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Petitioner, Talman Harris (“Harris” or the “Petiier”), hereby
submits this brief in support of his petition fewvrew of the decision of the United
States Securities and Exchange Commission (“SEJ,states the following:

l. INTRODUCTION

Harris is seeking the review of the decision of 8t&C, which
sustained the findings of violations and impositadrsanctions by the Financial
Industry Regulatory Authority (“FINRA”") and the Nahal Adjudicatory Council
(“NAC"), permanently barring Harris from associaiwith any FINRA member
firm in any capacity. As described more fully beJdhe SEC’s decision expanded
a broker’s duty to disclose well beyond that reggiiby the precedent of this Court
to an untenable standard where any prior dealintjsam issuer — and even those
with no nexus to the customers’ transaction at atlust be disclosed. For that
reason and the further reasons described belovgEeincorrectly concluded that
Harris violated Section 10(b) of the Securities liamge Act (the “Exchange
Act”), Rule 10b-5 thereunder, and FINRA Rules 2@2@d 2010 (collectively, the
“anti-fraud provisions”), and its decision shoulel teversed. Should this Court
nevertheless determine that a violation did octh# permanent bar the SEC
imposed for the anti-fraud provisions violation ahd sanctions the SEC failed to

review (but were deemed appropriate though not seddy the NAC) for the
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outside business activities violation were not reigle and were instead excessive,
unwarranted, and oppressive, and should also lezsey.

I. STATEMENT OF THE CASE

Harris was registered as a general securities septative and an
investment banking limited representative with $a Securities, Inc.
(“Seaboard Securities”) from May 2009 to Februa®dy@ and with First Merger
Capital, Inc. (“First Merger”) from February 201réugh March 2011. (R. 3369,

FINRA Dep’t of Enforcement v. Scholander et al.,.[2009019108901, at p. 1

(NAC Dec. 29, 2014) (the “NAC Decision”).) He walso registered as a general
securities principal during his final month withr$tiMerger. (1d.)

On August 16, 2013, a FINRA Office of Hearing O#fis’ Hearing
Panel issued a decision, finding that Harris asddrimer business partner,
William Scholander, violated (a) Section 10(b) lndé tExchange Act, Rule 10b-5
thereunder, and FINRA Rules 2020 and 2010 by fationdisclose to their
customers that Deer Consumer Products, Inc. (“Dd®&d paid Harris and
Scholander $350,000 months earlier (the “Deer Payinemposing a permanent
bar on Harris and Scholander; and (b) NASD Ruled3®3 FINRA Rule 2010
because they did not provide written notice toldteker-dealer with which they
were registered at the time of the Deer Paymenmnthh@uimposing any sanctions in

light of the bars. (R. 2801-50).
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Harris and Scholander subsequently filed an appitalthe NAC,

and the NAC issued its decision on December 294204 its decision, the NAC

made the following factual findings:

In November 2009, Scholander traveled to Chinag Beer
with Maureen Gearty, an operations manager andfae o
manager with GunnAllen Financial. (R. 3369, NACciB&n,
at pp. 5, 7.) Harris did not travel to China w&bholander and
Gearty. (1d.)

Later that month, while associated with Seaboaifges,
Scholander and Harris received the Deer Paymemdaisory
services, which they spent in furtherance of a plan to aegai
broker-dealer, First Merger._(Id. at p. 1.)

Scholander and Harris provided “certain advisoryises” for
the Deer Payment, “albeit very limited ones|, ] including
advice provided by Scholander during his trip toahand
opinions provided by Scholander and Harris durhmegrt
participation on conference calls.” (Id. at p.)14.

There was no testimony “that the advisory servigeee related
In any way to sales of Deer stock.” (Id. at p.)23.

“[T]he $350,000 payment from DEER reflected a sngl
substantial, non-transaction-based payment fromsuer in
exchange for consulting services, which ScholaaderHarris
used to try to acquire a broker-dealer and to éshkaé branch
office from which they sold the issuer’s securitiefld.)

From February 2010 through November 2010, Scholazaia
Harris sold $961,825 of Deer securities to custemdérile
associated with First Merger, generating $13,70§rass
commissions to Harris and Scholander. (ld. atlpgl.)

1

There was no evidence (or finding) that Harrisateded the Deer Payment.

3
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. Prior to the Deer Payment, Scholander and Hardsphnar
business dealings with Deer that included: (1jregDeer
securities in two private placements in 2008, didp. 5); and
(2) “attempt[ing] to secure a contract with Deeptovide
advisory services in connection with Deer’s follow-
offering,” (id. at p. 21.).

. Scholander and Harris did not disclose that theyrbaeived
the Deer Payment or any prior business dealings er to
their customers. _(Id. at p. 1.)

The NAC affirmed the Hearing Panel’s findings obleitions and imposition of
sanctions with the exception of increasing the sans it deemed appropriate (but
did not impose) for the outside business activitietation to a fine of $15,000 and
a three-month suspension. (Id.) Harris and Schi@asought review of the
NAC'’s decision by the SEC.

On March 31, 2016, the SEC issued its opinion i matter,
sustaining the findings of violations and sanctionposed (the “SEC Opinion”).
The SEC's findings of fact, while more abbreviatak generally the same as

those outlined above that were found by the NA€ge SEC Opinion, at pp. 3-5),

2 The findings of fact of the SEC (and the undedyitecisions) are not at issue

for the purposes of this petition for review. Ratifor purposes of this petition
for review only, and without admitting or denyingyaof the factual findings of
the underlying decisions, Harris is assuming tloeual findings as true because
it does not alter the applicable legal conclusionblat is, even if the factual
findings were accurate, the SEC (and the underlgiexsions) incorrectly
found that Harris violated the anti-fraud provispand the sanctions imposed
by the SEC or found appropriate (but not imposgdhle NAC and FINRA
were not remedial and were instead excessive, sppree and unwarranted.

4
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and like the NAC, the SEC also found that the Dsyment “was not tied to a
specific transaction” and “was not a ‘transacti@séd payment,”_(id. at p. 9
n.32)3 Nevertheless, the SEC sustained FINRA'’s findimiggiolations and
imposition of sanctions._(Id. at pp. 6-18.) Sfieally, the SEC sustained
FINRA's finding that Harris violated (1) the antatud provisions when he did not
disclose prior business dealings with Deer, incilgdhe Deer Payment, when
selling Deer’s securities several months laterust@mers, (id. at pp. 6-10); and (2)
NASD Rule 3030 and FINRA Rule 2010 when he diddistlose via written
notice the receipt of funds from an issuer to ttekér-dealer with which he was
registered at the time because it was an outsidméss activity, (id. at p. 13).
With respect to the imposition of sanctions, th&CSitistained FINRA's bar of
Harris based upon its finding that there was aatioh under the anti-fraud
provisions, but did not consider the sanctions d=kappropriate for the outside

business activities violation because FINRA andNI& did not actually impose

* Despite this finding, tHe SEC then speculated atrmupayment in a manner

unsupported by the record. (See SEC Opinion, @t(fjl]t appears that Deer’s
$350,000 payment compensated [Harris and Scholhfotdyoth the limited
consulting services and their recommendation thstoeners buy Deer
securities.”); id. at p. 9 n.32 (“[I]t appears thi¢ payment was a form qbid
pro quofor later, general recommendations of Deer seegrlly [Harris and
Scholander]”).) The SEC'’s guesses, however, daostitute its or the
NAC's findings — which was that the payment wast“inansaction based” —
and thus cannot constitute the basis of its datisio

5
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those sanctions._(ld. at pp. 15-18.) Harris tynidéd a petition for review of the
SEC Decision with this Court. (Petition for ReviéMay 31, 2016).)

. JURISDICTIONAL STATEMENT

This Court has jurisdiction pursuant to 15 U.S.@8§(a)(1), which
provides: “A person aggrieved by a final ordetled Commission entered
pursuant to this chapter may obtain review of tlteepin the United States Court
of Appeals for the circuit in which he resides .by filing in such court, within
sixty days after the entry of the order, a writpetition requesting that the order be
modified or set aside in whole or in part.” As Haresides in the state of New
York and has been aggrieved by a final order oSR€ for which he filed a
petition for review within the requisite time, tf@ourt has jurisdiction.

