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BANKING COMMISSIONER'S COMMENTS 

Change i n  the  f inancial  services industry continues to  confront us. As banks, 
brokerage firms and insurers o f f e r  more services and products, the question of 
supervisory responsibi l i ty  becomes more prominent. This edi t ion of the Securi t ies  
Bul le t in  contains an a r t i c l e  addressing the question of supervisory responsibli ty.  
I believe t h i s  a r t i c l e  w i l l  c l a r i fy  many points ra ised regarding the  responsibi l i ty  
of broker-dealers and investment advisers to  supervise those who o f f e r  services 
and products to  the investing public. I n  short ,  we expect proper.supervision of 
s ecu r i t i e s  personnel. 

Another a r t i c l e  addresses the presently unregulated government secur i t i es  
market which recently experienced some notable fa i lu res .  Because the collapse of 
a few government secur i t i es  firms resulted i n  unforseen consequences, I think tha t  
i t  is time to  consider adequate regulation of these i n s t i t u t i ons .  We support the  
e f f o r t s  of the Legislation Committee of the North American Securi t ies  Administrators 
Association (NASAA) t o  develop a policy i n  t h i s  area. 

1 This issue of the Securi t ies  Bul le t in  a lso highl ights  the increased 

I 
a t t en t ion  which the Department of Banking is giving t o  various arrangements under 
which Individual Retirement Accounts a r e  marketed t o  the investing public. An 

I Investor Alert out l ines  questions t o  ask i n  choosing a f inanc ia l  planner. This 
ed i t ion  a l so  contains information t o  help the brokerage industry t o  comply with 
s t a t e  s ecu r i t i e s  laws, including the no t i f ica t ion  and t ransfer  procedures to  be 

I followed by reg is t ran ts  ceasing t o  do business. Also included i s  information on the 
procedure t o  be followed by reg is t ran ts  requesting an extension of time to  f i l e  
t h e i r  annual f inanc ia l  statements. 

A continuing concern of s t a t e  secur i t i es  administrators i s  the  imposition of 
appropriate sanctions for  documented violations of the "blue sky" laws. An a r t i c l e  
i n  t h i s  edi t ion points up the need f o r  greater s ta tu tory  f l e x i b i l i t y  i n  disposing of 
s ecu r i t i e s  violat ions  and sheds fur ther  l i g h t  on the administrative process before 
t h i s  agency. 

During my tenure as  Banking Commissioner, the respons ib i l i t i es  of the Secur i t i es  and 
Business Investments Division have grown considerably. I envision tha t  both federal  
and s t a t e  s ecu r i t i e s  regulators w i l l  encounter new challenges i n  properly regulating 
dynamic, complex and swif t ly  changing markets. It has been my experience tha t  
adherence t o  a policy that  mandates f u l l  disclosure of relevant information enhances 
investor protection. I also believe tha t  a functional approach i n  regulating the 
f inanc ia l  services industry is sensible ,  p rac t ica l  and provides a durable solut ion 
t o  many exis t ing regulatory problems. In  the fu ture ,  I think investor education 
and a balanced, coherent and orderly implementation of the s t a t e  secur i t i es  laws 
should be the overriding concerns of t h i s  s t a t e ,  NASAA and other jurisdictions.  



This edi t ion of the Securi t ies  Bul le t in  w i l l  be published during my l a s t  week 
a s  Banking Commissioner, since I have resigned my o f f i ce  e f fec t ive  September 12 ,  1985. 
The publication of the Bul le t in  was an important object ive of mine when I f i r s t  took 
of f ice .  I f e l t  i t  was important to  keep the industry  wel l  informed of Connecticut's 
laws, pol ic ies  and procedures. I sincerely hope t h a t  you have found and w i l l  
continue to  find the Bul le t in  useful.  

The Secur i t i es  and Business Investments Division of the  Department of Banking 
has undergone some subs tan t ia l  and posi t ive  changes i n  the past  few years under the  
very capable leadership of my appointee, Division Director Caleb Nichols. To the 
s t a f f  of the Securi t ies  and Business Investments Division and the industry,  I s incerely  
hope tha t  my tenure has contributed to  the success of t he  Division and has provided 
f o r  the kind of posi t ive  re la t ionship tha t  ought to  e x i s t  between the regulator  
and the regulated industry. 

BANKING COMMISSIONER 



ANNOUNCEMENTS 

Banking Commissioner Resigns 

Commissioner Brian J. Woolf resigned h i s  posit ion with the Department of Banking 
e f fec t ive  September 12, 1985. During h i s  3 112 year tenure as  Banking Commissioner, 
he i n i t i a t e d  several  changes i n  s t a t e  supervision of the  banking and secu r i t i e s  
industry. He w i l l  assume new employment as Senior Vice-President of The Richard 
Roberts Group, Inc. of Avon, Connecticut on October 1, 1985. 

From January 1978 t o  December 1981, Commissioner Woolf served a s  Executive 
Assistant/Counsel to the Banking Commissioner. During t h i s  period, he was sub- 
s t a n t i a l l y  involved i n  administering the Connecticut Uniform Securi t ies  Act, t he  
Connecticut Business Opportunity Investment Act, the  Connecticut Tender Offer Act 
and the s t a t e  c r ed i t  union laws. 

The s t a f f  of the  Securi t ies  and Business and Investments Division takes pride 
i n  the leadership exercised by Commissioner Woolf and wishes him wel l  i n  h i s  fu ture  
endeavors. 

Tom Dolan and William Olesky were promoted from the posi t ion of Examiner I 
t o  Examiner I1 on September 13, 1985. 

Appointments t o  the Banking Commissioner's 
Advisory Committee on Securi t ies  

On May 29, 1985, Commissioner Woolf appointed Stephen If. Solomson, Esq. of 
t he  law firm of Danaher, O'Connell, Attmore Tedford & Flaherty, P.C. of Hartford 
and Robert Googins, Executive Vice-President of Connecticut Mutual Life Insurance 
of Hartford, to  the Advisory Committee to  the  Banking Commissioner on the Connecticut 
Uniform Securi t ies  Act. 

M r .  Solomson i s  a graduate of the University of Connecticut Law School, and 
holds a B.A. i n  h i s tory  from Providence College. Over the  years, he has held the 
posit ions of Assistant Prosecuting Attorney i n  Windsor, Connecticut, Assistant S ta te ' s  
Attorney, Economic Crime Unit, Connecticut Division of Criminal Jus t ice ,  Wallingford; 
and National Manager, Special Invest igat ive Unit, fo r  Commercial Union Insurance 
Companies of Boston, Massachusetts. M r .  Solomson i s  a lso a member of the American, 
Connecticut and Hartford County Bar Associations, Connecticut Defense Lawyers 
Association, Defense Research Association and Board of Directors, Chrysalis Center, 
Inc . 

M r .  Googins holds a B.S. and J.D. from the University of Connecticut, an MBA from 
the University of Hartford and a CLU from the American College of Life  Underwriters. 
Over the years, he has held the  posit ions of Member, Securi t ies  and Exchange Com- 
mission Advisory Committee; Governor-at-Large, Board of Governors, National Asso- 
c i a t i on  of Securi t ies  Dealers, Inc.; Member, Board of Governors, Association of Life  
Insurance Counsel; Chairman, National Association of Insurance Commissioners. 
Industry Advisory Committee to  the Agents; Chairman, Legal Section, American Council 
of L i fe  Insurance; and Director, Legal Aid Society. 



ADVISORY INTERPRETATION ISSUED ON 
SECURITY STATUS OF INDIVIDUAL 

RETIREMENT ACCOUNT PROGRAM - 

Text of Advisory Interpreta t ion 

The Department of Banking has received your l e t t e r s ,  with enclosures, con- 
cerning the above captioned matter. The information contained i n  your cor- 
respondence is incorporated by reference herein. 

As I understand them, the pertinent f a c t s  a r e  as follows. In  1980, you 
formed the Association. The purpose of the Association i s  to  s e l l  IRA plans 
through commissioned salespersons i t  employs. Such salespersons would v i s i t  
various companies and attempt to  s o l i c i t  IRA contributions through payrol l  
deduction. Contributions may also be made by bank d ra f t  or c r ed i t  card. No 
minimum contribution would be required. Client funds would be aggregated to  
achieve a yield of a t  l e a s t  15 114 percent the f i r s t  year and a guaranteed 
"Preferred Customer Large Deposit bulk ra te"  thereaf ter .  Cl ients  making IRA 
contributions would pay an administrative fee  of 8 percent per year fo r  a 10-year 
period. Since the t o t a l  f ee  would be payable i n  the f i r s t  year, c l i e n t s  would 
pay 80 percent of t h e i r  f i r s t  year contribution t o  the Association. I n  addit ion,  
c l i e n t s  would be required t o  pay an addit ional maintenance f ee  of $2.50 per month, 
s t a r t i n g  with the 13th month. The Association would have an account a t  a bank 
on which i t  would draw commission checks f o r  i t s  salespersons and in to  which c l i en t  
funds would be deposited. Client funds would be wired out to the  Brokerage Firm. 
A l l  investments through the Brokerage F i r m  would have an independent insurailce 
guarantee return of 100 percent of principal plus i n t e r e s t .  An en t i t y  cal led 
Corporation would act  as  sponsor for  the plans. XYZ, an e n t i t y  which "merged" 
with the Association, would act  as custodian. Your correspondence indicates  that  
the  Association would act  as  depository fo r  the IRAs; would send out quar ter ly  
statements, and would provide personal loans and mortgages to  i t s  c l i en t s .  The 
Association intends to  market i t s  program by mail, telephone or  i n  person. There 
i s  no indicat ion tha t  the Association i s  a bank. 

I n  your l e t t e r ,  you inquire  whether the a c t i v i t i e s  outlined above would involve 
the o f f e r  or  s a l e  of a "security" within the meaning of Section 36-471(m) of the 
Act. Section 36-471(m) of the  Act defines the term "security" t o  include "any. . . 
investment contract ."  I n  SEC v. W.J. Howey Co., 328 U.S. 293, 66 S. Ct. 1100, 
90 L. Ed. 1244 (1946). the United States  Supreme Court defined the term "investment 
contract" to  mean "a contract ,  t ransact ion or  scheme whereby a person invests  h i s  
money i n  a common enterpr ise  and i s  led to  expect p ro f i t s  so le ly  from the e f f o r t s  of 
the promoter or  a t h i rd  party." Connecticut has adopted the Howey t e s t  i n  con- 
s t ru ing  the term "investment contract" under s t a t e  law. 



I n  enacting federal  l eg i s l a t i on  authorizing the  establishment of IRAs, 
Congress spec i f i ca l ly  indicated tha t  the IRAs would not be automatically excluded 
from the scope of the federal  secur i t i es  laws. Joint  Explanatory Statement of 
the  Committee of Conference H.R. 93-1280 (1974), 338. This posit ion was acknow- 
ledged by the Securi t ies  and Exchange Commission i n  Release No. 33-6188, 17 
C.F.R. 231.6188 (1980), which fur ther  indicated tha t  investment contract analysis  
would be applied i n  determining i f  an IRA was a securi ty  under federal  l a w .  

I n  determining i f  an IKA program involves an "investment contract" under the 
Act, the following factors  a r e  important: 1 )  the nature of the investment medium; 
2 )  the degree of investment discret ion vested i n  each account holder, and 3) whether 
funds a r e  pooled or  aggregated. 

The information provided to  t h i s  Department indicates t ha t  IRA funds would be 
invested i n  AAA corporate obligations backed by an independent insurance company. 
The Individual Retirement Plan and Custodial Account Agreement, however, s t a t e s  tha t  
" [ a l s se t s  s h a l l  be forwarded by the Custodian to  one o r  more of these mediums: 
(a )  cash (b)  money market investment funds ( c )  stock or  bond mutual funds (d)  
employer's stock. . . (e)  gold bull ion ( f )  secured 1 s t  mortgage r ea l  e s t a t e  loans... 
(g)  secured business loans ...( h) commercial paper of firms having over $100,000,000 
of a s se t s  ( i )  c e r t i f i c a t e s  of deposit (CD's) and acceptances of banks having over 
$100,000,000 of deposits  ( j )  secured leases for  productive equipment and f a c i l i t i e s  
[and] (k) secured factoring with recourse of bona f ide accounts receivable supported 
with purchase orders from firms having c red i t  ra t ings  showing $100,000 o r  more of 
l iqu id  assets." The investment options a r e  thus not limited to  non-securities or 
t o  s ecu r i t i e s  which would be exempt from reg i s t r a t i on  under Section 36-490 of the Act. 

The Individual Retirement Plan and Custodial Account Agreement adds tha t ,  while 
"[s]avings/investment mediums a r e  selected by the Depositor", "[wlithin a given 
medium the  medium's management and/or the d i sc re t ion  of the  broker prevail." 
Consequently, t o t a l  investment discret ion i s  not vested i n  each account holder. 
Moreover, the  materials submitted indicate  t ha t  a l l  funds a r e  "managed by the 
world renowned Brokerage Firm." This implies tha t  depositors may be led to  expect 
p r o f i t s  so le ly  from the e f f o r t s  of the promoter o r  a th i rd  party. 

The materials a lso s t a t e  that  "marketing a pr ivate  master I.R.A. allows a 
company l i k e  the Association to  aggregate the  funds and provide the small investor 
y i e ld s  of a very large deposit with no minimums." This would seem t o  ind ica te  that  
the  arrangement contemplated by the Association would involve an investment i n  a 
common en te rpr i se  within the meaning of the  - Howey formulation. 

For t he  foregoing reasons, t h i s  Departmerit i s  unable to conclude tha t  the 
arrangement contemplated by the Association would not involve a "security" under 
Section 36-471(m) of the Act. 



In  addit ion,  before offering any IRA i n  t h i s  s t a t e ,  i t  w i l l  be necessary f o r  
the  Association to  furnish proof to  t h i s  Department t ha t  i t  has complied with a l l  
requirements of the In te rna l  Revenue Service. Since the Association i s  not a bank, 
t h i s  Department would also require  t ha t  you furnish a  copy of the application f i l e d  
with the Commissioner of In te rna l  Revenue pursuant to Section 1.408-2(b)(Z)(ii) 
of t h e  Internal  Revenue Code regulations and the response of the Internal  Revenue 
Service t o  t ha t  application.  In  t h i s  regard, you may wish t o  seek the advice of 
counsel. 

I should also point out t ha t  f a i l u r e  to e f fec t  a  s ecu r i t i e s  reg is t ra t ion  
where required could lead to  administrative,  c i v i l  or  criminal sanctions. I n  
addi t ion,  any person offer ing secu r i t i e s  i n  t h i s  s t a t e  is subject  to  the anti-  
fraud provisions contained i n  Section 36-472 of the Act. 

Issued: August 7, 1985 



SUPERVISORY RESPONSIBILITY FOR DUALLY 
REGISTERED AGENTS 

By George N. Gingold* 

Uith the pro l i fe ra t ion  of new types of s ecu r i t i e s  and of broker-dealers marketing 
those secu r i t i e s ,  agents seeking t o  of fe r  investors a f u l l  range of complementary o r  
competing products may wish to  be licensed with more than one broker-dealer. Dual 
r eg i s t r a t i on  r a i s e s  s ign i f ican t  questions as  to  which broker-dealer w i l l  be respon- 
s i b l e  f o r  which secur i t i es  ac t iv i ty  of the agent. These questions have been addressed 
from a regulatory perspective both here i n  Connecticut and a t  the  federal  level .  Each 
regulatory posit ion must be considered; the pol ic ies  of the  Securi t ies  and Exchange 
Commission (SEC) and the National Association of Secur i t i es  Dealers (NASD) 
a r e  par t icu la r ly  relevant where, f o r  whatever reason, the  Banking Commissioner would 
not have jur isdict ion.  For instance, the s a l e  of var iable  annuities a t  the s t a t e  
l e v e l  i s  subject to the insurance ra ther  than the s ecu r i t i e s  laws. 

A. Connecticut 

Connecticut regulations,  Section 36-500-5(b)(4), s t a t e  tha t  no one " sha l l  be 
concurrently registered as an agent of more than one broker-dealer or  i s suer  unless 
wr i t ten  consent is  obtained from the commissioner." Both broker-dealers (o r  i s suers )  
a r e  i n  violat ion when there i s  a dual employment absent p r ior  consent from the 
Commissioner. 

The Banking Commissioner has published i n  an e a r l i e r  issue of t h i s  Bul le t in  a 
Statement of Departmental Policy Concerning Dual Registration of Agents. In  
essence, the Statement es tabl ishes  the  following guidelines: 

1. Each request for  dual r eg i s t r a t i on  w i l l  be considered on i t s  om 
merits;  no request is automatically approved or  disapproved. 

2. The Securi t ies  and Business Investment Division of the Department 
of Banking w i l l  be most l ike ly  to  recommend approval of the re- 
quest where each of the following fac tors  i s  present: 

a .  The regulated e n t i t i e s  (broker-dealers o r  i s suers )  a r e  closely 
a f f i l i a t e d ,  with "substant ia l ly  iden t ica l"  management and 
control;  

*Mr .  Gingold is  Counsel, Atena Life  & Casualty, Hartford, CT. 
The views expressed i n  t h i s  a r t i c l e  do not necessari ly represent 
those of the  Department of Banking 



b. Al l  "employers" consent t o  the  dual "employment" and agree to  r e g i s t e r  
t he  agent and to assume jo in t  and several  l i a b i l i t y  with a l l  other 
"employers" f o r  any ac t  or  omission of the dually regis tered agent which 
v io la tes  Connecticut law. Counsel should not assume tha t  the reference 
t o  "employers" jus t  c i ted excludes s i tua t ions  where the agent functions 
a s  an independent contractor ra ther  than as an employee of one or  more 
of the broker-dealers. See, f o r  example, the  SEC posit ion discussed 
l a t e r  i n  t h i s  a r t i c l e .  It may even be tha t  regulatory concerns over 
supervisory l i a b i l i t y  a r e  greater  where the broker-dealer lacks the 
necessary control  over an agent to confer more t r ad i t i ona l  employee 
s ta tus .  

One would expect t ha t  consents under the Statement of Departmental Policy 
w i l l  f requently be granted where there  i s  a reasonably c lose a f f i l i a t i o n  between 
the broker-dealers, but only rarely  where there  i s  no such a f f i l i a t i o n .  Only 
infrequently w i l l  unrelated broker-dealers be wil l ing to  assume joint  and several  
l i a b i l i t y  for  agent a c t i v i t i e s  ( the  s a l e  of competing or  t o t a l l y  d i f f e r en t  products) 
which as a prac t ica l  matter a broker-dealer cannot control  well, and then only out 
of a sense tha t  the value of a par t icu la r  agent subs tan t ia l ly  exceeds the r i sk  of 
l i a b i l i t y .  Further, i f  the agent's s ecu r i t i e s  a c t i v i t i e s  take place i n  more than 
one s t a t e ,  the  posi t ion of the other s t a t e ( s )  on dual reg is t ra t ion  nust be con- 
sidered. Approximately half the s t a t e s  prohibi t  dual r eg i s t r a t i on  outr ight .  

