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ORGANIZED CRIME ON WALL STREET

WEDNESDAY, SEPTEMBER 13, 2000

HOUSE OF REPRESENTATIVES,
CoMMITTEE ON COMMERCE,
SUBCOMMITTEE ON FINANCE AND HAZARDOUS MATERIALS,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:05 a.m., in room
2322, Rayburn House Office Building, Hon. Michael G. Oxley
(chairman) presiding.

Members present: Representatives Oxley, Largent, Shimkus,
Fossella, Ehrlich, Bliley (ex officio), Barrett, Luther, and Markey.

Staff present: Brian McCullough, majority professional staff;
Robert Simison, legislative clerk; and Consuela Washington, minor-
ity counsel.

Mr. OxLEY. The subcommittee will come to order.

Good morning. Today's hearing might sound like an episode of
The Sopranos, but it is not HBO. It is real. We are going to hear
the true stories about people getting bilked out of their hard-
earned money by the Mob. I know from my own experience as a
special agent in the FBI that the Mob will go wherever a dollar is
being made. Today that is Wall Street. So it is really not surprising
that organized crime is trying to suck some of the life out of the
blossoming securities markets. The M-O-B has gone back to school
and gotten an MBA. The wiseguys are getting smart. They used to
play ponies. Now they are playing the markets and investors for
everything they are worth.

When | was in the FBI investigating the organized crime in Bos-
ton, the Mob was in shipping, racketeering, garbage, loan sharking
and good old-fashioned shakedowns. Now they are moving from the
old economy to the new, but using the same old tactics of intimida-
tion, extortion and manipulation.

As reported by Greg B. Smith of the New York Daily News, one
anonymous regulator discussed what he called the maggot run,
meaning the Mob-connected brokers moving from one firm to an-
other, attempting to stay just ahead of the law. By the way, |
would recommend Mr. Smith’s article of this past Sunday to any-
one interested in reading more about the topic. This happens to be
the front page of the article “The Mob on Wall Street: Inside the
Mafia Stock Fraud Scams.” And | think it says a lot about what
we are going to be discussing today; the lure of quick profits in the
securities markets that has turned businessmen into criminals and
criminals into businessmen.

It is our job to work with the organizations testifying before us
today to ensure that the U.S. capital markets are clean and fair
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and remain the envy of the world. It is disturbing to know that
there is an organized, concerted effort by criminals to enter and
control one of the most successful sectors of our economy for the
sole purpose of defrauding investors. We know about the “pump it
and dump it” schemes that leave investors with worthless stock.
We are aware of boiler rooms falsely promoting penny stocks of
both legitimate and dummy companies. What is new is organized
crime.

I want to send my congratulations to the Federal and State au-
thorities that netted 120 arrests in June for the biggest stock scam
in U.S. History. Something tells me a lot of those Sopranos will be
singing for the government as prosecutors bring their cases to
court. We have the best markets in the world in part because we
have the best and fairest regulatory system in the world. That con-
tinues to give investors confidence in capital markets that are in-
creasingly the road to a comfortable retirement, the place to put
your education nest egg. The markets are also a powerhouse of cap-
ital for companies to expand and create jobs. There is no coinci-
dence that our economic growth overlaps the boom of new investors
in the market.

We are here today to examine how prevalent organized crime is
in our markets and hear about efforts to stop the fraud. Our wit-
nesses today are experts and can speak about battling securities
crime on the front line. | welcome Mr. Fuentes of the FBI, Mr.
Walker of the SEC, Mr. Skolnik representing the State Securities
Administrators, and Mr. Goldsmith of NASDR. We thank you for
your time and look forward to your testimony.

I now want to—let me first indicate that our ranking member
Mr. Towns is en route and hopes to get here for the hearing. He
had a primary yesterday in the Empire State, and he may be a lit-
tle bit tired from his victory in that primary, and so we look for-
ward to having him with us at a later time.

Now, let me turn to our friend from lllinois, the gentleman Mr.
Shimkus, for an opening statement.

Mr. SHIMKUs. Thank you, Mr. Chairman. | will be brief. 1 want
to thank the panel for coming.

I think we, as citizens of this great Nation having the great ex-
changes, great financial exchanges, the success only stems from
faith and trust in the individual consumers. And so this, from what
we have learned on the boiler rooms issue and its focus in schemes
on senior citizens, it shakes the foundation of the faith and trust
in the markets. That is why this hearing is so important. | appre-
ciate your time.

And with that, Mr. Chairman, | yield back my time.

Mr. OxLEY. | thank the gentleman from lllinois.

[Additional statements submitted for the record follows:]

PREPARED STATEMENT OF HON. Tom BLILEY, CHAIRMAN, COMMITTEE ON COMMERCE

Thank you Mr. Chairman.

There has been an increase in organized criminal activity on Wall Street over the
last few years. The modus operandi appears to be to set up a sham company, threat-
en brokers to hype the stocks, and when the paper value of the company inflates,
dump the stock, leaving legitimate investors with nothing of value.

This should come as no surprise—where there is money to be made, you will find
organized crime. Being aware of such corruption should increase our vigilance.
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Organized crime on Wall Street threatens virtually every American—because it
damages the integrity of our capital markets, the life blood of our economy. By infil-
trating our markets, corrupt forces pose a very real threat to the prosperity this
country is currently enjoying.

The FBI and the SEC, as well as state regulators, are doing fine work to preserve
market integrity and investor confidence. | thank them for that work and welcome
all of our witnesses here today. | am pleased that Chairman Oxley has called this
hearing today to increase awareness of organized crime in the financial marketplace
and ensure that “cops on the beat” are using the strongest possible measures to
fight this scourge.

PREPARED STATEMENT OF HON. JOHN D. DINGELL, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF MICHIGAN

Due to the press of other Congressional business and a resulting schedule conflict,
I was unable to participate in the hearing on organized crime’s involvement in the
securities markets. | commend the Subcommittee for holding this hearing and |
thank Chairman Oxley for keeping the record open for Members' statements.

As a former prosecutor for Wayne County, | have a strong commitment to the en-
forcement of our laws and a very healthy respect for the difficult and often thank-
less jobs carried out by the FBI and the federal and State securities regulators.
They deserve this Committee’s strong support.

This hearing is overdue. In December 1996, Business Week warned us, in its sem-
inal cover story, “The Mob on Wall Street,” that we had a serious problem: “A three-
month investigation reveals that organized crime has made shocking inroads into
the small-cap stock market.” In response, | wrote to the Department of Justice, the
Securities and Exchange Commission, and NASD Regulation, asking them what
they were doing about this travesty. | am submitting these documents and the arti-
cle for the hearing record. In sum, Justice said that it could neither confirm nor
deny the existence of an investigation. The SEC offered a confidential briefing and
subsequently rescinded that offer to protect ongoing investigations. Therefore, I am
pleased that we are finally getting some answers. Several of the individuals and en-
tities mentioned in the Business Week article have been the subject of SEC and
criminal enforcement actions.

The Subcommittee witnesses testified that the mob-related activity was con-
centrated in the market for the smallest microcap stocks. In December 1997, |
opened up an investigation into rampant fraud in microcap stocks and pressed the
regulators to take prompt action to address it. | also am submitting the documents
associated with that investigation for the hearing record. | commend the regulators
for what they have done and note that dealing with this problem will require con-
stant vigilance by all of us.

On the basis of our combined record and the testimony of the witnesses at the
Subcommittee hearing, | have the following concerns:

—A lot of this activity is migrating to the Internet and the Committee has not done
enough to make sure that our securities-crime cops have the necessary tools to
police the Internet;

—There has been scant progress in stemming the migration of crooked brokers and
more needs to be done, such as giving the NASD express authority to provide
a broker’s disciplinary history to investors over the Internet so that they can
more readily identify scoundrels;

—Staff turnover at the SEC Enforcement Division is straining the agency’s ability
to investigate and litigate these and other cases and | strongly encourage the
Committee to pass pending pay parity legislation to help the agency keep its
best and brightest on the job protecting the American public;

—A lot of these scams rely on fraudulent financial statements that have been given
a clean bill of health by the auditors, suggesting that mob-related companies
are exploiting the Private Securities Litigation Reform Act provisions weak-
ening accountants’ liability and accountability for securities fraud: this ill-ad-
vised loophole needs to be closed.

There is a Latin proverb: Nemo sine crimine vivit. That translates into: No one
can live without crime. While it is true that the crooks are always with us, | believe
that we can and should work together to make it a whole lot harder for them to
operate and fleece our constituents. | pledge to work with my colleagues and the
law enforcement authorities to that end.
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Two men appe’ared at the office of the
cEo of a;small Manhattan brokerage
They took him for a -

walk.Oneof - |
the men stucka |

gun in his ribs.
‘From now on,
“ he was told,
‘vou'll be

retailing all
-of our stock.
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A three-month investigation
reveals that organized crime has
made shocking inroads into the
small-cap stock market

BY
GARY WEISS

92 BUSINESS WEEK / DECEMBER 16, 1996 ILLUSTRATIONS BY RICHARD MERKIN



n the world of multimedia components, Phoenix-
based sc&T International Ine. has carved out a
small but significant niche. 5c&T’s products have
won raves in the trade press, but working cap-
ital has not always been easy to come by. So in De-

Equity Management Corp., a Boca Raton {Fla.)
brokerage, to manage an initial
public offering. “We thought they
were a solid second- or third-tier
investment bank,” says sc&T Chief
Executive James L. Copeland.
But there was much about Sovereign that was
known to only a very few. There were, for example,

the early investors, introduced by Sovereign, who :

had provided inventory finanding for scer. Most
shared the same post office box in the Bahamas. “I
had absolutely no idea of who those people were,”
says Copeland. He
asked Sovereign. “I
was told, “‘Who gives
a s—. It’s clean mon-
ey.” The early in-
vestors cashed out, at
the offering price of $5,
some 15756 million
shares that they ac-
quired at about $1.33
a share—a gain of
some $5.8 million.

By mid-June, sc&T
was trading at $8 or
better. But for sce&r
shareholders who did
not sell by then, the
stock was an unmiti-
gated disaster. Sover-
eign, which had han-
dled over 60% of sC&Ts
trades early in the
year, sharply reduced
its support of the stock.

- Without the backing of Sovereign and its 75-odd
brokers, sC&T’s shares plurameted—to $2 in July, $1

in September, and lately, pennies. The company’s :

capital-raising ability is in tatters. Laments
Copeland: “We're in the crapper”

A routine ease of a hot stock that went frigid. Or
was it? Copeland didn't know it, but there was a
man who kept a very close eye on sc&T and is al-
leged by Wall Street sources to have profited hand-
somely in the rpo—allegedly by being one of the
lucky few who sold shares through a Bahamian
shell company. His name is Philip Abramo, and he

Cover Story

Three men appeared at the office of a dealer in small-cap
stocks. One of the men carried a gun. The trader was
roughed up. His company stopped trading the stock

has been identified in court documents as a ranking
mernber, or capo, in the New Jersey-based DeCav-
alcante organized crime family.

James Copeland didn't know it. Nobody at sc&T

. eould have dreamed it. But the almost unimaginable
cember, 1995, the company brought in Sovereign !

had come true: Copeland had put his company in
the hands of the Mob.

Today, the stock market is con-
fronting a vexing problem that,
so far, the industry and regula-
tors have seemed reluctant to

: face—or even acknowledge. Call it what you will:
organized erime, the Mafla, wiseguys. They are the
stuff of tabloids and gangster movies. To most in-
vestors, they would seem to have as much to do
with Wall Street as the other side of the moon.
But in the canyons of lower Manhattan, one can
find members of organized crime, their friends

i

. and associates. How large a presence? No one—

least of all regulators and law enforcement—
seems to know. The Street’s ranking reputed un-
derworld chieftain, Abramo, is desecribed by
sources familiar with his activities as controlling
at least four brokerages through front men and
exerting influence upon still more firms. Until
recently, Abramo had an office in the heart of the
finaneial district, around the corner from the re-
gional office of an organization that might just as
well be on Venus as far as the Mob is con-
cerned—the National Association of Securities
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Dealers, the self-regulatory organization that oversees the
small-stock business.

that substantial ele-
ments of the small-
cap market have
been turned into a

C Sto

and law enforcement. And that is a daunting prospect for
every investor who buys small-cap stocks and every small
company whose stock
trades on the NASDAQ
market and over the
counter. For the Mob
makes money in vari-
ous ways, ranging from
exploiting 1P0s to ex-
tortion to getting a
“piece of the action”
from traders and bro-
kerage firms. But its
chief means of liveli-
hood is ripping off in-
vestors by the time-
tested method of
driving share prices up-
ward—and  dumping
them on the public
through  aggressive
cold-calling.

In its inquiry, BUSI-
NESS WEEK reviewed a
mountain of documen-
tation and interviewed
traders, brokerage ex-
ecutives, investors, reg-
ulators, law-enforce-
ment officials, and
prosecutors. It also in-
terviewed present and
former associates of
the Wall Street Mob
contingent. Virtually all
spake on condition of
anonymity, with sever-
al Street sources fear-
ing severe physical
harm—even death—if
their identities became
known.. One, a former
broker at a Mob-run
brokerage, says he dis-
cussed entering the
federal Witness Protection Program after hearing that his life

by threats, carries a gun.
Among BUSINESS WEEK's findings:

& The Mob has established a network of stock promoters, se-
curities dealers, and the allimportant “boiler rooms”—a cru-
cial part of Mob manipulation schemes—that sell stocks na-
tionwide through hard-sell cold-calling, The brokerages are
located mainly in the New York area and in Florida, with the
heart of their operations in the vicinity of lower Broad Street
in downtown Manhattan.

A three-month investigation by BUSINESS WEEK reveals

veritable Mob franchise, under the very noses of regulators :

Traders who run afoul of the Mob often ge
menacing calls. One short-seller in the South-
west, alarmed by threats, packs his own piece

might be in danger. A short-seller in the Southwest, alarmed °

® Four organized crime families as well as elements of the
Russian Mob directly own or control, through front men,

“perhaps two dozen brokerage firms that make markets in hun-

dreds of stocks. Other securities dealers and traders are be-
lieved to pay extortion money or “wribute” to the Mob as just
another cost of doing business on the Street.

= Traders and brokers have been subjected in recent months
to increasing levels of violent “persuasion” and punishment—
threats and beatings. Among the firms that have been subject
to Mob intimidation, sources say, is the premier market mak-
er in NASDAQ stocks—
Herzog, Heine, Ge-
duld Inc.

= Using offshore ac-
counts in the Bahamas
and elsewhere, the Mob
has engineered luera-
tive schemes involving
low-priced stock under
Regulation S of the se-
curities laws. i
crime members profit
from the runup in such
stocks and also from
short-selling the stocks
on the way down. They
also take advantage of
the very wide spreads
between the bid and
ask prices of the stock
issues controlled by
their confederates.

& The Mob’s activities
seem confined almost
exclusively to stocks
traded in the over-the-
counter “bulletin board”
and NASDAQ small-cap
markets. By contrast,
New York Stock Ex-
change and American
Stock Exchange issues
and fums apparently
have been free of Mob
exploitation.

p ® Wall Street has be-
it come so lucrative for
the Mob that it is al-
legedly a major source
of income for high-level
members of organized
crime—few of whom
have ever been publicly
identified as having ties to the Street. Abramo, who may well
be the most active reputed mobster on the Street, has re-
mained completely out of the public eye—even staying active

: on the Street after his recent conviction for tax evasion.

= Mob-related activities on the Street are the subject of in-
quiries by the FBI and the office of Manhattan District At-
torney Robert M. Morgenthau, which is described by one
source as having received numerous complaints concerning
mobsters on the Street. (Officials at both agencies and the
New York Police Dept. did not respond to repeated requests
for comment.)

Only small NASDAQ and OTC stocks appear to have been

84 BUSINESS WEEK / DECEMBER 16. 1996



u Overall, the of regul and law
Mob penetration of Wall Street has been mixed at best. Ma.r
ket sources say complaints of Mob coercion have often been

ignored by law enforcement. Although an NaSD spokesman '
says the agency would vigorously pursue reports of Mob in-

: TRABING SCAMS

filtration, two top Nasp officials told BUSINESS WEEK that
they have no knowledge of Mob penetration of member firms.
Asked to discuss such allegations, another high Nasp official
declined, saying: “I'd rather you not tell me about it.”

u The Hanover, Sterling & Co. penny-stock firm, which left
12,000 investors in the lurch when it went out of business in
ear]y 1995, is allegedbypeupleclosetotheﬁnnmhavebeen
under the control of of the G

crime family. Sources say other Mob factions engaged in ag- :

gressive short-selling of stocks brought public by Hanover.

m Federal investigators are said to be probing extortion at-

tempts by Mob-linked short-sellers who had been associated
with the now-defunct Stratton Oakmont penny-stock firm,
Mob manipulation has affected the markets in a wide
range of stocks. Among those identified by BUSINESS WEEK are
Affinity E Celebrity Entertai
Entertainment, Crystal Broadeasting, First Colonial Ven-
tures, Global Splll Management, Hollywood Productions, In-
novative Medical Services, International Nursing Services, No-
vatek International, Osicom Technologies, ReClaim, sceT,

Solv-Ex, and 7. Officials of the companies deny any knowl-

edge of Mob involvement in the trading of their stocks, and
there is no evidence that company managements have been in
league with stock manipulators, These stocks were allegedly
run up by Mob-linked brokers, who sometimes used force or
threats to curtail short-selling in the stocks. When support by
allegedly Mob-linked brokerages ended, the stocks often suf-
fered precipitous d times abetted, traders say, by
Mob-linked short-sellers. The stocks have genera[ly fared
poorly (table, page 99).

Not all of the stocks were recent Pos, and they were often
taken public by perfectly legitimate underwriters. Interna-
tional Nursing, for example, went public at $23 in 1994 and
was trading at $8 in early 1996 before falling back to pennies.

Short-sellers who attempted to sell the shares earlier this year :

were warned off—in one instance by a Mob member—market
sources assert. International Nursing Chairman John Yeros
denies knowledge of manipulation of the stock.

‘What this all adds up to is a shocking tale of criminal in-

filtration abetted by widespread fear and silence—and official

inaction. While firms and brokerage executives who strive to
keep far afield of the Mob often complain of Nasb inaction,
rarely do such people feel strongly enough to share their
views with regulators or law enforcement. Instead, they en-
gage in self-defense. One major brokerage, which often exe-
cutes trades for makers, keeps mammoth in-
telligence files—to steer clear of Mob-run brokers. A major
accounting firm keeps
roll. His duties include preventing his firm from doing busi-
ness with brokerages linked to organized crime and the
Russian Mob.

In the pages that follow are the results of BUSINESS WEEK'S
investigation.
THE BOX
At about 3 o’clock in the afternoon of Sept. 25, 1096' three

BROKERAGE SCAMS

. one of the men.

an organized-crime expert on the pay- '
- in the head again.”

HOW THE MOB MAKES MONEY
ON WALL STREET

THE BOX Mob-affiliated traders control the
market for a stock and its price by trading it
among themselves—enforcing their controf
through bribery, violence, and intimidation. They
then unload the stock on the public at an
inflated price and, sometimes, sell it short to
profit when the shares go bust.

REGULATION S Through offshore accounts, Mob
members illegally buy cheap stock issued under
Regulation S of the securities laws—supposedly
reserved only for foreign investors. The cheap
stock is sold on the open market at vast, riskless
markups.

FLIPPING Mobsters, through front men, quickly
unload, at inflated prices, stocks that are the
subject of hot IPOs issued by firms they control.

HIDDEN OWNERSHIP Through front men who
have no criminal records, the Mob controls, or
has hidden ownership stakes in, at least two
dozen NASDAQ brokerage firms.

TRIBUTE Mob members get kickbacks from
brokerages for protecting them from shakedown
attempts by other mobsters.

EXTORTION Mobsters, working with short-selling
confederates, demand payments in return for not
shorting the stocks issued by penny-stock and
microcap brokerages.

DATA: BUSINESS WEEK

Jacks,” said an eyewitness soom after. A gun was in the belt of

The confidential police report of the incident (Complaint
No. 10530, First Precinet) reads as follows:

“At that point they asked the victim what he was trading
in. Then they slapped him in the head and stated ogain,
‘What the f— are you trading in.’ Then he slapped the victim

A witness Tecalls one of the men saying: “Don’t f— with
our stock.” The stock: Crystal Broadcasting Inc. After the men
left, Sharpe stopped trading in Crystal Broadcasting.

To the New York Police Dept., the incident at Sha.rpe
was about as serious as a scuffle over a parking space. A po-
lice source says that the assault, mtegormed as a low-grade

‘men appeared on the 23th floor of 120
They walked into the offices of Sharpe Capital Inc a dealer
in overthe-counter stocks. They weve burly. “Lzlw lumber-

exploited. Shares are driven up—then dumped on the public

d at best, is d closed and is not being in-
vestigated because the victim was not seriously hurt, no gun
was displayed—even though one was observed—and the per-

BUSINESS WEEK / DECEMBER 16, 1996 95



GRAPH BY ADY UZZLE/NEW YORK POST (JOHNY FRANZESE)

PHIL ABRAMO
Abramo is described
by sources as con-
trolling at least four
brokerage firms and
is identified in
court documents as
a capo in the De-

PN Cavalcante orga-

A nized crime family.
He recently pleaded guilty to one
count of tax evasion, for which he
faces one year in prison. He is
scheduled to report on Jan 7.

THOMAS QUINN The multinational
stock honcho allegedly has ties to
Phil Abramo. Quinn was sued by

552 030 03

ALPHONSE “ALLIE SHADES™
MALANGONE To law enforcement,
Malangone is an alleged loan shark,

gambler, and longtime power behind

Mob control of New York’s Fulton

Streeters, he is a
sophisticated trader
who is an expert at
working the
spreads—getting in
at the bid price and
exiting at the ask
price.

Fish Market. To Wall

IN THE SHADOWS OF THE SMALL-CAP MARKET

JOHN “SONNY”
hi FRANZESE

Sources say
Franzese joined
the Mob's rush to
the stock market
after his 1994 pa-
Tole from a 50-
year term for
bank robbery.
The 77-year-old
kmgpm was recently found to have

i violated the terms of his parole and
i was ordered back to prison.

ALAN LONGD Malangone’s right-
hand man is described by sources
as a heavy gambler who, along with

ROY AGELOFF Sources say he's the
power behind PCM Securities. He
allegedly “persnaded” a trader to

the SEC for securities fraud in 1989
and owes massive civil penalties.

DOMINICK "BLACK DOM" DIKASSIO

Malangone, main-
: tained control of

the now-defunct

penny-stock firm

He controls broker Euro-Atlantic, of Hanover

say Street sources. A short-seller Sterling through
told police Dinassio threatened him : their links to
for trading a Euro-Atlantic stock. Roy Ageloff.

drop a stock by inviting him to his
office, where the trader was beaten.

JOHM GOTTE JR. The reputed New
York Mob boss would have profited
i nicely from an IPO of an Italian ice
: maker. The canceled offering’s
shares traded high the first day.

. (B
notes, pchce d:d nothing to ascertain their identity—such as
examine a security-camera surveillance tape.) Sharpe’s cEo,
Lawrence Hoes, declined to discuss the matter,

But BUSINESS WEEK learned that the assault at Sharpe
was not an isolated mmdent Rather, 1t was part of a sys-
tematic pattern of inti

on stocks, the result is a kind of rigged auction—with the
prices kept as wide as possible. In Street parlance, this
_ process of rigging the
COVGI’ StO S‘ known as “boxing” 2
stock. It is part of the
The box is the heart of most stock-manipulation schemes.
In the case of Crystal, the trader at Sharpe was suspected of
were tamiliar with the trading in Crystal that day, Sharpe was
blamed, in effect, for doing what a market maker is sup-
keeping the spreads as narrow as possible. During the day,
Crystal traded as low as 4, well below the 5% closing price of
tively reasonable 4% bid and 4% ask. Sharpe was blamed for
that benign—to most people—market action.
were trading at the kind of spreads that can only happen
when the market is tightly controlled. If you buy it from a

prices where desired, and the spreads between bid and ask
market in a stock is

lexicon of the Mob’s dominion on Wall Street (page 99).
“cracking the spread.” According to market sources who
posed to do—get the best possible price for its customers and
the day before, and the spreads narrowed as well, to a rela-
In the weeks following the Sharpe incident, Crystal shares
dealer, you pay the ask price, $3.50. But when you sell it, you

, one witness ruefully :

get the bid—56.2¢. (Crystal’s president, Joseph Newman,
said he had no knowledge of coercion of market makers in his

stoek.)

Sometimes the maneuvering involved in creating and ex-
ploiting the box can be as subtle as a bison in a china shop.
One West Coast investor, who requested anonymity, says

By : that brokers at a small New York firm, Morutur Investment
market makers and allowing only cooperating brokers to bid 11 k

Group, that two Interna-
tional Nursing Services and Beachport Enr.enamment———were
about to be pushed upward. Says the investor: “They said
they had 2 handle on all this stock. They said they’d run it up
and get me out of it in a week.”

So sometime around last New Year’s Day, he bought war-
rants and a big block of the stock—100,000 shares of Inter-
national Nursing and 85,000 of Beachport. When he tried to
sell, he says, his brokers flatly refused. The shares, which had
started heading southward almost from the moment he
bought them, plummeted. They're now worth one-fifth of
what he paid. Monitor Chairman William F¥. Palla denies the
firm was involved in stock manipulation but concedes a broker
mzy have promised a runup but not really meant it.

Sometimes, of course, thinly traded stocks can be run
down by aggressive short sellers, and the Mob is alleged by
Street sources to have profited from that as well. One
of investigators, sources say, is a coterie of brokers formerly
associated with the defunct penny-stock brokerage of Stratton
Oakmont. Sources familiar with the investigation say that au-
thorities are exploring charges that some of these brokers, af-
ter Stratton’s demise, may have extorted money f'mm the\r
former in the b 1i! y t
short-sell stocks underwritten by t}mse firms. According tu
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sources, the Stratton brokers allegedly shared their profits | Anthovy Elgindy of Key West Securities Ine, says he ignored
with a member of a New York erime family. warnings that traders who did not comply would soon be “fac-
Among the trading being investipated, sources say, are | ing the ceiling”~~and has recelved numerous threatening
stocks underwritten by 2 penny-stock firmg called State Street | phone calls since then. But at two other market makers, the
Capital Markets. Stacks brought public by the New York- | intimidation worked. They ceased making a market in First
based firm—Fun Tyme Concepts, U. 8. Bridge of N.Y., and | Colonial.
Cable & Co. Worldwide~were pummeied in the market last ©  The market makers dropping the stock were William V.
August, and trading in the stocks is allegedly being probed. | -Frankel & Co. in Jersey City, N.J, and the biggest name in
At the time, State Street maintais ¢ ‘] NASDAQ stocks: Herzog, Hein;;
that its shares were victimized by Geduld. Sources say traders at bot
goncerted short-selling. State Street mBSPEAK: R GLGSSARY firms quit trading the stock after

officials did not return phone calls, . i receiving menacing visits at their
and Stratton officials could not be CHOPSTOCK A thinly traded stock with @ offices. “We decided we shouldn’t
reached for comment. very wide bid-ask spread get involved inha itock like that,”
N N H trader,
SYQUIVE MADE A FRIEND” VIB The uitrawide bid-ask spread commonly Eﬁu}fé?éfa@ne r:t “mshf?ﬁ
First Colonial Ventures Ltd. isa mi-  found in Mob-dominated stocks threatened? “We weren't,” said

el 7 e 0% g stooks o o agpesshelyto S SEnene e vt 4
smail that it is not required to file tha public by the firms that controt them  his name, says: “We have no com-
B e o e BOXING (AS IN "BOXING A STOEK') Conirofling 7o whatserer, out Fist G
But for market makers in smallcap  the market for a stock by trades among that was not & market maker, D. L.

stocks, First Colenial itoms huge. It cooperating brokerages Cromwell Investments Inc. in Boea
is an object lessom: When the Mob N Raton, received a visit from a thug,
speaks, market makers obey. PARKING 8}’9‘"’% astock foracustomer by 4 squrce says. The visitor left after
o ’1:'hbee incidents é(nmsx ealy in “mistake,” as part of a scheme to hike the dem“t?di“g’;u?"d being sh;hwn, pz;x:af
ctobey, one we e assanit e i that, the was not a short-seller
at Sharpe. First came a beating. A price and contral the market in a stock in the stork. Cromwell officials de~
trader at Naib Trading Corp. in Fort clined eornment.
Lauderdale was summoned to the office of & man by the |  Sources say that traders who caved in to coercion later

name of Roy Ageloff. The trader has told associstes that ' received expensive bottles of liquor with 2 note that read:
Ageloff had beaten him once before with a nall-plerced base- © “You've made a friend.” But the market makers who
balt bat. This time, he sald, Ageloff left the room. Then a 400~ | dropped First Colonial were making no new pals among in-
pound hoodlum knocked him down and kicked him while he | vestors. Since the incident, the ask price paid by the public
was on the floor. The message: Stay away from First Colonial. | for buying First Colonial stock has ciimbed—from a low of

The trader at Naib was not the only one to suffer “per- $1.13 on Oct. 2 to as high as $4.13 in recent trading. But the
suasion” over First Colonigl, Sources say that four other | bid price that the public gets when salling the stoek back to
firms were approached with warnings to cease trading in | the Street has been far less buoyant. The bid promptly
the stock. To be suxe, it was not a total success, There was | vose from a low of 87¢ on Oct. 2 to $1.50 and has stayed at
one rebuff A market maker in the litle town of Huxst, Tex, | about that level, even as the ask price has skyrocketed to 2

MOB-EXPLOITED STOCKS: MOST HAVE SUFFERED

These stocks have been identified by susmess weeg The companies say they know of no Mob stock-rigging.

. SOWEEKHIGN  PRICE 1273735 SPHEEKNIGH  PRICEIZANE
AFFINITY ENTERTAINMENT 10 2% INTERNATIONAL NURSING SERVICES 84 s
Produces feature and TV films Health-care services
BEACHPORT ENTERTAINMENT & 1% MAMA TISH™ WA NA
B i P jon company Makes Ialian ices
CELEBRITY ENTERTAINMENT 3% He NOVATEK INTERNATIONAL 13% %
{Operates theme park in Florida Makes di ic devices
CRYSTAL BROADCASTING 6% Y 0SICOM TEGHNOLOGIES 204 84
Runs and acquires radio stations Fiber-optic products
FIRST COLONIAL VENTURES 8% % RECLAIM 424 %

holdings Builds plants

BLOBAL SPILL MARAGEMENT 1% % SC&Y 9 %

i 3 Makes multimedia perj i )
HOLLYWDOD PRODUCTIONS ¥ 8 SOLV-EX 5
Mation picture producer 114 Extracts oil from oil sands 38 13%
INNOVATIVE MEDICAL SERVICES Vi 4 ur 9% 5%
Makes ification system. “Tire repair and
“initial pudlic offer was wiltdrawn, Rwvember, 1995. ‘DHTA: BEODRDERD FINANIIE WARKETS, BUSHESS WEEK
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most three times that figure. (On Oct. 4, according to a let-
ter sent to market makers obtained by BUSINESS WEEK, the
NasD launched an inquiry into the dropping of First Colo-
nial stock by market makers, The Nasp declined comment
on the investigation.)

Who was behind the wave of i over First

Abramo is “educated, sounds sincere. He’s gotten all
these wiseguys to work together,” says one source

most exclusively to another market—the Fulton Fish Market.
" “Allie Shades” Malangone is the Zelig of the Mob's Wall
Street coterie. For years, he has been observed by investi-
gators in lower Manhattan, ensconced in the twin worlds of
the Fulton Fish Market and the stock market. To law en-
he is an alleged loan shark and gambler, a long-

Colonial? NASDAQ trading figures point toward a New York-
based firm called PCM Securities Litd. Pcy was the largest
market maker in First Colonial in September, with 48% of
the trades. By October, .
however, this rose to
75%. PCM completely
dominated the market
in First Colondal.
Although he is not
listed in NASD records
as a control person or
even as an employee
of pcM—or of any oth-
er brokerage—Street
sources say that the
power behind PCM
is the 37-year-old
Ageloff. He did not
respond to numerous
messages left at pCy’s
office in Boea Raton.
An employee there
said Ageloff nowadays
spends most of his
time there, punctuat-
ed by frequent visits
to New York. Asked
about Ageloff, Steven
Edelson, pcM's princi-
pal, denied that Agel-
off has any role in the
firm and says he has
met him only once.
Edelson had no com-
ment on its trading in
First Colonial, and
First Colonial Presi-
dent Murray Golden-
berg said he was
“shocked” to hear reports of intimidation of market makers.

A TALE OF TWO MARKETS
feially associated with any brokerage firm over the past
two years, he is a widely known figure in small-cap stock cir-
ket makers drop a
stock just because
even when he is not accompanied by “persuasion”? Street
sources say the fear he inspires is justified: The force that
official record at least, has never set foot on Wall Street. He
is Alphonse Malangone, otherwise known as “Allie Shades,”

Even though NasD records show Ageloff has not been of-
cles. Why would mar-

Cover Story . -
Ageloff tells them—
drives Ageloff, they maintain, is a 59-year-old man who, on
and his few appearances in the public record pertain al-

Whistle-blowers at Mob-dominated firms are rare,
former broker at Monitor Investment alleges in a federal law-
suit that he was beaten with a chair at the brokerage

time power behind Mob control of the Fulton market, and he
is described in court proceedings by federal and state law en-
forcement officials as a capo in the Genovese crime family.

but a

But to the very few Wall Streeters who know him, he is
a sophisticated market player who is an expert at “working
the spreads”—getting in at the bid price and exiting at the
ask price, with the help of cooperative traders. “He’s very
smart, very articulate,” says one investigator. “When you
hear him on the wire, he would couch what he would say in
gambling phrases” to mislead investigators.

Investigators ‘are not fooled, but despite close surveil-
lance and wiretaps dating back to the 1930s and perhaps be-
fore, they have been unable to make a case against Malan-
gone and other reputed Fulton market mobsters for their
suspected activities on Wall Street. One longtime Malan-
gone-watcher recalls that the Fulton market was believed by
law-enforcement authorities in the early '80s to be a clear-
inghouse for stolen bonds. But nothing was ever proven.

Investigators thought they were on to something, finally,
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) n

pected of involvement in the Fulton market. Malangone

I
d
]

Cover Story
Med Inc., a company

that later declared bankruptcy. Investigators believed that
the two men had a position in Nu-Med shares. The investi-
gation was never made public, for autherities couldn’t build

the two men were unsuccessful,

Sources on Wall Street say that Malangone was a behind-
the-scenes player in the biggest penny-stock fiasco of recent
years: Hanover Sterling. According
to sources, Malangone controlled
Hanover through his right-hand
man, Alan Longo, who has been
identified by federal authorities in
court filings as a member of the
Genovese family. Longo, who is de-
seribed by acquaintances as a heavy
gambler, is said by sources to have
worked directly with Ageloff in
Hanover and other market ventures.

Ageloff—in concert with his al-
leged Mob contacts—is believed by
market sources to have been the
hidden control person at Hanover
It went out of business in early
1995 and resulted in the demise of
the firm that it cleared through,
Adler, Coleman & Co. An attorney
for the trustee in the Adler Cole~
man bankruptcy, Mitchell A,
Lowenthal, says that his firm,
Cleary, Gottlieb, Steen & Hamilton,
has discovered evidence that 65% of
Hanover’s profits were shared by
Ageloff and another Hanover offi-
cial. Efforts to reach Hanover exess
were unsuccessful.

Street sources say that the Mob
was lnvclved in both sides nf the

Sterling
D

faction, they say, profited ﬁ'c»m the runup in Hanover stocks,

the Malangone faction. This internecine dispute, sources

shed, but only after some tense i Mob

in 1985. They had in their sights two big fish, so to speak— !
Malangone and Vincent Romano, also identified in court pa-~ .
pers as an alleged Genovese family member who was sus- :
and Romano were probed by federal and local authorities for
their alleged manipula- :
tion of a pharmacenti-
<2l company stock, Nu-
: his business address as 176 Saddle River Road, South Hack-

a case against Malangone and Romano. Efforts to reach :
 the buildings

An alleged Mob
loan shark and
gambler is said to
have been a
behind-the-scenes
player in one of the
biggest penny-stock
fiascos in recent
years: Hanover

Longo-Ageloff |
¢ through brokers and traders owing allegiance to him.
while other mobsters allegedly sold short the Hanover |
stocks and pushed their prices downward—to the chagrin of

close to Hanover say, was eventually resolved mﬂmut blood-

resulted in exposure of his Street ties or alleged Mob mem-
bership. Abramo’s stunning swccess at avoiding publicity
has helped make him the most active reputed Mob honcho on
‘Wall Street, “He is educated. He sounds sincere,” says one
source. “He’s gotten all these wiseguys to work together.”

THE “CONSULTANT”
In court records and eorporate filings, Philip Abramo gives

ensack, N.J. The address applies to not one but several
bulldmg§ forming a kind of cul de sac on a dreary street in
an industrial town in northern New Jersey. It is a quiet area.
A cemetery is next door. Faded lettering shows that one of
was once used many years ago to process
meat. Today they house an auto-body shop, a construction
company, and other little offices with ambiguous names.

Listed in no official records is
another address for Phil Abramo-—
one that is far more apropes for a
man who is a hidden power in the
brokerage industry. Until a couple
of months ago, sources say,
Abramo maintained an office on
the 1dth floer of 90 Broad St, in
lower Manhattan, directly adjoining
the New York office of Sovereign
Equity Management. A door linked
the two offices, and it was always
open. “I knew him 2s a stock pro-
moter who always had stock deals.
‘We hired brokers who were friends
of hig,” says one Sovereign em-
ployee who requested anonymity.
Sovereign c£o Glen T. Vittor de-
nies that Abramo had any role in
the frm.

But sources describe his role as
central—as the hidden controt per-
son behind Sovereign, a prominent
name in the micro-cap stock busi-
ness, its sister firm Faleon Trading,
and two other firms that are major
penny-stock brokers and market
makers, Toluca Pacific Securities
Corp. and Greenway Capital Corp.
He is also described by Street
sources as controlling other dealers in small-cap stocks

On paper, Abrame is respectability personified. Over the
past decade he has been listed as president. or top share-
holder of four publicly held investment companies, He is mar-
ried, with a grown daughter. He has been a “restaurant

nected [to the Mob] in one way or the other,” but nothing
was proven.
According to people close to the Hanover Sterling machi-

Faleon Trading Group and Equity M:

factions. Lowenthal says that his firm’s investigation has |
shown that “Ageloff and some of the shorts were all con- |

i tions. At Greenway Capital, President John Margiotta is

nations, the Mob was represented on the short side through :

" auto dealer, and construction company operator
He has had four years of college and may even have training
as an accountant.

But inquiries about Abrame bring far from routine reac-

asked if he knows Abramo. Margiotta replies: “Who?” and
hangs up the phone. A person answering the phene at

Corp. And those brokerages, sources say, are controlled by

the alleged sceT pi d, 51-year-old resi-

dent of northern New Jersey named Ph]hp C. Abramo.
Abramo’s name has never surfaced in any of the thou-

have his recent legal troubles—a federal fraud indictment—

i firm, calls them a “total farce.” He says he owns 100% of the

sands of pages of deposition testimony taken by the adver-
saries in the Hanover-Adler Coleman legal warfare, Nor |

later, says that Margiotia is “very
busy” and “rot in the ofﬁce Toluez Pacific President Paul
Fiorini, when asked about reports of Abramo’s control of his

firm and goes on to say: “Who is this person? I don't want
my name associated with this. I dont know this person. I
don’t know Phil Abramo.”

The reason for the reticence is understandable. According
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to federal court records in'recent tax-evasion proceedings
against Abramo in Newark, the Saddle River (N.J.) resident
lists his occupation as “consultant.” But elsewhere in the
court file, the FBI gives a different version of his livelihood.
In 1994, in an affidavit
filed with the court in
2 bail hearing, the FBI
identified him as a fre-
quent visitor to reputed New York Mob boss John Gotti pri-
or to his imprisonment in 1992, and alleged that Abramo held
the rank of capo in the New Jersey organized crime family
once headed by Sam “the Plumber” DeCavaleante. But
sources say that since then, Abramo bas risen in the ranks to
No. 2 in that crime family—underboss.

Abramo is easily the high-
est-ranking reputed mobster to
be engaged full-time in Wall
Btreet activities. His lawyer,
Harvey Weissbard, declined
comment on Abramo’s alleged
ties to organized crime. Asked
about Abramo’s possible role
on Wall Street, Weissbard said
he had “no information of
which I can respond one way
or the other, and I doubt if I
did know one way or the other
that I would respond.”

Little is known about
Abramo’s early life, such as
which college he attended, Ex-
cept for a conviction for pos-
session of stolen property in
1971 and another in 1973 for
conspiracy to distribute hero-
in—which yielded him a sev-
en-year prison sentence—he
has stayed out of the limelight.
Even when he was indicted in
1994 in New Jersey for al-
legedly swindling 300 people
nationwide out of $1 million—
they were sold phony “lines of
credit”—he received no public-
ity and continued to work on
the Street,

Indeed, by the time he was
indicted in the credit-line
scheme, Abramo already had a lengthy, ostensibly legiti-
mate track record. In the late 1980s Abramo founded pub-
licly-held investment companies with names such as Cam-
bridge Investment Service Corp. and American Acquisition
Corp. (sEC filings by these companies show they did little but
file papers with the sEC.) According to papers filed by
Abramo with the SEC for the investment companies, Abramo
was a “restaurant consultant to Northern Roses Inc. (Miami,
Fla.),” during 1982, and “was 2lso a restaurant consultant to
Bagel Nosh Inc. (1983 and 1984—New York, N.Y.).”
Abramo’s Bagel Nosh connection is significant, because the
company was brought public by Thomas J. Quinn.

Quinn was one of the most prominent figures in the pen-
ny-stock world, but his association with Abramo has never
been made public, although regulators have long suspected it.
When Quinn was jailed in France in 1988 for securities
fraud, investigators say, Abramo’s name was prominently
displayed in a notebook that was seized from him. Calls in
1995 from Quinn’s telephone to Abramo’s unlisted home

Cover Story

Three men invited the head of a penny-stock
for a walk. One of the men stuck a gun in his ribs.
"From now on," he was told, "you're retailing our stocks’

phone number also appeared in phone records that were re-
cently subpoenaed by investigators seeking Quinn’s assets.
(He was successfully sued by the sEC for securities fraud in
1989 and owes millions of dollars in civil per.alties.) Indeed,
Abramo was subpoenaed to testify before the SEC in 1989
during a probe of Quinn, but he invoked his Fifth Amend-
ment privilege against self-incrimination. Efforts to reach
Quinn for comment were unsuccessful.

The Quinn-Abramo connection could become significant in

the months ahead because of an ongoing federal grand jury
probe ip California inte possible irregularities in the trading
in Solv-Ex Corp., an Albuquerque-based company that claims
to have a process for retrieving oil from tar sands. (Solv-Ex
officials denied knowledge of any trading irregularities and

¢

brokerage

claimed that a private investigator’s report, which they re-
fused to release, indicated there was no manipulation.) Ac-
cording to sources close to the grand jury probe, Abramo
and Quinn are among those who have been a subject of
the investigation.

Today, Abramo faces a one-year prison term for tax eva-
sion. It was a plea bargain—the guilty plea to tax evasion in
return for dropping of the loan-scheme charges. He is sched-
uled to report to prison on Jan. 7. While he may well handle
his Street interests while incarcerated, in some quarters
there is concern that his departure will mean an increase in
violence,

The level of violence is becoming worrisome. Early in
November, a broker at a New York-area brokerage was
severely beaten, his arm broken, in the lobby of the firm. As
0 often happens in such situations, he did not notify the po-
lice. His offense: He moved from a Mob-controlled firm,
taking his customers with him, and dared to sell their stocks.
Sell pressure on stocks is just what the Mob despises (unless,
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of course, they are short). It ¢an sour a deal d the often :

des he fely hing was amiss at M(xutor

immense profits that can come with it.
THE DEAL

ny that makes Italian ices. But when it went public last
month, it was red-hot. The 1P0 went. for 35, but on the first
day of trading, the shares moved as high as $9.75—a sure
sign of “flipping,” in
which favored in-
vestors cash out of the
stock
Alas, the Mama Tish 10 was canceled—wiping cut all the

derwriter were disappointed—and
so were some people who hate to be
disapppointed.

Even before the deal began,
traders began receiving phone calls
warning them not to short the 1ro,
which might have driven down
prices. According to Wall Street
sources, among the people who
would have profited heavily from
the Mama Tish 1po is John Gotti Jr,
reputed acting boss of the Gambino
family and son of the imprisoned
Gambino crime family chieftain. Ac-
cording to Wall Street sources, “Ju-
nior” Gofti is the hidden owner or
control person of one of the broker-
ages—other than Landmark—that
was active in the Mama Tish deal.
Had the deal gone through, any
Gotti people involved in the deal
would have profited handsomely
from the 80% difference between
the offering price and the trading
price of the shares. Gom Wwas un-

hable for
official said he did not know of : any
Mob involvernent in the 1Po. _

If “Junior” Gotti represents the
younger generation of reputed mob-
stexs on the Street, the oider generation would be epitomized
by John “Somny” Franzese. Franzese has been deseribed

feared mobster who allegedly was the former underbess of

to associates earlier this year as controlling, through a con-

legedly ripped off the West Coast investor by promising a
guaranteed runup. Monitor chairman William
that Franzese or organized crime has ever played any role in
the firm.

Monitor, which ceased active operations last June, is de-

stock.
national Nursing Services, Beachport Entertainment. and In-
novative Medical Services. Officials of the three companies
say they were unaware of any irregularities in the trading of
their stocks. International Nursing Chairman John Yeros,

Mama Tish's International Foods is a Chicago-based compa- :

immediately. :

trades—when the underwriter, 2 Long Island fom called |
Landmark International Equities, got into 2 heated dispute |
with the fam that clears its trades. The company and un- :

“Junior” Gotti,
reputed acting boss
of the Gambino
crime family, is said
to be the hidden
owner of a broker-
age active in the
recent failed IPO of
Mama Tish, a
Chicago food outfit

by Iaw-enforcement authorities for decades as an influential, :
the Colombo crime family. Sources say Franzese joined the |
Mob’s rush to the stock market, after his release on parole :
from a 50-year term for bank robbery in 1994, According to °
sources, the 77-year-old reputed Mob elder described himself :
federate, Monitor Investment Group, whose brokers al- :

F. Palla denies °

sertbed by former empioyees as a cent.er for vm]esprea.d :
i boxmg of Inter- .

when e attended a jon the i for

i International Nursing at a downtown hotel—and found that

Monitor had hired a hooker to “service” the brokers in at-
tendance. Palla says he heard of the “hooker incident” but
denies Monitor retained that person.

If Franzese in fact became involved in the penny-stock

‘business, it would be a potent sign of the lure of the penny-

stock business to the Mob. But like Abramo, Franzese may
have to cool his interest in the market for a while. He was
recently found to have violated the terms of his parole and
was ordered back to prison.

THE FUTURE

‘There are plenty of young mobsters ready to take the place
of any old-timers who might fall victim to any future law-en-
forcernent crackdown. One Brook-
lyn-based prosecutor, a specialist in
the Mob, cbserves that “there are a
lot of wannabes getting jobs on the
Street, working in these places,
cold-calling.” That might explain
why there seems to be no shortage
of people willing to carry guns into
brokerage houses and beat up
traders in front of witnesses, or
telephone threats to traders.

One reputed up-and-comer in the
Streat’s Mob contingent is Dominick
“Black Dom” Dinassio, who is said
by Street and law-enforcement
sources to hold sway over Euro-At-
lantic Securities, 2 Manhattan bro-
kerage that is active in pemny
stocks. According to a source in the
Manhattan Distriet Attorney’s of-
fice, Dinassio is allegedly an assod-
ate in the Colombe crime family.

Law-enforcement sourees say
that Dinassio has lately been ob-
served in the company of Longo,
Malangone’s longtime partner,
Sources say a short-seller who was
active in shorting Hanover stocks,
John Fiero, told police recently that
Dinassie threatened him for his
trades in one stock brought public by Eurc-Atlantie, Holly-
wood Productions Ine. Fiero refused comment and company
officials did not return phone calls. Contacted at Euro-At-
lantic’s office in lower Manhattan, Dinassio declined to discuss
his role at the firm. Asked abcut, the allegations that he was
connected to organized crime, he replied: “What? I think
you're crazy, buddy. Tl talk to you later,” and hung up.
Euro-Atlantic officials did not return phone calls.

Although whistle-blowers in Mob-run firms are rare, the
increasing violerice is beginning to enter the public record. At
Monitor, the firm Franzese allegedly claimed to control, an in-
cident last January led to a rarity in this world—a lawsuit.
In a suit fled in U.S. District Court in Manhattan, former
broker Robert Grant ds that he was i and
violently struck, battered, beaten, pummelled, pushad
punched, and attacked” by Monitor employees at the insti-
gation of Palla and another ianager. At one point, the suit
says, Grant was beaten with a chair. The lawsuit does not
say 50, but witnesses say that another broker was also vi-
ciously assaulted. Neither Grant nor the other broker would
comment, and Palla says he was in Philadelphia at the time
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ian Mob, based in the
Brighton Beach section

past couple of years,
they've put people in the [brokerages], kids with clean

ian mob figures, he notes, have been active on Wall Street.

of the incident, which he describes as a “fight.” One witness :
says Monitor management suspected that the two brokers :
may have been short-selling Monitor's favorite stocks.

Some of the most, violent, crudest elements to come to the
Street are part of its fastest-growing contingent—the Russ-

Cover Story

records, and they’re washing money legitimately,” says one :
law-enforcement official who is intimately familiar with i
Russian organized crime. The offspring of two major Russ- |

The Mob's fascination with Wall Street s understand-
able, for they, have had little to fear from law enforcement or

i regulators. If the authorities, finally, act against Mob mem-

bers who are active on the Street, it will be the first such

: prosecution since 1973, when three major Mob figures were
¢ imprisoned for securities fraud. At the time, the Mobsters
: were vanquished because one of then confederates became a
of Brooklyn. “Over the | g to

i these people unless you have a turncoat, somebody who
i can walk you through all those transactions,” notes Ira Lee

rnment witness. “It’s

Sorkin,a former SEC regional director who was involved in
the 1970s prosecutions. So long as the Street continues to
keep silent on the Mob in its midst, crime will con-
tinue to be the silent partner of the financial markets.

\,()usnbs “FW1WMM, he was
: Yold, “yow're retailing our stocks,”.
Accordmg te sourees, tlns

ub(mt the tmwient by BUSINESS 3
WEEK, he responds: “I dont
want to get mveived." SR

-If thxs enny&mck exec -
showed a less than civic-mind-
ed attitude toward law en-
forcement, it’s understand-
nhle—pxmmﬂnr}y if the :
allegations of a 57-year-old for- '
mer NASD official, Massood Gi~
lani, prove valid. Gx]am worked

“Th rumor was that some of these
firms were run by.thé Mafia... the "

< word was that some of them, includ-

ing Hanover Sterlmg ‘were uséd to

" launder dmg money,” he says.

Gilani says he received an unusu-

: ally Jarge volume of complaints

about Hanover from customers, ;

¢ most involving unauthorized
trad hing Gilani

mssoon GILANE: The 2x-NASD ¢xaminer
suggested o wider probe into Hanover

= that Ageloff has ties to the Gen-

Sources have told BUSINESS WEEK

ovese crime family.
Gilani says he “suggested that a
wider investigation be conducted by

“-enforcement: and market surveil-
.lance”.The response? “I was told to
" ..mind my own business.” ‘At one

point, he was told by a supervisor
“very bluntly that [the brokerages]
pay your paycheck. You don’t
‘bite the hand that feeds you.”
" Nasp officials note that they
took action against Hanover
Sterling—but not until after

“Hanover went out of business,

.- Gilani says that he arged the

2 NASD to act long bexfore the

" company folded—in time, per-

“haps, for regulators to act be-
fore its failure brought down
B the corapany’s clearing firm,
B - Adler; Coleman.

Gilani is hardly an impartial
source: He was fired by Nasp
in 1995, and he’s suing for
racial diserimination. (NASD of~
ficials dacline comment on the
suit.) Still, his comments re-
garding the ¥asp’s handling of
Hanover Sterling are damning.

To be sure, Gilani hardly had
much clout at the Nasp, since

in the Special Inv
Unit of the NASD's New York office,
checking complaints of improprieties
and reporting them to his superiors
for further, action. He paints a pic-
ture of widespread indifference to-
ward customer complaints that
might have been a tip-off of Mob in-
filtration of Hanover Sterling & Ce.
From 1992, when Gilani started

working at the NasD in New York,
until late 1995, when he left, there
'was disturbing talk in the hallways
of the agency’s New York office. .

might have indicated stoek “park-
ing.” “They were definitely pushing
the stocks up, and it definitely
looked like parking,” says Gilani,
From Qctober, 1993, to June, 1994,
he says in the suit, there were at
least 31 customer complaints
against Hanover, almost all alleging
unguthorized trading. Among the
complaints, he says, were several
against Roy Ageloff, who Gilani
says was widely known at the NASD
to be the power behind the firm.

he was in the doghouse much of
the time. One lawyer pursuing his
suit, Aegis J. Frumento of Singer
Zamansky Lip in New York, notes
that the Iranian-born Gilani “agitat-
ed a great deal on discrimination
and employment policies.” Gilani
feels he was ignored because of the
“eorporate culture at the NASD.”
And if his tale of indifference
proves correct, it would seem that
the NasD is a far cry from being the
Eliot Ness of Wali Street.

By Gary Weiss tn New York
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BRIAN P BRBRAY, CALSONNIA .
O WHITFIELD, KENTUCKY ALBERT R WYNN, MARYLAND
GANSKE, KIWA GENE GREEN, TEXAS

CHAALIE NORWOOD, GEORGIA RAREN MCCARTHY, MISSOURI
RICK WASHINGTON TEQ STRICKLAMD, OHIO.
TOM COBURN, DIANA DeGETTE, COLORADG

Yonk

WYOMING
JAMES L, CALIFORNIA
JOHN SHIMKUS, LLINOIS

JARIES €. DERDEMAN, CHEF OF STAFF

The Honorable Janet Reno

Attorney General

Department of Justice

Constitution Ave. and 10th Street, NNW. -
Washington, D.C. 20530

The Honorable Arthur Levitt, Jr.
Chairman

Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, D.C. 20549

Ms. Mary Schapiro
President

NASD Regulation, Inc.
1735 K Street, N.-W.
Washington, D.C. 20006

Dear Attorney General Reno, Chairman Levitt, and Ms. Schapiro:

I am writing with reference to press reports, “The Mob on Wall Street,” Business Week
(December 16, 1996) at 92, on the results of a three-month i igation into the alleged
infiltration of the small-cap stock market by organized crime while regulators and law
enforcement looked the other way. Notes the Business Week editorial page: “Organized crime is
infiltrating the small-cap stock market, and neither the National Association of Securities Dealers
nor the authorities are taking it as seriously as they should.” If true, this is an outrage.

Please provide me with a report by the close of business on Friday, February 28, 1997, on
the extent of this problem and what you have done and what you plan to do in the future to
address it.
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The Honorable Janet Reno

The Honorable Arthur Levitt Jr.
Ms. Mary Schapiro

Page 2

.
Thank you for your cooperation and attention to this request.

2% iw
JOHN D. DINGELL

RANKING MEMBER
Enclosure
cc: The Honorable Thomas J. Bliley, Jr.

The Honorable Michael Oxley
The Honorable Thomas J. Manton
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U. S. Department of Justice

Office of.Legislative Affairs

Office of the Assistant Attorney General _ Washington, D.C. 20530

4

The Honorable John D. Dingell
Ranking Minority Member
Committee on Commerce

U.S. House of Representatives
Washington, D.C. 20515

Dear Congressman Dingell:

This is in response to your letter to the Attorney General
of February 6, 1997, relating to an article in Business Week
alleging infiltration by organized crime into certain segments of
the stock market. I can assure you that before the recent media
reports surfaced alleging the involvement of La Cosa Nostra
figures in the securities industry, the Department of Justice was
addressing the situation and will continue to do so.

As you know, the Department of Justice has a long-standing
commitment to the eradication of organized crime infiltration
into legitimate industries. The Department has in the past
brought a number of successful cases, many using the Racketeer
Influenced and Corrupt Organizations Act (RICO), to address
organized crime infiltration into various industries and
organizations, including the construction industry, various major
international labor unions, the fuel oil industry, the carting
industry, and the legalized gaming industry. The Department
currently has under indictment two significant RICO cases in New
York dealing with La Cosa Nostra control of the carting industry.
The indictment in United States v. Gigante, et al., brought in
the Southern District of New York, charges the defendants with,
inter alia, RICO, extortion, fraud, bribery, illegal labor
payoffs, and money laundering relating to the Genovese and
Gambino La Cosa Nostra families’ alleged control of the carting
industry in Westchester and Rockland Counties, New York, and in
parts of Connecticut. Similarly, in United States v. Hickey, et
al., brought in the Eastern District of New York, the indictment
charges Andrew Russo, the acting boss of the Colombo La Cosa
Nostra family, and others with RICO, fraud, bribery, and money
laundering relating to the Colombo La Cosa Nostra family’s
alleged control of the carting industry on Long Island.
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The Honorable John D. Dingell
Page 2

The Department views aggressive pursuit of organized crime
involvement in the securities industry as no less important. You
can be assured that we will attack.any attempts by organized
crime groups to assert their influence over legitimate businesses
relating to the public trading of securities with the same vigor
with which we have attacked their infiltration of other
industries. As I am sure you can appreciate, however, with
respect to the specific allegations discussed in the Business
Week article, the Department of Justice can neither confirm nor
deny the existence of an investigation.

Please do not hesitate to contact me if we can be of further
assistance with regard to this or any other matter.

'ncerely,(
o‘/w '
Andrew Fois

Assistant Attorney General

cc: The Honorable Thomas Bliley, Jr.
Chairman



21

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON. D.C. 20549

THE CHAIRMAN

February 25, 1997

The Honorable John D. Dingell
Ranking Member

Committee on Commerce

U.S. House of Representatives
2322 Rayburn House Office Bldg.
Washington, D.C. 20515-6115

Dear Congressman Dingell:

This is in response to your letter of February 6, 1997,
concerning a Business Week article entitled "The Mob on Wall
Street."

The article set forth disturbing allegations about efforts by
organized crime to obtain footholds in the small-cap sector of our
equities markets. My senior staff, including Director of
Enforcement 3ill McLucas, General Counsel Richard Walker, and
Legislative Affairs Director Kaye Williams, have had preliminary
discussions with your Counsel, Consuela Washington, to arrange for
the most effective way to respond to your request. '

We propose to arrange for a confidential briefing for you
and/or Consuela to discuss the Commission's current efforts and
future plans to combat organized criminal activity in our
securities markets. In addition, in advance of such a briefing, I
am enclosing three releases regarding recent actions we have taken
against individuals or entities that are accused of engaging in
criminal securities fraud. In each of these matters, we worked in
close cooperation with criminal law enforcement authorities.

Please contact .Kaye Williams at 942-0014 to schedule a
convenient time for a briefing.

sincierely B

W

Arthur Levitt

N

Enclosures - + (U
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T —— NASD Regulation, Inc.

1735 K Street, NW
Washington, DC 20006-1500
202-728-8140

Fax 202-728-8075

Mary L. Schapiro February 28, 1997
President

The Honorable John D. Dingell

Ranking Minority Member

Committee on Commerce

U.S. House of Representatives

Room 2322, Rayburn House Office Building
Washington, DC 20515-6115

Dear Representative Dingell:

This is in response to your February 6, 1997, request for information about NASD
Regulation’s enforcement efforts in The Nasdaq SmallCap Market. In particular, you asked
what our response was, is, and will be, to alleged infiltration of that market by organized
crime, as some media have reported. Vigorous enforcement of our nation’s securities laws
and rooting out anyone breaking those laws is the top priority of NASD Regulation. This is
true whether it occurs in The Nasdaq Stock Market, the over-the-counter market or any other
area over which we have jurisdiction. In addition to our own enforcement initiatives, we
work closely with criminal prosecutors to assist their prosecution and punishment of the most
serious offenders beyond the limits of our sanctions.

The influence of organized crime in our markets is an issue that must be aggressively
addressed. We have been working with the Organized Crime Unit of the FBI and other
federal law enforcement agencies on several ongoing sensitive matters that we would be
pleased to discuss with you in a private briefing. As you know, our jurisdiction is limited to
bringing disciplinary actions against registered individuals and firms that are NASD
members. What we can bring to the “criminal enforcement table” is the necessary market
and technical expertise for government law enforcement agencies to conduct significant and
effective criminal investigations.

With respect to the December Business Week article referenced in your letter, prior to
publication, we had significant ongoing investigations of our own involving all but one of the
member firms and many of the nineteen Nasdaq or OTC Bulletin Board issuers mentioned in
the article. Since that time, we initiated an investigation of the one remaining firm and
conducted a review of trading activity in the remaining securities. Our involvement with law
enforcement agencies on these firms and issuers can be discussed with you in a private
briefing.

To coordinate all of our work with criminal law enforcement officials around the country, we
are also setting up an organization-wide task force within the NASD. The task force will be
headed by Barry Goldsmith, NASD Regulation’s Executive Vice President of Enforcement.
Working with him will ke representatives from The’Nasdaq Stock Market and our
departments of Corporate Finance, Disciplinary Policy, Market Regulation and Member
Regulation. The task force will provide direct assistance to criminal authorities involved in
investigations and undercover operations involving the securities industry. In addition to
focusing on the activities of brokerage firms, the task force will review the finances and
operating activities and characteristics of those issuers who we believe may pose a threat to
the investing public. N
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Before further discussing our current cooperative activities to combat crime in our markets, I
will describe our own ongoing Nasdaq SmallCap enforcement initiative. [n addition, I will
report on The Nasdaq Stock Market’s recent proposed heightened listing standards for the
SmaliCap Market. While not specifically directed at criminal activity, these new standards
will make it far more difficult for criminals who victimize investors to operate in that market,
I will then provide you with information about our current efforts to rid our membership and
our markets of criminal activity.

L

ion’s SmallCap Enf Initiativ

In 1996, NASD Regulation brought 1,200 disciplinary actions, nearly a 12% increase
over 1995. Nearly 400 registered individuals were barred from the securities industry
and we suspended some 200 more. Our enforcement efforts increased by 20% the
number of firms expelled from the Association. Firms and individuals alike have
been sanctioned and expelled from the securities industry for a single reason — they
violated the securities laws and broke our rules to take advantage of the investing
public. :

With respect to the SmallCap market, we launched a special national enforcement
effort in 1995. This was in response to concems that sales practice abuses previously
associated with the over-the-counter penny stock market were occurring in the
Nasdaq SmallCap Market. These practices - - if not comprehensively and
aggressively addressed - - threatened to undermine the integrity of that market. As a
result, the NASD launched a nationwide enforcement initiative concentrating
primarily on sales practice and other abuses occurring in the SmallCap Market. From
July 1995 through year-end 1996, we devoted more than 15,000 workdays to these
investigations. On an annualized basis, this is the equivalent of approximately 90
people working on these cases on a full time basis.

Several major fraud cases have already resulted from this initiative, with more
expected to follow in 1997. Cases filed to date include three against Stratton
Oakmont, Inc., a notorious securities recidivist. Stratton, its President and head trader
were expelled from the Association in December of last year. Other notable cases
growing out of our SmallCap initiative inctude La Jolla Capital Corp. (disciplinary
action pending against La Jolla, its President, and 27 registered individuals
encompassing sales of 15 securities with violative revenues of approximately
$700,000) and Sterling Foster & Co., Inc. ($53 million alleged illegal profit resuiting
from boiler room sales practices, market mapipulations and IPO violations).
Following the filing of our Sterling Foster case, the FBI in New York executed a
search warrant on the firm’s Melville, Long Island offices. There are other grand jury
and criminal investigations growing out of our SmallCap initiative that we would be
pleased to brief you on.

We anticipate being able to bring even more cases of this type due to the recent
increase in staffing levels. Our enforcement group in Washington, which brings
many of these cases, has grown from 46 to 81 in two years. Current staffing includes
twenty attorneys, eight supervisors and 37 investigators. Computer proficient, our
investigators typically have advanced accounting, business or law degrees and are
able to take advantage of our surveillance systems to detect and investigate fraud.

On November 6, 1996, the Board of Directors of The Nasdaq Stock Market approved
changes to further strengthen both the quantitative and qualitative standards for
issuers listing on the Nasdaq SmallCap Market. This would enhance by at least 50%
the financial criteria necessary to qualify for listing and would eliminate any stock
that trades at less than $1. The SmallCap market would be subject to the same
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corporate governance standards that have applied to the Nasdaq National Market.
These include a minimum of two independent directors; an audit committee with a
majority of independent directors; an annual shareholders meeting; and shareholder
approval for large, below-market issuances. In addition, Nasdaq is currently
evaluating whether to impose a requirement that auditors of Nasdag-listed companies
be subject to peer review. If accepted as proposed. more than 400 SmallCap
companies would be affected by the change. These new, more stringent listing
standards will also have the effect of making it far more difficult for criminals and
those who seek to subvert our markets from doing so. They have been submitted to
the SEC for approval.

. Crimi horiti

As we have shown, NASD Regulation aggressively investigates allegations of
manipulation, fraud and illegal behavior in our markets. In cases where we have the
jurisdictional authority to act, we file our own disciplinary actions and serious
sanctions are imposed. In cases that require governmental involvement or where our
jurisdictional limitations preclude us from acting, we pursue them cooperatively with
other regulators and law enforcement officials.

In the last four months alone, NASD Regulation'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 1995, the U.S. Attomney 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 SmaliCap security. Two weeks
ago, six guilty pleas were unsealed in this case, bringing to twelve the number of
people who have acknowledged their role in the scheme. For more than a year,
NASD Regulation examiners spent hundreds of hours working with prosecutors and
federal agents, developing this important case. The U.S. Attomey explicitly
acknowledged our assistance in its News Release publicizing these actions.

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. NASD Regulation 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, NASD
Regulation also brought its own disciplinary proceedings against ten registered
brokers implicated in the operation. We would be pleased to provide you or your staff
with more specific details about our role in this successful undercover operation.

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, recently 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 atided that they “contributed
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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.

NASD Regulation 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 intelligenge flows frequently between us. For
example, beginning in 1996, our New York District office commenced a series of
meetings with the FBI’s New York Organized Crime Squad. 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 information about firms that
we suspect are involved in criminal activity, including organized crime.

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 Organized Crime Unit. There have been several
follow-up meetings with individual prosecutors, the details of which we can provide
you in a private briefing.

In addition to the creation of the Association-wide task force described above, we
have undertaken to expand our already significant efforts to combat crime in our
markets. Included in these efforts is our providing assistance to law enforcement
agencies in undercover activities similar to the recent FBI “sting” operation described
above. We have also entered into and are presently negotiating a number of
Memoranda of Understanding (MOU’s) with federal law enforcement agencies that
involve investigations of registered entities having possible connections to organized
crime. We would be pleased to brief you privately about the details of these MOU’s
and the nature of ongoing investigations, including undercover operations.

In conclusion, I can assure you that NASD Regulation will not tolerate criminal activity,
organized or otherwise, in our markets or the association of criminals with our member firms.
Although the number of firms mentioned in the Business Week article as suspected of having
ties to organized crime represent a tiny portion of our 5,500 member firms, this is an area of
zero tolerance, Likewise, while only a handful of the more than 1,400 securities listed on the
Nasdaq SmaliCap Market are reported as being subject to criminal manipulation or
infiitration, we will continue to deal with conduct of this type swiftly and forcefully.

I hope this information is helpful. We would be pleased to brief you or members of your
staff on any of the matters raised in this letter, as well as provide information concerning
current confidential matters under investigation. I will call your office to set up an
appointment.

Sincerely,

Mary S bonapind
Mary L. Schapiro

President
NASD Regulation, Inc.

ce

Mr. Frank G. Zarb

The Honorable Thomas J. Bliley, Jr.
The Honorable Michae!l Oxley
The Honorable Thomas J. Manton
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The Honorable Janet Reno

Attorney General

Department of Justice

Constitution Ave. And 10th Street, N.W.
Washington, D.C. 20530 -

The Honorable Arthur Levitt, Jr.
Chairman

Securities and Exchange Commission
450 Fifth Street, N.-W.

Washington, D.C. 20549

Ms. Mary Schapiro
President

NASD Regulation, Inc.
1735 K Street, N'W.
Washington, D.C. 20006

Dear Attorney General Reno, Chairman Levitt, and Ms. Schapiro:

I am writing to follow up on my letter of February 6, 1997 (enclosed) with reference to
organized crime’s inroads into the small-cap stock market and, in that regard, to congratulate you
on the criminal indictments, and companion SEC enft actions, ed yesterday.
Given that Michigan residents were among the investors defrauded in this major scheme involving
Healthtech International stock and alleged members of the Bonanno and Genovese crime families,
I am particularly appreciative of your actions in this matter. This concrete proof of the
Department of Justice’s assurances in April that you were “addressing the situation and will
continue to do s0” is appreciated by the honest men and women on Wall Street and is crucial to
maintaining investor confidence in the U.S. stock market.