IV. STATEMENT OF THE ISSUES

The proposed issues of this matter include:

A. Whether this Court should reverse the decisioie® SEC
sustaining FINRA's findings that Harris violatedc8en 10(b)
of the Securities Exchange Act (the “Exchange AdRllle
10b-5 thereunder, and FINRA Rules 2020 and 201auss
Harris had no duty to disclose the receipt of fuitds an
issuer where there was no nexus between the rexdfdipbse
funds and sales of the issuer’s securities seweoaths later
and Harris also lacked the requisite scienter;

B. Whether this Court should reverse the decisidh® SEC to
sustain FINRA'’s imposition of sanctions as to Hafar the
violations of the anti-fraud provisions becausedarctions
were unwarranted, excessive, and oppressive ghesreimedial
purpose of sanctions, the many mitigating factbissaue here,

6
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including the lack of any customer harm, and sanstin other
enforcement actions for violations of the anti-ftaarovisions;
and

C. Whether this Court should reverse the decisfcheSEC in
refusing to determine the appropriateness of thet&ms
FINRA and the NAC deemed appropriate (but did ngiase)
as to Harris for the violations of NASD Rule 303@d&INRA
Rule 2010 because the sanctions were unwarramkegssve,
and oppressive given the remedial purpose of sargtihe
many mitigating factors at issue here, including ldck of any
customer harm, and sanctions in other enforcenwiuns for
violations under NASD Rule 3030 and FINRA Rule 2010

V. SUMMARY OF THE ARGUMENT

Harris is seeking the review of the SEC’s incor@mtclusion as to a
novel issue: whether a registered representatigealduty to disclose the receipt
of funds from or any prior dealings with an issudren there i10 nexusetween
the receipt of those funds or other dealings withissuer and sales of the issuer’s
securities several months later. No prior decisias ever held that such a
situation triggers a duty to disclose; rather, ghecedent of this Court, including
decisions relied upon by the SEC, requires a falyctluty or a nexus between the
payment and the transaction to trigger the dutgigolose, neither of which are

present here. See U.S. v. Chestman, 947 F.2d65651(2d Cir. 1991) (holding

that a duty to disclose or abstain arises only ff@afiduciary or other similar
relation of trust and confidence between [the parto the transaction]™) (quoting

Chiarella v. U.S., 445 U.S. 222, 228 (1980)); PregShemical Investment
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Services Corp., 166 F.3d 529, 536 (2d Cir. 1998)dihg that there is a duty to

disclose information necessary for the “narrow tas&onsummating the

transaction requested”); U.S. v. Nouri, 711 F.36,1141 (2d Cir. 2013) (finding

that there had been no error in a jury instruchienause the instructions made
clear that the defendant could be found guiltyesfisities fraud if the jury found
he had “participated in a scheme for the paymernhbyDefendant and his
company] of bribes to the brokers in return fortiggttheir customers to buy [the
company'’s stock] where there was testimony thatiffendant paid the broker $1
for every transaction).

The SEC — as did the NAC in its decision — fourat the Deer
Payment “was not tied to a specific transactiort! amas not a ‘transaction-based
payment.” (SEC Opinion, at p. 9 n.32; see als@869, NAC Decision, at p. 23
(There was no testimony “that the advisory servigere related in any way to
sales of Deer stock.”); id. (“[T]he $350,000 payrmfom DEER reflected a
single, substantial, non-transaction-based payifnemt an issuer in exchange for
consulting services, which Scholander and Harreglue try to acquire a broker-
dealer and to establish a branch office from wiinay sold the issuer’s
securities.”).) With that finding, the analysisositd have been concluded as there
was simply no nexus. Nevertheless, the SEC, ietssion, opined that there was

a duty to disclose this type of payment because thhas some “economic self-
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interest that created a conflict,” and that becatdeseis did not disclose the
payment or its prior dealings with the issuer thate also not related to the
customer’s transactions, he had somehow violatedhi-fraud provisions. (SEC
Opinion, at p. 9.) In doing so, the SEC and theeulying decisions of the NAC
and FINRA broadened the requirement to disclosdlictsof interest related to
the particular transaction to an untenable stand&uthdamentally, if left intact,
the decisions would add a requirement that any plealings with an issuer must
be disclosed, even those wholly unrelated to thestiction. The SEC’s
conclusion was incorrect and improper. Since gnanent was a “non-
transaction-based payment,” there was no dutysclase it and thus no violation
of the anti-fraud provisions.

Furthermore, Harris lacked the requisite scienteten the anti-fraud
provisions. The failure to disclose the Deer Paymeas not “highly
unreasonable” representing an “extreme departara the standards of ordinary

care,” see Novak v. Kasaks, 216 F.3d 300, 308 {2d000), because no prior

precedent requires prior dealings with an issudéetdisclosed without it having a
link to the particular transaction at issue, @rnislawas not present here. Thus, the
scienter requirement is not met here. Thereftwe SIEC incorrectly concluded

that Harris violated the anti-fraud provisions, @sddecision should be reversed.
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Should this Court nevertheless affirm the SEC’difig as to the anti-
fraud provisions, the sanctions imposed for théfaatid violations — and
specifically, the permanent bar imposed — were uraméed, excessive, and
oppressive and should be reversed. The SEC didraperly consider many
mitigating factors at issue here under the FINRAcBan Guidelines, or sanctions
in other enforcement actions for violations undwer anti-fraud provisions, see In
re Kunz, Exchange Act Release No. 45290, 2002 WA184Nov. 17, 1999), and

In re: James Altschul, AWC No. 2009019108904, afFt\NRA Dec. 21, 2011).

Additionally, the sanctions are not appropriatesgithe remedial purpose of
sanctions, and the SEC’s failure to articulateasoa that the bar — a draconian
sanction tantamount to capital punishment in tleaiseges industry — was remedial

and not punitive here. See McCarthy v. SEC, 43d E79, 188 (2d Cir. 2005);

see also Saad v. SEC, 718 F.3d 904, 910 (D.C2Q13). Thus, the bar the SEC
imposed for the anti-fraud provisions violation glibbe reversed.

Furthermore, the sanctions the NAC deemed apptepbat did not
impose, with respect to the violations of NASD R8G80 and FINRA Rule 2010,
which included a three-month suspension and a $05j6e, were also
unwarranted, excessive, and oppressive. FirsGH@ failed to address these
sanctions at all, and the sanctions should be wwvertl on that basis. See

McCarthy, 406 F.3d at 188 (requiring the SEC tovle a “meaningful statement

10
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of the reasons or basis” of the sanction); Saa8l,~73d at 913 (noting that the
SEC “must explain its reasoning”). Furthermore, $hnctions are not appropriate
given the remedial purpose of sanctions, the maitigating factors at issue here
under the FINRA Sanction Guidelines, including/lének of any customer harm,
and sanctions in another enforcement action fdatians under NASD Rule 3030

and FINRA Rule 2010, In re Andrew P. Schneider, 80030088, 2005 WL

3358082 (NAC Dec. 7, 2005). Thus, its decisiontoakview the NAC’s sanction
should be reversed and the sanction should be edduc

VI. ARGUMENT

This Court must review the SEC’s legal conclusionsluding its
sanction determinations, for whether they are teaby, capricious, an abuse of
discretion, or otherwise not in accordance with.tfalv U.S.C. § 706(2)(A). Under
this standard, this Court should reverse the SEEtssion to bar Harris from the
industry because Harris did not violate the araufl provisions. Contrary to the
SEC'’s holding, Harris had no duty to disclose tleeDPayment and thus did not
commit any fraudulent omission in connection wlik purchase or sale of Deer
securities, and Harris also did not have the reguseienter. To the extent this
Court would determine that a violation of the draid provisions did occur,
however, this Court should overturn and reducestimetion imposed — a

permanent bar from the industry — because it iegsige, unwarranted, and
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punitive, not remedial. Furthermore, the sanctimnthe OBA violation deemed
appropriate (but not imposed) by the NAC (and eetawed by the SEC) are
similarly excessive, unwarranted, and punitive,neobedial and should also be
reduced.

A. Harris Did Not Violate the Anti-Fraud Provisions

This Court must review the SEC’s conclusion thatridaviolated the
anti-fraud provisions to determine if it is “arlaity, capricious, an abuse of
discretion, or otherwise not in accordance with.lTav U.S.C. 8§ 706(2)(A).
Section 10(b) of the Securities Act of 1934, 15.0.% 78j(b), and Rules 10b-5
and 10b-10, 17 C.F.R. 240.10b-5 and 240.10b-1ygated thereunder,
prohibit fraudulent activities in connection withet purchase or sale of securities.
Section 10(b) provides that:

It shall be unlawful for any person, directly odirectly,

by the use of any means or instrumentality of sttde

commerce or of the mails, or of any facility of any
national securities exchanges-

(b) To use or employ, in connection with the pusshar
sale of any security registered on a national $esir
exchange or any security not so registered, any
manipulative or deceptive device or contrivance in
contravention of such rules and regulations as the
Commission may prescribe as necessary or apprepniat
the public interest or for the protection of invarst

12
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1. Harris Had No Duty to Disclose the Deer Payment

SEC Rule 10b-5, promulgated pursuant to sectiob)1@{ore
specifically delineates what constitutes a “marafiué or deceptive device or
contrivance.”_See 17 C.F.R. § 240.10b-5. To éindolation under Rule 10b-5
for an omission, the registered representative mage “omit[ted] to state a
material fact necessary in order to make the setésmade, in the light of the
circumstances under which they were made, not adglg, . . . in connection with
the purchase or sale of any security.” Id. § 2db6-b(b). For the reasons
described below, Harris did not commit a securitiasd violation under Section

