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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION

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

McGINN, SMITH & CO., INC.,

McGINN, SMITH ADVISORS, LLC

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

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

Defendants,

LYNN A. SMITH and
NANCY McGINN,

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

Intervenor. :
X

RESPONDENT FRANK CHIAPPONE’S RESPONSE TO THE 3*° MOTION
OF WILLIAM J. BROWN, AS RECEIVER, FOR AN ORDER DISALLOWING
CERTAIN CLAIMS (BROKER CLAIMS)
PLEASE TAKE NOTICE, that Frank Chiappone, through his attorney, Roland M. Cavalier, does

hereby contest the Third Motion of William J. Brown, as receiver (hereinafter “Third Motion™)

insofar as the Third Motion seeks to disallow the claim of Mr. Chiappone, in his capacity as a
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purchaser of $50,000 of Third Albény Income Notes (“TAIN™) for his own account. The details of
his purchase are set forth in Exhibit A of the Receiver’s Third Motion.

The essence of the Receiver’s Third Motion is that the brokers who bought McGinn Smith
& Co. private placement securities should not be allowed to participate in the partial paymenfs to
be made to all other investors, because the Chief Administrative Law Judge (“ALJ”) who presided
over the civil proceeding instituted by the Securities & Exchange Commission’s Division of
Enforcement (herein, “SEC” or “Division”), has found that the brokers who are the subject of the
Third Motion “knowingly or recklessly” recommended unregistered private placements securities
to their clients, with no reasonable basis for such recommendations.'

The ALJ’s findings are found in her Initial Decision, dated February 25, 2015. The reasons
that we believe that the motion should be denied, or at the least, put in abeyance pending
completion of the decision of the Commissioners (and pending appeal to the applicable Circuit
Court of Appeals, should the Commissioners ratify the ALJ’s Initial Decision) are set forth below.

1. The ALJ’s Initial Deéi_§ion Has Not Been Ratified. The ALJ’s Initial Decision is
not the same as the decision of a trial court judge. Pursuant to 17 C.F.R. § 10.84 the Initial

Decision may become the decision of the Commission within 30 days after it is served, unless it is

appealed by a party. Mr. Chiappone did appeal the Initial Decision, as did most other brokers.

The appeal is to the commissioners of the SEC. Briefs were filed to the Commissioners, and oral
argument was held at the SEC’s Washington, D.C. office on August 15, 2017. However, no
decision has been rendered by the Commissioners, so the ALJ’s Initial Decision still has no effect,
and it cannot serve as the basis for the Receiver’s position that Mr. Chiappone should not be
entitled to a proportionate share of the proceeds available for distribution to customers who
purchased these private placement securities. Because of such appeal, Mr. Chiappone and the
other respondent brokers have the right to continue to practice their profession pending the
outcome of the appeal to the Commission. As of this date, no decision has been rendered by the
Commissioners, and therefore the findings of the ALJ have no legal effect.

2. ALJ’s Decision May be Moot _due to_Constitution’s Appointments Clause. The

Receiver’s motion is based solely on the Initial Decision of the ALJ. However, the respondent
brokers have challenged the authority of the ALJ to preside over the administrative hearings, as

she is an inferior officer, and she was not appointed in compliance with the Appointments Clause

' See Receiver’s Declaration, at page 4.
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of the U.S. Constitution (Constitution, Art. 2, Clause 2). The U.S. Court of Appeals for the Tenth
Circuit in Bandimere v. U.S. Securities & Exchange Commission has held that SEC administrative
law judges are inferior officers, and as such, they were not appointed in compliance with the U.S.
Constitutional appointments clause.> In Raymond James Lucia v. SEC, the D.C. Circuit held that
SEC ALJ’s were not subject to the appointments clause. However, on January 12, 2018, the US
Supreme Court granted Certiorari in the Lucia case and that court will be specifically address the
issue of whether the SEC ALIJI’s were appointed in compliance with the Constitution.
Accordingly, this court should either allow Mr. Chiappone to receive his proportionate share of the
distribution or, at the least, direct the Receiver to set aside the amount Mr. Chiappone would
receive until such time as he has completed all of his appeals, including his petition to the
Commissioners and any subsequent appeal to the 2™ Circuit Court of Appeals. If his proportionate
share of the funds is disbursed to the non-broker investors, he would be unable to recover even if
he prevailed on his appeals.

3. Mr. Chiappone Played No Role In, And Was Unaware of McGinn and Smith’s Fraud

(Ponzi Scheme). No proof was submitted and no finding was made that Mr. Chiappone knew of

the fraud perpetrated by Messrs. Smith and McGinn. Moreover, there was written proof that Smith
and McGinn deliberately withheld from the brokers the fact that they were paying investors in

insolvent offerings with money from new investors in more recent offerings. This proof can be

733

found in the document colloquially known as the “Dave Smith Confession.” ° While bearing no

date, that document can be dated to late 1999 or early 2000 by its contents.* Written by Mr. Smith
-and intended for Mr. McGinn, but apparently never delivered, the document contains the following
admissions:

“I believe that we are at risk for the continual raising of investment dollars that are now
clearly unlikely to be repaid in full. ... More recently, those dollars for the most part
are used to fulfill the investment promised to earlier investors. While you have
previously rejected my characterization of these acts as similar to a “Ponzi Scheme”
because new dollars being raised are in fact buying new product, and only “profit
dollars” are being used to cover shortfalls, I believe that our actions could be defined
otherwise. The reason for my belief is that we are now in possession of indisputable
empirical evidence that the new investments have no chance of being repaid in

~

See, Bandimere v. Securities and Exchange commission, 844 F 3d 1168, 1179-1187 (10th Cir. 2016).

See, Livingston Exhibit 31. A typed version is also in evidence as Livingston Exhibit 32.

For testimony establishing the time frame of the undated document, see Chiappone testimony, Tr., pp. 5613 —
5615.

s W
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JSull. Whether less than 100% collections (66%) is due to normal attrition, fraud, billing
errors, or poor credit judgment, it really does not matter. The facts are that we will
never collect 100% or close to it. Therefore, our “profits” which we use are not profits
at all, but rather monies that should be held in reserve to allow for the deficit collections
for the protection of the new investors. For us not to allow for these deficits by setting
up adequate reserves is, in my judgment, bordering on fraud. Certainly, by not
disclosing in the prospectus our poor history of collections, we are not providing the
prospective investor an accurate picture of his risk. We both know why we don’t make
that disclosure — because such disclosures would cause our salesmen to cease selling
and investors to cease buying. Thus we are misleading both our own employees and
customers. ... We knew the poor collection history, and yet continued to raise money as
if we were ignorant of our own collection experience.” (emphasis supplied).

Despite the fact that this document (in evidence) makes it crystal clear that Messrs. Smith
and McGinn made every effort to hide the fact that they were using investor’s money from
recently issued deals to prop up failing prior offerings, the ALJ premised her finding that Mr.
Chiappone violated securities laWs on the theory that he should have discovered the fraud
committed by his superiors.

5. The ALJ Ignored that the SEC and NASD failed to Discover the Fraud During Their

Own Investigations. The concept that Mr. Chiappone should have discovered the fraud is

preposterous. There was testimony that the SEC, and NASD (now called FINRA) conducted
routine investigations of MS & Co. over the years, which is common practice for brokerage firms
and investment advisors. Yet, these organizations, whose duty it is to periodically investigate
companies that serve the investing public, all failed to discovery that MR & Co. was engaged in a
Ponzi scheme over a long period of time. Nevertheless, the ALJ held that the brokers employed by
that company should have known of the fraud.

6. ALJ’s Decision on Liability Erroneous-Hanly & Progeny Misconstrued. While Mr.

Chiappone understands that this court does not have any ability to countermand the decision of the
ALJ, it is important to understand that Mr. Chiappone and the respondent brokers believe that the
chief flaw in the ALJ’s Initial Decision was her determination that the brokers were responsible for
not having discovered the fraudulent Ponzi-like activities of Messrs. Smith and McGinn. There
was no finding that Mr. Chiappone had ever participated in the fraudulent activities that lead to the
collapse of the MS & Co. organization and the related investor losses. In fact, there was no factual

finding that Mr. Chiappone was even aware of the fact that Messrs. Smith and McGinn were

4
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propping up failed investments by applying customer funds received in more recent offerings.
Rather, the ALJ determined that Mr. Chiappone should have known of the fraud committed by his
superiors.

This is quite an unusual finding, since The SEC’s key witness, forensic accountant Kerri
Palen, testified at length about the considerable time and attention she spent in discovering and
documenting the fraud. Ms. Palen, a CPA who performed fraud examinations for three accounting
firms before her employment by the SEC, testified that she had extensive experience in fraud
investigations, both at her prior employers, and at the SEC.” She worked on the McGinn Smith
case from May, 2011 until January of 2014, a period of 33 months or almost three full years,
during which time she spent almost 50% of her time on the McGinn Smith case.’ In spite of the
fact that it took Ms. Palen almost three years to fully unearth and document the fraudulent acts of
Smith and McGinn, the SEC attorneys argued and the ALJ ruled that the brokers, including Mr.
Chiappone, could or should have discovered the fraud before the government investigators raided
the MS & Co. offices and shut down MS & Co. operations. This ruling defies logic and ignores
the realities of how brokerage firms operate. Within the McGinn Smith organization, there was a
division of labor that is similar to any firm that marketed private placement securities. That
division of work is as follows:

1. Messrs. Smith and McGinn researched and initially investigated the underlying

investments (McGinn primarily as to the trust offerings and Smith as to the Four Funds).