I expect to receive shortly a GAO report regarding listing and maintenance standards on
the NASDAQ Smallcap Market and their application in the fraud involving Comparator Systems
Corporation. Based on the findings and r dations of that report, I will be looking at
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The Honorable Jane Reno

The Honorable Arthur Levitt, Jr.
Ms. Mary Schapiro .
Page 2

@

possible regulatory and/or legislative remedies to assist you in your law enforcement efforts and
to better protect investors, and would appreciate your input as well.

Thank you for your continuing efforts.

7/ JOHN D. DINGELL
’ RANKING MEMBER

Enclosure

cc: The Honorable Tom Bliley, Chairman
Committee on Commerce

The Honorable Michael Oxley, Chairman
Subcommittee on Finance and Hazardous Materials

The Honorable Thomas J. Manton, Ranking Member
Subcommittee on Finance and Hazardous Materials
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U. §. Department of Justice RE

Criminal Division

Qffice of the Assistant Attorney General Washington, D.C. 20530

December 15, 1997

The Honorable John D. Dingeil
U.S. House of Representatives
Washington, DC 20515

Dear Congressman Dingell:

I greatly appreciate your letter of November 26, 1997,
expressing support for our recent efforts to remove organized
criminal elements from the securities markets. We have stepped
up our efforts in this regard in response to some evidence that
penny stocks in particular present an attractive target to
organized crime. Although we believe that the mob has failed to
date to secure a foothold on Wall Street, we should take nothing
for granted.

Maintaining a high public confidence in the integrity of the
securities market is a high pricrity. I look forward to working
with you and the Committee on Commerce on this important issue.

Sincerely,

’-\, L i

Azin E N,

John C. Keeney |

Aéting Assistant Attorney General
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The -Honorable Janet Reno The Honorable Arthur Levitt, Jr.
Attorney General Chairman
Department of Justice Securities and Exchange Commission
Constitution Ave. and 10th Street, N'W. 450 Fifth Street, N'W.
Washington, D.C. 20530 Washington, D.C. 20549
Ms. Mary Schapiro Mr. Mark J. Griffin
President . President
NASD Regulation, Inc. North American Securities
1735 K Street, NW. Administrators Association, Inc.
‘Washington, D.C. 20006 One Massachusetts Ave., NW.

. Suite 310

Washington, D.C. 20001
Dear Attorney General Reno, Chairman Levitt, Ms. Schapiro, and Mr. Griffin:

1 am writing with reference to press reports, “Ripoff! The secret world of chop stocks —
and how small investors are getting fleeced,” Business Week (December 15, 1997) at 112, on the
results of a six-month investigation into rampant fraud in micro-cap stocks. Vast, interlocking
networks of rogue brokers, stock promoters, and mobsters obtain shares in companies at dirt-
cheap prices and then unload them on an unsuspecting public at massive, undisclosed markups.
The reputable firms in the industry (which are an overwhelming majority) and federal and state
regulators appear to be unable to prevent these illegal and dangerous practices. Notes Business
Week: “What emerges is a shocking picture of a problem that has spun out of control.”

Please provide me with a report by the close of business on Friday, January 23, 1998, on
the extent of this problem and what you have done and what you plan to do in the future to
address it. 1am enclosing a copy of my letter 10 the U.S. General Accounting Office asking them
to conduct certain audits and to submit a report on this matter. Your cooperation with that
request would be appreciated also.
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The Honorable Janet Reno

The Honorable Arthur Levitt, Jr.
Ms. Mary Schapiro

Mr. Mark J. Griffin

Page 2

Swift and strong actions are necessary to restore the integrity of these markets and to
protect investors. Ilook forward to receiving your analyses and ideas.

Enclosures

cc The Honorable Tom Bliley
The Honorable Michael Oxley
The Honorable Thomas J. Manton
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REGULATION
An NASD Compeny

Mary L. Schapiro
Presiden
NASD Regulation, Inc.
1735 K Street, NW
; , DC 20006-1500

Washington,
202 728 8140
Fax 202 728 8075

January 23, 1998
Honorable John D. Dingell
Ranking Member
Committee on Commerce
Room 2125 Rayburn House Office Building
Washington, D.C. 20515-6115

Dear Congressman Dingell:

This letter is in response to your December 12 letter regarding the
December 15 Business Week article titled “Ripoff! The Secret World of Chop
Stocks — and How Small Investors Are Getting Fleeced.” It provides the report
you requested on the extent of this problem, what we have done, and what we plan
to do in the future to address it.

First, as you note in your letter to us, we would like to underscore that the
overwhelming majority of firms in the industry are reputable. The problems
chronicled in the article are rare, and the coordinated efforts of securities
regulators seck to make them even more unlikely.

With regard to the specific allegations reported in the Business Week article,
— as with all allegations of wrongdoing — the NASD aggressively investigates
charges of manipulation, fraud, and bribery in the nation’s securities markets.
Regulators and law enforcement officials are working together to assure that the
securities markets are safe for investors. Comment in this letter on the progress of
specific non-public, ongoing investigations, or efforts to address misconduct in a
specific area of the market, while underway, would be inappropriate and would
jeopardize our actions against wrongdoers. If you require such information
regarding open investigations, we will provide you and your staff a confidential
briefing. We are able to comment publicly on several aspects of the article,
however.

We believe that the article does not fairly describe NASD’s
accomplishments in cleaning up illegal activity in low-priced securities. With
regard to the firms that were referenced in the Business Week article, we can report
that seven of them are no longer in business, and the NASD played an important
role in most of those firms’ demise. For example, Stratton Oakmont and Euro-
Atlantic were expelled as a result of NASD Regulation disciplinary actions.
Another firm, A.R. Baron, was indicted by the Manhattan District Attorney’s
office for, among other things, grand larceny and enterprise corruption. NASDR
played an important role in developing this case, as reflected in the DA’s press
release announcing the indictments.

The article acknowledges that two of the individuals it mentions, Meyer
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Blinder and Robert Brennan, have long ceased any registration with a member
firm. The NASD brought the first significant cases against the firms through
which Blinder (Blinder Robinson) and Brennan (First Jersey and Hibbard Brown)
operated. An NASD decision subsequently expelled Hibbard Brown.

The article also states that Meyers Pollock Robbins was a “160-broker
national firm that had escaped attention until the Nov. 25 indictments.” However,
Meyers Pollock had indeed attracted attention from regulators. NASDR has two
outstanding complaints against the firm (issued in August 1996) alleging that the
firm and several of its representatives defrauded customers by making untrue
statements to customers and sold securities when no registration statement had
been filed. The second complaint alleges that the firm effected transactions as
principal at prices that were not fair. Furthermore, in March of last year, the SEC
filed a lawsuit in federal court alleging violations of the antifraud and registration
provisions of the federal securities laws in the offering of $13.9 million in debt
securities by the firm and its president, Michael Ploshnick, among others. The
SEC acknowledged the assistance of the NASD in conducting the investigation
that led to this action.

The article also notes that on November 13, 1997, “the U.S. Attorney in
Brooklyn charged 13 people — brokers, Mob associates, and officials of two
brokerage firms — with manipulation the prices of thinly traded micro-cap
stocks.” The action involved Hampton Securities, a firm that NASDR had
expelled weeks prior to the indictment for denying our examiners access to their
offices. Our continuing cooperation with the US Attorney on this matter was
noted in the announcement of the indictment.

Finally, the allegation in the article by an anonymous “chop house
executive” of bribery of an NASD examiner is extremely serious. The NASD has
no knowiedge of such an event. Despite repeated requests, Business Week has
been unable to disclose the identity of the accused person. We made a formal
written request for the information underlying this accusation by a questionable
anonymous source on December 5, 1997, and on December 10 we were informed
by the McGraw-Hill Companies that “Business Week does not know and has never
been advised of the identity of the NASD employee referenced at pages 114 and
118

‘While much needs to be done — unfortunately, securities fraud has yet to
be eliminated — we provide below a description of our efforts to date in
combating microcap fraud and our plans for the future.

The Over-The-Counter Market

Before we address the questions posed by your letter, I believe it would be
useful to describe the environment in which many of these “chop stocks™ exist.
The NASD has certain regulatory responsibilities that extend beyond The Nasdaq
Stock Market to 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 nor 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, microcap securities that
characterize the over-the-counter-market where we find greatest potential for
fraudulent activity.
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There are several reasons for this. First, thinly traded stocks typically have
a small market capitalization. Accordingly, they are more easily subjected 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.

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. Itis -
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, 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 electronicaily 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
Bulietin Board” or on “the Nasdaq OTC” or some other deliberately confusing
variation that improperly links the two. We have proposed important new rules
that will change the nature of the issuers quoted on the OTC Bulletin Board and
the way our members can sell OTC securities to the public. I will discuss these
proposals in detail later in my letter.

The Extent of the Problem

You have asked us for our estimates of the extent of the probiems that exist
in this area. Unfortunately, we are unaware of any reliable estimates of the
magnitude of the problems described in the Business Week article. This lack of
information on the extent of violative conduct is to be expected, since those who
would break the law take great pains to conceal their efforts. We believe that
reliable estimates of this type would be difficult to make with any degree of
statistical rigor, and we do not believe that they would add significantly to more
precisely targeting our antifraud resources.

There is a number often referenced by the press of $6 billion of fraud annually in
the microcap market. SEC Chairman Arthur Levitt was asked about that estimate
during his September 22, 1997 testimony before the Senate Permanent
Investigations Subcommittee’s hearings on microcap fraud. He stated that the
number was most likely based on a study done a number of years ago by state
regulators and then, assuming that fraud growth paralleled market growth,
multiplied the original estimate by market growth since that time. While he stated
that his anecdotal experience tells him that there is no question that fraud will
increase with market increases, he said that he has not yet seen a study of the area
that he would call reliable. As stated above, estimates of fraud are difficult to
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make with sufficient rigor to result in reliable findings, and we would thus also
question the accuracy of the 36 billion estimate.

The Bureau of Justice Statistics could provide further information on the
methods, cost, and reliability involved in compiling such statistics. That being
said, we do believe that the “chop stock” probiem described in the Business Week
article is confined to a very small percentage of both our 5,500 members and their
half million registered persons.

NASDR's Record

We believe as regulators that we must redouble our efforts in the microcap
area. NASDR 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 have begun to see the fruits of our investment. In 1997, the NASD
resolved 1,211 formal disciplinary actions, an increase of more than 15 percent
from the prior year. New disciplinary actions filed and settiements authorized
declined from a record 1,200 in 1996 to 895 last year, reflecting in part a greater
emphasis on pursuing significant, complex fraudulent conduct in the microcap
market. The number of individuals barred or suspended in 1997 reached 664, an
increase of more than 10 percent from 1996. Disciplinary fines collected totaled a
record $9.99 million in 1997, representing an increase of almost 30 percent over
1996.

Enforcement Cases

In our focus on the microcap market, we have brought many significant
cases in recent years that address the abuses reported in the Business Week article,
including:

Stration Oakmont — In December 1996, NASDR expelled Stratton Oakmont and
barred its president and its head trader from the securities industry. The
respondents have 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. ’

In addition, on October 16, 1997, NASDR filed a detailed complaint against
33 former principals and brokers of Stratton Oakmont. The complaint identifies at
least 70 specific customers who were victimized by these brokers. 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.

Sterling Foster — In October 1996, NASDR charged Sterling Foster & Company
of Melville, New York, and 15 of its executives with defrauding customers of $53
million in three 1995 initial public offerings (“IPOs™).

According to the complaint, Sterling Foster agreed, before an IPO, to buy for$2 a
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share the stock that insiders of the company had bought for pennies, ensuring the
insiders an immediate profit. The firm would then promote the IPOs to its
customers using boiler room sales practices, omitting important information and
making false statements about the prospects for the company. These sales efforts
resulted in enormous demand for the shares among Sterling Foster’s customers,
allowing the firm to sell to its customers about twice as many shares as it had sold
them in the initial offerings.

The NASD’s action against the firm and its principals has been stayed by a federal
court pending the outcome of an ongoing criminal investigation by the U.S.
Attorney’s Office for the Southern District of New York. The portion of the case
related to the firm’s compliance officer and 10 of its registered representatives is in
the final hearing stage. NASDR has worked extensively with the FBI in their

- criminal investigation of Sterling Foster. That investigation has resulted to date in
guilty pleas by the firm’s director of corporate finance and by an involved outside
selling security holder.

Hibbard Brown — Working with the New Jersey Bureau of Securities, the NASD
reviewed over 6,000 trades in a shell company named Site-Based Media and
uncovered fraudulent activity by the Hibbard Brown firm that generated $8.7
million in illicit profits in just eight days.

Hibbard and its sole owner Richard Brown were subsequently expelied by the
NASD and ordered to pay $8.7 million back te retail customers. Additionally, the
firm’s head trader and Brown were barred and fined. We continue to discipline
former Hibbard employees for their conduct with the firm. To date, 13 branch’
office managers and registered representatives have been barred for their abusive
sales practice activities.

A.R. Baron — [n May 1997, the Manhattan District Attorney 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 microcap 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 thefis from investors; and forging documents to prevent

- detection of their crimes. Four NASDR examiners from our Chicago office
worked closely with the Manhattan District Attorney throughout this important
investigation.

NASDR has brought its own cases against A.R. Baron, its principals and registered
representatives. 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.

D.H. Blair — In August 1997, D.H. Blair & Co. Inc. was fined $2 million for
overcharging its customers and for engaging in fraudulent pricing activity. Blair
will repay an additional $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.
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The firm charged excessive markups in 16 Nasdaq SmallCap securities whose
IPOs were underwritten by D.H. Blair Investment Banking Corp. NASDR 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 controlied 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.

" H.J. Meyers & Company ~ On January 12, 1997, NASDR suspended, fined, and
censured 15 current and former managers and registered representatives at H.J.
Meyers & Co., Inc. for charging retail customers unfair prices or for failing to
prevent that activity.

NASDR found that the salesmen were responsible for their customers being
overcharged. In every case, the salesmen received gross commissions in excess of
10 percent for the sale of the common stock and warrants of Xerographic Laser
Images Corp. and Integrated Security Systems, Inc., securities the firm dominated
and controlied.

The actions arose from NASDR’s investigation into pricing practices at H.J.
Meyers. On July 25, 1996, NASDR sanctioned 22 of the firm’s managers and
sales representatives, and ordered the firm to pay more than $1 million in
restitution and interest to more than 3,000 customers who were charged unfair
prices in seven securities H.J. Meyers traded between 1990 and 1993. The firm
also paid a fine of $250,000.

With the second action, a total of 37 brokers have been sanctioned, and more than
$1.5 million in fines and restitution have been assessed in the H.J. Meyers
investigation.

GKN Securities — On August 14,1997, GKN Securities Corp., as well as 29
brokers and supervisors, were fined $725,000 by NASDR and, in addition, will
repay more than $1.4 million to investors who were overcharged as the result of a
two year-long program of excessive mark-ups in eight securities. Nearly 1,300
investors from 39 states and the District of Columbia and Puerto Rico will receive
payments from GKN. Three of the firm’s top executives received significant fines
and suspensions. All of the violations occurred at GKN's offices in New York
City, Stamford, Connecticut, and Boca Raton, Florida.

From December 1993 through April 1996, GKN dominated and controlled the
immediate after-market trading in eight securities it underwrote so that there was
no competitive market for them. As a result, GKN was able to charge excessive
markups ranging from six percent to as much as 67 percent over the prevailing
market price in more than 1,500 transactions. At least 90 percent of these
transactions were fraudulent because the mark-up exceeded 10 percent.

As part of the settlement, GKN must pay a $250,000 fine to NASDR, and hire an
independent consultant to review the firm’s trading policies and procedures for 18
months. This consultant will also recommend necessary improvements, which the
firm must implement. Further, GKN is required to disclose to customers on their
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confirmation slips whenever a broker’s compensation exceeds ten percent of the
gross transaction amount.

La Jolla Securities — On September 11, 1997, a NASDR District Committee
ordered that San Diego-based La Jolla Capital Corp. be permanently barred from
selling penny stocks and that five of its senior officials be sanctioned for
circumventing the penny stock rules, and ordered fines and restitution of more than
$950,000. Penny stocks are unlisted securities that trade over-the-counter and are
priced under $5 per share.

La Jolla Capital and its President Harold B.J. Gallison were fined more than
$400,000 and are jointly responsible for repaying more than 100 investors from 26
states, the District of Columbia, and British Columbia almost $400,000. The

- remaining four senior officials were fined a total of more than $150,000.

NASDR found that, from January 1994 through May 1995, La Jolla Capital and
certain senior officials circumvented investor protection laws in approximately 140
transactions involving 15 separate securities. All of the transactions involve penny
stocks. The violations occurred at La Jolla Capital’s offices in San Diego, New
York, Las Vegas, Bethesda, Maryland, and Modesto, California.

NASDR found that La Jolla Capital designed a system to circumvent the SEC’s
strict penny stock rules that ensure that investors receive honest and candid
information about risk disclosure and suitability issues before they invest. La Jolla
Capital had investors sign a misleading document that purported to exempt the
transactions from the penny stock rule requirements. The letters were portrayed to
investors as a "formality," and in some cases investors’ signatures were forged. La
Jolla also was found to have implemented misleading and deficient supervisory
policies and procedures designed to foster the improper claim of this exemption.

Between February 1996 and October 1996, 22 other La Jolla Capital brokers and
supervisors were fined and disciplined in connection with this case. The case is on
appeal to NASDRs National Adjudicatory Council.

HGI and Maidstone Financial — On December 22, 1997, NASDR issued a
complaint against HGI, Inc., formerly known as The Harriman Group, Inc.,
Maidstone Financial, Inc., and four principals of the two firms alleging fraud in
connection with three public offerings. The alleged fraudulent activities resulted
in more than $16.2 million in illegal profits and defrauded scores of investors in
the process.

According to the complaint, the two firms, working through the four individuals,
illegally profited by purchasing stock at below market prices to cover large short
positions each firm had intentionally created in their inventories. In each offering,
the firms purchased the covering shares from shareholders that had received their
securities prior to the initial public offerings through private placements and bridge
financing arrangements. In registration statements and amendments filed by the
two firms with the SEC, the shares of these "selling shareholders" were restricted
and therefore could not be sold for up to two years after the IPO, unless the lead
underwriter granted permission.

Both firms entered into private transactions with the "selling shareholders" to
purchase their shares to cover the short positions in their inventories. The firms’
undisclosed distribution of these securities violates federal securities laws and
NASD rules.
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As alleged, the two firms, acting through the four principals, engaged in fraud by
failing to disclose the private transactions with the selling shareholders, the firms’
plans to distribute the selling shareholders’ securities to the public, and the receipt
of unlawful underwriting compensation.

Neither firm currently operates a securities business. In June 1997, HGI, which
was based in Jericho, N.Y ., filed to withdraw its membership from the NASD. In
early December 1997, Maidstone, which was based in Manhattan, also filed to
withdraw from the NASD.

Monroe Parker Securities — NASDR issued a complaint on December 23, 1997,

charging Monroe Parker Securities, Inc., its vice president Bryan Herman, and its
head trader Ralph Angeline with price manipulation and excessive markups in the
" trading of Steven Madden, Ltd. Warrants, alleging illicit profits of $4.4 million.

During late 1994 and early 1995, Monroe Parker, acting through its vice president
and head trader, acquired 94 percent of the Steven Madden warrants available for
public trading. The significant majority of these warrants were acquired from
Stratton Oakmont Securities, Inc.—Herman's and President Alan Lipsky's former
employer. After acquiring this dominant position, Monroe Parker allegedly
manipulated the warrants' price and, within six days, sold its entire inventory to its
retail customers at fraudulently excessive markups.

We allege that more than $3 million in profits were made from these fraudulent
trades—more than $2 million were made by the firm, while Herman and Lipsky
personatly profited by an additional $1.1 million. Once these profits were made,
Monroe Parker no longer had an interest in artificially supporting the price, and
reduced its bid for the security. Within a week, the price of the warrants fell from
$3.625 to $1.50 and its customers lost millions of dollars.

The complaint also charges Monroe Parker, Herman, and Lipsky with fraud in the
sale of a second security, United Leisure common stock. As alleged in the
complaint, customers who purchased United Leisure stock, upon the firm’s
recommendation, were not told that the stock came from the personal accounts of
Herman and Lipsky (who were previously given the stock at no cost by Monroe
Parker). Herman and Lipsky personally profited by more than $1.3 million in
these transactions.

- Monitor Investment Group — On January 21, 1998, NASDR issued a complaint
against Monitor Investment Group and 17 of its principals and brokers. The
complaint charged fraud in connection with the sale of common shares of an OTC
Bulletin Board security that resulted in more than $600,000 in illegal profits.
Monitor, which was headquartered in New York City, withdrew its membership
from the NASD in October 1996.

In addition to the firm, the complaint names Monitor’s owner and Chief Executive
Officer, its President, and its Compliance Director. Also named are Jeffrey
Pokross and Salvatore Piazza who are believed to have secretly controlled Monitor
by participating in the day-to-day operations of the firm, infusing capital into the
firm, directing brokers’ activities, and bringing investment banking transactions to
the firm.

The complaint alleges that Monitor—acting through Palla, Piazza and Pokross —
manipulated the price of the security and exploited its position as-the stock’s only
market maker to illegally raise the per share price from $1 to $6 3/4 over a two-
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hour period. From its sales of previously acquired stock, Monitor, its principals,
and others are alleged to have illegally profited by more than $600,000 in two
days.

NASDR also alleges that Monitor used concerted and high-pressure sales tactics to
sell a large volume of the Bulletin Board company’s shares during the two-day
period, including false and deceptive sales pitches and ignoring the suitability of
the stock, a speculative and low-priced security with a history of operating losses,
when selling it.

The complaint states that Monitor brokers were told that they would receive
compensation of up to 33 percent of the sales proceeds, which would not be
disclosed to investors. Customers were charged undisclosed mark-ups of at least
14 to 33 percent. NASDR generally considers mark-ups in excess of 10 percent to
be fraudulent.

The complaint also states that Monitor permitted at least one unregistered
individual to act as a broker. The firm is charged with lying to regulators about the
use of unregistered personnel and using fictitious records to conceal their
misconduct. NASD supervision rules were also allegedly violated when the firms
did not have supervisory systems and procedures that would have prevented the
violations.

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
a comerstone of investor protection. To fulfill this responsibility, NASDR in
August 1997, 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. NASDR has also worked closely
with the Manhattan District Attorney’s office in the indictments of 52 impostors
and others implicated in this matter.

Recent NASD Rules and Rule Proposals

NASDR combats fraud in the microcap market not only with enforcement
actions directed at specific firms and registered reps, but through effective rules as
well. These rules apply to all of our members and all of their associated persons.

Clearing Firms

We have been active in enhancing the role of clearing firms in the
regulation of thinly capitalized introducing firms. We are working hand in hand
with both the SEC and the New York Stock Exchange to impose, 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 were approved by the NASD Board of Governors in September
1997, 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. That proposal has
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been filed for approval with the SEC and, at the same time published for comment
in NASD Notice to Members 97-79.

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 bad habits. In September 1997,
NASDR filed with the SEC a significant proposal on the taping of broket’s
conversations with their customers. Our new rule will require a brokerage firm to
tape record all brokers calls with existing or potential customers if a certain
percentage of the firm’s 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.

Telemarketing

We have seen too 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. NASDR has responded to abuses of this type by
adopting “telemarketing rules.” In 1995, we adopted a “cold cafl” ruie 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 prohibiting
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.

Our current rules limit what unregistered personnei may say in cold calls to
three questions: (1) Would you like to come to a seminar where a registered person
will discuss investments? (2) Would you like some literature about the firm? and
(3) Would you like to talk to a registered salesperson? Because of concerns that
some firms may be using unregistered personnel to speak to prospective customers
about prohibited subjects, we recently solicited comment on a proposal to require
the registration of all personnel that speak to prospective customers. The comment
we have received on this proposal suggests that a more effective approach may be
to focus less on registration -- which may be a fairly limited tool in combating the
more egregious cold calling abuses -- and to focus more on heightened supervision
of the individuals making these calls, whether the individual is an employee of a
member firm or is employed by a telemarketing company retained by a member
firm to make cold calls. We are studying these comments to determine the most
effective regulatory approach to combat abuses in this area.

Electronic Media and The Internet

The use of electronic media -- including the Internet and e-mail -- to
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disseminate securities related information has grown enormously. This is an area
of concern to NASDR. We will soon implement an automated system that greatly
increases the range, speed, and early warning capabilities of our Internet
surveillance. 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. 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 home
page, the analyst will be able to retrieve historical data.

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, which are discussed in NASD Notice
to Members 98-11.

Nasdaq Initiatives

To ensure the continued integrity of The Nasdaq Stock Market, NASD is
committed to the highest quality listing qualifications program. Although the
Nasdaq SmallCap Market represents only 3.1% of the Nasdaq’s total market value,
it devotes considerable energy to its SmallCap qualifications program. In that
regard, it has recently increased its listing standards, added significant staff, and
continues to aggressively evaluate current and prospective SmallCap issuers to
ensure full compliance with Nasdag listing standards.

New Listing Standards

In August of last year the SEC approved new listing standards for Nasdaq
listed companies. These standards 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 will continue to improve the quality of smalier issuers on The Nasdaq
Stock Market, and make it even more difficult for Nasdaq securities to become the
target of abusive schemes.

Increased Resources

Over the last year, Nasdaq has significantly enhanced resources by
increasing Listing Qualifications staff by 36 percent and has scheduled an
additional 20 percent increase for this year. It has also created and staffed a new
Listing Investigations Department — 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 faise financial
statements or otherwise engaged in fraudulent conduct to become or remain listed
on Nasdag. In addition, Nasdaq is complieting development of an.automated risk
assessment system. This system, which uses advanced computer analysis,
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identifies companies with compliance profiles that suggest the need for heightened
scrutiny.

Review Activities

Nasdéq continues to enforce its listing standards aggressively. In 1997, the
Listing Qualifications Department denied 43 percent of applications received for
listing on the Nasdaq SmaliCap Market. Of these applications, 52 percent were
denied based on Nasdaq’s identification of public interest concerns, including
problematic bridge financing and underwriter regulatory issues (e.g., Stratton
Oakmont, Maidstone).

Investor Education

Investor protection initiatives through new rule proposals have been one of
our highest priorities. NASDR 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. We have coupled our initiatives with an
enhanced investor education and outreach program through our Office of
Individual Investor Services. This Office was launched by the NASD in August
1996 and given a mandate to help focus the attention of the organization and
industry on the individual investor. Through this Office, the individual investor
has a strong advocate within our organization.

The foundation of this program is the NASDR 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 NASDR’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
member firm or an associated person on our toll free Hotline. This Hotline permits
investors — without charge — to check out an individual or firm’s regulatory
history, including prior violations, before doing business with them. In 1997, new
rules went into effect by which we now 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. As of January 1,
1998, a new rule requires that 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 our Public
Disclosure Program. In the first quarter of this year, we plan to provide the public
on-line query capability, via the NASDR web-site, of broker and firm
employment-related information.

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



43

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.

NASDR'’s Future Efforts

A strong regulatory response is needed to the problems in the microcap
market. The NASD has already made this area a prime focus of our regulatory
program, but we plan to expand our efforts even further. The NASD has actively
studied this market, particularly the OTC Bulletin Board, to determine what
additional 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 are quoted on the OTC Bulletin Board. Too
often the only information investors have about these issues 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 believe that companies that are unwilling
or unable to provide full and timety disclosure of information to the public or to
regulators should not be given quotation visibility on the electronic medium of the
OTC Bulletin Board.

‘We are also acting to strengthen the tools we have to keep the shares of
bogus companies from being quoted 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 addition brokers should 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 or the exchanges.

Finally, we are becoming 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 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.

The NASD Board announced on December 11, 1997 that it had approved
solicitation for comment on a series of proposed changes for the OTC Bulletin
Board and the OTC market. The principal changes, which are subject to approval
by the SEC, would enhance investor protection by significantly increasing the
amount of timely and accurate information about the companies that are quoted on
the Bulletin Board. They would also require brokers to take additional steps prior
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to recommending or conducting a transaction in an OTC security. The NASD is
now seeking comment from investors, regulators, and other groups on each of the
three proposals, prior to submission to the SEC. The NASD proposals will:

s Allow only those companies that report their current financial information to
the SEC, banking, or insurance regulators to be quoted on the Bulletin Board.
The rule proposal will provide for a phase-in period for those securities already
quoted on the OTC Bulletin Board.

® Require brokers, before they recommend a transaction in an OTC security, to
review current financial statements on the company they are reccommending.

o Prior to the initial purchase of an OTC security, require that every investor
receive a standard disclosure statement (prepared by the NASD) emphasizing
the differences between OTC securities and other market-listed securities.

In addition to these three changes, the NASD is also considering adopting
additional changes, such as seeking the authority for the NASD to halt trading in
Bulletin Board securities under certain circumstances, including when a foreign
regulators issues a quote halt in the stock for regulatory purposes.

Thank you for the opportunity to respond to the concerns expressed in the
Business Week article of December 15. Please do not hesitate to contact us if you
need any further information on our efforts in the microcap area.

Sincerely,

Moyl bewopio

Mary L. Schapiro
President

cc: Frank Zarb
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—INAS/I*

National Associstion of
Securities Dealers, Inc.
1735 K Street, NW,
Washington, D.C. 20006-1506
(202) 728-8000

February 9, 1998

Ms. Consuela Washington

Minority Counsel

Committee on Energy and Commerce
2322 Rayburn House Office Building
Washington, D.C., 20515-6115

Dear Ms. Washington:

On January 23, 1998, NASDR President Mary Schapiro sent a letter
responding to Congressman Dingell’s December 12, 1997 request for a response to
the December Business Week article titled “Ripoffl The Secret World of Chop
Stocks — and How Small Investors Are Getting Fleeced.”

Since we filed that letter, we have announced our order against A.S.
Goldmen and Company, a case similar to those reported in our January 23 letter.
Please augment our January 23 response to include the enclosed announcement of

the Goldmen case.
Sincerely,
ﬂQo““ H. [ermarenha
John H. Komoroske
Director
Congressional/State Liaison
Enclosure
cc:  Frank Zarb
Mary Schapiro
Elisse Walter
Barry Goldsmith

Richard Ketchum
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£ NASD Press Release

REGULATION
AnNASD Company

National Association of Sacuritios Dealers, Inc.
1735 K Street. NW
Washington, DC 20006-1500

For Release: Tuesday, February 3, 1998
Contact: Michael Robinsan - (202) 728-8304

NASD Regulation Fines A.S. Goldmen & Co. $200,000 and Orders $1
Million-Plus in Restitution to Customers; President, Vice President, and
Trader Also Sanctioned

Washington, D.C.—NASD Regulation, inc., today ordered A.S. Goldmen & Co., Inc., to pay
a $200,000 fine and more than $1 million in restitution and interest to more than 500
customers in at least 35 states.

Three of A.S. Goldmen's officials were also sanctioned. President and owner Anthony J.
Marchiano was suspended from the brokerage industry in all capacities for six months, fined
$560,000, and censured; Vice President Stuart E. Winkier was suspended for two years, fined
$50,000, and censured; and trader Stacy Meyers was suspended for 90 days, fined $5,000,
and censured. All three must retake their exams to re-enter the brokerage industry,

After an eight-day hearing, NASD Reguiation’s District 10 Business Conduct Committee
(DBCC) found that the Iselin, N.J.-based A.S. Goldmen manipulated the price of warrants in
innovative Tech Systems Inc., received excessive underwriting compensation, charged its
customers excessive rmark-ups in connection with the initial after market trading of the
warrants, and did not adequately supervise its staff to prevent these violations. The
manipulation and the overcharging, which occurred over a four-day period from July 28
through July 29, 1994, resulted in more than $1 million in illicit profits.

NASD Regulation found no evidence that Innovative Tech Systems, which was {(and still is)
listed on The Nasdaq Stock Market's Small Cap Market at the time, knew that the price of its
shares was being manipulated.

The abuses at A.S. Goldmen were uncovered by a lengthy NASD Regulation investigation
ey ti‘:e Néa[r)ket Regulation and Enforcement Departments, and the District Offices in New
ork and Denver.

NASD Reguiation found that A.S. Goldmen controlled the supply of innovative Tech’s
warrants, through its own accounts and its customers’ accounts, immediately following the
company'’s initial Public Offering (IPO) on July 26, 1994.

Prior to the PO, innovative Tech provided 1.3 million warrants to 21 bridge financiers. Within
the first two hours of trading on July 26th, A.S. Goldmen purchased most of the 1.3 million
warrants held by the bridge financiers below quoted prices. By adding these warrants to the
almost 1.8 million remaining warrants held by the firm in its custorners’ accounts, A.S.
Goldmen dominated and controlled the market for innovative Tech's warrants.

A.S. Goldmen artificially increased the warrant’s price to almost $2 per share, more than a
700 percent increase over the offering price. As a result, customers were charged mark-ups
of 5 to 140 percent. NASD Regulation considers mark-ups in excess of 10 percent to be
fraudulent.

NASD Regulation found that even though A.S. Goldmen was only one of 12 market makers
in Innovative Tech, sales between the firm and its customers accounted for approximately 87
percent of all the warrants traded.

A.S. Goldmen was also found to have violated NASD rules and federal securities laws that
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prohibit any firm from simultaneously bidding for and purchasing a security, while distributing
it

in addition, A.S. Goldmen received more than $750,000 in excessive underwriting
compensation. NASD rules set strict limits on the permissible tevel of underwriters’
compensation.

NASD Regulation found the following violations:

s Anthony J. Marchiano - Failed to supervise.

e Stuart E. Winkler — Engaged in manipulative trading while the firm was distributing the
warrants, charged fraudulently excessive mark-ups, charged excessive underwriting
compensation, and failed to supervise,

e Stacy Meyers —~ Charged excessive mark-ups.

Initial actions, such as this, by an NASD Regulation DBCC are final after 45 days, uniess
they are appealed to NASD Regulation’s National Adjudicatory Council (NAC), or called for
review by the NAC. The sanctions are not effective during this period. If the decision in this
case is gppealed or called for review, the findings may be increased, decreased, modified, or
reversed.

In this case, the more than 500 investors will receive restitution payments from A.S.
Goldmen within 120 days of the final decision.

NASD Regulation’s DBCCs are comprised of elected representatives from the securities
industry who serve three-year terms.

Investors can obtain the disciplinary record of any NASD-registered broker or brokerage firm

by calling (800) 289-9999, or by sending an e-mail through NASD Regulation’s Web Site

(www.nasdr.com).

NASD Regulation oversees all U.S. stockbrokers and brokerage firms. NASD Regulation,

and The Nasdaq Stock Market, inc., are subsidiaries of the National Association of Securities

Bealerss, Inc. (NASD®), the largest securities-industry self-regulatory organization in the *
nited States.

For more information on NASD Regulation, visit the Web Site (www.nasdr.com).
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" NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.
10 G Streer N.E.. Suite 710
Washington, DC 20002

Telecopier: 202/783-3571
Eemail: general@nasaa.org
Web Address: hitp/fwww.nasaa.org

]

February 6, 1998

The Honorable Johr D. Dingell
Ranking Member

Committee on Commerce
2322 Rayburn HOB
‘Washington, DC 20515

Dear Congressman Dingell:

Of the many issues confronting state securities regulators today, micro-cap fraud is one of cur
top priorities. The North American Securities Admini iation, Inc. (“NASAA™)!
appreciates the attention you are bringing to the issue of fraud in this market segment, and thanks
you for the opportunity to outline our perspective, our remedial efforts to date and our
suggestions and plans for corrective measures yet to come. We look forward to working with
you and the U.S. General Accounting Office to provide whatever information we have on this
issue.

Mlcro-cap fraud is not a new problem for state regulators; in one form or another, it has plagued

in the more speculative markets for many years. Most recently, its roots can be traced
to the penny stock scams prevalent in the seventies and eighties; though in many respects, the
problems in the micro-cap markets of today have grown more grave because of savings and
investment patterns and market conditions.

This letter outlines what we believe to be the problem, its origins, and the states’ responses. We
will set forth the remedial actions states have undertaken, both individually and collectively,
through NASAA, that pertain to micro-cap fraud.

THE PROBLEM

First, what do we mean by the “micro-cap™ market? “Micro~cap,” includes penny stocks, and
generally describes the low-priced securities of small companies with market capitalizations of
less than $300 million. Most of the micro-cap stocks we are concerned about are thinly-traded,
risky stocks issued by start-up companies with little or no earnings. The vast majority trade on
the Nasdaq Small-Cap Market, the Over-The-Counter Bulletin Board, or in the “pink sheets,” a
market data service previously printed daily on pink paper, and now available on electronic data

feeds from private vendors,

¥ The oldest international crganization devoted to investar p ion, the North Ammmn jties Admini

Ast:ocnatxon, Inc., was organized in }919 k isa vn)unmry iation with a b isting of the 65 state,
ial and territorial it in the 50 states, the stmct of Cnh.\mb)a, Canada, Mexico and

Pueno Rico. In the United States, NASAA is the voice oi' the 50 state i i le for gr t:

investor protection and efficient capital formation.

President: Denise Yoigs Crawfard (Texis + President-clect: Peter C. Hitireth (New Hampchire) » Secretary: Adriemne Wanstalt (Brirish Columbia) » Treasurer: Richard Cortese [Vermont)
Direceors: Joseph P Bory { Alabama) » Craig A. Goettsch (owas « Mark ), Geiftin ({Utah) « Dun Suson (Flerida) » Bradley W. Skolnik tndiana)
Esecurive Director: Neal E. Sullivan Ombudsman: Robert M. Lam (Pennsylvania)
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Micro-cap fraud stems from the systemic employment of abusive sales practices by firms
marketing low-priced and highly speculative securities over the telephone. These firms may be
easily distinguished from their legitimate Wall Street counterparts by their inattention to
compliance matters and their disregard for the financial welfare of their customers. NASAA’s
investigations revealed that in many cases the brokers of the penny stock firms of the eighties are
now the head traders, principals or chief executives of the micro-cap firms of today.

Problem firms creating the fraud generate a significant percentage of their revenues by
underwriting initial public offerings (“IPOs™) in micro-cap stock. The IPOs they structure are
often positioned to present opportunities for manipulation. Additionally, transactions in the
securities in which these firms make markets are often characterized by heavy mark-ups,
sometimes as high as 30%. This results in extreme transaction costs even though customers are
routinely told they will not be charged commissions. Often, when customers experience a
dramatic price decline and place sell orders, these orders are ignored, leaving the investor with
significant losses.

Abusive and high-pressure sales practices appear to be part of the corporate culture at these
firms. Long-term customer relationships are rare. Formal compliance training and substantive
schooling in sound market techniques and customer service are replaced by sophisticated cold-
calling methods. Scores of unlicensed solicitors, employing elaborate scripts, persistently call
their prospects until they agree to invest in the micro-cap stock du jour. Often there is no
expectation of servicing the account beyond that initial trade.

Lastly, though geographic location of these firms is diverse, there seems to be a concentration of
these firms in the New York City metropolitan area. In sales scripts seized by state regulators
and taped transcripts of actual cold-calls, the firms located in this area take every advantage of
their “Wall Street” proximity, trading on the name of the Street to bolster their credibility and
reputation. We have also discovered that the potential investor is lured into a false sense of
comfort by the frequent use of names of well-respected and recognized Wall Street firms. In
their affiliation with these micro-cap firms, the clearing firm performs nothing more than
administrative services and has no supervisory responsibilities for the activities of the
introducing brokers.

All the above characterizes the problem we have come to know as micro-cap fraud.

CONTRIBUTING FACTORS

We believe the fundamentals are in place for a bull market in fraud. There are several reasons.
Today one in three households invests in securities. An even more telling statistic: 31% of U.S.
household financial assets are invested in equities, either directly, or indirectly through mutual
funds, up from 17% at the end of 1990.2 To an extent this has helped fuel the bull market itself>
Of course, these waves of new market participants have, in part, fueled dramatic market
performance of recent years (the Dow Jones Industrial Average doubled in two and a half years,
from 4,000 in February, 1995 to 8,000 in July, 1997).

2 Investment Company Institute, 1997 Mutual Fund Fact Book.

* Annual share volume on the New York Stock Exchange (“NYSE”) rose from 51 billion shares in 1992 to 121
billion shares in 1997. The Nasdaq’s growth from 48 billion shares in 1992 to nearly 149 billion in 1997 was even
greater. The Nasdaq small-cap market volume remained rather stable at approximately 13 billion shares.
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As a practical matter this shift in savings patterns has resulted in an ever-growing number of less
sophisticated investors entering the marketplace. At the same time, investors are seeking ever-
increasing returns on in without a careful analysis of the risk/reward balance. In
October of 1997, Montgomery Asset Management reported results of an investor survey that
found that investors expected their portfolios to produce average returns of 34% annually over
the next ten yeaus.4 This number appears to NASAA to suggest that individual investors are
placing heavy emphasis on returns at the expense of risk tolerance.

Therefore, we have paraliel trends of an aggregate lower level of sophistication in the market
coupled with unrealistically high expectations on return on investment. This creates the perfect
environment for fraud and abuse.

What’s more, millions of new individuals investing in the markets create a greater demand for
salespersons. A five-year review indicates the number of representatives registered with the
NASD jumped from 426,979 in 1992 to over 565,000 in 1997.° And it is our belief that
regulatory resources have not kept pace with this growth.

RISING COMPLAINTS

In 1997, many states received an increasing number of complaints from the investing public
compared to 1996 levels. State securities regulators, we should note, act as a kind of “early
warning radar” tracking brokers and underwriters engaging in abusive sales tactics. NASAA
finds the increasing number of complaints in certain states revealing because a burgeoning stock
market with high returns generally means investors are content and refrain from logging
complaints with their state regulators.

The most frequent complaints received involve high-pressure calls from brokers, brokers who
refuse to sell a stock when directed, brokers who make unauthorized trades and brokers who
make unsuitable recommendations. A sampling of states reporting higher numbers of investor
complaints to the state securities agencies include:

STATE 1996 1997
Connecticut 219 238
Georgia 563 620
Idaho 565 803
(investigations and inquiries)
[Hinois 800 1221
Massachusetts 372 526
New Jersey 1527 2012
(requests for assisiance)
New York 3100 4300
(inquiries and complaints)
Pennsylvania 111 133
* Montgomery Asset M press release, October 6, 1997.
* Nasdaq Market Data,
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STATES’ RESPONSE TO COMPLAINTS

At the NASAA Annual Conference in September of 1996, these complaints became an informal
topic of conversation among state regulators; it was apparent a systemic problem was
developing.

Later that fall, NASAA’s Board of Directors autherized a special project to address the issue of
fraudulent sales practices in the micro~cap marketplace. In January of 1997, NASAA created a
task force made up of representatives from 12 states. The task force was then divided into teams,
each targeting a particular micro-cap firm. Branch offices and additional firms in other states
were scheduled for audits as well.

In February, 1997, audit teams from these states examined five firms in the New York
metropolitan area. Concurrently, other states conducted similar investigations. Ultimately 20
states participated in taking actions, with NASAA serving as the coordinator for this nationwide
examination of dealers selling micro-cap stocks.

At a May 29, 1997 news conference with the New York and New Jersey Attomeys General,
NASAA announced that 20 state securities agencies had filed 36 actions against 14 micro-cap
firms—the largest-ever coordinated state enforcement initiative aimed at a particular market
sector,

‘What the NASAA team found was a disturbing cottage industry of cold-callers, boiler rooms and
nonexistent analyst reports used to hype micro-cap stock.

'THE SWEEP UNCOVERED FOUR SYSTEMIC ABUSES:

ABUSIVE COLD-CALLING PRACTICES

All of the firms relied on high-pressure, scripted telephone cold-calling practices. Many
operations were classic boiler rooms with long tables and up to seven phone stations per table.
Unregistered cold-callers were found in all of the firms. The scripts seized demonstrate the
nature of the problem. Here is a quote from a script used by cold-callers at Investors Associates,
Inc., “Perhaps a 100% return in 20 minutes sounds a bit unrealistic, but I assure you that’s
exactly how all of our IPOs (“Initial Public Offerings™) trade.”

SALES PRACTICE ABUSES

Unauthorized trading was rampant at all the firms examined by the states. Examiners found that
firm and branch records were falsified. In order to mask unregistered sales by cold-callers,
customer account forms were marked with a number from a registered representative with whom
investors insist they never dealt. The firms systematically failed to execute customer sell orders,
made unsuitable recommendations, employed unethical high-pressure sales tactics and displayed
a general disregard for the accepted role of compliance procedures which the securities industry
is required to maintain. For example, at one firm all the cold-callers were on the first floor with
no supervision at all.

FAILURE TO REPORT INVESTOR COMPLAINTS

State examiners found hundreds of unreported customer complaints. Most of the firms failed to
maintain centralized procedures for handling and reporting customer complaints to regulators, as
required by law. Unauthorized trades were so common that state examiners found fifl-in-the-
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blank forms these firms used to respond to customer allegations. The forms contained blanks for
the stock name; its value; and the reason for the unauthorized trade. One firm had reported just
one complaint to the NASD Regulation, Inc. (“NASDR”) from 7/96 through 2/97 but examiners
uncovered over 90 unreported complaints on site.

EVASION OF BROKER-DEALER REGISTRATION REQUIREMENTS THROUGH USE OF THIRD PARTY
FRANCHISE AGREEMENTS

Brokers and firms are required to register in the states in which they transact business. This
requirement is absolute unless an exemption is available. When firms are transacting
unregistered business it is a sure sign of problems--including avoidance of certain record-keeping
requirements relied on by state regulators to protect their citizens. Examiners found that some
firms claimed their branches were “franchises™ in order to evade the state supervisory and
record-keeping requirements.

STATE FOLLOW THROUGH ON MICRO-CAP SWEEP

Other actions continue to follow as a result of this project. The 20 original states were joined by
13 more and, to date, have together filed 81 final actions and have an additional 11 actions
pending. A complete list of the actions taken against six of the firms is included as Tab 2.

Later in the summer of 1997, The New York State Attorney General convened a series of public
hearings to gather additional facts regarding the scope of this problem. The hearing panel
received testimony from 27 witnesses and interviewed approximately 12 others. The following
state regulators submitted written testimony and is included as Tab 3: California, Delaware,
Hawaii, Illinois, Indiana, Maryland, New Hampshire, Ohio, Oklahoma, Pennsylvania, South
Carolina, Tennessee, Texas, Vermont, and Washington.

The hearings showed that some micro-cap firms specifically target unsophisticated investors.
The victims are often the elderly, who are more likely to be home when the phone rings, less
likely to hang up, and more apt to fall prey to high-pressure telemarketing techniques.

Many of the firms targeted, employ brokers who frequently move from one micro-cap firm to
another. It is not uncommon for these brokers to have a history of regulatory actions and
numerous customer complaints. The hearings also found problems with unregistered cold-
calling.6

ONGOING ROLE OF THE STATES

THE PRIMARY MISSION OF STATE REGULATORS 1S TO PROTECT INDIVIDUAL INVESTORS

State securities agencies are often the first contacted when individual investors have questions or
concerns. Consequently, much of our focus is placed on the individual investor. While our
federal counterparts are well-equipped to focus on broad national market issues, state regulators
specifically focus on the protection of individual investors.

STATE LICENSING FUNCTION SERVES TO SCREEN OUT PROBLEM BROKERS

State agencies devote an ever-increasing level of resources to the function of screening out
problem brokers. This is detailed in the NASAA submission to the Securities and Exchange

¢ New York State Attorney General’s Report on Micro-Cap Stock Fraud.
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Cormmission (“SEC”) in connection with a mandated study under the National Securities
Markets Improvement Act of 1996 on the uniformity of state licensing requirements of
associated persons of registered brokers and dealers®. The dual roles of cracking down on
fraudulent brokerage houses and screening out problem brokers often go hand in hand.

OVERSEEING BOTH THE SALES PERSONNEL AND THE PRODUCTS THEY SELL IN THIS SEGMENT
OF THE MARKET IS A SIGNIFICANT PART OF THE OVERALL STATE ROLE

The micro-cap stocks sold by these firms are subject to state registration and review. Unlike
mutual funds and stocks trading on the AMEX, Nasdaq NMS and NYSE, these predominantly
regional stock offerings must be registered in order to be offered or sold in a state. As discussed
above, all the sales personnel of these micro-cap dealers also must be licensed and reviewed.
Therefore, this lower tier of the market receives the greatest amount of state regulatory scrutiny.

OTHER STATE INITIATIVES

State regulators combine a variety of tools and procedures in their anti-fraud efforts, both at the
front-end through licensing, review of securities offerings and other investor protection efforts
and after-the-fact through enforcement actions. In addition, states are making administrative
changes and restructuring their operations to more effectively target the problem of micro-cap
fraud, Many states have developed model programs in these areas. The programs represent
various methods and procedures that have been developed and tailored to the specific state needs
and resources. The cumulative effect is a critical national framework of local regulation. What
follows is a brief description of several such efforts from a few select states.

STATE LICENSING OF BROKER-DEALERS AND THEIR AGENTS

MAINE

In 1988, Maine instituted a program to increase the scrutiny of all broker-dealer applications,
particularly applications where the firm or any of its owners, officers or directors had been
involved with penny stock firms that had exhibited a propensity for sales practice abuses. Over
the years this policy has shielded Maine investors from well-known micro-cap firms such as First
Jersey Securities, Blinder Robinson, Stratton Oakmont and H. J. Meyers & Co. Maine’s
program includes reviewing the types of products the firm has sold in the last year, how those
products are selected, who in the firm is responsible for researching the products to be sold, and
the policies the firm has in place to ensure that the products are only sold to suitable investors.

In addition, if the sales force is going to conduct cold-calls, the state has insisted that all callers
be licensed before placing calls into Maine.

Of firms subject to the NASAA sweep last spring, Maine licensed only five of the 14 firms (see
page 4). One of the remaining five was subject to a conditional licensing agreement. A
revocation has been filed against another.

In 1997, Maine received 161 broker-dealer applications and received 57 requests from broker-
dealer applicants to withdraw their applications. Withdrawal of an application is often a
mutually agreed-upon resolution when an applicant is unacceptable. While some of the 57

7104 Pub. L. No. 104-290, 110 Stat. 3416 (1996) (1o be codified in various sections of 15 USC).
8 See NASAA reports (CCH) 13046 (Sept. 1997).
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broker-dealers that withdrew may have applied in an eatlier year, the statistics have remained
fairly consistent with a withdrawal rate of 25 to 35% of all broker-dealer applications filed.

COLORADO

Colorado records indicate that about 341 of the 68,644 sales representative licensing applications
received by the Securities Division over the last two fiscal years (FYs 95-96 and 96-97) were
withdrawn by the applicant or firm following an inquiry into reported disciplinary issues. The
Division estimates that about 75% of those withdrawn applications were filed by individuals and
firms involved in the “micro-cap” market.

Since Colorado enhanced its securities registration disclosure requirements and added escrow
requirements for “blank check” offerings in 1990, the state has fought an ongoing battle with
penny stock and “blank check” promoters. The offering documents describe what purport to be a
real business, but in reality these entities are nothing more than empty shells designed to provide
a vehicle to the public markets which is easily manipulated.

In summary, much of the regulatory effort exerted in Colorado against old and new penny stock
operators, now dubbed “micro-cap” operators, is very difficult to quantify. However, the
practical result has been that the combined efforts of federal, state and self-regulatory
organizations has led to a very real reduction in the frandulent activities that gave Colorado such
a bad reputation in the 1970s and 1980s.

FLORIDA

The Florida Division of Securities has been successful in curtailing the amount of micro-cap
fraud in the state by implementing effective registration and examination programs. The
Division routinely denies individuals with significant disciplinary histories, whether they are in
this segment of the market or associated with New York Stock Exchange members. The
information needed to deny or revoke these licenses is obtained during the course of
examinations conducted on firms and individuals operating in, to, or from the State of Florida.
The examination program, implemented by the Division’s Regulatory Support Section, maintains
a close working relationship with the registration staff in facilitating the active review of pending
registrations of both individuals and firms in the state. The Division resolves concerns relating
to customer complaints and registration and sales practices prior to rendering a decision on an
application.

The Division also maintains close liaison with other states and with the NASDR, and the SEC
regional and national offices. This exchange of “intelligence” on the movement of individuals
from one firm to another and the exchange of examination documents is essential to the
successful implementation of the program.

The Thomas James Associates, Inc. (“Thomas James”) case exemplifies Florida’s examination
program. Thomas James had two branch offices in Florida on which the Division of Securities
performed on-site examinations. The examinations uncovered many firm-wide unsavory
practices that culminated in the Division taking action. In April, 1990, the State of Florida
Department of Banking and Finance, the parent state office of the Florida Division of Securities,
instituted an administrative complaint against Thomas James Associates, Inc. and 31 of the
firm’s registered representatives, including its principals, control persons and treasurer, which
sought to revoke the firm’s license and suspend many of its agents. Among other things, the
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complaint alleged market manipulation; non-disclosure of material facts; unregistered agent
activity; lax supervision; and not executing customer requests to sell securities.

The filing of the complaint led Thomas James to enter into a consent order with the Department
of Banking and Finance. As a result of the order, the firm was forced to withdraw its broker-
dealer license from Florida and agree not to reapply for registration prior to June, 1994, Various
sanctions were levied against the firm’s agents as well, including, most prominently, barring
James’ President/control person and Treasurer from registering until June, 1994 and barring the
Florida branch officer managers from registering in the state for several years. Their re-licensing
is predicated upon entering into a conditional registration agreement which mandates that they
do not act as supervisory personnel and, in fact, receive special supervision themselves.

SouTtH CAROLINA

Rather than allowing questionable brokers to register and then wait until constituents are harmed,
in 1997, South Carolina recently implemented a proactive, two-step plan to prevent broker-dealer
agents with significant disciplinary problems from registering in the state.

In the first phase, all applicants for registration are screened for disciplinary occurrences via the
Central Registration Depository (“CRD”) database. Those applicants with three or more
disciplinary occurrences are automatically sent a letter asking for a signed, sworn and notarized
explanation of these incidents, as well as verification that they have no clients in South Carolina.
Approximately 40% of the applicants withdraw their applications upon receipt of this letter.
This “step” serves two purposes. It affords faimess and due process to the applicants, who are
provided ample opportunity to tell “their side of the story,” while providing an efficient
screening mechanism for regulators.

The second phase is to verify that the withdrawn or denied applicants are not transacting
securities business with South Carolinians. The Securities Division contacts the broker-dealers’
clearing firms for account activity reports and then ascertains whether or not unregistered agents
effected any transactions in the state. If the withdrawn agents engaged in such transactions, the
Securities Division may send a cease and desist letter to the agent and his or her firm, or revoke
the entire firm’s registration and levy a fine of up to $5,000 per occurrence.

South Carolina also protects investors by using other states’ revocations as grounds for revoking
a broker-dealer’s registration in South Carolina. For example, on January 21, 1998, South
Carolina revoked the registration of Meyers, Pollock, Robbins on the basis of both
Massachusetts’ and Indiana’s revocations.

SUBSTANTIVE REVIEW OF STOCK OFFERINGS

The Pennsylvania Securities Commission (“PSC”) prepared a report on the corporate finance
authority exercisable at the state level. The report analyzed the 112 filings with the PSC in
Fiscal Year 1996.° The report is representative of the type of front-end protection afforded by
those states exercising substantive review. The offerings are frequently given a rigorous vetting
by state examiners due to apparent conflicts of interest and potential abuses.

? Pennsylvania Securities Commission, Division of Corporation Finance, Report on Corporate Equity Offerings
Filed under Section 205 of the Pennsylvania Securities Act of 1972, July 1, 1995 — June 30, 1996, dated January 29,
1997.
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Examples of state sut ive review includ rows of cheap stock held by company insiders,
limitations on options and warrants granted, and ceilings placed on the offering expenses.

Meeting these state regulatory requirements defeats the primary mechanisms of unfair and
inequitable offerings and helps to keep these IPOs from being sold to the investing public. Of
the sixteen IPOs identified in the December 12, 1997 Business Week article, “The Mob on Wall
Street,” only eight were filed with the PSC. Of those eight, six were withdrawn as a result of
PSC comments.

Recent changes in federal law have created an incentive for issuers to avoid initial registration in
certain states, only to sell into those states in the secondary market shortly after trading
commences in the IPO shares.

OTHER HIGHLIGHTS FROM THE REPORT (ANALYSIS OF 112 FILINGS WITH PSC):
Almost one-third of the offered shares (32%) were offered at a price below $5 and another
33% offered between $5.00 and $5.99.

Forty-four percent of the offerings included an accountant’s “going concern” letter in which
the auditor’s letter expressed concerns about the issuer’s ability to continue as a “going
concern.”

Over 75% of the offerings had losses for the most recent fiscal year.

In over 40% of the offerings, the company’s promoters, officers and directors paid $.01 or less
per share for their stock,

Over 45% of all underwritten offerings subject to state review were underwritten by firms with
three or more incidents recorded on the CRD within the past six years.

Five firms acting as such underwriters in PSC filings were cited in the December 12, 1996
Business Week article, “The Mob on Wall Street.”

SumMMARY OF Psc DATA

Total offerings filed 112
Offerings held for issuer response or withdrawn _75

OFFERINGS REGISTERED 37

As you can see, by placing substantive review criteria and resources up-front, the PSC was able
to focus on the offerings with structural flaws or those potentially designed to enrich a few
insiders at the expense of individual investors.

ENFORCEMENT EXAMPLES

STRATTON OAKMONT, INC,

In 1995, with the organizational support of NASAA, Alabama undertook the lead role in a multi-
state investigation of the broker-dealer firm Stratton QOakmont, Inc. (“Stratton’) 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 in this massive investigation of the acts, practices
and transactions of Stratton and its agents. This thorough investigation consumed nearly two
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years, and half-a-million dollars in time and expenses to complete. As a result of this
investigation, over 20 states brought actions against the firm.

The multi-state Stratton investigation presented a case study in the operations of a micro-cap
fraud. Analysis of the web of financial dealings detailed how Stratton manipulated the offering
to shift control of the IPO shares into the hands of a few insiders. In addition, the careers of the
brokers, traders and principals were tracked to detail how the same individuals moved from one
micro-cap firm to another over a period of at least twelve years.!?

HANOVER STERLING & CoO.

Hanover Sterling & Co. is another example of the states initiating actions against a firm which
eventually found its NASD membership cancelled.

Beginning in October, 1993, Idaho was the first to take action against Hanover Sterling & Co.,
for selling into the state with unregistered agents. In June, 1994, Kansas denied Hanover
Sterling & Co.’s registration. The following year, 1995, both Kansas and West Virginia brought
actions against the firm for unregistered activities in their respective states. Later that year,
Hanover Sterling & Co.’s broker-dealer registration was revoked or cancelled by Massachusetts,
Iilinois, California, Texas, and Oklahoma. Eventually, 29 states terminated the firm.

While states cannot put firms out of business nationally, they can doggedly pursue these firms
until the NASD and the SEC act at the national level.

THE FOCUS ON CLEARING FIRMS

As noted earlier, state regulators have seen significant numbers of investor complaints regarding
micro-cap firms and brokers. The majority of these micro-cap firms are introducing brokers and
use the services of “big name” Wall Street firms to process their trades and provide their
customers with account statements, confirmations and other documentation.

The number of these clearing firms is less than 800 while the number of introducing brokers is
well over 5,000. Therefore, by accessing information on targeted micro-cap firms from the
clearing firms, state investigations can move more rapidly and efficiently.

Given these numbers and the unique nature of the clearing business, clearing firms are in
possession of information that can greatly aid the state discovery and investigations of micro-cap
firms. The clearing firm as an access point is a tremendously efficient tool for the states, one that
will be used increasingly in the future.

Below are just some of the abuses that clearing firm reports can assist in detecting:

Sell orders in unregistered securities;
Churning;

Patterns of unauthorized trades;

Excessive commissions; and

Detection of manipulative trading practices.

'° See testimony of Joseph P. Borg, Director Alabama Securities Commission, before the Permanent Subcommittee
on Investigations, U.S. Senate, ber 22, 1997. Testimony is behind Tab 4.
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In mid-January of this year examiners from the states of Utah and Missouri visited the offices of
two major clearing firms in New York City. At first, the states encountered resistance to their
requests, for production of customer complaints. Production was achieved only after regulatory
demand letters were issued. Utah and Missouri are currently studying the results of these
clearing firm examinations; however, the examinations have already confirmed that clearing firm
records provide a wealth of useful information concerning the operations of introducing micro-
cap brokers. Because dozens of the micro-cap firms may clear through a single clearing firm, it
can result in “one-stop shopping” for regulators.

STATES RESTRUCTURING OPERATIONS TO FIGHT MICRO-CAP FRAUD

MICHIGAN — By early 1997 Michigan’s enforcement staff, which audits and investigates
brokerage firms, sales agents and investment advisers, had reached an all-time low of three
investigators and one supervisor. Recent hires have doubled that number. Michigan has
increased the number of inspections and revised audit procedures to include review of products
being sold or promoted via the Internet.

The Securities and Land Development Bureau is participating in a task force (Senior
Exploitation Quick Response Team) comprised of government agencies and industry
representatives to address the problem of financial exploitation of senior citizens. Task force
members act as contacts for their agency when a complaint comes in. The idea is to cut through
the normal bureaucracy and give special expedited treatment to complaints concerning seniors,
who are especially vulnerable.

The increased staff is already producing results. In January 1998, Michigan issued three orders
to show cause, which involve allegations of the sale of unregistered and nonexempt securities
(almost $3 million in one case).

OHIO - Micro-cap and penny stock dealers proliferated in Ohio in the late 1980s and early 1990s.
In 1993, the Dayton Daily News estimated that approximately 60,000 Ohioans had lost more than
$100 million in penny stock investments between 1989 and 1993. Beginning in 1991, the Ohio
Division of Securities devoted a majority of its resources to a two-pronged effort to eradicate
low-priced stock fraud in the state,

In the spring of 1991, the Division commenced legislative efforts to strengthen the dealer
licensing requirements and anti-fraud standards of the Ohio Securities Act. A similar measure
was re-introduced in the Ohio General Assembly in 1993 without opposition, The Bill became
law on October 11, 1994. The law tightened dealer licensing requirements and added specific
anti-fraud and disclosure requirements for penny stocks.

A vigorous enforcement program was commenced in Ohio with the revocation of the licenses of
AEI Group, Inc., Liberty First Securities and First Ohio Equities. The Division’s highest-profile
enforcement action began in October, 1992 with the execution of a search warrant at the home
office of Dublin Securities, Inc., the state’s largest penny stock micro-cap dealer. The search
warrant uncovered evidence that led a state grand jury to retum a 1,023 felony count criminal
indictment against two entities and five individuals. The three defendants who chose to stand
trial were convicted of a total of 152 felony counts in December, 1995.
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The Ohio Division of Securities pursued both legislative initiatives and enforcement actions to
fight the problem of micro-cap fraud. The drastic reduction in number of complaints received by
the Division gives an indication that the Division’s efforts have been successful.

OH10 INVESTOR COMPLAINTS

YEAR # OF COMPLAINTS
1992 542
1993 1385
1994 494
1995 258
1996 241
1997 223

ILLINOIS - In February, 1997, the Hlinois Director of Securities proposed to the Secretary of State
that the Securities Department reorganize to more appropriately meet the challenges of
technology, globalization and the National Securities Markets Improvement Act of 1996. The
primary objective was to reallocate existing Department resources and recognize the functional
interrelationships in the Department, cross-train employees for multiple tasks and begin to shift
away from office-based registration activities and move toward field-based activities such as
compliance inspections, audits and investigations. The highlights of the reorganization plan
include:

A new “Audit & Compliance” Division responsible for conducting and coordinating all field
examination programs for Illinois registrants. The Audit Section will conduct all for-cause
audits, while a new Compliance Inspection Section will coordinate all Department personnel
involved in compliance examinations. The Department intends to increase the number of
compliance examinations completed each year to 1,000 or more (at least six times the current
level).

The Registration Division was divided and renamed “Registration & Licensing.” A Small
Business Information Center will be highlighted to provide assistance to legitimate small
businesses.

Streamlined Department management from 14 to 6 positions.
Established a dedicated Investor Education position within the Director’s office.

THE ROLE OF NASAA

In addition to the individual states, the NASAA organization has focused on the issue of micro-
cap fraud and has served as a coordinator and clearinghouse for many of these efforts.

NASAA ENFORCEMENT SECTION

The NASAA Enforcement Section has 36 members serving on five committees that cover the
major enforcement areas. They are Enforcement Databases; Enforcement Policy and Zones;
Enforcement Training Programs; International; and Internet.

ENFORCEMENT DATABASE COMMITTEE — Educates NASAA members on the use and benefits of
the Securities Investigations Database (“SID™). Monitors and evaluates SID system performance
and recommends changes, additions and upgrades to the system operator. SID currently offers

12
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two main features a securities investigation database and specific newsgroups to facilitate
communication between securities enforcement personnel.

ENFORCEMENT POLICY AND ZONES COMMITTEE — Acts as a forum to develop enforcement policy
and to coordinate investigations by state securities regulators by identifying trends and priorities,
developing investigative approaches and enforcement remedies and collecting and maintaining
information concerning enforcement cases and resources. This committee encourages and
develops regional cooperation among state, provincial and federal regulators by organizing zone
meetings within the regions and by acting as a conduit for communications on enforcement
matters.

INTERNATIONAL COMMITTEE — Coordinates the exchange of information with international
securities regulators regarding regulation of broker-dealers, enforcement and licensing
guidelines.

INTERNET COMMITTEE — Coordinates the work on the development of a timely, efficient, and
cost-effective means of policing the Internet for state securities law violations by issuers, broker-
dealers, investment advisers and their agents or representatives and to develop a means to record
and report such violations to members and investors.

NASAA BROKER-DEALER SECTION

The NASAA Broker-Dealer Section has 20 members serving on four committees that cover the
areas of broker-dealer regulation. They are Broker-Dealer Operations, Broker-Dealer Sales
Practices, Continuing Education and Forms Revision and Central Registration Depository.

BROKER-DEALER OPERATIONS COMMITTEE — Develops and helps implement state policies
regarding broker-dealer operations, such as developing a model definition of “branch office” and
updating the broker-dealer examination module as needed. This committee is also responsible
for studying the use of affidavits to uncover pre-licensed sales activities by both broker-dealers
and agents and, if appropriate, draft a policy statement on this issue. The Broker-Dealer Sales
Practices Committee also assists in the planning and conducting of NASAA’s Broker-Dealer
Training Seminar. Finally, this committee will study the feasibility of member jurisdictions
issuing a multi-state license where the applicant has a clean disciplinary record.

BROKER-DEALER SALES PRACTICES — Broker-dealer sales practices are often at the heart of
abuses in the micro-cap area. This long-standing committee is charged with reviewing,
analyzing and proposing NASAA policies associated with marketplace developments for the
delivery of broker-dealer services. Potential areas of policy development include access
payments, revenue sharing, commission sharing and referral fee arrangements, soft dollar
compensation and utilization and standardization of performance data reporting. This committee
is also responsible for developing programs for improving the effectiveness of state broker-
dealer sales practice regulation generally.

CONTINUING EDUCATION ~ The joint efforts of NASAA and the SROs have made the continuing
education program for registered representatives a marked success. NASAA is firmly committed
to this cooperative undertaking. This committee makes recommendations to the membership and
the Industry/Regulatory Council regarding any changes to the Continuing Education Program
(“the Program”) as developed, and provides representative “subject matter experts” to develop
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and refine Program questions. This committee also coordinates with the SEC and SROs in
developing examination procedures, modules and training.

TRAINING PROGRAMS

Starting in the 1980s, NASAA has invested a considerable amount of time and resources on
training programs and conferences devoted to enforcement, litigation and examination issues.
These programs have resulted in the development and publication of 2 NASAA broker-dealer
examiners manual and an enforcement training manual utilized by all the state agencies. These
sessions and materials are made available to administrators, examiners, attorneys, investigators
and other state personnel at no cost to state governments.

The Winter Enforcement Conference is an annual event sponsored by NASAA and attended by
securities regulators of the States, Canadian Provinces and Territories, members of academia,
and federal government officials. This meeting provides a venue for regulators to formulate,
recommend and implement enforcement policy.

Since 1985, NASAA has sponsored a three-track broker-dealer training program designed for
broker-dealer examiners. Track I is for new examiners and contains a basic overview of the
examination process, including books and records, the federal 1933 and 1934 Acts, and
examination procedures. Tracks II and I are for more experienced staff and cover such topics
as: update on NASD and SEC structure; Internet sites; newsletters; enforcement roundtable; soft
dollar payment abuses; and Plain-English prospectuses.

The Attorney/Investigator Training Session is designed for attorneys and investigators involved
primarily in enforcement of the securities laws. The agenda includes special sessions for new
personnel to introduce them to basic concepts and methods in securities law enforcement. Part
of the training involves separating the group into working sessions to solve hypothetical
enforcement problems drawn from actual cases.

The Investment Adviser Workshop is an interactive session designed specifically for examiners.
Faculty focus short presentations on issues such as custody, discretion, marketing, compensation,
disclosure and practice management critical to examiners during an inspection of an investment
adviser. Presentations are followed by a “breakout” into small groups led by an experienced
examiner to review the books and records of a fictitious (but typical) state-registered investment
adviser. Other sessions allow the small groups to conduct “mock™ audits of another (more
problematic) fictitious adviser.

Litigation Training draws panelists from a broad cross-section of the securities regulatory
community and addresses numerous current topics relating 1o securities enforcement litigation.
The goal of this seminar is to assist enforcement personnel in the development of effective
securities litigation skills, including criminal prosecution.