B. Federal 

I n  August 1982, the NASD, a self-regulatory organization to which a l l  SEC- 
regis tered broker-dealers belong, d i s t r ibu ted  to  i t s  members a l e t t e r  from the 
Director of the SEC's Division of Market Regulation advising the NASD of concern 
about the s t a t u s  under the Securi t ies  Exchange Act of 1934 of secur i t i es  salespersons 
designated, whether by themselves o r  brokerage firms, a s  independent contractors.  
The NASD, which has front-l ine responsibi l i ty  f o r  monitoring member compliance, urged 
the member firms to  r e f l e c t  the SEC concerns i n  t he i r  own in te rna l  compliance pro- 
c edures . 

The SEC l e t t e r  did not address the dual r eg i s t r a t i on  issue as such, but the 
des i re  of so-called "independent contractors" to  s e l l  the secur i t i es  products of 
more than one broker-dealer without running afoul  of dual reg is t ra t ion  concerns 
was a l i ke ly  fac tor  i n  the  apparent unwillingness of individuals and broker-dealers 
a l ike ,  hiding behind the "independent contractor" labe l ,  to  e f fec t  a formal association.  

The SEC emphasized tha t  unless t he  independent contractor were regis tered 
individually as a broker-dealer, he o r  she would have to  be registered wirh the 
NASD as an associated person of a broker-dealer, and t h a t  the broker-dealer had 
a supervisory obligation: 



Broker-dealers may not s h i f t  t h e i r  obl igat ion to  control  or  supervise 
the  a c t i v i t i e s  of t h e i r  independent contractor salespersons who a r e  
associated persons, and contractual terms tha t  attempt to  l i m i t  broker- 
dealer  l i a b i l i t y  for  the ac t s  of such persons under the federal  s ecu r i t i e s  
laws a r e  of no effect . . .denial  of ' con t ro l '  of an independent contractor 
by a broker-dealer would not remove i t s  responsibi l i ty  for  supervising 
t h a t  person. 

The prevailing case law on supervisory l i a b i l i t y  picks up where the common-law 
agency theory of apparent authority leaves of f .  Thus, i f  a salesman engages i n  
fraudulent s ecu r i t i e s  ac t iv i ty  using broker A's le t terhead and i n  a context where 
t he  customers could reasonably believe the salesman is acting on broker A ' s  behalf ,  
then broker A would be l i a b l e  for  the fraud even though A stood to derive no benefit  
from the ac t iv i ty .  

In  addit ion,  under Section 15(b)(4) of the Securi t ies  Exchange Act of 1934, 
broker A may be subject  t o  SEC sanctions i f  the fraudulent ac t iv i ty  resulted from a 
f a i l u r e  to  maintain adequate systems of supervisory control  reasonably designed t o  
prevent such ac t iv i ty .  The foregoing suggests strongly t h a t  a salesman and a broker- 
dealer  look hard a t  the r e a l i s t i c  l ikelihood tha t  a broker would be able to  exercise,  
and a salesman would be wil l ing to  accept, a ce r t a in  amount of supervision a s  to  
s a l e s  e f f o r t s  not economically benefiting tha t  broker. I f  supervision is not feas ib le ,  
then both par t ies  would be bet ter  off i f  the salesman registered as a broker-dealer 
and then entered in to  dealer or  other underwriting agreements with the f i r s t  broker. 
The salesman, a broker-dealer, would then have to  have a separate s e t  of compliance 
procedures. 

C .  Conclusion 

I n  essence, i f  a broker-dealer i s  amenable to dual reg is t ra t ion ,  under e i t he r  
Connecticut (when permitted) or  federal  s ecu r i t i e s  laws, the  broker-dealer w i l l  
need to: 

.impose a higher standard of compliance regulation upon those regis tered 
representatives who a re  also registered elsewhere: 

. see  that  those compliance standards a r e  communicated to  and understood 
by each such registered representative;  

.enforce compliance with the standards through discipl inary act ion against  
regis tered representatives as required. 

Without high standards supported by strong supervisory controls,  the  path of 
dual r eg i s t r a t i on  of regis tered representatives,  even when permitted a t  the s t a t e  
l eve l ,  i s  "fraught with danger" f o r  broker-dealers, regis tered representatives and 
customers a l ike .  



TILE GOVERNMENT SECURITIES MARKET 

The information contained i n  t h i s  piece was obtained from the Federal 
Reserve Bank of New York, the Securi t ies  and Exchange Commission and from other 
sources which a r e  l i s t e d  a t  the end of t h i s  a r t i c l e .  

The trading market i n  U.S. government and agency secu r i t i e s  i s  the  l a rges t  
s ecu r i t i e s  market i n  the world. It i s  estimated tha t  the t o t a l  monthly trading 
volume of these secur i t i es  exceeds $1.2  t r i l l i o n .  This do l l a r  volume i s  estimated 
t o  be f i f t e e n  (15) times tha t  of a l l  corporate s ecu r i t i e s  traded. 

The significance of t h i s  market r e s u l t s  from both i t s  enormous s i ze  as  well as 
i t s  par t ic ipants .  Par t ic ipants  include the U.S. Treasury, the  Federal Reserve, 
government secur i t i es  dealers ,  investment banking houses, commercial banks, savings 
and loans associations,  loca l  municipali t ies,  money market funds and corporations. 
Vir tual ly  a l l  par t ic ipants  i n  the market a r e  i n s t i t u t i ons ,  not individuals. 

As a consequence, when a f a i l u r e  occurs, i t  has s ign i f ican t  ramifications. 
The losses to  several  i n s t i t u t i ons  and municipali t ies i n  the wake of the collapse 
e a r l i e r  t h i s  year of E.S.M. Government Secur i t i es ,  Inc. ("ESM") and Bevill ,  Bresler 
and Schulman Asset Management Corporation ("BBS"), two small unregulated government 
s ecu r i t i e s  dealers,  exceeded $525 million. In  the case of ESM, a pr ivately  insured 
Ohio savings and loan's associat ion 's  losses exceeded the associat ion 's  insurance fund. 
This precipitated the Ohio "bank holiday" which temporarily closed seventy-one 
savings and loan associations i n  Ohio. 

The government s ecu r i t i e s  market i s  v i t a l  to the  U.S. Treasury, as  a vehicle 
f o r  financing the federal  debt, and to the  Federal Reserve System ("Fed") i n  
carrying out the nation's  f i s c a l  and monetary po l ic ies .  

The Federal Reserve can increase o r  decrease the supply of money i n  the banking 
system by e i ther :  1 )  purchasing and se l l i ng  U.S. government o r  federal  agency 
secu r i t i e s  and bankers acceptances i n  the open market; 2) ra i s ing  or  lowering the 
required percentage of reserves held against  deposits;  or  3) changing the "discount 
rate";  i . e .  the i n t e r e s t  charged to those borrowing from Federal Resenre Banks - 
t o  o f f s e t  reserve def ic iencies  . 

Of the monetary tools  used by the Fed, the  temporary purchase and s a l e  
of U.S. government and agency secur i t i es  i n  the open market i s  of primary importance. 
I n  conducting these open market operations, the  Fed uses "repurchase agreements" 
("repo's") and "matched sale-purchase" transactions ( reverse  repos). These 
operations supplement the outr ight  purchases or  sa les  of U.S. government and agency 
secu r i t i e s .  

From the standpoint of the  Fed, when i t  purchases government secur i t i es  from 
a dealer ,  i t  pays for  those secur i t i es  by d i r ec t ly  c red i t ing  the reserve account 
of a commercial bank i n  which the dealer firm has i t s  account. A s  a r e s u l t ,  new 
bank reserves a r e  created. When the t ransact ion is  reversed, the  dealer re- 
purchases the secur i t i es  and funds a r e  withdrawn from the  reserve account. 

-10- 



Generally then, i n  a repo transaction an investor purchases a government securi ty  
from a dealer (usually a bank or  s ecu r i t i e s  firm) which i n  turn promises to repurchase 
the obligation a f t e r  a specified period of time. The dealer pays the or ig ina l  
pr ice ,  plus an agreed-upon return. The proceeds of the  repo a r e  s l i g h t l y  l e s s  
than the f u l l  value of the  secur i t i es  purchased. This dif ference i n  value is 
referred to  as "margin" and serves to protect  the  i n i t i a l  purchaser i n  the event 
of market p r ice  declines when repurchasing the security.  

Repurchase agreements a r e  popular cash management tools  t ha t  enables investors 
with short-term excess funds to  earn a market r a t e  of i n t e r e s t .  It is current ly  es- 
timated t h a t  s ecu r i t i e s  dealers and loca l  governments t rade $60 b i l l i o n  of government 
s ecu r i t i e s  da i ly  while the  repo and reverse-rep0 markets reach almost a t r i l l i o n  
do l la rs  i n  a s ingle  day. 

The Treasury secu r i t i e s  market has a multi-tiered system of par t ic ipants .  
A t  the apex i s  the U.S. Treasury followed by the Federal Reserve Bank. The 
f i r s t  t i e r  outside government consis ts  of the  "primary dealers". These a r e  the 
dealers with whom the Federal Reserve Bank of New York i s  wil l ing to  deal d i r e c t l y  
i n  conducting i t s  open market operations. A t  present,  there  a r e  only 36 primary 
dealers i n  treasury secur i t i es .  Of t h i s  t o t a l ,  13 a r e  banks, 12 a r e  broker-dealers 
registered with the Securi t ies  and Exchange Commission ("SEC"), and 11 a r e  un- 
registered dealers.  

Primary dealers a r e  expected to bid f o r  substant ia l  amounts of treasury secu r i t i e s  
offered through the Federal Reserve Bank i n  addit ion to  maintaining act ive secondary 
markets for  these secur i t i es .  There a r e  approximately 200-300 dealers with whom 
the Fed does not deal d i rec t ly ,  and these a r e  referred to as  the "secondary" dealers.  

Primary dealers a r e  required to  submit dai ly ,  monthly and annual reports to  
the  Fed indicat ing transactions,  positions and cap i ta l .  The Fed monitors the a c t i v i t y  
and f inanc ia l  soundness of primary dealers through reports  and on-site v i s i t s .  The 
Fed encourages secondary dealers to  report  monthly the same information provided 
by the primary dealers.  A s  of April 1985, 27 non-bank secondary dealers were voluntar i ly  
reporting the information. 

Current Fed oversight i s  based on voluntary compliance and "moral suasion", 
a s  the Fed has no s ta tutory authority over dealers.  A review of the 36 primary 
dealers indicates  t ha t  25 a re  regulated by one or  more bank regulatory agencies 
o r  the SEC. The same holds t rue for  half of the  27 voluntary reporting non-bank 
secondary dealers.  

Government s ecu r i t i e s  a r e  exempt from the secu r i t i e s  r eg i s t r a t i on  provisions 
of federal  a s  well a s  s t a t e  blue sky secu r i t i e s  laws. However, transactions i n  
those secu r i t i e s  a r e  s t i l l  subject to  the general anti-fraud provisions. Broker- 
dealers who e f f ec t  transactions exclusively i n  government secur i t i es  are  exempt from 
the broker-dealer r eg i s t r a t i on  provisions of federal  law. I f  they have no place 
of business i n  Connecticut, they a re  a lso exempt from t h i s  s t a t e ' s  broker-dealer 
r eg i s t r a t i on  requirements. 



The lack of a comprehensive and e f fec t ive  regulatory framework has led to  
a number of widely publicized f a i l u re s  involving unregulated government 
s ecu r i t i e s  dealers.  These f a i l ed  dealers were, i n  most instances, a f f i l i a t e s  of 
registered broker-dealers: 

Winters Government Securi t ies  - (1977) 
Hubbard & O'Connor Government Securi t ies  - (1979) 
Drysdale Government Securi t ies  - (1982) 
Lombard-Wall - (1982) 
Lion Capital - (1984) 
E.S.M. Government Securi t ies ,  Inc.  - (1985) 
Bevi l l ,  Bresler & Schulman Asset Management Corp. - (1985) 

Additionally, ESM, although an unregulated government secur i t i es  dealer ,  was 
a voluntary reporting dealer to  the Fed. 

Investors involved i n  repos and reverse rep0 transactions with ESN 
sustained losses i n  excess of $300 million. ESM a lso  resulted i n  the f a i l u r e  
of an Ohio savings and loan association which had serious banking repercussions. 
ESM i s  alleged to  have f a i l ed  t o  r e f l ec t  i n  i t s  f inanc ia l  statements losses  i t  
incurred f o r  a period of f i v e  years. BBS al legedly f a i l ed  to  adequately co l la te r -  
a l i z e  i t s  customers who engaged i n  rep0 and reverse rep0 transactions,  causing 
customer losses  of approximately $225 million. 

In  both cases, the substant ia l  losses resulted i n  part from fraud and/or 
dece i t  by the dealers as  well as  the f a i l u r e  of the savings and loan associations 
and banks to take the necessary measures to  assure adequate possession and control  
of the i r  co l l a t e r a l .  The Fed recommends tha t  custody of the secur i t i es  be with 
someone beside the s e l l e r ,  such as  a custodian bank. The Fed fur ther  suggests 
t ha t  investors receive from the custodian confirmations f o r  each transaction and 
notice tha t  the secur i t i es  a r e  being held exclusively for  the investor 's  account. 
Investors a r e  a lso cautioned by the Fed to take an adequate amount of margin and 
check the market value of the secur i t i es  daily.  The Fed also cautions investors  
to  have a wr i t ten  repurchase agreement. 

Par t ly  as a resu l t  of Em's f a i lu re ,  the Fed has recently adopted cap i t a l  
adequacy standards for  government secur i t i es  dealers not otherwise subject 
d i r ec t ly  to  any federal  regulations and consequently to  any cap i ta l  standards. 
According to  the Fed,, dealers take two types of operating r isk:  1) trading r i s k  
resu l t ing  from market price f luctuat ions  of dealer  inventory and 2) c r ed i t  r i sk  
involving the a b i l i t y  of the  dealer ' s  customers to meet t h e i r  f inanc ia l  obligations.  

Losses a r e  f i r s t  absorbed by the dealer ' s  l iqu id  cap i ta l .  Once t h a t  i s  
depleted, fur ther  losses may be borne by customers. The cap i ta l  adequacy guideline 
therefore measures trading and c red i t  r i sk  and compares i t  to the dealer 's  l iquid 
cap i ta l .  The Fed's recommended standard is  a r a t i o  of l iqu id  cap i ta l  to  r i s k  t ha t  
exceeds 120 percent. The adequacy standard may be calculated according to  the SEC's 
broker-dealer Uniform Net Capital  Rule 15c3-1 o r  the Fed's cap i t a l  adequacy 
calculat ion.  



A t  p r e s e n t ,  t h e  c a p i t a l  adequacy program is  vo lun ta ry  and does not  provide 
f o r  f e d e r a l  ove r s igh t .  The Fed has encouraged market p a r t i c i p a n t s  who conduct 
bus iness  wi th  unregulated d e a l e r s  t o  do so only wi th  those  t h a t  c e r t i f y  
compliance w i t h  t h e  1.2 t o  1 l i q u i d  c a p i t a l  to  r i s k  s tandard .  To i n s u r e  t h a t  an 
unregula ted  d e a l e r  is adher ing  t o  t h e  adequacy s tandard  t h e  Fed recommends t h a t  
customers o b t a i n  from t h e  dea le r :  

1. A l e t t e r  of c e r t i f i c a t i o n  from t h e  d e a l e r  t h a t  i t  w i l l  adhere t o  t h e  
c a p i t a l  adequacy s tandard  on a continuing b a s i s .  

2 .  Audited f i n a n c i a l  s ta tements  t h a t  r epor t  t h e  amount of l i q u i d  capi tal .  and 
confirm f o r  t h e  a u d i t  d a t e  t h a t  the  d e a l e r  was i n  compliance. 

3. A copy of a l e t t e r  from t h e  d e a l e r ' s  pub l i c  accounting f i rm s t a t i n g  
t h a t  i t  found no m a t e r i a l  weaknesses i n  t h e  d e a l e r ' s  i n t e r n a l  systems 
and c o n t r o l s  i n c i d e n t  t o  adherence t o  t h e  s tandard .  

Lack of a c t i o n  on t h e  p a r t  of Congress t o  enac t  l e g i s l a t i o n  t o  curb  t h e  
abuses  i n  t h e  government s e c u r i t i e s  market can s e r i o u s l y  erode i n v e s t o r  confidence.  
The 200-300 secondary d e a l e r s  s u f f e r  a s  i n v e s t o r s  move "upstream" t o  conduct 
bus iness  w i t h  primary d e a l e r s  o r  a l t e r n a t i v e l y  seek o t h e r  investment s t r a t e g i e s .  

One p o s s i b l e  s o l u t i o n  t o  t h i s  problem i s  t o  v e s t  ove r s igh t  of t h i s  market 
w i t h  t h e  Fed. A l t ~ r n a t i v e l y ,  c r e a t i o n  of a s e l f  r egu la to ry  o rgan iza t ion  (SRO) 
under  Fed ove r s igh t  and i n  c o n s u l t a t i o n  w i t h  t h e  Treasury would provide a n  
e f f e c t i v e  mechanism f o r :  1 )  promulgating r u l e s  and e s t a b l i s h i n g  adequate record- 
keeping requirements;  2) r e g i s t e r i n g  government d e a l e r s  and t h e i r  p r i n c i p a l s ;  3) 
conducting on-s i te  examinations; and 4 )  t ak ing  d i s c i p l i n a r y  a c t i o n s  when necessary 
a g a i n s t  members. Fees generated from t h e  r e g i s t r a t i o n  process  and/or  nominal 
t r a n s a c t i o n  charges can provide t h e  funding necessary t o  support  a n  SRO. This  same 
symbiot ic  r e l a t i o n s h i p  e x i s t s  between t h e  SEC, t h e  s tock  exchanges and t h e  National  
Assoc ia t ion  of S e c u r i t i e s  Dealers ,  Inc . ,  a s  w e l l  as  between t h e  Commodity Futures  
Trading Commission and t h e  National  Futures  Associat ion.  I n  a d d i t i o n ,  t h e  L e g i s l a t i o n  
Committee of t h e  North American S e c u r i t i e s  Adminis t ra tors  Associa t ion  has  been 
charged w i t h  s tudying i s s u e s  concerning s t a t e  r e g u l a t i o n  of government s e c u r i t i e s .  
It w i l l  be i n t e r e s t i n g  t o  s e e  what, if any, p o l i c i e s  NASAA adopts  with r e spec t  t o  
t h i s  ma t t e r .  