2. The due diligence team, then also conducted due diligence on the trust offerings.

3. Private Placement Memorandums (PPM’s”) were prepared by the firm’s in-house

attorney and accountant, sometimes with assistance from outside law firms.

4, The PPM’s were distributed to the brokers to read and pass along to potential
customers.
5. Meetings were held with the brokers in which the features of the investments were

discussed and brokers could and did ask questions.
6. The brokers would then conduct “customer-specific due diligence” to verify that a

newly minted offering was or was not suitable for each particular customer.

> See Palen testimony at Jan 28™ Transcript pp. 389-390.
® See Palen testimony, at Jan. 28" Transcript pp. 392-393.
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Ms. Palen testified that she found that McGinn & Smith used moneys from the Four Funds
offerings to redeem failed alarm offerings of earlier vintage, a classic feature of Ponzi schemes.
However, under cross-examination, she admitted that she found no documentary evidence that Mr.
Chiappone (or any of the other brokers) participated in the misuse of customer funds to prop up
earlier offerings. She further admitted that she found no documentary evidence that Mr.
Chiappone or other brokers were even aware of this misuse of customer funds. She also admitted
that she found no other (i.e., non-documentary) evidence that Mr. Chiappone was aware of the
Ponzi-like activities of Messrs. Smith and McGinn, or that he had any connection whatsoever to
the misuse of customer funds.”

Notwithstanding this testimony by the SEC’s own forensic accountant, the ALJ ruled that
the brokers should have duplicated the work done by their bosses, the due diligence team, the in-
house accountant, the in-house and outside legal counsel. This runs contrary to the manner in
which any brokerage firm finds, vets, researches and structures offerings of private placement
securities.

The ALJ also ignored the fact that NASD (now FINRA) and the SEC conducted their own
periodic investigations of McGinn Smith & Co., and they totally failed to discovefthe fact that
McGinn Smith & Co. was propping up failed or troubled offerings with monies from new
investors,'even though they had the time and expertise to make such an investigation.

Because the ALJ’s decision ignored that key testimony, and because that decision relied in
significant part on the holdings of Hanley v. SEC and subsequent cases citing to that decision, it is
our belief that the ALJ’s Initial Decision will be overturned by either the Commissioners or,
should they uphold the Initial Decision, by the applicable circuit court of appeals (in Mr.
Chiappone’s case, the 2" Circuit Court of Appeals).

7. Analysis of Hanly and its Progeny. Again, we understand that this court cannot overturn

the Initial Decision, but to understand the flaws in the ALJ’s determination of liability, one must

understand why we believe the ALJ misconstrued relevant case law.

A. Mr. Chiappone Was Not Involved in the Fraudulent Activity. The SEC’s

claims against Chiappone are not based not upon affirmative untruths, misstatements or intentional

non-disclosures. Instead, the SEC’s claims are anchored in the broker’s “duty to inquire” or “duty

7" Feb. 28™ Transcript pp. 393-400. In fact, Ms. Palen admitted that she saw nothing in the SEC’s
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to investigate.” The ALJ made no finding that Mr. Chiappone was involved in the fraudulent acts
or was even aware of the fraud committed by Smith and McGinn at the time he sold the securities
at issue. Rather, she premised her finding of liability on an alleged failure to discover the fraud,
claiming that he did not comply with a “duty to investigate,” a concept found in Hanley v. SEC
(hereiﬁaﬂer “Hanly”) and its progehy.8

A number of cases do hold that when a broker makes a recommendation, he must have an
adequate basis for the recommendation (Hanley, 415 F2d 589, 597; SEC v. Milan Capital Group,
2000 U.S. Dist. Lexis 16204 (SDNY 2000), SEC v. Hasho, 784 F Supp 1059 (SDNY 1992)).
Brokers are under a duty to investigate and a broker cannot recklessly state facts about matters on
which he has no knowledge. He has to read available sales literature and cannot blindly accept
recommendations made in sales literature if he has reason to know otherwise. In making a
recommendation, a registered representative implies that a reasonable investigation has been made
and his recommendation relies on that investigation. However, even a failure to inquire does not
rise to the level of fraud under the securities laws, without a showing of knowledge or
recklessness.

Mr. Chiappone fulfilled his duty to inquire by independently reviewing and analyzing the
terms and risks ofk the various investments and by making his own individualized assessments of
the suitability of the investments for each client. He read the private placement memorandums,
attended meetings at which the MS & Co. due diligence team explained each offering, asked
questions when he wanted additional information, and personally conducted calculations on debt
service coverage.” The due diligence on the viability of each product offering for the Trust
Offerings (reasonable basis due diligence) was done by the due diligence team at MS & Co, as was
testified to in great detail by Mary Ann Cody, in-house legal counsel.'” MS & Co. had a first-rate
due diligence team that vetted the pre-2003 alarm deals. That team returned to MS & Co. in 2006,
and conducted similar diligence on the alarm and triple play deals offered from late 2006 through
2009.

Mr. Chiappone did his own customer-specific due diligence in compliance with

NYSE Rule 405. Based on the collective efforts of the MS & Co. due diligence team and his own

8 See, Hanley v. SEC, 415 F2d 589, 597 (2d Cir. 1969)

° Chiappone testimony, Tr. pp. 5559 — 5560 (as to reading PPM’s); 5479 — 5481 (as to debt service calculations); and
Tr. pp. 5426 — 5427 (as to attendance at due diligence presentations).

19 Cody testimony, Tr. pp. 4545 — 4552.
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work, Mr. Chiappone had a reasonable basis on which to recommend the investments to a select

group of his clients for which he determined the investment would be suitable.

B. The Hanly Decision. The duty of a registered representative does not require the

representative to duplicate due diligence that has already been performed by the brokerage firm on
the underlying investments of any offering, as the ALJ ruled. Instead, the applicable standard as

set forth in Hanly is as follows:

“By his recommendation, he [a securities salesman] implies that a reasonable
investigation has been made and that his recommendation rests on the conclusions
based on such investigation. Where the salesman lacks essential information about
a security, he should disclose this as well as the risks which arise from his lack of
information.” (emphasis supplied) Hanly, 415 F.2d 589, 597 [2d Cir. 1969]).

Hanly requires that a reasonable investigation has been made; it does not require that

individual brokers must perform every step in the due diligence process personally. The factual
context of Hanly is critical in understanding why Hanly was misconstrued by the ALJ. The facts in
Hanly are markedly different from those in this matter. First, Hanly involved equity securities in
an unseasoned high tech company. This matter involves a series of fixed income (debt) offerings
created and run by the same management team, which was seasoned in such offerings, and had a
track record that (at the time of the offerings) was thought to be exemplary.!! In Hanly, the
representatives made a number of affirmative statements guaranteeing the meteoric success of an
over-the-counter stock they were selling, despite knowing that “[f]rom its inception the company
operated at a deficit” potential merger negotiations with two major companies had failed, the US
Navy had cancelled orders, and the company had been adjudicated a bankrupt.'* Critically, despite
knowing of those past failures, the representatives nonetheless made afﬁrmative statements of sure
success, such as claiming that the stock price “would go from 6 to 12 [dollars per share] in two
weeks.”"> The brokers in the Hanly case had no factual basis on which to base any predictions of
success, and had nothing other than pure speculation as to price increases. Accordingly, the court

properly held that the brokers had acted recklessly.

""" Chiappone testimony, Tr. pp. 5466 (as to reliance on MS & Co. track record).
2 Hanly, 415 F2d at 592-593.
" Hanly, 415 F2d at 593.
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To the contrary, the issuers/managers of the Four Funds and Trust Offerings were not
strangers to Chiappone. Chiappone had extensive personal familiarity with the prior success of the
MS & Co. structured investments, had known and worked with MS & Co. management for years,
and had personally sold scores of private placement investments structured or underwritten by MS
& Co. that had yielded good returns for investors. He had a more than a reasonable basis on which
to recommend MS & Co. private placements, particularly those which were based on recurring
monthly revenue streams, such as alarm monitoring receivables and triple-play (Phone, Internet &
Cable TV) receivables. In recommending these notes, he relied on what he believed to be a
seasoned issuer of privately placed debt. That the principals of MS & Co. were in fact involved in
systemic fraud was not known to anyone (including the SEC and NASD) until early 2010. This
was because the fraud had been concealed by Messrs. McGinn and Smith, as was admitted in the
handwritten document authored by Mr. Smith."* While Hanly may impose a duty on brokers, it
does not alter the requirements of scienter imposed by relevant case law, and that case law requires
more than simple negligence for fraud-based securities statutes. Hence, it is submitted that the
holding in Hanly is based on facts that are clearly distinguishable from the facts in the present
case.

