MUNICIPAL SECURITIES
Casesand M aterials

Supplemental Text

Office of the M unicipal Securities
Division of Market Regulation

U.S. Securities and Exchange Commission
Washington, DC

January 2001

Martha M ahan Haines
Office Chief

Mary N. Simpkins
Senior Special Counsel

Stephen J. Weinstein
Attorney-Fellow

Andrea Bellaire
Senior Counsdl

Conal Denion
Attorney-Adviser

The Securities and Exchange Commission, asa matter of policy, disclaims responsibility for any private
publication or statement by any of its employees. The views expressed herein are those of the authors and
do not necessarily reflect the views of the Commission or of the authors colleagues on the Commission
staff.



This compilation was prepared by the Office of Municipal Securities in the Divison of
Market Regulation of the Securities and Exchange Commission and supplements the
Municipal Securities Cases and Materials Text that was issued in April 1999. It contains
the full text of certain Commission orders/opinions, administrative law judge decisions,
and litigation releases, as well as federal court decisions, involving participants in
municipal securities transactions. In some instances, the document is a determination of
fact and law following a hearing; in others, findings made by the Commission in a settled
proceeding in which the named party has neither admitted nor denied the findings, but
consented to entry of the order. In still other instances, such as a complaint, the
document may consist of allegations.

The compilation organizes enforcement actions by relevant participants to municipal
securities transactions or topics. However, incluson under a particular heading does
not limit in any manner the relevance of the document to other participants or topics.

While this compilation provides an extensive review of Commission activity in the
municipal securities market, it does not purport to be exhaustive. 1t also does not include
actions by private parties under the federal securities laws arising from municipal
securities transactions, or Commission and private actions under the antifraud and other
sections of the federal securities law arising from transactions not involving municipal
securities. Such materials may also be useful to the reader.

The reader is encouraged to consult the web site maintained by the Commission at
www.sec.gov for future releases.
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Municipal Bond Participants
ISSUERS

CoOMMISSION ORDERS— SETTLED ADMINISTRATIVE PROCEEDINGS

In the Matter of the City of Anaheim, City of Irvine, Irvine Unified School District,
North Orange County Community College District and Orange County Board of
Education, Securities Act Release No. 7590, A.P. File No. 3-9739 (September 29,
1998).

The Securities and Exchange Commission ("Commission") announced that on September
29, 1998, it issued an Order Instituting Public Administrative Cease-and-Desist
Proceeding Pursuant to Section 8A of the Securities Act of 1933 ("Order") against five
California municipal entities: City of Anaheim, City of Irvine, Irvine Unified School
Digtrict, North Orange County Community College District, and Orange County Board of
Education. The Commission's Order alleges that these entities issued over $400 million
in municipal securities in eight taxable note offerings in 1993 and 1994. The Order
further alleges that these entities failed to disclose to investors that the proceeds

of the debt offerings would be invested in the Orange County Investment Pools (the
"Pools"). The Order also alleges that the municipal issuers failed to disclose information
about the Pools investment strategy, the risks of that strategy, and the Pools declining
performance in 1994.

A hearing will be scheduled to take evidence on the staff's allegations and to afford the
Respondents an opportunity to present any defenses thereto. The purpose of the hearing
isto determine whether the allegations are true and whether any remedial action should
be ordered by the Commission.

In the Matter of the City of Anaheim, City of Irvine, Irvine Unified School District,
Orange County Board of Education, Securities Act Release No. 7696, A.P. File No.
3-9739 (July 1, 1999).

In this public administrative cease-and-desist proceeding ordered pursuant to Section 8A
of the Securities Act of 1933 (“Securities Act”),> Respondents City of Anaheim, City of
Irvine (the “Cities”), Irvine Unified School District, and Orange County Board of
Education (the latter two collectively, the “Districts’) (collectively, the “Issuers’ or the
“ Respondents’) have submitted Offers of Settlement (“Offers’) which the Commission
has determined to accept. Solely for the purpose of this proceeding and any other
proceedings brought by or on behalf of the Commission or in which the Commission isa
party, and without admitting or denying the findings contained herein, except that the
Respondents admit the jurisdiction of the Commission over them and the subject matter
of this proceeding, the Respondents, by their Offers, consent to the entry of the findings
and the cease-and-desist order set forth below in this Order Making Findings and
Imposing Cease-and-Desist Order (“ Order”).



On the basis of this Order, the Order Instituting Public Administrative Cease-and-Desist
Proceeding Pursuant to Section 8A of the Securities Act of 1933, and the Offers
submitted by the Respondents, the Commission finds that:2

A. City of Anaheim, California (* Anaheim”) is a chartered city organized under the
constitution and laws of the State of California. Anaheim is the second most populous
city in Orange County, California, with over 285,000 residents and an annual budget of
over $245 million during the relevant period. Anaheim possesses the power to sue and be
sued, and to issue debt. Anaheim conducted three taxable note offerings that are the
subject of this Order.

B. City of Irvine, California (“Irvine”) is a chartered city organized under the
constitution and laws of the State of California. Irvine is among the largest citiesin
Orange County, California, with over 117,000 residents and an annual budget exceeding
$56 million during the relevant period. Irvine possesses the power to sue and be sued, and
to issue debt. Irvine conducted two of the taxable offerings that are the subject of this
Order.

C. Irvine Unified School District (“Irvine USD”) is a school district organized under the
constitution and laws of the State of California. Irvine USD operates public schoolsin
and around Irvine, California, serving over 21,000 students. Irvine USD’ s annual budget
exceeded $96 million during the relevant period. Irvine USD possesses the power to sue
and be sued, and to issue debt. Irvine USD conducted one of the offerings that are the
subject of this Order.

D. Orange County Board of Education (* OC Board”) is a county board of education
organized under the congtitution and laws of the State of California. OC Board provides a
variety of educational and administrative support services for local educational districts
in Orange County, California. OC Board’s annual budget exceeded $88 million during
the relevant period. OC Board conducted one of the offerings that are the subject of this
Order.

The Orange County Investment Pools

E. The Orange County Investment Pools (the “Pools’) operated as an investment fund
managed by the Orange County Treasurer-Tax Collector (the “County Treasurer”). The
Pools consisted of the Commingled Pool, the Bond Pool, and certain specific
investments, in which the County and various local governments or districts (the “Pool
Participants”) deposited public funds. As Orange County educational districts, the
Digtricts were mandatory Pool Participants because state law required them to deposit
their funds with the County Treasurer. The Cities, as cities located in Orange County,
were voluntary Pool Participants.



F. Asof December 6, 1994 (the date the County and the Pools filed bankruptcy
petitions), the Pools held approximately $7.6 billion in Pool Participant deposits, which
the County Treasurer had leveraged to an investment portfolio with a book vaue of over
$20.6 billion. The Commingled Pool was the principal investment pool and consisted of
$6.126 billion in Pool Participant deposits. The proceeds from the offerings that are the
subject of this Order were deposited into the Commingled Pool.

The Pools' Investment Strategy

G. ThePools investment policy as stated by the County Treasurer to the Pool
Participants was, in order of importance: (1) preservation of investment capital; (2)
liquidity; and (3) investment yield. Contrary to that policy, the County Treasurer caused
the Pools to engage in arisky investment strategy. This strategy involved using a high
degree of leverage by obtaining funds through reverse repurchase agreements on a short-
term basis (less than 180 days), and investing in securities with a longer maturity
(generaly two to five years), many of which were derivative securities known as inverse
floaters.

H. The Pools investment return was to result principally from the interest received on
the securities in the Pools. Leverage enabled the Pools to purchase more securities to
generate increased interest income. This strategy was profitable as long as the Pools were
able to maintain a positive spread between the long-term interest rate received on the
securities and the short-term interest rate paid on the funds obtained through reverse
repurchase agreements.

The Commingled Pool’ s Portfolio

|. During 1993 and 1994, the County Treasurer, using reverse repurchase agreements,
leveraged the Participants' deposits in the Commingled Pool to amounts ranging from
110% to 280%. The County Treasurer then typicaly invested the Participants deposits
and the funds obtained through reverse repurchase agreements in debt securities issued by
the United States Treasury or United States government sponsored enterprises.

J. Many of these securities were derivative securities, comprising from 31% to 53% of
the Commingled Pool’ s portfolio. In particular, the Commingled Pool was heavily
invested in derivative instruments known as inverse floaters, which paid interest rates
inversely related to the prevailing market interest rate. From January 1993 through
November 1994, 24% to 52% of the Commingled Pool’ s total portfolio consisted of
inverse floaters. Inverse floaters are negatively affected by arise in interest rates.



TheRisein Interest Rates During 1994 and its Effect on the Commingled Pool

K. The composition of the Commingled Pool’ s portfolio made it highly sensitive to
interest rate changes. As interest rates rose, the market value of the Commingled Pool’s
securities fell, and the interest received on the Commingled Pool’ s inverse floaters also
dropped. Thus, the County Treasurer’s investment strategy was profitable so long as
interest rates, including the cost of borrowing through reverse repurchase agreements,
remained low and the market value of the Commingled Pool’ s securities remained stable.
Indeed, the County Treasurer’s 1992-93 Financial Statement for the Pools stated that the
investment strategy was “predicated on interest rates to continue to remain low for a
minimum of the next three years.”

L. During 1993, interest rates remained low and relatively stable. Due to the low interest
rates and the County Treasurer’s investment strategy, the Commingled Pool paid a
relatively high yield of approximately 8% during 1993. Beginning in February 1994,
interest rates began to rise. Thisrise in interest rates caused the Commingled Pool’ s yield
to decrease, the reverse repurchase costs to increase, the interest income on inverse
floatersto decrease, and the market value of the Commingled Pool’ s debt securitiesto
decline. Month-end reports generated by the County Treasurer reflected that the securities
marked-to-market for al of the Pools experienced a sharp drop in value, ranging from
over $26 million in January 1994 (or 0.45% loss in value), to over $443 million in June
1994 (or 5.24% loss in value).

M. Therising interest rates and the declining value of the Commingled Pool’ s securities
caused the Commingled Pool to suffer corresponding losses through collateral calls and
reductions in the amounts loaned under reverse repurchase agreements. From January
through June 1994, the County’ s Pools suffered collateral calls and reductions in loan
amounts totaling over $873 million.

The Municipal Securities Offerings

N. 1n 1993 and 1994, Respondent Anaheim made three offerings of municipal securities
in the form of taxable notes for the purpose of investing the proceeds in the Pools. These
three offerings were: the 1993 $66 Million Notes, issued on March 31, 1993, and
delivered on April 8, 1993; the 1993 Series B $25 Million Notes, issued on June 24,
1993, and delivered on July 8, 1993; and the 1994 $95 Million Notes, issued on March
23, 1994, and delivered on April 5, 1994. Anaheim paid these notes in full and on time.

O. In 1993 and 1994, Respondent Irvine made two offerings of municipal securitiesin
the form of taxable notes for the purpose of investing the proceeds in the Pools. Irvine's
two offerings were: the 1993 $60 Million Notes, issued on April 28, 1993, and delivered
on May 6, 1993; and the 1994 $62.455 Million Notes, issued on July 21, 1994, and
delivered on July 27, 1994. Irvine paid these notesin full and on time.



P. In 1994, Respondent Irvine USD issued municipal securities in the form of taxable
notes for the purpose of investing the proceeds. Irvine USD’s securities offering was the
1994 $54.575 Million Notes, issued on June 10, 1994, and delivered on June 14, 1994.
The proceeds of this offering were invested in the Commingled Pool. Irvine USD paid
these notes in full and on time.

Q. In 1994, Respondent OC Board issued municipal securities in the form of taxable
notes for the purpose of investing the proceeds. OC Board’s securities offering was the
1994 $42.18 Million Notes, issued on June 10, 1994, and delivered on June 14, 1994. The
proceeds of the 1994 offering were invested in the Commingled Pool. OC Board paid
these notes in full and on time.

R. Each offer of securities described above was made through an underwriter. The
underwriter for each transaction purchased the total amount of securities offered, and
then offered and sold the securities to investors. At the time each offering of securities
was made, each Issuer knew that the underwriter would offer and sell some or all of the
securities to others.

The Omissions Regarding Investment of the Proceeds

S. In connection with the issuance of the securities described above, each | ssuer
approved for distribution a written offering document called an “Official Statement,”
which described to potential purchasers certain information about the I ssuer’s note
offering. Each Official Statement was then distributed to potential purchasers by the
underwriter for the transaction. In addition to officials at each Issuer, the Issuer’s outside
financial advisor, bond counsel, counsel to the underwriter, and the underwriter
participated in the preparation of the Official Statements, which each I ssuer reviewed and
approved before issuing the notes.

T. Each Official Statement contained a section entitled “Purpose of Issue,” in which each
Issuer described the purpose of each offering. This section of the Official Statements for
Anaheim’ s offerings and Irvine’'s 1993 offering represented that the offerings were to
provide funds to meet each issuer’s current fiscal year expenditures, including current
expenses, capital expenditures, and the discharge of other obligations or indebtedness of
the issuer. This section of the Official Statements for Irvine's 1994 offering and the
Districts offerings represented that the offerings were to provide funds to meet each
issuer’s current fiscal year expenditures, including current expenses, capital expenditures,
investment and reinvestment, and the discharge of other obligations or indebtedness of
the issuer.

U. Thedisclosure in the Issuers’ Official Statements was misleading because it omitted
material information that the intended purpose of the debt offerings was to invest the note
proceeds into the Commingled Pool for profit. Furthermore, the Official Statements
misleadingly retained information typically used in tax and revenue anticipation note
offerings, which is another type of municipal securities offering, such as statements that



the taxable notes were issued “in anticipation of the receipt of taxes, revenue and other
moneys’ to be received by the issuer.

V. Thelssuersfailed to disclose in the Official Statements any information about the
investment of the note proceeds in the Commingled Pool. Accordingly, the Official
Statements failed to disclose that the Commingled Pool’ s investment strategy: (i) was
predicated upon the assumption that prevailing interest rates would remain at relatively
low levels; (ii) involved a high degree of leverage through the use of reverse repurchase
agreements; (iii) involved a substantial investment in derivative securities, including
inverse floaters, that are negatively affected by arise in interest rates; and (iv) was
senditive to changes in the prevailing interest rate because of the combined effect of the
derivative securities and leverage.

W. The Official Statements for these offerings further omitted to disclose the risks of the
Commingled Pool’ s investment strategy. In particular, the Official Statements omitted to
disclose that rising interest rates would have a substantial negative impact on the
Commingled Pool in several respects: (i) the Commingled Pool’s cost of borrowing on
the substantial reverse repurchase position would increase; (ii) the interest income on the
Commingled Pool’ s substantial investment in inverse floaters would decreasg; (iii) the
Commingled Pool’ s securities would decline in market value; (iv) as the value of the
securities fell, the Commingled Pool would suffer collateral calls and reductionsin
amounts obtained under reverse repurchase agreements; (v) as aresult of the above
effects of ariseininterest rates, the Commingled Pool’ s earnings would decrease; and
(vi) the Commingled Pool would suffer losses of principal at certain interest rate levels.

X. Finaly, the Official Statements for the Issuers’ 1994 offerings omitted to disclose
certain material information concerning the Commingled Pool’ s investment results. In
particular, the Official Statements omitted to disclose that, as a result of rising interest
ratesin early 1994 (i) the Commingled Pool’ s cost of borrowing had increased while the
income earned from inverse floaters had decreased; (ii) the Commingled Pool had
suffered substantial market losses in the overall value of the portfolio; and (iii) the
Commingled Pool had suffered losses on the reverse repurchase transactions through
collateral calls and reductions in amounts obtained under reverse repurchase agreements,
which in turn, had a negative impact on liquidity.

Y. The Issuers knew that the purpose of the offerings was to invest the proceeds in the
Commingled Pool. Moreover, the I ssuers knew or should have known of certain
information regarding the investment strategy of the Commingled Pool and, in 1994, the
declining performance of the Commingled Pool. The Issuers should have known of
certain related risks of the Commingled Pool’ s investment strategy. The Issuers received
this information about the Pools from, and held meetings with representatives of, the
County Treasurer, who managed the Pools. In addition, the Cities received reports which
listed the Commingled Pool’ s portfolio holdings on a monthly basisin 1993 and 1994.