INVESTOR ALERTS/BROCHURES

NASAA regularly issues “Investor Alerts” that identify common types of schemes, scams and
frauds about which investors and entrepreneurs need to know. Many of the alerts can be found
on the NASAA website at www.nasaa.org under the Investor Education link. NASAA
distributes brochures on these same subjects at town hall meetings and other investor education
forums throughout the nation. NASAA and the Council for Better Business Bureaus have
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recently re-published a book based largely on these Investor Alerts entitled How fo Be an
Informed Investor.

CRD REDESIGN

State regulators rely heavily on broker-dealer and agent information contained in the Central
Registration Depository (CRD), jointly owned by the states and the NASD. This database was
set up in 1981 primarily as a registration tool. It contains administrative information about
broker-dealers and their agents as well as customer complaints, arbitrations and other
disciplinary information. State regulators have been working closely with the NASD for the past
seven years on a comprehensive redesign of the CRD that will allow it to be data fields to be
“searchable” by regulators. This capability will allow states to flag problem brokers and firms
for further investigation, license review or revocation. The modernized CRD, when it comes on
line, will be a significant step forward for state regulators in their battle against micro-cap fraud.

FURTHER MICRO-CAP EFFORTS BY STATE REGULATORS

" REGULATORY MICRO-CAP WORKING GROUP— NASAA is 2 member of the Regulatory Micro-cap
Working Group designed to better coordinate enforcement efforts and facilitate exchange of
information among the SEC, NASDR and the NYSE. Discussions will focus on preventive
measures to address the micro-cap fraud problem. Several meetings are planned for the coming
months.

ONGOING STATE SWEEPS — Plans for the current year include continued coordinated
examinations of targeted micro-cap firms. It is anticipated that a second sweep, similar to the
successful effort of 1997, will be undertaken during the first quarter of 1998.

COORDINATED REGULATORY TRAINING — The AMEX, CBOE, NASAA, NASDR, NYSE and the
SEC are jointly sponsoring a training conference for securities examiners focused on the
detection and examination of micro-cap fraud. The training will be developed and targeted for
securities examiners with two to five years of experience. We believe it is essential to ensure
that examiners are well-trained and knowledgeable with respect to current examination
techniques and strategies most effective in detecting micro-cap fraud. This program
complements the annual NASAA Broker-Dealer Training held in June.

IMPLEMENTATION OF NEW YORK ATTORNEY GENERAL’S REPORT ON MICRO-CAP STOCK FRAUD

As a result of the widespread and increasing number of complaints about fraudulent practices in
the micro-cap area of the brokerage industry, The New York Attorney General’s Office has
dramatically increased the number of investigations and enforcement actions over the past two
years and has submitted legislative recommendations to assist the office in combating securities
fraud. Chief among the legislative recommendations of the New York Attorney General’s
Report (Tab 5) is the statutory authority for routine examinations and inspections of broker-
dealer firms and their branch offices. Highlights of the other recommendations include
administrative cease & desist authority, reciprocal subpoena authority, and enhanced licensing
authority over securities professionals.

CONCLUSION

The problems in the micro~cap market are serious and growing. They should not be minimized
because they are limited to a relatively small sector of the marketplace. The fraud and abuse in
this market can cause catastrophic losses to individual investors and, if this problem is not
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vigorously addressed, it could erode the confidence in the overall securities marketplace.
Unchecked, micro-cap fraud will harm not only investors but legitimate entrepreneurs who rely
on equity capital to establish and grow their businesses.

State regulators play a vital role — a role that complements that of the SEC and the self-
regulatory organizations — in policing our securities markets. The states are committed to
working together with regulators and industry to curb the abuses in the micro-cap area. It will
take coordinated action. As this letter makes clear, we have made progress, yet much more
remains to be done. In order to reinforce the projects and initiatives we've already taken,
NASAA recommends the following:

» State and Federal enforcement actions filed against micro-cap firms should include actions
against individual brokers and where appropriate the principals of the firm. This would
make it more difficult for these individuals to stay in the securities business or to transfer to
other firms.

* Sanctions must be commensurate with the harm caused. Mandatory fines without
regulatory sanctions such as suspensions and revocations can be factored inte the cost of
operating a fraudulent investment scheme. In addition, criminal sanctions should be
applied where the law allows (i.c., Texas - 1997: 116 convictions from indictments
involving 69 transactions, and 1996: 60 convictions from indictments involving 102
transactions).

s SEC/NASDRK recognition of state enforcement actions under Section 3(a)(30) of the ‘34
Act, which establishes “statutory disqualifications” that the SEC and SROs may consider
witlrrespect to revoking, suspending or denying registration to broker-dealers and their
agents. The section does not specifically reference state securities actions as a statutory
disqualification. Currently, the SEC and the NASDR 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 (see Borg Testimony Tab 4,
pages 12-13).

« Much more needs to be done on the investor education front. The disclosure-based system
of regulation relies on the fact that if investors are well informed, they will make sound
investment decisions. All investor education programs should include information on how
to protect against fraud.

Thank you for the opportunity to address the important issues raised in your letter. Please do not
hesitate to contact Neal E. Sullivan, NASAA Executive Director, if you need additional
information, or if we may assist your study in any way.

Sincerely,

Denise Voigt Crawford
NASAA President

16
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U.S. Department of Justice

Office of Legislative Affairs

Office of the Assistant Attormey General Washington, D.C. 20530

February 9, 1998

The Honorable John Dingell
Ranking Minority Member
Committee on Commerce

U.S. House of Representatives
Washington, DC 20515

Dear Congressman Dingell:

This responds to your letter to the Attorney General
concerning recent media reports about so-called chop stock
schemes. In the typical chop stock scheme, investors are
defrauded through purchases of stock issued by micro cap (thinly
capitalized) companies and sold by securities firms that obtain
the stock at a small fraction of the price ultimately paid by
victim investors.

Your letter indicates that you have also written to the
Securities and Exchange Commission (SEC) and the National
Association of Securities Dealers (NASD). As the primary
regulatory and self-regulatory authorities, respectively, they
are uniquely qualified to offer an assessment of the chop stock
problem.

The Department has responded forcefully to the abuses
associated with chop stock schemes. In recent weeks, United
States Attorneys' Offices in five districts have brought charges
related to micro cap schemes. On January 12, a New York City
stockbroker became the fifth defendant to Elead_gullty_ggv
criminal ‘¢harges in & micro cap stock fraud case prosegited in
the Eastern District,of Vlrglnla and the District of Nevada.
Cases broqghg' ate st year include charges in the .Eastern
District SSf ‘New ¥ork against’ eighteen
cap market manipula lon schemes, a similgr .c

. of New Jerséy nd "ar‘indictment of’ nineteen defendants

" Southern DistFict of 'New York on racketeering and sec
fraud charges. Ancthex thirty-seven defendants, uding -
brokers, stock promotefs and issuers, have been ing ictediiin the
Southern District of New York for paying bribes to promote:
sale of micro ¢ap sstocks to investors. )




65

In addition to these cases, the Department has conducted
over the past two years its Rogue Broker initiative, a nationwide
series of prosecutions directed against unscrupulous brokers who
prey upon unsuspecting investors. Last May, the Attorney General
announced a second wave of Rogue Broker prosecutions against a
total of seventeen brokers who had cheated their customers.

We view the chop stock schemes as a fusion of various abuses
in the securities industxy that the Department is aggressively
investigating and prosecuting, sometimes as wide-ranging micro
cap-related schemes and other times as more tightly focused
market manipulation, broker bribery, and offering misrepresen-
tations prosecutions. We thus believe that our enforcement
efforts are responding effectively to these and other criminal
schemes that victimize investors and threaten the integrity of
our securities markets.

Thank you for your interest in the Department's securities
fraud enforcement program. Please do not hesitate to contact the
Department if we can be of further assistance with regard to this

or any other matter.
incerely, p
Andrew Fois
Assistant Attorney General

cc: The Honorable Thomas J. Bliley, Jr.
Chairman

The Honorable Michael G. Oxley
Chairman
Subcommittee on Finance and Hazardous Materials

The Honorable Thomas J. Manton

Ranking Minority Member
Subcommittee on Finance and Hazardous Materials

-2 -
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20548
THE CHAIRMAN February 9, 1998

The Honorable Yohn D. Dingell
Ranking Member

Committee on Commerce

U.S. House of Representatives

2322 Rayburn House Office Building
Washington, D.C. 20549

Dear Congressman Dingell:
This is in response to your letter of December 12, 1997.

Like you, I view as unacceptable the possibility that any segment of this nation’s securities
markets has become rife with fraud and abuse. Protecting investors and combating fraud will always be
at the core of the Securities and Exchange Commission’s work. That is especially true for fraudulent
conduct that is specifically designed and targeted at this country’s growing population of vulnerable
and inexperienced investors. American securities markets are the envy of the world because they are
honest, fair and successful, Every member of the SEC staff is committed to using all the tools at our
disposal to keep them that way.

Attached to your letter was a copy of a story that appeared in the Decerber 15th issue of
Business Week. In the wake of that article, you asked us to report on three specific issues. The first
was to evaluate the extent of the so-called micro-cap fraud problem. The second was to describe the
Commission’s ing efforts to address this type of fraud. The third was to set forth our future plans

to try to prevent such frauds from emerging.

The staff has prepared 2 memorandum that outlines our ongoing effort to respond to each of
these questions. As you will see, we are making every effort to swiftly and forcefully address every
issue that arises in connection with these fraudulent and abusive schemes. That is true regardless of
whether these fraudulent practices involve “micro-cap” securities, “chop stocks,” “penny stocks,” or
something else. I have called upon senior SEC staff members from every relevant office and division
and given them a straightforward mandate: to develop short and long term plans to prevent such
schemes from developing and, if such schemes proceed anyway, to promptly detect and vigorously
prosecute them.

As outlined in the memorandum, some of our efforts are already bearing fruit. As you know,
Commission staff have conducted numerous surprise inspections of small broker-dealers that had been
subject to a disproportionate number of investor complaints. Qur examination and inspection team has
been provided special training and taught spemﬁc new procedur& to help msurethnt documents and
other materials are not improperly cc d during an insp
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A critical component of our prevention strategy will, of course, be based on vigorous new .
efforts to promote investor awareness of these schemes, and simple but effective steps investors can
take to protect themselves. We are in the midst of distributing nationwide a new brochure on the
dangers of “cold-calling” practices. We are also investing considerable effort into the upcoming
National Investor Education Week, which will involve town hall meetings around the country to
review the basics of becoming an informed investor.

Similarly, one of the most important investor education and fraud prevention tools ever
devised will soon become more widely available. Starting in about 2 month, the first phase of the
NASD’s redesigned stockbroker database will become accessible over the World Wide Web.
When fully implemented by mid 1999, this service will present in a user-friendly way the
disciplinary and employment background for every registered broker and every registered firm in
the United States. I saw a preview two weeks ago, and I am not aware of anything remotely
comparable to it for any other profession in the country. It gives every investor the power to be
the first line of defense against fraud and abuse by unscrupulous brokers and disreputable firms.

These are just a few of the enforcement and investment education elements of our overall
effort that have already been put in place to combat so-called micro-cap fraud. A third part of this
strategy - our regulatory approach - is being announced this week. By proposing carefully tailored
new rules and regulations and targeted modifications to existing ones, the SEC hopes to reduce the
ability of scam artists to manipulate procedures that were designed to reduce burdens on small
businesses and to facilitate capital formation. The changes and modifications we will be considering
initially are described in the attached memorandum. We will keep you apprised as we undertake
additional regulatory initiatives. .

The Commission recognizes your long-standing concern and leadership in promoting the
integrity of American financial markets and the protection of this nation’s investors. Like you, I believe
that it is critical that the SEC, other federal and state regulators, the self-regulatory organizations, and
industry leaders and investor advocates, aggressively combat this egregious form of securities fraud. I
look forward to working with you as we continue our effort to promote integrity and confidence in this
critical area of the market.

Sincerely,
/ 1/ Z LM'
Arthur Levitt
Attachment
cc: The Honorable Thomas Bliley, Jr. The Honorable Michael Oxley
The Honorable Thomas Manton The Honorable Janet Reno

Ms. Mary Schapiro Ms. Denise Voigt Crawford
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MEMORANDUM

TO: Chairman Levitt

FROM: William McLucas, Director, Division of Enforcement
Lori Richards, Director, Office of Compliance, Inspections and Examinations
Nancy Smith, Director, Office of Investor Education and Assistance
Brian Lane, Director, Division of Corporation Finance
Richard Lindsey, Director, Division of Market Regulation

RE: Status of Microcap Fraud
DATE: February 6, 1998

In response to your request, we discuss below microcap fraud in the securities markets.
Specifically, we address in this memorandum the extent of the microcap problem, what the SEC has
done to combat it, and the SEC’s future plans.

1. The Extent of the Micracap Problem

The term “microcap security” is not defined under the federal securities laws. Issuers of
microcap securities typically are thinly capitalized and they often are not required to file periodic
reports with the SEC. Securities of microcap comparies may be quoted over-the-counter on the
“QTC” Bulletin Board operated by the National Association of Securities Dealers, Inc., (NASD) in the
Pink Sheets operated by the National Quotation Bureau, and on the Nasdaq Small Cap Market. Inany
of these trading mediums, public information is limited and a small number of broker-dealers controls
the market.

B._Quantifyving the Problem

It is impossible to quantify the exact amount of microcap fraud being perpetrated. While press
accounts have reported a variety of estimates, these numbers are derived generally from anecdotal
evidence and rough projections.

Our enforcement efforts clearly indicate an increase in microcap fiaud involving millions of
dollars of direct investor losses. These losses result from trading in companies that tarn out tobe
worthless, and commissions and fees paid by investors to brokers peddling these securities.
Furthermore, the opportunities lost by investors who could have made legitimate investments in the
market are incalculable.

-] -
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Two market developments have led to an increase in microcap fraud. The first is the
extraordinary bull market over the last decade that has captured the public’s attentions, especially over
the last three years. In 1996, the Dow broke 6,000, then 7,000, and this past year broke 8,000. Daily
volume on the New York Stock Exchange (NYSE) and Nasdagq is also at an all-time high, and there
have been record numbers of initial public offering these past several years. The second development,
not surprising given the bull market, is the record level of public participation in our securities markets.

Mutual fund assets ($135 million in 1980) have grown to $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. America has evolved from a
nation of savers into a nation of investors.

C. The Type of Fraud Involved

Though we cannot quantify the amount of microcap fraud that exists, we can identify how it
takes place and, therefore, can work to combat it effectively. Microcap fraud typically takes one of
two forms. The first — the “pump and dump” scheme - often involves fraudulent sales practices,
including high pressure tactics from "boiler room" operations where a small army of sales personnel
cold calls potential investors using scripts to induce them to purchase "house stocks" — stocks in which
the firm makes a market or has a large inventory. Investors often receive information that, at best, is
exaggerated and at worst completely fabricated. Increasingly, these stocks also are touted on the
Internet by unregistered promoters. The promoters of these companies, and often company insiders,
typically hold large amounts of stock and make substantial profits when the stock price rises following
intense promotional efforts. Once the price rises, the promoters, insiders and brokers sell, realizing
their profits. Eventually, the promoters cease their manipulative promotional efforts, the stock price
plummets and innocent investors incur large losses, or lose their initial investments entirely.

Second, as part of the “pump and dump,” unscrupulous brokers often employ a variety of
fraudulent sales practices including "bait and switch" tactics, unauthorized trading, "no net sales”
policies (where investors are discouraged or actually prevented from selling their stocks) and churning
(excessive trading in their accounts in order to generate commissions for the broker). The firm often
charges excessive, undisclosed markups and issues arbitrary stock quotations. Even if investors
complain to the brokerage firm, it rarely disciplines its registered representative or reports the investor
complaints.

2. WHAT THE SEC HAS DONE TO COMBAT MICROCAP FRAUD

The SEC has combated microcap fraud through enforcement, examinations and investor
education. The details of the SEC's efforts in each of these areas are discussed below.
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A. Enforcement Efforts

The SEC has dedicated an increasing amount of enforcement resources to bring actions against
fraudulent microcap companies, promoters and brokers. We have moved quickly by seeking
immediate relief, such as temporary restraining orders and asset freezes, and imposing strong remedies
such as permanent industry bars, registration revocations and fines. To minimize investor Josses in
ongoing market manipulation cases, we have increased our use of trading suspensions when there is
misinformation about the issuer in the market, In many cases the SEC has leveraged its resources by
working closely with the criminal authorities. In the cases described below, the SEC has assigned  staff
to work on the parallel criminal investigations. Qur close work with the criminal authorities is an
essential component of our enforcement program, given that a large number of repeat violators - with
little respect for civil proceedings - engage in microcap fraud.

~ Some of the most recent efforts by the Enforcement Division include the following:

s December 18, 1997 — Fifty-cight individuals charged in five SEC enforcement actions:
The SEC filed five civil injunctive actions charging fifty-eight defendants with manipulation of
the over-the-counter markets for microcap securities issued by Securitek International Inc.,
Golf Communities of America, Inc., £k.a. Golf Ventures, Inc., Interactive Information
Solutions, Inc., StockNet, Inc., International Investment Group, Ltd., Spacelex Amusement
Centers International Ltd., Inc., and America’s Coffee Cup., Inc.. The five actions were the
result of an undercover investigation into illegal practices in the OTC securities markets
conducted by the United States Attorney’s Office for the Southern District of New York and
the Federal Bureau of Investigation, with assistance from the SEC and the National
Association of Securities Dealers Regulation. On October 16, 1996, this same undercover
operation led to the arrest of forty-six individuals and the institution of administrative
proceedings by the SEC against twenty-nine of the individuals amested.

o November 25, 1997 — Seventeen individuals indicted for stock fraud: The SEC
suspended trading in the stock of HealthTech and obtained an injunction requiring correction
of the company’s fraudulent financial statements. The SEC staff also worked with the United
States Attomey in indicting seventeen individuals associated with the brokerage firm Meyers
Pollack Robbins, Irc., including two high-level members of organized crime families, for
securities fraud by the company and several brokers.

« May 13, 1997 ~ Brokerage firm and principals indicted: The SEC brought emergency
administrative action against the firm A.R. Baron for fraudulent sales practices, revoked
Raron’s broker-dealer registration and recovered significant investor funds. The Manhattan
District Attomey’s Office subsequently indicted A R. Baron and thirteen individuals associated
with Baron, including the firm’s principals.
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o February 1997 — Thirty-two defendants pled guilty to criminal charges: The Nevada
United States Attorney obtained guilty pleas from thirty-two defendants on charges of
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 microcap issuers. To date, the SEC has brought enforcement cases
against a total of nineteen respondents in connection with undisclosed payments on the stocks
of Enrotek Corporation, Teletek Inc., and United Payphone Services, Inc., which were
involved in these criminal proceedings.

e October/November 1996 — Market Manipulation in Systems of Excell Inc.: The
SEC suspended trading and obtained a TRO and asset freeze based on a market manipulation
scheme in the stock of Systems of Excellence. The scheme which involved the misuse of Form
S-8, included bribes paid to newsletter writers to promote and disseminate misleading
information about the company over the Internet. Five individuals have plead guilty to related

criminal charges.

e February 1996 — Abuses of Regulation S: The SEC instituted and settled proceedings
against Candie’s Inc., Salvatore Mazzeo and others based on their use of Regulation S in a
scheme to evade the registration requirements of the securities laws.

In addition, the SEC is cracking down on individual brokers who engage in fraudulent practices
which impact the microcap market. For instance, in November 1995 and May 1997, the SEC and the
Department of Justice filed charges against twenty-eight rogue brokers throughout the country for
engaging in a wide range of fraudulent conduct, including forging investor checks, engaging in
unauthorized transfers of client funds, selling securities of nonexistent companies and creating fal
account statements. :

The SEC’s Enforcement Division has dedicated certain staff’ almost exclusively to coordinating
its nationwide enforcement effort to address microcap issues. The goals of this group are to: intervene
in microcap frauds at the earliest point possible to minimize investor harm; to enhance surveillance and
coordination with the SEC’s operating divisions as well as the NASD; and to coordinate a nationwide
approach to microcap fraud with other state, federal and industry regulators.

In addition, the Enforcement Division is addressing the new technology through which frauds
are being committed by dedicating resources to combat fraud on the Internet. To that end, the SEC's
Division of Enforcement, with the assistance of other SEC staff, has assembled a group of
professionals to conduct Internet surveillance. These professionals use the latest browsing software to
monitor the Internet, including message areas such as newsgroups and bulletin boards.
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B._Examination and Inspection Efforts

On the examination front, the SEC’s broker-dealer examination program in the Office of
Compliance Inspections and Examinations (OCIE ) has prioritized the review of firms that specialize in
underwriting, marketing, or retailing ficrocap stocks. The examination program operates as the ’
SEC’s “eyes and ears,” uncovering the latest techniques used by broker-dealers, salespersons, and
issuers to skirt the federal securities laws and defraud investors. These examinations frequently yield
leads for investigations by the SEC’s enforcement staff and the SROs.

In all areas of the country, particularly in New York, South Florida, and the Colorado/Utah
ares, examiners are targeting broker-dealers that have been the subject of customer complaints, have
prior disciplinary actions against the firms or their principals that specialize in selling microcap stocks to
retail investors, or are for other reasons believed to be engaging in microcap fraud. SEC examiners
also are scrutinizing the records of microcap issuers maintained by registered transfer agents to detect
irregularities in the issuance and transfer of shares which typically accompany frauds.

For example, iners recently initiated an ination sweep of several firms that are
players in the microcap market. The firms targeted for these examinations have many of the “red flags”
of fraudulent microcap activity, such as customer complaints, significant profits from underwriting and
subsequent aggressive market making of illiquid microcap securities, and large pools of inexperienced
cold callers. Examirers arrived at the firms unannounced, and interviewed the firms’ principals,
registered representatives, sales assistants, and compliance staff. Examiners toured the premises
including the “bull pens” or sales “pits” where cold callers make hundreds of telephone calls trying to
sell securities to the public.

>

In these and in other examinations, we have made a number of observations about microcap
firms. For example, while the supervisors of many firms state that their employees do not use sales
seripts in making cold calls to the public, examiners often found a number of scripts on the desks of
cold callers. In addition, it appears that most of the firms we examined only minimally supervise and
train their armies of cold callers. Some supervisors merely walk through the sales pits, overhearing the
sales pitches and randomly intercepting telephone conversations, and only reacting to problems
disclosed in customer complaints, Many firms also claim they do not sponsor sales contests, though
conversations with registered representatives in the bull pens revealed evidence of contests for the
number of new accounts opened by cold callers.

Examiners are now hard at work analyzing hundreds of documents, such as trading records,
commission payouts, and customer complaints, to reconstruct weeks of trading and conversations with
customers. They will use these documents to determine if any of the firms engaged in the halimark
practices of microcap fraud: unauthorized trading or unsuitable bait and switch sales, refusal to sell
securities when asked to do so by customers, exaggerated or fraudulent claims to potential customers
to induce them to buy securities, manipulation of the market for securities, or working for or in
cooperation with individuals who have been barred from the industry or known to be under

- 5 -
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investigation for securities violations. Any evidence of abuse will be referred to the SEC’s Division of
Enforcement staff for further investigation and enforcement action.

The SEC also is coordinating its efforts to curb abuses in the microcap market with the SROs,
including the NASD by focusing on the quality of supervision and on rogue brokers.. For instance, in
1994, the SEC 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 SEC, together with
the NASD, NYSE and the North American Securities Administrators Association, Inc. (NASAA)
conducted a joint examination sweep to review the sales practices of selected registered rep ives
employed by small and medium-sized firms as well as the hiring, retention and supervisory practices of
the brokerage firms that employ them. The 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. The sweep also revealed that almost one-half of the branches that engage in cold
calling were violating federal cold-calling rules.

As a result of that sweep, the SEC, NYSE, NASD and NASAA prepared a public report
making specific recommendations designed to correct these problems. For example, the report
recommends that brokerage firms institute more stringent hiring procedures for registered
representatives; heighten supervision of registered representatives with a history of customer
complaints, disciplinary actions or arbitrations; and train and supervise cold-callers. Finally, as part of
its effort to combat microcap fraud, the SEC’s examination staff' is working with the SROs and the
states to develop a training conference for securities examiners focused on the early detection of
microcap fraud.

C. The 's Efforts to Combat Microcap Fraud Threugh Investor Education

Since an educated investor provides the best defense against securities fraud and often gives us
the first warning of wrongdoing, the SEC’s Office of Investor Education and Assistance {OIEA)
educates investors on how to identify securities fraud and urges investors to report suspicious activity
to securities regulators.

‘We urge investors to complain to us promptly. In 1997, we received nearly 18,000 complaints.
Our database of complaint information tracks breaking trends, allowing us to identify problem brokers,
firms, and financial products. The intelligence we gather from complaints helps to direct our
examination and enforcement resources to the areas of greatest need first. The SEC has made it easier
for investors to complaint over the Internet by creating the on-line Division of Enforcement Complaint
Center at www.sec.gov/enforce/comctr.htm. The on-line complaint center presently receives over 100
complaints a day.
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The SEC's sfforts to reach out to investors include the following measures:
* Publications

Since 1994, OIEA has written and distributed over 2 dozen pamphlets and brochures that warn
investors about scams and state in plain English what every investor should know about investing, All
of these publications are available, free of charge, on the SEC's Website
(http:\www.sec.gov/invkhome htm) and through the SEC's toll-free publications and information line
{1-800-SEC-0330).

OIEA's newest publication, entitled Cold Calling Alert, specifically addresses problems in the
microcap market. It tells investors what the cold-calling rules are, how to deal with cold calls, how to
stop them, and how to evaluate investment opportunities that come over the telephone.

o Investors' Town Meetings and Seminars

To meet investors and listen to their concerns, in 1994 the SEC began to organize Investors'
Town Meetings throughout the country. To date, Chairman Levitt has spoken at 22 town meetings.
These events attract between 800 and 1200 investors and result in media coverage that reaches millions
more. At each meeting, Chairman Levitt discusses questions investors should ask before they invest.
Seminars follow the town meetings so investors can leamn more about specific topics of interest.

In December 1997, the SEC announced an unprecedented national public awareness campaign
ahout the importance of saving, investing, and avoiding securities fraud. The SEC, the North
American Securities Administrators Association, and the CoumiofSeani&sRegmﬂam ofthe
Americas will launch the “Facts on Saving and Investing Camp " throughout the Western
‘hermisphere beginning on March 29, 1998. This educati paign will include # wide range of
simultaneous events throughout the Americas, including town meetings, school programs, and other
educational activities in the United States. As planning progresses, a web site will be created to
provide up-to-date information about the campaign.

3, FUTURE PLANS TO CO PRO)] S.OF MI FRAUD

The SEC is also committed to reviewing and, if appropriate, revising the rules and regulations
affecting the microcap market. The goal of our review Is to close loopholes in existing rules and
regulations which may be facilitating microcap fraud, and then, if needed, to develop new rules which
will make such fraud less likely to ocour in the first place.

In September 1597, the SEC formed a working group on microcap fraud to bring together top
officials from the SEC's Divisions of Enforcement, Corporation Finance, and Market Regulation, as
well as from the Ofice of Complinnce Inspections and Examinations, the Office of General Counsel,
and the Office of Investor Education and Assistance. The working group provides a forum where
abuses uncovered by the enforcement and examination staffs and customer complaints can be

- F -
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addressed by the SEC staff who write the rules for stock markets, for brokers and for raising capital.
The working group has been meeting - and will continue to meet - regularly to exchange ideas and
identify better ways to attack the current problems in the microcap 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 also has been exploring how best to devise an early warning
system for detecting fraud and how to use the SEC’s enforcement resources most effectively to fight
fraudulent practices in the microcap market. In addition, the working group is working with other
regulators, such as the NASD and the states, and with the criminal authorities in sharing intelligence
and devising creative and coordinated solutions to microcap fraud.

As a result of the efforts begun by the working group, several proposed rule/regulation changes
already have been proposed by the SEC staff and will be considered by the SEC at an open meeting on
February 10, 1998.

A. Rule and Regulations Changes to Be Considered on February 10, 1998
o Exchange Act Rule 15c2-11 Governing Initiating and Resuming Quotations

Rule 15¢2-11 is intended to deter 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 trading halt, the current Rule requires brokers to
review such information as the issuer's most recent balance sheet, profit and loss, and retained eamnings
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 microcap fraud, the SEC's staff recommended amendments to.
the Rule that would place greater information review requirements, and thus accountability, on broker-
dealers publishing quotations for securities in a quotation medium other than a national securities
exchange or Nasdaq and would provide greater investor access to information about those securities.
Among other things, the proposals would: eliminate the Rule’s “piggyback” provision, which currently
permits broker-dealers (other than the initial broker-dealer) to quote the security without having
current issuer information; require broker-dealers that publish priced quotations for a security to obtain
and review updated information about the issuer at least annually; expand the information required
about issuers that do not file periodic reports with the SEC; and, require documentation of the broker-
dealer’s compliance with the Rule. These amendments will be considered by the SEC on February 10,
1998.

s Regulation S

Regulation S provides a safe harbor from registration for certain off-shore offerings. The
SEC has found that some issuers have used Regulation S as a means of indirectly distributing securities
into the markets without registration. In light of these problems, in February 1997, the SEC proposed

-8 -



76

amendments to Regulations S to prevent such unregistered distributions of the securities in the United
States markets. On February 10, 1998, the SEC will be voting on the proposed final rule on this issue
which would require, among other things, that: 1) equity securities placed offshore by domestic issuers
under Regulations S be classified as “restricted securities” within the meaning of Rule 144, so that
resales without registration are restricted; 2) the period during which issuers must comply with the
Rule’s offering restrictions be lengthened from 40 days to one year; and 3) certification, legending and
other requirements, which currently are only applicable to sales of equity securities by non-reporting
issuers, be imposed on these equity securities.

+« Form S-8

Form $-8 is a short form that public companies may use to register sales of stock to their
employees, consultants, and advisors as part of their compensation. These registration statements
become effective automatically without SEC review. The staff has seen Form S-8 used improperly in
connection with capital raising, either by using the shares to pay broker-dealers or other consultants
that assist in capital raising or by using employees or “consultants”™ as intermediaries to raise capital
indirectly.

On February 10, 1998, the SEC is considering, among other things, proposed changes to Form
$-8 which would: 1) make Form §-8 unavailable for sales to consultants and advisors who directly or
indirectly promote or maintain a market for the company’s securities; and 2) require disclosure in Part
1I of Form S-8 of the names of any consultants or advisors to whom the registrant will issue securities
under the registration statement as well as the amount and the nature of the consultant or advisory
services.

B. Rule Changes to be Considered After February 10, 1998
Other rules which the SEC may review and consider in the future include the following:

¢ The Penny Stock Rules

Currently, the definition of "penny stock” excludes securities that, among other things, are
priced at $5 or more per share. The SEC staff believes that the penny stock nules are very effective.
However, some broker-dealers have ciral d their application by pricing securities above the
current $5 threshold. The staff is considering a recommendation to 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 microcap frauds. In evaluating this and other options, the SEC will carefully
consider whether the proposed changes will be effective in curbing abuses, and not unduly interfere
with the ability of legitimate smaller issuers to raise capital and compete with more established
comparies.
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+ Rule 504 of Regulation D

Rule 504 of Regulation D allows companies to raise up to $1 million per year in seed capital
without complying with the registration requirements of the federal securities laws. In 1992, the SEC
amended Rule 504 to eliminate the federal limitations on these offerings other than the general
antiffaud provisions and the requirement to file a notice with the SEC 15 days after the first sale. The

" staffis revisiting Rule 504 to determine whether changes need to be made. The staff will consider: 1)
whether the exemption should be conditioned on state registration of the offering; and 2) whether the
securities sold in certain exempt state offerings should be restricted. 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) avoid imposing federal regulations that
unnecessarily overlap state regulation of offerings.

o NASD and NYSE Rules for Clearing Brokers

" The SEC published for public comments a rule proposal from the NASD (and a similar one
from the NYSE) regarding the scope of a clearing broker’s responsibility when it receives notice that
an introducing broker may be engaged in fraudulent sales practices. Among other things, the proposed
rule requires that clearing firms promptly forward to introducing firms and to the introducing firms’
SROs any written customer complaints about the introducing firm. The comment period on the
NASD’s rule proposal has expired, and the NASD is considering whether to amend its proposed rule
based on the comments received from the public. The Commission staff also is working with
representatives fiom the industry, the SROs and the states to ensure that information from clearing
firms about “red flags™ at introducing firms is shared effectively with regulators.

e Bulletin Board Standards
Members of the SEC’s working group on microcap fraud and the SEC’s Division of Market
Regulation have met with the NASD to discuss tightening regulations that govern the Bulletin Board.

‘The NASD is now seeking comments from its membership on several microcap fraud initiates and
ultimately will be sending the proposals to the SEC for its consideration.

- 310 -
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The Honorable Janet Reno
Attorney General
Department of Justice

Constitution Ave. and 10th Street, N.W.

Washington, D.C. 20530

Ms. Mary Schapiro
President

NASD Regulation, Inc.
1735 K Street, NW.
Washington, D.C. 20006

W.S. Bouge of Repregentatives
Committee on Commerce
Room 2125, Rapburn Bouge Sftice Building
Washington, BE 20515-6115

February 10, 1998

The Honorable Arthur Levitt, Jr.
Chairman

Securities and Exchange Commission
450 Fifth Street, N.W.

‘Washington, D.C. 20549

Ms. Denise Voigt Crawford

President

North American Securities
Administrators Association, Inc.

One Massachusetts Ave., N\W.

Suite 310

Washington, D.C. 20001

Dear Attorney General Reno, Chairman Levitt, Ms. Schapiro, and Ms. Crawford;

. T am writing to acknowledge receipt of your responses to my inquiry regarding so-called

chop stock schemes and the fraud and abuse plaguing the micro-cap stock market. I have asked
staff to review your responses, meet with your representatives, and advise me regarding the
matters covered by your correspondence. Your responses will be embargoed from public release
during that period which is expected to take a week to ten days.

In the interim, I would like to commend the SEC for scheduling today’s open Commission

1o Aoci

d to stem the more rampant problems in this area. Some of these

proposals represem changes to rules that, while designed in well-meaning zeal to facilitate capital
raising, however, went too far and ended up facilitating fraud and abuse. The SEC is to be

commended for recognizing this and acting expeditiously to protect investors, the SEC’s pnnmple
mandate.
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The Honorable Janet Reno

The Honorable Arthur Levitt, Jr.
Ms. Mary Schapiro

Ms. Denise Voigt Crawford
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Thank you for your attention to this matter and to my request. Ilook forward to working
with you.

cc.  The Honorable Tom Bliley
The Honorable Michae! Oxley
The Honorable Thomas Manton
Mr. Mike Burnett (GAO)
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. U.S. Securities and Exchange Commission
Washington, D.C. 20549 (202) 942-0020

Media Contact:Chris Ullman, (202) 942-0020 9814 T

SEC ¥ROPOSES SEVERAL MEASURES TO COMBAT SECURITIES FRAUD AND
ISSUES STATUS REPORT ON COMMISSION-WIDE MICROCAP FRAUD EFFORTS

Washington, DC, Februsry 10, 1998--The Securities and Exchange Conunission today

posed several new regulatory woombat i ities fraud and it issued a2
status report on the Commission’s compreb di cﬁomtomduccﬁwd among
these lower priced stocks. The Commissi has 2 th pp g
microcap fraud: enforcement, mvestoreducanonmdxegulanm
“By cansid our regulations to reduce mi rp Fraud, we will
smdanwumsu!mblesgm! mxm'im iG] and B afike: The Commission is fim

in its resolve to protect America's markets from schemers who would skizt the law, scan the
systern, and swindle the investing public,” said SEC Chairman Arthur Levitt.

Mierocap companies are typically thinly capitalized end are often not required to fila

... periedic reporns with the SEC. - Securities of microcap companies may be quoted on the Over-the-
Counter Bulletin Board operated by the National Association of Securities Dealers, Inc,, in the
Pink Sheets operated by the National Quotation Buteau, and on the Nasdag Small Cap Market.
In any of thesc trading mediums, public information is limited and a smaﬂnnmbaofbmkers

control the market,

The “pump and dutmp” scheme is a typical microcap fraud. It often involves fraudulent
nfnpmmmmdudhghgﬁymwcuwwﬁom%ﬁﬁxm operations where a small army
sales p 1 cold call p using scripts to induce them to purchase “house.

stocks™ - gtocks in which mzﬁmmhsamaﬂmorhasalargemvanmy The mformation
conveyed to investors often is at best exaggeruted and at worst completely fibricated.
Increasingly, these stocks also are being touted on the Internet by unregistered promoters. The

of these ics, and often comp insiders, typically hold arge amoiints of stock
mdmakcmbshnna}pxoﬁnwhmthcsmkpnwmfoﬂowmgmpmnnomefm
Once the price rises, the promoters, insider and brokers sell, realizing their profits.

“In undertaking these revisions, we are sensitive to any inadvertent impact these proposals
may have on the Hiquidity of thinly-traded issues,” Chairman Levitt said, He added,

*“Nevertheless, we recognize that — as professionals in a regulated industry — market-makers must
be more that mere order-takers. Tn publishi # price quotation, 4 markei-maker lends credibiliry
to a security. But if he doesn’t know anything about the ity, he does a disservice to the

investor - and to himself®

Investors seeking additional information should contact the SEC at (300) SEC-0330, or
through our website at www.sec.gov,

Attached is a ist of i should take to protect themselves.
# # #
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INVESTIGATE BEFORE YOU INVEST

Before handiﬁg over your hard-earned money, take the time to
investigate.

L.

4.

Ask Questions Call your state’s securities regulator, and ask:
« Isthe investment registered?

«  Are the broker and the firm licensed to do business in my
state?

* You can get that number by calling the North American

Securities Administrators Association toll-free at (888) 846-
2722

Know Your Broker Ask your state’s securities regulator if
they’ve received complaints against either the broker or the firm
pushing the deal. Or call the National Association of Securities
Dealers’ toll-free public disclosure hot-line at (800) 28%-9999.

Know the Investment How long has the company been in
business? What are its products or services? Has the company
made money for investors before? .

Get the Facts in Writing Don’t get swept away by a sales
pitch. Ask for — and read carefully — the company"s prospeetus
or latest annual report.

For more tips on how to invest wisely and protect yourself against
investment fraud, call the U.S. Securities and Exchange Commission
toll-free at (800) SEC-0330, or visit our website at www.sec.gov.
Our free publications include:

Ask Questions — Questions you should ask about your
investments, the people who sell them, and what to do if you
run into problems.

Cold Calling — Tells you the rules on cold calling, how to
deal with cold calls, how to stop them, and how to evaluate
any investment opportunity to comes your way over the
telepbone.



W.J. BILLY" TAUZIN, LOUISIANA

SCOTT L. KLUG, WISCONSIN
JAMES C. GREENWOOD. PENNSYLVANIA.
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TOM BLILEY. VIRGINIA, CHAIRMAN
JOHN D. DINGELL, MICHIGAN

U.S. House of Representatives

i PRy aToR e vooe Committee on Commerce
Sennoo arowi. org Tt Room 2125, Rapburn Bouse Oftiee Building

CON

- TWashington, DE 20515-6115

A RONKLINK, PENNSTLVANIA
STEVE LARGERT. OKLANO! BART STUPAK, MICHIGAN
~FICHASD BURR, NORTH CAROLINA ELIOT L ENGEL, NEW YORK
BRIAN . GILORAY. CAU THOMAS C. SAWYER, OWiO
O WHITFIELD, KENT ALSERT R, WYNN, MARYLAND March 16, 1998
GHEG GANSKE. 1WA ‘GENE GREEN, TEXAS
CHAALIE NORWOOD, GEORGIA \REN McCARTHY, MISSOURE
RICK WHITE, WASHINGTON TED STRICKLAND, o0
7ol COBURY, O AnoM DIANA DRGETTE, COLORADO
NEW YOHK

CALIFORNIA

JOHN SHIMKUS, ILLINOIS

JAMES E. OERDERIAN, CHIEF OF STAFF

The Honorable Janet Reno The Honorable Arthur Levitt, Jr.
Attorney General Chairman
Department of Justice Securities and Exchange Commission

Constitution Ave. and 10th Street, N'W,

Washington, D.C. 20530

Ms. Mary Schapiro

450 Fifth Street, N'W.
Washington, D.C. 20549

Ms. Denise Voigt Crawford

President President

NASD Regulation, Inc. North American Securities

1735 K Street, N'W. Administrators Association, Inc.

‘Washington, D.C. 20006 One Massachusetts Ave., N.-W.
Suite 310

Washington, D.C. 20001
Dear Attorney General Reno, Chairman Levitt, Ms. Schapiro, and Ms. Crawford:

I am writing to thank you and commend you for your responses to my inquiry regarding
the fraud and abuse plaguing the micro-cap stock market. I also appreciate the detailed briefing
that your staffs provided four weeks ago. In response, I would like to make a few observations.

First, your enforcement efforts appear to be marked by an exceptional level of cooperation
and coordination. Also, the number of criminal prosecutions has increased, reflecting both an
increased willingness of prosecutors to take on these complex cases and a higher level of support
being provided to U.S. attorney’s-offices by experienced SEC and NASDR enforcement staff.
However, the ability to meet the growing demand for such support in the future is in question due
to limited SEC and NASDR resources. Moreover, the sentencing guidelines for white collar
crime are not tough enough to effectively punish and deter the miscreants, given the huge sums
involved in today’s stock market.

The coordinated approaches that you are taking to the conduct of surprise sweeps --
catching people in the act before they can hide or shred misleading sales scripts -- is laudable, as is
your coordinated approach to bettering investor education. Financial illiteracy is a big part of the
problem.
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The Honorable Arthur Levitt, Jr.
Ms. Mary Schapiro

Ms. Denise Voigt Crawford
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The SEC’s recent rules and regulations changes are a good first step at stemming many of
the types of fraudulent schemes unicovered by your enforcement actions, but more remains to be
done. Prompt action is needed to address abuse and fraud associated with introducing brokers
and clearing firms. However, in revising the rules and regulations in the micro-cap area, SEC and
NASDR must keep in mind that there are a great many honest companies and honest market
makers in this farket and their ability to function efficiently must not be impaired. It is important
that you seek and consider their input as you undertake regulatory reforms.

State securities regulators are an integral part of the solution to this problem. There seems
to be a concentration of fraudulent firms in the New York City metropolitan area but the New
York State Attorney General does not have statutory authority to conduct routine examinations
and inspections of broker-dealer firms and their branch offices. This is an outrage. California is
strong on corporate finance but weak on licensing and examinations. These and other deficiencies
should be addressed as soon as possible in order to strengthen the lines of defense against
unscrupulous brokers and disreputable firms.

Again, I commend you for your responses and your continuing efforts to address this
serious problem and restore the integrity of this important marketplace. I respectfully request that
you update your responses in six months and, in the meantime, that you cooperate with GAQ in
the investigation and reporting that I have asked them to do.

v/
JOHN GLL gK

RANKING MEMBER

[N The Honorable Tom Bliley
The Honorable Michael Oxley
The Honorable Thomas Manton
Mr. Mike Burmnett (GAO)
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The Hc ble James F. Hinct
Acting Comptroller General
General Accounting Office
441 G Strest, N'W.
Washington, D.C. 20548

Dear Mr. Hinchman:

1 am transmitting a copy of my correspondence with federal and state regulators regarding
the highly-publicized increase in fraud in micro-cap stocks. In light of the excellent work done by
GAO on related issues in the past, I am writing to request that GAO conduct certain audits and
provide us with a report of your findings and any recommendations you deem appropriate with
respect to the following (and any other items you deem necessary and appropriate to assist us in
fully understanding and addressing this serious problem):

Penny Stocks and Rogue Brokers. In 1993, you submitted to the House Committee on
Energy and Commerce and to the Senate Banking Committee a report on the National
Association of Securities Dealers” (NASD) efforts to reduce fraud and abuse in the penny stock
market. The report discussed changes to the NASD’s oversight procedures for broker-dealers
who conduct business in penny stocks, and recommended improvements in the NASD’s
procedures for informing investors of broker-dealers’ disciplinary histories and for examining
branch offices. It also discussed listing and delisting practices of the NASD and stock exchanges.
Seg, Penny Stocks: Regulatory Actions to Reduce Potential for Fraud and Abuse (GAO/GGD-93-
59, February 1993). The following year, you submitted to this Committee’s Subcommittee on
Oversight and Investigations and Subcommittee on Telecommunications and Finance a report that
reviewed the oversight and disciplinary actions of the Securities and Exchange Commission (SEC)
and several of the securities industry’s self-regulatory associations against rogue brokers. The
report discussed (1) the extent to which rogue brokers are active in the securities industry and (2)
regulatory and industry efforts to identify and discipline unscrupulous brokers, and recommended
improvements in the detection and discipline of these brokers. See, Securities Markets: Actions
Needed to Better Protect Investors Against Unscrupulous Brokers (GAO/GGD-94-208,
September 1994).
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As a starting point, please update these reports and advise us of the extent to which
GAQ’s recommendations either have been properly implemented or remain undone, and assess
the effectiveness of any changes that have been made. In conjunction with this work, please also
review the findings and recommendations of the March 1996 NASD-NYSE-NASAA-SEC Joint
Regulatory Sales Practice Sweep and report on the extent to which those recommendations have
been implemented or remain unaddressed, and assess the effectiveness of any changes that have
been made.

Key Issues. 1 respectfully request that your report include or address these points:

1. The classes and characteristics of the stocks involved in these scams;
2. The classes and characteristics of the perpetrators;
3. The frauds and abuses and how they are carried out--

OnMay 29, 1997, NASAA announced that 20 state securities agencies had
filed 37 actions against 14 firms operating in the micro-cap market. In the
course of their sweep, state examiners discovered four systemic abuses--

Trading Abuses. State examiners found an army of unlicensed solicitors
who are accused of falsifying records, conducting unauthorized trades, and
failing to complete trades.

Failure to Report Investor Complaints. Most of the offices audited failed to
have centralized procedures for handling and reporting customer
complaints, as required by law. Examiners found hundreds of unreported
investor complaints.

Evasion of Broker-Dealer Registration Requirements Through Use of
Third-Party Franchise Agreements. In a February 24, 1997, article,
“Beware the scalpers,” Forbes warned about the rapidly increasing
networks of broker-dealer branch offices, many of which are one-person
branches operated by independent contractors, operating just beneath the
regulatory radar screen and fleecing investors with abandon. State
examiners found that these “franchises”operate independently, with no
central compliance or supervisory procedures or oversight as is industry
practice. However, they do not have independent capital and bonding
upon which the investing public relies.

Abusive Cold-Calling Practices. Most of the firms and branches examined
relied on high-pressure, scripted telephone cold calling techniques that
include falsifying experience and performance, among other outright lies,;
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The relationship between introducing brokers and clearing firms;

The adequacy of the current legal and regulatory framework, including, among
other things, licensing requirements and books and records requirements, at both
the federal and state levels;

The adequacy of enforcement tools and resources at both the federal and state
levels (sgg, e.g., “Departure of Many Lawyers at SEC Stretches Its Resources,
Delays Cases,” Wall Street Journal, Wednesday, November 19, 1997 at B13) and
the degree and effectiveness of coordinated efforts; and

The ability of investors to recover their losses, through the efforts of federal and
state regulators or private lawsuits. In 1992, you submitted a report to the Senate
Banking Committee and to this Committee’s Subcommittee on Oversight and
Investigations on the operations of the Securities Investor Protection Corporation
(SIPC) with recommendations to improve SEC and SIPC disclosures to customers
and SEC’s oversight of STIPC’s operations. See, Securities Investor Protection:
The Regulatory Framework Has Minimized SIPC’s Losses (GAO/GGD-92-109,
September 1992).

Please update that report. Have GAO's recommendations been implemented? Is
this protection still sufficient for investors? With the increase in fraud, should
action other than a firm’s financial failure be cause to trigger the coverage?

Thank you for your cooperation and attention to this request.

Enclosure

4

ce: The Honorable Tom Bliley
The Honorable Michaet Oxley
The Honorable Thomas J. Manton
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The Honorable Arthur Levitt, Jr.
Chairman

Securities and Exchange Commission
450 Fifth Street, N.W.

Washington. D.C. 20549

Dear Chairman Levitt:
In the wake of widespread reports of rampant fraud in microcap stocks, I asked the General

Accounting Office (GAO), by a letter dated D ber 12, 1997, to conduct a comprehensive review
of this problem. GAO has divided this task into several discrete assignments.

Their first report, SEC Enforcement: Responses to GAO and SEC Recommendations Related
to Microcap Stock Fraud (GAO/GGD-98-204, September 30, 1998), looks at the status of SEC and -

self-regulatory organization (SRO) actions taken in resp to recc dations in prior GAO and
SEC reports that address issues related to microcap stock fraud.

The report’s appendix details numerous new, amended, and proposed SEC, NASD, and
NYSE rules related to microcap fraud. GAO concludes that SEC and the SROs have taken, or
reported taking, actions, in some cases self-initiated, that respond to many of the recommendations in
prior GAO and SEC reports.

However, GAO reports that actions have not been taken on four critical issues: (1) migration
of unscrupulous brokers from the securities industry to other financial services industries; (2) ability
of SEC to identify, across firms, trends in violations found during its broker-dealer examinations;

(3) modemization of the central registration database (CRD) to improve oversight of problem brokers
and public access to broker disciplinary histories; and (4) provision of information to investors on the
availability of broker disciplinary histories before activity occurs in an account, (GAO Report at 2
and 11). Failure to address these problems with deliberate speed leaves major gaps in regulatory
oversight and investor protection.

For example, CRD upgrades began in 1992, have experienced continuous unjustified delays,
and are not yet complete. Every projected deadline has been missed. This has had serious
implications for state investor protection programs. For example, the New York Attorney General
office’s plan to require brokers to disclose their disciplinary records to investors is being held up by
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delays in upgrading the CRD database. See “N.Y. Plan For Reps To Reveal Histories Delayed By
CRD,” Wall Street Letter (August 3, 1998) at 6 (copy enclosed). GAQ reports that full
implementation of all system improvements, including enhanced regulatory functions and full Internet
access, is scheduled for late 1999 (GAO Report at 9-10). But an NASD spokeswoman is quoted in
the WSL article that “nothing is a definite drop dead date.” With all due respect, it should be.

On February 9, 1998, you wrote to me in your microcap stock fraud response:

“I view as unacceptable the possibility that any segment of this nation’s securities
markets has become rife with fraud and abuse .... I believe that it is critical that the
SEC, other federal and state regulators, the self-regulatory organizations, and industry
leaders and investor advocates, aggressively combat this egregious form of securities
fraud.”

These are wise words and 1 intend to hold you to them.

Accordingly, 1 respectfully request that the SEC submit semi-annual reports (in March and
September) on progress in addressing the outstanding recommendations and, in furtherance of that
goal, that you require NASD to submit to your agency quarterly reports on the status of their CRD
upgrades.

Thank you for your cooperation and afjentien to this request.

* JOHN D. DINGELL
RANKING MEMBER

Enclosures
cc: The Honorable Thomas J. Bliley, Jr.
Chairman, Committee on Commerce

The Honorable Michael G. Oxley
Chairman, Subcommitiee on Finance and Hazardous Materials

The Honorable Thomas J. Manton
Ranking Member, Subcommittee on Finance and Hazardous Materials

. The Honorable James F. Hinchman
Acting Comptroller General, U.S. General Accounting Office
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The Honorable David M. Walker
Comptroller General
U.S. General Accounting Office
441 G Street, NW.
Washington, D.C. 20548

Dear Mr. Walker:

1 am writing with farther reference to your September 1998 report SEC Enforcement:

Actions Reported on GAQ and SEC Recommendations Related to Microcap Stock Fraud, In that

regard, I am transmitting the responses of the Department of Justice (DOJY) and the Securities and
Exchange Commission (SEC) and respectfully request that GAQ determine whether the actions
outlined in these responses satisfy the ining GAO recor dations.

First, DOJ writes that “continued cooperation and coordination between the regulatory
and law enforcement communities are essential to the success of our joint efforts to address this
and other threats to our nation’s investors. The Department is committed to maintaining this
concerted approach.” I agree and I commend them for this. Without it, the regulatory efforts wilt
be without teeth. Iintend to conduct vigorous oversight in this area to see that this commitment
to cooperative and coordinated enforcement is maintained.

Second, GAQ’s microcap report noted that actions on four recommendations had not
been completed: (1) migration of unscrapulous brokers from the securities industry to other
financial services industries; (2) reporting and trend analysis of violations found in broker-dealer
examinations; (3) the modernization of the Central Registration Depository (CRD) to improve
oversight of problem brokers and public access to broker disciplinary histories; and (4) access of
information to investors about broker disciplinary histories before activity occurs in an account.

The SEC has submitted a 9-page memorandum detailing SEC and self-regulatory
organization (SRO) actions te address these areas. It also describes other initiatives taken in
addition to the GAO recommendations.

I note two matters that require legislative action.
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On the migration problem, there has been scant progress and more needs to be done. SEC
notes (p. 2) that an important first step would be completion of the CRD modernization project.
However, the SEC reports (p. 5) that the CRD project has hit another snag: the NASD has
delayed their plans to display disciplinary information on its web page because of concerns
regarding immunity in state law defamation cases. NASD is concerned that they are not protected
from possible lawsuits by brokers who feel they may be damaged by information posted on the
‘web. Section 15A(1) of the Exchange Act provides that the NASD shall not be liable under state
law to any person for information it provides to investors over the telephone.! Concerns have
been raised that this section may not protect the NASD for information it discloses over its
Internet web site. Therefore, NASD believes that an amendment to the Exchange Act, expressly
allowing disclosure over the Internet, is necessary to implement these disclosures.

Recent press reports (“Hands Off? A Senate leader attacks moves to regulate Internet
trading,” Barron’s, April 12, 1999, at 19) indicate that Senate Banking Committee Chairman
Phil Gramm is conducting a review of the costs and burdens of existing regulation on Internet
trading and will be coming forth with legislation to “repeal old laws that have gone bad.” The
article quotes “Gramm theorems” including that the Internet polices itself, with good information
driving out the bad. I this report is accurate, it would appear that this bill would be an
appropriate vehicle for amending section 15A so that investors can have Internet access to broker
disciplinary histories. I will pursue that amendment should this or any other appropriate
legislation be considered by the House.

Further, the SEC notes (pp. 2-3) that concerns, analogous to those raised by the GAQ,
may also arise in connection with the migration of unscrupulous persons from the banking and
insurance sector into the securities industry. U.S. federal securities laws do not currently prevent
persons subject to disciplinary findings by state securities, banking and insurance commissions,
and federal banking agencies, from entering the securities industry. SEC says that it would be
helpful to amend the Exchange Act to make persons subject to 2 “statutory disqualification” if

! Section 15A(j) was added to the Exchange Act in 1990 by the Securities Enforcement
Remedies and Penny Stock Reform Act of 1990, P.L. 101-429, and provides:

(i) A registered securities association shall, within one year
from the date of enactment of this section, (1) establish and
maintain a toll-free telephone listing to receive inquiries regarding
disciplinary actions involving its members and their associated
persons, and (2) promptly respond to such inquiries in writing,

Such association may charge persons, other than individual
investors, reasonable fees for written responses to such inquiries.
Such an association shall not have any liability to any person for any
actions taken or omitted in good faith under this paragraph. .
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they have been found by a state securities or insurance commission, or state or federal banking
agency, to have committed certain fraudulent acts or violated the statutes enforced by these
agencies.

The Commerce Committee is currently considering HR. 10, the Financial Services Act of
1999, to provide a prudential framework for the affiliations of banks, securities firms, insurance
companies, and other financial service providers. The Administration has admonished us against
sending a bill with “inadequate consumer protections” to the President. (See, e.g., March 2,
1999, letter from President Clinton to Senator Phil Gramm.) I believe that the amendment
suggested by the SEC would be a good candidate for inclusion in HR. 10 and I intend to pursue
it during our deliberations on the Committee amendment to HR. 10.

Thank you for your cooperation and attention to this request. Ilook forward to receiving
your follow-up report, and I trust that GAO staff will be available this summer to work with
Committee staff to design and complete the outstanding microcap stock fraud work requested in
my original correspondence.

-

JOHN D. DINGELL
RANKING MEMBER

cc: The Honorable Tom Bliley, Chairman
Committee on Commerce

The Honorable Michael Oxley, Chairman
Subcommittee on Finance and Hazardous Materials

The Honorable Edolphus Towns, Ranking Member
Subcommittee on Finance and Hazardous Materials

The Honorable Arthur Levitt, Jr., Chairman
Securities and Exchange Commission

The Honorable Karen A. Robb, Deputy Assistant Attorney General
U.S. Department of Justice, Office of Legislative Affairs
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U.S. Department of Justice

Office of Legislative Affairs

Office of the Assistant Attorney Genexal Washington, D.C. 20530

DEC |4 1968

The Honorable John Dingell
U.S. House of Representatives
Washington, DC 20515

Dear (ongressman Dingell:

This responds to your March 13%8 letter to the Attorney
General in which you reguested a six month update concerning the
Department's response to your ingquiry last year about media
reports on microcap or "chop stock® schemes. Shortly after your
initial inquiry, we joined our colleagues from the Securities
and Exchange Ccmmission, the National Association of Securities
Dealers Regulation, and the North American Securities
Administrators Association, to brief a member of your staff about
our coordinated approach to addressing these schemes.

In September, the General Accounting Office (GAO) published
a report on microcap stock fraud that focused on the acticns
taken by the SEC and self regulatory organizations to combat this
fraud. The GAO report noted that these actions should enhance
regulatory oversight of microcap stock firms and help provide
investors with additional protections against abusive practices
by such firms. We recognize, however, that continued cooperation
and coordination between the regulatory and law enforcement
communities are essential to the success of our joint efforts to
address this and other threats to our nation's investors. The
Department is committed to maintaining this concerted approach.

Thank you for your interest in the Department's securities
fraud enforcement program. Please do not hesitate to contact the
Department if we can be of further assistance with regard to this
or any other matter.

Sincerely,

ja/eu#«gﬂw

Karen A. Robb

Deputy Assistant Attorney General

V54
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20849

THE CHAIRMAN

March 31, 1999

The Honorable Jobn D. Dingell
Ranking Member

Committee on Commerce

United States House of Representatives
2322 Rayburn House Office Building
Washington, D.C. 20515-6115

Dear Congressman Dingell:

Enclosed is a memorandum that responds to your letter dated October 14, 1998,
pertaining to the General Accounting Office (GAO) Report entitled SEC Enforcement:
Actions Reported on GAQ and SEC Recommendations Related to Microcap Stock Fraud
(GAO Report). The GAO Report details the numerous actions that the SEC and the self-
regulatory organizations (SROs) have taken to combat microcap stock fraud as well as
certain areas where further improvements can be made. I have asked my staff to prepare
the attached memorandum, 1o address your questions regarding progress on the outstanding
GAOQ recommendations.

Combating microcap fraud continues to be a high priority for the Commission and
the SROs. The accomplishments and ongoing efforts discussed in the GAO Report and our
attached memorandum reflect this commitment. We ook forward to working with you on
our continued efforts in this important area of investor protection.

If you have any questions, please contact me or Annette Nazareth, the Director of
the Division of Market Regulation, at (202) 942-0090.

Sincerely,

r Levitt

Enclosure
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MEMORANDUM

TO: Arthur Levitt, Chairman :; f%
FROM: Annette L. Nazareth, Director /ﬂ»‘u&/
Division of Market Regulation

DATE: March 31, 1999

RE: Response to Congressman John D. Dingell Regarding SEC and SRO Efforts
Relating to Fraud in Microcap Stocks

" This memorandum responds to Congressman Dingell’s request for semi-annual
updates from the Securities and Exchange Commission’s (SEC) progress in addressing
General Accounting Office (GAO) recommendations regarding efforts to combat fraud
involving microcap stocks.

L BACKGROUND

On December 12, 1997, Congressman Dingell asked the GAO to conduct a
comprehensive review of fraud involving microcap stocks. The GAO responded with a
report, SEC Enforcement: Actions Reported on GAQ and SEC Recommendations Related
to Microcap Stock Fraud (GAO/GGD-98-204, September 30, 1998)(GAQ Report), which
reviewed the status of SEC and self-regulatory organization (SRO) actions taken in
response to recommendations made in prior GAO and SEC reports. As the GAO Report
noted, the SEC and SROs have taken numerous actions to combat microcap stock fraud.
The GAO Report further noted that actions on four recommendations have not been
completed: (1) migration of unscrupulous brokers from the securitieg,industry to other
financial services industries; (2) reporting and trend analysis of violations found in broker-
dealer examinations; (3) the modernization of the Central Registration Depository (CRD)
to improve oversight of problem brokers and public access to broker disciplinary histories;
and (4) access of information to investors about broker disciplinary histories before activity
occurs in an account.

As described below, the SEC and SROs have been working to address these areas.
We have also outlined additional efforts by the SEC and the SROs to combat microcap
fraud.
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I STATUS OF RECOMMENDATIONS

1. Migration of Rogue Brokers

The GAO study raised concerns about the migration of unscrupulous brokers into
other segments of the financial services industry, such as banking and insurance. The GAO
recommended that the Department of Treasury work with the SEC and other financial
regulators to (1) increase disclosure of CRD information so that regulators can consider a
broker’s disciplinary history in allocating examination resources and employers can use the
information in making hiring decisions; and (2) determine whether legislation or additional
reciprocal agreements between the SEC and other financial regulators are necessary to
prevent the migration of unscrupulous brokers to other financial services industries.

In 1996, the Commission staff met with representatives from the National
Association of Securities Dealers (NASD), the North American Securities Administrators
Association, Inc. (NASAA), and the National Association of Insurance Commissioners
(NAIC), to discuss steps that could be taken to stem the migration of unscrupulous brokers.
At that meeting, it was agreed that an important first step would be to complete the CRD
modernization project (see discussion below on status of CRD). The participants also
discussed ways for additional regulatory authorities to obtain access 1o the insurance
industry’s Producer Database (PDB).! It is expected that the CRD modernization program
and other avenues of information sharing between federal and state securities, insurance
and banking regulators, intended to address the possible migration of unscrupulous
brokers, will be discussed at the upcoming Conference held by NASAA and the
Commission on Federal-State Securities Regulation.2 Although the migration of
unscrupulous brokers within the financial services industry has been discussed at previous
conferences, the CRD modernization has been the primary focus.

Concerns, analogous to those raised by the GAO, may also arise in connection with
the migration of unscrupulous persons from the banking and insurance sector into the
securities industry. U.S. federal securities laws do not currently prevent persons subject to
disciplinary findings by state securities, banking and insurance commissions, and federal

! PDB, which provides information on “producers” {the collective industry term for both insurance

agents and insurance brokers), can be accessed through the Internet and offers demographic license summary
information, certification and clearances, regulatory actions and NASD examination information. Only
insurance companies can currently access the PDB, with the payment of a fee. Twenty states currently
contribute to the PDB, representing over 1.8 million producers.

2 The next meeting is scheduled for April 19, 1999. These annual conferences are intended to carry
out the policies and purposes of section 19(c) of the Securities Act of 1933, adopted as part of the Small
Business Investment Incentive Act of 1980, to increase uniformity in matters concerning state and federal
regulation of securities, to maximize the effectiveness of securities regulation in promoting investor
protection, and to reduce burdens on capital formation through increased cooperation between the
Commission and the state securities regulatory authorities.
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‘banking agencies,3 from entering the securities industry. It would be helpful to amend the
Securities Exchange Act of 1934 (Exchange Act), to make persons subject to a “statutory
disqualification™ if they have been found by a state securities or insurance commission, or
state or federal banking agency, to have committed certain fraudulent acts or violated the
statutes enforced by these agencies.

2. Reporting and Trend Analysis of Violations Found in Examinations

The GAO Report reiterates a 1991 recommendation that the SEC explore ways to
record and maintain information on the number of each type of violation found during on-
site examinations of broker-dealers and include this information in its examination tracking
system. Staff from our Office of Compliance Inspections and Examinations (OCIE), in
conjunction with the Office of Information Technology, are working to develop an
examination tracking system to replace its current broker-dealer examination tracking
system by FY 2000. In May 1998, a requirements analysis was completed for a new
examination tracking system called the Super Tracking and Reporting System (STARS).
System development began in the fall of 1998. As of this date, STARS has been deployed
for testing in OCIE and selected regional offices. As a tool for identifying and analyzing
trends in violations, STARS will enable home and regional office staff to make ad hoc
queries of the database and will interface with other Commission databases. For instance,
SEC staff will be able to query the number of firms within the State of New York that have
been cited in examinations for books and records violations or fraudulent conduct.

The GAO Report notes that STARS will not be designed to capture data on the
number of times each type of rule violation occurred (e.g., the number of trades, records,
or accounts). The staff believes that quantifying the number of times a violation is
documented in examinations of broker-dealers would add complexity in operating STARS
without enhancing the staff’s ability to analyze trends in violations. Reviewing the number
of times violations are found at different firms may not yield comparable data because
sample sizes and review periods vary in every examination, depending on the firm’s
business, size, and compliance history. More meaningful indicatorseef the significance and
extent of violations are the monetary value and the period over which violations occurred,
but only when viewed in the context of all the relevant facts and circumstances. Therefore,
the staff believes that this information cannot be reduced to a statistical summary.
However, in order to gather more information about the significance and extent of
violations found in examinations, OCIE is storing the full text of all current reports on the
Zyindex system. This system enables the staff to conduct searches of all reports using
keywords and to compile an analysis of the information.

3 These would include the Comptroller of the Currency, the Board of Governors of the Federal

Reserve System, the Federal Deposit Insurance Corporation and the Office of Thrift Supervision.

4 See Exchange Act Section 3(a)(39).



97

The GAO Report concluded that if STARS and the Zyindex system are
implemented as described, these enhanced capabilities would be consistent with GAO’s
recommendation that the SEC be able to analyze, across firms, trends in violations found
during our examinations of broker-dealers. See GAO Report at p. 24.

3. Central Registration Depository s

The GAO Report notes that efforts to incorporate technological improvements have
delayed the redesign of the CRD system. The NASD, together with the SEC, NASAA and
industry representatives, meet regularly to discuss the modernization of the CRD system.
The NASD has made significant efforts to involve users in the design and functionality of
the CRD. It sought participation from industry, other SROs, state regulators and the SEC
on 2 wide range of issues, from defining system requirements to reviewing system
prototypes. The NASD has held regular meetings among policy groups, technology
departments, and registration managers. Presentations on CRD are included in NASD
Regulation Conferences, as well as special CRD/Public Disclosure Conferences. Although
the upgrades to the CRD are not yet complete, the NASD has made reasonable progress
and is devoting significant resources to the project. The NASD has made a substantial
investment in technology and development for the modernized CRD.

Congressman Dingell requested that the SEC require the NASD to submit quarterly
reports on the status of the CRD modernization effort. The NASD submitted its first
quarterly report in February 1999, The following comments are based on an analysis of
that report and our discussions with the NASD.

The modernized system (Web CRD) will provide a host of enhancements, from
improved registration and relicensing to electronic form filing. Electronic form filing is
scheduled for implementation’in August of this year. In addition to electronic filing, Web
CRD will employ a number of completeness checks to alert firms that information
necessary for processing their filing is missing before the filing is submitted to the CRD.
Costly registration delays resulting from deficient filings will be substantially reduced.

In the past year, NASAA, NASD, the SEC and others have worked together to
modify the Forms U-4, U-5 and BD in order to accommodate electronic filing. The
NASD has submitted, and the Commission is currently reviewing, a rule proposal to
modify Forms U-4 and U-5. The NASD proposes additional formatting and technical
changes fo the forms in order to fully implement Web CRD. The Commission is also
considering revisions to Form BD to accommodate electronic filing.

The regulatory community, including the SEC, state regulators, and the SROs will
also benefit this year from the implementation of other key components of the modernized
system. On a limited basis, in Fall 1999, regulators will be notified of key filing events
that occur in CRD. For example, a notification will be sent to regulators when a firm has
changed its business activities, as disclosed on Form BD. Web CRD is expected to allow
regulators to conduct various searches of the database for registered representatives or
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broker-dealers that meet certain criteria. For example, a search could be done for all
registered representatives who have filed for bankruptcy.

In 1998, the SEC approved a rule proposal expanding the NASD’s public disclosure
program to allow them to respond to electronic inquiries, as well as written or telephone
inquiries. This allowed investors to go to NASDR’s Internet web site at
< http://www.nasdr.com> and request information on any currently registered individual
or broker-dealer. Information about a broker’s registration is immediately available for
viewing. Disciplinary information is available through either the toll-free hotline, or by
requesting an e-mail report on the NASDR web page.

The NASD has recently delayed their plans to display disciplinary information on
the web page because of concerns.regarding immunity in state law defamation cases.
NASD is concerned that they are not protected from possible lawsuits by brokers who feel
they may be damaged by information posted on the web. Section 15A(i) of the Exchange
Act provides that the NASD shall not be liable under state law to any person for
information it provides to investors over the telephone. Concerns have been raised that
this section may not protect the NASD for information it discloses over its Internet web
site. Therefore, as we have discussed with Congressman Dingell’s staff, the NASD
believes that an amendment to the Exchange Act, expressly allowing disclosure over the
Internet, is necessary to implement these disclosures.

The NASD reports that Web CRD’s design and development will be Y2K
compliant. Certification of the application is scheduled to begin in April 1999. A re-
certification will occur prior to August to account for any software changes that might
occur after the April certification process. The NASD reported that Web CRD provides a
comprehensive and effective set of security measures that ensure: (1) only authorized users
gain access to the systems; (2) users perform only the functions for which they are entitled;
(3) users obtain and modify only data to which they are entitled; and (4) users’ activities in
the system are protected from detection and manipulation by others.