Lis t  Of The Government Secur i t i es  Dealers Reporting 
To The Market Reports Division Of The Federal Reserve 

Bank of New York 

Bank of America NT & SA 
Bankers Trust Company 
Bear, Stearns & Co. 
Briggs, Schaedle & Co., Inc. 
Carrol l  McEntee & McGinley Incorporated 
Chase Manhattan Government Secur i t i es ,  Inc. 
Chemical Bank 
Citibank, N.A. 
Continental I l l i n o i s  National Bank 

and Trust Company of Chicago 
Crocker National Bank 
Discount Corporation of New York 
Donaldson, Lufkin & Jen re t t e  Securi t ies  

Corporation 
Drexel Burnham Lambert Government Securi t ies  Inc. 
The F i r s t  Boston Corporation 
F i r s t  I n t e r s t a t e  Bank of Cal i fornia  
F i r s t  National Bank of Chicago 
Goldman, Sachs & Co. 
Greenwich Capi ta l  Markets, Inc. 
Harr is  Trust and Savings Bank 
E .  F. Hutton & Company, Inc. 
Kidder, Peabody & Co., Incorporated 
Kleinwort Benson Government Securi t ies ,  Inc.  
Aubrey G. Lanston & Co., Inc. 
Lehman Government Securi t ies , Inc.  
Manufacturers Hanover Trust Company 
Merr i l l  Lynch Government Secur i t i es  Inc. 
Morgan Guaranty Trust  Company of New York 
Morgan Stanley & Co. Incorporated 
The Northern Trust Company 
Paine Webber Incorporated 
Wm. E. Pollock Government Secur i t i es ,  Inc. 
Prudential-Bache Securi t ies ,  Inc. 
Ref co Partners 
Salomon Brothers Inc. 
Smith Barney Government Securi t ies ,  Inc. 
Dean Witter Reynolds Inc. 



Sources and Fur the r  Reading Mate r i a l s  

S e c u r i t i e s  and Exchange Commission Release No. 34-21959, 17 C.F.R. P a r t  240; 
A C a p i t a l  Adequacy Standard f o r  U.S. Government S e c u r i t i e s  Dealers  (Federa l  Reserve 
Bank of New York, Ju ly ,  1985); Do You Know Where Your C o l l a t e r a l  I s ?  Bas ic  Information 
on Repurchase Transac t ions  (Federa l  Reserve Bank of New York, June, 1985); Repurchase 
and Matched Sale-Purchase Transact ions (Fede ra l  Reserve Bank of New York, May 1983); 
and A Day a t  t h e  Fed (Federa l  Reserve Bank of New York, 1983), a s  w e l l  a s  i n t e rv iews  
wi th  municipal and government s e c u r i t i e s  dea le r s .  Reference should be made t o  t h e s e  
pub l i ca t ions  f o r  f u r t h e r  d e t a i l s  on the  government s e c u r i t i e s  markets. For a d d i t i o n a l  
reading ,  see: "House Panel Advocates Federa l  Regulat ion of Government S e c u r i t i e s  - 
SEC Chairman Says More Study i s  Needed," Executive Disc losure  Guide/SEC Compliance, 
(CCH), Vol. 10, No. 7 (Apr i l  3,  1985); The U.S. dovernment S e c u r i t i e s  Market, 
Government Bond Divis ion ,  Investment Department, H a r r i s  T rus t  and Savings Bank (1976); 
"Repos and Reverse Repos: A Guide t o  Government-Securities Markets," Wall S t .  Jou r . ,  
A p r i l  22, 1985; "Policy Government S e c u r i t i e s , "  The N.Y. Times, August 4, 1985; and 
The New York Times, J u l y  28, 1985. 



I 
I 
! INVESTOR ALERT ON FINANCIAL PLANNERS 

The Inves to r  A l e r t  i s  a  q u a r t e r l y  program j o i n t l y  sponsored by t h e  Council  of 
B e t t e r  Business  Bureau (CBBB) and t h e  North American S e c u r i t i e s  Adminis t ra tors  
Associa t ion ,  Inc .  (NASAA) t o  expose investment f r auds  to  t h e  pub l i c  and provide 
u s e f u l  informat ion  on how t o  avoid s o p h i s t i c a t e d  and unlawful  schemes t h a t  prey 
on i n v e s t o r s .  I n  a  r ecen t  r e l e a s e ,  t h e  CBBB and NASAA i s sued  t o  i n v e s t o r s  some 
cau t iona ry  no te s  on t h e  investment r i s k s  involved i n  t h e  f i n a n c i a l  planning 
indus t ry .  

I THE RISE OF FINANCIAL PLANNERS 
I 

O r i g i n a l l y ,  t h e  term " f i n a n c i a l  planner" was loose ly  appl ied  t o  any of a  number 
of personal  f i n a n c i a l  a d v i s e r s ,  i nc lud ing  brokers ,  a t t o r n e y s ,  accountants ,  and insurance  
agents .  But i n  t h e  l a s t  two decades, " f i n a n c i a l  planning" has  evolved i n t o  a  n u l t i -  
b i l l i o n - d o l l a r  i ndus t ry ,  wi th  thousands of adv i se r s  who p lan  and monitor i n v e s t o r s '  
o v e r a l l  f i nances ,  r a t h e r  than j u s t  a  s i n g l e  aspec t  o r  two. 

Under a  law d r a f t e d  a  q u a r t e r  of a century be fo re  t h e  b i r t h  of t h e  modern f i n a n c i a l  
planning indus t ry ,  t h e  S e c u r i t i e s  and Exchange Commission (SEC) requi red  t h e  
r e g i s t r a t i o n  of "investment adv i se r s . "  A t o t a l  of 37 s t a t e s  a l s o  impose t h e i r  own 

1 ver s ions  of t h e  f e d e r a l  Investment Advisers Act. Though t h e s e  laws were meant to  en- 
compass a l l  i n d i v i d u a l s  providing investment advice a t  a  c o s t  t o  t h e i r  c l i e n t s ,  
fewer than  10,000 investment a d v i s e r s  a r e  r e g i s t e r e d  wi th  t h e  SEC. It i s  est imated 
t h a t  t h e r e  a r e  200,000 self-proclaimed f i n a n c i a l  p lanners  i n  t h e  United S t a t e s ,  wnich 
means t h a t  many thousands who should be r e g i s t e r e d  a s  investment adv i se r s  under f e d e r a l  
and s t a t e  law a r e  no t .  

i 

The f i n a n c i a l  planning indus t ry  i s  i n  t h e  midst of a  meteoric  r i s e  today, fue led  
by t h e  emergence of well-heeled young p ro fes s iona l s ,  two-income f a m i l i e s ,  t h e  graying 
of t n e  American popula t ion  and aggress ive  a d v e r t i s i n g .  Indus t ry  groups e s t i m a t e  t h a t  
t h e r e  a r e  10 m i l l i o n  Americans -- many of them middle-income wage ea rne r s  -- who could 
u s e  f i n a n c i a l  planning s e r v i c e s .  That e s t ima te  t akes  i n  about  15 percent  of American 
households. A n a t i o n a l  survey conducted i n  1982 found t h a t  5 percent  of U.S. house- 
holds  were a l r eady  s igned up wi th  f i n a n c i a l  planners .  

LEARNING THE FINANCIAL PLANNING ROPES 

There  a r e  t h r e e  b a s i c  types  of f i n a n c i a l  p lanners :  

1 )  FEE-ONLY. Some f i n a n c i a l  p lanners  who concen t ra t e  on upper-income 
c l i e n t s  charge a  f e e  f o r  t h e i r  s e r v i c e s  but  do not have products  of 
t h e i r  own t o  promote, such a s  s tocks  o r  r e a l  e s t a t e  pa r tne r sh ips .  
These p lanners  charge e i t h e r  an annual f e e  based on a s s e t s  and in- 
vestment a c t i v i t y  o r  a n  hour ly  f e e  of $50-$200 o r  more. The claimed 
advantage h e r e  is t h a t  t h e  planner  does nothing more than g ive  advice  
and i s  not  burdened by t h e  p o t e n t i a l  c o n f l i c t  of i n t e r e s t  i n  promoting 
a n  investment product .  -16- 



2)  COMMISSION. Some planners charge no fee ,  but do ge t  a commission on 
the investment products they s e l l ,  f o r  example, 8.5 percent on a mutual 
fund or  3.5 percent or  more on a tax s h e l t e r  investment. The argument 
here i s  tha t  since a f inanc ia l  plan requires investments, t he  customer 
benef i t s  from the convenience of "one-stop shopping" and would, i n  any 
event, have to pay a commission no matter where the product is  purchased. 

3 )  FEE/COMMISSION. Some planners charge a fee  for  the f inanc ia l  plan and 
a commission for  the  s a l e  of products. The claimed advantage here i s  
t ha t  the fee  i s  usually much lower Ehan those charged by fee-only 
planners. 

No matter which type of f inanc ia l  planner you decide to do business with, 
you should get the following services  f o r  your money: 

1. A c lear ly  wri t ten and individualized f inanc ia l  plan, including a 
balance sheet of a s se t s  versus l i a b i l i t i e s ,  and a projected cash 
flow statement f o r  a t  l e a s t  one year. This plan should include a 
precise def in i t ion  of your f inanc ia l  objectives and the steps you 
w i l l  take to achieve them. 

2.  A discussion of the amount of r i s k  you a re  wil l ing to  t o l e r a t e  
i n  achieving your f inanc ia l  goals. 

3 .  Specific suggestions f o r  

4. A detailed explanation of the assumptions underlying your f inancial  
plan including projections f o r  s h i f t s  i n  the r a t e s  of i n f l a t i on  A 
and in t e r e s t .  

5. A range of investment choices, with the pros and cons for  each course 
of action. You should be provided with several  a l te rna t ives .  

6. Additional advice, i f  needed, from other professionals,  including 
lawyers, accountants and stockbrokers. This i s  par t icu la r ly  
important i f  you do not already have established contacts with 
professionals i n  these areas.  

7. A spec i f ic  schedule for  monitoring the progress of your f inanc ia l  
plan, including periodic opportunit ies f o r  reviewing your objectives - 
and checking on the performance of your planner's advice. 

PROSPECTS FOR CONSUMER PROTECTION 

S ta t e  and federa l  secur i t i es  regulators have expressed concern i n  recent months 
t ha t  the f inanc ia l  planning industry i s  subject t o  l i t t l e  or  no e f fec t ive  oversight. 



A major SEC o f f i c i a l  r e c e n t l y  descr ibed  t h e  f e d e r a l  Investment Advisers  Act a s  a 
I 
i "charade." The SEC a d m i n i s t r a t o r  explained:  "Whenever I s e e  ' r e g i s t e r e d  wi th  t h e  

SEC' on a n  ad ( f o r  a f i n a n c i a l  p l anne r ) ,  I want t o  laugh. People t h i n k  t h a t  i s  
1 equ iva len t  t o  t h e  Good Housekeeping s e a l  of approval ,  but  i t  i s n ' t . "  R e g i s t r a t i o n  

under t h e  Investment Advisers  Act means t h a t  an app l i can t  has paid $150 t o  t h e  SEC, 
f i l l e d  o u t  a s h o r t  form and waited 45 days f o r  i t  t o  be processed. No p ro fes s iona l  
s t anda rds  must be met o r  t e s t s  passed t o  secure  t h e  SEC r e g i s t r a t i o n .  

I n  March 1985, NASAA conducted t h e  f i r s t - e v e r  n a t i o n a l  hear ings  on new approaches 
t o  r e g u l a t i o n  of t h e  f i n a n c i a l  planning indus t ry .  So f a r  t h i s  yea r ,  a number of 
s t a t e s  -- i nc lud ing  Hawaii, C a l i f o r n i a ,  Minnesota, Maryland, Oregon, Maine and Arizona 
-- have considered e i t h e r  l e a i s l a t i v e  o r  admins t r a t ive  r u l e s  f o r  r e g u l a t i o n  of 

proposed i n  June t h a t  Congress c r e a t e  a-  s e l f - r egu la to ry  o rgan iza t ibn  t h a t  would- 
a l low t h e  f i n a n c i a l  planning indus t ry  t o  p o l i c e  i t s e l f  i n  much t h e  same way t h a t  
t h e  National  Associa t ion  of S e c u r i t i e s  Dealers  (NASD) oversees s tockbrokers .  

THE RED FLAGS OF FINANCIAL PLANNING FRAUD AND ABUSE 

1. Determine i f  a "planner" has a c r imina l  r eco rd  o r  a h i s t o r y  of s e c u r i t i e s -  
r e l a t e d  complaints .  Even i f  in format ion  i s  not a v a i l a b l e  d i r e c t l y  about f i n a n c i a l  
p lanners ,  s t a t e  s e c u r i t i e s  agencies  and B e t t e r  Business  Bureaus may have information 
;bout t h e  previous  bus iness  and investment-promotion a c t i v i t i e s  of a f i n a n c i a l  
planner .  Check o u t  t h e  promoter before  you tu rn  over  your f i n a n c i a l  records  o r  funds. 

2 .  Be on your guard f o r  p o s s i b l e  Ponzi schemes. Se l f - s ty l ed  f i n a n c i a l  p lanners  
w i t h  l i t t l e  o r  no experience have become prime vendors f o r  Ponzi schemes, t h e  house- 
of-cards swindles  i n  which a few i n i t i a l  i n v e s t o r s  a r e  paid i n t e r e s t  out  of t h e  pro- 
ceeds of l a t e r  i n v e s t o r s ,  who end up wi th  nothing when t h e  bubble b u r s t s  and t h e  
promoter pockets  most o r  a l l  of t h e  remaining money. I n  t h i s  o f t e n  confusing e r a  of 
f i n a n c i a l  de regu la t ion ,  Ponzi schemes masquerade a s  t a x  s h e l t e r s ,  p rec ious  meta ls  
i nves tnen t s ,  commodities, high-tech s tocks ,  and o t h e r  new investment veh ic l e s .  m e  
t r i c k  is  t o  avoid f i n a n c i a l  planners  who urge you t o  put  your money i n  anything 
wi th  "guaranteed" r a t e s  of short-term i n t e r e s t  f a r  above p reva i l ing  market r a t e s .  
Th i s  no-risk promise i s  t h e  No. 1 s i g n  of a poss ib l e  Ponzi r ip-of f .  

3.  Avoid f i n a n c i a l  p lanners  who g ive  you few o r  no a l t e r n a t i v e s  i n  your investment 
p lan .  Regard any such p r e s s u r e  a s  a "yellow l i g h t "  t h a t  nay be s i g n a l i n g  t h e  - 
p lanne r ' s  i n t e n t i o n  t o  s t e e r  you i n t o  a f r audu len t  scheme. (This  may a l s o  i n d i c a t e  t h a t  
t h e  "planner" i s  p r imar i ly  o r  even e n t i r e l y  a salesman of a s p e c i f i c  product and i s  
more i n t e r e s t e d  i n  h i s  o r  h e r  commission than i n  your f i n a n c i a l  well-being.) 
The s e c u r i t i e s  



divis ion of the Oregon Corporation Commission recent ly  shut down a f inancial  planner 
who charged a $1,500 f ee  to  analyze a c l i e n t ' s  tax re turns ,  and draw up a f inanc ia l  plan 
and a w i l l .  Though he never made good on producing the f inanc ia l  plan o r  the w i l l ,  
the self-proclaimed planner did urge over 2,500 c l i e n t s  to  immediately put an average 
of $4,000 in to  what l a t e r  was determined t o  be an abusive tax s h e l t e r  scheme. 

4. Be cautious of f inanc ia l  planners who f l y  "solo". Massachusetts Secur i t i es  
~ o m m i s s i o ~ o u l d  never use a f inanc ia l  
planner whose only address i s  a post o f f ice  box or  whose o f f i ce  s t a f f  is nothing 
more than a telephone answering service .  It is easy f o r  a "footloose" planner to  pick 
up and move quickly, leaving behind a t r a i l  of bad advice and f a i l ed  or  even fraudulent 
investments. Vis i t  your potent ia l  f inanc ia l  planner's o f f ice .  Proper planning, 
record keeing and monitoring require computers or  a number of workers. Make 
sure tha t  your prospective planner has established t i e s  with other reputable pro- 
fess iona ls ,  par t icu la r ly  lawyers and accountants. No one f inanc ia l  planner can single- 
handedly master the myriad dimensions of laws on investments, r e a l  e s t a t e ,  taxes 
and pensions. 

THE KEY QUESTIONS TO ASK A FINANCIAL PLANNER 

1. What i s  your professional background? Look f o r  a strong t rack record of 
education and job experience covering the basics of f inanc ia l  planning. Make sure  t ha t  
your planner has also taken advantage of continuing education and training to update 
h i s  or  her knowledge of the fast-changing investment world. Also contact your s t a t e  
s ecu r i t i e s  divis ion to determine i f  the  planner i s  complying with s t a t e  and federal  
laws governing broker-dealers and investments advisers.  

2. How long have you been a f inanc ia l  planner? Look for  an adviser who has had 
adequate experience as a f inanc ia l  planner. A good ru le  of thumb i s  tha t  he or  she 
a lso should-have logged f ive  or  more years of p;evious experience as a broker, insurance 
agent, accountant or  lawyer. 

3.  How long have you been i n  the  community? The basic ru le  of investing applies 
here: Deal with those individuals you e i the r  know o r  can check out through r e l i ab l e  
references with trusted fr iends,  business colleagues, bankers, accountants and lawyers. 
And remember tha t  these opinions can be suplemented with information from your 
s t a t e  s ecu r i t i e s  regulator and local  BBB. 

4 .  W i l l  you provide references from three or  more c l i en t s  you have counseled f o r  
a t  l e a s t  two years? Take the time to  check out the individual t rack records of a 
f inanc ia l  planner. Get the names of several  long-term c l i e n t s  and ask them about t h e i r  
l eve l  of s a t i s f ac t ion ,  returns,  and intent ions  about staying with the f inanc ia l  
planner. Avoid f inanc ia l  planners who pressure you t o  re ly  on the word of one or  
two - new c l i e n t s ,  since a planner promoting a Ponzi scheme may l i n e  you up with one 
of the  handful of ear ly  investors who are  paid off i n  order to l u re  i n  new investors 
l i k e  yourself .  



5. W i l l  I be d e a l i n g  w i t h  you o r  a n  a s s o c i a t e ?  I f  your planner  w i l l  be tu rn ing  
over  a l l  o r  most of t h e  day-to-day work on your f i n a n c i a l  p l an  t o  a junior  a s s o c i a t e ,  
check out  t h a t  i n d i v i d u a l  a s  we l l .  Don't r e l y  on t h e  r e p u t a t i o n  and c r e d e n t i a l s  of 
one p lanner  i f  another  planner  w i l l  a c t u a l l y  do t h e  work. 

