falling to report investor complaints and
evading broker-dealer registration re-
quirements.

“They're very impressive when they
talk to you on the phone. Like & brother.
They get you to feeling very comfortable
with them,” said Billy Hellums, of Ros-
well, N.M., who lost about $1,500 and was
on the verge of investing much more.

Mr. Hellums and three other victims of
allegedly abusive telemarketing practices

joined Mr. Vacco, NASAA's Mr. Griffin
and New Jersey Attorney General Peter
Verniero at a news conference.

“*Unfortunately, far too many ipvestors
are falling for the jure of this latest trend in
boiler room scams. And the telemarketers,
piaying upon people’'s desire for ever- .
greater financial returns. have been run-
ning away with millions of dollars of
hard-earned money,” Mr. Griffin said.

Brokers at Investors Associates Inc..
based in Hackensack, N.J., aliegediy ab-
sconded with about $60,000 belonging to
Helen Sprecher, 85 years oid, of Philadel-
phia. The money represented 90% of the
money saved by Mrs. Sprecher and her
husband from a neighborhood grocery
store they owned for 40 years.

Mrs. Sprecher said her troubles began
when her regular broker took ill and she
was contacted by another agent. “He
sounded like a nice, friendly grandfatherly
man,” she said.

In a statement, Investors Associates
said it would cooperate with regulators.

**A number of firms have recently been
targeted by certain states in connection
with allegations of improper saies prac:
tices. Investors Associates has never con-
doned any improper sales practice and
Investors Associates will take all neces-
sary steps to rectify such inappropriate
behavior should it exist,” the statement
said.

DN S

ing comment.

Mr. Vaceo said he had filed civil actions
against First United and Investors Associ-
ates. A total of 16 states have taken action
against Investors Associates, including
New Jersey, which has moved to revoke
the firm's registration to do business in the
state.

Another aileged Investors Associates
victim was Louis Poggl, 45. of Pembroke.
N.H.. who said he lost $10,000, al! of his
savings. “I was careful as a human being
can be and they did something illegal,’ the
Federal Express driver said.

The 20 states participating in the crack-
down are: Alabama, Connecticut, Dela-
ware, Dlinois, Indiana, Maryland, Massa-
chusetts, Missourl, New Hampshire, New
Jersey, New Mexico, New York, Ohio,
Okiahoma, Pennsylvania, Texas. Utah.
Vermont, Washington and Wisconsim

California, Georgia and Florida are
expected to announce similar actions
against broker-dealer firms in the next

. month.
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Never open a brokerage account with a firm that calls with a hot stock.
If you think we are being dogmatic about cold-calling, read about
these horror stories. They could happen to you.

On Sleazy Street

By Gretchen Morgenson

WHEN Louis Pocat picked
up the telephone that day
in Junc 1995, Parrick
Boyce was on the linc
again. Boyce, from
Investors Associates, had a
stock tip: Universal Self-
Care, trading over-the-
counter at 3%. Poggi, a New
Hampshire father of five,
makes $45,000 a year as a
tractor-trailer driver for
Federal Express and had
bought stock only on 2
few occasions.

“l said no,” Poggi
recalls. “I tell you the guy
was like a robot. He goes
right back into the sales pitch
again for the third time. I said,
look, emphatically, no, I can’t do
it. I don't know anything about the
stock.” Poggi hung up, thinking
Boyce had gotten the message.

Pitchman Bovce purchased the
stock anyway. In a previous phone
call, he had gotten Poggi’s Social
Security number and address—all he
needed to enter the trade. Poggi had
an account with Investors but had
sent no money to Boyce.

When Poggi found out that he
now owned 1,000 shares of Univer-
sal Self-Care, against his wishes, he
told Boyce to scll it. Both Boyce and
his branch manager refused and pro-

-~
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1
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If there were an award for bucket
shop brokerage of the vear, Hacken-
sack, N.J.-based Investors Associates
would win it. Threc states have
revoked the firm’s license and anoth-
er 13 are procceding against it. Alle-
gations: unethical pracuces, falsc and
misleading statements, fraud. The
firm regulariy stonewalls regulators,

fi contin-

ceeded to browbeat him for pay

“I lost it,” says Poggi. “I just broke
down crying. I mean, I'm up here in
New Hampshire, these guys are
down in New York killing me. You
do this kind of stuff to someonc who
is your worst enemy.” Poggi com-
plained to the New Hampshire secu-
rities regul who sued | s
to revoke its license. After the license
was revoked in April, Investors filed 2
motion for reconsideration.

262

refusing to honor subp

One Investors broker had 30 cus-
tomer complaints lodged against
him. Was he reprimanded? No,
because none of the complaints

ever made it to the National

Association of Securities

Dealers, which supposedly
keeps an cye on brokerage
firms. Instead, they collected
dust in a file ar an Investors

_office. When state regulators
asked the firm’s compliance
officer about this oversight,
he said, “I have no idea
why the guy is still here.”

Its a never-ending
bartle against the cold-
callers. They outnumber
and outmancuver the
cops. In its ten-month-
long Street Sweep, regulators
from 20 states—including Con-
necticut, Ilinois, Utah and Califor-
nia—joined to try to shutter the
worst of them (sez table, p. 264). It’s
worse out there than you think,
according to Mark Griffin, president
of the North American Securitics
Administrators Association, which
coordinated the crackdown.

Says Indiana Securities C is:
sioner Bradley Skolnik, “For these
firms, financial ties are a cost of
doing business.” With mark-ups
pretty much whatever they please,
crooks can afford to pay penaltics. In
a casc against Biltmore Securitics,

uing to do business without register-  Skolnik barred the firm from selling
ing or in defiance of orders any stocks other than those listed on
to desist. one of the three major exchanges-

Investors Associates, state regula-  This eliminatcd almost all the firm’s
tors est has relieved ¢ busi

of at least $10 million in the past two
years. Its tactics arc pure boiler room.
A sales script recovered from a wash
bin at an Investors office reads, “My
prediction is in 20 minutes vou'll get
a 100% return in the stock.”

Bull markets make investors more
vuinerable. They read about killings
they want in on the action. Andrew
Kandel, chief of New York's Investor
Protection & Securitics Burcau, 5373
that his office recovered more 18

Forbes ® June 16,1997
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fines, costs and penalies last
vear than in 1990 through
1995 combined. Com-
plaints and inquiries from
investors were 40% higher
last vear than the vear
beforc. In a 12-month
period ending Scptember
1996—the most recent fig-
ures available—state regu-
lators  like  Kandel
brought 7,000 cnforce-
ment actions  against
brokerages. The NASD
brought 700, the Secu-
rides & Exchange Com-
mission, ]00. For every
case brought, chances are
many other victims swaltowed
their Josscs silently.
Don't be a willing victim.
Information is your best
friend. Don't rely on NASD material.
You can get a disciplinary file from
cither a state regulatory agency or the
NASD, but the latter’s file is likely to
be very skimpy. It includes only arbi-
tration cases that have been settled
and enforcement actions that have

and could still have NASD's stamp of
approval.

Evasion of broker/dealcr registra-
tion requirements is a new and grow-
ing problem. Regulators say two of
the worst offenders arc Mcvers Pol-
lock Robbins, with 30 branches, and

been taken. State regul also
supply information on cascs pending
against brokers, as well as customer
complaints. And because the NASD
does not r ize stat

Associates, with 16. Anoth.
er is Toluca Pacific, with 11 branch-
es. They arc basically franchisors who
let out their names to independent,

thinly ¢ s. One

e N
against firms or individual brokers
when evaluating them, a broker or
firm could be sanctioned by 15 states,

Mevers Pollack franchisee bought his
operation with an $85,000 loan on
which he paid $30,000 in annual

Wall Street’s Hall of Shame

Here are the werst brekerages in America, singled eut
by state securities reguiaters in their recent enfersement actions.
¥ a beoker cails you from ene of these firms, hang up.

Neshensask, N1

Svenchos: 16
Meyers Poliock Rebbine tna. First United Bquities Corp.
Now Verk, N.Y. Qardon City, NV,
Bramshost 30 Sranshes: 1
Oulse & Co. Ine. 15 Lawvence & Co.
Now Verk, W.Y. Now York, LY.
Sranches: 1 Sranshes: 1
Siitmere Secwities ne. Toluea Pasifis Sesurities Corp.
Fort Lauderdale, Ra. Veluse Lake, Calit.
Sranchon: 3 Svanches: 12

interest. A branch manager told
investigators: “Getting, regis-
tered as 2 broker/dealer is
too expensive and difficule,
s0 we sct up independent
franchises.”
Brokerage firms are
supposed to tel the
NaspD about  customer
complaints.  Somctimes
they don’t. Investors Asso-
ciates had no complaints
on filc with the NASD for a
particular branch office,
but examiners found
over 300 complaints at
the branch during their

>
S

sweep.
Even the file of 300
was incomplete, an
ecmplovee  explained,
because “somebody broke
into the branch and stole the cus-
tomer complaint filc.™ Some 90% of
the complaints alleged unauthorized
trading.

The 12 firms targeted in the late
May sweep all use unregistered cold-
callers to locare victims and bring in
registered brokers (like Patrick
Bovce) only to close a sale. A branch
of Meyers Pollock had 90 phone
banks all selling one illiquid stock
from a list thar included Creative
Medical Development, Princeton
Dental Management Corp. and
SmartServe Online, Inc. A branch’s
phone records showed 1 million
phone calls made in 2 month,

The scripts these frenzied phone
caliers use would be hilarious if they
did not do so much damage. Script-
ed answer at First United Equities
Corp. to a prospective investor who
says he's not in the mood 1o invest:
“That's what my wife said last night.
You know what? This morning she
thanked me.™

Or this: A prospect asks for a
report on the company being
pitched. The cold-caller, without
losing a beat, responds: “When
Columbus discovered America, he
didn’t send a report until he actually
saw the land. At thar point it was
history.”

Now vou sce why we say, never,
ever, ever buy a stock pitched over
the phone from someone vou do
not know. -

Forbes @ Junc 16, 1997
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Ohio gets tough

with brokerages
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low-priced. lirtie-
ho belong
Gecided 10

5 primariy in
Known Stocks, “and those are smong the most risky in o

The discipiinary actions go back to last fall when regulstors who

Gever said Investors Associates deais
unautharized wrading. failure to complete trades. operating withoxt a b

stocky gver the telephone. Secwities regulators from 20 states vesterday
accused 14 secwities firmns of violations that incude falsifyi

to the North American Secrities Administrators Assocad
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P.02

Business briefing

" STOCKBROKERS

Nationwide crackdown
on phone-sales abuses

Reutexs

NEW YORK—Prosecutors and securities
munmmmxnoumdummm
Thursday unveiled & series of
actions intended as & crackdown on high.
pmm—sbcksﬂulbnssbym
brokerages.

Fourteen firms were named In a total of
actions,

“Reading from scripts, employees of these
firms pressure their victims to buy stock in
unlmown companies,” said association Pres-
jdent Mark Griffin.

One firm cited in New York and New
Jersey was Hackensack, N.J.-based Inves-
tors Associates Inc. The firm, which
declined to was actlons
in a total of 16 states. making it by far the
hardest-hit those named.

rom state to state, but In sctae cases, tem-
porary orders to cease business were
handed down.
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Monitoring Report
NASAA/ BROKER CRAIZKDOWN COVERAGE
b/29 To 6/2
1Y Good Moming America .
ABC Network Programming 5/30/97 7:00-8:00 AM
3!.35&&9&' S from 20 states sy that
broksrs are taking advantago of butl market snthusissm. They
are sulng 14 for i high
mmmmnmmmmmn wall, 31.54
2} CBS Evaning News
€8S Natwork Progra §/29/97 6:30-7:00 PM -

mming
11.26 TZ: Stock Scam Crack are going
ﬂwmammmmm Mmmﬂv
the siderty. v,mm.wmmmm $B: Mark Griffin,
North American Securities Administrators, announcing the crackdown. GR:
Stock Scam. Ray Brady reportng. 13.08

31 Up Yo The Minute
CBS Network Programemning S130/97 2:00-4:00 AM

8/30/97 5:30-6:00 AM
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VIDEO MONITORING SERVICES OF AMERICA, LP X Page: 2
NASAA/ BROKER CRAIKDOWN COVERAGE
Continusd....
% mﬂhm"' /30197 7:00-8:00 AM
18.09 Stock Telemark v Biady. Securhty regulators have i
lmsntdcdmm 1100k firms. 1: Helen
Sprecher, | about her los yes in investing in fraudulent

6)

n

Inside Opinion
Cable

Louis Poggi, says he 1o his o GR;
Stock scam; Pummdounp S1; Bty + sfums. hvnw says hs was
threstened when he turned down s stoc : offer. 19.50

Programming 12:00-12:30 PM
00.07 Dennis Vacco. Two Brokerage finns lnb‘hnchmwdwnhlﬂcgal
ssles The two ies sited are i ] and
First United C tion. 20 stwes down on thess
companies. SI; Dennis Vaceo, NY State Attomey General, ssys that this
mamu-md-mvmwwmm
s Hini firm sudited thass companies.
These suits were brought on 1o stop tha se unregistered activites. The
firms calied unsuspecting investors and :0id them over priced products

things. They havs had over 100 complaints
erlmpoovhmmnmmwmhwbwmmm
Some of these investors are losing sil thulr money, Including retirement
money, and going broke. This is freud, Vaceo
says don’t hang up on these firms if the' call you, o con you, just get
information about them. find out who thiy ars, and call your Attorney
Genersl. He 3i30 says that they have a Sacurities and Protection Bursau
that you couid also cal. Vacco says that it is faise that the tobacco
companies are being offered blanket imwr unity. He also says that they need
to be heid for i smcking i The

need to do  better job st making cigaretres iess harmful. He thinks that
they can do more for the heaith of Amaer cans. He 3iso thinks that they
will reach 8 settiemant soon. 08.38.

Power Lunch
CNBC Cable Programming §/29/97 12:30-2:00 PM
1.06.05 TZ; C The North Securit

Administrators Assn. and twenty stats s )curities agencies have filed
actions against 14 different brokerage firms. This is » crackdown on the
ales

needing to ba careful of scams. GR; Brokerage Crackdown. I; Mark Gritfin,
NASSA President, tatks about the nation wide crackdown being the first
time, but not the last time such actions \4ill take place. Tim Tindall
reporting live from the studio. 1.08.58

For via - of soy of the s v sagments, oer neorvet YMS sffce
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VIDEO MONITORING SERVICES OF AMERICA, LP

10] The Monsy Club
CNBC Cable

NASAA/ BROKER CRACKDOWN COVERAGE
Continuad....

tate i "3 Q g for
brokers, especisily those peaying on older investors. 'redlv,N-wYori's
Attorney General and 20 stats it ki
on "boller room scams.” |; Deanis Vecec, NY Sute Atty. Gen., uﬂdng
sbout the crackdown. 11.03

this many
stetes 1o 18ke & concertsd action Iike this. ﬂmﬂnda!lmoomng 18.12

02.48 ke on telephone sales practices of many smail
brokersge firms, mevm.wsunAm.GMMmmanv
pecple putting their money at risk in the stock market now. I; Helen
Sprecher, individual investor, had somae iU Reynolds stock which she sent
wbmkuama,ooodohn-ndmba(hll‘sn,mmmof
crackdown. Griffin, NASAA Pres dent. it's unusual for this many
gﬂ;;mnkalmdmmom Tim Tindsl! reporting.

LR
05.28 SI; Mark Griffin, North Amer tes A Assn.,
ow:g‘;mumn can do to protect themse ves from tvoker fraud and scams.

imn Bﬂmg&u ’ s .00 AM
CNBC e P4 ing m :80-6:
20.36 :;: Beoker C o e g 14 smaill

brokersgs firms of high caiting X ized trades

and other sales abuses. v,mumw\mkmmmm

broker crackdavmn. The investigotion bagn iast fall on the high

calling tachniques used to trick investors i: Dennis Vacco, NY Sute

Artomay Genersi, says the bull markst is the reason thase scams are

succeeding, V; interior of investors Assucistes inc. offics. This company

was named in actions by 16 states. This is by far the hardest hit

company. PC; Helen Spracher, Investor, discusses how investors Assoclates

tnc. scammad her out of $40,000 and scid her RIR Nabisco stock when she

rold them not 0. V: Court documents. GR; Broker Crackdown: high-pressure

coid calling techniquas, salss practics ab sses, fsliure 10 raport

investor compiaints, evasion of Eroker-D saler registration requiremernts.

1; Bilty Hell [ says the ies will nut make money far
you. Be weary of cold calls from unknown brokers and amazing returns,

pmonln!otmnﬂonofquuﬂombhbduvbvwms tes

regulator, if it sounds too good 1o be 1y« it probably is. Tim Tindait

reporting. 22,46

For vide W1z of sy of the ix v Sapuents, tasiact yoor seenst VIS oftice

217va°d TLESTRL 01 TCUCTRE™MAT M IOMTUCLI £ IA 1 AR 1

<

CNBC C-‘hé- émnma . §29/97 2:00-3:00 P

8:00-5:00

&/29/97 7:00-7:30 PM

e
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VIDEO MONITORING SERVICES OF AMERICA, LP
NASAA/ BROKER CRACKDOWN COVERAGE
Continued....

- Cable 8729197 4:24-4:30 PM
os.'z"z’m?-am.zom.m-mm«h
small brokerages

13) Moneyline
CNN Cable Programming 8/29/97 . 7:00-7:30 PM
09.34 TZ; Crackdown. There was & on

20 states sre in this, to stop fieme from 1 uing deception. V; Helen
Sprecher, where most money was in RJF: Nabisco, and then the firm sold her
stock and repleced it with other companiss that she didn’t want. V: .
of RJR building. V; Winston, Salsm, and Camel flags. PC; Helen

, Stock Scam Victim, says she ¢idn’t want to sell the RJ Reynolds
bacause of the nice Aisociations was the ge int
msmmm.mmm.mummmmnm
Associstion, talks sbout t1e faulty fims they found. GR;
Associates Pitch for {.P.0, PC; Louls Poggi, Stock Scam Victim,
mmmmmmm.u"mm.n.w.

i

I

Dey
CNN Cabile Programming /30197 6:00-7:00 AM
06.40 GR; Todd Benjemin. > The former President of
has been d in ction with 3
scandal i g ilegal © 08.08

15) News/inside Business
CNN Cable Programming 8/31/97 4:00-4:30 PM
08.07 TZ; Investors Vs. Brokers. Finding a trustworthy mansgement firm is
the tough task of sny investor. V: RJR Nabisco. V; Sslem, Wwinston, and
Camel fiags. I; Halen Sprecher. Stock Scim Vietim, says when | calied my
broker, he changed by stock from AUR 1 another option. Sprecher lost
uncer

Securitiss Administration Assoc., says u 1authorized trades sre some of
mMamh-ov:;;m.Gmlmum assoc. pitch for |.P.O. Bil

Forvid $9¢3 of say of the sk ve sgments, contact yvor meorsst WIS office

L L] VIO A1 TEROCRCTIOR AN UGN MJ BeeaT SR, FB NT
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VIDEQ MONITORING SERVICES OF AMERICA, LP - Pogu 8
NASAA/ BROKER CRACCKDOWN COVERAGE
Continuod....
18} Street Sweep .
CNNin Cable Programuming B/29/897 4:00-8:00 PM
34.57 Telemarkuting. Acroas the toumr?, using high pr
ismarketing ssies s ing up, ing wday it
are doing more to crack down. Bkt Tucki has mote on this story.
from 20 states filed 14
may also srise. ] s Ut last sunwner, had

much of her money in RIR Nsbisco stoci. V: RIR sign. Then her sccount was
awitched 10 & new broker, who sliegedly atock without

. V3 N flags. PC: Helan Spracher, stock scam
victim, sayz she celled them and told them she didn't went to sell the RJ)
Reynoids stmock, and they saki she wouk make monsy, and wouldn't gat the
swocks back. She jost $99,000. PC; Marc GrifSin, Securitice 3 ..
piide “unumﬁ o ’

B/29:97 5:30-6:00 PM

7:00-8:00 AM

- - B e ————an s Vit s e AN
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VIDEO MONITORING SERVICES OF AMERICA, LP Pogers
NASAA/ BROXER CRACKDOWN COVERAGE
Continued....
18} Hetors Hours
O 7 8:00-9:00 AM

Progremming BI30/9°
38.53Mﬁmmmek¢ tt has been & budl markst in’
wtocks for 8 jong Tme making sasier for 2tock scsm artiss to find
victims, and desiing with a phony broker can cast you 8 lot of money. I;
Scam victim. who's stock was in V; exte-ior, IR Nabsico, her account was
switched to 2 new broker who allegediy toid her stock with out permission
and bought 3 stock she had never heard 2. Prosscutor’s snd Reguistor's
from 20 states are cracking down on ail 1cam brokers ke lnvestor
Associates and 13 others. PC; Mark Griffin, NA Securities Admin, Assn,

requested investor's. V: exterior,
Assoc. GR; irvestors Assoc gitch for 1PC. 1; victim, talks 2bout the scam
his broker tried on him. 38.58
201 in the Game
CNNfn Programming B/30I37 9:00-10:00 AM
11.01 TZ: Recapping, Scamns, Befocs Hours. High Pressurs Sale

TICHICR. {
exterior, RIR Nabsico. {; scam vietim. PC; Mark Griffin, NASAA. investor
Assoc, GR; statement from Investor Assuc. PC: ssam victim. 8i8 Tucker
raporting, 13.20

n %:‘Jﬂn
Cable Programming 8130197 11:00-12:00 PM
03.18 Decision. A decision by 2 federsl tourt could make it more
difficult for investors to bring securities f wud class sction suits.
Digmissed 8 mmemw—mmem
Comprrters: Amdahl. Unlsys, Siicon Grag hics. 03

22) Fox News Now
Fox News Channet Cable Programming B5I30/87 8:00-9:00 AM
IB.08R; Stodzm mmm;hz&&smmmg 14

trokerage us
sscurities taws. GR: First United Equitiss among the firms cited. 33.35

23) Moming Business Raport
FBS Network 5130197 6:30-5:45 AM

Programeming
OZJSSumw mmhucdlimumm:h.!mm
been amested in u security scandsl. 02.%

— s VO, s m——— N —a G e o AR RS
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VIDEO MONITORING SERVICES OF AMERICA, LP Poge: 7

NASAA/ BROKER CRA CKDOWN COVERAGE
Continued....

24 An 'ninu Coneidersd
NPR Network

Br2sre7
IS.BBTZ.SH-MTMT' h Trday in 20
wmmnl penny stocks over
thmuwuu mmmmm«-dmpdﬁmm
noek.wm.oﬂ-h.m perrrission. SB; Mark Gritfith, North
umh‘:myumww
retumns sound ible. |: Helen says the stocks
tumbled, and she ssid not to seil-RJ Reynoids. Investors Associates was
the firm that soid 1o Sprecker. Jim Zeroi rm. 23.30.

4:00-6:00 P

26) Markstplecs
PRI Network 6/29/197 6:30-7:00 PM
01.03 Te The Trade O ¥ (L]
brokers wants 10 put a stop to that, by «racking down on brokers who

everything from my
ponfolo,mdmn me on two stocks the mnodm-mhn-whdamo'
money. Richard Cerothers reporting fron: New York. 03.35

26) Firat Business
News8 Cable CH 8 Syndicsted 5130/97 8:30-9:00 AM
00.! asmm Sscurites officisls in 20 states have begun
14 fims for twetics. R; 01.22

This
WNIC-T\zl.m CH 4 Syndicated 8/30/97 5:00-8:30 AM
! . on

investor, smmmhmmAnndtuhcmwmmu\dhhn

her stocks and he would manage them. 3R: Broker Crackdown. |; Billy

;l;;mtuy-mmwmwmlmm.fmwm
5

of sy of the 8b. conewct poar mesvent HMS oftice

oy wam

in

-~ B I il AP IRt e A A ARLAT JE 0B AN
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BROKER CRACKDOWN COVERAGE
§/29 To 6/2

Newsradio 88
WCBS-AM (CBS} 830 New York 5129197
12.45 Smatl mm:ﬂnﬂmmmnm
wrgots of crimingl investigations in 20 swtes. & Dennis Vacro,
Am?-;-d:hmmtwwm:wm msmsm
scams. 13

Newsradio 88

WCBS-AM (CBS] CH BE0 Haw York 13007
23,00 Other Stories. > Authmmmmushmmw
Flitn fiam stock beokers. $8; Vi

Evening News
WINS-AM (ABC) CH 1010 Naw York

28.00 Money Watch. Larry Kahky>N"a\meVum m

telephona sales by brokerage firms, §8; Vacco.
1010 Morming News
mmwwwmv«k 5130/97

Money Watch-Lane Piordl > Sales sbuses st some stock brokersage

ﬁﬂm.s& NY Strts Attorney

The Morning Show
WNS-TVM)GI!!MY&I: 8130187
07.33 State genersl memh:m
mmmﬂmmwammmoa
News 55 At 10
WLNY-TV find)

Sprecher. Scam
Typical sales script. SB: chat Stock scam victin, 82
Tucker. 34.18 X

WMAQ All Bews 67

WMAQ-AM (CNN) CH 870 Chicege S/29197
58.48 Broker C: Stare A G are going after
tala-brokers who run sguressive cokd call ng oparations that seek to self
bad nocks. 53.07

ko fol i) et ni rd

Monitoring Report

$:00-8:00 PM

7:00.8:00 AM

8:00-6:00 PM

7:00-8:00 AM

7:00-5:00 AM

$:00-8:00 PM

S3A A2 et IR, TR NN
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VIDEC MONITORING SERVICES OF AMERICA, LP Fage: 2
BROKER CRACKDOWN COVERAGE
Continuad....
81 Midday News
WON-TV (ind} CH 8 Chicago 5/30/97 12:00-1:00 PM

QGSBCW News. > Securitiss rejuiators in 20 states are crecking
stock fraud, Tm-muwm:ww"hrmﬁm

9}  NewsRadio 1

General Dennis Vacco-They have 1o miske surs the lure of the bull market

doesn’t suck people into scams.
10) 12 Tonign
WHYY-TV (F!S) CH 12 Philadeiphia §/30787 5:30-6:00 PM
24.28 Business NEws / Dace Blaskovite State Atty. General’s office is
hvmauukdvmmhnmnmmm.ﬂthhw
non-registerad brokers. intsl had softer camings. 25,48
11} Channel 7 News
KGO-TV (ABC) CH 7 San Francisco SI30/87 5:30-7:00 AM
20.4€ Business. Reguistors suing 14 fin1s, charging them with
fraud. >Toyots.
12) News
mmmmwsow B/30:97 8:55.7:00 AM
mmwﬂlmﬁmm:mm
muhcm .56
13) The Ten O'Clock News
WLVITV (WB) CH 56 Boston 8129197 10:00-11:00 PM

Robbins,
ntnneo»oph $8; Wiliam Galvin, s:cydswu.aﬁmhscms
pretty curageous. 38.29

14} Naws 4 Today
WRC-TV (NBC] CH 4 Washington 5130797 §:30-7:00 AM
40.30 TZ; Fiest Business News, Andrew lecky, CNBEC. > Securtties
an ing down o6 1 brokers.
15} News This ’
WUSA-TV {C8S) CH 9 Washington 830797 §:30-7:00 AM
2440TZWM-IIMS S i gul: ing

» erackdown on 14 brmnm azscs

o of 20y of the wbe 1 sogmones, cootact y 1S otfcs

L m— Lo et mra ot MY & OOV WNC




386

VIDEQ MONITORING SERVICES OF AMERICA, LP Poge: 3
BROKER CRACKDOWN COVERAGE
Continued....

16) News 4 At 5:30

KDFW-TV (Fox| CH 4 Oellas 5/30197 §:30-6:00 AM

l?.“MEV.MW cracking down on fraud. 1¢
of unauthorizet stock trades. 18.05

171 11 News This Moming

KTVT-TV (C885) CH 11 Dallss 8/30/97 €:00-8:00 AM

42.wmv;mxmmhzonmmm¢mon 14
brokarage fiems for high pressure sales ¢ itches and unauthorized
wrades.V; Wall Street. The scammars buy worthiess stocks snd market them
ovar the telephone. V; NYSE banner, V: Fraud victins. 43.45

18! Good Day Adents
WAGA-TV (Foxs CH 5 Adente 8130197 7:00-8:00 AM
10.545:.«:1 mewwmmnmum
of ch stock in without notdtying clients, and
are working 10 $10p the practic:

momﬁmwmmwmnmfwummm-ﬂd
caused her to lose $99,000, descrides vhat broker said to her. 19.33

197 11 News Yoday

-'rvmcu Adanta 8/30r87 §:00-8:00 AM
zi.oo'r, uw:melvmmﬁndmmnmumm Rapper
with with the intent o distribute ft. Stock
brokerags firms charged with fraud, 21 JO
200 11 News st
KHOU-TV tclﬂ CH 11 Houston 5130197 $:30-5:00 AM

Q.Whuhus >R; Stockbrokers who Mmhmmymehwum
are being cracked down on by se urites investigators. V.

211 AM Drive Hews
KTRH-AM (CBS) Preg. 740 Houston $/30/197 £:00-8:00 AM
8:43 - 14 brokerage firms sre being inve itisged for fraud.
22) XIRO News At Noon
KIRO-TV (UPN! CK 7 Seettle 830197 12:00-:00 PM
12.50 Biz. > T Bro J on ssles brokers who uss
phones and high pressure sales tactics, { B: Merk Gritfia, N. A. Security
Admin., detalls some frauds; from CNN
231 News At Midday
WYVI-TV INBC) CH 6 Mismi 8730197 11:00-12:00 PV
43.39 Business friefs /Bob Mayer, >1'Z Scwwmtlmnzormu
e down on 4% STOCKS Over the telephone. V.

MVMAmvaamm I Dennis Vaceo, Nanork
State General Attomey, says unlawful prictices ars succeeding.

For of iy ol he 2w @ sogmenty. costoet yow seevet YNIS office

rAmen AL vmesme—— P T e AL L
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VIDEO MONITORING SERVICES OF AMERICA, LP Page: 4
BROKER CRACKDOWN COVERAGE
Continuad....
News Ten AM
KXTV-TV (ABC) CH 10 Sacrememu 5/30/97 6:00-7:00 AM

25)

28

2n

30

3

19.03 Scam Artist. A haalthy $10ck mariet is SIS0 #TCKINgG 3Cam aniss.
V; New York stock exchange. Regulstori in 20 states sre suing 14
brokecage firms for frauding peopie. 19.34

KNUS News

KNUS-AM (AP} CH 710 Denver 513097 6:00-7:00 AM
45.00 CNN Business. > Regulators in 2 stutes have filed suit against 14
brokerags firms for fraudulent stock tele narketing practices.

Business For Breakfast

KTLK-AM (ABC) CH 780 Domlv 5/30/97 7:00-8:00 AM
1.32.20 & Tt L in 20 states have started 3
crack down ageinst " brokersge house 1.

1080 News

WYIC-AM (CBS) Fraq. 1080 Hartford 52887 6:00-6:15 PM

08.14- Brokers. 14 brokerage firms scct sed of fraudulently ssiling stocks
over the phone were the taget of a 20 & ate crackdown announced by
secucities reguiztors today, -05.26

1080 News

WTIC-AM (CBS) Freq. 1080 Hartford 8130197 6:00-6:59 AM
35.28 Srock Fraud Atty gens in 20 stawes, including CT, are terpeting
stock fraud. Thay have charged 14 brok irage firms, 35.47

1080 News

WTIC-AM (CBS) Freq. 1080 Hartford 513097 7:00-7:58 AM
31.28 Stock Fraud 20 US atty gens havi: announcad a crackdown on brokers
‘who sell worthless stocks over the phons. |: Mark Griffin, North American
Securitiss Admin, 32.07

Eynwitness News This Morning

‘WFSB-TV {CBS} CH 3 Hartford 5/30r97 5:30-8:00 AM
22.35 Stock fraud States targetng aflegod stock fraud at brokerage
firms. V; Scenes, 23.02 .

..

1:09.30 TZ; Stock fraud recap. M: Brokerage firms. 9.53

Newscenter 6
KOIN-TV (CBS) CH § Portiang §/29/97 11:00-11:40 PM
04.27 Stockbroker. A stockbroker scam s raising red flags, PC; Mark
Griften N.Amer. Sscurities Administrator.i, says there are many swindiers
making outrageous claims. V; Wall St Pl' Louis Poggi, investor, says
it's besn 2 nightmare. GR; scam details. 15.25
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BROKER CRACKDIOWN COVERAGE
Continued....
321 News 5 Todsy R
. WLWT-TV (NOC) CH § Clackwnedt 5:30-7:00 AM

38

S/30/97
13.50 Stock freud. 14 firms avoss U.S. an with making
Mm&m%mmmmwmm
pressurs caliing and Bes. Reguiators are * ergeting 20 states. A. 14.06

Sunsizss on 8
WPTV-TV INBCI CH 6 West Pein Beuch 8307 5:30-8:00 AM
17.18 Business Today, > Srokerags cra kdown, 14 brokerags firms wrgetsd.
Accused of unmsthorized treding snd other fraudulent sales practices.
Firrns used high praaciure sales tachniquee.
News 38 Festcant
KXAN-TV (NBC) CH 38 Austin 530197 $:00-7:00 AM
01.46.48 TZ: Business Repore. > Biroke age House investigadon. 14 firms
are being & Tor fraudut pe,
News 36 Firsteast
KXAN-TV (NSC) CH 38 Avetin 813087 $:30-7:00 AM
01.48.48 TZ; Susiness Repore. > Broke age House investigation. 14 fiems
are being ) d for fi
Chennet 3 News This
WCIA-TY (CBS) CH 3 n 05/30/97 7:00-8:00 AM
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'your. money

Cold-call brokers put on ice

Securities agencies from 20 states crack
down on risky stock sales

May 29. 1997: 12:49 p.m. ET

NEW YO&(%NN&) -- State securities
agencies states on Thursday announced a
nationwide

Mwhmthcpme‘ is driven high enough,” Vacco

“Needless to say, the i end up losing
mn.:fnmdl.oﬁh:umouy

First United Equities and Investors Associates.
o with nine peoplemmdwnhtl:two
mmclnmad Manhatian's state Supreme
Court with fraudulent sales tactics.

In light of the actions, which are civil rather
than criminal. ﬂ\eeo\molderedtheoompmnelo
stop "manipulative

n:oﬂ‘ennp lndoold-calhngwb;m‘wmed

le puc}sceahmwu:loudmphepeof
unauthorized trades and failed 1o complete
Fulute %0 report investor complaints. 05/30/97 11:06:58

® Evasion of broker-dealer registration
requirements.

First United. based in Garden City, N.Y. could
not be reached for comment and Investors
Associates in Hackensack. N.J. said it was
unaware of the charges. The two companies are
theluguoﬁhe 14 firms that face the legal

MNASMdehMysmnmldbe




390

‘The Hartford Courant - Business ->..es press case against broker fraud ? courant. icle/biz2 st
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States press case against broker
fraud

ASSOCIATED PRESS
This story ran in the Courant May 30, 1997

avowo  NEW YORK - Securities regulators in 20 states - including Connecticut
m - bave begun o rackidoun against 14 brokerage ims accused ofmaking

stock trades and other fraudulent sales practices.

“*They're very impressive when they talk to you on the phone Like a
- brother. get you to feeling ve?y comfortable with them,” said Billy

. They
_ Hellums, of Roswell, N.M., wholostaboutSl ,500 and was on the verge

of investing much more.
RN
Hellums and three other victims of allegedly ab lemarl
( practices byhokusmtoMmhﬂmThursdaywmda
ew nnis Vacco's o xce
o conference at New York Attorney General Dennis Vi

The Hartford Cournt  a0N0UNCING the crackdown.

Vaceo filed civil actions against the firms, accusing them of
hxg;h-ptme cn.ll.mg lechmques and outnght lies; sales pmcnce abuses
in which falsified and

unauthorized trades; failing to report investor complaints; and evasion of
broker-dealer registration requirements.

Vacco was joined by New Jersey Attorney General Peter Verniero and
Mark Ggﬁn, president of the North American Securities Administrators
Association.

The association, a private orgamzauon representing state securities
regulmns, helped to Ieud investig into the fraud stock
d in 's

North American Securities Administrators Association Web site

*In this high-flying bull market,” Griffin said, *"it's easy for swindlers to
make claims of outrageous returns sound plausible.”

Unforhmmlgofnnoo many investors are falling for the lure of this
latest trend in boiler room scams. And the telemarketers, playing upon
people’s desire for ever greater financial returs, have been running away
with millions of dollars of hard-earned money."

Enc Wilder, an assistant director in the securities division of the
g depx said one 24-year-old broker involved in

tof3 053097 17:17:49
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the scams made $57,000 in one month alone on commissions. And that
mdt:u lo:/st amount the broker made in a month in a one-year period,
1ider sai

Wilder estimates that the broker made between 200 and 300 calls a day
to rake in that much money.

Brokers at I Associates Inc., based in Hackensack, N.J.,

allegedly abscondedmthabomswooo‘ 1 g to Helen Sprech

85, ofPhlhdelphm Themoncy xepruemed%eememof!hemoncy
herh d from gh grocery store

.
B
iFE
iy

Sprecher said her troubles began when her regular broker took ill and she
was contacted by another agent. *'He sounded like a nice, friendly
grandfatherly man," she said.

I Associates' outsid 1, David Sayid, said the company
had no immediate comment.

Like Sprecher, many victims were senior citizens, Griffin said, and many
complaints involved low-priced shares of high-risk stock.

Other New York City brokerage firms named by Griffin were First
United Equities, LT Lawrence & Co. and Meyers Pollack Robbins. First
United President Douglas Traynor had no comment. The other two firms
did not i diately return ges seeking i

a New Mexico building said he i d his money
vmh a broker fmm the Uniondale, N.Y.-based Slerlmg Foster brokerage
firm. The company did not return a teleph

Vacco said he had filed civil actions against First United and Investors
Associates. A total of 16 states have taken action against Investors
Associates, including New Jersey, which has moved to revoke the firm's
registration to do business in the state.

Another alleged Investors Associates victim was Louis Poggi, 45, of
Pembroke, N.H., who said he lost $10,000, all of his savings. *'] was
careful as a human being can be, and they did something illegal,” the
Federal Express driver said.

Securities and Exct Commission i fext Wet

The 20 states participating in the crackdown are: Alabama, Connecticut,
Delaware, 1llinois, Indiana, Maryland, Massachusetts, Missouri, New
Hampshire, New Jersey, New Mexico, New York, Ol'no, Oklnhonu.
Pennsylvania, Texas, Utah, V Washi

California, Georgia and Florida are expected to announce similar actions
against broker-dealer firms in the next month.

