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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION

Plaintiff,
: Case No. 1:10-CV-457
VS. : (GLS/CFH))

McGINN, SMITH & CO., INC,,

McGINN, SMITH ADVISORS, LLC

McGINN, SMITH CAPITAL HOLDINGS CORP.,
FIRST ADVISORY INCOME NOTES, LLC,
FIRST EXCELSIOR INCOME NOTES, LLC,
FIRST INDEPENDENT INCOME NOTES, LLC,
THIRD ALBANY INCOME NOTES, LLC,
TIMOTHY M. McGINN, AND

DAVID L. SMITH, GEOFFREY R. SMITH,
Individually and as Trustee of the David L. and
Lynn A. Smith Irrevocable Trust U/A 8/04/04,
LAUREN T. SMITH, and NANCY McGINN,

Defendants,

LYNN A. SMITH and
NANCY McGINN,

Relief Defendants. and
GEOFFREY R. SMITH, Trustee of the
David L. and Lynn A. Smith Irrevocable
Trust U/A 8/04/04,

Intervenor. :
X

NOTICE OF THIRD MOTION OF WILLIAM J. BROWN, AS RECEIVER,
FOR AN ORDER DISALLOWING CERTAIN CLAIMS

(BROKER CILAIMS)
PLEASE TAKE NOTICE that upon the Motion of William J. Brown, as

Receiver, for an Order disallowing certain claims of former McGinn Smith & Co., Inc.
brokers and related parties (“Motion”), Phillips Lytle LLP will move before the Hon.
Christian F. Hummel, United States Magistrate Judge, United States District Court for the

Northern District of New York, James T. Foley - U.S. Courthouse, 445 Broadway, Albany,
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New York 12207-2924, on April 19, 2018 at 9:30 a.m., seeking an Order to be entered

approving the Motion.

PLEASE TAKE FURTHER NOTICE that objections, if any, to the relief
requested in the Motion must be made in writing, and should be filed and served upon the
undersigned at the address listed below in accordance with the Federal Rules of Civil
Procedure and the Local Rules for the United States District Court for the Northern District
of New York.

PLEASE TAKE FURTHER NOTICE that if no responses are timely filed
and served with respect to the Motion or any claim listed in Exhibits A through C to the
Motion, the Court may enter an Order granting the Motion and disallowing any claim
without further notice or opportunity to be heard offered to any party.

Dated: March 19, 2018

PHILLIPSLYTLE LLP

By_ /s/ Catherine N. Eisenhut
William J. Brown (Bar Roll #601330)
Catherine N. Eisenhut (Bar Roll #520849)

Attorneys for Receiver

Omni Plaza

30 South Pearl Street

Albany, New York 12207

Telephone No. (518) 472-1224

and

One Canalside

125 Main Street

Buffalo, New York 14203
Telephone No.: (716) 847-8400

Doc #01-3108565.2
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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION

Plaintiff,
: Case No. 1:10-CV-457
VS. : (GLS/CFH)

McGINN, SMITH & CO., INC.,

McGINN, SMITH ADVISORS, LLC

McGINN, SMITH CAPITAL HOLDINGS CORP.,
FIRST ADVISORY INCOME NOTES, LLC,
FIRST EXCELSIOR INCOME NOTES, LLC,
FIRST INDEPENDENT INCOME NOTES, LLC,
THIRD ALBANY INCOME NOTES, LLC,
TIMOTHY M. McGINN, AND

DAVID L. SMITH, GEOFFREY R. SMITH,
Individually and as Trustee of the David L. and
Lynn A. Smith Irrevocable Trust U/A 8/04/04,
LAUREN T. SMITH, and NANCY McGINN,

Defendants,

LYNN A. SMITH and
NANCY McGINN,

Relief Defendants. and
GEOFFREY R. SMITH, Trustee of the
David L. and Lynn A. Smith Irrevocable
Trust U/A 8/04/04,

Intervenor.

X

THIRD MOTION OF WILLIAM J. BROWN, AS RECEIVER,
FOR AN ORDER DISALLOWING CERTAIN CLAIMS

(BROKER CLAIMS)

William J. Brown, as Receiver (“Receiver”), by his counsel, Phillips Lytle LLP,
moves (the “Motion”) for an order disallowing or equitably subordinating certain Broker

Claims (as defined in the accompanying Declaration), and respectfully represents as follows:
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The Receiver files the Motion to request entry of an Order disallowing or, in the
alternative, equitably subordinating the Broker Claims listed on Exhibit A to this Motion
based on the accompanying Memorandum of Law and Declaration of William J. Brown, as
Receiver (“Declaration”), each dated March 19, 2018.

RELIEF REQUESTED

The Receiver requests that the Court enter an Order substantially in the form
attached as Exhibit B (“Order”) (1) disallowing or, in the alternative, equitably subordinating
the Broker Claims, together with such other and further relief as the Court deems just and

proper.

Dated: March 19, 2018
PHILLIPS LYTLE LLP

By__/s/ Catherine N. Eisenhut
William J. Brown (Bar Roll #601330)

Catherine N. Eisenhut (Bar Roll #520849)
Attorneys for Receiver

Omni Plaza

30 South Pearl Street

Albany, New York 12207

Telephone No. (518) 472-1224

and

One Canalside

125 Main Street

Buffalo, New York 14203
Telephone No.: (716) 847-8400

Doc #01-3106321.2
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Exhibit A
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EXHIBIT A

Broker Claims

Investor Name

Claim Number

Description of Investment

Amount of Claim

Chiappone, Frank 4451D TAIN Secured Junior Notes Due 12/15/2009 $ 50,000.00

Chiappone, Frank H. Paper claim - duplicative | Third Albany Income Notes $ 50,000.00
of Claim #4451D

Lex, Kathleen 5547D FAIN Secured Senior Subordinated Notes $100,000.00

Lex, Kathleen Paper claim - duplicative | FAIN Secured Senior Subordinated Notes $100,000.00
of Claim #5547D

Lex, Kathleen 5549D TAIN Secured Senior Notes $ 9,093.29

Lex, Kathleen Paper claim - duplicative | TAIN Secured Senior Notes $ 9,093.29
of Claim #5549D

Lex, Kathleen 5550D TAIN Secured Senior Notes $ 4,546.64

Lex, Kathleen Paper claim - duplicative | TAIN Secured Senior Notes $ 4,546.64
of Claim #5550D

Lex, Kathleen 5551D TAIN Secured Senior Notes $113,666.07

Lex, Kathleen Paper claim - duplicative | TAIN Secured Senior Notes $113,666.07
of Claim #5551D

Lex, Kimellen & William 5552D FIIN Secured Senior Notes $ 22,733.21

Lex, William 401K 5563D Firstline Trust 07 9.25% Senior Contract Certificates $ 55,302.25

Due 09/01/10

Lex, William F. 401K Paper claim - duplicative | Firstline Trust 07 9.25% Senior Contract Certificates $ 55,302.25
of Claim #5563D Due 09/01/10

Lex, William 401K 5564D TDM Verifier Trust 07R Contract Certificates $ 10,000.00
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Lex, William F. 401K Paper claim - duplicative | TDM Verifier Trust 07R Contract Certificates $ 10,000.00
of Claim #5564D
Lex, William 401K 5565D TDM Verifier Trust 07R Contract Certificates $ 10,000.00
Lex, William F. 401K Paper claim - duplicative | TDM Verifier Trust 07R Contract Certificates $ 10,000.00
of Claim #5565D
Lex, William 401K 5566D TDM Verifier Trust 09 10% Contract Certificates Due | $ 4,511.88
12/31/11
Lex, William F. 401K Paper claim - duplicative | TDM Verifier Trust 09 10% Contract Certificates Due | $ 4,511.88
of Claim #5566D 12/31/11
Lex, William F. & Kathleen C. 5553D McGinn, Smith Firstline Funding, LLC $125,000.00
(paper claim)
Lex, William F. & Kathleen C. 5554D FIIN Secured Senior Notes $ 9,093.29
Lex, Kathleen C. Paper claim - duplicative | FIIN Secured Senior Notes $ 9,093.29
of Claim #5554D
Lex, William F. & Kathleen C. 5555D FIIN Secured Senior Notes $150,039.22
Lex, Kathleen C. Paper claim - duplicative | FIIN Secured Senior Notes $150,039.22
of Claim #5555D
Rabinovich, Philip 6124D TDM Verifier Trust 11 Contract Certificates 9% $ 23,849.63
Rabinovich, Philip Paper claim - duplicative | TDM Verifier Trust 11 $ 25,000.00

of Claim #6124D

Doc #01-3106369.1
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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION
Plaintiff,

: Case No. 1:10-CV-457
VS. : (GLS/CFH))

McGINN, SMITH & CO., INC,,

McGINN, SMITH ADVISORS, LLC

McGINN, SMITH CAPITAL HOLDINGS CORP.,
FIRST ADVISORY INCOME NOTES, LLC,
FIRST EXCELSIOR INCOME NOTES, LLC,
FIRST INDEPENDENT INCOME NOTES, LLC,
THIRD ALBANY INCOME NOTES, LLC,
TIMOTHY M. McGINN, AND

DAVID L. SMITH, GEOFFREY R. SMITH,
Individually and as Trustee of the David L. and
Lynn A. Smith Irrevocable Trust U/A 8/04/04,
LAUREN T. SMITH, and NANCY McGINN,

Defendants,

LYNN A. SMITH and
NANCY McGINN,

Relief Defendants. and
GEOFFREY R. SMITH, Trustee of the
David L. and Lynn A. Smith Irrevocable
Trust U/A 8/04/04,

Intervenor. :
X

ORDER APPROVING THIRD MOTION OF WILLIAM J. BROWN, AS
RECEIVER, FOR AN ORDER DISALLOWING CERTAIN CLAIMS

(BROKER CLAIMS)

Upon the Third Motion of William J. Brown, as Receiver, for an Order
Disallowing Certain Claims (Broker Claims); and notice of the Motion having been given to
the Securities and Exchange Commission, each Broker listed on Exhibit A to the Motion,
Kathleen Lex, and Kimellen Lex, by first class mail, and all parties who have filed a Notice

of Appearance in this action by ECF, and all creditors of the McGinn, Smith entities and
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other parties in interest via the Receiver’s website, which notice is deemed good and
sufficient notice; and the Court having deemed that sufficient cause exists; it is therefore
ORDERED, that the Motion is approved, and it is further
ORDERED, that each of the Broker Claims listed on Exhibit A to the Motion
is disallowed; and the rights of the Receiver to object on any other basis to the claims of all
investors or claimants is expressly preserved.

Dated: April , 2018

HON. CHRISTIAN F. HUMMEL

Doc #01-3106322.3
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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION,

Plaintiff,
: Case No. 1:10-CV-457
VS. : (GLS/CFH)

McGINN, SMITH & CO., INC,,

McGINN, SMITH ADVISORS, LLC,

McGINN, SMITH CAPITAL HOLDINGS CORP.,
FIRST ADVISORY INCOME NOTES, LLC,
FIRST EXCELSIOR INCOME NOTES, LLC,
FIRST INDEPENDENT INCOME NOTES, LLC,
THIRD ALBANY INCOME NOTES, LLC,
TIMOTHY M. McGINN, AND

DAVID L. SMITH, GEOFFREY R. SMITH,
Individually and as Trustee of the David L. and
Lynn A. Smith Irrevocable Trust U/A 8/04/04,
LAUREN T. SMITH, and NANCY McGINN,

Defendants,

LYNN A. SMITH and
NANCY McGINN,

Relief Defendants,
- and -

GEOFFREY R. SMITH, Trustee of the
David L. and Lynn A. Smith Irrevocable
Trust U/A 8/04/04,

Intervenor. :
X

DECLARATION OF WILLIAM J. BROWN, AS RECEIVER, IN SUPPORT OF
THIRD MOTION FOR AN ORDER DISALLOWING CERTAIN CLAIMS

(BROKER CLAIMS)

William J. Brown, as Receiver, declares, under the penalty of perjury, pursuant to 28

U.S.C. § 1746, as follows:
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1. I am the Receiver of McGinn, Smith & Co. Inc., et al. (“MS & Co.”)
appointed by the Court in this action pursuant to the Preliminary Injunction Order dated
July 26, 2010 (Docket No. 96).

2. I make this Declaration in support of the Receiver’s Motion
(“Motion”) for an Order disallowing or equitably subordinating the claims of certain
Brokers (as defined below).

3. Attached as Exhibit A to this Declaration is the Order Instituting
Administrative and Cease-and-Desist Proceedings (“OIP”) issued by the Securities and
Exchange Commission (“SEC”) as to certain registered representatives who sold MS & Co.
private placements. Donald. J. Anthony, Jr., et al., Order Instituting Proceedings Release No.
33-9454 (Sept. 23, 2013), 107 SEC Docket 5.

4. Attached as Exhibit B to this Declaration is the Chief Administrative
Law Judge’s Initial Decision with respect to the OIP. Donald. J. Anthony, Jr., et al., Initial
Decision Release No. 745 (Feb. 25, 2015), 110 SEC Docket 19, modified by Order on
Motions to Correct Manifest Errors of Fact in the Initial Decision, Administrative
Proceedings Release No. 2528 (Apr. 9, 2015), 11 SEC Docket 5

PROCEDURAL BACKGROUND

5. MS & Co. was a broker-dealer registered with the Securities and
Exchange Commission (“SEC”) with its headquarters in Albany, New York from 1981 to
2009. From 2003 through 2010, the broker-dealer was owned by David L. Smith (“Smith”),
Timothy M. McGinn (“McGinn”), and Thomas E. Livingston.

6. On April 20, 2010, the Securities and Exchange Commission (“SEC”)

filed a Complaint initiating the above-captioned action (Docket No. 1). Also, on April 20,
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2010, this Court granted a Temporary Restraining Order (Docket No. 5), which, among
other things, froze certain assets of the above-captioned Defendants and Relief Defendants,
and appointed the Receiver as temporary receiver with respect to numerous entities
controlled or owned by Defendants Timothy M. McGinn and David L. Smith including
those listed on Exhibit A to the Preliminary Injunction Order entered in this action (Docket
No. 96) (collectively, the “MS Entities”). At the time of the Receiver’s appointment, total
bank account balances (not including some remote business operations whose bank
accounts were not immediately visible to the Receiver’s staff) were $485,491.63. (Docket
No. 49 at 6).

7. On July 26, 2010, following a hearing, the Court entered an order
granting the SEC’s Motion for a Preliminary Injunction and appointing the Receiver as
receiver, pending a final disposition of the action (“Preliminary Injunction Order”) (Docket
No. 96).

8. On August 3, 2010, the SEC filed an Amended Complaint (Docket
No. 100). On June 8, 2011, the SEC filed a Second Amended Complaint (the “Complaint”)
(Docket No. 334). On February 17, 2015, the Court issued its Memorandum-Decision and
Order (Docket No. 807) (“MDQ”) granting the SEC’s motion for summary judgment. The
Court entered judgments in favor of the SEC in 2016 (Docket Nos. 835, 836, 837).

BROKER PROCEEDINGS

9. On September 23, 2013, the SEC issued the OIP as to certain
registered representatives who sold MS & Co. private placements in the Four Funds and the
Trust Offerings. Donald. J. Anthony, Jr., et al., Order Instituting Proceedings Release No. 33-

9454 (Sept. 23, 2013), 107 SEC Docket 5. Among those registered representatives named in
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the OIP were Frank H. Chiappone (“Chiappone”), William F. Lex (“Lex”), and Philip S.
Rabinovich (“Rabinovich” and collectively with Chiappone and Lex, the “Brokers”). The
SEC alleged that the Brokers violated the securities laws by knowingly or recklessly
recommending MS & Co. unregistered offerings to clients with no reasonable basis for the
recommendation and knowing of red flags, and misrepresenting and omitting material
information. OIP at 5. The SEC did not allege that the Brokers had actual knowledge of
the fraud.

10. On February 25, 2015, the ALJ entered the Initial Decision finding
that each of the Brokers willfully violated the Securities Act, the Exchange Act and Rule
10b-5 through their sales of private placements in the Four Funds and the Trust Offerings.
Donald. J. Anthony, Jr., et al., Initial Decision Release No. 745 (Feb. 25, 2015), 110 SEC
Docket 19, modified by Order on Motions to Correct Manifest Errors of Fact in the Initial
Decision, Administrative Proceedings Release No. 2528 (Apr. 9, 2015), 11 SEC Docket 5.
The Brokers petitioned the SEC for review of the ALJ’s Initial Decision and, on May 21, 2015,
the SEC granted the Brokers’ petitions. Frank Chiappone, et al., Order Granting Petitions for
Review and Scheduling Briefs Release No. 33-9790 (May 21, 2015), 111 SEC Docket 11. On
August 15, 2017, oral argument on the Brokers’ appeals was held before the SEC. Frank
Chiappone, et al., Order Scheduling Oral Argument Release No. 33-10382 (Jun. 30, 2017), 117
SEC Docket 1. The SEC has not yet ruled on the Broker’s appeals.

CLAIMS OBJECTION MOTIONS

11. On September 21, 2017, in my capacity as Receiver, I filed a Motion
(Docket No. 937) (“First Claims Motion”) to seek disallowance of certain filed paper claims

that were duplicative of the corresponding claims granted by the Receiver. On November 9,
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2017, I filed a Statement (Docket No. 957) in furtherance of the First Claims Motion,
adjourning the First Claims Motion with respect to those duplicative investor paper claims
filed by investors whose Receiver-granted claims have been disputed by the Receiver. On
December 28, 2017, the Court entered an Order granting the First Claims Motion and
disallowing the duplicative paper claims other than with respect to those filed by investors
with disputed claims (Docket No. 966).

12.  On February 15, 2018, in my capacity as Receiver, I filed a Motion
(Docket No. 974) (“Second Claims Motion”) to seek disallowance of certain filed paper
claims for which there is no basis for payment in the books and records of MS & Co. The
return date of the Second Claims Motion is April 19, 2018.

BROKER CLAIMS

13. Each of the Brokers and, in the case of Lex, his wife-transferee, hold
disputed claims against certain of the MS Entities and, as required by the Court-approved
claims procedures, have filed duplicative paper claims on account of their investments as
required by the Court-approved claims procedure, as well as paper claims for amounts in
excess of their disputed claims or for investments for which there is no record in the books
and records of MS & Co. (collectively, the “Broker Claims”). The Broker Claims are listed
in detail on Exhibit A to the Motion. Altogether, there are fourteen Broker Claims
(exclusive of the duplicate paper claims).

14. Among the Broker Claims listed on Exhibit A are certain claims
belonging to Kathleen C. Lex, who, upon information and belief, is the wife of Lex. Ms.
Lex holds four claims, three on account of investments made in TAIN and one on account

of an investment in FAIN. Copies of the original investment registers for the FAIN Secured
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Senior Subordinated Notes and the TAIN Secured Senior Notes, which were excel
spreadsheets maintained internally at MS & Co. to track investments, are attached to this
Declaration as Exhibit C (the “Investment Registers”). The Investment Registers have been
redacted to protect certain personal information, as well as to remove certain extraneous
information.

15. The Investment Registers show that in 2006 and 2007, Lex and Ms.
Lex jointly made three investments in TAIN and one investment in FAIN. Those
investments were subsequently transferred on or after April 23, 2009, for the TAIN
investments, and September 10, 2009, for the FAIN investment. Three investments for
TAIN and one investment for FAIN, each in the same amount as the joint investments,
were transferred into Ms. Lex’s name on or after April 23, 2009, for the TAIN investments,
or September 10, 2009, for the FAIN investment. The investments transferred to Ms. Lex’s
name were the same investments originally made jointly by Ms. Lex and Lex.

NOTICE

16. In connection with service of the Motion and all accompanying
papers, including this Declaration, I will cause to be mailed to each of the Brokers listed on
Exhibit A to the Motion, including Kathleen Lex and Kimellen Lex, a copy of the Motion

and related pleadings.

Dated: March 19, 2018

/s/ William J. Brown
William J. Brown

Doc #01-3106280.3
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Exhibit A
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9454 / September 23, 2013

SECURITIES EXCHANGE ACT OF 1934
Release No. 70473 / September 23, 2013

INVESTMENT ADVISERS ACT OF 1940
Release No. 3674 / September 23, 2013

INVESTMENT COMPANY ACT OF 1940
Release No. 30694 / September 23, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15514

In the Matter of

DONALD J. ANTHONY, JR,,
FRANK H. CHIAPPONE,
RICHARD D. FELDMANN,
WILLIAM P. GAMELLO,
ANDREW G. GUZZETTI,
WILLIAM F. LEX,

THOMAS E. LIVINGSTON,
BRIAN T. MAYER,

PHILIP S. RABINOVICH, and
RYAN C. ROGERS,

Respondents.

ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-AND-
DESIST PROCEEDINGS PURSUANT
TO SECTION 8A OF THE SECURITIES
ACT OF 1933, SECTIONS 15(b) AND
21C OF THE SECURITIES
EXCHANGE ACT OF 1934, SECTION
203(f) OF THE INVESTMENT
ADVISERS ACT OF 1940, AND
SECTION 9(b) OF THE INVESTMENT
COMPANY ACT OF 1940 AND
NOTICE OF HEARING

The Securities and Exchange Commission (“Commission”) deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities
Act”), Sections 15(b) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”),

Section 203(f) of the Investment Advisers Act

of 1940 (*Advisers Act”), and Section 9(b)

of the Investment Company Act of 1940 (“Company Act”) against Donald J. Anthony, Jr.,
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Frank H. Chiappone, Richard D. Feldmann, William P. Gamello, Andrew G. Guzzetti,
William F. Lex, Thomas E. Livingston, Brian T. Mayer, Philip S. Rabinovich and Ryan C.
Rogers (“Respondents™).
1.
After an investigation, the Division of Enforcement alleges that:

A. RESPONDENTS

1. Donald J. Anthony, Jr., 60 years old, is a resident of Loudonville, NY. He
was registered with McGinn, Smith & Co., Inc. (“MS & Co.”) from November 1997 to
December 2009, and McGinn, Smith Advisors, LLC (“MS Advisors”) from February 2006
to December 2009.

2. Frank H. Chiappone, 57 years old, is a resident of Clifton Park, NY. He
was registered with MS & Co. from February 1989 to December 2009.

3. Richard D. Feldmann, 74 years old, is a resident of Delmar, NY. He was
registered with MS & Co. from July 1987 to December 2009.

4. William P. Gamello, 49 years old, is a resident of Rexford, NY. He was
registered with MS & Co. from April 2005 to December 2009.

5. Andrew G. Guzzetti, 66 years old, is a resident of Saratoga Springs, NY.
He was registered with MS & Co. from September 2004 to December 20009.

6. William F. Lex, 67 years old, is a resident of Phoenixville, PA. He was
registered with MS & Co. from January 1983 to December 2009.

7. Thomas E. Livingston, 55 years old, is a resident of Slingerlands, NY. He
was registered with MS & Co. from October 1988 to December 2009, and became a 20%
shareholder of MS Holdings in 2004.

8. Brian T. Mayer, 40 years old, is a resident of Princeton, NJ. Mayer was
registered with MS & Co. from July 2001 to December 2009, and MS Advisors from
February 2006 to April 20009.

0. Philip S. Rabinovich, 39 years old, is a resident of Roslyn, NY. He was
registered with MS & Co. from July 2001 to December 2009, and with MS Advisors from
August 2006 to December 2009.

10. Ryan C. Rogers, 40 years old, is a resident of East Northport, NY. He was
registered with MS & Co. from July 2001 to December 2009, and with MS Advisors from
February 2006 to April 20009.
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B. RELEVANT ENTITIES' AND INDIVIDUALS

11. MS & Co., a New York corporation founded in 1980 by David Smith and
Timothy McGinn, had its principal place of business at 99 Pine Street, Albany, NY, and
maintained branch offices at Clifton Park, NY, New York, NY, and King of Prussia, PA.
MS & Co. was registered with the Commission as a broker-dealer beginning in 1980 and as
an investment adviser in April 2009. It was owned by Smith (50%), McGinn (50%; 30%
after 2004), and Thomas Livingston (20% after 2004). From 2003 to 2009, MS & Co. had
about 55 employees, including about 35 registered representatives. On December 24,
2009, MS & Co. filed a partial BD-W. On March 9, 2010, MS & Co. also withdrew its
investment adviser registration. FINRA terminated MS & Co.’s FINRA membership on
August 4, 2010.

12. MS Advisors was a New York corporation formed in 2003 with its
principal place of business at 99 Pine Street, Albany, New York. MS Advisors was owned
by Smith (50%), McGinn (30%) and Livingston (20%). MS Advisors was registered as an
investment adviser with the Commission from January 3, 2006 to April 24, 2009, and was
the investment adviser to the Four Funds (defined below) until April 2009, when it was
replaced by MS & Co.

13. McGinn, Smith Holdings, LLC (“MS Holdings) was owned by Smith
(50%), McGinn (30%) and Livingston (20%).

14. McGinn, Smith Capital Holdings Corp. (“MS Capital””) was a New
York corporation formed in 1989 with its principal place of business at 99 Pine Street,
Albany, New York. MS Capital was owned by MS Holdings (52%), McGinn (24%) and
Smith (24%). MS Capital was the indenture trustee, the servicing agent and the collateral
agent for the Four Funds, and the trustee for all the Trusts created between 2006 and 2009.
Smith was president and McGinn was chairman of the board.