10(b) of the Exchange Act and Rule 10b-5. Har@asl Nlo Duty to Disclose the

Deer Payment

To establish liability under Section 10(b) of thecBange Act, and
Rule 10b-5, FINRA’s Department of Enforcement nektbedemonstrate that,
among other things, Harris “made a material misge@ntation, or enaterial

omission if [he] had a duty to speakSEC v. First Jersey Sec., Inc., 101 F.3d

1450, 1467 (2d Cir. 1996) (emphasis added); seelalS. v. Skelly, 442 F.3d 94,

97 (2d Cir. 2006) (“[A] seller or middleman may lble for fraud if he lies to the
purchaser or tells him misleading half-truths, ot if he simply fails to disclose
information that he is under no obligation to rdvga The Supreme Court of the

United States, its underlying circuit and distdourts, and the SEC have all

13
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recognized this requirement. See, e.qg., BasicMnkcevinson, 485 U.S. 224, 239

n.17 (1988) (stating that, in addition to being enet, “[tjo be actionable, of
course, a statement must be misleading,” and éjsi#, absent a duty to disclose,

IS not misleading under Rule 10b-5"); Overton vdi@an & Co., CPAs, P.C., 478

F.3d 479, 483 (2d Cir. 2007) (“A fundamental prpieiof securities law is that

before an individual becomes liable for his siler@® must have an underlying

duty to speak.”); First Jersey Securities, Incl E®Bd at 1467 (stating that, to
establish liability under the anti-fraud provisiotizere must be “a duty to speak”

(emphasis added)); Hoxworth v. Blinder, Robinsofé&., Inc., 903 F.2d 186, 200

n.19 (3d Cir. 1990) (“Silence, absent a duty teldise, is not misleading under

Rule 10b-5.”);_Hoffman v. UBS-AG, 591 F. Supp. 2P5S.D.N.Y. 2008) (noting

that, because “the basic requirement of Rule 10b-5olds parties liable for
misleading statements, not merely incomplete statgsyi’ the respondents could
not be liable for omissions when their statemergsawiot otherwise misleading);

In re David J. Montanino, Release No. 773, 201513vB2106, *29 (SEC Apr. 16,

2015) (stating that “[w]ithout a duty to speak,gpendent’s] silence is not
actionable” and holding that the respondent hadutyg to speak because the
Division of Enforcement had not shown that the oesjgnt was either a fiduciary
or had a similar relationship of trust and conficemith the investor); In re

Monetta Financial Services, Inc., Release No. 2600 WL 320457, at *20 (SEC
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Mar. 27, 2000) (noting that “a duty to speak arise®l material omissions become
fraudulent” only when there is a “fiduciary or slarirelationship of trust and
confidence”).

Here, the SEC, just as the NAC did in its decisielow, made a fatal
error by neglecting to analyze the critical issbievbether a duty exists at all.
Instead, the SEC incorrectly assumed that a dusgegk relying on the premise
that a duty to speak somehow aripes sewhen there is a material omission,
which is patently incorrect and would improperlypstsede the requirement that
there must first be a duty to speak. (See SECiQpiat pp. 7-9.) Materiality, on
which the SEC focuses its decision, is a separatalstinct requirement._See,

e.g., Basic Inc., 485 U.S. at 239 n.17 (stating, tiheaddition to being material,

“[t]o be actionable, of course, a statement mushiseading,” and “[s]ilence,

absent a duty to disclose, is not misleading uRilge 10b-5"); In re Lazard Freres
& Co. LLC, Release No. 7671, 1999 WL 232594, a{SEC Apr. 21, 1999) (“A
duty to speak arises, and material omissions bed@udulent, when a person or
entity has information that another is entitledktow because of a fiduciary or
similar relationship of trust and confidence.” (drapis added)).

Thus, omissions (regardless of materiality) dobetome fraudulent
until there is a finding of a duty requiring dissloe. As discussed more fully

below, there was no showing, and the SEC (nor th€ Nmade no finding, that
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Harris was in a fiduciary or similar relationshiptaust and confidence such that
he could be held liable under the anti-fraud priovis.
a. Pressis the Controlling Law, and It Requires a

Fiduciary Duty or a Transactional Nexus for a Duty
to Disclose to Exist

For purposes of Rule 10b-5, the SEC needed tottmskate law to

determine whether there is a duty to speak. Sgg,Rress v. Chemical

Investment Services Corp., 166 F.3d 529, 536 (2d1©09) (applying New York

law to determine the scope of the fiduciary dutydiroker in the context of the

anti-fraud provisions); In re Lazard Freres & CaQ, Release No. 7671, 1999

WL 232594 (SEC Apr. 21, 1999) (applying New Jensey to determine whether
a fiduciary duty existed where the respondent egkid New Jersey); In re

O’Brien Partners, Inc., Release No. 7594, 1998 W40B5 (SEC Oct. 27, 1998)

(stating that Washington and California state laywosed a fiduciary duty where
plaintiff and respondent resided in those respedtates). As Harris is a New
York resident and operated out of New York, NewRrlarw applies here.

Under New York law as determined by this Courtuéydo disclose
or abstain arises only from “‘a fiduciary or ottsmilar relation of trust and
confidence between [the parties to the transactiodhestman, 947 F.2d at 565

(quoting_Chiarella v. U.S., 445 U.S. 222, 228 (1380n other words, there is no
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duty to disclose unless there is a (1) fiduciafsitrenship; or (2) a “relation of
trust and confidence” between the broker and tistocoer.
There is no duty to disclose based on a genenadidy duty here.

There “is no general fiduciary duty inherent inadinary broker/customer

relationship.” U.S. v. Wolfson, 642 F.3d 293, 228 Cir. 2011} Thus, any
requirement to disclose does not stem from a “gerfieluciary duty” here, and as
a result, the question is what constitutes a “i@tabf trust and confidence” that
necessitates disclosure.

The Second Circuit has previously explained thaketationship of
trust and confidence does exist between a broletaarustomer with respect to

those matters that have been entrusted to the brfok&olfson, 642 F.3d 293, 295

(emphasis added). Under Press and its progenyaebend Circuit has
characterized “the matters entrusted to the bro&srthe harrow task of

consummating the transaction requesteBress, 166 F.3d at 536 (emphasis

*  The Second Circuit has explained that a fiducthry is owed for a

discretionary account or under “special circumstgiidor a non-discretionary
account where the client is dependent on the brogee de Kwiatkowski v.
Bear, Stearns & Co., Inc., 306 F.3d 1293, 1308Gd2002) (citing as
potential “special circumstances” those involvinfgkent who has impaired
faculties, or one who has a closer than arms-lerggtionship with the broker,
or one who is so lacking in sophistication thafatsto control of the account is
deemed to rest in the broker”). FINRA’s DepartmeEnforcement provided
no evidence as to Harris’ customers, however, hus, ta fiduciary duty under
either of these scenarios is not applicable here.
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added); see Hoffman, 591 F. Supp. 2d at 535 ({l\rell-established Second

Circuit law that the fiduciary duty in the brokesstomer relationship is only to
‘the narrow task of consummating the transactiquested.”” (quoting Press, 166

F.3d at 536)); In re Refco Securities LitigatioB97#. Supp. 2d 301, 323

(S.D.N.Y. 2010) (“|W]here a broker does not havecdetionary trading authority

over an account, the broker’s only duty is the pragxecution of transactions

upon explicit customer instructions.”); Thermal k&g, Inc. v. Sandgrain

Securities, Inc., 158 F. Supp. 2d 335, 344 (S.D.R001) (“As the Second Circuit

has recognized, a broker/customer relationshimardy does not give rise to a
fiduciary duty under New York law. Accordinglyfiduciary obligation will only
arise where the customer has delegated discreyitrzating authority to the
broker.{ Absent such discretion, a broker’s fidociduty extends only to those
matters with which it is entrusted—namely, the céatipn of transactions.”