Ci icut i who suspect that they are being targeted by a scam
or just have questions should call the securities division of the banking
department at (800) 831-7225 or (860) 240-8230. A copy of “Investor
Alert," a pamphlet outlining the scams and tips to avong them, is
available by calling or writing the agency at 260 Constitution Plaza,

0573097 17:17:49



392

The Hartford Courant - Business ->._.es press case against broker fraud tp

Hartford 06103-1800. **Investor Alert” is also posted on the department's
World Wide Web site at

e A staff report is included in this story.

Yo B The i

SEARCHCOURANT

3of3 0873097 17:17:50
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State securities officials crack down on
cold-call brokers Copiey Phammaceticaia guity
Thanks to the raging buil market, regulators say US, cedil good
qulgl‘(.mncy stock Investment schemes ars sharply Amarican Aifioes buys Shutiie
Michast Baad
[ Friday, May 30, 1967 Thursday, May 29, 1997
C old calling investors DT o S e
and using 7330.18
high-pressure sales

tactics to lure them into
questionable investments
have been around almost as
long as there have been
telephones.

Today, though, boiler room
cold call sales tactics are SEP 500 Index:
clea:aronfthg rise -- if the * down 3.13 (0.37%) to 844.08
number of abusive practices ~ Souud familiar? State

brought to the attention of M{’s‘: Fandvoritten 0% 5,5':::" m’??m

Monev 30 lndex;
down 11.37 (0.76%) to
1482.05
New York Stock Exchange
Advances: 1430
;1
Volume: 484 milion shares.

NASDAQ Camposite:
down 7.14 (0.5%) 10 1403.04

New York prosecutors is any  tefebroker’s script.
guide. They say complaints  Click to enlarge. up u.m‘sm.eo
were up 40% in 1996 over the
year before.
That should be no surprise. Given the sp 1 cold calls
performance of the stock market and the growing
need for small investors to manage their own money, @
an increase in the number of con artists was bound to
follow.
”
Recently, though, state securities cops have begun to L

strike back. In the past few weeks, securities
watchdogs in 20 states filed 36 civil actions against
14 firms in "the biggest nationwide crackdown ever
aimed at brokers selling stocks over the phone,”
according to Mark Griffin, president of North
America Securitics Administrators Association
(NASAA).

Most of the firms operate in or near New York City,
m the shadow of Wall Street whlch lends an air of
g to their " says Griffin. "Playing
on people's desires for cver greater financial returns,
they have been running away with millions of dollars
of hard earned money."

05/30/97 12:02:49
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besp/wrww. pathifinder.com/@@S4VCs

During a press conference in New York Thursday,

® Griffin oulined the typical used by hi
i cu typical approach used by high

“Reading from scripts, of these firms
mmm#wghm

securities in

IN\‘P dwmoeisdnm ﬁﬁyinndels‘

sd!.making formemxlvetbmsmpingm

innocent investors' life savings."

mempnonbeglmm}mwyfound
lymmc types of abuses by brokers.

® Questionsble cold calling practices
Brokers relied on scripted cold calling techniques that
performance, as well as other outright fies.”
.‘: 2 .9 ﬂlﬁ. oy
Griffin says the investigation found "an of
to complete trades as requested by investors.”
*® Failare to report lavestor complaints
found “most of the offices audited

State examiners
failed to have centralized procedures for handling and
reporting of customer complaints,” says Griffins.

" ® Failure to register

Brokers used third party franchise agreements to
avoid broker-dealer registration requirements, says

Once investors were drawn into setting up an account,
mksmth&boudnmdsoldmwmf
permission, often costing investors thousands of
dollars, says Griffin.

*The pattern is always the same,” he says. "First they
tell you what they need to tell you to get their money
regardless of whether or not it is true. Second, they
execute trades without your permission. Thv.rd.when
youcomphm.dwymmyoumwtheﬁrmand

give youthe run around and you can't get your
money back.” says that several of the getkm
investigated " 'seemed 10 treat this money as if it were
their own.”

05/30/97 12:02:50
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Several small investors at the press conference - .
described how they had lost money investing with
brokers who cold-called them.

"I'll be 79 years old later this year, and you would
think I wouldn't be dumb enough to do what
happened to me," lamented Emile Murnan, who lives
in the suburb of St. Louis.

He claims brokers at L.T. L & Company
bought and sold stocks for him and evensetupa
$20,000 margin account m his name without his
"That is g I would never do. He
didn't ask me, he didn't tell me, he didn't confer with
me. He did it. The first [ know about it, | am getung
these confirmations.” Murnan says trading in his
;;c;%um ran his initial investment of $6040 down to

Ruthann Niosi, an attorney for L.T. Lawrence, says
the firm follows securities regulations and will not
"litigate any customier allegations in the press.”

Another investor who says she was deceived by

brokers from a firm called Investors Associates is

“® Helen Sprecher, an 85 year-old Pennsylvania

mndem She says brokers sold her position in RIR
her permission, and then bought

small cap stocks which promptly "tumbled" in value.

"I called them and said 'I told you not to sell the RJR
Reynolds,™ she says. "It gave me a nice dividend. He
said 'You are going to make money with this and you
will send me a dozen roses when you find out how
much.’ After a few weeks the stock kept going down."
Sprecher says her complaint against the firm is still in
litigation.

David Sayid, a lawyer who works for Investors
Associates says the firm has "never condoned any
improper sales practice, and will take all necessary
steps to rectify such mappropnate behavior should it
exist." He says the company is "anxious to comply
and cooperate with the various states and regulatory

- agencies to clear its name."

" Law enforcement officials offered the following

advice to anyone approached by a broker over the
phone.

® Be very suspicious when a broker says you must
""act now" to catch 2 good investment

® Hang up the phone if a sslesman is too offensive
or pushy

05/30/97 12:02:50
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® Remember that if it sounds too good to be true,
it probably is

® Investigate all investment proposals thoroughly
by yourself before buying stock

® Deal only with brokers you know

*When they call you, they talk to you like they are
your brother," says qBlll:LIkll.llmsofNewlvlexu:o,
who claims he lost money after getting duped by 2
cold caller promising big profits in small cap stocks.
"But the quick money these people convince you that
youcanmakzns;ustnouhue You are better off
going to Las Vegas.”

Retumtotop
Business Report | Marketwaich

05/30/97 12:02:50



397

Money Daily: Securities officials slam cold-call brokers http//iwww.pathfinder.com/@@xEEJBQ...aily/1997/970530.moneyonlineb.htr

Click here to get the full story 4M
Start ‘em up! New eval web ite gets BackOffice™ sofations rolling

[_Seancu ]

Money Daily
State securities officials crack down on
cold-call brokers Copley Pharmaceutic

‘Thanks to the raging bull market, regulators say

quick-money stock Investment schemes are sharply U.s. credit good
on the rise
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hen:y state securities regulators unveiled a nationwide
X on bro ., including those at a Fort Lauderdale firm,
who peddle stocks over the telephome.

The regulators accucod 14 securities firms of violations that
include falsifying horized trading, failure to
complete trades, oporating without a license and using
high-pressure sales tactics.

Mark J. Griffin, a Utah securities regulator, called the move
*the biggest nationwide crackdown ever by states aimed at brokers
selling stocks over the phone.®

The actions announced Thursday began last fall, when
regulators who belong to the North American Securities
Administrators Association Inc. decided to investigate telephone
stock sales practices.

As part of the crackdown, investigators from 12 states
audited five New York-based firms in Pebruary. The investigation
expanded to include other firms and 20 states.

Regulators took a wide range of actions, from starting
investigations to issuing cease and desist orders and revoking some
firms' licenses-to do business.

Fort Lauderdale-based Biltmore Securities Inc. was among
those named in the actions.

*"An inquiry has recently started, no charges have been filed
and none have been threatened to our knowledge,* said William
Nortman, Biltmore's general counsel, in an interview.

Last wonth, Indiana‘s securities division ordered Biltmore to
pay $175,000 in fines and reimburse five investors for $495,000 in
losses for allegedly misleading them, the Indianapolis Star
reported.

DESCRIPTORS: SECURITIES REGULATION VIOLATION STOCK
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Prosecutors and securities regulators in 20 states Thursday
unveiled a series of enforcement actions i ded as a crackd on
high-pressure penny-stock sales abuses by small brokerages.

Fourteen firms were listed in a total of 37 enforcement
actions, officials said. The securities firms being disciplined
include Fort Lauderdale-based Biltmore Securities Inc.; Syosset,
N.Y.-based Kensington Wells Inc.; Investors Associates Inc. in
Hackensack, N.J.; Toluca Pacific Securities Inc. in Burbank,
Calif.; and Sterling Foster & Co. in Melville, N.Y.

It was the biggest nationwide crackdown ever by state
authorities against brokers selling stocks over the telephone,
according to the North American Securities Administrators
Asscciation, an umbrella regulator group.

The actions, which followed an investigation that began last
fall, centered on telephone sales practices that officials said
were used tp dupe unwitting individual investors into buying stocks.

"Reading from scripts, employees of these firms pressure their
victims to buy stock in unknown companies,* said association
President Mark Griffin. "Once the price is driven high enough,
insiders sell the stock, making fortunes for themselves and wiping
out the savings of innocent investors." ’

The nationwide actions were disclosed at a news conference at
the office of New York Attorney General Dennis Vacco. New Jersey
Attorney General Peter Verniero also participated.

One firm cited in both New York and New Jersey was Investors
Associates. The firm, which would not comment, was identified in
actions in 16 states, making it by far the hardest-hit among those
listed.

The enforcement actions varied widely from state to state, but
some temporary orders to cease business were handed down.

Oklahoma General Counsel and Director of Enforcement Gretchen
Harris said her state had temporarily suspended and would seek to
revoke the registration of Investors Associates.

Helen Sprecher, an 85-year-old retired grocer from Philadelphia
who appeared at the New York news conference, said she was bilked
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of about §99,000 when an Investors Associates broker sold her
holding in RJR Nabisco despite orders not to and invested the
proceeds in a little-known telecommunications company.

The new stock plummeted, and after repeated demands to get her
money, Investors Associates offered her a settlement of $12,000,
she said. She rejected the offer, and the case is in litigation.

Louis Poggi, a Federal Express delivery driver from Pembroke,
N.H., said his life savings were wiped out in a series of
unauthorized trades made by a broker at Investors Associates in
Melrose, N.Y.

"I was as cautious as a human being could be, and I still lost
out,* Poggi said.
SEQN: 71490681
REGION: US NMB; UNITED STATES; NORTH AMERICA
OTHER TERMS: INVESTMENT INDUSTRY US; OPERATION; LIST
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Prosecutors and securities regulators in 20 states yesterday
unveiled a series of enforcement actions intended as a kd
on high-pressure penny-stock sales abuses by small brokerages.

Fourteen firms were named in 37 enforcement actions.

It was the biggest nationwide crackdown ever by state authorities
against brokers selling stocks over the telephone, said the North
American Securities Administrators Association, an umbrella
regulator group.

The actions, which followed an investigation begun last fall,
centred on telephone sales practices officials said were used to
dupe unwitting investors into buying stocks.

““Reading from scripts, employees of these firms pressure their
victims to buy stock in unknown companies,'' said association
president Mark Griffin.

““Once the price is driven high enocugh, insiders sell the stock,
making fortunes for themselves and wiping out the savings of
innocent investors.''

The nationwide actions were disclosed at a news conference at the
office of New York Attorney General Dennis Vacco. New Jersey
Attorney General Peter Verniero also participated.

One firm cited in New York and New Jersey was Hackensack,
N.J.-based Investors Associates Inc. The firm, which declined to
comment, was named in actions in 16 states, making it by far the
hardest-hit among those named.

Other firms named in more than one state included Meyers Pollack
Robbins and L.T. Lawrence & Co., each cited in four states, and
First Equities Corp., cited in two.
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Additional actions are expected to result from the investigation,
officials said.

~*This is the overture, not the finale,'' Verniero said. In the
interim, he said, consumers must be aware that ~“an investment
that seems too good to be true probably is.'®

#**+ Infomart-Online ¢++
DESCRIPTORS: SECURITIES INDUSTRY; INVESTMENT DEALERS; INVESTIGATIONS; LAWS
AND
REGULATIONS; UNITED STATES
ORGANIZATION: North American Securities Administrators Association; Investors
Associates Inc.; Meyers Pollack Robbins; L.T. Lawrence & Co.; First
Equities Corp.
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Fourteen brokerage firms, including several with Long Island
headquarters or branch offices, were accused yesterday by 20 state
regulators of using fraudulent, high-pressure telephone tactics to
sell penny stocks. The securities regulators called it the biggest
such crackdown ever. )

Some of the firms already have been investigated by other
regulators. At least two are out of business. The potential
penalties announced yesterday included fines, license revocation
proceedings and temporary orders to cease certain activities.

Mark Griffin, president of the North American Securities
Administrators Association, an umbrella group of regulators that held
the news conference, said that nationwide, about 50 brokerages engage
in so-called "boiler-rcom" sales tactics, such as scripted
"cold-calling, " misleading statements about securities and failure to
respond to consumer complaints. Dennis Vacco, New York State's
attorney general, said that such firms are likely to be located in
the New York City area because it helps them impress customers.

The firms named in yesterday's crackdown that have Long Island
headquarters are:

- First United Equities Corp. of Garden City, temporarily
restrained by Vacco from a number of acts including making the sale
of shares of initial public offerings contingent on a promise to buy
more later, and using unregistered securities salesmen to make cold
calls. No one answered the phone at First United yesterday.

- Sterling Foster & Co., of Melville, notified that the state of
New Mexico intends to bar it from doing business there due to
customer complaints of unauthorized trading in their accounts,
sometimes by salesmen who allegedly weren't registered as brokers in
the state.

Ira Sorkin, an attorney for Sterling Foster, said he couldn't
comment because he hasn't seen the charges. He said Sterling Foster
has "ceased doing business for all practical purposes.® The firm has
been sued by the Securities and Exchange Commission and it is the
subject of a civil action by the National Association of Securities
Dealers.

- Kensington Wells Inc., formerly headquartered in Syosset,
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notified that its license to do business in Delaware will be revoked.
Delaware officials said they understand the firm hags been out of
business since November. Brokerage officials couldn't be reached for
comment . ‘

Additionally, Investors Associates Inc., a Hackensack, N.J., fimm
sued by Vacco, used to have a number of Long Island branches and
still has at least two. Vacco temporarily restrained the firm from a
number of activities relating to initial public offerings and
telephone sales. David Sayid, outside counsel for the brokerage,
said the firm “never d d any improp sales practices® and will
cooperate with authorities "to clear its name.®
DESCRIPTORS: SECURITY; INDUSTRY; STOCKS; FIRST UNITED EQUITIES CORP; STERLING
FOSTER & CO; KENSINGTON WELL INC; INVESTORS ASSOCIATES INC; FRAUD;
SECURITIES ADMINISTRATORS; DENNIS VACCO;; STOCK NEWS
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. The Oklahoma Securities Department is barring a New Jersey firm
from doing business in the state as part of a multistate
crackdown on questionable practices of telemarketers selling
penny stock investments.

Securities Administrator Irving L. Faught issued a summary order
barring Investors Associates Inc. of Hackensack, N.J., from
conducting securities business in the state.

The company, which does not have offices in Oklahoma, has 1S5
days to respond or the temporary ban becomes permanent, Faught said.

Investors Associates and others are hawking penny stocks and
other micro-cap stocks over the phone and may be engaged in illegal
or improper high-pressure or “"boiler room" sales tactics, he said.

Improper practices could include artificially hyping a stock to
influence its value, or telling consumers to buy or sell stocks so
the firm can generate additional commissions when holding a stock
may be in the consumers' best interest.

Improper sales tactics can also include promoting investments
considered unsuitable for the consumer, such as a high-risk
investment for an elderly person.

The action against the New Jersey company and investigations of
others stemmed from actions begun by the North American Securities
Administrators Association.

Officials at Investors Associates were unavailable for comment
early Friday evening.

The department is investigating three other out-of-state firms
for possibly engaging in similar practices. The firms are William
Scott & Company of Union, N.J.; Biltmore Securities of Fort
Lauderdale, Fla., and Euro-Atlantic Securities of Boca Raton, Fla.

The department is issuing an "Investor Alert* that offers tips
to consider before investing. For a free copy, potential investors
can write to: Stock Scams, The Oklahoma Securities Commission,
Suite 860, First National Center, 120 N Robinson, Oklahoma City,
OK, 73102 and at http//www.oklaosf.state.ok.us
/~osc/invalert .html
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(Copyright 1997)

The booming stock market is leading to more telemarketing scams,
according to securities regulators in 20 states that are suing 14
brokerage firms for defrauding people with promises of huge returns.

*In this high-flying bull market, it's easy for swindlers to
make claims of cutrageous returns sound plausible," said Mark
Griffin, president of the North American Securities Administrators
Associatien.

The NASAA is a private organization representing state
securities regulators who spearheaded an investigation into
fraudulent stock tel keting. On Thursday, Attorney General
Dennis Vacco announced civil suits against the 14 brokerages.

The firms were charged with high-pressure calling techniques
and outright lies. They also were accused of allowing unlicensed
solicitors to falsify records and conduct unauthorized trades,
failing to report investor complaints and evasion of broker-dealer
registration requirements. ’

In Ohio, the Securities Division of the state Commerce
Department denied a license to Investors Associates Inc., of
Hackensack, N.J., on Thursday based on a number of customer and
regulatory complaints.
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TAKING STOCK OF FRAUD: The Pennsylvania Securities Commission
was among 20 state securities agencies filing actions yesterday
against 14 firms in a nationwide crackdown aimed at brokers selling
fraudulent stock over the telephome.

Pennsylvania‘'s action was filed against Investors Associates Inc.
of Hackensack, N.J.

The state's order alleges that the firm sold clients' securities
without authorization, and failed to sell or delayed investors'
instructions to sell for as long as three months.

The state further charged that the company recommended unsuitable,
speculative stock to elderly Pennsylvania clients whose primary
investment objective was conservative growth and income with minimum
risk.

The North American Securities Administrators Association Inc. said
that the 37 actions filed against the firms by 20 states represents
the biggest nationwide crackdown ever against brokers selling stock
over the phone.

To help educate the public about the latest trend in securities
fraud, the state commission is releasing an Investor Alert that
outlines the scope of the problem and offers tips to consider before
investing. For a free copy, readers may call (800) 600-0007, or
write to the commission at 1010 N. Seventh St., Harrisburg,
17102-1410.

NAME CHANGE: Sears, Roebuck and Co. will change the name of its
Harrisburg area Tire America stores to National Tire and Battery on
Sunday.

The local stores are at 4521 Jonestown Road, Lower Paxton Twp.:
and 6051 Carlisle Pike, Hampden Twp. The company also is changing
the name of its Tire America stores in Lancaster and York.

The name change is part of Sears' plan to convert some 275 stores
to the National Tire and Battery concept by Aug. 1.

All stores will carry 3,000 national brand name and private label
tires, including Goodyear, Michelin, Pirelli and custom wheels. The
stores also will sell batteries and related starting and charging
accessories.

In addition, they'll offer services such as brake, shocks, struts,
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State securities regulators yesterday accused a New York
investment firm of engaging in high-pressure sales tactics to
fraudulently sell speculative "penny stocks" to Massachusetts
investors.

Secretary of the Commonwealth William Galvin suspended the license
of Meyers Pollock Robbins Inc. and 14 employees of the firm. Galvin
also plans to seek fines against the company and win restitution for
any local investors who were defrauded.

Yesterday's action was part of a nationally coordinated crackdown
on firms that sell low-priced stocks to investors over the telephone.
It involved 20 states working with the North American Securities
Administrators Association, the umbrella group for state securities
agencies. Last fall the group created a special project to combat
the growing problem of dishonest sales practices in the marketplace
for so-called microcap companies.

"Wwith the booming stock market, many people feel they are missing
ocut,* said Galvin at a news conference yesterday. "That mentality
fuels the opportunity for fraud.”

Galvin's formal complaint accuses Meyers of running a classic
nboiler room" operation in its New York office. Phone
representatives reading from prepared scripts pressured
unsophisticated investors tc buy stocks. According to Galvin, the
brokers frequently lied about their experience in the investment
business and promised investors they would make large profits. In
one case a potential investor was told he could turn one dollar into
five dollars within a year.

At least two investors who refused to buy stock had stock
purchased in their name anyway, according to the complaint. In
another case a Meyers broker refused to sell stock when an investor
instructed him to.

A woman answering the telephone at Meyers's New York office
yesterday said no one was available to respond to the charges.

Galvin said his office knows of about 60 investors who believe
they were cheated by Meyers, but he estimated the number could rise
in the coming days. Investors with complaints are urged to call
Galvin's office at 800-269-5428.
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Galvin used yesterday's news conference to caution would-be
investors about similar high-pressure sales schemes. "Investors need
to be aware of who they are dealing with," he said.

Galvin suggested that investors get all information in writing
before making a commitment to invest. He said investors could also
call his office to check whether the firm they are dealing with is
registered to do business in Massachusetts.

Investors can also check to see whether individual brokers have
been disciplined for securities violations in the past.
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A securities firm that formerly operated a branch office in
Buffalo is one of 14 brokerages named Thursday in what is
considered the largest nationwide crackdown ever against brokers
selling stocks over the telephone.

Hackengack, N.J.-based Investors Associates Inc., which had an
office in Buffalo from at least 1992 through 1996, is the target of
legal actions in a total of 16 states, making it by far the
hardest-hit among those named. The firm said it will cooperate with
investigators.

The North American Securities Administrators Association
(NAASAA}, an umbrella regulator group, said the actions, involving
charges in 20 states, follow an investigation that began last fall.
That probe centered on telephone sales practices that officials
said were used to dupe unwitting individual investors into buying
stocks.

*“Reading from scripts, employees of these firms pressure their
victims to buy stock in unknown companies," said association
President Mark Griffin. "Once the price is driven high enough,
insiders sell the stock, making fortunes for themselves and wiping
out the savings of innocent investors.”™

The nationwide actions were disclosed at a news conference at
the office of New Yo/rk Attorney General Dennis Vacco. New Jersey
Attorney General Peter Verniero also participated.

]

Andrew Kandel, aésistmt attorney general in charge of the
Division of Investqgr Protection and Securities in New York City,
said the AG's offi¢e has received more than 100 inquiries and
complaints from state residents about Investors Associates.

"“In the enforcement action we filed in State Supreme Court in
Manhattan, we allege they duped investors, many of them elderly, by
selling low-quality, high-risk stocks, greatly misrepresenting the
risks, " Kandel said.

The prosecutor was not able to provide information as to
whether any Buffalo-area residents fell victim to the firm's
tactics, but he said it appears all Investors Associates offices
operated in a similar fashion.

The Buffalo office of the Better Business Bureau said Thursday
it received nine requests for information about the firm between
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1994 and 1997, but no complaints were filed.

Investors Associates had operated out of offices at the Buffalo
Hilton, 120 Church St. Salvatore John Cannatella, who was barred
from the securities business by the National Association of
Securities Dealers for 10 years because of his 1979 felony
convictions for bankruptcy fraud and conspiracy to commit
bankruptcy fraud, was a major figure at the Buffalo office. A
Rochester office has stayed open.

Helen Sprecher, an BS-year-old retired grocer from
Philadelphia, said she was bilked of about $99,000 when an .
Investors Associates broker sold her holding in RJR Nabisco despite
orders not to and invested the proceeds in a little-known
telecommunications cowpany.

The new stock plummeted, and after repeir.ed demands to get her
money, Investors Associates offered her a settlement of $12,000,
she said. She rejected the offer and the case is in litigation.

*"Historically, when you shine a light on these types of firms,
the individuals who organize and participate in them disperse like
cockroaches running for cover, only to turn up later,* Griffin said.
DESCRIPTORS: TELEPHONE SALES
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BRENDA BUTTNER, host:

Now with more on the subject and what you can do to protect
yourself from investment fraud, Mark Griffin. He's president of the
North American Securities Association. Mark joins us now from our
New York bureau.

Hi, Mark. Thanks for joining us.

Mr. MARK GRIFFIN (North American Securities Administrators
Association): Good evening.

BUTTNER: Mark, what could these victims have done toc avoid this
situation?

Mr. GRIFFIN: Well, Brenda, a number of things that they could do.
First of all, each state has a securities regulator in that state
and--and brokers are yoj o d to be licensed with those regulators.
If you call your state securities regulator before you do the trade,
while they are pressuring you, you can find out a n--a number of
things. You can find out how long they've been registered with the
state, what disciplinary history they might have and any other bugs
that might crawl out from underneath kicking over a few stones.

BUTTNER: Now aren't--these are things that we've been telling
investors to do for years. Are these scams just getting better?

Mr. GRIFFIN: Yes, they are getting better. They're honing their
pitches. These--these firms are using scripts that are so finely
tuned they have an answer for just about every other cbjection. Our
major concern is that--that--that people need to understand that the
telephone is kind of like a little money cl that r h
right into their home. And they need to be very, very careful at
giving out information. They need to do their homework first before
they do trades with these firms.

BUTTNER: What are the top two red flags in any telephone
conversation that you should be warnmed about?

Mr. GRIFFIN: Any--any sort of p e i--p e to invest
today. What they're trying to do is they're trying to get your
money under their control. Even if they sell you, to start with, a
recognized stock, quickly they will flip you into something that you
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don‘t recognize. And one of the patterns that we saw was a lot of
uwnauthorized trading. That is a big red flag. If you have
something that has been put into your account by a broker without
your authorization, immediately report that.

BUTTNER: And it's not just the elderly who are being targeted
here, is it?

Mr. GRIFFIN: No. No, I~-I think that--that we're seeing a lot
more younger people getting involved. These market levels are--are
attracting a lot of interest of relatively unsophisticated investors.

It doesn’'t matter what their age it. But they're coming to the
markets because they expect the types of returns that the...

BUTTNER: Mmm.

Mr. GRIFFIN: ...that the markets are offering right now.
And--and there's a lot of fraud that's hidden by a bull market.

BUTTNER: And--and is this just the tip of the iceberg or is there
more out there?

Mr. GRIFFIN: This is. This is our first wave. It involved
initially only five firms. We wound up with actions against 14
firme. I think that later on in the summer you can expect some more
of this activity.

BUTTNER: Mmm. All right, we'll be watching. Thanks, Mark.
Mark Griffin...

Mr. GRIFFIN: Thank you.

BUTTNER: ...president of the North American Securities
Administrators.

And still to come on THE CLUB, confused about the different types
of mortgages available? Well, when we come back, we'll show you if
€ixed- or adjustable-rate is right for you. Plus, certified
financial planner Tama McAleese will be here to take your phone
calls, so start dialing. The number is 1 (800} 752-CNBC.

Announcer: But up next, you keep hearing about a summer rally, but
some experts say right now is the worst time to start investing.
We'll find out why when THE MONEY CLUB continues.

Program Time: 7:00-7:30 PM
Nielson Rating 176545
Reference: 970523
DESCRIPTORS: MUTUAL FUNDS
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PROGRAM All Things Considered

Robert Siegel, anchor:

Today, secuxities regulators in twenty states

d a major kd on brokers who fraudulently
sell so-called penny stocks over the telephone. Officials
accused fourteen brokerage firms of a variety of abusive
and misleading sales practices. In many cases, the brokers
allegedly deceived their customers about the value of a
stock or even gold their sghares without permission. NPR’s
Jim Zarrcli reports. .

Jim Zarroli reporting:

Officials said this was the biggest crackdown ever on
brokers who sell stocks over the telephone. Regulators say
there’s been a big increase lately in the number of people
who complain that they were defrauded by such brokers. 1In
New York state alone, officials say the number of
complaints has risen forty percent in just two years. Mark
Griffith is the top securities regulator in Utah and the
president of the North American Securities Administrators
Association, which represents regulators.

Mark Griffith (North American Securities Administrators
Association): 1In this high-flying bull market, it’s easy
for swindlers to make claims of outrageous returns sound
plausible. Unfortunately, far too many investors are
falling for this lure.

Zarroli: Regulators say many of those cited today operate
the same way. They pressure small investors into buying a
stock in an unknown company in orxrder to drive up the price.
Once the price peaks, insiders sell all their own shares
at a profit. That sends the stock tumbling, leaving the
small investors with huge losses. Many of the investors
lodging complaints about such firms tell similar stories
about how they were taken in. Often they received a cold
call from a broker who, reading from a script, persuaded
them to send money to buy an especially hot stock. Later
they found out trades had been made without their
permission.

Fors - ; your mearest VIS office.
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Eighty-five-year-old Helen Sprecker (sp}, a retired
grocer from Philadelphia, invested nearly a hundred
thousand dollars in savings with a broker from New
Jersey-based Investors Associates. The broker persuaded
her to buy stock in two small companies.

Helen Sprecker (Investor): Both stocks tumbled and as they
went down, at the end of the month, when I got my
statement, I called him and said I didn‘t- I told you not .
to sell the R.J. Reynolds. It gave me a nice dividend. He
said, well, you‘re going to make money with this. I said I
didn‘t want it, I- Well, he said, you have it now, but
you’ll send me a dozen roses when you find out how much
money you can make. So, after a few weeks, the stock came-
kept going down.

Zarroli: After repeated demands to get her money back,
Sprecker said the firm offered to return about an eighth of
hex in . .She vefused the offer and has taken the
firm to court. Investors Associates declined to comment on
the allegations. The firme cited today face a variety of
civil charges, charges that xegulators say could lead to
criminal sanctions at some point., ‘Some have been ordered
to stop telephone sales altogsther. Mark Griffith says
regulators are determined to put fraudulent brokerage firms
out of business, although he also added a note of caution
about these efforts.

Griffith: xismrically, when you shine a light on these
types of boiler room firms, the individuals who organ:.ze
them and participate then disp like running
for cover. They only turn up later in another firm selling
different product. but by the same means, and by the game
solicitations.

Zarroli: Griffith said small investors must learn to be
wary about stock pitches made by strangers over the
telephone and to be suspicioux about deals that sound too
to be true:
This is Jim 2arroli reporting.

###
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.

One Massachustts Avenue, N.W., Suite 310

v Washington, D.C. 20001
202/737-0900

‘Telecopier: 202/783-3571

e — Email: general@nasaa.org

. NASAA
FACTS

e NASAA's board of directors authorized a special project to address the problem of
fraudulent sales practices in the micro-cap marketplace in late fall 1996. In January 1997, a
strike force comprised of r i from 12 states was created. Other states
scheduled coordinated audits. In late February, the teams struck without warning.

+ Twenty state securities agencies have filed 37 actions against 14 broker-dealers in today’s
first-round. Other actions will follow in the weeks and months to come.

* The 20 states participating today include Alabama, Connecticut, Delaware, lllinois, Indiana,
Maryiand, Massachusetts, Missouri, New Hampshire, New Jersey, New Mexico, New York,
Ohio, Oklahoma, Pennsylvania, Texas, Utah, Vermont, Washington, and Wisconsin.

» The 16 states taking action against Investors Associates are Alabama, Connecticut,
Delaware, lllinois, indiana, Maryland, Massachusetts, New Hampshire, New Jersey, New
York, Ohio, Oklahoma, Pennsylvania, Texas, Washington, and Wisconsin.

» Four states taking action against L.T. Lawrence & Co. include Indiana, Missouri, Utah, and
Washington.

¢ Other firms targeted include Meyers Pollack Robbins (4), First United Equities Corp. (2),
Kensington Wells (2), Biltmore Securities (1), Capital Securities’W.B. McKee (1),
Nationwide Securities (1), R.D. White (1), Sterling Foster (1), Toluca Pacific (1), Euro-
Atlantic (1), State Capital Markets (1), and William Scott & Co. (1).

* There were 6,840 anti-fraud enforcement actions by the states in 1995.

“s Collected enforcement settlements by the states in 1995 totaled $136,008,485. The amount
offered or returned after fines and expenses was $85,686,890.

e On April 28, 1997, a ten-point plan was approved by the membership at the NASAA Spring
Conference that is designed to protect the ever-increasing numbers of consumers that use
the services of small investment advisers and financial planners.

* Qver 600 pages of relevant information is available at NASAA's Internet web site that can
be found at www.nasaa.org

* The oldest international organization devoted to investor protection, the North American
Securities Administrators Association, Inc. (NASAA) was organized in 1919.

s Inthe US, NASAA is the voice of the 50 state securities agencies responsible for efficient

capital formation and grassroots investor protection.
05/28/97 12:16 PM

Presidemt: Mark J. Griffin (Utah) « President-elect: Denite Voige Crawfoed (Texas) « Secretary: Adsienne R. Wassuall (British Columbia) + Treasurer: Deborah R. Boaer (Washingion)
Diceeroes: Craig A. Goetisch (lowa) « Pewee C. Hildseth (New Hampshire) « Doa B. Saxon (Floridal

Clnxlmy(' Guthary (Massachusens) « Robest N. MacDonald (Maryland) + Bradley W. Skolnik. 1IMwu| Patmicia D. Svuck (Wisconsin)
Section Vi Joseph P. Borg: (Alabama) . Richard S. Conese (Vetronty + Douglas F. Witbum (Missouri
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As market soars, so do

complaints over brokers

By lohn Schmeitzer
Keineth- Greeawait remembers
the call as if it were yesterday.

" said the voice

on the other end of the phone.
“Two to three times a year, we at
Investors Associates get our pre-
ferred customers involved with a
niche area of the market where
we can potentially turn a ‘six-,
seven-figure profit within the
course of a few trading hours.”

It was & call that made him sit

up and taka notice. .
After all, It was lIate 1995, and

the stock market already was up

more than 30 percent for the year,

‘We're now getling 2,000'
compiaints a year.'

Robert Newtson, director of the ©

llinois secretary of state’s
securities department

First it was the stock of Interi- :
ors Inc, 2 Mt Vernon. N.Y. dis-;
tributer of decorative home acces- -
sories. Then it was the stock of*
Bev-Tyme. a Brooklyn, N.Y, bew:
erage distributor: then Compare :

iks, 2 Hauppauge, N.Y, dis-.

- tributor of dietary supplements, :
and, finally, Microenergy Inc. a:
Stream-based manufacturer :

“Wouldn't it be great” the resi- ‘Carol

dent of Marion, in southern IHi-
nois. remembers thinking, “if 1
could help out with my grandkids’
college fund?”

But Greenwalt, who ‘had retired
as & vice president of First Finan-
cial Management Corp.. an
Atlanta-based data processing
company that had been acquired
a few months earlier by First
Data Corp.. got a rude introdue.
tion to a part of Wall Street that
state regulatars now are trying to
shut down. .

Despite a high{flying market, in '
which virtually everyone was -

money, the stocks picked

making
by the brokers from Investors*

Associates all fell in value.

And the’greeting is suspected of *

being part of a script used by

Investors Associates brokers call-:
Ing Illinois residents with whom -

they'd never before spoken.

Greenwalt fllsd a complaint last
SeR Srocxs, PAGE 7 |

R

PR

gk
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Stocks

CoNTnmED Fross PACE 1
year with the {llinols socretary of
3tale’s securities depariment
sgainst the brokers from the
Tnvestors Associxies’

. represant
then, he'd Jost $300,000 from his
402(k) account. c

Y "

but senfor citizens are more fre-
quently victimizod because they,
more than others, have rudﬂy
wcoessible disposabie

income that
can be tappod.

WO Weeks ago, e pecurities
association, to which the Blinois
securities department belongs.

the filing of 3 uhnns
mmumpnhs. including 1
Associates. The

vestors
result of an enforcement swoep of

smmmndmm
Mn van of Oak Lawn
Broockst

Nancy
acmwummm

offlices by 20 state
jes.

n\cy(oqhadbu jzed for
thousands

of doliare.
Slate securities regulators
are!

that Investors 4
were behind complaints in 15
states. Most of them now are mov-
ing to revoke the company's
license.

Mready the [lackensack, NJ.-
based firm has been barred rom

doing business in Indiana, Alx-

bams and New Hamopshire, and

mu\ou officials wul consider
revoking its state Hcense at a
heering Avg. 20

* Repeated atiempts to reach

Associates

Investors officials for
comment Were uns!
In the past yeur. Illinois has

.conntry discovered -
brokers

small firms such as Iavestors
Associates 1o repant signs of sus-
picious trading activity.

plaints trading
activities. Under the mew rulcs,
the SEC is expected to require
That copies of the complainis be

fegard Co. Al duk
heavily in so-called penny
stocks—speculative, low-priced

ties department.

And the number of
actions acainst | and bro-
kerage companies by the secari-

Griffln snd Newt-
that

E

niformly

relynponso—aued eold-nlllng
practices,” a technique in which |
nunes ave chosen from purchesed |
lists that indicate 2 per-*

son's willingness to take risks or

other types of demographic data.
“Mosi of the firmy und brunches
rely on hich-prennn !:rlﬂed

In fact, onc of the complaints
invotves a Utah invostigmior who
used an SEC computer to check 2
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C inta directly from
should grow as well, since the SEC was
roquired by law to add a toli-free com-
plaint hotline. The INASD toll-free hot-
line is getting more press 8a well. And
thlSECNASDMNASAAhlnIﬂ
included detailed & tion on their

anﬁnndmbkmdd‘mm
rent run-in & broker has

changes that help wronged {avestors

‘Web sites about what abuses to look
for und whaere and how to complain.
Tlumbklw:bdhlluu-ku-

Oriando,
'ﬂﬂhﬂhmﬂm
and arbitration. “Socurities

That meany the days when lawyers had ‘While the number of outright chum-
to depend on the legel discovery process hesees are & i
mmmd-&mﬁm.mm own coxnputer-driven radar screens are
Wcuﬁlﬂbmw getting é &
mﬂdrlwb-dut. suitability cases are still booming and

That should help investors with
legitimate cases, says Bob Dyer, an
Fla-based attorney who spe-
litigation
sales are
still a cowboy kind of game and it will
mthnmuhu(udmuleon-

them i both Gles, slong with

mmmunmmam mcumﬂ

requise you o 5epont Such

wmumnm:mmummm >

haw they vant you to handie R

nmm

 Bench an smicable ressius

Linlnger s373.
h*“-ﬁ.mnd‘nkmm qumn-l-muh

mmmwmumwhmmmmum&
w00 ruch of your time mmmmmnhmmmawu
uuw&umnﬁahmmuwmumdm.
wmn“ﬁmmummmm ;

sy

Gail Boliver, a plaintiffs attorney
with. offices in Iowa and Nebraska.
h itable and

kind of market. “Tm not promoting com-
mission- or fee-only planning, cnly the
‘Deed (0 be careful becauso if we have &
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“*Yield-Burning’ Is Discussed at Meeting

- Of Gore With State, Municipal Leaders

" WASHINGTON - Vice President Al

said National League of Cities President
Mardelwllu;anOklahog:Cltydty

who
Other state and local leaders at the meet-
ing included Chicago Mayor Richard Daley
and New York Gov. George Pataki. Mr.