15. The Four Funds were New York limited liability companies, whose sole
managing member was MS Advisors. MS & Co. served as the placement agent for the
Four Funds offerings, and MS Capital acted as the Trustee. The Four Funds shared offices
with MS & Co. and the other McGinn Smith entities at 99 Pine Street, Albany, NY. The
Four Funds offerings are listed below, along with the promised rate of return, the maximum
amount of the offering, and the date of the PPM:

1 On April 20, 2010, the United States District Court for the Northern District of New
York granted the SEC’s motion for a temporary restraining order and appointed a Receiver
over numerous entities controlled or owned by Timothy McGinn and David Smith. See
SEC v. McGinn Smith & Co., Inc., et al., 10-CV-457 (N.D.N.Y.) (GLS/CFH) (Dkt. Nos. 4,
5, 96). All the McGinn Smith entities—including MS & Co., MS Advisors, MS Capital,
MS Holdings, FIIN, FEIN, FAIN and TAIN—remain under the Receiver’s control.
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(@) First Independent Income Notes, LLC (“FIIN”), 5%/7.5%/10.25%
($20 million) (9/15/03);

(b) First Excelsior Income Notes LLC (“FEIN”), 5%/7.5%/10.25%
($20 million) (1/16/04);

(c) Third Albany Income Notes, LLC (“TAIN”), 5.75%/7.75%/10.25%
($30 million) (11/1/04); and

(d) First Advisory Income Notes, LLC (“FAIN”), 6%/7.75%/10.25%
($20 million) (10/1/05).

16. The Trust Offerings were offerings by special purpose entities, purportedly
to invest in contracts for burglar alarm service, “triple play” (broadband, cable and
telephone) service or luxury cruises. MS & Co. acted as a placement agent and MS Capital
acted as Trustee for the Trust Offerings. The Trust Offerings are listed below, along with
the promised rate of return, the maximum amount of the offering, and the date of the PPM:

(@) TDM Cable Trust 06, 7.75%/9.25% ($3,550,000) (11/13/06)

(b) TDM Verifier Trust 07, 8.25%/9% ($3,475,000) (2/23/07)

(c) Firstline Senior Trust 07, 9.25% ($1,850,000) (5/19/07)

(d) Firstline Trust 07, 11% ($1,867,000) (5/19/07)

(e) Firstline Senior Trust 07 Series B, 9.5% ($1,435,000) (10/19/07)

(f) TDM Luxury Cruise Trust 07, 10% ($3,630,000 (7/16/07)

(9) Firstline Trust 07 Series B, 11% ($2,115,000) (10/19/07)

(h) TDM Verifier Trust 08, 8.50%/10% ($3,850,000) (12/17/07)

(i) Cruise Charter Ventures Trust 08, 13% ($3,250,000) (2/14/08)

(i) Integrated Excellence Sr. Trust 08, 9% ($900,000) (5/30/08)

(k) Integrated Excellence Jr. Trust 08, 10% ($580,000) (5/30/08)

(I) Fortress Trust 08, 13% ($3,060,000) (9/24/08)

(m)TDM Cable Trust 06, 10% ($1,380,000) (11/17/08)

(n) TDM Verifier Trust 09, 10% ($1,300,000) (12/15/08)

(0) TDMM Cable Jr Trust 09, 11% ($1,325,000) (1/19/09)

(p) TDMM Cable Sr. Trust 09, 9% ($1,550,000) (1/19/09)

(g) TDM Verifier Trust 07R, 9% ($2,100,000) (2/2/09)

(r) TDM Verifier Trust 08R, 9% ($2,005,000) (7/6/09)

(s) TDMM Benchmark Trust 09, 8%, 9%, 10%, 11%, 12%
($3,000,000) (8/20/09)

(t) TDM Verifier Trust 11, 9% ($1,550,000) (9/3/09)

(u) Cruise Charter Ventures, LLC, 12% ($400,000) (9/25/09)

17. McGinn Smith Transaction Funding (“MSTF”’) was a New York
corporation formed in 2008. Like the Four Funds and Trust offerings, the $10 million
MSTF offering on April 22, 2008 was underwritten by MS & Co.

18.  Timothy M. McGinn, 64 years old, was the chairman, secretary and co-
owner of MS & Co. From July 2003 through May 2006, McGinn served as CEO of
Integrated Alarm Services Group, Inc. (“IASG”), which went public in July 2003. In
September 2011, FINRA permanently barred McGinn from associating with any FINRA
member. On February 6, 2013, following a four-week trial, a jury in the Northern District
of New York found McGinn guilty of multiple counts of mail and wire fraud, securities
fraud, and filing false tax returns. United States v. Timothy M. McGinn & David L. Smith,
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12-CR-28 (DNH) (N.D.N.Y.). On August 7, 2013, McGinn was sentenced to 15 years in
prison and ordered to pay restitution of $5,992,800.

19. David L. Smith, 67 years old, was the president and chief executive officer
of MS & Co. and the manager of the Four Funds. Until 2007, Smith was also the chief
compliance officer of MS & Co. In September 2011, FINRA permanently barred Smith
from associating with any FINRA member. On February 6, 2013, following a four-week
trial, a jury in the Northern District of New York found Smith guilty of multiple counts of
mail and wire fraud, securities fraud, and filing false tax returns. United States v. Timothy
M. McGinn & David L. Smith, 12-CR-28 (DNH) (N.D.N.Y.). On August 7, 2013, Smith
was sentenced to 10 years in prison and ordered to pay restitution of $5,989,736.

C. OVERVIEW

20. Respondents Anthony, Chiappone, Feldmann, Gamello, Lex, Livingston,
Mayer, Rabinovich and Rogers were among the top-selling brokers at MS & Co. They
sold millions of dollars of MS & Co. private placements in spite of numerous red flags,
including a policy—which was clearly inconsistent with the terms of the offerings—that
required them to “replace” customers seeking to redeem notes with new customers before
the redemption would be honored. Guzzetti, a supervisor at MS & Co., failed to take any
action despite knowledge of red flags. Based on their conduct, Respondents committed the
following violations:

a) Anthony, Chiappone, Feldmann, Gamello, Lex, Livingston, Mayer,
Rabinovich and Rogers willfully violated Sections 5(a) and (c) of the
Securities Act by offering and selling notes for which no registration
statements were in effect;

b) Anthony, Chiappone, Feldmann, Gamello, Lex, Livingston, Mayer,
Rabinovich and Rogers willfully violated Section 17(a) of the Securities
Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder,
by knowingly or recklessly, or negligently, failing to perform reasonable
due diligence to form a reasonable basis for their recommendations to
customers, and made misrepresentations and omissions in
recommending the Four Funds and Trust Offerings; and

c) Guzzetti failed reasonably to supervise the other Respondents, pursuant
to Section 15(b)(6), incorporating by reference Section 15(b)(4)(E) of
the Exchange Act.

D. THE MS & CO. OFFERINGS

21. David Smith and Timothy McGinn created and controlled the Four Funds
and Trust Offerings. The offerings raised more than $125 million from more than 750
investors. Investor losses exceed $80 million.

22. The Four Funds offerings—FIIN (Sept. 2003), FEIN (Jan. 2004), TAIN
(Nov. 2004) and FAIN (Oct. 2005) —raised at least $85 million. Smith controlled the
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issuers, prepared the private placement memoranda (“PPMs”), set the terms of the
offerings, controlled the investor money, and made all the investment decisions. Four
Funds investors were promised quarterly interest payments and a return of principal upon
maturity. Each offering had three tranches: the five-year “secured junior” notes paid
10.25%; the three or five year “secured senior subordinated” paid 7.5% or 7.75%; and the
one-year “secured senior” notes paid 5%, 5.75% or 6%.

23.  Although the Four Funds PPMs labeled each tranche as “secured,” there
were no secured assets subject to forfeiture in the event that a particular Fund failed.

24, According to the PPMs, MS & Co., as the placement agent, was to receive a
commission of 2% of the offering proceeds. In addition, according to the PPMs, the
brokers were entitled to (and did receive) “incentive commissions . . . [paid] to our
managing member’s salesmen at the rate of 2% of the aggregate principal amount of the
notes per year over the term of the notes.”

25. Smith had no experience in making investment decisions and managing
investments for entities like the Four Funds, and Smith had broad flexibility in making
investment decisions. As the PPMs for the offerings stated, each of the Four Funds was:

formed to identify and acquire various public and/or private
investments, which may include, without limitation, debt
securities, collateralized debt obligations, bonds, equity
securities, trust preferred, collateralized stock, convertible
stock, bridge loans, leases, mortgages, equipment leases,
securitized cash flow instruments, and any other investments
that may add value to our portfolio . . . .

26. The PPMs stated that the notes would be offered only to accredited
investors, as defined in Rule 501(a) of Regulation D. To this end, the PPMs required that
each investor “represent in writing that it qualifies as an ‘accredited investor’ . . . and must
demonstrate the basis for such qualification.” The subscription agreements similarly
reiterated that the notes were offered to accredited investors only.

217. Despite these representations, each of the Four Funds offerings had more
than 35 unaccredited investors. The Respondents sold the Four Funds to unaccredited
investors.

28. In September 2003, just weeks after the launch of the FIIN offering, Smith
began diverting millions of dollars to pay investors in pre-2003 MS & Co. offerings.?

2 From 1990 through early 2003, Smith and McGinn orchestrated, through MS & Co. and
related entities, dozens of note offerings secured by residential alarm contracts.
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Overall, Smith used at least $12.8 million of the Four Funds offering proceeds to pay
investors in pre-2003 MS & Co. offerings.

29. Smith invested a majority of the Four Funds’ proceeds in entities that were
affiliated with MS & Co., even though the PPM did not disclose this, and in risky and
highly speculative venture capital investments. For example, Smith invested $8.8 million
in alseT Management, a start-up partially-owned and controlled by Livingston and Smith
himself, which never earned any revenue. The Four Funds’ investments did not generate
sufficient returns required to meet the issuers’ obligations to investors.

30. In 2006, McGinn returned to MS & Co. on a full-time basis after nearly
three years as CEO of IASG. McGinn created the twenty-one Trust Offerings, plus MSTF,
that raised over $41 million. The Trust Offerings ostensibly were created to fund entities
engaged in specific areas, such as burglar alarm service, triple play service, or luxury
cruises. These entities, however, were not funded directly by the issuer; instead, in most
cases, the offering proceeds were first transferred to various conduit entities, primarily
McGinn Smith Funding LLC (the “MSF Conduit”) or TDM Cable Funding LLC (the
“TDM Conduit”).

31. The proceeds of the Trust Offerings were commingled and then used as
needed by MS & Co., including infusing cash into the faltering Four Funds. The conduits
and their corresponding Trust Offerings are listed below:

TDM Conduit

TDM Cable Trust 06, 7.75%/9.25% (11/13/2006)
TDM Verifier Trust 07, 8.25%/9.00% (2/23/2007)
TDM Luxury Cruise, 10% (7/16/2007)

TDM Cable Trust 06, 10% (11/17/2008)

TDMM Cable Senior Trust 09, 9% (1/19/2009)
TDMM Cable Jr. Trust 09, 11% (1/19/2009)
TDM Verifier Trust 07R, 9% (2/2/2009)

TDM Verifier Trust 08R (7/6/2009)

MSF Conduit

Firstline Senior Trust 07, 9.25%/11% (5/19/2007)
Firstline Trust 07 Series B, 9.5%/11% (10/19/2007)
TDM Verifier Trust 08, 8.5%/10% (12/17/2007)
TDM Verifier Trust 09, 10% (12/15/2008)

32. The Trust PPMs stated that they would “generally be offered only to
accredited investors,” but also provided for 35 or fewer unaccredited investors, supposedly
under Rule 506. None of the Trust Offerings exceeded 35 unaccredited investors. When
integrated according to their Conduit entity, however, Rule 506’s limitation on
unaccredited investors was breached: at least 69 investors in the Trusts tied to the TDM
Conduit were unaccredited, and at least 59 investors in the Trusts linked to the MSF
Conduit were unaccredited.
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33.  The Trust Offerings continued the egregious misuse of investor funds.
Smith and McGinn, for example, took for personal use millions of dollars in offering
proceeds from the TDM Cable 06, TDMM Cable, Integrated Excellence, MSTF and
Fortress offerings, used investor funds to pay earlier noteholders, and used the Trust
Offering proceeds to satisfy liquidity needs for other MS & Co. entities.

E. THE RESPONDENTS’ ILLEGAL CONDUCT

34.  The Respondents, as associated persons of a broker-dealer, had an
obligation to conduct a reasonable investigation of the issuers in order to form a reasonable
basis for any recommendation to customers regarding the MS & Co. offerings. By making
a recommendation, the Respondents implicitly represented to their customers that they had
an adequate basis for the recommendation. A broker has a duty to investigate the truth of
the representations he makes to customers, because, by virtue of his title, customers are
entitled to presume that the representations made were the result of reasonable
investigation.

35.  The Respondents blindly relied upon Smith and McGinn, even in the face of
red flags. The Respondents, as licensed securities professionals, knew or should have
known that securities issued by smaller companies of recent origin require more thorough
investigation. They should not simply parrot the marketing information furnished by Smith
and McGinn, particularly in the face of red flags. In addition, where Respondents lacked
essential information about an issuer or its securities when making a recommendation, they
failed to disclose this fact as well as the risks that arose from their lack of information.

36. The Respondents’ due diligence, which at best consisted of reading the
PPMs, was wholly inadequate, despite their knowledge that the issuers were completely
controlled by Smith and McGinn. There were numerous red flags, moreover, that should
have alerted the Respondents to the need for a thorough investigation. Instead, the
Respondents blindly sold whatever private placement Smith and McGinn told them to sell.

37.  The Respondents also made material misrepresentations and omissions
when recommending the Four Funds and Trust Offerings to their customers.

The Respondents Knew of Red Flags
Surrounding the Four Funds Offerings.

38.  Anthony, Chiappone, Feldmann, Gamello, Lex, Livingston, Mayer,
Rabinovich and Rogers performed inadequate due diligence prior to recommending the
Four Funds to their customers. The PPMs for the Four Funds, which they read or were
reckless in not reading, made disclosures that should have caused the Respondents, as
associated persons of a broker-dealer, to conduct a searching inquiry prior to
recommending the products to their customers. This heightened duty arose from the
following factors:

a. The PPMs made clear that Smith owned and controlled each of the
issuers—which were new, single-purpose entities with no operating history—
as well as the placement agent (MS & Co.) and the trustee. Smith also had
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total control over the disposition of investor funds, with absolutely no
oversight or control. As a result, the Respondents should have made
specific inquiries as to how customer money would be invested before
recommending the Four Funds to their customers.

b. The Respondents knew or should have known that Smith had never before
managed offerings of the size and scope of the Four Funds. The debt
offerings that MS & Co. had done before 2003 were small-scale note
offerings tied to the income streams from home alarm contracts, far
different from the broad and non-specific investment mandate of Four
Funds offerings.® Given Smith’s lack of experience in this area, and the
Respondents’ knowledge of this lack of experience, they should have made
specific inquiries as to how Smith planned to invest the offering proceeds.
This is particularly true given fact that the issuers’ ability to make the
relatively high interest payments, and to return the investors’ principal,
depended on the nature of the investments;

c. The PPMs stated that the Four Funds could acquire investments “from our
managing member [MS Advisors] or any affiliate,” could “purchase
securities from issuers in offerings for which [MS & Co.] is acting as
underwriter or placement agent,” and that “[a]ffiliates of the placement
agent may purchase a portion of the notes offered hereby.” As a result, the
Respondents should have inquired whether Smith—who controlled without
oversight the issuers, the placement agent and the disposition of investor
funds—did engage in any transactions with affiliates. If they had, they
would have discovered that nearly half of the offering proceeds had been
invested in affiliates; and

d. Despite the complete prohibition on sales to unaccredited investors in the
Four Funds PPMs, the Respondents knew that sales were being made to
unaccredited investors. The Respondents, therefore, knew that the PPMs’
prohibition on sales to unaccredited investors was disregarded, which
should have caused them to make inquiries.

® The Respondents, when recommending the Four Funds and Trust Offerings, held out
the pre-2003 alarm note offerings as indicative of Smith and McGinn’s integrity and skill.
These earlier offerings, however, were also mismanaged. In a handwritten letter from
Smith to McGinn in 2000, Smith characterized the pre-2003 offerings as a “Ponzi
Scheme” because the offering proceeds “for the most part are used to fulfill the
investment promise to earlier investors . . . the new investments have no chance of being
repaid in full.” These offerings were eventually paid off not from the income stream
generated by the investments, but rather through the IASG IPO in July 2003, as well as
over $12 million from the Four Funds offerings.
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39. These factors should have prompted the Respondents to conduct a searching
inquiry into the offerings. Instead, they essentially turned a blind eye and sold the Four
Funds offerings with no specific knowledge of how investor funds were being used.

Smith’s Refusal to Disclose to the Brokers How He Had Invested
Four Funds Offering Proceeds Was a Red Flag.

40. From the commencement of the FIIN offering in September 2003 until
January 2008, Smith provided his brokers with no specific information about how he had
invested the offering proceeds. Any questions by the brokers were deflected with the claim
that Smith had made loans to local Albany businesses with Four Funds proceeds, and those
businesses desired anonymity. Indeed, Smith steadfastly refused to give the brokers any
meaningful information about how he had invested the Four Funds offering proceeds. This
refusal should have prompted the brokers to further question the propriety of the Four
Funds.

41. The information blackout that Smith imposed was contrary to the PPMs,
which stated that an “annual statement of the operations consisting of a balance sheet and
income statement” would be provided to investors upon request. These reports, however,
were never made available and it appears that no brokers requested this information before
January 2008, when Smith disclosed that the Four Funds would be restructured.

42, MS & Co.’s compliance manual, moreover, stated that “it will make a
reasonable investigation . . . [and] Paperwork recording the due diligence will be kept in the
legal files.” The Respondents also never asked to see the due diligence files,
notwithstanding the red flags regarding the Four Funds.

The Respondents Continued to Recommend MS & Co. Offerings
Despite Knowledge of the Redemption Policy — Another Major

Red Flag.

43. By 2006, the Funds began having significant difficulty in meeting the
redemption requests. Smith therefore instituted a policy that required brokers to “replace”
customers seeking to redeem Four Funds notes, including maturing notes, with new
customers (the “Redemption Policy”). The PPMs, however, did not state that a customer’s
right to redemption depended on finding a “replacement.”

44.  The Redemption Policy was another red flag that put the Respondents on
notice that the Four Funds were being handled much differently from what the PPMs
provided. None of the Respondents, however, undertook any investigation of the offerings;
they also failed to disclose this material information to their customers; and they continued
to recommend MS & Co. private placements to their customers for several more years.

45. The Respondents learned of the policy at different times beginning in late
2006. They were shocked by the policy and knew that it was contrary to the PPMs. The
Respondents, however, did not disclose the Redemption Policy to customers, even those
who sought to reinvest, or “roll over,” Four Funds notes at maturity. Collectively, the
Respondents raised millions of dollars in MS & Co. private placements after learning of the

10
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policy. They stood to profit if a customer elected to roll over, and would receive their
annual commission for the life of the note. The Respondents sought redemptions for
current customers even knowing that the redemption would be paid not with investment
returns, as the PPMs represented, but rather with new investor funds.

The Respondents Continued to Sell the Trust Offerings Despite
Learning in January 2008 that the Four Funds Had Been

Mismanaged.

46. On January 8, 2008, Smith and McGinn held an all-day meeting to inform
the brokers, including the Respondents, that the Four Funds were in default, that payments
to investors would be curtailed, and that the offerings would be restructured. Smith
revealed that the Four Funds investment portfolios consisted of loans to small, local
businesses, some of which had already filed for bankruptcy; risky venture capital
investments; investments with sub-prime exposure; and other nonperforming investments.
By contrast, the Four Funds each had made only one investment in a publicly-traded
security: Exchange Boulevard.com, a risky venture capital company that was quoted on
OTC Link, formerly known as the Pink Sheets.

47. None of the Respondents, despite the alarming disclosures in this meeting,
requested any kind of probing investigation into what happened to the Four Funds or the
ongoing Trust Offerings. After the January 2008 meeting, there were thirteen offerings by
MSTF and the Trusts, which raised at least $20 million. As a result of the accumulation of
red flags since the launch of the Four Funds in September 2003, the Respondents should
have conducted a searching inquiry regarding any MS & Co. private placement. Instead,
they recommended the Trust Offerings to their customers based on insufficient due
diligence.

48. During the three years of the Trust and MSTF Offerings, investor funds
were being used in ways contrary to the uses described in the PPMs; for example, Smith
and McGinn took at least $4 million in offering proceeds for themselves and another MS &
Co. officer. Offering proceeds also were used to pay investors in earlier offerings and MS
& Co.’s payroll.

49, In the Trust Offerings, the amount actually invested pursuant to a particular
PPM was far less than that PPM disclosed.

50.  The Trust PPMs, moreover, like the Four Funds PPMs, raised red flags that
should have been readily apparent to the brokers. For example, the August 2009 TDMM
Benchmark Trust 09 (“Benchmark’) PPM should have raised a red flag. Benchmark
promised a high rate of return, which ranged from 8% to 12%, during a time when the
prime rate was only 3.25%. The Respondents should have been skeptical of Benchmark’s
ability to meet the promised interest payments especially when considering that the PPM
disclosed that only $1,950,000 (approximately 65%) of the total $3 million raised would
actually be invested, with the remainder siphoned off in fees. The Respondents who
recommended the Benchmark offering did so despite the exorbitant fees, and without
questioning how MS & Co. planned to make 8 — 12% interest payments and redeem the
principal upon maturity while taking over one-third of the money raised in fees.

11
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51.  The second Firstline Trust offering of October 19, 2007 raised $3.2 million
from investors (an earlier Firstline offering in May 2007 had raised $3.7 million). In this
offering, a McGinn Smith affiliate loaned the offering proceeds to Firstline Securities, Inc.,
a Utah corporation that sold residential alarm contracts. At the time of the October 2007
offering, McGinn had been informed of the threat of crippling litigation by one of
Firstline’s creditors, and McGinn was personally involved in trying to resolve the dispute.
Litigation resulted and, on January 25, 2008, Firstline filed a voluntary petition for Chapter
11 bankruptcy in the U.S. Bankruptcy Court for the District of Utah. If the Respondents
had conducted due diligence in response to red flags, they would have discovered the legal
issues, which should have caused them to stop selling the Firstline offering. Instead, they
were unaware of the bankruptcy filing until McGinn finally disclosed it in September 20009.
Lex, Feldmann, Chiappone, Rabinovich and Mayer sold Firstline trust certificates after the
bankruptcy filing.

F. SALES AND COMMISSIONS

52.  Anthony sold approximately $2.2 million of the Four Funds, and
approximately $630,000 of the Trust Offerings. He earned approximately $104,000 in
commissions.

53. Chiappone sold approximately $12 million of the Four Funds offerings and
approximately $3.4 million of the Trust Offerings. He earned approximately $513,000 in
comMmissions.

54. Feldmann sold approximately $5.4 million of the Four Funds offerings and
approximately $595,000 of the Trust Offerings. Feldmann earned approximately $299,000
in commissions.

55. Gamello sold approximately $1.3 million of the Four Funds offerings and
approximately $1.6 million of the Trusts. He earned approximately $74,500 in
commissions.

56. Lex sold approximately $38.5 million of the Four Funds offerings and
approximately $6.6 million of the Trust Offerings. He earned approximately $1,523,000 in
commissions.

57. Livingston sold approximately $3.5 million of the Four Funds offerings and
approximately $380,000 of the Trust Offerings. His total commissions were approximately
$143,000.

58. Mayer sold approximately $1.7 million of the Four Funds offerings and
approximately $1.9 million of the Trust Offerings. He earned approximately $81,000 in
commissions, plus an additional 2% of the gross commissions generated by the New York
City office.

59. Rabinovich sold approximately $20.3 million of the Four Funds offerings

and approximately $6.8 of the Trust Offerings. He earned approximately $578,000 in
commissions.

12
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60. Rogers sold approximately $2 million of the Four Funds and approximately
$5.2 million of the Trust Offerings. He earned approximately $240,000 in commissions.

G. GUZZETTI FAILED REASONABLY TO SUPERVISE

61. Guzzetti was the managing director of the MS & Co. Private Client Group
from 2004 until late 2009. During this period, Guzzetti supervised MS & Co. registered
representatives with regard to the Four Funds and Trust Offerings.

62. Guzzetti, who also earned about $6,000 in commissions, had direct
supervisory responsibilities of the Respondents. He carried out numerous managerial
duties, including recruiting and hiring MS & Co. employees; assigning and reassigning
customers to brokers; evaluating employee performances and awarding commissions;
addressing customer grievances; answering employee questions regarding the firm; and
issuing instruction and guidance regarding specific financial products and transactions,
administrative issues, and broader firm policy.

63. Guzzetti also sent regular e-mails summarizing MS & Co. products
available for sale to customers. In a February 2006 email, for example, Guzzetti stated that
“there are many investors sitting in money market accounts (fear of higher interest rates)
who are losing return (cost of waiting). Our FAIN’S offer a way of locking in higher
returns with $ sitting in money markets waiting for the ‘top’ in interest rates.”

64. Guzzetti learned of the Redemption Policy by December 2006, when he
received an email from Smith stating that Rabinovich “needs to replace the $100,000
before doing the trade. 1 am running on fumes with all of these redemptions and cannot
afford any[]Jmore.” In November 2007, Guzzetti received an email from Smith stating that
“I do not have the liquidity. Any redemptions have to have replacement sales beforehand. .
.. My preference is for there to be no redemptions.” Guzzetti instructed the brokers to
adhere to the Redemption Policy.