It is also important to note that Hanly requires only that “a reasonable investigation has
been made” and that the broker’s recommendation rests on conclusions based on such
investigation. It does not require that the broker simself make that investigation. That duty was
imposed on the individual broker in Hanly because no one else made such an investigation,
rendering Mr. Hanly’s representations without any foundation. To the contrary, Mr. Chiappone
was entitled to rely on the very real and substantial investigations made as to the Trust Offerings,
as testified to by Ms. Cody and himself."> In the case of the MS & Co. private placements, the due
diligence was assigned to the firm, which employed a substantial due diligence team. This was set
out in the 2007 and 2008 Compliance Manuals introduced into evidence:

“Due Diligence Procedures. When McGinn Smith acts as underwriter in connection with
limited partnership and/or private placement offerings, it will make a reasonable
investigation of the project to include inspection of completed projects, conversations with
in-house counsel where applicable, a complete examination of financial documents and any

14 See the so-called “Dave Smith Confession,” SEC Ex. 350, and also; Livingston Ex. 31 (see Tr. 5619), mistakenly
marked as Livingston Ex. 30 (see Tr. 5613). A typed version is also in evidence as Ex. Livingston-32 (Tr. p. 5619).
'3 Ms. Cody testified as to the due diligence procedures for the pre-2003 alarm deals (Tr. pp. 4545 — 4549 ) and Mr.
Chiappone testified that the due diligence team returned to MS & Co. in 2006 and vetted all Trust offerings sold after
their return (Tr. pp. 5430 & 5447).
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other documents deemed necessary to deal fairly with the investing public. Paperwork
recording the due diligence will be kept in the legal files.”!
It is submitted that Mr. Chiappone was entitled to rely on the investigations made by the
due diligence team, which had the education and background to conduct due diligence on the Trust

Offerings.
C. SEC Holding Expands Hanly & its Progeny Beyond Its Scope.

The key problem with the ALJ’s application of Harnly and its progeny is that it turns the
actual manner in which the brokerage industry is structured on its head. Almost all brokerage
houses employ analysts whose duty it is to study the markets and individual securities and make
recommendations. The registered representatives then sell what the analysts and investment
committees recommend. In fact, to do otherwise is itself a prohibited practice, known as “selling
away.” Similarly, MS & Co. had its private placement Trust Offerings structured by the
investment bankers and vetted by a due diligence team that was substantial.'” The Four Funds
investments were structured by the investment bankers at MS & Co. Application of the Hanly line
of precedent to this situation would require Chiappone to ignore the work of the persons assigned

. to locate, structure and conduct due diligence on the investments, and duplicate the entire due
diligence on his own, to make investment recommendations based upon his own analysis, a
process in which he or virtually any registered representative utterly lacks the necessary education
and ’uraining.18 Yet, in this case, the ALJ held that an individual broker, who has nowhere near the
resources of the SEC, NASD or any Self-Regulatory Organization, should have discovered what
those same agencies failed to unearth during their routine audits of MS & Co.!” The SEC’s key
witness (forensic accountant Kerry Palen) admitted that she was aware that the OCIE division of
the SEC conducted an investigation of MS& CO. sometime around 2003, but she was not aware

that they discovered any fraud.”’

6 MS & Co. 2007 Compliance Manual, Guzzetti Ex. 2, at p.42 (in evidence at Tr. p. 2996); MS & Co. 2008
Compliance Manual, Division exhibit DIV — 329, at page 44.

17 Testimony of Mary Ann Cody, Tr. pp. 4545 — 4552.

18 For instance, the Division’s theory suggests that it was the registered representative’s responsibility to conduct their
own due diligence on the Firstline Trusts investments. Ultimately, Firstline filed for bankruptcy and the Firstline
Trusts investments failed because a creditor arguably possessed a superior claim to the assets that were supposed to
generate revenues for the Firstline Trusts. The due diligence staff, which presumably included in-house and/or outside
counsel, was unable to discern the risk that a creditor would have a priority claim to the assets, yet the Division posits
that the registered representatives could have and would have discerned that risk.

19 See NASD investigation dated May 14, 2007 (Exhibit Div-501).

% Ppalen testimony on cross-examination, Tr. pp. 475 — 477.

10
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In conclusion, it is our belief that Mr. Chiappone was innocent of any unlawful conduct,
and that he is entitled to the benefit of the doubt until all appeals are exhausted. To grant the
Receiver’s Third Motion without awaiting result of the appeals to the Commissioners and the
Second Circuit, Would be to make Mr. Chiappone’s argument moot as to his right to share in the
assets recovered by the Receiver that will be distributed to the investors.

Attached as Exhibit “A” to this Brief Replying to the Receiver’s Third Motion are copies
of the relevant pages of the hearing transcripts that are referenced in the footnotes and excerpts
from any other documents so referenced herein. Exhibit “A” does not include the document
referenced in footnote #1, as that document is in the Receiver’s motion papers and cases cited

herein.

Dated: April | 22018

S/ Roland M. Cavalier

Bar Number 103775

Attorney for Respondent Frank Chiappone
Tuczinski, Gilchrist, Cavalier & Tingley, P.C.
P O Box 28

Troy, NY 12181

Telephone: 518.238.3759

Fax: 518.426.5067

E-mail: recavalier@tgtflegal.com

Cc: William J. Brown (Bar Roll #601330)
Catherine N. Eisenhut (Bar Roll#520849)
Attorneys For Receiver
Omni Plaza
30 South Pearl] Street
Albany, NY 12207
Telephone: (518) 472-1224

And
One Canalside
125 Main Street

Buffalo, NY 14203
Telephone: (716) 847-8400
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CERTIFICATE OF SERVICE

I, Roland M. Cavalier, hereby certify that on this 13th day of April, 2018, I served a true and
complete copy of Respondent Frank H. Chiappone’s Reply Brief opposing the Receiver’s Third
Motion, seeking to disallow payment of funds recovered by the Receiver to Mr. Chiappone and the
other Respondent stock brokers who were the subject of the hearings held by the SEC’s
Administrative Law Judge. :

By Federal Express to:

Securities and Exchange Commission
Office of the Secretary
U.S. Securities and Exchange Commission
100 F. Street, NE
Mail Stop 1090
Washington, D.C. 20549
Facsimile (202) 772-9324

One (1) copy via Federal Express to:

William J. Brown (Bar Roll #601330)
Catherine N. Eisenhut (Bar Roll#520849)
Attorneys For Receiver
Omni Plaza
30 South Pearl Street
Albany, NY 12207
Telephone: (518) 472-1224

And

One Canalside
125 Main Street
Buffalo, NY 14203
Telephone: (716) 847-8400

Roland M. Cavalier
Sworn to before me this
13" day of April, 2018.

Notdry Pliblic — State of New York

£y A. MEYER
watg:x?:%c State of '24“ Yotk
Ng'lomEnggggir Count!a} )
n
ggg}n‘ﬁgsion Expires 02/08/20
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EXHIBIT “A”

EXCERPTS FROM HEARING TRANSCRIPTS
AND OTHER DOCUMENTS REFERENCED IN
THE FOOTNOTES OF THIS REPLY BRIEF

13
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Administrative Proceedings 2/21/2014
Page 5613 Page 5615
1 F. Chiappone 1 F. Chiappone
2 been more focusing in on insurance-backed 2 MR. CAVALIER: Raymond, the page
3 products for my clients. 3  |abeled 15 of 287
4 Q. Have you sold a single private 4 Q. Do you see — let me know when you
5 placement since you left McGinn Smith? 5  have that?
6 A. No. 6
7 Q. Have you offered a single private 7
8  placement since you left McGinn Smith? 8
9 A. No. 9
10 MR. CAVALIER: Exhibit 48A, previously 10 -
11 marked 48 but now has highlighted text to it. 11 .
12 Your Honor, | believe this exhibit is 12
13  inevidenceasa Livingston extiibit but | wasnt 13
14 herethat day it was put in evidence. | was 14
15 here, however, last Friday when Mr. Stoelting 15
18 readfromit. |would like to ask questions so 16
17 we can put a date on the email, 17
18 JUDGE MURRAY: 1 don't need all that, 18
19  FC48A. 19
20 MR. BIRNBAUM: 1tis Livingston 30 if 20
21 thatis helpful. 21
22 MR. CAVALIER: itis already in 22
23 evidence as Livingston 30, your Honor. The only] 23 A 3
24 differenceis | have highlighted some passages 24 Q. Nowlhaveajusta couple questions
25  onthis. ' 25 for you and then we'll be done.
Page 5614 Page 5616
1 F. Chiappone 1 F. Chiappone
2 B GreE W e tHers 15 TioTiate ony R Page 307 Again I will reag’and ask
3 GrEect? 3" You a question. )
4 4 "I have chosen to put p thoughts on
5 5 rather than express tfem in our plannied
6 6 ly meeting with Brigh and Mary Ann on
7 7 Rsday evening fop'several reasons, first and
8 8 enyrisis we are facing is
9 9 discussions should
10 10 remain co = A
11 11 Did Thp ¢f Dave or anyone ever speak
12 12 toyou about grisis that occurred sometime in
13 13 the 1989-2080 e frame?
14 14 A
15 15 Q. r become aware from any
16 16 other 1} this proceeding, of any
17 17 A D time frame?
18 18 A, Ner.
19 19 /Q. Page$, please,\of 282 | will read
20 20 o passages and ask yol a question.
21 21 A. Okay. :
22 22 Q. "am sure that you vkl agree that if
23 2 our frusts go into default everyling else will
24 24  come apart. The business has Become addicted to
25 25 _ the cash flows from the trust busifss and