- and Securities and [
will work together to address
tbout muni “yield-burning.” ac-

m\rleepmmmmmdmem

and IRS are close to issuing a

: regulation that would clarify the position
. of tax authorities on yield-burning.

Yield-burning occurs when the price of

~ Treasury securities sold 0 issuers of muni

advance refunding bonds for the escrow

—mntsmedlnmdwsismuudup

excessively, giving the appearance of com-

pmng with federal mmm on

a

* windfall to bond-market middiemen.

: mmsustyurm;i‘mndnmenm

. procedure in which it invited muni issuers
problems

“Vice President Gore said Treasury,
IRS and SEC wouid be working together.™

called the session “a major,
major positive” for state and local govern-
ments.

suspected cases under
tigation. m; least seven yield-

ment of ill-gotten gains.
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Getting the Goods

How to discover the past, checkered or otherwise, of your broker or dealer

BY RICHARD KARP ¢ How do you spot a crooked broker before you give him your money?
How can you find out, in advance, if that disembodied voice on the telephone, offering you a
great stock or a “conservative” options-trading deal, won't steal your money or churn your
capital into oblivion? How do you know if that sober guy on the other side of the desk, with a

supposedly high-tech, fall

operated

by the broker-

program, isn't & commission-
hungry Wolf, or simply inept?

There are ways to find out,
lherw-t:ﬁueutbﬂnztopus(hmd
head state

10 your iblic
Euhsutekeepsnhugereponwryul tory bodies

information on every broker-ds
the country, dmm!behsldehiln[
the least complaint from a former in-

vestor. K

Seulnﬂu administrators of -each
hold the information
in 2 huge databiese called the Central
Registration Depository, or CRD, set
up 16 years 220 to maintain stockbroker
tz‘nnndlll.b\llwhldlhubemmt

a de facto brol ool
Everything goes mt.n the regimy'n

laws, the states mast keep this informa-

" Trading Commis
sion, have access to the CRD, which is

information,
osmed by the NASD and the

angry
mms!hmd:ed:a{brokmudptd!

ther because the complaints
hnm‘tbunwnuedwbemnudueal-
leged offender awnits arbitration or has
settled with his defrauded clients -
aren’t made available on any public in-
vestor hotline.

S, if you want o really know about
Broker X, bypass the sgencies and seli-
regulatory bodies and simply call or
write to your state securities watchdog
agency. In New York, for example, it's
the Bumll of Investor Protection and

in Texss, it's the Texss
Burd.ln&hlm it's the
Department of Corporations, and o on.

“Just write us a letter, and we will
give you the entire CRD file on any
braker or firm." says Andrew Kandell,
the assistant attorney general in
charge of New York State's investor-

0 bureau. Of course, not ail the
empwnu are valid — sometimes it
the complsinant who's at fault. But,
says Kandell: “Our pasition is that un-
substantiated complaints
should be availsble to the public via the
CRD. Investors should be able them-
selven ta weed ot real diciplinary

Senste Permanent Subcommittee

on investigations
12

plainant and of any eo-respondents. In
addition, the file briefly outlines pend-
ing claims, a description of the defense
and the sum claimed as damages.

If the proposed investment. repre-
sents a big enough chunk of your capi-
tal, and you can afford the fee, s lawyer
will search the CRD for you — 4nd go
beyond it. Most investors' lswyers pro-
vide the service.

Although the CRD's database gets
any letter of complaint that goes to any
agency of exchange, ss well as any sc-
tion, it relies to 2 large extent on bro-
kerage firms o report instances of cus-
tomer_complaints and arbitration fil-
ings directed at the firms, as well as
their individual brokers — but the
firms don't always comply. So, 1o learn
sbout cases cutside the depository, &

matters from

Iawyer may i
plaints. tration Commentator, eniecer
“The Gentral Registration Deposi- _publishe n Maplewood, N.J. (0L.161-

tory discloses the name and address of
the biroker, his Social Security number,
his emyloynunl history, the states in
's registered, what kind of
reguu-wnns he has, which brokerage
firms he's worked for, his test scores

and when he took the tests.
‘The CRD also will disclose the bro-
ker's entire disciplinary file, including
i and court

5830). The latter has & database fed by
such arbitration foruma 15 the NASD,
the New York Stock Exchange, the

Amétican Stock Exchange and other

comes up on the bmhr in newspapers
‘magazines and on television, 15
weusmmemmdebyumm\e
‘broker.
Or, if you have a telephone and a
computer hookup, you can do all of the
above

To get some e limited information, you
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could check the SEC's World WideWebk HELPFUL NUMBERS
e o s daclplyary o
Comen National. Securities and Exch

well 22 some state-tevel The in- uites and Exchange

goes back only to September (VDL [ . Educaton b hssstance
1996, but a whole range of private serv- s, '
icex, such 53 Westlaw and Lexis/Nexis, Web skce Htp w900 .
list some enforcement actions back to
e i Seveier Bt Lenne he
cases of fraud and _ unless § ities Divi Secretary of State Secretary of the Common.  Division of Securities
wmkdr'" P or Department of Banking & szumznasmm th -~ Secretary of the State's
Milken or Ivan Boesky, the SEC proba- e st 101 €45t Gaines 5t. 2177822801 1 Ashburton Place 600 West Main S1. X
bly won't have any Smm,ﬁ“ 95814 [alshassee, Fly. 32301 Baston, . 02108 terson City, Mo. 65101
him, even if he has & l'l Tong 38 9166536814 483-9605 617 727-719%0 $73751-4136
Shaquille O'Nea's arm. prows o

Fwwﬂymdm.mmldm S ofvesto Protec m.’.‘f.‘f&m« Division of Securities Securites Commission  Securities Board
tact the National Association of Secu- IOII Securities |$3":S¢y " o ds(oﬂmu |0|0Mh:m‘s,l‘nz
rities Dealers or the Commodities Fu- Bcoadway Newark, N.J. 07101 South 1. “8%!
ais . M' NY. 10271 973 504-3600 mbus, Ohic 43215 717 787-6828 $12 305-8300

tures Trading Commission's self-reguls. ey Yotk 8. Frryer

tory body, Lhe National Futures Associa-

The NASD makes public the dhapﬁ»
n-ry histories of any registered broker
firm (of eourse. if the guy
"t registered. forget about him). o
can also get the at
NASD's Web site. by sending an E-mail

both domestic and foreign; pending or fi-
nal regulatory actions by all state and
federal agencies against the beoker; and
awards or judgments against the broker

vestors is the Cnmmodlﬂu Futures

where he was registered. If the database

Trading C
tion hotline, known as DEAL, for Disci-
plinary Information Access Line. Lges

request. Either way, the

will speedily send you the information by
mail, fax or E-mail.

‘nmgh the NASD hotline provides a

uch broader base of information than

the SEC. s publicly available data is se-

eximinat felony and investment-related
misdemeanor charges or convictions,

He cumionot caces.
But the group won't disclose any in-
vuunnomo{uhmlmwbro‘wrmby
 regulatory agency, or the resignat
ordn:hamd:brvku‘\mdeaermn
allegations invalving fraud, wrongfal tak-
ing of property, rule viclation or failure
10 supervise™ And it won't make disclo-
sures about banl ies, unsitisfied
;udmnuorhm or denial of bond.
source of information for in-

youtoa
the agency's self-regulator, wmeh yw
can also reach on the CFTC's Web site.
Here you can learn whether the
:mmmwmulryuu!nunm

1 registered com-
Trodities Jestr. 1 nnt. he's probably vi-
olating federal law by selling futures
without a [icense.

DIAL will give you background on
regiatered dester, uch 12 the Kind of I
censes he or his firm have, and when and

shows any history, ineluding
enforcement actions by the CFTC. the
NFA or any of the 13 U.S. commodities

anges, DIAL will mail or fa you the
info.

‘The CFTC operates an in-house com-
plaint-adjudication forum. 1€ an investor
has a gripe against a registered futures
dealer, he can, for & minimum $50 filing
fee, take it directly to the agency's Cus-
tomer Complaint Reparations Program.
where the case will go before an admin-
istrative-law judge, who can order resti-
tution. Decisions can be appealed to the
CFTC and, ultimately, to the U.S. Court
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of Appeals,

Significantly, the C!"K‘JNFA Hhotline
provides brief summaries of any repara-
Uons case ~ whether adjudicated or
pending. Mareover, if you want complete
details, such as the strategies being em-
played by the lawyers, you need only nll

s Office of Proceedi
rmrdswﬂlbemnledmtdmnextbw
ness day.

Although some investors’ atiorneys
regard the CFTC a5 more
than the NASD, it aiso deliberately con~
ceals far more broker information than it
réveals, Among the data it doesp't make
public are letters of complaint, unless

they are mepud for ldjudluhau by the
agency

against & mmdms duur that go m
arbitration, only after an award has been
entered. actions instituted

eases that are settled belore final judg-
‘ment simply drop inta a black hole; 1o in-
formation about them it resdily lvn‘hble
o mvuum

In 2n; change is coming, even
for the CRD vll\lch is the center of a dis-
pute that pits the states and the North
American State Securities Administra-

tors (NASSA), @ group that represents

operates and maintains the Central Reg-
istration Depository, but jolntly owns
the information on it with the states.
Three years ago, all parties concer
bepnmhn;nbwthwmmdemdw
pository, soit could be avadable on the
ln(ernet in its entirety by early 1998,
‘The NASD and the SIA insisted that the
new CRD continue to delete unsubstan-
tisted complaints that weren't pursued,
while NASSA and the states simply
wanted everything in the Centrat Regis-

watchdogs, against the * -

tration Depository disclosed.

- They reached a compromise, whereby
customer complaints would be publicly
disclosed on'the Internet or hotlines, but
if not pursued by the claimants, would be
deleted after two years. Just #5 is the
case currently, only complaints invelving
at least $10,000 would be publicly dis-
closed.

In sddition, the NASD has agreed tc
build and maintain for the states, as ¢
complertient to the newly designed CRD-
Internet system, a separate database
canaiving ol their “deleted" complaints

be accessible through’ the
Noreh Amenun State Securites Admin-
istrators organization. Sull, investors

will have to go to the states for completc

information.

The deal between the NASD and the
securities administrators, which woult
require SEC approval to take effect; has-
n't been finalized in at least one very im-
portant respect. The states want a thirc

public database containing the full disci
plinary histories of investment advisers
These are professional financial plan
ners, not necessarily registered brokers
who make their living from managemen
fees rather than from trading commis
sions. This group represents a rapidl:
growing sector of the investment indus
try, according to Denise Voigt Crawford
Texas Securities Commissioner anc
president-elect | of NASSA, who says th
number of registered investment advic
ers in her state has jumped by 30% ove
Ihe past year. The state securities ad
nistrators are now considering

NASD offer to build an “Invesment Ad
visor database.” to be jointly owned b,
their organization and the

The problem is the state administra
tors don't trust the NASD, so they'r
considering having other informatio
vendars do the job. “If the ‘delete.
cases' delivery system for the states fall
short of being complete, we are going t
have serious reservations about lettin
the NASD build an [A database,” say
Crawford. “We want a database Lo cove
every 1A rep and every IA firm, just lik
the old broker CRD — with every com
plaint in it.”

Ancther reason for the mistrust: Th
NASD, claiming a mountsin of technic:
difficulties, says the redesigned CRD/Tv
ternet broker diselosure system, suu
to go online in early 1 alt
contain only a fraction of the m[ormzuu
it has promised to provide.

So, at least for now, the thing to do
you have doubts about a broker is to co1
tact your state securities agency. Anc
depending on what happens with some ¢
the other sources of data that are cor
templated, that may remain your bet
et for vears to come.®
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) Disclosed to Public
Type of Information Reported to Central
Registration.Depository (CRD) . Current . Proposed
' NASD Policy | NASD Policy

Criminal investment-related misdemeanor charge or Yes Yes
conviction

Criminal felony charge or conviction Yes Yes
Pending regulatory action (pending NASD and other Yes Yes
SRO formal complaints, as well as pending actions -

of state and federal agencies)

Formal investigation by regulatory agencies No Yes
Final regulatory action (NASD formal complaint, Yes Yes
decisions, AWCs and settlements, as well as other

SRO, state and federal actions)

Revoked/suspended authorization to act as attorney, No Yes
accountant or federal contractor

Domestic or foreign court found a violation of any Yes Yes
investment-related statute or regulation or issued an

injunction in connection with any investment-related

activity

Investment related civil actions initiated by state or N/A* Yes
foreign regulatory authority that are dismissed

pursuant to a settlement agreement

Award or judgment against respondent in Yes Yes
arbitration/civil proceeding in public customer cases

Resignation/discharge or permitted to resign under No Yes
certain allegations involving fraud, wrongful taking of

property, rule violation or failure to supervise

Open customer sales practice complaint ** No Yes **
Settled customer sales practice complaint ** No Yes *™*
Settled arbitration/civil proceeding in public No Yes **
customer cases **

Open customer complaint aileges theft, forgery, No Yes
misappropriation or conversion

Pending arbitration/civil proceeding in public No Yes
. customer cases

Financial disclosure (such as bankruptcies, ~ No Yes
unsatisfied judgments or liens, denial of bond)

No

* New U-4 page 3>i1ue§tion
** Subject to certain donKlimit reporting thresholds.
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INVESTING

If you've got a suspicion

about your broker,

don’t count on the NASD
to tell you what you need
to know. For that, you'll
have to turn elsewhere.

hich Fred-
g eric Alan

Gladle would
d his suburhan
fos Angeles chents recogmize it
they requested a copy of therr
stockbroker s discphnary record®
A call w the Nauonal Assotauon
of Securiues Dealers (NASDY
would vield o shetchy two-page
report mvohung an inadent tha
led to a brief suspension ia 199§
Bur 4 call to California’s siate secu-
rises ollice would produce 3 mine-
page tile of censwe, disaussal and
arbitrason acnons against ham by
former chients And guess what
Both 1eports would come trom the
SOTHE S OTTPLLCE St -nise ke
verstan 1 samtized . winle the vines
wehs il

The Yast maponos of the 310.000
hicensed stackbroiers are upstand-
g professionals. Only ope i ten
has # black mark m the Central

" The NASD report-
Registation Deposon (CDY anstackbraker GLADLE

tank up twn pages;

the state report took nine. . - -

s

8y Tracey Longo

Saln tnaa



8ROKER DISCLOSURE

. suits or criminal con-

v

66

data base kept by the NASD and used
by both it and the state securities reg-
ulators.

Buc there is a problem. The Secu-
rities and Exchange Commission is
complaining that the NASD and its
member brokerages are doing tittle
1o nid the business of what SEC chair-
man Arthur Leviu calls “rogue bro-
kers.” These are the brokers who
bounce from firm to firm, leaving a
trail of unhappy customers and tan-
gled arbitration histories. And the sys-
tem-is riiged against you when you
want to know if your
broker—or more like-
ly. someone who wants
to be your broker—is
among them.

If you call the
NASD (800-289-9999)
for a broker's CRD
reporL, you are not
told about customer
complaints lodged
against the broker or
about pending or set-
ded arbitration cases
Nor are you informed
of pending civil law-

victions on appeal.
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abbreviations. The National Council
of Individual {nvestors publishes a
booklet. How to Check Out a Broker,
which explains the codes and regula-
tory shorthand used in the reports
{$5; 800-663-8516). You can also ask
the regulatory office that mailed you
a report to explain anything that is
incomprehenstble.

WHAT. THE NASD LEFT OUY

Gladle’s case demonstrates the stone
wall faced by investors who request a
broker’s disciplinary record from the

fthe NASD doesn’t ~
toughen its standards- :

for brokers, then.

Seven other cases. filed between
1992 and 1995. still await arbitration
or settiement. They involve more
than $750.000 in claimed losses and
punitive damages sought from both
Gladle and Oppenhcimer by former
customers. whose complaints are
similar o0 those in the cases that were
settled.

Gladle blames his troubles on two
attorneys, who upon learning that the
E;icc of one of his penny-stock picks

d plummeted obtained a list of his
customers frum a member of his fam-
ilv. Gladle says this
family member, a buy-
er of penny stocks he
recommended, had
acquired his list of cus-
tomers to sell them a
viamin supplement,

These days, Gladle
1s busy rebuilding his
client base (he cur-
renth has 110 clients).
He savs that he retains
his penchant for pen-
uv stocks, smali-com-
panv securities, initial
public offerings and
shares in bridge loans
that help finance com-

What you do get is a
brief emplovment his-
tory and a summary of NASD disci-
plinary actions agamst the broker and
past criminal convictions no longer
on aj X

The lack of information about
arbitration cases is particularly
galling. The NASD s a self-regulat-
ing wrade association of brokerages
Virwalh all brokerages require that
customers surrender their right to
sue the firm or its brokers and sub-
mit unresolved complaints to NASD-
designed arbitrauon. But then the
NASD turns around and retuses 1o
tell you whether a broker has a histo-
ry of pending or setded arbitrauon
complaints.

Fortunatelv. you don't have 1o set-
de for the highlv censored discipli-
nary records olfered by the NASD.
Almost all state securities regulators
provide a far more thorough version
In (act. man states et vou order o
disciplinany record over the ele-
phone. (Essental [acts abourt sour
state’s regulators—including address-
es. ielephone numbers and what vou
will or will nat be wid—can be found
on page 68.}

You'll need a guide to help vou
decipher the report you request
Both the state and NASD reports are
virtually unintelligible without a leg-
end 1o translate the arcane codes and

XIPLINGER'S PERSONAL FINANCE **

NASD. From that report, you'd learn
only that in 1991 he was censured.
suspended for five days and fined
$5.000 for circumventung his broker-
age's internal policy “by opening
securiues accou_nls and QXCCUlIng
secunties transactions for nonresident
aliens and misrepresenting the true
beneticial owner of the accounis
{The inadents occurred while he was
emploved bv Mernll Lanch. between
1985 and 1989.)

But the state of Califorma. where
the 37-vear-old Gladle now works tin
the firm of Grant Bettingen. will pro-
vide a broker’s complete disciplinan v
historv—including what happencd
after Gladle's 1991 suspension. His
former clients at Oppenheimer X Co
wwhere Gladle was emploved between
1990 and 1993) initated 16 arbmra-
ton cases against lum and s bro-
kerage. Nine cases were sewded 1o
undisdosed amounts ol moues
between 1992 and 1994, belore they
could be arbirated. The customers ¢
those cases claimed that Gladle had®
misrepresented the risks of penny
stocks he traded on their behalt and
it some cases had made unautho.
rized trades and “churned”;
accounts—thac is. mide an excessine!
number of trades m order ;cngjl
ate Commissions. b

AGAD

panies going public.
What would he say to
people who are .ware of his long dis-
ciphnary history and who are trou-
bled by 1> "They don't have 10 work
with me.” he replics. "{'m a risk-taker,
and mv custoniers know it.”

BIG PLANS AFOOT
Some states—Flotla and Texas. for
nstnce — s retuse 1o license a bro-
ker with a record like Gladle's that
invalves repeated arbitration of dis-
putes. Calitornia. Massachusetts and
New York. however. are among the
“tates tiat will not dnqualify a broker
with 3 record of numerous arbitration
cases. Nerther wall the NASD iself.
As things stand now. if the NASD
doesn t adops ucher standards for
broker heensing no one might. Leg-
laton e woudd have given the
states tnee veans o adopt uniform
standards hay been replaced in Con-
2ress beoa bill that requares the SEC
to st the casinhis” of uniform
requuenents and report back 1o law-
makers m ane vear with recommen-
davons The nnginal three-vear
deadline was «oanped because wwas
unwarkable. savs o securiues auorney
who worked on the legistation. Forc-
ing states to tind common ground
might hase nghiened licensing stan-
dards i states such as Cablornia and
New York. winch seldom refuse 1o

July 1996
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. I'HESEPHMNUMBE!SWM mwam«smmw
o obtaie an employment and disciplinary report and Rhode (sland charge housty fees ranging -

on a stockbroker. Neacy sil 50 states and the
District of Coluembia say they will send out-of-
state investors 8 feport on 3 broker. Sof you
five in Lodisiana, which withholds ail discipli-
nary information, of ia 3 state that defetes
call o' oot

from $11 to $15. The NASD's reports are free.
Here's what you'i find in the state reports:
» Unresolved Investor complaints. included
Dy all states except Alaska, Connecticut, lllinois,
Louisiana, Minnesota, Nevada, North Dakota,

some anothes
Gepartment because 8t have access to the Cen-

mmummvnwmwmeomm

Columbla.
» Pending arbitration cases. included by all

Qregon, Rhode Istand and Wisconsin and the
District of Columbia.

» Pending civil lawsuits. included by ait
states except Gegrgia, Hawaii, filinois,
Louisiana, Rhode Island and Wisconsin and
the District of Columbia.

» Criminal charges. Inciuded by all states
except Delaware, Hawali, Ulinois, Louislana,
Rhode Isiand and Wisconsin.

tral data base. - » Criminal convictions belng appealed.
There is usually a charge for a report. in states except Georgia, Hawail, llinois, Inciuded by all states except Delaware, Hawali,
most instances, the costis nominal, but Geor- Lovisiana, Minoesata, Nevada, New York, llinois, Louisiana, Oldahoma and Wisconsin.
ALABAMA i GEORGIA 3 i NEW MEXICO SOUTH DAKOTA
Office of Securities ion : Business Services Divsion of i Securlties Division | Atmn: Unda Yodd
770 Washingion Ave., Ste. ST0 | 2 Martia Lather g k. Or. 200 SL Paut Place, 20k Fl. 725 $t. Michaels Dr. Division of Securities
Mootgomery, AL 36130 Wast Towes, Ste. 802 Rakimore, KD 21202 i Santa Fe, NM 87501 118 W, Capitol Ave.
3002221253 Astanta, GA 3033¢ 4105766434 : 5058217140 Pieste, SO ST501
ALASKA | 404£562895 MASSACHUSETTS NEW YORK 6057134013
O of Bankiag and Secwrities . HAWALE i Securities Divislon Andrew Kandel/Bureau Chiel  TENNESSEE
0. 8ox 110807 | Business Registration Oivision  Ope Ashborton P Rm. 1701 | favestor Protection & Secusities Division
Sosean, AK 93811 Dept. of Commerce 3ad . Bostoa, MA 02108 Generat's Office mmmsn.sso
2074652521 m«mm 8002695428 120 Sroadway 500 lames Robertson
RIZONA PO, Box 40 MICHIGAN New York, NY 10271 Nashvitle. TN 37243
:.;:::m Honoluly, Ht 96810 Registration {mo phane cequests} (0o phone requests)
1300 W Washingon SL 3w R 0858627 PO Bax 30222 NORTH CAROLINA TEXAS
Pooenis, AZ 85007 10AKO g M1 48903 Aun: Sandra Sticidand State Securities Boarg
602:5424242 of Finsace 13346215 Sec. of / i
20, 8oz 83720 300 N. Salisbury SL. Ste. 100 £.0. Box 13167
Pt Bolse, 1D 83720 et o Commerce Raleign, NC 27603 Austin, X 78711
Herltage West Bidg. i Securites and Ucensing O, 9197333924 512-305-8332
201 € Madkhim HLiNoIS 7 133 East Seventh St NGRTH DAKOTA UTAK
& Rock AR 72201 Dept. S Paul, MN 55101 - Securities Commissioner’s Securities Division
pbone requests) Uncols Tower, Ste. 200 800657-3602 Office 160 East 300 S.. Box 146760
CALIFORNIA 520 Sowth Second St MISSISSIPPI 600 £ Bivo., Sth . Salt Lake City. UT 84114
Depanmen: of Corporabons 1L 62101 Securities Divisi Blsmarck, ND 58505 801-530.6600
370 Wilsire Bhvs. Ste. 600~ 21771822256 PO, Bex 136 JO13262330 VERMONT
Los Angeles. CA 90010 INDIANA. Jackson, MS 39205 OHI0 Dept. of Banking, Insurance
213-736:2502 of State’s Otfice 800.804-6364 DMsioa of Securties ana Securities
COLORADO Securities Division MISSOURI 77 South High St. 22nd 89 Main SL. Drawer 20
Division of Securities 302 W. Washington sum 11 un: athy Patmers Cotumbus. OK 43266 Montpetier, VT 05620
1580 Lincota $C.. Ste. 420 Indianagotis. IR 4621 Oivisioa of {na phone requests) 802-828-3420
Denver. CO 80203 3172326681 P0. 8oz 1276 OKLAHOMA VIRGINIA
3038942320 towa Jeflersoa City, MO 65102 Department of Secunties Secunties Division
CONNECTICUT Securities Bureau 8007217996 First National Center, Ste. 866 PO. Boz 1197
Dept. of Banking/ Secunties Lwcas Building, 206 A, MONTANA 120 N. Rabinson Richmaond. VA 23219
oo Busiowss frestment D, DES Molnes. 14 50319 a0 printed ¢ Owahoma City. OX 73102 8083719686
260 Consutution Plaza 5152854441 406444-2040 405-280-7700 WASHINGTON
Hantford, CT 06103 KANSAS NEBRASKA OREGON Dept. of Financsal lasututions/
8602408230 Office of the Securities Bureau of Securities O, of Finance/Com Secunnes  Secunues Div.
OELAWARE Commissioner The Atriurm, Ste. 311 350 Winter SL. NE. Ste. 410 PO. Box 5033
Deparument of Justice 618 S. Kansas Ave.. 2nd . 1200 M S Salem. OR 97310 Olympra. WA 98507
Securties Divisi Topeka. KS 66603 Uncoln, NE 68508 503-378-4387 {no phoae requests)
£20 K. French SL. 8 A, {ra phone requests) (o phone requests) PENNSYLVANIA WEST VIRGINIA
Wilmington. OE 17801 KENTUCKY NEVADA Office of the Secretary Secunues Division, WW 118
3025772515 of Financial InStWONS Sec. of State/Securities Div. 1010 . 7th St 200 1 Capitol Building
OISTRICT OF CoLumata 417 Versailes Ra. S5 WashingionAve.. Ste. 500 Harisburg. PA 17102 Charleston. WY 25302
htirdinprfonibion fraakfore KY 40601 Las Vegas. NV 89101 717-787.8061 304.558-2257
450 5t St NW., Ste. 821 {0 phoae requests) 800-758-6440 RHODE (SLAND WISCONSIN
Washingion, OC 20001 LOUISIANA NEW HAMPSHIRE Business Regulation; Commssicaer of Secunties
2026265109 Securities Comaussion Bureau of Securities Regulation _ SECUNites Div. Div. of Market Licensing
FLORIDA Enesgy Ceatre State House. Rm. 204 233 Richmond St.. Ste. 232 P.0. 8ox 1768
Office of Comptrofier 1100 Poydras St. Ste. 2250 Concord, NK 03301 Providence. Rt 02903 Madison, W1 53701
Dept of Banking and Finance  New Orleans. LA 70163 (no phooe requests) 401.277-3048 508-266-3431°*
Division of Secinities (no phone requests)” NEW JERSEY SOUTH CAROLINA WYOMING
122, The Capitol MALNE Buresu of Securities. Sec. of StatesSecunties Ow At Secunties Division
Hahassee. FL:32398 Securities Division PO. Box 47029 PO. Box 11350 Sec. 1t State. State Capitol
~04-488.9530 121 State House Station Newark, N1 07101 Columbia, SC 29211 Chev znne. WY 62002
Augusta. ME 04333 {0 phone tequests) {n0 phone requesisi 30: 7777370
2076248551
“Reivauon Aitony My Teden mwst gkt 3 FEQUESt 10/ Dbk inlonaabon %0 weitien #£0OM by PAONE
<e KIPLINGER'S FERSONAL FINANCE MAGAZINE July 1996



license a broker. but would have :
worked against consumers in states.
such as Florida and Texas, that

‘ready have strict standards. accord-
.ag (o the auorney.

The NASD., sensitive to criticism ;
being heaped upon its oversight of |
brokers. 1s moving to disciose as :
much about the work history of |
brokers as the states already do. Mary .
Schapiro, the NASD's new head of |
enforcement, savs her organization’s
board of directors has approved pub- !
licizing past and pending arbitraton
cases as well as complaints that
haven't been lodged as arbitrations.
“There are brokers who feel that
some customers lodge complaints
because they lost money. not because
the broker did something wrong,”
Schapiro says. “But I think investors |
have the right o know. If there are
ten complaints against a broker, the
customers need to know that, and
I'm determined thev will.”

in addition. Schapira is secking 10
redesign the all-but-impenetrable .
CRD reports. “Thev're hard to read
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LEAVING YOUR JOB? i
DON'T LEAVE 20% OF YOUR

RETIREMENT MONEY BEHIND

Free T. Rowe Price kit helps you p your
If you're leaving your job, choosing what to do with
your retirement plan payout may be one of the most
important decisions you'll make. And current law
makes your choices more pli d d more
impor than ever. Depending on your decision, the
IRS could withhold 20% of your retirement mouney.

We help you know alf your options. Our up-to-date
kit can help you understand all your options. In plain, straightforward °
language, we give you the accurate, detailed facts you need to help
decide what’s best for you. And, with our free Direct Rollover Service,
we can coordinate your request directly with your previous employer,
if you so choose.

Call for more information and a free kit

i-800-541-6215

Invest Wath Conffdence®

e T.RowelXice

* and understand.” she savs. “i’'s no + |
one’s fault because public di ¢
T. Rowe Price Lavestmant Services. Inc.. Distribusor.

wasn t the purpose of the depository.

RARO31 399

The redesign will make reports much
more reader-friendlv.™

|
i

JUR COURSE OF ACTION

The new, more-detmled. more
understandable NASD reports prob-
ably won 't appear before next year. a
the carliest. (Ulumatelv, Schapiro
would hke brokers’ records to be
avatlable over the Internets [n the !
meantime. how can o learn if there
are warning sns on the emplovment
recard of vaur broker or someune
who seeks o be vour hroker?

{0 most mstances. vou'll get more
intormaton by contacung vour state
seewnties tegulator rather than the
NASD 1o obtaun a background report
on a broker. Onks ten vates delete
customer complangs from the reports
thev send consumers. according to
our surves (see the box un the oppo-
sie page) i bue en states and the
District of Cotumbia will tell vou
about pending arbiravon cases
involving a broker and . but six and
the Dt oo about pend-
wg il fawsus. Oal s states will
not reveal cnminal convictons under
appeal. Al of dus informauon is cur-
renthy omited i reports vou get
trom the NASD. Most states—e~clud-
g b Vermont and West Vie-

nia—and the NASD sav they wilt |
xeep vour inquiry confidential (- laba- -
m avs 1t has “no setpolic ). e
REPORTER: SUZANNE SULLIVAN

WHAT THE
WORLD'S INDUSTRIAL
ENGINE RuUNs OnN.

from fossil fueis and base metass 1o forest progucts. natural
resources are essential to industrial growth, The GT Globat

Natural Resources Fund invests in companies around the world that own. devetop of
explore for natural resources - companies { avrara
which we believe stand 1o benefit from globat | o

For more talk | Ashares:  28.91%
10 your finandal adviser. or call GT Global Bshares: 29

1-800-824-1580

GT Global

A Member of Liecntensteir Giog i irust

Tue
GT Grosat

NATURAL
- RESOURCES
. ‘Funp

" I ’

Ir's YOuR WoriD INvVEST IN T

Retutns for A and 8 shares include the effect af the maximum 4 75% sales charge and 5% con
ungent deferred sales charge. respectively. *Since inception on 5/31/94 : Investment ceturn and
principat vatue will fluctuate, 5o shares may be worth more of less than therr ongmat price. Past
oerformance does not quarantee future results. Before investing, reao the prosoecius carefully for
more comptete wformation. inctuding charges, expenses ang the risks assoctated with global and
emerging macket investing, including pofiticat and currency sk and the fisks of investing in sim-

dar industries. GT Global, inc., Distributor. S0 California Street San Francisco, CA 94111 a3
- LONDON FRANKFURT - .- HONG* KoNG~ 1 TOK
SINGAPORE  SYDNEY . SAN FRANCISCO ~TORONT

{1PLINGER'S PTRSGNAL FINANCE MAGAL!INT 69




430

NASO Regulation inc.

» 1801 K Streat, NW, 8th Floor Senste Pormenent Ssbcommittes
Washington, DC 20006-1500 oa Imstigations
202-974-2800 15
NASD REGULATION Exus #
R. Goldsmith
Executive Vice President
Enforcement

September 24, 1997

The Honorable Susan M. Collins, Chairman
Permanent Subcommittee on Investigations
432 Hart Senate Office Building
Washington, DC 20510

Re: Emerging Securities: Fraud in the Micro-Capital Markets
Dear Chairman Collins:

We appreciated the opportunity to testify before the Senate Permanent Subcommittee on
Investigations concerning our efforts to combat fraud and sales practice abuse in the microcap
securities market. Your questions and comments, as well as those by all those participating, will
be of great value to our further consideration of these important issues. Please accept this letter
as a supplement to the record in these hearings.

During the proceeding, you suggested that we consider approaches to ensure that investors are
aware of the NASD Regulation’s Public Disclosure Program “hotline” number (800-289-9999).
You also suggested that we consider whether the examination requirements for registered
representatives should be strengthened. In this connection, we want to bring to your attention
two recent initiatives that focus on these concemns.

On September 10, 1997, the SEC approved an NASD rule proposal that requires NASD member
firms to provide NASD Regulation’s Public Disclosure hotline number to their customers, in
writing, at least once a calendar year. NASD Regulation’s Public Disclosure hotline number is
the 800 telephone line which investors may call to obtain the disciplinary history of a regt d
representative or member firm. Investors who request information on how to file a complaint are
directed to the appropriate NASD Member Regulation district office for further assistance. We
have enclosed a copy of the rule filing and the SEC’s approval. This initiative complements our
outreach to investors through the NASD Regulation Web site (www.nasdr.com) which gives
investors the on-line ability to request disciplinary histories of brokers and file complaints, and
our public service announcements on radio and television. (Press Release enclosed.)

With regard to the examination requirements for registered representatives, [ would like to advise
the Subcommittee of a recent initiative in this area requiring continuing education for registered
representatives. These new rules require the uniform periodic training of registered
representatives who have been in the industry for less than ten years (“Regulatory Element”) and
require each member firm to maintain a continuing and current training program for all registered
representatives who have contact with customers (“Firm Element”). In addition, there are
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The Honorable Susan M. Collins
September 24, 1997
Page2

specific provisions requiring the fulfillment of the Regulatory Element for those individuals who
become the subject of a significant disciplinary action. We have enclosed copies of NASD Rule
1120 and the relevant Notices to Members that describe this program. We have also enclosed a
recent settlement and press release in which Citicorp Securities was ordered to make payments of
$325,000 for failure to comply with the requirements of Rule 1120.

In addition to these initiatives and those described in my testimony, we will continue to give very

serious consideration to the suggestions made by you and Senator Cleland, as well as those made
by the witnesses who testified before the Subcommittee.

Respectfully submitted,

0 aat)

Bairy R. Goldsmith
Executive Vice President
Enforcement

cc: Senator Cleland

f\depts\enforcementilegalumalfaicollinlet doc
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Senste Parmanent Subcommition
o lovestigations -

conws.__ 16
Questions for the Record of

Supplemental
Chairman Susan M. Collins snd Respomses of
mmaumamm

mmzqmmammwmmm *ftThe
term ‘micro cap’ is not a term defined under the federal securities laws, [but that one
definition of the micro-cap market inclsides] companies with marke: capializations of
less than $300 million.... In general, securities of micro cap companies are quoted
on Nasdaq's OTC Bulletin Board, in the National Quosation Bureau's Pink Sheets and
on the Nasdag Smail Cap Market. "

A

What is the Securities and Exchange Commission’s ("the Commission”} best
estimate of the dollar value of fraud in the micro capital market as the
Commission has defined it?

The Commission does not routinely collect, as part of its examinations or
investigations, the dollar vatuc of the fraudulent activity. Efforts to gather
additional data on this question would entail considerable expense and still
might not yield reliable results. For example, estimating the dollar value of
the frawd would involve analyzing many different aspects of the micro cap
market, such as the commissions and fees collected by the brokers; and
oppartunity lost by investors who could have made legitimate investments.
Moreover, in addition to the Commission, the self-regulatory organizations
("SROs"), states and criminal authoritics also investigate fraud involving the
micro cap market. Finally, there is no way to measure frand that has yet to
come to light.

What is Commission’s best estimate of the dollar value of fraud in the penny
Sstock market, i.e..thenmqfcmnpmummma”ortas?

SeeresponsetoQuesﬁon 1.A. above.

According to a recent Wall Street Joumnal article, the incidence of penny stock
fraud is on the increase, or, to use the article’s headline, "penny stock fraud is
roaring back.* Does the Commission agree? If not, please explain why.

From its enforcement investigations, its interaction with other regulators, and
its review of investor complaints, the Commission’s staff considers incidents of
fraud in low-priced, speculative securitics to be on the rise since the last
éexamination of penny stock activity in 1993 (the Joint Regulatory Pepmy Stock |
Examination Sweep conducted by the staffs of the National Association of
Securities Dealers, Inc. ("NASD"), the New York Stock Exchange, Inc.

1
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("NYSE"), and the North American Securities Administrators Association
("NASAA"). The Commission’s staff believes this increase is due to many
factors, including the enduring robust performance of the market; the
increasing participation of retail investors; and "hype” on the Internet bulletin
boards and chat rooms about high-tech and scientific companies that attract the
interest of unwary investors.

However, the staff believes that the focus of the fraud has changed in the past
four or five years and is now concentrated in securities with prices greater
than $5 that are quoted on the NASD’s Over-The-Counter ("OTC") Bulletin
Board or on Nasdaq. The shift in activities away from penny stocks was
already evident when the Joint Regulatory Penny Stock Examination Sweep
was conducted in 1993, the respective staffs of the various regulatory agencies
involved noted that penny stock broker-dealers were then generating 75 percent
of their revenues from activity in Nasdaq securities.

The Commission and the NASD are working together to combat fraud in the
micro cap market, focusing on the OTC Bulletin Board and lower-tier Nasdaq
securities. Not only are more examination and enforcement resources being
devoted to this segment of the market, but both the Commission and the
NASD are reviewing ways in which applicable rules can be strengthened or
new rules implemented.

In fact, the Wall Street Journal reports that *[r]egulators now estimate annual
losses to investors at more than $6 billion, triple the 1980s peak” of around $2
billion. Is this a fair estimate? Why/why not? Does the Commission agree
that in constant dollars, more money is being lost now to penny stock fraud
than in the 1980s? Why/why not?

It is our understanding that this estimate may come from NASAA. In 1989,
NASAA estimated the annual loss caused by penny stock fraud was $2 billion.
Based on market growth, NASAA apparently has estimated that the investors’
annual loss in 1997 probably increased proportionately with the market,
resulting in the $6 billion figure.