Generally, we think that the decision by the NASD in 1997 to reassess the redesign
of the CRD and the subsequent decision to use web-based technologywas the correct
course of action, even though it caused significant delays. The original redesign concept
would not have allowed the expanded regulatory and disclosure functions that are part of
the newer modernization system. The NASD has met its key deadlines. For example, in
1998 the NASD’s public disclosure program became available on the NASDR web page.
This year they are currently on target to conduct an industry wide test of the system,
involving firms, SROs, state regulators, and the SEC. In addition, the NASD is preparing
for a two-week transition period in August of this year to initiate electronic filing. By mid
2000, the NASD intends to finalize enhancements of the administrative and regulatory
tools that will be available in Web CRD. We intend to continue to work closely with the
NASD to ensure that it meets its commitment to regulators, the industry, and the public to
provide a system that is workable and effective.
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4. Disclosure of Disciplinary History

In 1994, the SEC’s Large Firm Report recommended that information on the
availability of a broker’s disciplinary history through the NASD's toli-free hotline be disclosed
to investors before any activity occurs in their accounts. It is important to note that this
recommendation was made before there were other means of making disclosure widely
available, such as through the Internet. In 1996, the GAQ issued a report of its review of the
NASD’s Public Disclosure Program (PDP). The report included a recommendation that the
NASD publicize and educate investors about the availability of information through the
NASD’s PDP.

Subsequently, the SEC approved NASD Rule 2280, which requires certain NASD
members to provide to customers in writing, at least annually, information on the availability
of broker disciplinary information through the NASD’s toll-free hotline along with the
Internet web site address of the NASDR’s PDP, and a statement regarding the availability of
an investor brochure describing the PDP. The NASD’s rule filing gives its members the
flexibility to determine whether to include the information on customer account statements or
some other type of publication. Given the costs associated with alternative forms of
disclosure, the NASD’s approach seems to be a reasonable method of disseminating this
information. .

nl.  OTHER ACTIONS

The SEC is engaged in a four-pronged approach to combating microcap fraud,
involving enforcement, inspections, education, and regulation. We are taking a variety of
actions in addition to those included in the GAQ recommendations. Many of these
initiatives are noted in the Appendix to the GAO Report. The following is an update on
actions since the GAO Report was issued.

¢ Regulatory

Rule 504 is the limited offering exemption designed to aid small businesses in
raising sced capital without complying with Securities Act registration requirements. The
freely tradable nature of securities issued in Rule 504 offerings facilitated a number of
fraudulent market manipulations. The SEC adopted amendments to Rule 504 of
Regulation D designed to deter microcap fraud while preserving the ability of legitimate
small businesses to raise capital. See Securities Act Release No. 7644 (February 25,
1999). -

Form S-8 is a short form used to register the offer and sale of securities to an
issuer’s employees. The SEC adopted amendments to Form S-8 that are designed to deter
abuse of the form to issuing securities in capital raising transactions and fo issue securities
as compensation to stock promoters. See Securities Act Release No. 7646 (February 25,
1999). Also proposed were additional amendments to Form S-8 designed to further deter
abuse. See Securities Act Release No. 7647 (February 25, 1999).
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The SEC also recently published notice of the NASD’s rule filings to amend its Rules
2315 and 6740 to require brokers to review current financial statements information about an
over-the-counter (OTC) issuer before recommending its securities to customers.

The SEC also approved amendments to NASD Rules 6530 and 6540 on January 4,
1999, The amendment to Rule 6530 limits quotations on the OTC Bulletin Board (OTCBB)
to the securities of issuers that are current in their reports filed with the Commission or other
regulatory authority. The amendment to Rule 6540 prohibits a member from quoting a
security on the OTCBB unless the issuer is current in its filing obligations with the
Commission. This rule will be phased in over the next eighteen months.

In February 1999, the SEC reproposed amendments to Rule 15¢2-11 to deter fraud
in the OTC market by increasing the amount of information available to brokers and
investors. See Securities Exchange Act Release No. 41110 (February 25, 1999). This rule
governs the publication of quotations for securities in a medium other than a national
securities exchange or Nasdaq. These reproposed amendments focus on microcap
securities.

The staff is also working with the securities industry to develop other measures to
reduce microcap fraud. For example, based on a suggestion by SEC staff, an industry
group including the Securities Industry Association, the National Securities Clearing
Corporation (NSCC), and others are discussing a plan whereby the NSCC would gather
data from a variety of sources on potentially suspicious activity by broker-dealers and their
customers, and forward this information to regulators.

e Education

The SEC strongly believes that an educated investor provides the best defense-- and
offense--against securities fraud. Investors who know what questions to ask and how to
detect fraud will be less likely to fall prey to con-artists. In addition, Rgcause they are
more likely to report wrong-doing to the SEC and their state securities regulators, educated
investors serve as an important early warning system to help regulators fight fraud.

Over the past 18 months, the SEC has issued several free publications that warn
investors about microcap fraud and provide tips on how tc invest wisely, These include:

Microcap Stock: A Guide for Investors—Released in February 1999, this brochure tells
investors about microcap stocks, how to find information about companies before
investing, what “red flags” to consider, and where to turn if they run into trouble;

Internet Fraud: How to Avoid Internet Investment Scams—Released in October 1998,
Internet Fraud tells investors how to spot different types of Internet fraud, what the
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SEC is doing to fight Internet investment scams, and how to use the Internet to invest
wisely; and

Cold Calling Alert—Released in September 1997, Cold Calling tells investors about their
legal rights, how to deal with cold calls, how to stop them, and how to evaluate
investment opportunities that come over the telephone.

Investors can get these and other helpful brochures from the SEC’s toll-free publications line
at (800) 732-0330 or from the “Investor Assistance and Complaints” section of our Internet
web site at <http://www.sec.gov>.

The SEC also reaches out to investors on both the national and grass-roots levels
through investors’ town meetings, our toll-free information line, the “Investor Assistance”
page on our Internet Web site, and the media. For example, in the past S years, we've
participated in 28 investors’ town meetings across the country, educating investors on how to
invest wisely and responding to their concerns. In the spring of 1998, the SEC and a
partnership of more than 40 state and federal agencies, consumer organizations, and financial
industry associations launched the “Facts on Saving and Investing Campaign,” which aims to
motivate Americans to get the facts they need to save, invest, and avoid financial fraud. We
also work with national and regional media to ensure that as many Americans as possible hear
our investor education and protection messages and learn how to reach us.

& FEnforcement

The SEC has recently taken an aggressive approach to combating microcap fraud,
focusing on early intervention, nationwide enforcement sweeps, and stepped up
collaboration with criminal law enforcement authorities. In January and February 1999,
the SEC imposed trading suspensions in fourteen microcap securities when adequate and
accurate information was not available to investors. In September 1998, the SEC
conducted a nationwide microcap sweep, resulting in thirteen actions against forty-one
defendants involved in schemes that generated over $25 million in illegal profits. In
October 1998, the SEC conducted the first nationwide crackdown on Internet securities
fraud, targeting on-line promoters of microcap stocks who failed to disclose that they had
received cash and stock compensation for their promotional efforts. This sweep resulted in
the filing of twenty-three enforcement actions against forty-four individuals and companies,
In February 1999, the SEC continued this sweep with four more enforcement actions
against thirteen individuals and companies across the country. These sweep cases involved
a range of illicit Internet conduct, including fraudulent spams (Internet junk mail), on-line
newsletters, message board postings and web sites unlawfully touting more than 291
microcap companies.

The SEC has stepped up its collaboration with criminal authorities to conduct
parallel criminal and civil investigations of microcap fraud. In 1998, the SEC assisted in
an undercover sting operation conducted jointly by the Office of the U.S. Attorney for the
Southern District of New York and the FBI, with assistance also from the NASD. This
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undercover sting operation resulted in SEC enforcement actions against a total of eighty-
seven defendants, three guilty pleas obtained by the U.S. Attorney, and five convictions at
trial. The involvement of criminal law enforcement in microcap investigations sends the
clear message to microcap fraudsters that the consequence of their misconduct will be more
than a mere cost of doing business.

Iv. CONCLUSION

Combating microcap fraud continues to be a high priority for the Commission and
the SROs. We will continue working on all four prongs to further our efforts to protect
investors. Since the Internet has proven to be a conducive medium for this type of fraud,
our Internet efforts will likely be an integral segment of our microcap program. The
accomplishments and ongoing efforts discussed in the GAO Report and above reflect this
commitment.
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U.S. Securifies and Exchange Commission
Washington, D.C. 20549 (202) 942-0020

Release

For Immediate Release - 99-21
SEC Approves Series of Measures in Ongoing Fight Against Micrecap Fraud

Washington, DC, February 19, 1999 - In its continuing fight against mi p stock
fraud, the Securities and Exchange Commission today approved a series of regulatory measures
that will provide additional investor protections while fostering the capital formation process.
The Commission also issued a new investor education brochure that offers tips on how to detect
and avoid microcap frand. .

Taken individually, these targeted measures wilt increase the amount of infon'nation
available to brokers and investors, close avenues that allow “pump and dump” schemes, and
reaffirm the important role that investors play in protecting themselves.

Chairman Arthur Levitt said, “As more and more first time investors enter the markets and
the Internet plays a greater role in people’s i isions, the C s i to be
vigilant in the fight against microcap fraud. Today’s regulatory measures will take a bite out of
microcap frand, but investors must be a part of the solution by doing their homework, asking the
hard questions, and being skeptical, especially of get-rich-quick offers they see on the Internet and
elsewhere.”

In February of 1998 the Commission began a comprehensive and coordi "eﬁ‘cm ]
fight microcap fraud. This four-pronged effort, which includs f i
education and regulation, has been quite successful, yielding dozens of enforwnent actions and
better educated investors.

The five actions taken today by the Commission:

« Rule 504 -- Adopted amendments to Rule 504 of Regulation D that will deter microcap fraud
while preserving the ability of legitimate small businesses to raise capital. Rule 504 is the
Jimited offering exemption designed to aid small businesses raise seed capital;

« Form §-8 -- Adopted amendments to Form S-8 that will deter abuse by issuers who have
shown the greatest inclination to abuse the form in the past, as well as othar amendments to
facilitate other intra-family transfers of securities. Also p d additi to
further deter abuse, Form 8-8 is a short form used to regtster the offer and sale of securities
to an issuer’s employees;

+ Rule 15¢2-11 -~ posed d o Rule 15¢2-11 to deter fraud in the over-the-
counter market by mcreasmg the amount of information available to brokers and investors.
This rule governs the publication of quotations for securities in a medium other than 2 nationat
securities exchange or the Nasdag, such as the Bulletin Board and Pink Sheets;

=~mnore-—



104

Microcap Rulemaking News Release
February 19, 1999
Page 2

¢ Rule 701 -- Adopted amendments to Rule 701 to make the rule more useful and eliminate
unnecessary restrictions, while preserving the protections to investors. Rule 701 allows
private companies to distribute securities to their employees without filing a registration
statement;

& Investor Brochure -~ The Commission also released a new investor education brochure called
“Microcap Stock: A Guide for Investors.” The brochure, available on the Commission’s
website at www.sec.gov, is a primer on the world of microcap stocks and offers a variety of
tips on how to detect and avoid microcap fraud. The brochure is also available in a printed
booklet; to order, call (800) SEC-0330. i

Nancy Smith, Director of the SEC’s Office of Investor Education and Assistance, said,

“While the Commission is doing all it can to detect and punish microcap scam artists, at the heart

of investor protection is an educated investor. Our new booklet, ‘Microcap Stock: A Guide for

Investors® is a helpful ‘how to’ kit on understanding the microcap market, investing wisely and

avoiding scams, It’s a must-read for all microcap investors.”

Details on the regulatory measures approved today are available at: www.sec.gov.

For more information about the SEC’s four-pronged response to microcap fraud, visit the
SEC’s Microcap Fraud Information Center at http://www.sec.gov/news/extra/microcap.htm.

###
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Statement of
Chairman Arthur Levitt
Open Commission Meeting
February 19, 1999

Good moming. Today, this Commission takes a determined step forward to combat frand
and manipulation in the area of “microcap” securities. It is part of an important, far-reaching
campaign to help stamp out dangerous and abusive practices in the trading and selling of low-
priced stocks.

Microcap securities provide legitimate opportunities for small and new businesses to raise
capital. Unfortunately, they also give the unscrupulous greater license to prey on innocent
investors. The reason is straight forward: information about smaller companies is much more
difficult to find and obtain than information about larger companies. And, when reliable
information is scarce, the potential for fraud increases. )

High-pressure cold calling, unauthorized trading in a customer’s account, and stock
manipulation schemes provide the means to cheat investors out of their life-savings. The
Commission has undertaken a four-pronged approach to address this behavior.

First, we have intensified examinations and inspections of broker-dealers who trade in
microcap securities. Second, we have increased the coordination of enforcement efforts with law-
enforcement, the states and self-regulatory organizations. Third, we have implemented and
continue to propose regulations to strengthen disclosure and regulatory oversight of low-priced
stocks that trade in low volumes. ‘And fourth, we have dramatically stepped-up our efforts to
inform investors on what practical steps they can take to spot securities fraud.

Today’s measures represent the last two areas -- regulatory oversight and investor
education. Taken individually, these targeted measures will increase the amount of information
available to investors, close avenues which have been exploited by some to ruthlessly and
irresponsibly promote a certain stock, and reaffirm the important role that investors play in
protecting themselves.

In undertaking this action, we are sensitive to any inadvertent impact it may have on the
liquidity of thinly traded issues. And, I believe we are striking a balance between capital
formation and investor information. This agency’s mandate is to protect investors -- and stronger
regulation in this segment of the market is essential to fulfilling that mission.

Teddy Roosevelt, nearly 2 hundred years ago stated, “We draw the line against
misconduct, not against wealth” Our efforts to combat microcap fraud is a further demarcation
of that line. .

—more--
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Levitt Statement
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There are few undeniable truths when it comes to investing in our markets, But surely one
is that the best, most effective protection an investor can provide for himself is awareness. No
amount of regulation -- however omnipotent or ubiquitous - will completely replace an individual
investor’s power to ask questions and demand truthful answers.

In that vein, the Commission is doing everything it can to give investors the tools they
need to make informed investment decisions. In addition to the regulatory initiatives taken today,
we are also releasing a new investor education brochure giving investors tips on how to detect
and avoid microcap fraud.

Every day, more and more Americans are investing in our markets. They invest in the
hope they will be able to own a house someday, or send their child to college or retire
comfortably so they won’t be a burden on their families. Dishonest dealers not only undermine
public confidence in the integrity of our markets, they damage the hopes and dreams of thousands
of hard-working families.

Before I conclude, I want to acknowledge the staff from the Divisions of Corporation
Finance, Enforcement, Market Regulation and the Office of Investor Education and Assistance for
their work. These measures reflect a thoughtful effort and I thank them for their teamwork.

#H#F#
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Adoption of Amendments to Rule 504
Fact Sheet
2/19/99

Rule 504, the limited offering exemption under Regulation D, is designed to help small
businesses raise “seed capital.” Currently, Rule 504 permits non-reporting issuers to offer and sell
securities to an unlimited number of persons without regard to their sophistication or experience
and without delivery of any specified infi ion. General solicitation and advertising are
permitted for all Rule 504 offerings. The aggregate offering price of this exemption is limited to
$1 million in any 12-month period, and certain other offerings must be aggregated with the Rule
504 offering in determining the available sales amount. Securities sold under this exemption may
be resold freely by non-affiliates of the issuer.

While Regulation D offerings are exempt from federal securities registration requirements,
currently these offerings must be registered in each state in which they are offered unless a state
exemption is available. The vast majority of states require registration of public Rule 504
offerings. In adopting Rule 504 in 1982, the Commission placed substantial reliance upon state
securities laws, since the size and local nature of these small offerings did not appear to warrant
imposing extensive federal regulation. These offerings, however, continue to be subject to federal
liability and civil liability provisions.

Unfortunately, since adoption of certain revisions to Rule 504 in 1992, there have been
some recent disturbing developments in the secondary markets for some securities initially issued
under Rule 504, and to a lesser degre, in the initial Rule 504 issuances themselves. These
offerings generally involve the securities of “microcap” companies. Recent market innovations
and technological changes, most notably, the Internet, have created the possibility of nation-wide
Rule 504 offerings for securities of non-reporting companies that were once thought to be sold
locally.

In some cases, Rule 504 has been used in fraudulent schemes to make prearranged “sales”
of securities under the rule to nominees in states that do not have registration or prospectus
delivery requirements, As a part of this arrangement, these securities are then placed with broker-
dealers who use cold-calling techniques to sell the securities at ever-increasing prites to
unknowing investors. When their inventory of shares is exhausted, these firms permit the artificial
market demand created to collapse, and investors, lose much, if not all, of their investment. This
scheme is sometimes colloquially referred to as “pump and dump.”

The Commission will consider amendments to Rule 504 to deter these abuses yet preserve
the ability of legitimate small businesses to raise capital. These amendments would establish the
general principle that securities issued in 2 Rule 504 transaction, just like the other Regulation D
exemptions, would be restricted, and would prohibit general solicitation and general advertising,
unless the specified conditions for a public Rule 504 offering are met. These conditions would be:

~Moreg—
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Rule 504 Fact Sheet
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o the transactions are registered under a state law requiring public filing and delivery of a
substantive disclosure document to investors before sale. For sales to occur in a state without
this sort of provision, the transactions must be registered in another state with such a
provision and the disclosure document filed in the state must be delivered to all purchasers
before sale in both states; or

* the securities are issued under a state law exemption that permits general solicitation and
advertising, so long as sales are made only to accredited investors as that term is defined in
Regulation D.

Most Rule 504 offerings are private. Private Rule 504 offerings would still be permitted
for up to $1 million in a 12-month period, under the same terms and conditions, except for the
specific disclosure requirements, as offerings under Rules 505 and 506. Securities in these
offerings would be restricted, and these offerings would no longer involve general solicitation and
advertising.

However, the amendments to Rule 504 would leave avenues open for issuers to make less
limited offerings. By focusing on state registration, review and disclosure requirements, which are
generally comprehensive, legitimate small issuers could continue to access the capital markets
without having to sell restricted securities.

###
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Adoption of Amendments to Form S-8
Information Sheet
2/19/99

Form S-8 is the short-form Securities Act registration statement for offers and sales of
securities to employees. Unlike other Securities Act registration forms, Form S-8 does not
contain a separate disclosure document called a "prospectus." Instead, Form S-8 relies on
documents otherwise provided by the employer to satisfy the disclosure obligations of the
Securities Act. This abbreviated disclosure is available for offers and sales of securities to
employees because of the compensatory nature of these offerings and employees' familiarity with
the company's business due to the employment relationship. In 1990, the Commission expanded
the employee concept to permit Form S-8 to be used for offers and sales to consultants or
advisors who provide legitimate services to the issuer that do not involve the offer or sale of
securities in a capital-raising transaction. -

Since adoption of the 1990 revisions, some companies have used Form S-8 improperly to
compensate consultants whose service to the company is promotion of the company's securities.
This practice has been used in fraudulent promotions of microcap securities. In other cases, Form
S-8 has been used to distribute securities to public investors through so-called “consultants”
whose service to the issuer is selling the securities. This practice, which deprives public investors
of the benefits of Securities Act registration, has been the subject of several Commission
enforcement actions. The Commission will consider adopting amendments to Form S-8 and
related rules designed to deter these abuses. These amendments would:

¢ amend Form S-8 and related rules to make the form unavailable for sales to consultants
“and advisors who directly or indirectly promote or maintain a market for the company's
securities; and

e amend Securities Act rules so that registration statements, such as Form S-8, that "go
effective” automatically upon filing will not be presumed to be filed on the proper form.

The Commission also will consider proposing new amendments to Form S-8 that are
designed to deter the same abuses. These proposals would amend the Form S-8 eligibility
standards to:

e require any company to be timely in its Exchange Act reports during the 12 calendar
months and any portion of a month before the Form S-8 is filed; and

e require a company formed by a merger of a nonpublic company into an Exchange Act

reporting “shell” company to wait until it has filed an Exchange Act annual report
containing audited financial statements reflecting the merger before filing a Form S-8.

~-more--
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The Commission continues to consider an earlier proposal to require disclosure in Form S-
8 of the names of any consultants and advisors who will receives securities under the registration
statement, as well as the amount of securities to be offered to each and the nature of the
consulting or advisory services, and related comment requests. The Commission has extended the
comment period on these matters for the duration of the comment period on the new proposals.
In the future, the Commission may adopt any combination of the earlier proposal, the related
comment requests, and the new proposals.

Although Form S-8 has been misused in microcap fraud schemes, most Forms S-8 are
filed for legitimate employee compensation purposes. The Commission also will consider
adopting amendments that would simplify registration of securities underlying employee benefit
plan stock options. Because these options have become an increasingly important component of
employee compensation, employees are more likely to face circumstances - such as estate
planning and property settlements in connection with divorce - that may require the transfer of
options to their family members. Form S-8 appears suitable for the exercise of employee benefit
plan stock options by employees' family members because of the continuing compensatory nature
of the transaction. The amendments would make Form S-8 available for these exercises, and
clarify how options that have been transferred to family members should be disclosed in SEC
flings.

# # #



111

Adoption of Amendments to Rule 701
Fact Sheet
2/19/99

In 1988, the Commission adopted Rule 701 under the Securities Act of 1933 to allow

private companies to sell securities to their employees without the need to file a registration

tat , as public companies do. The rule provides an exemption from the registration
requirements of the Securities Act for offers and sales of securities under certain compensatory
benefit plans or written agreements relating to compensation. The exemptive scope covers
securities offered or sold under a plan or agreement between a non-reporting (“private”) company
(or its parents or majority-owned subsidiaries) and the company’s employees, officers, directors,
partners, trustees, consultants and advisors. The maximum extent of the Commission’s authority
under Section 3(b) of the Securities Act was used to exempt offers and sales of up to $5 million
per year. -

Currently, the amount of securities subject to outstanding offers in reliance on Rule 701,
plus the amount of securities offered or sold under the rule in the preceding 12 months, may not
exceed the greatest of $500,000, or an amount determined under one of two different formutas.
One formula limits the amount to 15% of the issuer's total assets measured at the end of the
issuer's last fiscal year. The other formula restricts the amount to no more than 15% of the
outstanding securities of the class being offered. Regardless of the formula elected, Rule 701
restricts the aggregate offering price of securities subject to outstanding offers and the amount
sold in the preceding 12 months to no more than $5 million.

In October 1996, Congress enacted the National Securities Markets Improvement Act of
1996 which, for the first time, gave the authority to provide exemptive relief in excess of $5
million for transactions such as these. In February 1998, the Commission proposed a number of
revisions to increase the flexibility and usefulness of Rule 701, as well as to simplify and clarify the
rule.

Today, the Commission will consider revisions to the rule that:

(1) remove the $5 million aggregate offering price ceiling and, instead, set the maximum
amount of securities that may be sold in a year at the greatest of,
--$1 million (rather than the current $500,000);
--15% of the issuer’s total assets; or
--15% of the outstanding securities of that class;

(2) require the issuer to provide specific disclosure to each purchaser of securities if more
than $5 million worth of securities are to be sold;

(3) do not count offers for purposes of calculating the available exempted amounts;

(4) harmonize the definition of consultants and advisors permitted to use the exemption to
the narrower definition of Form S-8;

(5) amend Rule 701 to codify current and more flexible interpretations; and

(6) simplify the rule by recasting it in plain English.

###
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Reproposal of Amendments to Rule 15¢2-11
Fact Sheet
2/19/99

PROBLEM: Quotations can be integral to fraudulent schemes involving microcap securities.
Retail brokers “hyping” a microcap security may point to a market maker’s quotation as
indicating the security’s value to a potential customer. The Commission is concerned about the
role of these quotations because most market makers for unlisted securities may publish
quotations without reviewing information about the issuer.

* Microcap securities often are thinly-traded and their issuers have minimal or no assets. Many
of these securities trade in the unlisted over-the-counter market, i.e., they are not listed on an
exchange or Nasdaq, but are quoted in systems like the NASD’s OTC Bulletin Board or the
National Quotation Bureau’s “Pink Sheets”. .

RESPONSE: In February, 1998, the Commission proposed amendments to Rule 15¢2-11 under
the Exchange Act to require all market makers initiating quotations for unlisted securities in a
quotation medium to review information about the issuer, and to review updated information
annually if they are publishing priced quotations. The Commission is now reproposing
amendments that are substantially similar to the original ones, but they will apply to a smaller
group of securities -- ones that are more likely to be prone to fraud and manipulation. Also, the
reproposal applies primarily to priced quotations. This narrowed scope responds to commenters’
concerns and should reduce compliance costs.

HOW RULE 15¢2-11 WORKS NOW: Rule 15¢2-11 requires market makers to review basic
issuer information prior to publishing quotatiorss for that issuer’s securities. Market makers must
have a reasonable basis for believing that the information is accurate and from reliable sources. The
Rule describes the kind of information that the broker-dealer must review.

The problem with the current Rule is that once one market maker has published quotations
for a security for at least 30 days, other market makers can publish quotations for the security
without reviewing any information (i.e., they can “piggyback” onto the quotes of the first market
maker). Market makers then can quote indefinitely without reviewing any updated information
(unless the Commission suspends trading in the security).

REPROPOSED AMENDMENTS: The reproposed amendments will require market makers to
review issuer information before initiating priced quotes for unlisted securities (i.e., “piggybacking”
would be eliminated). In short, they will have to “stop, look and listen” before starting to place priced
quotes for an unlisted security in a quotation system.

In addition, market makers publishing priced quotations will have to review updated
information annually. Market makers will also have to document their review and record information
regarding any significant relationships that they have with the issuer or others, including the receipt of

—more—
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any compensation to make a market. In one respect, the reproposal does not differ from the current
Rule; the first market maker to publish a quote, priced or unpriced, will have to review the specified
issuer information.

The reproposal also limits the scope of the Rule to securities that are more likely to be targets
of microcap fraud. Under the reproposal, market makers quoting the following securities would not
have to comply with the Rule:

e securities with a worldwide average daily trading volume value of at least $100,000
during each of the six full calendar months immediately preceding the date of
publication of a quotation, and convertible securities where the underlying security
satisfies this threshold;

e securities with a bid price of at least $50 per share;

*  securities of issuers with net tangible assets in excess of $10,000,000, based on
audited financial statements; and

e non-convertible debt, non-participatory preferred stock, and investment grade asset~
backed securities.

The Commission also is publishing an Appendix to the reproposal that gives guidance to
broker-dealers on their review obligations under the current rule and lists “red flags” that they
should look for when reviewing the issuer information under the reproposal if adopted. These red
flags should alert market makers to the potential for fraud involving the issuer of the security.

The issuer information that market makers would need to review is readily available for issuers
that file periodic reports with the Commission (i.e., reporting companies). For non-reporting
companies, market makers would have to obtain more information than Rule 15¢2-11 currently
requires, including more information about the issuer's insiders, control persons and promoters and
about recent significant events involving the issuer. Importantly, market makers will have to provide
non-reporting issuer information to customers that request it. '

The proposals generally target the unlisted securities market. By requiring all market makers
to review issuer information, they may be deterred from becoming knowing or unwitting
participants in fraudulent sch

#H##
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Mr. OXLEY. Let me now turn to our witnesses. And let me, before
I begin, indicate to the media and make a note that the presen-
tation by Mr. Fuentes of the FBI will include a sampling of court-
ordered telephone wiretaps that have been collected in investiga-
tion and presented as evidence in a pending case. | understand
these contain inappropriate and coarse language. So any young
people or anyone who would prefer not to hear that might want to
step in the hall for a few minutes when those tapes are on. Those
listening on the live Webcast of this hearing on the Commerce
Committee Web site and the television crews here today are simi-
larly warned.

With that caveat, | will ask Mr. Fuentes to testify first. Let me
point out that perhaps after you have given your testimony, we can
hear those tapes after the other witnesses have also completed
their testimony.

With those ground rules, let me now recognize Mr. Fuentes of
the FBI.

STATEMENTS OF THOMAS V. FUENTES, CHIEF, ORGANIZED
CRIME SECTION, CRIMINAL INVESTIGATION DIVISION, FED-
ERAL BUREAU OF INVESTIGATION; RICHARD H. WALKER, DI-
RECTOR, DIVISION OF ENFORCEMENT, SECURITIES AND EX-
CHANGE COMMISSION; BRADLEY W. SKOLNIK, SECURITIES
COMMISSIONER, STATE OF INDIANA, PRESIDENT, NORTH
AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION,
INC.; AND BARRY R. GOLDSMITH, EXECUTIVE VICE PRESI-
DENT, NASD REGULATION, INC., OFFICE OF ENFORCEMENT

Mr. FuenTes. Thank you. Good morning, Mr. Chairman and
members of the subcommittee.

I am Tom Fuentes. | am Chief of the Organized Crime Section
at FBI headquarters here in Washington. | am very pleased to ap-
pear before you today to discuss the FBI'’s role in investigating or-
ganized crime’s involvement in the financial and securities mar-
kets. The FBI investigates financial and securities fraud schemes
primarily through our financial crimes white collar crime program.
However, we have recently documented a willingness on the part
of organized crime groups to engage more frequently in this type
of criminal activity, and as a result our organized crime program
has become very active and engaged in pursuing these types of in-
vestigations.

Organized crime has stepped into financial and securities frauds
schemes for the same reason that it engages in any other type of
criminal activity. It goes where the money is. And the bull market
of the past few years with its extraordinary profits has caught the
eye of organized crime. In the past approximately 8 years, orga-
nized crime’s involvement in the financial and securities markets
has become significant.

Historically, organized crime’s role in the financial and securities
markets was limited to shaking down and extorting stockbrokers
who had found themselves indebted to organized crime figures for
any number of reasons and attempted to work off their debts
through stock manipulation. Today elements of traditional orga-
nized crime groups to include the Bonanno, Colombo, Decavalcante,
Gambino, Genovese and Luchese organized crime family as well as
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Eurasian organized crime groups have been linked to stock manip-
ulation schemes. In some cases traditional Eurasian organized
crime groups have worked together to infiltrate the financial and
securities markets.

New technologies such as e-mail and the Internet have made it
easier for organized crime to conduct these schemes. Not only can
it reach a broader pool of potential victims, but the perpetrators
can operate with a certain measure of anonymity. Organized crime
groups target small-cap or microcap stocks or over-the-counter
stocks and other types of thinly traded stocks which can be easily
manipulated.

Organized crime schemes involving the financial and securities
markets tend to use offshore bank accounts to conceal the conspira-
tors’ participation in the fraud scheme as well as provide a mecha-
nism to launder the illegal proceeds of these type of fraud schemes.
Thus criminal indictments tied to these schemes usually include
money laundering and income tax evasion violations. Their victims
tend to be elderly or inexperienced investors, and there is every
reason to believe that the amount of money to be made increases
more and more as this type of activity develops.

What makes the financial and securities fraud schemes appeal-
ing to organized crime is the size of profits to be made in relatively
short periods of time coupled with the difficulty of detecting these
schemes. The sheer amount of money involved makes it a tempting
target for exploitation by organized crime.

Recently we have had a number of successful investigations and
prosecutions in this area. In November 1997, after a 1-year inves-
tigation which included extensive electronic surveillance, the
United States Attorney’s Offices in the Southern District of New
York indicted 19 defendants including a capo in the Bonanno orga-
nized crime family and a capo in the Genovese organized crime
family and other organized crime associates. These individuals or-
chestrated an effort to gain control and influence over a brokerage
firm known as Meyers, Pollock and Robbins through bribes and ex-
tortion. These defendants use their influence over the brokerage
firm to manipulate the market price of Healthtech International, a
small company whose stock traded on the NASDAQ small-cap mar-
ket. Members and other defendants in this matter secretly obtained
shares of Healthtech from its CEO in return for causing the bro-
kerage and brokers to manipulate the price of Healthtech stock to
artificially high levels. They then made substantial profits by sell-
ing their secretly obtained shares to the public at these artificially
inflated prices.

As a result of these investigations, 17 of the defendants were
convicted and sentenced to various prison sentences as a result.

In another investigation conducted in the Southern District of
New York, 120 defendants including 11 members and associates of
New York's 5 major organized crime families were charged with
crimes related to the manipulation of the securities markets. This
investigation, code-named Operation Uptick, centered on organized
crime’s involvement in a series of schemes to artificially inflate the
market prices of 19 public companies and then sell to the
unsuspecting public stock in those companies which was held by an
investment firm known as DNM Capital, Incorporated.
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The investigation also revealed organized crime’s involvement in
a number of fraudulent private placements of stock in several small
private companies.

One other aspect of this investigation involved an effort by a
Colombo organized crime associate to bribe an official for a pension
fund who, in turn, would cause the pension fund to invest in a
number of entities which had agreed to kick back portions of that
pension fund to DMN Capital for the benefit of organized crime as-
sociates. Charges involved in this investigation are pending trial.

On March 1, 2000, after a 3-year investigation by the FBI and
the New York City Police Department, 19 individuals were indicted
in the Eastern District of New York on RICO charges relating to
the fraudulent manipulation of securities by members and associ-
ates of the Gambino and Genovese organized crime families work-
ing with a Russian organized crime group. Among those individuals
were a capo and associate in the Bonanno crime family, a soldier
in the Genovese family, a soldier and associate of the Gambino or-
ganized crime family, and associates from the Colombo family. Of
the 19 defendants, 17 have been charged with racketeering viola-
tions, and the investigation is ongoing.

Another investigation recently conducted in the Eastern District
of New York charged 23 defendants with participating in a large-
scale stock fraud and money-laundering scheme that was controlled
and directed by a confederation of traditional and Russian orga-
nized crime groups. This scheme generated more than $10 million
in illegal proceeds by defrauding hundreds of innocent victims who,
through false and misleading high-pressure sales pitches, were in-
duced by the defendants to invest in worthless stocks. The scheme
was led by defendants and associates of the Colombo organized
crime family. This investigation against other defendants is also
ongoing.

Finally, the YBM Magnex case initiated by our Philadelphia of-
fice in 1996, and as part of the criminal conspiracy, YBM Magnex
was formed by an individual with ties to the former Soviet Union
and associated with organized criminal activity in Eastern Europe.
Once formed, YBM Magnex registered its stock with securities reg-
ulators in Canada and the United States in order to sell the stock
to the public in both countries.

In May 1998, agents from the FBI, Internal Revenue Service,
U.S. Customs Service, Immigration and Naturalization Service and
the Department of State, with assistance from the Security and Ex-
change Commission, executed a search warrant on the premises of
YBM Magnex in Newtown, Pennsylvania, the organization's U.S.
Base of financial operations. The conspirators in this investigation
had engaged in a stock fraud scheme centering on YBM shares of-
fered through the stock exchange originally in Calgary, Alberta,
Canada. YBM Magnex was trading on the Toronto Stock Exchange,
Ontario, Canada, as a member of the exchange’'s leading index of
300 companies until the time of the aforementioned raid at the
Magnex office. It was then removed from the Toronto Stock Ex-
change after that raid.

In June 1999, YBM pleaded guilty in U.S. District Court for the
Eastern District of Pennsylvania to a one-count criminal informa-
tion charging a multiobject conspiracy to commit securities fraud



117

and mail fraud. As a part of the conspiracy YBM filed a prospectus
with securities regulators at the Ontario Securities Commission for
approval to issue their second public offering of its stock. The pro-
ceeds of that offering generated approximately $100 million Cana-
dian.

Beginning in August 1996, YBM filed a series of documents with
the Securities and Exchange Commission and the NASDAQ in
order to obtain authorization to issue stock in the United States.
It is important to note that this plea constitutes a global resolution
of the criminal conduct of the corporation, the corporate defendant
only, that occurred between 1993 and the date of the plea. The in-
vestigation against the individual subjects involved is ongoing at
this time.

Although these investigations are financially complex, we utilize
traditional investigative techniques such as the use of informants,
undercover operations and electronic surveillance in developing
cases suitable for prosecution. Our investigations are coordinated
closely with the Securities and Exchange Commission so as to min-
imize losses to the investors once these schemes are uncovered.
Both the SEC and the National Association of Securities Dealers
have provided assistance by identifying victims, coconspirators and
trading activity relative to these fraudulently manipulated stocks.

In conclusion, | want to thank the subcommittee for giving me
the opportunity to testify here today. This trend toward investing
in the financial markets and the tremendous profits which have
been realized in recent years, as well as the sheer volume of funds
involved, make the financial and securities markets prime targets
for exploitation by organized crime, as organized crime goes where
the money is. The FBI is fully prepared to address the emerging
area of criminal activity and have already realized significant suc-
cesses as well as prevented substantial financial loses. We look for-
ward to working with the Congress to insure that we continue to
meet the investigative demands of this emerging and developing
aspect of organized crime.

This concludes my prepared remarks, and as the chairman men-
tioned, we have a tape which should wait until later on. Thank you
very much.

[The prepared statement of Thomas V. Fuentes follows:]

PREPARED STATEMENT OF THOMAS V. FUENTES, CHIEF, ORGANIZED CRIME SECTION,
CRIMINAL INVESTIGATIVE DivISION, FEDERAL BUREAU OF INVESTIGATION

Good Morning, Mr. Chairman and members of the subcommittee. | am very
pleased to appear before you today to discuss the Federal Bureau of Investigation’s
(FBI's) role in investigating organized crime’s involvement in the financial and secu-
rities markets. The FBI investigates financial and securities fraud schemes pri-
marily through our Financial Crimes Program. However, we have recently docu-
mented a willingness on the part of organized crime groups to engage more fre-
quently in this type of criminal activity and as a result, our Organized Crime Pro-
gram has become very active and engaged in pursuing these types of investigations.

Organized crime has stepped into financial and securities fraud schemes for the
same reason that it engages in any other area of criminal activity-it goes where the
money is and the “bull market” of the past few years, with its extraordinary profits,
has caught the eye of organized crime. In the past approximately eight years, orga-
nized crime’s involvement in the financial and securities markets has become sig-
nificant. Historically, organized crime’s role in the financial and securities markets
was limited to shaking down and extorting stockbrokers who had found themselves
indebted to organized crime figures, for any number of reasons, and attempted to
work off their debts through stock manipulation. Today, elements of traditional or-
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ganized crime groups, to include the Bonanno, Colombo, Decavalcante, Gambino,
Genovese, and Luchese organized crime families, as well as Eurasian organized
crime groups, have been linked to stock manipulation schemes. In some cases, tradi-
tional Eurasian organized crime groups have worked together to infiltrate the finan-
cial and securities markets.

New technologies such as E-mail and the Internet have made it easier for orga-
nized crime to conduct these stock and securities schemes. Not only can it reach a
broader pool of potential victims, but the perpetrators can operate with a certain
measure of anonymity. Organized crime groups target “small-cap” or “micro-cap”
stocks, over-the-counter stocks, and other types of thinly traded stocks which can
be easily manipulated. Organized crime schemes involving the financial and securi-
ties markets tend to use offshore bank accounts to conceal the conspirators’ partici-
pation in the fraud scheme as well as provide a mechanism to launder the illegal
proceeds of these type of fraud schemes. Thus criminal indictments tied to these
schemes usually include money laundering and income tax violations. Their victims
tend to be elderly or inexperienced investors and there is every reason to believe
that as the amount of money to be made increases, more and more of this type of
activity will develop. What makes the financial and securities fraud scheme appeal-
ing to organized crime is the size of the profits to be made in relatively short periods
of time coupled with the difficulty of detecting these schemes. The sheer amount of
money involved makes it a tempting target for exploitation by organized crime.

Recently we have had a number of successful investigations and prosecutions in
this area. In November of 1997, after a one year investigation which included exten-
sive electronic surveillance, the United States Attorney’s Office in the Southern Dis-
trict of New York, indicted 19 defendants including Frank Lino, a Capo in the
Bonanno organized crime family, Rosario Gangi, a Capo in the Genovese organized
crime family, and Eugene Lombardo, an organized crime associate. These individ-
uals orchestrated an effort to gain control and influence over a brokerage firm
known as Meyers, Pollock, and Robbins through bribes and extortion. Lino, Gangi,
Lombardo and the other defendants used their influence over the brokerage firm to
manipulate the market price of Healthtech International, a small company whose
stock traded on the NASDAQ Small-Cap market. Lombardo and the other organized
crime defendants in this matter secretly obtained shares of Healthtech from its
CEOQO, in return for causing the brokerage and its brokers to manipulate the price
of Healthtech's stock to artificially high levels. They then made substantial profits
by selling their secretly obtained shares to the public at artificially inflated prices.
As a result of this successful investigation, 17 of the defendants were convicted to
include Lino, who was sentenced to 57 months in prison, Gangi who was sentenced
to 97 months in prison, and Lombardo who was sentenced to 96 months in prison.
In addition, the CEO was sentenced to 87 months. In another investigation con-
ducted in the Southern District of New York, 120 defendants, including eleven mem-
bers and associates of New York’s five major organized crime families, were charged
with crimes related to the manipulation of the securities markets. This investiga-
tion, code-named “Operation Uptick,” centered on organized crime’s involvement in
a series of schemes to artificially inflate the market prices of 19 public companies
and then sell, to the unsuspecting public, stock in those companies which was held
by an investment firm known as DMN Capital, Inc. The investigation also revealed
organized crime involvement in a number of fraudulent “private placements” of
stock in several small, private companies. One other aspect of this investigation in-
volved an effort by a Colombo organized crime associate to bribe an official for a
pension fund who, in turn, would cause the pension fund to invest in a number of
entities which had agreed to kick-back portions of the pension funds to DMN Cap-
ital, for the benefit of the organized crime associates. Charges involved in this inves-
tigation are pending trial.

On March 1, 2000, after a three year investigation by the FBI and the New York
City Police Department, nineteen individuals were indicted by the Eastern District
of New York on RICO charges relating to the fraudulent manipulation of securities
by members and associates of Gambino and Genovese organized crime families
working with a Russian organized crime group. Among those indicted were a Capo
and an associate of the Bonanno organized crime family, a Soldier in the Genovese
crime family, a Soldier and an associate of the Gambino organized crime family, and
an associate of the Colombo organized crime family. Of the 19 defendants, 17 have
been charged with racketeering violations. This investigation is ongoing.

Another investigation, recently conducted in the Eastern District of New York,
charged 23 defendants with participating in a large-scale stock fraud and money
laundering scheme that was controlled and directed by a confederation of traditional
and Russian organized crime groups. This scheme generated more than 10 million
dollars in illegal proceeds by defrauding hundreds of innocent victims who, through
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false and misleading, high-pressure sales pitches, were induced by the defendants
to invest in worthless stock. The scheme was led by defendants DOMINICK
DIONISIO and ENRICO LOCASIO, associates of the Colombo organized crime fam-
ily, who placed and supervised crews of registered and unregistered brokers and un-
licensed cold callers in boiler rooms located in the branch offices of several broker-
age firms. DIONISIO was sentenced to 8 years in prison and ordered to pay 10 mil-
lion dollars in restitution. LOCASIO was sentenced to 5 years in prison and ordered
to pay 5 million dollars in restitution. This investigation iIs also ongoing.

Finally, The YBM Magnex case was initiated by our Philadelphia office in 1996.
As part of a criminal conspiracy, YBM Magnex was formed by an individual with
ties to the former Soviet Union and associated with organized criminal activity in
Eastern Europe. Once formed, YBM Magnex registered it's stock with securities reg-
ulators in Canada and the United States in order to sell the stock to the public in
both countries. In May 1998, federal agents from the FBI, Internal Revenue Service,
United States Customs Service, Immigration and Naturalization Service and De-
partment of State executed a search warrant on the premises of YBM Magnex in
Newtown, Pennsylvania, one of the organization’s US bases for financial operations.
The conspirators in this investigation had engaged in a stock fraud scheme cen-
tering on YBM Magnex shares offered through the stock exchange in Calgary, Al-
berta, Canada. YBM Magnex was trading on the Toronto Stock Exchange (TSE),
Ontario, Canada, as a member of the exchange's leading index of 300 companies
until the time of the aforementioned raid of the YBM Magnex offices, when the TSE
removed YBM Magnex from its index.

In June 1999, YBM Magnex pleaded guilty in U. S. District Court, Eastern Dis-
trict of Pennsylvania, to a one count criminal information charging a multi-object
conspiracy to commit securities fraud and mail fraud. As part of the conspiracy,
YBM Magnex filed a prospectus with securities regulators at the Ontario Securities
Commission (OSC), for approval to issue a second public offering of its stock, the
proceeds of which generated approximately $100 million (CDN).

Beginning in August of 1996, YBM Magnex filed a series of documents with the
Securities and Exchange Commission (SEC) and the NASDAQ to obtain authoriza-
tion to issue stock in the U. S. It is important to note that this plea constitutes a
global resolution of all criminal conduct involving the corporate defendant only, that
occurred between 1993 and the date of the plea. The YBM investigation is ongoing.

Although these investigations are financially complex, we utilize traditional inves-
tigative techniques such as the use of informants, Undercover Operations, and elec-
tronic surveillance in developing cases suitable for prosecution. Our investigations
are coordinated with the Securities and Exchange Commission (SEC) so as to mini-
mize losses to the investors once these schemes are uncovered. Both the SEC and
the National Association of Securities Dealers (NASD) have provided assistance by
identifying victims, co-conspirators, and trading activity relative to these fraudu-
lently manipulated stocks.

Conclusion

| want to thank the subcommittee for giving me the opportunity to testify here
today. The trend towards investing in the financial markets and the tremendous
profits which have been realized in recent years as well as the sheer volume of
funds involved make the financial and securities markets prime targets for exploi-
tation by organized crime, as it goes where the money is. The FBI is fully prepared
to address this emerging area of criminal activity and have already realized signifi-
cant successes as well as prevented substantial financial losses. We look forward to
working with Congress to ensure that we continue to meet the investigative de-
mands of this emerging and developing aspect of organized crime. This concludes
my prepared remarks. | would like to respond to any questions that you may have.

Mr. OxLeY. Thank you, Mr. Fuentes.

Mr. Walker from the SEC, Chief of the Enforcement Division.
Thank you, and welcome back.

STATEMENT OF RICHARD H. WALKER

Mr. WALKER. Good morning. Thank you, Chairman Oxley. Good
morning, members of the subcommittee.

I am Richard Walker, the SEC's Director of Enforcement. | ap-
preciate the opportunity to testify today on behalf of the Securities
and Exchange Commission concerning the involvement of orga-
nized crime on Wall Street. This issue, though not new, has re-
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ceived heightened attention in the past several years as reported
Mob involvement on Wall Street has increased. The increase is
likely the confluence of two different factors. First, the Mob is
being driven from certain of its traditional havens such as garbage
hauling cartels. And second, as previously noted, the longest-run-
ning bull market in our Nation's history has created new opportu-
nities for illegal profits.

Based on Commission efforts in combatting illegal conduct in our
markets, we believe three conclusions can be stated at the outset.
First, organized crime activity on Wall Street does not threaten the
overall integrity of our Nation’'s securities markets. Second, such
activity has been confined to the microcap sector of the securities
market, a market for low-priced, thinly traded securities, and Mob
activity taints only a small fraction of that sector. And third, ag-
gressive civil and criminal law enforcement actions attacking
microcap fraud have shut the doors of some of the most notorious
boiler rooms which provide a point of entry to the securities mar-
kets for organized crime.

While Hollywood has sensationalized organized crime on Wall
Street during the past year by making it the story line of various
movies and television shows, the Commission, not surprisingly,
finds little entertainment value in the subject. Rather, the Commis-
sion believes that any unlawful activity by organized crime on Wall
Street is cause for serious concern and requires the strongest pos-
sible response by law enforcement.

The Commission employs a two-prong plan for fighting organized
crime: Vigorous enforcement efforts plus regulatory initiatives de-
signed to safeguard the microcap market and eliminate some of the
abusive practices that have plagued that market.

I would like to use my remaining minutes to highlight some of
our achievements in each of these areas. The Commission has
worked closely with the FBI, various United States Attorneys’ Of-
fices, State and local prosecutors and regulators, and the NASDR
to bring a number of significant enforcement actions in recent
years targeting fraudulent practices in the microcap market, par-
ticularly stock manipulations. In a number of these cases, charges
have been asserted against members of organized crime. These
joint prosecutions have been highly successful, and we will con-
tinue to make sure that each and every instance of organized crime
on Wall Street is vigorously prosecuted.

The key to success in this area is close cooperation among both
civil and criminal regulators and prosecutors. The reasons are sev-
eral. First, members of organized crime are not deterred by civil
sanctions alone. They view injunctions and money penalties as
costs of doing business. Rather, the threat of jail time is the most
effective deterrent in this area. Second, civil regulators and crimi-
nal prosecutors each possess unique expertise that is necessary to
root out the involvement of organized crime on Wall Street. The
SEC, NASDR and other regulators surveil our capital markets and
identify suspicious trading activity. We react quickly to red flags
that securities fraud is occurring, such as unexplained surges in
stock price and spikes in trading volume.

If our investigation turns up potential involvement by organized
crime, we immediately telephone our colleagues at the Justice De-



121

partment or the FBI. The Justice Department, U.S. Attorneys and
FBI have great expertise in surveilling organized crime. They do so
through a variety of means not available to civil regulators, includ-
ing electronic surveillance and undercover operations. We assist
criminal authorities by conducting parallel civil investigations, pro-
viding substantive expertise to the criminal authorities, and even
detailing members of our staff to various U.S. Attorneys’ offices to
work on these cases and to help with the prosecutions.

These joint efforts have paid substantial dividends. We have
partnered with the U.S. Attorneys’ Offices for the Southern and
Eastern Districts of New York, the FBI, NASDR, and our State
counterparts to prosecute some of the most notorious boiler rooms
and associated underworld figures. There have been nine major ac-
tions attacking organized crime on Wall Street in the last 3 years
alone. These cases included charges against at least 30 defendants
who are specifically alleged to have ties to the major crime fami-
lies.

Of particular value have been recent undercover “sting” oper-
ations. For example, on June 14, 2000, the SEC, United States At-
torney for the Southern District of New York, FBI, and NASDR
jointly announced the results of a 1-year undercover operation tar-
geting microcap fraud, including fraud perpetrated by organized
crime operating in this market. The results were eye-opening. The
SEC sued 63 individuals and entities in five enforcement actions.
The U.S. Attorney’s Office indicted 120 defendants, including 11
members and associates of 5 organized crime families, in connec-
tion with several securities fraud scams. The indictments allege an
array of microcap manipulations and private placement frauds.

The sentences handed down in recent securities fraud cases
against members of organized crime should send a strong message
that this behavior will not be tolerated. Three members of orga-
nized crime were sentenced just last week on September 7 in the
Eastern District of New York for their role in several stock manip-
ulations. Prison terms for the three were 97 months, 63 months
and 60 months.

Working with the NASDR and Federal and State authorities, we
have made tremendous advances in shutting down some of the
most notorious boiler rooms, including: Sterling Foster, Stratton
Oakmont, A.S. Goldmen and A.R. Baron. Other boiler rooms have
also closed in the face of regulatory pressure. They include Hanover
Sterling, Monroe Parker, Kensington Wells, Duke and Company,
Biltmore Securities, the list goes on and on.

We have also collectively charged both civilly and criminally
some of the most notorious individuals who operate in this market,
including: Robert Brennan of First Jersey Securities, Andrew
Bressman and Roman Oken of A.R. Baron, Jordan Belfort and
Daniel Porush of Stratton Oakmont, and Adam Lieberman and
Randolph Pace of Sterling Foster. | am pleased to report that Ran-
dolph Pace, a seasoned boiler room operator, pled guilty to 13 fel-
ony counts this past Friday and will be sentenced on December 21.

These collective efforts have had a major impact in curbing
microcap fraud and have helped to rid the microcap market of de-
structive influences. And if potential manipulators migrate to the



122

Internet in the wake of these boiler rooms, they will quickly find
that we have a vigilant enforcement program there as well.

Finally, we have supplemented our enforcement efforts to safe-
guard the microcap market with regulatory efforts. Our experience
shows that the most frequent form of securities fraud committed by
organized crime is the “pump and dump” manipulation of low-
priced securities. The scheme centers on the spreading of false in-
formation—principally either through a boiler room or the Inter-
net—to inflate a stock’'s price. The manipulators then sell their
stock that they have amassed for little or nothing at an inflated
price to innocent investors. The spreading of lies then ceases, and
the stock price generally collapses.

An effective pump and dump scheme requires that those commit-
ting the fraud be able to quickly and cheaply obtain a supply of
stock that can be manipulated. Our rulemakings in this area have
created obstacles for manipulators seeking to obtain stock while at
the same time not unduly hampering legitimate capital-raising ef-
forts by small businesses.

On behalf of the Commission, we appreciate your interest in this
very important issue. Our Nation's securities markets have long
enjoyed a reputation as the safest and fairest in the world. We can-
not and will not allow that reputation to be tarnished by organized
crime. We have done much to prevent that and are firmly com-
mitted to continuing these efforts in the future. As always, we
stand ready to assist the subcommittee as it goes forward in ad-
dressing this issue. Thank you.

[The prepared statement of Richard H. Walker follows:]

PREPARED STATEMENT OF RICHARD H. WALKER, DIRECTOR, DIVISION OF
ENFORCEMENT, UNITED STATES SECURITIES AND EXCHANGE COMMISSION

Chairman Oxley, Ranking Member Towns, and Members of the Subcommittee: |
appreciate the opportunity to appear before this Subcommittee on behalf of the Se-
curities and Exchange Commission (“SEC” or “Commission”) to address the involve-
ment of organized crime on Wall Street and the Commission’s efforts to end this
involvement. The Commission commends the Chairman, the Ranking Member, and
the Members of the Subcommittee for holding hearings on this important topic.
These hearings are particularly timely in light of the announcement this past June
by the SEC, the United States Attorney’s Office for the Southern District of New
York, the FBI, and NASD Regulation of a major strike against organized crime on
Wall Street. Over 100 individuals were indicted, including 11 members and associ-
ates of five different organized crime families.

I. EXECUTIVE SUMMARY

The government has charged affiliates of organized crime families with securities
law violations in several recent cases. While any unlawful activity by organized
crime on Wall Street is cause for concern, the Commission believes such activity to
be limited and not a threat to the overall integrity of our nation’s securities mar-
kets. The Commission’s experience shows that the activities of organized crime have
been confined to the “microcap” securities market® and taint only a small fraction
of that sector. Moreover, through joint prosecutions with various United States At-
torney’s Offices and state and local prosecutors, as well as the adoption of regulatory
initiatives designed to safeguard the microcap market, the Commission has made
significant strides in curtailing organized crime activity on Wall Street.

This testimony is designed to provide the Subcommittee with (i) a chronological
account of enforcement actions by the SEC and other law enforcement and regu-
latory bodies in response to reported organized crime activity on Wall Street; and

1 Although “microcap” is not a term defined in the federal securities laws, microcap companies
are generally thinly capitalized companies whose securities trade in the over-the-counter mar-
ket, primarily on the OTC Bulletin Board or in the pink sheets.
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(if) a summary of the recent regulatory initiatives designed to protect the microcap
market from fraud.

Il. A CHRONOLOGICAL ACCOUNT OF REPORTED MOB INVOLVEMENT ON WALL STREET
AND THE RESPONSE BY REGULATORS

Mob involvement on Wall Street is not new. As organized crime advanced into the
white-collar arena, the stock market became one of its targets.2 Indeed, there is evi-
dence that organized crime had made inroads on Wall Street back in the 1970's.3
Then, as now, organized crime reportedly focused its efforts on the manipulation of
microcap stocks.4

During the last 20 years, the government has brought a number of significant
cases against organized crime figures operating on Wall Street. The SEC assisted
criminal prosecutors in virtually all of the investigations leading to these actions.
In some of these cases, the SEC did not bring separate civil actions in order to avoid
the risk of impairing a parallel criminal proceeding.> The risk stems from the de-
fendant’s right to discovery in the SEC's civil action, which would be unavailable
in a criminal proceeding. Criminal prosecution of organized crime figures takes pri-
ority over civil prosecution because most such defendants are not going to be de-
terred by civil sanctions alone. Rather, the threat of jail time is the most effective
deterrent in this area.®

The most notable case brought during the 1980's that named defendants having
alleged links to organized crime was a joint action by the SEC and the U.S. Attor-
ney’'s Office for the District of New Jersey on October 2, 1986. This action, against
Marshall Zolp, Lorenzo Formato, and others, alleged that the defendants manipu-
lated the stock of Laser Arms Corp, a purported maker of a self-chilling can.” In
fact, Laser Arms was a complete fraud. The company generated fictitious financial
statements and the product was non-existent. Zolp was reportedly recruited by orga-
nized crime to conduct penny-stock manipulations, including the Laser Arms manip-
ulation.8 Co-defendant Formato testified in Congressional hearings that during the
years he promoted and sold penny stocks, he was involved in organized crime.®
Formato also testified to rampant penny stock manipulation by organized crime.10
The Congressional hearings at which Formato testified led to passage of the Penny
Stock Reform Act of 1990.11

2James Cook, The Invisible Enterprise, Forbes, Sept. 29, 1980 at 60 (“As its power, experience
and cash flow have mounted, organized crime has advanced into increasingly sophisticated
areas—into white-collar crime like... the securities business.”).

30ne of the earliest reported securities fraud cases involving organized crime came on Novem-
ber 18, 1970 when the U.S. Attorney for the Southern District of New York and the SEC jointly
announced indictments against Michael Hellerman, John Dioguardi, Vincent Aloi and others for
securities fraud. Lit. Rel. No. 4826, 1970 SEC LEXIS 959 (Nov. 18, 1970). As reported in the
1980 Forbes article, Hellerman, who entered the witness-protection program, was a corrupt
stockbroker manipulating several stocks, including Imperial Investments, with assistance from
Dioguardi and Aloi, who allegedly had connections to organized crime. A 1977 book details the
exploits of Michael Hellerman. Wall Street Swindler, 1977 at 2 (“I had been manipulating stocks
for years. Some of Wall Street's biggest swindles, frauds that had ripped off millions of dollars
from brokerage houses and banks, had been my brainchild. In most of those frauds, the mob
and some of its most notorious members had been my partners.”).

4Forbes, supra note 2 (“[O]rganized crime would logically move into areas where there is the
least regulation—the over-the-counter market, shell companies, unregistered securities—compa-
nies with less than $1 million in assets and fewer than 500 stockholders.”).

5In addition, the SEC lacks the tools that Congress has given the Justice Department to fight
organized crime. For example, the Justice Department has authority to conduct wire taps and
engage in undercover operations. The SEC, on the other hand, is subject to the Privacy Act of
1978, which requires SEC staff to identify themselves when seeking information from witnesses.
In addition, Federal Rule of Criminal Procedure 6(e) generally prevents the Justice Department
from sharing grand jury materials with the SEC, though the SEC immediately notifies the Jus-
tice Department of a matter if we suspect organized crime involvement.

6See Bud Newman, Fraud, Organized Crime Said Rampant in “Penny Stock” Market, UPI,
Sept. 8, 1999 (quoting Congressional testimony of Lorenzo Formato, an admitted penny stock
manipulator with ties to organized crime: “Jail...is one of the biggest deterrents to what is
going on in the industry today.”).

7U.S. v. Zolp, Lit. Rel. No. 11236, 1986 SEC LEXIS 635 (Oct. 2, 1986).

8Securities Investigators Get a Handle on the Mob, The Toronto Star, Feb. 26, 1989 at F2.

9See Witness Tells of Mob Influence in Penny Stocks, Los Angeles Times, Sept. 8, 1989 at B2.

0]d.

11Congressional passage of the Penny Stock Reform Act of 1990 helped curb fraud in the
penny-stock market (a sub-group of the larger microcap market, and generally defined as stocks
trading at $5 or less). Among other things, this Act requires a broker-dealer to disclose its com-
pensation on all penny stock trades, provide a risk disclosure statement to all penny stock cus-

Continued
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Next, on December 13, 1988, the SEC sued F.D. Roberts Securities, Inc., a New
Jersey boiler room, and four associated persons for manipulating a microcap stock,
Hughes Capital Corp At least one of the four individuals sued, Dominick Fiorese,
an F.D. Roberts consultant, had reported ties to organized crime. 12

Mob activity on Wall Street reportedly increased in the 1990’s. On February 10,
1997, The New York Times reported that “Mafia crime families are switching in-
creasingly to white-collar crimes” with a focus on “small Wall Street brokerage
houses.” 13 According to The New York Times story, the Mafia’s entry into the securi-
ties markets was spurred by its reported loss of $500 million a year in profits from
the dissolution of its garbage-hauling cartels, and its reported loss of $50 million
a year in profits following its eviction from the Fulton Fish Market.14 Around the
time of The New York Times story, Business Week also ran a cover story entitled,
“The Mob on Wall Street.”15 Several of the individuals and entities mentioned in
the story were then the subject of SEC and criminal investigations.

A series of criminal indictments and civil prosecutions of several securities law
violators with alleged connections to organized crime began in 1997.16 In May 1997,
a FBI sting operation led to charges by the U.S. Attorney for the Eastern District
of New York against Louis Malpeso, Jr., a reported Colombo crime family associate,
for conspiring to commit securities fraud.1” The indictment alleged that Malpeso
conspired with stock broker Joseph DiBella and Robert Cattogio, one of the heads
of the Hanover Sterling brokerage firm, to inflate the price of a penny stock, First
Colonial Ventures. The Business Week Article had reported that organized crime
was manipulating First Colonial stock and warned legitimate market makers to
steer clear of the stock. The indictment alleged that Malpeso offered an undercover
FBI agent posing as a money manager a kickback of 25 percent in exchange for the
agent purchasing $2.5 million of First Colonial stock. All three defendants pled
guilty.18

A major strike against organized crime on Wall Street came on November 25,
1997 when the U.S. Attorney for the Southern District of New York indicted 19 per-
sons, including four with alleged ties to organized crime, for racketeering. The
charges stemmed from a year-long investigation by the SEC, the U.S. Attorney’s Of-
fice, the FBI, and the New York Police Department with the assistance of NASD
Regulation. The 25-count indictment outlined the infiltration of a brokerage firm,

tomers, and provide a monthly statement to clients disclosing the market value of all penny
stocks in their accounts.

12See Claire Poole, Good-Bye, Fellas, Forbes, March 18, 1991 at 10 (stating that Fiorese had
ties to the Gambino and Colombo crime families).

13Selwyn Raab, Officials Say Mob is Shifting Crimes to New Industries, The New York Times,
Feb. 10, 1997 at Al.

141d.

15Gary Weiss, The Mob on Wall Street, Business Week, December 16, 1996 [the “Business
Week Article”]. The Business Week Article reported: (i) the mob had established a network of
stock promoters, securities dealers, and boiler rooms to engage in “pump and dump” manipula-
tions; (ii) four organized crime families (as well as elements of the Russian mob) controlled ap-
proximately two dozen broker-dealers; (iii) the mob was engaging in Regulation S scams; (iv)
the mob’s activities were confined to the OTC Bulletin Board and Nasdag Small-Cap markets
(the article found no indication of mob exploitation on the NYSE and AMEX); (v) the Hanover
Sterling brokerage firm was under the control of the Genovese crime family; and (vi) mob-linked
short sellers were associated with the Stratton Oakmont brokerage firm.

16Two notable law enforcement actions were taken in the early half of the 1990's. First, on
November 15, 1993, Eric Wynn and four others were indicted in the District of New Jersey for
conspiracy to commit securities fraud based on numerous penny stock manipulations. A jury
found Wynn guilty and he was sentenced to 52 months imprisonment. Wynn was reportedly an
associate of the Bonanno crime family.

Second, in 1994, the SEC sued a public issuer, Atratech, Inc., and several affiliated persons,
including Anthony Gurino, for securities fraud. The Commission charged that: “Gurino secretly
controlled Atratech to circumvent bars that were imposed on Gurino by New York City and the
federal government prohibiting Gurino from bidding for municipal works contracts. In 1986, the
City barred Gurino and his plumbing company, Arc Plumbing and Heating Co., because of their
failure to disclose in a bid application that Gurino had been indicted for obstruction of justice
in connection with an organized crime prosecution. During the hearing which led to the bar,
Gurino was cited for failing to cooperate with the City and produce as a witness John Gotti,
the head of the Gambino crime family and an alleged ‘salesman’ for Arc.” SEC v. Atratech, Lit.
Rel. No. 14201, 1994 SEC LEXIS 2631 (Aug. 22, 1994). A judgment by default has been issued
against Atratech. Lit. Rel. No. 14862, 1996 SEC LEXIS 981 (April 4, 1996). Gurino settled the
matter by agreeing to an injunction, $25,000 civil penalty, and a bar preventing him from serv-
ing as an officer or director of a public reporting company. Lit. Rel. No. 15529, 1997 SEC LEXIS
2129 (Oct. 7, 1997).

17See Helen Peterson, Mafioso Held in Stock Fraud, N.Y. Daily News, May 3, 1997 at 12.
Malpeso pled guilty on February 5, 1998.

18 Malpeso was sentenced to 18 months imprisonment.
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Meyers Pollock & Robbins, by the Bonanno and Genovese crime families for the pur-
pose of manipulating the stock price of HealthTech International. Alleged Bonanno
captain Frank Lino and alleged Genovese captain Rosario Gangi caused numerous
Meyers Pollock brokers, through bribes and intimidation, to artificially drive up
HealthTech’s stock price. The brokers were paid excessive commissions for selling
this stock, and often used high-pressure sales tactics and made misrepresentations
about HealthTech. An associate of Lino and Gangi had received thousands of shares
of HealthTech stock from HealthTech’'s CEO Gordon Hall in exchange for their ef-
forts to inflate its price.

The SEC suspended trading in HealthTech on November 17, 1997. On January
21, 1999, Lino, Gangi, and Eugene Lombardo, an alleged Bonanno family associate,
pled guilty to securities fraud.1® John Cerasini, an alleged Bonanno soldier, pled
guilty to an extortion conspiracy charge. On May 11, 1999, a federal jury found Hall
guilty of racketeering.2° In addition, in April 2000, Michael Ploshnick, Meyers Pol-
lock’s President, and 11 brokers were indicted for their role in the fraud.

At the time, the HealthTech case was the largest law enforcement action taken
against organized crime operating on Wall Street. Despite the size of the case, law
enforcement officials cautioned that, based on their experience, they did not believe
the problem to be widespread.2t

Also during 1997, the Manhattan District Attorney’s Office, working with the
NASD, arrested 53 people in a broker licensing test-taking scandal. More than 50
stockbrokers were charged with paying two impostors to take their licensing tests.
The brokers worked at several boiler rooms including some with alleged ties to orga-
nized crime.22

On April 23, 1998, the Commission sued Sovereign Equity Management Corp. and
its president Glen T. Vittor for a scheme to manipulate the market price of two
microcap companies, Technigen Corp. and TV Communications Network, Inc. Five
days later, Vittor was separately charged by the SEC for his role in another
microcap manipulation. The Business Week Article reported that Sovereign was con-
trolled by organized crime.

On December 16, 1998, the U.S. Attorney for the Eastern District of New York
charged seven people, including Robert Cattogio and Dominick Froncillo, who was
alleged in the indictment to be an associate of the Genovese crime family, with a
multi-million dollar stock manipulation and money laundering scheme. The scheme
was carried out through a New Jersey brokerage firm, Capital Planning Associates,
Inc. According to the charges, Capital Planning was under the secret control of con-
victed stock swindler Catoggio, who used the firm as a vehicle to carry out a series
of stock manipulations. Catoggio was barred from the securities industry by the
SEC in 1995 as a result of securities fraud at another brokerage firm under his con-
trol.

The stock that was the subject of the manipulation was Transun International
Airways, Inc. (“TSUN"), which traded on the Nasdaq OTC electronic bulletin board
stock market. According to the indictment, TSUN purported to be a chartered air-
line; however, it never owned or operated any planes, never conducted any airline
business, and never generated any revenues. The defendants were charged with
gaining control of the company’s stock at minimal cost, artificially inflating its price
by touting it aggressively at Capital Planning and issuing spurious claims about the
health of the fly-by-night company, and then unloading over $8 million worth of

191 ino was sentenced to 49 months imprisonment, Gangi to 97 months imprisonment, and
Lombardo to 96 months imprisonment.

20The SEC detailed a member of its staff to the U.S. Attorney’s Office to assist in the prosecu-
tion of this action. Recognizing the value of criminal prosecution of organized crime efforts on
Wall Street, the SEC has detailed members of its staff to U.S. Attorney’s Offices in other cases
as well. For example, one of the lead prosecutors in the Hall case was detailed from the SEC’s
Northeast Regional Office to the U.S. Attorney’s Office for the Southern District of New York.

21See Sharon Walsh, Mob Bust on Wall Street, International Herald Tribune, Nov. 27, 1997
at 3 (quoting Mary Jo White, U.S. Attorney for the Southern District of New York, as stating
that attempts by organized crime to invade Wall Street were “relatively isolated and do not
threaten the overall stability of the market”); Richard Tomkins, Mob Linked to Pump and Dump
Scheme, The Financial Post, Nov. 29, 1997 at 24 (quoting then-SEC Enforcement Director Wil-
liam McLucas: “I would be very cautious about coming to any conclusion to the effect that orga-
nized crime in the securities markets, including the small capitalization and micro-capitalization
markets, is rampant. | do not believe that’s the case.”).