Anaheim, Irvine, Irvine USD, and OC Board Violated Sections 17(a)(2) and (3) of
the Securities Act Through Negligent Conduct in the Offer and Sale of the Taxable
Notes

Z. Sections 17(a)(2) and (3) of the Securities Act prohibit any person, directly or
indirectly, by the use of the means or instruments of transportation or communication in
interstate commerce or the mails, in the offer or sale of any security from obtaining
money or property by means of any untrue statement of material fact or by omitting to
state a material fact necessary in order to make the statements made, in light of the
circumstances under which they were made, not misleading, and to engage in any
transaction, practice, or course of business which operates or would operate as a fraud or
deceit upon the purchaser. Scienter is not required to prove violations of Sections
17(8)(2) and (3) of the Securities Act. Aaron v. SEC, 446 U.S. 680, 697 (1980).
Violations of these sections may be established by a showing of negligence. SEC v.
Hughes Capital Corp., 124 F.3d 449, 453-54 (3d Cir. 1997); SEC v. Steadman, 967 F.2d
636, 643 n.5 (D.C. Cir. 1992). Accordingly, Anaheim, Irvine, Irvine USD, and OC
Board, through negligent conduct, violated Sections 17(a)(2) and (3) of the Securities Act
in the offer and sale of the taxable notes.

The Issuers have submitted Offers of Settlement in which, without admitting or denying
the findings herein, each consents to the Commission’s entry of this Order, which makes
findings, as set forth above, and orders the Issuers to cease and desist from committing or
causing any violations and any future violations of Sections 17(a)(2) and (3) of the
Securities Act. As set forth in the Offers of Settlement, the Issuers each undertake to
cooperate with the Commission staff in preparing for and presenting any civil litigation
or administrative proceedings concerning the transactions that are the subject of this
Order.

V.

In view of the foregoing, the Commission deems it appropriate to accept the Offers
submitted by the I ssuers and impose the cease-and-desist order specified in the Offer.

Accordingly, IT ISHEREBY ORDERED that, pursuant to Section 8A of the Securities
Act:

1. Anaheim, Irvine, Irvine USD, and OC Board shall cease and desist from committing
or causing any violation and any future violation of Sections 17(a)(2) and (3) of the
Securities Act.



2. Anaheim, Irvine, Irvine USD, and OC Board shall each comply with the undertaking
described in Section I11. above.

By the Commission.
Jonathan G. Katz
Secretary

Footnotes

-[1]-The Order Instituting Public Administrative Cease-and-Desist Proceeding Pursuant
to Section 8A of the Securities Act of 1933 in this matter was instituted on September 29,
1998. See Securities Act Release No. 7590.

-[2]- The findings herein are made pursuant to the Respondents’ Offers and are not
binding on any other person or entity named as a respondent in this or any other
proceeding.

CoMMIsSION ORDERS— DISMISSED ACTION

In the Matter of North Orange County Community College District, Securities Act
Release No. 7794, A.P. File No. 3-9739 (January 31, 2000).

Upon the recommendation of the Division of Enforcement with the agreement of
Respondent North Orange County Community College District and after full
consideration,

IT 1S ORDERED this matter be, and hereby is, Dismissed Without Prejudice.

The parties have agreed that the dismissal of this proceeding and its reinstitution shall not
be used against either of the parties for any purpose in this matter, including the
application of any limitations period. Therefore,

It isFURTHER ORDERED that the Division is authorized to reinstitute this Proceeding
upon resolution of the Commission's Appeal in SEC v. Dain Rauscher, Inc., Kenneth D.
Ough, and VirginiaL. Horler, Civil Action No. SA CV 98-639

(ANX)(C.D. Cal.) (9th Cir. Docket No. 99-56828).

By the Commission.



PUBLIC OFFICIALS
SETTLED INJUNCTIVE PROCEEDING

SEC v. David W. M cConnéll, Civ. Action No. 00CV-2261 (E.D. Penn.), Litigation
Release No. 16534, AAE Release No. 1254 (May 2, 2000).

The Securities and Exchange Commission announced today that it filed a complaint in
the United States District Court for the Eastern District of Pennsylvania against David W.
McConnell, the former chief financial officer of Allegheny Health Education and
Research Foundation ("AHERF"), and Charles P. Morrison, the former chief financial
officer of AHERF's Delaware Valley region and an AHERF senior vice president,
charging them with securities fraud. The Commission's Complaint alleges that
McConnell and Morrison violated Section 10(b) of the Securities Exchange Act of 1934
("Exchange Act") and Rule 10b-5 by, among other things, creating, reviewing and
approving false financial statements of AHERF and a group of its subsidiaries
collectively known as the Delaware Valley Obligated Group ("Delaware Valley"),
thereby masking, from at least December 1996 through July 1998, AHERF's severely
deteriorating financial condition. Specifically, the Commission's Complaint alleges that
the financial statements overstated: (@) the 1996 income of Delaware Valley by,
approximately, $40 million; (b) the 1997 income of AHERF by approximately $114.3
million; and (c¢) the 1997 income of Delaware Valley by approximately $59.6 million, in
documents issued to the public in December 1996 and February 1998.

Simultaneously with the filing of the Complaint, McConnell consented, without
admitting or denying the allegations of the Complaint, to a permanent injunction
enjoining him from violating Section 10(b) of the Exchange Act and Rule 10b-5
thereunder and ordering him to pay a civil monetary penalty of $40,000.

AHEREF is a Pennsylvania nonprofit healthcare organization. On July 21, 1998, AHERF
filed for bankruptcy protection under Chapter 11 of the United States Bankruptcy Code
on behalf of itself and four of its subsidiaries in the U.S. District Court for the Western
District of Pennsylvania. By the time of its bankruptcy filing in 1998, groups of one or
more of AHERF's subsidiaries ("obligated groups") were responsible for repaying at least
thirteen bond issues issued by or for the benefit of these obligated groups, totaling more
than $900 million (the "AHERF Bonds").

On behalf of the obligated groups, AHERF provided to nationally recognized municipal
securities information repositories annual Secondary Market Disclosure Reports which
contained a section explaining the financial health of the reporting entity(ies), debt
service coverage ratios, and which attached audited financial statements. The Disclosure
Reports were made available to the public through these repositories and were the most
easily accessible source of information for investors and potential investorsin AHERF
bonds.

According to the complaint, between December 12, 1996 and January 7, 1997, AHERF
sent Delaware Valley's 1996 Disclosure Report and audited financial statementsto the
repositories and numerous other third parties. The Complaint alleges that Delaware



Valley's audited financial statements for the year ended June 30, 1996 were materially
false and misleading, and failed to comply with Generally Accepted Accounting
Principles ("GAAP"), because they materially overstated Delaware Valley's 1996 income
by, approximately, $40 million and misrepresented the condition of Delaware Valley
accounts receivable. The complaint further aleges that Delaware Valley's 1996
Disclosure Report was materially false and misleading in that it mirrored the numerical
misstatements in the 1996 financial statements and it materially misrepresented the
condition of Delaware Valley accounts receivable.

The complaint further alleges that, in February 1998, AHERF distributed its 1997 audited
consolidated financial statements with consolidating schedules and consolidated
Disclosure Report to the repositories and numerous other third parties. According to the
Complaint, AHERF's audited consolidated financial statements with consolidating
schedules for the year ended June 30, 1997, which purported to be prepared in
accordance with GAAP, were materially false and misleading and failed to comply with
GAAP in that they materially overstated AHERF's 1997 consolidated net income by,
approximately, $114.3 million and they materially overstated the 1997 net income of
Delaware Valley by, approximately, $59.6 million. AHERF's 1997 consolidated
Disclosure Report allegedly was materially false and misleading in that it: (1) mirrored
the numerical misstatements in the AHERF 1997 audited consolidated financial
statements and consolidating schedules; (2) misrepresented the condition of Delaware
Valley accounts receivable; and (3) misrepresented the financial condition of another
AHEREF obligated group, namely the Centennial obligated group (" Centennial™).

The Commission aso entered two administrative orders related to this case. Without
admitting or denying the Commission's findings, two other members of AHERF'S senior
management agreed to orders to cease and desist from committing or causing any
violation and any future violation of Section 10(b) of the Exchange Act and Rule 10b-5
thereunder, and barring them pursuant to Rule 102(e) of the Commission's Rules of
Practice from appearing or practicing before the Commission as an accountant, with the
right to reapply after three years. See In the Matter of Albert Adamczak, CPA, Exchange
Act Release N0.42743, dated May 2, 2000; In the Matter of Stephen H. Spargo, CPA,
Exchange Act Release No. 42742 , dated May 2, 2000.
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CoMMISSION ORDERS— SETTLED ADMINISTRATIVE PROCEEDINGS

In the Matter of the City of Miami, Florida, Cesar Odio and M anohar Surana,
Securities Act Release No. 7741, Exchange Act Release No. 41896, A.P. File No. 3-
10022 (September 22, 1999).

See “ISSUERS” Section.

In the M atter of M anohar _Surana, Securities Act Release No. 7895, Exchange Act
Release No. 43325, A.P. File No. 3-10022 (September 22, 2000).

The Securities and Exchange Commission ("Commission™) instituted public cease-and-
desist proceedings pursuant to Section 8A of the Securities Act of 1933 (" Securities Act")
and Section 21C of the Securities Exchange Act of 1934 ("Exchange Act") against
Respondent Manohar Surana ("Surana') on September 22, 1999.

Respondent Surana has submitted an Offer of Settlement ("Offer") to the Commission,
which the Commission has determined to accept. Solely for the purpose of this
proceeding and any other proceeding brought by or on behalf of the Commission, or in
which the Commission is a party, and without admitting or denying the findings herein,
except as to the jurisdiction of the Commission over Respondent and over the subject
matter of this proceeding and asto Section I11.A., which are admitted, Respondent Surana
by his Offer consents to the entry of findings and the cease-and-desist order set forth
below.

On the basis of this Order Making Findings and Imposing Cease-and-Desist Order
("Order™) and the Offer submitted by Respondent Surana the Commission finds nl that:

A. At all relevant times, the City of Miami ("the City") was the largest municipality in
Miami-Dade County, Florida. The City was governed by a five member commission and
run by a chief administrative officer, known as the City Manager, who reported to the
commission.

B. At al relevant times, Surana was the City's Director of Finance and Assistant City
Manager. In that capacity, he oversaw the Finance Department, which was responsible
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for, among other things, accounting and budget. Surana had direct involvement in and
responsibility for the preparation of the City's fiscal year 1995 financial statements and
the fiscal year 1995 Budget.

C. InJune 1995, the City offered and sold, on a competitive bid basis, $22.5 millionin
general obligation bonds to pay for the cost of certain sanitary sewer improvements (the
"Sewer Bond Offering” or "Sewer Bonds"). In August 1995, the City offered and sold, on
a negotiated basis, $ 22 million in on-ad valorem revenue bonds to principally finance the
City's acquisition of a new administration building, and to acquire and to pay for certain
capital improvementsto a City park (the "FPL Offering” or "FPL Bonds'). In December
1995, the City offered and sold, on a negotiated basis, $ 72 million in non-ad valorem
revenue bonds to pay for certain of its annual pension and employee compensated
absences obligations (the "Pension Bond Offering" or "Pension Bonds").

D. The Official Statements for all three offerings (collectively referred to as the "Bond
Offerings") contained the City's fiscal year 1994 audited general purpose financial
statements. Also contained in the Official Statements, by incorporation, was a
certification located in the Closing Documents (the “anti-fraud certification") stating that
the Official Statements were free of misstatements and omissions of material fact, and
that there had been no material adverse change in the City's financial condition since the
close of the prior fiscal year. Surana executed the anti-fraud certifications for the Pension
Bond Offering. Contained in the Sewer and FPL Offering Official Statements was the
adopted fiscal year 1995 general fund budget.

E. On or about September 1995, the City mailed its Comprehensive Annual Financial
Report for fiscal year 1994 ("1994 CAFR") to broad segments of the investing public. In
mailing the 1994 CAFR, the City targeted the investment community, including
government and municipal securities dealers, investment banking firms, credit rating
agencies, bond insurers and individuals. The City also provided the 1994 CAFR to
federal, state and local governments, as well asto public and university libraries. The
1994 CAFR contained a Letter of Transmittal dated February 28, 1995. The 1994 CAFR
also contained the City's fiscal year 1994 audited general purpose financial statements.

F. The City's financial condition began to materially decline after the close of fiscal year
1994 and continued to worsen through December 1995. Specifically, the City's cash
position had deteriorated to the point where the City faced the prospect of being unable to
meet its operating expenses through fiscal year 1995. Surana was aware of the City'sdire
economic situation.

G. The Official Statements failed to disclose the City's financia condition to investors at
the time of the Bond Offerings. Specifically, the City omitted to state that its cash
position had materially declined since the close of fiscal year 1994 and that serious
consequences could result, including being unable to pay its operating expenses and debt
service in fiscal year 1995, if its cash position did not significantly improve. The Official
Statements also failed to disclose that Operation Right-Size, a program designed to
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significantly reduce City expenditures, while necessary, might not have been sufficient to
remedy the City's immediate economic problems. In addition, the Pension Bond Offering
Official Statement failed to disclose that the Pension Bonds were issued in order to
address the City's "immediate cash flow requirements." Absent these disclosures, the
Official Statements did not reveal the City's true financial condition to investors.

H. The statements made in the anti-fraud certifications contained in the Closing
Documents, and by incorporation, in the Official Statements, that no material adverse
change in the City's finances had occurred since the close of the prior fiscal year, and that
the Official Statements contained no omissions or misrepresentations of material fact, are
falsein light of the City's true financial situation at the time of the Bond Offerings.

|. The only discussion in the Official Statements, which even alludes to the City's cash
problems, is found in afootnote to the financial statements. That footnote states that as of
September 30, 1994 the City "experienced cash deficits in several of its operating funds
which were temporarily remedied by loans from other funds’, and that the City intended
to replenish these cash deficits through the anticipated savings to be generated by
Operation Right-Size. The footnote aso states that "the implementation of the [Operation
Right-Size] proposals ... are expected to strengthen the City's financial condition.” This
footnote, located in a section principally addressing the City's proprietary funds, does not
sufficiently disclose to investors the nature and gravity of the City's financial situation.
Specifically, it omitsto state that: (a) the City's cash position had materially declined
since the close of fiscal year 1994, (b) the City faced the prospect of being unable to meet
its operating expenses in fiscal year 1995 absent significant improvement in its cash
position and (c) Operation Right-Size -- adirect result of the City's deteriorating finances
-- although necessary, may have been insufficient to remedy the City's immediate cash
flow problems.

J. The City's 1994 CAFR also failed to disclose the City's deteriorating financial
condition to the market place about previously issued City debt. Besides the same
footnote to the financia statements, which was also contained in the Official Statements,
the only disclosure contained in the 1994 CAFR that arguably addresses the City's
financial problemsis found in the Letter of Transmittal. In the Letter of Transmittal, the
City merely repeats verbatim that portion of the footnote, which discusses Operation
Right-Size and its anticipated savings. Like the footnote contained in the financia
statements, the Letter of Transmittal does not disclose the true nature and gravity of the
City's financial situation.

K. Informulating its fiscal year 1995 budget in the summer of 1994, the City included
approximately $ 9 million in revenues from the Violent Crime Control and Law
Enforcement Act of 1994 (the "Crime Bill"), federal legislation which authorized funding
to local, state and federal governments to fight crime. The City's approximate $ 9 million
Crime Bill revenue projection was based upon a municipal lobbying group report issued
in May of 1994 indicating that Miami could expect to receive $ 9,003,862 from the Local
Partnership Act, ablock grant provision of the Crime Bill. At that time, the Crime Bill
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legislation being considered by Congress provided that all the block grant monies under
the Local Partnership Act would be paid in alump sum in fiscal year 1995. However, the
final version of the Crime Bill, signed into law by the President on September 13, 1994,
reduced funding under the Local Partnership Act and provided that payments would be
made over five years commencing in fiscal year 1996. Notwithstanding these material
changes which made it certain that the City would not receive the $ 9 million in fiscal
year 1995, the City passed the fiscal year 1995 budget, which included the $ 9 million in
Crime Bill revenues, on September 22, 1994, nine days after the President had signed the
Crime Bill into law.