6.  May I s e e  examples of p lans  and monitoring r e p o r t s  you have drawn up f o r  
o t h e r  i n v e s t o r s ?  Make s u r e  t h a t  t hese  documents meet a l l  of t h e  f i n a n c i a l  p lan  
c r i t e r i a  descr ibed  above. Pay p a r t i c u l a r  a t t e n t i o n  t o  t h e  frequency and q u a l i t y  of 
t h e  monitoring r e p o r t s ,  s i n c e  t h e s e  updates w i l l  be v i t a l  t o  r echa r t ing  your f i n a n c i a l  
o b j e c t i v e s .  

7. What f i n a n c i a l  planning t r a d e  o rgan iza t ions  do you belong to?  Indus t ry  
groups provide t r a i n i n g  and membership s e r v i c e s  t o  f i n a n c i a l  planners .  Get t h e  
names of t h e  groups t o  which t h e  planner  claims t o  belong. Ask about t h e  a d d i t i o n a l  
u n i v e r s i t y  o r  t r a d e  educat ion  and l i s t i n g  s t anda rds  he o r  she  claims t o  have met. 
Some of t h e  major t r a d e  groups and r e l a t e d  educat ion and l i s t i n g  s tandards  are l i s t e d  
below. C a l l  and determine i f  t h e  planner  is t e l l i n g  t h e  t r u t h .  Several  r e c e n t  
c a s e s  of major investment f raud  have involved f i n a n c i a l  p lanners  making f a l s e  claims 
about  t h e i r  t i t l e s  and t r a i n i n g .  

Group: College f o r  F i n a n c i a l  Plannina 
Denver, Colo. 
503-755-7101 

I n s t i t u t e  of C e r t i f i e d  F inanc ia l  Planners  (ICFP) 
Denver, Colo. 
303-751-7600 

T i t l e :  C e r t i f i e d  F i n a n c i a l  Planner  (CFP) and cont inuing  educat ion -. 

Group: American College 
Byrn Mawr, Penn. 
215-896-4500 

T i t l e :  Chartered F inanc ia l  Consultant  (ChFC) 

Group: I n t e r n a t i o n a l  Associa t ion  of F inanc ia l  P lanners  
At l an ta ,  GA. 
404-252-9600 

T i t l e :  Reg i s t ry  of F inanc ia l  Planning : : ract i t ioners  



SUPREME COURT REVIEWS FEDERAL REGULATION OF 
NEWSLETTER PUBLISHERS 

Background 

On June 10, 1985, the United States  Supreme Court decided Lowe v. SEC, 
FED. SEC. L. REP. (CCH) para. 92,062 (1985), a case involving whether investment 
advisory publications could be regulated under the federal  Investment Advisers 
Act of 1940. 

Lowe was the president and pr incipal  shareholder of Lowe Management Corporation, 
a federal ly  regis tered investment adviser. He was convicted of various offenses, 
including misappropriating funds of an advisory c l i e n t ;  act ing as  an unregistered 
investment adviser i n  New York; tampering with evidence to cover up fraud of an in- 
vestment advisory c l i e n t  and s tea l ing  from a bank. A s  a r e s u l t ,  the SEC held a hearing 
and ordered tha t  the investment adviser r eg i s t r a t i on  of Lowe Management Corporation 
be revoked and tha t  Lowe not associate  with any investment adviser. The SEC then 
brought an act ion i n  federal  d i s t r i c t  court fo r  the Eastern Di s t r i c t  of New York 
f o r  injunctive r e l i e f  res t ra ining the d i s t r i bu t ion  of newsletters published by Lowe and 
enforcing the SEC order. The SEC claimed tha t  Lowe, Lowe Management Corporation, 
Lowe Publishing Corporation and Lowe Stock Chart Service, Inc. were violat ing the 
Investment Advisers Act of 1940 and tha t  Lowe was violat ing the SEC order by pub- 
l i sh ing ,  f o r  paid subscribers, two purportedly sem nthly newsletters containing 
investment advice and commentary and so l i c i t i ng  f o r  a stock char t  
service.  

A typical  issue of the Lowe Investment and Financial Let ter  contained general 
commentary about the s ecu r i t i e s  and bull ion markets; reviews of market indicators  
and investment s t ra teg ies ;  and spec i f ic  recommendations fo r  buying, s e l l i n g  or  
holding stocks and bull ion.  The publication advertised a telephone hot l ine  which 
subscribers could use to  obtain current information. Although i t  was advertised as 
a semi monthly publication, only e ight  issues of the  newsletter were published i n  the 
15 monyhs following the entry of the SEC order. The Lowe Stock Advisory published 
only four issues  between May 1981 and March 1982. It analyzed and commented on the 
s ecu r i t i e s  and bull ion markets and focused on lower-priced stocks. Subscribers were 
to ld  tha t  they could get  periodic l e t t e r s  with updated recommendations about specif ic  
s ecu r i t i e s  and tha t  they could u t i l i z e  a telephone hot l ine .  The Lowe Chart Service 
was advertised as  a weekly publication tha t  would contain char ts  for a l l  AMEX and 
NYSE l i s t e d  secu r i t i e s  and f o r  the 1,200 most act ively traded overthe-counter stocks 
a s  well as char t s  on gold and s i l ve r  pr ices  and market indicators.  Unlike the other 
two publications, the  Lowe Chart Service did not propose to o f f e r  spec i f ic  investment 
advice. Although i t  had 40 subscribers, no issues  were published. 



The d i s t r i c t  c o u r t  enjoined t h e  d i s t r i b u t i o n  of informat ion  t o  s u b s c r i b e r s  by 
telephone,  i n d i v i d u a l  l e t t e r  o r  i n  person. However, i t  refused  t o  e n j o i n  Lowe from 
cont inuing  h i s  publ i sh ing  a c t i v i t i e s  and refused t o  r e q u i r e  him t o  d isgorge  any of h i s  
ea rn ings  from t h e  pub l i ca t ions .  Although acknowledging t h a t  t h e  Investment Advisers  
Act of 1940 d id  not ,  on i t s  f ace ,  d i s t i n g u i s h  between personal  and impersonal advice ,  
t h e  d i s t r i c t  c o u r t  concluded t h a t  t h e  Act had t o  be construed to  a l low a p u b l i s h e r  
who was w i l l i n g  t o  comply wi th  e x i s t i n g  r epor t ing  and d i s c l o s u r e  requirements  t o  
r e g i s t e r  f o r  t h e  l i m i t e d  purpose of publishing such m a t e r i a l  and t o  engage i n  such 
publ i sh ing  a c t i v i t y .  

The Second C i r c u i t  Court of Appeals r eve r sed ,  s t a t i n g  t h a t  t h e  Act d i d  not  d is -  
t i n g u i s h  between person-to-person advice and impersonal advice  given i n  pub l i ca t ions .  
Consequently, Lowe and h i s  two corpora t ions  were investment adv i se r s .  I n  a d d i t i o n ,  
t h e  exc lus ion  i n  Sec t ion  202(a) ( l l ) (D)  of t h e  Advisers Act f o r  " the  pub l i she r  of any 
bona f i d e  newspaper, news magazine, o r  bus iness  o r  f i n a n c i a l  pub l i ca t ion  of gene ra l  and 
r e g u l a r  c i r c u l a t i o n "  was not  app l i cab le .  The Court of Appeals a l s o  ind ica t ed  t h a t  Lowe's 
h i s t o r y  of c r imina l  conduct j u s t i f i e d  c h a r a c t e r i z i n g  h i s  pub l i ca t ions  a s  p o t e n t i a l l y  
decep t ive  commercial speech. 

The Supreme Court Decision 

The Supreme Court granted c e r t i o r a r i  to  cons ider  t h e  c o n s t i t u t i o n a l  ques t ion  
of whether t h e  F i r s t  Amendment prohib i t -d  a n  i n j u n c t i o n  a g a i n s t  the  p u b l i c a t i o n  and 
d i s t r i b u t i o n  of t h e  news le t t e r s .  The Court 's  a n a l y s i s ,  however, d i d  not  addres s  t h e  
c o n s t i t u t i o n a l  q u e s t i o n  d i r e c t l y .  In s t ead ,  t h e  Court opted f o r  s t a t u t o r y  c o n s t r u c t i o n  
a s  a means of narrowing o r  e l imina t ing  t h e  c o n s t i t u t i o n a l  i s sue .  I n  so doing, t h e  Court 
shunned a p l a i n  meaning approach t o  s t a t u t o r y  c o n s t r u c t i o n  and looked t o  t h e  purpose of 
t h e  f e d e r a l  Advisers Act a s  explained i n  i ts  l e g i s l a t i v e  h i s t o r y .  The Cour t ' s  heavy 
r e l i a n c e  on a s t a t u t o r y  purpose approach permit ted g r e a t e r  l a t i t u d e  i n  s t a t u t o r y  con- 
s t r u c t i o n  while  lending suppor t  t o  t h e  Cour t ' s  dec lared  i n t e n t i o n  t o  e x e r c i s e  j u d i c i a l  
r e s t r a i n t .  It i s  ques t ionable  whether i n t e r p r e t i n g  t h e  law i n  t h e  context  of i ts  passage 
was t h e  proper  r o u t e  f o r  t h e  Court t o  take.  The e f f e c t  of t h e  Cour t ' s  i n t e r p r e t a t i o n  
was t o  underscore t h e  weaknesses of t h e  f e d e r a l  r egu la to ry  scheme, s p e c i f i c a l l y  i t s  
l a c k  of comprehensiveness. 

The Court found t h a t  s i n c e  t h e  news le t t e r s  were d i s t r i b u t e d  f o r  compensation and 
a s  p a r t  of a r e g u l a r  bus iness  and contained a n a l y s i s  o r  r e p o r t s  concerning s e c u r i t i e s ,  
t h e  b a s i c  d e f i n i t i o n  of a n  "investment adv i se r "  app l i ed  t o  t h e  pub l i ca t ions .  The Court 
nex t  turned t o  whether t h e  exc lus ion  from t h e  d e f i n i t i o n  contained i n  Sec t ion  202(a) 
(11)(D) of t h e  Investment Advisers Act was app l i cab le .  Sec t ion  202(a ) ( l l ) (D)  of t h e  
Investment Advisers Act of 1940 excludes from t h e  d e f i n i t i o n  of "investment adv i se r "  
" t h e  pub l i she r  of any bona f i d e  newspaper, news magazine o r  bus iness  o r  f i n a n c i a l  pub- 
l i c a t i o n  of gene ra l  and r e g u l a r  c i r c u l a t i o n . "  Noting t h a t  n e i t h e r  t h e  t e x t  of t h e  Act 
n o r  i t s  l e g i s l a t i v e  h i s t o r y  def ined  t h e  scope of t h e  exc lus ion ,  t h e  Court observed t h a t  
Congress d i d  not i n t end  t o  exclude pub l i ca t ions  t h a t  were d i s t r i b u t e d  by investment  
a d v i s e r s  a s  a normal p a r t  of t h e  bus iness  of s e rv ic ing  t h e i r  c l i e n t s .  



According t o  the l eg i s l a t i ve  his tory,  Congress was primarily interested i n  resu- 
l a t i ng  the business of rendering personalized investment advice, including publishing 
a c t i v i t i e s  tha t  were a normal incident thereto.  The Court observed tha t  Congress, 
p la in ly  sens i t ive  to  F i r s t  Amendment concerns, wanted to  c l a r i f y  tha t  i t  did not seek 
t o  regulate  the  press through the l icensing of nonpersonalized publishing a c t i v i t i e s .  
Since two F i r s t  Amendment cases were c i ted i n  the l eg i s l a t i ve  history,  the  Court 
re jected the customary narrow reading given to s ecu r i t i e s  exclusions and construed 
the provision broadly. 

The Court read the word "bona fide" i n  the exclusion to mean "genuine." "Genuine" 
meant t ha t  the publication contained dis interested commentary and analysis.  The 
Court concluded tha t  Lowe's publications were genuine since they were published by 
one engaged so le ly  i n  the publishing business and were not personal commu~lications 
masquerading as  newspapers, news magazines o r  f inanc ia l  publications.  It i s  unclear 
whether the Court intende a t  publications dis t r ibuted by one - not engaged so 
the  publishing business a n s i d e r e d  "genuine" and thus "bona fide." 

Ir __--/C?__ __--- ~ - _  _ 
According to  the Court, t he  words "regular and general circulation" i n  Ily\? the 

exclusion did not denote consistency of c i rcu la t ion  but ra ther  the lack of timing i t o  spec i f i c  market ac t iv i ty  o r  events affect ing or  having the a b i l i t y  to  a f f ec t  the I 
s e cu r i t i e s  industry. A publication tha t  was both "bona f ide"  and of "regular and I 
general c i rculat ion" was to  be sharply contrasted with a publication dis t r ibuted I 
by " h i t  and run t i p s t e r s "  and "touts." Both of these terms were l i f t e d  from the 
federal  l eg i s l a t i ve  history.  A "tout" was one who published promotional material  

I 
r a the r  than dis interested commentary and analysis.  A " t i p s t e r "  was one who offered ; 

t o  send, f o r  a nominal pr ice ,  a l is t  of stocks t ha t  were sure  to  go up. Publications j 
issued by such persons would not be covered by the exclusion and thus would be sub- 
ject  t o  r eg i s t r a t i on  as investment advisers. The same would hold true fo r  persons 
sending out bu l le t ins  from time t o  time on the advisab i l i ty  of buying and se l l i ng  

I 
I 

secu r i t i e s  i n  response to  episodic market actW--_____- 
/---- 

/ -_i 
The Court held tha t  since the content of Lowe's publications was completely 

d i s in te res ted  and since those publications were offered to  the  public on a regular 
schedule, Lowe was excluded from the def in i t ion  of "investment adviser" by v i r tue  
of Section 202(a)(l l)(D) of the Advisers Act. The Court added tha t  the publications 
did not f a l l  within the cen t ra l  purpose of the s t a t u t e  since they contained no in- 
dividualized advice attuned to any spec i f ic  por t fo l io  or c l i e n t ' s  par t icular  needs. 

The Court 's d i s t i nc t ion  between "personalized" and "nonpersonalized" advice 
does not appear on the face of the Advisers Act. The Court derived the d i s t i nc t ion  
from the  l eg i s l a t i ve  his tory and from an assumption tha t ,  by focusing on a spec i f ic  
c l a s s  of investment advisers ( i . e .  - those who had a one-on-one re la t ionship with t he i r  
c l i e n t s ) ,  Congress intended to  remove most others from federa l  regulation. The 
majority opinion did not adequately explore the f ac t  tha t  "professional" investment 
counselors having a personal re la t ionship with t h e i r  c l i e n t s  were the most v i s ib l e  
and most organized component of the  advisory industry forty-five years ago and the 



group wi th  which Congress compromised i n  formulat ing t h e  l e g i s l a t i o n .  What t h e  
Court d i d  w a s  impute t o  Congress a n  i n t e n t  t o  r e g u l a t e  only  members of t h e  group 
w i t h  t h e  s t r o n g e s t  lobbying power. A reading of t h e  f e d e r a l  l e g i s l a t i v e  h i s t o r y  
i n d i c a t e s  t h a t  Congress d id  not  in tend  t o  so l i m i t  t h e  scope of t h e  l e g i s l a t i o n .  
Indeed, r e s t r i c t i n g  t h e  a p p l i c a t i o n  of t h e  l e g i s l a t i o n  t o  t h e  more r epu tab le  
counse l ing  f i rms  produces a n  i r o n i c  r e s u l t .  

r- 
There i s  l i t t l e  a u t h o r i t y  f o r  t h e  p ropos i t ion  t h a t  Congress did not  in tend  t o  

exclude publ i sh ing  a c t i v i t i e s  t h a t  were a  normal p a r t  of a  personal ized  adviser -  
c l i e n t  r e l a t i o n s h i p .  I f  personal ized  advice may be regula ted  i n  i t s  own r i g h t ,  
publ i sh ing  a c t i v i t i e s  a r e  of s l i g h t  consequence from a r egu la to ry  s tandpoin t .  L 

I n  render ing  i t s  dec is ion ,  t h e  Court i n d i c a t e d  t h a t  t h e  dangers of f r aud ,  
decept ion  o r  overreaching and c o n f l i c t s  of i n t e r e s t  t h a t  motivated t h e  enactment of 
t h e  f e d e r a l  Advisers A c t  were p resen t  i n  personal ized  communications but  not  r e p l i c a t e d  
i n  pub l i ca t ions  a d v e r t i s e d  and s o l d  i n  a n  open market. This  h ighly  ques t ionab le  
assumption f a i l s  t o  acknowledge t h e  important r e l a t i o n s h i p  between t h e  q u a l i f i c a t i o n s  
of a pub l i she r  and t h e  q u a l i t y  of t h e  adv ice  rendered. I n  add i t ion ,  t h e  Court found 
t h a t  t h e  absence of c o n t r o l  over  subsc r ibe r  funds was s i g n i f i c a n t .  R e a l i s t i c a l l y ,  
however, a  s u b s c r i b e r  who implements a  p u b l i s h e r ' s  recommendations through independent 
means i s  not  n e c e s s a r i l y  sh ie lded  from harm should those  recommendations t u r n  out  
t o  be base l e s s .  

By s i g n i f i c a n t l y  broadening t h e  exc lus ion ,  t h e  Court essent:ally adopted an 
a f t e r - the - fac t  approach t o  t h e  r e g u l a t i o n  of pub l i she r s  a t  t h e  f e d e r a l  l e v e l .  Although 
" t i p s t e r s "  and " touts"  would not  be excluded, one cannot i d e n t i f y  a  " tou t "  u n t i l  he 
o r  she  has published t h e  promotional m a t e r i k  S imi l a r ly ,  a  " t i p s t e r "  cannot be 
i d e n t i f i e d  u n t i l  t h e  f raud  has occurred and ,$arm done. Only then  can enforcement 
a c t i o n  be taken and r e g i s t r a t i o n  requi red .  Isowever, r e g i s t r a t i o n  would be of l i t t l e  
u t i l i t y  a t  t h a t  p o i n t ,  and enforcement e f f o r t s  would be undermined s i n c e  t h e  Court 's  
op in ion  e f f e c t i v e l y  abol i shed  prophylac t ic  r egu la to ry  measures, except w i t h  r e spec t  
t o  professional. investment adv i se r s  rendering personal ized  advice.  Although pub l i she r s  
of nonfraudulent  adv ice  a r e  presumptively excluded from t h e  f i n i t i o n  of "investment 4 a d v i s e r , "  t i p s t e r s  and t o u t s  might as w e l l  be e x c l u d e d w n c e  they would not  be sub- 
j e c t  t o  r e g u l a t i o n  u n t i l  t h e  SEC recognizes  them f o r  wta t  they a r e .  Given t h e  
dwindling resourcaSof t h e  SEC, and t h e  f a c t  t h a t  l i t t l e  o r  no information on t h e  
t i p s t e r  o r  t o u t  would be on f i l e ,  chances a r e  t h a t  t h e  c e n t r a l  t h r u s t  of t h e  Act 
would be thwarted. Needless t o  say, t h i s  produces a  s t r ange  r e s u l t  and does l i t t l e  
t o  enhance pub l i c  opin ion  of t hose  news le t t e r  pub l i she r s  whose conduct i s  marked 
by i n t e g r i t y .  Of course,  once t h e  harm has been done, t i p s t e r s  o r  t o u t s  who repea t  
t h e i r  conduct may be sanct ioned.  By then ,  however, i t  may be  too  l a t e .  