22See Barbara Ross & Douglas Feiden, Sting Nets Bad Stock, N.Y. Daily News, Jan. 9, 1997
at 6 (“The brokers worked at 17 small and medium-sized brokerage firms, including three com-
panies that reportedly have links to the Genovese crime family. The firms include Stratton
Oakmont; and Hanover Sterling & Co.").
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stock on unsuspecting customers. Froncillo, as well as four other defendants, plead
guilty to the charges.z

The next major strike against organized crime on June 16, 1999 when the U.S.
Attorney for the Eastern District of New York indicted 89 persons for engaging in
microcap “pump and dump” manipulations at eight brokerage firms that defrauded
investors out of more than $100 million. The SEC assisted in the investigation, in-
cluding detailing a staff member to the Eastern District.

In one 23-defendant case, the three defendants who were charged with leading the
scheme reportedly had ties to organized crime: Dominick Dionisio (Colombo family),
Enrico Locascio (Colombo family), and Yakov Slavin (associate of the Bor organized
crime group of Russian immigrants). Each has pled guilty.24

The indictment alleges that “[t]he Colombo Organized Crime Family of La Cosa
Nostra controlled boiler rooms at brokerage firms that engaged in fraudulent
schemes to sell securities to the public on the basis of false and misleading state-
ments and omissions.” Specifically, the indictment charges that Dionisio, Locascio,
and Slavin placed and supervised registered and unregistered brokers and cold call-
ers at several boiler rooms. The criminal enterprise allegedly manipulated several
microcap stocks.

The U.S. Attorney for the Eastern District of New York, with the assistance of
the SEC, also brought criminal charges on June 16, 1999, against 55 defendants for
their participation in fraud at a network of four related brokerage firms. The lead
defendants, Robert Catoggio and Roy Ageloff, were alleged to be the heads of the
Hanover Sterling firm, the Norfolk Securities firm, PCM Securities, and Capital
Planning, which operated in New York, New Jersey and Florida, and employed hun-
dreds of brokers.

The defendants were charged with securities fraud in connection with a vast
“pump and dump” manipulation that involved at least 17 OTC Bulletin Board and
Nasdaq Small Cap stocks and resulted in over $100 million in fraud losses. The
charges included not just securities fraud and money laundering, but an unusual
use of RICO charges in connection with Catoggio's and Ageloff's operation of this
enterprise. Ageloff, who recently pled guilty to the RICO charge, was the focus of
the Business Week Article, in which he and Hanover Sterling were alleged to have
ties to the Genovese crime family. Catoggio was charged with running the RICO en-
terprise with Ageloff, and had pled guilty to conspiring with Malpeso, Jr., an alleged
Colombo family associate, in connection with an FBI sting. To date, 48 of the 55
defendants charged have pled guilty, with seven awaiting trial.

The next day, June 17, 1999, in an unrelated action in federal district court in
Tampa, Philip Abramo, a captain of the DeCalvacante organized crime family, Louis
Consalvo, a member of the DeCalvacante family, and three others were criminally
charged for their role in numerous microcap “pump and dump” frauds. The indict-
ment alleged that the defendants, through a brokerage firm previously sued by the
SEC, Sovereign Equity Management Corp., solicited corporations in need of capital
to conduct initial public offerings and Regulation S offshore offerings. The defend-
ants obtained discounted stock of the issuers. The stock was then manipulated in
“pump and dump” schemes run through Sovereign. Brokers at Sovereign were paid
excessive commissions to “push” the stock on investors and were instructed not to
permit retail customers to sell the stock, thereby keeping its price artificially
propped up.

In addition, the defendants would “short” the stocks once they instructed Sov-
ereign brokers to cease their “pumping” efforts. This would allow the defendants to
make an additional profit as the price of the stock declined. A short seller must bor-
row the shares that he is selling short. The indictment alleged that “[w]hen the de-
fendants could not find stock to borrow and sell ‘short’...the defendants engaged
in extortion of other brokers in order to obtain the stock using their stated relation-
ship to the ‘mafia’ and also using threats to commit bodily harm.”

Violence turned the public’s attention to possible organized crime involvement
within the securities markets on October 26, 1999. Stock promoters Maier S. Leh-
mann and Albert Alain Chalem were found shot to death execution style in a home
in Colts Neck, New Jersey. At the time, Lehmann and Chalem ran an Internet web
site, Stockinvestor.com, which touted penny stocks. The SEC had previously sued
Lehmann for his role in a penny stock manipulation. Chalem had been a broker at
A.S. Goldmen, a now-defunct boiler-room operation that has been the subject of both
civil and criminal securities fraud charges. While no one has been charged yet in

23Froncillo was sentenced to 21 months imprisonment.
24Dionisio was sentenced to 97 months imprisonment, Locascio to 63 months imprisonment,
and Slavin to 60 months imprionment.
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the murders, media reports have cited close ties between Chalem and organized
crime.2s

Another major strike against organized crime in the securities markets came on
March 3, 2000 when the U.S. Attorney for the Eastern District of New York indicted
19 people, including six with alleged ties to organized crime. The indictment alleged
that a broker-dealer, White Rock Partners (later renamed State Street Capital Mar-
kets), working with brokers at several notorious boiler rooms, including J.W. Bar-
clay & Co., AR. Baron & Co., and D.H. Blair, engaged in microcap “pump and
dump” manipulations. The indictment also alleged that the defendants most fre-
quently relied on fraudulent Regulation S offerings to obtain their inventory of stock
to manipulate. The six alleged organized crime members in the criminal enterprise
are as follows:

Name Position Organized Crime Family
Frank Coppa Sr. .......... ... Captain Bonanno
Edward Garafola ........ et Soldier Gambino
Eugene Lombardo ...... SRR Associate ... Bonanno
Ernest Montevecchi ..... ... Soldier ... Genovese
Daniel Persico e Associate Colombo
Joseph Polito Sr. ............ ... Associate Gambino

The indictment alleges that the organized crime defendants, among other things,
(i) resolved disputes relating to the hiring and retention of brokers, (ii) halted at-
tempts by other members of organized crime to extort members of the criminal en-
terprise, and (iii) halted efforts to reduce the price of securities underwritten by
White Rock and State Street through such techniques as short selling.

The most recent law enforcement action against organized crime on Wall Street
came on June 14, 2000. The SEC, U.S. Attorney for the Southern District of New
York, FBI, and NASD Regulation jointly announced the results of a one-year under-
cover operation targeting microcap fraud, including organized crime operating in
this market. The SEC sued 63 individuals and entities in five enforcement actions.
The U.S. Attorney’s Office indicted 120 defendants, including 11 members and asso-
ciates of five different organized crime families, in connection with several securities
fraud scams conducted through various criminal enterprises. The indictments allege
fraud in connection with the publicly traded securities of 19 companies and the pri-
vate placement of securities of an additional 16 companies. The 11 alleged members
and associates of organized crime are as follows:

Name Position Organized Crime Family
John M. Black .......c...... ... Associate Luchese
James F. CRICKATA ........ocvuiveririieineieesesess s Associate ... Colombo
RODEIE P. GAIO ..o Associate ... Genovese
Michael T. Grecco ........ s Associate ... Colombo
James S. LaBate ...... et Associate ... Gambino
Vincent G. Langella ..... ... Associate Colombo
RODEIE A LINO ovvovoeariisiviiissssisssssisssisssssssssssssssssssssssenns Capo ... Bonanno
Frank A. Persico .. .. Associate Colombo
Salvatore R. Piazza ... e Associate ... Bonanno
Sebastian Rametta .. s AssOCiate Colombo
Anthony P. Stropoli .. e ———— Soldier Colombo

The indictments allege that the criminal enterprises engaged in the following ille-
gal conduct:

* The manipulation of numerous microcap stocks.

» To further its manipulations, the enterprises infiltrated and gained control of cer-
tain brokerage firms, including Monitor Investment Group, Meyers Pollock &
Robbins, and First Liberty Investment Group.

* To control the supply of stock that it was manipulating, the enterprises bribed
brokers at other firms to “put away” (i.e, ensure their clients held) certain secu-
rities. The bribed brokers included a crew of brokers working for William Scott
& Co., principals of a Meyers Pollock branch office, and a crew of brokers from
Atlantic General Financial Group.

» The enterprises engaged in numerous private placement frauds, including offer-
ings involving Ranch*1 Inc., World Gourmet Soups, and Jackpot Entertainment

25See Diana B. Henriques, A Brutal Turn in Stock Frauds, N.Y. Times, Nov. 2, 1999 at B1.
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Magazine, Inc. Here, members and associates of the enterprise dominated and
controlled each of the issuers. Brokers selling the securities were paid undis-
closed exorbitant sales commissions of up to 50 percent. The enterprises profited
by retaining a portion of the excessive sales commissions for itself.

* The enterprises engaged in a union pension fund fraud and kickback scheme. The
enterprise devised two fraudulent investments that appeared to be suitable for
the pension funds, but would secretly divert a portion of the investment pro-
ceeds. For example, in one corrupt offering, $2 million of every $10 million in-
vested was to be “kicked back” to the enterprises and corrupt union officials.

e The indictment also charged that the enterprise used extortion, threats and in-
timidation to further its securities frauds. Specifically, the enterprises instilled
fear in brokers and other market participants who did business with the enter-
prises, in particular those brokers who agreed to “put away” stock.

Simultaneous with the filing of the criminal indictments, the SEC instituted civil
administrative proceedings against several of the criminal defendants with alleged
ties to organized crime, including Black, Gallo, Grecco, LaBate, and Piazza. NASD
Regulation had previously filed a complaint against 18 persons and Monitor Invest-
ment Group for fraud-related activities arising out of Monitor’s activities.

Organized crime often either infiltrates or otherwise employs the assistance of
“boiler room” operations to commit manipulations. The SEC and other regulators
have brought significant enforcement actions against a number of notorious boiler
rooms in recent years. These include: 26 A.R. Baron & Co.; Baron’s president Andrew
Bressman, seven Baron registered representatives; Stratton Oakmont; three Strat-
ton principals—Jordan Belfort, Daniel Porush, and Kenneth Greene; nine Stratton
registered representatives; several Meyers Pollock registered representatives; Ster-
ling Foster & Co.; over 20 Sterling Foster registered representatives, including its
president Adam Lieberman; A.S. Goldmen & Co.; A.S. Goldmen’s president, An-
thony J. Marchiano and its financial and operations principal, Stuart E. Winkler;
five A.S. Goldmen registered representatives; several D.H. Blair registered rep-
resentatives; HGI Securities and 13 of its registered representatives; M. Rimson &
Co. and several Rimson registered representatives including its president Moshe
Rimson; Biltmore Securities and seven Biltmore registered representatives; F.N.
Wolf & Co; Hibbard Brown & Co.; several registered representatives associated with
J.T. Moran & Co. and its predecessor firms (First Jersey Securities, Inc. and Sher-
wood Capital Group); Blinder Robinson & Co. and its president Meyer Blinder; Roo-
ney, Pace Inc. and its president Randolph K. Pace; First Jersey Securities, Inc. and
its president Robert E. Brennan; Wellshire Securities and several of its registered
representatives; Investors Associates, Inc. and its president Lawrence J. Penna; J.S.
Securities and its president Jeffrey Szur; La Jolla Capital Corp. and several of its
registered representatives; and several Barron Chase Securities Inc. registered rep-
resentatives.

In addition, Hanover Sterling ceased doing business in February 1995 when it fell
out of compliance with net capital requirements after a group of outside investors
began aggressively short selling Hanover’s house stocks. At the time, Hanover Ster-
ling was the subject of regulatory investigation. Meyers Pollock closed down in 1997
in the face of regulatory investigation.2? In July 2000, D.H. Blair & Co., already
defunct, and 15 of its officers and directors were indicted by the Manhattan District
Attorney’s Office on charges that the firm was run as a criminal enterprise.

I1l. REGULATORY INITIATIVES DESIGNED TO PROTECT THE MICROCAP MARKET

Existing evidence indicates that organized crime activity on Wall Street has been
limited to the microcap market. The reasons for this are several. Effective market
manipulations require control of the sell side of the market and keeping the truth
about the company from prospective investors. The float and trading volume for se-
curities of large-cap companies make it almost impossible to control the sell side of
the market, even with strong-arm tactics. In addition, such companies tend to be
more seasoned in terms of public reporting and, as a result, it is more difficult to
create sudden, exciting hype about a company that would generate real buying vol-
ume from innocent investors. In addition, analysts are more likely to cover larger
cap companies and regularly provide information on such companies to the market-
place.

26 Most of these actions did not allege the involvement of organized crime.

27|n March 1997, the Commission brought an antifraud action in federal district court against
Meyers Pollock and its president Michael Ploshnick for their role in a fraudulent debt offering.
SEC v. Namer, Lit. Rel. No. 15307, 1997 SEC LEXIS 666 (March 26, 1997).
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The most prevalent fraud in the microcap market is the “pump and dump” manip-
ulation. The scheme centers on the spreading of false information—principally
through either a “boiler room” or via the Internet—designed to artificially inflate a
stock’s price. Investors often receive information that is either exaggerated or com-
pletely fabricated. Those spreading the false information typically hold large
amounts of stock and make substantial profits by selling after the price peaks. Upon
selling their shares, the promoters cease their manipulative efforts, the stock price
plummets, and innocent investors incur substantial losses.

Several rule and regulation amendments have been proposed and adopted by the
SEC. An effective “pump and dump” scheme requires that those committing the
fraud be able to quickly and cheaply obtain a supply of stock that can then be ma-
nipulated. The rulemakings to date have focused on creating obstacles for potential
manipulators obtaining stock, while not unduly hampering legitimate capital raising
efforts by small businesses. This section outlines these recent rulemakings which,
we believe, have proven successful in abating microcap fraud.28

Regulation S—Regulation S provides a safe harbor from SEC registration for cer-
tain offshore offerings. Following the adoption of Regulation S, the SEC found that
some issuers were using Regulation S as a means of indirectly distributing securi-
ties into the United States markets without registration. SEC investigations sug-
gested that organized crime was using Regulation S offerings to obtain a cheap sup-
ply of stock to manipulate. In light of these problems, on February 10, 1998, the
SEC adopted amendments to Regulation S. The amendments require, among other
things, that: (i) equity securities placed offshore pursuant to Regulation S be classi-
fied as “restricted” securities, so that resales without registration are subject to
holding periods and quantity limitations; and (ii) Regulation S securities cannot be
resold into the United States for a period of one year, as opposed to the prior 40-
day period. Based on our experience in recent investigations, our initial impression
is that these amendments have been effective in reducing Regulation S abuses.

Rule 504—This rule, known as the “seed capital” exemption, allows non-reporting
(generally start-up) companies to sell up to $1 million in securities without registra-
tion or restriction. To curb microcap abuses, in February 1999, the SEC modified
Rule 504 to limit the circumstances where general solicitation is permitted and un-
restricted “freely tradable” securities could be issued.2®

Form S-8—Form S-8 is a short form available to register the offer and sale of se-
curities to an issuer's employees as part of their compensation. These registration
statements become effective automatically without SEC review. The staff has seen
Form S-8 used improperly to raise capital, either by using the shares to pay broker-
dealers or other consultants that assist in capital raising or by using employees or
“consultants” as intermediaries to raise capital indirectly. The amendments adopted
in February 1999 clarify that consultants and advisors can be treated as employees
only if (i) they are natural persons, (ii) they provide bona fide services to the issuer,
and (iii) their services are not related to capital-raising or the promotion of the
issuer’s securities.30

Rule 701—This rule allows private companies to sell securities to their employees
without the need to file a registration statement. Amendments to the rule adopted
in February 1999, among other things, harmonize the definition of consultant and
advisor to that contained in Form S-8 and require specific disclosure from issuers
that sell more than $5 million in 701 securities in a 12-month period.3t

28SEC staff is also working with the securities industry to develop other measures to reduce
microcap fraud. For example, SEC staff is working with the NSCC/DTC, NYSE, NASD, and
members of the SIA Clearing Committee on a data repository that will be used to store informa-
tion that may be useful in detecting on-going fraudulent activities. The repository, located at
the NASD, will receive daily information related to the clearing process from a number of dif-
ferent sources, including clearing firms, the NYSE, the NASD, and NSCC/DTC. The clearing
firms will send information on their correspondents’ cancelled and “as-of” trades, proprietary ac-
count equity, and unsecured customer debits. The NYSE and NASD will send information on
Regulation T extensions, and NSCC/DTC will send exception reports when a member dominates
the market in a given security or holds a substantial amount of the DTC inventory in a given
security. A pilot program using the NASD's INSITE software system is currently underway.

29 Specifically, the amendments require registration under state law requiring public filing and
delivery of a disclosure document to investors before sale, or reliance on an exemption under
state law permitting general solicitation and general advertising so long as sales are made only
to experienced (i.e. “accredited”) investors. 1933 Act Rel. No. 7644 (February 26, 1999).

30 Another amendment also intended to address enforcement concerns provides that offerings
registered on Form S-8 will no longer be presumed to have been filed on the proper form if the
Commission does not object to the form before the effective date. 1933 Act Rel. No. 7646 (Feb.
26, 1999).

311933 Act Rel. No. 7645 (Feb. 26, 1999).
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Rule 15c2-11—This rule is intended to deter the publication of stock quotations
in the OTC Bulletin Board, the Pink Sheets and similar media that may be used
in manipulative schemes. The current rule requires the first broker-dealer that pub-
lishes a quotation for a particular stock to review certain issuer information, includ-
ing its most recent balance sheet, profit and loss, and retained earnings statements.
Subsequent broker-dealers publishing quotations in that stock do not have to review
this information; rather they are subject to a “piggyback” exception. To deter
microcap manipulations, the SEC has proposed certain amendments to Rule 15c2-
11 that would place greater information review requirements, and thus account-
ability, on broker-dealers publishing quotations and would provide greater investor
access to information about those securities.

In addition, the Commission has recently approved two NASD rule proposals that
are aimed at combating microcap fraud.

NASD OTC Bulletin Board Eligibility Rule—The Business Week Article reported,
“[t]he Mob’s activities seem confined almost exclusively to stocks traded in the over-
the-counter ‘Bulletin Board’ and NASDAQ small-cap markets.” 32 Bulletin board se-
curities have traditionally been easier to manipulate than exchange traded securi-
ties because less public information was made available. NASD rule amendments,
approved by the Commission on January 4, 1999, provide for enhanced disclosure
of issuer information in this market. Specifically, the Commission approved the
NASD's proposed amendments to NASD Rules 6530 and 6540. The amendment to
Rule 6530 limits quotations on the OTC Bulletin Board to the securities of issuers
that file reports with the Commission or banking or insurance regulators and are
current in those reports. The amendment to Rule 6540 prohibits brokers from
quoting a security on the Bulletin Board unless the issuer has made current filings.

NASD Taping Rule—On April 17, 1998, the Commission approved the NASD’s
proposed new rule requiring brokerage firms that employ a certain percentage of
brokers who were employed by an expelled brokerage firm33 within the last two
years to tape record all of their brokers’ telephone conversations with investors. The
rule is designed to combat “boiler room” conduct. The threshold for triggering the
taping requirement varies according to the size of the firm. In large firms, the rule
applies if 20 percent of the firm’s brokers were previously employed by disciplined
firms, and in small firms the trigger is 10 percent.

Finally, a bill currently introduced in the Senate could also help combat microcap
fraud. On June 9, 1999, Senator Susan Collins, Chairman of the Senate Permanent
Subcommittee on Investigations, introduced the “Microcap Fraud Prevention Act of
1999” [the “1999 Bill"].34 Among other things, the 1999 Bill would: (i) allow the SEC
to bar fraudulent actors from participating in any securities offering, as opposed to
only penny stock offerings; (ii) allow SEC enforcement actions to be predicated on
state enforcement actions; 35 and (iii) allow the SEC to bar fraudulent actors from
serving as officers or directors of any company, as opposed to only SEC reporting
companies.

While the 1999 Bill enhances civil, and not criminal, remedies, it could still help
deter organized crime involvement on Wall Street. Members of organized crime
often need to recruit those in the securities industry, including brokers and pro-
moters, to complete their schemes. The provisions of the 1999 Bill could make it
harder to recruit these persons.

V. CONCLUSION

The Commission will continue to implement a vigilant program to safeguard the
microcap securities market from involvement by organized crime or anyone else
aiming to commit fraud. We will also continue to work closely with the Justice De-
partment to make certain that every instance of organized crime on Wall Street is
prosecuted criminally. As always, the Commission and its staff will be pleased to
assist the Subcommittee as it goes forward.

Mr. OxLEY. Thank you, Mr. Walker.

32The Business Week Article, supra note 14 at 94.

33The rule defined “expelled firm” as one that has been expelled from a self-regulatory organi-
zation in the securities industry or has had its registration revoked by the Commission for sales
practice violations or telemarketing abuses.

34The 1999 Bill is co-sponsored by Senators Daniel Akaka, Max Cleland, and Judd Gregg.

35To date, the states have orchestrated two sweeps aimed at boiler rooms. In May 1997, 20
states accused 14 brokerage firms of violations including high pressure sales tactics. In July
1998, NASAA announced 100 enforcement actions against boiler rooms, including 64 actions in-
volving brokers peddling microcap stocks.
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The Chair would note that we have a vote on the floor, as we
had predicted. So | will recess now so that we can then begin with
Mr. Skolnik when we return, hopefully within 10 minutes or so.
The subcommittee stands in recess.

[Brief recess.]

Mr. OxLEY. The subcommittee will reconvene.

We now recognize Mr. Bradley Skolnik, the Securities Commis-
sioner from the State of Indiana. Welcome. It is good to have you
here.

STATEMENT OF BRADLEY W. SKOLNIK

Mr. SKOLNIK. Thank you, Mr. Chairman.

Chairman Oxley and members of the subcommittee, I am Brad
Skolnik, Indiana Securities Commissioner and President of the
North American Securities Administrators Association. | thank you
for the opportunity to appear today to present our views.

Why is the Mob making inroads on Wall Street? Because as bank
robber Willie Sutton once said, that is where the money is. Wall
Street is booming because in the past generation, we have become
a Nation of investors. Half of American households are invested in
the stock market. While that is bullish for the legitimate securities
industry, it is also bullish for the crooks.

State securities regulators have been fighting a bull market in
securities fraud, from microcap fraud to promissory notes, from for-
eign currency trading schemes to Internet scams.

Is there organized crime in the securities markets? Yes, we be-
lieve there is. How much securities fraud is Mob-related? No one
can say precisely. From my experience in Indiana alone, | can tell
you that organized crime on Wall Street is targeting investors on
Main Street. In recent years my office has brought enforcement ac-
tions against firms such as Meyers Pollock, Stratton Oakmont,
Toluca Pacific and PCM Securities, all microcap firms suspected of
having ties in one form or another to organized crime figures.

Microcap fraud, some of it linked to organized crime, has cost
Americans hundreds of millions of dollars, perhaps billions. Unlike
The Godfather or The Sopranocs, there is nothing entertaining or
particularly endearing about the Mob on Wall Street.

While we can't tell you exactly how big the problem of the Mob
on Wall Street is, we can tell you how to best fight it: by bringing
more criminal prosecutions. The prospect of serious jail and prison
time is the only way to deter calculating, cold-blooded recidivist
criminals. Anything less could be viewed as just a cost of doing
business.

The problem is securities cases are complex, costly and time-con-
suming, and some prosecutors shy away from them because of that.
But from my perspective as a State securities regulator, white col-
lar criminals who commit securities frauds deserve prison time just
like thieves, muggers and murderers. Think about it. Someone
steals your car, they go to prison. A con artist steals money your
parents saved for retirement, and all too often they only get fined.
That is simply not right.

Securities regulators have been successful in overseeing the ac-
tivities of legitimate brokerage firms; however, we face serious
challenges when outright criminal organizations enter the markets.
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Traditional weapons to sanction firms and brokers who violate
market regulations such as administrative fines and suspensions
often have little effect on these criminals. They readily pay the
crimes and consider them a cost of doing business. Regulators must
provide deterrence to corrupt brokers and firms by bringing crimi-
nal cases and putting perpetrators in prison, period.

The closure of one firm and the barring of principals does not
necessarily end the problem. Brokers at firms shut down by regu-
lators have migrated to other firms or started new firms to con-
tinue their criminal activities. As you can see from this chart, a
copy of which is attached to our testimony today, this agent-to-
principals chart demonstrates how the microcap firm Stratton
Oakmont was the beginning or the centerpiece, if you will, of a so-
phisticated network of corrupt brokers, promoters and agents. This
interlocking web of companies and the migration of brokers from
firm to firm is, in my view, evidence of enterprise corruption, if not
outright racketeering.

As Mr. Walker noted today, by prosecuting the principal figures
in the rogue firms, regulators and law enforcement agencies have
made large strides toward removing criminal elements from the
marketplace, but we need to keep the pressure on, as some of these
criminal elements now migrate from the boiler rooms to the Inter-
net.

Unfortunately many white collar criminals are creative and so-
phisticated. Therefore, if we hope to continue to protect our Nation
of investors from fraud and abuse, our enforcement efforts must be
enhanced and improved. Currently the SEC cannot take action
based upon State actions against brokers and firms. The SEC
should be empowered to rely on certain State actions as a basis for
pursuing appropriate remedies under Federal law. This authority
is similar to that used by the States at the current time. For exam-
ple, in the case of Meyers Pollock, Indiana suspended the firm's li-
cense based on the initial action taken by the Secretary of State’s
office in Massachusetts.

Yes, Mr. Chairman, the Mob has made inroads in Wall Street.
To fight it and other forms of organized crime, we need to bring
many more criminal actions. If we do not, a cancer will grow on
our securities markets, which could have very serious and perhaps
very dire consequences. We need to put these crooks in prison. |
pledge the support of the entire NASAA membership to work with
you and to provide any additional information or assistance you
may need. Thank you very much.

[The prepared statement of Bradley W. Skolnik follows:]

PREPARED STATEMENT OF BRADLEY W. SKOLNIK, INDIANA SECURITIES COMMIS-
SIONER, PRESIDENT, NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION,
INC.

Chairman Oxley and Members of the Subcommittee: | am Brad Skolnik, Indiana
Securities Commissioner and President of the North American Securities Adminis-
trators Association, Inc. (NASAA).1 | commend you for holding this hearing and
thank you for the opportunity to appear today to present our views.

1The oldest international organization devoted to investor protection, the North American Se-
curities Administrators Association, Inc., was organized in 1919. Its membership consists of the
securities administrators in the 50 states, the District of Columbia, Canada, Mexico and Puerto
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Why is the Mob making inroads on Wall Street? Because, as bank robber Willie
Sutton once said, that's where the money is. Wall Street is booming because in the
past generation we've become a nation of investors. Half of American households are
invested in the stock market. While that's bullish for the legitimate securities indus-
try, it's also bullish for the crooks. Unfortunately, many of today’'s investors are rel-
atively unsophisticated and susceptible to high-pressure sales tactics and bogus
promises of guaranteed returns—the stock and trade of microcap stock firms and
promoters.

State securities regulators have been fighting a bull market in securities fraud.
From microcap fraud to promissory notes, from foreign currency trading schemes to
Internet scams. Is there organized crime in the securities markets? Yes, we believe
there is.

How much securities fraud is Mob related? No one can say precisely. From my
experience in Indiana alone, | can tell you that organized crime on Wall Street is
targeting investors on Main Street. For example, in recent years, the Securities Di-
vision of the Indiana Secretary of State’s office has brought enforcement actions
against Meyers Pollock Robbins, Stratton Oakmont, Inc., Toluca Pacific Securities
Corp., and PCM Securities Limited—all these microcap firms are suspected of hav-
ing ties, in one form or another to organized crime figures. The experience is similar
in many other states. Microcap fraud, some of it linked to organized crime, has cost
Americans hundreds of millions of dollars, perhaps billions. Unlike The Godfather
or The Sopranos, there is nothing entertaining or endearing about the Mob on Wall
Street.

While we can't tell you exactly how big the problem of the Mob on Wall Street
is, we can tell you how to best fight it. By bringing more criminal prosecutions.
The prospect of serious jail and prison time is the only way to deter these calcu-
lating, cold-blooded, recidivist criminals. Anything less could be viewed as just a cost
of doing business.

The problem is, securities cases are complex, costly and time-consuming. The
truth is some prosecutors shy away from them because the subject is complicated
and difficult to understand. But from my perspective as a state securities regulator,
white-collar criminals who commit securities fraud deserve prison time just like
thieves, muggers and murderers.

Think about it: Someone steals your car—they go to prison. A con artist steals
the money your parents saved for retirement and they get fined. That's not right.

We need to change our collective mind-set about white-collar crime. Make no mis-
take: Securities fraud is not a victimless crime. It destroys lives just as surely as
street crime does.

State securities regulators bring more criminal cases for securities fraud than
other regulators, obtaining an average of nearly 300 criminal convictions a year. But
we need to get more convictions, many more.

I would like to acknowledge the cooperative efforts of the U.S. Attorney’s Office
and the Manhattan District Attorney’s Office in working with the states securities
agencies, the Securities and Exchange Commission (SEC) and the NASD Regulation
(NASDR) and committing the resources to build cases against corrupt microcap
stock firms. | believe the willingness to pursue these cases, which resulted in crimi-
nals going to jail, has sent a message and had an impact in reducing certain types
of securities fraud.

Meyers Pollock Robbins fits the pattern state regulators have observed in the war
against microcap stock fraud—commercial bribery, extortion, money laundering,
market manipulation and suspected mobsters or their associates as clients.

In January of this year, Gordon Hall, the chief executive of HealthTech Inter-
national, was convicted on charges he hired stock promoters—some with ties to or-
ganized crime—to bribe brokers to artificially inflate the price of his company’s
stock. Prosecutors said Hall entered into a bogus stock promotion consulting agree-
ment with two individuals who allegedly had ties to the Bonnano crime family. That
agreement led to Mob control of Meyers Pollock Robbins. At the trial, one of the de-
fendants testified that he arranged for three brokers to be hired at Meyers Pollock
Robbins to promote certain stocks, including HealthTech, which jumped 53% in a
single day during the alleged scheme.

In April of this year, the New York District Attorney, in partnership with state
regulators around the U.S., announced the indictment of 20 people on charges that
they carried out a nationwide stock fraud scheme in connection with Meyers Pollock
Robbins. In total, 42 individuals were under investigation but, by the time of the
announcement, 22 individuals had already pled guilty to various criminal charges

Rico. NASAA is the voice of securities agencies responsible for grass-roots investor protection
and efficient capital formation.
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including enterprise corruption, money laundering, criminal possession of stolen
property, criminal bribe receiving, grand larceny, falsifying business records and
antitrust violations.

State regulators from Alabama, Colorado, Connecticut, Georgia, Indiana, Massa-
chusetts, New Jersey, Pennsylvania, and Utah collected and analyzed brokerage
records from Meyers Pollock Robbins to uncover and document fraudulent activities.
State investigators also located and interviewed investor-victims of this criminal en-
terprise in states from New York to California. They heard heartbreaking testimony
of stolen money, broken dreams and loss of faith—faith in our financial markets and
faith in our regulatory and legal systems.

For example, a woman who lived in a nursing home lost more than $100,000
when brokers at Meyers Pollock Robbins made unauthorized trades in her account.
She lost 95% of her assets and her 50-year-old son-in-law had to take a second job
just so that she could stay in the nursing home.

The District Attorney brought some of these victims to New York, where they tes-
tified before a grand jury that returned indictments against those involved in the
Meyers Pollock Robbins criminal enterprise. Among other things, the indictment al-
leged that the president of Meyers Pollock Robbins assisted stock promoters to sell
overvalued and worthless stock through the firm and assisted would-be principals
of securities firms to own and operate branches of Meyers Pollock Robbins, even if
they were not licensed. He collected “consulting fees” from the promoters and col-
lected a percentage of the gross from each of the branch offices. The indictment al-
leged that other criminals provided stock to Meyers Pollock Robbins as undisclosed
promoters of the stocks. Each paid bribes or other undisclosed compensation to bro-
kers to sell their securities.

At these firms and others, state securities investigators have seen “pump and
dump” schemes similar to those reported in press accounts describing Mob involve-
ment on Wall Street. Here's how it works: The mobsters pay, say, 50 cents a share
to buy a stake in a company that's going public. Then they go to a brokerage firm
they control and have its brokers cold-call unsuspecting clients and hype the stock
so that it sells for, say, $5 a share. Once the shares are pumped and dumped on
the market, the hype stops and the mobsters sell their shares for a big profit. As
a result of the sudden glut of shares on the market, the stock price plummets, inves-
tors are left with often nearly worthless pieces of paper, the brokers get their fat
commissions and the Mob makes a killing. Why would a company go to the Mob
for help? “Because the Mob guys have the cash and the wherewithal to make it hap-
pen.” 2

Time and time again state securities regulators, in their investigations of
microcap stock fraud cases, have turned up people who are afraid to testify, or who
if they do agree to go on the record wear hoods at hearings to conceal their faces
out of fear of retaliation.

Historically, securities regulators have been successful in overseeing the activities
of the legitimate brokerage firms. However, they faced serious challenges when out-
right criminal organizations entered the markets in recent years. Traditional weap-
ons to sanction firms and brokers who violate market regulations—such as adminis-
trative fines and suspensions—have little effect on these criminals. They readily pay
fines and consider them a cost of doing business. Regulators must provide deter-
rents to corrupt brokers and firms by bringing criminal cases and putting the per-
petrators in prison. Period.

It's important to note that the closure of one firm and the barring of several prin-
cipals who have already made their money does not end the problem. Brokers at
firms shut down by regulators have migrated to other firms, or started new firms,
to continue their criminal activities.

The poster child for microcap stock fraud was Stratton Oakmont, which had its
headquarters in New York. An indicted mobster, one Philip Barretti Sr., was a
stockholder in a Stratton backed Initial Public Offering (IPO). Other microcap firms
associated with Stratton included Biltmore Securities, Duke & Company, Monroe
Parker, First Jersey Securities and Hibbard Brown. As you can see from the at-
tached “Agent to Principal” chart, this was a sophisticated network of corrupt bro-
kers, promoters and agents. This interlocking web of companies and the migration
of brokers from firm to firm is, in my view, evidence of enterprise corruption, if not
racketeering.

In response to the criminal threat to the marketplace, NASAA member states
have developed a task force concept to share personnel, information and resources.
In addition, NASAA has developed a close working relationship with experienced
criminal prosecutors in states where corrupt brokerage firms are located. NASAA

2“Wise Guys on Wall Street” by John Connolly; George Magazine; December, 1998
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member states provide the securities market expertise to detect and document crime
in the marketplace. The prosecutors then present the cases for trial. However, even
this concept does not provide the manpower needed to adequately address the prob-
lem. Therefore, NASAA has been forced to adopt a strategy of concentrating pri-
marily on those rogue brokers and principals who are capable of establishing new
firms, or migrating to existing firms and continuing their criminal activities.

For example, as a result of the Duke & Company investigation, 24 owners, prin-
cipals, supervisors and brokers were indicted on criminal charges. It is believed that
perhaps dozens more brokers, sales assistants and cold callers could have been
charged, but the manpower was not available to administer such a heavy case load.

NASAA member states have tracked an “Agent to Principal” progression in and
among rogue brokerage firms. This tracking has demonstrated that some talented
criminals who begin as brokers, go on to manage their own firms. By prosecuting
the principal figures in the rogue firms, regulators and law enforcement agencies
have made large strides toward removing criminal elements from the marketplace.
We need to keep the pressure on, as some of these criminal elements migrate out
of the boiler room and onto the Internet, arguably a more efficient medium to com-
mit fraud.

Unfortunately, many white-collar criminals are creative and sophisticated. There-
fore if we hope to continue to protect our nation of investors from fraud and abuse
our enforcement efforts must be enhanced and improved. Currently, the Securities
and Exchange Commission cannot take action based upon state actions against
issuers, brokers, dealers, investment advisers and affiliated persons. This creates
duplication of enforcement effort and expenditure of limited resources. Our system
of regulation works best when each regulator complements the other, leveraging re-
sources, strengths and expertise.

We recommend that where a state has issued an administrative enforcement adju-
dication, obtained a conviction or where a state court has issued an order or injunc-
tion, the SEC should be empowered to rely on that state action as a basis for pur-
suing appropriate remedies under federal law. The SEC should not be required to
expend the time and resources to replicate state investigations in order to obtain
relief or sanctions authorized by federal law.

This authority is similar to that regularly utilized by the states. For example, in
the case of Meyers Pollock Robbins, Indiana suspended the firm'’s license based on
the initial action taken by the Secretary of State’s office in Massachusetts. A num-
ber of states, including Indiana, had pending investigations based on the firm's
problems within their borders, but relied on the Massachusetts case for their ac-
tions. This allowed us to move faster, thereby protecting investors within our juris-
dictions.

Mr. Chairman, | applaud you for holding these hearings in an effort to shed light
on the criminal abuses in the securities markets. The problems in this area are seri-
ous and systemic, but can be successfully addressed if securities regulators and pol-
icy makers work together on solutions.

Yes, the Mob is making inroads on Wall Street. To fight it and other forms of or-
ganized crime, we need to bring many more criminal actions. If we don’t, a cancer
will grow on our securities markets, which could have very serious and perhaps very
dire consequences. We need to put these crooks in prison.

| pledge the support of the entire NASAA membership to work with you and pro-
vide any additional information or assistance you may need. Thank you.
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Mr. OxLEY. Thank you, Mr. Skolnik.

Our final witness today is Mr. Barry Goldsmith, Executive Vice
President for NASD Regulations.

Mr. Goldsmith.

STATEMENT OF BARRY R. GOLDSMITH

Mr. GoLbsMmITH. Thank you, Chairman Oxley. And | wish to
thank the entire subcommittee for the opportunity to testify here
today.

My name is Barry Goldsmith. | am the Executive Vice President
of Enforcement for NASD Regulation, Inc.

America’s securities markets are essential to the capital forma-
tion process and economic well-being of our Nation. Ours are the
strongest, the safest and the best regulated markets in the world.
Only a tiny fraction of the 5,600 securities firms and the more than
650,000 registered industry professionals are involved in any form
of criminal activity, and even a smaller number are ever involved
with organized crime. Nevertheless, any attempt by organized
criminal elements to influence the securities markets is unaccept-
able.

NASDR jurisdiction extends only to member securities firms and
their associated persons. It does not include criminal prosecution
authority, nor do we have the same investigative powers available
to the FBI and other law enforcement agencies. While we can and
we do throw the worst offenders out of the industry, last year near-
ly 500 of them, we can't throw them in jail, but we certainly can
and do help the criminal prosecutors do just that. NASDR, along
with the SEC, has assisted law enforcement agencies in every re-
cent major public prosecution involving organized crime in the se-
curities markets. It is the criminal prosecutors with ours and oth-
ers’ assistance who have the powers and broad jurisdictional reach
to effectively prosecute these cases and impose the necessary crimi-
nal sanctions.

That being said, we recognize the critical role NASDR must play
in protecting our markets from criminal activity and organized
crime. We do this in three main ways. First, we provide hands-on
assistance to criminal prosecutors through our enforcement, mar-
ket and member regulation departments, and in particular through
our criminal prosecution assistance group known as CPAG; second,
by enacting tough new rule proposals, in particular the NASDR
taping rule which | will discuss in a moment; and third, by en-
hanced efforts to train Federal, State and local prosecutors in the
technical workings of our markets.

NASDR has a long history of supporting criminal securities pros-
ecutions spanning the past 25 years. Our market regulation de-
partment here in Rockville conducts ongoing surveillance of all
NASDAQ and over-the-counter market activity. This is an enor-
mous task that includes monitoring over 10,000 securities on a
daily basis. That department referred over 230 matters to the SEC
and criminal law enforcement agencies last year.

Our enforcement department’s criminal prosecution assistance
group, known as CPAG, works directly and extensively with crimi-
nal prosecutors on time-intensive securities investigations and
prosecutions. CPAG provides law enforcement agencies with what
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we can bring to the table, and that is expertise in the securities
markets.

CPAG has been involved in about 200 separate criminal matters
since its inception 2% years ago. Among other things, it provides
detailed analysis of trading records and related documentation, of-
fers advice and training to prosecutors and agents, provides sum-
mary and expert testimony, creates demonstrative exhibits, and as-
sists in the trying of cases by becoming special prosecutors or spe-
cial district attorneys.

Several of the most important criminal cases we have worked on
are outlined in my written testimony. | would like to submit for the
record a set of press releases from those cases which describes our
joint efforts.

Mr. OxLEY. Without objection. Thank you.

[The information referred to follows:]

United States Attorney
Southern District of New York

POR IMMEDIATE RELBASE CONTACT: U.8. ATORWNTTE oppPees—
JANUARY 21, 1999 KARVIN SKILON, HERBERT NADAD
PUBLIC INFORMATION OFFICE
(212) 673~2600

CELESTX L. XO
{212) 637-1044
DCUGLAS M. LANXLER
(212) $37-1044
JABON SABOT

(313) 637-2338
DAVID N. KELLEY
(312) 637-1015%

ROBERT XHUZANI
(212) 637-2404
RRZf8 RILEASE

MARY JO WHITE, the United States Attorney for the
Southern District of New Yeork, announced today that seven
defendants, including high-level members and associates of
Senovese Organized Crime Family and the Bonanno Organized Crime
Famuly and several stock brokers, pled guilty today to ciarges of
securities fraud and axtortion in comnection with their
participation in a schems to urlawfully raise the market price of
certain securities. Three other defendants pled guilty zarlier
this week,

The 10 defendants who pled gquilty before United States
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pistrict Judge Denny Chin are among 19 defendants who were
originally indicted in November 1997 and charged with various
offenses, including racketeering, securities fraud, wire fraud,
extortion and bank fraud.

According to the indictmenz, the defendants entared
inzc an agreement to manipulateA:he market price of the
securities of HealthTech Internaticrnal, Inc. ("HealthTech®), an
Arizona-based corpeoration. Among the means the defendants used
to carry out their scheme was the payment cf illegal secret
compensation tce brokers and principals at two branch offices of
Meyers Pollock & Robbins, Inc., a brokerage firm, witk the
understanding that, in breach of the brokerg!' dutias to their
customers, the brokers would not disclose these payments to the
customers.

ROSARID GANGI, a/k/a "Rossi,” a/k/a “Ross,” a Capo in
the Gencvese Organized Crime Family, pled guilty today to the
conspiracy to manipulate the price of HealthTech International,
Inc. In addition, GANGI pled guilty tc participating in four
conspiracies to commit extorticn that grew ocut of and were
reiated to the ascheme to manipulate the price of certain
securities.

GANGI faces a maximum sentence of five years in prison
on the securities fraud conspiracy, and a maximum of 20 years 1in
prison on each of the conspiracies to commit extortion. Under the
Senzencing Guidelines, GANGI is facing a range of 87-108 months
in prison which may run concurrently with a term of 70 months!'
imprisonment that GANGI is sarving for his conviction on
unrelaced racketeering charges.

FRANK LINC, a/k/a *Curly,” allegedly a Capo in the
Benarne Organized Crime Family, pled guilty today to
participating in the conspiracy to manipulate the price of
Heal:zhTech securities and to cne related excortion conupiracy.
LINO faces a maximum of five years in prison on the saecurities

fraud ~onspiracy, and 20 years on the conspiracy to commit
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extortion. Under the Sentencing Guidelines, LINC is facing a
range of 57-71 months in prison.

JOHN CERASANI, a/k/a "Boobie,” allegedly a soldier in
the Bonamno Organized Crime Family, pled guilty earlier today to
§an1ci;anin9 in the congpiracy to exter: the owner and employeas
¢f the New Hyde Park branch of the brokerage firm of Meyers
Polloek & Robbina. CERASANI faces a maximum of 20 years in
prison. Under the Sentencing Guidelines, CERASANI.is facing a
aentencing range of 41-51 months' imprisonment.

EUGENE LOMBARDO, a/k/a "Gene,” allegedly an associate
of the Bonanno Organized Crime Family, pled guilty ts the same
charges as GANGI and also is facing the same maximum santences,
with a Sen:enci:-.g Guidelines range cf 87-108 monthg'
imprisonment. In addition, LOMBARDO agreed not to challenge the
forisiture cf approximately $400,000 that was seized from one of
his bank accounts in connection with the barnk fraud charges in
the indictment,

ROBERT SCHWICKRATH, a/k/a *Bobby,” pled guilty te
participaring in two extortion conspiracies related to the
defendantps' efforts to control another brokerage firm, TAJ Global
Bquities, Inc. In addition, SCHWICKRATH pled guilty to
participating in an unrelated conspiracy to manipulate the price
of securities. ECHWICKRATH faces a maximum of 20 yesars in prison
on each ex:-crtion conapiracy and five ymars on the securities
charge with a Sentencing Guidelines range of ¢1-51 months!
impriscnment.

ARNOLD SCHNEIDER and LAWRENCE SCHNEIDER, brokers whe
were in charge of the Meyers Pollock & Robbing offices where the
securities were mold, pled guilty to participating in a
conspiracy to commit securities fraud and face a maximum of five
ysars in prison. Un(:ler the Sentencing Guidelinas, they face a
range of 27-33 months' imprisonment.

PHIL DEPONTE, SAL TADDEQ and THOMAS SCARPACI also pled
guilty to conspiracy to commit securities fraud and each faces a;
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maximum of five years in priscn. DEFONTE faces a Santencing
~ Guidelines ranga of 21-27 months' imprisonment, TADDEC 18-24
months’ imprisonment, and SCARPACT 24-30 months' inpriscrment.

Each defandant also faces s maximun fine of §250,000 or
twice che groas gain or lose resulting from the crime on each
count.

The 10 defendants who pled guilty this weex aze
scheduled o be sentenced by Judge CHIN in May 1399,

Trial of the remaining dafenﬁmcc who have not yet plad
guilsy «- imcluding GORDON HALL, an officer of HealthTech -~ ig
scheduled for Fabruary 1§, 1995.

Ms. WHITE praised the efforta of all of the law
enforcement agenciec invelved, and particularly commended the
afforts of the FEI and NYPD task force that is principally
responsikle for investigating the criminal activities of the
Genovase Fainily. Ms. WHITE also thanked the Securities and
Exchange Commisasion ("SEC") and the Criminal Prosecuzion
Agsistance Group of the Naticnal Association of Securitins
Dea’ers ('NASD") for their assistance.

Assigtant United States Attorneys CELESTE KOEBLIVELD,
DCUGLAS LANKLER and JANE LEVINE and Special Assgistant United
States Attorney JASON BABOT are in charge of the prosecution.
58-13 } i
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FOR IMMEDIATE RELEASE CONTACT: U.S. ATIORNEY'S OFFICE
MAY 11, 199% MARVIN SMILON, HERBERT EHADAD
: PUBLIC INFORMATION OFPICE
(212) 673-2600
CELESTR L. KOELEVELD
(212) 637-1044
DOUGLAS M. LANKLER
{212) 637-1047
JASON SABOT
{212) 637-23198
DAVID N. KBLLEY
(212) 637-1028
ROBERT KHUZAMI
{212) 637-2404
BRESS _RELIASE
* MARY JO WHITE, the United States Attorney for the
Southern District of New York, announced today that GORDON HALL
and MICHAEL MOTSYRULASHVILI were convicted on 12 counts of
racketeering, securities fraud and wire fraud viclations after a
geven-week trial before United States District Judge DENNY CHIN.
“he two defendants wera among 20 defendants, including high-level,
members and associates of the Genovess Organized Crime Family and
=he Bonanno Organized Crime Family, originally charged in
November 1387 with participating in a scheme i:c unlawfully
manipulate the markast price of certain securities. Earlier this
vear, 14 of the defendants pied guilty to securicies fravd and
extorsion charges.
The proof presanted at trial demonstrated that, in late
1956, HALL, the Chairman of HealthTech International, Inc., a
small publicly-held cempany in the physical fitness industry,

hired stock promoters, including EUGENE LOMBARDO, an agscciate cf
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the Bonamnd Crganized Crime Family, who promised to artificially
increase the market price of HealthTech securities by paying
extraocrdinary compensation to stock brokers, with the
understanding thaz, in breach of rtheir obligations to their
customers, -he stock brokers would not digclose the paywents to
treir custemers. Among the brokers paid off was MOTSYKULASHVILI,
whe alse helped supervise and pay off a group of broksrs at the
$ew Hyde Park, Long Island, New York, branch of Meyers Pollock &
Robbing, In¢., a now-defunct brskerage firm, whe in turn retailed
HealthTech securities to their unsuspecting customers. As a
result of the scheme, the price and trading volume of HealthTsch
gecuricies rose dramarvically in Januwary 1997.

The proof further astablished that MOTSYRULASHVILI and
his partners, ARNOLD SCHNEIDER and LAWRENCE SCHNEIDER, were
zlossly connected with LOMBARDO and ERNEST MONTEVECCHI, a member
of the Genovese Organized Crim§ Family. In late January and
February 1997, the brokers controlled by MOTSYXKULASHVILI and his
partners at the Mayers Pollock & Robbins branch had a number of
disputes with JONATHAN LYONS, the owner of the branch, who
aligned himself with a rival faction of the Bonammo Family. 7To
resolve these disputes, MOTSYKULASHVILI and his partners relied
on their ties to MONTEVECCHI and LOMBARDC, whe attended a "sic-
down” on MOTSYRULASHVILI's behalf. As a result of the “sit-down”,
MOTSYXULASHVILI and his partners retained controcl of the Meyers
Pollock branch. )

In Apxil 19897, the defmndants continued their scheme to

2
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raise the price of HealthTech securities at another Meyers
Pollock branch office located at 130 Wall Street in Manhattar,
according to the evidence. In furtherance of the screme, HALL
caused HealthTech to issue free warrants tc the brokerage firm,
which were then s0ld sco that the proceeds could be used to pay
extraordinary commissions to brokers at Meyers Pollock. Again,
tnhe price and volume of HealthTech securities rogse dramatically,
thia time with a focus on HealthTech warrants. Hundreds of
investors later lost substantial portions of their investments
wnen the defendants stopped supporting the market with the secret
payments to the brokers, causing the price of the warrants to
plummet.

’The proof also demonstrated that the promoters and the
brokers, ineluding MOTSYRULASHVILI, considered other fraudulent
schemes involving other securities besides HealthTech, scme of
which involved companies connacted to cther members and
associates of the Bonanno and Genovese Organized Crime Families.
In addition, in the Zfall of 1987, the evidence showed, HALL
considared another business deal with the stock promoters.

Both defendants were cSnvicced of conspiracy to
viclate RICO, a substantive RICO charge, three counts of
securitias fraud, and six counts of wire fraud. The RICO charges
each carry a statutory maximum of 20 years' imprisonment; the
securities fraud charges a maximum of 10 years' imprisonment; and
the wire fraud charges a maximum of five years' imprisonment. 1In

addition, the RICO and wire fraud charges carry a maximum fine of
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$250,000 or twice the gross gain or loss resulting from the
offense. The securities Zraud charges carry a maximum fine of $1
million or twice the gross gain or loas. Judge CHIN scheduled
sentencing for September 8, 1999.

The 14 defendants who nave pled guilty entered their
guilty pleas in January, February and March of this year. These
deferdants are as follows:

-- RCSARIO GANGI, a/k/a “Rossi,” a/k/a “Rose,” a Capo in
the Genovese Organized Crime Family, pled guilty to conspiring to
manipulate the price of HealthTech Intermational, Inc. arnd to
participating in four conspiracies to commit extortion that grew
out of and were related to the gcheme to manipulate the price of
certain secuvrities. GANGI faces a maximum sentence of five years
in prison on the securities fraud conspiracy, and a maximum of 20
years in prison on each ¢f the conspiracies to commit extortion.
Under the Sentencing Guidelines, GANGI is facing a range of 87-
108 months in prison which may run concurrently with a term of 70
months' imprisonment that GANGI is serving for his conviction on
unrelated racketeering charges.

-- FRANK LINO, a/k/a “Curly,” allegedly a Capo in the
Bonaano Organized Crime Family, pled guilty to participating in
the conspiracy to manipulate the price of HealthTech securities
and to cne related extortion conspiracy. LINO faces a maximum
of five years in prison on the securities fraud conspiracy, and
20 years on the c¢ongpiracy to commit extortion. Under the

Sentencing Guidelines, LINO is facing a range of 57-71 months in

4
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prison.
-- ERNEST MCNTEVECCHI, &/k/a "Butch,® allsgedly a
soldier in the Genovese Organized Crime Family, pled guilty to

avecicipating in the conspiracy to manipulate the price cf

K¢J

HealthTech securities and to two related extortion conspiracies.
MONTEVECCHI Saces a maximum of f£ive years in prison oa the
securities fraud conspiracy, and 20 years on each conspiracy to
commi- extortion. Under the Sentencing Guidelines, MONTEVECCHY
ﬁs facing a range of €3-78 months in prison.

-- JCHN CERASANI, a/k/a *Becbie,” allegedly a soldier
in the Bonanno Orxganized Crime Family, pled guilty to
participating in a conspiracy to extort the owner and employees
of the New Hyde Park branch of the brokerage firm of Meyers
Pollock & Robbins. CERASANI faces a maximum of 20 yeaxrs in
prison. Under the Sentencing Guidelines, CERASANI is facing a
gentencing range of 41-51 months' Imprisonment.

-- EUGENE LOMBARDO, a/k/a "Gene,” allegedly an
associate of the Bonanno Organized Crime Family, pled guilty to
the same charges as GANGI and also is facing the same maximum
sentences, with a Sentencing Guidelines range of 87-108 months*®
imprisonment. In addition, LOMBARDO agreed not to challenge the
forfeitura of appreximately $400,000 that was seized from one of
his bank accounts in comnection with the bank fraud charges in
thas indiectment.

.- IRWIN SCHNEIDER, one of the stock promoters, pled

guilty pursuant to a cooperation agreement with the CGovernment to

ux
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censpiracy to violate the RICO statute. He testified for the
Governmentj&: trial. He faces a maximum sentence of 2¢ years'
inprisonment under the statuts.

-- ROBERT SCHWICKRATH, a/k/a “Sobby,” pled guilty to
participating in cwo extortion conspiracies related to the
defendants' efforts to control another brokerage firm, TAJ Global
Equizies, Inec. In addicicn, SCHWICKRATH pled guilty to
participating in an unrelated conspiracy to manipulate the price
of securities. SCHWICKRATH faces a maximum of 20 years in prison
on eqch extortion conspiracy and five years on the securities
chaige with a Sentencing Guidelines range of 41-51 months!
imprisonment .

-~ ARNOLD SCHNEIDER and LAWRENCE SCHNEIDER, brekers
who, along with MOTSYKULASHVILI, were in charge of the Meyers
Pollock & Robbins offices where the securities were sold, pled
guiley to participating in a congpiracy to commit gscurities
fraud and face a maximum of five years in prisen. Under the
Sentencing Guidelires, they face a range of 27-33 months’
imprisonmant. .

-- PHIL DEFONTE, SAL TADDEC and THOMAS SCARPACI also
plad guilty to conepiracy to commit securities fraud and each
faces a maximum of five years in prison. DEFONTE faces a
Senzencing Guidelines range of 21-27 months' imprisonment, TADDEQ
18-24 menths' inprigonment, and SCARPACI 24-30 months'
imprisonment.

-« JONATHAN LYONS, a broker who ran the New Hyde Park
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office of Meyers Pollock & Robpins In late 1996 and early 1837,
pled guilt§ to congpiracy to commit securities fraud and faces a
maximun gentenca of § ysars' imprisonment under the statite,

-- JOSEZPH KIRKHAM, formerly the Vice Presidenc of
HealthTesh in charge of its medical operations, pied guilty %o
misprision cf a felony. XIRKHAM faces a Sentencing Guidelines
range cf 0-6 months' imprisonment.

Zach defendant who pled guilty also faces a maximum
éine of $250,000 or twice the gross gain or less resulting from
the crime on each count.

The defendants who plad guilty are scheduled to be
sentenced in May and Juﬁe 1999.

Ms. WHITE praised the efforts of all of the law
enforcement agencies involved, and parcicularly commended the
afforts of the FBI and NYPD task force that is principally
responsible for investigating the criminal activities of the
Genovese Family. Ms. WHITE also thanked the Criminal Prosecution
Assistance Group of NASD Regulaticn, Ine., and the United States
Securities and Exchange Commission for thair assistance.

Assistant United States Attorneys CELESTE KOELEVELD,
DOUGLAS LANKLER and JANE LEVINE and Special Assistant United

tates Attorney JASON SABOT are in charge of the prosescution.

99-81 F3:3
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United States Attorney
Southern District of New York

FOR IMMEDIATE RELEASS CONTACT: U.8. ATTORNEY'S QFFICE
NOVEXBER 23, 1997 MARVIN SMILON, HERBERT HADAD

PUBLIC INFORMATION Orrice

{232) 7913937

JAY HOLTMEIEZR

{212) 7%1-31614

DOUGLAS M. LANKLER

(222) 733-1992

BRUCE G. omm

{212) 73311045

DAVID N. XZLLEY

{212) 793=1133

REID PIGRL

{233) 791~0070

PRz

JOSEPH VALIQUETTE

(212) 384-2718

ERESS BELEASE

MARY JO WHITEZ, the United States Attorney for the
Scuthern District of New York, JAMES X. KALLSTROM, Assistant
Director in Chargs of the FBI's New York QOffice, WILLIAM R.
MCLUCAS, Dirsctor of Enforcement ¢f the Securities and Exchange
Conmission, and New York City Police Commissiocner HOWARD SAFIR
announced today that two high-level nmembers of organizad c¢rime
fanilies and 17 other defendants, including members and
asgsociates of the Genovass Organized Crime Family, tha Bonanno
Organized Crima Femily, several stock brokars, and two officers
of an Arizona~based corporation, have been indicted by a
Manhattan federal grand jury on racketeering and other charges,

including sacurities fraud, wire fraud, extortion and bank fraud.
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Of the 1% defendants charged in the 25-count
Indictment, 18 have been arrested and one is expected to
surrander tomorrow. In addition to tha arrests, search warrants
wera executed at the offices of Meyers Pollock Robins Inc. at 100
Wall Streat in Manhattan, as well as the homes of EUGENE LOMBARDO
in Brooklyn, New York and CLAUDIO ICDICE and IRWIN SCHNEIDER in
Beca Raten, Florida.

The chargas grew out of a year-long investigation by
the United Statas Attorney's Cffice, the FBI, the SEC and the
NYPD with the assistanca of the National Association of
Securities Dealers~-Ragulation.

Ms. WHITE stated: ‘reday‘s racketesering and fcffcitute
charges, which are thas result of a coordinated investigation by
the U.S. Attorney's Office for tha Southern District of New York,
the F3I, the SEC, the NYPD, and the NASD, is law enforcement's
response to efforts by menmbers of Organized Crime and their
associates to extend their unlawful activities to the federal
sccuiitios markets. These attempts are relatively isolated, and
do not threatan the overall stability of our markets.
Nonethelass, the chargas in the Indictment, which inclucde
allegations that members of Crganized Crime joined forces with
unscrupulous stock promoters and officers of a publicly-traded
company, infiltrated a registered brokar-dealer, and used
threats, extortien, and vioclence as part of a scheme to

manipulati stock, are sxtremely troubling. We will use every
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weapon 1n the prosecutorial arsenal to ensure that these
activities are prosecuted to the full extent of tha law.

Among the defandants indicted were ROSARIO GANGI, a/k/a
“Rossi,” a/k/a “Ross,” and ERNEST MONTEVECCHI, a/k/a “Butzh,” a/k/a
“Green Eves,” who are allagaed to be 2 Capo and soldier,
respectively, in the Genovese Organized Crime Family, and FRANK
LINO, a/k/a “Curly,” and JOHN CERASANI, a/k/a “Boobie,” who are
alleged Tc bas a Capo and scldier, respectively, in the 3onannc
Organized Crime Family. Other defendants also indicted wvere
EUGENE LOMBARDO, a/k/a * Gene,” and CLAUDIQ IODICE, purportedly
stock consultants, and IRWIN SCHNEIDER, a disbarrad sccuriti‘s
lawyer. GORDON HALL, the Chairman and Chief Executive ofticer of
HealthTech International Inc., 3 corporation based in Masa,
Arizona, with common stock and warrants traded publicly on the
National Association of Securities Dealers Automatad Quotatisn
system small-cap market, and JOE KIRKHAM, formerly HealzhTech's
Senicr Vices Prasident and President of its Medical Operiations
Division, also wers indicted. Brokers affiliated with branch
offices of Meyers Pollock Robbins Inc. in Manhattan and Long
Island, and associates of both the Genovese and Bonanno families,
ware also indicted.

The defendants are schaduled to be presented before
United States Magistrate Judge DOUGLAS F. EATON, in Manhattan
federal court today.

The Indictment charges that in December 1996, EUGENE
LOMBARDG, IRWIN SCHENEIDER, and CLAUDIO IODICE enterad inte an
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unliawful agreement with GORDON HALL, whereby LOMBARDO, IRWIN
SCHNEIDER, IODICE and others would be paid with HealthTach
securities from HALL'in axchange for unlawfully raising tha
market price of HealthZech securities.

. The defendants joined with JONATHAN LYONS, of Meyers
Pollock's New Hyde Park branch coffice, in efforts to raise the
market price for HealthTach cemmon stock and warrants by causing
securities brokers undsr thair control to sell securitias of
HealthTech te thair clients at times and in amounts designed
unlawfully to raise tha price of HealthTech common stock. LYONS
is also facing other ﬁ-ndinq securities charges in both the
Southarn and Eastern Distriets of New York.

In furtherance of the agreement to raise tie market
price for HealthTech securities, according to the charges,
certain registered represantatives and others at Meyers Pcllock's
New Hyde Park office unlawfully induced investors to pu-chase
HealthTech securities by, among other things, engaging in a
series of "beiler-room” sales practices, including making
material misrepresentations to their customers about the nature
and quality of HealthTach and its securities and about zhe
material tarms of HealthTech warrants. In addition, thase Meyers
Pollock registered representatives and others received illegal
secret compansation from LOMBARDO, IODICE, IRWIN SCHNEIDER,
ARNOLD SCHNEIDER, LAWRENCE SCHNEIDER and MICHAEL MOTSYKULASHVILI
for salass of HealthTech securities to their customers with the

knowledge and understanding that, in breach of those registerad
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repressntatives’ duties to those customers, the registered
representatives would hot disclose these payments to the
customers, the Indictment charges.

The Indictment also charges that in January and
February 1997, LOMBARDO, ICDICE and IRWIN SCHNEIDER attempted o
asscri increased contrel over the activities at the Meyers
Pollock New Hyde Park Office. LOMBARDO, IODICE and IRWIN
SCHNEIDER, with the backing of GANGI, LINO and MONTEVECCHI,
cnl?stcd JOMN CERASANI and DANNY GUMA to extort and threaten
JONATHAN LYONS and others at Meyers Pollock in ordar to maintain
their contrel over the brokerage.

It is also charged that the defendants, under the
direction of GANGI, LINO and MONTEVECCHI, later controlled
another Meyers Pellock branch located at 100 Wall Street in
Manhattan, whers they continuad to raise the narket prize of tha
securities of HealthTech for several months.

The effsct of the defendants’ actions on HealthTech's
securities is alleged %o hav; been significant. The Indictment
charges that on or about January 2, 1997, the day the dsfendants
started artificially supperting HealthTech's trading price and
volume, HealthTech's trading volume increased over 250% as
compared to tha prior day's trading. The closing price of
HealthTech common STOcK alsc incrsased 53% from the pricr day's
closing price. For the nmonth of Januiry 1897, 2,214,156 sharss
of HealthTech common stock were traded, as compared to only

642,845 shares for the month of Decembar 1996. Trading in tha
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common $tOCK at similar levels was sustained for several months.

The defendant's fraudulent actions caused ;he price anad
veiune of HealthTech warrants to increase dramatically during
February through Juna 1997, it was charged and duriné May and
June 1997, Meyers Pollock brokers were responsible for over 80%
of all retail customer purchases in HesalthTech warrants. On
November 17, 1597, The SEC suspended trading in HealthTech stock
and warrants due to guestions concerning the accuracy and
adaguacy of publicly disseminated information about the company.

In addition to the extortion of LYONS, the Indictment
charges two additional extortiens relating to the defendants'
efforts to control ancther brokerage, TAY Global Eguities, Inec.,
located in Tampa Florida. It is also alleged that as disputes
batwaeen HALL and certain of the daefendants arocse, HALL and other
HealthTech principals vere later extorted to maintain their
alliance with the other defendants.

The indictment alleges that EUGENE LOMBARDO, CLAUDIO
TODICE and IRWIN SCHNEIDER each recsivad, fres of charge, large
apounts of HealthTach securities issued at GORDON HALL's
direction for their participation in the scheme. LOMBARDO,
IODICE and IRWIN SCHNEIDER scld these sscurities during the
course of the scheme for a profit of cver §1.36 million.

1f convicted of the racketeering viclations, GANGI,
LINO, MONTEVEGCCHI, CERASANI, LOMBARDO, IODICE, SCHNEIDER, ROBE?T
SCHWICKRATH, and HALL, each face 2 maximum sentence of 40 years

in prison.
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The indictment also seeks forfeitures to the Unated
staces of numercus assats cof the defendants including
approximately $1.8 millien, representing the proceeds of tha
charged acts of racketeering, property, and numerous -bank
accounts belonging to the defendants.

Ms. WHITE praised the afforts of all of the law
enforcement agencies invelved, and particularly commanded the
afforcs of the F3I and NYPD task forcs that is principally

. rasponsibla fer investigating the eriminal activitias of the
Genovese Family.

Assistant United Statss Attorneys JAY HOLTMEIER,
DOUGLAS LANKLER and BRUCE OHR, and Special Assistant United
Seates Attorney JASON SABOT are in charge of the prosecution.

Thae charges contained in the indictment are meraly
accusations, and the dafendants are preasumed innccent unless and
until proven guilty.

The defsndants face the following maximum senzance if

convictad of all charges:

Nunbey Maximum Penalty
Qatsndant Charge of gcounts .
ROSARIO GANGI Racketeering 2 20 years
Conspiracy To 1 S years
Comnmit
Securities
Fraud
Securities 3 10 years
Fraud Under
Section 10(b)

Securities 2 5 years



FRANK LINO

ERNEST
MONTEVECCHI

JOHN CERASANI
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Fraud Under
Section 17(a)
Wite Fraud

Extertien

Racketeering

Conspiracy To
Commit
Securities
Fraud

Sacurities
Fraud Under
Section 10(b)
Securitias
Fraud Under
Section 17(a)
Wire Fraud

Extortion

Rackaeteering

Conspiracy To
Commit
Securities
Fraud

Securities
Fraud Under
Section 10(b)
Securities
Fraud Under
Section 17(a)
Wire Fraud

Extertion

Racketeering

Conspiracy Te
Commit

53 years

20 years

20 years

S years

10 years

S yaears

5 yeais

20 years

20 years

5 years

10 years

5 years

5 years

20 years

20 years

S years



EUGENE LOMBARDO

CLAUDIO IODICE
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" Securities

Fraud

Securities
Fraud Under
Section 10(b)

Securitiss
Fraud Under
Section 17{a)

Extortion

Rackataaring

Conspiracy To
Commit
Securities
Fraud

Securities
Fraud Undar
Section 10(W)

Securitias
Fraud Under
Section 17(a)
Wire Fraud
Extortion
Conspiracy To
Commit Bank
Fraud

Bank Frasud

Racketeering

Conspiracy T¢
Commit
Securities
Fraud

Sacuritias
Fraud Under
section 10(b)

Securities

L0 yelrs

5 years

20 years

20 ysars

5 ysars

10 years
5 years
% years
20 years

s years

30 years

20 years

5 years

10 years

§ years



IRWIN SCHNEIDER

ROBERT
SCHWICKRATH

GORDON HALL
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Fraud Under
Section 17(a)

Wire F:aqg.

Extortien

Racketaering

Conspiracy To
Commit
Secyrities
Fraud

Securities
Fraud Under
Secticn 10(b)
Securities
Fraud Under
Seetion 17(a)
Wire Fraud

Extortion
Racketaering
Extertion

Racketsering

Conspiracy To
Commit
Securities
Fraud

Securities
Fraud Under
Section 10(b)
Securities
Fraud Under
Section 17(a)

wire Fraud

10

3 yeaxs

20 _years

20 years

S years

10 years

S years

S years
20 years
20 years

20 years

20 years

5 years

10 years

5 years

5 years



JOE KIRKHAM

JONATHAN LYONS

ARNOLD SCHNEIDER

LAWRENCE SCHNEIDER
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- Conspiracy To

Commit
Securities
Fraud

Securities
Fraud Under
Saction 10(b)

Securitias
Praud Under
Section 17(a)

wire Fraud

Conspiracy To
Commit
Securities
Fraud

Securities
Fraud Under
Section 10(b)

Securitias
Fraud Under
Section 17(a)

Conspiracy To
Commit
Securities
Fraud

Securities
Fraud Under
Section 10(b)

Securities
Fraud Under
section 17(a)

Censpiracy To
Commit
Securities
Fraud

Securities

Fraud Under
Section 10(b)

11

S years

10 .years

S5 years

S years

S years

10 years

5 years

5 years

10 years

5 years

5 years

10 years



SAL TADDEC

MICHAEL
MOTSYRULASHVILI

THOMAS SCARPACI

PHIL DEFONTE

EDDIE NAGEL
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Securitias
Fraud Under
Section 17(a)

Conspiracy Te
Commit
Securities
Fraud

Securities
Fraud Under
Ssction 10(b}

Securitiss
Fraud Under
Saction 17({a)

Conspiracy To
Commit
Sacuritias
Fraud

Securitias
Fraud Under
Section 10(b)

Securities
Fraud Under
Saction 17(a)

Conspiracy Teo
Commit
Securities
fraud

Sscurities
Fraud Under
Section 10(b)

Securitiaes
fraud Undar
Section 17(a)

Conspiracy To
Commit
Securitios
Fraud

Conspiracy Te
Commit Bank

12

% years

3 years

10 years

$ years

S years

16 ysars

$ years

$ years

10 yaars

5 years

5 years

S years
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United States Attorney
Southern District of New York

FOR IMMEDIATE RELEASE  CONTACT: U.3. ATTORNEY'S OFFICE

APRIL 14, 2000 MARVIN SMILON, EERBERT HADAD
PURLIC INFORMATION OFFICE
(212) §37-2600

CELESTE XORLBVRLD
(212) 637+1044
JASCH SamoTr

{213) €37-2358

EBESS RELEASE
MARY JO WHITE, the United States Attorney for the

Southern District of New York, and LEWIS D. SCHILIRO, Assistant
Director in Charge of the New York Office of the FBI, announced
today the unsealing in Manhattan federal court of an Indictment
charging 13 defendants with congpiracy to commic securities
fraud, wire fraud, and commercial bribery in connection with a
scheme to bribe stock brokers working at two branch offices of
MZYERS POLLOCK AND ROBBINS, INC., a now-defunct brokerage firm.
The defendants indicted were MICHAEL PLOSHNICK, the
former president of MEYERS POLLOCKX AND ROBBINS, INC., along with
MEYERS POLLOCK AND ROBBINS, INC. itself and 11 stock brokers who
were employed at the firm -- KEITH NELSON, SCOTT SHAY, SAMEH
SHERABI, a/k/a "Sam," DANIEL MCGANN, VICTOR VEGA, EDWARD
CESPSDES, RICHARD P. SANTORQ, a/k/a "Rick,® JOSEPH DORTONA,
FRANCO DORTONA, CHARLES T. HEEKLER, a/k/a *Tom, " and JOHN NALICK.