L. Suranawas reckless in not knowing, prior to the City's adoption of the fiscal year
1995 budget, that the block grant funding provisions of the Crime Bill had changed and,
as a consequence, the City would not receive the $ 9 million in fiscal year 1995 and
therefore did not have a balanced budget. The Crime Bill projected revenues were
included in the general fund budget figures (breakdown of revenues and expenditures)
contained in the Official Statements in both the Sewer and FPL Offerings, which were
provided to investors. Thus, the Sewer and FPL Offering Official Statements falsely
represented that the City had achieved a balanced budget for fiscal year 1995.

M. Surana, acting through the City, recklessly failed to disclose the City's deteriorating
financial condition in the Official Statements. Surana was aware that the City's cash
position had materially declined from the close of the prior fiscal year and that there was
apossibility that the City would not meet its operating expenses in fiscal year 1995, yet
approved the Pension Bond Official Statement which failed to disclose this fact. Surana
was reckless in not knowing that the anti-fraud certification for the Pension Bond
Offering was false when he executed it.

N. Based upon the aforesaid conduct, Surana caused violations of Sections 17(a)(1),
17(a)(2) and 17(a)(3) of the Securities Act and Section 10(b) of the Exchange Act and
Rule 10b-5 thereunder.

V.

In view of the foregoing, the Commission deems it appropriate to accept the Offer
submitted by Surana and impose the following cease-and-desist order:

IT ISORDERED, pursuant to Section 8A of the Securities Act and Section 21C of the
Exchange Act that Respondent cease and desist from committing or causing any violation
and any future violation of Sections 17(a)(1), 17(a)(2) and 17(a)(3) of the Securities Act
and Section 10(b) of the Exchange Act, and Rule 10b-5, thereunder.

By the Commission.
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In the M atter Cesar Odio, Securities Act Release No. 7851, Exchange Act Release
No. 42690, AAE Release No. 1248, A.P. File No. 10022 (April 14, 2000).

The Securities and Exchange Commission ("Commission™) instituted public cease-and-
desist proceedings pursuant to Section 8A of the Securities Act of 1933 (" Securities Act")
and Section 21C of the Securities Exchange Act of 1934 ("Exchange Act") against
Respondent Cesar Odio ("Odio") on September 22, 1999.

Respondent Odio has submitted an Offer of Settlement ("Offer") to the Commission,
which the Commission has determined to accept. Solely for the purpose of this
proceeding and any other proceeding brought by or on behalf of the Commission, or in
which the Commission is a party, and without admitting or denying the findings herein,
except as to the jurisdiction of the Commission over Respondent and over the subject
matter of this proceeding and asto Section I11.A., which is admitted, Respondent Odio by
his Offer consents to the entry of findings and cease-and-desist order set forth below.

On the basis of this Order Making Findings and Imposing Cease-and-Desist Order
("Order") and the Offer submitted by Respondent Odio the Commission findst that:

A. At all relevant times, the City of Miami ("the City") was the largest municipality in
Miami-Dade County, Florida. The City was governed by a five member commission and
run by a chief administrative officer, known as the City Manager, who reported to the
commission.

B. At dll relevant times, Odio was the City Manager. As City Manager, Odio had full
authority over the City's financial operations and the preparation of its annual budget.

The Fraudulent Offer and Sale of the Bonds

C. InJune 1995, the City offered and sold, on a competitive bid basis, $22.5 millionin
general obligation bonds to pay for the cost of certain sanitary sewer improvements (the
"Sewer Bond Offering” or "Sewer Bonds"). In August 1995, the City offered and sold, on
anegotiated basis, $22 million in non-ad valorem revenue bonds to principally finance
the City's acquisition of a new administration building, and to acquire and to pay for
certain capital improvements to a City park (the "FPL Offering" or "FPL Bonds'). In
December 1995, the City offered and sold, on a negotiated basis, $72 million in non-ad
valorem revenue bonds to pay for certain of its annual pension and employee
compensated absences obligations (the "Pension Bond Offering” or "Pension Bonds").

D. The Official Statements for al three offerings (collectively referred to as the "Bond
Offerings") contained the City's fiscal year 1994 audited general purpose financial
statements. Also contained in the Official Statements, by incorporation, was a
certification located in the Closing Documents (the "anti-fraud certification") stating that
the Official Statements were free of misstatements and omissions of material fact, and
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that there had been no material adverse change in the City's financial condition since the
close of the prior fiscal year. Odio executed the anti-fraud certifications for the Sewer,
FPL, and Pension Bond Offerings. Contained in the Sewer and FPL Offering Official
Statements was the adopted fiscal year 1995 genera fund budget.

E. On or about September 1995, the City mailed its Comprehensive Annual Financial
Report for fiscal year 1994 ("1994 CAFR") to broad segments of the investing public. In
mailing the 1994 CAFR, the City targeted the investment community, including
government and municipal securities dealers, investment banking firms, credit rating
agencies, bond insurers and individuals. The City also provided the 1994 CAFR to
federal, state and local governments, as well asto public and university libraries. The
1994 CAFR contained a Letter of Transmittal dated February 28, 1995, which was signed
by Odio. The 1994 CAFR also contained the City's fiscal year 1994 audited genera
purpose financial statements.

F. The City's financial condition began to materially decline after the close of fiscal year
1994 and continued to worsen through December 1995. Specifically, the City's cash
position had deteriorated to the point where the City faced the very credible prospect of
being unable to meet its operating expenses through fiscal year 1995. Odio was keenly
aware of the City's dire economic situation.

G. The Official Statements failed to disclose the City's financia condition to investors at
the time of the Bond Offerings. Specifically, the City omitted to state that its cash
position had materially declined since the close of fiscal year 1994 and that serious
consequences could result, including being unable to pay its operating expenses and debt
service in fiscal year 1995, if its cash position did not significantly improve. The Official
Statements also failed to disclose that Operation Right-Size, a program designed to
significantly reduce City expenditures, while necessary, might not have been sufficient to
remedy the City's immediate economic problems. In addition, the Pension Bond Offering
Official Statement failed to disclose that the Pension Bonds were issued in order to
address the City's "immediate cash flow requirements." Absent these disclosures, the
Official Statements did not reveal the City's true financial condition to investors.

H. The statements made in the anti-fraud certifications contained in the Closing
Documents, and by incorporation, in the Official Statements, that no material adverse
change in the City's finances had occurred since the close of the prior fiscal year, and that
the Official Statements contained no omissions or misrepresentations of material fact, are
falsein light of the City's true financial situation at the time of the Bond Offerings.

|. The only discussion in the Official Statements, which even alludes to the City's cash
problems, is found in afootnote to the financial statements. That footnote states that as of
September 30, 1994 the City "experienced cash deficits in several of its operating funds
which were temporarily remedied by loans from other funds', and that the City intended
to replenish these cash deficits through the anticipated savings to be generated by
Operation Right-Size. The footnote aso states that "[t] he implementation of the
[Operation Right-Size] proposals ... are expected to strengthen the City's financial
condition." This footnote, located in a section principally addressing the City's
proprietary funds, does not sufficiently disclose to investors the nature and gravity of the
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City's financial situation. Specifically, it omitsto state that: (a) the City's cash position
had materially declined since the close of fiscal year 1994, (b) the City faced the prospect
of being unable to meet its operating expenses in fiscal year 1995 absent significant
improvement in its cash position and (c) Operation Right-Size -- a direct result of the
City's deteriorating finances -- although necessary, may have been insufficient to remedy
the City's immediate cash flow problems.

J. The City's 1994 CAFR also failed to disclose the City's deteriorating financial
condition to the market place about previously issued City debt. Besides the same
footnote to the financia statements, which was also contained in the Official Statements,
the only disclosure contained in the 1994 CAFR that arguably addresses the City's
financial problemsis found in the Letter of Transmittal. In the Letter of Transmittal, the
City merely repeats verbatim that portion of the footnote, which discusses Operation
Right-Size and its anticipated savings. Like the footnote contained in the financia
statements, the Letter of Transmittal does not disclose the true nature and gravity of the
City's financial situation.

The Fiscal Year 1995 Budget Fraud

K. Informulating its fiscal year 1995 budget in the summer of 1994, the City faced a
$15.8 million general fund budget deficit. Through increases in property taxes, and
additional revenues from licenses and permits and the sale of landfill, the City was able to
reduce partially the budget deficit by $6.8 million. However, not having sufficient
revenues to solve the remaining $9 million budget deficit, and not wanting to take the
politically unpopular move of cutting expenses, the City, through Odio, balanced the
fiscal year 1995 budget by including approximately $9 million in revenues from the
Violent Crime Control and Law Enforcement Act of 1994 (the "Crime Bill"), federal
legislation which authorized funding to local, state and federal governmentsto fight
crime. The City's approximate $9 million Crime Bill revenue projection was based upon
amunicipal lobbying group report issued in May of 1994 indicating that Miami could
expect to receive $9,003,862 from the Local Partnership Act, a block grant provision of
the Crime Bill. At that time, the Crime Bill legislation being considered by Congress
provided that all the block grant monies under the Local Partnership Act would be paid in
alump sumin fiscal year 1995. However, the final version of the Crime Bill, signed into
law by the President on September 13, 1994, reduced funding under the Local
Partnership Act and provided that payments would be made over five years commencing
in fiscal year 1996. Notwithstanding these material changes which made it certain that the
City would not receive the $9 million in fiscal year 1995, the City passed the fiscal year
1995 budget, which included the $9 million in Crime Bill revenues, on September 22,
1994, nine days after the President had signed the Crime Bill into law.

L. Odio knew, or was reckless in not knowing, prior to the City's adoption of the fiscal
year 1995 budget, that the block grant funding provisions of the Crime Bill had changed
and, as a consequence, the City would not receive the $9 million -- representing
approximately 57% of the $15.8 million general fund budget deficit -- in fiscal year 1995
and therefore did not have a balanced budget. The Crime Bill projected revenues were
included in the general fund budget figures (breakdown of revenues and expenditures)
contained in the Official Statements in both the Sewer and FPL Offerings, which were
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provided to investors. Thus, the Sewer and FPL Offering Official Statements falsely
represented that the City had achieved a balanced budget for fiscal year 1995.

Odio's Participation in the Fraudulent Bond Offerings

M. QOdio, acting through the City, knowingly and/or recklessly failed to disclose the
City's deteriorating financial condition in the Official Statements. Odio knew that the
City's cash position had materially declined from the close of the prior fiscal year and that
there was a very credible possibility that the City would not meet its operating expenses
in fiscal year 1995, yet approved the Official Statements which failed to disclose this fact.
Odio aso knew that the anti-fraud certifications he executed were false. Further, Odio
signed the Letter of Transmittal contained in the 1994 CAFR which failed to disclose the
City's true financial condition. Moreover, Odio knew or should have known prior to the
passage of the proposed fiscal year 1995 budget that the City would not receive the $9
million from the Crime Bill in fiscal year 1995 and thus did not have a balanced budget.

Violations

N. Based upon the aforesaid conduct, Odio committed or caused, violations of, Section
10(b) of the Exchange Act and Rule 10b-5 thereunder, in that, in connection with the
purchase and sale of certain securities, namely the Sewer Bonds, FPL Bonds and Pension
Bonds, as well as the City's other previoudly issued and outstanding bonds, by use of the
means and instrumentalities of interstate commerce and by use of the mails, Odio,
directly and indirectly, employed devices, schemes, and artifices to defraud; made untrue
statements of material facts and omitted to state material facts necessary in order to make
the statements made, in light of the circumstances under which they were made, not
misleading; and engaged in acts, practices and a course of business which would and did
operate as a fraud and deceit.

O. Based upon the aforesaid conduct, Odio committed or caused, violations of, Section
17(a)(1) of the Securities Act, in that, in the offer and sale of certain securities, namely
the Sewer Bonds, FPL Bonds and Pension Bonds, by the use of the means and
instruments of transportation and communication in interstate commerce and by use of
the mails, Odio, directly and indirectly, employed devices, schemes and artifices to
defraud.

P. Based upon the aforesaid conduct, Odio committed or caused, violations of, Sections
17(a)(2) and 17(a)(3) of the Securities Act, in that, in the offer and sale of certain
securities, namely the Sewer Bonds, FPL Bonds and Pension Bonds, by the use of the
means and instruments of transportation and communication in interstate commerce and
by use of the mails, Odio, directly and indirectly, obtained money or property by means
of untrue statements of material facts and omissions to state material facts necessary in
order to make the statements made, in light of the circumstances under which they were
made, not misleading; and engaged in transactions, practices and a course of business
which would and did operate as a fraud and deceit upon the purchasers and prospective
purchasers of such securities.

V.
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In view of the foregoing, the Commission deems it appropriate and in the public interest
to accept the Offer submitted by Odio and impose the following cease-and-desist order:

IT IS ORDERED, pursuant to Section 8A of the Securities Act of 1933 ("Securities Act")
and Section 21C of the Securities Exchange Act of 1934 ("Exchange Act") that
Respondent cease and desist from committing or causing any violation and any future
violation of Sections 17(a)(1), 17(a)(2) and 17(a)(3) of the Securities Act and Section
10(b) of the Exchange Act, and Rule 10b-5, thereunder.

For the Commission, by its Secretary, pursuant to delegated authority.

Jonathan G. Katz
Secretary

Footnotes
1 The findings herein are not binding on anyone other than Odio.
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OBLIGATED PERSONS

COMMISSION ORDERS— SETTLED ADMINISTRATIVE PROCEEDING

In the M atter of Allegheny Health, Education and Research Foundation, Exchange
Act Release No. 42992, AAE Release No. 1283, A.P. File No. 3-10245 (June 30, 2000).

The Securities and Exchange Commission deems it appropriate that cease-and-desist
proceedings be instituted pursuant to Section 21C of the Securities Exchange Act of 1934
("Exchange Act") against Allegheny Health, Education and Research Foundation
("AHERF").

In anticipation of the institution of these proceedings, AHERF has submitted an Offer of
settlement that the Commission has determined to accept. Solely for the purpose of these
proceedings, and any other proceedings brought by or on behalf of the Commission or in
which the Commission is a party, AHERF, without admitting or denying the findings
contained herein, except that it admitsto the jurisdiction of the Commission over it and
over the subject matter of these proceedings, consents to the entry of the findings and the
issuance of this Order Instituting Cease-and-Desist Proceedings, Making Findings, and
Imposing Cease-And-Desist Order.

Accordingly, IT IS ORDERED that proceedings against AHERF be, and hereby are,
instituted.

On t?e basis of this Order and the Offer submitted by AHERF, the Commission finds
that:=

A. Respondent

AHERF. AHEREF is a Pennsylvania nonprofit healthcare organization formed in 1983.
AHERF was the parent holding company and sole member or owner of numerous
subsidiaries.2On July 21, 1998, AHERF instituted bankruptcy proceedings under Chapter
11 of the United States Bankruptcy Code on behalf of itself and four of these subsidiaries
inthe U.S. District Court for the Western District of Pennsylvania.
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B. Facts
1 Summary

This matter involves actions by senior executives at AHERF, at its height the largest
nonprofit health care organization in Pennsylvania, to grossly overstate the income of
AHERF and some of its subsidiaries, thereby masking the enterprise's deteriorating
financial condition. On July 21, 1998, AHERF and four of its subsidiaries filed for
protection under Chapter 11 of the U.S. Bankruptcy Code. However, from at least
December 1996 through February 1998, AHERF and some of its subsidiaries collectively
known as the Delaware Valley Obligated Group ("Delaware Valley") issued annual
financial statements and municipal securities disclosure reports that materially
misrepresented, among other things, AHERF's and Delaware Valley's net income.
AHEREF, through certain members of its senior management and in violation of Generally
Accepted Accounting Principles ("GAAP"): (i) overstated Delaware Valley's 1996 net
income before extraordinary item and change in accounting principle by approximately
$40 million by failing to adjust Delaware Valley's bad debt reserves to account for
uncollectible accounts receivable; (ii) overstated Delaware Valley's and its own 1997 net
income through the inappropriate transfers of approximately $99.6 million in reserves
that were utilized to address the bad debt reserve shortfall not addressed in 1996, as well
as an additional shortfall in 1997; and (iii) overstated its 1997 net income by
misclassifying certain restricted trust funds. The misclassification of the restricted funds
and the transfers resulted in the overstatement of AHERF's consolidated net income for
the period ended June 30, 1997 by approximately $114.3 million. Significantly, both
Delaware Valley and AHERF would have posted substantial net losses for fiscal year
1997 without the fraudulent activity.2 Among the victims were investors holding more
than $550 million of publicly offered bonds issued by or on behalf of three of the
bankrupt subsidiaries.