As noted above, the Commission does not maintain statistics on individual
investor losses and believes that estimating investor losses based solely on
market growth may not correctly gauge the extent of the fraudulent activity.
Thus, while the extent of fraud in the micro cap market is not determinable,
the Commission is concerned about any level of investor fraud and is
determined to address the problem.
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E. What accounts for that increase? Why is it occurring?
See response to Question 1.C. above.
: 1

Is the Commission observing a particular segment of the population that repeatedly is
targeted for penny stock scams, such as the elderiy? Does the Commission know how.
ﬁutha;smmmouainbybmwionmthdrmw?

mm,mwwnmmymmmofmymckotnﬁm
cap stock scams. Scam artists may target unsophisticated investors through a variety
of methods. For instance, the staff is aware that scam artists use commercially-
available lists with certain information (regarding income, for example) to target
particular group of investors. They also find vulnerable investors through cold-
calling.

mvesmfeduaﬁonisk:ywpmwcﬁngunsophimwdinvem.nmhasmeemﬂy,
from fraud. The Commission’s publications program and the penny stock rules are
important elements of this effort. Please see responses to Question 3 and 8.

Has the Commission initiated any outreach or investor education programs aimed at
the population segments that are targeted by rogue brokers?

A Whatan those programs?
B. How successful have they been?
C. How is the Commission going to build on them?

The Commission has aggressively pursued numerous investor education
pmgnms!humdecigmdwrwhmnmminvenm.especiaﬂymm
are new to the market and less sophisticated about investing. The Commission
believes that an educated investor provides the best defense against securities
fraud. The Commission’s Office of Investor Education and Assistance
("OIEA®) provides information aimed at educating investors regarding how to
identify securities fraud. OIEA urges investors to report suspicious activity to
securities regulators. OIEA also informs investors about the importance of
investing wisely. While it is not possible to measure the number of frauds
_pnvmdwmemmmﬁonwmm.dncmmwmm
monmmuhhlmhmiuionofp:uwﬁnginveﬂmmdhelpiu
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The Commission’s efforts to reach out to investors include the following
measures:

Publications

Since its creation in 1994, OIEA has written and distributed over a dozen
pamphlets and brochures that warn investors sbout scams and state in plain
English what every investor should know about investing. All of these
publications are available, free of charge, on the Commission’s Website
(http:\\www.sec.gov) and through the Commission's toll-free publications and
information line (1-800-SEC-0330). The Commission is committed to

OIEA’s newest publication, entitled Cold Calling Alert, specifically addresses
problems in the micro cap market. It tells investors what the cold-calling rules
- are; how to deal with cold calls; how to stop them; and how 10 evatuate
investment opportunities that come over the telephone. In the one month since
the Commission released Cold Calling Alert, over 1,000 investors have called
the Commission’s toll-free information line to request copies, and over 4,000
investors have down-loaded a copy from our Website. In addition, OIEA has
sent over 4,500 copics to state securities regulators, Members of Congress,
and investor education professiopals. OIFA is working with NASAA to do a
state-by-state release of the brochure. ‘This will give Cold Calling Alert the
widest possible circulation.

I " Town Meei { Semis

To further educate investors and listen to their concerns, the Commission
began in 1994 to organize Investors” Town Meetings throughout the country.
To date, Chairman Levitt has presided at 20 town meetings in New Jersey,
Mlinois, Florida, California, New Mexico, Texas, Tennessee, Ohio,
Massachusetts, Washington D.C., New York, Pennsylvania, Virginia,
Connecticut, and Oklahoma. The Commission plans to hold at least six more
during fiscal year 1998,

The Commission’s town meetings bave been well received and regularly attract
over 1,000 investors at cach location. At each, Chairman Levitt discusses
questions investors should ask before they invest. In addition, the
Commission’s staff and members of the securities industry hold seminars for
investors on a wide variety of topics.

Earlier this year, OIEA began working closely with local and national media

to maximize news coverage of the town meetings. This aliows the
Commission to reach investors who cannot attend the meeting. To build upon

4



436

the momentum our town meetings have generated, OIEA has prepared and is
distributing a manual to advise investor organizations and state securities
regulators on how to stage their own investor education events.

The trade press and popular press in recent months have expressed the view that
reforms are much needed in the NASD's bulletin board market, a market with no
Commission reporting requirements and no public disclosure requirements. One
recent Wall Street Journal article states that there are significant problems with fraud
- on the over-the-counter market. In fact, Barry Goldsmith, Executive Vice President of
NASD-R, has gone on record stating "let me be blunt, there are significant problems
in the over-the counter markes and a strong regulatory response is needed. *

A Does the Commission agree with Mr. Goldsmith?

The Commission’s staff agrees with Mr. Goldsmith that problems exist in the
OTC market and believes that regulatory action is warranted as part of a
comprehensive effort to remedy the problems. Regulatory action, however, is
only one clement of a three-part response that includes prevention and
enforcement. The staff now is reviewing the kinds of fraudulent and
manipulative activities that have occurred to date to determine what regulatory
actions would be most effective. Regulatory actions, however, usually impose
a cost on the participants in the market; therefore, the Commission must
mﬁdlywmghﬂnnmwlwneonﬁdmngdnbeneﬁmofmnﬂem:hng

B. Amangthcuggmdrqomwwmlnm are:

1 Holding market makers responsible for verifyving company financial
information and requiring annual updates to that data.

2, Maﬁngwﬁdymmwmmmmmﬂk
mmemmmociaumaf&aames

3. Reguiring all bulletin board companies to file financial reports with the
4. Updating the penny stock rulels], possibly raising the definition of a
“penny stock” to $10 or $15 per share.

3, Gimwmmmzmmmmymmmmtnmm
Jraud is suspected.

(.3 mmm‘:ngmnmﬂmmmwcm
loopholes. :
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To what extent, if at all, does the Commission agree with the merits of each of
these? Which reforms should be accorded the highest priority? Why?

In what ways will each one of these reforms help stem the tide of penny stock
scams?

Can the Commission give us an approximate timetable that the Commission
expects each one of these proposals to go into effect? Have they been
submitted by the NASD to the [Clommission for its approval? If not, when
does the Commission expect them to be submitted?

Questions 4.C., 4.D., and 4.E. relate to a series of regulatory initiatives that
you enumerate in Question 4.B. We have restated your questions and then set
forth responses to Questions 4.C., 4.D., and 4.E. with respect to each of the
items listed in Question 4.B. above.

1 Holding market makers responsible for verifying company financial
information and requiring annual updates to that data.

Market makers in OTC Bulletin Board stocks should be familiar with
information about the issuers of securities that they quote.

Rule 15¢2-11 under the Securities Exchange Act of 1934 (the
"Exchange Act") requires the first market makers that publish a quote
for a security to have financial and other information about the issuer
of that security. As Chairman Levitt testified before your
Subcommittee, the staff is preparing amendments to strengthen the
rule’s requirements. These proposed amendments would provide
market makers and other market participants with greater information
about issuers that do not file reports with the Commission. The staff
anticipates submitting proposed amendments to the Commission for its
consideration by the end of the year.

2. Making publicly available the company information market makers file
with the National Association of Securities Dealers.

The proposals outlined in the response to Question 4.B.1., above, also
would require a market maker, at the request of a customer, to provide
information about the issuer that it has obtained to satisfy

Rule 15¢2-11’s requirements. The proposals also will discuss whether
to facilitate development of a central repository to maintain

Rule 15¢2-11 information about issuers.
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Requiring all bulletin board companies to file financial reports with the
Commission.

Many issuers with securities traded on the OTC Bulletin Board or in
the Pink Sheets are not subject to the periodic reporting requirements of
the federal securities laws. Requiring OTC Bulletin Board issuers to
participate in the Commission’s public disclosure system would make
information about these companies more widely available. ' Another
possibility would be to limit eligibility to the OTC Bulletin Board to
those issuers that are reporting companies under the Exchange Act.
One drawback to this proposal is that it could force the securities of a
number of issuers into other quotation media that do not have the
transparency of the OTC Bulletin Board and are not operated by an
SRO.

The NASD has not yet formally recommended limiting OTC Bulletin
Board eligibility to only reporting companies under the Exchange Act.
Any proposal of this nature would be filed with the Commission and
would be subject to a public comment period before the Commission
could approve or disapprove it. When evaluating any proposal in this
area, the Commission will consider its costs and benefits, such as
whether it would force smaller companies’ securities to trade in
markets that are easier to manipulate and more difficult to monitor.

Updating the penny stock rules, possibly raising the definition of a
“penny stock” to $10 or $15 per share.

Currently, the definition of "penny stock” excludes securities that,
among other things, are priced at $5 or more per share. The
Commission’s staff believes that the penny stock rules are very
effective; however, some broker-dealers have circumvented their
application by pricing securities above the current $5 threshold. The
staff is considering recommending to the Commission that it raise the
price threshold in conjunction with other possible changes to the penny
stock rules to cover more of the types of securities that are used in
micro cap frauds. The staff will be working on the peany stock rules
during the coming months.

Giving the NASD unilateral authority to halt trading in stocks where
Jfraud is suspected.

The authority of the NASD to halt trading in a particular OTC Bulletin
Board security when it suspects that fraud or manipulation is associated
with that security would appear to be consistent with its authority over

7
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other OTC securitics. As with possible changes to the OTC Bulletin
Board discussed above, the NASD would have to file a proposed rule
change with the Commission, which would be subject to public
comment before the Commission could approve or disapprove it. The
NASD has not yet presented a proposed rule change to the
Commission.

Revising the Commission’s registration-exemption rules 10 close
loopholes.

The Commission’s staff is considering whether it should recommend to
the Commission rescission of its exemptions from registration. These
exemptions, however, relate to the initial offering of the securities and
not to tr ions in the dary markets. (For a more complete

_discussion of the Rule 504 exemption, see our response to Supplemental

Question 17 from Senator Glenn).

It is not clear that further limiting the resale status of securities sold in
exempt offerings would limit secondary market fraud or manipulation.
Regardless of the limitations in the exemption from registration for the
initial offering, all securities are, eventually, eligible for resale.
Therefore, it is not clear how revisions to the exemptive structure
would impact micro cap fraud. The Commission’s internal Working
Group on Micro Cap Fraud currently is considering whether action
should be taken regarding the exemptive structure.

IthasM reported that the electronic Bulletin Board’s “link to Nasdaq gives its
listings credibility to unwary investors. At the same time, on-line technology simplifies
the marketing of these stocks.”

A

Does the Commission agree that the Bulletin Board’s link with Nasdag gives it
credibility with unwary investors which unscrupulous market makers exploit?
What if anything should be done to correct this, assuming a correction is in

Does the Commission favor regulations that would forbid market makers from
representing directly or indirectly that the [Blulletin [Bjoard is affiliated with
the Nasdaq market?

How would such a rule be structured? How would it be enforced?

Questions 5.A., 5.B., 5.C., and 5.D. are answered in Question 5.D.
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D. If not, does the Commission propose dispelling the pubiic’s mind of the fact
that the [Bjulletin [Bloard does not meet the listing and disclosure
requirements of the other NASD markets?

The OTC Bulletin Board disseminates quotations in electronic form for
securities that, for many years, had quotations published only through paper
reports known as the “pink sheets." The OTC Bulletin Board was initiated to
allow the market makers in non-Nasdaq securitics to enter and update
quotation information on a real-time basis and provide the NASD with
transaction data to coable the NASD to better surveil this market. The
Commission believes that the OTC Bulletin Board is beneficial because it
strengthens our ability to detect frand and it provides investors with updated
quotes.

At the same time, the OTC Bulletin Board is not equivalent to Nasdaq and
should not be portrayed as such. The staff believes it would be misleading for
a broker-dealer to claim that an OTC Bulletin Board stock was somehow the
equivalent of a security quoted on Nasdaq. Because the NASD has the ability
to address market makers’ misleading statements, the staff does not currently
believe that a new Commission regulation specifically to prevent market
mkusﬁumrepmemngmnmmneuaneqmvﬂemmNasdaq
is necessary.

There are, however, other ways to address potential investor confusion. For
example, the NASD may propose changing the OTC Bulletin Board to allow
only the securities of reporting companies to be quoted on the OTC Bulletin
Board. Moreover, the NASD may consider requiring that a disclosure
statement be given to potential investors indicating the differences between the
OTC Bulletin Board and Nasdaq, including the fact that OTC Bulletin Board
securities do not have to meet listing standards that are required for securities
quoted on Nasdaq. We will evaluate these and any other proposals when they
are filed.

The House of Representatives Report that accompanied the Penny Stock Reform Act of
1990 states that “[t]he fact that the penny stock market is so susceptible to manipulation
makes it very attractive to unscrupulous securities professionals who are looking to
deceive the public. Recent evidence demonstrates that the penny stock industry is now
Jraught with repeat offenders of state and federal securities laws and other felons . . .
[fJor example, [a] NASAA report noted that 83 percent of the major penny stock
afomaummmbwdmprqamnofthereponmndmmafmor
more individuals with a background of securities law violations.” Recent reports
appearing in The New York Times and The Wall Street Journal note that the problem of
repeat offenders or “rogue brokers" participating in micro-cap scams remains a real
one.
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Does the Commission agree?

The staff believes that there is a problem of repeat offenders or “rogue brokers"
participating in micro cap scams. The Commission’s examiners and enforcement
staff frequently identify new sales practice abuses by brokers whose disciplinary
records already include Commission, SRO, and state actions as well as numerous
arbitration cases. This was the focus of an examination sweep of 179 branch
offices of 101 broker-dealers that was conducted in 1995 by the staffs of the
Commission, NASD, NYSE, and state regulators. The March 1996 report on
that sweep, entitled "Joint Regulatory Sales Practice Sweep: A Review of the
Sales Practice Activities of Selected Registered Representatives and the Hiring,
Retention, and Supervisory Practices of the Brokerage Firms Employing Them"
("Sales Practice Sweep Report™), found that broker-dealer firms are willing to
employ registered representatives with a history of dlscxplmary actions or
customer complaints.

A number of recommendations were made to combat this problem, including
requiring more stringent hiring procedures and special supervision of registered
representatives with a disciplinary history. In addition, the Commission and the
SROs agreed to focus more attention on supervision and cold-calling during
examinations. The Commission and other securities regulators are dedicated in
their efforts to stop not only the problem registered representatives, but also the
brokerage firms that employ them. Significant examination resources are
committed to reviewing the activities of problem brokers and broker-dealers with
high numbers of problem sales personncl. In addition, the Commission’s staff is
coordinating its examinations with the SROs to try to cover more ground and
stretch each of our resources a little farther.

If "recidivist” brokers are still in the system, where did the 1990 Act fall short?
In other words, what additional steps should be taken to reduce the problem of
@eatoﬁ'mders?

The Commission’s staff and SROs are considering the ways to discourage
broker-dealers from employing individuals with a history of disciplinary actions
and customer complaints. Following up on the recent Joint Regulatory Sales
Practice Sweep, Commission examiners are focusing on the activities of problem
registered representatives who continue to receive customer complaints or are
employed by firms suspected of exercising inadequate supervision. It is also
important that the penalties against individuals who engage in securities scams be
sufficient to effectively deter future violative conduct. The Commission is doing
this through, among otber things, more aggressive enforcement of the securities
laws and increased penalties for serious deficiencies in supervision, strengthening
rules relating to sales practices in micro cap securities, and targeting

10
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examinations of broker-dealers that appear to engage in micro cap fraud and
sales practice abuses.

Another aspect of the same problem is what the 1990 House Report terms the "cloning”
of penny stock firms whereby “[l]arge penny stock brokerage firms become training
grounds for a new generation of promoters who then set up hundreds of identical
operations.” The report asserts, “[under current law, it is not difficult for a firm, once
shut down, to emerge once again or even to multiply. *

A

Is the Securities and Exchange Commission still grappling with the problem of
cloning? What new tools — new rules or regulations — if any, does the
Commission need to prevent "cloning"”?

The Commission’s staff continues to be concerned about the problem of
“cloning.” Shutting down a brokerage firm for its fraudulent practices does not
guarantee that individuals associated with that firm would not commit fraud
under a different corporate name or eatity. Therefore, we have aggressively
pursucd enforcement actions against not only the brokerage firms but also those
individuals associated with the firms who are responsible for or participate in
unlawful activities. In this regard, the Commission has relied on its broad
sanction authority - most recently expanded by the Penny Stock Reform Act of
1990 - to bar individuals from being associated with a brokerage firm or
otherwise from participating in penny stock offerings. In addition to bars, the
disgorgement to deter and prevent future misdeeds. At this time, the staff does
not believe that additional tools to combat the problem of cloning are necessary.

Does the Commission have an opinion as to the merits of extending the
Commission’s reach to promoters of micro-cap stocks that fall outside the $5
penny stock definition? Would the Commission support such an extension?

The staff is reviewing the possibility of modifying the current exclusion from the
penny stock rules for securities priced at $5 or more pursuant to our existing
statutory authority.

Pursuant to the 1990 Penny Stock Reform Act, the Commission adopted rules requiring
brokers to give customers specific information before the sale about the market for penny
stocks and the broker’s compensation.

A

Please describe the kind of information that must be disclosed in the penny stock
context.

The peany stock rules require broker-dealers to determine the customer’s
suitability to invest in penny stocks, based on the customer’s financial situation,

11



443

expérience, and investment objectives before the transaction is executed, except
in the case of established customers. After making this determination, the
broker-dealer must send a written statement to the customer disclosing the basis -
for the suitability determination. The broker-dealer may not execute the penny
stock transaction until the customer returns a signed copy of the suitability
information prior to effecting a transaction in peany stocks. This disclosure
includes a standardized document (Schedule 15G) that advises investors of the
mhofmvminpmysmch the broker-dealer’s duties, the customer’s
rights and remedies in cases of fraud, and phone numbers that investors may call
for information on the disciplinary history of broker-dealers and their associated
persons.

Inaddnion,beforeemmngapennymcktrmacﬂon, & broker-dealer must
provide the customer with information regarding current quotations for the
security and the compensation paid to the broker-dealer and its salespersons in
connection with the transaction. This information must be given to the customer
twice, first before the trade, then by written confirmation after the trade. A
broker-dealer that has effected a penny stock transaction with a customer must
send monthly account statements to the customer that state either the market
value of the customer’s penny stocks or that there is insufficient information to
determine the securities’ market value.

How does the Commission monitor compliance with this rule to gauge its
efficacy?

The Commission’s Office of Compliance Inspections and Examinations ("OCIE")
regularly reviews broker-dealers’ practices involving the sales of low-priced
securities, including penny stocks, in connection with its broker-dealer
examination program. Serious violations of federal sccurities laws are referred
to Commission enforcement staff or SROs for further investigation. Less serious
offenses are handled through deficiency letters requiring the broker-dealer to
remedy ideatified deficiencies or problems. If a trend in compliance problems is
found, OCIE brings the matter to the attention of examiners around the country
for a more concerted review throughout the examination program. In addition,
OCIE oversees the examination and enforcement programs of the SROs to
evaluate their effectiveness at finding and resolving compliance problems.

Arguments against rules such as these are either that the broker conveys the
information gfier the sale, so the investor never really considers it prior to
committing, or, if the broker gives it out prior to the sale, the broker down plays
its significance with a line like “hey, it’s a fast changing marketplace, what's in
a piece of paper is only so useful, " thereby pressuring a transaction. And,
moreover, the broker has created a record for herself because she can point to
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the foct that she buried the customer with paper. Do these arguments have any
merit! What percentage of the Commission’s micro-cap prosecutions are
predicated on failures 1o disclose the kind of information the rule[s] require[]?

The penny stock rules were adopted specifically to impede the use of high
presmure sales tactics and to provide investors with disclosures about the risks of
investing in penny stocks, as well as the compensation the broker would receive
i connection with the proposed penny stock transaction. As discussed above,
the rules require written disclosures about the risks of investing in penny stocks
that must be made priog to any transaction in penny stocks. In addition, the
rules require that the customer receive further disclosures after the transaction
has been effected, on the transaction confirmation. Moreover, the broker may
not effect the transaction until the customer has returned a signed copy of
Schedule 15G to the broker. The possibility that a broker may minimize the
risks of investing in penny stocks in his or her oral disclosures to the customer is
intended to be counteracted by the writien disclosures made to the customer by
Schedule 15G. The customer will have the opportunity 1o read and scrutinize the
disclosures made in the Schedule 15G after any sales pressure has subsided. The
obligation that the customer return a signed copy of Schedule 15G before the
transaction can be executed, combined with the risk disclosures contained in the
Schedule, should clearly convey to the customer the importance of the
disclosures and the degree of risk involved in penny stock transactions. Of
course, rules cannot require customers to read the mandated disclosures, even
when it is in their best interest to do s0.

Most of the micro cap fraud enforcement actions brought by the Commission are
not predicated on a failure to disclose the type of information that the peany
stock rules require, but instead are based upon violations of the general anti-
frand provisions. Many of the micro cap frand securities trade at & price greater
than $5 per share and, thus, are not covered by the penmy stock rules.

Chairman Levitt's statement notes that "[tjhe Commission today sees more froud
in mostly lower-priced Nasdag-listed securities and in securities valued at $5 or
more.” Why is that? Should the penny stock rules be rotcheted upwards?

The penny stock rules are some of the most effective tools the Commission has
to combat fraud and manipulation for sccuritics covered by these rules. The
penny stock rules, however, were drafted to apply only to securities that meet
certain criteria - most notably, securities that are priced below $5 per share and
that do not trade on a national securities exchange or through Nasdag. The
limitations were designed to avoid imposing burdens on legitimate smail
businesses. In addition, the $5 threshold was intended to cover low-priced
stocks for which a small absolute increase in price produces a high percentage
gain and hence are particularly attractive to investors. Some broker-dealers,
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however, have avoided the penny stock rules by limiting their activities to
securities priced at above the $5 threshold or qualifying for other exceptions
from the rules. The result is that certain fraudulent and manipulative schemes,
once prevalent in very low-priced securities, have migrated to securities outside
of the scope of the penny stock rules.

The Commission’s staff presently is reviewing the scope of the penny stock rules
to find ways to more effectively combat the abusive schemes that have occurred
since the rules’ adoption. One possibility is to raise the $5 threshold for
securities excepted from the penny stock definition. In evaluating this and
several other options, we must be certain that any changes that the Commission
makes will be effective in curbing abuses, but will not interfere with the ability
of legitimate smaller issuers to raise capital and compete with more established
companies.

What is the surveillance strategy developed by the Commission to prevent fraud on the
Internet? How does it work?

The Commission’s strategy to prevent fraud on the Internet is two-pronged: first, staff
from the Division of Enforcement actively polices the Internet; and second, users of the
Internet assist the Commission by self-policing and reporting questionable activity to the
Division of Enforcement.

The Division of Enforcement maintains a *Cyberforce® comprised of 60 or so staff
members, each of whom "surfs the Web" for several hours each week. The staff
monitors the Internet, especially the World Wide Web and message arcas such as
newsgroups and bulletin boards. The staff uses commercial on-line access accounts, the
latest browsing software for viewing the Internet, and Pentium processors to conduct
surveillance.

Second, the Commission has established an SEC Enforcement Complaint Center on its
Website which receives 50-75 messages daily from users of the Internet. Internet
fraudsters face a double-edged sword: they want the investor to find their materials and
be able to contact them with ease, but they also want to stay hidden from federal
authorities. Thus, the combined efforts of the Enforcement staff and of Internet users
Has this surveillance strategy been effective?

Yes. mmmmmmmwﬁm
investigations and a number of significant cases. The Commission has been bringing an
wwmmbuﬁeﬁommammﬂmvolw&mdﬂmoﬁmmonﬂs

Internet. These enforcement actions are not unlike those employing more conventional
means of communication and include: prime bank investments offering staggering
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returns; investment opportunities in eel farms; gold mine schemes; and opportunities in
"co?omnchip'enmprises.

11. To'what extent is the Internet used for legitimate securities transactions by honest market

12.

paniglpants?

PR

There are hundreds of broker-dealers that have home pages on the World Wide Web.
Most of these are just informational: they provide information about the broker-dealer,
market information, and other general investing information. Over two dozen broker-
dealers have set up interactive systems that permit the broker-dealers’ customers to
access their account information and transmit orders to buy or sell securities via the
Internet. These systems are popular with investors because they are generally much less
expensive than traditional brokerage accounts, and account information and the ability to
enter orders is available 24 hours a day. Investors also report that they feel more in
control of their investments when they use these systems. Internet trading typically
involves a broker-dealer receiving e-mail from a customer containing the name of a
security, whether it is to be bought or sold, the quantity, and whether the order is a
market or limit order. The e-mail is checked electronically against the customer’s
account and, barring a discrepancy, is routed from the broker-dealer to the appropriate
exchange or market maker for execution. After the order is executed, the customer
receives an ¢-mail message confirming the order, and the customer’s account is often

- At this point, Internet trading facilities are simply order-routing systems, rather than
alternative trading systems with immediate execution. The Commission is aware of
plans for broker-dealers to create alternative trading systems for retail customers, and
the Commission supports the development of more trading opportunities for retail
investors. However, we are keeping a watchful eye on these developments to make
sure that these systems have adequate investor protection safeguards.

The anti-fraud provisions of the federal securities laws apply to securities transactions,
whether they occur through the Internet, on an exchange floor, or over the telephone.
The Commission is mindful of a mumber of issues relating to trading through the
Internet, For example, investors’ private financial data must be secure. In addition,
any computer system designed to trade securities must have the capacity to handle
demand. '

There has been considerable press about the demise of A.R. Baron — a firm that was
indicted in May 1997 by a New York State grand jury for defrauding investors of $75
million — and the fact that Bear Stearns processed trades for A.R. Baron, as a clearing
firm. The Subcommittee understands that the New York Stock Exchange has adopted
rules requiring clearing firms to notify introducing brokers about available supervisory
and compliance reports compiled by the clearing firms that could show irregularities on
the part of introducing brokers -- such as excessive commissions or churning.
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Does the Commission support these reforms?
If s0, when does the Commission expect them to go into effect?

Does the Commission encourage all SROs - like the NASD — to adopt similar
rules?

The Commission’s staff is encouraged by the SROs’ prompt response after
Chairman Levitt wrote to the NYSE and the NASD expressing his concerns
about the abusive activities of some introducing brokers. The NYSE proposal
has been published in the Federal Register, and the NASD proposal is expected
to be ready for publication shortly. It is worth noting that, in addition to
requiring clearing firms to make available compliance and supervisory reports to
introducing brokers, each of the rule proposals also will require that customer
complaints regarding an introducing firm that are received by a clearing firm be
forwarded by the clearing firm to both the introducing firm and the introducing
firm’s SRO. In accordance with the Commission’s SRO rulemaking

once the Division of Market Regulation completes its initial review, an SRO
proposed rule change is published in the Federal Register, where interested
persons are invited to comment on them. After the comment period has closed
and the Division staff has had a full opportunity to review the SRO proposals in
light of any public comments received, the Commission is then in a position to
approve or disapprove the proposed rule change.

In addition, the Commission’s staff is working with the industry to determine
ways that clearing brokers can heip minimize harm to investors without imposing
an undue burden on clearing brokers.

In March 1996, a working group of the NASD, the New York Stock Exchange, the North
American Securities Administrators Association and the SEC issued a joint report
entitled "Joint Regulatory Sales Practice Sweep: A [Rleview of the Sales Practice
Activities of Selected Registered Representatives and the Hiring, Retention, and
Supervisory Practices of the Brokerage Firms Employing Them". As its title suggests,
the report recorded the results of the hiring and recruiting practices of over 100 smail
and medium size brokerage firms, by making speaﬁcreaomnmldauomazmedat
improving brokerage firms* therebyaumng "impr nis in the pr and
detection of sales practice abuses.* Among the recommendations of the report are tying
branch manager compensation to the manager’s effective supervision of registered
representatives, more stringent hiring procedures with greater scrutiny into the kinds of
securities sold by the applicant while with a previous firm.
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What is the current status of these recommendations? Is there a formal process
by which they are being implemented? What kind of follow-up is being done?

Shortly after the Sales Practice Sweep Report was issued, the NASD and the
NYSE issued a joint memorandum (dated April 15, 1997) to their respective
members discussing the importance of the report’s findings and
recommendations. The memorandum also provided guidance to their members
in enhancing their supervisory systems. As such, it sent a clear message to the
industry of the SROs’ position with respect to broker-dealers’ supervisory
obligations. In addition, the Commission’s staff and SROs contimue to urge
firms to adopt the recommendations and have increased their examination focus
on the problem areas cited in the Sales Practice Sweep Report.

In the year and a half since this report was issued, can the Commission offer an
opinion as to whether the report’s speciﬁcmonmmuhmom‘ have, in fact,
“resultfed] in impr enss in the pre and detection of sales practice
abuses"? What more needs to be done?

It would be difficult to quantify or directly relate implementation of the
recommendations to reduced sales practice abuses. However, the staff continues
to review firms’ hiring and supervision procedures in cases where sales practice
violations are suspected. The Commission’s staff also has asked SROs and
encouraged state regulators to include this review in their examinations.

The Sales Practice Sweep Report was successful in raising the industry’s
awareness of firms® obligation to supervise brokers with problematic
backgrounds more closely. Reinforcing the principle that firms have an
obligation to heighten their supervision over brokers whose backgrounds give
*red flags" of the likelihood of continuing problems, the NYSE recently levied a
$250,000 fine against one of its member firms for, among other deficiencies,
failing to monitor and subject registered representatives with customer
complaints and/or disciplinary histories to a program of enhanced supervision.

Chairman Levitt’s statement indicates that the Commission’s staff is studying how to
amend rule 15c2-11 — the rule designed to prevent the publication of stock quotations
on the OTC [Blulletin [BJoard and pink sheets that may be used in fraudulent schemes.
As the statement notes, that rule requires a broker — before publishing the initial
quotation for a particular stock or after a trading halt - to review the issuer’s most
recent balance sheet, profit and loss statements and to examine whether there is any
relationship between the broker-dealer and company insiders.
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A How is this rule enforced?

Both the Commission and the NASD have programs and procedures to ascertain
market makers’ compliance with Rule 15¢2-11. Under both Rule 15¢2-11 and
NASD Marketplace Rule 6740, market makers must submit the information
specified in Rule 15¢2-11 to the NASD at least three business days prior to
initiating or resuming a quotation for a security on either the OTC Bulletin
Board or the Pink Sheets. Market makers must also submit Form 211 to the

NASD in which they must specify the basis and factors considered by the market

maker in establishing its initial entry before such entry may be published. The
NASD conducts a review of the Rule 15¢2-11 information submitted prior to

permitting the quotation to be published. In addition to the NASD’s oversight
prior to the initiation or resumption of a quotation, the Commission and NASD

review the market maker’s Rule 15¢2-11 files in the course of their examinations

to verify compliance with the rule. The Commission and NASD have brought
enforcement and disciplinary cases against market makers for violations of this
rule.

B. What possible amendment does the Commission envision?

The Commission’s staff is working on amendments to Rule 15¢2-11 that would
increase the information that market makers must review before initiating quotes
for non-Nasdaq OTC securities. Generally, the amendments we are considering
would expand the rule to cover all market makers that initiate quotes in non-
Nasdag OTC securities and would require the market makers publishing priced
quotations to review the information annually.

In conducting investigations of suspected rogue brokers and firms where the NASD-R
and States are conducting parallel investigations, what are the specific mechanisms by
which the three enforcement interests coordinate their fact-finding?

The Commission’s staff, including the regional office staff, coordinates on an informal
basis with the NASD and the states. Representatives of the various regulators meet on
a regular basis to discuss the division of investigative responsibility. To date, this
practice of informal coordination and cooperation has served the various enforcement
interests well.

A Do any or all of the three entities currently have the authority/ability to share
discovery, including documents and deposition transcripts? If not, would the
Commission favor legislation allowing disclosure? What would be the
parameters of this kind of legislation?

There are adequate mechanisms through which the Commission, SROs and state
regulators may obtain information from one another. Specifically, the
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Commission's Rules Relating to Investigations permit members of the
Commission’s staff to engage in discussions with various entities, including other
governmental entities and SROs about nonpublic investigations. Requests for
access to the Commission’s files also can be made. The states typically have
similar mechanisms which provide access by the Commission and SROs to
information. The SROs are required by law to keep records and provide such
records to the Commission upon request. The Commission’s staff meets
regularly with state regulators and SROs. Good working relationships have
developed as a result of these meetings so that the sharing of information is
easily and routinely facilitated. Thus, legislation is not required.
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Supplemental Questions for the Record of
Ranking Minority Member John Glenn and
Responses of the Staff of the Securities
and Exchange Commission

With respect to micro cap fraud, please provide figures for each year of the past five
years on the number of actions, dl:ciphnayproaedngsmdinmgauommmawd
by the SEC against:

A Individuals; and
B. Firms.

The table below sets forth the total number of enforcement actions instituted in
cach of the last five years, and the number of those cases that related primarily
to broker-dealer fraud against customers and broker-dealer failures to supervise
(the number of defendants or respondents is in parentheses). While the
Commission does not keep statistics on broker-dealer micro cap fraud, many
of the enforcement actions included in these numbers involved fraudulent

activity in the micro cap market.

Broker-Dealer  Fraud against Failure to
FY 1996 453 (981) 61 (120) 17 22)
FY 1995 486 (1072) 67 (110) 9 9
FY 1994 497 (1127) 57 (80) 8 (15)
FY 1993 416 (887) 48 (60) 5®
FY 1992 394 (859) 41 (53) 6 9

Thedatashouldludude but not be limited to:

i Matters Under Investigation (MUIs) tllat’were opened by the Division of
Enforcement (also indicate how many of those MUIs were closed with
no action);

The table below sets forth the total number of MUIs opened over the
past five years. The Commission does not keep statistics on the
mumber of MUIs closed without any action. As a matter of
Commission policy, all MUIs should be closed once the investigation
becomes formal or once the staff devotes a certain pumber of hours to
the investigation.
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JYEAR MUIS OPENED
FY 1997 1301

FY 1996 1409

FY 1995 : . 1337

FY 1994 1501

FY 1993 1388

Fraud investigations;

The table below sets forth the percentage of investigations pending at
the end of each fiscal year that were classified as indicated. Note that
each investigation may have multiple classifications.

YEAR ERAUD QFFER/SALE/PURCHASE
FY 1997 %
FY 199 75%
FY 1995 74%
FY 1994 70%
FY 1993 67%

Trading suspensions issued by the SEC (also indicate how many cases
have involved staff recommendations for trading suspensions that
management (Assistant Director and higher) have not forwarded to the
Commission, and identify those cases;

The table below sets forth the number of trading suspensions issued in
each of the last five fiscal years. The Division of Enforcement does
not keep statistics on recommendations not forwarded to the
Commission. Note, however, that trading suspensions typically are
warranted and submitted to the Commission for approval when there is
inadequate or inaccurate public information available upon which an
investor could make an investment decision or, in a few instances,
where the trading activity makes no economic sense.

TEAR ISSUED
FY 1997 13
FY 1996 8
FY 1995 5
FY 1994 1
FY 1993 8
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Fines (please identify how many of the fines were the only disciplinary
action and how many were combined with other disciplinary actions);

The amount of disgorgement and penalties ordered in each fiscal year is
listed below. In most instances, disgorgement and/or penalties were
ordered in addition to injunctive relief or administrative censure,
suspension, or bar. In some instances, the payment of disgorgement
pursuant to & court order was waived based upon the defendant’s
demonstrated inability to pay. Courts also have noted, in some cases,
that civil penalties were appropriate but were not imposed because of a
demonstrated inability to pay.

YEAR Disgorgement FPenalties
FY 1996 $325 miilion* $67 million
FY 1995 $994 million* $34 million
FY 1994 $730 million* " $34 million
FY 1993 $225 million $29 million
FY 1992 $558 million $221 million

Disgorgement figures for fiscal years 1994 - 1996 include disgorgement paid by
Prudential Securities for its fraudulent practices in connection with the sales of limited

Specifically, Prudential paid $330 million in disgorgement in 1994,

partnerships.
$561 million in 1995 and $46 million 1996.

v.

The number of contempt actions brought by the SEC to enforce its own
injunctions;

The table below sets forth the number of civil contempt actions filed.
The number of defendants in these actions is noted in parentheses.

FY 1996 - 3247
FY 1995 23 (55)
FY 19%4 33 (89)
FY 1993 15 27)
FY 1992 11 (35)

The number of cases referred 1o the Department of Justice, state or
local asthorities for criminal action (please detail how many criminal
prosecutions there have been specifically for manipulation of micro-cap
Stocks, fraud involving a micro-cap stock, broker bribes and money
laundering involving securities fraud); and

3
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vii.  the number of cases referred to the Department of Justice, state or focal
authorities for civil action.

In lieu of making formal referrals recommending that other agencies
commence civil or criminal prosecution, the Commission has developed
a practice of providing other agencies, on an informal, working basis,
with information concerning cases, and granting access to case files to
agencies upon their request. This ongoing process of access grants has
virtually come to replace formal referrals.

The table below sets forth statistics relating to the number of grants of
access to our files that were made to criminal authorities over the past
five years. While the Commission does not maintain statistics on the
precise number of civil access grants made over the past five years, the
staff estimates that the Commission granted access to its files to
authorities pursuing civil investigations and prosecutions approximately
300 times each year over the past five years. )

YEAR Criminal Access Grants
- FY 1996 229
FY 1995 285
FY 1994 451
FY 1993 205
FY 1992 280
2. With respect to the Enforcement Division’s Market Surveillance Unit, for each year of
the past five years:
A How many cases has the unit generated on its own?

Although the Division of Enforcement’s Office of Market Surveillance
("OMS") frequently detects trading situations which it refers for investigation
and which ultimately result in enforcement actions, the OMS does not keep
statistical data on these trading situations. Members of the staff of the OMS
monitor all announced merger and acquisition activity and material changes in
price movements in equity securities and are in daily contact with the various
marketplaces to discuss such situations and, where warranted, to ensure that
market data pertaining to a particular matter is directed to the appropriate
Commission office on a timely basis for investigation. Responsibility for real-
time, on-line surveillance of domestic markets rests with the SROs that
supervise each market. The OMS is the primary liaison for the market
surveillance units of the various domestic marketplaces with respect to
potential violative trading situations.

4
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B. How many cases that came out of the Market Surveillance Unit were cases that
were referrals from the NASD, the Exchanges or the states?

The following table sets forth the number of referrals to the Commission from
the SROs that were made over each of the last five years.