65. Guzzetti had a duty to investigate red flags that suggest misconduct may be
occurring and to take action when made aware of suspicious conduct. Had Guzzetti
responded reasonably to the red flags, he would have prevented or detected the underlying
violations committed by Anthony, Chiappone, Feldmann, Gamello, Lex, Livingston,
Mayer, Rabinovich and Rogers.

H. VIOLATIONS

66.  As aresult of the conduct described above, Anthony, Chiappone, Feldmann,
Gamello, Lex, Livingston, Mayer, Rabinovich and Rogers willfully violated Sections 5(a)
and (c) of the Securities Act.

67.  Asaresult of the conduct described above, Anthony, Chiappone, Feldmann,

Gamello, Lex, Livingston, Mayer, Rabinovich and Rogers willfully violated Section 17(a)
of the Securities Act, and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder.

13
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68. As a result of the conduct described above, Guzzetti failed reasonably to
supervise Anthony, Chiappone, Feldmann, Gamello, Lex, Livingston, Mayer, Rabinovich
and Rogers, pursuant to Section 15(b)(6), incorporating by reference Section 15(b)(4)(E)
of the Exchange Act, with a view toward preventing and detecting their violations of
Sections 5(a) and (c) and 17 of the Securities Act, and Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder.

In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate in the public interest that public administrative and
cease-and-desist proceedings be instituted to determine:

A Whether the allegations set forth in Section Il hereof are true and, in
connection therewith, to afford Respondents an opportunity to establish any defenses to such
allegations;

B. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Section 15(b) of the Exchange Act including, but not limited to,
disgorgement and civil penalties pursuant to Section 21B of the Exchange Act;

C. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Section 203(f) of the Advisers Act including, but not limited to,
disgorgement and civil penalties pursuant to Section 203 of the Advisers Act;

D. What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Section 9(b) of the Investment Company Act including, but not
limited to, disgorgement and civil penalties pursuant to Section 9 of the Investment
Company Act; and

E. Whether, pursuant to Section 8A of the Securities Act and Section 21C of
the Exchange Act, Respondents Anthony, Chiappone, Feldmann, Gamello, Lex,
Livingston, Mayer, Rabinovich and Rogers should be ordered to cease and desist from
committing or causing violations of and any future violations of Sections 5(a), (c) and 17(a)
of the Securities Act, and Section 10(b) and Rule 10b-5 of the Exchange Act, whether
Respondents should be ordered to pay a civil penalty pursuant to Section 8A(g) of the
Securities Act, Section 21B(a) of the Exchange Act, Section 203(i) of the Advisers Act, and
Section 9(d) of the Investment Company Act, and whether Respondents Anthony,
Chiappone, Feldmann, Gamello, Lex, Livingston, Mayer, Rabinovich and Roger should be
ordered to pay disgorgement pursuant to Section 8A(e) of the Securities Act, Sections
21B(e) and 21C(e) of the Exchange Act, Section 203 of the Advisers Act, and Section 9 of
the Investment Company Act.

V.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section 111 hereof shall be convened not earlier than 30 days and not

14
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later than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules of Practice, 17 C.F.R. § 201.110.

IT IS FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within twenty (20) days after service of this Order, as
provided by Rule 220 of the Commission's Rules of Practice, 17 C.F.R. § 201.220.

If Respondents fail to file the directed answer, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may be
determined against them upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's
Rules of Practice, 17 C.F.R. 88 201.155(a), 201.220(f), 201.221(f) and 201.310.

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

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 300 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice.

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

By the Commission.

Elizabeth M. Murphy
Secretary

15
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BEFORE: Brenda P. Murray, Chief Administrative Law Judge

On September 23, 2013, the Securities and Exchange Commission (Commission) issued an
Order Instituting Administrative and Cease-and-Desist Proceedings (OIP), pursuant to Section 8A
of the Securities Act of 1933 (Securities Act), Sections 15(b) and 21C of the Securities Exchange
Act of 1934 (Exchange Act), Section 203(f) of the Investment Advisers Act of 1940 (Advisers Act),
and Section 9(b) of the Investment Company Act of 1940 (Investment Company Act). | found
Donald J. Anthony (Anthony) in default on December 4, 2013, for not answering the OIP and not
defending the proceeding. Donald J. Anthony, Admin. Proc. Rulings Release No. 1081, 2013 SEC
LEXIS 3808, at *2-3 (citing OIP at 15; 17 C.F.R. 8§88 201.155(a), .220(f), .221(f)). Eighteen days of
public hearing, in which all Respondents, with the exceptions of Anthony and Richard D. Feldmann
(Feldmann), participated, concluded on February 24, 2014. The Division of Enforcement
(Division) and all Respondents who participated in the hearing thereafter filed post-hearing briefs,
the last of which was filed on June 13, 2014.> On April 3, 2014, the Commission issued an Order
Making Findings and Imposing Remedial Sanctions and a Cease-and-Desist Order as to Feldmann.
Donald J. Anthony, Securities Act Release. No. 9571, 2014 SEC LEXIS 1223.

Issues

The issues are whether Respondents, except for Andrew G. Guzzetti (collectively, Selling
Respondents), violated antifraud provisions (Securities Act Section 17(a), Exchange Act Section
10(b), and Rule 10b-5) and registration provisions (Securities Act Section 5(a) and (c)) of the
federal securities laws, and whether Guzzetti violated Exchange Act Section 15(b)(6) by failing to
reasonably supervise the Selling Respondents.

Findings of Fact
Background?
Timothy McGinn (McGinn) and David Smith (Smith) formed McGinn and Smith Co. (MS
& Co.) in 1980. Tr. 3272, 5614; Livingston Ex. 103 at 2. MS & Co. had its principal place of

business in Albany, New York, and branch offices in New York City, New York; Clifton Park, New
York; King of Prussia, Pennsylvania; and Pawlet, Vermont. Div. Ex. 329 at 40. The latter two

1 On April 24, 2014, the Division filed a letter seeking to admit three new exhibits and another
exhibit to replace a prior exhibit. The Division explained that the three exhibits were discussed at
the hearing but | held off on ruling on their admission, and that the replacement exhibit, Division
Ex. 9B, is merely the more up-to-date version of Division Ex. 9. Respondents did not file an
objection. Accordingly, | hereby admit Division Exhibits 648-50, and Division Exhibit 9B (as a
replacement for Division Exhibit 9).

2 Respondents had a standing objection to any evidence of transactions that occurred before
September 23, 2008, five years before the OIP was issued on subject matter grounds under 28
U.S.C. 8 2462. As discussed infra, I overrule this objection because 28 U.S.C. § 2462 does not bar
the consideration of evidence that occurred five years before the OIP was issued.

2
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offices were not under MS & Co.’s Office of Supervisory Jurisdiction. Tr. 3229; Div. Ex. 329 at
40.

By the mid-2000’s, MS & Co. had a national reputation in alarm financing, and had about
fifty registered representatives, some of whom sold private placements. Tr. 712, 4229, 4649-50;
Livingston Ex. 103 at 2. However, McGinn and Smith turned out to be running a Ponzi scheme
through MS & Co. — a fact that the Commission’s civil proceeding against MS & Co. and related
entities, SEC v. McGinn, Smith & Co., Inc., No. 10-cv-457 (N.D.N.Y.) (Civil Case), as well as a
criminal proceeding against McGinn and Smith, United States v. McGinn, No. 12-cr-28 (N.D.N.Y.)
(Criminal Case) — have made clear.® See, e.g., Tr. 137, 167, 2316, 4159. In the Civil Case, William
J. Brown (Brown or Receiver) was named Receiver over MS & Co.’s and related entities’ assets.”
See Civil Case, Dkt. No. 5. Brown is still the Receiver as of the date of this Initial Decision.

In early 2013, a jury found McGinn and Smith guilty of conspiracy to commit mail and wire
fraud, mail fraud, wire fraud, securities fraud, and filing false tax returns. Div. Exs. 453, 454, 455,
460. On August 7, 2013, McGinn was sentenced to fifteen years in prison and ordered to pay a
$100,000 fine, and Smith was sentenced to ten years in prison and ordered to pay a $50,000 fine.
Div. Exs. 459, 460. McGinn and Smith were ordered to jointly and severally pay $5,748,722 in
restitution to 841 investors deemed victims of their fraud.®> Div. Exs. 459 at 6; 460 at 6. In related
criminal cases, guilty pleas were also entered by Ronald Simons, the outside accountant to MS &
Co. who worked at Piaker & Lyons; Brian Shea (Shea),’ the former CFO of MS & Co.; and
Matthew Rogers (M. Rogers), an MS & Co. employee. Tr. 4055-56, 4140; Div. Exs. 447, 448, 449,
450, 451, 456, 457, 458.

% | take official notice of the docket sheets and records in the Civil Case and Criminal Case pursuant
to 17 C.F.R. 8 201.323. The Civil Case named as defendants: Smith; McGinn; MS & Co.;
McGinn, Smith Advisers, LLC; McGinn, Smith Capital Holdings Corp.; First Advisory Income
Notes, LLC; First Excelsior Income Notes, LLC; First Independent Income Notes, LLC; and
Third Albany Income Notes, LLC. Complaint, Dkt. No. 1. McGinn, Smith Capital Holdings
Corp. was the trustee and servicing agent for the MS & Co. private placements at issue in this
proceeding. Tr. 1924, 1927, 2238; see, e.g., Div. Ex. 5 at 6, 10.

* McGinn and Smith owned MS & Co. equally until 2004, after which Smith owned 50%, McGinn
owned 30%, and Thomas E. Livingston (Livingston) owned 20%. Div. Exs. 273; 329 at 48-49.
Another related entity was McGinn, Smith Holdings, LLC (MS Holdings). Div. Ex. 5at 1, 11.

® The criminal indictment was narrower than the civil action and the Receiver’s broad claims
process. Tr. 2561.

® Shea, a graduate of Union College, was MS & Co.’s controller, and later CFO, from 1992 until
2002, when he joined Integrated Alarm Services Group; Shea returned to MS & Co. in April 2009.
Tr. 2358-61, 2412-13. Based on conduct from April 2009 until the end of 2009, Shea pled guilty to
one count of corruptly interfering with the administration of IRS laws in the Criminal Case on
March 7, 2013; he was sentenced to two years of probation and paid a fine of $5,000. Div. Ex. 456;
RMR Ex. 827. He admitted to creating false accounting entries and submitting backdated notes to
FINRA. Tr. 2416-17; RMR Exs. 826, 827. Shea was a cooperating witness in the Criminal Case,
and has been employed by the Receiver since 2010. Tr. 2362; RMR EXxs. 826.

3
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From the late 1990s to 2003, MS & Co. offered private placement trust certificates about
four times a year, and each offering raised between $2 and $4 million. Tr. 2366. The trust
certificates represented investments in alarm contracts, consisted of senior and junior position
tranches, had maturities of three to five years, and paid between ten and twelve percent annual
interest (pre-2003 offerings). Tr. 2366. MS & Co. considered these to be unregistered offerings
made under Regulation D of the Securities Act (Regulation D).” Tr. 3262-63. The trusts securitized
alarm contract cash flows. Tr. 2131, 2523, 3263. The pre-2003 offerings were considered
successful because they generally paid interest on time. Tr. 1549, 1928-29, 2692. In reality, while
Respondents and others considered MS & Co.’s pre-2003 offerings a success, the combination of
high interest and attrition rates on the alarm contracts, i.e., the erosion of asset value, caused revenue
shortfalls and the loss of asset value on maturity. Tr. 2367-71. By 2001-2002, the MS & Co. model
was unsustainable. Tr. 2367-71, 2431-32.

In 2003, McGinn left MS & Co. and became CEO for Integrated Alarm Services Group
(IASG). Tr. 1921. IASG, headquartered at MS & Co.’s address, resulted from an MS & Co.-
sponsored IPO, effective July 24, 2003, through which a high percentage of the pre-2003 alarm
contract trust certificates were exchanged for promissory notes of IASG and other trust certificates
were repaid out of the IPO proceeds.8 Tr. 1552-54, 3677-78, 4253; Div. Ex. 373. IASG’s assets
comprised of forty-one pre-2003 alarm contracts. Tr. 2403-04. Smith became the primary
individual responsible for running MS & Co. from 2003 until 2006, when McGinn returned. Tr.
1766, 2304. 2644-46, 4257.

Frank H. Chiappone (Chiappone), William P. Gamello (Gamello), Andrew G. Guzzetti,
(Guzzetti), William F. Lex (Lex), Thomas E. Livingston (Livingston), Brian T. Mayer (Mayer),
Philip S. Rabinovich, (Rabinovich), and Ryan C. Rogers (Rogers) were all associated with MS &
Co. Chiappone Answer at 2; Gamello Answer at 1; Guzzetti Answer at 3; Lex Answer at 1;
Livingston Answer at 2; Mayer Answer at 10; Rabinovich Answer at 10; Rogers Answer at 10; Tr.
1733. Mayer, Rabinovich, and Rogers were also affiliated with McGinn, Smith Advisors, LLC
(MS Advisors), a registered investment adviser majority owned by McGinn and Smith. Mayer
Answer at 10; Rabinovich Answer at 10; Rogers Answer at 10. Selling Respondents were the top
sellers of the MS & Co. private placements at issue in this proceeding. Tr. 246; Div. Ex. 2, EX. 4 (as
attached to Div. Ex. 2). Respondents worked from the Clifton Park, New York, office, except for
Rabinovich, Mayer, and Rogers, who worked at the New York City office, and Lex, who worked
from an office in King of Prussia, Pennsylvania. Tr. 1534, 1737, 2684, 2961, 3005, 3245, 5409-10,
5494, 5662.

The Division’s expert had no reason to believe that Respondents were aware of McGinn and
Smith’s fraud. Tr. 1220.

" Regulation D under the Securities Act of 1933 provides an exemption from the registration
requirements of Section 5 for private placements under certain conditions.

® The IPO received favorable analyst commentary. Tr. 4250-53; RMR Exs. 7-9.
4
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MS & Co. Offerings
Four Funds

Beginning on September 15, 2003, Selling Respondents offered and sold unregistered notes
issued by First Independent Income Notes, LLC (FIIN), First Excelsior Income Notes, LLC (FEIN),
Third Albany Income Notes, LLC (TAIN), and First Advisory Income Notes, LLC (FAIN)
(collectively, Four Funds), all single purpose New York State limited liability companies. Div. Exs
lat8,5at7,6at7,9Bat7, 12 at 7. The Four Funds were completely different from the pre-2003
offerings in structure. Tr. 2239-40. All Four Fund entities had offices at 99 Pine Street, Albany,
New York, and from late 2003 until the end of 2007, Smith controlled them all and chose all the
investments. Tr. 2238, 2246-47.

Four Funds Offerings | Offering Date Interest Rate Amount Raised

FIIN 9/15/03 5%-10.25% $19,845,000
(First Independent
Income Notes, LLC)

FEIN 1/16/04 5%-10.25% $20,050,000
(First Excelsior
Income Notes, LLC)

TAIN 11/01/04 5.75%-10.25% $29,361,000
(Third Albany Income

Notes, LLC)

FAIN 10/01/05 6%-10.25% $16,704,000

(First Advisory
Income Notes, LLC)

Tr. 262; Div. EX. 2, Ex. 3 (as attached to Div. Ex. 2).

The Four Funds were private placements and non-conventional investments. Tr. 978. For
each of the Four Funds, MS & Co. was the placement agent; McGinn, Smith Capital Holdings
Corp. (MS Capital), an affiliate of MS & Co., was the trustee and servicing agent; and MS Advisors
was the sole managing member. Div. Exs. 5, 6, 9, 12; Tr. 1930. The Four Funds were non-specific
asset offerings in which Smith chose the investments and set the interest rates. Tr. 3331-32, 4085,
4147. Each offering had three tranches: Secured Senior Notes, Secured Senior Subordinate Notes,
and Secured Junior Notes, which all had different maturities and interest rates. Div. Exs. 1 at 8,
132.

Each of the Four Funds offerings had an almost identical private placement memorandum
(PPM); and investors received a package that included a PPM, a subscription agreement, and
customer purchaser questionnaire. Tr. 318, 1589, 1929-30, 1999, 2001-02, 2716; Div. EX. 2, Ex. 3
(as attached to Div. Ex. 2). The subscription agreement required the investor to attest that he or she
was an accredited investor, and that the investor also “has such knowledge and experience in
financial and business matters as to be capable of evaluating the merits and risks of an investment in
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the Notes.” See, e.g., Div. Ex. 5 at 39; Div. 9B at 40. The customer purchaser questionnaire
contained financial information and required the undersigned to attest to and support his or her
accredited investor and knowledgeable investor status. See, e.g., Div. Ex. 10; Tr. 1998, 2000-02.
All the investor witnesses acknowledged receiving the documents; most, if not all, testified to not
reading and/or not understanding what they had signed. Tr. 56, 60-61,110-11, 173-76, 185, 4378.

Disclosures in the PPMs
The PPMs for the Four Funds were almost identical. The stated business purpose was

[the issuer] has been formed to identify and acquire various public and/or private
investments, which may include, without limitation, debt securities, collateralized
debt obligations, bonds, equity securities, trust preferreds, collateralized stock,
convertible stock, bridge loans, leases, mortgages, equipment leases, securitized
cash flow instruments, and any other investments that may add value to our
portfolio (individually an “Investment” and collectively, the “Investments”). We
may acquire such Investments directly, or from our managing member or an
affiliate of us or our managing member that has purchased the Investment. If the
Investment is purchased from our managing member or any affiliate, we will not
pay above the price paid by our managing member or such affiliate for the
Investment, other than to reimburse our managing member or such affiliate for its
costs and any discounts that it may have received by virtue of a special
arrangement or relationship. In other words, if we purchase an Investment from
our managing member or any affiliate, we will pay the same price for the
Investment that we would have paid if we had directly purchased the Investment.
We may also purchase securities from issuers in offerings for which [MS & Co.]
is acting as underwriter or placement agent and for which [MS & Co.] will
receive a commission.

Tr. 264; see, e.g., Div. Ex. 5 at 7.

The Four Funds notes were to be paid on maturity or rolled over.’® Tr. 234. The PPMs
contained several cautionary statements, including:

An investment in the notes involves significant risks and is suitable only for
persons of adequate financial means who have no need for liquidity with respect
to their investment and who can bear the economic risk of a complete loss of their
investment. This offering is made in reliance on exemptions from the registration

° The PPMs also stated that “[t]he undersigned is aware that the purchase of Notes is a speculative
investment involving a high degree of risk and that there is no guarantee the undersigned will realize
any gain from this investment, and that the undersigned could lose the total amount of the
undersigned’s investment.” See, e.g., Div. Ex. 5 at 38, Ex. 9B at 39.

10 «we are obligated to pay the entire principal balance of the outstanding notes upon maturity.” Tr.
1777; see, e.g., Div. Ex. 6 at 9. “Rolling over” means to extend the maturity date.

6
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requirements of the Securities Act and applicable state and foreign securities laws
and regulations.

Div. Ex. 5 at 23, Div. Ex. 6 at 23, Div. Ex. 9B at 23; Div. Ex. 12 at 23.

Each investor must represent in writing that it qualifies as an “accredited investor”
as such term is defined in Rule 501 (a) of Regulation D under the Securities Act,
and must demonstrate the basis for such qualification.

Div. Ex. 5 at 23, Div. Ex. 6 at 24, Div. Ex. 9B at 24, Div. Ex. 12 at 24.

We intend to use the net proceeds to acquire various public and/or private
investments, which may include, without limitation, debt securities, collateralized
debt obligations, bonds, equity securities, trust preferreds collateralized stock,
convertible stock, bridge loans, leases, mortgages, equipment leases, securitized cash
flow instruments, and any other investments that may add value to our portfolio
(individually an “Investment” and collectively, the “Investments™).

We may acquire such Investments directly, or from our managing member or an
affiliate of us or our managing member that has purchased the Investment. If the
Investment is purchased from our managing member or any affiliate, we will not pay
above the price paid by our managing member or such affiliate for the Investment.

Div. Ex. 5 at 15, Div. Ex. 6 at 15, Div. Ex. 9B at 15, Div. Ex. 12 at 15.

The Four Funds’ PPMs all provided, “[a]t the request of the holder, our servicing agent will
provide to the holders of the notes our annual statement of the operations consisting of a balance
sheet and income statement.” See, e.g., Tr. 1629-30; Div. Ex. 5 at 21.

Trust Offerings

Beginning on November 13, 2006, Selling Respondents offered and sold certificates in the

following MS & Co. specific purpose entities (Trust Offerings), which raised amounts ranging from
$25,000 to $3.7 million.** Div. Ex. 2, at Ex. 3 (as attached to Div. Ex. 2).

Date Interest Rate Amount Raised
TDM Cable Trust 06 11/13/06 7.75-9.25% $3,575,000
TDM Verifier Trust 07 02/23/07 8.25% 3,725,000
Firstline Trust 07 05/19/07 11% 1,892,000
Firstline Senior Trust 07 05/19/07 9.25% 1,850,000

11 The Division’s Proposed Findings of Fact lists Cruise Charter Ventures, LLC, a $400,000
offering on September 25, 2009, as a Trust Offering, but the Declaration of Kerri L. Palen, a

Division accountant, does not identify it as a Trust Offering. Compare Div.’s Proposed Findings of
Fact at 5, Div. Ex. 2, Ex. 3 (as attached to Div. EX. 2).

7
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TDM Luxury Cruise 07 07/16/07 10% 3,625,000
Firstline Senior Trust 07 Series B 10/19/07 9.5% 1,415,000
Firstline Trust 07 Series B 10/19/07 11% 1,810,000
TDM Verifier Trust 08 12/17/07 8.5-10% 3,740,000
Cruise Charter Ventures Trust 08*2  02/14/08 13%

Integrated Excellence Sr. Trust 08 ~ 05/30/08 9% 900,000
Integrated Excellence Jr. Trust 08 05/30/08 10% 270,000
Fortress Trust 08 09/24/08 13% 3,060,000
TDM Cable Trust 06 11/17/08 10% 320,000
TDM Verifier Trust 09 12/15/08 10% 1,290,000
TDMM Cable Sr. Trust 09 01/19/09 9% 1,560,000
TDMM Cable Jr. Trust 09 01/19/09 11% 1,290,000
TDM Verifier Trust 07R 02/02/09 9% 800,000
TDM Verifier Trust 08R 07/06/09 9% 450,000
TDMM Benchmark Trust 08/20/09 8-12% 2,500,000
TDM Verifier Trust 11 09/03/09 9% 25,000
Total 34,097,000

Div. Ex. 2, Ex. 3 (as attached to Div. Ex. 2). TDM stands for “Timothy, David, and Matthew,” the
first names of McGinn, Smith, and M. Rogers. Tr. 3159.

MS & Co. entities controlled the activities of each of the Trust Offerings. Tr. 1060. MS
Capital was trustee for all the Trust Offerings. See, e.g., Div. Ex. 73 at 4. McGinn was chair of the
trustee’s board, Smith was president and director, and Livingston was treasurer. Tr. 1337; Div. EX.
73 at 16. The trust certificates had fixed interest rates and maturities. Div. Exs. 27-28, 59, 63, 68-
69, 73, 202, 264-269, 438-41, 463-64.

Thirteen Trust Offerings stated in their PPMs that the offering proceeds would be invested
in burglar alarm contracts; broadband, cable, and telephone services contracts (triple play offerings);
or luxury cruise bookings.”®* Tr. 293; Div. Ex. 2, Ex. 5 (as attached to Div. Ex. 2). Net proceeds
from each of the Trust Offerings went from the escrow account to a conduit entity controlled by MS

12 Division accountant Kerri L. Palen stated that Cruise Charter Ventures Trust 08 and another
entity, Cruise Charter Ventures, LLC, were offerings for a total of $3.7 million, but funds were
returned to investors when the offerings did not reach minimum offering levels. Div. Ex. 2 at22. A
Division expert, Robert Lowry, characterized Cruise Charter Ventures, LLC, as a related offering to
the twenty trust offerings, and puts the total raised from the twenty-one offerings at $44.17 million.
Div.Ex. 1at9.

3 The PPMs of four trusts created November 17, 2008, through September 3, 2009, disclosed that
the funds would be used to redeem investors in earlier trusts, i.e., the November 17, 2008, offering
of TDM Cable Trust 06, TDM Verifier Trust 07R, TDM Verifier Trust 08R, and TDM Verifier
Trust 11. Tr. 291-92; Div. Ex. 2 at Ex. 5.
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& Co., which entered into agreements with third parties for the underlying investment.** Tr. 289-
90; Div. Ex. 2 at 21, EX. 17 (as attached to Div. Ex. 2).

The Trust Offerings’ PPMs stated they could be offered to thirty-five unaccredited investors.
Div. Ex. 1 at 9; see, e.g., Div. Ex. 27 at 3. The PPMs of the Trust Offerings stated that MS & Co. or
a related entity had performed a due diligence examination. See, e.g., Div. Ex. 27 at 13, Div. Ex. 28
at 14.