27 (Pages 5613 to 5616)
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P?ge 387 Page 389
T K. Palen - Cross i 1 K. Palen - Cross
2 \ the case. You can say | am going to s@é‘iv you 2 evidence,
3.. \something that you used to have, but tgﬁat can't 3 - JUDGE MURRAY: | am going to hold off
4 ‘pethe evidence in the case. i 4 on the exhibits until we finish the witness.
5 MR. MALONEY: Absolutely, Your Honor, 5 Is there somebody else that is going
bt JUDGE-MURRAY:- Let meSeeflcan S MR:»GMAHER:va:am-geingvto&gernext sennsedn
8 ful%c:ﬁon on this. Is the actual exhibit going 8 ifthatis okay with the Courf.
9 Inevidence the 4Q - you kno;}z"hat that is? 9 CROSS-EXAMINATION
jio . MR. MALONEY: 1 do, your Honor. Just 10 AR=CAVALIER:
11 soth record is clear, the dotument that you 11 57Palen.
12  sawu on the screen Is theJanuary 13th 12 ' ing. -
13 versio?(s, January 13, 201 4iof Ms. Palen's 13 Q. 1 Roland Cavalier, here on behalf
14 dedlaration, and on Sat ay, this past Saturday 14 of Frank Chiappone. | wilj ask you some
15 Ms. Palévevised thos ‘immbers andwe received |15  questions about your testimony under examination
16  arevised Yersion on Si day afternoon. 16  bythe Division.
17 So, Hue to just pot having enough time 17 OLi.are tant;
18  toget the electronic yersion loaded up, that is 18
1%  thereason fg‘tthe hitc ugh. 19
20 ‘JUDGE‘ MURRAY: Okay. And ifyouwant |20
21 o put something dld in o show something, you 21
22 canputitin. | dgh't have any problem, | 22
23 just have to malte sure that somebody reading 23
24 this transcript who isn't here today can follow 24
25  this. Thatis what khave to be sure of. 25
x& Page 388 Page 350
1 - Palen - 1 K. Palen - Cross
2 Sorry for the intdgrupti 2 MR. ABRAMSON: 1as well. Can you
3 Q. Ms. Palen, 1 havk handed you a 3 speak up alittie?
4 documesit that is marked Exhibit 420, [s that 4 Q. Younee pass-avery:rigorous
5 ftrade ticket? S examinati e a:CPATEoITeE?
6 A. fitlooks fike it Is a trade ticket, 6
7 Q/ Itis a trade ticket foriMr. Hill's 7
8 purchase of $270,000 in TAIN, 10.25 percent 8
¢ notes in December 20047 9
10 - I have no way of knowing if this is a 10
11 fingl ticket or — there is words of the top 11
12 that says "Void, new number.” 12
13 Q. The trade ticket does not list broker 13
14 cpde 59, does it? . . 14
15 A. No. 15
16 Q. Ithists broker code 7002 16
17 A. That's what it lists here, 17
18 Q. And broker code 700 does n ppearon {18
19 [ your chart at Exhibit 4Q; corract? 19
20 A. Soitwasn'tin the investor databise, - 20
21 Q. And broker code 700 is not Y 21
2 Mr. Rabinovich? \ 2 2
23 A. Notthat| know of. 23
24 MR. MALONEY: 1 have no further 24
25  questions. | would move Exhibit 420 into 2 5

6 (Pages 387 to 390)
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Page 391 Page 393
1 K. Palen - Cross
?
3
4
5
6
7 re
8
S 165.
10 Q. As aresult of that work you prepared
11 the very comprehensive report, the declaration
12 thatis sitling In front of us. Corect?
milar. 13 A. Aswell as a lot of other reports for
14 that a law firm or accounting firm? 14 other matters.
15 ltis an accounting firm. 15 Q. Okay. And that declaration lays out
16 ave b 16 significant acts of wrongdoing on the part of
17 17 Tim McGinn and David Smith. Correct?
18 18 A. Correct.
19 Q. Pardon me? 19 Q. lwould like to discuss some of those
2.0 A. Three years. 20 acts of wrongdoing. First | would like to
21 ; 21 discuss the allegation or the category of acts
22 22 that Four Funds money were used to redeem the
23 23 pre-2003 alarm deals. All right?
24 24 A. Okay.
25 25 Q. Basically that is the allegation in
Page 394
1 K. Palen - Cross 1 K. Palen - Cross
2 ferreting.out fraud;sp 2 paragraphs 25 through 50. Thefe is a lot of
3 i 3 details but basically what you gfe saying is
¢ 4 thatthe Four Kunds took mongy from investors
5 5  and then they used that mo y to redeem or pay
6 6  off noles issued Earlier in te so-called alarm
7 7  deals. Correct?
8 8 A. McGinn Smijth potes; yes.
9 9 Q. Ithink you said they did that by two
10 10 methods. One was Ay loaning money to one of the
11 11 earlier alarm trusts’a the other was by
12 12 purchasing assels from that entity. Correct?
13 13 A. Corre
14 14 Q. Did you see, in the course of your
15 A. Correct, 15 investigatioh, any documient that indicated to
16 Do yolr 16  youthat Mr. Chiappone pharticipated in any of
17 17  the trangactions described in that section of
18 18  the deflaration?
19 gl 19 AL That wasn't something that | was
20 A. Maybe - | honestly have not thought 20 working on,
21 abouti 21 Q. Well, the question was did you see any
22 =Mofe 22 documents? :
23 123 A. ldon'tseeany.
24 24 Q. And the same question for the rest of
25 q 25 the registered representatives. In the course.

7 (Pages 391 to 394)
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Page 391 Page 393
1 K. Palen - Cross 1 K. Palen - Cross
2 Q. Would that include fraud 2 (Pause.)
1 3 Invesiigations? 3 A. Maybe a little less than half,
4 A. Yes. 4 Q. Allright. But a significant portion
5 Q. Identification of fraud and things 5  of yourtime?
6 like that? € A. Yes.
17 A. Yes, 7 Q. More than any other case that you were
8 Q. Then with Markham LLC; correct? 8  working on?
9 A. Carrect. 9
10 Q. Litigation support again? 10
11 A. Correct. 11
12 Q. More fraud examination with that firm? |12
13 A. Similar. 13
14 Q. Is that a law firm or accounting firm? 14
15 A. ltis an accounting firm. 15
16 Q. Atfter that you have besn with the SEC 16
‘117 for how many years now? 17
18 A. Three years. 18
19 Q. Pardon me? 19 Q. I'would like to discuss some of those
20 A. Three years. 20 acts of wrongdoing. |.would.like
21 Q. And during that time you have done 21 di ' i
22 fraud examinations. Correct? 22 m the
23 A. And provided accounting advice and 23 alar
24  assistance. 24 kay.
25 Q. So you have got a lot of experiencein |25 Q. Basically that is the allegation in
Page 392 Page 394
1 K. Palen - Cross 1 K. Palen - Cross
2 ferreting out fraud, spotting fraud when you see 2 paragraphs 25 through 50, There js.a lot of
3 itinfinancial statements. Correct? 3 details ically whatyou sresaying is'
4 A. Yes, , 4
5 Q. You said you worked on the MeGinn 5
6 Smith matter from April or May of 2011 until the 6
7 present? 7
8 A. On and off. 8 A M th Tiotes; yes.
9 Q. Correct ~ 9 Q. Jthink you said they did that by two
10 A. Onand off, yes. 10 methods. One was by loaning monéy to one of the
11 Q. You worked during that period of time 11 earlier alarm trusts and the other was by
12 isallthat ] am asking? 12 purchasing assets from that entity. Correct?
13 A. Onandoff yes. 13 A. Correct
14 Q. Soyou had other cases? 14 )
15 A. Carrect, 15
16 Q. Do you have any idea of the percentage |i6
17  of your time that was spent on the McGinn Smith |17
18  matter during the three years? And 1 will take 18 dior
19  your best guess. 19 . That wasn't something that | was
20 A. Maybe - | honestly have not thought 20 working on, )
21 aboutif. 21 ( any
22 Q. More than half? 22 do
23 A. Justgive me a minute and | will think 23
24 about it and I will give you an answer. 24
25 Q. Sure. 25 a e colirse

7 (Pages 391 to 394)
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Page 397

K. Falen - Cross

Page 395
1 K. Palen - Cross 1
4 Higatlo 2
3. 3
4 4
5 5
-6 G
8 is— and 1 don't know if you would consider 8
9 this pamc;pation buti do knomm 9
10 M ] 5 g 10
11 11
l &

nk we can agree that it is the
SEC's position not so much that the respondents
participated in the transactions or knew of the
fraud but that they should have known of the
fraud. Is that your understandmg of what the
Division's position is?

MS. MARLIER: Qbjection,

MR. MALONEY: Sheis looking at her
counsel.

MS. MARLIER: Probably because | stood

B U W

10 Q. Separate and apart from documents
11 which we can talk about, di

Page 398

K. Palen - Cross
up. Ms, Palen is not here to testify about what
the Divislon's litigation positions are on
various Issues.

JUDGE MURRAY: | think we were around
on this with the Division yesterday, whether you
all are being — whether the allegation is that
you knew or whether you were reckless or whether
you were nagligent.

Certainly they are accusing you of
negligence, but the reckless and scienter, the
case law as [ understand it -- and I will have
to do more research — is basically the same.