(internal citations and quotations omitted)); BisgeMerrill Lynch & Co., Inc.,

937 F. Supp. 237, 246 (S.D.N.Y. 1996) (“The fidugiabligation between a
broker and customer under New York law is limitectffairs entrusted to the
broker, and the scope of affairs entrusted to &dyris generally limited to the

completion of a transaction.”), aff'd, 157 F.3d 128l Cir. 1998); Jordan v. UBS

AG, 11 A.D.3d 283 (N.Y. App. Div. 2004) (“Absentr@gment to the contrary, . . .

a broker does not owe fiduciary duties to a pureha$securities . . . excepting

18
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executing trades in accordance with the customestsuctions.”). _Press and its
progeny, therefore, require a duty to disclosermfation only with respect to the
“narrow task of consummating the transaction retpae’%

In applying this standard (either expressly or imfY), this Court
has found that a duty to disclose exists whereetlsea transactional nexus, i.e. a
nexus between the transaction and the issue tsblesed. For example, this
Court has held that excessive charges to the cestaith respect to the particular
transaction being consummated and the broker dirthés receipt of additional
funds or other financial interest tied to that gaiar transaction triggers a duty to

disclose._See, e.g., Wolfson, 642 F.3d at 294u{reg disclosure where brokers

received “exorbitant” commissions in exchange fllisg securities for prices “far

above” actual value); U.S. v. Santoro, 302 F.3d80681 (2d Cir. 2002) (requiring

disclosure where broker received 30% gross comanissi specific sales); U.S. v.
Szur, 289 F.3d 200, 212 (2d Cir. 2002) (requirimglbsure where brokers
received 45-50% commissions on all sales of a pexdmpany’s stock). In
Press, the Court recognized that it may be diffitubetermine what information
needed to be disclosed and debated whether thertsaokark-up of a T-bill
triggered the duty to disclose, ultimately findithigt it fell into a “grey area” that
did not require disclosure. 166 F.3d at 536. Ménedess, in all of these cases, as

well as the cases described in further detail betmvwe common and necessary fact
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was that the information to be disclosed relatetthéoparticular transaction at
issue.

Indeed, the SEC has not pointed to a single cageenthere was not a
nexus between the transaction and the issue tsbesed. In fact, the two cases

on which the SEC primarily relies, U.S. v. Nour,17F.3d 129, 141 (2d Cir. 2013)

and Derek L. DuBois, Exchange Act Release No. 433623 WL 21946858, at

*3 (Aug. 13, 2003), both involved a direct nexusveen the transaction and the
payment received by the broker. _In Nouri, this @dound that there had been no
error in a jury instruction because the instrutiomde clear that the defendant
could be found guilty of securities fraud if theyjdound he had “participated in a
scheme for the payment by the [Defendant and mgpemy] of bribes to the
brokers in return for getting their customers ty fihe company’s stock]” where
there was testimony thtte defendant paid the broker $1 for every transact
711 F.3d at 141-42. Thus, there was a directbetikveen the transaction and the
payment at issue. |d. Similarly, in DuBois, theras evidence demonstrating that
the broker received payment directly related tosthles of shares of stock. 2003
WL 21946858, at *2-3. These cases are not comtgpih this matter given that
the Deer Payment “was not a transaction-based patymeEC Opinion, at p. 9

n.32; see also R. 3369, NAC Decision, at p. 23.)
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b. There Is No Transactional Nexus with the Deer
Payment (or Other Prior Dealings with Deer), and
Thus No Duty to Disclose

Here, the “narrow task” of completing the transawctilid not require
disclosure of the Deer Payment. There has not destmgle finding tying the sales
of the Deer securities to any excessive chargdsetocustomers or any additional
funds to Harris based on the particular transactiéwcording to the SEC and the
NAC, Harris received the DEER Payment and spentrtbieey to acquire the
broker-dealer, and several months thereafter, $laaid Deer shares to customers
(See SEC Opinion, at pp. 4-5; R. 3369, NAC Decisaimp. 1.) he NAC
expressly stated thatdére was no testimony “that the advisory serviéas\vjhich
the Deer Payment was made] were related in anytvaslles of Deer stock.” (R.
3369, NAC Decision, at p. 23.Jhus, the only payment that Harris ever received
from Deer came before the sales at issue, and FI8IRépartment of
Enforcement offered no evidence that the paymestmade in exchange for
recommendations to purchase Deer securities. dhdexh the SEC (and the
NAC) found that the Deer Payment “was not tied gpacific transaction” and

“was not a ‘transaction-based payment.” (SEC @pinat p. 9 n.32; see alsb

> Even if the SEC had found that it had been traimabased compensation, the
Deer Payment would not necessarily need to beadiedl _See Skelly, 442 F.3d
at 97-98 (holding that “a registered representawender no inherent duty to
reveal his compensation,” and he must reveal thepemsation only if he has a
“fiduciary duty™).
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3369, NAC Decision, at p. 28inding that the Deer Payment “reflected a single
substantialpon-transaction-based paymendm an issuer in exchange for
consulting services” (emphasis added)).) Therehere was no transactional
nexus, i.e., no link between the Deer Payment aandlisi customer’s transactions
(as found by the SEC and the NAC), and Harris l@aduty to disclose the Deer
Payment to his customers.

In finding that Harris had a duty to disclose te bustomers, the SEC

also stated that Harris’ “failure to disclose [Higisiness relationship with Deer
also violated his] duty to disclose a conflict ofarest to [his] customers.” (See
SEC Opinion, at p. 8.) This appears to be muahtlie NAC'’s findings that
Harris needed to disclose the following “potenyiadbmpeting motivations” in
addition to the Deer Payment: (1) “Deer was a @ty lucrative source of
business” because Harris and Scholander had “prelyidnandled two private
placements for Deer” and had “attempted to secawan&act with Deer to provide
advisory services in connection with Deer’s follow-offering”; and (2) “their
dealings with Deer resulted from [Harris and Schd&xr’s] longstanding business
relationship with Person A and Person B, who okentears introduced
respondents to several Chinese companies, inclidizeg.” (See R. 3369, NAC

Decision, at p. 21.) Harris’ prior handling of typavate placements for and failed

contractual negotiations with Deer, however, hadransactional nexus to the
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sales of securities months (or even years) ldtarris’ relationship with “Person

A and Person B” is even further afield, and agtiare is no transactional nexus to
the sales of Deer securities to customers. Thoubetextent the SEC is referring
to these other business dealings with Deer, itrmeodly concluded that Harris’

prior business dealings with Deer or its relatiopshwvith individuals who
introduced him to Deer needed to be disclosed here.

In sum, the SEC incorrectly concluded that thers séraudulent
omission here; Harris had no duty to disclose therPayment or (any of his prior
dealings with Deer) because they were not in anytvea to the “narrow task of
consummating the transaction” for their custoniefgherefore, Harris had no duty
to speak.

C. Any Additional Case Law to Which the SEC Cites Is
Distinguishable Because Each Includes a Link

Between the Issue to Be Disclosed and the
Transaction

i Kunz Is Not Applicable Because It Fulfilled the
Transactional Nexus Requirement

The SEC - like the NAC — incorrectly relied on é@Kunz, Exchange

Act Release No. 45290, 2002 WL 54819 (Nov. 17, 19®ofinding that the Deer

®  Should this Court somehow find that there was stramesactional component

to the Deer Payment, which Harris denies, or thatet was some other basis to
find that Harris had a duty to disclose the Degmiant, any duty to disclose
would fall into a grey area that did not need taiselosed._See Press, 166
F.3d at 536.
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Payment constituted a conflict of interest that tatde disclosed._(See SEC
Opinion, at p. 8 & nn. 23, 25; R. 3369, NAC Decrsiat pp. 21-22.) Kunz is
distinguishable from the present case because Wesse transactional nexus
between the “conflict of interest” and the trangatd at issue.

In Kunz, the issuer of the securities, Vescor, émppne of its current
employees, who was not even a registered represeng the time, to begin his
own broker-dealer for the sole purpose of fulfdlithe issuer’s desire to issue
securities through a private placement. 2002 W&1%4 at *2. In doing so,
Vescor provided the financing for opening the bre#tealer with the intention that
the broker-dealer would then “act as selling agentnderwriter for the private
placement offerings and possibly for an anticipalaigr ‘SB-2 public offering.”
Id.

The Private Placement Memoranda for the offerihgsyever, did not
disclose “the relationship between Vescor[, theassand [the former employee-
turned-broker] and the [newly-formed broker-dedlefje memoranda also did not
disclose “the consulting fees paid to [the formmpyee-turned-broker] by
Vescor” or “Vescor’s financing of [the broker-dedlé Id. at *2, 6. The SEC
held that these omissions were material factsribatied to be disclosed to the
investors receiving the memoranda. Id. In domgtsstated: “The existence of

these relationships would have been material topangpective investor. When a
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broker-dealer has a self-interest (other thanelgellar expectation of a
commission) in serving the issuer that could infices its recommendation, it is
material and should be disclosed.” Id. at *6.

The SEC relied on this quoted language in reacisngpnclusion.
(SEC Opinion, at p. 9 & n. 23.) Divorced from thetual facts, this quotation
arguably could be read as requiring the disclostieny prior relationship with the
issuer of securities. The actual facts demonstterwise. There was a
transactional nexus between the representativesflict of interest” — the prior
employment, the financing of the broker-dealer, tredconsulting fees — and the
sale of the particular securities at issue. Theespurpose of the scheme was to
use the broker-dealer, financed by the issuemrltdl®e issuer’'s securities for
which the registered representative would be furtenpensated. Therefore, all
of the funds received by the representative wekth the particular transactions
at issue. See Kunz, 2002 WL 54819, at *2, 6.