F i r s t  Amendment Cons idera t ions  

S i g n i f i c a n t l y ,  t h e  Court i n  - Lowe d i d  not d e c l a r e  any p rov i s ion  of t h e  f e d e r a l  
Advisers Act u n c o n s t i t u t i o n a l  on i t s  f a c e  a s  v i o l a t i v e  of t h e  F i r s t  Amendment. 
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Moreover, i t  did not expressly ru le  tha t  the appl icat ion of the federal  Act t o  
Lowe's publications would contravene the F i r s t  Amendment. However, i t  i s  possible 
t o  imply tha t  the Court's ruling involved a determination tha t  the federal  regulatory 
scheme was unconsti tutional as  applied i n  l i g h t  of the Court 's construction of the  
Act's s ta tutory language which was based on i t s  l eg i s l a t i ve  history and an under- 
current of const i tut ional  considerations,- 

The Court, f o r  example, was obviously troubled by the f ac t  that  since an investment 
adviser reg is t ra t ion  covered both publishing and nonpublishing ac t iv i t i e s ,  revocation 
of t ha t  r eg i s t r a t i on  for  misconduct unrelated t o  publishing ac t iv i ty  could possibly 
in f r inge  upon F i r s t  Amendment protection. Indeed, the  Court noted as  s ign i f ican t  
the f ac t  that:  1 )  no adverse evidence concerning the qual i ty  of the publications 
was introduced; 2) no evidence existed tha t  Lowe's criminal convictions were re la ted 
t o  the  publications; 3) no evidence was present t ha t  Lowe engaged i n  any trading 
a c t i v i t y  i n  any secu r i t i e s  tha t  were the subject  of advice o r  comment i n  the  publications, 
and 4 )  no contention was made t h a t  any of the published information was f a l s e  o r  
materially misleading. 

The Court made two references to  F i r s t  Amendment considerations i n  i t s  decision. 
Remarking tha t  "Congress was undoubtedly aware of two major F i r s t  Amendment cases 
tha t . . .  i thel  Court decided before the enactment of the Act," the Court quoted from 
Near v. Minnesota ex r e l .  Olson 283 U.S. 697 (1931) and   ow ell v. City of Gr i f f i n  
303 U.S. 444 (1938), concluding tha t  " [ t l he  reasoning of Lowell, par t icu la r ly  s ince 
the case was c i t ed  i n  the l eg i s l a t i ve  his tory,  supports a broad reading of the 
exclusion for  publishers." (emphasis added) Later i n  i t s  opinion, the Court s ta ted 
t h a t  " [ t l o  the extent ... [Lowe's] chart service contains fac tua l  information about 
past  transactions and market trends, and the newsletters contain commentary on general 
market conditions, there  can be no doubt about the protected character of the 
communications, a matter tha t  concerned Congress when the exclusion was drafted." 
One cannot ascer ta in  from t h i s  statement the extent t o  which spec i f ic  advice on 
spec i f i c  secur i t i es  may be protected. In  a footnote,  the Court added tha t  "because 
we have squarely held tha t  the expression of opinion about a commercial product ... 
i s  protected by the F i r s t  Amendment, i t  i s  d i f f i c u l t  to  see  why the expression of 
an  opinion about a marketable securi ty  should not a lso be protected." The Court, 
however, did not explain the extent of such protection o r  whether advisory pub- 
l i ca t ions  would involve commercial speech or f u l l y  protected speech. Because - Lowe 
touched on F i r s t  Amendment concerns only obliquely, i t  cannot be considered a land- 
mark F i r s t  Amendment case. 

Jus t ice  White's concurring opinion approached the const i tut ional  i s sue  more 
d i r ec t ly ,  though narrowly. Without determining whether publications involved 
commercial speech o r  f u l l y  protected speech, Jus t i ce  White indicated tha t  outr ight  
suppression of Lowe's non-fraudulent publications would l o t  survive const i tut ional  
scrutiny.  Signif icant ly ,  he added: 



I emphasize t h e  narrowness of t h e  c o n s t i t u t i o n a l  b a s i s  on which I would 
dec ide  t h i s  case.  I s e e  no i n f i r m i t y  i n  de f in ing  t h e  term "investment 
a d v i s e r "  t o  inc lude  a pub l i she r  l i k e  p e t i t i o n e r ,  and I would by no means 
f o r e c l o s e  t h e  a p p l i c a t i o n  of,  f o r  example, t h e  Act 's  a n t i f r a u d  o r  r e p o r t i n g  
p rov i s ions  t o  investment adv i se r s  ( r e g i s t e r e d  o r  u n r e g i s t e r e d  who o f f e r  
t h e i r  advice  through pub l i ca t ions  ... I would hold only  t h a t  t h e  Act may 
not  c o n s t i t u t i o n a l l y  be appl ied  t o  preyent persons who a r e  un reg i s t e red  
( i n c l u d i n g  persons whose r e g i s t r a t i o n  has  been denied o r  revoked) from 
o f f e r i n g  impersonal investment advice through pub l i ca t ions  such a s  t h e  
n e w s l e t t e r s  published by p e t i t i o n e r .  

Assessing t h e  c o n s t i t u t i o n a l  i a p a c t  of - Lowe is  d i f f i c u l t  a t  t h i s  po in t  s i n c e  
t h e r e  is no c l e a r  l i n e  d iv id ing  t h e  ma jo r i ty ' s  s t a t u t o r y  and c o n s t i t u t i o n a l  a n a l y s i s .  
Although t h e  major i ty  claimed t o  be dec id ing  t h e  case  on s t a t u t o r y  grounds, con- 
s t i t u t i o n a l  cons ide ra t ions  seep through t h e  opin ion ,  but  not i n  such quan t i ty  t o  
c o n s t i t u t e  a n  adequate t e s t  f o r  measuring t h e  F i r s t  Amendment impact on s t a t e  
l e g i s l a  t i o n .  

The Connect icut  Regulatory Scheme 

Like Sec t ion  202(a ) ( l l )  of t h e  f e d e r a l  Investment Advisers Act of 1940, Sec t ion  
36-471(f) of t h e  genera l  s t a t u t e s  d e f i n e s  an "investment adv i se r "  a s  "any person 
who, f o r  compensation, engages i n  t h e  bus iness  of advis ing  o t h e r s ,  e i t h e r  d i r e c t l y  o r  
through pub l i ca t ions  o r  w r i t i n g s ,  a s  to  t h e  value of s e c u r i t i e s  o r  a s  t o  t h e  advisa- 
b i l i t y  of i n v e s t i n g  i n ,  purchasing,  o r  s e l l i n g  s e c u r i t i e s ,  o r  who, f o r  compensation 
and as  p a r t  of a r egu la r  bus iness ,  i s s u e s  o r  promulgates ana lyses  o r  r e p o r t s  con- 

ities." S e c t i o n  36-471(f) of t h e  gene ra l  s t a t u t e s  was pa t te rned  a f t e r  
S e c t i o  410( ) of t h e  Uniform S e c u r i t i e s  Act which i n  t u r n  was taken almost verbat im 

J cerniqa from t h e  i n i t i o n  i n  Sec t ion  2 0 2 ( a ) ( l l )  of t h e  Investment Advisers Act of 1940. 
S e c t i o n  36-471(f)(4) of t h e  gene ra l  s t a t u t e s  resembles i n  some r e s p e c t s  t h e  exc lus ion  
conta ined  i n  Sec t ion  202(a ) ( l l ) (D)  of t h e  Adxisers Act. Sec t ion  36-471(f)(4) exc ludes  
from t h e  d e f i n i t i o n  of "investment adviser"  a pub l i she r  of any bona f i d e  newspaper, 
news magazine, o r  bus iness  o r  f i n a n c i a l  pub l i ca t ion  of gene ra l ,  r e g u l a r ,  and paid 
c i r c ~ l a t i o n ~ e x c e p t  an investment advisory  p u b l i c a t i o n  wherein t h e  advice i s  not  
s o l e l y  i n c i d e n t a l  t o  t h a t  publ ica t ion ."  The f e d e r a l  l e g i s l a t i o n  does not c o n t a i n  t h e  
r e f e r e n c e  t o  an "investment advisory  publ ica t ion"  found i n  t h e  Conilecticut Act. 

S e c t i o n  36-471(0) of t h e  genera l  s t a t u t e s  d e f i n e s  t h e  term "investment advisory  
pub l i ca t ion"  t o  mean "a  p u b l i c a t i o n  d i s t r i b u t e d  and published a t  per iodic  i n t e r v a l s  
wherein t h e  pub l i she r  o r  any of h i s  employees s p e c i f i c a l l y  recommends t o  s u b s c r i b e r s  
i n  w r i t i n g ,  e i t h e r  d i r e c t l y  o r  i n d i r e c t l y ,  t h e  a d v i s a b i l i t y  of i nves t ing  i n ,  purchasing 
o r  s e l l i n g  s p e c i f i c  s e c u r i t i e s  o r  s p e c i f i c  c a t e g o r i e s  of s e c u r i t i e s . "  



The impl i ca t ion  of Sec t ion  is t h a t  1 )  
only  an investment advisory p u b l i c a t i o n  
t o  t h a t  p u b l i c a t i o n  would be considered e l i g i b l e  f o r  
advisory  pub l i ca t ions  may, i n  some circumstances,  be  deemed a subse t  of t h e  c l a s s  
comprising newspapers, news magazines o r  bus iness  o r  f i n a n c i a l  pub l i ca t ions .  D i s -  
t i ngu i sh ing  an investment advisory p u b l i c a t i o n  i s  t h e  f a c t  t h a t  i t  i s  d i s t r i b u t e d  
and published a t  "pe r iod ic  i n t e r v a l s . "  The word "per iodic"  t r a n s l a t e s  to  " regular"  
but  not  t o  "general." ~ h & ,  i f  an investment advisory  p u b l i c a t i o n  i s  of gene ra l  
c i r c u l a t i o n  and i f  i t s  advice  is s o l e l y  i n c i d e n t a l ,  i t  i s  excluded from t h e  d e f i n i t i o n  
of "investment adviser ."  Conversely, i f  a n  investment advisory  pub l i ca t ion  i s  of 

gene ra l  c i r c u l a t i o n  and i t s  s p e c i f i c  recommendations a r e  more than  i n c i d e n t a l  t o  
t h e  pub l i ca t ion ,  t h e  exc lus ion  would not  come i n t o  play.  F i n a l l y ,  i f  an investment 
advisory  p u b l i c a t i o n  i s  not  of gene ra l  c i r c u l a t i o n ,  t hen  i t  i s  not  excluded, re- 
g a r d l e s s  of whether t h e  advice i s  i n c i d e n t a l .  I m p l i c i t  i n  t h e  exc lus ion  i s  a 
r ecogn i t ion  t h a t  t h e  advice  i n  g e n e r a l l y  c i r c u l a t e d  newspapers, news magazines 
and bus iness  o r  f i n a n c i a l  pub l i ca t ions  i s  i n c i d e n t a l  t o  those  publ ica t ions .  

Superimposing t h e  Court 's  c o n s t r u c t i o n  of t h e  f e d e r a l  exc lus ion  on S e c t i o n  
36-471(f)(4) i s  problematic s ince  1 )  t h e  Connect icut  exc lus ion ,  adopted over f o r t y  
years  fo l lowing t h e  enactment of t h e  f e d e r a l  exc lus ion ,  l a c k s  t h e  ex tens ive  l e g i s l a t i v e  
h i s t o r y  of t h e  f e d e r a l  l a w ;  2) t h e  Cour t ' s  c o n s t r u c t i o n  i s  con t ra ry  t o  t h e  p l a i n  
meaning of S e c t i o n  36-471(f)(4) of t h e  gene ra l  s t a t u t e s ;  and 3) t h e  Cour t ' s  con- 
s t r u c t i o n  would only extend t o  t h e  gene ra l  exc lus ion  and not t o  t h e  except ion  f o r  
investment advisory  pub l i ca t ions .  Compounding t h e  problem i s  t h e  f a c t  t h a t  t h e  
Court,  f o r  example, never  e x p l i c i t l y  d e f i n e s  "general" ,  a l though i t  a t tempts  t o  
de f ine  " regular"  and "general  and regular"  ( c o l l e c t i v e l y )  i n  terms of what t h e  words 
do not  mean, which is j u s t  a s  h e l p f u l  a s  de f in ing  an "apple" t o  mean "something - 
t h a t  i s  not  a  c a r r o t . "  

Preemption Questions 

The major i ty  opin ion  i n  Lowe r a i s e s  t h e  subs id i a ry  i s s u e  of what, i f  any, 
preemptive e f f e c t ,  t h e  Court 's  d e c l a r a t i o n  of Congressional i n t e n t  would have on 
t h e  r e g u l a t i o n  of pub l i she r s  a t  t h e  s t a t e  l e v e l .  Sec t ion  222 of t h e  Investment 
Advisers Act of 1940 provides t h a t  " [n lo th ing  i n  t h i s  subchapter  s h a l l  a f f e c t  t h e  
j u r i s d i c t i o n  of t h e  s e c u r i t i e s  commissioner ( o r  any agency o r  o f f i c e r  performing 
l i k e  f u n c t i o n s )  of any S t a t e  over  any s e c u r i t y  o r  any person i n s o f a r  a s  i t  does not  
c o n f l i c t  w i t h  t h e  provis ions  of t h i s  subchapter  o r  t h e  r u l e s  and r egu la t ions  
thereunder ."  Many s t a t e  s t a t u t e s ,  such a s  t h a t  of Connect icut ,  do not  c o n f l i c t  with 
t h e  f e d e r a l  a c t  on t h e i r  face .  However, under t h e  Supremacy Clause, U.S. Const., 
A r t .  VI, C 1 .  2, s t a t e  r e g u l a t i o n  may be preempted by f e d e r a l  law i f  t h e  s t a t e  law 
"s tands  as a n  o b s t a c l e  t o  t h e  accomolishment and execut ion  of t h e  f u l l  purposes - - - -- - - - - - - . - - - - 

and o b j e c t i v e s  of Congress." ~ i n e s ' v .  Davidowitz, 312 U.S. 52,67,61 ~ . C t . - 3 9 9 ,  
494, 85 L.Ed. 581 (1941); C a p i t a l  Cities Cable, Inc .  v. Crisp,  104 S.Ct. 2694, 
2700 (1984). 



The - Lowe opinion careful ly  enunciated Congressional objectives i n  terms of 
what Congress did - not intend to  do. The Court, f o r  example, explained tha t  Congress 
did not intend to  exclude publications dis t r ibuted as a normal par t  of the business 
of ser-ricing c l i en t s .  Much of Congress' affirmative in ten t  i s  thus l e f t  to im- 
p l icat ion.  Where the Court does discuss affirmative in t en t ,  i t  avoids words l i ke  
"exclusive" and describes Congressional in ten t  as  "primary" o r  "central ,"  thus 
implying t h a t  Congress may have had more i n  mind. For example, the Court noted tha t  
Congress was primarily interested i n  regulating the business of rendering personalized 
advice, including publishing a c t i v i t i e s  tha t  were a normal incident thereto.  The 
implication i s  t ha t  Congress may have intended to regulate other forms of advice a s  
well .  Consequently, the Court 's in te rpre ta t ion  of Congressional in ten t  does not 
necessari ly compel a finding tha t  re la ted s t a t e  s t a t u t e s  a r e  i n  confl ic t  with the 
federa l  scheme. 

The Court indicated, however, t ha t  "Congress, p la inly sens i t ive  to  F i r s t  
Amendment concerns, wanted to make i t  c lear  t ha t  i t  did not seek to  regulate the 
press through the l icensing of nonpersonalized publishing ac t iv i t i e s . "  Aside from 
the cons t i tu t iona l  implications, the fac t  t ha t  a s t a t e  may require more extensive 
regulat ion of investment advisers does not ineluctably lead to the conclusion t h a t  
a conf l ic t  e x i s t s  between s t a t e  and federal  law. Once the F i r s t  Amendment fac tor  is 
introduced, however, the issue ceases to  be one concerning preemption under the 
Commerce Clause and becomes a B i l l  of Rights matter. Given the Court's f a i l u r e  to  
a r t i c u l a t e  the F i r s t  Amendment concerns involved, the e f f ec t  t ha t  Lowe w i l l  have - 
on s t a t e  s ecu r i t i e s  regulation i s  unclear. 

Conclusion 

Because the Supreme Court did not c lear ly  del ineate  the parameters of Lowe - 
or  enunciate spec i f ic  c r i t e r i a  by which i t  i s  to  be implemented, the Departinent of 
Banking w i l l  await fur ther  guidance from the courts and administrative agencies. 
For purposes of def in i t ion  and reg is t ra t ion ,  under the Connecticut Uniform Securi t ies  
Act, the Department takes the posit ion tha t  - Lowe does not materially a l t e r  exist ing 
Connecticut s ta tu tory  and regulatory requirements with respect to investment advisers,  
unless and u n t i l  i t  i s  shown tha t  Lowe c lear ly  mandates a d i f fe ren t  position. - 



SURVEY OF LEGISLATIVE DEVELOPMENTS 

On May 13, 1985, Governor William A. O'Neill signed in to  law Public Act 
85-169 which amended Chapter 662 of the  Connecticut General Statutes ,  the Connecticut 
Uniform Securi t ies  Act. The law became ef fec t ive  on May 13, 1985. The most 
s ign i f ican t  amendments concerned broker-dealer regulation i n  Connecticut. 

Any regis tered broker-dealer t ha t  ceases t o  t ransact  business a t  any o f f i ce  i n  
Connecticut must provide wri t ten notice to  the Banking Commissioner before business 
ac t iv i ty  terminates a t  t ha t  o f f ice .  In addit ion,  the  broker-dealer must provide 
t o  each customer serviced by tha t  off ice:  1 )  wri t ten notice,  a t  l e a s t  three business 
days before business ac t iv i ty  w i l l  terminate a t  the of f ice ;  2) i f  applicable, a 
descr ipt ion of the procedure the customer may follow to  maintain the customer's 
accounc a t  any other of f ice  of the  broker-dealer; 3) the  procedure f o r  t ransferr ing 
the customer's account to  another broker-dealer; and 4)  the  procedure f o r  making 
delivery to  the customer of any funds o r  s ecu r i t i e s  held by the broker-dealer. 