So, when you say did they know about, then you
get into this were they reckless ini not knowing
about it.

So, the Division Is not giving in that
they didn't know, that they didri't Have
acienter.

Now, that is what | think their
position is. | am sure they disagree with me
but that is the way | read it.

But her objection, the Division's
objection, is that this witness is not an
attorney. Now, you have got where she said

8 (Pages 395 to 398)
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Page 399 Page 401
1 K. Palen - Cross 1
2 certain things in her declaration and you should 2
3 be able to ask her about those. What exact 3
4  question -~ could you repeat your question or do 4
5  youwant us to have it -- 5
6 MR. CAVALIER: Let me rephrase my 6
7  question. 7  llooked at during my -- | mean, { wasn't acting
8 Q. Did you read the OIP as part of your 8 inthat capacity of looking at the whole entire,
9  investigative work? 9  you know, situation, to kind of make a very big
10 A. Yes. 10  conclusion like that.
11 Q. Did you see any allegations in the OIP 11 JUDGE MURRAY: But do you have an
12  that Mr. Chiappone knew about any of the 12 answer to his question? Even if what you say is
13 transactions in your entire declaration? 13  true and accurate, but he's got you under
14 MS. MARLIER: Obijection, your Honor. 14  cross-examination and he is going to try to
15 The OIP speaks for itself. 15 raise questions about your exhibit and he is
16 JUDGE MURRAY: No. | will overrule 16  going to ask you what he asked you.
17 the objection. Do you understand the question? 17 Do you want to repeat it now? Is
18 THE WITNESS: |do. 18 there any other way or how could they --
19 A. You are asking me if | saw anything 19 MR. CAVALIER: Let me preface that.
20  where - | am sorry. Can you say it again? 20  Regardless whether the Division gives up on the
21 Q. - Not where you saw. | asked did 21  proposition of whether they actually knew, part
22 anything that you read in the OIP state that 22 of their case, regardless of what their position
23 Mr. Chiappone knew about any of the transactions {23  is on that, is that they should have known.
24 you outlined in your declaration? 24 So, | am asking her questions about
25 A. ldon't think so. 25  what they should have known, how they could have
Page 400 '\: Page 402
1 K. Palen - Cross 1 A K. Palen - Cross
2 Q. Allright. Would the same be true for 2 known what they should have Known. And | think
3 the other registered representatives? There is 3 they a&g relevant questions, your Honor,
4 nothing in there that says they knew about these 4 A. They could have agked for the
5 transactions in your declaration? 5 financial statements. j
6 A. In my declaration, correct. 6 Q. 1am going to get to that in a bit,
7 Q. Thatis all | wanted to know. 7  allright? Buhthatis a,document. Other than
8 8  seeing a document gt being told, is there any
9 9  other way that you know that they could have
10 10 informed themselyes of this fraud that was
11 11
12 12
13 13
14 14
15 15
16 16
17 17
18 18
19 19
20 20
21 21
22 22 .
23 23 A. Okay. Then | am not clear orrwhat you
24 24  are asking me.
25 25 Q. lam sorry. | am just asking that,™

9 (Pages 399 to 402)
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Page 5557 Page 5559
1 R. Bove 1 F. Chiappone
2 advance of one of those letters and told you the 2 JUDGE MURRAY: Is there any redirect?
3 lelter was coming? 3 MR. ABRAMSON: No, your Honor.
4 A. Yes. . 4 JUDGE MURRAY: Then the witness is
5 Q. Other than that, do you ever remember 5 excused. Thank you, Doctor.
6  Mr. Lex telling you about anything going on 6 Wel'lltake a couple minutes as the
7 inside of McGinn Smith at the time? 7 witnaess steps out,
8 A. idon'trecall. |am sure if there 8 Wheretpon,
2 washe would have talked to me about it. 9 N RR
10 Q. Andthatis because you relied on him 10 i
11 andtrusted him? 11
12 A. Oh,1do, 12
13 Q. And I think you said you — you said 13
14 that you got preferential treatment. | was 14
15 wondering what you meant by that? 15 NIRAG
16 A. No. |thought the —well, | am still 16 Q. Mr. Chiappone, befors we get to the
17 under the understanding that what I purchased | 17  red flags, do you have g correction to make as
18 has a preferential treatment with the receiver, 18 tosome testimony you gave yesterday with
1% In other words, when he distributes the money, | 19 respect to reading the PPM's?
20 although he tells me that's not going to happen, { 20 A. Yes,
21 thathe should distribute the senior notes first (
22 before the junior notes. That is what | meant
23 by preferential freatment.
24 Q. And who told you that?
25 A. That's what my understanding of what
Page 5558
1 R. Bove 1 F. Chiappone
2 the senior notes are. 2 hat Y
3 Q. Butin terms of the treatment that 3 S PRME;
4 that note would get in the course of the 4
5 receiver's distribution, who told you — did 5
6  Mr. Lextell yois that senior notes would get 6
7 preferance when the receiver distributes money? 7
8 A. Actually, | talked to the receiver 8
S  personally about it and he said yes, that's true 9
10 butthe judge doesn't go along with that. 10 - tho:
11 Q. You have spoken to the receiver? 11 . Lo 8 on then to red flags.
12 A. Oh, yes. Atleast twice. 12 Do you understand that one of the
13 Q. And you understand that there are 13 claims the SEC has is that after the
14 nearly a thousand investors that the receiver is 14 restructuring of the Four Funds no more
15  dealing with? 15 investments should haye been soid or something
16 A, Sure. 16  tothat effect?
17 Q. Do you understand the receiver sent a 17 A. Yes.
18  letter to investors saying that because of the 18 Q. Do you recall when the Four Funds were
13 number of investors, that &l of the information 19 restructured?
20 relating to the receivership is on the: 20 A. The first notification of it was In
21 receiver's website? 21 January of '08.
22 A, 1don't believe all of it is, but yes. 22 MR. CAVALIER: Can|cali up Division
23 He has awebsite that | have looked at many 23 243, please, Raymond?
24 fimes. ‘ 24 Q. 1am going to ask you to read from it
25 Q. Allright. Thank you, Doctor, 25  looks like the email from yourself sent Tuesday,

13 (Pages 5557 to 5560)
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. | . Page 5479 Page 5481
T 1 F. Chiappone - Direct 1 F. Chiappone - Direct
2 doyou have up and above what is required to pay 2 i Te 2l
3 that asset's interest. | 3 s
4 RV NEtTT an iy g 4
5 5 tiors o
6 6  writi
7 7 did.
: 8 8 Q. But you don't have them anymore,
: 9 9  Correct?
10 10 A Idontbelieve | have them.
: 11 el 11 Q. Do you know where they went?
12 1z A. ldon'trecall. A significant number
13 13 of my notes were at a prior faw firm, and 1
14 14 think after a period of time they discarded my
H 15 15 files.
i 16 16
3 17 17
18 18
: 19 19
! 20 20
21 21
22 22
I 23 23 . Agai
24 24 incotems
: 25 25 Your Honor, when we came out of the
. Page 5482
! 1
’ 1 F. Chiappone - Direct 1 F. Chiappone - Direct
2 24 million,-Out-of 0L 2 alarm notes, agaln with the successful history
3 3 wehad, we felt it was successful. The clients
4 4 didn'tsee a hiccough, so they et it was
5 5  successful also. -
6 13 When they formulated what ultimately
7 7 became Integraled Alarm Services, they did a
8 8 rollup of these investments and issued new bonds
9 9 lwk&mm&dNamSmeswmmﬁwymmmmm
10 10 theold collateral that had been backing the
11 11 prioralarm notes.
12 12 Ultimately, when they raised the
13 13 $200 million from Integrated Alarm Services in
14 14 the stock offering, they took that $200 million
15 15 and a mgjority of it, a fair amount went to
16 16  paying off all the bonds that had been issued to
17 " 17 theprior noteholders.
18 18 SoweMﬂdkMsmammegamw )
19 1% 11 percent, 12 and-a-half, 12 percent on their
20 20 prealarm deals. We then gave them 12 percent in
21 21 these new bonds.
22 22 When they cashed the bonds in and
23 23 actually called in all the bonds — the client
24 24 didn't have a choice of still tiolding the
25 25 12 pefcent paper. They were getting cashed out.

Ly 99 (Pages 5479 to 5482)
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M. Cody
subscriber agreement.
Q.  What was the other model? What did it
morph to?
A. It shifted to the fact that we wbuld

actually acquire the subscriber contracts

outright.

Q. All right. --

Page 4545
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M. Cody
A. And then --

Q. If you didn't finish, please continue.

neluded examining ever

Now, as we continued in this mode, of

course, you know, thes

Page 4546
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W N R

Page 4547 |

Q. KeyCorp was the parent company which

ran KeyBank?

A.  That's correct.

| and why did
you feel they would be an appropriate hire

for --

i

DIVERSIFIED REPORTING SERVICES
(202} 467-9200

s b s o kot

e




S

Case 1:10-cv-00457-GLS-CFH Document 995 Filed 04/17/18 Page 25 of 48

Okom\lmtn»bw(\)l—-‘

NN NN N R R R s e s I
e e e O O e O P A

Administrative Proceedings 2/14/2014

Page 4548

So all the original
subscriber agreements, the monitoring contracts
were in these fireproof safes as was the due
diligence on the individual security alarm
dealers and/or companies.