There is no such tie here. In fact, the only fattimilarity between
Kunz and the present case is that there was anfrftgre that the funds from the
Deer Payment were used as part of the financimgpém up the broker-dealer.
(See SEC Opinion, at pp. 3-4; R. 3369, NAC Decisairp. 23.) There was no
evidence tying the opening up or financing of thekkr-dealer to any of the

particular transactions at issue here. (See R9,388C Decision, at p. 23 (stating
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that there was no testimony “that the advisoryisesv[for which the Deer
Payment was made] were related in any way to sdlBger stock”).) To the
contrary, both the SEC and the NAC expressly faimad there was no transaction-
based component to the Deer Payment. (See SEGo@pat p. 9 n.32 (“The
$350,000 payment occurred prior to [Harris’] recoemaiations of Deer securities
and, as a result, was not tied to a specific tretima(and was not a ‘transaction-
based payment’).”); R. 3369, NAC Decision, at p(28]he $350,000 payment

from DEER reflected a single, substantran-transaction-based paymdnim an

iIssuer in exchange for consulting services, whitarfis and Scholander] used to
try to acquire a broker-dealer and to establishaadh office from which they sold
the issuer’s securities.”).) Thus, Kuisznot applicable.

i The Remaining “Conflicts of Interest” Case

Law Relied Upon by the SEC Does Not Require
Disclosure Here

In addition to_Kunz, the holdings of all of the raiming cases cited by
the SEC similarly demonstrate that, in each cdseidonflict of interest” or
“adverse interest” was tied in some way to theipaldr transaction at issue.

For example, the SEC cited Richard H Morrow, Exg®Act

Release No. 43092, 1998 WL 556560 (Sept. 2, 19898he proposition that “a
securities professional must not only avoid affitive misstatements but also must

disclosure ‘material adverse facts’, including ae¥f-interest that could influence
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the salesman’s recommendation.” (SEC Opiniom.at & n.21) In Morrow,

there was a clear nexus between the omission anplttiicular transaction: the
registered representative, in recommending seesintia a private placement,
failed to disclose that he would receive an “8%isglcommission” and a “10%
back end equity kicker fee,” which would entitle ttepresentative to a portion of
the profit of the eventual sale of the propertywacp in the private placement and
“have an effect on the ultimate profitability oftlelients’ investment in the
partnership.” 1998 WL 556560, at *7-8.

The SEC also cited SEC v. Hasho, 784 F. Supp. 10B9) (S.D.N.Y.

1992), (see SEC Opinion, at p. 7 n.22), but in ldaste registered representatives
violated the anti-fraud provisions because theyaepiesented that they would
receive no commissions for the transactions aeissul then failed to disclose “the
amount of commissions that they were earning otoousr purchases of in house
stocks.” 784 F. Supp. at 1110. The Court’s hgdimat “[m]isrepresenting or
omitting to disclose a brokerfanancial or economic incentive in connection with
a stock recommendatiaonstitutes a violation of the anti-fraud provissg’
therefore, was limited to the narrow task of cortiptethe transaction and had the
requisite transactional nexus. Id.

The SEC also cited to a case involving anti-fratavgsion violations

where a registered representative failed to dieclbat his firm was a market
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maker for the particular security at issue. (®eg, SEC Opinion, atp. 7 n.22 &

p. 9 n.31 (citing Chasins v. Smith, Barney & Cac.| 438 F.2d 1167, 1171-72 (2d

Cir. 1970).) This case, however, tied the omissibthe market-making status to
the customer’s particular transaction, becaused possible that the customer’s
particular transaction would have an economic irhpaahe broker-dealer. See
Chasins, 438 F.2d at 1171-72 (market-making onmsgiolated anti-fraud
provisions because broker-dealer could “well begbain either a ‘short’ position
or a ‘long’ position in a security, because of egous judgment of supply and
demand at given levels, [and i]f over suppliedndy be to the interest of a market
maker to attempt to unload the securities on hislrelients”).” Thus, this market-

making case similarly had the required transactioaaus.

" The NAC had cited to two additional market-makaages, which the SEC did
not rely upon in its decision, but the result is #ame: these decisions are not
applicable because there was a link between theres's transaction and the
firm’s status as a market maker. See Affiliated Qitizens of Utah v. U.S.,
406 U.S. 128, 153 (1972) (market-making omissiariaged anti-fraud
provisions because the sellers had the “right tamkthat the defendants were in
a position to gain financially from their sales ahdt their shares were selling
for a higher price in that market”); Dep’t of Matkeeqgulation v. Jaloza,
Complaint No. 2005000127502, at 8 (FINRA NAC Ju8; 2009) (registered
representative violated anti-fraud provisions wherfailed to disclose to his
customers the broker-dealer with which he was as®ut“had agreed to make
a market” for the particular stock involved in tinensactions and “had taken a
significant position in the stock” or that it haghending consulting agreement
with the issuer under which it would receive 150 0ptions).
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Finally, the SEC also incorrectly cited to Dep’tiriforcement v.

Donner Corp. Int ‘1, Exchange Act Release No. 5520807 WL 516282, at *13

(Feb. 20, 2007), as support for its finding of alaiion. The violation of the anti-
fraud provisions in Donner involved the failuredisclose compensation for
drafting research reports within a research reportstituting a direct nexus
between payment for drafting the research repat he conflict) and the

provision of that report. _Id. at * 13-14. ThenefpDonner is inapplicable.

The same holds true for In re: Richmark CapitalgCd=xchange Act Release
No. 48758, 2003 WL 22570712 (Nov. 7, 2003), to whize NAC also cited.
(See R. 3369, NAC Decision, at pp. 20 n.29 & 2h.Richmark, the SEC
stated that the broker-dealer was “obligated toldse their financial incentive
in recommending the [issuer’s securities] so thaestors could make an
informed judgment.” 2003 WL 22570712, at *6. Agathat “financial
incentive” was tied to the particular transactidd. The registered
representatives actually had two financial incesgtitied to the transaction: (1)
they were selling their own shares of a corporatiie concurrently
recommending that their customers buy the stocls tincreasing the value of
their stock at the time they were selling it; aBiithey had an investment
banking agreement with the issuer that providedathty retainer plus
financial incentives for selling certain numbersbéres on a monthly basis.
Id. Thus, the sales of the securities were agaghtd the particular transaction,
not just the investment banking relationship ashale:

In the one remaining “adverse interest” case diethe NAC, there was also a
transactional nexus. See Dep’'t of Market RegutatioBurch, Complaint No.
2005000324301, at 12 (FINRA NAC July 28, 2011) istged representative
violated anti-fraud provisions when, only hourseatis wife had purchased
50,000 shares of a company that had “no matergihbas operations or
assets,” he recommended that his customers purshases of it, and then his
wife sold her shares immediately after the pricéhefshares had risen).
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Based on the foregoing, the SEC, in its decisimproperly
concluded that there was a conflict of interestingigg disclosure despite the lack
of a transactional nexus with the Deer Payment fdandlis’ prior dealings with
Deer). In doing so, it broadened the conflictentérest requirement to an
untenable standard where any prior dealings witissurer must be disclosed, not
just those issues related to the particular tramsac That is not the requirement of
the prior precedent; rather, as demonstrated aladivef, the cases with an interest
requiring disclosure tied that interest direcththe particular transaction in some
way. Since the $350,000 payment from DEER was tiedito a specific
transaction (and was not a ‘transaction-based pa)1ig SEC Opinion, at p. 9
n.32), Harris had no duty to disclose it, and ahshe did not violate the anti-
fraud provisions by failing to disclose®it.

2. Harris Did Not Have the Requisite Scienter

In addition to requiring a duty to disclose the DBayment, there
must be “a mental state embracing intent to decenamipulate, or defraud” in

order to satisfy the scienter requirement undeti®@ed0(b) of the Exchange Act

8 Should this Court choose to extend the case Idimdcathat there is an

independent duty to disclose all prior dealingshveit issuer regardless of a
transactional nexus, Harris denies that there wam8ict of interest with the
Deer payment or his prior dealings with Deer, wiockurred months or years
before any sales of securities occurred, and furtbee, at most, any duty to
disclose here would fall into a grey area thatraitineed to be disclosed. See
Press, 166 F.3d at 536.
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and Rule 10b-5. Tellabs, Inc. v. Makor Issues &H®s, Ltd., 551 U.S. 308, 319

(2007). Generally, scienter may be establisheghmyving a reckless disregard for
the truth. _Id. at 319 n.3. This Court has exm@dirhowever that, “[b]y reckless
disregard for the truth, we mean ‘conscious reckless—i.e., a state of mind
approximating actual intent, and not merely a higigld form of negligence.”_S.

Cherry St., LLC v. Hennessee Group LLC, 573 F.3d19® (2d Cir. 2009)

(quoting_Novak, 216 F.3d at 312) (internal quotatmarks omitted). Thus,
“reckless conduct” is defined as:

[A]t the least, conduct which is “highly unreasoleib
and which represents “an extreme departure from the
standards of ordinary care . . . to the extent that
danger was either known to the defendant or soooisvi
that the defendant must have been aware of it.