The amendment also permits the broker-dealer to  seek an exemption from the pro- 
vis ion of customer notice upon an appropriate showing made to the Banking Commissioner. 

I n  addit ion,  any registered broker-dealer t ha t  ceases to transact business a t  
any o f f i c e  i n  Connecticut due to  a merger or  acquis i t ion must provide wri t ten notice 
t o  the Banking Commissioner and to  each customer serviced by the of f ice .  Where a 
registered broker-dealer ceases to transact business a t  any o f f i ce  i n  Connecticut due 
t o  the commencement of a bankruptcy proceeding, the  broker-dealer must immediately 
inform the Commissioner i n  writ ing.  

Public Act 85-169 also permits regis tered broker-dealers and investment advisers 
t o  maintain required records through the use of computer technology. 

Public Act 85-169 also amended the r eg i s t r a t i on  by coordination provisions of 
the  Act by only requiring tha t  one copy of the l a t e s t  form of prospectus be f i l e d .  

The l eg i s l a t i on  made other technical  changes t o  the Act and added greater 
f l e x i b i l i t y  to the Banking Commissioner's enforcement powers by enabling the 
Commissioner to  issue orders i n  more circumstances. 



REQUESTS FOR EXTENSION OF TIME FOR FILING OF FINANCIAL 
STATEMENTS BY BROKER-DEALER REGISTRANTS 

The broker-dealer  r e g i s t r a t i o n  s e c t i o n  of t h e  S e c u r i t i e s  and Business  Investments 
Divis ion  of t h e  Department of Banking would l i k e  t o  br ing  t o  t h e  a t t e n t i o n  of 
i t s  r e g i s t r a n t s  Sec t ion  36-500-13(b) of t h e  Regulat ions promulgated under t h e  
Connect icut  Uniform S e c u r i t i e s  Act concerning r eques t s  f o r  an extens ion  of time 
f o r  t h e  f i l i n g  of annual  f i n a n c i a l  s ta tements :  

Annual F i l i n g  of Audited F inanc ia l  Statements  and 
Supplemental Current F i n a n c i a l  and Operat ion Reports:  
( 1 )  Broker-dealer: (A) A b r o k e r d e a l e r  s h a l l  f i l e  
annua l ly  wi th  t h e  commissioner, on a ca lendar  o r  
f i s c a l  yea r  b a s i s ,  a r e p o r t  which s h a l l  be audi ted  
by a n  independent pub l i c  accountant  o r  independent 
c e r t i f i e d  pub l i c  accountant .  Such r e p o r t  s h a l l  con ta in  
t h e  informat ion  requi red  i n  Rule 17a5(d) and be i n  t h e  
form requi red  by Rule 17a5(e)  promulgated by t h e  
S e c u r i t i e s  and Exchange Commission. The d a t e  of t h e  
f i l i n g  s h a l l  not  be more than  60 days fol lowing t h e  
end of t h e  ca lendar  0 2  f i s c a l  year .  However, i f  t h e  
d a t e  of t h e  f i l i n g  exceeds t h i s  60 day requirement,  
a n  unaudited s tatement  s i m i l a r  i n  a l l  r e s p e c t s  must be 
f i l e d ,  i n  a d d i t i o n ,  and s h a l l  not  be dated more than  
60  days p r i o r  t o  t h e  f i l i n g .  

A th i r ty-day  extens ion  w i l l  be considered by t h e  Commissioner 
when requested i n  w r i t i n g  and accompanied by a Focus Report,  P a r t  11 o r  l l a ,  
i n d i c a t i n g  compliance wi th  t h e  n e t  c a p i t a l  requirements ,  and a completed 
r e g i s t r a n t ' s  c e r t i f i c a t e .  

A broker-dealer ,  R e g i s t r a n t s  C e r t i f i c a t e ,  s u i t a b l e  f o r  copying, i s  provided 
on t h e  next  page of t h i s  S e c u r i t i e s  B u l l e t i n .  



REGISTRANT'S CERTIFICATE 
(Broker-Dealer) 

The Undersigned ............................. deposes and says t h a t  
Name of S igner  

he  i s  ............................. of t h e  w i t h i n  named ....................... 
T i t l e  Name of Company .................. t h a t  he has  examined t h e  foregoing r e p o r t  of f i n a n c i a l  cond i t ion  

of s a id  r e g i s t r a n t  t o  t h e  S t a t e  of Connecticut a s  of t h e  c l o s e  of bus iness  on ................................. and, t o  t h e  b e s t  of h i s  knowledge and b e l i e f ,  
Date of Statement 

t h e  f a c t s ,  set f o r t h  t h e r e i n  a r e  t r u e  and c o r r e c t ,  and, f u r t h e r ,  t h a t  n e i t h e r  
t h e  p r i n c i p a l ,  no r  any member, p a r t n e r ,  o f f i c e r ,  o r  d i r e c t o r  of t h e  r e g i s t r a n t ,  
a s  t h e  case  may be, has  any p r o p r i e t a r y  i n t e r e s t  i n  any account c l a s s i f i e d  
s o l e l y  a s  t h a t  of a  customer. 

..................................... 
Signa tu re  

S t a t e  of .............................. 
............................. County of 

Subscribed and m o r n  t o  before  me, 

t h i s  .............. day of ................... 19.... 

.................................................... 
Notary Pub l i c  

Important:  This  r epor t  must be s igned by a  member thereof  i f  a  pa r tne r sh ip  
o r  t h e  execut ive  o f f i c e r  thereof  i f  a  co rpora t ion  o r  o t h e r  form 
of a s s o c i a t i o n .  



REQUESTS FOR EXTENSION OF TIME FOR FILING OF ANNUAL 
STATEMENTS BY INVESTMENT ADVISER REGISTRANTS 

The Investment Adviser R e g i s t r a t i o n  s e c t i o n  of t h e  S e c u r i t i e s  and Business 
1 Investments  Divis ion  of t h e  Department of Banking would l i k e  t o  br ing  t o  t h e  
1 a t t e n t i o n  of i t s  r e g i s t r a n t s  s e c t i o n  36-500-13(b)(2)(A)(iii)  of t h e  Regulat ions 

promulgated under t h e  Connecticut Uniform S e c u r i t i e s  Act, which provides:  
I 
I 

The annual r e p o r t  of f i n a n c i a l  cond i t ion  requi red  by 
t h i s  subd iv i s ion  s h a l l  be f i l e d  w i t h i n  60 days 
fo l lowing t h e  end of t h e  investment a d v i s e r ' s  f i s c a l  
o r  ca lendar  year .  However, i f  t h e  d a t e  of t h e  f i l i n g  
exceeds t h i s  60 day requirement,  a n  unaudited s t a t e -  
ment s i m i l a r  i n  a l l  r e s p e c t s  must be f i l e d ,  i n  a d d i t i o n ,  
and s h a l l  not  be dated more than  60 days p r i o r  t o  t h e  
f i l i n g .  

A t h i r t y  day ex tens ion  w i l l  be considered by t h e  Commissioner upon r e c e i p t  
of a w r i t t e n  r eques t ,  a n  unaudited f i n a n c i a l  s tatement  and a conpleted r e g i s t r a n t ' s  
c e r t i f i c a t e .  A l l  f i n a n c i a l  s ta tements  t h a t  a r e  submitted t o  t h e  Department must 
meet t h e  requirements  of Sec t ion  36-500-8(c) of t h e  Regulations which r e q u i r e s  t h a t  
t a n g i b l e  a s s e t s  exceed l i a b i l i t i e s  t o  t h e  ex ten t  of a t  l e a s t  $1,000. 

An investment adv i se r  R e g i s t r a n t ' s  C e r t i f i c a t e ,  s u i t a b l e  f o r  copying, i s  pro- 
vided on t h e  next page of t h i s  S e c u r i t i e s  B u l l e t i n .  



REGISTRANT'S CERTIFICATE 
(Investment Adviser)  

The Undersigned ............................. deposes and says t h a t  
iJame of S igner  

he  i s  ............................. of t h e  w i t h i n  named ....................... 
T i t l e  Name of Company .................. t h a t  he has examined t h e  foregoing r e p o r t  of f i n a n c i a l  condi t ion  

of s a i d  r e g i s t r a n t  t o  t h e  S t a t e  of Connecticut a s  of t h e  c l o s e  of business  on ................................. and, t o  t h e  b e s t  of h i s  knowledge and b e l i e f ,  
Date of Statement 

t h e  f a c t s ,  set f o r t h  t h e r e i n  a r e  t r u e  and c o r r e c t ,  and, f u r t h e r ,  t h a t  n e i t h e r  
t h e  p r i n c i p a l ,  no r  any member, p a r t n e r ,  o f f i c e r ,  o r  d i r e c t o r  of t h e  r e g i s t r a n t ,  
a s  t h e  case  may be, has  any p r o p r i e t a r y  i n t e r e s t  i n  any account c l a s s i f i e d  
s o l e l y  a s  t h a t  of a  c l i e n t .  

..................................... 
Signature  

S t a t e  of .............................. 
County of ............................. 

Subscribed and sworn t o  be fo re  me, 

t h i s  .............. day of ................... 19.... 
..................................................... 

Notary Pub l i c  

Important:  This  r epor t  must be s igned by a  member thereof  i f  a  pa r tne r sh ip  
o r  t h e  execut ive  o f f i c e r  thereof  if a  corpora t ion  o r  o t h e r  form 
of a s s o c i a t i o n .  



BROKER-DEALER DUE DILIGENCE 

Th i s  Department i s  f r equen t ly  asked what type of due d i l i g e n c e  a broker-dealer 
must perform. 

A broker-dealer  must conduct a "reasonable" i n v e s t i g a t i o n  wi th  r e spec t  t o  
a s e c u r i t i e s  r e g i s t r a t i o n  s ta tement  t o  provide reasonable  grounds f o r  be l i ev ing  
t h a t  t h e  r e g i s t r a t i o n  i s  complete and accura t e . .  

What c o n s t i t u t e s  a reasonable i n v e s t i g a t i o n  depends on t h e  p a r t i c u l a r  s i t u a t i o n .  
The broker-dealer  should not  l i m i t  i t s e l f  t o  a cursory  review but  should develop 
a n  i n v e s t i g a t i v e  technique t h a t  w i l l  determine what i s  m a t e r i a l  i n  each o f fe r ing .  
It should i n v e s t i g a t e  i n  depth those  a c t i v i t i e s  involving s u b s t a n t i a l  r i s k .  I f  t h e  
i n v e s t i g a t i o n  r a i s e s  any ques t ions  o r  sugges ts  t h e  need f o r  a d d i t i o n a l  i n v e s t i -  
ga t ion ,  t h e  broker-dealer  should proper ly  review and r e sea rch  t h e  p a r t i c u l a r  
o f f e r i n g  i n  more d e t a i l .  Although counsel  f o r  t h e  i s s u e r  i s  o f t e n  r e spons ib le  f o r  
prepar ing  t h e  o f f e r i n g  m a t e r i a l s ,  t h e  broker-dealer should a l s o  a s s i s t  i n  t h e i r  
p repa ra t ion .  The broker-dealer should not  r e l y  s o l e l y  on t h e  i s s u e r .  

The Department of Banking be l i eves  t h a t ,  a t  a minimum, t h e  broker-dealer  should 
do t h e  fol lowing t o  s a t i s f y  due d i l i g e n c e  requirements:  

1. Meet and have d i scuss ions  wi th  management, and review any r e g i s t r a t i o n  
s ta tement  t o  acquain t  t h e  broker-dealer  w i t h  t h e  bus iness  of t h e  
o f f e r i n g  m a t e r i a l s  and t h e  i s s u e r .  

2. Meet wi th  s u p p l i e r s ,  customers,  brokers  and anyone e l s e  having a 
m a t e r i a l  bus iness  r e l a t i o n s h i p  wi th  t h e  i s s u e r .  

3. Review any l i c e n s e s ,  permits ,  trademarks o r  copyr ights .  

4.  Check t h e  background of d i r e c t o r s ,  o f f i c e r s ,  counsel  and a u d i t o r s .  
Conduct personal  in te rv iews.  

5. Review t h e  p r o p e r t i e s  of t h e  i s s u e r .  The i n v e s t i g a t i o n  should in- 
c lude  looking a t  t i t l e s ,  and searching records  f o r  mortgages a s  w e l l  
a s  t a x  and judgment l i e n s .  I f  t h e  proper ty  i s  c r i t i c a l  t o  t h e  i s s u e r ' s  
bus iness , the  broker-dealer should r e t a i n  an ou t s ide  expe r t  t o  a s c e r t a i n  
i t s  cond i t ion  o r  value.  

6 .  I n v e s t i g a t e  and review documents r e l a t i n g  t o  t r a n s a c t i o n s  concerning 
purchasing c o n t r a c t s  and supply commitments. 

7 .  Reviex pending l i t i g a t i o n  and admin i s t r a t ive  proceedings. 



8. Review a l l  f inanc ia l  statements and other f inanc ia l  information. 
The invest igat ion should also include a review of auditors '  reports  
concerning the i s suer ,  a review of budgets and projections and a 
comparison of actual  r e su l t s .  The broker-dealer should discuss 
f inanc ia l  statements and also the i s sue r ' s  in te rna l  accounting con- 
t r o l s  with the i s suer  and i t s  auditors.  

9. Review employment contracts,  s a l a r i e s ,  pension, employee benef i t  
plans and other transactions and arrangements with the issuer .  The 
invest igat ion should a lso include a review of union contracts,  labor 
disputes and EEOC and OSHA matters. 

Broker-dealers relying on a managing underwriter should review documents that  
ou t l ine  the extent of the invest igat ion conducted. The documents could be kept i n  
a f i l e  i f  they a re  needed f o r  review and/or reference. 

A broker-dealer tha t  r e l i e s  on a managing undewr i t e r  should be aware tha t  
i t  is responsible and subject to  l i a b i l i t y ,  o r  a t  l e a s t  potent ia l  l i a b i l i t y ,  even 
though the invest igat ion was conducted by others.  Because of potent ia l  l i a b i l i t y ,  
a system should be implemented whereby a par t ic ipa t ing  undewri te r  can ask o r  d i r ec t  
inqui r ies  t o  those underwriters o r  individuals who have the knowledge to answer 
spec i f ic  questions. This is especially important i n  tax s h e l t e r  investments since 
they generally involve high r i sk  and l i t t l e  information about the i s suer  may be 
avai lable  to  the public. 



FINDER'S FEES 

With increased  frequency, ques t ions  a r e  r a i s e d  regard ing  t h e  payment of a 
" f i n d e r ' s  f ee"  and whether a person r ece iv ing  such a f e e  must r e g i s t e r  under t h e  
Connect icut  Uniform S e c u r i t i e s  A c t .  A F inde r ' s  f e e  may be pa id ,  f o r  example, t o  a 
CPA o r  a n  a t t o r n e y  f o r  i n t roduc ing  a c l i e n t  t o  a promoter o r  t o  a n  investment 
a d v i s e r  f o r  in t roducing  a c l i e n t  t o  a broker-dealer.  

The ques t ion  i s  what type of r e g i s t r a t i o n  may be  requi red  f o r  an i n d i v i d u a l  
r e c e i v i n g  a " f i n d e r ' s  f ee .  General ly any time a f e e  is paid t h a t  can be a t t r i b u t e d  
t o  t h e  s a l e  of s e c u r i t i e s  and/or  t h e  rendering of investment advice ,  r e g i s t r a t i o n  
would be r equ i red .  

Fo r  example, when a broker-dealer  pays a " f i n d e r ' s  f ee , "  s o l i c i t a t i o n  f e e  
and/or  a r e f e r r a l  f e e  to  a n  i n d i v i d u a l  f o r  r e f e r r i n g  a c l i e n t ,  r e g i s t r a t i o n  is re- 
qui red .  The person r ece iv ing  t h e  f e e  should be r e g i s t e r e d  a s  a n  agent  of t h a t  
broker-dealer.  S imi l a r ly ,  where a n  investment a d v i s e r  pays a f i n d e r ' s  o r  a 
s o l i c i t a t i o n  o r  r e f e r r a l  f e e  t o  a n  ind iv idua l ,  r e g i s t r a t i o n  a s  an investment a d v i s e r  
agen t  would be necessary.  

The ques t ion  of r e f e r r a l  f e e s  was addressed i n  a d e c l a r a t o r y  r u l i n g  ( I n  
RE Shearson American Express)  i s sued  by t h e  Banking Commissioner on ~ u ~ u s t T 4 ,  
1982. The Commissioner noted t h a t  t h e  f a c t  t h a t  a f e e  was " r e f e r r a l  i n  na tu re  
and not f o r  rendering advice  i s  immaterial  s i n c e  investment a d v i s e r  agen t s  need 
not  render  advice  t o  be considered investment a d v i s e r  agents ."  The reason under ly ing  
t h e  d e c l a r a t o r y  r u l i n g  a p p l i e s  wi th  equal  fo rce  t o  broker-dealers  and i s s u e r s  a s  
w e l l  a s  investment adv i se r s .  

T h i s  agency has  de tec t ed  abus-. where a promoter pays f e e s  t o  p ro fes s iona l  
people such a s  f i n a n c i a l  p lanners ,  a t t o r n e y s  and accountants  f o r  t h e  r e f e r r a l  of 
c l i e n t s  t o  t h e  promoter. This  occas iona l ly  occurs a t  year-end w i t h  t a x  s h e l t e r  
investments .  Acceptance of such f e e s  by p ro fes s iona l s  and o t h e r s  w i l l  n e c e s s i t a t e  
r e g i s t r a t i o n  a s  an investment a d v i s e r ,  broker-dealer  and/or  agent .  Since t h e s e  
f e e s  are probably not  i n c i d e n t a l  t o  t h e  p ro fes s iona l ' s  bus iness ,  t h e r e  would be no 
s t a t u t o r y  exc lus ion  from t h e  r e g i s t r a t i o n  provis ions .  

Promoters should a l s o  be caut ioned t h a t  t h e  Department of Banking c l o s e l y  
s c r u t i n i z e s  f e e s  t h a t  would otherwise t r i g g e r  r e g i s t r a t i o n  where t h e  f e e s  a r e  
d i sgu i sed  as "due d i l i g e n c e  f e e s , "  "promotion f ees"  o r  " in t roduc t ion  fees."  I f  
t h i s  i s  t h e  case ,  t h e  r e g i s t r a t i o n  requirements apply. 

Regardless  of what t h e  f e e  i s  c a l l e d ,  i f  i t  i s  based on a r e f e r r a l  o r  s o l i c i t a t i o n ,  
and i t  i s  a t t r i b u t a b l e  t o  t h e  s a l e  of s e c u r i t i e s  o r  t h e  rendering of investment advice ,  
r e g i s t r a t i o n  wi th  this o f f i c e  would be necessary. 