Q. You also kept some stuff upstairs
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M. Cody

that -~

A, Yes. Active files. Because there
were covenénts within the financing documents
that the security alarm dealer would have to
cooperate in the event there were subscriber
defaults and they would have to replace that
with performing contracts. So they did have an
ongoing covenant.

Q. Just for clarity, the bidding you are
talking about is the 99 Pine Street, Albany

headquarters of McGinn Smith?

A, That's correct.

« . 5And I filed the Form D

until about the year 2001 when we had Gersten

Page 4549
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Q.

the due diligence team.

12 or 13 people from KeyCorp. W

Page 4550

I am going to go backwards a little to

How about Tim?

Tim was actually the deal-maker.

You talked about hiring

Tim
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M. Cody
would be going to trade shows, be out there
connecting with the industry to see who needed
financing, who wanted to sell their paper, who
wanted to expand their business.

We were, in essence, providing

financing for the security alarm industry, and
that included trade shows in Vegas, and I think

there were a couple in New York as well.

Q. What, if anything, did Dave Smith have

to do with the due diligence on the alarm deals?

A. He didn’'t.

Page 4551 |
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M. Cody

So we expanded and took a portion of
the third floor. McGinn Smith was located on

the fifth floor, and we ended up needing a lot

and the third floor as well.

Q. You said that Tim was the deal-maker
Let me ask a couple questions. Who sort of
decided which deal McGinn Smith would do and
which deal McGinn Smith would pass on?

A, Tim.

Q. Who structured the alarm deals in
termé of the offering, the interest rates and
such?

A. Tim.

Q. Were any of the brokers involved in
any way with creating or structuring the alarm
paper?

A. Not at all.

Q. Was Cooper part of the due diligence

team, as well, Brian Cooper?

lore space so we took space on the first floor

Page 4552
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Page 5463 Page 5465
F. Chiappone - Direct 1 F. Chiappone - Direct
2, objectives of the clients and the funds Hecause 2 Q. Anything else --
3\ of the history that | had seen from wgfking with 3 A. In addition to that, there were two
4\ McGinn Smith since 1988. 4  facilities right in the Albany market. A same
5 Q. What, if anything, did yg#i know about 5  day surgical center with, | believe, six or
6 12 a multimillion 6  eight - excuse me, four operating rooms, where
7 7 you could go for outpatient surgery, as well as
8 A. Again, going back onfmy history of the 8  adiagnostic imaging center right in the Albany
9  varjous transactions Mr. Smjth had put together 9  market also.
10 g on the board of Empjfe State College 10 Q. All done?
11 d there, structuring 11 A. Lastwas a bond issue for a hospital
12 : 12 in Gloversville, New York, looking to expand and
13 Q. \What was the Sz ratoga City Center 13 - almost double the size of the hospital. We did
14 14 the financing for that particular hospital also.
15 15 Q. Did David Smith have a book of
16 16  business that he had brokerage clients?
17 B capital for that, McGinn 17 A. ‘Yes, he did.
18 pond offering. it was before 18 Q. Who managed those accounts?
19 19 A. Dave was managing them himself at the
20 20  time.
21 21 Q. Do you have any idea of the size of
22 Re city actually leased the 22 Dave's book of business?
23 paktnership. And every year 23 A. ldonot.
24 there was a cfause that the rent would go up 24 Q. TakiRgifcEo It st
25 o the inlvestors each year received| 25 561 ]ﬁ’fm’"ﬁ”’?@mmﬁ@hce
Page 5464 Page 5466
1 1 F. Chlappone Direct
2 2 lectinves
3 Ultimately, the city  and they were 3
4  depreciating the asset as iwas on the books 4
5 Ultimately, the city acquired\he facility from 5
6 i 6
7 happgned right at the time when capital gain 7
8 percent. So all 8
9 thegecapture of those gains to the investors 9
10 taxed at the lowest tax rate.\That was how | 10
11 11
12 Q. What else did you know about -- 12
13 13
14 Were you aware of Dave's wark with 14
15 iti 15
16 A. Yes. The firm had done a finapcing 16
17 | before | joined the firm with a group called 17
18/ Southern Tier Imaging. It's a diagnosti 18
1 imaging facility across from the Wilson Hegspital | 19
in Binghamton, New York. The radiology §roup { 20
leased the facility from the partners and 21
eventually the radiology group acquired the 22
23 facility, similar to the civic center. 23 D
24 The investors were again captured at a 24 1 think you said you offered something
25  more favorable tax rate. 25  like 64 of the earlier offerings?

95 (Pages 5463 to 5466)
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FOOTNOTE 14- EXCERPTS FROM
“DAVE SMITH CONFESSION”

DUE TO THE ILLEGIBILITY OF MR. SMITH’S HABDWRITING, WE HAVE PROVIDED
TYPEWRITTEN EXCERPTS OF RELEVANT PASSAGES, TOGETHE WITH RELEVANT
PORTIONS OF THE HANDWRITTEN DOCUMENT.

I have chosen to put my thoughts on paper rather than express them in our planned meeting with
Brian and Mary Ann on Wednesday evening for several reasons. First and foremost, the present
crisis we are facing is really our crisis, and our discussions should remain confidential.

Secondarily, I am sensitive to the fact that there may come a time when they may be asked to
recount these discussions, and I would not want either of them to be in a position that forces
them to choose between testimony harmful to us or perjury.

I am sure you will agree that, if our trusts go into default, everything else will come apart. The
business has become addicted to the cash flow from the trust business, and without them will
have a difficult time surviving.

The default of the trusts will drastically reduce revenues, cause us to lose brokers and at least
their confidence in us, bring on crushing litigation and devastating publicity, and I am convinced
prosecution by regulators or worse. :

I, like you, feel that we are vulnerable to criminal prosecution. Aside from the probable
violation of Reg. D as it relates to the accredited investors, I am not aware of any action that
would be considered illegal.

I believe we are at risk for the continued raising of investment dollars that are now clearly
unlikely to be repaid in full. As we do each transaction, we distribute every excess dollar back to
C-4 or McGinn Smith/MS Partners. More recently, those dollars for the most part are used
to fulfill the investment promise to earlier investors. While you have previously rejected
my characterization of these acts as similar to a “Ponzi Scheme ....” (emphasis supplied.)

I believe that our actions could be defined otherwise. The reason for my belief is that we are
now in possession of indisputable empirical evidence that the new investments have no chance of
being repaid in full. Whether less than 100% collections (66%) is due to normal attrition, fraud,

billing errors, or poor credit judgment, it really does not matter. The facts are that we will never
collection 100% or close to it.

Certainly, by not disclosing in the prospectus our poor history of collectios, we are not providing
the prospective investor an accurate picture of his risk. We both know why we don’t make that
disclosure because such disclosure would cause our salesmen to cease selling and investors

to cease buying. Thus, we are misleading both our own emplouyees and customers.
(emphasis supplied)
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AND o oTNoTE 17

Administrative Proceedings 2/14/2014
Page 4546
M. Cody
A. And then --
Q. If you didn't finish, please continue.

A. The second part of the due diligence
was actually on the contracts we were financing
or acquiring. We would have delivered the
original contracts, every one of them sent to
our offices, where we would --

Q. When ydu talk about contracts, talking
about the individual homeowners?

A. Homeowner contract. And I had a team
that worked under me that did contract review.
Now this included examining every single
subscriber agreement, making sure it was
properly executed and had a term of a certain
amount of years, everything was clearly stated
and it was an enforceable agreement.

Tﬁey would also make a telephone call
to the subscriber, one, to check that the
subscriber was actually connected to the central
station, and, two, to see the subscriber had
actually executed the agreement.

Now, as we continued in this mode, of
course, you know, the numbers grew and we were

financing thousands of contracts. So we

DIVERSIFIED REPORTING SERVICES
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2/14/2014
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Page 4547
M. Cody

actually acquired from a company in Albany, New
York, formerly known as KeyCorp Leasing, they
had merged with Society Bank in Cleveland, Ohio,
and were relocated.

So we acquired a due diligence team
right out of KeyCorp Leasing and twelve of their
personnel came over -that worked under me to help
me accomplish what I just said.

Q. KeyCorp was the parent company which
ran KeyBank?

A. That's correct.

Q. KeyBank is a national bank whose
footprints spans the entire northern tier of the
United States from east coast to west coast and
whose stock is traded on the stock exchange. Is
that the same company?

A. That is the same company.»

Q. When Key Leasing -- when KeyCorp
discontinued its leasing arm, you hired how many
people?

A. I would say about 12 or 13 from there.

Q. What was their background and why did
you feel they would be an appropriate hire

for --

DIVERSIFIED REPORTING SERVICES
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2/14/2014

M. Cody

A. Well, they were experts in terms of
due diligence and leasing and in collections and
billing. At some point we had decided that in
order to make this run as best and as securely
as we could, we would take on the actual billing
function ourselves so that we would no longer
rely on the security alarm dealer with whom we
financed to do the billing. We would actually
doAthe billing and the collection effort to
ensure that we would have the greatest amount
of -- or percentage of collections as possible.

Q. When you did your due diligence did
you document it in paper?

A. Yes, we kept files. Actually hard
copies on everything. We alsc --

Q. Where were they kept, the hard copies?

A. We had a room in our building
downstairs where we installed a number of
fireproof file cabinets. So all the original
subscriber agreements, the monitoring contracts
were in these fireproof safes as was the due
diligence on the individual security alarm
dealers and/or companies.