Novak, 216 F.3d at 308 (internal quotations anakticihs omitted); see also

Sundstrand Corp. v. Sun Chemical Corp., 553 F.&8,10045 (7th Cir. 1977)

(defining reckless conduct as “a highly unreasamalphission, involving not
merely simple, or even inexcusable negligenceahwxtreme departure from the
standards of ordinary care, and which presentsigetaof misleading buyers or
sellers that is either known to the defendant aoi®bvious that the actor must
have been aware of it.”).

This definition of recklessness “is equivalent tdful fraud.”

Sundstrand Corp., 553 F.2d at 1045; see also R8Wth, Eastman Dillon & Co.,
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Inc., 570 F.2d 38, 46 (2d Cir. 1978) (“[S]ecuritleas cases have recognized that
recklessness may serve as a surrogate concepilffaf fraud.”); Ottmann v.

Hanger Orthopedic Group, Inc., 353 F.3d 338, 343444 Cir. 2003) (noting that

the reckless conduct must be “a slightly lessecisgeof intentional misconduct”

(quoting_Nathenson v. Zonagen Inc., 267 F.3d 408, (&th Cir. 2001)).

Requiring a “highly unreasonable omission” and exifeme departure” that “is
equivalent to willful fraud” also comports with tisipreme Court’s observation
that “[tjhe words ‘manipulative or deceptive’ usecconjunction with ‘device or
contrivance’ strongly suggest that [Section] 10{lay intended to proscribe
knowing or intentional misconduct.” Ottmann, 353drat 343-44 (quoting Ernst

& Ernst v. Hochfelder, 425 U.S. 185, 197 (197@ecause the inquiry requires an

examination of both the “state of mind” of the acdad “what a reasonably
prudent securities professional under the circuntgts would do,” the
recklessness standard for scienter has been obidzadtas containing both an

objective and a subjective component. See Gebh&EC, 255 Fed. App’x 254,

255-56 (9th Cir. Nov. 21, 2007) (“The objective qunent of scienter asks what a
reasonably prudent securities professional undeciticumstances would have
done. . .. The subjective component looks at &r'acactual state of mind at the

time of the relevant conduct.”).
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In the present case, the failure to disclose ther Payment was not a
“highly unreasonable omission.” As described nfolly infra, no prior precedent
requires all prior dealings with an issuer to lesxltised unless there is some link to
the particular transaction at issue, and a link m@resent here. Thus, the
omission simply could not be an “extreme deparftom the standards of ordinary
care” such that scienter is met. See Novak, 236 &t 308.

Further supporting this objective component isrdactions of other
securities professionals who were well aware ofQker Payment, which
demonstrates that the omission here is not “unredde,” let alone “highly
unreasonable.” The Deer Payment was not hidden &noyone at First Merger.

In fact, many people were aware of it, including:

. Maureen Gearty, the operations manager for Firsgstevho
had worked in the securities industry for over 8arg (see R.
908:9-11, 1012:21-1013:5, 1064:3-1067:8);

. Richard Nummi, a securities lawyer for First Mer¢sze R.
929:18-22, 963:25-965:15, 967:20-968:2,1089:5-291117-
1092:8);

. James Sloan Altschul, the Chief Compliance Off(¢ECO")
of First Merger who has held a Series 24 licensa gsneral
securities principal since 2002 and was also tpemstsor of
the trades_(see R. 1813:4-13, 2269-70;_see alsesJAitschul,
AWC No. 2009019108904, at 2 (FINRA Dec. 21, 20HRhy

. Mark Simonetti, the owner and director of First lgerwho
also held a Series 24 license as a general sesupitincipal
(see R. 1813:4-13;see also Mark Simonetti, AWC, No.
2009019108902, at 1, 2 (FINRA Jan. 31, 2012)).
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Ms. Gearty knew about the Deer Payment, and sbeessified that
she informed Nummi of the Deer Payment. (See R3108 (“Q. . ..
[SJomewhere between your trip to China and thecta®ing in, you told Mr.
Nummi, amongst other things, that ‘I went to Chinavisit this company DEER
and DEER is going to send us $350,000, correct&s.”)). She “had asked
[Nummi] as [First Merger’s] attorney for advice baw [she] was going to get this
fee sent to First Merger.” (R. 965:9-11). Furthere, both Altschul and
Simonetti were well aware of the Deer Payment a®@@d the Owner and
Director of First Merger, respectively; in fact,té¢hul testified that Simonetti
informed him of the Deer Payment. (See R. 18134sg&e also James Altschul,
AWC No. 2009019108904, at 2 (FINRA Dec. 21, 20Mark Simonetti, AWC,
No. 2009019108902, at 2 (FINRA Jan. 31, 2012)).

Yet, despite being long-standing securities prodesds who were
aware of the Deer Payment, there is no evidendeathaof these securities
professionals — Gearty, Nummi, Altschul, or Simeingte latter two of whom
held Series 24 licenses) — suggested, at any pbaitthe Deer Payment needed to
be disclosed when selling Deer securities. In f@etarty even testified that she
“did not know it had to be disclosed.” (R. 106G8- Altschul and Simonetti,
having Series 24 licenses as securities principala combined total of over 25

years before the Deer Payment occurred, were ibdébeposition to identify that a
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disclosure was necessary but never did. Thugetmonableness of Harris’ belief
at that time that it did not need to be disclosenhdnstrates that it was not a
“highly unreasonable” omission.

Furthermore, the fact that Harris did not atteroptdnceal the Deer
Payment in any way, as evidenced by the CCO’s @isas others’) knowledge of
it, demonstrates that the “subjective componensaxnter is missing as well.
Had Harris had the “actual state of mind at theetohthe relevant conduct,”
Gebhart, 255 Fed.App’x at 255-56, one would thimkt the Deer Payment would
not be known by anyone else, let alone the CC@efitm. Thus, this was not
“reckless conduct” that was “equivalent to wilfuh@id.” ' Rather, this is a case
where either there was no duty to disclose or thg i$ in such a “grey area” of
the law that no one understood that it needed idmosed, see Press, 166 F.3d at
536, not a case where there was some “consciokiessoess” that is “equivalent
to willful fraud.”

Based on the foregoing, Harris’ conduct was ndtiglly
unreasonable omission” equivalent to “wilful fraunf”“intentional misconduct,”

and thus, the scienter requirement was not metruhdeanti-fraud provisions.
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B. Even if Harris Violated the Anti-Fraud Provisions, the Sanctions
Imposed Were Excessive, Oppressive, and PunitivepiN
Remedial.

Should this Court nevertheless affirm the SEC’difig as to the anti-
fraud provisions, the sanctions imposed — and &palty, the permanent bar
Imposed — were unwarranted, excessive, and oppeegsien the remedial
purpose of sanctions, the many mitigating factbissaue here (including the lack
of any customer harm), and sanctions in other eefaent actions for violations
under the anti-fraud provisions. Harris shouldlm@tbarred for the rest of his life,
and the sanctions against him should thereforewsrsed and reduced.

This Court must review the SEC’s sanction detertiona for
whether they are “arbitrary, capricious, an abusgiszretion, or otherwise not in
accordance with law.” 5 U.S.C. § 706(2)(A). T@isurt will overturn such
sanctions if they are “unwarranted in law” or “watlt justification in fact” and has
discretion to reduce or eliminate a sanctionid itexcessive or does not serve its

intended purposes.” See McCarthy v. SEC, 406 E73] 188 (2d Cir. 2005); see

also Saad v. SEC, 718 F.3d 904, 910 (D.C. Cir. R0Samilarly, this Court’s

sister circuit has explained that it is “bound éwerse an administrative action if
the agency has ‘entirely failed to consider an irtgot aspect of the problem’ or

has ‘offered an explanation for its decision thatsr counter to the evidence before
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the agency.””_Saad, 718 F.3d at 910-11 (quotingdvi¥'ehicle Manufacturers

Ass’n of U.S., Inc. v. State Farm Mutual Auto. I&0., 463 U.S. 29, 43 (1983)).

In evaluating the SEC’s conclusions regarding sanstagainst
FINRA registered representatives, courts will Idokhe FINRA Sanction
Guidelines._See id. at 911. For reckless or iidaal misconduct, the Guidelines
recommend that adjudicators consider imposingealgtween $10,000 to
$100,000, a suspension in any or all capacitigsrobusiness days to two years,
and in egregious cases, a bar. See FINRA SanGtinaelines, at 88. Before
imposing a bar, however, the SEC “must be partibutaareful to address
potentially mitigating factors” because a lifetitnar is “the securities industry
equivalent of capital punishment.” See Saad, 738 &t 912-13 (quoting PAZ

Securities, Inc. v. SEC, 494 F.3d 1059, 1065 (EC€.2007)). The SEC may only

approve expulsion “not as a penalty[,] but as ansed protecting investors.” Id.

at 913 (quoting PAZ Securities, 494 F.3d at 106H)e purpose of the order must

be remedial, not penal. See id. at 912-13; seeMtCarthy, 406 F.3d at 188

(“[T]he purpose of expulsion or suspension fronding is to protect investors, not
to penalize brokers.”).