2. Background

Before its bankruptcy in July 1998, AHERF was a Pittsburgh-based collection of non-
profit acute-care hospitals, a medical university, physician practice groups, and numerous
other affiliated entities. From 1987 to 1997, AHERF expanded rapidly, acquiring other
non-profit healthcare organizations, including several in the Philadelphia metropolitan
area: the Medical College of Pennsylvania, United Hospitals, Inc., Hahnemann
University Hospital and the Graduate Health System ("Graduate"). Acquired entities
became direct or indirect subsidiaries of AHERF. As an umbrella holding company,
AHERF managed and provided centralized corporate support services for the acquired
entities, but did not assume liability for their pre-existing debt. The obligation to repay
debt within AHERF was placed on collections of one or more of its non-profit
subsidiaries known as "obligated groups.” Each subsidiary within an obligated group was
jointly and severally liable for the debt of that obligated group. By 1997, AHERF had
five obligated groups: Allegheny General Hospital ("Allegheny General"), Allegheny
University Medical Centers, Delaware Valley, Allegheny Hospitals, Centennial
("Centennia"), and Allegheny Hospitals, New Jersey.
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On July 21, 1998, AHERF filed for protection under Chapter 11 of the U.S. Bankruptcy
Codein U.S. District Court for the Western District of Pennsylvania on behalf of itself,
the Delaware Valley hospitals and university, the Centennial hospitals and the Allegheny
University Medical Practices. According to the bankruptcy petition and supporting
documents, AHERF and these subsidiaries accumulated $1.3 billion in outstanding debt.
The outstanding debt included approximately $396 million of publicly offered bonds
issued by or on behalf of Delaware Valley and $154.3 million of publicly offered bonds
issued on behalf of Graduate and assumed by the Centennial Hospitals. On September 2,
1998, following substantial media coverage about the bankruptcy, AHERF issued a press
release in which it acknowledged that its audited financial statements for 1997 were
inaccurate. In the release, AHERF stated that "[n]o further reliance should be placed on
the financial statements' or upon the accompanying report prepared by AHERF's
independent auditor.

3. AHERF's Continuing Disclosure Obligations

By the time of the bankruptcy in July 1998, AHERF's obligated groups were responsible
for at least thirteen bond issues, with outstanding debt of more than $900 million.? The
individual issues ranged from $12.7 million to $306 million, the latter incurred on behalf
of Delaware Valley in a 1996 refinancing of its older bonds (the "Delaware Valley
refinancing”). At least $400 million of AHERF bonds were not credit enhanced, meaning
that they were not supported by aletter of credit or bond insurance. The obligated groups,
through AHERF as their agent, provided to nationally recognized repositories annual
Secondary Market Disclosure Reports (" Disclosure Reports') containing audited
financial statements, debt coverage ratios and other information with respect to certain of
its obligated groups.2 These Disclosure Reports were made available to the public
through these repositories and were the most easily accessible source of information for
investors and potential investorsin AHERF bonds. The obligated groups also were
required by contract to periodically disclose financial information to, among others,
credit enhancers and bond trustees, and some of the agreements required certifications by
company officers as to the accuracy of the submitted information.

4, Misrepresentationsin Financial Statements and Disclosure Documents

AHERF's rapid growth and consequent debt left it with significant pressures to maintain
stable financial results and positive net income. It was in this environment that AHERF,
through certain of its senior officers and in violation of applicable accounting principles,
misstated its financial statements and schedules to overstate the 1996 and 1997 net
income of AHERF, including that of some of its subsidiaries, in materials disseminated to
the public, including investors and potential investors in the various AHERF bonds.

a. AHERF's Financial Reporting Function

At all relevant times, AHERF's financial reporting function, including the initial
preparation of financial statements, was primarily handled by AHERF's Corporate
Support Services Department (the "Accounting Department”). This department was under
the control of AHERF's Chief Financial Officer, who reported to AHERF's Chief
Executive Officer. Significant aspects of the financial reporting function also were the
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responsibility of other departments or entities within AHERF. For example, separate
AHERF entities each had their own Chief Executive Officers and Chief Financial
Officers. These individuals also participated, to varying degrees, in AHERF's financial

reporting.
b. The 1996 $40,000,000 Over statement

In October 1996 AHERF decided to write off approximately $81 million in Delaware
Valley uncollectible accounts receivable. This decision was made more than two months
prior to AHERF's issuance of Delaware Valley's 1996 financia statements and was based
on information that indicated that the accounts receivable were impaired as of Delaware
Valley's June 30, 1996 balance sheet date. This write off would have necessitated an
approximately $40 million increase to Delaware Valley's bad debt reserve and bad debt
expense. Despite this, and in violation of GAAP, AHEREF failed to adjust Delaware
Valley's bad debt reserve as of June 30, 1996, resulting in a $40 million overstatement of
Delaware Valley's net income before extraordinary item and change in accounting
principle and corresponding misstatements in the 1996 Delaware Valley Disclosure
Report.

During fiscal year 1996, AHERF senior management was aware of substantial increases
in, and collection problems with, Delaware Valley's patient accounts receivable. They
attempted to diagnose and address this issue through, among other things, changesin
management and internal meetings. By early fall 1996 AHERF decided to write off
approximately $81 million in Delaware Valley patient accounts receivable. It then
implemented a plan by which to write those accounts off in quarterly installments,
beginning in October 1996. Although Delaware Valley's reserve for bad debts was
insufficient at June 30, 1996, AHERF made no effort to adjust the 1996 financia
statements, which were being finalized contemporaneously with this decision to write off
$81 million. Under GAAP, Delaware Valley should have increased its bad debt reserve.”
AHERF ultimately determined that the bad debt reserve shortfall as of June 30, 1996 was
approximately $40 million. This shortfall calculation was based upon the $81 million
write off and its effect on Delaware Valley's bad debt reserve, using Delaware Valley's
methodology for computing its bad debt reserve.

Between December 12, 1996 and January 7, 1997, AHERF distributed Delaware Valley
audited financial statements and 1996 Disclosure Report to the public. Appropriately
adjusting Delaware Valley's bad debt reserve would have, among other things, reduced
its reported net income of $27 million before extraordinary item and change in
accounting principle by approximately $40 million and similarly reduced its reported net
accounts receivable figure of $253 million by approximately $40 million. Moreover, the
management discussion and analysis ("MD&A") portion of the Disclosure Report
implied that the $72.2 million increase in Delaware Valley accounts receivable during
fiscal year 1996 was a temporary phenomenon that would resolve itself upon completion
of Patient Billing department consolidation and conversion. In addition, the referenced
patient accounts receivable figure, taken from the Delaware Valley balance sheet, should
have represented amounts that, in the judgment of AHERF, were still collectible.
However, months before the date of the Disclosure Report, AHERF knew or was reckless
in not knowing that accounts receivable were overstated by, at least, $40 million, and that
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the primary cause of the increase in net accounts receivable was, in fact, the failure of
AHERF to adequately increase Delaware Valley's bad debt reserve. Increasing the bad
debt reserve would have, in turn, decreased the Delaware Valley net accounts receivable
figure on its balance sheet. Despite this knowledge, AHERF did not correct the
misstatement and, by not doing so, hid the misstatements contained in the Delaware
Valley fiscal 1996 audited financial statements and the financial information contained
within the Disclosure Report.

C. The 1997 $114,300,000 Over statement

The AHERF consolidated financial statements and consolidating schedules for fiscal year
1997 overstated both AHERF and Delaware Valley net income through AHERF's
inappropriate transfer of $99.6 million from the Graduate Hospitals to the Delaware
Valley and its misclassification of $54.7 million in trust funds. Correcting both
misstatements, AHERF's reported consolidated net income was overstated by
approximately $114.3 million. Moreover, AHERF's 1997 Disclosure Report included
misstatements pertaining to the decrease in Delaware Valley accounts, as well as
misleading narrative information about intercompany account balances and restructuring
expenses.

i) The Transfer of $99.6 Million in Reserves

The failure to address the accounts receivable problems described above in fiscal year
1996 and the continued deterioration of accounts receivable in fiscal year 1997 resulted
in approximately $111 million of write offs of uncollectible accounts receivable by June
30, 1997. However, Delaware Valley did not have sufficient bad debt reservesin fiscal
year 1997 to absorb $111 million in write offs and still maintain an adequate bad debt
reserve under GAAP for its remaining accounts receivable. Proper accounting treatment
under GAAP required increasing these reserves through bad debt expense, thereby
decreasing Delaware Valley's net income.2 In violation of GAAP, AHERF increased
Delaware Valley's reserves without recognizing the corresponding charge to income.
Specifically, during the third and fourth quarters of fiscal 1997, AHERF, through a series
of intercompany transactions, transferred to Delaware Valley $99.6 million of reserves
from various Graduate hospitals.2 Although AHERF did this to address Delaware
Valley's bad debt reserve shortfall, $40 million of that shortfall properly was attributable
to fiscal year 1996. During the time the transferred reserves were established, the
Graduate hospitals were held in a separate company controlled by AHERF that was not
included in the AHERF consolidated financial statements.*® As aresult, AHERF and
Delaware Valley avoided the negative earnings impact of establishing the reserves
required under GAAP.

By virtue of the transfer of reserves from the Graduate hospitals to Delaware Valley to
cover bad debt, the AHERF 1997 audited consolidated financial statements, distributed to
the public on or about February 6, 1998, overstated reported net income of $21.9 million
by, approximately, $59.6 million.* Similarly, Delaware Valley 1997 reported net income
of $23.7 million, reflected on the consolidating schedules, was overstated by,
approximately, $59.6 million. Moreover, as part of the bond agreements, AHERF
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certified to bond trustees and others that, among other things, the 1997 financial
statements were prepared in conformity with GAAP.

The 1997 Disclosure Report, also distributed to the public on or about February 6,1998,
mirrored the numbers contained in the 1997 financia statements, thereby repeating the
misstatements described above. Moreover, the MD&A discussion for Delaware Valley
attributed a $50.7 million decrease in patient accounts receivable to enhanced patient
accounts receivable collection and more cost effective billing and accounts receivable
management. In fact, accounts receivable decreased in 1997 by virtue of the transfers
from the Graduate reserves, not an improved collection process.

Moreover, Centennial was portrayed more negatively than its financial condition
warranted.2 The MD&A discussion for the Centennial Hospitals attributed $46.1 million
in restructuring costs to "the recognition of reserves for patient accounts receivable third-
party reimbursement issues, inventory obsolescence, pension costs and self insurance
reserves for malpractice and workers compensation claims." In fact, at least $28.4
million of these reserves were considered excess at June 30, 1997 and were utilized for a
different, undisclosed purpose - covering Delaware Valley's bad debt reserve shortfall.2
Moreover, the MD&A section attributes a change from a $48.8 million receivable to a
$100.2 million payable position in Centennial intercompany account balances to the
inclusion of the intercompany balances of two new entities in the obligated group,
intercompany charges for corporate support services and borrowings for operating and
cash flow requirements, and the transfer of pension and self insurance liabilities from
Centennial's balance sheet to AHERF. Unmentioned are the reserve transfers to Delaware
Valley, which for accounting purposes were treated from Centennial's perspective as an
intercompany account payable.

i) The Misclassification of Trust Funds

In fiscal year 1996, AHERF, through senior management, misclassified five irrevocable
trusts held by an independent trustee known collectively as the "Lockhart Trusts," with a
market value as of June 30, 1996 of $87.3 million.* Applicable state law and the trust
documents provided that the capital gains attributable to the Lockhart Trusts were part of
the corpus of the trust and accordingly inaccessible to AHERF.

In adopting FAS 116,22 AHERF misclassified the Lockhart funds by treating permanently
restricted funds in the Lockhart Trusts as available to AHERF. However, by early fiscal
1997 AHERF senior management had received notice that its classification of the
Lockhart Trusts was incorrect. In November 1996, AHERF senior management received
and reviewed written notice from the independent trustee to the effect that the Lockhart
Trust documentation explicitly provided that only income (and not capital gains) was
available to AHERF. In response, AHERF senior management discussed, but did not
modify, the Lockhart Trust classification. In addition, for fiscal year 1997, AHERF
improperly recognized $54.7 million from the Lockhart Trust assets asincome. 8 Asa
result, without considering the impact of the Delaware Valley fraud described above,
AHERF overstated its reported net income in its consolidated audited financial
statements for 1997 by $54.7 million.
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C. Legal Discussion: AHERF Violated Section 10(b) of the Exchange Act and
Rule 10b-5 Thereunder

Section 10(b) of the Exchange Act and Rule 10b-5 thereunder make it unlawful to make
any untrue statement of material fact or to omit to state a material fact necessary in order
to make the statements made, in light of the circumstances under which they were made,
not misleading. Any issuer that releases information to the public that is reasonably
expected to reach investors and trading markets will be subject to the antifraud
provisions. SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968), cert. denied sub
nom, Coatesv. SEC, 394 U.S. 976 (1969). The antifraud provisions are equally
applicable to disclosures in the secondary market for municipal securities. See Statement
of the Commission Regarding Disclosure Obligations of Municipal Securities | ssuers and
Others, Exchange Act Rel. No. 33-7049, 1994 SEC LEXIS 700 (March 9, 1994).

AHEREF, through certain of its senior officers, violated Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder. As described above, AHERF materialy overstated Delaware
Valley's net income before extraordinary item and change in accounting principle by,
approximately, $40 million, in the 1996 Delaware Valley audited financial statements
and Disclosure Report. It further overstated its consolidated net income by $114.3 million
and Delaware Valley's net income by $59.6 million in the 1997 AHERF audited
consolidated financial statements and consolidating schedules and the 1997 Disclosure
Report. In both Disclosure Reports, AHERF hid its true financial condition from the
public through its misleading disclosures and omissions asto Delaware Valley accounts
receivable, the transactions related to its transfer of $99.6 million from Graduate and its
misclassification of the Lockhart Trusts. Finally, its statements to trustees and others
permitted AHERF to continue unchecked in its conduct.

V.

In view of the foregoing, the Commission deems it appropriate to accept the Offer
submitted by AHERF and accordingly:
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IT IS ORDERED pursuant to Section 21C of the Exchange Act that AHERF cease and
desist from committing or causing any violations and any future violations of Section
10(b) of the Exchange Act and Rule 10b-5 thereunder.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes

1
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The findings herein are made pursuant to AHERF's Offer and are not binding on any other
person or entity in this or any other proceeding.

AHERF's underlying entities are referred to as "subsidiaries," although technically AHERF
was their sole "member", not a shareholder.

A reference to fiscal year 19xx is from July 1 of the previous year through June 30, 19xx.

In order to take advantage of lower tax-exempt interest rates, the obligated groups generally
borrowed money through various conduit public authorities. The public authorities issued
publicly offered tax-exempt municipal bonds on behalf of the obligated group. The obligated
group in turn assumed responsibility for repaying that debt. For convenience this order refers
to the bonds as if the responsible obligated group, not the conduit public authority, issued
them. Approximately 41% of this debt was issued by or on behalf of Delaware Valley, 28% by
or on behalf of Allegheny General, and 22% by or on behalf of Centennial and Allegheny
Hospitals, New Jersey. The remaining 9% was issued by or on behalf of Allegheny University
Medical Centers and Canonsburg Hospital, the latter of which joined AHERF in fiscal year
1998.

See Exchange Act Rule 15¢2-12, which generally prohibits broker-dealers from underwriting
primary offerings of municipal securities after July 1995 unless the issuer and/or an entity
obligated to repay the debt contractually agrees to submit to national repositories annual
Disclosure Reports as well as timely information concerning events, if material, such as
principal and interest payment delinquencies, non-payment related defaults and rating changes.
AHEREF provided annual Disclosure Reports for all of its obligated groups.

Although this decision was made in the fall of 1996, the factors leading to this decision existed
as of June 30, 1996.