ADMINISTRATIVE FINES 

By Stephen H. Solomson 

Responding t o  t h e  need f o r  p r o t e c t i o n  of i t s  c i t i z e n s ,  Connecticut passed one 
of f i r s t  "blue sky" laws i n  t h e  United S t a t e s .  I n  1903, t h e  Connecticut l e g i s l a t u r e  
adopted a  s t a t u t e  t h a t  requi red  mining and o i l  companies t o  f i l e  a  c e r t i f i c a t e  showing 
t h e i r  f i n a n c i a l  cond i t ion  ( inc lud ing  t h e  l o c a t i o n  of t h e i r  p r o p e r t i e s  and t h e  
cond i t ion  of t h e i r  ope ra t ing  p l a n t s )  w i th  t h e  Sec re t a ry  of S t a t e  i f  they wished t o  
o f f e r  t h e i r  sha res  t o  Connecticut c i t i z e n s .  [Conn. Pub. A c t s  1903-05, ch. 1961 
Though i t s  scope was l imi t ed ,  t h i s  s t a t u t e  s e t  t h e  s t a g e  f o r  t h e  adopt ion  by t h e  
Connect icut  l e g i s l a t u r e  of a  more comprehensive s e t  of "blue sky" l a w s  i n  1929. 
I n  1977, Connecticut adopted t h e  Uniform S e c u r i t i e s  Act ,  which i s  s t i l l  i n  e f f e c t  
today. These Acts ,  l i k e  a l l  "blue sky" laws, were designed t o  p r o t e c t  t h e  i n v e s t i n g  
pub l i c  from t h e  f r audu len t  s a l e s  of s e c u r i t i e s .  

The Uniform S e c u r i t i e s  Act was developed t o  provide a  comprehensive and uniform 
scheme f o r  t h e  r e g u l a t i o n  of s e c u r i t i e s  by t h e  50 s t a t e s .  The major po in t s  t h a t  
t h e  d r a f t e r s  had t o  address  included: (1 )  t h e  need f o r  e f f e c t i v e  enforcement provis ions  
t h a t  would d e t e r  f raud ,  and (2)  t h e  n e c e s s i t y  f o r  providing s u f f i c i e n t  a d m i n i s t r a t i v e  
f l e x i b i l i t y  t o  address  and respond t o  t h e  myriad f a c t u a l  s i t u a t i o n s  presented t o  
t h e  s e c u r i t i e s  admin i s t r a to r .  Loss and Cowell, Blue Sky Law (1958). The purpose 
of t h i s  a r t i c l e  i s  t o  examine Connect icu t ' s  enforcement provis ions  t o  determine i f  
they a r e  s t r o n g  enough t o  provide a n  e f f e c t i v e  d e t e r r e n t  t o  f raud ,  and t o  analyze 
whether t h i s  r egu la to ry  scheme provides enough f l e x i b i l i t y  t o  a l low f o r  t h e  o r d e r l y  
and f a i r  admin i s t r a t ion  of t h e  Uniform S e c u r i t i e s  A c t .  

There can be no doubt t h a t  t h e r e  i s  a s t rong  s t a t e  i n t e r e s t  i n  providing f o r  
t h e  p r o t e c t i o n  of t h e  s t a t e ' s  i n v e s t i n g  publ ic .  The Connecticut Supreme Court 
has s t a t e d  t h a t  " [ t h e ]  p r o t e c t i o n  of t h e  f i n a n c i a l  i n t e r e s t  of t h e  pub l i c  ... 
i s  a  m a t t e r  of s e r i o u s  concern." S t a t e  v. Kreminski, 178 Conn. 145, 151-152 
(1979) (cons t ru ing  c r imina l  s anc t ions  i n  s t a t u t o r y  predecessor  t o  t h e  Connecticut 
Uniform S e c u r i t e s  Act). It is t h i s  w r i t e r ' s  opin ion  t h a t  t h e  Connecticut Uniform 
S e c u r i t i e s  Act, while  gene ra l ly  e f f e c t i v e  i n  address ing  t h e s e  concerns, can be 
s u b s t a n t i a l l y  improved by augmenting t h e  enforcement powers of t h e  Banking Commissioner. 

Under t h e  Connecticut Uniform S e c u r i t i e s  Act, C.G.S. s36-470, e t .  seq. ,  
t h e  Banking Commissioner i s  charged w i t h  adminis te r ing  t h e  var ious  provis ions  of 
t h e  Act. Under C.G.S. $36-496, t h e  Commissioner has  a u t h o r i t y  t o  seek and impose 
p e n a l t i e s  f o r  v i o l a t i o n s  of t h e  Act. The Commissioner may: 

( 1 )  I s sue  a  cease  and d e s i s t  order ;  

M r .  Solomson is Counsel w i th  t h e  law f i r m  of 
Danaher, O'Connell, Attmore Tedford & Flahe r ty ,  P.C. of Har t ford ,  CT. 
The views expressed i n  t h i s  a r t i c l e  do not  n e c e s s a r i l y  r ep resen t  those  of 
t h e  Deartment of Banking. 



( 2 )  Bring an a c t i o n  i n  t h e  Super ior  Court f o r  a permanent o r  
temporary in junc t ion ;  

(3 )  Seek a c o u r t  order  imposing a f i n e  not  exceeding $1,000; 

( 4 )  Apply t o  t h e  cour t  f o r  a n  order  of r e s t i t u t i o n ;  o r  

(5 )  En te r  i n t o  a w r i t t e n  consent o rde r  i n  l i e u  of a n  ad jud ica t ion  
hear ing .  

The cease  and d e s i s t  o rde r  i s  s t r i c t l y  a ma t t e r  w i t h i n  t h e  d i s c r e t i o n  of t h e  
Commissioner, and may be i s sued  ex p a r t e .  However, a f t e r  t h e  o rde r  i s  i s sued ,  t h e  
person(s)  named i n  t h e  o rde r  may f i l e  a w r i t t e n  reques t  f o r  a hearing. The respondents  
have f o u r t e e n  days from t h e i r  r e c e i p t  of t h e  o rde r  t o  f i l e  a hearing reques t .  Con- 
duct  of t h e  hear ing  i s  governed by t h e  Adminis t ra t ive  Procedure Act (Chapter 54 
of t h e  gene ra l  s t a t u t e s ) .  

The a p p l i c a b i l i t y  of a s t a t u t e ,  r u l e  o r  o rde r  can be chal lenged by a p e t i t i o n  
f o r  a d e c l a r a t o r y  r u l i n g  under C.G.S. $4-176. The form of t h e  p e t i t i o n  and t h e  pro- 
cedures a f t e r  t h e  p e t i t i o n  i s  f i l e d  a r e  d e t a i l e d  i n  936-1-45, e t .  seq .  of t h e  
Regulat ions of Connecticut S t a t e  Agencies. The dec i s ion  t o  i s s u e  a d e c l a r a t o r y  
r u l i n g  i s  w i t h i n  t h e  d i s c r e t i o n  of t h e  Commissioner. The Commissioner has  t h e  
o p t i o n  of hold ing  a hearing be fo re  i s s u i n g  a d e c l a r a t o r y  judgment ru l ing .  I f  he 
e l e c t s  t o  i s s u e  a decl i . rarory r u l i n g ,  he must n o t i f y  t h e  p e t i t i o n e r  w i t h i n  1 0  days. 
I f  t h e  Commissioner e l e c t s  t o  i s s u e  a d e c l a r a t o r y  r u l i n g ,  i t  must be rendered 
w i t h i n  90 days of t h e  p e t i t i o n  o r ,  i f  a hear ing  is h e l d ,  w i t h i n  90 days a f t e r  t h e  
c l o s e  of evidence. 

I f  an adverse  d e c l a r a t o r y  r u l i n g  is  i ssued  and i t  i s  not  accompanied by a 
hea r ing ,  o r  i f  t h e  Commissioner r e fuses  t o  i s s u e  a d e c l a r a t o r y  r u l i n g ,  t h e  p e t i t i o n e r  
can  seek a d e c l a r a t o r y  judgment i n  t h e  Super ior  Court. The aggrieved p a r t y  may 
no t ,  however, seek  a n  appeal  pursuant  t o  C.G.S. 94-183 under these  circumstances.  
See Shearson American Express ,  Inc .  v. Banking Commission of Connect icut ,  Conn. 
Super ior  Court No. 1468 (1983). 

I f  a n  adverse  d e c l a r a t o r y  r u l i n g  was accompanied by a hearing,  t h e  p a r t y  may 
appeal  t o  t h e  Super ior  Court under C.G.S. 94-183. The p e t i t i o n  must be f i l e d  wi th in  
45 days of t h e  f i n a l  agency dec i s ion .  The f i l i n g  of an appeal  does n o t ,  however, 
au tomat i ca l ly  s t a y  a n  agency d e c i s i o n  al though a s t a y  may be granted a t  t h e  d i s c r e t i o n  
of t h e  agency o r  the  cour t  upon a p p r o p r i a t e  terms. An appeal  under 84-183 i s  
conducted by t h e  c o u r t  without a jury and i s  confined t o  t h e  record.  The cour t ,  
upon r eques t ,  w i l l  hear  o r a l  argument and r ece ive  w r i t t e n  b r i e f s .  Case law holds 
t h a t  t h e  ~ r o c e d u r e s  under t h e  Uniform Adminis t ra t ive  Procedures Act exceeds t h e  
minimum procedura l  safeguards  mandated by t h e  due process c lause .  See, Adamchek v. 
Board of Educat ion of Stamford 174 Conn.366 (1978); s e e  a l s o  Hart Twin Volvo Corp. 
v. Commissioner of Motor Vehic les ,  165 Conn. 42 (1974). 



I n  addi t ion to  the enforcement powers of the Commissioner enumerated above, there  
i s  always the option of re fe r r ing  a matter to  a law enforcement agency. C.G.S. 536-497 
c a l l s  f o r  criminal penalt ies of up to  ten years i n  j a i l  and/or a f i n e  of $10,000 
f o r  w i l l fu l  violations of C.G.S. s36-472 and s36-473 and up t o  two years i n  j a i l  
and/or a f i n e  of $2,000 f o r  a w i l l f u l  v io la t ion  of any other provision of the 
Uniform Secur i t i es  Act. 

While criminal penalt ies a r e  perhaps the most e f f ec t ive  deterrent  to fraudulent 
ac t iv i ty ,  a s  a pract ical  matter there  have not been a su f f i c i en t  number of criminal 
complaints brought to deter i l l e g a l  conduct. Again, as a p rac t ica l  matter, the 
majority of enforcement proceedings simply do not jus t i fy  the involvement of the law 
enforcement agencies. Thus, the  u t i l i t y  of using the criminal enforcement option 
is  generally limited t o  those s i tua t ions  where the fraud involved is so blatant and 
far-reaching tha t  c i v i l  sanctions a r e  simply inadequate. 

What i s  missing under the Connecticut Uniform Securi t ies  Act i s  the power to 
levy a penalty administratively without having to f i l e  an act ion i n  the Superior Court. 
This procedure would fill the large enforcement "gap" between the commonly used 
cease and d e s i s t  order and criminal sanctions. With delays and expenses inherent i n  
bringiag an act ion i n  the Superior Court, the importance of being able to levy a 
penalty a f t e r  an administrative hearing cannot be discounted. 

A number of s t a t e s  now have such authority and many others a r e  exploring t h i s  
enforcement option. In addit ion,  the Revised Uniform Securi t ies  Act (presently i n  t he  
draf t ing  s tage)  does allow f o r  the imposition of a c i v i l  penalty up to  a maximum of 
$2,500 f o r  a s ingle  violat ion o r  up to  $25,000 fo r  multiple violat ions  i n  related 
proceedings. 

Among the s t a t e s  now authorizing the i r  s ecu r i t i e s  administrator to impose 
monetary penal t ies  a r e  Virginia,  Iowa, Colorado, New Jersey and Maryland. Representatives 
of each of these s t a t e s  were contacted and s ta ted categorical ly  t ha t  the a b i l i t y  to 
impose monetary pena l i t i es  under t he i r  s ecu r i t i e s  act  was very important, i f  not 
c r i t i c a l ,  t o  the f a i r  and e f fec t ive  enforcement of t h e i r  s ecu r i t i e s  s ta tu tes .  

These representatives s ta ted  tha t  resor t ing to criminal penalt ies or  revoking 
a r eg i s t r an t s  l icense to do business may fur ther  harm tha t  s t a t e ' s  investing public. 
Though not unmindful of the  many abuses of the  secur i t i es  s t a t u t e s  and the need f o r  
s t r i c t  government regulation to  weed out the con men and charlatans,  these regulators 
sa id  they were re luctant  to disrupt  the f inanc ia l  a f f a i r s  of a firm's customers by 
revoking t h a t  f irm's r igh t  to operate i n  tha t  s t a t e .  A minor to moderate violat ion 
simply does not warrant such a penalty. Rather than resor t  t o  these harsh penalt ies,  
the  enforcement divisions have been able i n  many s i tua t ions  to obtain consent orders 
tha t  include monetary penal t ies  and/or cease and des i s t  orders. 

One example c i ted  by a s t a t e  regulator i l l u s t r a t e s  how ef fec t ive  and f lex ib le  
monetary penal t ies  can be. An out-of-state broker was c i ted  for  transacting business 
without reg is te r ing  i n  tha t  s t a t e .  The enforcement divis ion reached a consent 
agreement with the broker. Unfortunately, the broker continued doing business i n  
the  s t a t e ,  which prompted fur ther  enforcement act ion.  



The s t a t e  ult imately reached another agreement with the broker, and, among other 
things, levied a  penalty of $65,000. Though one cannot be cer ta in ,  t he  deterrent  
e f f ec t  of t h i s  f i n e  (which represented the commissions earned by the broker) may 
have had a  much more s ignif icant  e f fec t  on brokers contemplating s imilar  action 
than a  cease and des i s t  order would. By removing the p ro f i t  motive from misconduct, 
the s t a t e  would c lear ly  deter s imilar  conduct i n  the future .  A s  one regulator said ,  
the stigma of a  cease and des i s t  order i s  simply not what i t  used to be and i t  
i s  no longer a  very e f fec t ive  deterrent  i n  many instances. 

A number of the regulators commented tha t  legi t imate  f i m s  seem to  l i ke  the 
concept of monetary penalt ies for  r e l a t i ve ly  minor o r  moderate transgressions of 
the regulatory scheme. A monetary penalty i s  a  much l e s s  draconian measure than a  
suspension. A suspension can be catastrophic for  even the l a rges t  firms. For 
a  small firm, i t  could be f a t a l .  It is s ign i f ican t  to  note i n  t h i s  regard that  the 
Commissioners' Notes to  the Uniform Securi t ies  Act emphasize t ha t  "not every minor 
o r  technical  in f rac t ion  i s  meant to  r e su l t  i n  a  denial ,  suspension, o r  revocation 
order." Uniform Laws Annotated, Business and ~ i n a n c i a i  ~ a w s ,  5 204, p. 715 
(Master Ed. 1970). 

I n  summary, i t  appears t ha t  there  i s  a  s ign i f ican t  trend i n  many jur isdict ions  
toward the imposition of monetary penal t ies  by the s ecu r i t i e s  administrator.  These 
ju r i sd ic t ions  grant the r i gh t  to a  hearing and allow f o r  an appeal to  s a t i s f y  due 
process requirements. This option gives greater  f l e x i b i l i t y  to  the secur i t i es  
administrator and, i n  many instances,  serves as an e f fec t ive  deterrent .  It also 
appears t o  work well  as a  settlement tool ,  givink both the administrator and the 
respondent f l e x i b i l i t y  i n  resolving the issues,  consis tent  with sound public policy. 

I f  the  Banking Commissioner were to  obtain such authority,  he would not be 
breaking new ground i n  Connecticut. Presently, both the environmental protection 
and motor vehicle commissioners have the authority to levy c i v i l  penalt ies.  
(C.G.S. 322a-6b; C.G.S. 514-67). It i s  cer ta in ly  f a i r  to s t a t e  tha t  the public i n t e r e s t  
i n  protecting investors is no l e s s  a  concern than the regulation of junk yards. 
(C.G.S. 514-67v). 

C iv i l  penal t ies  simply allow more e f fec t ive  enforcement of the  secur i t i es  
laws and have worked well i n  every ju r i sd ic t ion  tha t  provide f o r  them. The 
Connecticut l eg i s l a tu re  would be wise to  consider and pass such l eg i s l a t i on  i n  
order to give i t s  c i t i zens  the grea tes t  possible protection. 



ENFORCEMENT 

Cease and Desist Orders 

On May 2,  1985, Commissioner Woolf ordered Playa Petroleum Inc. of Denver, 
Colorado and i t s  o f f i c e r s ,  Thomas W .  C a u l f i e l d ,  P res iden t  and Don T a m ,  Vice- 
P res iden t ,  t o  Cease and Des i s t  from any f u r t h e r  v i o l a t i o n s  of t h e  S e c u r i t i e s  Act. 
A s  a r e s u l t  of a n  i n v e s t i g a t i o n  conducted by t h e  S e c u r i t i e s  and Business Investments 
Div i s ion  of t h e  Department of Banking, t h e  Commissioner concluded t h a t  t h e  re- 
spondents o f f e red  and s o l d  un reg i s t e red  s e c u r i t i e s  t o  Connecticut r e s i d e n t s .  These 
s e c u r i t i e s  cons i s t ed  of u n i t s  i n  l i m i t e d  p a r t n e r s h i p s  which were formed f o r  t h e  
purpose of acqu i r ing  r i g h t s  t o  d r i l l  and develop o i l  and gas l e a s e s  and t o  pro- 
duce and ope ra t e  o i l  and gas wel l s .  It was a l s o  a l l eged  t h a t  t h e  s e c u r i t i e s  were not  
s o l d  through a r e g i s t e r e d  agent and/or  broker-dealer .  

On June 10, 1985, Commissioner Woolf ordered Computer Supplies  I n t e r n a t i o n a l ,  
Inc. ,  ("CSI"), and i t s  o f f i c e r s ,  of Milford. Connect icut ,  t o  Cease and Desist from t h e  
o f f e r  and s a l e  of bus iness  o p p o r t u n i t i e s  i n  Connect icut .  An i n v e s t i g a t i o n  d i sc losed  
t h a t  t h e  bus iness  opportuni ty r e g i s t r a t i o n  of CSI lapsed on Apr i l  30, 1985 and t h a t  CSI 
f a i l e d  t o  renew i t s  r e g i s t r a t i o n .  The i n v e s t i g a t i o n  a l s o  d isc losed  t h a t  t h e  respondents 
made unt rue  s t a t emen t s  and f a i l e d  t o  d i s c l o s e  c e r t a i n  m a t e r i a l  f a c t s  i n  connect ion 
wi th  t h e  o f f e r  and s a l e  of bus iness  oppor tun i t i e s .  I n  add i t ion ,  they made mis- 
r e p r e s e n t a t i o n s  t o  purchaser- investors  regard ing  p o t e n t i a l  earnings.  