As described above, Harris did not violate the-&atid provisions.
As a result, no sanctions should have been impagauhst Harris, let alone a bar

from associating with any member firm. Therefdhes Court should reverse the
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bar of Harris imposed by FINRA and the NAC andraied by the SEC. (SEC
Opinion, at pp. 15-18.) Even if this Court weradgtermine that Harris committed
a violation of the anti-fraud provisions on app@ahermanent bar from associating
with any member firm is excessive, oppressive, uravdaed, and downright
draconian. A lifetime bar is the equivalent ofemth penalty to working in the
industry, and it is unwarranted and excessive gsen that, at most, the

purported violation falls within a “grey area” d¢fe law for the reasons described
above and was not egregious as incorrectly detedray the SEC. _(See SEC
Opinion, at p. 15.)

Furthermore, the SEC improperly found certain agafiag factors
applied and did not give adequate consideratidhgéanany mitigating factors at
issue here. First and foremost, the SEC did netjaately consider Harris’
argument that the sanction against him should baea “batched” or
“aggregated” under the FINRA Sanction Guidelin€See SEC Opinion, at p. 16.)
The FINRA Sanction Guidelines provide that “it mag appropriate to aggregate
similar violations” under certain circumstances|ualing where the “conduct did
not result in injury to public investors” or “theolations resulted from a single
systemic problem or cause that has been correcteee’ FINRA Sanction
Guidelines, General Principles No. 4 (“Aggregatiwribatching’ of violations

may be appropriate for purposes of determiningtgame in disciplinary
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proceedings”). Even if a disclosure was requirek k- which it was not — it
would be most appropriate to “batch” or “aggregdtes alleged omissions here
(much like the complaint did in charging Harrisygn that this case stemmed from
a single systemic problem, i.e., the reasonablefiddit the Deer Payment and
prior dealings with Deer did not need to be disethsnot some grand, fraudulent
scheme to defraud customers. See id. The SE@Im{ that FINRA “batched”
violations “by imposing a unitary sanction” doeg nag true, however, given that
the SEC concluded that the violation did “not sfemm a single incident,” finding
instead that Harris “engaged in a large numbeepégate transactions over a nine-
month period.” (See SEC Opinion, at p. 16.) Thuysgcounting each separate
omission, the SEC appears to have improperly foutadbe an aggravating factor,
or at a minimum, improperly failed to batch thelatns, when, in actuality, it
should be a mitigating factor here.

Furthermore, neither Harris’ customers nor the stivg) public were
Injured, which in addition to being a basis for eaggating sanctions, is also a
mitigating factor._See FINRA Sanction GuidelinBsincipal Consideration No. 11
(“With respect to other parties, including the istreg public, the member firm
with which an individual respondent is associatad]/or other market
participants, (a) whether the respondent’s miscondasulted directly or indirectly

in injury to such other parties, and (b) the natumd extent of the injury.”); In re:
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Bukovcik, Compl. No. C8A050055 (NAC July 25, 20@Eiting “the lack of any

customer harm” as one of “a number of mitigatingtdas” in reducing the

sanctions imposed by the Hearing Panel). But ratien being “particularly

careful to address” this mitigating factor, the Sta{led to consider it at all,

claiming that a lack of customer harm “would notrbiéigating.” (See SEC

Opinion, at p. 17.) In so claiming, the SEC putedly relied on a number of

cases, all of which are distinguishab(particularly where, as here, the sanction

involves a lifetime bar), and completely ignored HHNRA Sanction Guidelines.

See id. The SEC should have considered the FIN&#&{®n Guidelines, and

because there was no harm to any customers amtasting public, the SEC

9

In support of its refusal to apply Principal Catesiation No. 11, the SEC cited
to the following distinguishable cases where, peshalack of customer harm
was not mitigating: Edward S. Brokaw, Exchange Retease No. 70883, 2013
WL 6044123 (Nov. 15, 2013) (involving market margiion, which is “one of
the most serious securities offenses” and whichratgly cause direct harm to
customers because it is an offense “perpetratechactly on particular
customers but on the entire market”); Howard BraKchange Act Release No.
666467, 2012 WL 601003 (Feb. 24, 2012) (involvirtsa,000 fine and two-
year suspension); PAZ Securities, Inc., ExchangeR&tease No. 57656, 2008
WL 1697153 (Apr. 11, 2008) (involving a violatiofilBINRA Rule 8210,

which “will almost never result in direct financighin . . . . [or] direct harm to a
customer”);_Coastline Fin., Inc., Exchange Act RekNo. 41989, 1999 WL
798874 (Oct. 7, 1999) (involving a fraudulent sckeanvolving “outright
falsehoods” to sell purportedly collateralized dedtured by AAA-rated U.S.
government securities when, in fact, “nothing seduhe notes,” and the firm
would have had to liquidate all of its assets fagpay off “substantially all of
the notes”). Here, it is.
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should have treated it as factor in favor of aggteg the sanction, as well as a
mitigating factor.
Additionally, a prior SEC decision — as well agslsetents in the

same underlying matter — demonstrates that a bdawofs is both excessive and

oppressive. First, while Harris disputes thatdnKevin D. Kunz, 55 S.E.C. 551,
2002 WL 54819 (2002), is necessarily applicablehdgre NAC claimed that it is a
“relevant analogy” to the present case, (see RO3RAC Decision, at p. 21), and
the SEC relied upon it in reaching its decisiorg(SEC Opinion, at p. 8 & nn. 23
& 25). In Kunz, despite having several, additiomalations beyond violations of
the anti-fraud provisions based on omissions tle&ewonsidered “egregious” —
including making material misrepresentations ivate placement memoranda,
selling unregistered, non-exempt securities, amdpemsating an unregistered
individual for securities transactions, none oferhoccurred here — the sanctions
were far more minimal than the sanctions at issre.hKunz, 2002 WL 54819, at
*1. Furthermore, in Kunz, and as described mollg fafra, the transactional
nexus was present, and thus, unlike here, therddshave been no question that
disclosure was needed given the prior precedeniniag the disclosure of
conflicts of interest related to a transactione #8& Also unlike here, the
representative was a principal at the time of thedcict at issue and thus was

expected to have extensive knowledge regardingniderlying securities laws at
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iIssue and his disclosure obligations. See id. d8spite the far more egregious
nature of his conduct, the Kunz representative fimasl only $5,000 individually
and suspended for only 30 days from acting as r@septative and one year from
acting as a principal._Id. Although the NAC beéd Kunz to be a proper
comparison, it imposed a lifetime bar against Kamsihich the SEC affirmed.
Thus, Kunz further demonstrates that the lifetime dgainst Harris is excessive,
oppressive, and unreasonable, and the SEC’s wimlislaire to consider Kunz
was arbitrary, capricious, and an abuse of dismmeti

Finally, the sanctions doled out to James Altschuikt Merger’'s
CCO and the individual supervising Harris’ trades,failure to supervise in
connection with the failure to disclose the DeeyrRant demonstrates the

excessive and oppressive nature of the bar hexe.lr§e: James Altschul, AWC

No. 2009019108904, at *2 (FINRA Dec. 21, 2011)iséhul was the supervisor
for Harris and knew about the Deer Payment, yelRANmposed a mere $10,000
fine and a three-month suspension from utilizirg Series 24 license. Id.
According to the SEC, “comparisons to sanctionseittled cases are
inappropriate because pragmatic considerationgyjube acceptance of lesser
sanctions in negotiating a settlement such asubgance of time-and-manpower-
consuming adversary proceedings.” (SEC Opiniop, 47.) However, the SEC’s

wholesale failure to at least look to Altschul smmeguidance is misplaced—this
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IS not just any settlement involving anti-fraud lektons. Rather, the allegations
against Altschul stemmed from the very same undeglfacts as those present
here. The same underlying facts — even accounting fattéesnent and the
purportedly attendant “pragmatic considerations’should not result in a lifetime
bar of a registered representative yet a mere ¥l fthe and three-month
supervisory suspension for his superviskither the remedial purpose of the
sanctions was not at all served with respect techltl, see FINRA Sanction
Guidelines, General Principle No. 1, or Harris’gui@ to disclose the Deer
Payment was not even remotely “egregious” as fduynthe SEC. Harris submits
that it is the latter, and the SEC’s blanket diardgof the sanctions levied against
Altschul evinces its failure to properly “considmr important aspect of the
problem.” See Saad, 718 F.3d at 910-11.