Pursuant to Statement of Financial Accounting Standards ("FAS") 5, an entity's bad debt
reserve should reflect, at a given point in time, the estimated probable loss inherent in the
entity's accounts receivable. On the balance sheet, the reserve is deducted from total accounts
receivable (an asset of the entity) so that the resulting figure represents the net realizable value
(i.e., the amount estimated to be collectible). On the income statement, periodic increasesin
the reserve are reflected as charges against earnings. FAS No. 5 further provides that events
that occur subsequent to the balance sheet date (here, June 30, 1996) but prior to the issuance
of the financial statements, provide additional evidence with respect to conditions that existed
on the balance sheet date and affect the estimates inherent in the process of preparing financia
statements.

See discussion of FAS 5 in note 6, above.

The Graduate hospitals in Pennsylvania joined AHERF as members of Centennial. The
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Graduate hospital in New Jersey became a separate subsidiary of AHERF known as Allegheny
Hospitals, New Jersey. Of the $99.6 million transferred, $50 million was created as part of the
purchase price computation and $29.9 million through charges and restructuring reserves. The
precise source of the remainder is unclear from the available records but it derived from some
combination of purchase price adjustments, restructuring reserves and pre-existing Graduate
reserves.

AHERF used this separate entity to temporarily hold assets of acquired entities pending a
determination whether to incorporate them into the AHERF system.

Because $40 million of the $99.6 million shortfall should have been offset against Delaware
Valley 1996 net income before extraordinary item and change in accounting principle, AHERF
consolidated and Delaware Valley 1997 net income are only overstated by $59.6 million.

In contrast to AHERF's 1997 consolidated audited financial statements, which included only
two months of operations for Centennial, the 1997 Disclosure Report provided a full twelve
months of financial results for Centennial, albeit on an unaudited basis.

= Asdtated above, $29.9 million of the reserves derived from Graduate restructuring reserves-

$28.4 million from the Philadelphia hospitals (Centennial) and $1.5 million from the New
Jersey hospital (Allegheny Hospitals, New Jersey). Of course, any Graduate reserves deemed
to be excess should have been eliminated by adjustments to Graduate's income statement or
balance sheet, depending on whether those reserves were originaly restructuring charges or
part of the purchase price.

= Notwithstanding the misclassification described below, the investments held by the

independent trustee were never actually liquidated or transferred.

= This standard required AHERF to reclassify all of its net assets as unrestricted, temporarily

restricted, or permanently restricted. Under FAS 116, permanently restricted net assets result
from donor contributions whose use by AHERF is limited by donor-imposed stipulations that
neither expire by passage of time nor can be fulfilled or otherwise removed by actions of the
organization. Temporarily restricted net assets result from donor contributions whose use by
AHEREF is limited by donor-imposed stipulations that either expire by passage of time or can
be fulfilled and removed by actions of the organization pursuant to those stipulations.
Unrestricted net assets are those assets without donor-imposed stipulations.

Under GAAP, the income statement for a non-profit entity includes as income funds released
from restriction and used for operations. Net income or loss is then shown to increase or
decrease unrestricted net assets, as appropriate.
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UNDERWRITERS

COMMISSION ORDERS— SETTLED ADMINISTRATIVE PROCEEDINGS

YI1ELD BURNING CASES

In the M atter of Rauscher Pierce Refsnes, Inc., Dain Rauscher Inc., and JamesR.

Feltham, Securities Act Release No. 7844, Exchange Act Release No. 42644, A.P. File
No. 3-10182 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act"), Sections 15(b)(4) and 21C of the Securities Exchange Act
of 1934 ("Exchange Act") and Sections 203(e) and (k) of the Investment Advisers Act of
1940 ("Advisers Act") against Rauscher Pierce Refsnes, Inc. ("Rauscher") and Dain
Rauscher Incorporated ("Dain Rauscher") and pursuant to Section 8A of the Securities
Act and Section 203(k) of the Advisers Act against James R. Feltham ("Feltham”").

In anticipation of the institution of these proceedings, Dain Rauscher and Feltham have
submitted offers of settlement, which the Commission has determined to accept. Solely
for the purpose of these proceedings and any other proceeding brought by or on behalf of
the Commission or in which the Commission is a party, and prior to a hearing pursuant to
the Commission's Rules of Practice, 17 C.F.R. 201.100, et seq., Dain Rauscher and
Feltham, without admitting or denying the findings contained herein, except that they
admit to the jurisdiction of the Commission over them and over the subject matter of
these proceedings, consent to the entry of the findings, the issuance of the cease-and-
desist orders, and the imposition of the remedial sanctions set forth below.

.
Based on the foregoing, the Commission finds as follows:
A. Respondents

At al relevant times, Rauscher Pierce Refsnes, Inc. was a Delaware corporation with its
principal place of businessin Dallas, Texas. At all relevant times, Rauscher was
registered with the Commission as a broker-dealer pursuant to Section 15(b) of the
Exchange Act, and as an investment adviser pursuant to Section 203(c) of the Advisers
Act. At all relevant times, Rauscher's Phoenix, Arizona office had primary responsibility
for the municipal finance transaction in which Rauscher's client, the Department of
Administration of the State of Arizona (the "DOA"), issued $129,640,000 of Series
1992B Refunding Certificates of Participation (the "1992B COPS").

Dain Rauscher Incorporated is the corporate successor to Rauscher. Rauscher and Dain
Bosworth Incorporated were merged to form Dain Rauscher on January 2, 1998. Dain
Rauscher is a Minnesota corporation with its registered office in Minneapolis, Minnesota.
Dain Rauscher is registered with the Commission as a broker-dealer pursuant to Section
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15(b) of the Exchange Act, and as an investment adviser pursuant to Section 203(c) of the
Advisers Act.

Feltham, at all relevant times, was a Senior Vice President of Rauscher and was the
individual at Rauscher with primary responsibility for Rauscher's engagement on the
1992B COPS transaction.

B. Summary

Rauscher breached its fiduciary duties to its financial advisory client, the DOA, in
connection with DOA's issuance of the 1992B COPS. As part of the 1992B COPs
offering, Rauscher charged DOA an excessive undisclosed markup on the sale of certain
United States Treasury securities (the "escrow securities") to the DOA. Rauscher
breached its fiduciary duties to DOA by failing to inform its client, anong other things,
that it was taking a $707,037 profit on the sale of the escrow securities. In addition,
Rauscher issued atax certification (the "Certification"), which Feltham signed, in
connection with the sale of the escrow securities which falsely stated that Rauscher's sale
prices for the escrow securities equaled their "fair market value" and that Rauscher's sale
of the securities was an "arm's length transaction without regard to any amount paid to
reduce the yield on the securities.”

C. Background: Advance Refundings

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds paying lower
interest rates. When the old bonds cannot be paid off until a future call date, the
municipality can still obtain a benefit from lower interest rates through an advance
refunding. An advance refunding can lock in current interest rates and ensure that the
municipality will realize debt service savings over the life of the new bonds. In an
advance refunding, the municipality issues new "refunding” bonds and immediately
invests the proceeds in a portfolio of U.S. Treasury or agency securities structured to pay
the principal and interest obligations on the old bonds until the call date and then to pay
off the outstanding principal and any call premium. The portfolio of government
securitiesis normally placed in a defeasance escrow to guarantee repayment of the old
bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0, et seq. The regulations provide
that the issuer cannot receive a yield on the securities held in escrow that exceeds the
yield it pays on the refunding bonds. In addition, to prevent an issuer from diverting tax
arbitrage to the seller of the escrow securities by paying artificialy high prices, the
regulations provide, in effect, that the price paid by refunding bond issuers for escrow
securities purchased in the secondary market (known as "open market securities') cannot
exceed the fair market value or market price of the securities as defined in those
regulations.
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When the yield on the investments in the escrow, if purchased at fair market value, would
be above the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." In a"positive arbitrage" situation "when the yield on open market securities
purchased at fair market value would exceed the yield on the refunding bonds,"
overcharging by dealers for open market escrow securities diverts tax arbitrage to the
dedlers at the expense of the U.S. Treasury. This diversion, known colloquially as "yield
burning,” violated IRS regulations. If yield burning occurs, the Internal Revenue Service
can declare interest paid on the refunding bonds taxable. See Harbor Bancorp &
Subsidiaries v. Commissioner, 115 F.3d 722 (9th Cir. 1997), cert. denied, 118 S. Ct. 1035
(1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.

D. Background to the I ssuance of the 1992B COPS

In 1988, DOA issued $121,830,000 of tax-exempt certificates of participation (the 1988
COPS") to finance the construction of six buildings for the State of Arizona. The 1988
COPS bore an average interest rate of 7.55% and could not be called until July 1998.

In 1990, Rauscher became DOA's financial advisor. By May 1992, prevailing interest
rates had fallen to a point substantially below the 7.55% DOA was paying on its 1988
COPs. Rauscher and Feltham therefore recommended that DOA take advantage of this
decline in rates by "advance refunding” the 1988 COPs. Rauscher and Feltham
recommended transactions in which DOA would issue new tax-exempt COPs bearing an
interest rate lower than that of the 1988 COPs and invest most of the proceeds of the
offering in United States Treasury securities, which would be held in a defeasance escrow
account and used to make debt service payments on the 1988 COPs until they could be
redeemed in July 1998.

Rauscher and Feltham knew, were reckless in not knowing, or should have known that an
essential feature of the 1992B COPs was the tax-exempt status of the interest component
to be paid to investors. For the interest component on a refunding issue such as the 1992B
COPs to be exempt from federal income taxes, the applicable provisions of the Internal
Revenue Code and the IRS regulations thereunder required that the aggregate yield on the
escrow securities not materially exceed the yield on the 1992B COPs themselves.

In order to prevent yield burning, applicable provisions of the federal tax laws in effect at
the time of the 1992B COPS transaction required that escrow investments be purchased
at market price. In particular, under the applicable yield restriction regulations, U.S.
Treasury securities had to be priced at the "mean of the bid and offered prices on an
established market" where such securities were traded. A price exceeding the mean
market price qualified as a market price only if the issuer "acquired [the security] in an
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arm's length transaction without regard to any amount paid to reduce the yield" on the
acquired security.

E. The 1992B COPs Offering

As DOA's financial adviser in connection with the 1992B COPs offering, Rauscher
assumed substantial responsibility for structuring the offering, preparing the necessary
documentation and advising DOA regarding the allocation and investment of issue
proceeds. In addition, Rauscher assumed the responsibility of selling the escrow
securities to the defeasance escrow. Although numerous other dealers were regularly
engaged in the business of selling Treasury securities and could have been approached
about selling the securitiesto DOA through competitive bid or negotiation, Rauscher did
not consider assigning that responsibility to another party during the course of the 1992B
COPs offering process.

The underwriters of the 1992B COPs offering priced the 1992B COPs on June 10, 1992.
That same day, acting as a principal for its own account, Rauscher purchased the escrow
securities and priced them for delivery at the June 16, 1992 closing of the offering. At the
time Rauscher priced the escrow securities, a positive arbitrage situation existed. At the
closing on June 16, 1992, Rauscher delivered a portfolio of securities to the escrow
trustee, adding an aggregate undisclosed markup of $707,037.

F. Rauscher Failed to Disclose M aterial Information to its Client

Rauscher's financial advisory contract with DOA required Rauscher to provide unbiased
advice and assistance in all aspects of the issuance of the 1992B COPs. That duty was
particularly important because, as Rauscher knew, the DOA personnel responsible for the
1992B COPs offering had virtually no experience with advance refunding transactions
and, therefore, relied heavily on Rauscher's advice. As aresult, Rauscher stood ina
fiduciary or similar relationship of trust and confidence with DOA. Rauscher also stood
in afiduciary or similar relationship of trust and confidence with DOA because it acted as
an investment adviser to DOA.

Asaresult of itsfiduciary or similar relationships of trust and confidence with DOA,
Rauscher was under a duty to DOA to disclose al information material to the 1992B
COPs issue, including all facts material to DOA's purchase of the escrow securities.

Prior to the closing of the 1992B COPs transaction, Rauscher did not disclose to DOA or
its representatives the following materia facts: (1) that Rauscher, acting as a principal,
would make a substantial profit from the sale; (2) the amount of the undisclosed profit;
() that the escrow securities could be purchased for a lower price from other dealers; (4)
that the prices DOA was charged exceeded the mean of the bid and offered prices for the
securities on an established market; and (5) that the profit received by Rauscher could
jeopardize the tax-exempt status of the 1992B COPs.

Rauscher violated its fiduciary duties to DOA by failing to disclose the above matters and
by failing to disclose the conflict inherent in Rauscher's taking an undisclosed profit of
$707,037 on transactions with DOA while at the same time purporting to give DOA
independent investment advice.
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G. Rauscher Charged Excessive M arkups

The prices charged DOA for the escrow securities were excessive in that the prices were
not reasonably related to prevailing market prices, and Rauscher's $707,037 profit from
the sale of such securities was unreasonable in light of the circumstances surrounding the
sale. The markups Rauscher charged on the escrow securities averaged approximately .55
percent (or just over one half of one percent) of the prevailing interdealer market prices
of the Treasury securities sold to DOA. At the time, other dealers generally charged
materially lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation. Under the facts and circumstances,
Rauscher's prices were above fair market value as defined by federal tax laws.

H. Rauscher Issued the Certification

As aprerequisite to the issuance of their respective opinions that the interest to be paid on
the 1992B COPs would be exempt from federal income taxation, DOA and its bond
counsdl required Rauscher to certify that it had sold the escrow securities at fair market
value and in compliance with applicable tax laws. Accordingly, on June 16, 1992,
Feltham, on Rauscher's behalf, signed the Certification. Rauscher and Feltham knew,
were reckless in not knowing, or should have known that DOA and its bond counsel
would rely on the Certification in making their respective representations that the interest
component of the 1992B COPs was exempt from federal income taxes.

The Certification was materially false and misleading in that, contrary to the
representations in the Certification, Rauscher's prices for the escrow securities did not
equal the "fair market value" of those securities and those prices had not been determined
inan "arm's length transaction without regard to any amount paid to reduce the yield on
the securities.”

Section 10(b) of the Exchange Act and Rule 10b-5 thereunder proscribe materially false
and misleading statements "in connection with the purchase or sale of any security."
Section 17(a) of the Securities Act similarly prohibits the making of such statementsin
connection with the "offer or sale”" of securities. In addition, Sections 206(1) and (2) of
the Advisers Act prohibit investment advisers from making materially false and
misleading statements.? A statement is material if there is a substantial likelihood that,
under all the circumstances, it would have assumed actual significance in the
deliberations of areasonable investor. Basic, Inc. v. Levinson, 485 U.S. 224, 231-32
(1988).

Material omissions are aso actionable under Section 10(b), Section 17(a) and Sections
206(1) and 206(2), but only when a duty to disclose exists. Chiarella v. United States,
445 U.S. 222, 235 (1980)("When an alegation of fraud is based upon nondisclosure,
there can be no fraud absent a duty to speak™). A fiduciary or other relationship of trust
and confidence gives rise to a duty to disclose material information. Chiarella, 445 U.S.
at 228; Affiliated Ute Citizens v. United States, 406 U.S. 128, 153-55 (1972).

33



Finally, proof of scienter is necessary to establish violations of Section 10(b), Section
17(a)(1) and Section 206(1). In this context, scienter means "a mental state embracing
intent to deceive, manipulate or defraud," Ernst & Ernst v. Hochfelder, 425 U.S. 185, 194
n.12 (1976), and includes recklessness. See, e.q., Hollinger v. Titan Capital Corp., 914
F.2d 1564, 1568-69 (9th Cir. 1990); SEC v. Blavin, 760 F.2d 706, 711 (6th Cir. 1985);
SEC v. Falstaff Brewing Corp., 629 F.2d 62, 77 (D.C. Cir.), cert. denied, 449 U.S. 1012
(1980); Rolf v. Blyth, Eastman Dillon & Co., 570 F.2d 38 (2d Cir.), cert. denied, 439
U.S. 1039 (1978). Proof of scienter is not necessary to establish a violation of Sections
17(a)(2) and (3) of the Securities Act, Aaron v. SEC, 446 U.S. 680, 697 (1980), or
Section 206(2) of the Advisers Act. SEC v. Capital Gains Research Bureau, Inc., 375
U.S. 180 (1963).