EYss EXY94 FK9S E¥% K%

'NYSE 52 4“4 41 47 8
AMEX 23 15 35 32 2%
NASD 66 8s 120 n 136
CBOE 24 31 34 48 31
PACX 5 11 1 % 29
PHLX 6 3 4 6 3
BSEX 1 2 0 1 2
TOTAL 177 191 25 275 308

Should Congress extend the Department of Justice’s authority to give it concurrent
Jurisdiction with the SEC over civil enforcement, so that it, too, can bring civil actions
in this area?

If not, wky not?

The most effective response to recidivist micro cap brokers is jail time. Thus, the
Department of Justice plays a critical role in establishing a strong criminal
enforcement deterrent to micro cap fraud. The Commission has redoubled its efforts
to cooperate with and assist the Department of Justice in bringing more criminal
actions against hardened securities law violators.

Given the importance of a strong criminal enforcement program, the Commission
believes it is preferable for the Department of Justice and the U.S. Attorneys to focus
on criminal enforcement of the federal securities laws rather than extending the
Department’s jurisdiction to civil enforcement cases. Moreover, there are certain
advamgesmmhminingdnComminion‘nmleinovmingaﬂdvﬂmfmeemm
actions. The staff’s expertise permits the Commission to more efficiently handle
complex securities cases and to shape the development of law in this area. In
addition, the Commission is currently authorized to bring administrative proceedings

5
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as well as civil actions in federal district court. In deciding the proper forum to bring
a case, the Commission considers several factors - the severity of the conduct, the
expertise of the decision-maker, the estimated length of time to reach a hearing, and
the involvement of unregulated persons or entities in the conduct. The Department of
Justice cannot appear in Commission administrative proceedings; thus, it would not
have the same flexibility as the Commission in choosing the appropriate forum and
remedies in civil enforcement actions.

Should the national regulatory agencies work more closely with the Department of
Justice and state and local authorities to refer more of its cases for criminal action?

If not, why?

If so, what is being done to achieve that and what is the timetable for implementing
those efforts?

Criminal sanctions are more likely to deter illegal conduct than are civil sanctions.
Thus, it is always useful for an agency to refer criminal activity to criminal
authorities. Currently, the SROs and state and local authorities work closely with the
criminal authorities where appropriate to do so. For example, in October 1996, the
U.S. Attorney for the Southern District of New York, the Commission and the NASD
announced charges that resulted from a year-long coordinated undercover operation
that focused on undisclosed kickbacks paid to brokers to induce them to sell stock to
customers. The Commission’s staff believes the informal coordination that regularly
occurs between the various regulators and criminal authorities has been, and will
continue to be, effective in addressing criminal activity in the securities markets,
including criminal activity in the micro cap market.

How does the SEC’s Division of Enforcement select its cases for investigation and
prosecution? )

Commission investigations derive from a mumber of sources, including: examinations
of filings made with the Commission; broker-dealer, investment company, and
investment adviser inspections conducted by the Commission’s staff and SROs;
market surveillance conducted by the Commission’s staff and SROs; complaints from
members of the public; the news media; referrals from other governmental agencies;
and from other investigations.

How long does the SEC maintain data concerning MUISs in its computer system?
When the Commission commenced computerized tracking of data concerning MUISs,

the information was maintained in the system for two years. Since 1988, however,
the Commission has maintained computerized data concerning MUTIs on an indefinite
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basis in the same manner that it maintains such information concerning its
investigations.

Wir)pedimmsmthmtoﬂzemofmdingagm:iombytheSEC?

The Commission has the authority to suspend trading in a security. Section 12(k) of
the Securities and Exchange Act (the "Exchange Act”) provides that a trading
suspension order may be entered if, in the Commission’s opinion, "the public interest
and the protection of investors so require." The Commission has imposed a trading
suspension based on, for example, suspicious trading activities suggesting stock
manipulation or a significant concern that there is inadequate or inaccurate public
information about the issuer. The Commission’s exercise of its trading suspension
authority has not been challenged, with the exception of one case. Under SEC v,
Sloan, the Commission cannot impose consecutive trading suspensions for the same
security unless there are new developments giving independent grounds for the
suspension.

The Commission has effectively utilized its trading suspension powers to protect
investors and to maintain the integrity of the trading markets. At the same time, it
fully appreciates the emergency nature of the suspension order and has attempted to
utilize its authority judiciously, taking into consideration any significant collateral
impacts of such an order. One such consideration is the effect of a trading suspension
on existing shareholders.

With respect to micro cap fraud, are there matters under investigation by the SEC that
either do not reach the level of formal investigation or do reach that level, but do not

result in SEC action because the Commission does not have the resources to deal with

them?

A If so, does the SEC have a practice of referring the matters to either the NASD
or to a state so that they can consider taking action?

B. If the SEC has no such practice, should it have one?

C. If so, should the SEC have a policy of following up with the NASD and the
states on a regular basis to inquire as to the status of those referrals?

Like other law enforcement agencies, the Commission’s resources are finite,
and the staff is constantly evaluating and reevaluating the best use of its
resources. Cases are developed, and staff is assigned, based on management’s
views of the constantly changing enforcement needs and priorities. For

436 U.S. 103 (1978).
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example, in recent years a large number of staff members in the Los Angeles
Regional Office were assigned to investigations relating to the Orange County
matter, and a large number of Home Office staff were assigned to the
investigation which led to the Commission’s report on the NASD.

The Commission coordinates enforcement efforts with the SROs and criminal
and state authorities to maximize enforcement efforts. The Commission
provides these other regulatory entities with information concerning possible
violative activities when appropriate and receives leads and information from
these other entities in the same way. Leads we receive or develop would be
passed along on an informal basis; information on investigations we have
opened would be shared through the Commission’s access program, discussed
above. The information provided is, of course, of varied value and quality,
and Commission and other agencies do not seek status reports on results.

Is investigative testimony taken by the Division of Enforcement sworn testimony?
Yes. T&timony given in connection with a formal investigation is sworn testimony.

For each of the past five years, how many cases has the SEC referred to the
Department of Justice for perjury?

Although the Commission does not maintain statistics on how many perjury cases
have been referred each year for the past five years, at least twenty such cases were
referred to the Department of Justice in fiscal year 1997.

How much duplication of investigative effort is there between the SEC and the NASD?

From time to time, there is some duplication of investigative effort because the
jurisdiction of the Commission and NASD overlaps. As a matter of practice, the
Commission coordinates investigative efforts with the NASD to divide
responsibilities, maximize enforcement efforts, and avoid duplication.

Should the national regulatory agencies put more emphasis on disciplining individual
brokers and not limit disciplinary actions to firms and principals?

If not, why? If so, what is being done and what is the timetable for implementing
those efforts?

It is important for the regulatory agencies to strike a balance when disciplining
individual brokers and firms and principals. For example, the Commission has an
aggressive enforcement program that seeks to get and keep "bad" brokers out of the
securities industry. Enforcement actions brought by the Commission against broker-
dealers have nearly doubled since 1990. Similarly, the Commission and the SROs
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have been putting pressure on brokerage firms and supervisors to closely monitor the
activities of brokers, particularly those with a disciplinary history. The number of
enforcement actions brought by the Commission against supervisors and firms has
more than doubled since 1990. ‘

Right now, it appears as if a lot of bad actors - individuals and firms - are let off with
essentially nothing more than a slap on the wrist — suspensions that allow them to
resurface with another firm, or fines that may be less than what they bilked from the
victims.

Should the regulatory agencies invoke stronger sanctions against wrongdoing by
brokers and firms?

If not, why?

*If so, what is being done to develop stronger sanctions and what is the timetable Jor

implementing those sanctions?

As stated in the response to Question 12 above, the Commission has been aggressive
in bringing enforcement actions against wrongdoers and has sought appropriate
sanctions against them. For example, the Commission has barred individuals from
the securities industry altogether - and not just from associating with broker-dealers.
The Commission has sought, in addition to civil penalties, disgorgement from the
wrongdoers, which is generally returned to defrauded investors. In a number of
recent cases, the Commission also has worked with the criminal authorities to ensure
that "bad” brokers are criminally prosecuted as well.

In the area of failure to supervise, the Commission has recently toughened the
sanctions against individuals. The Commission now disfavors settlement offers in
failure to supervise cases that do not include "time out” from the securities industry
for at least some period of time.

What specific steps does the SEC plan to take in furtherance of a "zero tolerance”
policy for micro-cap fraud, and what is the timetable for implementing those actions?

The Commission has a three-part strategy to address fraud in the micro cap markets.
The three parts of the strategy are prevention, enforcement, and regulatory initiatives.
Obviously, preventing securities fraud is far more effective than seeking to punish
wrong-doers after the fact. The Commission seeks to prevent securities fraud through
inspections of broker~dealers, market and Internet surveillance, the review of forms
filed with the NASD by brokers who trade in penny stocks to identify offerings that
may be fraudulent, and investor education. The Commission’s Division of
Enforcement works with the criminal authorities to lock up recidivist brokers and
deter wrongdoers. The Division also coordinates enforcement efforts with state

9
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authorities and other securities regulators to maximize resources. Over the last
several months, the Commission’s staff has worked with the NYSE and the NASD to
develop rules that address the vulnerabilities in the lower-end segment of the market.
(For a more complete discussion of the regulatory initiatives, see our response to
Supplemental Questions 4 and 8.D. from Chairman Collins and Question 17 below).

In many instances, states take action to bar a firm and/or an individual and then those
actors simply move to another state and continue to bilk investors. Often, the national
regulatory agencies are much slower to take action.

A

Should there be some mechanism put in place to ensure that once a bad actor
is sanctioned by a state, investors across the nation can be protected? Do you
support the suggestion made by Mr. Borg, representing NASAA, that the SEC
should interpret Section 3(a)(39) of the Exchange Act, imposing statutory
disqualifications, to apply to state actions?

If you believe that the SEC has the discretion to interpret the statute in that
manner, will you initiate an SEC action to apply such an interpretation? If so,
when?

If you believe that the SEC does not have the discretion 1o interpret the statute
in such a manner, will you support a change in the Act to codify such an
interpretation?

Under the current statutory scheme, the Commission does not have the
authority to interpret Section 3(a)(39), which defines the scope of the term
"statutory disqualification,” in the way Mr. Borg has suggested. In particular,
Mr. Borg recommended that the Commission interpret the term "appropriate
regulatory authority,” as used in Section 3(a)(39), to include state securities

. However, the term "appropriate regulatory authority” is defined in
Section 3(a)(34) of the Exchange Act and refers generally to the Commission
and federal banking regulators. The legislative history of this section indicates
that this term was included in the Exchange Act to recognize the overlapping
responsibilities of the Commission and the federal banking regulators in certain
areas of the federal securities laws.

The Commission’s staff acknowledges the need to recognize certain state
actions as disqualifying events for purposes of the federal securities laws,
especially given the enhanced regulatory role allocated to the states under the
National Securities Markets Improvement Act of 1996 ("NSMIA").?

2

Among other things, NSMIA shifts to the states the responsibility for regulating

(continued...)
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Accordingly, it would be useful to begin discussions between the Commission
and appropriate Members of Congress regarding amendment to the definition
of "statutory disqualification” that would include bars imposed by state

16. A lot of atention has been given to the shortcomings of the CRD. You mention it in
your testimonty. NASD is expected to institute a new system in 1998. However, as
some states have pointed out, the revisions have been underway for many years.

IheSECistheanlybodythmhastheawhomytopiatheNASDonaﬁmn‘metable.
Is the SEC prepared to issue such a timetable if the changes aren’t in place in 1998?

The Commission’s staff does not think that it will be necessary for the Commission to
establish a timetable for the NASD. First and foremost, the NASD is better suited to
establish a timetable regarding the CRD because they are responsible for its day-to-
day operations, as well as the development of its redesign. Nevertheless,
Commission staff continues to work closely with the NASD and with NASAA
regarding technical, program, and policy issues of the CRD system; and the staff will
continue to monitor the timetable that has been set.

The staff would like to clarify what the NASD expects to institute over the next year
for the CRD. Among other things, key initiatives proposed for 1998 and 1999
include the Internet, Web-based form filing, and the implementation and processing of
new uniform forms.

17.  In your testimony, you note some of the regulatory changes that have been made to
Jacilitate the formation of capital. One such change has been Rule 504 of Reg. D,
which allows companies to raise up to $1 million per year in seed capital without
complying with the registration requirements of the securities laws.

How much has that contributed to the micro-cap fraud we are seeing today, and might
it be necessary to scale back the $1 million threshold?

Rule 504 was revised in 1992. Prior to its revision, if the offering was state
registered, there were no resale restrictions. Rule 504 was revised to eliminate resale
restrictions, regardless of state registration.

%(...continued) .
investment advisers with assets under management of $25 million or less
(excluding those who are acting as advisers to a registered investment company).

As a result, states will now be the sole regulators of a large number of investment
advisers.

11
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The structures that the Commission has put in place to combat secondary market
fraud apply to the resales of securities offered under Rule 504. For example, the
penny stock rules and Rule 15¢2-11, which requires broker-dealers to have a
reasonable basis for believing the accuracy of certain required information, apply to
these resales.

The Commission’s staff is revisiting Rule 504 to determine whether changes need to
be made. In this regard, we will consider: (1) whether there should be a federal
information requirement for these offerings; (2) whether the exemption should be
conditioned on state registration of the offering; and (3) the resale status of securities
sold in exempt offerings.

In reviewing this issue, the staff will be careful to: (1) balance the need of legitimate
small businesses to raise capital efficiently with the continuing presence of fraud in
the secondary markets; and (2) not impose federal regulations that unnecessarily
overlap state regulation of offerings.

In 1992, Congress asked the General Accounting Office to evaluate the regulatory
actions necessary to reduce penny stock fraud in the wake of enactment of the Penny
Stock Reform Act of 1990.

In 1993, the GAO reported the conclusions of both regulators and law enforcement
officials that penny stock fraud is frequently committed by branch offices of securities
dealers, rather than merely in main offices. It cited past experience that examinations
of those branch offices uncover fraud and abuse — fraudulent misrepresentations,
misuse of customer fund, excessive mark-ups, unregistered broker-dealers selling
securities, and other abuses.

Apparently, internal NASD documeris indicated as far back as February, 1989 that
greater emphasis needed to be placed on examining branch offices. Then, four years
later, in 1993, the GAO reported that the NASD does not regularly conduct such
examinations, and specifically recommended that the SEC require the NASD to do so.

A Has the SEC followed this recommendation and required the NASD to conduct
examinations of branch offices? If not, why not?

B. If so, has the SEC informed the NASD of this requirement, and when did it do

so? What kinds of examinations does the SEC require, and how regularly are
they required?

12
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What follow-up does the SEC do to ensure that the NASD is in fact conducting
these branch office examinations, that they are meaningful, and that they are
conducted regulariy?

Branch office examinations are an integral part of an SRO’s examination
program and are important to uncovering fraud and abuse. To this end, the
staff has contimually stressed to the NASD the importance of conducting
branch office examinations. The adequacy of the NASD’s branch office
examination program has been a significant focus of several meetings with the
NASD in the past few years.

The NASD currently conducts broker-dealer branch office examinations as part
of its examination program in its district offices. In addition, the NASD has
conducted branch office examinations as a part of the recent joint SRO
regulatory examination sweeps and the NASD’s own national regulatory
program. The staff has continuaily recommended to the NASD that it increase
the number of branch examinations conducted.

To target branch office examinations for review, the NASD district offices
generally rely on customer complaints, terminations of registered
representatives for cause, and micro cap activity by particular branches. We
have emphasized to the NASD that it should expand the criteria it uses to
select branch office examinations to include additional sales practice-related
criteria. In this regard, the staff has been working with the SROs to refine
and develop the criteria that can best be used to select particular branch
examinations for review. The NASD also is currently developing an
automated risk-based examination system that will enable the NASD as part of
its examination program to identify firms and branches with the greatest
regulatory risks. The staff is closely monitoring the NASD’s efforts and
progress in implementing this system. N

Finally, to ensure that the NASD is conducting meaningful branch office
examinations, the Commission conducts both oversight examinations of NASD
examinations and regular inspections of each of the NASD district offices. A
review of each NASD district office’s branch examination program is an
integral part of such inspections.

13
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What does Congress need to do, that it has not already done, to ensure that the
probilem of micro-cap fraud is ¢ffectively controlled? Specifically, a) is there certain
specific additional authority that needs to be given to the SEC and the SROs and the
states? b) do we need to extend the jurisdiction of the Departmens of Justice? and c)
are there any changes in the securities laws that would [be] valuable in this effort?

In general, the Commission believes it has broad authority in its own rulemaking and
oversight of the SROs to address the major areas of concern raised by fraud in the
micro cap market. Nevertheless, the Commission’s staff welcomes the opportunity to
work with the Subcommittee (and other appropriate committees) to consider whether
appropriate legislative changes could be proposed to the Commission and Congress.
In particular, several judicial decisions concerning whether certain Commission
remedies are "punitive” have affected the scope of relief available to the Commission
in some enforcement cases. This might be one area to explore.

As a result of the abuses of the 1980s that led to the enactment of the Penny Stock
Reform Act of 1990, the SEC set up a penny stock “task force" to focus specifically on
penny stock fraud. However, that task force was disbanded and apparently there is no
longer a group within the SEC that focuses on penny stock fraud.

Please describe how the task force was organized, when it existed, and what it
achieved?

The Commission’s Penny Stock Task Force was established in 1988 by then
Commission Chairman David Ruder to coordinate the Commission’s response to the
particular problems at that time. The Task Force sought to increase coordination of
enforcement cfforts with SROs and criminal and state authorities, consider regulatory
initiatives, where warranted, and educate investors. As a result, at least in part, of
the Task Force’s efforts, over 300 broker-dealers engaged in fraudulent activities
were closed and the Commission, the SROs, and state and criminal authorities
brought a significant number of enforcement actions to address fraud in the penny
stock market. In addition, the Task Force provided assistance to the Senate and
House staffs in crafting the Penny Stock Reform Act of 1990, and the Commission
adopted a series of new regulatory initiatives designed to help prevent misuse of blank
check offerings and to address certain broker sales practice abuses. Having
completed its mission, the Task Force was disbanded in 1995.

Given that the losses attributable to penny stock fraud have tripled since the abuses
which led the SEC to set up the task force in the first place, does the SEC plan to
reinstitute such a task force? If not, why not?

As Chairman Levitt indicated before the Subcommittee, a special Commission-wide

Working Group on Micro Cap Fraud was created to bring together top officials from
the Divisions of Corporation Finance, Enforcement, and Market Regulation and the
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Offices of Compliance Inspections and Examinations, General Counsel, and Investor
Education and Assistance. The Working Group has been meeting - and will contime
to meet -- regularly to exchange ideas and identify better ways to attack the current
problems in the micro cap market.

To date, the Working Group has focused on possible changes to the rules governing
market makers and clearing brokers and has begun to examine the costs and benefits
of current capital formation rules. The Working Group has also besn exploring how
best to devise an early warning system for detecting fraud and how to use our
enforcement resources most effectively to fight fraudulent practices in the micro cap
market.

About ten years ago, the Department of Justice, at the direction of Congress,
mandated the creation of asset forfeiture divisions of the United States Attorneys’
offices to pursue the assets of narcotics dealers and thus advance the war against
drugs. The creation of the asset forfeiture divisions seemed to bring about tangible
results. Would it be useful in the campaign against micro-cap fraud 1o direct the
Department of Justice to set up either securities fraud task forces on a regional basis -
- the way organized crime task forces are set, for example — or securities fraud
divisions within the individual United States Attorneys’ offices, the way asset forfeiture
divisions are set up?

The Commission has worked hard to foster good working relationships with the
criminal authorities. The Commission staff, including its regional office staff, meet
regularly and routinely with criminal authorities throughout the country to address
securities fraud. As a resuit, the Commission often works in concert with criminal
authorities in investigating and stopping securities fraud. For example, as mentioned
above, in October 1996, the Commission worked with the U.S. Attorney for the
Southern District of New York and the NASD on a year-long coordinated operation
that focused on undisclosed kickbacks paid to brokers to induce them to sell stock to
customers. Similarly, in February 1997, the Nevada U.S. Attorney announced that
12 defendants plead guilty to racketeering, securities fraud, money laundering, illegal
structuring of monetary transactions and conspiracy to commit securities fraud and
wire fraud charges in connection with the sales of the stock of three small cap issuers.
Three of these defendants previously were named as respondents in an administrative
proceeding brought by the Commission, and the Commission and the U.S. Attorney
had worked together to ensure that the wrongdoers were brought to justice. These are
but two examples of the types of cases where the Commission has coordinated efforts
with the criminal authorities to address securities fraud in the micro cap market. The
Commission’s routine, regular, but informal, coordination with the criminal
authorities has worked so well that we do not believe that a more formal program is
needed.

15
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1. Should the national regulatory agencies be working more closely with the
Department of Justice and state and local authorities to refer more cases for
criminal action?

A. If mot, why? -

It is imperative that national régulatory agencies align closely with the Department of
Justice and state and local authorities to refer more cases for criminal action. It has been
the experience of state regulators in dealing with micro-cap fraud and firms such as
Stratton Oakmont (as well as its progeny and predecessors) that civil sanctions have little
" orno effect. These firms, knowing they are manipulating the market to line their pockets
with innocent investors’ money, will not cease their activities on the threat of civil action.
Knowing a civil action may be imminent will cause these principals and firms to speed up
their activities to generate as much ill-gotten investor funds as possible. It is clear that
these firms consider civil actions as “a cost of doing business.”

During my testimony, I conveyed a story where a principal of one firm allegedly got up
on a table and announced to his employees he had just been fined by one of the national
regulatory agencies. After the requisite boos and hisses, this principal allegedly
announced he had made ten times that amount of money in the same period of time, to
which there were cheers. This is a clear illustration that civil penalties, when dealing
with crooks and scam artists of this nature, are ineffective. Likewise, putting them out of
business does nothing more than allow them to keep fraydulent profits from innocent
investors and does not deter the second tier of fraudsters who have now witnessed the art
of market manipulation from their elders and who re-enter the market with their own
newly formed firms. The interconnections, detailed by the charts at the hearing, I believe
are conclusive that this networking among micro-cap broker dealer manipulators exists.

Notwithstanding the need for criminal referral in these cases, there are some obvious
barriers to inter-agency referrals. There are multiple causes for these barriers.

The first barrier has to do with properly crediting an agency for its work. Currently,
regulatory agencies tend to confine their tasks to those matters which start-to-finish are
within their statutory mandate. Consequently, agencies, having authority to bring
administrative and civil action, tend to angle: their objectives more towards these



467

remedies -- even when a criminal remedy accomplished by referral to another agency,
might be the more effective means of addressing the violation.

Additionally, current constitutional case law creates barriers as well. The case of U.S, v,
Halper, 490 U.S. 435 1989, established the principal that administrative fines or civil
penalties in excess of the reasonable costs incurred by the agency in bringing the action,
are deemed to be sufficient to cause jeopardy to attach for constitutional purposes.
Consequently, the double jeopardy clause will prevent the subsequent criminal
prosecution of an individual who has previously suffered “penal” fine, regardless of the
fact that the fine was applied in a civil or administrative case. This means that if there is a
criminal case referred, the administrative agency must, in a sense, forgo an important
remedy or “stand down” in order to allow the criminal prosecution to go forward. Such
regulatory selflessness is not expected unless the regulatory agency making the referral,
and more importantly, the staff of that agency, is given considerable credit for the work
done prior to the referral.

And finally, sometimes a lack of expertise with the subject matter violations sometimes
causes prosecutorial agencies to forgo criminal prosecution of securities cases when they
compete for attention with the more easily understood violent crimes or drug cases.

Despite these challenges, the SEC, the states and the NASD have made progress in the
area of criminal referrals. I understand, for example, that the SEC now accounts
statistically for criminal referrals. Additionally, several district offices of the SEC have
lawyers cross-designated as Special Assistant U.S. Attomneys to work criminal securities
cases. Moreover the NASD has supplied key information and other assistance in task
force investigations involving the Justice Department. Finally, the states frequently
arrange for the local prosecution of cases referred by state, federal and self-regulatory
agencies. Particularly, in some jurisdictions, the state securities agencies have referred
for local prosecution cases that have come first to the attention of the SEC, but because of
. their size, do not attract the interest of a federal prosecutor.

B. If so, how do you suggest this be done?
Despite the progress noted above, more needs to be done.

I would suggest consideration of the following ideas:

1. Promote joint investigations, whereby a team of investigators locates and
pursues a target for investigation. The team, in some combination, should be
made up of the Securities and Exchange Commission (SEC), NASD Regulation,
Inc. (NASDR), State securities, and Department of Justice (DOJ) personnel, with
each having an equal stake in seeing the case through to prosecttion.
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2. Maintain and disseminate to all regulatory agencies, as well as the Department
of Justice, a contacts list on a state-by-state basis of those persons or departments
having prosecutorial authority and responsibility for securities related cases. Not
all states have equal authority with respect to the prosecution of cases and such a
list will allow proper contacts to be made. Some agencies, such as Alabama, have
the authority to prosecute cases directly from its Securities Commission and
others are required to forward cases to state or federal prosecutors.

3. Continue and expand the practice of cross-designation of special assistant
prosecutors to provide expertise in the prosecution of criminal securities cases.

4. In addition to contact lists and joint training efforts, a better dialogue and the
sharing of information needs to be promoted between local and federal offices.

As investigations develop at either the state or federal level, the corresponding
authority should be notified of the ongoing investigation so the local jurisdiction
and the federal agency involved may coordinate their investigative activities
without duplicating efforts. If this is done in conjunction with the Department of
Justice through its US Attorney’s office, FBI and other affiliated agencies, such as
National White Collar Crime Center (NWCCC), Regional Organized Crime
Institute Center (ROCIC), or other Regional Information Sharing Systems (RISS)
projects, greater efficiency can be achieved and the local level cases may come to
trial quicker.

2. Should more efforts be made by the national regulatory agencies to discipline
more of the rogue brokers, rather than limiting disciplinary proceedings to firms
and principals?

It is imperative national regulatory agencies expand their disciplinary activities to lower
echelon agents and cold-callers. Once firms and principals of fraudulent firms are put out
of business, the agents of the defunct firms, who have now learned the trade, become the
“big dogs” of new firms and move into the equivalent positions that prior principals
formerly held. Unless rogue brokers are disciplined and forced out of the industry, they
become principals with new firms and the lying, cheating, and stealing continue.

3. Do the national regulatory agencies have adequate sanctions? If not, what types
of changes does NASAA feel are needed?

National regulatory agencies’ ions may need to be strengthened. There appears to
be little interest in state enforcement actions by the local Department of Justice agencies
unless the matter is of national significance (although this varies by region). The states
recognize, however, that the national agencies generally look at national and global
matters and defer action on local cases to state regulators. However, better
comn:unication and coordination between state and national regulatory actions could
facilitate the effectiveness of Cease and Desist (“C&D"™) orders and license suspensions.
Consideration should be given to establishing a protocol for national regulatory agencies
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to better monitor and rely upon state orders, and be available to partner with state '
agencies in closing down rogue brokers, firms, and agents before further damage is
sustained.

4. You suggest extending the statutory disqualification provisions of the Exchange
Act to cover disciplinary bars by state agencies. Please elaborate on why this is
needed.

The Exchange Act of 1934 does not specifically reference state securities actions as a
statutory disqualification. ‘However, the SEC may have the existing statutory authority to
authorize the disqualification of persons based on state orders by interpreting the
language in Section 3(a)(39), [“(i) an order to the Commission, other appropriate
regulatory agency], to mean state securities agency. Perhaps due to this vagueness,
actions taken by state regulatory agencies are not recoghized by the national regulatory
agencies which results in redundant actions being taken at the state and federal level.
This is a waste of precious regulatory resources. The national regulators could rely upon
state disciplinary actions such as C&D orders, and Orders of Suspensions/permanent bars
to put the broker/agent out of business before the situation spreads and gets worse.

S. How important is it to improve the quality and quantity of CRD information that
is available to investors?

In order for investors to be better equipped to make an informed decision when selecting
a broker, both the quality and type of CRD information is very important and needs to be
improved. The current disclosures provided by the CRD system are very confusing due
to the redundancy of their presentation and the way such information is coded. Under the
redesigned CRD, the presentation of such information should be much improved. In
addition, currently only certain information is released to the public by the NASDR from
the disclosures that are made and inputted into CRD, although the states generally
provide investors access to most of the disclosures that are available from the CRD.
Under the NASDR’s new Public Disclosure Program, the NASDR is proposing to
provide investors with disclosures of all reportable events filed with the CRD. This
broader disclosure policy will provide investors with better access to this important
information. :

A. What specific improvements are needed?

One of the most critical improvements needed for the CRD is the modification to its
architecture to permit a real time review of disciplinary filings by states. The system
lacks a “flagging” medium to notify state regulators of the types of new disciplinary
filings on the system. Without such a “flagging” medium, the number of new filings are
far too overwhelming to sort and review on a real time basis. This is expected to be
addressed in the redesigned CRD.
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6. From the state regulators’ perspective, what are the most effective actions that
the national regulatory agencies could take to prevent and combat micro-cap fraud?

a) The national regulatory agencies review registration filings for new broker/dealer
firms. A more critical review of the principals of the firms might red flag those who use
promoters or aliases and have histories of disciplinary actions that warrant additional
scrutiny and might prevent the movement of rogue brokers from firm to firm. Therefore,
a greater emphasis on naming individual principals and brokers as part of enforcement
actions would have a positive long-term impact.

b) The companies who list on the OTC Bulletin Board get the benefit of the
perceived linkage to the electronic NASDAQ marketplace. Presently, no background
checks or financial statements are required of the principals, directors, or CEOs of these
firms. Limited information on these individuals might be made available as well as some
form of regular limited reporting of the financial statements of the company. Our entire
public marketplace is based on disclosure of material information and this omission is a
serious flaw.

The NASD is actively studying this segment of the market to determine how investors
can obtain accurate and current information about the companies whose shares trade on
the Bulletin Board. NASAA supports this effort and the educational effort to emphasize
the distinct differences between the OTC Bulletin Board and The Nasdaq Stock Market.

c) Organized, coordinated federal and state criminal prosecutions for securities fraud
would also assist to deter and combat fraud.

7. The Penny Stock Reform Act of 1990 required that brokers provide both oral
and written disclosure to all prospective purchasers, and obtain signatures on such
disclosure forms. Since one of the great concerns is that pressure tactics that cause
misleading representations to be made to investors unfortunately are working, and
thousands of Americans are in fact misled:

A. Is the problem as significant as it had been reported as being:

The problem is significant but the rules are not being adhered to and therefore it is
difficult to access what the magnitude of the problem would be if compliance with the
rules were more vigorously policed. An example that the problem appears not be abating
can be seen in New York State. The New York Attorey General Office’s Bureau of
Investor Protection and Securities received a record number of complaints and inquiries
from the investing public, approximately 3100 in 1996, up 40% from 1995. This year the
office is expected to top that number by another 35%.
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B. Since enforcement frequently is left to the states, how many states have
stringent disclosure requirements?

For small public offerings of securities that may be considered micro-cap stocks because
they are not listed on a national exchange, states have developed a uniform set of
requirements that include additional uniform disclosure requirements used to identify
conflict of interest situations and other risks unique to smaller deals.

In the area of broker licensing, every state except California has more stringent
disclosure requirements and entry level thresholds for the licensing of individual
brokers.

In the area of local inspection and examination of broker/dealer offices located in a
particular state, state officials are limited to the federal standards established for
books and records. NASAA has been working with the SEC to improve upon the
existing standard. We hope a new rule will be adopted soon by the SEC.

C. Are these disclosure requirements anything more than the most meaningless
of paper protections: For example, if only the federal government has. disclosure
requirements, and the SEC devotes precious little resources to enforce them in a
micro-cap fraud context, what difference do these requirements make in terms of
setting effective standards?

It is not effective to have only after-the-fact enforcement. In many instances, investors
can not get their money back if they have been defrauded. It is just as important to point
to the risks of the deals to investors more clearly before they invest so they may evaluate
their potential exposure. In addition, one ongoing issue is whether “disclosure” of
material facts is presented in a usable manner. The SEC’s “Plain English” project should
assist in this area. '

D. If the goal is to dilute the coercive and misleading effects of telephone calls at the
outset, before the customer is “in the stream,” isn’t it important to actually ensure
that the full set of oral disclosures and warnings be made in each and every phone
call between broker and customer?

It would be difficult to monitor directly all oral disclosures. NASAA supports the action
taken recently by the NASD Board that approved a rule to require brokerage firms to tape
all customer sales calls for two years if a certain percentage of the firm’s brokers worked
for firms that have been expelled for telemarketing fraud or sales practice abuse. This
approach keeps a check on the problem brokers but does not burden that segment of the
industry employing honest, scrupulous brokers. Many in the system, however, rely on
the integrity of the firms themselves. As large, international firms seek to strip away
regulations here in the US in order to create a level playing field, they unwittingly create
loopholes for the fraudulent practices outlined in the hearing.
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There is also the problem of unregulated cold-calling and a need for registering those
“introducing” callers who are effectively unregulated and many times making sales.
NASAA supports the NASDR’s recent proposed interpretive release that would require
all agents who communicate with the public relating to the offer or sale of securities to be
registered. In addition, consideration should be given to setting minimum standards for
training programs.

E. Should it not be a federal requirement that all such phone calls be taped and that
the tapes be kept for some period of time so that if investors file a complaint,
regulatory authorities can review the tapes and ascertain whether the disclosures
were made, and take disciplinary action if they were not?

Many of the nation’s firms routinely tape incoming calls. An analysis should be
undertaken to assess the cost and practicability of taping all cold calls. The ultimate
approach would be to tape all calls, but we suspect that substantial objection would be
raised by the securities industry. For now, NASAA is supportive of the NASDR rule.
The rule should be closely monitored to assure it is achieving the intended goals and to
determine if further modifications will be necessary.

The adoption by the SEC of a federal Books and Records rule that will allow state
regulators to conduct meaningful examinations of branch offices and follow-up with
enforcement proceedings if necessary. Exams of firms are only as good as the records
they are required to maintain, today’s standard is a structural weakness.

8. What does Congress need to do, that it has not already done, to ensure that the
problem of micro-cap fraud is effectively controlled? Specifically:

A. Is there certain specific additional authority that needs to be given the SEC, the
SROs and the states?

a) As mentioned in my response to question #4, there should be a clarification that
the SEC has the statutory authority to authorize the disqualification of persons based on
state enforcement orders by interpreting the language in Section 3(a}39), of the
Securities Exchange Act of 1934 to include a state securities agency as an “other
appropriate regulatory agency.”

b) There should be licensing of unregistered cold-callers and a special licensing
classification for stock promoters. Greater authority. is necessary to regulate the action of
stock promoters (individuals whose income is derived from putting together syndicates).
As to the unregistered/unregulated cold-calling NASAA is committed to working closely
with the SEC, NASDR, and NYSE to develop an effective regulatory response.
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B. Do we need to extend the jurisdiction of the Department of Justice?

a) State and federal officials may wish to establish a direct mechanism to refer cases
to the Internal Revenue Service (i.e. money laundering cases). The resources and the
expertise of this federal agency could have an enormous positive impact.

C. Are there any changes in the securities laws that would be valuable in this
effort?

Adoption by the SEC of a disqualification provision for SEC Rule 506 offerings similar
to the disqualification provision currently existing for SEC Rule 506 offerings would
have a salutary effect on investor protection. A disqualification provision means that an
issuer or a person associated with an issuer that has obtained a disciplinary record in
connection with securities activities may not rely on an exemption from registration for a
specific time period to make a securities offering. The regulatory principle embodied in
the disqualification provision is that a person who has demonstrated a propensity to
violate the securities laws should not benefit from a registration exemption which, per
force, provides less regulatory scrutiny.

Prior to NSMIA, state disqualification provision similar to SEC Rule 505(a)(2)(iii)
applied to both SEC Rule 505 and 506 offerings. State level notice filings generally
caught persons with a disqualification who sought to evade this prohibition. NSMIA
preempted application of these provisions to SEC Rule 506 offerings and there have been
instances of persons with significant disciplinary history, such as permanent SEC
injunctions, offering and selling securities without disclosing their disciplinary past. The
states believe that investor protection is better served by precluding persons with
significant disciplinary history from being able to rely on the exemption in SEC Rule 506
for the same time period as applicable in SEC Rule 505.

It is prudent for the Permanent Subcommittee on Investigations to continue its series of
valuable oversight hearings on the subject of micro-cap fraud. As a supplement to those
changes we have cited, NASAA members pledge to work with you to evaluate what
additional legislative initiatives may be necessary to combat this problem.

9. Regarding the consent decree entered into by NASD in connection with the SEC
investigations, the SEC found that for a four-year period from 1990 to 1994, the
NASD failed to take appropriate action to thoroughly investigate these problems,
and that as part of the agreement with the SEC, the NASD undertook a series of
remedial steps to prevent wrongdoing in the future.

‘What kind of remedial steps are not included in that agr t which you would
like the NASD to undertake, or which you think might be valuable in combating the
sort of micro-cap stock fraud this hearing has been called to address?
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‘State regulators were not parties to the SEC/Justice investigation and therefore are not in
a position to comment substantively. There already exists, however, regulations and
guidelines that could be more rigorously enforced. It appears to me that our strong
economy and unprecedented bull market have covered up a lot of problems in the micro-
cap area. Regulators of all branches of government simply must come together to
aggressively combat and prosecute those responsible for the problems.
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Seaate Permenent Subcommittes
oa Investigations

EXHIBIT # 18

SUPPLEMENTAL QUESTIONS FOR THE RECORD
OF CHAIRMAN SUSAN M. COLLINS
Hearing Before The
U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
September 22, 1997
Fraud In The Micro-Capital Markets,
Including Penny Stock Fraud

BARRY R. GOLDSMITH
Executive Vice President
NASD Regulation, Inc.

1. Infootnote 2 of Chairman Levitt’s written statement, the Chairman notes that “ [t]he term
‘micro cap’ is not a term defined under the federal securities laws, [but that one definition
of the micro-cap market includes] companies with market capitalizations of less than $300
million.... In general, securities of micro cap companies are quoted on Nasdaq’s OTC
Bulletin Board, in the National Quotation Bureau’s Pink Sheets and on the Nasdaq Small
Cap Market.”

A. Whatis the NASD-R’s bm estimate of the dollar value of fraud in the micro-capital
market as the NASD-R has defined it?

B. What is NASD-R’s best estimate of the dollar value of fraud in the penny stock
market, i.e., the market of company stocks that trade at $5 or less?

C. According to a recent Wall Street Journal article, the incidence of penny stock fraud
is on the increase, or, to use the article’s headline, “ penny stock fraud is roaring
back.” Does the NASD-R agree? If not, please explain why.

D. In fact, the Wall Street Journal reports that “[r]egulators now estimate annual losses
to investors at more than $6 billion, triple the 1980s peak” of around $2 billion. Is
this a fair estimate? Why/why not? Does the NASD-R agree that in constant dollars,
more money is being lost now to penny stock fraud than in the 1980s? Why/why not?