On June 18, 1985, Commissioner Woolf ordered Mountain C a p i t a l  Corpora t ion  
of New Canaan, Connect icut ,  and i t s  p r i n c i p a l  o f f i c e r  t o  Cease and Desist from 
t h e  o f f e r  o r  s a l e  of s e c u r i t i e s  i n  Connect icut .  The Commissioner a l l e g e d  t h a t  
t h e  Respondents o f f e red  and s o l d  un reg i s t e red  s e c u r i t i e s ,  f a i l e d  t o  make proper 
d i s c l o s u r e s  t o  i n v e s t o r s  and f a i l e d  t o  provide i n v e s t o r s  wi th  c u r r e n t  f i n a n c i a l  
informat ion  i n  connect ion wi th  t h e  o f f e r  and sale of subordinated t h r i f t  c e r t i f i c a t e s .  
Through i t s  o f f i c e r s ,  t h e  company o f fe red  i n v e s t o r s  promotional m a t e r i a l s ,  inc luding  
personal  investment b r i e f s .  Representa t ions  contained i n  t h e  promotional ma te r i a l s  
compared t h e  y i e l d  on t h e  subordinated t h r i f t  c e r t i f i c a t e s  t o  t h e  y i e l d  provided 
o n  bank c e r t i f i c a t e s  of depos i t .  The promotional m a t e r i a l s  o f f e red  t o  i n v e s t o r s  
a l s o  contained a guaranteed r a t e  of r e tu rn .  The personal  investment b r i e f s  provided 
t o  i n v e s t o r s  were misleading i n  t h a t  t h e  y i e l d  on t h e  subordinated t h r i f t  c e r t i f i c a t e s  
w a s  "guaranteed" only  by t h e  a b i l i t y  of Mountain C a p i t a l  Corporat ion t o  gene ra t e  
s u f f i c i e n t  income t o  pay i n t e r e s t  on t h e  notes .  The subordinated t h r i f t  c e r t i f i c a t e s  
were guaranteed by a f i n a n c i a l  o r  governmental i n s t i t u t i o n .  



I Adminis t ra t ive  Matters  
I 

On June 10, 1985, Commissioner Woolf en tered  i n t o  a  s t i p u l a t i o n  w i t h  S e c u r i t i e s  
F i r s t ,  Inc . ,  a  brokerage f i rm loca ted  i n  New Haven, Connect icut .  An i n v e s t i g a t i o n ,  
d i s c l o s e d  t h a t  t h e  f i rm f a i l e d  t o  renew i t s  broker-dealer  r e g i s t r a t i o n ,  employed 
unreg i s t e red  agen t s  and conducted s e c u r i t i e s  bus iness  while  un reg i s t e red .  The terms 
of t h e  s t i p u l a t i o n ,  provided t h a t :  

( 1 )  SF1 would r ece ive  a  l e t t e r  of censure from t h e  
Department of Banking. 

(2 )  SF1 would review and modify i t s  compliance manual 
t o  d e t e c t  and prevent  any f u r t h e r  v i o l a t i o n s  of t h e  
Connecticut Uniform S e c u r i t i e s  Act, i nc lud ing  re- 
cur rence  of SFI ' s  f a i l u r e  to  t imely r e g i s t e r  w i th  
t h e  Department of Banking. 

(3)  SF1 would not  e f f e c t  any purchases o r  s a l e s  of 
s e c u r i t i e s  f o r  a  five-day, period commencing 
June  17, 1985 and ending June 21, 1985 w i t h  t h e  
excep t ion  t h a t  u n s o l i c i t e d  s a l e s  t r a n s a c t i o n s  could 
be  e f f e c t e d .  Any commissions earned would be donated 
t o  the  Ronald McDonald House Char i ty ,  i n  New Haven, Connecticut.  

( 4 )  SF1 customers would be advised i n  w r i t i n g  of SFI ' s  
un reg i s t e red  s t a t u s  and five-day suspension. 

j On June 14, 1985, Commissioner Woolf censured S e c u r i t i e s  F i r s t ,  Inc.  and 

1 i t s  p r e s i d e n t ,  Sam J. Piccione.  

The S e c u r i t i e s  and Business Investment Divis ion  of t h e  Department of - 

Banking, r equ i red  Bond Timing Se rv ices ,  Inc. ,  a n  investment a d v i s e r  l oca ted  i n  
Boston. Massachuset ts ,  t o  make r e s t i t u t i o n  t o  two Connect icut  i n v e s t o r s  i n  t h e  
amount- of $1,711.  he f  irm had employed unreg i s t e red  investment a d v i s e r  agen t s  
who s o l i c i t e d  accounts  on i t s  behal f .  



Administrative Order 

On August 12, 1985, Banking Commissioner Brian J. Woolf disqual i f ied himself 
from hearing or  deciding an administrative proceeding involving the possible 
revocation or  suspension of the r eg i s t r a t i on  of E. F. Hutton & Co., Inc. Commissioner 
Woolf appointed Deputy Commissioner Howard B. Brown as  successor hearing of f icer .  

1 

1 On October 7 ,  1985, a t  10:OO a.m. i n  Rooms W52 and W58 of the  S t a t e  Capitol 
Annex, Hartford, Connecticut, Deputy Commissioner Brown w i l l  hold a hearing to de- 

1 termine whether Hutton's gu i l ty  plea to  2,000 counts of mail and wire fraud would 
I warrant suspending or revoking i t s  r eg i s t r a t i on  as  a broker-dealer and investment 

adviser i n  Connecticut. 

Deputy Commissioner Brown scheduled the hearing because the present hearing 
record i s  incomplete. He wants to  examine documents tha t  were requested by Attorney 
General Joseph I. Lieberman on July 15, 1985 but were not submitted to the hearing 
o f f i ce r .  Additional evidence would include the report of former U.S. Attorney 
General Gr i f f i n  Bel l  concerning those Button employees responsible for  the 
a c t i v i t i e s  and the r e su l t s  of an invest igat ion ordered by Commissioner Woolf in to  
the involvement and accountabil i ty of Hutton employees. That invest igat ion also 
w i l l  cover the extent to  which Connecticut banks may have been harmed by Hutton's 
act  ions. 



C i v i l  R e f e r r a l  

On A p r i l  26, 1985, Commissioner Woolf requested Attorney General Joseph I. 
Lieberman t o  seek r e s t i t u t i o n  f o r  a Connecticut i n v e s t o r  who was defrauded by t h e  
p r i n c i p a l s  of Microbyx Corporat ion of Elt. Kisco, New York. On March 19, 1984, 
Commissioner Woolf i ssued a Cease and Des i s t  Order a l l e g i n g  t h a t  M r .  and Mrs. 
John Andresen so ld  a Greenwich r e s i d e n t  $24,000 worth of un reg i s t e red  s e c u r i t i e s  
of Microbyx Corporat ion,  a research  and development company incorpora ted  i n  
Delaware. 

The pre l iminary  Cease and Des i s t  Order i ssued a g a i n s t  t h e  Andresens i n  March 
of 1984 became f i n a l  i n  March of 1985, following a hearing.  It was e s t ab l i shed  
t h a t  M r .  and Mrs. Andresen: (1 )  s o l d  unreg i s t e red  s e c u r i t i e s  of Microbyx s tock  
i n  v i o l a t i o n  of s t a t e  s e c u r i t i e s  laws and (2)  f a i l e d  t o  d i s c l o s e  t o  inves to r s  
c e r t a i n  m a t e r i a l  informat ion  r e l a t i n g  t o  Microbyx s tock ,  inc luding t h e  b a s i s  upon 
which t h e  s t o c k  w a s  valued; t h e  f a c t  t h a t  t h e  exclus ive  a s s e t s  of t h e  company were 
t h e  s u b j e c t  of l i t i g a t i o n ;  and information concerning t h e  f i n a n c i a l  condi t ion  of 
t h e  company. 

John Andresen w a s  a former Wall S t r e e t  investment banker and one of the  
founders of Microbyx Corporat ion i n  1972. He resigned i n  1973 a s  an o f f i c e r  and 
d i r e c t o r  but  continued t o  r a i s e  c a p i t a l  f o r  the  company. 



Criminal R e f e r r a l s  

On May 10, 1985, Commissioner Br ian  J. Woolf and Chief S t a t e ' s  Attorney Aust in  
J .  McGuigan announced t h a t  John Koropatkin, 111, of Vernon was a r r e s t e d  and charged 
wi th  two counts  of f i r s t  degree larceny.  M r .  Koropatkin i s  p r e s e n t l y  await ing t r i a l .  

The a r r e s t  of M r .  Koropatkin i s  t h e  r e s u l t  of a j o i n t  i n v e s t i g a t i o n  conducted 
by t h e  Department of Banking and t h e  Economic Crime Unit  of t h e  Of f i ce  of t h e  Chief 
S t a t e ' s  Attorney. 

Commissioner Woolf i ssued  a Cease and D e s i s t  Order on May 31, 1984 p r o h i b i t i n g  
Koropatkin from s e l l i n g  s e c u r i t i e s  i n  o r  from Connect icut .  The o rde r  charged t h a t  
Koropatkin had s o l d  un reg i s t e red  s e c u r i t i e s ,  had made unt rue  s t a t emen t s  t o  i n v e s t o r s ,  
and had v i o l a t e d  t h e  s t a t e ' s  s e c u r i t i e s  laws by engaging i n  a c t s  and p r a c t i c e s  
which would ope ra t e  a s  a f raud  o r  d e c e i t  upon p o t e n t i a l  i n v e s t o r s .  

The i n v e s t i g a t i o n  revealed t h a t  Koropatkin approached a t  l e a s t  t h r e e  Connecticut 
r e s i d e n t s  and o f fe red  them t h e  oppor tuni ty  t o  i n v e s t  money i n  a r e a l  e s t a t e  re- 
development d e a l  t h a t  promised high r e t u r n s  on t h e i r  investments  i n  a sho r t  per iod  
of t ime. A s  a f u r t h e r  inducement, Koropatkin pledged sha res  of s tock  i n  t h e  Vernon 
Bowling Lanes, which he claimed t o  own, a s  c o l l a t e r a l  f o r  t h e  investments.  A s  a 
r e s u l t ,  t h e  i n v e s t o r s  inves ted  $177,500 w i t h  Koropatkin. They received only $67,500 
back from him. I n v e s t i g a t i o n  by t h e  Economic Crime Unit  revea led  t h a t  Koropatkin 
d id  not  own any sha res  i n  t h e  Vernon Bowling Lanes nor  was he an owner of t h a t  company 
a s  he had claimed. 

On March 29, 1985, Charles  D'Angelo of Torr ington ,  Connect icut ,  a former 

; branch manager of Smith Barney H a r r i s  and Upham Company of New York pleaded 
g u i l t y  t o  s e c u r i t i e s  f raud .  He was scheduled t o  be sentenced May 23 i n  t h e  United 
S t a t e s  D i s t r i c t  Court i n  New Haven. It was a l l e g e d  t h a t  M r .  D'Angelo misappropriated 
approximately $757,000 dur ing  t h e  course of h i s  employment wi th  t h e  firm. On August 
23, 1984, Commissioner Woolf revoked M r .  D'Angelo's agent  r e g i s t r a t i o n  i n  Connecticut.  
On March 29, 1985, t h e  case  was r e f e r r e d  t o  Chief S t a t e ' s  Attorney Aust in McGuigan 
f o r  c r imina l  prosecut ion .  Mr. D'Angelo was a l s o  i n d i c t e d  by t h e  United S t a t e s  At torney ' s  
Of f i ce  i n  connect ion wi th  t h e  same t r ansac t ion .  He was convicted and i s  serv ing  a 
f e d e r a i  sentence .  Xased on t h e  f e d e r a l  convic t ion ,  t h e r e  w i l l  be no s t a t e  prosecut ion .  



Criminal  R e f e r r a l s  

i' On June 11, 1985 Commissioner Woolf r e f e r r e d  t o  Chief S t a t e ' s  Attorney 
Aust in  J. McGuigan t h e  case involv ing  Minton Group, Inc .  and Walter  E. Wlodarski, 
both of New Canaan, Connecticut.  As a  r e s u l t  of a n  i n v e s t i g a t i o n  conducted by t h e  
S e c u r i t i e s  and Business Investments  Div i s ion  of t h e  Department of Banking, i t  was 
found t h a t  M r .  Wlodarski s o l d  tax s h e l t e r  l i m i t e d  p a r t n e r s h i p s  t o  va r ious  c l i e n t s .  
Most of t h e s e  l i m i t e d  p a r t n e r s h i p s  involved r e a l  e s t a t e  investments.  M r .  Wlodarski 
purpor ted ly  engaged i n  f r audu len t  a c t i v i t i e s  i n  connect ion wi th  t h e  o f f e r  and s a l e  of 
t h e s e  investments  from 1978 through 1982. 

On November 9, 1983, Commissioner Woolf ordered M r .  Wlodarski and t h e  Minton 
Group, Inc . ,  of which Mr. Wlodarski was p res iden t ,  t o  Cease and Des i s t  from t r ans -  
a c t i n g  bus iness  a s  a n  un reg i s t e red  investment a d v i s e r  agent  and as a n  un reg i s t e red  
investment a d v i s e r  i n  Connect icut .  Commissioner Woolf requested M r .  McGuigan t o  
review t h i s  case  f o r  c r imina l  prosecut ion  under t h e  Connect icut  Uniform S e c u r i t i e s  
A c t .  The Department requested t h a t ,  i f  Wlodarski i s  convicted,  r e s t i t u t i o n  be 
made a p a r t  of h i s  sentence.  P resen t ly ,  M r .  Wlodarski i s  inca rce ra t ed  i n  New York 
f o r  v i o l a t i o n s  of t h e  New York s e c u r i t i e s  laws. M r .  Wlodarski was a i s o  a  c e r t i f i e d  
pub l i c  accountant ,  and copies  of t h e  Cease and Des i s t  Order i ssued  by Commissioner 
Woolf a g a i n s t  M r .  Wlodarski were submitted t o  t h e  Board of Accountancy. 

/ On J u l y  29, 1985, Richard L. E a s t t y  of 4 North Stonington  Road, Old Mystic,  
Connect icut  w a s  a r r e s t e d  by t h e  o f f i c e  of Chief S t a t e ' s  Attorney Aust in  J. McGuigan. 
He was a r r a igned  on August 12, 1985 i n  t h e  New London Super ior  Court f o r  a l l e g e d l y  
v i o l a t i n g  t h e  Connecticut Uniform S e c u r i t i e s  Act. 

It w a s  a l l e g e d  t h a t  M r .  E a s t t y  ac ted  a s  an un reg i s t e red  broker-dealer o r  
agen t ,  rendered investment advisory  s e r v i c e s  absent  r e g i s t r a t i o n  and v i o l a t e d  
t h e  an t i - f raud  provis ions  of t h e  s t a t e  s e c u r i t i e s  laws. 

By l e t t e r  dated January 26, 1984, Commissioner Woolf requested Chief S t a t e ' s  
Attorney XcGuigan t o  c r i m i n a l l y  prosecute  M r .  Eas t ty  f o r  t hese  a l l eged  v i o l a t i o n s  . 
Xr. E a s t t y  w a s  a  p r i n c i p a l  i n  F inanc ia l  Guidance, Inc . ,  a Connecticut f i n a n c i a l  
consu l t ing  company t h a t  w a s  incorpora ted  i n  January 1980. M r .  Eas t ty  i s  p resen t ly  
awaiti.w-tra_l_.-~ 
/ ~~'~ 



~ Criminal R e f e r r a l s  

On J u l y  2, 1985, Commissioner Woolf requested t h e  o f f i c e  of t h e  Chief S t a t e ' s  
Attorney t o  c r i m i n a l l y  prosecute  Michael J. Creed f o r  v i o l a t i o n  of t h e  Connecticut 
Uniform S e c u r i t i e s  Act. On August 1, 1985, Chief S t a t e ' s  Attorney,  John J. Kelly 
commenced a n  i n v e s t i g a t i o n  i n t o  t h i s  ma t t e r .  

On May 5, 1985, Commissioner Woolf ordered M r .  Creed t o  Cease and Des i s t  from 
t h e  o f f e r  and s a l e  of s e c u r i t i e s  w i t h i n  Connect icut .  It was a l l eged  t h a t  M r .  Creed 
s o l d  un reg i s t e red  s e c u r i t i e s  i n  t h e  form of l i m i t e d  pa r tne r sh ip  i n t e r e s t s  and f a i l e d  
t o  d i s c l o s e  t h e  un reg i s t e red  s t a t u s  of t h e s e  s e c u r i t i e s .  It was a l s o  a l l eged  t h a t  
Mr. Creed pe rpe t r a t ed  a f raud  and d e c e i t  upon Connect icut  i nves to r s .  

On June 29, 1984, t h e  Department of Banking i s sued  a subpoena t o  M r .  Creed, 
1722 Bucks H i l l  Road, Southbury, Connecticut.  Mr. Creed f a i l e d  t o  appear and produce 
r eco rds  on J u l y  12 ,  1984 a s  requi red  by t h e  subpoena. On September 10, 1984, t h i s  
o f f i c e  i ssued  a second subpoena t o  M r .  Creed commanding him t o  appear on September 17, 
1984. The ma t t e r  was r e f e r r e d  t o  t h e  Of f i ce  of t h e  Attorney General f o r  subpoena 
enforcement. On November 19, 1984, t h e  Super ior  Court i ssued  an o rde r  commanding 
M r .  Creed t o  appear  be fo re  t h e  Banking Commissioner o r  h i s  agent on December 17, 
1984. On December 17, 1984, M r .  Creed appeared, w a s  sworn i n  and t e s t i f i e d  a t  a n  
i n v e s t i g a t o r y  inqu i ry .  



Criminal Refer ra l s  

On August 23, 1985, Commissioner Woolf r e f e r r ed  the  case of Berber t  C. 
Young of Trumbull, Connecticut, t o  Chief S t a t e ' s  Attorney Joho Kelly wi th  t h e  
recommendation t h a t  Mr. Young be cr iminal ly  prosecuted under the  Connecticut 
Eni fom Secur i t i e s  Act. On Ju ly  3, 1985 Commissioner TJoolf had ordered H r .  
Young t o  Cease and Des is t  from the  o f f e r  and s a l e  of s e c u r i t i e s  i n  o r  from 
Connecticut. It was al leged t h a t  'lr. Young so ld  unregis tered s e c u r i t i e s  and 
t h a t  ha did not adequately d i sc lose  t o  investors  information concerning the  
premature r e l e a s e  of funds from escrow. 