A. Material Omissions and Misrepresentations by Rauscher

Rauscher violated Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, Section
17(a) of the Securities Act and Section 206(1) and 206(2) of the Advisers Act by
knowingly or recklessly failing to inform DOA that Rauscher was taking a $707,037
profit on the sale of the escrow securities and by failing to disclose the conflict inherent
in Rauscher's taking an undisclosed profit of $707,037 on transactions with DOA while at
the same time purporting to give DOA independent investment advice. Rauscher also
violated Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, Section 17(a) of
the Securities Act and Section 206(1) and 206(2) of the Advisers Act by knowingly or
recklessly issuing the materially false and misleading Certification to DOA and its bond
counsel.



Rauscher also violated Section 206(3) of the Advisers Act® by knowingly effecting the
sale of the escrow securities for the account of its client, DOA, without disclosing its
capacity as principal to DOA in writing before completion of the transaction and
obtaining DOA's consent to the transaction.

B. Excessive Undisclosed M arkups

Rauscher violated Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, Section
17(a) of the Securities Act and Section 206(1) and 206(2) of the Advisers Act by
effecting the sales of the escrow securitiesto DOA at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. See, e.g., Grandon v. Merrill
Lynch & Co., 147 F.3d 184, 192 (2d Cir. 1998) (under the shingle theory, a broker-dealer
has a duty to disclose excessive markups); In re Lehman Bros. Inc., 62 SEC Dkt. at 2330-
31; Inre Duker & Duker, 6 S.E.C. 386, 389 (1939). Rauscher's markups on the sales of
the escrow securities averaged just over one half of one percent of the prevailing
interdealer market prices of the Treasury securities sold to DOA. Based on al the
relevant facts and circumstances, Rauscher knew, was reckless with respect to whether,
or should have known that the prices it charged DOA were not reasonably related to the
prevailing wholesale market prices of the securities.

Before 1995, in addition to the DOA, Dain Rauscher sold portfolios of U.S. Treasury
securities for defeasance escrows at excessive, undisclosed markups to a number of other
municipal bond issuers in connection with advance refundings. At the time, as compared
with the markups Dain Rauscher charged in these transactions, dealers generally charged
materially lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

In connection with these other advance refunding transactions, Dain Rauscher violated
Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting defeasance escrow
transactions with municipalities at prices not reasonably related to the current wholesale
market prices for the securities under the particular facts and circumstances, including the
pertinent tax regulations. Based on all the relevant facts and circumstances, Dain
Rauscher knew or should have known that the prices it charged were not reasonably
related to the prevailing wholesale market prices of the securities. The excessive markups
also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act because the excessive
markups jeopardized the tax-exempt status of the municipalities refunding bonds and
diverted money from the U.S. Treasury to Dain Rauscher when the transaction was in
positive arbitrage, or reduced the savings available to the municipalities from the
refundings when the transaction was in negative arbitrage.

C. Feltham Was a Cause of Certain of Rauscher'sViolations

Feltham was the individual at Rauscher with primary responsibility for Rauscher's
engagement on the 1992B COPS transaction. He was the senior person at Rauscher
assigned to coordinate Rauscher's work on the 1992B COPS transaction. Feltham was
aware of the markups charged by Rauscher on the 1992B COPS transaction and knew or
should have known that the markups had not been adequately disclosed to the DOA.
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Feltham signed the Certification on Rauscher's behalf. Feltham was a cause of Rauscher's
violations of Sections 17(a)(2) and (3) of the Securities Act and Sections 206(2) and (3)
of the Advisers Act relating to the 1992B COPS transaction, due to acts or omissions he
knew or should have known would contribute to such violations.?

V.
Based on the above, the Commission finds that:

A. Dain Rauscher willfully violated Section 10(b) of the Exchange Act and Rule 10b-5
thereunder, Section 17(a) of the Securities Act and Sections 206(1), (2) and (3) of the
Advisers Act; and

B. Feltham was a cause of Dain Rauscher's violations of Section 17(a)(2) and (3) of the
Securities Act and Sections 206(2) and (3) of the Advisers Act relating to the 1992B
COPS transaction.

V.
Accordingly, IT IS ORDERED, that:
A. Dain Rauscher:
1. Be, and hereby is, censured;

2. Pursuant to Section 8A of the Securities Act, Section 21C of the Exchange Act and
Section 203(k) of the Advisers Act, cease and desist from committing or causing any
violations and any future violations of Section 17(a) of the Securities Act, Section 10(b)
of the Exchange Act and Rule 10b-5 thereunder, and Section 206 of the Advisers Act;

3. Pursuant to Section 21B of the Exchange Act, pay acivil penalty of $100,000, in
connection with sales of defeasance escrow securities to the DOA in the 1992B COPS
transaction, within ten (10) business days of the entry of this Order by wire transfer in
accordance with instructions furnished by the Commission staff, or by a postal or bank
money order, certified check or bank cashier's check, to the United States Treasury;

4. Comply with its undertaking to pay disgorgement of $347,631 and prejudgment
interest of $299,856, in connection with sales of defeasance escrow securities to the DOA
in the 1992B COPS transaction, to the United States Treasury in accordance with the
terms of an agreement simultaneously entered into among Dain Rauscher, the Internal
Revenue Service and the United States Attorney for the Southern District of New Y ork;

5. Comply with its undertaking to pay $10,586,081.59 to the United States Treasury,
related to sales of defeasance escrow securities in connection with advance refunding
transactions in positive arbitrage (other than the 1992B COPS transaction) in accordance
with the terms of an agreement simultaneously entered into among Dain Rauscher, the
Internal Revenue Service and the United States Attorney for the Southern District of New
York;
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6. Within ten (10) business days of the entry of this Order, comply with its undertaking
to make certain payments totaling $1,607,623.38 related to sales of defeasance escrow
securities to certain municipal issuers in connection with advance refundings in negative
arbitrage, asfollows:

i. $12,253.52 to Carbondale, llinoisin connection with the refunding that settled on
November 5, 1992;

ii. $13,067.76 to Poudre School District No. R-1, Colorado in connection with the
refunding that settled on May 28, 1993;

iii. $117,525.78 to Montgomery County, lowa in connection with the refunding that
settled on August 19, 1993;

iv. $35,600.96 to St. Louis County, Missouri in connection with the refunding that settled
on August 31, 1993;

v. $412,334.30 to the St. Louis Park, Minnesota Health System in connection with the
refunding that settled on September 30, 1993;

vi. $76,081.24 to the Community School Corp. of S. Hancock County, Indianain
connection with the refunding that settled on December 21, 1993;

vii. $64,160.66 to the Eastern Howard School Building Corporation, Indianain
connection with the refunding that settled on December 29, 1993;

viii. $113,060.29 to Denver School District No. 1, Colorado in connection with the
refunding that settled on February 22, 1994,

ix. $21,677.71 to Aurora, Colorado in connection with the refunding that settled on June
14, 1994;

X. $10,682.91 to the Indiana Bond Bank in connection with the refunding that settled on
September 8, 1994;

xi. $26,999.54 to the City of Tucson, Arizonain connection with the refunding that
settled on June 5, 1990;

xii. $24,032.36 to the Humble Independent School District connection with the refunding
that settled on December 1, 1992;

xiii. $55,050.50 to the City of Cupertino in connection with the refunding that settled on
December 16, 1993,

xiv. $55,942.59 to the Paradise Valley Unified School District No. 69, Maricopa County,
Arizonain connection with the refunding that settled on February 23, 1993;

xv. $119,354.55 to the City of Cupertino in connection with the refunding that settled on
April 6, 1993;
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xvi. $34,495.01 to the City of Bedford in connection with the refunding that settled on
April 20, 1993;

xvii. $24,461.64 to the City of Scottsdale Municipal Property Corp. in connection with
the refunding that settled on April 22, 1992;

xviii. $71,446.07 to the City of Nevada in connection with the refunding that settled on
April 22, 1993;

xix. $16,710.30 to the Alamo Community College District in connection with the
refunding that settled on April 28, 1993;

xx. $13,271.81 to the Clear Creek Independence School District in connection with the
refunding that settled on May 18, 1993;

xxi. $14,243.07 to the Katy Independence School District in connection with the
refunding that settled on May 26, 1993;

xxii. $37,165.94 to the City of Santa Clara, Californiain connection with the refunding
that settled on August 25, 1993;

xxiii. $185,902.39 to the San Mateo County Transit District in connection with the
refunding that settled on June 3, 1993;

xxiv. $25,501.89 to the Midland County Hospital District in connection with the
refunding that settled on August 25, 1993; and

xxv. $26,600.59 to the Tyler Junior College District in connection with the refunding that
settled on June 29, 1994; and

7. Send copies of payments made as described in sub-paragraphs 3, 4, 5 and 6 above and
any cover letters accompanying them to Gregory Bruch, Assistant Director, Division of
Enforcement, Securities and Exchange Commission, 450 Fifth Street, N.W., Washington,
D.C. 20549-0703.
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B. Feltham:

1. Pursuant to Section 8A of the Securities Act and Section 203(k) of the Advisers Act,
cease and desist from committing or causing any violations and any future violations of
Sections 17(a)(2) and (3) of the Securities Act and Sections 206(2) and (3) of the
Advisers Act.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes

1| addition to selling the escrow securities to DOA, Rauscher advised DOA to structure
the defeasance escrow to include a forward supply contract, a separate security designed
to maximize the interest earned on the funds held in the defeasance escrow by selling
certain rights to invest those funds periodically in the future in exchange for an up front
payment. Rauscher also received a separate fee for acting as co-broker in the procurement
and sale of a Guaranteed Investment Contract ("GIC") in which a portion of the offering
proceeds was invested.

2 Rauscher acted as an investment adviser within the meaning of Section 202(a)(11) of
the Advisers Act, 15 U.S.C. Section 80b-2(a)(11), in connection with the 1992B COPS
offering because, for compensation, Rauscher was in the business of advising DOA asto
the advisability of investing in, purchasing, or selling securities. Because Rauscher's
advice was not limited to Treasury securities or other government securities as described
in Section 202(a)(11)(E), that provision did not operate to exclude Rauscher from the
definition of investment adviser. See O'Brien Partners, Inc., Investment Advisers Act
Release No. 1772 (Oct. 27, 1998).

3 Section 206(3) of the Advisers Act prohibits an investment adviser, acting as principal,
from knowingly selling a security to a client without disclosing to the client, in writing
before the completion of the transaction, the capacity in which he is acting and obtaining
the client's consent to the transaction.

4 The Commission makes no allegations that Feltham was involved in any of Rauscher's
or Dain Rauscher's advance refunding transactions other than the 1992B COPS
transaction.

In the M atter of Morgan Stanley & Co., Inc., Securities Act Release No. 7841,
Exchange Act Release No. 42642, A.P. File No. 3-10181 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Morgan Stanley & Co. Incorporated ("Morgan Stanley").

In anticipation of the institution of these proceedings, Morgan Stanley has submitted an
offer of settlement, which the Commission has determined to accept. Solely for the
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purpose of these proceedings and any other proceeding brought by or on behalf of the
Commission or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seg., Morgan Stanley, without
admitting or denying the findings contained herein, except that it admitsto the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.

.
Based on the foregoing, the Commission finds as follows:
A. Respondent

Morgan Stanley is a Delaware corporation with its principal place of businessin New
York. At al relevant times, Morgan Stanley was registered with the Commission asa
broker-dealer pursuant to Section 15(b) of the Exchange Act.

B. Background

Thisisamunicipal finance case involving Morgan Stanley's sale of U.S. Treasury
securities to municipal bond issuers at excessive, undisclosed markups in connection with
certain advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until a future call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. 8§ 148; Treas. Reg. 8 § 1.148-0 et seg. The regulations provide
that the issuer cannot receive a yield on the securities held in escrow that exceeds the
yield it pays on the refunding bonds. In addition, to prevent an issuer from diverting tax
arbitrage to the seller of the escrow securities by paying artificialy high prices, the
regulations provide, in effect, that the price paid by refunding bond issuers for escrow
securities purchased in the secondary market (known as "open market securities") cannot
exceed the fair market value or market price of the securities as defined in those
regulations.
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When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

C. Factsand Legal Analysis

Before 1995, Morgan Stanley sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1994, Morgan Stanley sold a portfolio of $41.8
million in Treasury securities to a municipality. Morgan Stanley's markup and carry on
that portfolio was .45 percent of the prevailing interdealer market prices of the Treasury
securities sold to the municipality.? At the time, dealers generally charged materially
lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

Morgan Stanley violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting
defeasance escrow transactions with municipalities at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. Based on all the relevant facts and
circumstances, Morgan Stanley knew or should have known that the prices it charged
were not reasonably related to the prevailing wholesale market prices of the securities.
The excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act
because the excessive markups jeopardized the tax-exempt status of those municipalities
refunding bonds and diverted money from the U.S. Treasury to Morgan Stanley.

By reason of the foregoing, Morgan Stanley willfully violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. Morgan Stanley is censured;

B. Morgan Stanley shall cease and desist from committing or causing any violations and
any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Morgan Stanley shall comply with its undertaking to pay $2,453,219.92 to the United
States Treasury under an agreement simultaneously entered into among Morgan Stanley,
the Internal Revenue Service and the United States Attorney for the Southern District of
New Y ork; and
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D. At the time the payment is made to the United States Treasury as described in sub-
paragraph C above, a copy of the payment and any cover letter accompanying it shall be
sent by Morgan Stanley to Lawrence A. West, Assistant Director, Division of
Enforcement, Securities and Exchange Commission, 450 Fifth Street, N.W., Washington,
D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of Merrill Lynch, Pierce, Fenner & Smith Inc., Securities Act Release
No. 7838, Exchange Act Release No. 42640, A.P. File No. 3-10180 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Merrill Lynch, Pierce, Fenner & Smith Incorporated
("Merrill Lynch").

In anticipation of the institution of these proceedings, Merrill Lynch has submitted an
offer of settlement, which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceeding brought by or on behalf of the
Commission or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seq., Merrill Lynch, without
admitting or denying the findings contained herein, except that it admits to the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.

.
Based on the foregoing, the Commission finds as follows:

A. Respondent
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Merrill Lynch is a Delaware corporation with its principal place of business in New
York. At al relevant times, Merrill Lynch was registered with the Commission as a
broker-dealer pursuant to Section 15(b) of the Exchange Act.

B. Background

Thisis amunicipal finance case involving Merrill Lynch's sale of U.S. Treasury
securities to municipal bond issuers at excessive, undisclosed markups in connection with
certain advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.
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C. Facts And Legal Analysis

Before 1995, Merrill Lynch sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1994, Merrill Lynch sold a portfolio of $10.5
million in Treasury securities to a municipality. Merrill Lynch's markup and carry on that
portfolio was .48 percent of the prevailing interdealer market prices of the Treasury
securities sold to the municipality.? At the time, dealers generally charged materially
lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

Merrill Lynch violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting
defeasance escrow transactions with municipalities at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. Based on all the relevant facts and
circumstances, Merrill Lynch knew or should have known that the pricesit charged were
not reasonably related to the prevailing wholesale market prices of the securities. The
excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act
because the excessive markups jeopardized the tax-exempt status of those municipalities
refunding bonds and diverted money from the U.S. Treasury to Merrill Lynch when the
transaction was in positive arbitrage, or reduced the savings available to the
municipalities from the refundings when the transaction was in negative arbitrage.

By reason of the foregoing, Merrill Lynch willfully violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. Merrill Lynch is censured;

B. Merrill Lynch shall cease and desist from committing or causing any violations and
any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Within ten days of the entry of this order, Merrill Lynch shall comply with its
undertaking to make certain payments totaling $972,481.58 related to sales of defeasance
escrow securities to certain municipal issuers in connection with advance refundings in
negative arbitrage, as set forth in Merrill Lynch's offer of settlement;

D. Maerrill Lynch shall comply with its undertaking to pay $4,614,868.76 to the United
States Treasury under an agreement simultaneously entered into among Merrill Lynch,
the Internal Revenue Service and the United States Attorney for the Southern District of
New Y ork; and



E. At the time the payments are made to the municipalities and the United States
Treasury as described in sub-paragraphs C and D above, copies of the payments and any
cover letters accompanying them shall be sent by Merrill Lynch to Lawrence A. West,
Assistant Director, Division of Enforcement, Securities and Exchange Commission, 450
Fifth Street, N.W., Washington, D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of Lehman Brothersinc., Securities Act Release No. 7835, Exchange
Act Release No. 42638, A.P. File No. 3-10179 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Lehman Brothers Inc. ("Lehman Brothers').