Q. You also kept some stuff upstairs

Page 4548
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Administrative Proceedings 2/14/2014
Page 4549
M. Cody
that --

A. Yes. Active files. Because there
were covenénts within the financing documents
that the security alarm dealer would have to
cooperate in the event there were subscriber
defaults and they would have to replace that
with performing contracts. So they did have an
ongoing covenant,

Q. Just for clarity, the bidding you are
talking about is the 99 Pine Street, Albany
headquarters of McGinn Smith?

A. That's correct.

Q. Who prepared the Regulation D
documentation during the time that you were
general counsel?

A. I did for several years I did the Reg
D offering work. And we would typically do a
506 exempt offering. And I filed the Form D
until about the year 2001 when we had Gersten
Savage. We were thinking about consolidating
the whole business and creating one new company,
and then Gersten took over.

Q. They are securities lawyers from New

York City?
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FOSTNOTE |5 -

Administrative Proceedings

AT 2

2/20/2014

Page 5427

1 F. Chiappone - Direct

2 Ao say, "Dave, here is a questiod." Or, "Tim,
3 n you tell me who vendor is% Who is the lead
4 bank on this particular compafiy?” It was very

5  ofterdn regard to asking and/answering
6
)

8

9 Q. To yoyr knowledge, were those
10  questions ans
11 A. Yes, | thi
12 Q. What abol ? Did you ask

13  questions?
14 A. |did, throughoMt that period of time.
15  ldon'trecall at any poinhwalking away saying:

18  question, to wh i:!extent wer
19  the answers you got?

20 A. |believe | was totally saf
21 Q. Were ﬁe brokers given pr
22  placement m?vworandums befare thewwere allowed
23 tolnitiate a sale?

Page 5429

F Chiappone - Direct

do you have
T othing that wouldndicate thatit ~
8
9 | didn't want to ask

tlme in your career have
cements that were not
Ginn Smith affiliated

20 dep of the McGinn Smith*presentations with
21  thgSe by outside companies
A. 1 would think they weré similar if

ot -- again, with McGinn Smith, because we had
24 the close working relationships with the

25 principals, | would assume that most of the

24 A. Yes,jthey were.
25 Q. What do you recall about the extent§o
Page ‘3 428
1 . Chiappone - Direct
2 which M¢Ginn Smith set forth a summary of thelr
.3 due diligence process in PPM?
4 A. [Can you repeat that?
5 JUDGE MURRAY: What did the PPM say
6 aboutjitheir due diligence?
7 MR. BIRNBAUM: On the 2000 PPM's.
8 MR. CAVALIER: Still on pre—2003

IP.

. I amglad | applied for my long-term
insurance two years ago because | don't
12 exactly remember going back to 1998, '97, what
13 was in the PPM relative to the due diligence.

14 _But 1 am quite -- to my recollection,

15  if explained -- it might have explained the

16  fistory of the firm and what they were doing in
17  gheindustry. | don't recall exactly on the

18 folder PPM's.

JUDGE MURRAY: Could we get up to the
relevant period?

MR. CAVALIER: | am going to tie it
Il in because basically -- yes. Just a few
more questions and then | am done with 2003,
24 Q. Do you recall Mary Ann Cody testifying
25  the disclosures of the due diligence process in

Page 5430

1 F. Chiappone - Direct

2 advisors working at McGinn Smith at that time

3 felt more comfortable in being able to ask

4 questions of McGinn and Smith.

5 We also had the feature that after the

6  sales meeting was over, if it was an outside

7  private placement the parties left but McGinn

8  Smith, they were right around the corner. If

9  you have another question, you could bring it up
10 in conversation

24 entations on, during
25 and after 2006 with respect to the alarm and

86 (Pages 5427 to 5430)
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Administrative Proceedings 2/20/2014
Page 5447 Page 5449
1 F. Chiappone - Direct 1 F. Chiappone - Direct
2 market the Four Funds? 2 Triple Play arena versus just individual home
3 A. That's correct. 3  alarms.
4 Q. Did there come a time when IASG went 4 Q. Did he also do alarm deals after h
5  public with an initial public offering? 5  got back?
6 A. Yes. A. Some of the deals we did werealarm
7 Q. Was it successful? 7y deals, yes. ) .
'8 A. Yes. 8 Q. What did you think of the alatm deals?
9 Q. Did you sell it? 9 A. | always felt very comfortable with
10 A. Yes. 10 e alarm deals. It was something that was — |
11 Q. Did it make money? 11  referred to it as a businessman'syrisk. | could
12 A. Some did, some did not. 12 of background.
13 Q. When did Tim return to McGinn and 13 ily understand
14  Smith 14 any of them had alarfn systems in
15 A. As we discussed earlier, | believe it 15  their hoyses. They were paying monitoring fees.
16  was the summer of 2008. 16  Itwas sompething they couldfeasily understand.
17 Q. I|may have - 17 d the concept of
18 A. Excuse me. The summer of 2006. 18 ow their cash flow being spread out
19 Tie, 3 19  over a number of years, lacking to sell the
20 20  contracts at adiscount. So it was a concept
21 21 that was very egsy to eXplain and share with
22 . 22 clients.
23 well? ; 23 Q. What aboyt the Triple Play deals?
24 A. Yes. | belleve his capacity was still 24  What was your dedljng about those?
25  working with Mr. McGinn in the alarm financing 25 A. Felt even more enthusiasm with the
Page 5448 Page 5450
1 F. Chiappone - Dire 1 F. Chiappone -
2 “\Divislon, but | don't believefie came back to 2 Triple Play deals! With the'glarm contracts, if
3 F’l operational piece as @FO of the company 3 there was a thoyisand contragts in a transaction,
4 un 'J, | believe it was 2069, 4 that meant eagh month a thougand checks came in.,
5 . How about Keenholtz? Did he come 5 Triple Play, many were
6  back, 6  communitie ere checks wer
7 back with him also, yes. 7  homeowner/associations, where istead of getting
8 re of whether those people 8  checks fropn a thousand homeownérs each month,
9 ially with KeyBank, which Mary Ann 9 they get g/check from one or two di
10 with the prealarm deals, do you 10  homeowper associations.
11 11 st thinking of my own house
12 12 with Cable television, internet as well a
13 't come back herself; 13 telepHone service, if there wasn't Cable \n the
14 14  house for the little guy to watch his TV sipws
15 15  orthe wife to watch her things she had oATV,
16 ire new inhouse 16  allfhell would break loose.
17 17 Most people, | felt, would be more
18 . A gentleman 18 clined to continue to pay for their Cable,
19 Carr. | 19 /their television, more important than their horge
20 T became 20 / security system for their household. | felt it
21 /employed by McGinn Smith. 21/ with a more secure collateral than just the
22 / Q. Whatdid Tim do when he got eck to 2 alarm contracts by themselves.
23 ¥"McGinn Smith? . s, 23 Q. We talked about the due diligence a
24 A. Started talking to us about doing ‘ 24 little and | won't belabor that. When it came
25  receivable financing again, but this time in the 25  time to explain the new 2006 alarm deals to the

91 (Pages 5447 to 5450»
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Firm Name: McGinn, Smith & Co., Inc.

Examination Number: 20070072125 — Albany, NY, Main Office
20070079082 ~ New York, NY Branch
20070079083 ~ Clifton Park, NY Branch

Date: 05/14/2007

Attendees: David Smith, Chief Compliance Officer
David Rees, Chief Financial Officer
Stephen Smith, Compliance Principal
Andrew Guzzetti, Vice President
Thomas Grygiel, Senior Compliance Examiner
Michael Paulsen, Staff Supervisor

Exit Conference Location: McGinn, Smith & Co., Inc.

99 Pine Street
Albany, NY
Areas Reviewed:
Form Filings '
Electronic Storage Media

Regulatory Element of Continuing Education
Firm Element of Continuing Education
Supervisory Controls

Supervision

Bank Secrecy Act Compliance

Testing of AML Compliance Program

OFAC Compliance

Net Capital Verification

Customer Protection Rule Exemptions
Customer Grievances

Commissions

Hedge Fund Review ;

Best Effort and Contingent Offerings
Unregistered Offerings

Blank Check or Biind Poal Offerings
Research Analyst Conflict Review

Branch Office Activities ‘
Correspondence and Institutional Sales Material
Operations

DivEx - 501 - 1
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™
Exit Conference m 5 ,llcgfnn, Smith & Co., Inc.
Page 2 Exam # 20070072125
May 14, 2007 Update 85

Items Noted:

1)

2)

3)

4)

5)

6)

NASD Bylaws Art. IV, Sec. 1 - Applikation For Membership
NASD Bylaws Art. IV, Sec. 8 - Registration Of Branch Offices

The Firm failed to update Form BR togreﬂectthe Clifton Park branch as an Office
of Supervisory Jurisdicﬁon (O8J) andCarl Nicolos! (CRD # 4298064) as the
Branch Manager. As of March 8, 2007 Mr. Nicolosi acting in a principal

14

capacity, was approving new account;applications.