Not only did the SEC fail to properly consider ti@ove factors, but it
also “failed to articulate a remedial rather thamigive purpose” for the lifetime
bar (as opposed to a lesser sanction), and itsidecghould be reversed on this

basis as well. See Saad, 718 F.3d at 912-13:IsedlaCarthy, 406 F.3d at 188

(“[T]he purpose of expulsion or suspension fronding is to protect investors, not
to penalize brokers.”). While “deterrence has domes been relied upon as an
additional rationale for the imposition of sanc8gnt “is not, by itself, sufficient

justification for expulsion or suspension.” 1d.1&8-89. Furthermore, while
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“characteristics of the offense will often be redat/to remedial justifications for
suspension,” the SEC must go beyond that and “addhe remedial and
protective efficacy of the chosen sanction.” 190 (holding that the SEC did
not adequately consider the mitigating facts ancuonstances in suspending a
broker for two years because it did not consideetivlr the suspension “will not
serve remedial interests and will work an excesana punitive result — namely,
the destruction of the brokerage practice [the érpkas built during several years
of rule-abiding trading”).

The SEC’s entire basis for the supposedly “remégmipose of its
bar of Harris is deterrent based. (See SEC Opjmibp. 18 (“The bars FINRA
imposed on [Harris is] remedial because [it] wilbfzct the investing public by
encouraging brokers to disclose all material advéasts and conflicts of interest
when they recommend securities to their custom&he bars also will deter others
from selling securities to investors without disitay all information necessary to
avoid misleading those customers regarding thedimss and objectivity of their
recommendations.”).) While it did briefly discussme of the factors it deemed at
iIssue, it did not address the remedial purposeawfrig Harris for life, thus failing

to meet the requirements under McCarthy and S@ads, the bar of Harris should

also be reversed on this basis as well.
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Based on the foregoing, the bar imposed on Hanswarranted,
excessive, oppressive, and punitive, not remedial,the SEC’s conclusions
regarding the bar are arbitrary, capricious, andlarse of discretion and should be
overturned.

C. The SEC Should Have Reviewed the Sanctions Deemed

Appropriate, But Not Imposed, by the NAC for the OBA

Violation, Because They Were Excessive, Oppressiand
Punitive, Not Remedial, and Should Be Reduced

The sanctions the NAC deemed appropriate, but aidnmpose, with
respect to the violations of NASD Rule 3030 and RANRule 2010, were also
unwarranted, excessive, and oppressive given thed®ml purpose of sanctions,
the many mitigating factors at issue here, inclgdime lack of any customer harm,
and sanctions in other enforcement actions foatimhs under NASD Rule 3030
and FINRA Rule 2010, and should be reversed anacextl The standard of
review is the same as the standard of review de=ttinfra for section (VI)(B).

The NAC did not impose any sanctions for the oetsidsiness
activity violation that it found,_(see R. 3369, NAI2cision, at p. 33), but it did
find that a three-month suspension and a $15,0@0wWkere an appropriate
sanction, increasing that sanction from the $10f0@deemed appropriate by the
Hearing Panel. The SEC chose not to review theirig®anel’s or the NAC'’s
decision on this issue, (see SEC Opinion, at ;.&8), and thus, this Court should

overturn those decisions because the sanctiorcessive, oppressive, and
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unwarranted and because the SEC failed to artealay reasons supporting the

sanction at all._See McCarthy, 406 F.3d at 18§uireng the SEC to provide a

“meaningful statement of the reasons or basishefdanction); Saad, 718 F.3d at
913 (noting that the SEC “must explain its reasgt)in Furthermore, the SEC (as
well as the NAC) failed to properly review the manitigating factors at issue

here under the FINRA Sanction Guidelines. See S&EHRIF.3d at 913; McCarthy,

406 F.3d at 188.

For an OBA violation, the FINRA Sanction Guidelimtegommend a
fine of $2,500 to $50,000, as well as (i) a susjmensf up to 30 days for no
aggravating conduct, (ii) a suspension of up toyme for violations involving
aggravating conduct; or (iii) a bar for egregioosauct. _See FINRA Sanction
Guidelines, at p. 13. The Sanction Guidelinestifiefive “principal
considerations” for determining sanctions for viwmlg Rule 3030._Id. They are (i)
“[w]lhether the outside activity involved customeifsthe firm”; (ii) “[w]hether
outside activity resulted directly or indirectlyimury to customers of the firm
and, if so, the nature and extent of the injuryi} the “duration of the outside
activity, the number of customers, and the dol@ume of sales”; (iv) “[w]hether
the respondent’s marketing and sale of the prooluservice could have created
the impression that the employer (member firm) &pproved the product or

service”; and (v) “[w]hether the respondent mistesl or her employer member
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firm about the existence of the outside activityotrerwise concealed the activity
from the firm.” Id.

Here, the NAC incorrectly found aggravating facttinat were not
present and did not apply mitigating factors thatevpresent. First and foremost,
the NAC found that the OBA involved a customer e&Board Securities because
it identified Deer as a customer, (see R. 3369, ND®Cision, at p. 33); Deer,
however, was an issuer, not a customer of the fifitmus, no customers were at
ISsue, and this was not an aggravating factorthEumore, and as explained supra,
there was no customer harm whatsoever with respeghe Deer Payment, and the
lack of customer harm is a mitigating factor. Asdenced by the first three
“principal considerations” for OBA violations setrth above, whether customers
are involved and the extent of their harm are tlostraignificant factors in
determining the violation. See FINRA Sanction lilgks, at p. 13, subs. (i)-(iii).
In this matter, there were no customers involvedi @minjury.

Furthermore, the other two principal consideratispscific to OBA
violations do not apply. Harris did not marketsetl any product or service as part
of the OBA violation._See FINRA Sanction Guidebnat p. 13, subs. (iv). There
was also no evidence and no finding that HarridediSeaboard Securities or

actively concealed the OBA from Seaboard Securitlds subs. (v). Rather, the
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holding was simply that written disclosure of thedd Payment needed to be
made, and it was not disclosed. (See R. 3369, BAClsion, at pp. 29-30.)

Additionally, another mitigating factor is that tbeer Payment was
an isolated incident. _See id., Principal ConsitienaNo. 8 (suggesting that an
adjudicator consider “[w]hether the respondent gegan numerous acts and/or a
pattern of misconduct”); id., Principal ConsideoatiNo. 9 (suggesting that an
adjudicator consider “[w]hether the respondent gedan the misconduct over an
extended period of time”). There was no evideheg Harris committed any prior
OBA violations.

These mitigating factors alone demonstrate thalth€’s decision to
increase the sanctions to a three-month suspeasa $15,000 fine was
Inappropriate, excessive, and unwarranted, antbalAC decision further

supports the conclusion that these sanctions weessive._See In re Andrew P.

Schneider, No. C10030088, 2005 WL 3358082 (NAC De005). In Schneider,
the registered representative formed a corporahianoperated a website and
organized seminars to potential investors regartedge funds. Id. at *1. Using
this corporation, he diverted business from higsentrbroker-dealer to another._Id.
at *3. The NAC found several aggravating factorhwespect to the principal
considerations for OBA violations, including: ¢the OBA involved potential

customers of the broker-dealer; (2) the represigrtatactions “created the
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appearance that [his current broker-dealer] appta¥énis outside business
activities”; and (3) the broker-dealer “was unawaf§he representative’s] outside
activities because he affirmatively attempted tocs@l them.”_Id. at *6. The

NAC further found an aggravating factor based ughenrepresentative’s
misleading and inaccurate testimony regarding tiiwities at the hearing. Id. In
all, the NAC found this to be a “serious violatibrid. at *7. Nevertheless, the
NAC ultimately only fined the representative $5,&0@ suspended him for 2
months for this violation. Id.

In comparison to Schneider, which constituted ai6sis violation,”
the three-month suspension and $15,000 fine appaaessive, oppressive, and
unwarranted. As described more fully above, Haloes not have any of the
aggravating factors with respect to the principaisiderations for OBA violations
whereas Schneider had three. See id. at *6. é&umidre, although there was
similarly a finding of inaccurate testimony herehigh Harris is accepting as true
for purposes of this appeal only, the same findvag made in Schneider, yet the
sanctions were far less significant. Thus, thesans deemed appropriate by the
NAC here were excessive and unwarranted in congrates Schneider.

Based on the foregoing, the sanctions deemed apg@t®@s to Harris

for the OBA violations are unwarranted, excesspgpressive, and punitive, not
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remedial, given the above considerations, and B@'$Sdecision not to review it

should be reversed and the sanction should be edduc
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VIl. CONCLUSION

The SEC'’s legal conclusion as to this novel questiblaw is
incorrect because Harris had no duty to discloseDiber Payment and lacked the
requisite scienter under the anti-fraud provisioRarthermore, even if Harris had
committed a violation by failing to disclose thedd€ayment, the sanction
Imposed upon Harris is excessive, oppressive, anéduanted, and not remedial.
Therefore, the SEC’s decision should be reversed te anti-fraud violations,
and even if it is not, Harris should not be pernmilyebarred from the industry.
Furthermore, the sanctions deemed appropriate ldartis for the OBA violation
by the NAC is unwarranted, excessive, oppressive painitive, not remedial,
given the above considerations, and thus, the SEB€Xsion not to review this
sanction should also be reversed and the sandtmuridsbe reduced.
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