In anticipation of the institution of these proceedings, Lehman Brothers has submitted an
offer of settlement, which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceeding brought by or on behalf of the
Commission or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seg., Lehman Brothers, without
admitting or denying the findings contained herein, except that it admits to the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.

.
Based on the foregoing, the Commission finds as follows:
A. Respondent

Lehman Brothersis a Delaware corporation with its principal place of businessin New
York. At all relevant times, Lehman Brothers was registered with the Commission as a
broker-dealer pursuant to Section 15(b) of the Exchange Act.
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B. Background

Thisisamunicipal finance case involving Lehman Brothers sale of U.S. Treasury
securities to municipal bond issuers at excessive, undisclosed markups in connection with
certain advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.

C. Facts And Legal Analysis
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Before 1995, Lehman Brothers sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1994, Lehman Brothers sold a portfolio of $15.8
million in Treasury securities to a municipality. Lehman Brothers markup and carry on
that portfolio was .42 percent of the prevailing interdealer market prices of the Treasury
securities sold to the municipality.? At the time, dealers generally charged materially
lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

Lehman Brothers violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by
effecting defeasance escrow transactions with municipalities at prices not reasonably
related to the current wholesale market prices for the securities under the particular facts
and circumstances, including the pertinent tax regulations. Based on all the relevant facts
and circumstances, Lehman Brothers knew or should have known that the prices it
charged were not reasonably related to the prevailing wholesale market prices of the
securities. The excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the
Securities Act because the excessive markups jeopardized the tax-exempt status of those
municipalities' refunding bonds and diverted money from the U.S. Treasury to Lehman
Brothers when the transaction was in positive arbitrage, or reduced the savings available
to the municipalities from the refundings when the transaction was in negative arbitrage.

By reason of the foregoing, Lehman Brothers willfully violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. Lehman Brothersis censured;

B. Lehman Brothers shall cease and desist from committing or causing any violations
and any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Within ten days of the entry of this order, Lehman Brothers shall comply with its
undertaking to make certain payments totaling $450,151.62 related to sales of defeasance
escrow securities to certain municipal issuers in connection with advance refundings in
negative arbitrage, as set forth in Lehman Brothers' offer of settlement;

D. Lehman Brothers shall comply with its undertaking to pay $4,520,857.29 to the
United States Treasury under an agreement simultaneously entered into among Lehman
Brothers, the Internal Revenue Service and the United States Attorney for the Southern
District of New Y ork; and

E. At the time the payments are made to the municipalities and the United States
Treasury as described in sub-paragraphs C and D above, copies of the payments and any
cover letters accompanying them shall be sent by Lehman Brothersto Lawrence A. West,
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Assistant Director, Division of Enforcement, Securities and Exchange Commission, 450
Fifth Street, N.W., Washington, D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).
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In the M atter of Goldman, Sachs & Co., Securities Act Release No. 7832, Exchange
Act Release No. 42636, A.P. File No. 3-10178 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Goldman, Sachs & Co. ("Goldman Sachs').

In anticipation of the institution of these proceedings, Goldman Sachs has submitted an
offer of settlement, which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceeding brought by or on behalf of the
Commission or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seg., Goldman Sachs, without
admitting or denying the findings contained herein, except that it admitsto the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.

.
Based on the foregoing, the Commission finds as follows:
A. Respondent

Goldman Sachsisa New Y ork partnership with its principal place of businessin New
York. At al relevant times, Goldman Sachs was registered with the Commission as a
broker-dealer pursuant to Section 15(b) of the Exchange Act.

B. Background

Thisisamunicipal finance case involving Goldman Sachs sale of U.S. Treasury
securities to municipal bond issuers at excessive, undisclosed markups in connection with
certain advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
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tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.

C. Facts And Legal Analysis

Before 1994, Goldman Sachs sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1993, Goldman Sachs sold a portfolio of $122
million in Treasury securities to a municipality. Goldman Sachs markup and carry on
that portfolio was .38 percent of the prevailing interdealer market prices of the Treasury
securities sold to the municipality.? At the time, dealers generally charged materially
lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

Goldman Sachs violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting
defeasance escrow transactions with municipalities at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. Based on all the relevant facts and
circumstances, Goldman Sachs knew or should have known that the pricesit charged
were not reasonably related to the prevailing wholesale market prices of the securities.
The excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act
because the excessive markups jeopardized the tax-exempt status of those municipalities
refunding bonds and diverted money from the U.S. Treasury to Goldman Sachs when the
transaction was in positive arbitrage, or reduced the savings available to the
municipalities from the refundings when the transaction was in negative arbitrage.
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By reason of the foregoing, Goldman Sachs willfully violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. Goldman Sachsis censured;

B. Goldman Sachs shall cease and desist from committing or causing any violations and
any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Within ten days of the entry of this order, Goldman Sachs shall comply with its
undertaking to make certain payments totaling $104,444.11 related to sales of defeasance
escrow securities to certain municipal issuers or obligors in connection with advance
refundings in negative arbitrage, as set forth in Goldman Sachs offer of settlement;

D. Goldman Sachs shall comply with its undertaking to pay $5,110,446.16 to the United
States Treasury under an agreement simultaneously entered into among Goldman Sachs,

the Internal Revenue Service and the United States Attorney for the Southern District of

New Y ork; and

E. At the time the payments are made to the municipalities or obligors and the United
States Treasury as described in sub-paragraphs C and D above, copies of the payments
and any cover letters accompanying them shall be sent by Goldman Sachs to Lawrence
A. West, Assistant Director, Division of Enforcement, Securities and Exchange
Commission, 450 Fifth Street, N.W., Washington, D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary
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Footnotes

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of Salomon Smith Barney Inc., Securities Act Release No. 7829,
Exchange Act Release No. 42634, A.P. File No. 3-10177 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Salomon Smith Barney Inc. ("Salomon Smith Barney"),
as the successor to Smith Barney Inc. ("Smith Barney").

In anticipation of the institution of these proceedings, Salomon Smith Barney has
submitted an offer of settlement, which the Commission has determined to accept. Solely
for the purpose of these proceedings and any other proceeding brought by or on behalf of
the Commission or in which the Commission is a party, and prior to a hearing pursuant to
the Commission's Rules of Practice, 17 C.F.R. 201.100 et seq., Salomon Smith Barney,
without admitting or denying the findings contained herein, except that it admits to the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.

.
Based on the foregoing, the Commission finds as follows:
A. Respondent

Salomon Smith Barney, a New Y ork corporation, with its principal place of businessin
New York, isregistered with the Commission as a broker-dealer pursuant to Section
15(b) of the Exchange Act. During the period relevant to this matter, Salomon Smith
Barney's predecessor, Smith Barney, was registered with the Commission as a broker-
dedler pursuant to Section 15(b) of the Exchange Act.

B. Background

Thisis amunicipal finance case involving Smith Barney's sale of U.S. Treasury securities
to municipal bond issuers at excessive, undisclosed markups in connection with certain
advance refunding transactions.
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When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.
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C. Facts And Legal Analysis

Before 1995, Smith Barney sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1994, Smith Barney sold a portfolio of $26.7 million
in Treasury securities to a municipality. Smith Barney's markup and carry on that
portfolio was .43 percent of the prevailing interdealer market prices of the Treasury
securities sold to the municipality.? At the time, dealers generally charged materially
lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

Smith Barney violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting
defeasance escrow transactions with municipalities at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. Based on all the relevant facts and
circumstances, Smith Barney knew or should have known that the pricesit charged were
not reasonably related to the prevailing wholesale market prices of the securities. The
excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act
because the excessive markups jeopardized the tax-exempt status of those municipalities
refunding bonds and diverted money from the U.S. Treasury to Smith Barney when the
transaction was in positive arbitrage, or reduced the savings available to the
municipalities from the refundings when the transaction was in negative arbitrage.

By reason of the foregoing, Smith Barney willfully violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. Salomon Smith Barney is censured,

B. Salomon Smith Barney shall cease and desist from committing or causing any
violations and any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities
Act;

C. Within ten days of the entry of this order, Salomon Smith Barney shall comply with
its undertaking to make certain payments totaling $6,977,739.84 related to sales of
defeasance escrow securities to certain municipal issuers or obligors in connection with
advance refundings in negative arbitrage, as set forth in Salomon Smith Barney's offer of
settlement;

D. Saomon Smith Barney shall comply with its undertaking to pay $38,004,103.16 to
the United States Treasury under an agreement simultaneously entered into among
Salomon Smith Barney, the Internal Revenue Service and the United States Attorney for
the Southern District of New Y ork; and



E. At the time the payments are made to the municipalities or obligors and the United
States Treasury as described in sub-paragraphs C and D above, copies of the payments
and any cover letters accompanying them shall be sent by Salomon Smith Barney to
Lawrence A. West, Assistant Director, Division of Enforcement, Securities and Exchange
Commission, 450 Fifth Street, N.W., Washington, DC 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnote

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of William R. Hough & Co., Securities Act Release No. 7826,
Exchange Act Release No. 42632, A.P. File No. 3-10176 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Sections 15(b)(4) and 21C of the Securities Exchange
Act of 1934 ("Exchange Act") against William R. Hough & Co. ("Hough").

In anticipation of the institution of these proceedings, Hough has submitted an offer of
settlement, which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission
or in which the Commission is a party, Hough, without admitting or denying the findings
contained herein, except that it admitsto the jurisdiction of the Commission over it and
over the subject matter of these proceedings, consents to the entry of the findings, the
issuance of the cease-and-desist order, and the imposition of the remedial sanctions set
forth below.
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.
Based on the foregoing, the Commission finds as follows:
A. Respondent

William R. Hough & Co. ("Hough") is afinancial services firm with its principal place of
businessin St. Petersburg, Florida. At all relevant times, Hough was registered with the
Commission as a broker-dealer pursuant to Section 15(b) of the Exchange Act.

B. Summary

Thisisamunicipal finance case involving the breach of Hough's fiduciary duty to the
Canaveral Port Authority, one of its financial advisory clients in Florida. The breach of
duty involved Hough's failure to make necessary disclosuresin a 1992 advance refunding
transaction in which it served as the Port Authority's financial advisor and also sold
Treasury securities to the Port Authority as principal. This case also involves Hough's
sale of the Treasury securities to the Port Authority at excessive, undisclosed markups.

In addition, in connection with a 1992 refunding in Florida by the City of Boynton
Beach, Hough certified the fairness of the price paid to Boynton Beach by the provider of
aforward supply contract. The certification was materially misleading because it failed to
disclose that at the same time that Hough was certifying the fairness of this price, Hough
was seeking a $300,000 payment from the provider of the forward supply contract, which
Hough contends was for work on a separate project.

C. Background
1. Advance Refundings

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds paying lower
interest rates. When the old bonds cannot be paid off until a future call date, the
municipality can still obtain a benefit from lower interest rates through an advance
refunding. An advance refunding can lock in current interest rates and ensure that the
municipality will realize debt service savings over the life of the new bonds.

In an advance refunding, the municipality issues new "refunding” bonds and immediately
invests the proceeds in a portfolio of U.S. Treasury or agency securities structured to pay
the principal and interest obligations on the old bonds until the call date and then to pay
off the outstanding principal and any call premium. The portfolio of government
securitiesis normally placed in a defeasance escrow to guarantee repayment of the old
bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
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pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in a positive
arhitrage situation diverts tax arbitrage to the dealers at the expense of the U.S. Treasury.
This diversion, known colloquially as "yield burning,” isillegal. If yield burning occurs,
the IRS can declare interest paid on the refunding bonds taxable. See Harbor Bancorp &
Subsidi;:\rias v. Commissioner, 115 F.3d 722 (9th Cir. 1997), cert. denied, 118 S. Ct. 1035
(1998).2

2. Forward Supply Contracts

When an open market defeasance escrow for an advance refunding is structured to
contain securities that will mature before their cash flow is needed to make debt service
payments on the refunded bonds, the refunding bond issuer often entersinto aforward
supply contract. In aforward supply contract, the issuer gives the provider of the contract
the right to receive the cash from the early-maturing securities. In return, the provider
must supply securitiesto the escrow to replace the cash, so that the escrow continues to
satisfy the refunded bonds debt service requirements. In addition, because the substituted
securities will predictably cost the provider less than the cash it will receive, the provider
agrees to pay the issuer an initial sum of money, sometimes called the "facility fee,"
which isthe yield of the forward supply contract to the issuer.

Because the facility fee increases the escrow's yield, federal tax regulations require the
issuer to include the amount of the facility fee in the escrow's yield calculation. See
Treas. Reg. 81.148-5(b)(1). Moreover, like any escrow investment, a forward supply
contract must be priced at fair market value for purposes of calculating escrow yield. See
Treas. Reg. 81.148-5(d)(6)(i). Pricing a forward supply contract below fair market value
artificially depresses the escrow's yield. A forward supply contract provider that
underpays an issuer in a positive arbitrage situation engages in yield burning, because the
transaction divertstax arbitrage to the provider at the expense of the U.S. Treasury.

D. Hough Failed to M ake Required Disclosuresto the Canaveral Port Authority

The Canavera Port Authority (the "Port Authority™) priced a $46,315,000 refunding
bond issue on October 6, 1992. Hough served as the Port Authority's financial advisor for
the refunding pursuant to a written financial advisory agreement. The refunding required
the Port Authority to purchase for the defeasance escrow a portfolio of Treasury
securities costing over $29 million. Hough and the senior managing underwriter agreed to
share the risk and profits from the sale of the defeasance escrow securities. Hough then
sold the defeasance escrow securities to the Port Authority as principal from Hough's
own account. Hough did not discuss the prices it charged for the securities with anyone
from the Port Authority.
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The Port Authority's personnel had no prior experience with refundings. They depended
on Hough's expertise in al aspects of the refunding. They believed that Hough was acting
on the Port Authority's behalf in purchasing the Treasury securities and believed that the
compensation Hough would earn on the refunding would be limited to its fees under the
financial advisory agreement. The Port Authority also relied on Hough to advise the
Authority regarding the prices that the senior manager and other underwriters would pay
the Port Authority for the refunding bonds.2

On the refunding's closing date, October 20, 1992, Hough provided a certificate stating
that it had acted as the seller of the securities for the escrow and that "the prices quoted
for the U.S. Treasury Securities resulted in yields on such Securities to the Authority at
least as high as the yield offered on similar securities in the secondary market for trades
which have similar complexities...." In turn, the Port Authority certified that "in reliance
upon the certifications made [by Hough], the prices for all of such securities were
determined in arms-length negotiations, without any intent to reduce yield." Hough failed
to disclose to the Port Authority the amount of profit it made on the escrow securities, or
that Hough could have arranged for the Port Authority to buy the escrow securities for
less than Hough charged. Hough contends that it disclosed to the Port Authority its profit-
sharing arrangement with the senior manager and the possibility that Hough would make
a substantial profit on the escrow securities, but no one at the Port Authority can recall
learning about the profit-sharing arrangement or knowing that there would be a profit. In
connection with the October 6 refunding, Hough eventually received a fee of more than
$35,000 from the Port Authority for servicesit performed under the financial advisory
agreement.

E. Hough Sold Treasury Securitiesto the Canaveral Port Authority at
Excessive, Undisclosed M arkups

Hough's profit from the sale of $30.7 million in escrow securities to the Port Authority
was $393,475 from markups charged and carry received.* Hough paid 45 percent of this
profit to the senior manager pursuant to their agreement to share escrow profits. The total
markup and carry on the transaction was approximately 1.29 percent of the prevailing
interdealer market prices of the Treasury securities sold to the Port Authority. At the
time, other dealers generally charged materialy lower markups on escrow securities
when the prices were determined through competition or bona fide arm's length
negotiation. Under the facts and circumstances, Hough's prices were above fair market
value as defined by federal tax laws. Because the Port Authority's refunding was a
positive arbitrage transaction, the profit made by Hough and the senior manager on the
escrow securities by charging more than their fair market value diverted tax arbitrage to
Hough and the senior manager at the expense of the U.S. Treasury.