1
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VEGA, CESPEDES, SHAY, SHERABL and NELSON surrendered
today. PLOSHNICK, SANTORO, JOSEPH DORTONA and FRANCO DORTONA are
expected to surrender Monday. HEEHLER and NALICK have yet to be
scheduled for surrander, and MCGANN nctified the Government that
he is hosgpitalized.

The Indictment alleges that in raturn for a bribe in the
Zorm of HealthTech warvants, PLOSHNICK agreed to allow the MEYVERS
POLLOCK AND ROBBINS firm, including NELSON, SHAY, SHERABI, MCGANN,
VEGA, CESPEDES, SANTORCO, JOSEPH DORTONA, FRANCO DORTONA, HEEHLER,
and NALICK to promote HealthTech securities to their customers.
These stock brokers, in turn, allegedly received secret cuh‘
payment§ to induce their customers to purchase HealthTech common
stock and later HealthTech warrants. The Indictment also alleges
that MEYERS POLLOCK AND ROB-BINS and PLOSHNICK charged excessive and
undisclosed mark-ups to MEYERS POLLOCK AND ROBEINS customers in
connection with the firm's sale of certain HealthTech warrants that
it received at no cost.

In connection with the broker-bribery scheme, PLOSHANICK,
MEYERS POLLOCK AND ROEBIﬁS. NELSON, SHAY, SHERABI, MCGA.'NN, VEGA,
CESPEDES, SANTORC, JOSEPH DORTONA, FRANCO DORTONA, HEEHLER, and
NALICK were all charged with one count of conspiracy to commit
securities fraud, wire fraud, and commercial bribery and various
substantive gecurities fraud counts. In connection with the
excessive and undisclosed mark-up schems, MEYERS POLLOCK AND
ROBBINS and PLOSHNICK were charged with one count of conspiracy to

commit securities frauwd and one count of substantive securities
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fraud.

The Indictment was based on earlier charges brought in
the Southern District of New York in November 1587 against 20
defandants, including high-level members and associates ¢f the
Genovese Organized Crime Family and the Bonanne Organized Crime
Family. several stock brokexrs, and two officers of HealthTech, a
small publicly held company in the physical fitness industry.
Thége defendants were charged with participating in a scheme to
unlawfully manipulate the market price of certain securities
including securities issued by HealthTech. Based on thesea charges, ‘
16 ¢? the defendants pled guilty to securities fraud and extortion
charges, and two defendants, Gordon Hall, cthe Chairman of
HealthTech, and Michael Motsykulashvili, a MEYERS POLLOCK AND
ROBBINS stock broker, were convicted of racketearing, securities
fraud, and wire Zraud viclations after a seven-weaeX trial.

The Indictment charges that in late 19%6, Hall hired
stock promoters including Irwin Schneider, a disbarred sscurities
attorney, and Eugene Llombardo, as associate of the Bonanno
QOrganized Crime Family, whe agreed to artificially increase the
_-market price of HealthTech gecurities. To accomplish this unlawful
price increasa, the Indictment charges that Lombardo and others
paid certain stock brokers working at MEYERS POLLOCK ANC ROBEINS to
sell shares of HealthTech securities in retuzn for bribes, in
brgach of the stock brokers' fiduciary duties to their customers,

- Among the gtock brokers who received these bribes were NELSON,
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SHAY, SHERABI, MCGANN, VEGA, CESPEDES, SANTORC, JOSEPH DORTONA,
FRANCO DORTONA, HEEHLER, and NALICK who worked at a MEYERS POLLOCK
AND ROBBINS branch office in New Hyde Park, Long Island, New York,
and s0l1d HealthTech stock to their unsuspecting customers.

The Indictment alleges that as a result of the scheme,
the price and trading volume of HealthTech stock zrose dramatically
in January 1%57. On or about January 2, 13997, the day the stock
brokers began recommending HealthTech stock to their customers,
HealthTech's trading velume increased over 25C% &s compared to the
prior day's trading. The closing price of HealthTech stéck also
increased 53% form the prior day's closing price. For the menth of
January 1897, 2,314,156 shares of HealthTech common sTock were
traded, as Eampared to only 642,845 shares for the month of
Secember 1596. Trading in the common stock at similaxr levels was
sustained for several months.

The Indictment further alleges that in February 1597, due
to certain disputes at the MEYERS POLLOCK AND ROBBINS branch office
with its owner Jonathan Lyons, Irwin Schneider entere§ into an
iliegal agresment withh PLOSHNICK, the president of MEYERS POLLOCK
AND ROBBINS, whereby Irwin Schneider agreed to provide PLOSHNICK
with undisclosed compensation in the form cf 200,000 HealthTech
warrants for a nominal amount, PLOSHNICK and Irwin Schneider
discussed ways of concealing PLOSHNICK's receipt of the 200,000
warrante by: (a) falsely characterizing PLOSHNICK as a so-called

"financial advisor® to HealthTech, and falsely claiming that the
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200,000 HealthTech warrants were payment for services rendered to
HealthTech, and {b) putting the warrants in the name of PLOSHNICK's
children as nominees.

The Indictment further alleges that in April 18987,
PLOSXENICK arranged for the stock brokers to comtinue their bribery
scheme at another MEYERS POLLOCK AND ROBBINS branch office logated
at 100 Wall Street in Maphattan. In furtherance of the schems,
PLOSHNICK received 500,000 HealthTech warrants at no cost from
HealthTech, of which 200,000 were sold to MEYERS POLLOCK AND
ROBEINS customsrs and the proceeds retained by MEVERS POLLCCK and
PLOSHNICK, and 400,000 were sold to MEYERS POLLOCK AND ROBBINS
customers and the proceeds used te pay bribes to stock brokers at
the new MEYERS POLLOCK AND ROBBINS branch office, including NELSON,
SHAY, SHERABI, MCGANN, VEGA, and CESPEDES,

The Indictment charges that as a result of the bribery
gcheme, the <rading price_;md volume for HealthTech warrants rose
significantly from April 13$7 through June 15%7. The Indictment
charges that the price of the HealthTech warrants during April 1937
rose from approximately $.25 cents tc §.625 centg. Moreover, in
April 1997, MEYERS POLLOCK AND ROBBINS stock brokers were
responsible for almost 70% of all retail customer purchases in
HealthTech warrzants, and during the menths bof May and June 1997,
the figure reached to over 0%,

The Indictment alieges that PLOSHNICK entered into an

5
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afrer-the-fact bogus consulting agreement with HealthTech to cover
the illegal transfer of 600,000 HealthTech warrants. The
Indictment 2also charges that the consulting agreement falgely
provided that MBYERS POLLOCK AND ROBBINS would provide various
services to HealthTech when in fact, none of the services were
provided or intended =0 be provided by PLOBHNICK, MEYER POLLOCK AND
ROBBINS, or any MEYERS POLLOCK AND ROBBING branch office.

The Indictment also alleges that after grand jury
subpoenas were issued in Octcber 1957 in connection with the
investigation, PLOSHNICK and MEYERS POLLOCK AND ROBBINS attemp:ed‘
to cover up their fraud by causing a letter to be sent to cugtomers
of MEYERS POLLOCK AND ROBBINS advising them that "falt the time
{they] purchased [HealthTech] shares or warrants Meyers Polilock
Rebbins, Inc. may have entered into an investment banking
relationship with the company, in addition to being a market marker
in the common stock and warrants."” The Indictment charges that
this belated letter failed to disclose -that the purported
*consulting agreement" betwsen MEYERS POLLOCK AND RCBBINS and
HealthTech was fictitious.

The defendants face the following maximum sentences if

convicted on all charges:

MICHABL PLOSHNICK Conspiracy 2 5 years
to commit
Sacurities
Fraud
Securities Fraud 2 10 years

6



KEITH NZLSON

SCCTT SHRY

SAMER SHERABI

DANTZL MCGANN

VICTOR VEGA

EDWARD CESPEDES

RICHARD 2. SANTCRO
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Conspiracy
to commit
Securities
Fraud

Securitcies Fraud

Conspiracy
to commit

Securities
Fraud

Securities Fraud
Conspiracy

to commit
Securities

Fraud

Securities Fraud

Conspiracy
to commit

Securities
Fraud

Securities Fraud

Ceonspiracy
to commiz
Securities
Fraud

Securities Fraud
Conspiracy

to commit
Securities

Fraud

Securities Fraud
Conspiracy

to commit
Securities

Fraud

Securities Fraud

7

7]

Lol

$e

5 years

10 years

5 years

10 years
5 years

10 years

$ years

10 years

$§ years

10 years

5 years

10 years

S years

10 ye=ars
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JOSEPH DORTONA Conspiracy
to commit
Securities
Fraud

Securities

FRANCO DORTONA Conspiracy
to commit
Securities
Fraud

Securities

CHARLES T. XEEHLER Conspiracy
to commit
Secuzrities
Fraud

Securities

JOEN NALICK Conspiracy
to commit
Securities
Fraud

Securities

MEYERS POLLOCK Conspiracy

ROSBBINS, Inc. to commit
Securities
Fraud

Securities

Fraud

Fraud

Fraud

Fraud

Fraud

-

5 years

10 years

5 years

10 yeazs

5 years

10 years

5 yeazrs

10 years

{27227)

$2,500,000
Fine

In comnection with the November 1997 Indictment,

defendants Hall and Motsykulashvili were convicted after trial in

May 19989. The 16 defendants who have pled guilty entered their

guilty pleas during 1955. These defendants are as follows:

-- GORDON HALL, former chairman

of HealthTech, was
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convicted after trial of 12 counts of racketeering, securities
fraucd, and wire fraud., Hall was sentenced to seven years and three
moriths in prison, ordered to pay approximately $3.8 million in
resgtitution, and barred from working in the securities industry.
_Ee is incarcerated.

~« MICHAEL MOTSYKULASHVILI, a/k/a "Mike," a/k/a "Mike
the Russian,”" was convicted of the same charges as Hall.
MO':SY!;!HASHV:LI is awaiting sentencing and faces a maximum of 20
years in prison.

-- ROSARIO GANGI, a/k/a "Ressi," a/k/a "Rose," a Capo in
the Genovese Organized Crime Family, pled guilty to conspiring o
manipulate the price of HealthTech International, Inec. and to
participating in four conspiracies to commit extortion that grew
cut of and were related te the scheme to manipulate the price of
certain securities. GANGI was santenced to eight years and one
menth in prison and ordered to pay $150,000 in restitution and is
incarcerated. _

-~ FRANK LINO, &/k/a "Curly,” allegedly a Cape in the
3onannc Organized Crime Family, pled guilty to participating in the
conspiracy to manipulate the price of HealthTech securities and te
ane related extortion conspiracy. LINC was sentenced to four years
and nine months in prison and ordered to pay §$120,000 in
regtitucion and is incarcerated.

- ERNEST MONTEVECCHY, a/fk/a ¥“Butch,” allegedly a
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soldier in the Genocvese Organized Crime Family, pled guilty to
participating 3in the conspiracy to manipulate the price of
Heal:zhTech securities ané to two related extortion conspiracies.
MCNTEVECCHI was sentenced to five years and three months in prison
and ordered to pay $125,000 in restitution and is incarcerated.

-- JOHN CERASANI, a/k/a "Boobie," allegedly a soldier in
the Bonanno Organized Crima Family, pled guilty te participating in
a conspiracy to extort the owner and employees of the New Hyde Park
branch of the brokerage firm of Meyers Pollock. CERASANI was
sentenced to four years and nine months in prison and ordered to
pay a $6,000 fine and is incarcerated.

-- EUGENE LOMBARDO, a/k/a "Gene," allegedly an associate
of the Eonanro Organized Crime Family, pled guilty to the same
charges as GANGI and was sentenced to eight years in prison and
cordered to pay $200,000 in restitution and is incarceraced.

-- IRWIN SCHNEIDER, one of the stock promoters, pled
guilty pursuant to a cooperation agreement with the Government to
conspiracy to violate the 'RICO statute. He testified for the
Governmment at txial. He faces a maximum sentence of 20 years'
imprisonment under the statute.

-- ROBERT SCHWICKRATH, a/k/a "Bobby," pled guilty to
parsicipating inm two extortion conspiracies related to the
defendants' efforts to control another brokerage f£irm, TAJ Glebal

Equities, 1Inc. In addition, SCHWICKRATH pled guilty to

10
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participating in an unrelated congpiracy to manipulate the price of
securities. SCHWICKRATH was sentenced to three years and 10 months
in prison and ordered to pay $82,000 in restitution and is
incarcerated. )
-+ ARNOLD SCHNEIDER and LAWRENCE SCHNEIDER, brokers who.

along with MOTSYKULASHVILI, were in charge of the Meyers Pollock
offices where the securities were sold, pled guilty to
participating in a conspiracy to commit securities fraud and were
each s.en:enced TO twO Years and three months in prison and ordered

to pay 5150,000 each in restiturion and are both incarcerated.

-= PHIL DEFONTE, SAL TADDEO and THOMAS SCARPACI also

pled guilty to conspiracy to commit securities fraud and were

sentenced as follows: DEFONTE was sentenced to cne vear and nine -
nonths in prison and ordered to pay $20,000 in restitution, TADDEO
was seatenced to a year and sex months in prigon and ordexred to pay
$10,000 in rescitution, and SCARPACI was sentenced to two years in
_prison and fined $10,000. DEFONTE, TADDEO, and SCARPACI are
incarcerated.

«s JONATHAN LYONS, a broker who ran the New Hyde Park

cf:ica ©of MEYERS POLLOCK AND ROBBINS in late 1996 and early 1997,
"pled guilty to conspiracy o commit securicies fraud and faces a
maximum sentence of 5 years' imprisonment under the statute, and is

awaiting sentencing.

- JOSEPH KIRKHAM, Sformerly the Vice President of

11
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HealthTech in charge of its medical operations, pled guilty to
misprision of a felony and was gentenced to cne year of probation,
with six months of home confinement, and ordered to pay $10,000 in
restitution.

-- JOSEPH ZIMBARDO pled guilty to ccenspiracy to commit
extortion and was sentenced to three years and 10 months in prison
and is incarcerated.

. -~ DANIEL GUMA pled guilty to extortion and was
sentenced to two years and thres months in prisen and is
incarcerated. »

Two other defendants, CLAUDIO ICDICE and EDMOND NAGEL,
are awaiting trial.

Ms. WHITE praigsed the efforts of all of the law
enforcement agencies involved,A and particularly commended the
efforts of the FBI and NYPFD ctask force that is principally
regponsible for investigating the criminal activities of the
Genovese Family. Ms. WHITE alsc thankad the ‘Criminal Prosecution
Assistance Group of NASD Regulation, Inc., and the United States
Securizies and Exchange Commission Zor their assistance.

Assistant United States Attorney CELESTE XOELEVELD and
Special Assistant United States Attorney JASON SABOT are in charge
of the vprosecu:ion.

00-65 #4#

12
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PRESS RELEASE

89 DEFENDANTS INDICTED IN
STOCK FRAUD SCHEMES THAT NETTED OVER
100 MILLION DOLLARS

ZACHARY W. CARTER, United States Attarney for the Eastern District of New
York, LEWIS D, SCHILIRO, Assistant Director-in-Charge of the Federal of I igani

in New York, LEE R. HEATH, New York Postal Inspector in Charge, RICK A SCHNIIDT,

Chict, Intermal Revenus Service, Criminal Investigation Division (Brooklyn), CARMEN J.

LAWRENCE, Regional Dii Northeast Regional Office of the Securities and Exchange

Commission and MARY L. SCHAPIRO, President of NASD Reguiation, Inc,, today d
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three indictments of 89 defendants for participation in stock fraud schemes that defrauded thousands
- of public investors of over 100 million dollars. The crimes alleged in the three indictments involve
nine corrupt brokerage firms and twenty “microcap” stocks that were sold from boiler rooms through
various illegal means, These cases are the resuit of multi-year, joint investigations conducted by the
United States Attorney’s Office, the FBI, the Postal Inspection Service, the IRS, the SEC, the NASD,
.the New York State Police and the New Jersey Attorney. General’s Office.

I UNITED STAYES V. CATOGGIO, ET AL.

The indictment in United States v, Catoggio, et al,, 98 CR 11298 (RID), charges 55

defendants with a massive stock fraud scheme that extended over an eight year period, involved four

separate brokerage h and resuited in the manipulation of the stocks and/or warrants of over 17
companies. The defendants are charged with securities fraud conspiracies, mail and wire fraud
conspiracies, money laundering, obstruction of justice, and two RICO charges.

The scheme was led by defendants ROBERT CATOGGIO and ROY AGELOFF, who
controlied four brokerage firms used to cary out the scheme: (1) Banover, Sterling & Co., Ltd.
(“Hanover”), (2) Norfolk Securities Corp. (“Norfolk”), (3) PCM Securities, Limited, L.P. ("PCM"),
which changed its name in January 1998 to Royal Paim Investments, Ltd. ("Royal Palm’™), and (4)
Capital Planning Associates, Inc. (‘CPAI"). 52 defendants worked at these brokerage firms as
brokers, traders and operating personnel. Defendant DONALD MESSINGER was a stock promoter.

The defendants are charged with utilizing various means to manipulate the market
price of the securities of 17 companies that traded their securities on the OTC Bulletin Board and the
Nasdaq small cap stock market, and engaged in other deceptive sales practices with respect to publie

investors. The names of the companies whose securities were the subject of manjpulation are listed
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in the indictment in paragraph 7.

As alleged in the indi , the defendants’ frauds with respect to each of the 17
companies and the public followed a similar pattern: defendants ROBERT CATOGGIO and ROY
AGELOFF, togethn with others, arranged to acquire control over large blocks of securities (referred
to as "House Stocks") of various small and start-up companies, as well as companies that did no

business at all. CATOGGIO and AGELOFF frequently acquired the House Stocks for litue

ideration. On certai ions, CATOGGIO and AGELOFF acquired House Stocks cheaply

by paying kickbacks to principals of the House Stock issuers; on other occasions, the House Stock
wag obtained even cheaper, by stealing the stock from the issuer, ' )

As charged in the indictment, CATOGGIO and AGELOFY, having acquired the
House Stocks, then created artificial market demand for them throuéh a variety of techniques, None
of these techniques was disclosed. to investors at the time of their purchase of the House Stocks or
thereafter because disclosure would reveal the undesirability of the House Stocks and would thus
result in the unraveling of the scheme.

One technique that CATOGGIO and AGELOFF used to create demand and to
defraud consumers was to pay excessive undisclosed commissions to brokers at the brokerage firms
that they controlied, inciuding Hanover, Norfolk, PCM and CPAI, based on the amount of the
particular House Stock a broker sold to an investor. These commissions, which could be 20-30%
of the price of the House Stock, encouraged brokers to tout aggressively the House Stock to the
public. Such commissions were not paid to brokers when selling non-House Stock to investors or
when buying House Stock from consumers. Instead of disclosing these kickbacks to the public,
which would discourage investors from purchasing the stock at the antificially inflated purchase price,
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the brokers routinely informed their customers that 2 nominal or no commission would be charged.

Anoth hnique the defend: are charged with employing at the brokerage firms

in order to create artificial market demand and defraud investors was to augment the ranks of

registered brokers with unregistered brokers and cold callers, who routinely falsely repr d to
investors that they were registered brokers and solicited purchases of House Stock. Brokers who had
_ been barred by the National Association of Securities Dealers from participating in the securities
business, and brokers who were not registered at the brokérage firmsdusto cusxom& complaints and
dis;:iplinary histories, used the names of registered brokers at the brokerage firms in dealing with the
public. Further, although CATOGGIQ was barred by the SEC from the securities business in '
September 1995, he continued to engage in the securities business and used front men to run the
brokerage firms.

The defendants also are charged with employing igh-pressure, false, and misleading
sales pitches and scripts to convince investors to purchase House Stock. Brokers 2ssured investors
that the price of the House Stocks would rise quickly and made exalted claims about the companies’
business prospects, although the companies routinely did little or no business.

Finally, the defendants are charged with recommending a better-known and more
established non-House Stock 1o potential new customers to lure them to open an account at one of
the brokerage firms. Once a customer opened an account and purchased the non-House Stock, the
broker switched the customer into a House Stock, routinely using a false and misleading sales pitch
designed to make the consumer believe that the House Stock was 8 better investment than the non-
House Stock, and without disclosing the broker’s personai financial interest in the sale of House

Stock.
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When the price of the House Stock rose as a result of these techniques, CATOGGIO

and AGELOFF, and other members of the scheme who had the stock, sold it from their nominee

accounts to the brokerage firms’ satasub ial profit. The brokerage firms also pocketed
apercentage of the proceeds of these House Stock sales to consumers. The defendants obtained tens
of millions of dollars in profits through this scheme.

The price of the House Stocks was artificially maintained by a variety of means
deﬁ;t:ed to insulate the House Stocks from the adverse pressure of a lack of m.nrk'et demand, which

would cause the stock price to coll and the sch to bed d. These techni inctuded

P q

() using high-pressure tactics and false and misleading statements to persuade customers not to se'll‘
House Stocks; (b) failing to take and execute customer orders to sell House Stocks; and (c) executing
a sale of a House Stock only if it could be "crossed” with a pureWc of the same stock by another
customer. Each of the brokerage firms enforced a secret crossing policy with respect to the House
Stocks.

CATOGGIO and AGELOFF and other members of the scheme are charged with
laundering millions of dollars of proceeds of securities, mail and wire fraud through domestic and
offshore accounts. One of the techniques they used to obtain access in the United States to the
money generated from their illegal scheme was to wire the proceeds to casinos in Nevada, where the
money was then withdrawn as cash.

) Part of the case involved an undercover operation run by the FBI and the Eastern
District of New York U.S. Attorney’s Office in the winter of 1996. CATOGGIO and DIBELLA
arranged for an FBI undercover ~gent, posing as the manager of a money raarket firm, to purchase

$2.5 million of First Colonial Ventures, Ltd. stock by purported customers of the money management
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firm at a price that the defendants would artificially inflate by market manipulation. CATOGGIO and
DIBELLA agreed to pay undisclosed kickbacks totaling 25% of the purchase price of the First
Colonial stock to the undercover agent in order to induce him to purchase the stock and to hold it
in the accoums of his purported customers to svoid sales that would depress the artificiaily inflated
market value. -

On February 20, 1996, CATOGGIO met with the undercover agent to persuade him
to purchase the inflated shares of First Colonial in exchange for the kickback. In a recorded
cor}ve:sation, CATOGGIO explained that so long as the mduccve; agent and his customers did not
seek to sell the stock, for which there was no market, the undercover agent would make his money '
up front and be able to move on to the next stock fraud, as CATOGGIO had done when he was at
Hanover. As charged in the indictment, CATOGGIO explained:

Once you buy it, you own it, you know. You make your money and

you move on to the next one. You just hold it. Your clients don’t

- lose the money, but it don’t go to the, it's not gonna, it's not like

you'll be able to sell it to the street. . . .

We took eight deals out at Hanover, [ never read. one of the

prospectuses. . . . I mean the reality of it is, without pulling cach

other’s chain, you're doing this to make money. You're not doing

this because it’s gonna be the next IBBM.

CATOGGIO and DIBELLA were charged in 1997 with the fraud involving First
Colonial 2nd have pled guilty to this scheme, which forms part of the current RICO charges.

) ﬂﬁlinvuﬁgaﬁcnhadrudyrmﬂtedinmgumyglmoﬁsmdiﬁmﬂa One such
defendant, THOMAS BOCCIERI, Esq,, was 2 staff attorney with the New York branch of the
Securities and Exchange Commission in the 1970s. On June 7, 1999, he pled guilty in this district
10 mail fraud, BOCCIERI had been retained to represent Communication Corporation of America
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(“CCAK”). Inthe winter of 1997, CCAK engaged in a private placement offering of its stock, which
was intended to generate start-up capital. The offering occurred on January 9, 1997 and was for
1,250,000 shares of CCAK stock at $.40/share. In May 1997, BOCCIERI, knowing that he was
unauthorized t? do so, caused CCAK's transfer agent to issue 42,500 shares of CCAK stock, which
was then trading at $4, to be issued to himself. CCAK discovered the fraud and obtained the stolen
shares back from BOCCIERL

On June & and 9, 1999, BARRY MIELE and MARCELO QUINTERO, who both
w.orked at CPAI, as well as DOMINICK FRONCILLO and ALAN KOOP, pied guilty to sem;xiﬁa
fraud conspiracy relating to Transun International Airways, Inc. ("TSUN"_). Boccieri had bee:;
retained to represent TSUN in connection with a private placement of stock worth $900,000 in
December 1997. MIELE, QUINTERO, FRONCILLO and KOOP defrauded TSUN by sending it
forged promissory notes as security for issuance of stock in the TSUN private placement. Asaresult,

of'the $900,000 that it expected to raise in the private pl TSUN received only $150,000 from

the offering, far less than it needed to begin operations. As the défendants admitted in their pleas,
the TSUN stock which they obtained was then artificially manipulated and sold to the public at
inflated prices. MIELE also pled guilty to manipulating the stock of CCAK in a separate conspiracy
charge to which he pled guilty. These five defendants each face 5 years imprisonment, 3 years of
supervised release, 2 $250,000 fine and an order of restitution on each conspiracy count. As part of
their pleas, the defendants are already obliged to pay more than half 2 million dollars in restitution as
part of their sentence.

The charges in the cucrent indictment carry the following maximum sentences: as to

each RICO count, 20 years imprisonment, 3 years of supervised relcase, a $250,000 fine (or twice
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the gross gain or loss) and an order of restitution; as to each money laundering count, 20 years
imprisonment, 3 years of supervised release, a $250,000 fine (or twice the gross gain or loss) and an
order of restitution; and as to each conspiracy to commit securities, mail and wire fraud count: 5 years
imprisonment, 3 years of supervised release, a $250,000 fine (or twice the gross gain or loss) and an
order of restitution.!

The case is being prosecuted by Assistant United States Attorneys Andrew Weissmann
and Jonathan Mothner.

2. ‘ UNITED STATES V. DIQNISIO. ET AL,

The indictment in United States v. Dionisio, et al, charges 23 defendants with
participating in a large-scale stock fraud and money laundering scheme that was controlled and
directed by a confederation of traditional organized crime and Russian Organized Crime. This
scheme generated more than ten million dollars inillegal proceeds by defrauding hundreds of innocent
victims who, through false and misleading, high-pressure sales pitches, were induced by the
defendants to invest in worthless stock.

The scheme was led by defendants DOMINICK DIONISIO and ENRICO LOCASIO,
associates of the Colombo Organized Crime family, who placed and supervised crews of" registered
and unregistered brokers and unlicensed cold cailers in boiler rooms located in the branch offices of
the following brokerage firms located in the New York area: Global Strategies Group, Inc.
(“Global™); Amerivet Dymally Securities (“Amerivet”); I.S. Securities, later renamed First National

Equity Corporation (together, “First National”); and Three Arrows Capital Corporation (“Three

1

The charges contained in each of the indictments announced tc;day are merely
accusations, and the defendants are presumed innocent unless and until proven guilty.
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Arrows™). Defendant YAKOV SLAVIN, an associate of the Bor Russian Organized Crime Group,
joined with DIONISIO and LOCASIO in placing and supervising crews of registered and
unregistered brokers and cold callers in boiler rooms at branch offices of Global, Amenivet and First
National.

The defendants are éharged with controlling and manipulating the tnarket price of
three stocks: Legends Sports, Inc.; Oriando Supercard, Inc; and City Services, Inc. The conspirators
gained secret control of substantially all of the freely tradeable shares of these co&xpanies. Various
means were then used to manipulate the price of and create an artificial demand for the stocks. In
the boiler rooms, defendant brokers and ¢old callers posing as registered brokers sold stock to the
public by making false and misleading statements concemning, among other things, the nature and
prospect of the companies’ stock and the true compensation paid to the brokers. These brokers wers
given substantial cash payoffs to sell the worthless stock.

Throughthese activities, the boiler rooms generated miltions of dollars ofillegal profits
which, utilizing nominee accounts, the deferdants and other co-conspirators disbursed through cash
payments designed to conceal and hide the nature, location, source, ownership and control of the
funds. As a result of these frandulent schemes, the investing public suffered more than $10 million
in losses.

Besides DIONISIO, LOCASCIO and SLAVIN, the defendants include registered
brokers BRIAN DUFFY, GERARD BRUZZESE, CHARLES DIMAGGIO, SIMUEL
STEVE:NSON and MICHAEL HOUSTON who not only sold stock through fraudulent means but
received extra cash payments for allowing unregistered brokers and unlicensed cold callers to use

their names to falsely identify themselves to unwitting investors as a properly registered broker.
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Defendants JACK BASILE, CHRISTOPHER WOLF, RUSLAN DZHIKIYA, ALEX LEVIN and
DENIS YUROFSKY supervised the operation of the various boiler rooms, while the defendants
CHRISTOPHER MORMANDO, FRANK RAGUSA, JOSEPH LANNI, JOHN PUGLIESE,
ANTHONY TOLENDINI, MICHAEL CERRATO,; ALEXANDER MUCHNIK and MYRONLNU
participated in the sale of the stocks falsely identifying themselves as registered brokers. The
defendant JOHIN MANION was a stock promoter.

The defendants are charged in a six count indictment with conspiracy to’ commit
securities, mail and wire fraud (Count One), sub;tantive securities fraud (Counts Two through Four), )
conspiracy to commit money laundering (Count Five), and conspiracy to engage in unlawful monetary
transactions (Count Six). The charges in the indictment carry the following maximum penalties: as
to the conspiracy to commit securities, mail and wire fraud count, s‘.ym imprisonment, 3 years of
supervised release, a $250,000 fine (or twice the gross gain or loss) and an order of restitution; as to
each securities fraud count, 10 years imprisonment, 3 years of supervised release, a $1,000,000 fine

(or twice the gross gain or loss) and an order of restitution; and as to the money laundering

conspiracy and unlawful mq 'y ir y counts, 20 years imprisonment, 3 years of

¥

supervised release, a $250,000 fine (or twice the gross gain or loss) and an order of restitution. The

defendants also face criminal forfeiture of approximately $10 million in real or personal property

traceable to the proceeds of the fraudulent sch

The case s being prosecuted by Assistant U.S. Attorneys Patricia E. Notopoulos and
Jonathan S. Sack. Assistant U.S. Attorney Susan L. Riley is handling the criminal forfeiture

allegation.
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3 UNITED STATES V. WOLF, ET AL,

The indictment in United States v_WolFf. st al,, 99 CR 139(S-1)(NG), charges 11
defendants with having participated in 2 scheme to manipulate the price of the common stock of
Auxer Industries, Inc. (“Auxer’). Through the scheme, the defendants sold the public approximately
8 million dollnrs) of virtually worthless stock.

During the period of the scheme, from approximately April 1995 to December 1995,
Auxer, claimed to be developing and marketing a new additive to motor oil, Fx;rmula. 2000, that
imbroved the operation of automobile engines. Auxer stock traded on the Over-the-Counter Bulletin
Board market.

Theindictment charges that, in furtherance of the fraudulent scheme, CHRISTOPHER
WOLF and co-conspirators secretly gained control of large blo;:ks of the stock of Auxer, a
Ridgewood, New Jersey-based company, This control enabled WOLF and co-conspirators to
exercise substantial control over the stock price. Having secured this control, WOLF and his co-
conspirators then artificially inflated demand for the stock by inducing brokers -- by means of secret
payoffs -- to recommend and sell Auxer stock to the public. Ounce the price of the stock was
artificially raised and maintained, WOLF and co-conspirators sold the stock they secretly controlled,
generating millions of dollars in secret profits which were then disbursed and concealed through
@sfets among numerous bank accounts, including accounts in the name of off-shore shell
companies. When the participants in the scheme had sold most of their shares, they ceased paying
broketi to recommend the stock to investors, and the price of Auxer stack dropped sharply, causing
unwitting investors to lose more than $8 million.

According to the indictment, WOLF carried out the scheme by recruiting a group of
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brokers and cold callers to staff a brokerage office at 63 Wall Street, New York, New York, which
originaily operated under the name J.S. Securities, Inc. (“JS”) and a short time later was renamed
Vision Investment Group, Inc. (“Vision™). Among the individuals recruited to hype Auxer stock to
the public at I'S and Vision were the defendants WILLIAM BATTISTA, a/k/a “Billy Bats,” JAIRO
BAQUERO, C'HANCE MIGLINO, JOSEPH DEMARCO, ADAM EMMINO, PETER
LOMBARDO, VINCENT LOCOMBO, MICHAEL CORULLA and ROBERT HINES.
DEMARCO, BAQUERO, and CORULLA were registered brokers at JS and Vxﬁon; HINES was
a registered broker at Vision. BATTISTA, MIGLINO, EMMINO, LOMBARDO and LOCOMBO
were not registered brokers at either of the firms, though they recommended and sold stock to the
public anyway, in violation of federal securities laws and regulations. The defe;ldam MARY BAUM

furthered the scheme by assisting WOLF and the other defendants complete the y paperwork

y

to execute fraudulent purchases of Auxer stock.

The indictment charges that, at JS and Vision, WOLF and thc other defendants
pumped up the price of Auxer stock by providing investors with faise and misleading information
about Auxer’s business activities and financial condition. This information was contained in scripts,
or “pitch sheets,” used by the defendants when pitching Auxer stock to the public. In addition to
convincing investors to buy Auxer stock on the basis of false information, WOLF and other co-
conspirators executed many purchases without any authorization from the investors. WOLF and his
co-conspirators also directed that certain stocks be sold without ever obtaining prior approval from
the customers.

The indictment further charges that JS and Vision hired as brokers and cold callers

many individuals who were not licensed to sell stock or were not registered with the NASD to sell
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stock at JS or Vision, Because they could not lawfully recommend or sell stock to the public, they
used names other than their own so as to identify themseives falsely as registered brokers of JS or
Vision when speaking with the public.
The defendants are charged in a three count indictment with conspiracy to comsmit
securities fraud ’(Count One), substantive securities fraud (Count Two), and conspiracy to commit
money laundering {Count Three). The charges in the current indictment carry the following

maximum penalties: as to the ¢

: piracy to it securities fraud count, § yur§ imprisonment, 3
years of supervised release, a $250,000 fine. (or twice the gross gain or loss) and an order of
restitution; as to the securities fraud count, 10 years imprisonment, 3 years of supervised release, nA
$1,000,000 fine (or twice the gross gain or loss) and an order of restitution; and as to the money
laundering conspiracy count, 20 years imprisonment, 3 years of supervised release, a $250,000 fine
(or twice the gross gain or loss) and an order of restitution. The defendants also face criminal
forfeiture of millions of dollars in real or personal property traceable to the proceeds of the fraudulent
schemes. '

The case is being prosecuted by Assistant U.S. Attorneys Jonathan S. Sack and
Patricia E. Notopoulos. Assistant U.S. Attorney Susan L. Riley is handling the criminal forferture
allegation.

= - - -

Incommenting on thaindictments, United States Attorney ZACHARY W. CARTER

sxa:ed:.
These cases are striking both because of the breadth of the

schemes - involving at least 100 corrupt brokers selling worthiess
stocks from more than a dozen boiler rooms - and the widespread
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impact of the fraud. Thousands of investors throughout the United
States lost more than $100 million b of the defendants’
fraudulent practices.

Inaddition, these cases demonstrate Organized Crime’s efforts
to infiltrate our securities markets. Aslaw enforcement has begun to
shut off many of the more traditional areas of criminality from
»xploitation by Organized Crime, both Italian and Russian crime
families have begun to look at the securities markets asa new “‘growth
industry” for their illegal enterprises. These prosecutions should send
the strong and clear message that we will be particulasly vigilant to
ensure that our nation’s securities markets remain free of Organized
Crime's pernicious influence.

MR. CARTER thanked the New York State Police and the New Jersey Attorney
General’s Office for their assistance in these investigations. 7

CARMEN J, LAWRENCE, Regional Director, Nertheast Regional Office of the
Securities and Exchange Commission stated:

We commend the United States Attomney’s Office for the Eastern
District of New York and the other law enforcement agencies for the
important criminal actions announced today. These actions, along
with the related civil actions that the SEC is bringing today and has
brought previously, are another example of effective coordination and
cooperation among the various agencies. These cases reflect the
commitment of law enforcement and regulatory authorities to
maintaining the integrity of the nation’s securities markets and to
combat fraud in the microcap market.

MARY L. SCHAPIRO, President of NASD Regulation, Inc., stated:

Today’s action by United States Attormey Zachary Carter
demonstrates a joint commitment to rid the securities markets of
manipulative and fraudulent conduct. The indictmeats of these 89
defendants will in the end make the markets safer by sending a clear
message to those who would victimize investors that they will be
brought to justice. We will inue to work closely with law
enforcement agencies to preserve the integrity of our markets and
keep them worthy of investors’ trust and confidence.

The defendants will be arraigned today at the United States Courthouse in Brooklyn
by Magistrate Judge Steven M. Gold.
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UNITED STATES V. CATOGGIOQ, ET AL, 98 CR 1129 (S-1) RID)

(2 e AR R L)

ROY AGELOFF 9719459 5224 PRINCETON WAY
BOCA RATON, FL
ROBERT CATGGGIO 9/2/58 INCARCERATED
STEPHEN AGNESE 8an 284 ELLSWORTH AVENUE
. - STATEN ISLAND, NY
ARTHUR ANDREW ALONZO 5/22/65 760 GLOUCHESTER STREET
- BOCA RATON, FL
JOHN ASARO /7164 106 SECOND COURT
4 STATEN ISLAND, NY
RANDAL ASHENFARB 314158 65 UNCAS AVENUE
STATEN ISLAND, NY
ROCCO M. BASILE 221168 1433 73rd STREET
BROOKLYN, NY
WILLIAM J. BATTISTA snom2 2040 86th STREET
BROOKYLN, NY
9907 4th AVENUE
BROOKLYN, NY
MICHAEL A. BENGEN . 11/13/67 506 COVINGTON AVENUE,
APT 2N3, BROOKLYN, NY
JOHN BESARANY 224168 23 SUNRISE WAY
TOWACO, NI
FABIO BORGOGNONE 469 6019 21st AVENUE
BROOKLYN, NY'
208 OLD INDIAN ROAD
MILTON, NY
NICHOLAS BOSCO 7120169 16 TWIN LAKES DRIVE
COLT NECK, Ni




NEIL H. BRAUNER

12171

15 2 SIS,
9087 RUTLEDGE AVENUE
BOCA RATON, FL

NICHOLAS A BRIGANTE

10/16/66

1951.A W. 9th ST, BKLYN.

BRENT CALDERONE LONGO 5/13/73 83 GREENPORT STREET
STATEN ISLAND, NY
RONALD J. CATOGGIO 5/17/53 17847 HEATHER RIDGE LANE

BOCA RATON, FL _

9691 ARBOR QAKS COURT
BOQCARATON, FL

ANTHONY CAVICCHIO 1217/70 824 EDGEGROVE AVENUE
STAYTEN ISLAND, NY

JOHN §. CLAUDINO 8/29/71 1960 BAY RIDGE AVENUE
BROOKLYN, NY
15 SLOAN PLACE
BROOKLYN, NY

DAMON GERARD COHEN 3/21/68 70 HUDSON STREET
HOBOKEN, NJ

WILLIAM E. COSIDENTE, JR. 746/64 491 WINCHESTER AVENUE
STATEN ISLAND, NY

RONALD C. CROPPER, JR. ~ 1/24/63 115 AMSTERDAM AVENUE
STATEN ISLAND, NY

JOSEPH DIBELLA 1/13/66 INCARCERATED

DAVID DUNHAM 1/20/73 354 BEACH AVENUE
STATEN ISLAND, NY

JONATHAN MICHAEL 1011175 94 GARY PLACE

LURINDA STATEN ISLAND, NY

RUI REIS FIGUERIREDO 4/15/70 11 PICARDY LANE

SYOSSET, NY




ROBERT FIGUEROA, JR,

" 4/10/69

3 :

39 COUNTRY LANE

STATEN ISLAND, NY
VITQ GILL 5/24/72 1540 NE 142nd STREET
N. MIAMI, FL
VALERY GOLDBERG 8/9/59 157 E. $7th STREET
NEW YORK, NY
GREGORY GROELLER 503074 235 HART AVENUE
! STATEN ISLAND, NY
THOMAS GUCCIARDO 2/18/69 163-28 98th STREET
i HOWARD BEACH, NY
JOHN L. LEMBO, It 2/22/69 3021 NE 46th STREET
" FORT LAUDERDALE, FL
RICO LOCASCIO 4715170 86 GARRETSON AVENUE
STATEN ISLAND, NY
MARK MANCINO 223167 10945 RAVEL COURT
BOCA RATON, FL
PAUL S. MEDAGLIA 6/19/69 285 STILLWELL LANE
SYOSETT, NY
DONALD MESSINGER UNKNOWN UNKNOWN
CHRISTOPHER L. MIANO 6/24177 2751 NE §7th STREET
FORT LAUDERDALE, FL
VINCENT MINERVA 221469 2529 E. 64th STREBET
BROOKLYN, NY
CHRISTOPHER MORMANDO 34370 16 MANDY COURY
STATEN ISLAND, NY
JAIME $COTT MORRILL 10/30/72 52 RUSSEK DRIVE
‘ STATEN ISLAND, NY
JOEL NAZARENO 6/30/68 55 DAHLGREN PLACE, APT 3B
. BROOKLYN, NY
VITO PADULO 3/15/62 333 PEARL STREET, APT 15D

NEW YORK, NY
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15 PORTLAND PLACE

PERRINE STATEN ISLAND, NY '
SCOTT PICININNI 8/12/68 10606 MAPLE CHASE DRIVE
BOCA RATON, FL
FRANK J. PIZZOLATO 3/26/63 4100 N. OCEAN DRIVE
SINGER ISLAND, FL
183 WOODBINE AVENUE
STATEN ISLAND, NY
THOMAS E. PLAMENCO 110/67 7918 10th AVENUE
. BROOKLYN, NY
6113 TOWN COLONY DRIVE
BOCA RATON, FL
JOSEPH ROSETTYI 12/8/68 137-37 82nd STREET
HOWARD BEACH, NY
KEITH RUFFLER 10/14/59 33 E. BROADWAY
STATEN ISLAND, NY
KIRK RUFFLER 630161 6 GREENBRIAR LANE
PERRINEVILLE, NJ
MICHAEL SCARAMELLINO 6115167 7083 ST ALBANS DRIVE
BOCA RATON, FL
JOSEPH C. SCARFONE, JR. 10/21/68 1121 N. VENETIAN DRIVE
MIAMI, FL
RICHARD A SCARSELLA 3/30/62 UNKNOWN
PAUL TAHAN 11/20/68 231 77th STREET
BROOKLYN, NY
6503 N. MILITARY TRAIL
FORT LAUDERDALE, FL
MICHAEL TROCCHIQ 372 124 Sth STREET
STATEN ISLAND, NY
JEFFREY VAN BLARCOM UNKNOWN 240 PROSPECT AVENUE
KACKENSACK, NY
VICTOR VERNACIK 3/28/71 483 MILL ROAD

STATEN ISLAND, NY
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V.

DOMINICK DIONISIO 1/29/70 42 MANDY COURT
STATEN ISLAND, NY
ENRICO LOCASCIO 415670 86 GARRETSON AVENUE
N STATEN ISLAND, NY
YAKOV SLAVIN 319763 3280 NOSTRAND AVENUE
BROOKLYN, NY -
JOHN MANION 6/8/48 1227 MAJESTIC DRIVE
) ' ) APOPKA, FL
KENNETH MANDILE 3/15/53 117 EYLANDT STREET
STATEN ISLAND, NY
JACK BASILE 2173 1433 73rd STREET
BROOKLYN, NY
CHRISTOPHER MORMANDO 33170 16 MANDY COURT
STATEN ISLAND, NY
CHRISTOPHER WOLF 10/26/68 INCARCERATED
FRANK RAGUSA. 6/6/62 39 STACEY LANE
STATEN ISLAND, NY
JOSEPH LANNI 4115 8874 15TH AVENUE
BROOKLYN, NY
BRIAN DUFFY T2 67-01 5204 ROAD
MASPETH, NY
GERARD BRUZZESE 11264 1130 §5th STREET
BROOKLYN, NY
CHARLES DIMAGGIO ¥aIm 1926 74th STREET
BROOKLYN, NY
JOHN PUGLIESE V12467 63A AUDREY AVENUE
OQYSTER BAY, NY
ANTHONY TOLENDIN} 4/11/69 2164 62nd STREET
BROOKLYN, NY
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MICHAEL CERRATO 11/14/72 29 BAY 22nd STREET
BROOKLYN, NY

ALEX LEVIN 1/27/69 2915 W. 5th STREET, APT. ISF
BROOKLYN, NY

RUSLAN DZHIKIYA 12/26/69 3096 BRIGHTON 6th STREET
BROOKLYN, NY

DENIS YUROFSKY 719778 2318 E. 63rd STREET
BROOKLYN, MY

SIMUEL STEVENSON 6/9/67 198 VICTORY BOULEVARD
STATEN ISLAND, NY

MICHAEL HOUSTON 4/10/67 1655 FLATBUSH AVENUE
BROOKLYN, NY

ALEXANDER MUCHNIK 12/28/75 2630 OCEAN AVENUE
BROOKLYN, NY

MYRON LNU UNKNOWN

UNKNQWN
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UNITED STATES V. WOLF, ET AL 99 CR 139 (S-1)(NG)

CHRISTOPHER WOLF 10/26/68 INCARCERATED
WILLIAM BATTISTA /10772 351 MARINE AVENUE
. BROOKLYN, NY

JAIRO BAQUERO 8/19/68 539 IOHNSTON TERRACE
BROOKLYN, NY

CHANCE MIGLINO /25170 45 MALLARD AVENUE
STATEN ISLAND, NY

JOSEPH DEMARCO 43m 8191 N. UNIVEKSITY DRIVE
TAMARAGC, FL

ADAM EMMINO 337 443 99th STREEY
BROOKLYN, NY

PETER LOMBARDO 12/13r72 1258 77TH STREET
BROOKLYN, NY

VINCENT LOCOMBO 121776 28 MARINE AVENUE, APT. 1K
BROOKLYN, NY

MICHAEL CORULLA 573 19 WHITE STREET
STATEN ISLAND, NY

ROBERT HINES 12/14/68 7303 13th AVENUE
BROOKLYN, NY

MARY BAUM 10/12/64 2176 RICHMOND ROAD
STATEN ISLAND, NY
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U.S. Department of Justice ™ T
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L oured States Anorney
Eastern District of New York

Cae Prerrepont Plazz
Brookisn “ew tork {207

Mavimg Address.  i+47 Piwrrepont Street
Broouian New tork (201

Contact: Peggy Long Mareh 2, 2000
United States Attorney's Office
(718) 254-6267
Joseph Valiquette
Federal Bureau of Investigation
(212) 3842718
Marilyn Mode

New York City Police Department
{212) 374-6700

PRESS RELEASE

19 DEFENDANTS INDICTED IN
STOCK FRAUD SCHEME THAT WAS PROTECTED
AND PROMOTED BY ORGANIZED CRIME

LORETTA E. LYNCH, United States Artomey for the Eastern District of New
York, LEWIS D. SCHILIRO, Assistant Director-in-Charge of the Federal Bureau of Investigation
in New York, and HOWARD SAFIR, Commissioner, New York City Police Department, today
announced the indictment of nineteen defendants, including six members and associates of various
Organized Crime Families of La Cosa Nostra, who are charged with participating i a large-scale

stock fraud and meney laundering scheme between 1993 and 1996  Seventeen of the nineteen
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defendants are charged with racketeenng

The charges in the indictment center on the activities of two brokerage tirms with
offices in downtown Manhattan  White Rock Partners & Co (“White Rock™) and State Street
Capual Markets Corporation (“State Streer™).! The indictment alleges that the principals of White
Rock and State Street, together with ather brokers and brokerage firms. planned and carried out 2
series of fraudulent securities schemes and then laundered tens of millions of dolfars of illicit profits

As alleged in the indictment, the schemes were led by the defendants JOHN DOLKAS
and‘W.-\LTERDURCHALTER. together with Gennady Klotsman, Salvatore Lauria and Felix Sa‘:er,
who collectively conrolled White Rock and State Street {“the White Rock and State 5:reez
Partners™).’ The White Rock and State Street Partners secretly acquired large blocks of stock and
warrants in the following four companies: Country World Casinos, Inc. (“Country World"). which
was based in Colorado and was purportedly attempting to develop a casino in Black Hawk, Colorado.
Holly Products, Inc. (“Holly™), which was based in Moorestown, New Jersey and was in the business
of manufacturing tables and cabinets for the gaming industry and custom-built equipment for
hospitals; U.S. Bridge of New York, Inc. (“USBNY™), which was based in Queens, New York and
was a subcontractor on public infrastructure projects in the greater New York area, and Cable & Co
Wor}du{ide, Inc. (“Cable™), which had offices in New York and New Jersey and designed and
imported men’s footwear which was sold to department and specialty stores in the United States

The indictment alleges that the White Rock and State Street Partners were able to

'White Rock and State Street ceased operations in late 1996.

*Klotsman, Lauria and Sater have previously pleaded guilty to RICO charges in
connection with their activities at White Rock and State Street.
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acquire secret control of these securities through undisclosed financial arrangements with the
tollowing detendants ABRAHAM SAL AMAN. a stock promoter who provided the Counzry World
stock. LARRY BERMAN, Hollv's chairman and chiefexecutive officer: and JOSEPHPOLITO. SR .
an associate of the Gambino Organized Crime Family who was the president and principai shareholder
of USBNY

As aileged in the indictment. the White Rock and State Street Partners secrstly
acquired control of the securities in the name of various nominees including the defendant DANIEL
LE\: n\-‘IOSt often, the nominees were off-shore companies controlled by the White Rock and State
Street Partners. The price of the securities was then artificially inflated through the activities of
brokers who fraudulently sold the stock to investors inreturn for received undisclosed cash payments
from the White Rock partners. These brokers included the defendants JACK BASILE. ROCCO
BASILE and JOSEPH TEMERINO at White Rock, and ALFRED PAL.-\GO.\'B and JOHN
CIOFFOLETTL who were brokers at JW. Barclay & Co., Inc, and DH Blair & Co. Inc.
respectively °  Among the techniques used to artificially inflate and maintzin the price of the
manipulated securities, the indictment alleges that the defendants: (a) made false and misieading
statements 1o persuade investors to buy and then not to sell the securities; (b) purposely failed to take
and execute customer orders to sell the securities, and (c) only executed z sale of a security if the sate
could be matched or “crossed” with a corresponding purchase of the same security by another

tnvestor

JACK BASILE also has securities fraud and money laundering charges pending against
him in United States v Dionisio, et al,, 99 CR 589 (EDNY). ROCCO BASILE has securities
fraud and money laundering charges pending against him in United States v Catoggio, 98 (R
1129(S) (SDNY).
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The indictment afleges that after the price of the stock was aruficiaily intlated, the
defendants sold their secretly held stock for a substanual profit The proceeds from these ilicnt sales
sete then laundered through multiple transfers of funds to off-shore bank accounts by the defendant
ALEKS PAUL, who then provided a corresponding amount of cash. less 2 money laundering fee.
the White Rock and State Street Partners * Profits for other defendants were laundered through
‘dlx'ferent schemes For example, the indictment ailcgés that defendants JOSEPH POLITO. SR and
EDMOND NAGEL® secretly divided proceeds of approximately $380,000 derived from the sale of
L’SéNY warrants that were deposited in an off-shore nominee’s brokerage account controlled by
NAGEL

The indictrnerit further alleges that the White Rock and State Street Partners enlisted
the help of in&ividuais affiliated with Organized Crime Farulies of La Cosa Nostra to protect and
promote their criminal activities by resolving disputes and performing other services. Defendant
FRANK COPPA. SR wasa ¢aptain in the Boranno Organized Crime Family. Defendamt ERNEST
MVONTEVECCHI was a soldier in the Genovese Organized Crime Family® Defendam DANIEL

PERSICO was an associate of the Colombo Organized Crime family  Defendam EUGENE

*PAUL also has securities fraud and money laundering charges pending against himin
Linited States v Schwartz, et al., 99 CR 372 (EDNY), and United States v Paul eral 90 CR
161 (SDNY)

SNAGEL also has bank fraud charges pending against him in United States v_Gangi. et al.
97 CR 1215 (SDNY).

SMONTEVECCHI is in custody based on his 1999 conviction in Lnited States v Gangy,
eral, 37 CR 1215 (SDNY)
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LONMBARDO was an associate of the Bonanno Organized Cnime Family T COPPA.
MONTEVECCHI PERSICO and LOMBARDO resolved and attempted to resolve disputes relating
1o the uring and retention of brokers. the extortion and attempted extortion of participants in the
scheme. and concerted efforts to reduce the price of securities underwritten by White Rock and State
Street through short setling. In return for this assistance, COPPA, MONTEVECCHI, PERSICO and
LOMBARDO received compensation in the form of securities and cash proceeds from the saie of
VS&CL\Y‘XtiCSV

The indictment also alleges that, in connection with the USBNY fraud scheme. the
defendant LARRY RAY agreed to pay $100,000 to an executive of 2 bond brokerage firm to insure
that USBNY would be granted bonding that would enable it to act as a general contractor on large-
scale construction projects. Finally, the indictment alleges that defendants JOSEPH POLITO. SR .
USBNY's president and an associate in the Gambino Crime Family, and EDWARD GARAFOLA.
a soldier in the Gambino Crime Family, attempted to extort money from Felix Sater and others to
recoup this $100,000 cash payment, but that defendant ERNEST MONTEVECCHI intervened on
Sater's behalf, causing the extortionate demands to cease.

The charges in the current indictment carry the following maximum sentences: asto
each RICO count, 20 years imprisonment, 3 years supervised release, a $250,000 fine (or twice the
gross gain or loss) and an order of restiwtion; as to each money laundering count, 20 vears
imprisonment, 3 years supervised release, a $250,000 fine (or twice the gross gain or loss) and an

order of restitution; as to each substantive securities fraud count, 10 years imprisonment, 3 years

"LOMBARDO is in custody based on his 1999 conviction in L-nited State v *Ganyi_et al
97 CR 1215 (SDNY).
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seized 1t A recurrent theme in our investigations has been that orgamized crime goes where tha
money 15 We intend to be there when they get there ”

Commissioner SAFIR stated. ~1 am pleased 1o join with United States Antornev
LorettaLynch. and Assistant Director- in-Charge of the Federal Bureau of Investigationin New York
l.ewis Schiliro. in announcing the indictment of 19 individuals responsible for a $40 million dollar
stock fraud ring. We called this “Operation Street Cleaner,” because it was designed 1o fight fraud
on Wall Street, but it could just as well been titled ‘Goodfellas Meet the Boiler Room * For those
that.seek to use these ‘pump and dump’ schemes to prey on unsuspecting investors, today’s
indictment should serve as a stark reminder that stock fraud is a serious crime and the law
enforcement community is firmly committed to shutting down these and other illicit operations used
10 support organized crime.”

Those defend;nts arrested in New York will be arraigned today by Magistrate Judge
Joan M. Azrack at the United States Courthouse in Brookiyn.

The case is being prosecuted by Assistant U.S. Attorneys Jonathan S Sack, Eric

Corngold and Richard Molo1.



The Defendants

FRANK COPPA, SR.

8 Brittany Ct.

Manalapan. NJ

DOB: 9/11/41

Counts: 1,2, 3, 4. 13. 14, 15, 16

ERNEST MONTEVECCH],
a/’k/a “Butch”

‘Incarcerated

DOB: 6/18/45

Counts: 2, 13, 14

DANIEL PERSICO
6615 Wallaston, Ct.
Brooklyn, NY
DOB: 4/9/62
Counts: 2, 13, 14

JACK BASILE
1444 73d Street
Brooklyn, NY
DOB: 2/7/73
Counts: 2,5,6,7, 8

ROCCO BASILE
150 Bay 8th Street
Brooklyn, NY
DOB: 2/21/68
Counts: 2,5,6,7, 8

LARRY BERMAN

450 Merion Rd.

Merion Station, PA

DOB: 11/30/34

Counts: 1,2,3,4,5,6,7, 8

200
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JOHN CIOFFOLETTI

27 Seagull Lane

Lincroft. NJ

DOB: 11/20/69

Counts: 1.2.3.4.5.6.7.8,9,10. 11,12, 15.16.17.18

JOHN DOUKAS

35 Briar Ct.

Cross River, NY

DOB: 2/19/48

Counts: 1,2,5,6,7,8,9,10, 11, 12, 15,16, 17, 18

WALTER DURCHALTER,

a/k/a “Dutch”

63-57 84th Street

Middle Village, NY

DOB: 9/30/65

Counts: 1,2, 3,4,5,6,7,8,9,10, 11, 12

EDWARD GARAFOLA
143 Lander Ave.

Staten Island, NY

DOB: 3/25/38

Counts: 19, 20

DANIEL LEV

149-05 Rockaway Beach Bivd.
Neponsit, NY

DOB: 7/12/66

Counts: 1,2, 9,10, 11, 12

EUGENE LOMBARDO
Incarcerated

DOB: 4/20/52

Counts: 1,2,3,4,9,10, 11, 12

EDMOND NAGEL

New York, NY

DOB: 11/1/40

Counts: 1,2,9,10, 11,12
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ALFRED PALAGONIA

18 Eastgate Rd.

Port Washington, NY

DOB: 12/31/66

Counts: 1,2.3.4.5.6,7.8,9,10,11, 12, 15, 16,17, 18

ALEKS PAUL

4 Ridgeway Drive

Kings Point, NY

DOB: 11/7/57

Counts: 1.2.3,4.5,6,7,8,9,10, 11, 12

JOSEPH POLITO, SR.

Boca Raton, Florida

DOB: 5/15/34

Counts: 1, 2,9,10,11,12,19, 20

LAWRENCE RAY
2 Cedar Ridge Lane
Warren, NJ

DOB: 11/16/59
Counts: 9, 10

ABRAHAM SALAMAN
9728 Wynmill Rd.
Philadelphia, Pa.

DOB: 10/29/35

Counts: 2, 3, 4

GIUSEPPE TEMPERINO,
a/k/a “Joseph Temperino™
263 Avenue S

Brooklyn, NY

DOB: 8/27/74

Counts: 2, 5,6,7, 8
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United States Artorney
Southern District of New York

FOR IMMEDIATE RELEASE
JURE 14, 2000

CONTACT:

U.S. ATTORNEY'S OFFICE
‘MARVIN SMILON, HERBERT HADAD
PUBLIC INFORMATION OFFICE
{212) 637-2600

FEDERAL BUREAU OF
INVESTIGATION

JOSEPE A. VALIQUETTE

{(212) 384-2715

JAMES M. MARGOLIN

{212) 384-2720

U.S. SECURITIES & EXCHANGE
COMMISSION

CHRIS ULLMAN

(202) 942-0020

PATRICK J. SMITH
(212) 637-2409

DAVID C. ESSEKS
(212) 637-2328

CHRISTOPHER J. CLARK
(212) 637-2205

STEPEANIE B. ISSER
(212) €37-2633

MYLAN L. DENERSTEIN
{212) 637-1022

JASON SABOT
{212) 637-2398

PRESS RELEASE

MARY JO WHITE, the United States Attoraszy Zor the 3suthsrin

sistrict of New York and 3SARRY W. MAWN,

the Assistant Dizsctor in

Charge of the New York Office of the Faderal Bureau Of
g

investigation ("FBI"), jcined by RICHARD WALKER, Director of

fnicrcement of the United States Securities and Exchange Commission

("SZC"), and MARY L., SHAPIRO,

President of NASD Regulation,

announced today that 120 defendants, including members and

associates of -he five Qrgznized Crime Families of La Cosa Nestra
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in the New York City area, have been charged with securities Iraud
and related crimes. Sixteen Indictments and seven criminal
Complaints unsealed today in Manhattan federal court allege fraud
in connection with the publicly traded securities of 13 companies
and the private placement of securities of 16 other companies.‘

Included among the defendants are 10 alleged members and
associates of organized crime; a former New York Police Department
detective; 57 licensed and unlicensed stock brokers; three
recruiters of corrupt brokers; 12 stock promoters; 30 officers,
directors or other "insiders" of the companies issuing the
securitieé involved in the frauds; two accountants: an attorney; an
investment adviser; and a hedge fund manager. According to the
charges, 21 broker-dealers or other financial adviser firms were
either involved in the frauds, or employed stock brokers or other
persons.who were involved in the fraud. The various schemes
resulted in total losses of more than approximately $50 million,
and many tens of millions more would have resulted had the schemes
besn completed.

According to Ms. WHITE and Mr. MAWN, this is the largest
number of defendants ever arrested at one time on securitiss fraud-
lated charges, and one c¢f the largest number ever arrestad in a
criminal cass of any kind. In coordination with today’s arrests,
search warrants were execuzed at Sour locations in New York, one in

Dallas, Texas, and one in Salt Lake City, Utah.
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Twenty=-one defendants are charged with participating i a RICD
Enterprise consisting of kembe:s and associates ¢f the Bonanno and
Colembo Organized Crime Families of La Cosa Nostra in the New Ycrk
City area, that allegedly perpetrated massive securitiss Iraud over
a five-year period by forging corrupt alliances with membesrs and
asssciates of the remaining three New York City Organized Crime
Families:; controlling and infiltrating broker-dealers; conspiring
with issuers of securities and individual stock brokers; scheming
to defraud union pension plans; and employing tactics of violence,
including th;eats, extortion, physical intimidation, and the
solicitation of murder to. further the illegal geals of the RICO
Enterprise. The schemers used traditional beiler-room operations
and current Internet techniques to carry out their alleged crimes.

The racketeering defendants include, among others: ROBERT A,
LIND, a{k/ak"Liztle Robert," an alleged ¢apo in the Bonannd Crime
Family; FRANK A, PERSICO, an alleged associat2 of the Colombo Crima
Family, and a registered stock broker who controlled crews of
brokers at various brokerage firms, including First Liberty
Investment Group, Inc., William Scott & Company, Inc., and 3ryn
Mawr Investment Group; ANTHONY P. STROPOLI, an alleged soldier‘in

the Colombe Crime Family who controlled crews of stock brokers;

HEN I. GARDELL, who is alleged to have corruptly exploited his
opcsitions as a New York City Police Department Detective and
Treasurer of the Detectives’ Endowment Association ("DEA"); GENE

PHILLIPS, who controlled Basic Capital Management, the investment
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adviser to.American Realty Trust, a New York Stock Exchange-listed
resal estate investment trust, or REIT; and WILLIAM P. STEPHENS, the

Chisf Investment Strategist of Husic Capital Management, a San

i
ta3
(=]
©

Francisce-based investment adviser, who agreed tTo manage up to
million in union pension funds knowing that a portion would bz
invested in corrupt deals for the purpose of funding kickbacks to
members of the RICO Enterprise and corrupt union officials.

The RICO Enterprise is alleged to have engineesred manipulation
schemes in eight publicly traded securities and to have defrauded
investors in c¢onnection with three private placements of
securities, including one by Ranch*l Inc., a company that operates
fast food restaurants in the New York City area and elsewhere. Two
officers of Ranch*l, SEBASTIAN RAMETTA and JAMES F. CHICKARA, have
been named as defendants in the RICO charges and are alleged to be
associates of the Colombo Crime Family.

In addition to the rackstesring charges, the other Indiciments
and Complaints unsealed today charge a wide array of stock markes:
schames designed to fleece the investing public. Sales of stock In
private placements are alleged to have been fraudulently rigged fox
the benefit of insiders and corrupt brokers. The Internet was
allagedly used to further the schemes through the fraudulent
promction of stocks on Internet websites, or the use ¢i companies
thaz were touted as Internet or "dot.com" companies in order to

induce investors to capitalize on the Internet boom.
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Today’s charges arxe the result of a highly successful, cne-

year undercover operation conducted by the FBI's New York 0ffice

in coordination with the SEC and with assistance provided by NASD
Regulation, Inc. The undercover investigation invelved, ameng
othar things, surveillance, the use of undercover purchases of
securities, the use of a series of cooperating witnesses‘who posed
as willing participants in ongoing criminal schemes, and the
installation of court-authorized eavesdropping devices in the
office of DMN Capital Investments, Inc.'("DMN Capital™), a
financial adviser firm that held itself out as providing investment
banking and stock promotion services. Pursuant to court order, the
FBI recorded approximately 1000 hours of conversations occurring in
DMN Capital’s office between December 1, 1999 and May 4, 2000.

Ms. WHITE stated:

Today’s charges result primarily from the FS8I's successful
infiltration of a company that served as investment banker <o
the crooked and the corrupt. By offering its services o
anyone and any deal, as long as it was illicit, the company
attracted allegedly mobbed-up broker-dealers, top-shelf
investment advisers, unscrupulous issuers, unethical lawyers
and accountants, and microcap manipulaters - a virtual Who's
Who of securities violators. Their tentacles of fraud reachsd
into every corner of the public and private securities
markets, and they preyed on their victims using both
traditional boiler-room tactics and contemporary Internet-
based manipulations. As today’s charges show, fraud in the
markets will not be tolerated, no matter how big, how
organized, or how creaative.

Mr. MAWN stated:

The FBI investigation code named "Uptick” has uncovered a
laundry list of stock manipulation schemes by which the
defendant brokers took their victims to the cleaners. This
investigation uncovered once again La Cosa Nostra’'s efforts ©o
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intiltrate the securities markets. No matter what markst the
mob tries to infiltrate, from the f£ish market to the stcck
market, the methods it uses are always the same: violence and
the threat of violence. We will continue to investigate
securities fraud schemes whether they be the work of typical
white collar criminals or of organized crime.

Mr. WALKXER stated:

The securities fraud involved in today’s actions is among
the most egregious witnessed in recent years. These
manipulations of numerous microcap stocks were designed
for the sole purpose of stealing investors’ hard-earned
dollars. The prosecutions announced today rid the vital
market for low-priced securities of unscrupulous
operators and reaffirm regulators’ commitment to keeping
this market safe and fair.

Ms. SHAPIRO stated:

Today’s actions by United States Attorney Mary Jo White
again demonstrate her commitment to help rid securities
markets of manipulative and fraudulent schemes. NASD
Regulation previously brought actions against a number of
firms and individuals named in the Indictments unsealed
today and will continue to work closely with the United
States Attorney’s Office and other law enforcement and
regulatory agencies to insure investor confidence and the
integrity of our markets.

Certain of the charges are outlined below.