E. What accounts for that increase? Why is it occurring?

ANSWER:

A and B. NASDR has not made dollar value estimates of fraud in any particular market.
We believe that reliable estimates of this type would be difficult to make with any degree
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of statistical rigor. Nor do we believe that they would add significantly to more precisely
targeting our antifraud resources. We would refer you to the Bureau of Justice Statistics
to obtain information on the methods, cost, and reliability involved in compiling such
statistics.

C. We are not aware of increases in penny stock fraud as defined by the Penny Stock
Reform Act of 1990 and the rules under it. We believe that such fraud has probably
decreased as a result of pre-transaction requirements of that Act and the subsequent
decrease in the number of firms that transact business in penny stocks. Findings of our
1993 examination sweep with the SEC and the state regulators bore this out. That sweep
found widespread compliance with the penny stock rules and decreased activity in stocks
covered by those rules.

D and E. As stated in A and B above, estimates of total fraud in securities markets are
difficult to perform with sufficient rigor to result in reliable findings. As pointed out by
SEC Chairman Levitt at the Subcommittee’s hearings, the $6 billion number was arrived
at by multiplying an earlier estimate of $2 billion in fraud, which was made by neither the
SEC nor the NASD, by the growth in the markets since that first estimate was made. We
are unable to vouch for the accuracy of the results of either the estimate, or the
methodology used to update them.
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2. Is the NASD-R observing a particular segment of the population that repeatedly is targeted
for penny stock scams, such as the elderly? Does the NASD-R know how it is that scam
artists obtain information on their targets?

ANSWER:

NASDR does not specifically monitor the segments of the public who purchase OTC
securities. Our investigations indicate that elderly and unsophisticated investors, as well
as more sophisticated investors may be the subject of abusive sales practices or fraud.
Scam artists often obtain information on public customers through a number of sources
including: Dun & Bradstreet lists, advertising in industry newspapers and trade journals,
commercially available mailing lists based on demographic parameters, postcard mailings
from individuals claiming to be an issuer’s "public relations” officer seeking investors,
and information obtained from various sources on the Internet.
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3.  Has the NASD-R initiated any outreach or investor education programs aimed at the
population segments that are targeted by rogue brokers?

A. What are those programs?

B. How succéssful have they been?

C. How is the NASD-R going to build on them?
ANSWER:

A, B, and C. NASDR investor outreach and education programs are coordinated through
the NASD Office of Individual Investor Services (OIIS), which manages joint investor
programs for the NASD and both subsidiarics, NASDR and Nasdaq. The OIIS addresses
groups that have been targeted by rogue brokers, but primarily focuses on educating and
protecting all individual investors.

'NASDR and OIIS target various groups to improve investor education and protection
through a broad array of activities, from printed nfaterials, interactive media, and speaker
and conference participation. Through these activities we fulfill the NASDR philosophy
of protecting investors and strengthen market integrity through vigorous and even-handed
self-regulation. Targeted groups include general investors, elderly, mainly through the
American Association of Retired Persons (AARP), students, and women'’s organizations
and associations. The printed materials and programs available include:

Printed Materials

e  NASDR Investor Protection - Market Integrity; There Are Rules To Protect You;
What To Do If A Stockbroker Calls To Pitch An IPO (attached). These booklets have
been widely distributed in the investor package and at investor fairs. Distribution will be
increased through adding mailings and distribution at additional investor forums or
conferences held by our targeted groups. Additionally, several new brochures are being
considered: The Basics of Investing, How to Read A Prospectus, How To Use the
Arbitration and Mediation Process, How To Select A Broker, and Frequently Asked
Questions. In addition, the NASD is currently working with the SEC to revise and update
the Invest Wisely brochure.

e [nvestor Insight ﬁewslettcr (attached) - All issues have been well-received, and the
first issue went into a third printing due to its popularity at investor fairs. The newsletter
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distribution will be increased through an expanded mailing list. Updates on NASDR
activities will be continued in the newsletter.

e PennySavers (attached) - Three PennySaver articles have been published in 1997.
The NASD will print at least nine more PennySaver articles over 1997-98.

o http://www.invest.carefully (attached) — This brochure describes the possibilities and
pitfalls of using the Internet as an investment tool, advises on how investors can protect
themselves in on-line investing, and points out safe web sites for help.

o Limit Order Rules - New Opportunities For Better Prices (attached) - This brochure
went into a second printing. Brochures will be updated or created as rule changes
affecting investors occur.

e Other Brochures - Invest Wisely/Invest Carefully/Dispute Resolution (attached) -
These brochures have been distributed with the investing package, and at conferences.
These brochures will continue to be printed and distributed. Invest Wisely is being
revised and updated as a joint project with the SEC.

Programs

e Toll-Free Hotline for Investing Information Package (800) 334-0668 - Since the
phone number was first promoted in March 1997, the NASD has received almost 5000
calls for investor information. This number will remain available to all investors to call
for a free package of investing materials.

e Dispute Resolution Process —- NASDR operates the largest forum of dispute resolution
for the securities industry in the U.S., to resolve matters between an investor and broker.
The arbitration and mediation processes are continually being reviewed and improved in
order to best serve investors’ needs. We have briefed investor groups on an ongoing basis
about the NASDR’s progress in this area, and have solicited their views and input.
NASDR will continue to review and improve the dispute resolution process. In addition,
staff from Dispute Resolution will be attending investor fairs in 1998 to explain the
process and answer investor questions.

e  AARP - The NASD is working with AARP to communicate investor protection
issues to its membership. The AARP program is still in development. The AARP
program will be enhanced and continued throughout 1998. :

. The Basics of Investing: A Guide for Educators (attached)-- This six-unit Guide was
created with the National Institute for Consumer Education for teaching personal finance
and investing. Feedback from teachers is requested both in training workshops as well as
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on the web site. Oral and written feedback to date has been positive. Schools, school
districts, and government agencies have requested the Guide. The Guide will continue to
be available on the web site, and teacher training on using the Guide will be ongoing
throughout next year.

. Public Service Announcements (PSAs) -- The NASD is now running three PSAs
on television and radio, in both English and Spanish, one of which specifically promotes
the securities industry public disclosure hotline that makes the disciplinary histories of all
brokers available to the public. In the campaign’s first four months, the PSAs aired more
than 40,000 times for a cumulative airtime value of approximately $1.4 million. PSAs
will continue to run into 1998.

e  Web sites -- Investors may visit four corporate web sites: nasdr.com, nasd.com,
nasdaq.com, and investor.nasd.com. The nasdr.com site receives 8,000 hits a day, up
from 3,500 earlier in the year. The nasdaq.com site now receives 6,000,000 hits per day.
The nasdr.com web site is being expanded to not only receive CRD and public disclosure
requests via email, but to provide the CRD information on the site. Additionally, a list of
frequently asked questions will also be made available for investors. Both sites will be
maintained and updated on an ongoing basis.

. Public Disclosure Hotline (800) 289-9999 - This hotline is heavily promoted
through the PSAs, literature, speeches and media appearances, and provides investors
with a means for checking the disciplinary history of a broker. The hotline has received
over 110,000 calls so far in 1997. This hotline will continue to give investors the
information they request on a broker in a timely and accurate manner.

e  Women’s program - The NASD, NASDR, and Nasdaq are currently in the process
of developing a comprehensive program to address the investing myths, questions, and
needs of women. The women'’s program is currently in the planning stage and will be
measured as it is implemented through written surveys, customer comments and
feedback, and distribution of printed materials. Investing education and protection
information for women will be provided on an ongoing basis through personal contact,
conferences, exhibits, speeches, printed articles, web site information, and materials. The
NASD plans to increase the number of groups that will be contacted over 1998.

e  Media events - The NASD is investigating the possibility of teaming with print
media outlets in targeted markets to conduct a half day Investor Forum. The joint venture
efforts with media outlets are part of an initiative under the “Promoting Financial Sense”
campaign. NASD will also have NASDR and Nasdaq staff on hand to conduct seminars
and answer investor questions.
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' Speakers, Conferences, Investors Fairs - In 1997, the NASD and NASDR have
attended approximately 70 investor fairs and forums around the United States. In 1997
alone, the NASD and NASDR attended approximately 70 investor fairs and forums
around the United States, reaching over 500,000 investors. We are expanding our
participation to include sponsoring events, setting up exhibit booths and sending speakers
to conferences being held by targeted groups, such as women’s associations, teachers’
associations, or the AARP.

®  Advising Elgin Project - Nasdaq has participated in a yearlong project, Advising
Elgin, as a co-sponsor with Morey magazine. Joining with Microsoft and Fidelity
Investments, the project is designed to raise the financial IQ in the typical American
community of Elgin, Illinois. The project features a long list of educational offerings,
including seminars and workshops free to Elgin residents, personalized financial planning
sessions, and a dedicated Elgin Internet web site.

e Alliance For Investor Education - The NASD plays an active role in the Alliance,
which is a consortium of organizations advancing investor education. The group has
begun production of a web site.

e  Investor Input - The NASD actively solicits input from investors and consumer
groups to requests for comments on regulatory proposals published in our Notices To
Members, which are also published on our web site. To ensure awareness of these
proposals, they are sent in hard copy to the leading investor and consumer groups with a
letter expressing our interest in their comments.
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4.  The trade press and popular press in recent months have expressed the view that reforms
are much needed in the NASD’s bulletin board market, a market with no Securities &
Exchange Commission (“the Commission” ) reporting requirements and no public
disclosure requirements. One recent Wall Street Journal article states that there are
significant problems with fraud on the over-the-counter market. In fact, Barry Goldsmith,
Executive Vice President of NASD-R, has gone on record stating “ {Ijet me be blunt, there
are significant problems in the over-the-counter market and a strong regulatory response is
needed.”

A. Does the NASD-R adhere to that statement?
B. Among the suggested reforms to the bulletin board, are:

1. Holding market makers responsible for verifying company financial
information and requiring annual updates to that data.

2. Making publicly available the company information market makers
file with the National Association of Securities dealers.

3. Requiring all bulletin board companies to file financial reports with the
Commission.

4. Updating the penny stock rule, possibly raising the definition of a
* penny stock” to $10 or $15 per share.

5. Giving the NASD unilateral authority to halt trading in stocks where
fraud is suspected.

6. Revising the Commission’s registration-exemption rules to close

loopholes.

C. To what extent, if at all, does the NASD-R agree with the merits of each of these?
Which reforms should be accorded the highest priority? Why?

D. In what ways will each one of these reforms help stem the tide of penny stock scams?

E. Canthe NASD-R give us an approximate timetable that the NASD-R expects each
one of these proposals to go into effect? Have they been submitted by the NASD to
the Commission for its approval? If not, when does the NASD-R expect them to be
submitted?

ANSWER:
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A. While NASD Regulation is of the view that the overwhelming majority of
individt'lals in the securities industry are honest professionals who comply with the law, it
also believes that there are significant problems in the recommendation, sale and trading
of securities in the over-the-counter market and that a strong regulatory response is
appropriate. The abuses in this market, in our view, generally involve the securities of
thinly capitalized micro-cap companies. As answer B and C below indicate, we have and
continue to respond to these abuses.

B and C. With regard to B.1 and B.4, we are actively studying the issues relating to the
quoting of securities in the over-the-counter market and the operations of the Over-the
Counter Bulletin Board. In addition to focusing on NASD rules in this area, we are also
studying Rule 15c2-11 and the Penny Stock Rules. Rule 15¢2-11, subject to certain
exemptions, requires a market maker that initiates a quotation in any quotation medium to
review certain financial information about the issuer. We are studying this rule with the
SEC, and reviewing the type of information that is required to be reviewed and whether
such information should be updated on a more regular basis. We will also raise with the
SEC whether the information filed by market makers under Rule 15¢2-11 should be more
widely available. The SEC Penny Stock Rules require that certain disclosure be given to
an investor prior to purchasing a penny stock. This includes disclosure of the

" compensation to the individual registered representative and the firm, the current
quotations for the security and, with certain exceptions, a written suitability
determination. The current rules include certain exemptions, and for example, do not
apply if a security is traded at a price greater than $5.00 per share. We are studying these
exemptions with the SEC in an effort to address instances where trading is effected over
that price to avoid the requirements of the rules. While the SEC must determine the
appropriate regulatory structure for its rules, we have continuing discussions with SEC
staff and are studying these issues to meet the concerns we see in the microcap market.

With regard to B. 2, B.3, and B.5, a major focus of our concerns in the trading of
microcap securities is the lack of current financial information available to the public
about the issuers of securities that trade on the OTCBB. To ensure that there is
information available to the public, we are studying a proposal that would limit quoting
on that system to the securities of issuers that file periodic reports with the SEC, or with
banking or insurance regulators. We are also studying a proposal to expand NASDR’s
authority to include quote halts on the OTCBB, in certain limited circumstances. We are
continuing to study the regulatory issues relating to both of these proposals.

With regard to B.6, we are not studying the SEC’s regulatory structure for registered
and exempt offerings and would refer you to the SEC.
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D. The major impact of the proposals discussed above will be to provide more
information to the public investor. The proposal to limit the OTCBB to the securities of
issuers that provide periodic reports to the SEC will ensure that timely financial
information is available to the public and to the marketplace for all issuers whose
securities are quoted on that system. Other proposals we are studying would seek to
ensure that market makers have current information about the issuers whose securities
they quote, and that the investing public receives adequate risk disclosure about investing
in the OTC markets. ‘

E. NASDR is considering these various initiatives and has not yet submitted any of
these proposals to the SEC for approval. While we have not set a date for submission of
proposals to the SEC, we are moving forward in a prompt manner. We have discussed
many of these proposals with our SRO committees and have obtained their input. They
will be considered by the NASDR Board of Governors in the near future. Prior to their
submission to the SEC, they will likely be issued for comment by our members and the
public. Those initiatives that involve consideration of changes to the SEC rules are being
discussed with SEC staff, and we refer you to the SEC for a timetable on those proposals.
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5. Mr. Goldsmith’s prepared statement indicates that “ {clompanies trading either on Nasdaq’s
SmallCap Market or the Nasdaq National Market —- the two respective tiers of The Nasdaq
Stock Market - are required to make extensive financial disclosure and meet well-
established listing standards [and that] these standards are being strengthened, pamcularly
in the Nasdaq SmallCap market.”

A, How are the listing standards being strengthened?

B.  Why are the SmallCap listing standards being strengthened? What kind of study went
into the decision to strengthen those standards?

C.  Those standards as we understand it, were approved by the SEC in August. Are they
therefore in effect now? When will they go into effect?

ANSWER:

A. Earlier this year Nasdaq proposed, and the SEC approved, significant changes to
strengthen the qualitative and quantitative standards for issuers listing on Nasdaq. These
changes were most significant in the Nasdaq SmallCap Market, where, in addition to a
substantial increase to numeric standards, corporate governance requirements were
imposed for the first time. The Nasdaq Stock Market, like other national securities
markets, has formal company listing requirements, electronic surveillance of trading, real-
time dissemination of quotations and trade reports, order-routing and execution systems,
and limit-order display capabilities. The recently approved changes materially enhance
the threshold criteria necessary to qualify for listing, establish a $1 minimum bid price
and, for the first time, extend the corporate governance requirements applicable to
National Market companies to SmallCap Market companies. The minimum bid price
requirement provides a safeguard against certain market activity associated with low-
priced securities, and enhances the credibility of the market. Nasdagq is the only market
that has a stated minimum bid price requirement. In addition, the changes add a
requirement that auditors of all Nasdag-listed companies be subject to practice monitoring
under a program such as the AICPA SEC Practice Section peer review program. Such a
program must provide that an accounting firm's quality control system be peer reviewed
every three years. Today the quantitative listing standards for the Nasdaq Small Cap
Market generally equal or exceed those of the Boston, Chicago, Pacific, Philadelphia and
American Stock Exchanges. The tables after part C of this answer provide a comparison
of the old and new standards. A summary of the corporate governance requirements now
required for companies listed on The Nasdaq SmallCap Market include:

e Distribution of annual and interim reports
® A minimum of two independent directors
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An audit committee, a majority of which are independent directors
An annual shareholder meeting '
Quorum requirement

Solicitation of proxies

Review of conflicts of interest

Shareholder approval for certain corporate actions

Voting rights

B. Nasdagq qualification requirements for listing of securities on the National Market
and SmallCap Market were last revised in 1989 and 1991, respectively. Since that time,
The Nasdaq Stock Market witnessed significant growth in the size and number of listings
and volume of transactions. Accompanying this growth has been an increase in
participation of individual investors, and heightened public awareness and expectations
for Nasdagq listed companies. Nasdaq recognized that along with this growth and the
changes in the market, a commensurate level of quality and investor protection is needed.
Nasdagq believes it is important to emphasize not only ensuring that all Nasdaq companies
warrant listing by virtue of the compliance with the applicable qualification requirements,
but also that the qualification requirements themselves are in fact appropriate and
designed to foster the protection of investors and enhance the credibility of the market.

C. The standards were approved on August 22, 1997. The initial listing standards are
retroactive to March 3, 1997, the date that they were filed with the SEC. Companies
listed under the new initial listing standards are immediately subject to the new
maintenance standards. For companies that were listed under the old initial listing
standards, the maintenance standards are effective February 23, 1998, six months after the
SEC approved them. The delayed effective date for the maintenance standard allows
currently listed companies the opportunity to come into compliance with the new
requirements.
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‘ Comparison of Previous and New Listing Criteria for The Nasdaq SmaliCap Markei™ )

SwallCap Miarizet SmallCap Meviiel
Eatry Stamdnrdy Mointenraes Steadards
Previous i Previous "N ]
Net Tangible Assers' Nia
Marlket Capitalization
Net Incomz (2 of last 3
feats)
Toizl Assals $4,000,000
| Totzl Equiry $2.000.000
Public Floa: (Shases) 100,020
E vz of Public Floa | $1 Mill
Bigd Pris $3.00
Markes Makers 2
Stareholdzes 300
Qperating Mistozy (years) NA
Copializzion

| Comporate Govervance N/A 2
¥ Net Tangible Ascets equals Tetzl Assess loss Tl Lisbilities & Googwill.
2 Now entry siandasds require: 34 million in Net Tangible Asseis o $750,000 in Net Iocoms in 2 of e tast 3 years or Market
Capigalization of 2t leagt $59 milkica,

* Under the azw siandards, for continued inclusion an issuer must maintain Nez Tangidle Assets of §2 million o7 Net Incoma of
£500,000 in 2 of fast 3 years or a Markes Capitalization of 21 leagt $33 million.

° Wiariet Cepitalization must be at least $30 million in Operating History is less than 1 year.

Comparison of Previous and New Listing Criteria for the Nasdag National Market®

Alieenative 1; Alternative 2: | Altermative 3:
| Eouy Seandards | Entry Stadards
Pravious SRR

MNasgzq Natiopal Market
Mainenarcs Siand

Nez Tangible Assezs' { $4,000,008

Malet N/A
Capitalization
Total Assets
Total Revenuz
Nez Income
| $460,000
$750,000

Pubtic Flost (Shares) || 500,000
Mariket Vales of
| PublicFioet i
Bid Priez 1 8500

L 2

Shaseholders | 400 i
Operating History N/A i _,'i
R N :

' Nez Tangible Assets equels Tetal Asseis less Toml Lishifities & Goodwil
? fesuars are required to maintain $1 million in Neg Tangible Assets or §2
years or $4 million if losces in 3 of th2 mosi recemt 4 yeass.

on if the issuer has hed fosses in 2 of the most recent 3



488

i4

? An issuer qualifying for initial inclusion under Altermative 3 must have Market Capitalization of $75 million or $75 million in both
Total Assets and Total Revenue.

* An issuer qualifying for i i ion under A ive 3 must have Market Capitalization of $50 million or $50 million in
both Total Assets and Total Revenve.
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6. Mr. Goldsmith’s statement also indicates that, in terms of strengthening investor protection,
“we need to explore rule changes that would place tougher new requirements — beyond the
existing suitability requirements -- on brokers to confirm with their customers, based on
objective criteria, that purchases of these types of securities are suitable investments.”

A.  What are.the specific “ changes beyond existing suitability requirements” that Mr.
Goldsmith is alluding to here? How would they work?

B.  Are these “changes” Mr. Goldsmith referenced actual formal proposals, pending
deliberations, or are they merely ideas floating around? If the latter, please tell us
when they will take the form of formal recommendations?

ANSWER:

A. We are considering specific proposals to make the broker’s existing duty of due
diligence higher in the recommendation of OTC securities. One such approach would
require a broker, prior to recommending a transaction in the over-the-counter market, to
review the issuer’s current financial information. This would be in addition to the
broker’s obligation to ensure that the recommendation is suitable for his customer under
the NASD’s suitability rule. That rule (NASD Rule 2310) requires a broker, when
making a recommendation to an investor, to have reasonable grounds for believing that
the recommendation is suitable for the customer based on the customer’s financial and tax
status, investment objectives and other information used by the broker in making a
recommendation to the customer. Courts have also found that by making a
recommendation, a securities dealer implicitly represents to a buyer that he has an
adequate basis for the reccommendation. See e.g., SEC v. Hasho, 784 F. Supp 1059 (S.D.
NY 1992); citing Hanley v. SEC, 415 F.2d 589 (2d Cir. 1969). Rule proposals in this
area would focus on the recommendation of OTC securities, and would be in addition to
these regulatory requirements.

B. We are actively considering proposals in this area. Please refer to our answer to
Question 4.E above. However we are unable at this time to announce our timetable
publicly to make formal recommendations to our boards, and to the SEC. Our micro cap
initiatives are a major priority in NASDR’s regulatory program, and we are proceeding in
a prompt manner. '
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7. Ithas Been reported that the electronic Builetin Board’s “link to Nasdaq gives its listings
credibility with unwary investors. At the same time, on-line technology simplifies the
marketing of these stocks.”

A.  Does the NASD-R agree that the Bulletin board’s link with Nasdaq gives it credibility
with unwary investors which unscrupulous market makers exploit? What if anything
should be done to correct this, assuming a correction is in order?

B.  Does the NASD-R favor of regulations that would forbid market makers from
representing directly or indirectly that the bulletin board is affiliated with the Nasdaq
market?

C. How would such a rule be structured? How would it be enforced?

D. Ifnot, how would the NASD-R propose dispelling the public’s mind of the fact that
the bulletin board does not meet the listing and disclosure requirements of the other
NASD markets?

ANSWER:

A. As Barry Goldsmith pointed out in the NASD’s testimony to the Subcommittee on
September 22, 1997:

A misperception that is frequently fostered by scam artists is that trading on the
OTC Bulletin Board is akin to trading in a highly regulated market such as Nasdaq.
They will often refer to an OTC stock as listing on “Nasdaq’s OTC Bulletin Board”
or on “the Nasdaq OTC” or some other deliberately confusing variation that
improperly links the two.

B, C, and D. NASDR is considering many reforms to combat microcap fraud, and we
refer you to the answer to Question 4 above for a discussion of them. We are especially
concerned about the problems stemming from deliberately created confusion between
Nasdaq and the OTC Bulletin Board. We are exploring ways to reduce the confusion,
such as requiring a broker to disclose to his customers information about over the counter
securities and their differences from those traded on a highly regulated market such as
Nasdaq. We would require that investors acknowledge receipt of such a disclosure
statement and would enforce such a rule by bringing disciplinary actions against our
members and associated persons who violate it. We are also focusing on increasing
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investor awareness of the differences between securities traded in the OTC market and
those listed on Nasdagq.
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8.  The House of Representatives Report that accompanied the Penny Stock Reform Act of
1990 states that “{t]he fact that the penny stock market is so susceptible to manipulation
makes it very attractive to unscrupulous securities professionals who are looking to deceive
the public. Recent evidence demonstrates that the penny stock industry is now fraught with
repeat offenders of state and federal securities laws and other felons . . . [flor example, (a]
NASAA report noted that 83 percent of the major penny stock enforcement cases examined
in preparation of the report contained names of one or more individuals with a background
of securities law violations.” Recent reports appearing in The New York Times and The
Wall Street Journal note that the problem of repeat offenders or “ rogue brokers”
participating in micro-cap scams remains a real one.

A. Does the NASD-R agree?

B. If“recidivist” brokers are still in the system, where did the 1990 Act fall short? In
other words, what additional steps should be taken to reduce the problem of repeat
offenders? -

ANSWER:

A. While we have seen instances of repeat offenders, there is no statistical data that would
accurately reflect the scope of fraudulent activity on the part of repeat offenders as a
percentage of all individuals disciplined for sales practices.

B. NASDR’s Enforcement program includes a specific review of prior disciplinary
history of an individual in assessing the sanctions appropriate for unlawful activity. In
addition, we believe that it is important to ensure that investors have information
available to them regarding past violators. NASD Regulation plays a vital role in
ensuring that this information is available. The disciplinary history of each violator is
recorded in our Central Registration Depository and is available to all regulators and
member firms. Investors may obtain such information through use of the NASD’s toll
free hotline. On September 10, 1997, the SEC approved our new Conduct Rule 2280,
effective January 1, 1998. This rule requires NASD members that carry customer
accounts to provide customers with the following information in writing at least every
year: 1) The NASDR Hotline number, 2) the NASDR web site address, and 3) a
statement regarding the availability to the customer of an investor brochure that describes
the NASDR Public Disclosure Program. We also have a broad investor outreach
campaign to ensure that investors are fully informed about the availability of this
information, which is described more fully in the answer to Question 3, above. Our
efforts to focus on recidivist brokers include other major regulatory proposals. For
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example, on September 11, 1997 we filed with the SEC a new rule that would require
brokerage firms to tape record all of their brokers phone calls with investors if a certain
percentage of their brokers were employed by a firm that has been expelled or had its
broker dealer registration revoked for sales practice violations. This proposal
complements our other efforts in this area, which include providing better regulator and
investor access to information on past violations, punishing repeat violators more heavily,
and more closely monitoring firms that hire past violators. Coupled with these efforts,
the NASD has a rigorous process in place that makes it difficult for expelled members or
barred brokers to re-enter the industry. Where barred brokers reappear as promoters and
officers of companies that are suspected of wrongdoing and are beyond our jurisdiction,
we will refer those cases to the SEC and other enforcement agencies.
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9. Another aspect of the same problem is what the 1990 House Report terms the “ cloning” of
penny stock firms whereby “ [IJarge penny stock brokerage firms become training grounds
for a new generation of promoters who then set up hundreds of identical operations.” The
report asserts, “ [u]nder current law, it is not difficult for a firm, once shut down, to emerge
once again or even to multiply.”

A. Isthe NASD-R still grappling with the problem of cloning? What new tools -- new
rules or regulations -- if any, does the NASD-R need to prevent “cloning” ?

B.  Does the NASD-R have an opinion as to the merits of extending the NASD-R’s reach
to promoters of micro-cap stocks that fall outside the $5 penny stock definition?
Would the NASD-R support such an extension?

ANSWER:

A. The difficulty in this area is that brokers who work at firm that is subject to a major
disciplinary action may then become employed at another broker dealer, sometimes set up
by those who owned the firm subject to sanctions. On September 11, 1997 NASD
Regulation filed with the SEC a significant proposal in this area. Our new ruley if
approved by the SEC, will require a brokerage firm to tape record all customer sale calls
if a certain percentage of brokers were employed by an expelled brokerage within the last
two years. The taping rule defines an expelled firm as one that has been expelled from a
securities industry self-regulatory organization, or has had its registration revoked by the
SEC, for sales practice violations or telemarketing abuses. The threshold percentage of
brokers from a disciplined firm that would require recording will vary from 40% for a
small firm to 20% for a large firm. Under the proposal, every firm will be required to
conduct a quarterly review to determine whether there must be taping. A press release on
the taping rule is attached.

NASDR also brings disciplinary actions against specific individual registered
representatives to attack the problem of cloning. It is through this enforcement tool that
individual registered representatives acquire disciplinary histories. Brokers with prior
disciplinary histories are subject to heightened supervision requirements. See Notice fo
Members 97-19, attached. For example, NASDR recently filed a detailed complaint
against 33 former principals and brokers of Stratton Oakmont. In A.R. Baron & Co. Inc.
20 individuals were charged primarily with sales practice abuses, complaints have been
brought against approximately 25 former Hibbard Brown salesmen relating to sales
practice violations, 15 principals and salesmen were charged in Sterling Foster & Co.,
Inc, 37 registered individuals were charged in H. J. Meyers & Co., Inc relating to
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overcharging customers and 29 individuals from GKN Securities were charged with
similar violations. Press material on issued decisions is attached.

B. NASD Regulation’s primary responsibility is to review the activities of member
firms and registered representatives. We have an effective referral process with the SEC,
and other regulators, including the criminal authorities when we see unlawful activity by
those not within our jurisdiction, such as promoters of microcap issuers. With regard to
the limits of the current SEC rules regarding the sale of penny stocks, we refer you to the
answer to Question 4.C regarding our continuing discussions with the SEC on this issue.
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10.  Mr. Borg testified about the difficulties of rooting out those responsible for the Stratton
Oakmont scam -- a very troubling case study.

A.  Briefly tell us what role the NASD-R played in expelling Stratton Oakmont and
whether NASD-R’s action preceded or followed that of the states; and whether the
NASD-R coordinated its proceedings with those of the SEC and the 19 states?

B.  In what ways, if at all, can the NASD improve its enforcement efforts with the states
and the Commission? Can you share discovery with each other? Would it be to your
advantage to do so? Why/why not?

C.  More generally on the issue of NASD-R enforcement, please tell us whether the
NASD-R focuses its enforcement efforts against individuals or firms? Do you think
individual actions bear more fruit than actions directed at firms rooting out the
underlying cause of penny stock scams, that is, unscrupulous brokers? Do you see a
greater enforcement effort in the future directed at individuals?

ANSWER:

A. NASDR was responsible for expelling Stratton Oakmont, Inc. from membership,
which it did in December of 1996, the first regulator to expel them from doing a securities
business everywhere in the US. That action was a result of a disciplinary action taken by
the Association against the firm, Daniel Porush, its president and Steven Sanders, its head
trader charging customers fraudulent markups and for deficient supervision to prevent the
violations from occurring. In addition to the expulsion, Porush and Sanders were both
barred from the securities industry. The NBCC also ordered the firm to pay over
$400,000 in restitution to customers, fined the firm $500,000, Porush $250,000 and
Sanders $25,000. Porush and Sanders have appealed the decision to the SEC. The SEC,
at the NASDR s urging, denied a stay of the National Business Conduct Committee’s
expulsion and bar orders.

At the time of this action, many states, the SEC, and NASDR had taken prior actions
against the firm. The decision noted the prior actions and expelled the firm - in part -
because of

“the number and gravity of the firm’s relevant prior disciplinary incidents.
We find that this history establishes a coherent pattern of willful disregard
for regulatory requirements and regulatory authority, as well as a failure of
lesser steps to remediate the firm’s conduct.”
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NASDR regularly coordinates its activities with the SEC and the states. Stratton had
been the subject of many meetings and conversations among the various regulators. Press
material on this case is attached

B. As noted above, we have an active referral process with the SEC, the states, and the
criminal authorities. In addition, we exchange information and regulatory intelligence on
a continuing basis, and are permitted to share information on particular matters through a
grant of access. We believe the coordination and sharing of information provides for fair
regulation and efficient enforcement by the various regulators. We are active participants
at NASAA and SEC conferences, during which we share regulatory methods and
intelligence. : :

C. NASDR focuses its enforcement activities on both individuals and firms. We are
keenly aware of the fact that an investor deals with the individual broker, and the broker

* must comply with our rules to effectively protect the investor. We also scrutinize
carefully the supervisory activities of those individuals in the brokerage firm who are
responsible for overseeing the activities of the individual registered representative.
Finally, we-impose significant sanctions against firms that violate our rules, or fail to
adequately supervise its sales force. NASDR is committed to pursuing cases against
individual brokers who have abused the public trust by engaging in serious sales practice
violations. As stated earlier, NASDR recently filed a detailed complaint (more than 100
pages in length) against 33 former principals and brokers of Stratton Oakmont. The
complaint identifies at least 70 specific customers who were victimized by these brokers.
In addition, there are pending settlements against several additional brokers for similar
violations. While these cases take considerable time to develop, NASDR believes it is
critical to not only rid the securities industry of miscreant firms and their principals but to
specifically target the individual registered representatives who directly committed these
violations. This is not the first case in which we have named a large number of registered
representatives for sales practice violations. In A.R. Baron & Co. Inc. 20 individuals
were charged primarily with sales practice abuses. Complaints have been brought against
25 former Hibbard Brown salesmen relating to sales practice violations, 15 principals and
salesmen were charged in Sterling Foster & Co., Inc, 37 registered individuals were
charged in H. J. Meyers & Co., Inc and 29 individuals from GKN Securities were
charged. Press material on issued decisions is attached to the answer to Question 9.A.
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11.  Pursuant to the 1990 Penny Stock Reform Act, the Commission adopted rules requiring
brokers to give customers specific information before the sale about the market for penny
stocks and the broker’s compensation.

A. Please describe the kind of information that must be disclosed in the penny stock
context?

B. How does the NASD-R monitor compliance with this rule to gauge its efficacy?

C. Arguments against rules such as these are either that the broker conveys the
information affer the sale, so the investor never really considers it prior to
committing, or, if the broker gives it out prior to the sale, the broker down plays its
significance with a line like “hey, its a fast changing market place, what’s ina piece
of paper is only so useful”, thereby pressuring a transaction. And, moreover, the
broker has created a record for herself because she can point to the fact that she buried
the customer with paper. Do these arguments have any merit?

D.  What percentage of the NASD-R’s micro-cap prosecutions is predicated on failures to
disclose the kind of information the rule requires?

E. Chairman Levitt’s statement notes that “ [t]he Commission today sees more fraud in
mostly lower-priced Nasdag-listed securities and in securities valued at $5 or more.”
Why is that? Should the penny stock rules be ratcheted upwards?

ANSWER:

A. In transactions subject to the SEC Penny Stock rules, the brokerage firm must inform
the investor of the bid and offer for the security and the number of shares to which the
quoted prices apply; the brokerage firm’s compensation for the trade; and the
compensation received by the individual registered representative for the trade. In
addition, the brokerage firm is required to give the investor a risk disclosure statement
and, with certain exceptions, a suitability statement and obtain the investor’s signature on
each of these documents prior to the first trade in a penny stock. Finally, the brokerage
firm is required to send the customer a monthly statement that gives an estimate of the
value of each penny stock in the account.

B. NASDR reviews for compliance with the 1990 Penny Stock Reform Act in routine
examinations through the use of Examination Module IX, the Sales Practice Module.
Among other things, prior to conducting an on-site inspection of a broker-dealer the
examiner reviews reports filed by the firm. During the review, the examiner identifies all
securities reported at a price below $5.00 that appear to be penny stocks. The examiner
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also reviews the monthly Rule 15¢2-11 reports for Bulletin Board and pink sheet issues
that the firm recently initiated or resumed quotations for, in order to identify a potential
samplé of penny stocks.

While in the firm the examiner generally gives a Penny Stock Questionnaire to a principal
for completion. The examiner determines what procedures the firm uses to comply with
the Rules, and obtains copies of the risk disclosure document, suitability form, purchase
agreement and supervisory procedures used by the firm.

Other areas generally addressed during the examination include: (1) the name of the
individual responsible for supervising both sales and trading of penny stocks; (2) the
minimum standards the firm has, if any, for approving a customer as suitable for
transactions in penny stocks; (3) whether the firm underwrote any new issues of penny
stocks in the past two months; (4) whether the firm is a market maker in any penny stock;
(5) how the firm obtains suitability information concerning the customer’s financial
situation, investment experience and investment objectives; (6) how the suitability
statement is delivered to the customer; (7) who monitors receipt of the signed suitability
statement; (8) where the signed suitability statements are maintained; (9) how the written
purchase agreements are delivered to customers; (10) who monitors receipt of signed
written agreement; and (11) where the signed written agreements are maintained.

Using specially prepared worksheets, examiners determine whether Rule 15g-3, relating
to disclosure of quotations, is complied with. Generally, the examiner completes a
separate worksheet with respect to customers who were identified during the examination
process for each of several penny stocks also identified during the examination. Using
customer and security specific information the examiner determines whether the broker
dealer disclosed to each customer, either orally or in writing prior to effecting the penny
stock transactions, and in writing either prior to or at the time of confirming the
transaction with respect to the penny stock, the bid and ask prices for the penny stock and
the number of shares to which such bid and ask prices apply.

SEC Rule 15g-4 requires disclosure of aggregate broker dealer compensation to any
customer both prior to effecting any transaction in and at the time of confirming any
transaction with respect to any penny stock. Specific examination steps are followed to
ensure compliance with this rule, where it is applicable. For example, (1) the examiner
verifies that prior to executing the transaction the firm disclosed to the customer the total
remuneration the firm would receive; (2) the examiner verifies that compensation’
information was also disclosed in writing prior to or at the time the confirmation was sent
to the customer; and (3) the examiner identifies any deficiencies on the part of the firm to
maintain a record of all written or oral disclosures made to the customer under SEC Rule
17a-4.
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SEC Rule 15g-5 requires disclosure either orally or in writing prior to effecting, and in
writing either prior to or at the time of confirming, the transaction, the aggregate amount
of cash compensation that certain associated persons of the broker dealer will receive to
the extent that compensation is determined at or prior to the time the transaction is
effected. Additionally, information concerning any compensation that is paid to the
associated person by someone other than the broker dealer must be separately disclosed.
Under this rule, the written disclosure must disclose the existence of any contingent
payments that are not determined at the time of the trade.

In reviewing for compliance with this rule, examiners use specially designed worksheets
to gather relevant information and to determine whether prior to executing the
transaction, the firm disclosed to the customer the aggregate amount of any cash
compensation the associated person had or would receive in connection with the
transaction. The examiner also verifies that this information was disclosed in writing
prior to or at the time the confirmation was sent to the customer.

If any amount of the cash compensation would be paid to the associated person based on
some future contingency such as sales volume, examiners determine whether the written
disclosure made in connection with the confirmation states this fact and describes the
basis upon which such gompensation is determined.

Finally, the examiner identifies any deficiencies on the part of the firm to maintain a
record of all written and oral disclosures made to the customer under SEC Rule 17a-4.

C. As noted above, specific information must be disclosed before the sale. While a
broker could attempt, in certain circumstances, to argue that such disclosure has created a
record for him, this possibility is far outweighed by the benefits an investor obtains
through the receipt of this required disclosure. We have attached Schedule 15G, which
sets out the required disclosure under Exchange Act Rule 15g-2. With regard to the
broker failing to provide the customer with adequate disclosure, and attempting to
circumvent the Penny Stock rule requirements, we have observed that conduct and
recently issued a decision in La Jolla Capital Company imposing significant sanctions for
such conduct, attached for your review. Please note that this decision is not final, and is
subject to appeal to the NASD’s National Business Conduct Committee.