The Offering Trusts’ PPMs stated in their Conflicts of Interest sections, that because of
various conflicts, “its due diligence review cannot be considered independent.” Seg, e.g., Div. EX.
27 at 13, Div. Ex. 28 at 14, Div. Ex. 63 at 10, Div. Ex. 202 at 9-10.

alseT IP Management

alseT IP Management (alseT) was a venture capital start-up company in which Smith and
Livingston had indirect equity interests; Livingston was President and received compensation. Tr.
284, 2275.° Beginning in 2005, TAIN, FAIN, and FIIN loaned funds to alseT and by 2007, their
loans totaled $8.8 million. Div. Ex. 2 at 27, Ex. 14 (as attached to Div. Ex. 2). Four Funds
investors were not informed that Smith and Livingston had ties to alseT, which ultimately did not
repay any of the Four Funds’ loans; on December 2, 2007, the Four Funds investment in alseT was
considered to have no net realizable value.'® Tr. 286, 2275, 2282-83; Div. Exs. 2, at 17, 408.
According to Smith, on January 6, 2008, alseT had no assets and a negative net worth of at least $10
million. Tr. 2299-300; Div. Ex. 624.

 The two main conduit entities were McGinn, Smith Funding LLC (MSF Conduit), and TDM
Cable Funding, LLC (TDM Conduit). Tr. 291. Others were NEI Capital, LLC; TDM Cable
Funding; LLC, TDMM Cable Funding, LLC; and McGinn, Smith Transaction Funding, LLC
(MSTF). Div. Ex. 2 at 21, Ex. 17 (as attached to Div. Ex. 2). MSTF is a New York corporation that
offered $10 million worth of notes through MS & Co. on April 22, 2008. Div. Ex. 2 at Ex. 3, Div.
Ex. 590 at 1. MS & Co. received $6.4 million in fees from the sale of the Trust Offerings between
June 15, 2007 and March 31, 2009. Div. Ex. 2 at Ex. 6. The Trust Offerings’ PPMs provided that
MS & Co. would receive just less than $3.2 million in fees. Tr. 297; Div. Ex. 2, Ex. 5 (as attached
to Div. Ex. 2).

1> alseT IP Associates LLC was composed of Steve Wilson, David Kennedy, and Newton Advisors,
each with 24.1 percent ownership[, all of whom were managing partners. Tr. 2280-81, Div. Ex. 674.
The non-managing partners owned the rest. Smith and Livingston owned 30 and 70 percent,
respectively, of Newton Advisors LLC (Newton Advisors). Tr. 2280-81. Livingston signed the
resignation of Newton Advisors as a managing member of various alseT entities on February 4,
2008. Div. Ex. 274.

16 | jvingston testified that Smith told him that MS & Co. counsel represented that appropriate
disclosures had been made. Tr. 2276, 2283-84. Livingston did not have a copy of a written opinion
and was not sure there was one. Tr. 2283-85.
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Respondent Donald J. Anthony, Jr.

Anthony is in default, so | find the allegations of the OIP true as to him.'” 17 C.F.R. §
201.155(a).

Anthony, sixty years old, is a resident of Loudonville, New York. OIP at 2. He was
registered with MS & Co. from November 1997 to December 2009 and with MS Advisors from
February 2006 to December 2009.* 1d. Anthony was among the top-selling brokers at MS & Co.
Id. at 5. Anthony sold approximately $2.2 million of the Four Funds, and approximately $630,000
of the Trust Offerings. Id. at 12; Div. Ex. 2, Ex. 4 (as attached to Div. Ex. 2).° He earned
approximately $104,000 in commissions relating to these sales. OIP at 12.

Anthony made eleven sales of MS & Co. offerings after September 23, 2008. Div. EX. 2,
Ex. 4a (as attached to Div. Ex. 2). These included a $30,000 sale in April 2009 of the Trust
Offerings. 1d.; see OIP at 4. Anthony’s last sale of a Four Funds offering was on January 15, 2008.
Div. Ex. 2, Ex. 4a (as attached to Div. Ex. 2); see OIP at 3-4. His last sale of the Trust Offerings
was on October 13, 2009. Div. Ex. 2, EX. 4a (as attached to Div. EX. 2).

Respondent Frank J. Chiappone

Chiappone attended college for two years. Tr. 5399. He has been in the securities business
for thirty-three years; holds Series 7, 24, 63, and 66 licenses; is a certified retirement counselor; and
is licensed to sell life, accident, and health insurance. Tr. 2567-68. Chiappone worked as a
registered representative at MS & Co. from August 1988 until December 2009.%° Tr. 2568-69; Div.

17| admit into the record, pursuant to 17 C.F.R. § 201.235(a)(5), prior sworn statements by Anthony
in his August 17, 2011, deposition (Anthony Deposition) in connection with the Civil Case, which
is Exhibit A to the Division’s Brief in Support of Sanctions Against Defaulted Respondent Anthony
(Sanctions Brief), filed January 28, 2014. 1 also take official notice, pursuant to 17 C.F.R. 8
201.323, of the FINRA BrokerCheck Report on Anthony (Anthony BrokerCheck).

'8 Anthony is not currently associated with a broker-dealer; until at least February 2011, he was
associated with Dinosaur Securities LLC (Dinosaur); he had also been associated with DLG Wealth
Management LLC (DLG). Anthony BrokerCheck at 4. Anthony was associated with Mony
Securities Corp. from 1982 to 1990 and Merrill Lynch from 1991 to 1997. Id. at 4. Merrill Lynch
fired Anthony in 1997 in connection with allegations against Anthony of unauthorized trading in
client accounts. 1d. at 10-13.

19 pages forty-nine through fifty-nine of Division Exhibit 2 encompass Palen Exhibit 4a, much of
which constitutes Exhibit B to the Sanctions Brief.

2% Chiappone testified that he was with First Albany Corp. before joining MS & Co. Tr. 5461.
FINRA shows that Chiappone was registered with First Jersey Securities, Inc., and Sherwood
Capital, Inc. Div. Ex. 479. Chiappone is now associated with broker-dealer Dinosaur Securities,
LLC, and investment adviser DLG Wealth Management. Tr. 2569-70.
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Ex. 479. Chiappone was a personal friend of McGinn and socialized with him and his family. Tr.
5414-15.

When MS & Co. had only an Albany office (in the late 1990s), Chiappone began assisting
Smith and became a sales manager with the title Vice President. Tr. 2572-73, 5405, 5409. As part
of that position, he would keep registered representatives apprised of the amount of offerings that
were outstanding. Tr. 5409. Beginning in the 2000s, he was only managing his own clients. Tr.
2572-74. In 2011, when MS & Co. acquired Mercer Company, Chiappone transitioned to working
with the new investment adviser representatives in New York City. Tr. 2575, 5408. Chiappone
began working out of MS & Co.’s Clifton Park office in 2005. Tr. 5410.

Chiappone estimated that MS & Co. issued seventy pre-2003 offerings and he sold sixty-
four of those offerings. Tr. 5440. He testified that the pre-2003 alarm contracts “panned out for the
clients except for one transaction, that I owned,” which he identified as SAI, an alarm receivable
that had problems with attrition; he later testified that investors did not receive full repayment in
three or four of the pre-2003 offerings. Tr. 2644-45, 5467.

Whenever MS & Co. had a new offering, it would convene sales meetings at which Smith,
for the Four Funds, or McGinn, for the Trust Offerings, would explain to registered representatives
in generalities the types of investments that would be made and the terms and risks of the offering.
Tr. 5424-26. Items discussed included the fact that alarm contracts were diversified into more than
one zip code, and that UCC-1s were put in place to protect collateral, price discounts for the
contracts, debt servicing, and cash flows. Tr. 5422-26, 5441, 5450-52, 5457. Registered
representatives were allowed to ask questions. Tr. 5426-27. Chiappone does not recall any mention
of reserves. Tr. 5424-25. Chiappone believes the PPMs for the Trust Offerings described the assets
in the offerings. Tr. 5441. He considered the Four Funds to be blind pools and knew that
investments had not been selected at the time of the offerings. Tr. 5462. At the Four Funds
meetings, Smith stated that he expected returns as high as 10.25%. Tr. 5475-77. Smith never told
Chiappone what specific investments he was going to make with the Four Funds’ offering proceeds.
Tr. 2665-66, 2718.

Chiappone relied on others at MS & Co. to perform due diligence on whether the offerings
were suitable investment products; he did not do any independent due diligence on or investigation
into the offerings. Tr. 2601, 2657. Chiappone took client suitability rules into account when
recommending private placements to clients. Tr. 5433-34. He was not aware of any requirement
that he conduct diligence on an investment product that he recommended. Tr. 5435-36. He
believed that he performed due diligence by “talking to the sponsors of the product, getting my arms
around it, feeling comfort after having those discussions to be able to recommend it.” Tr. 5436.
Chiappone read what he considered to be the pertinent parts of the PPMs — e.g., the risk factors, the
use of funds, and the underlying assets; he never viewed the Four Funds or Trust Offerings as being
from a new issuer because the issuer had always been MS & Co. Tr. 5439, 5452, 5559-60.
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In recommending the Four Funds, Chiappone gave weight to the successful performance
and good reputation of the pre-2003 alarm contracts.* Tr. 2692. If investors asked, Chiappone told
them what Smith told him about the nature of the Four Funds’ investments, explaining that they:
were blind pools, which were different from the pre-2003 contracts; had checks and balances, i.e.,
attorneys, accountants, and bookkeepers reviewing them; had conflicts of interest that were the
same as in many other MS & Co. offerings; and that each of the Four Funds had different
investments. Tr. 2671-73, 2680-82, 2687-88, 5484-85. He later learned that the Four Funds were
not diversified. Tr. 2687-88.

Chiappone recommended the Four Funds as suitable for retirement accounts because of their
high yield. Tr. 2688-89. Chiappone was not concerned whether the Four Founds could achieve the
rates of interest promised, as the alarm notes had delivered on similar rates. Tr. 5476-77. He
believed that MS & Co.’s lending to borrowers with poor credit, causing them to pay higher-than-
market rates, supported the high interest payment rates promised to Four Funds’ investors. Tr.
5477.

Chiappone believed private placements made sense for investors who had other investments,
would be able to withstand losses, and were looking for high-yield alternatives to equities. Tr.
5437-38. Chiappone never recommended that a client’s entire portfolio be invested in private
placements. Tr. 5438. No one ever told him that the limit of thirty-five unaccredited investors for
any one offering had been reached. Tr. 5493.

Chiappone understood in November 2007 that MS & Co. was looking for replacement
investors before it would honor redemption requests. Tr. 2702, 5596-98; Div. Ex. 427. He believed
that MS & Co. took such an approach because it did not want to sell assets to cover redemptions in
an illiquid market. Tr. 2702-03. On November 15, 2007, around 9:00 a.m., Guzzetti wrote
Chiappone that his clients had redeemed $45,000 in FAIN notes and MS & Co. had not received
any replacement tickets. Tr. 5598; Div. Ex. 427. Chiappone responded that he was “working on
it.” Tr. 5598; Div. Ex. 427. Later, Chiappone emailed Guzzetti, “I just placed $25,000.” Tr. 2699;
Div. Ex. 428. Chiappone did not think this exchange of emails should be interpreted as a red flag.
Tr. 5502. Chiappone testified that the first time a client questioned a redemption was in late 2009.
Tr. 5570, 5604.

Chiappone’s mother, a close family friend of Chiappone, and Chiappone himself invested in
the Four Funds. Tr. 2706, 5385. He testified that if he believed the Four Funds’ investments were
not strong or secure, he would not have invested his or a family member’s money in them. Tr.
5653. He stated that he would have explained the risks to clients but is not sure he would use the
term “risky.” Tr. 5653-54.

The record shows that in November 2007, Chiappone called McGinn, representing that he
spoke for other brokers, complaining that commissions on FAIN were being scheduled for
December. Tr. 3058; Div. Ex. 120.

21 Chiappone testified that he did not know until participating in this proceeding that the Four
Funds’ offering proceeds were used to redeem pre-2003 alarm contracts. Tr. 5468.
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Chiappone testified that he attended the January 8, 2008, meeting during which Smith
announced that the interest on the Four Funds’ junior notes would be reduced. Tr. 5560-61. He
recalled that at the meeting and in a letter to investors, Smith described a lack of liquidity in the
Four Funds’ investments caused by the market meltdown, and that interest rates would need to be
restructured. Tr. 2630-31, 5562. Chiappone believed that his customers relied on the interest from
their Four Funds holdings for income, and he became emotional when he heard about the interest
reduction, because his clients had broad exposure to the junior notes. Tr. 2637-38, 5565-66.
Chiappone testified that he realized, later in 2008, that Smith’s explanation of a market meltdown
was “just a screen.” Tr. 2631, 5635.

Chiappone testified that he did not sell a Four Funds offering after the January 8, 2008,
meeting; however, he continued to sell Trust Offerings where Smith was trustee and MS & Co. was
responsible for due diligence. Tr. 2638-39, 2646, 5566. Chiappone did not view the Four Funds’
restructuring, announced in January 2008, as a red flag for the Trust Offerings because the Trust
Offerings had identifiable collateral. Tr. 5566. He believed Trust Offerings held triple play
contracts and remembered that the pre-2003 alarm contacts continued to pay interest through market
difficulties in 2001 through 2003. Tr. 5566-67. Chiappone testified that, in January 2008, he did
not know that Four Funds’ offering proceeds had been used to pay pre-2003 contract investors,
intercompany loans, or loans to McGinn, Smith, and M. Rogers. Tr. 5568.

Chiappone had some concerns about Smith in 2008. Tr. 2624. Chiappone wrote, but did
not S%I;d, the following message to Smith, which appears to have been written in late August
2008:

As | sit frozen in place at my desk | am having trouble even finding the words to
write. This is about the commissions due to us for the notes. The market meltdown
has been a nice screen for the fact that that you have mismanaged the assets that my
clients and | entrusted in your care. The fact that the notes hold all the same
investments including Coventry (CMS) is incomprehensible to me.® The
commissions due were dollars that | was relying on to supplement my income as |
try to rebuild my business. This is due to the fact that after being here for twenty
years just about every one of my clients has been [a]ffected by what has happened
to the notes. | understand that the firm is not taking any fees from the notes but
these commissions were McGinn Smith obligations to us not obligations of the
notes. We as brokers raised the capital for you to invest. We deferred getting paid

22 \When he first testified at the hearing and in his investigative testimony, Chiappone stated that he
shared his message with others in the Clifton Park office, perhaps Gamello or Guzzetti, and they
persuaded him not to send it. Tr. 2534, 5636-37. When he testified the second time, he stated that it
was his significant other who convinced him he would likely be fired if he sent the message, not
Gamello or Guzzetti. Tr. 5397-98, 5636-37.

2% Chiappone had investors with large holdings in Coventry and was angry to find out that Coventry
was held by all of the Four Funds. Tr. 2635.
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up front to help the portfolio’s get off the ground as well as annuitize our business.
It is not our fault that you mis-managed the investments.

Tr. 2629; Div. Ex. 231. Chiappone denies he wrote the email in August, but he concedes that at
some point in 2008, he and other registered representatives were becoming aware they had been
misled by Smith. Tr. 2633, 2653.

Prior to December 30, 2008, Chiappone had not requested from any of the Four Funds an
operating statement, balance sheet, income statement, or list of assets. Tr. 2691-92. On December
30, 2008, Chiappone requested from Smith a list of entities TAIN had invested in and the dates of
those investments. Div. Ex. 511. Smith replied:

Frank, | have repeatedly told all those who previously requested this information
that this is confidential. Borrowers have a strong aversion to anyone outside
knowing their business and we represent to them that it is confidential. In addition,
this information in the hands of the wrong people will lead to second guessing at
best and legal challenges at worst. | have stated several times that brokers need to
point out the confidentiality if customers ask. Once you open the door to a single
party you are subject to providing it to all. The only thing available to investors is a
copy of the balance sheet. Who is requesting and for what purpose? By not
responding initially as | have instructed, you open the door to criticism that we have
something to hide. Is this coming from someone questioning the SAI investment?
Andy said someone was chall[e]nging how SAI could be in our portfolio since
TAIN was offered post the initial offering of SAI .. .. 1 know of no hedge funds or
private equity funds that open their books to clients or outsiders.

Div. Ex. 425. Chiappone’s reaction to Smith’s refusal to provide information was that Smith was
staying “with the same response he has had all along and I just left it at that.” Tr. 2663.

Chiappone was unaware that the Firstline PPMs disclosed a conflict regarding MS & Co.’s
performance of due diligence when he recommended that customers purchase Firstline notes. Tr.
2605. At some point Chiappone came to learn — and was surprised to learn — the Firstline investors
were being paid out of others trusts’ money.?* Tr. 2606. Chiappone called McGinn before he sold
Firstline in April 2008 and was assured that the deal was proceeding as it was when the notes were
first offered in 2007. Tr. 5572. Chiappone sold a total of $80,000 in Firstline notes on May 15,
2008. Tr.5573; Div. Ex. 2, Ex. 4c (as attached to Div. Ex. 2).

On September 8, 2009, Joseph Carr (Carr), MS & Co.’s in-house legal counsel, recounted to
Smith a phone conversation in which Chiappone expressed concern about Firstline and its lack of
diversification. Tr. 2591-92; Div. Ex. 431. Carr wrote:

| just got off of a long call with Frank Chiappone. He is not only distressed about
Firstline but also is equally distressed about the lack of diversification on the
investments made by the Funds. He has clients with Firstline, CMS, and the Funds

%% He was, however, aware that funds were being raised to redeem investors in Firstline. Tr. 2607.
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and they ended up with duplicates of the same investments. [Chiappone] assured
clients that their investments were okay even though [Smith and Carr] have known
about Firstline for a lengthy period of time. If you have a few minutes it might be a
good idea for you to call him and try to soothe him. 1 did the best that | could but it
would be better coming from you.

Div. Ex. 431. Chiappone testified he was concerned when he learned of the Firstline bankruptcy,
and he reached out to investors and shared the information McGinn had provided the registered
representatives, including when Firstline had filed for bankruptcy, and that MS & Co. was now
purchasing assets out of bankruptcy. Tr. 2597-98, 5502.

Chiappone made only one sale after he first learned of Firstline’s bankruptcy: a Benchmark
note, on November 3, 2009.> Tr. 2578; Div. Ex. 2, Ex. 4c (as attached to Div. Ex. 2). Chiappone
knew that only $1.95 million of the $3 million raised in the Benchmark offering would go toward
assets, but he recommended the investment based on McGinn’s statements that market conditions
allowed the purchase of assets at distressed prices, that markets would eventually recover, and that
the assets could possibly be sold at higher prices. Tr. 2618-20. Chiappone believed that people
inside and outside MS & Co. conducted due diligence on the Benchmark offering. Tr. 2625-26.
While he recognized there were conflicts of interest in the Benchmark offering, any concerns he had
were ameliorated by the fact that had worked at MS & Co. for twenty years, during which things
worked out well for clients, and that McGinn was a trusted friend.?® Tr. 2625-28.

Between October 3, 2003, and November 3, 2009, Chiappone sold $13,522,000 of the Four
Funds and Trust Offerings, by which he earned $531,844 in commissions. Div. Ex. 2, Exs. 4c, 4d
(as attached to Div. Ex. 2).

Witnesses who Purchased Securities from Chiappone

Gary Ardizzone (Ardizzone) is a seventy-three year old resident of Hudson, Florida,
where he moved in 2005 from Broadalbin, New York. Tr. 2759-60. After working for General
Telephone & Electronics, a phone company, for twenty-five years, Ardizzone became co-owner
of a telecommunications business with a friend in 1985; he retired from that business in 1996.
Tr. 2760. Following retirement, Ardizzone invested, through Chiappone, in MS & Co.’s pre-
2003 alarm contracts and other investments such as mutual funds and bank stocks. Tr. 2763-66.
Ardizzone became a client of Chiappone after Ardizzone reached out to Chiappone about his
interest in the pre-2003 alarm contracts; a friend of Ardizzone had recommended the alarm
contracts product to him. Tr. 2761-62.

%> In his Wells submission, Chiappone stated that MS & Co.’s push of Firstline sales following its
bankruptcy filing prompted him to consider that the prior interest payments to Firstline holders had
come from investors in other MS Co. offerings and not a “white knight,” as he had been led to
believe. Tr. 2581-95.

2 Chiappone explained that “from the clients’ point of view, they had five, six, seven, eight years of

McGinn Smith-sponsored receivables or private placement transactions that paid when they said
they were supposed to.” Tr. 2669.
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Chiappone recommended the following investments with purchase prices totaling
$232,000:

Date Investment

May 17, 2004 $30,000 in FEIN 7.5%

May 23, 2005 $82,000 !n TAIN at 10.25%; and
$50,000 in TAIN 5.75%

December 15, 2006 $30,000 in FEIN 7.75%

May 2, 2007 $15,000 in TDMVER 12%

October 7, 2008 $25,000 in FORT 13%

Tr. 2767-73; Div. EX. 2, EX. 4c (as attached to Div. Ex. 2).

According to Ardizzone, he told Chiappone that he was a retiree with conservative
investment goals and low risk tolerance. Tr. 2763-64. Ardizzone said that he learned about the
alarm contract investments from Chiappone and relied on his advice on them. Tr. 2762-63,
2766-70, 2794-95. Chiappone had worked with Ardizzone for a number of years, and Ardizzone
trusted him. Tr. 2794-95. Ardizzone testified that Chiappone told him that he and his family had
invested in similar products to the alarm notes Ardizzone was investing in, and that Chiappone
never voiced any concern about MS & Co. to Ardizzone. Tr. 2775-76.

Ardizzone understood that all these investments were driven by the alarm business in
some form. Tr. 2766, 2770-72, 2796, 2798. He testified that he was never told that funds were
being used to buy out old investors. Tr. 2774. Ardizzone did not do any independent due
diligence because he counted on Chiappone, the person selling the product to him, to do the due
diligence. Tr. 2774. Ardizzone signed subscription agreements for his investments in the alarm
contracts, but never read the PPMs carefully, in part because they were difficult to understand.
Tr. 2768-609.

Bruce Becker (Becker) owned a telecommunications company for eighteen years and
retired in 2000. Tr. 2895-96. Becker was a successful business man, with expertise in
technology and limited knowledge of securities markets.?” Tr. 2896-97, 2910-14. Becker has a
medium tolerance for risk and made the investments for his retirement. Tr. 2913-14. Becker, an
accredited investor, began investing with Chiappone at MS & Co. in the mid-1990s, primarily in
alarm contracts. Tr. 2898-99, 2909, 2920-21, 2927-28. Becker was introduced to Chiappone by
Ardizzone, who was his business partner. Tr. 2897-98. The following notes, purchased by
Becker and his wife, are at issue in this proceeding:

Date Investment
June 4, 2007 $30,000 in Firstline

2" Becker has some college education and a sense of humor; he identified his previous work
experience as including a paper route. Tr. 2897.
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November 5, 2007 $55,000 in Firstline
March 6, 2008 $50,000 in TDM Verifier
September 26, 2008 $50,000 in Fortress
December 22, 2008 $50,000 in TDM Verifier

Tr. 2901-03; Div. EX. 2, EX. 4c (as attached to Div. Ex. 2). Becker’s filing with the Receiver is
for $235,000. Tr. 2936.

Becker learned about the offerings from Chiappone, who called him when there was an
offering. Tr. 2903. Becker did not remember ever discussing the details of the investment with
Chiappone, but he always received the offerings” PPMs. Tr. 2904. Becker did not read the
PPMs thoroughly because he understood the offerings involved alarm contracts, which he had
become familiar with, and the interest was always paid on schedule. Tr. 2904, 2920. Chiappone
never sat down and went over the PPM with Becker. Tr. 2905. Becker cannot recall Chiappone
describing any of the offerings as different or discussing whether they presented conflicts of
interest. Tr. 2905-07. Becker counted on Chiappone to perform due diligence. Tr. 2908.
Chiappone never told Becker that he had any concerns about the trustworthiness of McGinn or
Smith. Tr. 2908. Becker still does some business with Chiappone and considers him an honest
broker. Tr. 2946.

Witnesses in Support of Chiappone

Mary Ann Cody (Cody) holds a bachelor’s degree from the University of Vermont, a law
degree from Albany Law School, and a master’s in business administration from Rensselaer
Polytechnic Institute. Tr. 4541. Cody was general counsel at MS & Co. from 1989 to October
2002, when she left to become counsel to IASG. Tr. 4542-43, 4557, 4559, 4562. Cody married
McGinn in 1990 or 1991, they separated in 2003, and later divorced. Tr. 4542-43. Cody left IASG
in November 2004. Tr. 4559.

In 1999, Cody was concerned about the low level of collections from alarm contract
customers and attrition in the number of contracts. Tr. 4570-71, 4581-83. To address the issue,
IASG assumed the billing and collection function and hired a dozen or so people experienced in
doing due diligence on alarm contracts. Tr. 4547-48, 4550-52, 4570-71, 4581-83.

Jerry Mirochnik (Mirochnik) is a graduate of Syracuse University; he spent thirty years
working as a public accountant, and he is now co-owner and CFO of Security Integrations in
Albany, New York. Tr. 3112-13. Mirochnik, an accredited investor, purchased private placements
from Chiappone from at least 2001. Tr. 3114, 3121. Mirochnik always received a PPM,
subscription agreement, and investor questionnaire from Chiappone, and Chiappone always
discussed the risks associated with private placements with him. Tr. 3117-19.