Racketearing

In United States v. Lino, et al., 00 Cr. 632, 21 defendants

are charged with being members and associates of a RICO Enterpriss
consisting of DMN Capital and a “"joint venture" among members and
associates of ghe Bonanno and Colombo Crime Families, with the
assistance of associates of the other three New York City crime

as well as others. In addition to LINO, PERSICO,

STROPOLI, GARDELL, RAMETTA, CHICKARA, STEPHENS, and PHILLIPS, the

other alleged members of the RICO enterprise include: JAMES S.
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LABATE, a/k/fa "Jimmy":; SALVATORE R. PIRZ2A, a/k/a "Sal"; CARY F.
CIMINO: RALPH DEMATTEO, a/k/a “Ralphie"; ROBERT P. GALLO, a/k/a
"Bobby": MICHAEL GRECO; JOHN M. BLACK, Jr.; ANGELO CALVELLO, a/k/a
"Tony™; JOSZPH A, MANN, a/k/a “Andy"”: GLENN B. LAXEN; A. JAL RCSSI:
VINCENT G. LANGELLA, a/k/a "Vinny":; WILLIAM F. PALLA; and 7030
NEJAIME. The Ling Indictment charges the defendants with various
crimes, including those described below:

1. Manipulation of Publiclv Traded Securjties: Between 1995
and 1399, members of the RICO Enterprise fraudulently obtained and
controlled large blocks of free or substantially-discounted,
publicly-traded securities in viclation of various.SEC rules ahd
regulations. These securities included those issued by: (1)
Spaceplex Amusement Centers International Ltd., which operated
amusement parks and was located in Great Neck, New York: (2)
Reclaim; Inc., which was in the business of recycling roofing
shingles and was located in Tampa, Florida; (3) Beachport
Entertainment Corp., which was in the business of producing ice
skating entertainment and was located in Los Angeles, California;
{4} International Nursing Services, In¢., which was in the business
of in-home nursing care and was located in Denver, Colorado: (35)
Lsasing fdge Corporation, which was in the computer lsasing
pusiness; (6) Globus Int’l Resources Corp., an import-sxport
company; (7) Innovative Msdical Services, a manufacturer of waste
purification systems; and (§) Accessible Software, Inc., a scftware

daveloper.
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The RICO Enterprise is alleged to have secretly controlled or
infiltrated various New f;rk City~area brokerage firms, including
Monitor Investment Group, Inc., Meyers Pollock and Robbins, First
Liberty Invéstment Group, Inc., William Scott & Company, and
Atlantic General Financial Group. The RICO Enterprise then
fraudulently engaged in prearranged trades, paid secret bribes to
corrupt stock brokers, and used "no net sale” and other "boiler
room" tactics, among other devices, to create artificial retail
demgnd for these securities, and then sold their holdings into that
inflated demand at considerable profit. Members of the RICO
Entarprise, in order to enforce discipline among the brokers
allegedly involved in these schemes, and to punish those who
reneged on their agreements to sell stock in return for bribes,
subjected brokers to beatings, intimidation, and threats. To aid
in the fraudulent schemes, CARY F. CIMINC, a New York-based stock
promoter, arranged for secret bribes to be paid to corrupt broksrs
and, in 1899, CIMINO is alleged to have solicited the murder of 2
parson he beliaved to be a cooperating witness.

2. i Pensi Trau i : From latsz
1289 to the present, the RICO Interprise allegedly sought to
de2Zraud union pension funds by employing corrupt securitiess
industry professionals to manage union pension funds, and then,
with the knowladge and consent of those professionals, structuring
investments for those funds in a manner that allowed for a secret

diversion of a portion of the funds to members of the RICO
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Znterprise gnq to corrupt union officials. One such allsged
fraudulent investment was a preferred stock offering of American
Realty Trust, a NYSE-listed REIT that trades under the ticker
symbol "ARB." The RICO Enterprise allegedly arranged this corrip:t
deal through GENE PHILLIZS, who contrelled Basic Capical
Management, Inc., a Dallas, Texas-based {inancial adviser firm that
served as adviser to American Realty Trust, and A. CAL ROSSI, th2
Managing Director of Capital Markets for Basic Capital. According
to the charges, union pension fund assets would be invested in the
offering, and $2.0 million of every $10 million invested would be
"kicked back” to the RICO Enterprise and corrupt union officials.
In order to give an investment in ARB Series J preferred stock an
air of legitimacy, and to convince honest union officials to parmit
such an investment, the Enterprise recruited an allegedly corrupt

money manager, WILLIAM P. STEPHENS, the Chief Investment Officar o=

Capital Management, a San Francisco-based invesiment advisar,

k3

no allagedly agreed to manage up to $300 million in union pensisn

]

Zunds knowing that a pertion would be invested in this corrups

f3r <he purpose of funding kickbacks to members of the RICO

X sescond allegedly fraudulent investment deal designed o
dsifrazud union pension funds involved TradeVentureFund, a hadgse Iund
that claimed to have a successful proprietary trading stratégy, and
whose principal manager was GLENN B. LAKEN. Here, kickbacks to the

RIZO Enterprise and corrupt union officials would allegedly be
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funded through the payment of excessive trading commissions and
LAKEN’s plan to invest the unicn pension funds in high-risk
investments.

The pension funds targeted in these allegedly corrupt schemes
include: the Production Workers Local 400, which is allsged t= Ee
influenced by the Colombo Crime Family; the International Unicn of
Operating Engineers Local 137:; and the Detectives’ Endowment
‘Association ("DEA"), which serves NYPD detectives. Integral tc the
success of the alleged schemes involving DEA and Local 400 were
STEPHEN E. GARDELL and FRANK A. PERSICO, a/k/a "Frankie," the
latter of whom was an alleged associate of the Columbo Crime family
who served as the Treasurer of Production Workers Local 400, each
of whom is alleged to have agreed to accept illegal kickbacks to
corruptly influence decisions at their respective unions. GARDELL
is also‘alleged to have: (a) leaked confidential law enforcement
information concerning organized crime investigations to members
and associates of organized crime; (b) assisted in securing firearm
"carry"” permits for members of organized crime; (c¢) influenced the
outcome of an NYPD investigation into the activities of a member of
the RICO Enterprise; and (d) provided New York City law enforcement
parking permits to members of organized crime. In return, GARDEZLL
is alleged to have received, among other things, cash and precperty
frsm organized crime figures, including $8,000 toward the building
of 2 swimming pool at his residence, free and substantially-

discounted rooms and meals at casinos in Las Vegas and Atlantic
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City, and a fur coat.

3. Privats t Fraud: From approximately October 1339
to the June 2000, the RICO Enterprise allegedly sought to defraud
investors in the private placement of securities by arranging for
the payment of gecret exorbitant sales commissions to brokers of ur
to 50 percent of the proceeds obtained from investors. These
fraudulent private placements allegedly included stock of: (a)
Ranch*l, a grilled chicken sandwich fast-food chain of restaurants
operating throughout the New York City area and elsewhere; (b)
World Gourmet Soups, Inc, d/b/a "The Manhattan Scup Man," a company
that operates and franchises fast fecod restaurants and kiosks énd
sells prepared soups to the restaurant industry:' and (¢} Jackpot
Entertainment Magazine,.Inc., a Brocklyn-based company in the
business of publishing a magazine about the casino industry. The
defendants charged in this scheme include SEBASTIAN RAMETTA, a/k/a
“3zbbie, " the President and Chief Executive Officer of Ranch*l, and
JAMES F. CHICKARA, the Vice-Chairman of Ranch*l, both of whom

allegedly are associates of the Colombo Crime Family.?®

* In a Complaint unsealed today, United States v.
LzBarbara, 00 Mag. 1121, Stephen LaBarbera, a stock broker at Tha
Agsan Group, a New Jersey broker-dealer, is alleged to have
racaived, from November 1399 to January 2000, secret undisclosed
commissions in connection with his sales of stock in the privats
placement of World Gourmet Soups, Inc.

2 Tn another Indictment unsealed today, United States v.
Trippe, et al., 00 Cr. 585, six other defendants were charged
with securities fraud in connection with two private placement
offerings by Jackpot Entertainment. Those six defendants are:
EDWARD TRIPPES, Jackpot’s Chief Financial Officer and Secretary:

11
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Indictments and Complaints
Charging Internet-Related Fraud

The Indictments and Complaints unsealed today allege variocus
frauds involving the use of Internet-related companies to commit
fraud, or the use of the Internet to promote the securities oI
other companies whose stock was being manipulated. Ali of thesa
cases arise out of the undercover investigation because the
perpetrators sought to use DMN Capital in their illegal schemes.

. 1. WAMEX Holdings. Inc.: WAMEX Holdings Inc. is a Brooklyn-
baséd corporation purportedly in the business of developing an
alternative trading system ("ATS") for securities, and whose common
stock trades on the OTC Bulletin Board. In gnisgg;§;§;g§_gé
Cushing, et al., 00 Mag. 1118, the three aefendants charged are
MITCHELL CUSHING, WAMEX;S Chief Executive Officer; RUSSELL
CHIMENTI, WAMEX’s Chief Administrative Officer; and ROGER DZTRAND,
2 New Y;rk-based stock promotar, were charged with coaspiracy to
commit securities fraud from December 1399 to June 2000. According

to the Complaint, the scheme involved the issuance of Ifalse press

3RUCE BECKER, Jackpot’s President and Publisher; ANDRIW RDAMS,
Jackpot’s Vice President and Chief EZxecutive Officer; SAMUEL
WARD, a public accountant; BRYAN MCGUIRE, a registered
rapresentative; and PATRICIA OPPITO, a registered representative
eTployed by Wolff Investment Group, Inc. The Indictment alleges
= <he defendants paid secret undisclosed compensation equal to
20 percent of the funds raised to brokers who sold Jackpot
rrivate placement stock to public investors. The Indictment
further alleges that WARD falsified Jackpot’s financial
statements by concealing the secret commissions, and by issuing
unqualified audit opinions that falsely certified that he had
examined Jackpot’s financial statements in accordance with
gansrally accepted auditing standards.

12
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raleases stating that ATS would be available by July 4, 200C,
misrepresentations in SEC filings ragarding the source and nature
of funding that WAMEX had obtained, and the payment of secret
exorbirant commissions to brokers who sold WAMEX stock %o public
customers.

The price of WAMEX stock increased frcmbapproximately $1.12
per share on December 9, 1999, to approximately $18.50 per share on
February 28, 2000. As of June 12, 2000, WAMEX had a market
cap@talizazion of aver $184 million. In connection with today’s
actions, the SEC imposed a trading halt on WAMEX stock. _

2. E-Pawn.com: E-Pawn.com is a Florida-based company that
describes itself as "a multifaceted Internet portal, website
designer and e-commerce. software developer,” and whese stock trades
on the OTC Bulletin Board. In United States v. Greviing. et al..
00 Cx. 631, three defendants were charged with securities fraud in
cenazction with an alleged scheme, from January 2000 to June 2003,
to pay 1.0 million shares of Z-Pawn to be used to bribe brokers oo
crazte ratail demand for E-Pawn stock, and to use Intarnet sites
and bulk E-Mail to tout E~Pawn to the public. Charged in this
scheme are LESLIE GREYLING, an allaged undisclosed principal of E-
Pawn; ELI LIEBéWITZ, the President, Chief Financial OZficer and 2
Dirag=or of E-Pawn; and TiNA ALIXANDER, a Texas stock promoter. As
of June 12, 2000, ©-Pawn had a market capitalization of
approximately $198 million. In connection with today's actions,

the SEC imposed a trading halt on E-Pawn stock.

13
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3. EinancialWeb.com: FinancialWeb.com {"EWEB") is a

bzsed company purportedly in the business of creating and
investment-related Internet services, whose stock trades on the CTC
Sulletin Board. In United States v. laken, et al., 00 Cr. 231, iz

is alleged that, from February 2000 to June 2000, GLEINN 3. LAz

hedge fund manager and commodities trader on the Chicago Mercantils
Zxchange, held a large position in FWEB stock, and enlisted others
.to fraudulently inflate the price of FWEB stock, and to conceal his
identity as the‘selle:. To effect this scheme, LAKEN employed the
services of DAVID W. BRUNO and ADAM KRIFTCHER, who allegedly
conzrolle& a number of Internet websites, including
stockregister.com; bullstrategies.com; wallstreetmarguee.com;
atthebell.com:; and stockplayground.com, which they allegedly used
to conduct coordinated Internet promotions of the stock of
publicly~-traded companies. Also allegedly involved was MICHAEL
PCRRICELLI, President of Core Financial, LLC, who controlled a
number of Internet websites that he allegedly used to conduct
cosrdinated promotions of’the stock of publicly-traded companiss.
These websites included otcbbstockwatch.com; redalert.com:
subway.com; americananalyst.com; powerstocks.com and
fc::uneinvestﬁents.ccm. LAKEN also allegedly agread to usz the
services of LIONEL REIFLER, President of Fortune Investments, Inc..
who allegedly offered a fraudulent newsletter program used to
generate high trading volume in OTC securities at inflated prices.

According to the Indictment, it was agreed that BRUNO, KRIFTCHER

14
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and PORRICELLI would feature FWEB on websites that they centrollad,
weuld promote FWEB by sending bulk E-mails te their website

subscribers, and that BRUNO and KRIFTCHER would prepare and post on
thair websites promotional materials describing FWEB’S business and

its zommon stock. LAKEN allegedly agreed to pay BRUNO, XRIFICZH

REIFLER, and PORRICELLI for their promotional efforts wiun EWEB
stock, and to conceal that fact, as well as LAKEN's involvement in
those efforts. Also named in the Indictment is PETER J. WORRELL, a
stock broker at and principal of Royal Hutton Securities Corp., whe
is charged with bribing brokers at Royal Hutton to create retail
demand for FWEB stock.

4. SearchHispanic.com and GTrade Network, Ing:
SearchHispanic.com is & Plainview, New York-based company engaged
in creating and maintaining an Internet website of interest to
persons of Hispanic descent. GTrade Network, Inc. ("GTrade") is a
Great River, New York-based company that held itself out as an
incubator of Internet-related and e-commerce businesses. GTrade
coxmon stock trades on the OTC Bullztin Board, and
SearchHispanic.com has common stock that is issued, but has not

publicly traded. In United States v. Downing, et al., 00 Cr. 338,

th:ee‘perscns were charged with a Zraudulent scheme, from March
2000 to June 2000, in which SearchEispanic.com would go public 2y
"raverse merging" into GTrade, a publicly-traded company, and then
ths defendants allegedly would artificially inflate the price of

the common stock of the merged entity. According to the

15
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Indictment, JAMES DOWNING, the Chief Executive Officer and
controlling shareholder of SearchHispanic.com, met with allsged
membpers and associates of organized crime, including SALVATORE R.
PIAZZA, a/k/a "Sal,” and agreed that to effec:t the schems,
approximately 45 percent of the stock in the post-merger =snzicty
would be deposited into secret offshore nominee accounts that
DOWNING would maintain an interest in, and that he would use to
fund the payment of secret bribes to brokers who would generate
trading volume in SearchHispanic.com stock. DOWNING would also
allégedly sell his personal holdings of the stock to enrich himself
and others. As part of the scheme, SAMUEL WARD and DANIEL DRUCKER,
both certified public accountants, allegedly agreed to falsify the
financial statements of. SearchHispanic.com and GTrade, and to issue
unqualified audit opinions certifying that the financial statements
of the companies were acgurate.

5. Cvbersentrv, Iac.: Cybersentry, Inc. was a Florida-pased
communications software company that specialized in facilitating
sscure communications on the Internmet. Cyberssntry common stock
previously traded on the OTC Bulletin Board, and in May 2000
commenced trading on the American Stock Exchange. Two Indictments
charging fraud'in connection with Cybersentry were ungsalsd today -

., 00 Cr. 628,

2rimandi, et al., 00 Cr. 630. According to the Indictments, NEIL
WAGER, an individual residing in Boca Raton, Florida, and 3RUCE

3RIGANDI, an individual residing in Roslyn Heights, New York, each

16
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allegedly acqguired a large block of Cybersentry common stock.
According to the Wageyr Indictment, shortly after acquiring the

shares, WAGER agreed to pay undisclosed bribes vo KARL FREDERICK

3

RAFT, a stock broker employed by Equitrade Securities Corp., in

exchznge for efforts by GRAFF to sell WAGER’s stock —o GRAFET’

w

retail clients. Accerding to the Brigandj Indictment, shortly
after acquiring his shares, BRIGANDI participated in an illegal
‘scheme in which he agreed to bay bribes to brokers in exchange for
their efforts in generaﬁing retail demand for Cybersentry common
stock, It is alleged that these frauds occurred from March 2000 to
June 2000. »

6. Bookdigital.com: Bookdigital.com was a New York-based
corporation that held itself out as a development~stage company in
the business of creating and operating reference sites on the
Internet. In a Complaint captioned Upjited States v. Vahab, 00 Mag.
1120, RAY VAHAB, the Chairman of the Board and Chief Executive
Officer of Bookdigital.com, allegedly controlled a vast majority of
3ookdigital.com stock, and was also the owner cf First Madison
Securities, a New York-based broker-dealer. The Complaint alleges
wmat from April 2000 to June 2000, VAHAB embarked on a scheme in

ch he would first raise capital by paying bribes to broksrs 2

win
sell 3ookdigital.com private placement stock, and then manipulate
the publicly-available stock by "reverse mergering" Bookdigital.com

into a publicly-traded shell corporation.

17
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7-9. _Zxchange Online, Inc., Amerivest.QOnline Inc., and

Franklin Services Corp.: Each of these three companies purportad

be involved in Internet-related businesses, and were allegedly the
subjeszt of sham private placement offerings as set forth b2
Unized States v. Tavolacci, et al., 00 Cr. 554.

Fraud and Manipulation
Of Publicly Traded Securities

Certain of the Indictments and Complaints unsealed today
charge fraud in connection with the markets for publicly-traded
securities.

1. In Unjted States v. Dacunto, et al., 00 Cr. 620, 26
defendants were charged with manipulation of four of the publicly-
traded securities identified in the Lino Indictment as being the
subject of manipulation by the RICC Enterprise -- Spaceplex,
Reclaim, Beachport, and International Nursing. The defendants
nam2d in the Dacunto Indictment, which covers the period Irom
Decamber 1994 to late 1996, include persons who served as brokers
2= Monitcr Investment Group, the broker-dealer controllad dy the
RICO Znterprise that was used to manipulate the markets in the
zoove-mentioned publicly-traded securities. The defendants named
in the Dacunto Indictment include the following persons, who were
eizher promcters, managers, or licensed or unlicensed brckers:
RO3IRT J. DACUNTO; MICHAEL 2. DACUNTO; JOSEPH P. MEDURI; VI CENT 2.
PADULO; JR.; VITO G. PADULO; JOHN BRUZZESE; SALVATORE F. RUGGIERO:

PATRICK GIGLIO, a/k/a "Patty"; CHESTER L. CHICOSKY; LAWRENCE M.

18
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CHOINIERE;-WILLIAM P. BURKE; KEVIN RADIGAN; GEORGE P. BISNCFT;
OAMIEN R. DOUGLAS; CRAIG P, MCGUINN, II; MRRC L. WEISSMAN; MaRX M,
DANIELI; IRVING STITSKY; PAUL L. BURTON; KENNETH J. FUINA; MARC I.
3URTON; EIMMANUEL G. GENNUSO; and FACUNDO PONCE, a/k/a "Frank”

2. United States v. Wolfson al., 00 Cr. €28, charges
saven persons in a scheme, cccurring from 1338 to May 2000, to
manipulate the stock of five companies whose securities traded on
‘the OTC Bulletin Board or the NASDAQ Small-Cap Market. They
include: (a) ATR Industries, Inc., a Ft. Lauderdale company in the
business of operating home cleaning services; (b) Rollerball
Intarnational, Inc., a Delaware corporation that manufactured
inline roller skates; (c) Learners World, Inc., a New York
corporation that operated learning and day care centers for
children; (d) Healthwatch, Inc., a Minnesota corperation that
manufactured medical products; and (e) Hytk Industries, Inc., 2
Nevada corporation that produced and transportad natural gas.

The defandants charged in this case are: ALLEN WOLFSON, a Salt

Corp., a company that purported to be in the business of providing

ancial consulting services to distressed public companies;

GRECCO, a New York-based stock promoter; JOHN MICHAEL
BLACK, a stock broker and principal of Grady and Hatch and Co., &

ran broker-dealer; SPIRO LAZARETOS, a broker who worksd at

Caribbean Securities, a New York broker-dealer, and at Grady and

Hatch; ROBERT BALSAMO, a stock promoter who worked at Wolff

13
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Investment-Group and Delta Asset Management, both New York troker-
dealers; VLADIMIR CARVALLO, a stock broker affiliated with Mcrgan

Grant Capital Corp., a New York broker-dealer, and with Zalza Asse:

Invastment Group, a New York-based broker-dealer.

According to the lndictment, WOLFSON allegedly received large
amounts of stock in the companies, either free-of-charge or at
‘substantial discounts, and then allegedly agreed to pay GRECCO a
bribe equal to between 40 and 70 percent of the value of retail
sales of WOLFSON’s stock as generated by stock brokers under
GRECCO’s control. To eifect the scheme, GRECCO allegedly recruited
the other defendants to sell WOLFSON’s stock in exchange for
bribes. WOLFSON also allegedly instructed his coconspirators that
his stock be "crossed with," or purchased by, the retail customers,

which he accomplished by directing the brokers to direct

~rades to csrtain market makers that were in league with WOLEFSON.
3. United States v. Gasparik, et al., 00 Cr. 630, charges
aud, from April 2000 to June 2000, in connection witih th2 stock
of Harbour Intermodal Ltd., a development-stage company that
plznned to provide local freight shipping among rail, truck and
watar transportation companies in the New York harbor arez, and
that :traded on the OTC Bulletin Board. The Indictment charges
thaz, as of April 2000, MICHAEL GASPARIK, Harbour Intermodal’
Chiaf Executive and Chairman of the Board, owned 87 percent of

Harbour’s common stock. GASPARIK allegedly sought the assistance

20
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of Michael Grecco, a stock promeoter, and agreed to give Grescco
large amounts of Harbour stock as substantial discounts, i Zrecce
and others would inflate the share price of Harbour stock through
fraudulent Internet promotions and by paying bribes tc trckers Iin
return for selling Harbour stock to their clients. 1In crder o
facilitate the scheme, David W. Bruno and Adam Kriftcher allegedly
agreed to feature Hérbour on Internet websites under their common
tontrol in exchange for payments of Harbour stock. In addition,
GASPARIK allegedly recruited ROGER FIDLER, an attorney, to prepare
SEC filings that were false because, among other things, they
allegedly concealed the agreement to pay bribes to brokers in
return for purchases by their customers of Harbour stock, and
zllegedly concealed GASPARIK’s control of a trust used to conceal
the payment to Greco of large amounts of Harbour stock.

4. Unitsd States v. Lugo, 00 Mag. 1119, is a Complaint

chzrging fraud, from May 1999 to June 1999, in connection with th2
securities issued by Premier Classic Art, Inc. ("PART"), and which
traded cn the OTC Bulletin Board. JCSZIPH LUGO, the defendant, was
in control of PART’s management, and controllad a large block of
its stock. According to the Complaint, LUGO allegedly meT with
membars and associates of crganized crime, including Robert 1ino,

a/k/a "Little Robert," and devised a scheme in which he would

obtain a falsely inflated, $10 million appraisal for certain

assets, i.e., original animation drawings, and then “"reverse merge"”

a company holding those assets into PART, a large amount of the
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stock of which was controlled by LUGO. In fact, LUGO allegedl;

s
fL
4
£,

zonduct a '"reverse merger," and obtained the false appralisal wil:zh
valued the assets at $12 million to $20 million.

Fraud In The Sale
Of Privately Placed Securitias

Other of the Indictments and Complaints unsealed today charge
fraud in connection with the private placement of securities. Many
of these schemes involve "boiler room" sales tactics, and the
payment of secret extraordinary commissions to brokers in exchange
fcf their efforts in selling the stock, which commissions are
concealed from the investors. )

1. United States v. Tavolacci, et al., 00 Cr. 554, charges 18
isfendants in connection with five fraudulent private placement
stock offerings that extended from April 19387 to May 1999.
According to the Indictment, groups of non-registered stock

srokers, or "cold callers,™ using scripts replete with false and

In s2lling the stock, the cold callers allegedly: (a} concealed the

that they were receiving extraordinary compensation squal o

aporoximately thirty perzent cf the value of the funds they raised
frzm invastors: (b) used false names when speaking to invastors;
(2! misrepresentad that invastor funds would be used by th2 issusr
for business purposes, when in fact more than 50 percent of the

monay raised in each private placement was used to pay brokers and
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unlawfully.enrich the principals of the issuer; (d} misreprssentad
that each issuer would conduct an initial public offering ("IZC™!
of ivs common stock shortly after the investors’ purchase of commen
stock in the private placement; and (e) misrspresented that ths
issuers were successful businesses.

The issuars involved in this alleged scheme were the
following: (a) First Fidelity Financial Co., purportedly an
‘investment banking firm in Manhattan; (b) Exchange.Online,
purportedly an online financial and business “cybermall” located in
Delaware; (c) First Fidelity Equities, purportedly a Manhattan
brokerage firﬁ; {d) Amerivest.Online, purportedly a Manhattan
business that designed customer web sites: and (e} First Commerce
Corp., purportedly a Manhattan investment adviser firm. Ameng the
defendants indicted were: SALVATORE TAVOLACCI, executive vice-
sresident of First Fidelity Financial Corp. and First Fidelity
Investment Management (“FFIM"); KARL DONOVAN, Vice President of

txchange Online; FREDERICK WALL, President, Treasurer and Secretary

st Fidelity Eguities; DEREK SHR?IRO, a/k/a "David Shapiro,”
an sificer of First Fidelity Equities:; AARON SANDSTROM, Vice-
crssidant of Amerivest; and DONALD 3SROOKS, president and secretary

cirst Commerce. Also indicted were 12 persons who worked as

2. Unitsd States v. Torreqrossa, =t al., 00 Cr. 648, charges

two defendants in connection with a fraudulent private placement

s2ock offering by Franklin Services Corp. which held itself out as
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an investment banking, real estate, and media firm that intendsd =5
service clients via the World Wide Web. According to the

Indictment, between February 1399 through Juns 2000, MARK

TORREGROSSA, President and Chief Executive QfIicer ¢

Serviczas, and JAMES MONTZS, an unlicensed broker,

Franklin Services stock by fraudulent means, including: (a) paying
sacret extraordinary compensation to brokers to sell the stock,
‘while telling investors that their funds would be used for business
purposes; (b) representing that a Franklin Services IPO would occur
shortly after the investors purchased private placement stock: and
(c) representing that Franklin Services would soon be acquired by
Amazon.com, and was planning to acquire Circuit City and Toys R Us.

3. United States wv. Zavats, et al., 00 Cr. 247, charges eight

defendants in connection with an alleged fraudulent private
placement stock offerings that extended over a two-year period Zrom
1595 to 1298 and involved three companies: (i} Travelsr's

Iniocenter, which repressnted itself to be a New York, dsvelopment-

stage ccmpany involved in providing travel-related inZcrmation;

W
u
o
=)
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(ii) Diagnostic Professional Imaging Services, which repr
izself to be a Brooklyn-based, development-stage company that
c.anned to provide MRI services; and (iii) Nationwide, wiich
representad its=21f to be a Brooklyn-based, development stage
medical supply company. The scheme to defraud in connection with

a2ll three private placements involved false representations to

investors that the companies had promising business prospscts, that
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all investor funds would be used for business purposes, and zhe use

Among the defendants indicted were the following: MARK

MEZL3ERGER, Traveler’s Infocenter’s President and

President and Secretary and the Treasurer of Diagnostic; MARAT
ZAYATS; the Vice President and Secretary of Nationwide who sold
‘Traveler’s securities; GREGORY LEVIN, the President and Treasurer
of Nationwide who sold Traveler’s securities; MICHAEL DANILOVICH,
Diagnostic’s President and Secretary; HARVEY OSHER, a/k/a “Harvey
Cohen”; and JAMES GABERKORN and VADIM SHAPIRO, registered »
representatives who worked at Hornblower and Weeks, a broker-
dealer, and sold Diagnostic private placement stbck.

4., United States v. Gladstone, et al., 00 Cr. 652, charges
four defendants with fraud in connection with the private placement
o stock issued by Ivy En;ertainment.com, Inc., a marketing and
distribution company specializing in the entertainment,

ncspizality, financial and technology businesses. The defesndants

include: RICHARD GLADSTONE, Ivy’s President; HOWARD HELFANT, Ivy’s

+

Zxacutive Vice President; GUS GELMAN, who recruited brokers to ssll
Ivy securities, and ROBERT WADE, who sold Ivy securities.

According to the Indictment, from May 1999 to October 1939, ths
defandants, in order to sell Ivy securities, agreed to pay
exorbitant sales commissions to broksr;, and to conceal those

payments from investors.
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5. United States v. Amato, et al., 00 Mag 1109, charges thrae
defendants with securities fraud, from 1998 to June 2000, in
connection with the private placement of stock of Future Fitness,
Ltd., a company that operated health clubs in the New York City
arsza. The defendants include: RENE ARMANDO DEPERALTA, JOHN AMATC,
a/k/a "Flames," the Chief Operating Officer of Future Fitness, and
FRANK ROTELLA, the thief Executive Officer of Future Fitness. The
‘scheme allegedly involved the payment of secret bribes equal to
approximately 40 percent of the valﬁe of Future Fitness common
stock in return for brokers selling the stock to unsuspecting
investors, and falsely telling investors that the proceeds of the
private placement would be used in Future Fitness’s business.

6. United States v. Yilmaz, et al., 00 Cr. 248, charges three
defendants with securities fraud, from February 1998 to August
1998, in connection with a private placement of stock of Alliance
Tachnology, an informatiop technology services company located in
Manhattan. The Complaint names as defendants HAYRI YILMAZ,
Alliance’s President and Chief Exécutive Officer, and KENNETH

JEFTERSON and MERRICK C. SMITH, two persons hired by Alliance to

(83

scruit investors to purchase Alliance stock. The scheme allegedly
;nvoived falsely telling investors that an IPO for Alliance’s stock
was clcs2 at hand, paying secret bribes to brokers in return for
their efforts in selling Alliance stock to unsuspecting investors,

and telling investors that the proceeds of the private placement

would be used in Alliance’s business.
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Additional Information

In connection with today’s arrests, search warrants wers
exscuted at the following locations: (a) the offices of DMN Capital
at 3 Hanover‘Square in Manhattan; (b) offices of the Detectives’
Encowment Association; (c¢) the residence of STEPHEN GARDEILL in
Staten Island, New York; (d) residence of JAMES S. LABATE, a/k/a
"Jimmy," in Staten Island, New York; (e} offices of ALLEN WOLEFSON
and Cyberamerica in Salt Lake City, Utah; and (f) offices of GENE
PHILLIPS and A. CAL ROSSI at Basic Capital Management, in Dallas,
Texés.

Simultaneously with today’s announcement, the United States
Securities and Commission announced the filing of three
administrative proceedings alleging fraud-related charges against
a total of 41 respondents. These include one administrative

rocesding against 33 persons arising out of the privats placement

Nel

fraud at Monitecr Investment Group; one against seven persons

i

rising out of the conduct alleged in United States v. Welfson, =t

1.; and one against WILLIAM STEPHENS. The SEC further announcad

|‘|!

nat it had imposed halts in trading on the OTC Bulletin Board of

[}

%]

scurities issued by Wamex Holdings Inc., and Z-Pawn, Inc.

previously, NASD Regulation filed a compliaint against 18

Scftware, Inc. All defendants were fined and suspended and/or

barred from associating with an NASD member.
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Ms. WHITE praised the efforts of all of the law enforcsment
agencies involved, and particularly commended the outstanding
investigative efforts of the FBI. Ms. WHITE also thanked the
United States Securities and Exchange Commi#sion for izs
assistance, and the Criminal Prosecution Assistance Group =f Na3T
Reguiation, Inc. for its help.

Assistant United States AttorneysbPATRICK J. SMITH, DAVID C.
‘ESSEKS, CHRISTOPHER J. CLARK, STEFANIE B. ISSER, MYLAN L.
DENERSTEIN, and Special Assistant United States Attorney JASON
SABOT are in charge of the prosecutions.

The charges contained in the Indictments and Complain;s are
merely accusations, and the defendants are presumed innccent unless
and until proven gquilty.

The names, date of birth, area of residence, charges, and
maximum’pénalty per charge for each of the defendants is sst Iorth
on the attached chart.

0084 ) #44
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U.S. Depariment of Justice

Federal Bureau of Investigation

Officy of the Director Washimgion, O €. 20535

—

ECEIVED

July 2, 1948 = 1
ok 8 iEse i

NASD

- DIETRICTNG 7

¥r. Douglas McoKinley
‘NASD Regulaticn, Ina,
Suite 500

One Securities Center

SMAN eV mremn o o

Avlanta, GA 30303
Deax Mr. McKinley:

It is a pleasure to join representacives c¢f our Tampa
Jffice :n thankiag you for your assiscance in invesiigating the
control of securities brokerage firms by organized crime and The
resulting securitiss fraud and racketeering activiciss.

You were vary kind to meer with the members of the
investigactive team, who benefirad greatly from your guidance.
also, I share their appreciation Zor the extensive time you
devoted to recruiting informants, tracking leads of stock
manipulacicn, and reviewing thousands of documents O ctrace
securities fraud and offshore money laundering.

The success achieved in this case can be attribuced in
large measuxe ©o your superb effcrts, and I want you to know of
my perscnal gratitude for all you have done on behali s the FBI
1n this case. It is good to know that we can COunt on your
suppert in the fight against organized crime.

aj ncerel?rs, f

Louis J. Freeh
Direcrter

1 - Mr. Frank G. Zarb

ez 00
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HEDIA RELEASE

Charles R. Wilsan, United States Aitomay for the Middia Distric? of Florida
annaunced taday the unssaling of a Twanty-One Count inctictmant charging Phifip C.
m, alk/a “Lou Metzar’, 54; Philip Gurien, a/lva “Mertin Clainey, 38; Glen T. viter,
28; Louis Corsaivo, 42; and Bamy Gesser, 36, with vialations of the Rackateerad
Influenced and Corrupt Crganization Act (RICO), Mail Fraud, Wire Frauc, Secuities
Fraud and Money Laundering. The indicinsnt aisa seeks forfeiture of cash inthe
armouwnt of $18,000,00C, raal property anq bank accourts from the defandams.

Acearding to the indietmer, the defendants associated themselves as an
enterprise together with Sovereign Equity Managemen, Inc., and Faicon Trading
Group, beth Fiorida Corperations, to manipulate pricas of ¢artain stoeks raded snthe
NASDAQ.

Natwithstanding the fact that anly Vittor appesared on the carporate recards of
Sovereign ana Falcon, Gurian, who was bared for fife from the Securriss Industry by
the Nativnal Asscciation of Securitias Dealers (NASD), as weil as Abramo, a ‘captain®
or “caps” in the DeCavaleants Family of Cosa Nostra and Consalvo, a *made” member
of thet Crime Family, aiso had a hidden interest.and exercised control ovar the
aparatians of Sovereign and Falcon. - Gassar assisted in obtaining deals for both
Sovereign and Faicon.

Aceording t© the Indictmen, the defendants approached comaratiens who ware
having finaneial difficuitias with schemaes o abtain financing thraugh the saie of etock.
The dafe waere provided dk ted SIOCK Of these corporations in exchange for
providing interim financing and thersafer. distribted the swock to the putiic via
“‘Regulation; 8" distributiens and Initial Public Offerings. The defendants manipulated
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the market through brokars employed by Scvereign who “pumped” up the prica of the
sharas in ordaer to make the most maney for ihe defendants. The defendants,
thereaner, “qumped” the S1ock Upen the public. in oraer to 288ist in raising the price of
the stock. the dafendams eausad f:alsa and fraudulent press releases i be issued
regarding the finandiai condition ant* prospeclive business of the cerperations. The
Sovereign brekers wers provided ‘iuia" payments, or payment aver and above the
lawful eommission, in order 1o seil the stock.  After *dumping” their discounted shares,
the defendants causad the Sovareign brokers 1o cease supponing the price of the
stock. While tha stock price plummeted, the defendants through Savarsign, Faicon
and other entities, ‘shored” the stack  Retail customers of Soversign and the investing
public lost ail or the majarity of their monay in these securitias.

The Indictment specifically charges that the distributions of Alter Sales, Inc.,
(ASC!), SC&T International, inc. (SCTI), and Imemational Standards Group (ISGI)
which became Total Werld Talacommunicatians, inc. (TWTT) were ail "pump and
dumps® crchestrated by the defendants.

If convicted, the defendarnts faca wenty years imprisanment, and fines of up to
twice the value of the progerty involved in the money laundering counts ar a total of
$36,000,000.

Mr. Wilsan praised the investigative efforts of the Federal Bureau of

investigation and praisad the

P ion of the Securities and Excnange Cemriission

(SEC) as wall 2 the Natenai Association of Securities Dealers (NASD). Tha case is

assigned ta Assistant United States Attarney, Kevin R March, Chief, Soike Force Unit.
An indictment is merely a formai charge of wrongdoing. Bvery cefendant is

presumed innccant uniess and udl he js proven guilty beyend a raascnable doubt

SECURITIES FRAUQ

The defendants are charged with RICO, Mail Fraud, Wire Fraud, Secusities
Fraud and Money Laundering, en whereby investors ware solicited to invest in stocks
while the defendants manipulated the price of the stacks traded on the NASDQ. The
defendants allegedly netted™ in axcass of $18,000,000.
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" DISTRICT ATTORNEY - NEW YORK COUNTY

NEWS RELEASE CONTACT: Barbara Thompson
July 27. 2000 (212) 335-9400

Manbhattan District Attorney Robert M. Morgenthau announced today the stock
fraud indictment of securities firm D.H. BLAIR & CO.. INC., and fifteen of its officers
and employees for enterprise corruption. Included among those indicted are KENTON
WOOD, the Chairman of the firm; ALAN STAHLER and KALMAN RENOV. the
firm's Vice Chairmen: VITO CAPOTORTO, the head trader of the firm; ALFRED
PALAGONIA. the top-producing broker for the firm; and ten other Blair brokers. In
addition. three other former D.H. Blair brokers have pleaded guilty to felony charges
arising from this investigation.

The sixteen defendants have all been indicted for Enterprise Corruption. Scheme
to Defraud in the First Degree, and securities fraud in violation of the New York State
General Business Law. The Grand Jury alleged additional pattern acts, including perjury
and violation of New York’s antitrust law. Various defendants were also indicted for
Grand Larceny in the Third Degree and Falsifving Business Records in the First Degree.
The Enterprise Corruption charge, which is punishable by up to twenty-five years’
imprisonment. alleges that managers and stockbrokers at D.H. Blair ran the business as a
criminal enterprise.

. The 173-count indictment charges that the defendants participated in the “D.H.
Blair Criminal Enterprise” from 1989 through 1998, and that the members of the scheme
“~frauded numerous people ~ including their own customers, other investors. other
nrokerage firms, and securities regulators ~ in order to realize massive illicit profits.
Members of the D.H. Blair Criminal Enterprise conspired to commit. and did commit. a
variety of crimes to advance their common criminal purpose. They manipulated stock
prices - including securities being offered in initial public offerings (“IPOs™) -- for the
benefit of the firm, certain favored customers, stockbrokers, and other people associated
with D.H. Blair. They engaged in a wide range of illegal and high-pressure sales
practices to generate excessive commissions and to facilitate the manipulation of stock
prices. In addition, they illegally colluded with other securities firms to manipulate stock
prices. They fraudulently increased commissions by selling securities to customers at far
more than prevailing market prices. They increased the size of the firm's customer base
by trafficking in client information stolen from other firms and by opening accounts for
customners whom they knew were not suitable for the kind of high-risk securities
marketed by D.H. Blair.

More than 50.000 customers invested with D.H. Blair & Co.. Inc. during the
period of the existence of the D.H. Blair Criminal Emterprise. Many suffered severe
economic losses as a result of the criminal conduct of the enterprise. For example. a 36
vear-old disabled man from Colerado lost approximately $150.000 from a disability
zeftlement upon which he relied to pay for medicine and other living expenses: he was
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aiven false price predictions and so-called “inside™ information which did not pan out.
Another investor. a 63 vear-old disabled racetrack worker living on a fixed income in
Manhattan. lost $35.000 of a $38.000 IRA due to unauthorized purchases in her account
and refusals to sell. A tugboat pilot from Brooklyn lost the $45.000 she had saved to buy
a house: while she was at sea. unauthorized trades were made in her account and when
she complained she was falsely assured that she would be the recipient of windfall future
profits. Another Blair customer, a 70 year-old Florida resident who had retired as a
trumpet player for the New York Philharmonic. lost approximately $250.000 from his
IRA and trust accounts due to false price guarantees and high pressure tactics designed to
prevent him from selling.

D.H. Blair made large profits by fraudulently distributing and manipulating the
securities of companies that had been brought public by its associated investment banking
firm. [n 1996, for example, the brokerage firm made gross profits of over $85 million
trom such over-the-counter securities trading. The indictment charges that among the
IPOs that the D.H. Blair Criminal Enterprise fraudulently sold and manipulated were
Amerigon. Inc.. Telepad Corp., Premier Laser Systems. Inc.. Interactive Flight
Technologies. Inc., Sepregen Corp.. Food Court Entertainment Network. Inc., Titan
Pharmaceuticals. Inc.. Digital Video Systems, Inc., Conversion Technologies
international, Inc., and Advanced Aerodynamics and Structures, {nc.

In order to commit these crimes and evade detection, members of the D.H. Blair
Criminal Enterprise falsified business records, suppressed customer complaints, hid
illegal practices. gave false and evasive testimony, and otherwise misled regulators
charged with enforcing the laws and rules governing the securities industry, including the
United States Securities and Exchange Commission (“SEC™) and the National
Association of Securities Dealers ("NASD”).

Mr. Morgenthau explained that some of the evidence leading to today’s
indictment was developed by NASD Regulation which worked closely with the District
Aunorney's Office during the investigation: the SEC also provided valuable assistance to
the investigation.

Mary L. Shapiro, President of NASD Regulation said, “Today’s action by District
Attorney Morgenthau again demonstrates his commitment to help rid the securities
markets of manipulative and fraudulent schemes. NASD Regulation previously brought
actions against D.H. Blair and individuals named in this indictment which resulted in
approximately $2.4 million in restitution to investors. We will continue to work closely
with the District Attorney’s Office and other law enforcement agencies to insure investor
confidence and the integrity of our markets.”

D.H. Blair, which ceased doing business as a broker-dealer in 1998, was located
at 44 Wall Street in Manhattan.

The individual defendants include executives at the highest levels of D.H. Blair.
As Chairman of D.H. Blair and a member of the firm's Senior Management Committee.

[
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KENTON WOOD engaged in and supervised the frauds perpetrated by the criminal
enterprise.  WOOD, along with CAPOTORTO and PALAGONIA, also participated in
collusive and fraudulent trading practices with A.R. Baron & Co.. Inc.. a securities
brokerage firm started by former Blair emplovees: 13 Baron' emplovees have been
convicted of securities fraud in a previous case brought by the District Attomey’s Office.

ALAN STAHLER and KALMAN RENOV were Vice Chairmen of the firm.
members of the Senior Management Committee. and registered representatives. Both
STAHLER and RENOV engaged in and supervised the frauds perpetrated by the criminal
enterprise.

VITO CAPOTORTO was the head trader for D.H. Blair as well as a member of
the Senior Management Committee. As such, in collusion with other members of the
criminal enterprise, CAPOTORTO manipulated the prices of securities and knowingly
handled fraudulent purchase and sales orders. WOOD, STAHLER, RENOV, and
CAPOTORTO were also part owners of the D.H. Blair brokerage firm.

ALFRED PALAGONIA was the highest-earning salesman among the D.H. Blair
registered representatives. personally generating as much as $13 million in gross
commissions in one year. PALAGONIA was not licensed to act as a supervisor, but in
fact he supervised members of the D.H. Blair sales force and directed their illegal
acnvities.

ROBIN BREITNER. ALEX DEWAR, JOHN DIBELLA, STEVEN FRANTZ.
RICHARD GAYDOS. RAYMOND HERNANDEZ, RICHARD MOLINSKY.
DARREN ORLANDO. ANDREW SCHANDLER, and RICHARD SMITH. as registered
representatives at D.H. Blair, fraudulently sold securities to the public, assisted in the
manipulation of those securities, concealed material information they were legally
required to disclose to their customers, and engaged in other frauds.

Former D.H. Blair brokers VINCENT POLISENO. PATRICK FALCO. and
JAMES POVINELLI have each pleaded guilty to attempted enterprise corruption and
securities fraud as part of the continuing investigation by the New York County District
Attomney’s Office into corrupt activities in the securities industry. The investigation into
the affairs of D.H. Blair began in the fall of 1997. The investigation is ongoing.

Frauds Bureau Deputy Bureau Chief Steve Krantz, and Assistant District
Antomneys Thomas J. Curran, Raja Chatterjee, and Patricia M. Sullivan of the District
Attorney’s Frauds Bureau handled the investigation of this case under the supervision of
Daniel J. Castleman, Chief of the Investigation Division, and Owen Heimer, Chief of the
Frauds Bureau. Investigators Christopher Donohue and George McMillin assisted in the
investigation under the supervision of Assistant Supervising Investigator Angel Flores.
Deputy Chief Investigator Thomas Jackson, Assistant Chief Investigator Terence
Mulderrig, and Chief Investigator Joseph Pennisi.

Mr. Morgenthau thanked NASD Regutation. Inc. for its assistance. and especialiy
Associate Vice President Evan Rosser. Supervisor of Examiners Neil Alexander. Bruce
Bettigole and NASDR’s Criminal Prosecution Assistance Group. Mr. Morgenthau also
recognized the assistance of the Securities and Exchange Commission. thanking Division
of Enforcement staff members including Associate Director William R. Baker L
Assistant Director Lawrence A. West. Branch Chief Gerald W. Hodgkins. and Senior
Counsel Louis A. Randazzo.
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United States Attorney
Southern District of New York

FOR IMMEDIATE RELEASE CONTACT: U.8, ATTORNEY'S OFFICE
SEDTEMBER 2, 1999 MARVIN SMILON, HERBERT HADAD
PUBLIC INFORMATICN OFFICE
(212) 637-2600
RICEARD-M. STRASSEERG
(212) 6€37-2406
JOANNA €. BENDON
(212) 637-2417

21

JOSEPR A. VALIQUETTE
(212) 284-2715

JAMES M. MARGOLIN
(212) 384-272¢0

U.S. POSTAL INSRECTION

SERVICE
. PATRICIA BOSSERT
(212) 330-2774

PRESS RELPASE

MARY JO WHITE, the United States Attozney for the
Southern District of New York, announced the filling of a 26-count
Superseding Indictment today charging RANDOLPH PACE, ALAN NOVICH,
WARREN SCHREIBER, VINCENT GREICO, ROBERT LANDAU, NANCY SHALEK,
JUDAH WERNICK, §TERLING FOSTER & COMPANY,.INC., VIR CAPITAL,
INC., and INVESEORS ASSOCIATES, INC., with securities fraud and
related charges arising out of a scheme in which the defendants
and their coconspirators made more than §200 million in illegal
profits by defrauding public investors who. purchased securities

as paét.of 11 allegedly fraudulent public offerings. In
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addition, FACE, NOVICH, and SCHREIBER are charged with conspiracy
to commit icnéy laundering.

In November 1998, PACE, the fozme: owner of the defunct
sroker-dealer Rooney Pace, Inc., and NOVICH, an attorney and
former centist, were indicted ¢n charges related to six public
offerings involving Sterling Foster, a former Melville, Long
Isiand, broker-dealer. The chaxgéb‘iﬁ’td&ay's Superﬁeding
Ipdictment include not only the six Sterling Foster public
offerings, but also another five public offerings involving two
additional broker-dealers, both of whom are named as defendants
in the Superseding Indictment.

The first brokar dealer is VIR Capital, with offices in
New York, Colerado, Florida, Georgla, and ?ennsylvania. The
second is Investors Associates, a broker-dealer with offices in
New York, New Jersey, and Florida.

In addition to naming Sterling Feater, VTR and
Investors Associates as defendants, the Superseding Indictment
also charges five new individual defendants with participating in
the scheme. They include WARREN SCHREIEER, a former registered
representative with VIR Capital; VINCENT GREICO, who co-managed
the Melville, Léng Island branch office of Investors Associates;
JUDAH WERNICX, a principal of Patterson Travis, Inc., a broker-
dealer with offices in New York; ROBERT LANDAU, an investor in

three of tie fraudulent offerings, and NANCY SEALEK, the Chairman
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¢f three of the companies involved in the fraudulent offerings.
Simultaneous with the announcement ¢f the Superseding
sndictment, Ms., WHITE also announced the filing of charges
against the following three co-conspirators for varisus crimes
arising out of one or more of the 1l public cfferings: (1)
LAWRENCE PENNA, the former President and Chief Executive OfZicer
¢f Investors Associatas:; (2] EERMAN EPSTEIN; the former Chairman
of the Board of Directors and the Compliance Director of
" Investors Associates; and (3) DOUGLAS MANGAN, .z former supervisor
at the Melville, Long Island branch office of Investors
Associates.
Ms. WHITE stated:

Today’s charges reflect our centinuing
investigatien into the complex schemes
orchestrated by Randolph Pace, Alan Novich, and.
their co-conspiratorss,. in which they defrauded
public investors in the market for public
offerings, including initial public offerings.
Having been disciplined and suspendad by
regulators for earlier improper conduct, Pace
allegedly concealed his control of these offerings
from ragulitors and the investing public, and then
allegedly utilized secret agrsements and
undezrstandings with "front™ men and nominees to
reap approximately $200 million in illegal profits
for himself and his co~conspirators. Today's
charges should serve notice that any violations of
tha federal securities laws, even the most
creative and complex schames, will be uncovered by
law enforcement and aggressively prosecuted.

LEWIS D. SCHILIRO, Assistant Director in Charge of the
FBI"s New York Field Office, stated:

Investor confidence in the secufities markets is

3
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eritical. Market manipulations such as was concocted by
these defendants unjustly enriches the dishonest at
the expensa of unwitting investors. It alse greatly
undermines public confidence in the safety and fairness
of the markets.

1EE R. HEEATH, Inspector in Charge, New York Division,

U.S. Postal Inspection Service, stated:

We congratulate the U.S. Attorney for the Scuthern
District of New York for teday’s indictment. Once
again, it is evident that law enforcement continues to
work together against individuals who defraud the
public. The Postal Inspection Service will continue to
work aggressively within the law enforcement community
to protect investors from being victimizad.

RICHARD H. WALKER, Director of the Division of

Enfercement of the United States Securities and Exchange

Commission ("™SEC") stated:

stated:

Criminal presecution is the most effactive deterresnt to
secuzities fraud. We applaud the work of the United
States Attorney’s Office for the Southern District of
New York in this matter and loock forward to continuing
our successful working relationship. '

MARY L: SHAPIRO, President of NASD Regulation, Inc.,

As microcap stock fraud victimizes individual investors
and can undermine the public’s confidence in our
markets, today’s action by United States Attorney Mary
Jo White demonstrates her Office’s commitment to bring
to justice these who engage in this type of securities
fraud. NASD Regulaticn praviously brought- enforcement
actiohs against Sterling Foster, VIR Capital and
Investors Associates, and many of the individuals named
in today’s indictment. Strong follow-up criminal }
prosecution is necessary when individuals whe have been
parred from the securities business by regulators seak
to exert their influence in the markets through
subterfuge and deception.
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The Fraudulont Public Offerings
A, Paca's Allaged Control of

According to the Superseding Indictment, in or about late
1993 and early 1994, PRCE, NOVICH, and SCHREIBER secretly
assisted LIESERMAN in establishing Sterling Foster as a
securities broker-dealer, Among cther things, PACE allegedly
arranged to provide capital for Stexling Fostez. In return, PACE
allegedly was to receive Sterling Foster's net-profits and te
csnﬁral its business activities, inclu?ing dictating which public
offerings of securities Sterling Foster would undsrwrite, the 4
tc:ﬁs and conditions of those public offerings, and the amount of
compensation to be received by LIEBERMAN. PACE, NOVICH, and
LIZBERMAN allegedly agreed that PACE’s control on: Sterling
foster would remain secret and concealed from the SEC, the NASD,
and the public. ‘

According to the Superseding Indictment, in 19%4 and
early 13385, PACE, NOVICH, and SCHREIBER gecratly obtained control
over VIR Capital. Among other things, PACE, NOVICH, and
SCHREIBER allegedly arranged to provide capital for VTR Capital,
and controlled VIR Capital’s business activities, including
dictating which public offerings of securities VIR Capital would
underwrite and the terms and conditions of those public
cfiferings.

Bccerding to tha Superseding Indictmgnt, PACE, NCVICH,

5
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SCHREIRBER, LIEBERMAN and their co~conspirators allegedly agreed
that PACE’s control ovar Sterling Foster and PACE and SCHREIBER'S
control over VIR Capital would remain secret and concealed from
the SEC, the NASD, and the public. Such concealment was
nacessary, zccording to the charges, because PACE had at that
time been suspended for two years from asscciating with any NASD
member firm, and was prohibited from werking in a supervisory
éapacizy for any NASD member firm for an additional five years.

In addition, in Octsber 1986 and Novemper 1887, the SEC
had barred PACE for variocus periods from associating with, or
acting as a principal for, any broker-dealer. SCHREIBER was-in
the process of appealiag NASD disciplinary actions that had
barred him permanently from association with any NASD member, and
had been suspended for five days by the NASD in May {994 £rom
aésaciating with any NASD member. To effect this concealment,
according to the charges, Stzriing Foster and VIR Capital
submitted to the SEC and the NASD Form B-Ds that failed to
disclose, among other things, the true roles PACE and SCHREIBER
played in cnnnactién with these broker-dealers.
B. [Ihe Issusrs

According to the Superseding Indictment, once PACE,
NOVICH, and SCHREIBER sacretly controlled Starliné Foster and VIR
cgpit;l, tgey arranged for the firms to be involved in public

offerings for the following cormpanies (the rissuers”), as
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cescribed below:

1. Lasercata Svstems, Inc.: in Cctober 1894, Sterling
Foster underwrote a $4.4 million public offering for
Lasergate, a Florida corporation engaged in the
developnent, assembly, marketing, servicing, and
installation of admission gontrol and revenue
acceounting systems at amusement parks, theme parks, and
other public facilities.

2.  Bgdvanced Voice Technologies. Ing.: in February
1888, Sterzling Foster underwrote a $5.5 millien
initial publie offering (“IPO”) for Advanced Voice, a
Delaware corporiation engaged in the sale and support of
a “Homework Hotline” voice processing systam dssigned
for use in education.

3. GQom/lech Communication Jechnolocies. Inc.: in
August 1995, Sterling Festar underwrote a $5 million
IPO for Com/Tech, a New York corporation engaged in the
business of developing, designing, and managing
interactive videc programming and private satellite
networks for live one-way and interactive video
programs and tele-conferencing.

4. Embryo Development Corporation: in November 1895,
Sterling Foster underwrote a $3 millien IPQ for Embryo,
a Delawara corporation engaged in the development,
acquisition, manufacturing, and marketing of biomedical
devices.

S. Bovlewoods, Ing.: in April 1986, Sterling Foster

underwrote a $6 million IP0 for Applewoods, a Delaware
corporation that manufactured and sold natural scaps,

oils, lovions, toiletriss, and related products.

6. ML Diract, Inc.: in September 1996, Pattersen
Travis, Inc., and others underwrote a $7.2 millicn IPQ
for ML Direct, a Delaware corporation engaged in the
dusiness of expanding the marketing opportunities for
products that had alraady been successfully sold on
“infomezcials” and home shopping networks.

7. Iptericzs, Inc.: in September 1995 VIR Capital and
Investors Associates, among cothers, undarwrote a
$2,010,000 public offering of sscurities for Interiors,
a Delawars corporation engaged in the manufacturing and
markecing of picture frames.
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8. compare Geperiks, Inc.: in March 1996, VTR Capital and
Investors Associates underwrote a $3,450,000 IPO of
securities for Compare Generiks, a Delaware corporation
engaged in the distribution, marketing, and sale of dietary
supplements and over-the-counter, non-prescription

pharmaceuticals.
9. Perzv’s Malestic Beex, Tnc.: im July 1996, VIR Capital

and Investors Associates underwrote a $3,500,600 IPQ cf
securitiss for Perry’s Majestic 3eer, a Delaware
corporation, engaged in, among other things, the marketing
and sale of micro~brewed beers and ales.
1C. Decor Group. Inc.: in November 1896, VTR Capital and
Investors Associates underwrote a $3,250,000 IPQ of
securities for Decor, a Delawars corporation engaged in the
desigs, manufacturing, and marketing of sculptures.

" 11. Superior Supolements, Tnc.: in February 1887, VIR
Capital and Investors Asscciates underwrote a $6
million offering of Superior Supplements securities.
Superior Supplements was a Delaware corporation engaged-
in the development, manufacture, marketing, and sale of
dietary supplements.

The last five ccmpanies ware added in the Superseding
Indietment.

According to the Superseding Indictment, ZFACE, NOVICH,
anc SCHREIBER dictated the terms and conditions of thess public
offerings, including the selecticn of the underwriters, the
number of shares to be registered, the offering price, and the

lawyers and accountants selected to work on the offerings.
c. PACE's and NOVICE's Allegedly
In
-According to the Superseding Indictment, in order to
enrich themselves, PACE and NOVICH cbtained for themselves,

directly and thzough nominees, an undisclosed beneficial
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ownership of & substantial percentage of the common stock of the
Issuers by, among other methods: (1) securing so-called "founders
stock” for themselves and their nomineas; (2} causing certain of
the Issuers to issue debt and aquity securities to investors,
including PRCE, NOVICH, and their nominees, in “bridge
financings” pending the public offerings: and (3) requiring
certain of the Issuers to give stock to sc~callad “consultants”
seiected by PACE and NOVICH in exchange for actual and fictitious
consulting services. PACE, NOVICH, their nominees, and others
who were issued stock of the Issuers in connection with the
public offerings ars referred to collectively as the “"Selling
Securityholders”.

PACE, NOVICE, and SCHREIBER allagedly dictated the
number of shares to be registered on behalf of the Selling
Securityholders, and caused the Issuers to register such
securities in the ragistration statements filed in connection
with the public offerings. At the same time, PACE, NOVICH and
SCHREIBER allegedly concealed from the regulators and the
investing public that they had a secret understanding with
certain of the Selling Securityholders that PACE and NOVICH would
share beneficial ownership of thelr securities, including the
power to sell the securities and share in the profits.

D. Fraudu, tg

RBceording to the Superssding Indictment, the defendants



246

nad an unlawliul, secret understanding, reached prior to the
effective dates of the offerings, pursuant to which, ,among other
things, (&) the selling securityholders agreed to sell th
securities registered on their behalves to Sterling Foster, VTR
Capital, or Investors Associates, at prm-arranged timas and
prices, as designated by PACE, NOVICH, and SCHREIBER; (ii) the
prices at whish the selling securityholders would effect these
sales would result in a substantial profit to many of the selling
securityholders, but be at prices substantially below the
expected market price for those sedurities following the
offerings: (iii) Sterling Foster, VIR C;pi:al and Investors
Associates wouid'sell substantial amounts of the Issuers’
securities to their retail custemers, and use securities
purcnased Ifxom the salling-securityholdexs at the pre-azranged
times and prices to cover the sales to retail customers; and (iv)
this plan would not be disclosed to the public.

Ascording to the Supeszding Indictment, in order for
the defendants to enrich themselves in this scheme, it was
necessary to create strong demand among publis investors for the
securities sold as part of the public offerings. Thus, Sterling
Foster and Investors Associates allegedly caused their sales
forces unlawfully to generate extraordinary demand ia connection
with the public offerings and secondary market trading for the

securities of the Issuers by engaging in unlawful, abusive sales

10
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practices, ircluding: (a) making misrepzesentationé and omissionsg
of material facts to their customers about the Issuers, the
offerings, and the sseurities; and (b) unlawftlly confimming
sales to their customers of securities sold in the public
offerings and in the secondary market, before the offerings were
declared effective by the SEC.

Aceording to the Superseding Indictment, as & result cf
tSe misrepresentations and omissions made by Sterling Foster to
public-inves:ors, Sterling Toster, with the knowledge and
approval of PACE and NOVICH, accumulated multi-million-dollar
“shert” positions for the sacurities of the Issuers in its
propristary tradiag account immediately afcer the public
offaring. Sterling Foster’s "short" positions were in amounts
substantially greater than the number of freely tradeable shares
in the marketplace. In order to cover these "short" positiens,
PACE, NOVICH, LIEBERMAN, and WERNICK allegedly pursuant to the
sgcret undezstanding with certain of the Selling Securitvholders,
including LANDAU and SHALEK, caused Sterling Foster and Patterson
Travis to release the Selling Securityholders from the sham
"lock-up” agreements, and caused Sterling Foster to purchase such
securities at pre-arranged prices.

T™he pre-arranged prices allegedly determined by PACE
and NOVICH were designed to result in 4 substantial profit to

many of the Selling Securxityholders, including LANDAU and SEALEK,

11
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sur at prices substantially below the public offering price and
zhe expected market price for those securities following <he
offering.

According to the Superseding Indictment, PRCE, NOVICH,
LIESERMAN, and others, then caused Sterling Foster To cover its
"shost™ positions with securities purchased from the Selling »
Securityholders. As a result of this secret arrangement, PACE
and NOVICH and their co-conspirator were allegedly able to earn
iiilicns of dollars in illegal profits, Sterling Foster
allegedly obtained its share of the il}eqal profits in the form
of the "spread" between the low price it paid for the "unlocked"
securities purchased from the Selling Securityholdezs, and the
high price it received upon first selling stock teo the investing
pukblic in amounts greater than the numbar of shares freely
tradeable in the marketplace, and then covering the resulting
"short” positions with the lower-priced, "unlocked” securities it
nad purchased from ths Selling Securityholders.

cecording te the Superseding Indictment, in connection
with the VIR/Investors Associates Publie Offerings, PACE, NOVICH,
SCHAEIBER, and GREICO, as well as lLawrence Penna, Herman Epstein,
and their co-conspirators, caused VIR Capital and Investors
Associares to effect sales of the securities registered on benalf
of the selling securityholders by (i) causing VTR Capital and

Tavestors Associates secretly to work together to increase the

iz
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price for the Issuers’ securitics after the offering to a desired
"targe= price" set by PACE, SCHREIBER, and their co-conspirators;
{ii) causing certain selling securityholders in the VIR/Investors
Associates Public Cfferings to sell the securities ts VTR Czpital
and Investors Associstes in large blocks at pre-arranged prices
=hat were typically substantially below the target price and
axpected macket price for thoss securities, and (iii) causing VIR
dapi:al and Inveators Associates to use these sgcu:ities to covar
their sales to retail customers, thereby earzning millions of
dollars of trading profits.

According to ths Superseding Indi;tmen:, éh:ough this
illegal scheme, PACE, NOVICH, SCHREIBER, GREICO, WERNICK, LANDAU,
SHALEK and others thereby caused Sterling Fester, VIR Capital,
and Investors Associaiés =0 vioclate their fiduciary and other
duties to their customers by, among other things: (a) failing to
give their customers fair and honest advice about the value of
the securities sold inAthe public offerings of the Issuers; and
{b) preparing registration statements, prospectuses, and other
documents in connection with the public offerings that contained
miszepiesen:a:ions and omissions of material fact about, among
othar things, the plan of distribution with respect te, and the
beneficial cwnership of, certain of the sescurities registered in
the cfferings.

$ix defendants have already pied guilty to charges

13
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relating te their invelvement in the scheme, and have agread to
for*eit or disgorge to the Government approximately $32 millien
in ill-goesten gains. Thess six defendants include ADAM
LIZ3ERMAN, the former Prmsident of Sterling Foster; SHERMAN
DRUSIN, the former director ¢of corporate finance for Sterling
Foster; MICHAEL KRASNOFF, the former President and CEQ of PDK
Laps, In¢., a Long Island based pharmaceutical company; MICHAEL
LULKIN, the former General Counsel to PDK; HARTLEY BERNSTEIN, a
securities lawyar and former name partner of the law firm
Bernstein & Wasserman: and WILLIAM HURLEY, an investor.

PACE, 53, NOVICH, 52, LANDAU, $7, and PENNA, 55, all
live in Manhattan.

SCHREIBER, 43, lives in Roslyn Heights, New York.

GREICO, 33, lives in West Islip, New York.

SHALEX, 44, lives in Purchase, New York,

WERNICK, 35, lives in Woodmere, New York.

TPSTEIN, 358, lives in Fzanklin Lakes, New Jersey.

MANGAN, 37, lives in Amityville, New York.

The exact charges brought against each defendant, and
the maximum penalties for those charges, are summarized in the
attached schedule,

in separate actions, the SEC announced the filing
and settlement of civil securities fraud charges against LAWRENCE

PENNA, HERMAN EPSTEIN, and COUGLAS MANGAN.

14
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Ms. WHITE praised the efforts of the Federal Bureau of
Tnvestigation and the United States Postal Inspection Service for
their investigation of this case. Ms. WHEITE also praised ths
assistance provided to the investigation by NASD Regulatisz, Inc.
and the SEC. The investigatien is continuing.

Assistant United States Attorneys RICHARD M. STRASSBERG
and JOANNA HEINDON are in charge of the procsecution.

The charges contained in the Supsrsed%ng Indictment are
merely accusations, and the defendants are presumed innocent
unless and until proven guilty.

99-154 LA

15



Defepdant

RANDOLFE PACE
ALAN NOVICH

252

Chazge

Conspiracy to
commit securities
fraud, mail fraud,
wire fraud, and teo
make false
statements

Securities Fraud

Making False
Statements

and Omissions
in Registration
Statements

Making False
Statements

and Omissions
in the Fozm B-D

Coasgpiracy to
Cemmit Money
Laundering

Number

of Countg
1

11

11

2

oy

Maximum Penalty
Per Coupt =

5 years;

fine: $250,000
or twice the
gross gain or
loss from the
offense

10 years;

fine: §1
million or
twice the gross
gain or loss
from the
offense

5 years;

fine: $250,000
or twice the
gross gain or
loss from the
cffense

10 years;

fine: S1
million or
twice the gross
gain or loss
frem the
offense

20 yeazrs:;

fine: the
greater of
$500,000 or
twice the value
of the property
involved in the
offense;



‘Dafendanpt

WARREN
SCERRIBER
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Chazge

Conspiracy to

commit securities
fraud, mail franud,
wire fraud, and to

make false
statemenis

Securities Fraud

Making Falss
Statements

and Omissions
in Registratien
Statemants

Making false
Statements

and Omisgsions
in the Form B-D

Conspiracy to
Cormit Money
Laundering

10

10

Co

Pez Coupt

S years:

fine: $230,000
or twice the
gross gain oxr
loss from the
cffenge

10 years;

finer $1
million or
twice the gross
gain or loss
from the
offense

5 years;

fine: §250,000
¢cr twice the
gross gain or
loss from the
offanse

10 years;

ine: §1
miliion or
twice the gross
gain oxr loss
from the
offense

20 years;

fine: the
greater of
$500,000 oxr
twica the valus
of the property
involved in the
offanse;



Delendant

VINCENT
GREBICO
INVESTCRS
ASSOCIATES

JUDAR WERNICX
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Nuxbaz
Chazge = ef Counta
Conspiracy to 1

commit securities
fraud, mail fraud,
wire fraud, and to
make false
statements

Sacurities Fraud 5

w

Making False
Statements

and Cnmissions
in Registration
Scatements

Py

Conspiracy te
commit sscurities
fraud, mail fraud,
wire fraud, and to

make false
statements
Securitiss Fraud §
Making False 1
Statements

and Omissions
in Registratien
Statements

Maximum Penalty
Bz Sount

S yearss

fine: $250,000

or twice the
ross gain or
loss from the

offense

10 years;

fine: $1
millien oz
twice the gross
gain or loss
from the
cffense

5 years: B
fine: $250,000
ot twice the
gross gain’ or
loss from the
offense

$ years;

fine: $250,000
or twice the
gross gain or
less from the
offense

10 years;

fine: §1
million or
twice the gross
gain or loss
from the
offense

S years;

fine: $250,000
or twice the
gross gain or
loss from the
offense
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Mr. GoLbsMITH. Thank you.

One of these cases, and | believe we may hear some tapes from
it later on, is known as the Mob on Wall Street case, which in-
volves secret organized crime control of brokerage firms to manipu-
late the price of Healthtech stock by upticking their quotes and
bribing brokers. In that matter NASDR’'s market regulation depart-
ment first identified problematic accounting and disclosure irreg-
ularities as well as suspicious Internet activity. This was referred
to the government for action. After the government initiated its in-
vestigation, CPAG provided hundreds of hours of assistance to the
prosecutors in that case. In the ultimate trial of that case, which
led to a conviction, our director of enforcement provided important
expert testimony to the jury.

In addition to assisting law enforcement officials and prosecuting
organized crime, the NASDR has provided a taping rule to reduce
recidivism by brokers. The rule requires a firm to tape record all
of its brokers sales calls with existing and potential customers if
a significant percentage of a firm's brokers were previously em-
ployed by problem firms. When brokers migrate from firm to firm,
they do not necessarily lose their old bad habits.

NASDR has also provided and will continue to provide training
programs on securities issues to prosecutors around the country.

In closing, | want to emphasize that we are committed to pro-
viding a fair, well-regulated environment for the trading of all se-
curities free of the taint of organized crime. We promise to continue
to work diligently with the SEC, the States, and law enforcement
officials and Congress toward that end. Thank you very much.

[The prepared statement of Barry R. Goldsmith follows:]

PREPARED STATEMENT OF BARRY R. GOLDSMITH, EXECUTIVE VICE PRESIDENT, NASD
REGULATION, INC.

The NASD would like to thank the Subcommittee for this opportunity to testify
on organized crime in the securities markets, the scope of the problem and our ef-
forts to address it. America’s securities markets are essential to the capital forma-
tion process and economic well being of our nation. It is our job to work together
with the SEC and law enforcement authorities to protect investors and the markets
from fraud and abuse of any kind, including organized crime.

Your invitation letter asked us to discuss, among other things, the level of orga-
nized crime that NASDR has discovered in our capital markets through brokerage
houses or other NASDR regulated entities. In addition, you requested that we dis-
cuss past, present and future efforts to detect and prevent organized crime in the
securities markets, as well as the results of these efforts.