D. The Report by the Staff of the Securities and Exchange Commission on the Rule
15¢2-6 (February 8, 1991) covers an examination sweep by the SEC, NASD, and the
State of Florida. That sweep was conducted on the SEC’s Rule 15¢2-6, which has since
been superceded by the 15g Rules. It carried out 188 examinations involving 144
different broker-dealers and found that 43 of the 188 examinations (23%) revealed
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sufficiently serious violations of the Rule to result in possible enforcement investigation.
Subsequently, the Penny Stock Reform Act was passed and the new 15g rules were
promulgated and enforced. As stated in the answer to question 1, the SEC, NASD and
state regulators conducted an extensive examination sweep to check compliance with
those new rules. The Joint Regulatory Penny Stock Examination Sweep (June 1994)
report found widespread compliance with the Penny Stock Rules and generally
diminished activity in stocks covered by them. Our data continue to verify the 1994
study’s findings, with less than 1% of our cases involving violations of the Penny Stock
rules.

E. Nasdagq has taken significant steps to enhance the quality of its SmallCap Market.
Specifically, as described in the answers to Question 5 above, Nésdaq proposed, and the
SEC approved, changes to the qualitative and quantitative standards for issuers listing on
Nasdagq in order to strengthen the Nasdaq Stock Market. These changes were particularly
focused on the Nasdaq SmallCap Market. The rule changes materially enhance the
threshold criteria necessary to qualify for listing, establish a $1 minimum bid price,
extend the corporate governance requirements applicable to National Market companies
to SmallCap Market companies, and add a requirement that auditors of all Nasdag-listed
companies be subject to peer review. We believe these changes will significantly
enhance the quality of the SmallCap Market.

With respect to whether the Penny Stock Rules should be "ratcheted upwards," any such
consideration should maintain the exemptions afforded to exchange and Nasdagq listed
securities. As noted earlier, NASDR is working with the SEC to determine whether it
would be appropriate to modify the Penny Stock Rules in order to address abuses in the
microcap market.
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12.  We also understand that the NASD-R utilizes a system called “stockwatch on-line price
and volume alerts”. .

A.  Canyou tell us more precisely what that system does and whether it applies to the
Builetin Board?

B. Ifitdoesn’t apply to the bulletin board, would something like it be useful?

C.  Ifit does apply to the bulletin board, how effective is the system in prompting early
intervention by the NASD-R to halt trading and identify fraud on the bulletin board?
Without giving a roadmap to future fraudsters, what are the weaknesses in the
system? How can it be improved?

ANSWER:

A. The Nasdaq Stock Market is monitored intraday by the computerized StockWatch
Automated Tracking (“SWAT”) surveillance system, which identifies real-time
surveillance alerts of unusual price or volume activity and related information for
immediate follow-up by Nasdaq MarketWatch staff. Situations requiring further
regulatory review are referred to NASD Regulation, Inc. SWAT compares real-time
market activity against a 100-day statistics metric that is stored and continuously updated
on each security in order to determine abnormal movement. The system also stores
information as to how market activity in each security relates to the Nasdaq composite
index and considers this relationship to determine relative abnormal behavior. The
SWAT model also receives a feed of five major news wires (Dow Jones, Reuters,
Business Wire, PR Newswire, and PIR), the news headlines are coded with the security
symbol and the absence or presence of news is taken into account when determining
abnormal market activity. The SWAT system does not monitor securities that are traded
on the OTC Builetin Board.

B. An on-line system with regard to securities that are traded on the OTC Bulletin Board
would be useful in detecting unusual intraday market activity in these securities. From a
practical standpoint, the current off-line “OTC Surveillance System” utilized by NASD
Regulation, Inc. provides a significant number of regulatory breaks that identify potential
fraudulent trading. This system produces weekly surveillance alerts for securities
exhibiting unusual activity during 5, 20, and 40-day intervals. The NASD is currently
studying options that would enable us to halt quotes and trading in OTC Bulletin Board
securities under specific circumstances. If implemented, a trading or quote halt authority



503

29

would likely need to be supported by an intraday surveillance system for the OTC
Bulletin Board.

C. As indicated above, the current On-Line Surveillance System does not apply to OTC
securities, nor does the NASD currently have the authority to halt trading in non-Nasdaq
securities.
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13.  What is the surveillance strategy developed by the NASD-R to prevent fraud on the
Internet? How does it work?

ANSWER:

The Market Regulation Department’s fraud surveillance protocol requires all regulatory
alerts to be processed using basic Internet search technology. Every surveillance alert is
the subject of a manual Internet search to identify issuer homepages and electronic
conversation traffic, which are then analyzed for potential fraud issues.

An advanced automated Internet surveillance prototype is currently being developed for
identifying securities with increased Internet traffic. This prototype, named “The Internet
Surveillance System” (also known as ‘“NetWatch”) will monitor the Internet in search of
individuals disseminating potentially false or misleading information about Nasdaq and
OTC issues through this medium. The system will scan a list of web sites and Usenet
newsgroups on a daily basis. Using advanced natural language processing tools, the
system will identify references to companies and issues within the retrieved text and
perform a numerical analysis on the frequency of citations to determine if an issue has an
unusually high level of discussion. These will be presented to the fraud surveillance
analysts as “Notifications.” The staff will analyze the data that generated the notification
and search through hyperlinked texts to determine if potential regulatory issues requiring
further review are present. The system will also archive Internet data so that if an issuer
deletes information from its homepage, the analyst will be able to retrieve historical data.
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14. Has this surveillance strategy been effective?
ANSWER:

The current fraud surveillance protocol utilized by the Market Regulation Department has
been effective in identifying potential regulatory issues. The staff has investigated a
numbser of issuers whose Internet home pages contained false and misleading information,
which, because of our jurisdictional limitations, were immediately referred to the SEC.
During 1997, the fraud surveillance staff referred a number of matters involving potential
fraudulent conduct to the SEC. These include suspicious issuer homepages, Intemet web
sites that disseminated suspicious stock recommendations, Internet traffic that contained
price projections, and potentially false and misleading information.

The NetWatch system is anticipated to begin a testing phase of production in January
1998. This system will provide a more effective and standardized approach when
searching the Internet and will be proactive in detecting potential fraud on the Internet.
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15. To what extent is the Internet used for legitimate securities transactions by honest market
participants?

ANSWER:

The Internet has helped democratize the investment process by providing widespread
access to even the most specialized information, thus leveling the playing field for many
individual investors. There are a growing number of very reputable firms who utilize the
Internet to provide their clients with easier access to brokerage services. However, given
the speed of the evolution of the Internet, and the breadth of the population that has
access to it, and the many ways in which it now being used, we have no way of accurately
measuring the extent of legitimate securities transactions that are related to the Intemnet.
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16. There has been considerable press about the demise of A.R. Baron -- a firm that was
indicted in May 1997 by a New York State grand jury for defrauding investors of $75
million -- and the fact that Bear Sterns processed trades for A.R. Baron, as a clearing firm. )
The Subcommittee understands that the New York Stock Exchange has adopted a rule
requiring clearing firms to notify introducing brokers about available supervisory and
compliance reports compiled by the clearing firms that could show irregularities on the part
of introducing brokers -- such as excessive commissions or churning.

A. Does the NASD-R support these reforms?

B. Does the NASD-R expect them to go into effect?

C. Does the NASD-R encourage all SROs -- like the NASD -- to adopt similar rules?
D. Isthe NASD considering adopting similar reforms? If so, when?

ANSWER:

A. The NASD has been working with the SEC and the NYSE on rule proposals
concerning the relationship between clearing firms and their client introducing firms.
These proposals would require clearing firms to provide information that will allow self-
regulators to better monitor the activities of the firms on whose behalf they clear trades —
“introducing firms.” Under our proposal, clearing firms will be required to report to the
NASD or other Designated Examining Authority certain written complaints that they
receive on activities of the introducing firm, and forward all complaints received to the
introducing firm. The clearing firm will also be required to make available to its
introducing firms reports and analyses of the introducing firm’s own activities.

B. It is our understanding that the NYSE’s proposed amendment to its Rule 382 was
approved by their Board on September 4, 1997, and that the NYSE’s amendment is now
pending approval at the SEC. As explained in D. below, the NASDR Board has approved
our proposed rule change and it has been filed with the SEC.

C. Ifrules are adopted by the NYSE and the NASD, virtually all securities firms in the
US will be covered by those rules.

D. The NASDR Board proposed amending our Rule 3230 at its meeting on September
22, 1997 to require the reforms described above for our members. That proposal has been
filed for approval with the SEC and, at the same time, published for comment in NASD
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Notice to Members 97-79, which is attached. We expect that the SEC will shortly publish
the proposal for public comment in the Federal Register.
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17.  In March 1996, a working group of the NASD, the New York Stock Exchange, the North
American Securities Administrators Association and the SEC issued a joint report entitled
“Joint Regulatory Sales Practice Sweep: A review of the Sales Practice Activities of
Selected Registered Representatives and the Hiring, Retention, and Supervisory Practices
of the Brokerage Firms Employing Them™. As its title suggests, the report recorded the
results of the hiring and recruiting practices of over 100 small and medium size brokerage
firms, by making * specific recommendations aimed at improving brokerage firms” thereby
creating “improvements in the prevention and detection of sales practice abuses.” Among
the recommendations of the report are tying branch manager compensation to the
manager’s effective supervision of registered representatives, more stringent hiring
procedures with greater scrutiny into the kinds of securities sold by the applicant while with
a previous firm.

A. What is the current status of these recommendations? Is there a formal process by
which they are being implemented? What kind of follow-up is being done?

B. In the year and a half since this report was issued, can you offer an opinion as to
whether the report’s “ specific recommendations” has, in fact, “resuit{ed] in
improvements in the prevention and d ion of sales practice abuses”? What more
needs to be done?

ANSWER: .

A. The NASD Notice to Members 97-19 (attached to the answer to Question 9.A) in April
of this year provided a joint memorandum with the New York Stock Exchange that
addresses the recommendations of the Joint Regulatory Sales Practices Sweep Report.
One major recommendation of that report was that the firms “must be reminded about
their obligations to properly supervise the activities of registered persons and that the
Commission, the SROs, and the state securities regulators will continue to closely
monitor during examinations firms' supervision whenever sales practice weaknesses,
deficiencies, or apparent violations are detected.” Notice to Members 97-19 provided that
reminder and an in depth discussion of how firms can provide the heightened supervisory
procedures covered in the sweep report in the areas of disciplinary history, development
and implementation of special supervision, developing and implementing heightened
supervisory procedures, and suggestions for standard supervisory procedures. Our
examination program monitors broker dealers to ensure compliance with the guidance
contained in the Notice 1o Members. :

B. We believe that the report and the subsequent guidance provided in the Notice to
Members has had a positive effect on the prevention and detection of sales practice
abuses, but cannot quantify that effect.
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18. Chairman Levitt’s statement indicates that the Commission’s staff is studying how to
amend rule 15¢2-11 -~ the rule designed to prevent the publication of stock quotations on
the OTC bulletin board and pink sheets that may be used in fraudulent schemes. As the
statement notes, that rule requires a broker — before publishing the initial quotation fora
particular stock or after a trading hait — to review the issuer’s most recent balance sheet,
profit and loss and statements and to examine whether there is any relationship between the
broker-dealer and company insiders.

A. How is this rule enforced?
B. What possible amendment does the NASD-R envision?
ANSWER:

A. SEC Rule 15¢2-11 is enforced through the examination and enforcement efforts of
both the SEC and the NASD. Please see the answer to Question 11B for a description of
how the rule is enforced.

B. We are sfudying this rule with the SEC, and reviewing the type of information that is
required to be reviewed, and whether such information should be updated on a2 more
regular basis. Rule 15¢2-11 is an SEC rule and all amendments to it must be proposed by
the SEC.
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SUPPLEMENTAL QUESTIONS FOR THE RECORD
OF RANKING MINORITY MEMBER JOHN GLENN
Hearing Before The
U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
September 22, 1997
Fraud In The Micro-Capital Markets,
Including Penny Stock Fraud

BARRY R. GOLDSMITH
Executive Vice President
NASD Regulation, Inc.

* kw

1. With respect to micro-cap fraud, please provide figures for each of the past five
years on the number of actions, disciplinary proceedings and investigations
initiated by the NASD against:

A. Individuals; and
B. Firms.

The data should include, but not be limited to: (1) De minimis letters; (2)
Letters of caution; (3) Letters of future observance and compliance; (4) Staff
interviews: (5) Letters of acceptance; (6) Censures; (7) Suspensions; (8) Bars,
revocations, expulsions; and (9} Fines (please identify how many of the fines
were the only disciplinary action and how many were combined with other
disciplinary action).

ANSWER:

Because the term “microcap fraud” is not a statutorily defined term and does not enjoy a
standard definition, our systems do not track disciplinary actions that involve microcap
fraud. We have submitted below the data requested based on individual and firm
categories on the requested break out of all of our disciplinary actions.
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NASD Disciplinary Statistics
1993 to September 1997
Complaints & AWCs 741 1,200 917 517 545 3920
Authorized*
Decisions Rendered 239 329 313 354 323 1558
Offers of Settlement 169 203 183 197 220 972
|Accopted
AWC Accepted 520 517 412 351 327 2127
Firms Expelled 5 7 8 16 14 50
Firms Suspended 4 7 9 1 18 49
Individuals Barred 334 394 412 364 404 1908
Individuals Suspended 188 204 196 221 228 1037
De Minimis Lettors™ V] 27 75 238 363 703
Letters of Caution 1356 2141 1627 | 1811 | 1768 | 8703
LOFOC** *** 0 V] 0 0 4 4
Staff Interviews/Compliance 16 51 56 53 162 328
Confer

* AWC - Admission, Waiver and Consent

** The practice of issuing these informal actions has been discontinued and is now part
of the staff's Letter of Caution process.
*** LOFOC - Letter of Future Observance and Compliance

Censures and fines are not categorized separately because our formal disciplinary actions
(complaints, AWCs, decisions, offers, expulsions, suspensions, and bars) will in almost

all cases include censures, as well as fines where appropriate.
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2. Should the NASD be working more closely with the Department of Justice and
state and local authorities to refer more of its cases for criminal actions?

A. If not, why?

B. If so, what is being done to achieve that and what is the timetable for
implementing those efforts?

ANSWER:

A & B. The NASD works very closely with the Department of Justice and state and local
criminal authorities. Not only do we refer cases for criminal prosecution where
necessary, we have provided staffing and expertise to the criminal authorities in their
prosecution of their cases that result from our referrals. There are a number of ways in
which we work with Justice and other law enforcement authorities, and our work with the
FBI in New York is illustrative of how this work is carried out.

Late last year, federal prosecutors in New York indicted 45 stock promoters, executives
and brokers for making or accepting bribes to promote the stock of certain issuers. Some
of these bribes exceeded $100,000 and represented as much as 40% of the value of the
transaction. NASDR lawyers and examiners in our New York and Washington offices
contributed hundreds of hours to this cooperative effort. In addition to this substantial
personnel commitment, we provided market information, technical expertise, and other
assistance that contributed to the success of this undercover sting operation. In addition
to these criminal prosecutions, NASDR also brought its own disciplinary proceedings
against ten registered brokers implicated in the operation.

In just four months earlier this year, NASDR’s work with the FBI, U.S. Attomneys, Justice
Department, and state law enforcement agencies has resulted in criminal charges against
more than 120 individuals. In November 1996, the U.S. Attorney in Las Vegas
announced that a federal grand jury there returned securities fraud and RICO indictments
against thirty defendants for the alleged bribery of stockbrokers and fraudulent issuance
of Teletek stock, a Nasdaq SmallCap security. In February, six guilty pleas were
unsealed in this case, bringing to twelve the number of people who have acknowledged
their role in the scheme. Since February at least 12 others have plead guilty. For more
than a year, NASDR examiners spent hundreds of hours working with prosecutors and
federal agents, developing this important case. The U.S. Attorney explicitly
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acknowledged our assistance in several News Releases publicizing these actions, which
are attached.

For the past several years, NASD Regulation has had a full-time examining staff assigned
to the FBI in Newark, New Jersey. These examiners have been instrumental in helping
the United States Attorney in New Jersey obtain criminal convictions of many individuals
associated with low-priced stocks, including stock manipulator Richard Bertoli (100
months in prison) and notorious stock promoter Eric Wynn. Wynn, along with four
others, were charged in a 13-count indictment alleging criminal conspiracy, securities
fraud and wire fraud in connection with a stock manipulation scheme. In July of 1995,
following a six-month jury trial, Wynn was convicted on all counts and sentenced to 52
months in prison and a $50,000 fine. Eight of his co-conspirators were convicted or pled
guilty, most being incarcerated. Commenting on our role in this case, FBI Director Louis
Freeh commended NASD Regulation for the “vital role” it played “during several
substantial investigations involving the securities markets.” Freeh called the work of
NASD Regulation staff “tireless” over the last several years, and added that they
“contributed immensely to the convictions of more than 30 persons.” In December, five
NASD Regulation staff were awarded formal commendations by the FBI in connection
with this matter.

As recently as this week, the U.S. Attorney in Newark announced indictments against
eight brokers at L.C. Wegard for alleged roles in a boiler room operation, where investors
were induced to buy high risk over the counter stocks through deceptive sales practices.
All of the defendants were previously worked at Hibbard Brown & Company. The U.S.
Attorney’s announcement, which is attached, explicitly acknowledged NASDR’s work in
the bringing of the case.

Also this week, the U.S. Attorney for the Eastern District of New York announced the
unsealing of a complaint charging 13 people with securities fraud and money laundering
in connection with Hampton Capital Management. NASDR’s extensive assistance to the
case is described in the U.S. Attorney’s Press Release, which is attached.

NASDR has taken a leadership role in training and meeting with federal, state, and local
prosecutors to interest them in our cases and educate them about potential criminal abuses
in our markets. We have strong institutional relationships with these agencies and
regulatory intelligence flows frequently between us. For example, beginning in 1996, our
New York District office began a series of meetings with the FBI s New York Regional
Office. Our District staff have provided these FBI representatives with securities firm
examination reports, as well as making our most knowledgeable personnel available to
the Bureau for interviews. We provided, and will continue to provide, the FBI with
training and information about firms that we suspect are involved in criminal activity.
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i

In December of last year, NASD Regulation organized a meeting with law enforcement
agencies and securities regulators in the New York area to address the problem of
criminal activity in the securities industry. Attending were representatives from thirteen
different law enforcement and regulatory agencies, including three U.S. Attorneys offices
and the FBI.
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3. Everyone seems to agree that more must be done to combat recidivism and
cloning. Yet, except for the states, we don’t hear much about trying to toughen
sanctions against brokers and putting more efforts into disciplining individual
brokers, rather than limiting disciplinary proceedings to the firms and principals.

Stratton-Oakmont is a notorious example. Eventually, the NASD barred the
firm, the CEO and the chief trader. Yet, all of the other traders were ignored
and some have moved on to bilk investors at other firms. At the same time, the
state of Georgia enacted proceedings against nearly 60 Stratton agents.

Why is there such a discrepancy? Shouldn’t the national regulatory bodies put
more emphasis on disciplining individual brokers?

A. If not, why not?

B. If so, what is being done, and what is the timetable for implementing those
efforts?

ANSWER:

A and B. NASD Reguiation is committed to pursuing cases against individual brokers
who have abused the public trust by engaging in serious sales practice violations. In this
regard, NASD Regulation recently filed a detailed complaint (more than 100 pages in
length) against 33 former principals and brokers of Stratton Oakmont. The complaint
identifies at least 70 specific customers who were victimized by these brokers. In
addition, there are pending settlements against several additional brokers for similar
violations. While these cases take considerable time to develop, NASDR believes it is
critical to not only rid the securities industry of miscreant firms and their principals but to
drill down to the individual registered representatives who directly committed these
violations. This is not the first case in which we have named a large number of registered
representatives for sales practice violations. In A.R. Baron & Co. Inc. 20 individuals
were charged primarily with sales practice abuses. Complaints have been brought against
25 former Hibbard Brown salesmen relating to sales practice violations, 15 principals and
salesmen were charged in Sterling Foster & Co., Inc., 37 registered individuals were
charged in H. J. Meyers & Co., Inc and 29 individuals from GKN Securities were
charged.
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4. In your testimony, you note that the firm of D.H. Blair overcharged its
customers and engaged in fraudulent pricing activities. Yet it appears that the
only sanctions that were leveled were financial. The firm was allowed to stay in
business and so were all of the brokers, including the CEO and the lead trader --
who only had to pay fines.

Yet, the company committed some very egregious and willful acts. As your
testimony indicates:

The firm charged excessive markups in 16 Nasdaq Small
Capsecurities whose Initial Pubic Offerings (IPOs) were underwritten
by D.H. Blair Investment Baking Corp. NASD Regulation found
mark-ups greater than 10 percent (a level considered fraudulent) in
14 of the 16 securities that D.H. Blair Investment Banking
Corporation had underwritten. D.H. Blair placed virtually all of the
offerings with its own customers and controlled the after-market
trading in all 16 securities, in some cases for up to four and a half
months after the IPO effective date.

A. Why shouldn’t people like this be barred?

B. Should the regulatory agencies invoke stronger sanctions against rogue
brokers and firms? :

C. If not, why?

D. If so, what is being done to develop stronger sanctions and what is the
timetable for implementing the sanctions?

ANSWER:

A. The DH Blair case involved excessive markups charges and the control of certain
aftermarket trading, rather than sales practice abuses by individual registered
representatives. Through a settlement, in which the firm and the individuals neither
admitted nor denied the allegations, NASD Regulation made findings that the Chief
Executive Officer and the head trader were responsible for the pricing of these securities.
The CEO and the head trader were each suspended in all capacities for periods of 60 and
90 days, respectively, as well as fined a total Of $525,000. A suspension in all capacities
effectively ‘bars’ the person from association with any member firm for that period of

.
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time. While these individuals were not barred from the industry for life, the sanctions
imposed are significant. As a general matter, a bar from the securities industry for life
would result when an individual has an extensive disciplinary history, or has engaged in
intentional fraudulent and egregious conduct directly with customers. None of the
individuals named in the case have prior disciplinary histories. In addition to the
sanctions, all of the individuals named were required to re-take the requisite qualifications
examinations before returning to the industry.

B, C, and D. The current enforcement program at NASD Regulation provides for
significant sanctions against brokers who intentionally violate the NASD rules and the
federal securities laws. We periodically review our sanction guidelines to determine if
any particular guidelines should be adjusted, and are in the process of concluding such a
review currently. We continue to impose significant sanctions in appropriate cases.
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5. What specific steps does the NASD plan to take in furtherance of a “zero
tolerance” policy for micro-cap fraud, and what is the timetable for
implementing those actions?

ANSWER:

NASDR is actively considering several regulatory initiatives to address the abuses we see
in the microcap market. The effort to address these concerns and to quickly develop
meaningful regulatory proposals is a high priority for NASDR, and we are moving
forward on these proposals in a prompt manner.

Proposals we are considering include those that relate to the operation of OTC Bulletin
Board, and those that relate to the quoting and sales of all OTC securities. With regard to
the operation of the OTC Bulletin Board, our effort in this area is to ensure that investors
have adequate information about the issuers that are quoted on this system. Thus, one
proposal we are studying would limit quotation on the OTCBB to the securities of issuers
that file periodic financial reports with the SEC or bank or insurance regulatory
authorities.

We are also considering several initiatives that relate to the sales and quoting of all OTC
securities. One proposal would require that a broker review the current issuer financial
information, prior to making a recommendation in an OTC security. We are also
reviewing ways to ensure that an investor in the OTC market is provided with information
about that market and how if differs from the Nasdaq listed market. In addition, we are
also reviewing ways to strengthen the rules that relate to the review of issuer information
prior to the initiation of a quotation, and the provisions that apply to the sale of penny
stocks. We have discussed many of these proposals with our SRO committees and have
obtained their input. They will be considered by the NASDR Board of Governors in the
near future. Prior to their submission to the SEC, they will likely be issued for comment
by our members and the public.
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6. In many instances, states take action to bar a firm and/or an individual and then
those actors simply move to another state and continue to bilk investors. Often,
the national regulatory agencies are slower to take action.

Should there be some mechanism put in place to ensure that once a bad actor is
sanctioned by a state, investors across the nation can be protected? Do you
support the suggestion made by Mr. Borg, representing NASAA, that the SEC
should interpret section (3)(a)(39) of the Exchange Act, imposing statutory
disqualifications, to apply to state actions?

If not, why?
ANSWER:

The NASD does not believe that a sanction by one state should automatically be applied
nationally. The state securities regulators themselves do not automatically bar individuals
for other state violations, and extending a violation nationally is even more significant.
We note similar treatment of state criminal and civil judgments by other state and federal
jurisdictions.

Revocation of a individual’s ability to earn a living is a very serious matter that we
believe deserves careful attention to the balance that must be struck between the speed of
prosecution and the procedural safeguards afforded to those accused of abusive conduct.
States differ in the amount of procedural protection that must be afforded those accused
of violating their securities laws and regulations and in the level of sanctions that they
impose. National regulators such as the SEC and NASD operate under different legal
procedures. The SEC operates under procedures established under federal law, and the
NASD’s rules are reviewed and approved by the SEC under standards set out in federal
law.



521

a7

7. Everyone recognizes that there are shortcomings associated with the quality and
quantity of information that investors can get from the CRD. We know that
the NASD has been slowly making progress on improving the quality and
quantity of information available to consumers. Please provide a detailed
description of the changes that will be made to the data collection and reporting
activities associated with the CRD and a timetable for when the changes will be
in place.

ANSWER:

NASD Regulation’s Public Disclosure Program (PDP) provides investors with
information on brokers and brokerage firms-all of which is culled from the CRD.

Key Dates:
May 1988 — PDP begins by providing investors, who request in writing:
e Final Disciplinary action(s) related to securities or commodities
transactions taken by federal, state, or SROs.
e Criminal convictions

October 1991 — NASD establishes a toll free number (800-289-9999) for investors.

January 1993 — Public Disclosure Program expands to also disclose:
o Civil Judgments involving securities matters.
¢ NASD arbitration decisions involving securities matters.
e Pending formal disciplinary proceedings initiated by the SEC,
state securities administrators, NASD, and other self regulators.
e Criminal indictments and information.

December 1996 — Investors can submit requests for information via NASDR’s web-site

(www.nasdr.com)

April 1997 — NASD launches a series of Public Service Announcements, in English and
Spanish, to alert investors to the Public Disclosure Program and advise them how
to find the information they need.

May 1997 — Option provided investors to receive Public Disclosure report via E-mail.
January 1, 1998 — NASD members with customer accounts must inform their customers

in writing, at least annually, of the Hotline number, the NASDR web site address,
and the availability of a brochure on the Public Disclosure Program.
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First Quarter 1998 — CRD plans to provide the public on-line query capability, via the
NASDR web-site, of broker and firm employment-related information.

Second Quarter 1998 — NASD Regulation will put the entire Public Disclosure database
on-line, using Web-based technology, to provide more information, in an easy-to-
use format, to the public.

Separately, the NASD has asked the SEC to approve rules that would provide investors
with even more information. In this vein, NASDR has worked with other regulators to
expand and enhance the Uniform Forms through which brokers and firms disclose
information to the CRD. Once the SEC approves, the Public Disclosure Program will
also make available to the public:

o Pending written complaints alleging sales practice violations and compensatory
damages of $5,000 or more that have been filed within the past 24 months.

o Pending arbitrations and civil proceedings involving securities and
commodities transactions.

o Open examinations that are deemed as formal investigations involving
regulatory or criminal matters.

e Settlements of $10,000 or more among the parties to arbitrations, civil suits,
and customer complaints involving securities and commodities transactions.

o Employment terminations after allegations were made involving violations of
investment-related statutes or rules, fraud, theft, or failure to supervise
"investment-related activities.

o Bankruptcies that have become final within the last 10 years and outstanding
judgments and liens.

¢ Bonding company denials of coverage, payout, or revocation.

= Any suspension or revocation to act as an attorney, accountant, or federal
contractor.
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8. What, if anything, has the NASD undertaken to conduct the branch office visits
which the GAO has identified as an important part in improving the fight
against micro-cap stock fraud?

ANSWER:

The NASD, through its subsidiary NASD Regulation, has examination responsibilities for
all of its more than 5,500 members. It conducts two distinct types of examinations.

Cause examinations address particular problems or identified events that are brought to
the attention of our staff through a variety of sources. Cycle examinations follow a
periodic schedule, with frequency based on the type and scope of business conducted by
the member, the extent of customer exposure, and past regulatory history. All cycle
examinations are conducted on-site at the members place of business.

NASDR’s on-site examinations cover a broad scope of NASD rules and regulations, as
well as those of the SEC and the Municipal Securities Rulemaking Board. For example,
NASDR examiners inspect a member’s sales and trading practices, including reviews for
suitability, unauthorized trading, churning, best execution, fair pricing, supervision, and
fair dealing with customers. The cycle examination approach combines the major areas
and regulatory risks of each member with global issues applicable to virtually all
members and is executed through standard modules and instructions. Nearly 2400 cycle
examinations will be conducted in 1997.

The cycle examination program includes on-site examinations of branch offices. Branch
Office examinations are selected based on specific circumstances. In 1997, for example,
NASD Regulation considers a firm’s branch office structure in focusing on the adequacy
of such members overall supervisory systems. Where an inspection of a main office
indicates potential regulatory problems that raise concerns over the member’s supervisory
systems or structures, on site examinations are conducted if appropriate of a select
number of branch offices. In determining whether to conduct branch office examinations,
the following areas are considered:

The adequacy of supervision over branch offices;
The adequacy of the member’s daily and periodic review of transactions;
Whether supervisory procedures are reasonably designed to prevent and detect
violations of SEC and NASD Rules;

e Whether managers who produce in small or single person OSJ offices are adequately
supervised by other designated supervisory personnel;

* An assessment of the effectiveness of the member's continuing education program as
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applied to the personnel of such offices, and
o Customer complaints, terminations for cause, employment history, or a pattern of
misconduct.

50
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The Penny Stock Reform Act of 1990 required that brokers provide both oral
and written disclosures to all prospective purchasers, and obtain signatures on
such disclosure forms. Since one of the great concems is that pressure tactics
that cause misleading representations to be made to investors unfortunately are
working, and thousands of Americans are in fact misled:

A. Is the problem as significant as it been reported as being?

B.

Since enforcement frequently is left to the states, how many states have
stringent disclosure requirements?

. Are these disclosure requirements anything more than the most meaningless

of paper protections? For example, if only the federal government has
disclosure requirements, and the SEC devotes precious little resources to
enforce them in the micro-cap stock fraud context, what difference do these
requirements make in terms of setting effective standards?

. If the goal is to dilute the coercive or misleading effects of telephone calls at

the outset, before the customer is “in the stream,” isn’t it important to
actually ensure that the full set of oral disclosures and wamnings be made in
each and every phone call between broker and customer?

. Should it be a federal requirement that all such phone calls be taped and the

tapes be kept for some period so that if investors file a complaint, the
regulatory authorities can review the tapes and ascertain whether the
disclosures were made and take disciplinary action if they were not ?

ANSWER:

A. Please refer to the answer to Senator Collins’ Question 1 for the significance of this

problem.

B. The enforcement of the Penny Stock Reform Act is primarily the job of the SEC and

the self-regulatory organizations. We refer you to the North American Securities
Administrators Association for a description of the stringency of the various states
disclosure requirements.

C. The disclosure requirements under the Penny Stock Reform Act have had a salutary

impact, and are not “the most meaningless of paper protections.” Please refer to the

answer to Senator Collins’ Question 1.C, 4.B, and 11B for the impact of the Act and its

disclosure requirements.
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D. We believe that the current SEC rules are effective. NASD rules require that a
registered representative operate under a rigorous system of supervision, with more
stringent requirements for representatives who have presented problems in the past.

E. On September 11, 1997 NASD Regulation filed with the SEC a significant proposal on
the taping of broker’s conversations with their customers. Our new rule, if approved by
the SEC, will require a brokerage firm to tape record all customer sale calls if a certain
percentage of brokers were employed by a disciplined brokerage within the last two
years. The taping rule defines a disciplined firm as one that has been expelled from a
securities industry self-regulatory organization, or has had its registration revoked by the
SEC, for sales practice violations or telemarketing abuses. The threshold percentage of
brokers from a disciplined firm that would require recording will vary from 40% for a
small firm to 20% for a large firm. Under the proposal, every firm will be required to
conduct a quarterly review to determine whether there must be taping. We believe that
taping customer calls is a relatively burdensome and expensive requirement and should
not be invoked absent a previous showing of problem conduct by the firm or a significant
number of its registered representatives.
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. 10. 'What does Congress need to do, that it has not already done, to ensure that the
problem of micro-cap fraud is effectively controlled? Specifically:

A. Is there certain specific additional authority that needs to be given to the
SEC, the SROs and the states?

B. Do we need to extend the jurisdiction of the Department of Justice?

C. Are there any changes in the secunues laws that would be valuable in this
effort?

ANSWER:

A. We believe that wide authority granted to the SEC, the SROs and the states to make
rules now provides sufficient authority among them to address the problems presented by
microcap fraud.

B. The SEC and the SROs refer cases to the Department of Justice whenever criminal
prosecution is warranted, or the special tools of criminal investigation are called for. We
are not aware of any cases that are not successfully prosecuted because of a lack of
jurisdiction by the Department of Justice.

C. While we are reviewing several regulatory rule and enforcement initiatives to increase
our efforts to combat microcap fraud, we do not at this time have any changes to the
securities laws that we have identified as necessary in this ongoing effort. If any such
changes are identified, we will communicate them to you a.nd the Senate Securities
Subcommittee for your consideration.
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11. One year ago, a two-year investigation into the Nasdaq market and the NASD's
policing role ended in a settlement agreement between the NASD and the SEC.
The SEC criticized the NASD for not having taken steps to correct a number of
problems, despite knowing about misconduct in the Nasdaq market since 1990.

The SEC concluded that between 1990 and 1994, the NASD, “without
reasonable justification or excuse failed to enforce compliance with Exchange
Act, the rules and regulations thereunder and its own rules.” As part of that
settlement, the NASD agreed to spend $100 million over a five year period to.
correct certain abuses outlined by the SEC. Also, it agreed to take remedial
steps to prevent wrongdoing in the future.

A. What steps did the NASD agree to undertake?
B. What has the NASD done thus far to comply?

. What remains to be done?

o 0

. Has $100 million been provided for, and how?

tr

. Has the NASD begun spending that money?

F. If so, how has it been spending the money, and does it provide the
Department of Justice, the SEC or anyone else with an accounting that
demonstrates compliance with that agreement?

Answer:

A. Pursuant to the settlement agreement between the SEC and the NASD, the NASD
agreed to implement a series of fourteen undertakings that are specifically described in
the SEC Order and Section 21(a) report. These undertakings generally require the NASD
to do the following: balance its boards and certain of its committees between public and
non-industry membership; provide NASDR with free access to Nasdagq records; institute
professional hearing officers in the disciplinary process; provide for the autonomy and
independence of the NASD regulatory staff; promulgate and apply on a consistent basis
regulatory and other access issues; ensure the existence of a substantial, independent
internal audit staff: design and imiplement an equity order audit trail; improve
substantially the surveillance, examination and enforcement of order handling, trade
reporting and firm quote compliance; propose a rule interpretation expressly making
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unlawful anti-competitive conduct; enhancing market maker competitiveness through
enforcement of NASD Conduct Rule 2110; repealing the excess spread rule; and,
retaining an independent consultant to review and report to the NASD and the SEC on the
implementation of these undertakings.

B.  On August 8, 1997, one year after the SEC action was filed, the independent
consultant presented his first annual report to the SEC. The independent consuitant
concluded that the NASD had completed those undertakings that were capable of being
completed in one year, that three other undertakings would be completed as soon as the
SEC approved the NASD’s new Code of Procedure (the new Code of Procedure was
approved on August 8, 1997), and that the NASD made substantial improvements on
those undertakings which are on-going.

C.  Asreflected in the Report of the Independent Consultant, the NASD is continuing to
implement the undertakings imposed in the SEC settlement. The NASD is continuing to
make substantial improvements in these areas and is on schedule to implement the order
audit trail in a timeframe agreed to by the SEC.

D -F. In the order, the NASD agreed to expend $100 million on its regulatory programs
(specifically examinations, surveillance, enforcement and internal audit). In the order, the
SEC acknowledged that $25 million annualized (or $11.8 million) had been authorized
for 1996, and that the remainder of that amount would be committed over the next five
years. In an exchange of correspondence, the NASD and SEC agreed to what expenses
would be considered eligible to be counted toward the $100 million figure, and how those
figures should be calculated using the 1995 budget as a baseline. For 1997, the NASD
has spent $20.4 million through September, and has spent $3 1.2 million since the
inception in 1996. The independent consuitant, responding to a request by the SEC, will
undertake to monitor the calculation of the $100 million, at least for the remainder of his
engagement.
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12. The problem of penny stock fraud is not a new one, and the recognition that it
is a serious problem is not new. In September, 1989, the North American
Securities Administrators Association concluded, based on a 50-state survey,
“Penny stock swindlers are the No. 1 threat of fraud and abuse facing small
investors in the United States.” At that time the losses attributed to penny
stock fraud in the United States were $2 billion a year. In response, Congress
passed the Penny Stock Fraud Act of 1990, which enhanced the regulatory tools
available to fight penny stock fraud.

It is estimated that penny stock fraud abuses result in six billion dollars worth of
losses per year, three times what the losses ‘were before Congress passed the
Penny Stock Fraud Act of 1990. You testified recently at a hearing on penny
stock fraud: “Let me be blunt. There are significant problems in the over-the-
counter market and a strong regulatory response is needed.”

However, the NASD-R is a regulatory body. There are those who are skeptical
of the ability of the NASD to regulate itself, that is to regulate its own members.
That skepticism is reinforced somewhat by the perception that when the NASD
does take disciplinary steps, its proceedings take a very long time, and any
disciplinary action taken is less than effective, because violators are free to
operate under another name, or as “consultants.”

How do you respond to critics who say that the NASD lacks the will, or the
ability, or both, to tackle securities fraud in general ‘and penny stock fraud in
particular?

ANSWER:

The NASD, with its 1649 regulatory staff and regulatory budget of $211 million, is the
largest securities self-regulatory organization in the US, and has both the will and the
ability to tackle securities fraud in general and penny stock fraud in particular. Our
answers to the other questions posed by Senators Collin and Glenn demonstrate that we
— along with the SEC, the other SROs and the states — are aware of the problems of
fraud in our securities markets, have formulated thoughtful approaches to reducing it to as
low a level as possible. We are constantly in the process of implementing and improving
those approaches.