Mirochnik testified that in 2004, he purchased $25,000 worth of FEIN notes, which he
redeemed on their due dates, however his name is not on the list of Chiappone’s sales in evidence.
Tr. 3123-26; Div. Ex. 2, EX. 4c (as attached to Div. Ex. 2). Mirochnik considers Chiappone an
honest broker, and he testified that Chiappone never misled him, always explained investment
opportunities, and has always been honest with him. Tr. 3131-32.
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Leanne Sweet (Sweet) is a retired graduate of Skidmore College. Tr. 5362-64. Sweet, an
unsophisticated investor, inherited her father’s account at MS & Co. in 1991. Tr. 5364-65. Sweet
maintained that account and made purchases of MS. & Co. private placements through a broker
who passed away in 2000. Tr. 5362-63. Eventually, she moved the bulk of her account to Merrill
Lynch, except for the MS& Co. private placements, which Merrill Lynch would not accept. Tr.
5372-73. In 2002, Sweet’s broker at MS & Co. became Chiappone.

Between May 2002 through May 2005, Sweet made eleven private placement purchases
recommended by Chiappone: $26,000 of purchases of RTC Trust 02, $150,000 of purchases of
Coventry Carelink Holding Corp., a $20,000 investment in FEIN 7.5%, a $30,000 investment in
FEIN 10.25%, $50,000 in purchases of TAIN 5.75%, and an $80,000 purchase of TAIN 10.25%.
FC Ex. 107.

Chiappone would generally propose investments to Sweet via telephone, often after one of
her holdings had been redeemed and her account had some cash. Tr. 5379-80. Chiappone
described some of the investments as high risk but with good interest. She received the
documentation but never read the PPM; she relied on her prior experience. Tr. 5380, 5382. Sweet
believes Chiappone treated her fairly. Tr. 5386.

Respondent William P. Gamello

Gamello attended, but did not graduate from, Marist College, in Poughkeepsie, New York.
Tr. 1731. Gamello previously held Series 7, 24, and 63 licenses, and recently received a New York
State insurance license.?® Tr. 1732. He began working in the securities industry in 1987, and was
associated with Wachovia Securities for about four years before joining MS & Co., where he
worked out of the Clifton Park office from April 1, 2005, until mid-December 2009. Tr. 1733,
5931-32; Div. Ex. 480. Gamello was drawn to MS & Co. by Guzzetti’s vision of expanding retail
operations and offering clients expanded service. Tr. 5933.

In 2005, the Clifton Park office had no branch manager; Smith was in charge of the firm and
Guzzetti was the head of retail sales. Tr. 1736-37. Carmello Nicolosi (Nicolosi) became manager
of Clifton Park in 2006. Tr. 1738. Gamello considered Guzzetti above Nicolosi in the supervisory
hierarchy, and Guzzetti was one of Gamello’s multiple managers. Tr. 1738. Gamello sold
$2,888,000 of the Four Funds and Trust Offerings between June 30, 2005, and August 27, 2009,
which yielded him $108,250 in commissions. Div. Ex. 2, Exs. 4g, 4h (as attached to Div. EX. 2).
Gamello knew that the Four Funds and Trust Offerings were private placements and were high risk
investments. Tr. 1897.

%8 Gamello passed the examination for a Series 66 license in August 2013. Tr. 1732. The OIP
caused Ameriprise Financial Services, Inc., to terminate Gamello, so his security licenses became
inactive. Tr. 1732-33, 5956. As of February 2014, Gamello had been an investment adviser
representative on a limited basis at DLG Wealth Management for about a month. 1732-33; Div. Ex.
480. This proceeding has caused financial and professional burdens for Gamello. Tr. 5956-58.
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Gamello managed clients with a total of about $25 million in assets — most of their assets
were in stocks, bonds, and mutual funds; about 25% of Gamello’s clients were in wrap-fee
accounts; and about 10% of his clients had investments in private placements. Tr. 5937. Gamello
considered many factors in determining customer suitability. Tr. 5938-39.

FIIN, FAIN, and TAIN were issued before Gamello joined MS & Co. Tr. 1760-62, 5975.
According to Gamello, when he began at MS & Co., “there was already [$]70 million outstanding
of these notes. They had been around for 25 years. Dave Smith was in charge of them
completely.”®® Tr. 1760. Gamello believed the Four Funds were blind pools at their outsets. Tr.
1760. Gamello made at least one sale in each of the Four Funds. Tr. 1760-62, 5975; Div. EX. 2, EX.
4h (as attached to Div. Ex. 2). Those sales were mostly unsolicited transactions: wealthy customers
familiar with MS & Co. investments would approach Gamello, asking to purchase Four Funds
notes. Tr. 1750-51, 1764, 1774-75, 5939-40. Gamello learned about the Four Funds offerings
mainly from two other experienced registered representatives in his office: Pieter VanDerze and
Feldmann. Tr. 1742.

Gamello understood that the Four Funds contained loans Smith made to local people or
entities under confidentiality agreements; he believed the loans were supported by collateral. Tr.
1743-44, 1748, 1757. Even so, Gamello thought that he could obtain information about underlying
assets because the PPMs for the Four Funds articulated that information would be made available
upon inquiry. Tr. 1747. Gamello testified that he told clients when recommending the Four Funds
that Smith controlled everything and that Gamello had no idea what the Four Funds held;
nevertheless, Gamello’s clients chose to make investments in the Four Funds.®® Tr. 1764-65.

Gamello believed the Four Funds did not have books to review. Tr. 1773-74. Gamello’s
general practice of familiarizing himself with offerings included reading the PPMs, attending due
diligence meetings, and asking questions about the PPMs and the offerings before presenting the
information he gathered to clients. Tr. 1779. He said that he followed such a practice with FAIN,
which was the only one of the Four Funds that was issued after Gamello joined MS & Co. Tr.
1778-79, 5940. Gamello was quite specific that he also read the earlier Fund PPMs because wanted
to warn the clients who made unsolicited purchases, “Hey, you don’t know what you are buying,
look at the risks.” Tr. 1779-80.

When he sold the FAIN offering, it had no investments, and Gamello described this as a
blind pool. Tr. 5940. In recommending FAIN, Gamello relied on Smith’s apparent success in
managing $70 million worth of similar funds; he committed about 5% of his clients” assets in FAIN
notes. Tr. 1768, 5941-42.

2% Gamello was presumably including the pre-2003 alarm contracts in his estimation, with which he
had nothing to do. Tr. 5950.

% Of Gamello’s fifty-nine sales of the Four Funds, twelve were purchases by Mr. Boni and Mr.
Morrell, both of whom Gamello testified sought him out to make these investments. Div. Ex. 2, Ex.
49 (as attached to Div. EX. 2); Tr. 1750-51.
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On March 24, 2006, one of Gamello’s clients, who had $60,000 invested in equities and
mutual funds, and $40,000 invested in FAIN, emailed him:

[W]ould we be more beneficial moving $60K into the 3 & 5 year FAIN’s? |
remember you saying that it is best to be d[i]versified but the nearly guaranteed
dividends outweigh[] the lack of li[q]uidity of the principal, yes no??? | am
probably wrong but the gain from these FAIN accounts is so tempting.

Tr. 5966; Div. Ex. 178 (emphasis in original). Gamello testified that he never told this client that
FAIN had guaranteed dividends. Tr. 5967, 5971-72.

On December 20, 2007, Gamello emailed Guzzetti about a redemption: “Andy, any info on
my FAIN for martino?” Div. Ex. 184. Guzzetti replied that he had sent an email to Smith for him
to approve the redemption. Tr. 5972-74; Div. Ex. 184.

In a deposition taken by the Division,* Gamello testified that he did not gather specific
information on the investments Smith was making to determine whether borrowers could repay
their loans to the fund. Tr. 1765. He assumed that Smith or the firm had done due diligence. Tr.
1765-67. Up to the first restructuring of the Four Funds, he had been satisfied because the notes
appeared to be performing and National Financial Services (NFS) had reviewed the books. Tr.
1769-71. Before then, Gamello did not ask to see or review any of the Four Funds’ books or
request financial statements. Tr. 1769-70. Gamello knew that the National Association of
Securities Dealers (NASD, now FINRA) had examined MS & Co. before 2005. Tr. 1772-73.
Gamello did not communicate with the NASD, the outside accountants, or NFS about their reviews
of the Four Funds. Tr. 1771-73.

Gamello talked with McGinn about the Trust Offerings and was impressed with McGinn’s
facility with numbers and his implementation of structures to capture and sell revenue streams.*
Tr. 5942-43. Gamello familiarized himself with the Trust Offerings as he had with the Four Funds:
he read the PPMs, attended “due diligence meetings” led by McGinn and others at MS & Co. about
the offerings, and listened to questions about the structure of the offerings and cash flows, among
other things.®® Tr. 1851, 1903, 5943-46. MS & Co.’s potential conflicts of interest in conducting
due diligence did not concern Gamello. Tr. 1850-51. Gamello never sought to verify the
information on the Trust Offerings because he trusted and relied on McGinn, as well as the

1 Gamello takes issue with the Division’s use of his deposition testimony, where he testified
without any records and in the belief he was called to assist the Commission’s case against McGinn
and Smith. See, e.g., Tr. 1778-89, 1839-44.

%2 Gamello considered himself a “numbers” person like McGinn. Tr. 5942.

%% Gamello testified that “Rabinovich, Mayer and Rogers . . . would really hammer on Tim McGinn
and go through all the numbers and everything when they were presenting the deals, when they
were having these due diligence meetings.” Tr. 5959. Gamello added he would present any
questions he had at these meetings as well. Tr. 5959.
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investment bankers and others who performed the due diligence on the offerings. Tr. 1845, 1851-
52, 1903. Gamello was not concerned by the PPM’s disclosure that MS & Co.’s due diligence
review could not be considered independent. Tr. 1858-61. Gamello was never denied information
about the offerings. Tr. 1775, 5950, 5976. He also testified that he only recommended the Trust
Offerings as alternative investments to suitable clients. Tr. 5946-49. All of his clients who invested
in the Four Funds or the Trust Offerings were accredited investors. Tr. 5959; see also Div. EXs.
531-36.

On September 25, 2008, Gamello sold to two sisters, each with the last name Reich, a
$200,000 Fortress note, after discussing the risks associated with the notes with them. Tr. 1861-62;
Div. Ex. 2, Ex. 49 (as attached to Div. Ex. 2). Gamello did not know any more about what Fortress
was buying than what was stated in the PPM and discussed at the due diligence meetings. Tr. 1871-
75. He testified these were sound investments for the time — the middle of a credit crisis when
others were selling — because these investors were sitting on a lot of cash and it made sense to take
advantage of high yields. Tr. 1867-70. Between September 25, 2008, and August 27, 20009,
Gamello sold to the Reich sisters a total of about $1 million of Trust Offerings. Div. Ex. 2, Ex. 4g
(as attached to Div. Ex. 2).

When he sold Benchmark, Gamello did not perform an independent investigation into the
expected cash flows or ask for cash flow statements. Tr. 1876. Gamello did not recall at a
deposition, but he now remembers, thinking at the time that Benchmark’s expenses were a little
high, over $1 million out of $3 million raised, but he and other registered representatives were told
that the assets were being acquired “real cheap.” Tr. 1877-79. Gamello testified that the figures
surrounding the Benchmark offering were discussed in detail at due diligence meetings, and he
discussed expenses with customers who purchased Benchmark. Tr. 1878-83. He believed the
Benchmark note tranche with 12% interest made economic sense to purchase and the interest rate
was achievable even with the high expenses. Tr. 1880-83.

Gamello testified that no one ever told him that he had to find a new investor to redeem an
existing investor until he received an email from Guzzetti in November 2007. Tr. 1791, 1801; Div.
Ex. 181. Gamello responded to Guzzetti’s email with “I’m required to have replacement tickets???
That’s news to me.” Div. Ex. 181. Gamello further responded to Guzzetti: “I don’t really have
replacement at this time . . . so feel free to have [L]ex or whomever snap them up . . . for the future
I’ll look to have replacement set up.” Div. Ex. 182. Gamello testified that Guzzetti then explained
that Smith preferred that registered representatives requesting redemptions find new purchasers so
that the positions were not liquidated at depressed prices because of the credit crisis. Tr. 1803-04,
1807. Gamello never had a client be denied redemption and was not aware that MS & Co. had a
redemption policy. Tr. 5950. Gamello never had a client be denied a redemption and was not
aware that MS & Co. had a redemption policy per se. Tr. 5950.

On December 19, 2007, Gamello emailed Guzzetti that a client that redeemed $30,000 in a
FAIN note on November 15, 2007, and he wrote a replacement ticket but the client still had not
been cashed out of the note. Tr. 1812-13; Div. Ex. 183. On December 21, 2007, Gamello further
inquired of Guzzetti, copying Nicolosi, why that client had not been redeemed. Div. Ex. 185.
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Guzzetti passed the inquiry up to Smith with a note that “Fc had replaced the money.”** 1d. Smith
replied, “Bill should tell the client the truth that we were hit by a wave of redemptions and we have
to sell investments to get liquid.” 1d. Though Gamello did not believe replacement was required,
he did find them because getting replacements made sense to him, due to market conditions that
made it untimely to liquidate assets.®* Tr. 1804-05, 1809, 1814.

Gamello was not invited to the January 8, 2008, meeting and testified he did not know about
the meeting until he saw it mentioned in the OIP. Tr. 5951.

After the first restructuring of the Four Funds was announced in January 2008, Gamello
thought, “[0]h, | better take a look, see what is going on in here, just for my own thoughts and for
the clients.” Tr. 1776. After the first restructuring, because he had a client with an investment in
junior notes, Gamello requested a copy of the investments. Tr. 1830-31. Once he had a copy of the
investments, he and his client looked at the investments and researched them, determined that what
Smith was saying about the investments being illiquid was true, and determined Smith’s advice as
to cutting the interest rates was sound. Tr. 1831-32. Gamello’s clients were invested in FAIN more
than any of the other Four Funds, and after the first restructuring, he requested and received a list of
FAIN investments. Tr. 1838.

Gamello was at the September 2009 meeting, where the Firstline bankruptcy was disclosed.
Tr. 5952. He developed distrust in the firm and its leaders after that meeting, and left in December
2009. Tr. 5953, 5977.

On November 23, 2009, Gamello questioned Shea’s instruction that 2009 Fortress Trust
payments would be characterized as principal:

The logical conclusion is that the investment never had enough cash flow to pay any
interest, much less 13% from day 1. Is that the case? And if not, please explain to me
how you can classify payments as return of principal when in fact some was interest
earned. | can see how it would be advantageous to the company to wipe out 10% of
their debt by reclassifying payments. | do not however see how that it in any way
benefits investors.

Div. Ex. 437. Gamello copied Chiappone, Guzzetti, Lex, Mayer, McGinn, Rabinovich, Rogers, and
Smith on this email. Id.

% Gamello testified that, at the time, he knew that “FC” stood for financial consultant, but did not
know what Guzzetti meant by “Fc replaced the money.” Tr. 1794-95, 1800-01.

% Gamello sold one replacement note for $75,000 to his mother-in-law. Tr. 1805, 1811.
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Respondent Andrew G. Guzzetti

Guzzetti, a graduate of Utica College, former athletic coach, teacher, and restaurant owner,
has been in the securities industry since 1983;* he holds representative and supervisor securities
licenses.®” Tr. 2958, 4587-94. Guzzetti joined MS & Co. in September 2004, when he began
working with Mayer in the new New York City office. Tr. 2971, 4597-98, 4601. Guzzetti held
titles of managing director in the Private Client Group and vice president for retail while at MS &
Co., but he described his position as national sales manager. Tr. 3101, 4612, 4663-64; Div. Exs. 80,
114. All the retail sales force reported to him on products and finding new clients, among other
things. Tr. 4808. Guzzetti held the title of branch manager for the Clifton Park office starting in
October 2008.% Tr. 1137-38, 2961, 2965; Div. Ex. 329 at 48. Guzzetti testified that supervision is
divided up among different people and in the broad sense he was one of those supervisors. Tr.
3223.

Prior to becoming branch manager, Guzzetti did not have supervisory responsibility for
approving order tickets or for reviewing the books. In his Answer, Guzzetti admitted that “after
October 2006 he was a supervisor for some of the MS & Co. brokers for their general securities
activities,” but denied that he had “any supervisory responsibility for the Four Funds and the [Trust
Offerings].” Tr. 2970; Guzzetti Answer at 9. At the hearing, Guzzetti admitted to being a
supervisor of brokers on the “wealth management part of the business,” which he defines as fee-
based or advisory business, as opposed to transactional stocks, bonds, and private placements-based
business. Tr. 2962-69, 2971. Guzzetti headed MS Advisors from February 2006 until April 2009,
when his responsibilities included recruiting registered representatives to work with MS Advisors.
Tr. 2961-63, 2967, 2984.

Guzzetti testified he recruited and hired registered representatives who were going to work
on commission-based business, but he would always talk first with the branch manager where the
person was going to be assigned. Tr. 2961-62, 4602, 4605, 4624. Smith had to sign off on hiring
whenever the new employee was going to receive a salary, as opposed to just commissions, or a
forgivable loan. Tr. 4623-24. Guzzetti believes that between thirty-five and fifty registered
representatives reported to him on retail sales. Tr. 2963-64. Guzzetti did not conduct performance

% Guzzetti worked for Shearson & Company and its predecessors for twenty years. Tr. 2950, 2958,
4588-89.

" Guzzetti earned his Series 24 license in February 2006, which permitted him to act as a
supervisor. Tr. 2965, 2999, 4627. Guzzetti began considering leaving MS & Co. in late 2008. Tr.
3177. He has been associated with broker-dealer Dinosaur Securities, LLC, since January 2010.
Tr. 3216; Div. Ex. 481 at 3.

% Guzzetti’s salary was $150,000 in 2004 and $75,000 in 2008 and 2009. Tr. 3212, 3238. He did
not receive overrides on broker sales or bonuses. Tr. 3238. The initial FIIN and FEIN offerings
occurred before Guzzetti joined MS & Co. Guzzetti sold $270,000 of trust offerings in seven sales
to three persons between March 2007 and May 2009, and received commissions of $7,800. Tr.
3008; Div. Ex. 2, Ex. 4i (as attached to Div. Ex. 2).
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evaluations of registered representatives, but he advised the branch managers who did. Tr. 2984-85,
4624. Guzzetti conducted firings of registered representatives with the assistance of branch
managers. Tr. 4625. Guzzetti was involved in discussions on the compensation structure of
registered representatives. Tr. 2985-88.

MS & Co.’s 2007 Supervisor Compliance Manual (2007 Manual) and 2008 Supervisor
Compliance Manual (2008 Manual) both reflected, in a section showing supervisory personnel, that
Guzzetti was responsible for all outside registered representatives.® Tr. 2979, 2999; Guzzetti Ex. 2
at 37; Div. Ex. 329 at 40; RMR Ex. 112. Guzzetti testified that sections of the 2008 Manual listing
him as a supervisor and giving him supervisory authority over the Clifton Park office do not make
sense, as the Manual is dated April 2008, but he did not become branch manager for Clifton Park
until October 2008.*° Tr. 2966, 2997-98, 3003-04; Div. 329 at 34, 47-48. The 2008 Manual also,
confusingly, stated that “[Carl] Nicolosi is the Office Manager for [Clifton Park] and is responsible
for the supervision of all brokers in the office.” Div. Ex. 329 at 40. The branch office procedures
section of the 2008 Manual stated:

Review and approval of daily trades ensure that all transactions are suitable for
customers and that no unusual sales practice activities are occurring. In connection
with the review of daily trading, the Branch Manager should concentrate on the
following areas:

Review for general suitability of transactions. Such review considers the
client’s investment profile and objectives.

The Branch Manager or Designated Principals will review and approve all assigned
transactions on a timely basis.

Tr. 3005-06; Div. Ex. 328 at 13 (formatting altered).

Guzzetti testified he was brought into MS & Co. to develop fee-based business for the firm,
which he claimed he did. Tr. 2970, 4597. MS & Co. had just opened a New York City office. Tr.
4597. Guzzetti maintained he had nothing to do with creating the private placements at issue and
that he was a mere conduit between Smith, and occasionally McGinn, often through Patricia Sicluna
(Sicluna), an employee and office manager at MS & Co. Tr. 1215-17, 3228-29. Sicluna copied
McGinn and Guzzetti on Sicluna’s daily emails to Smith listing Four Funds redemptions. Tr. 3070-

% Guzzetti defined an outside registered representative as an independent registered representative,
identified Lex and three others, and testified there were maybe five or six outside registered
representatives. Tr. 2981.

% The 2008 Manual states that “All brokers in the Clifton Park office are under Andy Guzzetti’s
direct supervision” and “Brian Mayer and Andy Guzzetti are under David L. Smith’s supervision.”
Tr. 3004; Div. Ex. 329 at 48.
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71; Div. Exs. 122, 500. Guzzetti explained, “It just evolved that everything came through me.” Tr.
2967, 2990, 3016, 3035, 3049, 3068-69, 3072.

Guzzetti testified that: Smith approved all purchases of Four Funds and Trust Offerings;
Guzzetti did not review the paperwork; Smith answered questions on Four Funds offerings; and
McGinn answered questions about the Trust Offerings. Tr. 3006-08, 3227-28, 4629. Guzzetti
denied at the hearing that he was a supervisor with respect to the private placements at issue in this
proceeding. Tr. 2968-69, 2976. He said that if he talked about private placements at a sales
meeting, Guzzetti would point out that there can be no cold calling, investors had to be accredited,
and sales points had to be based on the PPM. Tr. 3000-02. He said that at sales meetings, Smith
discussed the Four Funds and McGinn answered questions on the Trust Offerings. Tr. 2976.

Guzzetti testified that he never heard the term “red flags” in the context of the brokerage
industry, and he never heard that registered representatives were obliged to conduct due diligence
on a new private placement, beyond reading the PPM, listening to the investment bankers or
sponsors of the new securities, and considering the issuer’s track record. Tr. 2953-58, 3139-40,
4650. Guzzetti believes a suitability review looks at the client’s risk tolerance, goals, and
objectives. Tr. 3145. Guzzetti acknowledged that a registered representative: is responsible to
understand the product he was recommending; is obliged to satisfy himself that the product he was
recommending is suitable for the customer; and has a duty to look at the PPM and to listen to those
presenting on the product. Tr. 3148, 4650. Guzzetti never thought that MS & Co.’s and its
affiliates’ playing multiple roles as to the Four Funds and Trust Offerings caused a conflict of
interest. Tr. 3158-59.

Guzzetti testified that he knew some of the companies the Four Funds and Trust Offerings
invested in from conversations with Rabinovich and Rogers, and that most of the fund investments
were with non-public companies. Tr. 4642, 4648. Guzzetti was not concerned that he did not know
full details of what the Four Funds and Trust Offerings had invested in because he was not a money
manager, did not invest his clients’ money in these offerings, and rarely talked about these offerings
with registered representatives. Tr. 4648-49.

Guzzetti sent out “morning call notes,” almost daily, which he testified “morphed into
putting up the deal availability” information that he received from Sicluna or Smith. Tr. 4619,
4621; Div. Exs. 19, 111, 130; Guzzetti Ex. 31. On February 4, 2008, after the disclosure of
problems with junior notes, Guzzetti sent an email with “morning call notes” stating that FIIN and
TAIN notes maturing December 15, 2008, were available. Tr. 1685-86; Div. Ex. 4. Guzzetti often
would specify in his many morning call notes, and other emails sent to all of MS & Co.’s registered
representatives, the availability of private placements. Tr. 3023-24, 3041; e.g., Div. Exs. 83, 84.
For example, on February 2, 2006, Guzzetti wrote to all the registered representatives that “WE
HAVE $24,000,000 SITTING IN MONEY MARKET ACCOUNTS. GET ON THE PHONE
AND SHOW THE FAINS.” Tr. 3025; Div. Ex. 83. Then on February 22, 2006, he wrote:

OUR CLIENTS HAVE $24,000,000 IN MONEY MARKET ACCOUNTS. THEY
SHOULD BE LOOKING AT FAIN’S[.] WE HAVE THE FOLLOWING:

1YR 6% $1,720,000

3YR7.75% $2,975,000
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SYR 10.25% $5,915,000
ATTACHED YOU WILL FIND REVISED FAIN DOCUMENTS].]
TAKE A LOOK - MAKE THE CALL

Div. Ex. 84. In February 2006, Scott Weisman (Weisman), the director of capital markets at MS &
Co., who was involved in investment banking, cautioned Guzzetti that his equating private
placements with money market investments might cause problems. Tr. 3028-30. Guzzetti
responded:

| would never suggest that we take $ that have to stay liquid (true money market $)
and put them in an investment that is tied up for a longer term with higher risk. You
can question my investment and compliance knowledge any time you want, but make
sure it never happens again in front of an FC. And frankly, until you attend my sales
meetings on a regular basis DON”T EVER QUESTION ME ABOUT MY
KNOWLEDGE OF THE RETAIL BROKERAGE BUSINESS. | HAVE
EXTENDED YOU THE SAME COURTESY WHEN IT COMES TO THE
INVESTMENT BANKING BUSINESS.

Tr. 3028-30; Div. Ex. 114.

Guzzetti did not think the way MS & Co. treated redemptions was alarming given the
market climate, and there was still demand for notes being redeemed in any case. Tr. 4639-40.
Guzzetti thought MS & Co.’s position on redemptions was reasonable given that in 2007 and 2008,
some companies ended redemptions. Tr. 4636-4039; Guzzetti Ex. 17.