Our securities markets are the strongest, safest and best regulated markets in the
world. The overwhelming majority of individuals in the securities industry are hon-
est, ethical professionals who treat their obligation to comply with the law seriously
and put the investor’'s interest first. There are, however, a small number of dis-
honest individuals and firms in the securities business. The problem firms and bro-
kers represent a tiny portion of the almost 5,600 securities firms and more than
650,000 registered industry professionals in this country. Importantly, only a tiny
fraction of these are involved in criminal activity and an even smaller number are
involved with organized crime. Nevertheless, any attempt, however limited or small,
by organized criminal elements to influence the securities markets is unacceptable.
We will not tolerate it. NASD Regulation, along with the SEC and criminal prosecu-
tors, have stepped up its already significant surveillance, enforcement and prosecu-
torial efforts to rid the industry of these criminals and to better educate and protect
the investing public. The recent spate of successful organized crime prosecutions in
securities cases, and NASD Regulation’s substantial assistance to criminal prosecu-
tors in those cases, demonstrates our strong commitment and success in this area.

| believe that the securities industry may be a target for organized crime for sev-
eral reasons. We have experienced the longest sustained bull market in the history
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of our country. This market has attracted record numbers of new, sometimes rel-
atively unsophisticated, individuals as investors. Inexperienced investors looking for
a quick doubling or tripling of their money can too easily fall prey to those unscru-
pulous few in our industry and on its fringes. In addition, the number of small,
newly capitalized companies in the non-listed or over-the-counter markets has in-
creased. While many of these smaller companies provide significant growth potential
for our capital markets and investors alike, these companies’ securities are also
much more susceptible to manipulative conduct. This can be done the “old fashioned
way” through rows of telephone banks housed in “bricks and mortar” boiler rooms,
or now, much more efficiently, with a few clicks of the mouse over the Internet.

As securities regulators, we must adopt a “zero-tolerance” approach not just to or-
ganized crime, but to any criminal conduct in the securities marketplace. We must
continue to look at ways of improving our enforcement and surveillance, as well as
the rules we adopt to protect investors, especially as it concerns organized crime.
Most importantly, 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
criminals and scamsters and make responsible investment decisions. This is the
best defense to any type of securities fraud.

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 Amend-
ments to the Securities Exchange Act of 1934, the NASD is the largest self-regu-
latory 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 almost 5,600 securi-
ties firms that operate in excess of 83,000 branch offices and employ more than
652,000 registered securities professionals.

The NASD is the parent company of NASD Regulation, Inc. (NASDR), the Nasdaq
Stock Market, Inc., the American Stock Exchange LLC, and NASD Dispute Resolu-
tion, Inc. These 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 31-member Board of Governors, a majority of whom are not securities industry
affiliated. The NASDR subsidiary is governed by a 10 member Board of Directors,
balanced between securities industry and non-industry members. 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 pro-
tect investors and ensure market integrity.

NASD Regulation

NASD Regulation is responsible for the registration, education, testing, and exam-
ination 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 dif-
ferent 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.

In 1999, NASDR brought 1,175 new enforcement actions involving violations of
the federal securities laws and NASD rules. This represents approximately a 12 per-
cent increase from the prior year and more than a 30 percent increase over the past
five years. In addition, NASDR barred nearly 500 individuals from the securities in-
dustry in 1999, almost a 30 percent increase from 1998.

The 1,500 member staff of NASDR is devoted exclusively to carrying out the
NASD's regulatory and enforcement responsibilities. NASDR carries out its man-
date from its Washington headquarters and 14 district offices located in major cities
throughout the country. Through close cooperation with federal and state authori-
ties and other self-regulators, overlap and duplication is minimized, freeing govern-
mental resources to focus on other areas of securities regulation.

NASDR rulemaking is a widely participatory process with broad input from indus-
try members, 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 pub-
lishes NASDR rules for comment in the Federal Register.

NASDR has examination responsibilities for all of its 5,600 members. In addition
to special cause investigations that address customer complaints and terminations
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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 estab-
lished 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 fac-
tors. During 1999, more than 2,400 main office routine examinations were com-
pleted and over 6,700 customer complaints and 2,900 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 reg-
uisite understanding of the products offered by their firms, as well as regulatory re-
quirements for the functions they are to perform for their employer-members. Indi-
viduals acting in a management capacity must pass the appropriate principal’'s ex-
amination, while sales personnel must demonstrate specific understanding of the
products they intend to sell and the regulations that govern those products. In 1999,
NASDR administered 353,778 qualifications tests.

NASDR'’s Central Registration Depository (CRD) maintains the qualification, em-
ployment, and disciplinary histories of more than 650,000 registered securities em-
ployees of member firms through this automated, electronic system. Developed joint-
ly by the North American Securities Administrators Association (NASAA), the orga-
nization of state securities regulators, and the NASD, CRD is an on-line registration
data bank and application-processing facility to which each of its regulatory partici-
pants are linked by a nationwide network of on-line computer terminals.

Records of securities professionals are available to the public through NASDR'’s
Public Disclosure Program. Background information is supplied, including all re-
portable criminal convictions and dismissed indictments, final disciplinary actions
taken by the NASD or any other securities self-regulatory organization and state
and federal regulators, pending NASD and other SRO disciplinary actions, dis-
missed NASD complaints, arbitration decisions, and civil judgments In securities or
commodities disputes. This information is provided without charge to requestors.

The Over-The-Counter 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 nor on any exchange. It is in the thin-
ly traded, micro-cap securities that characterize the over-the-counter-market where
we find the greatest potential for fraudulent activity.

A part of the over-the-counter market is what is known as The OTC Bulletin
Board (OTCBB). While it is a system operated by Nasdaq, the Bulletin Board is
markedly different 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 Nasdag. The companies need not meet any listing standards to have their stock
included in the Bulletin Board. 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.

Until recently, there were no periodic public reporting requirements for companies
who wanted their shares included on the OTCBB. Thus, investors who wanted to
evaluate the merits of companies whose shares were quoted there, had little avail-
able information. In January 2000, the SEC approved the NASD's OTC Bulletin
Board Eligibility Rule. This rule permits only those companies that report their cur-
rent financial information to the SEC, banking, or insurance regulators to be quoted
on the OTCBB. This new rule ensures that investors are provided with more and
better information about OTCBB stocks. In particular, investors will now have ac-
cess to companies’ current financial information when considering investments in
OTCBB securities.

NASDR CRIMINAL ENFORCMENT ACTIVITIES

The U.S. securities industry is one of the most comprehensively regulated in the
country. This regulation has helped make our markets the deepest and safest in the
world. In the overwhelming majority of situations, securities rule violations by mar-
ket participants can be and are dealt with by administrative or civil sanctions.
NASDR’s administrative sanctions include suspensions and bars of registered rep-
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resentatives, business restrictions on or expulsions of member firms, restitution to
customers, and the imposition of monetary fines. We believe that this comprehen-
sive web of regulation is a major reason that the limited organized crime involve-
ment in the industry that we have seen to date has rarely been by those who are
registered to operate in the industry, but rather by those who operate outside the
periphery of that regulation.

There are, however a very small number of violations that are so pernicious or
are committed by such hardened securities law recidivists that they can only be
dealt with criminally. Importantly, NASDR jurisdiction extends only to member se-
curities firms and their associated persons, and thus does not have the jurisdictional
reach or the necessary array of governmental investigative tools—wiretap, search
warrant and subpoena authority—that are available to the FBI and other law en-
forcement officials. While we pursue our own investigations and take administrative
action against registered persons and entities in these types of cases, we also refer
the most serious of these matters to criminal law enforcement officials. It is the
criminal authorities who are best positioned to fully prosecute those involved in
these cases. In these instances, we work closely with the criminal authorities to as-
sist them in any way we can.

The type of assistance we provide to criminal authorities depends upon the nature
of the case and the needs of the particular prosecutor. Many of these cases involve
very complex fraudulent schemes with thousands of customer trades, months if not
years of illicit activity and tens of millions of dollars of illegal profits. While prosecu-
tors often obtain important evidence in these cases from informants, coconspirators,
and wiretap evidence, not all of this evidence may be of the quality necessary to
bring a successful criminal prosecution. Criminal cases require proof of guilt beyond
a reasonable doubt.

NASDR has unique access to the audit trail that accompanies nearly every securi-
ties trade. This audit trail includes detailed information on the billion-plus shares
that trade hands in our markets each day, each share of which must be reported
within 90 seconds of a trade to power computer systems we maintain. Likewise, we
capture and maintain, on a real time basis, every quote to buy or sell a security
and every change to those quotes that brokerage firms make in these securities.

Our investigators come from a variety of securities industry and professional
backgrounds and are well versed in the technical and sometimes difficult to under-
stand language of the securities industry. They are also computer proficient and are
able to efficiently analyze thousands of trades and quotes to detect patterns of po-
tentially illicit conduct. Working side-by-side with criminal prosecutors, they are
able interpret tape recordings, heavily laden with technical jargon. Likewise, they
are able to recreate the trading in particular securities that may corroborate the tes-
timony of a cooperating witness that the trading in that security was manipulated.

NASDR investigators are able to work with criminal prosecutors to graph and
chart the evidence into compelling demonstrative exhibits that can be presented to
the jury at trial. Sometimes, NASDR investigators and examiners serve as fact wit-
nesses in criminal trials, describing to the jury the underlying factual basis of de-
monstrative exhibits or compilations of trading data. On other occasions, in orga-
nized crime and other criminal matters, NASDR officials have served as expert wit-
nesses explaining the regulations and workings of the securities markets.

NASDR has reacted to the potential criminal conduct primarily through three ap-
proaches: (1) Stepped-up assistance to criminal prosecutors through its recently
formed Criminal Prosecution Assistance Group (CPAG), as well as through its Mar-
ket Regulation Department; (2) Implementation of its new taping rule; and (3) En-
hanced training of federal, state and local prosecutors and law enforcement officials.

CPAG, Market Regulation, and Other Assistance to Prosecutors

Our commitment to assisting criminal prosecutors has been on-going and of a
long-standing nature. The NASD’s record of assistance to and cooperation with
criminal authorities goes back many years. At least as early as the 1980's, the
NASD had investigative staff working full-time to assist in the investigation and
criminal prosecution of securities fraud. We continue to play an active role in this
work through close relationships between our 14 district offices and prosecutors in
their locales.

Our Market Regulation Department conducts an ongoing surveillance program of
the market activity for all Nasdaq and over-the-counter securities. While this is an
enormous task given that it includes watching over 10,000 securities on a daily
basis, NASDR has committed significant resources to develop technology to identify
suspicious scenarios that require further investigation. Our surveillance staff works
closely with the U. S. Securities and Exchange Commission and criminal law en-
forcement agencies and has quickly uncovered numerous fraud schemes that have
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been successfully investigated and prosecuted. In 1999, the Market Regulation De-
partment referred over 230 cases of potential insider trading and fraud to the SEC
and other law enforcement agencies.

To ensure that prosecutors have the expertise and support that they need to bring
securities cases, and responding to the numerous requests of criminal law enforce-
ment officials, NASDR’s Enforcement Department created the Criminal Prosecution
Assistance Group, or CPAG, in April 1998. It is through CPAG that NASDR most
directly takes part in the fight against organized crime in the securities industry.

The purpose of CPAG is to make available to criminal prosecutors and inves-
tigating agents throughout the country the expertise and experience of the NASD
for the identification, investigation and prosecution of securities fraud and related
offenses. CPAG is the first unit within a self-regulatory organization to be devoted
to working directly and exclusively on criminal investigations and prosecutions in-
volving securities-related crimes.

The office is headed by a CPAG Chief Counsel who was both a Special Assistant
United States Attorney and an Assistant Chief Litigation Counsel with the SEC.
The group includes securities examiners who are widely experienced and knowledge-
able about the securities industry generally, the computerized databases of the
NASD, and the analysis of trading records maintained in the industry.

CPAG has been involved in about 200 separate criminal matters, ranging from
hundreds of hours of work on lengthy investigations and trials to brief telephone
consultations with prosecutors and agents. The group provides detailed analysis of
trading records and related documentation, offers advice and training to prosecutors
and agents, provides summary and expert testimony, creates demonstrative exhib-
its, assists with complex securities law motions, and provides attorney assistance
through appointment as a Special Assistant United States Attorney or Deputy Dis-
trict Attorney. Many of these matters involve non-public investigations, and thus
cannot be disclosed.

Cases

CPAG and the Market Regulation Department have assisted criminal prosecutors
on all of the significant publicly available matters involving allegations of Mob activ-
ity in the securities markets, including the following cases:

U.S. v. Gangi, et al.—United States Attorney’s Office (SDNY)—This case was the
first prosecution of organized crime involvement in the securities industry, and
came to be known as the “Mob on Wall Street” case. It involved secret organized
crime control of several brokerage firms to manipulate the price of Healthtech com-
mon stock and warrants by artificially upticking their quotes and bribing brokers
to provide retail. All of the organized crime figures pleaded guilty, and the remain-
ing defendants, including a notorious stock promoter named Gordon Hall, were con-
victed at trial on May 11, 1999. The charges included racketeering and conspiracy
as well as securities fraud. Hall was sentenced to 87 months in prison. The orga-
nized crime figures received sentences ranging from 4-8 years in prison.

NASDR provided hundreds of hours of assistance to the SEC and prosecutors on
this important case. NASDR's Market Regulation Department referred it to the
Nasdaqg Listing Investigations Department to investigate questionable assets, poten-
tial false disclosures by the company, suspicious Internet activity, and a significant
increase in the total shares outstanding. Evidence uncovered in the resulting inves-
tigation was referred to the government. After the government initiated its inves-
tigations, CPAG analyzed trading data, reviewed transcripts of government tape re-
cordings post-indictment and identified data that corroborated particular statements
on the tapes, such as statements by Mob associates about manipulation of
Healthech's stock on particular days. CPAG prepared demonstrative exhibits, such
as a comparison of the reported brokers’ commissions to the conspirators’ secret list-
ing of actual payments of bribes to brokers. CPAG also created bar charts that
graphically displayed the dominance of the corrupt brokerage firm in sales to the
public of Healthtech common stock and warrants. NASDR staff also participated in
interviews of cooperating witnesses and a defendant who ultimately pleaded guilty.
NADR also provided expert witness testimony in the trial of this case.

U.S. v. Ageloff, et al.—United States Attorney’s Office (EDNY)—This on-going mat-
ter involves fraudulent sales practices and manipulation of Initial Public Offerings
(IPOs). Ageloff was reported in the media to have extensive Mob connections. The
defendants in this case included primarily top producing brokers and managers
from the brokerage firms of Hanover Sterling, Norfolk Securities, Capital Planning,
and PCM Securities. Approximately 50 of these defendants have agreed to plead
guilty in this case. CPAG’s Chief Counsel is serving as a Special Assistant U. S.
Attorney and will assist in the trial of the remaining seven defendants, currently
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scheduled to begin October 30. CPAG is also assisting in analyzing trading records,
creating demonstrative exhibits, and preparing for summary trial testimony.

U.S. v. Coppa, et al.—United States Attorney’s Office (EDNY)—This IPO manipu-
lation case involves 19 defendants, including the principals of the brokerage firms
of State Street and White Rock Partners. It also involves members of the Gambino,
Genovese, Bonnano, and Colombo crime families who had been enlisted by other de-
fendants to settle internal disputes. CPAG was extensively involved in analyzing
data and interviewing potential witnesses in this matter over an 18-month period,
and will provide summary trial testimony and demonstrative trial exhibits.

“UPTICK"” Indictments—United States Attorney’s Office (SDNY)—In June 2000,
the U.S. Attorney for the Southern District of New York announced criminal
charges against 120 defendants named in 21 separate charging documents, as part
of “Operation Uptick.” The defendants included members and associates of all five
New York Mob families, and allegations that they had controlled or infiltrated sev-
eral brokerage firms, including First Liberty Investment Group, William Scott &
Company, Bryn Mawr Investment Group, Monitor Investment Group, Meyers Pol-
lack & Robbins, and Atlantic General Financial Group. The cases included allega-
tions of kickbacks to an investment adviser in connection with a New York Stock
Exchange listed Real Estate Investment Trust (American Realty Trust), as well as
a union pension fund. The allegations included fraudulent Internet touting of stocks,
fraudulent private placements, pump and dump schemes, prearranged trades,
bribes, “no net sales” policies, and brokers being subjected to “beatings, intimidation
and threats.”

Market Regulation and CPAG have provided trading analyses and background in-
formation from the NASD’s Central Registration Depository, as well as customer
loss information for purposes of sentencing calculations, and plans extensive in-
volvement in assisting the U.S. Attorneys Office and the FBI in trial preparation.

U.S. v. Abramo—United States Attorney's Office (SDFL)—This case involved
“pump and dump” manipulations by a brokerage firm named Sovereign Equity Man-
agement Corporation, which a “capo” in the Decavalcante crime family, Philip
Abramo, secretly controlled. NASDR'’s Atlanta district office and, to a lesser extent,
CPAG, assisted in this matter in Tampa.

People v. Spero—Manhattan District Attorney—CPAG assisted the Manhattan
District Attorney in this case involving an alleged enforcer for the Genovese crime
family. This securities fraud consisted of telemarketers posing as brokers and selling
fictitious stock in imaginary trucking companies. All of the defendants pleaded
guilty, and the alleged Genovese enforcer Is serving up to 5 years for securities
fraud.

Other Matters

CPAG and the Market Regulation Department are also currently involved in as-
sisting in several non-public investigations involving allegations of organized crime
involvement, but is unable to comment on these confidential matters.

Although CPAG has had extensive involvement in assisting prosecutors and
agents on organized crime-related cases, this is a relatively small part of that unit's
work. Of the approximately 200 matters CPAG has assisted on, fewer than a dozen
have involved any allegations of organized crime involvement. The non-Mob cases
have in fact often involved more defendants and, in some cases, more extensive se-
curities frauds than the Mob-related cases.

For example, CPAG is currently assisting the U.S Attorney for the Southern Dis-
trict of New York on U.S. v. Randy Pace, et al., a case involving numerous fraudu-
lent initial public offerings, primarily involving a notorious penny stock firm named
Sterling Foster. NASD Regulation brought a major regulatory action against Ster-
ling Foster and its principals and brokers in 1996, an action that preceded SEC and
criminal charges. CPAG has spent many months analyzing the trading records of
the securities involved in the criminal case. On September 8, 2000, the two primary
defendants in that case—Randy Pace and Warren Schreiber ( pleaded guilty to
criminal charges that they helped cheat investors of $170 million by manipulating
the price of stocks the firm underwrote.

In U.S. v. Swan, et al, CPAG's Chief Counsel, also supported by the Market Regu-
lation Department, was the lead prosecutor in a series of related cases in Las Vegas
in which thirty-eight defendants, including stock promoters, stockbrokers, financial
public relations consultants, officers and directors of the public company, and the
company'’s accountant, pleaded guilty or were convicted at two trials on charges in-
cluding racketeering, conspiracy, securities fraud, wire fraud, money-laundering, il-
legal structuring of financial transactions, and tax evasion. In essence, the Chair-
man and CEO of a company named Teletek recruited a nationwide network of stock-
brokers and bribed them to recommend Teletek stock to their customers, often by
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sending thousands of dollars in cash by Federal Express. The most culpable of these
defendants are facing likely sentences of approximately 10-14 years in prison.

CPAG has also provided assistance to the Manhattan District Attorney’s Office in
People v. Victor Wang, et al., an indictment issued on May 5, 1999, charging 17 de-
fendants with 109 counts of Enterprise Corruption, Grand Larceny, violations of the
Martin Act, and related charges at Duke & Company. This case grew out of an inde-
pendent NASD Regulation investigation that was ultimately referred to the prosecu-
tors.

More recently, CPAG assisted the Manhattan District Attorney’'s Office in a case
involving allegations of manipulation of numerous stocks over a nine-year period by
the brokerage firm D.H. Blair. This case was preceded by an independent NASD
Regulation action in 1997, in which D.H. Blair was fined $2 million and ordered to
pay $2.4 million in restitution to customers.

Just as a small part of CPAG’s work involves organized crime, it also makes up
a small part of the work of the Market Regulation Department. Market Regulation
has also assisted prosecutors in referring investigations of insider trading and fraud
to the SEC and criminal law enforcement agencies around the country. These refer-
rals resulted in numerous criminal cases filed. Market Regulation has been particu-
larly active in surveilling fraudulent Internet activity, particularly so-called “pump
and dump” schemes. Two examples of our ability to act quickly are cases involving
Uniprime Capital and NEI Web World, both over-the-counter micro cap companies.

In the Uniprime case, the issuer claimed in press releases that it had developed
a cure for AIDS. This information combined with Internet message board chat
spurred investors’ interest, causing a 300% price rise in Uniprime shares and over
$20 million in market transactions. This scenario was identified immediately and
referred within the same day to the SEC and U.S. Attorney’'s Office. This referral
resulted in the SEC taking civil action and the U.S. Postal Inspector service arrest-
ing the architect of the scheme, a paroled convicted murderer. The U.S. Attorney’'s
office for the Southern District of New York is currently prosecuting this case as
U.S. v. Flores.

In the NEI Web World case, Internet message board activity containing false
merger information caused investors to purchase NEI Web World shares, driving
the share price from $0.09 to over $15 in less than an hour of trading. Again, this
scenario was identified immediately and referred the same day to the SEC. This re-
ferral resulted in the SEC taking civil action and the FBI arresting three recently
graduated UCLA students for perpetrating this scheme in which they dumped pre-
viously purchased NEI Web World shares into the rising market created by their
fraudulent Internet postings.

NASDR'’s Taping Rule

When NASDR succeeds in putting a securities 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 or en masse to a new
firm or 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 that may have taken their bad habits with them.

In September 1997, NASDR filed with the SEC a significant new rule proposal
on the taping of broker’s conversations with their customers. After comment and ap-
proval by the SEC, Conduct Rule 3010(b)(2) went into effect on August 17, 1999.
The rule requires a brokerage firm to tape record all brokers’ calls with existing or
potential customers if a certain percentage of the firm’'s brokers were employed by
firms that have been expelled or had their registration revoked due to sales practice
violations. The numerical criteria vary, depending on the size of the firm. The
threshold percentage of brokers from a “disciplined firm” that would require record-
ing ranges from 40% for a small firm to 20% for a large firm. Once a member be-
comes subject to the Taping Rule, it must not only tape telephone calls for two
years, it must establish, maintain and enforce special written procedures to super-
vise the telemarketing activities of all of its registered persons.

Training

NASD Regulation has also been very active in providing training on securities
issues to prosecutors and investigating agencies. In each of the last three years, the
FBI has held a week-long training program on securities cases at its facility in
Quantico, Virginia; CPAG and NASDR's Market Regulation Department have
taught agents as part of this program every year.

On September 26-28, 2000, CPAG's Chief Counsel will be one of the instructors
at the Department of Justice’s Securities Fraud Seminar at the government's train-
ing facility in Columbia, South Carolina. This seminar is being given to approxi-
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mately 70 Assistant United States Attorneys from offices throughout the country.
Market Regulation staff regularly take part in SEC training to develop investigative
techniques and inform staff of tools available through NASDR. Representatives of
NASDR’s Enforcement Department frequently provide training to prosecutors and
agents, including recent sessions in Boston, Miami, and San Francisco. NASDR'’s
New York district office regularly provides various levels of training to agents and
prosecutors, including intensive programs in which FBI agents, federal prosecutors,
and prosecutors from the New York Attorney General’'s Office and the Manhattan
District Attorney’s Office spend two to three full days learning how the securities
industry is structured, how NASDR conducts its examinations of brokerage firms,
and how to understand the various records maintained by brokerage firms and
NASDR, among other topics. In addition, that office coordinates quarterly meetings
with Federal, state and local prosecutors in the New York City area that include
discussion of identification of the influence of organized crime. NASDR has also pro-
vided training for foreign securities regulators on a number of occasions.

CONCLUSION

In closing, | 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, free of the taint of organized crime. We promise to continue to work
diligently with federal and state law enforcement towards that end. Thank you.

Mr. OxLEY. Thank you, Mr. Goldsmith.

And thanks to all of our panel.

We now go to recognize Mr. Fuentes of the FBI, who has a pres-
entation of some tapes that were obtained in the investigation of
a particular case. Again, | would admonish the members of the au-
dience as well as the media that some of these tapes are rather
graphic and off-color, to say the least. The Chair thinks that as
based on getting a real flavor for what these folks are involved in,
that it would be appropriate and the media can make their own
editorial judgments as to what, if anything, to redact or delete.

With that, Mr. Fuentes of the FBI.

Mr. FUueNTEs. Thank you, Mr. Chairman. These tapes in
summary——

Mr. OxLEY. Get your mike closer.

Mr. FUENTES. Thank you, Mr. Chairman.

In summary, these tapes were made in 1997 pursuant to the Mob
stocks investigation, and what you will hear are members and as-
sociates of organized crime, and promoters of the stock, and the
CEO from the Healthtec Company discussing basically the scheme
of pumping up the stock. And later when the coconspirators stop
trusting each other, rather graphically they try to persuade each
other to continue the scheme and not start pulling their money out
early. And when that falls apart, they begin to make disparaging
remarks about each other in very graphic terms.

In any event, these tapes were evidence. They were obtained pur-
suant to court-ordered electronic surveillance; therefore, they are
not edited in any way or form, and they were provided to the de-
fendants pursuant to discovery in that prosecution. So these are
the raw tapes made during the wiretaps in that case.

Mr. OxLEY. For the record, this case now is completed?

Mr. FUENTES. Yes. These defendants were convicted. They pled
guilty in this case, but nevertheless the tapes and all the electronic
surveillance conducted during the investigation was provided to all
defendants during the discovery process in that prosecution.

Mr. OxLeyY. Thank you.

Let me yield to the gentlemen from Maryland for a question.
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Mr. EHRLICH. This went to trial and these tapes were used as
evidence at trial?

Mr. FUENTES. The defendants pled guilty. The tapes were pro-
vided to the defendants. It became part of public record. The tran-
scripts and the tape recordings themselves were provided to all de-
fendants that were intercepted or prosecuted.

Mr. EHRLICH. Thank you.

Mr. OxLEY. Staff can roll tape.

[Tape recording played.]

Mr. OxLEY. Thank you, Agent Fuentes, for that most interesting
tape in Realism 101, I guess.

Let me recognize myself for beginning a series of questions.

In your estimation, what—is it possible to prosecute a case like
this without the use of electronic surveillance?

Mr. FUENTES. We don't believe so. We think that the electronic
surveillance is the most effective tool, as well as the use of under-
cover operations where possible, because it enables us to identify
all of conspirators and not have to rely on just one of these individ-
uals later being the basis of our prosecution. As you can hear, at
some point in this proceeding they did not trust each other. They
began to threaten each other and pull their money out of the
scheme. And if we didn't have electronic surveillance, one of the in-
dividuals we just heard would have to be a witness and testify
against the other individuals, and, of course, would lack the credi-
bility in many cases to be effective in front of a jury.

The other aspect is—it is very difficult—as you can hear, if you
are confused by the nature of these transactions, everyone is. These
are very difficult cases to understand exactly how they are doing
it and then to be able to educate a jury into exactly what occurred,
how the scheme was set up by the subjects, how they actually
make money in the scheme, how they threaten violence and other
methods of extortion to carry this out. And these are very complex
cases to do, and we believe electronic surveillance is critical in
being able to do it.

Mr. OxLey. | wonder if you could take us through a situation
where you start with probable cause and are able to have a court
order. The reason | ask you this is because the Judiciary Com-
mittee is considering changing the standard from what it is now,
which is probable cause, to the—to a crime is going to be com-
mitted or has been committed. That is changing that standard
rather substantially. Hopefully that bill will go no place, but it is
interesting that that issue has come up, and particularly in this
context, because my guess is that knowing the complicated nature,
as you pointed out, it would be very, very difficult to go into a mag-
istrate or a Federal judge and say with any degree of certainty and
specification what kind of crime was being committed or about to
be committed.

So | wonder if you could take us through what investigators are
faced with in terms of getting approval up and down the line for
that legal wiretap.

Mr. FUENTES. Well, the reason we believe that the standard is
extremely strict, and justifiably so, but strict enough, is that we
have to show that the telephone, if it is going to be the instrument
of interception, or the office is being used to further the crime, and
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that no other investigative technique will work; that if we sub-
poena individuals before the grand jury, they are likely to lie, they
are likely to intimidate witnesses into either forgetting or not
wanting to offer truthful testimony; other methods of surveillance
will not identify all of the subjects of the conspiracy and all of the
complexities of how the financial scheme is unfolding. We have to
prove that all of these have been attempted and failed and will con-
tinue to fail without electronic surveillance.

Mr. OXLEY. Let me back up a little bit. And that is one of the
bases for the affidavit that is filed with the Federal court?

Mr. FUENTES. Yes, it is. We refer to that as requisite necessity.
In other words, it is the tool of last resort. Nothing else will be suc-
cessful. It is the only option we have left, we believe, to successfully
identify all of the subjects involved in the conspiracy, to obtain evi-
dence that will support a successful prosecution at the end of the
conspiracy and further the investigation, and that no other tech-
nique will enable that to happen.

Mr. OXLEY. So you have to show that, and you have to show that
is probable cause that a crime is being committed.

Mr. FUENTES. Yes.

Mr. OXLEY. That is basically an affidavit by an FBI agent that
goes to the Federal court, correct?

Mr. FUENTES. Correct.

Mr. OXLEY. But now it is not that easy, is it? In other words, you
have to—from the time the agent is involved in the case, let me—
take us through the bureaucratic maze that you have to go through
with the Bureau and with the Justice Department before you even
get to a Federal court.

Mr. FUENTES. Well, in the beginning it would entail the debrief-
ing of informants, witnesses, citizens, individuals knowledgable of
the industry involved; obtaining a tremendous amount of informa-
tion as to what the conspiracy is about; and then later becoming
specific as to where those conversations occur, whether they are oc-
curring on the street corner as we see in organized crime when
they do the so-called “walk talk,” when they are walking around
the block, or whether it is occurring in a vehicle or in an office or
over office or cellular telephones. We have to show that we have
probable cause that not only are they engaged in the crime and
probable cause as to what specific crimes are involved, what indi-
viduals are involved, but specifically how they are talking to each
other, where these conversations occur, and that we have reason to
believe that a particular telephone or a particular microphone at a
certain location will be the only way to capture those conversations.

Mr. OxLey. Okay. Now, if you are an agent working on that case,
and you have put that together in affidavit form, working, | as-
sume, with your supervisor, correct me if 1 am wrong, how this
works, the agent works with the supervisor; the supervisor basi-
cally okays the information in the affidavit.

Mr. FUENTES. Right.

Mr. OxLEY. Then does it go to the SEC, does it go directly to Jus-
tice? What is the next step?

Mr. FUENTES. During the first step this would always be a team
effort because it is so labor-intensive on the part of the investiga-
tors and the analysts who are involved in the investigation. But the
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team of agents and the case agent would prepare the affidavit. It
would also be prepared in consultation with the prosecutor of the
case, the assistant United States attorney assigned to the inves-
tigation. These are also partnerships with our counterpart strike
force attorneys.

While the affidavit is being prepared, it would be reviewed by the
supervisor of that squad, the assistant in charge of that field office
as well as supervisory staff at the U.S. Attorney’'s Office, because
we have to show not only that this is the way to gather the evi-
dence, but that the result will be worth all of the resources, be-
cause other things will stop while this occurs.

Normally this would require an entire squad of agents and
maybe assistance from a number of squads of agents for a long pe-
riod of time. And so while that happens, individual management
staff will have to determine whether this will be worth the resource
expenditure.

In addition, it would be going through the legal review, that
there is sufficient probable cause, that all the legal requirements
and constitutional safeguards will be met while this is being pre-
pared.

Now, these affidavits can vary anywhere from 40 pages to 140
pages typically, but will identify who will be intercepted, who are
the conspirators, what the violations are, and the reason or basis
for knowing that those conversations will occur either at a par-
ticular location or over a particular device or by e-mail, if that is
the method of communication.

Once it has gone through all of the field office review and all of
the review in that United States Attorney’s Office for that district,
in coordination with supervisors in my section at FBI headquarters
and strike force supervisors from the Department of Justice, then
the affidavit would be submitted to our headquarters and simulta-
neously to the Department of Justice.

Within the FBI | have the signing authority for electronic sur-
veillance in these matters unless it is at a higher degree of sensi-
tivity. Depending on where the microphone will be placed, it might
require the Director of the FBI to personally authorize it. But for
the vast majority of these type of investigations, | would sign at
FBI headquarters for the authority to do it. My counterpart at the
Department of Justice would also sign, and then once those two
signatures and authorizations are obtained, then the case agent
takes the affidavit with the order that has been prepared to inter-
cept the conversations to the chief judge of that circuit, and then
the judge would issue the order to conduct the surveillance and
then would also set the order for continued reporting on the part
of the agents and the prosecutor as the wiretap occurs.

These authorities are in 30-day maximum increments with re-
views generally each 10 days where we would submit to the court
how many conversations have been intercepted; have we inter-
cepted the individuals that we said we would intercept; what evi-
dence has been obtained to date; do we recommend or seek contin-
ued authority to conduct that surveillance. And generally, again, in
a case like this, these surveillances will only go long enough—be-
cause they are so resources-intensive and so intrusive, they will
only go long enough for us to gain the evidence we need for a suc-
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cessful prosecution, and then, again, the team will determine at
what point that will be.

One of the difficulties in these types of investigations is that
while we are gathering that evidence, individual investors are los-
ing money, people are becoming victims on a daily basis. And we
have to balance the potential threat to those victims with the
greater good of trying to stop all of these individuals, because we
have learned from past experience if the case isn't pursued to its
logical conclusion, they will jump to another firm, reform another
company and start all over again the next day. Then we will go
back to the beginning, trying to conduct surveillance, and talk to
informants and start the process over.

Mr. OxLEY. Thank you.

Mr. Walker, do you have a comment on the electronic surveil-
lance issue?

Mr. WALKER. Only that it is vitally important in this kind of a
war. Civil regulators don't have that kind of authority, nor do we
have access to communications that are contained by the FBI. But
certainly, even though it is not available to us in the short run, the
long-term value to us of being able to get that kind of evidence is
significant. Even if we do not know what the substance of the com-
munications is, we can assist criminal prosecutors in bringing cases
through other means. We can help explain how the markets oper-
ate, how they work, provide technical expertise and also provide as-
sistance in terms of helping people prosecute the cases.

But the fundamental evidence-gathering process is very, very im-
portant to these kinds of cases.

Mr. OXLEY. | appreciate that. There is a great misconception, |
think, out in the public, and certainly here on Capitol Hill, in some
quarters, that electronic surveillance, A, is always bad and, B, is
unconstitutional and violates the individual’s rights.

And the reason | wanted you to go through this whole process
was to indicate how difficult it is to investigate these cases and
how difficult it is to get approval from a court for wiretaps or bugs
in the nature of the investigation. And it is something | think that
the public needs to understand a little better, particularly as we
enter into the new world of digital communications and the obvious
difficulty it may present to law enforcement in terms of inter-
cepting that kind of information.

So | thank you both. I have gone well beyond my time.

Let me recognize the gentleman from Wisconsin, Mr. Barrett.

Mr. BARRETT. Thank you, Mr. Chairman. Thank you for holding
this hearing.

As a layperson, it is fascinating to listen to the tapes. Salty as
it may be, | think it certainly is the color of what is going on out
there. And my first question is—and any of you can answer—how
widespread do you see this problem?

Mr. WALKER. | guess from a securities regulator point of view—
I am Richard Walker from the SEC—we have seen an increase in
this kind of activity, to be sure. | think it corresponds with the
growth of our markets and the bull market which has extended
over 10 years. | think over the last 3 years there have been nine
large, major cases that have been brought that netted 30 people
specifically identified as members of organized crime.



267

At the same time, | don't believe that there is cause for alarm
in terms of the overall integrity and fairness of our markets. They
are terrific. They are fair and they will continue to be fair.

Most of this activity occupies what some might call a dark corner
of the market. A market involving low-priced, thinly traded securi-
ties that aren’t subject to some of the same regulations as exist in
other parts of the market. It is an area where we have to spend
very close and careful attention to make sure that this kind of ac-
tivity is carefully monitored.

I think we have had some enormous successes, and | think that
future successes will build on existing cases.

We had one very large undercover operation that we worked on
with the FBI, which was hatched back in 1996, that resulted in
over 100 cases. Predictably, those hundred cases have led to leads
in other cases. And the cases that were announced this past June—
there were 120 indictments handed up in the Southern District of
New York, and the SEC brought a number of cases as well—have
been a fertile pot of leads and evidence to make future cases.

I think we have had some terrific successes, and we anticipate
continuing very vigorous law enforcement in this area.

Mr. BARRETT. As an investor, a small investor, are there things
that | should be looking for or other small investors should be look-
ing for? Obviously, you indicate penny stocks that are seldom trad-
ed. Are there certain things out there that Joe Blow should be con-
cerned about?

Mr. WALKER. Certainly in the penny stock and the low-priced
arena there is often less information available to small investors,
which means that greater care has to be exercised. Investors have
to do more homework before they put their money in that kind of
a stock.

There is a lot of help investors can get. Certainly we have a very
full Web site which gives tips to investors. That is available to any-
body. The State securities regulators and the NASD also have a lot
of help that they can provide to investors that have questions about
investing. And we always encourage and hope that investors will
avail themselves of those resources.

Mr. GoLbsMmITH. If | might add one comment, | think that some
of the pitches you might see, whether it is organized crime, regular
crime or just garden variety securities fraud that investors need to
be aware of are promises of guaranteed returns, doubling, tripling
your money in a short period of time. And | think Dick mentioned
this, that in this type of bull market with more and more new in-
vestors and investors having the expectation of quick profits, 100,
200 percent returns on their money, that investors need to be very
careful when anyone over the telephone, over the Internet, in per-
son, whatever, makes those kind of promises.

And | think the regulators need to continue to work and do an
even better job of educating investors, because it is much harder
to get the money back to people after it is taken than to have them
protect themselves at the outset.

Mr. SKoOLNIK. Congressman Barrett, one of the common themes
we observed in connection with a lot of the microcap fraud over the
past decade is that these stocks were sold in large part by high
pressure phone sales solicitation campaigns. And we at that level
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routinely urge investors to be very careful before they invest with
strangers over the telephone.

Mr. BARRETT. Are they hitting the elderly, or who is their mar-
ket?

Mr. SKoLNIK. It was not confined solely on the elderly. Under-
standably, the elderly are oftentimes targets of scam artists and
con men, but we have witnessed situations where rather sophisti-
cated, knowledgeable businessmen and women and professionals
have been targeted by these microcap firms. In fact, many of them
worked off of leads they had obtained from lists of small business
owners and the like who oftentimes will have some income that
they can utilize to invest in the market.

So this is not solely confined just to senior citizens or the elderly.
To a large degree, we are all potentially vulnerable to this type of
activity.

Mr. BARRETT. Mr. Fuentes, after listening to that tape, what was
going through my mind was, how do you initially come onto these
guys? How do you find out that they are up to no good? Is it some-
thing you see in the stock or something you hear on the street?
What is sort of the general area that you can say there is some-
thing going on?

Mr. FUENTES. It would come from both—we have in—many times
getting referrals from our regulatory agencies, from the SEC, in-
forming us that they are observing something that is unusual—
which these days is harder to tell, because | guess there are so
many amateur investors on line that it is harder to tell when
stocks start changing hands, whether some other factor is at play
that may be legal, but just misguided investment transactions.

But | would like to add that we have had a very aggressive, and
we believe successful penetration of the American la Cosa Nostra
over the last 20 years in our organized crime program; and in con-
nection with that, as was mentioned, “The Sopranos,” many of
them now sing for us. And a number of our cases have begun be-
cause we have gotten information from someone we have developed
as a confidential informant, a cooperative witness, a cooperative de-
fendant who is informing us of a given scheme and identifying who
the individuals are and generally identifying how the crime is
being committed.

So | would say at this point that probably about half of our case
initiations are based on informant information as a result of our in-
telligence base within the crime families as to what they are look-
ing at as new money-making opportunities.

But additionally our partnership has been very, very good with
the other agencies; and as | mentioned, the SEC is coming with us
and being part of these joint investigations, and then they spawn
leads. And many of investigations are part of prior investigations
or identifying subjects that we know to be identified as criminals.
And if they switch to another company, we know they will not sud-
denly become legitimate in most cases and go from there.

I would like to add also, in terms of the warning signs, many of
these warning signs are the same in this industry as in any other
fraud arena. So we have always had people selling swampland in
Florida. Now we have people selling stock in companies that have
swampland in Florida. So it is still the same thing. If the scheme
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sounds too good to be true, if they are guaranteeing that you are
going to make a huge amount of money on a minimal investment,
chances are it is too good to be true.

What has happened though in the last year or 2 under the bull
market, particularly with the dot.com IPOs, the word in the media
that individuals were attending class in college 1 day and were
multimillionaires the next as a result of various offerings, | think
that contributes to people thinking they can do it also, that they
can get on line without guidance, without seeking professional as-
sistance or without doing research or due diligence into whether a
company really is making what it says it is going to make or pro-
viding a service that it says it is providing.

So the opportunities for fraud really are the same as they have
always been, except in this area. Now, with the increase in ama-
teur on-line trading, the opportunities for organized crime or other
criminals who may not be part of organized crime to find victims,
we believe, has just increased exponentially as people are on line.

Mr. OxLEY. The gentleman’s time has expired.

The Chair will recognize Mr. Shimkus, the gentleman from Illi-
nois.

Mr. SHImMKUS. Thank you, Mr. Chairman.

All these phrases come to mind: “Oh, what a tangled web we
weave when first we practice to deceive”; “No free lunch”; “Let the
buyer beware.” And there is in traditional investments in the stock
market, the basic premise that the higher the return, the bigger
the risk. And | guess nowhere else is that more true than in these
schemes.

People need to realize that, especially as amateurs are getting
into the market. They only get a big return if there is a big risk,
but they also can lose a lot. This only adds to it, with the corrup-
tion.

I don't know if we can do this, but Mr. Skolnik, you had that flow
chart of the organization. Mr. Fuentes, these two guys that we
have the tape on, Mr. Lombardo and Mr. Hall, where would they
be in that chart?

I know | am talking to two different agencies and | understand
that. Based upon that, where do you think they are? Where are
they located somewhere in there?

Mr. FUENTES. | apologize for not having seen the chart before.

Mr. SHiImMKuUs. | know it is a tough question.

Mr. SkoLNIK. Let me emphasize, this chart is just a snapshot
of—

Mr. SHIMKUS. Organized crime?

Mr. SKOLNIK. Yes, a network.

Mr. SHIMKUS. We are basically saying, since we have a broker
and a CEO, that they are probably at least the third or fourth level
down in that chart of organized crime.

Mr. SKoLNIK. What this chart illustrated was really the flow of
agents who had ties with one firm or had been employed by one
firm. They moved on to a new generation of firms in which many
of them became principals or played a leadership role in the new
firm. This is where we began to discover that there was a real net-
work that existed out here.
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In many instances, some of these firms were closed down
through the good work of Federal and State regulators. But the
agents kind of scattered like—as one of my colleagues said, like
cockroaches, and formed alliances with these new firms. And many
of these agents could not have become principals at the second or
third generation of firms, frankly, without some type of backing
from some place, because many of them did not have the financial
wherewithal or even experience in the industry, but they were able
to set up shop elsewhere.

This is just a snapshot of some firms in which we determined a
linkage, many of them to Stratton Oakmont, which is one of the
most notorious microcap firms that existed back in the mid-1990's.
It is certainly by no means exclusive, and there are many other
firms which have been discussed today in testimony that are not
reflected on this chart.

Mr. WALKER. In fact, on the tape that was played, Mr. Lombardo
had infiltrated another firm called Meyers, Pollock, which is now
defunct. He was operating on the sell side, if you will. He was in
charge of manipulating the price upwards and selling it out at a
retail level.

Mr. Hall, who | don't believe was identified as a member of an
organized crime family, was behind the issuer. He was trying to
have the broker/dealer manipulate the price of the stock to make
money.

Mr. SHIMKUS. Thank you.

We, not only on this committee but my other Subcommittee on
Telecommunications, with the chairman and his background, have
been at odds on some of the electronic surveillance issues that we
have had on that committee.

Had that conversation been over the Internet, would we still
have access to transcripts of that conversation?

Mr. FUENTES. Depending on the encryption, probably not.

Mr. SHIMKuUS. That also goes for real time? Now we have real-
time Internet transactions?

Mr. FUENTES. Yes.

Mr. SHiImMKuUs. What about digital phones? What if it was from
cell phone to cell phone, both digital?

Mr. FUENTES. That part can be done either way, the digital, but
it depends on whether it is an encrypted system, which most of the
e-mails will have some sufficient encryption to prevent that.

I would like to also add that the difficulty with e-mail is that you
really do not hear the tone of voice. You can't tell in the person is
screaming or——

Mr. SHIMKUS. Unless there are exclamation points and frowny
faces.

Mr. FUENTES. It helps to hear the tone of voice in trying to deter-
mine, are they saying this tongue in cheek? Does he really mean
it? Is he really going to fly to Arizona and kill somebody and kill
his wife, hold him hostage? Is he kidding?

Does the other person at the other end show fear in that con-
versation so that we can say they are using intimidation and
threats of violence, and that it is serious?

You can hear these kinds of conversations, you know, in the lock-
er room at your health club and the people do not really mean it.
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They are getting ready for a tennis game or something. But in our
cases, they mean it more often than not, and that is the part that
is conveyed through the telephone or through microphone intercep-
tion that e-mail interception will never substitute for.

Mr. SHIMKUS. And do you accept the premise that even if—that
encryption technology is readily available to be downloaded even
overseas to be used?

Mr. FUENTES. Yes.

Mr. SHImMKuUS. | know my time is up, Mr. Chairman, but if I could
just finish up.

We focus on the microcap market for the most part. How do we,
without closing down that market, because it is valuable to the
small, emerging companies, how—what type of—what is the rec-
ommendation from the panelists here on how we can help, other
than the “buyer beware”—and you all mentioned it. What institu-
tionally can we do?

Mr. GoLbsmiITH. | think that is a very good point.

There are many legitimate small firms and business persons
looking to raise capital. Where | think we have seen most of the
problems has been on the over-the-counter bulletin board and the
pink sheets. We received approval from the SEC last year to imple-
ment a new rule on the over-the-counter bulletin board that, for
the first time, would require companies whose shares are quoted
there to file periodic and current financial reports with the SEC,
so at least investors have some source of information about these
companies.

I think investor education and due diligence is a theme we have
heard from everybody today. And there are many, many good com-
panies out there whose shares at one time were traded and could
be viewed as thinly capitalized and have gone and grown into good
companies. But | think rules like our bulletin board rules and en-
couraging investors to get the information they need before they in-
vest is probably the best way of accomplishing that.

Mr. SHIMKUS. Does anybody else want to add to that?

Mr. Walker.

Mr. WALKER | agree completely with what Mr. Goldsmith said.

I think one of the other things that we tried to do is recognize
that every manipulation begins with a manipulator getting a cheap
and large supply of stock. Manipulators obtain this stock basically
for pennies or for almost nothing. And again it is important that
small companies be able to sell stock to raise money to grow their
businesses, but there have to be some safeguards so that this kind
of situation doesn’t occur.

And what we have tried to do is look at some of our capital-rais-
ing tools, and without unduly hindering the small businesses, add
some disclosure features so that people will be able to identify
where this small stock came from.

If it is restricted stock, we seek to have be known as well. These
steps are designed to stop the bad guys from too easily getting
large blocks of stock, pumping it up, and unloading it on the public.

Mr. SHiIMKUS. Mr. Skolnik.

Mr. SkoLNIK. Congressman, in addition to strong enforcement,
which I outlined in my remarks today, | think we need to empha-
size the importance of investor education. | believe a well-educated
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investor is ultimately the best weapon against securities fraud.
And at the State level we have really elevated investor education
within NASAA; for the first time ever we now have an Investor
Education Section.

I think that is an important role that regulators need to play,
and | think we are beginning to play, is to help investors arm
themselves with the tools they need to make sound decisions.

Mr. SHiMKUSs. Thank you. Fascinating testimony. | appreciate
your time.

Mr. Chairman, | yield back.

Mr. OxLEY. Thank you. The gentleman’s time has expired.

Mr. Largent, the gentleman from Oklahoma.

Mr. LARGENT. Thank you, Mr. Chairman.

I am embarrassed to say | saw the movie “Boiler Room.” | think
that was the name of it. Did anybody see that movie, any of our
witnesses? It was a terrible movie.

Mr. OxLEY. Are you the Gene Shalit check of the Commerce
Committee?

Mr. LARGENT. Two thumbs down.

Is that actually a somewhat good portrayal of what is taking
place?

Mr. WALKER. | think in some respects it is an accurate portrayal
of some aspects of how classic boiler rooms operated. Certainly a
number of the firms that we have identified and taken action
against, have large numbers of people manning telephone banks,
making calls to potential investors, selling swamplands in Florida
or making other false promises about companies.

There is a lot of high pressure activity in those kinds of firms,
and the hallmark has always been that they have to be prepared
to close down and move on quickly. And I think one of the scenes
in the movie showed that they had rented a space close by, and it
had the phone lines already installed, so that if the government ar-
rived and shut them down, they had a new place to go and move
in very quickly.

I do think that because of the enforcement efforts that have oc-
curred over the last 5 years, and principally the strong involvement
of the FBI and criminal law enforcement, the historic boiler rooms
of the past aren't as likely to spring up in the future. | think people
have found—which is a scary challenge to all of us—that the Inter-
net now provides cheap, efficient and easy means of communicating
with large numbers of people without the kind of overhead that
traditional boiler rooms required. So our fear is that the challenge
of the future is going to be policing some of this kind of activity
as it migrates from the traditional boiler rooms of the past to the
Internet of the future.

We have not seen the same kinds of large, 100-plus person boiler
rooms sprout up in recent years in the aftermath of the efforts to
shut down the firms that we have identified today. Though, having
said that, I want to caution that there will always be firms that
are telemarketers that engage in this type of activity, whether it
is securities or other types of investments. This is something that
is going to be a perennial problem.
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Mr. LARGENT. Mr. Goldsmith, you talked about the new reporting
requirements for financial reports for over-the-counter bulletin
board companies. Are companies complying with that?

Mr. GoLbsMITH. That is an interesting question. About half of
the companies that were quoted on the over-the-counter bulletin
board at the time the rule went into effect have complied with that
rule, and the others have now migrated off there to the pink sheets
or who knows where. This is a first step for investors to have some
information.

So we are hoping that the quality of the issuer will be enhanced
by these rules, but many have decided, for whatever reason, not to
comply.

Mr. LARGENT. | wanted to ask—Mr. Skolnik, in your testimony
you said that the State security commissions are averaging about
300 criminal convictions per year. Could you give us an idea or
breakdown of those convictions, based on the type of crime and
which States have had the most convictions?

Mr. SKoLNIK. Let me clarify, that is an aggregate amount that
States average across the country.

The convictions oftentimes, | think, arise from what | would refer
to as many so-called homegrown securities frauds. Oftentimes a
corrupt broker or financial advisor in a community will bilk inves-
tors in that community, costing them maybe even millions of dol-
lars. And that is oftentimes what will trigger a criminal investiga-
tion by prosecutors working with the State securities commission.

I don’t have data regarding the number of convictions or actions
that are filed on a State-by-State basis. Possibly we can provide
that information to you. | will check with the office.

Mr. LARGENT. This says 300 convictions. How many cases were
prosecuted?

Mr. SKOLNIK. Again, | don’'t have that number right now. | would
assume some of those involve multiple convictions. There are prob-
ably hundreds of criminal cases that are filed annually throughout
the country.

Mr. LARGENT. How many of those would you say involve orga-
nized crime?

Mr. SKOLNIK. Probably not as many as we really need to focus
on.

As | indicated, | think a lot of them are directed—at least if the
experience in my State is any indication, are directed really toward
individuals who are based in that State. They may have ties to or-
ganized crime, but oftentimes not.

These are folks that have set up maybe storefront operations,
that are in small towns—whether Indiana, Oklahoma or any State.
And | think we need to do more in terms of working with State
prosecutors that target some of the types of firms that we have dis-
cussed here today. Obviously it is very difficult, because these
types of actions are very time consuming, very paper intensive and
they oftentimes involve firms that are located many miles away
from our jurisdictions.

Mr. LARGENT. Mr. Fuentes, would you have any information on
that? If there are 300 convictions a year across the country, how
many of those would you say involve organized crime?

Mr. FUENTES. | would have really no way to easily identify that.
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But the other problem you would have in State and local statis-
tics where they were reporting would be that in some cases you
would have a conviction for fraud, but not necessarily a securities
fraud. If it is violating Federal violations, it possibly would be re-
ferred up; and actual Federal statutes will be used, which regulate
the securities industry.

So in some State cases you would have a regular financial fraud
that might not rise up to be reported and tracked as this industry
or involving directly the securities industry.

I would also like to add that one of the things that we see as
changing and making this area extremely threatening over the fu-
ture is, we have had a thorough penetration of la Cosa Nostra here
from a variety of other prosecutions over the last decades. And we
are able, usually early on if one of major crime families is involved,
to identify that, because in organized crime, and particularly the
Cosa Nostra, if someone comes up with some scheme that will
make a lot of money, that immediately rises to their senior levels.
So we hear about it at some point because the bosses and the capos
are going to get involved in nurturing their golden goose who came
up with this scheme to make money.

So we believe we have a pretty good handle on those types of
crimes and have attacked that very thoroughly, as we talked about,
in these prosecutions.

The difficulty now is, we have companies, in some cases based
overseas with U.S. Subsidiaries, filing documentation in a variety
of jurisdictions, U.S. And outside of the U.S., and have a tremen-
dous difficulty in even verifying that that record keeping is accu-
rate. When they have their audits from major accounting firms con-
ducted overseas, it is difficult for us or U.S. Agencies to obtain that
information or to be able to go behind the documents and verify
that they are accurate and true and are actually depicting what op-
erations that company has.

In the case of some of the groups we are seeing from the former
Soviet Union and Eastern Europe, we have companies engaged in
a business. It is not an entire shell organization or a complete
fraud. They are engaged in some legitimate production of a prod-
uct, but cooking their books, inflating their sales or their produc-
tion capacity; and therefore, when they issue stock offerings on one
of the exchanges in the world, they are able to fraudulently claim
huge profits that don't exist and get people interested.

In the YBM case that | spoke of earlier, that company began
trading in Alberta, Canada, at 18 cents a share. And a few short
years later, with virtually no increase in production capacity, they
are offering a $100 million offering on the Toronto Exchange, si-
multaneously with documents being filed here in the U.S. To issue
offerings to U.S. Investors on NASDAQ.

On that situation we were luckily and fortunately, from very
early in that case, involved in working jointly with the SEC in par-
ticular to stall that, to not respond to their request to issue that
stock offering in the U.S., which enabled us to have enough time
to conduct our wiretap investigation and obtain other evidence.

But we jointly, in that case, prevented a large investment fraud
which would have occurred in the U.S. And we are not talking
about the penny stocks any more. We are talking about multimil-
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lions, in some cases $100 million offerings suddenly being put up
there.

Mr. LARGENT. Thank you, Mr. Chairman.

Mr. OXLEY. The gentleman’s time has expired.

Let me ask in regard to penalties. All of you have made a cogent
point that the biggest deterrent is jail time.

What are the maximum penalties for this, and is the RICO stat-
ute the statute of choice in most cases in the prosecution of these?
Let us begin with Mr. Fuentes.

Mr. FUENTES. Yes, we hope to obtain the evidence to support a
RICO prosecution because the penalties are more substantial.

Mr. OxLEY. Most of the prosecutions so far have been under
RICO?

Mr. FUENTES. Wherever possible, we have used the RICO statute
to do it.

Mr. OxLEY. What is the difference in the maximums under RICO
versus standard fraud statutes?

Mr. FUENTES. It could be the difference of 1 or 2 years’ exposure
for jail time in a case to 20 years, depending on the violation. It
substantially increases the threat of prison sentences.

And | might add, the other aspect of it is the forfeiture provisions
of the RICO statute and the damages of either civil RICO or crimi-
nal RICO proceedings against them.

One of the things | would like to add is that the FBI agrees that
prison sentences are a strong deterrent and need to be there, but
we will also add that organized crime exists for the financial aspect
of it. It is to make money. And we have to have the means to take
it away from them, once they have made it, and not be able to pass
their wealth on or hide it with other members of their families, or
friends, or move it offshore.

So we regard forfeiture in the other provisions of the RICO stat-
ute to be very important in these statutes.

Mr. OxLEY. The Judiciary Committee is looking at the forfeiture
laws, and you make an excellent point regarding that. What about
restitution? Is there any real chance that some of these people that
get ripped off—whether it is organized crime or whether it is a run-
of-the-mill crook or a broker gone bad, what are the ways that peo-
ple can get at least some of their money back?

Mr. Goldsmith.

Mr. GoLbsMmITH. Individually, and this is really without—the reg-
ulator, certainly can try to file arbitrations, which is very hard to
do when a firm goes out of business or is put out of business.

The SEC does an excellent job of getting what money there is
back to investors. Each year we return millions of dollars to inves-
tors. But where you see the large sums of money coming back real-
ly are from the criminal prosecutions. Once someone is facing jail
time that is a very good incentive for somebody to suddenly find
their bank account numbers offshore and bring back large amounts
of money.

In many of these scams and frauds, the money is used up, high
living styles, cost of doing business. So | really think if you are
looking for the large dollars to come back, indicting someone, pros-
ecuting them criminally, you see the money start coming in from
offshore.
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Mr. OxLEY. Mr. Skolnik.

Mr. SkoLNIK. | would concur with Mr. Goldsmith. We oftentimes
tell investors that once you part with your money, it is oftentimes
very difficult to recoup any loses that occur. Certainly when at-
tempting to bring civil or administrative actions against some of
these worst players or actors on Wall Street, the likelihood of State
regulators recovering money is limited.

We too have found that criminal action is what—as Mr. Gold-
smith said, is oftentimes what leads people to rediscover that they
had offshore accounts.

Having said that, State securities regulators have been success-
ful in any given year of recouping and recovering many millions of
dollars for investors. However, that is really just a small percent-
age of the amount of losses that are out there.

Mr. OXLEY. Mr. Fuentes, you talked about the fact, in one of
those particular cases, there were the five New York families in-
volved in one way or another; and also you mentioned a Eurasian
Mob as well as Russian. Specifically, as to the issue of Russian or-
ganized crime and the Eurasian, do they tend to prey on their own
ethnic group within the United States or, in other words, do you
have the Russian Mob basically focusing in on the Russian-Amer-
ican community in parts of New York?

Mr. FUENTES. We had that initially in the early phases of our
crime problems with them. But these are a group of individuals
who are three or four levels above the street thug level. So while
we have Eurasian and Russian organized crime groups involved in
street level racketeering, traditional racketeering acts of loan
sharking, gambling and prostitution, we have another group of
international criminals who are generally sitting outside the
United States and penetrating the global financial network from
afar; and that includes banking, as well as the securities industry.

These are the individuals that are the greatest threat, as we see
it. They were the most difficult—they are very sophisticated. They
are using multinational companies. In some of our cases, we are
talking about investigations going on right now in a single case in-
volving a single group in 35 countries. In our banking cases, it is
even more because of the wire transfers of money around the globe.

So these are groups that are basically attacking our financial in-
stitutions from afar and this is why | spoke of the problem that in
order to fight that, we need to be able to work with our foreign
counterparts. We have the aspect of obtaining investigative results
and evidence from other jurisdictions around the globe, hoping that
they have the sophistication and integrity to provide that informa-
tion for prosecution here. But it just adds to the difficulty of obtain-
ing financial records to present in court in the U.S. Or in that ju-
risdiction to attack them.

Also it presents the problem—and | think this may be the great-
er problem in that when the audits occur, when the big six account-
ing firms and the other global firms are employed to examine their
books, we have limited recourse in being able to go after them
when they issue statements that those books are accurate.

So that even if you have due diligence on the part of a U.S. In-
vestor, even an amateur investor, if they do their homework and
try to learn about a company and see that a major accounting firm
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has already examined that company and said their reporting is ac-
curate, so they go ahead and make that investment, there will be
limited recourse if, in fact, not only the original books of the com-
pany were fraudulent but the examination of those books was inac-
curate or criminal itself. And that is what poses, | think, the great-
est threat for us in the number of companies who are obtaining a
financial interest in U.S companies, either a shell or an existing
manufacturing company, just to have the opportunity to get on a
stock exchange and trade here.

Mr. OxLEY. Mr. Walker, you mentioned in your testimony regard-
ing the “pump and dump” schemes, that the SEC set up obstacles
to that. Could you be more specific as to what those obstacles
might be?

Mr. WALKER. Certainly. Every “pump and dump” begins with a
manipulator acquiring cheaply a large supply of stock. One method
in which this was done with some regularity was by issuing stock
offshore for a low price pursuant to Regulation S, which is a safe
harbor from the normal registration requirements. Within a short
period of time, 40 days typically, the stock would come back into
our markets. And this was a technique that we found was used
very often in a number of cases and investigations.

So several years ago we changed the requirement of Regulation
S to make it more difficult for that to happen. We lengthened the
period of time that stock had to remain offshore before it could fil-
ter back into the United States. We made sure that it was viewed
as restricted stock so that there would be restrictions upon its re-
sale, which again would reduce its attractiveness as a pool of stock
to be used in the manipulation.

We have also changed some of the requirements for unregistered
offerings under Rule 504, which previously allowed any company to
sell up to $1 million of securities without registering with the SEC;
and we have now required that there can be no general solicita-
tions under that provision.

These are two of the areas where we, | think, have had some suc-
cess in limiting some of the fraudulent techniques that are used.

Mr. OxLEY. Thank you.

Mr. Skolnik, you had mentioned in your testimony that you
would like to have the SEC be able to follow up on State enforce-
ment actions. And | want to get Mr. Walker in on this as well.
Would that require a change in the Federal statutes?

Mr. SKoLNIK. Yes, Mr. Chairman, it would. And it is my under-
standing that there is presently pending legislation that has been
introduced—by Senators Collins and Cleland, | believe—that would
allow the Securities and Exchange Commission to utilize a State
action under certain circumstances as a basis for a follow-up action,
if you will. We at the State level refer to that as piggy-backing. Of-
tentimes we will piggy-back on the action that has been taken in
another State to suspend or revoke the license of a broker or a
firm.

Mr. OxLeY. This would not be considered double jeopardy?

Mr. SkoLNIK. We are not talking a criminal type of actions. We
are talking about utilization of administrative remedies.

I think—I1 concur that there would have to be some assurance
that due process is followed. I would propose that the SEC only be
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allowed to take this action after there was some assurance that
there was a hearing and opportunity to be heard at the State level,
as well as for a hearing possibly at the Federal level also.

Mr. WALKER. Though our agency has not taken a position on that
particular provision, speaking as Enforcement Director, I am very
interested in a provision that would allow us to take actions based
on a substantial record provided by a State jurisdiction, if appro-
priate due process guarantees have been provided. It would be very
useful to us to take the work that has already been done and use
that as a basis for barring someone from participating in the indus-
try.

Mr. OxLEY. Thank you.

Let me ask Mr. Goldsmith how is it that these folks can move
from brokerage to brokerage virtually unimpeded. It is fascinating
they can do this.

You are not alleging necessarily that these firms are not on the
up and up? Some of these are reputable firms, are they not?

Mr. GoLbsMmITH. | think, as an example, of the two individuals
that we heard on the tape this morning, none of those people were
registered with a brokerage firm. One was connected with the
issuer and the other was controlling operations.

We have found that when we do put a firm out of business—
when we, for example, expelled Stratton Oakmont at the end of
1996, it was a large firm and those firms scattered, the brokers
scattered to other firms. We know where they are going; we focus
our exams where they are going. If they have disciplinary histories
or if they come from a firm that is expelled, our taping rule comes
into place. But we really need to keep track of these people which
we do.

I think the point needs to be made that, particularly in the orga-
nized crime area, where there are promoters, there are people con-
nected with issuers, there are just the mobsters, that these people
are not registered with us. They don't go through our registration
process.

Mr. OxLeY. Thank you.

The Chair now recognizes the gentleman from Massachusetts for
5 minutes. We have a vote pending, as the gentleman from Massa-
chusetts knows.

Mr. MARKEY. And | thank you. | appreciate your tolerance of my
ability to be able to ask the questions right now.

Mr. Fuentes and Mr. Walker, if I may, in 1970 Congress enacted
the Racketeer Influence and Corrupt Organizations Act, RICO, to
help combat organized crime. RICO contains both civil and crimi-
nal enforcement provisions.

Now, the prepared testimony being presented here today indi-
cates that the Federal Government has brought several criminal
RICO prosecutions for Mob-controlled stock frauds. However, in
1995, the Republican-controlled Congress passed, over President
Clinton’s veto, the so-called Private Securities Litigation Reform
Act that all but eliminated the use of civil RICO in securities fraud
cases. In fact, under the 1995 act, there may be no RICO private
civil action if the alleged wrongdoing is actionable as a securities
fraud, regardless of whether a securities fraud action is brought
and no matter how outrageous the contract.
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As a result, the investors defrauded by Mob-influenced stock
scams no longer can rely on RICO to go after criminal organiza-
tions for trebled damages, costs and attorneys fees.

Don't you think that we should restore, restate the ability of de-
frauded investors to sue Mob-influenced or -controlled stock scams,
using the RICO statute?

Mr. Walker and Mr. Fuentes.

Mr. WALKER. Why don't | take a crack first, Congressman Mar-
key. I am Richard Walker from the SEC.

Certainly we have always believed that private civil actions are
an important supplement to what the government can do. | think,
as we noted a little earlier, one of the real tragedies of these cases
is too often, once investors part with their money, the money can-
not be recovered even through the best of efforts. Oftentimes what
we are looking at is a no-net-gain situation; and at the end of the
day, despite the best efforts, criminal prosecutions, civil regulatory
actions and private actions, the money has been spent and is gone.

But certainly we do, generally speaking, support the role of pri-
vate parties and private civil litigants to seek to exercise their
rights.

Mr. MARKEY. Do you agree with that, Mr. Fuentes?

Mr. FUENTES. Yes, | would agree with that.

Mr. MARKEY. Mr. Skolnik, during a debate over private securities
litigation reform, the State securities regulators and State attor-
neys general opposed eliminating securities fraud as a predicate of-
fense under RICO.

Does NASAA continue to believe this special exception should be
repealed?

Mr. SkoLNIK. | don't know if NASAA has taken a position really
on whether there should be any further modification or amend-
ments to the civil RICO Act—to the Federal act. As | have indi-
cated here today, | think if we are going to make a dent in fighting
the Mob on Wall Street, we are going to have to bring—civil and
administrative actions are not going to be sufficient. We will have
to initiate more criminal actions because | think that is the only
language that the Mob certainly understands.

I don't think NASAA has taken a position at this time regarding
any proposals to the Federal act.

Mr. MARKEY. Can you, for the record, give us the position of
NASAA, please?

Mr. SKOLNIK. Pardon?

Mr. MARKEY. Can you please, for the record, submit the position
of NASAA on these issues?

Mr. SKOLNIK. On the question of?

Mr. MARKEY. Whether or not they support giving back this power
to individuals.

Mr. SKoLNIK. As | sit here today | cannot, but certainly we can
follow up on that.

Mr. MARKEY. That is what I am asking, for the record, please.

By the way, | think more and more Americans are becoming
aware of this, because they are watching “The Sopranos,” and they
realize they are running an operation on the side, one of these boil-
er rooms. | think in their minds they can visualize how much peo-
ple can be exploited by this.
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And, in addition, | think you underestimate the strength of a de-
frauded investor, the anger that they would have.

Oftentimes, | actually find that prosecutors and police officials
back away from the Mob, but an individual who feels aggrieved be-
cause their own family has been injured would be more likely to
go out of their way to go after them.

So that is my own personal experience, and | think that more
power to individuals might, in fact, help police, help prosecutors to
take steps which they otherwise would be shying away from in a
public policy context.

Mr. Chairman, | appreciate your indulgence, and | have other
questions which | would like to submit to the witnesses for the
record.

Mr. OxLEY. Without objection.

The Chair would also indicate, without objection the opening
statements of all members will be made a part of the record.

Gentlemen, we thank you for your excellent testimony. This has
been most enlightening for the committee, and we appreciate all of
your participation.

The subcommittee stands adjourned. Thank you.

[Whereupon, at 12:20 p.m., the subcommittee was adjourned.]

[Additional material submitted for the record follows:]

NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.

WASHINGTON, DC
October 20, 2000
The Honorable STEVE LARGENT
426 Cannon HOB
Washington, DC 20515

DearR CONGRESSMAN LARGENT: During my appearance before the Finance and
Hazardous Materials Subcommittee on September 13, 2000, you inquired about a
breakdown of criminal convictions for securities violations on a state-by-state basis.
| appreciate the opportunity to respond in writing.

Attached is a state-by-state chart of the securities criminal convictions for 1999.
The total number of convictions for the 52 jurisdictions that responded is 307. Many
of these convictions were obtained as a result of investigations launched by state
securities regulators. | feel strongly that state securities regulators must work with
their local prosecutors and pursue more criminal convictions so those who prey on
innocent investors are put in jail.

We remain committed to working closely with prosecutors, law enforcement agen-
cies, and regulators at both the federal and state level to protect investors from
fraud and other types of securities laws violations.

Please don’'t hesitate to contact me at 317-232-6695 or Deborah Fischione,
NASAA's Director of Policy at 202-737-0900 if you require further information.

Sincerely,
BRADLEY W. SKOLNIK
NASAA Past-President
Indiana Securities Commissioner
Enclosure

cc: Chairman Mike Oxley
Congressman Ed Towns
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