NASD Bylaws Art. V, Sec. 2 — Appli;:ation for Registration

The Firm failed to amend the Form Ul4 for Brian Mayer (CRD # 2640631) when
he was named as a respondent to thg arbitration case filed by Rom and Elaine
Charmin. .

i

SEC Rule 17a+4 (f) - Records To Ba{ Preserved By Certain Exchange
Members, Brokers & Dealers ;

a) The Firm failed to notify the NASD of the Firm's usage of electronic
storage media. [

b) The Firm failed to provide thir4 party notification in compliance with 17a-
4f)(3).
i

NASD Rule 1031 (a) - Registration i equirements

The Firm maintained the registration for Carmen Loﬂ'redo (CRD# 311677) from
3/03/2006 to 12/15/2006 who was no onger active in the member's investment

banking or securities business and was no longer functioning as a
representative. :

NASD Rule 1120(b)(3) - Firm Elefneb?. = Participation In The Firm Element

The Firm failed to ensure four out of j: covered registered representatives or
14%, attended the Firm’s required Firm Element of Continuing Education
training.

NASD Rule 3010 (a)(7) - Suparvisorb System

The Firm failed to have all registered !‘\epresentaﬁves attend the 2006 Annual
Compliance Meeting. A review of the attendance logs revealed that 11 out of 50
(22%) did not attend the meeting on December 13, 2006 and the Firm was
unable to provide adequate evidence Pf any makeup meetings.

i

DivEx-501-2
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t
Exit Conference m ; quinn, Smith & Co.,, Inc.
Page 3 Exam # 20070072125
May 14, 2007 Update 85

7) NASD Rule 3010 (b) (1) - Written Pr}:cedures

8)

The Firm failed to establish Written Sipervisory Procedures for the foliowing
areas: i

a) Designation of Clifton Park, NY branch as an OSJ;

b) Designation of Carl Nicolosi a8 Ciifton Park, NY Branch Manager.
¢) Prohibition against guaranteeé; of performance; and

d) Free-riding & Withholding. -

In addition, the Firm failed to imp!emeint its Written Supervisory Procedures in
the following areas: :

e) Updating Form U-4 within 30 Jays after leaming of the facts or
circumstances giving rise to the amendment;

f) Registered representatives aﬁikznding the Firm Element of Continuing

Education required training;

9) Registered representatives atliending the Annual Compliance Meeting;
and

h) Branch inspections c_cntaining; the appropriate areas of review as outlined
in the Firm's WSP's.
|

i) Upon receipt of checks for Private Placements at a branch location, the
branch would forward paymengs to the Clifton Park branch for
processing. The Firm's procedures state, *All customer funds for private
placement offerings are deposited directly to a Federally Insured Bank
Trust or Escrow Department.*

!
i

NASD Gonduct Rule 3010(b) In cori;uncuon with Regulation D

With respect to the Vidsoft, Inc. offerings, SEC Form D was not filed timely within
the required 15 days after first sale o securities in the offering as the first sale
was August 18, 2006 and the filing was not made untl October 23, 2006. In
addition, with respect to the ExchangeBivd.com, Inc. filing, the first sales were
July 11, 2006 and the Form D filing was not made until August 4, 2006. As such,
the Firm failed to enforce its proced::zs in conducting adequate due diligence to
ensure the applicable SEC Form D filings were filed timely. This is a repeat
violation from the previous exam # 20060038290,

DivEx-501 - 3
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Exit Conferonce | ) " ogion, smit & Co, Inc.
Page 4 ~ Exam # 20070072125
May 14, 2007 Update 85

8) NASD Rule 3010 (c)(2) - Internal Inspections

The Firm failed to conduct adequate !i:ranch inspections for two of the four {50%)
branch offices reviewed. Specifically, Staff noted inadequate reports for the non-
OSJ branches King of Prussia, PA arid Pawlet, VT.

10) SEC Rule 17a-3(a)(11) - (untitled)

Staff conducted a review of the firm's|net capital position for the period ending
January 31, 2007 and determined that the firm computed its Net Capital to be
$465,417 with a minimum statutory net capital requirement of $100,000 yielding
excess net capital of $365,417. The staff independently calculated the firm's net
capital to be $465,533 with the same }statutory requirement yielding excess net
capital of $365,533. The difference of $116, or 0.03%, is attributable to clerical
error. :

11) SEC Rule 17a-3(a)(2)

The Firm failed to maintain an accurate general ledger reflecting all liabilities.
Specifically, the Firm failed to accruehvo legal bills in the month of February,
2007, resulting in an increase in liability by $34,170, an incorrect balance in the
Accounts Payable ledger and consequently, an inaccurate net capital calculation
as of February 28, 2007.

12) SEC Rule 1723~ Records to be made by Certain Exchange Members
Brokers & Dealers

The Firm failed to maintain adequate books and records in that a review of b
subscription agreements for the TDM|Cabile Trust 06 Private Placement revealed
that 15 of 22, or 68% had indicated an incorrect date for the Offering
Memorandum supplied to the subscribers. Staff noted the original Offering :
Memorandum was dated October 24,/2006. A subsequent Offering

Memorandum was issued on Novem r 16, 2006. All 22 subscription

agreements indicated the client had received the October 24, 2006 Offering

Memorandum, while 15 agreements were dated on or after the November 16,

2006 Offering Memorandum had beef issued.

|
i
|
:
?
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Exit Conference m

5 o et e e

_ " _deginn, Smith & co., Inc.
Page 5 Exam # 20070072125
May 14, 2007 Update 85

Other Matters/Additional Comments:

Staff to discuss procedural canflict between ihe Firm's Written Supervisory Procedures
and the Branch Manual in regards to the frequency of branch inspections.

The purpose of the signature below is solely and exclusively to acknowledge that the
matters noted in this form were reviewed with the Firm. No inference should be drawn
that the signing of this form represents an acknowledgment by the Firm that a rule
violation has been committed by the member or any of its employees.

The member understands that it will be furth advised by NASD relative to open items, :
if any, recorded on this form or of other material regulatory matters, if any, not expressly :
stated herein which are contained in the leted examination report.

Any apparent violations noted above should Ze responded to in writing by a
representative of the Firm and such respanse should be forwarded to the District Office
Staff Supervisor Michael Paulsen, NASD, 581 Main Street, 7" Floor, Woodbridge, NJ
07005 so it is received no later than Tuesday, May 29, 2007.

Form Received By:

NAME TITLE DATE

This form does not in any way constitute & waiver of the nofification prohibitions set forth
in 31 U.S.C. 5318(g) with respect to any suspicious activity report discussed herein, 1
Consequently, any references in this letter fola suspicious activity report or its existence
are confidential, and may not be disclosed by you to the subject of the report, or

otherwiss disclosed in a manner outside your Firm that would lead to the subject of the

report being notified, The improper disclosure of a suspicious activity report, either in :
contravention of section 531 8g)orofa relaetgd rule implementing that authonty, is :
punishable by criminal and civil penalties. See 31 U.S.C. 5321 and 5322, ¢

.
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Administrative Proceedings January 28, 2014
Page 475 Page 477
1 K. Palen - Cross 1 K. Paleri - Cross
2 annual audits? 2 Q VAU KAOW IFt
3. - A. No,lamnot, - . -3 -
4 Q : ever 4
5 ip { : 5
& A;lammaware- ~——6— -
T ‘N . ks iﬂ’wM
8 C tion’? 8 !
9 A Canyouplease repeat the question, 9 rof
10 Q. Tell me what OCIE stands for. 1o [e]
11 A. | don't know what the actual letters 11 o, bdan't.
12 stand for, 12 Q. At paragraph 10 you fist some of the
13 Qeelsitiie : 13 people that you did speak to and | just want to
14 SEGEe 14 address a few of those. You spoke to Brian
15 15  Shea. Correct?
16 16 A. Correct.
17 . Were you involved in any examinations |17 Q. Was he the chief financial officer of
18 prior to the examination or the investigation 18 McGinn Smith at some point?
19 that you did that resulted in the declaration? 19 A. You know, | - they didn't really use
20 A. Waslinvolved in the examinations? 20  theftitles according to him, so | Just really
21 Q. Any examination of McGinn Smithprior |21 can't answer that question. He did work in the
22 tothe work that you did for the declaration? 22 accounting department and he does have a lot of
23 A. I'work for the Division of 23 knowledge now, especially about the
24  Enforcement. ' 24 transactions, but his exact title, | don't know.
25 Q. Comect. And the question was - 25 Q. Without regard to his fitle, was he
Page 4786 Page 478
1 K. Palen - Cross 1 K. Palen - Cross
2 A. | said no, | work for the Division of 2 head of the accounting department, If you know?
3  Enforcement. 3 A. Notfor the entire fime periad.
4 ’ 4 Q. No. Forthe perlod he was there.
5 5 A. Ithink when he retumed from McGinn
6 6 Smith alarm Traders he was --
7 7 Q. Correct.
8 8 A. Ithink he was working in that
9 9 capacity.
1.0 10 Q. That capacity being the head, by
11 11 whatever name, the head of the accounting
12 12 department?
13 13 A. 1don't know if he was working like 2
14 14 special project or if he was the head. | really
15 15 don'tknow.
16 16
17 17
18 18
19 19
20 20
21 knowih 21
22 iL%%& o 22
23 . How did you become aware of it? 23
24 A. Isawa - recently saw a letfer, a 24 ntknow.
25  piece of a letter. 25 Q. Do you know if he is a CPA?
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