In November 2006, Sicluna told Guzzetti by email that Lex was going to replace his
redeeming FAIN 6% clients, and asked whether Chiappone, Feldmann, Mayer, and Rabinovich
were also going to replace their redeeming clients. Div. Ex. 155; Tr. 3030-31. Guzzetti then asked
Chiappone, Feldmann, Mayer, and Rabinovich by email, copying Sicluna “WE HAVE TO KNOW
ASAP WHAT YOUR CLIENTS ARE GOING TO DO WITH THE MATURING
NOTES(MATURE TOMORROW). PAPERWORK MUST BE IN ASAP. ARE THEY GOING
TO REDEEM OR ROLL.” Div. Ex. 16; Tr. 3032. Guzzetti saw an email string where on
December 21, 2006, Smith noted that Rabinovich “needs to replace the $100,000 [TAIN 7.75%]
before doing the trade,” because he was “running on fumes with all these redemptions and cannot
afford any more.” Tr. 3033-34; Div. Ex. 17. Guzzetti did not consider a requirement that there be a
replacement purchaser before a redemption inconsistent with the PPM. Tr. 3034-35. In prior
testimony, however, Guzzetti understood Smith to be saying in the December 21, 2006, email that
TAIN did not have sufficient funds to do the redemption and that a requirement of a replacement
was inconsistent with the PPM. Tr. 3036-37.

Guzzetti did not consider the “running on fumes” comments alarming because financial
institutions everywhere were suffering liquidity crises in 2006 through 2009, and, in fact, everyone
was getting redeemed on their investments. Tr. 3149, 3152-55. Guzzetti said he made an effort to
talk to McGinn and Smith, and others, to really understand what was going on. Tr. 3154-56. He
never suspected that McGinn and Smith were committing fraud. Tr. 3150. Guzzetti testified that he
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believes that the alarm contract-related Trust Offerings cannot be called a Ponzi scheme, because
alarm contracts were actually sold, as the Receiver testified. Tr. 3169.

Guzzetti said that he was not concerned when he was forwarded a February 2, 2007, email
string in which Jennifer Spinner, who was an accountant at MS & Co., wrote that “[w]e do not have
the funds ava[liable] unless you have cks/pmts that come in todays mail, we would need 125K to
come in to cover this request,” in response to a request to redeem a $200,000 FEIN note. Tr. 2740,
3037-38; Div. Ex. 118. Guzzetti believed that the funds had a liquidity problem. Tr. 4640.

On March 8, 2007, Guzzetti sent an email to all registered representatives announcing the
MS & Co. 2006 rankings of registered representatives and those who made it onto the “Directors
Council” for 2006 because of their strong performance; on this list were: Lex as the “leader in fee
based assets and net new assets,” Chiappone, Rabinovich, Feldmann, Gamello as the “leader in new
accounts,” Anthony, Rogers, and one other person. Tr. 3039; Div. Ex. 255. Guzzetti made a
similar announcement by email on February 4, 2008, as to the 2007 sales year, and on August 24,
2009, as to the 2008 sales year. Div. Exs. 4, 256, 257. The 2007 sales year announcement named
Lex, Rabinovich, Chiappone, Rogers, Mayer, Gamello, and Feldmann as top performers. Div. EXs.
4, 256. The 2008 sales year announcement named Lex, Rabinovich, Rogers, Anthony, Chiappone,
Gamello, and two others as top performers. Tr. 3100; Div. Ex. 257.

On June 26, 2007, Guzzetti urged all brokers to ask their private placement clients for the
names of investors like them who were looking for “above market fixed rate of return with no
correlation to this shaky stock market”; he maintains that at the time, he believed MS & Co. private
placements offered such rewards. Tr. 3041-43; Div. Ex. 111 (formatting altered). On August 1,
2007, Lex requested updates on the assets and amounts in each of the Four Funds notes. Tr. 3046;
Div. Ex. 112. Guzzetti told Lex many times that he did not know what assets were in the Four
Funds. Tr. 3047. Smith advised Guzzetti to tell Lex that he would try to respond by the following
week. Div. Ex. 112; Tr. 3047. Contrary to his prior testimony, at the hearing, Guzzetti testified that
on reflection, he remembers conversations with Rabinovich and Mayer where they discussed the
Four Funds’ investments, so he was aware of some of the investments. Tr. 3014-15.

Guzzetti testified that the market was bad and illiquid in late 2007 and early 2008. Tr. 4636-
37; see Guzzetti Ex. 17. On November 10, 2007, Smith informed Guzzetti in an email that
Feldmann and Gamello were redeeming Four Funds’ investments to roll the money into Firstline,
and he wanted “it clear to all [registered representatives] that [this] iS not permiss[i]ble.” Tr. 3048;
Div. Ex. 278. Smith plainly stated in the email that “I do not have the liquidity” and “[a]ny
redemptions have to have replacements sales before hand.” Tr. 3048; Div. Ex. 278. Guzzetti
explained that he was concerned about Smith’s concern about redemptions and replacements, but he
was also concerned about the whole market at the time. Tr. 3052. Guzzetti reported to Smith in a
November 12, 2007, email that he had relayed Smith’s information about redemptions and
replacements, but was “not sure they believe us about redemptions”; he added, “I have a feeling
they are thinking if push comes to shove we have to redeem.” Tr. 3057-58; Div. Ex. 120.

On November 14, 2007, Guzzetti told Smith that certain Four Funds notes were either being

rolled over or redeemed effective December 15, 2007, and he needed information on the applicable
interest rates for those being rolled over and consent letters for the rollovers. Tr. 3061; Div. EX.
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131. Later the same day, Sicluna informed Guzzetti what redemptions were not being rolled over so
that he could tell brokers what was “available” to be sold. Tr. 3064; Div. Ex. 279. At the time,
most redemptions were being paid for with new incoming funds. Tr. 3064-65.

On November 15, 2007, Guzzetti wrote Chiappone: “Your clients have redeemed $45,000
of [a FAIN note]. We have not received any replacement tickets. Please advise.” Tr. 3065; Div.
Ex. 242. Chiappone responded, “I am working on it.” Tr. 3065; Div. Ex. 242. The same day,
Guzzetti advised Gamello, “Your clients redeemed $100,000 of [a FAIN note] and we have not
received any replacement tickets. Please advise.” Tr. 3067-68; Div. Ex. 181. Gamello responded,
“Andy, I'm required to have replacement tickets??? That’s news to me...call me to clarify.” Tr.
3068; Div. Ex. 181 (ellipses in original). Guzzetti testified that he did speak with Gamello, and
Gamello said that, in the future, he would try to have replacements in place. Tr. 3069; Div. Ex. 182.

On November 28, 2007, Guzzetti emailed all the registered representatives, telling them to
show a FAIN note to qualified investors who can have money tied up for one year. Tr. 3069-70;
Div. Ex. 130. The email also mentioned Firstline notes. Tr. 3069-70; Div. Ex. 130. Guzzetti
testified that when he sent this email, he was not thinking back to Smith’s email from almost a year
earlier where he stated he was running on fumes. Tr. 3070; see Div. Ex. 17.

Guzzetti sent a similar email to all the registered representatives on December 7, 2007,
directing, “Make sure you replace any redemptions promptly,” and stating what notes were
available. Div. Ex. 19 (formatting altered). Chiappone questioned Guzzetti about the February 27,
2008, email asking whether the FIIN and TAIN notes should be listed as available for resale since
the offerings were restructured in January 2008. Tr. 3089; Div. Ex. 134. Guzzetti sent out a similar
message urging sales of a Firstline line note on May 27, 2008. Div. Ex. 378.

Guzzetti initiated regular phone calls with all registered representatives after the market
closed each Monday afternoon. Tr. 1205, 1645-46, 2982-83; Div. Ex. 82. After these meetings,
Guzzetti prepared an agenda of the subjects discussed. Tr. 3073; Div. Exs. 82, 90. At the meeting
of registered representatives on December 17, 2007, the subject of “FIIN, TAIN funky interest
payments” was discussed and McGinn was on the call. Tr. 3072-73; Div. Ex. 90.

Guzzetti had no recollection of several emails that he received in December 2007 about
redemptions by Lex and Gamello. Tr. 3074-81; Div. Exs. 123, 125, 126, 160, 183, 281, 282. On
December 21, 2007, Smith sent an email to Guzzetti, stating, “[Gamello] should tell the client the
truth that we were hit by a wave of redemptions and we have to sell investments to get liquid.
Those investments are not liquid and take time.” Tr. 3080-81; Div. Ex. 126.

Guzzetti does not recall being present at the January 8, 2008, meeting where Smith
announced the reduction of the interest in the Four Funds’ junior notes. Tr. 3178. At a meeting of
the Directors Council in September 2008, at which he was present, Smith and McGinn announced a
restructuring of the Four Funds; they explained the restructuring was a result of the financial
meltdown and said that interest rates would be reduced. Tr. 3179-81. Even after the restructuring,
Guzzetti thought the Trust Offerings issued in 2008 and 2009 were sound investments for MS &
Co. clients. Tr. 3185-88.
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On January 16, 2008, Guzzetti wrote Anthony, “[Smith] is not changing his position . . . if a
client wants out of a 1 yr piece of paper[, w]e must have the fc replace it.” Tr. 3082; Div. 262. In
an email sent on January 16, 2008, to all brokers regarding “DEAL AVAILABILITY,” Guzzetti
wrote, “IF YOU DO NOT HAVE A ‘MUST PROSPECTING DISCIPLINE’ TO INCREASE
YOUR ASSET BASE . .. TOUGH NEWS HURTS YOU ... MAKE THE CALLS.” Div. Ex.
133 (emphasis in original). Then on January 23, 2008, Guzzetti learned that a bank was considering
suing MS & Co. because of nonpayment of $30,000 due to a Chiappone client in December 2007.
Tr. 3084-85; Div. Ex. 127. Smith wrote Guzzetti that he would “deal with the bank™ and that
“[t]hey [were] only entitled to redemption if there is sufficient asset co[v]erage [and] liquidity to
cover.” Div. Ex. 127. Smith continued, “I am going to seek a legal opinion . . . , but until
clarification is received there will be no redemptions.” Id. On January 25, 2008, Lex wrote Smith,
copying Guzzetti, complaining that the fiduciary duty to clients had been breached and that four
clients who purchased TAIN notes had been misled about the material characteristics of the
investments. Tr. 3085-86; Div. Ex. 161.

On April 8, 2008, Guzzetti sent all brokers copies of the letters being sent to FIIN and TAIN
investors. Div. Ex. 26. On May 2, 2008, Guzzetti inquired when Rabinovich could expect money
from his Firstline sales, which was in fact repayment of a bridge loan. Tr. 3090; Div. Ex. 547.
Guzzetti did not know why the loan was structured as a sale of securities. Tr. 3090-91. On May 9,
2008, Guzzetti wrote Smith and David Rees (Rees), who was CFO of MS & Co, that the FAIN
PPM provided that MS & Co.’s servicing agent will provide to investors an annual operating
statement, consisting of a balance sheet and income statement, and that Gamello’s client had made a
request. Tr. 3091; Div. Ex. 189. Rees responded that “we’ll get it together,” but that it would be
unaudited and available for FAIN as of December 31, 2007. Tr. 3092; Div. Ex. 189.

Guzzetti emailed McGinn on January 16, 2009, that Lex was “questioning [a TDM note]
that [was] rolling on [February 15]” and “want[ed] to know whether alarm contracts are backing the
deal.” Div. Ex. 393 (formatting altered). Guzzetti added in his email to McGinn that it “sounds
like [Lex] may not want to roll,” but that Guzzetti was “trying to keep the number of redemptions
down.” Id. (formatting altered). On February 17, 2009, Guzzetti sent talking points to all the
registered representatives that promoted sales of a TDM note. Tr. 3096-97; Div. Exs. 147-48.
Guzzetti testified that the talking points were drafted by McGinn and that Guzzetti was merely
passing them along. Tr. 3097. Sales promotion occurred after January 5, 2009, when Guzzetti was
told that for the same TDM note, McGinn was “working on getting the funds in place to pay out”
interest payments. Div. Ex. 136. Guzzetti sent an email on January 5, 2009, expressing that he was
“getting questions about deals not getting paid interest payments this month.” Tr. 3094; Div. Ex.
136 (formatting altered).

In May 2009, a new registered representative asked Guzzetti, on behalf of a client who was
considering a TDM investment and had some concerns including that “[TDM] and [MS & Co.]
being in business together (conflict of interest?)” and ”[w]hat happens if either [TDM] or [MS &
Co.] go out of business during the duration of this deal?” Tr. 3098; Div. Ex. 252. Guzzetti
answered that MS & Co. has “a long history of cash flow deals” and if TDM “goes under,” the
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investors “have the guarantee from [MS & Co.]”** Tr. 3098-99; Div. Ex. 252. In a July 27, 2009,
email to all of the registered representatives, Guzzetti mentioned a “new” TDM “cable deal,”
informed the registered representatives that MS & Co. had $34 million in money market funds, and
advised that they cannot ignore existing clients. Tr. 3188-89; Div. Ex. 141 (formatting altered).

On April 21, 2009, regarding redemptions of Verifier notes, Smith notified Guzzetti that
$30,000 was being collected the following day and asked, “Which squeekey wheel should we take
care of? Zapelta or Kohl?” Tr. 3101; Div. Ex. 77. Guzzetti replied, “Probably Kohl, only because
he can do other deals.” Tr. 3102; Div. Ex. 77. Lex asked Guzzetti on June 2, 2009, “Where are the
June 1st Firstline payments?” Div. Ex. 138. Guzzetti did not ask Smith why he needed new money
to redeem holders of trust instruments. Tr. 3173.

In June 2009, in response to an inquiry from Rabinovich as to whether he was going to be
able to redeem $250,000 in a TDM note, Guzzetti advised,

$150,000 came in yesterday. We are waiting on Bill Lex for $100,000 should be in by
July 1st. If you want the $150,000 call Patti and we will put a sell ticket in for
$150,000 then put another in for $100,000 when it comes in.

Tr. 3102-03; Div. Ex. 71. Guzzetti testified that either Sicluna or Smith told him that Rabinovich
was being redeemed with new investor funds. Tr. 3103, 3175. On August 7, 2009, while Guzzetti
still was sending out emails to all of the registered representatives promoting MS & Co. private
placements, including Trust Offerings, Gamello emailed that “[c]lients still not paid on [a TDM
note].” Tr. 3100; Div. Ex. 210.

Guzzetti testified that he lost trust in McGinn and Smith on September 3, 2009, when
McGinn and Smith revealed to all of the registered representatives that Firstline, the main asset
underlying the Firstline Trust Offerings, had declared bankruptcy over a year earlier in January
2008. Tr. 3199-00. Guzzetti, however, sent emails out on September 25, 2009, and September 30,
2009, to all the registered representatives, continuing to urge sales of private placements, including
Trust Offerings. Tr. 3201-03; Div. Exs. 143, 144,

Respondent William F. Lex

Lex graduated from St. Joseph’s College with a degree in Business Administration in
1971. Tr. 1532, 4835. After college, Lex opened an insurance business, Lex and Smith, in King
of Prussia, Pennsylvania. Tr. 1534, 1620. Lex began by selling malpractice insurance to
hospitals; he then transitioned to also offering hospital administrators and employees tax deferred
annuities. Tr. 4839. Around 2003, Lex had about 2,200 active customers, the bulk of whom
worked in the medical field; many were retirees and most had been customers for fifteen years or
longer. Tr. 1595, 1693. 4852, 4900, 4909. Lex holds a license to sell insurance in Pennsylvania,

* Guzzetti knew that there was no guarantee. Tr. 3160-61. At hearing, he testified that he told the
new registered representative there were no guarantees and go talk to McGinn if he is saying there
are guarantees. Tr. 3165.
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and he was a registered representative with MS & Co. from 1983 to December 2009.* Tr. 1532-
34, 1561-62; Div. Ex. 482. From September 25, 2003, to July 17, 2009, Lex sold $45,536,000
worth of MS & Co. private offerings and from October 31, 2003, to September 15, 2009,
received nearly $1,776,000 in gross commissions for those sales. Tr. 1582-83, 1586-87; Div. Ex.
2, Exs. 4k, 4l (as attached to Div. Ex. 2).

From the 1990s to 2003, Lex sold MS & Co. pre-2003 private placements, i.e., the alarm
notes, which he considered successful.*® Tr. 4849-51. Lex did not know that in November 2003,
Smith took $2 million from FIIN and used it to redeem investors in earlier MS & Co. offerings.
Tr. 1593.

Lex testified that he was not aware of any “duty of inquiry” applicable to registered
representatives, but he knew representatives had a duty to determine whether the product was
suitable for the client. Tr. 1560-61, 1592. He believed that MS & Co. had an extensive due
diligence department. Tr. 1713.

Lex knew in 2003 that FIIN was a new limited liability corporation, and that this offering
was totally different than the earlier alarm note offerings that McGinn ran and in which Smith
had limited involvement. Tr. 1566, 1568, 1573-74. Lex knew that McGinn had done the due
diligence for the pre-2003 alarm notes and that McGinn had taken the due diligence team with
him to 1ASG, but that, with FIIN, he relied on Smith to conduct the due diligence. Tr. 1590,
4939-41. Lex maintained that he spent significant time telling clients that the Four Funds were
not like the pre-2003 alarm contracts, but were uninsured debt offerings put together by Smith.
Tr. 4873. To Lex, it is basic, when you buy a private placement you are depending on the
manager’s expertise. Tr. 4874. Lex described his role as assisting clients in gaining access to
MS & Co.’s private placements; he distinguishes this role from that of a financial planner who
would work for fees instead of commissions. Tr. 4874-76. Lex maintained he never knowingly
sold anything that he did not think was going to benefit the customer. Tr. 4877.

Lex testified that he read the PPM for FIIN, but he did not question Smith about the
affiliated transactions noted in the PPM. Tr. 1567, 1575, 4853-54. Lex also testified that he
participated in a conference call on FIIN during which Smith described the product, and had a
subsequent conversation with Smith in which Smith explained that he intended to have ten to
twelve investments of $2 million each. Tr. 4853-54. In his investigative testimony, Lex testified
that he did not recall what information he received from Smith about FIIN initially, but when he
testified for the second time at the hearing, Lex maintained that he recently found materials on
potential FIIN investments that Smith had sent him in 2003. Tr. 4855-58; Lex Exs. 141-44. Lex

%2 ex began as an insurance agent in 1971; in 1973, the insurance company wanted him to get a
securities license to sell mutual funds. Tr. 4835-36. Lex earned a Series 1 license in 1973, which
grandfathered him in to act as a securities representative similar to having earned a Series 7 license;
he earned his Series 63 license in 1982. Tr. 1561-63; Div. Ex. 482.

3 Lex testified that almost all the sales at issue were to customers who had purchased pre-2003
alarm contracts. Tr. 4862-64; Lex Ex. 154.
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also testified that when he asked for information on any of the private placements at issue, Smith
told him that it was confidential, which Lex accepted. Tr. 1608-09, 1629, 4885, 4936.

Lex testified that Smith visited Lex’s office a couple of times a year; during these visits,
Smith met with Lex’s clients and discussed the Four Funds with them. Tr. 4904-05. Lex
testified that he knew that the value of the Four Funds depended on the quality of the underlying
assets, but from 2003 through 2006, Smith revealed the names of only two companies and Lex
did not ask for financial information about either; Lex did not request financial statements or a
statement of operations for any of the Four Funds during this four-year period.** Tr. 1596-600,
1625-26, 1629. However, Lex also testified that he talked with Smith on average once a week
and during those calls, Lex “ke[pt] up to date with him on what was going on with [the private
placements].” Tr. 4857-58, 4881, 4921. Lex said that, on these phone calls, Smith gave him
information on the holdings underlying notes and that “eventually I got a list of everything in the
notes.” Tr. 4881. At the hearing, Lex produced handwritten notes, one dated February 16, 2004,
and the other undated, which he said he wrote during conversations with Smith about
investments that were being considered for FIIN.*> Tr. 4859-61; Lex Exs. 145-46. Lex also
testified that he once, at an unidentified point in time, asked Smith to identify the private
placements’ underlying assets in writing. Tr. 4884-85.

Lex denied that he ever advised customers not to read the PPM or that he ever told
customers that the Four Funds or the Trust Offerings were safe or secure investments. Tr. 1567-
68, 4882. Lex only sold senior and senior subordinated notes — never junior notes. Tr. 1578,
1597, 4854. Lex believed these notes had a “five-year life expectancy,” and people who bought
for shorter periods had the option of reinvesting. Tr. 1580. Most of his clients were in one-year
notes and according to Lex, they “really loved the products, the cash flow, et cetera, and they
really didn’t want to redeem.” Tr. 1678-79. Senior note holders received their last interest
payment on April 15, 2010. Tr. 4918.

In March 2006, Lex received information in response to requests for information on
which sectors the Four Funds were invested. Tr. 4887; Lex Ex. 25. Lex testified that he had
conversation with in-house counsel and he may have had some interaction with an in-house
research department, but he did not specify the dates of the contacts. Tr. 1611-12. In August
2007, in response to his requests, Lex received a list of investments in the Four Funds from
Rees.*® Tr. 1612, 1657, 1672, 4887-89, 4942-43; Div. Ex. 407; Lex Exs. 39-40, 63, 78, 125,

* In testimony to FINRA in 2009 and in a deposition to the Commission in 2011, Lex stated that he
did not know specific companies that Smith invested Four Fund assets in. Tr. 4933-38. In his
investigative testimony, Lex stated that he did not know the types of businesses Smith was lending
trust proceeds to, and he depended on Smith’s expertise. Tr. 1604-05.

*® ex testified that he did not produce these materials in response to a Commission subpoena in
June 2011 because at that time he did not search the attic. Tr. 4928-33.

“® Division Exhibit 407 shows that Lex, through his assistant, received an August 9, 2007, email
from Rees with an attachment listing the underlying investments in FIIN and TAIN. Lex also
received a separate document — Lex Exhibit 63 — listing the underlying investments in the Four
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This was the first time Lex received, in writing, a complete list covering all the assets in the Four
Funds.*” Tr. 4942-43; Lex Ex. 63. In a follow-up conversation, Rees assured Lex that the
investments were performing and that there were no defaults or other problems. Tr. 1577, 4890;
Lex Exs. 41, 63.

Contrary to Rees’s representation, FIIN, TAIN, and FAIN’s total $8.8 million investment
in alseT never performed; further, two investments on the list were MS & Co. affiliates and
another investment was the issuer of one of the pre-2003 alarm notes.”® Tr. 1652-56; Div. Ex. 2
at 17, Exs. 12-14, 23 (as attached to Div. Ex. 2); Div. Exs. 408, 522; Lex Ex. 63. Lex testified
that when he received the list, it did not cause him any concern, and he did not ask Rees or Smith
any questions even though the list showed: investments in MS & Co. affiliates and in pre-2003
alarm notes; large investments in alseT; and investments by different offerings in the same assets
in more than one fund when Lex, based on information from Smith, had represented that owning
more than one fund gave investors diversification. Tr. 1655-58, 4945-52. At another point,
however, Lex testified that he questioned Smith about a $400,000 investment by TAIN to FEIN,
the lack of diversification among Four Fund investments, and investments in affiliates. Tr. 4952-
58. Even so, Lex testified there was never a reason not to believe Smith. Tr. 1631-32.

Lex knew in late 2007 and early 2008 that the Four Funds had liquidity problems, but he
considered it a temporary cash flow problem or hiccup. Tr. 4906-07. On January 25, 2008, Lex
emailed Smith, copying to Guzzetti and Sicluna, complaining as such:

| strongly object to the cancellation of the alarm notes and request you do
whatever has to be done to get the clients into the investments they were
promised.

| think the fiduciary responsibility to the clients has been breached since none of
these clients were aware of the pending problems in [TAIN].

| have been talking to clients about the liquidity problems of the notes and clients
have expressed concern that they were misl[ed] about material characteristics of
these investments. | was not aware that the same investments were put in each
note. | went out of my way to make sure clients were spread amongst the various
notes so that they would have DIVERSIFICATION.

Funds; however, he did not recall if he received that document by hardcopy, email, or fax. Tr.
4942.

" Lex could not remember if he shared the information with other registered representatives. Tr.
4943.

*® In a FINRA proceeding, Lex testified that he did not recall asking about specifics on underlying
investments for FIIN. Tr. 1614-15.
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| strongly request that a game plan be mapped out to correct the problem and,
again, strongly request that these clients be redeemed and put in the alarm notes
that they were promised.

Div. Ex. 161; Tr. 1673. Then, on January 28, 2008, Lex wrote to Smith looking for a solution to
the liquidity problem for his clients who had $24 million in Four Funds notes. Tr. 1678; Div. Ex.
162. Lex continued to advise clients of the availability of Four Funds notes after January 2008.
Tr. 1687.

On September 23, 2008, Lex wrote Smith that one of Lex’s clients would be calling
Smith to seek reassurance about the receipt of interest and principal. Tr. 1681-83; Div. Ex. 164.
The client was living off the interest from Four Funds and Firstline notes and Social Security
payments. Tr. 1681-83; Div. Ex. 164. Lex testified that he sold this client the notes, as opposed
to less risky investments, because the client insisted on investments in the private placements.
Tr. 1682-83.

Lex thought the Trust Offerings were alarm notes like those offered pre-2003. Tr. 1637,
4897. Lex began selling the Trust Offerings in March 2007. Tr. 1606-07; Div. EX. 2, EX. 4k (as
attached to Div. Ex. 2). Lex approached the Trust Offerings in the same way he approached the
Four Funds: he read the PPMs and listened to McGinn talk about them. Tr. 1632, 1635. He also
had confidence in the offerings because of information he learned from third parties about their
interactions with MS & Co. Tr. 1632-36. Lex testified, “I don’t know why I felt that I had to
investigate.” Tr. 1636.