We have focused on the microcap market in particular and are moving quickly to
implement proposed regulatory reforms in that area. We have also focused enforcement
effort on the microcap area, including, for example, the recent decision issued against La
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Jolla Securities, and settlements reached in GKN, and DH Blair. These cases follow our
significant earlier actions in this area, including cases brought against Stratton Oakmont,
Hibbard Brown, and Sterling Foster.

‘We understand the need for speed in the prosecution of our cases, and, as of August 7,
1997, are operating under a new Code of Procedure, with each case assigned to a
professional hearing officer. Those hearing officers will bring added efficiency to the
process by hearing and disposing of motions expeditiously and actively supervising their
cases as they progress through the disciplinary process.

Of course, our jurisdiction is limited to registered firms and their associated persons.
When we become aware of unlawful activity of those outside our jurisdiction, such as
consultants, we immediately refer the matter to the SEC, the States, or the criminal
authorities.

Our focus on regulation is evident through our commitment to resources. In 1996, we
significantly increased the number of staff dedicated to regulation and enforcement by
adding more than 150 new positions. By the year 2000, NASDR plans to spend more
than $100 million to enhance its systems for market surveillance and increase
examination, surveillance, enforcement, and internal audit staff.

We are already beginning to see the fruits of our additional investment. In 1996,
disciplinary actions brought by the NASD reached 1,200, an increase of 12 percent over
the prior year. Last year 394 individuals were barred and 204 were suspended.
Disciplinary fines collected increased by almost two-thirds and the number of firms
expelled from the NASD increased by approximately 20 percent. In addition to
disciplinary fines, orders of restitution to investors reached $21.8 million in 1996.
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What Is The Nasdaq Stock Market?

Nasdaq®, the fastest growing stock market in the U.S. and the world’s first electronic stock
market, began operating in 1971. Just over 25 years later, it serves millions of investors around
the globe, has more listed companies than any other market in the world and is the second
largest securities market in terms of dollar volume—ahead of London and Tokyo combined.
Many of Nasdag’s more than 5,500 companies are industry leaders in computers, data processing,
pharmaceuticals, telecommunications, biotechnology and financial services. In addition,

Nasdaq outpaces alt other U.S. markets in listings of new public companies—a total of 87
percent of all companies making initial public offerings traded on Nasdaq in 1996.

What distinguishes The Nasdaq Stock Market™ from other U.S. markets is its use of today’s
information technologies—computers and telecommunications—to unite its participants and
enable securities firms to compete with one another ina screen-based, floorless market. In
addition to its use of sophisticated technology, Nasdaq is unique in its use of multiple Market
Makers—independent dealers that compete openly with one another for investors’ orders in
each Nasdaq security.

Nasdaq is a quote-driven market. Market Makers post firm quotes (bids and asks) that can be
viewed by all other Market Makers. The best bid (highest price a Market Maker will pay for a
stock) and the best ask (lowest price a Market Maker will sell a stock at) is called the inside price,
and is available to all investors through broker workstations or news terminals.

Companies listed on Nasdagq are separated into two tiers—The Nasdaq SmallCap Market™, for
small- to medium-sized companies, and the Nasdaq National Market®, for larger companies with
higher capitalization. :

Nasdagq Is First In Company Listings Nasdaq-Fastest Growing Equities
Market In The U.S.: 1986-1996

1,000%

. Dollar Vohene Percens Change
800

I st Volume Percent Change

Listings

200
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The Nasdaq Stock Market automated the trading of non-exchange stocks, making them more
visible and subject to improved regulation. Nasdaq, like other organized securities markets, has
formal company listing requirements, electronic surveillance of trading, real-time dissemination
of trade reports, order-routing and execution systems and limit-order facilities.

Who Owns And Runs
The Nasdaq Stock Market?

The Nasdaq Stock Market is operated by The Nasdaq Stock Market, Inc., a wholly owned sub-
sidiary of the National Association of Securities Dealers, Inc. (NASD?). Created in 1939 by
amendments to the Securities Exchange Act of 1934, the NASD is a securities industry self-reg-
ulatory organization (SRO) that operates subject to the oversight of the Securities and
Exchange Commission (SEC). Today, the NASD membership is comprised of every
broker/dealer in the U.S. that conducts a public business.

NASD Corporate Structure

NASD; Inc.

Beard of Directors
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The Nasdaq Stock Market is distinctly separate from the U.S. over-the-counter (OTC) market
and the OTC Bulletin Board® quotation system, although they are all regulated by the NASD.
For more than one-half century, the NASD has fulfilled its statutory responsibilities and has
protected investors through the enforcement of federal securities laws, as well as the broader
ethical requirements of its own rules, which obligate members to observe high standards

of commercial honor.

The Evolution Of Nasdaq

1996 ) Nasdaq celebrates 25th anniversary and Nasdaq Composite™ Index hits an
all-time high of 1,316.27. Share volume breaks 500 million shares per day.

1995 Share volume tops 101.2 billion; with daily share volume
of 401 million (record set)

*

1995 i Market value exceeds $1 mlhom

‘

1995 Nasdaq Composite Index rises above 1,000 for the first time.

1udi hnol

1993 Industry-specific indices, i ones for : gy
and computer companies are fom\ed

,f

1992 The Nasdaq SmallCap Market begins real»nme trade reporting.

1991 Nasdaq attains virtual parity with the NYSE and the American Stock
Exchange regarding blue-sky regulanons

$17.3 million NASD (backup) Operauons Center
opens in Mary

1986 Federal Reserve Board grants Nasdsq National Market automatic
inability, signaling i matuntyof market.

1986

IE

1985 Nasdaq volume of 20 7 billion shares sets yea.dy record.

1984 The London&ock Exchange adopcs new system of dealing
- based on Nasdag mod

1982 The Nasdaq National Market is founded with 40.of the largcst companies
from the Nasdaq market.

R

1979 — A$125 mdhon upgradeofdmNasdzqsysmn begins.

1971 Trading on Nasdaq begins.

*Blue-sky laws require issuers of securities to register their offem\g with the state befme they can be sold to residents. Most
blue-sky laws include provi ﬁ'andulent ivities and the licensing of ities. Nasdaq National Market
sécurities, subject to hlghcr li ds, i i under most states’ blue-sky laws.
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The Nasdaq Stock Market Today

In 1996, Nasdaq’s share volume exceeded 138 billion shares and its dolfar vplume reached
$3.3 trillion, gains of 381 and 773 percent, respectively, over levels a decade earlier.

Today, Nasdag lists more: )
» companies than any other stock market in the world,
» initial public offerings (IPOs) than any other U.S. stock market, and
» non-U.S. companies than the NYSE and AMEX combined.

Wide Spectrum Of
Companies List On Nasdag

The Nasdaq Stock Market includes many major, wetl-known companies. U.S. companies
include: Apple, American Greetings, Boatmen’s Bancshares, Microsoft, Intel, Amgen, Cisco,
Nordstrom, Oracle, McComick, SAFECO, Tyson’s Foods, Sun Microsystems, U.S.
HealthCare, Netscape and Northwest Airlines.

Nasdag companies cover the whole spectrum of the U.S. economy, from agriculture, mining, con-
strucrion and manufacturing to transportation, retail, banking and insurance. The largest concentra-
tion of firms is in dynamic growth sectors, such as information technologies (software and hardware),
telec ications, ph ricals, biotechnology, finance, banking and insurance.

There are 225 stocks with a market capitalization of mare than $1 billion, up from 82 in 1991.

Nasdag Industry Distribution—Percent Of Market Value




538

e PP 0000008000800 0CEENNRINEres0sRPecntesnstsstetestrsosessenes

Innovative, Emerging Companies Found On Nasdaq

The Nasdaq Stock Market is home to hundreds of emerging companies in fast-growth sectors
like information technologies and biotechnology.

Among the many reasons companies have given when explaining why they joined Nasdaq are:
Market Maker sponsorship; floorless, modern trading; liquidity; lower listing fees. Nasdagq also
offers many services to companies once they join Nasdaq. They are assigned a representative
who can help them with any questions regarding their listing. A Nasdaq listing analyst keeps in
close contact with listing companies to assist them in filing the proper documents and making
sure they maintain the minimum listing requirements.

A total of 655 initial public offerings (IPOs) raised $24.1 billion in new capital during 1996
on Nasdaq.

Number of Initial Public Offerings By Market, 1989-1996

800
. Nasdaq

Number of Offerings

0 1989 1990 1991 . 1992 - 1993 1994 1995 1996

Source: (Pre-1993): IDD Information Sevvices, Inc.; (1993 to present): Securizies Data Corp.
Note: Excludes closed-end funds and erese. Firm commitment underuricings only.

International Activity-Setting Records

Nasdaq lists more foreign-based issues than the New York and the American Stock Exchanges
combined. In the intemational arena, Nasdaq continued its strong trading pace for American
Depositary Receipts (ADRs) and non-U.S.-based securities in 1996. Combined trading for
ADRs and non-U.S.-based shares on Nasdaq reached a record high in 1996 of 7.7 billion shares
and $125.2 billion in dollar volume. This represents a 16.7 percent increase in share volume and
a 24.7 percent gain in dotlar volume from 1995.
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Nasdag’s Growing International Role*

Dollar Volume Share Volume
(Billions) (Billions)

140,

120

*Dléu:ludcs Al{nerican
sitary Receipts
and foreign shaces.
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1995 1996 1995 1996

Dollar Volume Of Equity Trading In Major World Markets, 1996
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Non-U.S.-Based Companies

Nasdaq is the principal market in the Uriited States for trading shares of non-U.S.-based . .
companies. As of December 31, 1996, there were 139:ADR and 279 foreign companies listed
on Nasdaq. World-class non-U.S. companies listed on Nasdaq include: Reuters Holdings plc,
WPP Group plc, Carlton Communications plc and Orange plc of the UK Waterford
Wedgwood plc and CRH ple of Ireland; L.M. Ericsson Teléphone Company, AB Volvo and
Swedish Match AB'of Swedén; Akzo Nobel N.V., Madge Networks N.V. and Baan Company
N.V. of the Netherlands; Hollinger Inc., MacMillan Bloedel Limited, BioChem Pharma Inc. of
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Foreign-Based Companies On Major U.S. Markets, 1994-1996

-
-
-

Noxdag NYSE Amex

Canada; Scitex Corporation Ltd., ECI Telecom Inc., and Teva Pharmaceutical Industries
Lirited of Israel; Nissan Motor Co., Canon Inc., and Fuji Photo Film Co. of Japan; Memtec
Limited, and Pacific Dunlop Limited of Australia; Banco de Galicia y Buenos Aires S.A. of
Argentina; Compania Cervecerias Unidas S.A. of Chile; Business Objects S.A., LVMH Moet
Hennessey Louis Vuitton, and Dassault Systemes S.A. of France; Tramford International Ltd.
of Hong Kong; and Creative Technology Lid. of Singapore.

While all of these large companies meet the financial requirements for listing on the NYSE, they
have made Nasdaq their market of choice. Nasdaq’s lead in the use of screen-based

technology and its competitive Market Maker system are the principal reasons why Nasdaq

is the market for companies of every type and size in every stage of development.

Distribution Of Holdings Of Nasdaq National Individual and institusional
Market Common Stocks, September 1996 ;";Zf,:m:&l M arpkzm
Currently, about 11 million
individual investors oun
Nasdag-listed shares directly.
Millions more own Nasdag
stocks through mutual fund and
pension plan holdings. But the
mix has shifted in recent years
toward institutional vestors,
as Nasdaq gains recognition as
a highly efficient, well-regulated
market, Measured by market

o M-':w’:ffmw ond walue, institutions now oun 47
Daza Source: CDA Sp percens ot more. percent of Nasdag stocks.

Market Valuse Of Holdings

Distiiaiosal

$1,471.1 Billion
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Nasdaq Performance:
Growth And Dynamic Companies

In 1996, Nasdaq celebrated its 25-year anni y. Since its inception on February 8, 1971, the
Nasdaq Composite Index has increased 11-fold, compared to the S&P 500 and the Dow Jones
Industrial Average (DJIA), which increased respectively 7 and 6 times over the same period. In
1995, the Nasdaq Composite had its best year since 1991, growing 39.9 percent for the year,
compared with the S&P 500’ 34.1 percent and the DJIA’% 33.5 percent. Although 1996 was
not as impressive, the Composite Index did increase 22.7 percent, while the S&P 500 increased
20.3 percent and the DJIA 26 percent.

The Nasdaq Composite Index is a broad-based, market-value weighted index of about 5,575
companies listed on Nasdaq (more than 6,300 issues). The Composite Index, although techno-
logy heavy, also has many companies from other sectors.

The Nasdaq Composite Index is comprised of eight sub-indices: Industrial, Bank, Insurance,
Other Finance, Transportation, Telecommqnications. Biotechnology and Computer. The last
wwo indices were created on November 1, 1993. The Telecommunications used to be the
Utilities Index, but it now contains only telecommunications firms; alt other utility companies
were added to the Industrial Index.

The Nasdaq Composite Index covers more of the share volume and dollar volume than other

widely followed indices.
Index Issues Percent Of Total Market Value Percent Of Total
($ Biltion)

Bank 375 6.7% 398 2.7%
Biotechnology 121 2.2% 522 35%
Computer 685 12.3% 5211 34.8%
Industrial 3,394 60.9% 560.5 374%
Insurance 103 1.8% 281.5 1.9%
Other Finance 610 10.9% 157.1 10.5%
Telecommunications 183 3.3% 1114 74%
Transportation 104 1.9% 213 1.8%

Total 5575 1,750.9
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Nasdaq Major Industry Groups* Ranked By Performance, 1996

g

Percentage Increase

182 117 66 53
Number Of Issues
* By U.S. Standard Industrial Classification Code

Short-Term Index Performance, 1993-1996
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Long-Term Index Performance Comparison, 1987-1996
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What’s Different About
The Nasdaq Trading System?

As mentioned earlier, there are two important features that distinguish The Nasdaq Stock
Market from a traditional exchange: its competing Market Makers and its advanced
technologies. In an electronic age, it is no longer necessary for people to meet face-to-face in
a single location to trade securities. Also, competition in the marketplace benefits the investors,
and it is aggressive competition among Nasdaq Market Makers that sets them apart from
single-exchange specialists.

Competing Market Makers

Each company that lists its shares on Nasdaq has a number of competing securities frms that
make a market in its stock. These Market Makers include many of the largest and best
capitalized securities firms in the world, including Merrill Lynch, Goldman Sachs, Lehman
Brothers, Morgan Stanley/Dean Witter, Oppenheimer, Smith Bamey, and PaineWebber.

U.S. federal securities laws, and the rules and regulations of the SEC and the NASD, require
Market Makets to adhere to specific record-keeping and fi ial-responsibility dard:
make conti two-sided markets; accept and execute orders up to certain size limits when
they are at the best price; disseminate firm, two-sided quotes; and report transactions for public
dissemination within 90 seconds of execution.
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The biquidity ratioisa mea- . Average Liquidity Liquidity Ratio, December 1996
mofﬁednllafwhauof . (Millions)” -~

securities assoaawd wﬂlfl 50r 415 -

ome percent price change in

the security. The higher the

Tatio, the greater the amount 40
of stock that can be traded

with little change in price.

The higher the dollar volume 30
required, the greater the
liquidity of the security.

20

Data source: Media General Financial
Services, Inc. 10

$5,000-850,000 $2,00085,000 T $1,000:52000
Market Value Range (Millions)

How do Market Makers make markets? These multiple dealers, about 540, aggressively compete
with one another for investor orders by buying and selling for their own accounts over Nasdaq’s
»electtonic network of terminals, called “workstations.” A minimum of two Market Makers is a
prerequisite for a company listing on Nasdaq. The typical Nasdaq stock has 11 Market Makers;
some of the more actively traded stocks have 40 or more. It is this highly visible, competitive
interplay of many contenders in the marketplace that determines prices in The Nasdaq Stock
Market. ’

All Market Makers in a security are required to quote “firm” bid and ask prices. The bid is the
"price at which a Market Maker is willing to buy; the ask is the price at which the firm is willing
to sell. Market Makers stand ready to execute transactions at their displayed prices on Nasdaq for
the normal unit of trading or for their displayed size limit, whichever is greater.

Most transactions are automatically reported through a variety of electronic systems. For all
others, the Market Maker must report within 90 seconds, using a Nasdaq workstation.

These trade reports are broadcast immediately to market data vendors for dissemination over
their networks. :

Market Makers provide a sponsorship role by publishing research on the companies they make a
market in. This increases the level of a company’s exposure to the investment community.

The Nasdaq Market Maker system provides several advantages to investors and listed companies.
Among others, it: :
= is competitive and assures investors that they are getting the best possible price and
execution. :
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a offers market “depth” because with an average of 11 Market Makers in each stock, there
typically are a number of Market Makers at the best bid or ask price.

s provides continuous trading activity, even under the most challenging market conditions,
without the trading halts common to the single-speciali rkets of the exch

a furnishes market depth and continuous trading that, in turn, provide superior “liquidity”
(a measure of the dollar volume of trading it takes to move the price of a stock one
percent). Academic studies have shown that Nasdaq National Market stocks have greater
liquidity than comparable NYSE issues.

u gives companies exposure and visibility. Market Makers' trading and sales departments reg-
ularly follow each of the stocks they trade and routinely bring them to the attention of
investors. In addition, Market Makers' quotes can be viewed by brokers and investors
worldwide. There are currently almost 300,000 terminals receiving Nasdaq trading infor-
mation in more than 55 countries.

New SEC Order Handling Rules

Two new rules conceming the handling and execution of individual securities orders were
recently adopted by the SEC and applauded by The Nasdaq Stock Market for giving individual
investors better information, more control over their orders to buy and sell stock, and enhanced
access to better prices for the securities they buy and sell. The rules took effect for 50 Nasdaq
stocks on January 20, 1997, and will continue to be phased in this year. While the SEC Order
Handling Rules apply to all equity markets in the United States, they will benefit those who
invest in Nasdaq stocks the most.

Under the Limit Order Display Rule, a Market Maker that receives a limit order (to buy or sell a
designated number of shares of a security at a specific price) priced better than its best current
quote must display the investor’s limit order price and size on the trading screen as the Best Bid
or Ask. If a limit order is priced the same as the Market Maker’s quote, the Market Maker must
reflect the size of the customer's order in its quote. Previously, investors could place limit orders,
but they were not routinely displayed in a Market Maker’s quotes; now, the investor’s limic order
can be seen by the entire market. However, exempt from the rules are: all-or-none orders; orders
that customers request not be displayed; orders of fewer than 100 shares; and orders of more than
10,000 shares or more than $200,000 in market value.

The ECN Rule is an amendment to the existing Quote Rule that affects Electronic Communica-
tions Networks (ECNs) and applies to all orders of 100 shares or more. The ECN Rule levels the
playing field for individual investors by requiring Market Makers to display their best prices pub-
licly, even orders received on an ECN—a private system generally seen only by financial profes-
sionals. Nasdaq has integrated certain ECNs into the market, so the price and size of those orders
are now displayed publicly so individual investors can see the best possible price at which Market
Makers are willing to trade a security.
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Nasdaq’s Technology )

The Nasdaq Stock Market makes use of the most advanced technology available. In 1996, it i Y
upgraded three of its most important components. First, the interface which dealers use to access
the market has been revamped and given a new Windows-like look: Nasdaq Workstation II™.

It allows traders to customize the information they want and need on their computer screens.
Secondly, the communications lines have been upgraded to 56,000 baud (from 9,600 baud) .
digital links to the central data complexes of Trumbull, CT and Rockville, MD. Finally, the T
mainframe used, among other things, to enter and execute orders, update quotes and send ,
confirmed trades for clearing and settlement, has been upgraded in both our Trumbul! and

Rockville facilities.

This new technology allows Nasdaq to handle one billion shares per day. Although it is
sufficient for today’s trading of over 600 million shares per day, Nasdaq is already designing the
requirements for a new system which will handle two billion shares a day.

Electronic Trading Services

‘The Nasdaq electronic or screen-based trading system makes possible efficient, instantaneous .
transactions. Here's how it works:

When an investor places an order to buy or sell a Nasdaq security at the market (i.e., for the
current price), his or her broker will route that market order to the firm’s trading room.

If the firm makes a market in the security, it will normally execute the order internally, as
principal, at a price equal to or better than the best price being quoted on Nasdaq by all of the
competing Market Makers.

A firm that is not a Market Maker in the security will execute the order with a Market Maker at
another firm. For smali orders, the firm is likely to execute the transaction with a Market Maker
through an automated execution system.

Electronic Surveillance

Electronic trading also facilitates prompt and accurate surveillance. Through a variety of on-line
and off-line systems, the NASD—the securities industry’s largest self-regulatory organization—
continually monitors trading in Nasdaq issues. Unusual trading patterns are automatically flagged
and referred to a Market Regulation analyst for review. If improper trading seems apparent, it is
immediately investigated. As an SRO, the NASD disciplines member firms and their registered
employees for violating NASD rules or federal securities laws.

The Nasdaq Stock Market uses a variety of centralized automated systems to analyze trading
activity on a monthly, weekly, and daily basis. Key among these is the StockWatch Automated
Tracking (SWAT™) system. The SWAT system uses state-of-the-art technology to monitor the
price and volume of every Nasdaq security for abnormal activity. SWAT evaluates each security
traded on Nasdaq using historical price and volume information, industry trends and publicly
disseminated news regarding each company.
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RADAR: Market Regulation’s High Tech Tool

In November 1996, Market Regulation instailed a new system designed to bring a greater num-
ber of violators to justice. The high-tech, $4.5 million computerized system, RADAR™
(Research and Data Analysis Repository™) added many new artificial intelligence features to the
existing market surveillance system called StockWatch.

Used by more than 75 analysts in our Market Regulation Department, RADAR provides instant
analysis capabilities of trading activity with the aid of pie charts, spreadsheets and line and bar
graphs. This tool allows analysts to examine trading paterns in a much more efficient way.

How Does A Company
Qualify For A Nasdaq Listing?

Every company listing its shares on a U.S. stock market must register them with the SEC. After
registering, the company has to provide the SEC with regular reports on its financial condition
and material corporate developments. U.S. companies file these reports quarterly; non-U.S.
companies file semi-annually. These reports are available to security analysts and the investing
public.

A company that chooses to list on The Nasdaq Stock Market must also meet minimum Nasdaq
qualifications.
s Nasdagq has no restrictions for companies that choose to delist, unlike other
U.S. exchanges.

Financial Requirements

The Nasdaq Stock Market has two tiers with separate requirements.
» The Nasdaq National Market, which includes more than 4,147 companies.
@ The Nasdaq SmallCap Market with more than 1,409 companies.

The specific requirements for each of these segments are summarized in the accompanying
charts.

Corporate Governance Rules

Nasdaq corp governance requi 1ts apply to Nasdaq National Market companies.
Among the most significant are:

® amini of two independent directors on its board

= an audit committee with a majority of independent directors

» annual shareholder meetings

n regular disclosure of material information
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Summary Of Financial Requirements

~ For Initial Listing*
The Nasdaq National Market Listing Requirements
Enury
Requitements Maintenance
Al el Al ive2 Requi
Registration under Section 12(g) of the Securities
Exchange Act of 1934 or equivalent Yes Yes Yes
Net tangible assets' $4 million $12 million $1, 2, or 4 million?
Net income (in latest fiscal year or 2 of
last 3 fiscal years) $400,000 N/A N/A
Pretax income (in latest fiscal year or 2 of
last 3 fiscal years) . $750,000 N/A N/A
Public float (shares)’ 500,000 1 million 200,000
Operating histocy N/A 3 years N/A
Market value of float $3 million $15 million $1 million
Minimum bid price per share $5 $3 $1*
Shareholders N/A N/A 400°
-if between 0.5 and 1 million shares publicly held 800 400 N/A
-if more than 1 million shares publicly held 400 400 N/A
-if more than 0.5 million shares held and average
daily volume in excess of 2,000 shares 400 400 . N/A
Number of Market Makers 2 2 2

' Net tangible assets means total assets (excluding goodwill) minus towl liabilicies.

* Continued Nasdaq National Market inclusion requires net cangible amets of at least $2 million if the issuer has sustained
Tosses from continuing operations andfor net losses in two of its three most recent fiscal years or $4 miltion if the issuer has
sustained losses from continuing operations and/or net losses in three of its four most recent fiscal years. Regardless of the
foregoing, the issaer must have at least $1 million in net tangible assets.

3 Public float is defined a8 shares that are not “held directly or indirectly by any officer or director of the issuer and by any
person who is the beneficial owner of more than 10 percent of the total shares outstanding ..."

* In the aleernative, the issuer must have $3 million in market value of public float and $4 million in net tangible assets.
* Or 00 shareholders of round lots.

* Please note that these standards will be replaced with new ones in 1997. Visit our Web site at wwaw.nasdag.com foc a
comparison of the current and proposed listings-
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The Nasdaq SmallCap Market Listing Requirements

Entry' nMainmnce
Total assets $4 million $2 million
Total stockholders’ equity $2 million $1 million
Registration under Section 12(g) of
the Securities Exchange Act of 1934
or equivalent! Yes Yes
Public float (shares) 100,000 100,000
Market value of public float’ $1 million $200,000
Shareholders 300 300
Minimum bid price per share’ V $3 $1**
Number of Market Makers' 2 2

' This requirement becomes effective 120 days after an initial public offering.

? Public float is defined as shares that are not “held direcely or indicectly by any officer or ditector of the issuer and
by any person wha is the beneficial owner of more than 10 percent of the total shares outstanding....”

* A deficiency in the maintenance criteria for market value of public float, Market Makers, and bid price will be
determined if the issuer fails any of these requirements for 10 consecutive days. If failure of any of the 10-day test
occurs, the issuer will be noified promptly and will be given 30 calendar days to comply with the market-maker
criteria and 90 calendar days to comply with the bid price or market value of public float requirements.

** Issucrs that fail to meet the $1 minimum bid price continue to qualify if they maintain $1 million market value
of public float and $2 million in capital and surplus.
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Nasdaq Contacts

For more information on Nasdag, please contact:

Cameron Brown (202) 728-8379 Ellen Hipschman Taverner
Associate Director, Media Services Vice President, International Marketing
Nasdaq [nternational, Ltd.
Reid Walker (202) 728-8243 Durrant House
Associate Director, Media Relations 8/13 Chiswell Street
The Nasdag Stock Market London ECIY 4XY
1735 K Street, NW . N
R . United Kingdom

¥”T’}§‘§‘;‘;2‘§C 20006-1500 Tel: (44-171) 3746969

el: 8884 Fax: (44-171) 3744488

Fax: (202) 728-6993
For daily market data, please contact:
Tucker Echols
Tom Holloman
Tel: (800) 777-6273 (toll-free in the U.S.)
Tel: (202) 728-8884

Internet Sites

The Nasdaq Stock Market’s Internet Web site can be viewed at: hup:/fwww.nasdag.com. The site
has hypertext links to virtually every Nadaqg-listed company that has a home page of its own, more
than 2,500 in all. The site also features 15-minute delayed quotes and real-time Nasdaq stock index
values. Recent features include mutual fund quotes, news from Reuters, PR newswire and business
wire. We will be adding portfolio management in the first quarter of 1997. The Nasdaq Web site is
one of the most popular financial sites on the Web, with more than 4 million hits per day.

The Nasdag site uses the following Internet technology:
» Microsoft BackOffice™ technology and Internet Information Server™

s MCI’s high-speed Interet MCl service
a Cisco Systems’ latest 7000 series high-speed Intemet Routers

w Intel architecture-based Pentium processor servers

In August 1996, NASD Regulationannounced the launch of its home page on the World Wide
Web: http: /fwwnw.nasdr.com. The site, which investors around the world can access free of charge,
contains an overview of NASD Regulation, information on investing wisely, an explanation of
how and where customers can file complaints, a description of NASD Regulation’s public disclo-
sure program for investors to check out their brokers, and press releases on disciplinary actions and
other matters issued by the organization. The site also enables investors to directly file complaints
on-line with NASD Regulation, and in the future will allow investors to obtain disciplinary infor-
mation about brokers.
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NASD, The Nasdaq Stock Market, And
NASD Regulation Leadership

Frank Zarb
Chairman, President and Chief Executive Officer,
National Association of Securities Dealers, Inc.

Frank G. Zarb became President and Chief Executive Officer of the National Association of
Securities Dealers, Inc., on February 24, 1997. Previously, he was Chairman, Chief Executive
Officer, and President of Alexander & Alexander Services Inc., from June 1994 through
January 1997.

M. Zarb was a Vice Chairman and Group Chief Executive of The Travelers Inc. He had previ-
ously served as Chairman and Chief Executive Officer of Smith Bamey, Travelers’ brokerage and
investment banking subsidiary, which he joined in 1988. He was named Group Chief Executive
on June 24, 1993. Mr. Zarb was elected a Vice Chairman of The Travelers Inc. (formerly
Primerica Corporation) on September 25, 1991. Before joining Smith Barney, Mr. Zarb had
been a senior partner of Lazard Freres & Co. since 1978.

From 1974 through 1977, Mr. Zarb was the senior official for all U.S. government energy-related
activities, serving as Executive Director of the Cabinet-level Energy Resources Council,
Administrator of the Federal Energy Administration, and Assistant to the President for Energy
Affaiss. Prior to these appointments, he had been Associate Director of the Office of
Management and Budget from 1973 to 1974 and served as Assistant Secretary of Labor between
1971 and 1972. He has served in various assignments for the Ford, Carter, Reagan, Bush, and
Clinton administrations.

Before entering public service, Mr. Zarb acquired considerable experience in the securities
industry, where he began his career with Goodbody and Co. in 1962. He later served in various
capacities for predecessor firms to Shearson Lehman Bros., as Executive Vice President of mar-
keting, operations, and investment banking as well as Chairman of the Executive Committee.
M. Zarb, who eamned his bachelor’s and master’s degrees in business from Hofstra University,
was awarded an honorary Doctor of Law degree by the university in 1975, and the school’s
Outstanding Scholar Award in 1974. In 1976, Quincy College conferred on him an honorary

Doctor of Conservation degree.

Richard G. Ketchum

E: Vice President and Chief Operating Officer,
National A iation of S ities Dealers, Inc.

Rick Kemhum joined the National Association of Securities Dealers, Inc., in 1991 as its
Executive Vice President of Legal, Regulatory, and Market Policy. In 1993, he was named

Chief Operating Officer.

Previously, Mr. Ketchum was Director of the Division of Market Regulation at the SEC. He had
been with the SEC from 1977 until he joined the staff at the NASD. From 1975 to 1977, Mr.
Ketchum was associated with the New York law firma Milbank, Tweed, Hadley and McCloy.
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Mr. Ketchum is a graduate of Tufts University and holds a J.D. degree from New York University
School of Law.

Alfred R. Berkeley, 111
President, The Nasdaq Stock Market, Inc.

Al Berkeley became President of The Nasdaq Stock Market, Inc., in June 1996. He is the first N
president since the National Association of Securities Dealers restructured to make The
Nasdaq Stock Market an independent subsidiary.

For the last five years, Mr. Berkeley served as Managing Director and Senior Banker of the
Corporate Finance Department of Alex. Brown & Sons in Baltimore. From 1989 to 1991, he
took a leave of absence from Alex. Brown to serve on the executive committee of Safeguard
Scientifics and as Chairman of a number of its subsidiaries. Mr. Berkeley first joined Alex.
Brown in 1972 and held various positions, becoming a general partner of the firm in 1983.

M. Berkeley graduated from the University of Virginia, then earned his M.B.A. from The
Wharton School at the University of Pennsylvania. He served as a major in the United States
Air Force from 1968 to 1972.

Mary L. Schapiro
President, NASD Regulation, Inc.

Mary L. Schapiro is the first president of NASD Regulation, Inc., the recently formed sub-
sidiary of the National Association of Securities Dealers, Inc. She assumed this position in
February 1996.

In 1994, Ms. Schapiro was appointed by President Clinton as Chairman of the Commodity
Futures Trading Commission (CFTC), a post she held until she joined NASD Regulation™.
Prior to that, she was a Cc issioner of the SEC beginning in 1988, and served as its Acting
Chairman in 1993. Additionally, Ms. Schapiro was General Counsel and Senior Vice President
of the Futures Industry Association. She began her career with the CFTC in 1980 as a trial
attorney, and later served as counsel and Executive Assistant to the Chairman.

Ms. Schapiro is a graduate of Franklin and Marshall College and earned her ].D. degree from
the National Law Center of George Washington University.

March 1997

©March 1997. The Nasdag Stock Market, Inc. (Nasdaq). All rights rescrvind. NASD s & registered service mark of the National
Association of Securities Dealers, Inc. Nasdaq, Nasdaq National Market, Now 100, Nh:fhﬁFlll\c?LhN;bq Workstation, and
OTC Balletin Board are registered secvice marks of Radar, The Nasdaq Suxk MM.('m RADAR, -ih:SmdMuka
The Nasdaq SmallCap Marker, and Nasdaq Composite Index are service usks of The Nasdaq Seock Marker,
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Nasdaq’s board is expevoed to votE
on whether to drop 3,400 stocks from
the OTC Bulletin Board, in a bid to dis-

tance itself from some of Wall Street’s
firms.

THE WALL STREET JOURNAL TUESDAY, DECEMBER 9, 1937

Senste Permanent Suhcommittee
on Investigations
EXHIBIT # 19

Nasdaq, in Newest Clean-Up Plan,
Might Remove 3,400 OTC Stocks

SMALL STOCK
FOCUS

with the Securities
and Exchange Commission. These unlisted
issues include foreign securities known as
American itary receipts, and small

By DEBORAH LOHSE

Staff Reporter of Tue WALL STRERT JOURNAL.

Trying to distance itself from some of
Wall Street's smallest and most specula-
tive companies, the Nasdaq Stock Mar-
ket’s parent board is expected to vote on
whether to make about 3,400 stocks no
tonger eligible to trade on the market's
lowest rung.

The rung, known as the OTC Bulletin~

Board, is essentially an electronic-trading
forum run by Nasdag where brokers and
dealers can get up-to-date quotes, trading
data, and a list of market makers in
roughly 6,800 Bulletin Board securities.
But stocks on the board aren’t listed on
the Nasdag market itself, which can be a
touchy issue, since Nasdaq's name is often
linked to them. That is true even though
the companies that list on the board either
can't meet listing standards at markets
like Nasdag, or they don't want to file

regional companies, such as banks that
don’t seek much stock trading.

The latest proposal is part of a long
struggle for Nasdaq to shake off an image
of being a forum rife with small-stock
scams. In recent years especially, Nasdaq
has gained credibility by beefing up trad-
ing rules and standards for companies that
trade in its top-tier National Market, home
to such giants as Microsoft and Intel, or its
second-tier SmallCap Market. But since
April, Frank Zarb, chairman of the Na-
tional Association of Securities Dealers,
Nasdagq's parent, has been trying to find a
way to clean’up the loosely regulated OTC
Bulletin Board, which is run by Nasdaq but
which has almost no standards for the
companies that list there.

Now, board members of Nasdaq's par-
ent organization are expected to tenta-
tively approve a proposal to kick compa-
nies off the OTC Bulletin Board if they
don't file financial statements to SEC,
panking or insurance regulators, accord-
ing to people familiar with the proposal.
NASD officials said that it is their policy
not to discuss proposals before the board
meets. Board members are also expected
to discuss prohibiting brokerage firms
from quoting prices for OTC Bulletin Board
stocks if the brokers don’t have current,
reliable financia! information on a com-
pany.

Also, every broker that recommends a
bulletin board stock to a client would have
to review detailed financial statements of
the company before doing so. Finally, the
proposal would also require every investor
to get a disclosure statement that would
spell out the difference between the bulle-
tin board and other markets, in terms of
liquidity (or ease of trading), standards,
and market-maker obligations, according
to people familiar with the proposal. If the
NASD board approves the proposal Thurs-
day, it will be put out for comment by

Please Turn to Page (9, Column 2

From Page C1

members. But lhm actions won't rid the
marketplace of companies that fail to file
publicly available financial statements,
people familiar with the proposal say. Any
of the companies that fails to meet the
raised standards of the bulletin board
would be able to trade on the Pink Sheets, a
less automated system that is owned by the
National Quotation Bureau, which isn’t af-
filiated with Nasdag. Standards for the
Pink Sheets aren’t expected to be affected
by this proposal.

Thus, investors in these speculative
stocks likely would find it more difficult to
buy and sell them. OTC Bulletin Board
stocks are a little more convenient to trade,
because Nasdaq provides space on its trad-
ing workstations for bulletin-board stock
quoting. Investors in the Pink Sheets must
get most of their information, and trade,
over the phone.

Currently, stocks can trade on either
the OTC Bulletin Board or the Pink Sheets
as long as one market maker ‘‘vouches™
that the company has current financial
statements. Market makers do this by fil-
ing a 15¢2-11 form. Because all market
makers are NASD members, the NASD has
responsibility for ensuring that market
makers are abiding by that rule.

Securities regulators have expressed
alarm that unscrupulous promoters, bro-
kers and traders have taken advantage of
the loosely regulated marketplace to foist
worthless stocks on unwitting investors.

Securities regulators have brought a
steady stream of stock-manipulation and
conspiracy cases to stem such abuses,
which are considered easier to pull off on
the bulletin board because of its thin trad-
ing volume and relative obscurity.
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BALTIMORE SUN - December 10, 1997

Securities industry

Nasdaq loo

to pull 3,400
small stocks

No. 2 market seeking
to distance itself from
tiny, high-risk issues

OTC Bulletin Board

Evicted little guys
could find a home
on the Pink Sheets

FROMBTAFFAND WIRE REPORTS

The group that runs the
Nasdaq stock market is con-
sidering whether to remove
some 3,400 small-company
stocks from special over-the-
counter listings as the na-
tion’s second largest stock
market tries to distance it-
self from tiny, speculative
stocks.

Stock fraud frequently in-
volves low-priced shares of
such high-risk stocks, some-

. Jand

times called “penny stocks,”
that are thinly traded and
loosely regulated.

Two Nasdaq sources said
yesterday that the board of
the National Association of
Securities Dealers -
Nasdaq's parent organiza-
tion — will vote on the pro-
posal to eliminate about
3,400 stocks from the OTC
Bulletin Board, an electronic
market of about 6,800 securi-
ties.

The sources, speaking on
condition of anonymity, said
the board will vote on the
proposal tomorrow.

The stocks that would be
dropped also include many
special shares of foreign
companies. B

Market analysts said such
stocks could still be listed on
the so-called Pink Sheets, a
less automated system not
affiliated with Nasdaq — but
would be more difficult to
trade.

It is unclear which Mary-
[See Nasdaq, 8c)
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