On December 17, 2007, Lex emailed Smith that he would be willing to extend the
offerings of his FIIN note and TAIN note, which would be redeemed in mid-December, to
January 15, 2008, to help MS & Co. with its cash flow. Tr. 1661; Div. Ex. 159. In his email,
Lex stated, “[i]f new money comes in prior to 1-15-08, then | would expect to be redeemed
earlier.” Tr. 1661; Div. Ex. 159. On May 5, 2008, Lex inquired of Guzzetti, “[w]ith the money
that has come in, will | be redeemed for any of my [one-year] FIIN and/or TAIN?” Tr. 1689;
Div. Ex. 163. On January 6, 2009, Lex wrote to McGinn:

It is disturbing that it will be January 6th before people receive their money. |
had three calls Monday and expect more calls today. It is tough making excuses
for the inexcusable! It is getting harder to make repeat sales to clients that are
skeptical and unnerved.

Can you assure the [financial consultant] that their clients will start receiving
interest payments on time? January 15th and January 30th are the next quarterly
due dates for the notes. HELP!
Tr. 1691, 1794; Div. Ex. 137.
Lex was not invited to the meeting of registered representatives on January 8, 2008, and

no one called and told him what transpired at the meeting. Tr. 4895-97. On January 23, 2009, a
Lex client, David Shannon (Shannon), who is now a retiree and had invested in FEIN and TDM,
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told Lex that he and his wife had “decided to redeem the notes” because “[t]he $1500/yr gain is
not worth the risk . . . of getting burned again as we were with the B shares.” Tr. 1694; Div. Ex.
2, Ex. 4k (as attached to Div. Ex. 2); Div. Ex. 165. Lex continued to sell Trust Offerings after
this conversation, as he explained at the hearing, because he did not believe there were “any
problems of substance” with the offerings. Tr. 1696.

On February 16, 2009, Lex asked McGinn, “[w]ill 2/15/09 TDM 07 redemptions be made
to client accounts on 2/17/09?” Div. Ex. 166. McGinn responded, “[d]epends on how much is
collected on roll offering.” Id. Lex replied, “[w]rong answer,” to which McGinn countered,
“Iw]hat do you expect me to do?”” Id. Lex responded,

Lend money to TDM 07 until the new sales come in. If it were my deal, that is
what I would do. Please don’t think I’m being a smart ass. I am just desperate
to keep some credibility with my clients so they will keep investing in [MS &
Co.] products.

Id.; Tr. 1696-98.

Lex and Smith exchanged emails on March 17, 2009, about TDM Verifier 07
redemptions. Tr. 1698; Div. Ex. 20. Lex testified that it was in this email exchange that Smith
first mentioned that redemptions would occur if Lex made enough sales to cover the amount of
redemptions.* Tr. 1700. Lex thought McGinn was pursuing replacements over liquidating
assets as it was easier for him. Tr. 1700-01. Lex made eleven or twelve sales of TDM Verifier
and TDM Cable notes after this email exchange. Div. EX. 2, Ex. 4k (as attached to Div. EX. 2);
Tr. 4187.

On April 7, 2009, Lex emailed McGinn, Smith, and Guzzetti on the subject of Shannon’s
complaining to Lex about being unable to redeem TDM for two months now:

[Shannon] is one of many people who refer to our deals as a Ponzi Scheme. |
try to reassure my clients that [MS & Co.] does not run Ponzi Schemes but the
uproar is getting louder and louder from clients whose patience is worn thin by
having their money tied up in these TDM notes. Most of the people whose
money is tied up in TDM are still upset about what happened with [the Four
Fund] notes.

This is just another cry from the wilderness to try to get this log jam broken so
we can move forward with new business. [I’ve even taken Dave’s prior
suggestion and bought some of it myself to help with the log jam, but I am
having a hard time putting off a client who agreed to a two[-]week extension
when we are now almost 8 weeks out.

“® Lex testified he was only asked to replace shares once when a customer asked to redeem in a
TDM offering. Tr. 1641-42, 1700. Lex was upset in a conversation with McGinn and “squelched”
the replacement request immediately. Tr. 1640-44. Lex has no recollection of discussing with
Guzzetti the requirement of replacing customers who wanted to redeem. Tr. 1644.
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Div. Ex. 167; Tr. 1702-03. Smith responded the same day: “Send me the complete list of your
redemptions and the priority of each. If I find a way to take them out, please remove them from
your customer list.” Div. Ex. 167.

On July 15, 2009, in an email to Guzzetti, copying Smith and McGinn, Lex questioned
when a $25,000 TDM Verifier note redemption requested by a client would be honored. Tr.
1704-06; Div. Ex. 169. Lex explained that the client had renewed a $75,000 note and was a
candidate for more investments, and Lex was concerned the client might lose confidence in MS
& Co. private placements. Div. Ex. 169. Lex concluded, “LET[’]S NOT BLOW IT. WE NEED

On September 8, 2009, Lex emailed Smith, copying to McGinn, Guzzetti, and Mayer,
stating:

| applaud the firm for working diligently to bring the Firstline debacle to a
somewhat favorable conclusion for the investors. We can only pray that the
offer is accepted and approved by the bankruptcy judge.

Div. Ex. 97; Tr. 1706-08. The email also states that many investors in Firstline notes are
“elderly, retirees, or baby boomers approaching retirement,” and that “[m]ost, if not all, of
[Lex’s] clients who purchased [Firstline notes] also have [Four Funds] notes and worry daily
about not getting their principal returned from the [Four Funds] notes.” Tr. 1708; Div. Ex. 97.
Lex testified that he wrote in his email that he applauded the firm because he did not understand
from the phone call with McGinn and Smith that they had committed a serious violation of the
Firstline PPM and honestly thought they had taken commendable steps “to hold the thing
together until the assets could be bought through the Bankruptcy Court.” Tr. 1712-13. Lex does
not think that he and other registered representatives were personally responsible to find out
more on the Firstline trusts before selling them, because he believed that was the due diligence
team’s duty; he never considered whether registered representatives themselves should have
learned more about the Firstline trusts before selling them. Tr. 1713-14. Lex testified that MS &
Co. was a sophisticated operation and many people working with McGinn on these offerings.
Tr. 1637-39. “To this day, I’'m still blown away [by] what happened.” Tr. 1636.

Lex made his last sale of an MS & Co. private offering on July 17, 2009, because he
decided at that time that the offerings were not worthy of reliability anymore. Tr. 1680, 1705;
Div. Ex. 2, Ex. 4k (as attached to Div. Ex. 2). Lex was part of an effort to buy the Firstline
assets out of bankruptcy; the effort ended when the Receiver was appointed and took control of
those assets. Tr. 4919-20. The Receiver’s website shows Lex and family members have claims
of almost $1.4 million in connection with the MS & Co. receivership. Tr. 4880-81; Lex Ex. 153.

When discussing the FIIN PPM, Lex said that he interpreted the following “suitability

requirements” language as merely boilerplate that needs “to be in there,” just as “an aspirin can
kill you” warning must be on a “bottle of aspirins.” Tr. 1587-88:
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The risks associated with an investment in the notes and the lack of liquidity
makes this investment suitable only for an investor who has substantial net
worth, no need for liquidity with respect to this investment and who can bear the
economic risk of a complete loss of the investment.

Div. Ex. 5 at 3. Lex believed his client Barbara Monahan, who was unaccredited, was allowed to
purchase Four Funds and Trust Offering notes under Regulation D language allowing thirty-five
unaccredited investors to invest in a Regulation D offering; he also believed that the Four Funds
and Trust Offerings would benefit Monahan by supplementing her income so she could take the
vacations she enjoyed. Id.; Tr. 1588-89.

Lex testified that his clients received their interest payments on time and were able to
redeem their private placement investments from 2003 through 2007. Tr. 4890-91. Lex sold MS
& Co. private offerings into July 2009. Tr. 1583; Div. EX. 2, Ex. 4k (as attached to Div. Ex. 2).
In 2010, FINRA suspended Lex’s right to associate with a FINRA member firm; he was
suspended for failing to pay an arbitration award owed to his former client Duckkyu Chang
(Chang). Tr. 1538-39; Div. Ex. 482 at 10. In December 2009, a FINRA arbitration panel found
Lex, along with MS & Co. and Smith, jointly and severally liable for $805,110 in compensatory
damages following Chang’s customer complaint. Div. Ex. 514; see also Div. Ex. 444. The
arbitration panel concluded that there was “some definitive fault by . . . Chang and some fault by
... Mr. Lex, Mr. David Smith, and [MS & Co.],” and derided Lex for failing to diversify
Chang’s holdings. Div. Ex. 514 at 3-4.

Witnesses who Purchased Securities from Lex

Dr. Alice Forsythe (Forsythe) is a graduate of Las Pinas College and Jefferson Medical
College in 1974.° Tr. 1474. Forsythe first met Lex in the late 1970s and Lex began managing
funds in her and her husband’s retirement accounts, as well as the retirement accounts of Forsythe’s
colleagues. Tr. 1475-77. Forsythe instructed Lex to choose conservative investments in managing
her retirement funds. Tr. 1476. Forsythe did not read subscription agreements and other papers
closely because she knew that the early MS & Co. investments had performed well and Lex had
personally invested in them and recommended them to his family. Tr. 1514-15.

Forsythe has experienced serious health issues since 2004 and has been on disability for
some time. Tr. 1479-80, 1490. On Lex’s recommendation, Forsythe made the following
investments in MS & Co. private placements between 2004 and 20009:

Date Investment
December 17, 2004 $120,000 in TAIN
December 28, 2004 $45,000 in TAIN
January 23, 2006 $65,000 in FAIN
March 23, 2006 $55,000 in FAIN

% Due to a medical condition, Forsythe was permitted to testify by telephone from her home. Tr.
1473.
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January 9, 2007 $15,000 in FAIN
February 23, 2007 $50,000 in FIIN

April 24, 2007 $10,000 in TDM Verifier
July 10, 2007 $55,000 in Firstline
August 1, 2007 $35,000 in FEIN

August 7, 2007 $65,000 in Firstline
December 19, 2007 $20,000 in TAIN
January 7, 2009 $35,000 in TDM Verifier
February 17, 2009 $30,000 in TDMCable

Tr. 1477-83, 1485-88, 1497-98; Div. Ex. 2, Ex. 4k (as attached to Div. Ex. 2).

Forsythe trusted Lex and went along with his investment recommendations, relying on him
to manage her retirement money. Tr. 1495, 1515, 1517. Forsythe kept “less of an eye on Mr. Lex
because [she] trusted that [her] retirement account was reasonably secure.” Tr. 1505. Forsythe’s
investment goals for her retirement account remained conservative. Tr. 1478. Forsythe liked the
interest payments she received on her investments with MS & Co., but she believed that the
investments were safe, with low to medium risk. Tr. 1478-79, 1508-10. Forsythe could not
remember Lex ever telling her investments were high risk or that she could lose her entire
investment, or that he did not know about the investments underlying the notes. Tr. 1480-81, 1484.
Forsythe described Lex as always confident that the notes would be paid on maturity. Tr. 1479,
1484-85, 1488-90.

Forsythe only became concerned about her investments in 2009, but Lex assured her that
things would settle down and she would not lose her principal. Tr. 1489-91. The loss of her
investment forced Forsythe to sell real estate at a short sale for a loss and move to Florida. Tr. 1490.

Barbara Monahan (Monahan), a retired nurse, met Lex in 1988 when she began working
for a hospital at which Lex was advising hospital employees about saving for their pension
accounts. Tr. 780-83, 800. She began investing an amount from each paycheck into a pension
account in the mid-1980s, through a program started at the hospital where she was working. Tr.
782-84. She carried her pension account over when she transferred hospitals in 1988, and Lex
began handling the account. Tr. 782-84. By the time she retired from full time work in 2001,
Monahan was saving $250 from each paycheck. Tr. 783. Monahan knew nothing about
investments; she considered Lex a friend and trusted him and did what he recommended. Tr. 784-
85, 789-90, 800-01.

On Lex’s advice, Monahan invested in the following:

Date Investment
January 12, 2006 $125,000 in FAIN
July 31, 2007 $30,000 in Firstline
August 1, 2007 $80,000 in Firstline

38



Case 1:10-cv-00457-GLS-CFH Document 984-6 Filed 03/19/18 Page 40 of 120

January 16, 2008 $12,000 in FAIN
July, 2008 $15,000 in INEX

Tr. 786-87, 789; Div. Ex. 2, Ex. 4k (as attached to Div. Ex. 2). Monahan intended these
investments to be for her retirement. Tr. 787. Monahan remembers telling Lex that she did not
want high risk investments because she needed these funds to live on. Tr. 787.

Monahan has never heard the term accredited investor. Tr. 791. However, Lex’s office sent
her various forms to sign, including a Purchaser Questionnaire with questions relating to net worth,
income, and investment experience. Tr. 793; Div. Ex. 154 at 32. Monahan signed the
questionnaire, which is dated December 27, 2005, but does not know who filled it out and did not
read it thoroughly before signing. Tr. 790-93, 796; Div. Ex. 154 at 33. She did not remember Lex
ever explaining the document to her. Tr. 793. Monahan’s initials appear next to a statement
affirming that she had knowledge and experience in financial and business matters, and she
speculated that she signed it because she was instructed to by Lex. Tr. 795-96.

Monahan still has her retirement account with Lex but there is not much left in it, and she
believes Lex is working hard to recover her funds, but her losses have been substantial. Tr. 797-98.
At Lex’s suggestion she joined a lawsuit against NFS and received $20,000. Tr. 802. Monahan
feared she would lose her home if she did not recover some of her lost funds. Tr. 798. She has
suffered from tension, anxiety and loss of sleep.”* Tr. 798.

Lex acknowledged that Monahan relied on his advice, but believes she is educated and
experienced and that he made clear to her that these securities were not insured and had no
guarantees. Tr. 1543. Lex testified that Monahan accurately represented that she was “capable of
evaluating the merits and risks of an investment” on the Purchaser Questionnaire. Tr. 1544; see
Div. Ex. 154 at 33. Lex sold notes to Monahan, even though he knew she was an unaccredited
investor and the notes’ PPMs limited sales to accredited investors, because MS & Co. told him that
Regulation D, permitting sales to thirty-five unaccredited investors, was applicable. Tr. 1544-46.
Lex offered no evidence to support his claim that he often called Sicluna to check whether there
were fewer than thirty-five unaccredited investors already participating in an offering before
soliciting other unaccredited investors. Tr. 1617-19.

Dr. Marvin Weiner (Weiner) is a family physician and was previously a teacher and Peace
Corps volunteer. Tr. 730-31. He has an undergraduate degree from Rutgers University, a master’s
in broadcasting from Boston University, and has been a physician for almost thirty years. Tr. 731.
Weiner has scant experience in investments and had never heard of a private placement. Tr. 736-37.
He first met Lex in the late 1980s or early 1990s. Tr. 732.

By the late 1990s, Weiner had approximately $500,000 in his retirement accounts, and
Weiner discussed with Lex his desire to have his retirement nest grow through conservative
investments. Tr. 735-36. Lex sold Weiner:

> Monahan rose at 1:00 a.m. on January 29, 2014, the day that she testified. Tr. 798.
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Date Investment

July 7, 2004 $85,000 in FEIN
June 2, 2005 $120,000 in TAIN
June 10, 2005 $150,000 in TAIN

Tr. 738, 743-47; Div. Ex. 2, Ex. 4k (as attached to Div. Ex. 2). Lex recommended the investments
because they paid higher interest than Weiner’s retirement funds were earning. Tr. 737. Lex told
Weiner that the FEIN offering proceeds would be loaned to small companies that had good cash
flow and that interest would be paid and Weiner would be repaid the principal on maturity. Tr. 739-
40. Lex did not characterize these investments as risky or inform Weiner he could lose all his funds.
Tr. 744,

Weiner put the interest earned on the notes into an IRA account, and Lex periodically called
him and suggested investments Weiner could make using money from that account. Tr. 744-45.
After receiving such calls, Weiner made the following purchases:

Date Investment

January 1, 2006 $10,000 in FAIN
March 5, 2007 $15,000 in FEIN
November 20, 2007 $20,000 in FAIN
June 26, 2008 $20,000 in INEX

Tr. 744-47; Div. EX. 2, Ex. 4k (as attached to Div. Ex. 2). Lex referred to the PPMs of these
offerings as “stuff that the lawyers want in there just to protect themselves,” and he did not call
Weiner’s attention to disclosures in the PPMs about risk. Tr. 748, 778-79. In late 2008, Lex told
Weiner that MS & Co. was sending out letters explaining its financial problems and that interest
payments on the notes would be delayed. Tr. 749-50.

Weiner was awarded $270,000, plus six percent interest compounded annually from
October 8, 2008, to February 1, 2013, as the result of an arbitration action against Lex. Tr. 753-
54; Div. Ex. 520. As of January 31, 2014, Lex had not made any payment on the award and had
filed a motion to vacate. Tr. 756, 1539.

Witnesses in Support of Lex

Dr. Richard Bove (Bove), a medical surgeon and medical director of Independence Blue
Cross, has known Lex for forty years and has bought many types of insurance and securities
through him. Tr. 5544-45. Bove has invested his profit-sharing plan and IRA with Lex. Tr. 5545;
Div. Ex. 2, EX. 4k (as attached to Div. EX. 2).

Bove was an accredited investor and purchased MS & Co. pre-2003 alarm contracts. Tr.
5546, 5548-49. Bove invested:

$75,000 in FIIN on October 14, 2003
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$30,000 in FIIN on October 23, 2003
$210,000 in FEIN on March 3, 2004
$50,000 in FIIN on January 13, 2005
$35,000 in FAIN on January 23, 2006
$50,000 in TAIN on April 19, 2006
$50,000 in FAIN on July 18, 2006
$15,000 in FAIN on July 19, 2006
$15,000 in FIIN on February 1, 2007
$10,000 in Verifier on May 25, 2007
$15,000 in FAIN on November 19, 2007
$10,000 in Integrated Excellence on June 30, 2008
$10,000 in Verifier on January 5, 2009

Div. Ex. 2, Ex. 4k (as attached to Div. Ex. 2).>* Bove estimated that he lost about $400,000 in these
investments. Tr. 5555.

Before MS & Co. went into receivership, Lex told Bove that MS & Co. was having
problems, and that he would receive a letter and to call him when it was received.® Tr. 5551-52,
5556-57. Bove said he relies on and trusts Lex, and testified that if Lex was aware of problems with
FIIN, FEIN, TAIN, or FAIN, Lex would have told Bove about the problems. Tr. 5556-57.

Bove considers Lex a “wonderful friend,” honest, generous, and conscientious about helping
his clients invest and make money. Tr. 5545, 5554. He has received at least fifteen letters from Lex
with information and advice since MS & Co. entered receivership. Tr. 5552-54. Bove has talked
with the Receiver at least twice. Tr. 5558.

Respondent Thomas E. Livingston
Livingston attended Canisius College. Tr. 2223. He holds Series 7 and 63 licenses and has

been in the securities industry for thirty-five years.>* Tr. 2224, 5164. Livingston testified that he
brought an institutional client base to MS & Co. in October 1988 and eventually began a syndicate

%2 | have not included a $55,000 in TAIN on July 31, 2007, in the name of Lynn A. Bove Tod
Charles Austin Pickens. Div. Ex. 2, EX. 4k (as attached to Div. EX. 2).

%31t is not clear when this occurred. Tr. 5551.

> Livingston began his career with Fitton Cunningham and then was with Bache Halsey Stuart
Shields. Tr. 5166.
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department.® Tr. 5167-68; Div. Ex. 483. In December 1995, Livingston became senior vice
president, Syndicate Manager — Institutional and Retail Sales at MS & Co0.*® Tr. 5182; Div. Ex.
272. On January 2, 2004, Livingston purchased twenty percent of MS & Co. for $400,000. Tr.
2233, 5196; Div. Ex. 273. Livingston testified that as an owner he had no role in the firm’s
management, and he never received any firm profits. Tr. 5196-97. Livingston was treasurer and
director of MS Holdings, which was involved in most of the private placements, and his name
appeared in the PPMs. Tr. 2304-06.

Livingston’s office was ten feet from Smith’s office in Albany, and Livingston paid
attention to the major events at MS & Co. Tr. 2260, 5172. Livingston testified that Smith was his
supervisor and that he had no supervisory responsibilities. Tr. 5178. Livingston testified his salary
in 1995 was $110,000 and increased over time to $140,000; in addition, he received a percentage of
MS & Co.’s commission on syndicate transactions, and he was compensated by alseT.>’ Tr. 2311,
5178-88; Div. Ex. 272. Later he agreed that after he became a shareholder his salary increased to
about $264,000 a year, but in the spring of 2009, his compensation changed to straight syndicate
commissions. Tr. 5186-89, 5335-37; Div. Ex. 625. Livingston agreed that his salary from MS &
Co. and alseT had been about $66,000 a month. Tr. 5326.

Livingston denied that alseT was an affiliate of MS & Co. Tr.5320. For a while, alseT paid
Livingston $40,000 a month; Livingston put his total salary received from alseT at about $800,000.
Tr. 2311, 2318-19. Livingston’s capital contribution to alseT was the personal guaranty he gave on
any loans taken out by alseT, which was canceled when he was forced out of alseT.*® Tr. 2300-01,
5312-14.

Livingston testified that he had no role in creating the Four Funds, which were Smith’s idea;
he considered Smith a qualified portfolio manager based on Smith’s reputation, experience, and
successes, specifically in banking and municipal finance. Tr. 5202-07. Livingston was aware that
MS & Co. and its affiliates acted as placement agent, trustee, servicing agent, and the sole managing
member for the FIIN notes issued in September 2003.> Tr. 2238.

> Since October 2009, Livingston has been employed by Halliday Financial Group or HRC
Investment Services, Inc., a broker dealer, where he runs the syndicate department. Tr., 2225, 5172-
73; Div. Ex. 483.

% According to Livingston, he interfaced with Wall Street firms and got MS & Co. involved in
quite a few institutional transactions. Tr. 2230. He is on the board of the National Syndicate
Association. Tr. 5176-77.

> Livingston settled a law suit, Brown ex rel. McGinn, Smith & Co. v. Livingston, No. 1:10-cv-0739
(N.D.N.Y. June 24, 2010), concerning compensation during the period July 2008 through October
2009, for $120,000, with interest at three percent over five years. Tr. 2350; Div. Ex. 579.

*® Livingston signed the resignation of Newton Advisors as a managing member of various alseT
entities on February 4, 2008. Div. Ex. 274.

% This was true for each of the Four Funds. Div. Exs. 5-6, 9B, 12.
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Livingston stated he knew about a large number of the investments in the fund portfolios,
but he did not know the extent to which the funds were investing in either MS & Co. affiliates or
alarm contracts. Tr. 5209-11, 5225, 5346-47. Livingston claimed he did not know that Smith used
$2 million of the FIIN offering proceeds to redeem investors in a pre-2003 alarm note and claimed
that he only discovered near the end of 2007 that the Four Funds were investing in affiliates and
related parties. Tr. 2257-61, 2270. Livingston gave Smith a lot of investment ideas and attended
meetings at which investments were considered. Tr. 5209, 5211-13. Livingston was adamant that
he observed Smith doing due diligence on potential investments; as support, he referenced the
availability of in-house lawyers, accountants, Weisman, and persons at Pine Street Capital Partners
(Pine Street). Tr. 5214-16, 5222-24. Livingston testified that Smith called upon a wide variety of
people to help him perform due diligence. Tr. 2247.

Livingston received Financial and Operational Combined Uniform Single (FOCUS) reports,
which showed the financial condition of the firm, as well as other financial reports. Tr. 5199-5200.
He testified that he did not ask for financial statements because he had a pretty good working
knowledge of how much had been invested in some of the Four Funds’ investments and how those
investments were doing and could calculate the returns. Tr. 5226. From 2003 through 2005,
Livingston did not ask Smith for the following information for the Four Funds because he did not
think it was necessary: a list of investments held; an income statement or balance sheet; or whether
the funds were engaging in transactions with affiliates. Tr. 2258-59, 2261, 2263-64, 2269.
Livingston knew the Four Funds’ PPMs provided that note holders could obtain an annual statement
of operations consisting of a balance sheet and income statement, but never asked for that statement
himself. Tr. 2263-64.

Livingston stressed that he was not a retail broker; he estimated that he had about twenty-
five customers in his almost twenty years with MS & Co. Tr. 5171, 5245. He did not solicit retail
clients, but persons came to him wanting to buy the private placements. Tr. 5171. Livingston sold
some pre-2003 alarm notes. Tr. 2231. He denies that he sold all of the $3,894,000 of MS & Co.
offerings attributed to him in Palen’s report. Tr. 5243-44; Div. Ex. 2, Exs. 4m, 4n (as attached to
Div. Ex. 2). Palen’s report shows Livingston making fifteen sales of FIIN notes, totaling over $2.5
million from September 19, 2003, through March 4, 2004. Div. EX. 2, EX. 4m (as attached to Div.
Ex. 2). Livingston testified that he did not expect to receive commission on the private placements
atissue. Tr. 5239-40, 5260.

Livingston understood that as a broker recommending an unregistered private placement, he
was obliged to determine whether the product he was recommending was suitable for any client.
Tr. 2262. Livingston believes he did due diligence by talking to Smith, MS & Co.’s CFO, MS &
Co.’s general counsel, and by looking at some of the fund investments. Tr. 2262. Later he testified
he believed the funds were good for clients because he knew the funds’ investments. Tr. 5227-28.
Livingston conducted due diligence on FIIN by looking at the documentation, which was not much
because FIIN was a new entity, and knowing the background of Smith. Tr. 2241-43.

Livingston stated that he did due diligence on the TDM Cable Trust 09 offering by making

sure that assets were purchased and that the debt service return fund was in place and was being
funded post-transaction. Tr. 5253. He also had a wide variety of conversations with a number of
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people and kept a due diligence file. Tr. 5254. He also did fairly extensive due diligence of TDM
Luxury Cruise. Tr. 5254-55.

Livingston does not recall receiving an April 23, 2007, email from Smith outlining the need
to restructure the Four Funds “ASAP” so as to raise capital. Tr. 2264-67; Div. Ex. 623. Smith’s
memorandum states, “[w]e need to find a way to extend maturities of existing notes so that the
entity retains its capital base and gives the impression that it is an operating business.” Div. Ex.
623.

Livingston denied knowledge of having to replace customers who wanted to redeem shares.
Tr. 2319. However, in May 2007, he had a customer who wanted to liquidate and Sicluna asked
him if he had buyers for the customer’s TAIN investments. Div. EX. 631. When he did not,
Sicluna, copying Livingston, emailed Smith to ask if the notes should be sent out to the brokers to
sell. Id.; Tr. 2319-20.

Livingston acknowledged that the funds” PPMs did not disclose that the offering proceeds
would be used to fund investments in which Smith had an ownership interest, though such a
transaction was not precluded. Tr. 5322-24. In February 2007, alseT’s CEO asked Livingston
about funding issues at alseT. Tr. 5300-02; Div. Ex. 666. Livingston testified that alseT’s CEO and
Smith were in negotiations for funds. Tr. 5302. Smith wanted to cut back despite alseT’s need for
funds. Tr. 5303-05. These negotiations between alseT’s CEO and Smith often went through
Livingston. Tr. 5302-03, 5309. On February 28, 2007, Livingston told alseT’s CEO that funding
was coming to alseT from three of the Four Funds. Tr. 5307; Div. Ex. 668. By this time,
Livingston knew that the Four Funds’ investment in alseT was substantial, around 10% of the
overall Four Funds’ portfolio. Tr. 5307, 5309. Livingston was not concerned about how alseT
loans would impact investors in the Four Funds because alseT was so close to being funded from
other sources. Tr.5311-12.

On June 22, 2007, Livingston emailed alseT’s CEO stating that if alseT’s counsel believed
that MS & Co.’s financing of alseT was a conflict of interest then it may raise disclosure issues. Tr.
5319-20; Div. Ex. 667. On June 29, 2007, alseT’s counsel emailed Livingston, stating that if alseT
did not receive funding, and MS & Co. disclosed the loans to alseT, MS & Co. would potentially be
open to lawsuits “under federal and state securities laws, as well as for breaches of fiduciary duties.”
Tr. 5329-33; Div. Ex. 620. In the same email alseT’s counsel asked if investors in the Four Funds

knew about the Four Funds’ interest in alseT, and Livingston replied that it was a loan consistent
with other loans. Tr. 5333-34; Div. Ex. 620.

McGinn and Smith asked Livingston to leave alseT around December 20, 2007. Tr. 2271-
72. Livingston maintains that this is when he learned that: there was a lack of cash flow from the
Four Funds’ investments; the Four Funds were worth less than one half of what was owed to Four
Funds’ investors; and the Four Funds’ investment in alseT, which he knew was $8.8 million,
amounted to ten percent of the Four Funds’ total invested capital. Tr.2271-75.
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In December 2007,% Livingston sent a memo to McGinn and Smith. Div. Ex. 585 at 4.
Livingston stated that the funds under MS & Co.’s “control have combined losses approaching
some $45 million dollars,” and highlighted the Four Funds’ $20 million dollar investment in
Coventry, which he characterized as containing “HUGE conflicts.” Id. Livingston also raised the
issue of whether “obvious conflicts” between the Four Funds and alseT should have been discussed
before the loan was made. Id.; Tr. 2289-90. Livingston later testified that his memo did not mean
$45 million dollars in losses, but instead $45 million dollars in non-performing assets, and he
thought conditions were not caused by any wrongdoing on the part of Smith. Tr. 5249-50.
Livingston did not share his concerns about MS & Co. and the Four Funds with any clients,
prospective investors, or registered representatives. Tr. 2293-95, 2312-18.

Livingston received Guzzetti’s emails to all brokers, but he did not consider himself a retail
broker and did not usually attend meetings of brokers, including the meeting of January 8, 2008. Tr.
2294, 2321, 2328. However, in November 2008, he responded to Guzzetti’s email with a message
to all brokers:

Andy is right on one account now is the time to reach out to our clients and convey
confidence and direction! To steal a phrase from Andy this is not a time to convey
“bullshit” as the investing public is getting enough of that from the major firms!

Tr. 2329; Div. Ex. 135. Livingston stated that where his email referred to “confidence and
direction,” he meant that in reference to the markets in general, not to MS & Co. Tr. 2329-30.

Livingston denied knowing that McGinn and Smith were taking funds from the Trust
Offerings’ proceeds, but in testimony to FINRA he acknowledged that Rees told him they were
“pulling money out of TDM or Verifier.” Tr. 2308-10.

On February 24, 2009, Smith emailed Livingston:

I am forwarding this Friday’s payroll, which is approximately $182,000. Dave rees
informs me that we have $75,000 of payables that can’t be put off. We have
approximately $30,000 to meet the above. 1 really don’t know how we are going to
survive.

Tr. 2331; Div. Ex. 396. Livingston testified that at that point, he knew that revenue had fallen off
very sharply, but believed that Smith had vast wealth that he could inject into MS & Co. to fix short
term problems. Tr. 2332.

Livingston denies receiving commissions on five sales of MS & Co. offerings in 2008 and
2009. Tr.5180-81; Div. Ex. 2, Exs. 4m, 4n (as attached to Div. Ex. 2).

On March 19, 2009, Livingston resigned from the boards of MS & Co. and all affiliates and
as secretary of MS & Co., but he continued his association as a broker and remained a shareholder.

% The memo is dated October 22, 2007, but Livingston testified that it was written in December
2007. Tr. 2286-88; Div. Ex. 585.
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Tr. 2335-39; Div. Ex. 567. Livingston sold $135,000 of TDMM Cable 09 11% to William Carroll
on June 5, 2009, and did not mention any financial problems at MS & Co. Tr. 5338-41; Div. EX. 2,
Ex. 4m (as attached to Div. Ex. 2).

On October 15, 2009, Livingston resigned from MS & Co. and ended his association with
all related entities. Tr. 2346-47; Div. Ex. 276.

Witnesses who Purchased Securities from Livingston

Daniel Ferris (Ferris) and his wife, using retirement funds, purchased a total of $130,000
of FIIN notes on January 9, 2004, and a total of $50,000 in TAIN notes on December 14, 2004,
with Livingston, a close friend, as their broker. Tr. 28, 30-32, 34-35, 37, 44, 46, 53; Div. EX. 2,
Ex. 4m (as attached to Div. Ex. 2). Livingston did not tell Ferris that these were risky
investments or that some of his funds would be going into an investment in which Livingston
had an ownership interest. Tr. 32, 36, 59. Ferris received the PPM for the TAIN offering and
signed a subscription agreement that stated he had read the PPM, even though he had not. Tr.
50, 54-56; Livingston. Exs. 63, 113. The subscription agreement, which he is not sure he
actually read, stated that he was aware the purchase was a speculative investment involving a
high degree of risk, and that he could bear the risk of loss. Tr. 49, 54-60; Livingston. Ex. 63.
Ferris and his wife made the following purchases:

Date Investment

January 9, 2004 $130,000 in FIIN
December 14, 2004 $50,000 in TAIN
January 27, 2006 $60,000 in FAIN

November 14, 2007 $25,000 in TDM Luxury Cruises
$75,000 in McGinn Smith Transaction Funding
October 30, 2008 (MSTF)

Tr. 37, 40, 42-43; Div. EX. 2, Ex. 4m (as attached to Div. Ex. 2). Livingston did not tell Ferris in
October 2008 that MS & Co. was experiencing financial difficulties, that the Four Funds had
suspended redemptions, or that MSTF was created to invest in other McGinn Smith entities. Tr.
43-44,

David Lafleche (Lafleche) was a close friend of Ferris and Livingston, and Livingston
was his broker at MS & Co. Tr. 88, 101-02. Lafleche trusted Livingston and told him several
times that he wanted conservative, safe, and secure investments. Tr. 85, 89, 92-93, 107, 134. On
December 10, 2004, at Livingston’s suggestion, Lafleche invested $10,000 of his IRA funds in a
TAIN note paying 10.25%. Tr. 84, 89; Div. Ex. 2, Ex. 4m (as attached to Div. Ex. 2).

Lafleche went to Livingston’s office and signed documents. Tr. 87. Livingston told

Lafleche to change his net worth figure from $250,000 to $1 million on an application. Tr. 90-
91, 128-29; see Div. Ex. 633 at 4. Lafleche assumes the change was made in order to allow him
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to make the investment.®® Tr. 91, 129. Lafleche does not remember receiving the PPMs or
reviewing the risk disclosures within the PPMs. Tr. 86-88, 113-14, 117. Livingston did not tell
Lafleche that his investment was risky or that he could lose his investment. Tr. 84-85, 89.
Lafleche remembers that Livingston told him at some point that interest on his notes was being
suspended and delayed. Tr. 122. Lafleche did not question Livingston about this development
because he trusted Livingston and had no investment experience. Tr. 124-25.

Lafleche also purchased a $25,000 MSTF note on October 30, 2008, and a $20,000 TDM
Cable note on January 29, 2009. Tr. 42-43; Div. Ex. 2, Ex. 4m (as attached to Div. Ex. 2).

Witnesses in Support of Respondent Livingston

Andrew W. Halliday (Halliday), who has a law degree, is President of Halliday Financial,
an Albany-based family wealth-management and investment firm. Tr. 5914-16. Halliday has
worked with Livingston at Halliday Financial for about five years. Tr. 5914. Livingston generally
does not handle retail sales at the firm. Tr. 5916. Halliday believes Livingston has integrity and a
strong reputation for truthfulness among persons in the capital market community, where keeping
your word is essential for success. Tr. 5922-23.

Thomas Richard Kendrick IV (Kendrick) is co-head of equity capital markets at
brokerage and investment banking firm Stifel Nicolaus Financial. Tr. 5279, 5282-85. Kendrick had
known Livingston for over ten years and trusted him; because of that trust, he did business with
Livingston while Livingston was associated with MS & Co. including with a deal called Tortoise
Energy Infrastructure. Tr. 5282-83. Kendrick has continued to work with Livingston even after
Livingston joined Halliday Financial, and recently included Halliday Financial as a co-manager of
underwriting for a deal, which is an unusual and noteworthy responsibility for a small firm. Tr.
5285, 5288. Kendrick believed that Livingston has “a wonderful reputation in the industry,” and
they both are on the Syndicate Association of America’s board. Tr. 5289.

Yoav Millet (Millet) graduated from Tel Aviv University with a dual degree in economics
and accounting. Tr. 5854. He worked for alseT from May 2005 to early 2008 and since 2013 has
been a managing partner in the investment banking side of Halliday Financial, where he works with
Livingston. Tr. 5852, 5865, 5910; Livingston Ex. 120. During his testimony, Millet explained
Livingston’s role at alseT, and described Livingston as “incredibly important” in alseT’s
establishment and dealings, which he characterized as sophisticated. Tr. 5863-65, 5874-75.

81 Livingston testified that Smith told him that a certain number of unaccredited investors could
participate in the TAIN offering. Tr. 2352. Livingston acknowledges that Lafleche was not an
accredited investor and denies marking the purchaser questionnaire to make it appear that he was or
asking Lafleche to do so. Tr. 2352-56; see Div. Ex. 633 at 4-5.
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Respondent Brian T. Mayer

Mayer, a 1995 graduate of the University of Rhode Island, holds several securities
licenses.®> Tr. 3239; Div. Ex. 484. Mayer has participated in the securities industry since 1995.
Div. Ex. 484. He became associated with MS & Co. in 2001 and MS Advisors in 2006.%% 1d.. The
2008 Supervisory Manual lists Mayer as registered operations principal, supervisory principal, and
manager of the New York City Office. Div. Ex. 329 at 47.

Mayer worked out of the New York City office and was branch manager and senior vice
president from 2002 to 2009. Tr. 3245-46. As branch manager, Mayer supervised the registered
representatives in that office, except as to sales of private placements. Tr. 3247-48. Mayer attended
due diligence meetings on investments with Smith, and Smith asked him to represent a MS & Cao.
fund at a board meeting of that fund’s investment, CMet. Tr. 4980-81, 5003. Mayer testified that
Smith decided on all of the Four Funds’ investments, but he had help from others. Tr. 3270-71,
4980.

In his investigative testimony, Mayer stated he always reported to Smith and after 2004, he
also reported to Guzzetti for day-to-day activities. Tr. 3258-59. At the hearing, Mayer testified he
only reported to Smith. Tr. 3255-56. Mayer was not a member of the MS & Co. board. Tr. 3397-
98. Mayer sold some of the pre-2003 alarm contracts. Tr. 3263-64. Mayer sold $3,042,000 of the
Four Funds and Trust Offerings and received $122,455 in commissions. Div. Ex. 2, Exs. 40, 4p (as
attached to Div. Ex. 2). Members of his family invested in the private placements at issue. Tr.
5016.

Mayer has known since he entered the industry that he had “to understand the product, the
characteristics of the product, what its makeup is, what the risks are and rewards are, all the things
that go into the product,” and his understanding had to be extremely detailed. Tr. 4995-96, 5006-07,
5009. When asked to identify who besides Smith and MS & Co. persons presented information at
the sales meetings, Mayer named Mario Bustamonti, a cable company operator, among others. Tr.
4997-5000. He also mentioned going to a Friedman Billings conference and being able to ask
questions to a network of Wall Street connections. Tr. 4980-81, 4998. Mayer testified that he did
the required analysis, but he did not understand that he was required to document all that he did. Tr.
4996-97, 5002.

62 Mayer uses “we” to refer to himself, Rabinovich, and Rogers. At the end of 2009, the three men
joined Dinosaur, a current broker-dealer, and formed RMR Wealth Management. Tr. 1912-13,
2148, 3674.

% In 2002, Mayer’s salary was $100,000, later $60,000, with a 2% override on retail commissions
generated by the New York City office. Tr. 3260-61. Mayer worked in a training program at
Oppenheimer & Co. after college and then was a representative registered with M.S. Farrell & Co.;
Trautman, Kramer & Co.; Comvest Partners, Inc.; Mercer Partners Inc.; and Paulson Investment
Co.; before joining MS & Co. in 2001. Div. Ex. 484 at 7; Tr. 3240-41. On November 24, 2003,
Mayer settled a customer complaint with FINRA for $20,000. Div. Ex. 484 at 15. The
complaint was for failure to supervise an OTC equity. Id.
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Mayer defines due diligence as what an investment banker does, i.e., background checks,
review of financial statements, and looking at management, to determine if they want to recommend
the product to clients. Tr. 5007-08. He believed that MS & Co. had conducted reasonable due
diligence on the private placements. Tr. 5021. No one ever told him that a registered representative
had to do the same level of due diligence as an investment banking department. Tr. 5008-009.

Mayer did not see any red flags in the FIIN PPM. Tr. 4990. He testified, however, that he
did take extra time and was more cautious in examining the Four Funds offerings. Tr. 4994-95. He
read the PPMs, he went to the sales meetings and took notes, and he spent endless hours in
discussions about the Four Funds with Rabinovich and Rogers. Tr. 4994-95, 5055-68. When he
presented any of the private placements to clients, he reviewed the PPM, pointed out the risks, and
explained that higher interest meant higher risk. Tr. 5015. Mayer testified that he never claimed the
private placement investment was guaranteed. Tr. 5015. Mayer believes that the interest on MS &
Co.’s private placements was reasonable, given the returns on similar investments during 2003
through 2009. Tr. 5015.

Mayer testified that he saw some type of financial statements for the Four Funds in 2004
and 2005. Tr. 3327-28. In his investigative testimony, Mayer stated that he was never given a
balance sheet for the Four Funds, and Mayer later confirmed that testimony at the hearing. Tr.
3328-29, 4982. Mayer testified that Shea sent him a FOCUS report in 2009. Tr. 5141. Mayer
stated that Smith, Rees, and McGinn never refused his request for information about the Four Funds
or the Trust Offerings. Tr. 5028. He did not recall seeing information regarding the total assets of
any of the Four Funds as compared with its notes payable. Tr. 3329-31.

Mayer knew MS & Co. had been in business since 1980 and was successful in alarm and
middle market type transactions. Tr. 3271. He knew the PPM allowed for investors to get copies of
statements of operations consisting of balance sheets and income statements, but he does not recall
any of his clients requesting the information. Tr. 3274. Mayer testified that cash flow information
was very important and from time to time Smith or Rees would give some ideas of cash flow
coming into the portfolio. Tr. 4981-82, 4987; RMR Ex. 229. Mayer testified that he saw the type
of cash flow information in evidence, a 2004 FIIN income analysis, but he could not say he received
the document. Tr. 4983. Mayer did not answer whether he ever asked Smith or Rees for cash flow
statements. Tr. 4981-82. Mayer did recall seeing a balance sheet, which he did not consider
helpful, and he did not see an income statement because he did not think them relevant. Tr. 4981-
83, 4986. Mayer testified that a balance sheet value is only important at liquidation; it has nothing
to do with whether investors get paid interest. Tr. 5117-18.

Mayer sold $25,000 of FIIN 10.25% to Moshe Schwartz on October 15, 2003, and $275,000
of FIIN 10.25% to Gary Von Glinow on October 18, 2003. Div. Ex. 2, EX. 40 (as attached to Div.
Ex. 2). When he made those sales, he was not sure if FIIN had made any investments. Tr. 3277.

Mayer stated that some answers he gave at his investigative testimony differ from his
present testimony because at that time he was not familiar with the terms “independent
investigation” or “due diligence” with respect to a registered representative. Tr. 3336, 3361. Mayer
gave investigative testimony that clients asked him what the Four Funds were going to invest in but
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that he did not provide them with information because he “didn’t have specific investments.” Tr.
3290. Mayer testified that he always gave clients examples of investments in an offering, but did
not give them a list of specific investments. Tr. 3292. At the hearing Mayer testified that in the
period from 2003 through 2007 he knew many of the Four Funds’ investments.®* Tr. 3278-89.

In investigative testimony, Mayer testified that he would have been upset if he had known
that the Four Funds were making loans to alseT because venture capital investments did not
generate yields. Tr. 3323-24. He also testified that he did not know the structure of alseT or that
funds had been loaned to alseT. Tr. 3462. However, at the hearing, Mayer testified that he did not
consider alseT a venture capital investment because he understood that the partners gave personal
guarantees and there were pledged assets.®® Tr. 3322-23. Mayer also testified he knew MS & Co.
funds were being invested in alseT. Tr. 3305-06. Mayer thought alseT was being backed by
Deutsche Bank and that investing in alseT was within the guidelines of the PPMs of the Four Funds.
Tr. 3306-09. Mayer testified that he knew the top holdings in the Four Funds and he was
comfortable that Smith was going to be able to earn the promised interest. Tr. 3346, 3355. Mayer
did not recall that one of FIIN’s top holdings in 2007 was a $2.2 million investment in alseT, and he
could not recall whether Smith had told him before January 8, 2008, that Smith had invested $4
million of FAIN funds in alseT. Tr. 3349, 3352. Mayer did not learn that the Four Funds had $8
million invested in alseT until the meeting on January 8, 2008. Tr.5126.

In his investigative testimony, Mayer was asked about diversity of investments among the
Four Funds’ holdings and he answered that he did not know the actual portfolios of the funds. Tr.
3354. At the hearing, Mayer testified that he told customers that the funds were making different
investments. Tr. 3353. The basis of his statement was the information, including reports and lists
of holdings that Smith provided. Tr. 3356. In his investigative testimony, Mayer testified that he
had no information about the portfolios of the Four Funds when he sold notes to the Von Glinows,
he represented they were diversified because brokers were told they were going to be diversified,
and he did not independently investigate whether they were diversified but relied on the investment
banking department. Tr. 3358.

Mayer defined redeeming as refinancing. Tr. 5097. In his view, at maturity, every fixed
instrument offering has to be refinanced some way or another. Tr. 5103-04. Mayer testified that
when these private placements reached maturity, like any other fixed instrument, they could be
redeemed by (1) reselling the investment; (2) selling off assets to pay for the redemption; or (3)
amortizing (paying down principal with earnings) over time. Tr. 5097-5104. The private
placements at issue here were not structured to have earnings set aside for redemptions. Tr. 5098.
In the past, MS & Co. had used reserve funds when attrition in contracts was expected to be high.
Tr. 5066-68.

% The names of the investments Mayer mentioned are Dicania, Pali Capital, CMet Financial, Pine
Street, CMS Financial, Palisades Pictures, Aquatic Development, alseT, Deerfield Capital, and GSC
Capital. Tr. 3278-88.

% Mayer describes venture capital as an investment that has a higher degree of possibility of not
working. Tr. 3322.
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In his investigative testimony, Mayer testified that he viewed the conflicts of interest
described in the Firstline PPM as similar to those in former MS & Co. offerings. Tr. 3442-44.
Mayer knew the PPMs stated that the private placements were illiquid and that an investor could
lose principal. Tr. 5029. Mayer testified that he never heard that a broker had to find a replacement
investor before an existing investor could redeem; his clients were always able to redeem. Tr. 3373,
5028-29. In his investigative testimony, however, he acknowledged speaking to brokers about the
instruction, and that if a client wanted to redeem the broker had to create a market. Tr. 3373-74.
According to Mayer, close to maturity, Sicluna sent out letters to registered representatives asking
whether the client wanted to redeem or roll the maturing notes over. Tr. 3376-78. If a client chose
to redeem and the broker did not have another client, the security would be put out to the sales
force; Mayer considered MS & Co.’s attempts to sell the private placements in the secondary
market as an accommodation to investors; he insisted that a registered representative did not have to
make a sale to redeem a security. Tr. 3376-84, 5028-29.

Smith targeted investments that yielded more than 12% interest; Mayer testified that
historically the alarm contracts and Four Funds’ investments achieved this return. Tr. 3333-34.
When he sold the Four Funds, Mayer did not know that each fund had invested in Exchange
Boulevard.®® Tr. 3327; Div. Ex. 2, Ex. 14 (as attached to Div. Ex. 2). Mayer argues that he could
not be expected to do a detailed examination of every investment held by a fund he recommended to
a client and that at some point there has to be reliance on the fund manager’s reports and the
payment of regular interest. Tr. 3344-46.

Mayer considered the Four Funds offerings as Regulation D offerings, allowing up to thirty-
five unaccredited investors despite language in the PPMs that “[t]he notes are being offered only to
‘accredited investors’, as that term is defined by Regulation D under the Securities Act.” Tr. 3362,
3364; Div. Ex. 12 at 3. Mayer testified his practice is to focus on accredited investors. Tr. 3363.

Mayer did not consider the information he received at the meeting of January 8, 2008, as a
red flag because at that time, all types of securities were having problems. Tr. 5030-31. Smith
described areas where the portfolio was stressed or impaired, but Smith stated it was a temporary
issue. Tr. 3384-85, 5030. Smith stated that cash flow was sufficient to pay interest on the Four
Funds’ senior and senior subordinate notes but not on the junior notes. Tr. 5030. Mayer does not
remember learning of any intra-fund loans or that the Four Funds had purchased alarm contracts
from the McGinn Smith Security Alarm trust at the meeting. Tr.3386-87.

Mayer testified that he spoke to all his clients about the January 8, 2008, meeting.®” Tr.
3391. On January 22, 2008, Renney Thomas (Thomas) asked Mayer if he could find “a match for
$16,000 worth of TAIN 10.25% Junior Debt.” Div. Ex. 87. The five-year note had not matured.
Tr. 5039. On January 29, 2008, Thomas informed Mayer that he was willing to sell TAIN for
ninety cents on the dollar. Tr. 3392; Div. Ex. 88. On January 31, 2008, John Lawson (Lawson)

% Exchange Boulevard was a business run by Larry Tedesco involving golf. Tr. 3744.

87 When Mayer testified the second time, he stated that he informed his junior note clients about the
interest reduction. Tr. 5032.
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emailed Mayer with questions about his holdings in FEIN, including whether the principal was in
danger. Tr. 3392-94; Div. Ex. 91. Mayer did not recall how he responded to Lawson’s questions,
particularly about the principal. Tr. 3394-95.

Mayer was aware that Rabinovich’s father loaned $600,000 to Firstline. Tr. 3409. Mayer
was told to structure it as an investment. Tr. 3410. On April 23, 2008, Mayer made three sales of
Firstline 11B for a total of $100,000. Div. EX. 2, Ex. 40 (as attached to Div. Ex. 2).

Two clients informed the Division that they trusted Mayer and did not blame him for what
happened on their private placement investments. Tr. 5075-76. Other clients have submitted
affidavits supporting Mayer. Tr. 5075-76.

Witnes