F. Hough Signed a M aterially Mideading Market Price Certificate Concerning
a Forward Supply Contract in a City of Boynton Beach Refunding

In late June 1992, Hough served as a co-managing underwriter of a refunding by the City
of Boynton Beach, Florida. In addition, Hough assisted in structuring the defeasance
escrow and sold the open market Treasury securities to the City for the defeasance
escrow. On June 26, the refunding's underwriters and a forward supply contract provider
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agreed on the price, terms, and conditions of a forward supply contract that the provider
would enter into with the City when the refunding closed. Bond counsel for the refunding
did not require-and there is no evidence that the underwriters used-a competitive process
to select the provider or to determine the size of the facility fee that the provider would
pay to the City for the forward supply contract rights. Bond counsel did, however, discuss
with Hough that if the City did not receive fair value for the forward supply contract
rights, the defeasance escrow would exceed the permitted yield and, thereby, jeopardize
the tax-exempt status of the bond issue.

Before the refunding's closing date, July 22, 1992, Hough certified in writing, at bond
counsel's request, on a certificate dated July 22, 1992, that the facility fee of $2,089,935
paid by the provider to the City for the forward supply contract rights "was established at
arm's length without any amount being withheld by [the provider] from the Escrow Agent
in order to reduce the yield on the Investments in the Escrow Fund." Under the
circumstances, if the provider had withheld as little as $4,000 in order to reduce the yield-
that is, paid less than fair value for the contract rights-the defeasance escrow would have
exceeded the permitted yield and the tax-exempt status of the City's bond issue would
have been jeopardized.

On the closing date, Hough sent the provider an invoice for $300,000. The invoice said
that the $300,000 was for services that Hough was performing for the provider to develop
a"forward supply assignment program.” Hough failed to disclose to the issuer, bond
counsel, and bond investors, when certifying the fairness of the price paid by the provider
for the forward supply contract, that Hough would receive a $300,000 payment from the
provider. The day after closing, the provider sent the $300,000 payment to Hough.>

Section 17(a) of the Securities Act prohibits materially false or misleading statements, or
material omissions when there is a duty to speak, in the offer or sale of any security.
Section 17(a)(1) requires a showing of scienter; however, Sections 17(a)(2) and 17(a)(3)
do not require such a showing. Aaron v. SEC, 446 U.S. 680, 697 (1980). Section 10(b) of
the Exchange Act and Rule 10b-5 thereunder prohibit materially false or misleading
statements, or material omissions when there is a duty to speak, made with scienter, in
connection with the purchase or sale of any security. Both knowing and reckless conduct
satisfy the scienter element. See, e.g., Hollinger v. Titan Capital Corp., 914 F.2d 1564,
1568-69 (9th Cir. 1990). A duty to speak arises, and material omissions become
fraudulent, when a person or entity has information that another is entitled to know
because of afiduciary or similar relationship of trust and confidence. See Affiliated Ute
Citizens v. United States, 406 U.S. 128, 153-55 (1972); Chiarella v. United States, 445
U.S. 222, 228 (1980); In re Arleen W. Hughes, 27 S.E.C. 629 (1948), aff'd sub nom.
Hughesv. SEC, 174 F.2d 969 (D.C. Cir. 1949).

A. M aterial Omissionsin Connection with the Sale of Securitiesto the
Canaveral Port Authority

Generally, a municipality's financial advisor owes fiduciary obligationsto it in
connection with bond financings by the municipality. See In re Lazard Freres & Co. LLC,
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Securities Act Release No. 41318 (April 21, 1999). In addition, Florida courts have found
afiduciary relationship implied in law when "confidence is reposed by one party and a
trust accepted by the other." Capital Bank v. MVB, Inc., 644 So.2d 515, 518 (Fla. 3d
DCA 1994). The Port Authority reposed confidence in Hough, and Hough accepted that
trust. Therefore, based on the facts and circumstances, Hough had a fiduciary or similar
relationship of trust and confidence with the Port Authority.

Courts have imposed on a fiduciary affirmative duties of utmost good faith and full and
fair disclosure of all material facts, as well as an affirmative obligation to employ
reasonable care to avoid misleading its client. SEC v. Capital Gains Research Bureau,
Inc., 375 U.S. 180, 194 (1963); see also Capital Bank, 644 So.2d at 520 ("A fiduciary
owes to its beneficiary the duty to refrain from self-dealing, the duty of loyalty, the
overall duty to not take unfair advantage and to act in the best interest of the other party,
and the duty to disclose material facts.") A broker-dealer that seeks to sell securities from
its own account, as principal, to aclient to whom it owes fiduciary duties must follow
well-established standards. Under both common law and federal securities law, the
broker-dealer can only deal with its fiduciary client as a principal by making full
disclosure-before entering into the transaction-of the nature and extent of any adverse
interest that the broker-dealer may have with the client. See In re Arleen W. Hughes, 27
S.E.C. at 635-36; Restatement (Second) of Agency § 390 (1958). A broker-dealer subject
to fiduciary obligations must disclose all material facts, including any current market
price at which the customer could effect the transaction that is better than the price that
the dealer intends to provide to the customer. In re Lazard Freres, Securities Act Release
No. 41318 (April 21, 1999).

Hough violated Section 17(a) of the Securities Act and Section 10(b) of the Exchange
Act and Rule 10b-5 thereunder when it failed to obtain the Port Authority's fully
informed consent before engaging in the escrow securities transaction as principal.
Hough failed to disclose-in a manner that its client would be sure to understand-(1) that it
would sell the escrow securities to the Port Authority from Hough's own account, and (2)
the nature and extent of its actual and apparent conflicts of interest, including the conflict
of interest posed by Hough's profit-sharing agreement with the refunding's senior
manager. Under the circumstances, Hough had, at a minimum, an obligation to
investigate whether another seller would have provided the escrow securities to the Port
Authority at better prices, to disclose to the Port Authority the results of that investigation
and to adequately advise the Port Authority that if Hough provided the escrow securities,
it would seek to make a profit and would share any profit made with the refunding's
senior manager.

B. Material Misrepresentationsand Omissionsin the Sale of Securitiesto the
Canaveral Port Authority

Asto the pricing of the escrow securities sold to the Port Authority, Hough violated
Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting that transaction at prices
not reasonably related to the current wholesale market prices for the securities under the
particular facts and circumstances, including the pertinent tax regulations, and by
representing to the Port Authority that Hough had sold the securities at fair market value.
See, e.g., Grandon v. Merrill Lynch & Co., 147 F.3d 184, 192 (2d Cir. 1998) (under the
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shingle theory, a broker-dealer has a duty to disclose excessive markups); In re Lazard
Freres, Securities Act Release No. 41318 (April 21, 1999). Hough's markup and carry on
the transaction was 1.29 percent of the prevailing interdealer market prices of the
Treasury securities sold to the Port Authority. Based on all the relevant facts and
circumstances, Hough knew or should have known that the prices it charged were not
reasonably related to the prevailing wholesale market prices of the securities. The
excessive markups operated as a fraud or deceit on the Port Authority because
unbeknownst to the Port Authority the excessive markups diverted money from the U.S.
Treasury to Hough and thereby jeopardized the tax-exempt status of the Port Authority's
refunding bonds.

C. Material Omission in the Market Price Certificate for the Forward Supply
Contract in the City of Boynton Beach Refunding

When Hough certified the fairness of the price paid by the provider for the forward
supply contract, Hough failed to disclose to the City of Boynton Beach, bond counssl,
and bond investors that Hough would receive a substantial payment from the provider.
Hough knew or should have known that a reasonable investor (whether the bond issuer or
a purchaser of the tax-exempt bonds) would have wanted to know about that apparent
conflict of interest. Under the circumstances, the tax-exempt status of the bonds depended
on the validity of Hough's certification of the fairness of the facility fee. Disclosure of
Hough's conflict would have permitted the issuer and bond counsel to consider whether
they should ask another firm to certify the fairness of the fee. If the issuer had decided to
proceed with Hough as the certifier, disclosure of the conflict would have permitted bond
investors to assess properly the credibility of Hough's certification.® By signing a
certificate and failing to disclose a materia fact, Hough violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

On the basis of this Order and the offer of settlement made by Hough, the Commission
finds that Hough willfully violated Section 17(a) of the Securities Act and Section 10(b)
of the Exchange Act and Rule 10b-5.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and
Sections 15(b)(4) and 21C of the Exchange Act, that:

A. Hough is censured;

B. Hough shall cease and desist from committing or causing any violations and any
future violations of Section 17(a) of the Securities Act and Section 10(b) of the Exchange
Act and Rule 10b-5 thereunder;

C. Within ten days of the entry of the Order, Hough shall, by a postal or bank money
order, certified check or bank cashier's check, pay to the United States Treasury
disgorgement and prejudgment interest of (1) $241,906.57 in connection with the
Canaveral Port Authority refunding that settled on October 20, 1992, and (2) $555,119.26
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in connection with the City of Boynton Beach refunding that settled on July 22, 1992.
Documentation confirming the wire transfer shall be hand-delivered or mailed to the
Comptroller, Securities and Exchange Commission, Operations Center, 6342 General
Green Way, Alexandria, VA 22312-0003, under cover of letter identifying the name and
number of this administrative proceeding and the name of the Respondent. A copy of the
cover letter and wire transfer documentation shall be simultaneously transmitted to
Lawrence A. West, Assistant Director, Securities and Exchange Commission,
Washington, DC 20549-0807.

D. Within ten days of the entry of this order, Hough shall comply with its undertaking to
make certain payments totaling $136,668.94 related to sales of defeasance escrow
securities to certain municipal issuers in connection with advance refundings in negative
arbitrage, as set forth in Hough's offer of settlement;

E. Hough shall comply with its undertaking to pay $2,329,977.60 to the United States
Treasury under an agreement simultaneously entered into among Hough, the Internal
Revenue Service and the United States Attorney for the Southern District of New Y ork;
and

F. Copies of payments made to the municipalities and the United States Treasury as
described in sub-paragraphs D and E above and any cover letters accompanying them
shall be sent by Hough to Lawrence A. West, Assistant Director, Securities and Exchange
Commission, 450 Fifth Street, N.W., Washington, D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes

% In contrast, in a"negative arbitrage" situation-when the yield on open market securities
purchased at fair market value would be below the yield on the refunding bonds-
overcharging by dealers for open market escrow securities takes money away from the
municipality rather than the Treasury by reducing, dollar for dollar, the present value
savings the municipality obtains through the advance refunding.

2 There are several lawful methods to limit the yield of the defeasance escrow in a
positive arbitrage situation. One method is to purchase from the Bureau of Public Debt
at the Department of the Treasury below-market-interest Treasury securities-known as
State and Local Government Series securities ("SLGS")-customized to match the yield
limitation. Alternatively, the municipality can purchase open market securities of shorter
durations than those required to match the escrow requirements; when these securities
mature, the cash proceeds are invested for the remaining period of the escrow in non-
interest-bearing SLGS. When either of these methods is used, the Treasury obtains a
benefit by issuing debt at interest rates lower than those prevailing in the taxable market.
In some instances, an all-SLGS escrow can be more expensive for the issuer than an
escrow containing open market securities. However, even in those instances,
overcharging by the dealer for open market securities still burns yield illegally and can
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cause the issuer's refunding bonds to lose their tax exemption.

2 There is no evidence that the profit-sharing arrangement affected the prices that the
senior manager and other underwriters paid the Port Authority for the refunding bonds.

= Profit on open market escrow securities generally has two components. markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

2 There is no evidence that the $300,000 payment affected either the selection of the
forward supply contract provider or the amount of the facility fee paid to Boynton
Beach. Confirmation of the terms of the forward supply contract were sent to the senior
managing underwriter, not to Hough.

© See Statement of the Commission Regarding Disclosure Obligations of Municipal
Securities Issuers and Others, Securities Act Release No. 7049 (March 9, 1994)
("Information concerning financial and business relationships and arrangements among
the parties involved in the issuance of municipal securities may be critical to evaluating
an offering....[SJuch information could indicate the existence of actual or potential
conflicts of interest, breaches of duty, or less than arms' length transactions. Similarly,
these matters may reflect upon the qualifications, level of diligence, and
disinterestedness of financial advisers, underwriters, experts and other participantsin an
offering. Failure to disclose material information concerning such relationships,
arrangements or practices may render misleading statements made in connection with
the process ....")

In the M atter of Painewebber Inc., Securities Act Release No. 7823, Exchange Act
Release No. 42630, A.P. File No. 3-1017 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against PaineWebber Incorporated (" PaineWebber").

In anticipation of the institution of these proceedings, PaineWebber has submitted an
offer of settlement, which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceeding brought by or on behalf of the
Commission or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seq., PaineWebber, without
admitting or denying the findings contained herein, except that it admits to the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.
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Based on the foregoing, the Commission finds as follows:
A. Respondent

PaineWebber is a Delaware corporation with its principal place of business in New Y ork.
At al relevant times, PaineWebber was registered with the Commission as a broker-
dealer pursuant to Section 15(b) of the Exchange Act.

B. Background

Thisis amunicipal finance case involving PaineWebber's sale of U.S. Treasury securities
to municipal bond issuers at excessive, undisclosed markups in connection with certain
advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market



escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.

C. Facts And Legal Analysis

Before 1995, PaineWebber sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1994, PaineWebber sold a portfolio of $72.8 million
in Treasury securities to a municipality. PaineWebber's markup and carry on that
portfolio was .39 percent of the prevailing interdealer market prices of the Treasury
securities sold to the municipality.? At the time, dealers generally charged materially
lower markups on escrow securities when the prices were determined through
competition or bona fide arm's length negotiation.

PaineWebber violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting
defeasance escrow transactions with municipalities at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. Based on all the relevant facts and
circumstances, PaineWebber knew or should have known that the prices it charged were
not reasonably related to the prevailing wholesale market prices of the securities. The
excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act
because the excessive markups jeopardized the tax-exempt status of those municipalities
refunding bonds and diverted money from the U.S. Treasury to PaineWebber when the
transaction was in positive arbitrage, or reduced the savings available to the
municipalities from the refundings when the transaction was in negative arbitrage.

By reason of the foregoing, PaineWebber willfully violated Sections 17(a)(2) and
17(a)(3) of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. PaineWebber is censured;

B. PaineWebber shall cease and desist from committing or causing any violations and
any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Within ten days of the entry of this order, PaineWebber shall comply with its
undertaking to make certain payments totaling $4,608,326.23 related to sales of
defeasance escrow securities to certain municipal issuers or obligors in connection with
advance refundings in negative arbitrage, as set forth in PaineWebber's offer of
settlement;
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D. PaineWebber shall comply with its undertaking to pay $21,571,085.72 to the United
States Treasury under an agreement simultaneously entered into among PaineWebber, the
Internal Revenue Service and the United States Attorney for the Southern District of New
Y ork; and

E. At the time the payments are made to the municipalities or obligors and the United
States Treasury as described in sub-paragraphs C and D above, copies of the payments
and any cover letters accompanying them shall be sent by PaineWebber to Lawrence A.
West, Assistant Director, Division of Enforcement, Securities and Exchange
Commission, 450 Fifth Street, N.W., Washington, D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnote

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of Warburg Dillon Read LL C, Securities Act Release No. 7820,
Exchange Act Release No. 42628, A.P. File No. 3-10174 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Warburg Dillon Read LLC ("Dillon Read").

In anticipation of the institution of these proceedings, Dillon Read has submitted an offer
of settlement, which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceeding brought by or on behalf of the Commission
or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seg., Dillon Read, without
admitting or denying the findings contained herein, except that it admitsto the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.
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Based on the foregoing, the Commission finds as follows:
A. Respondent

Dillon Read is a Delaware limited liability corporation with its principal place of business
in Connecticut. At all relevant times, Dillon Read was registered with the Commission as
a broker-dealer pursuant to Section 15(b) of the Exchange Act.

B. Background

Thisisamunicipal finance case involving Dillon Read's sale of U.S. Treasury securities
to municipal bond issuers at excessive, undisclosed markups in connection with certain
advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).

In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
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escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.

C. Facts And Legal Analysis

Before 1994, Dillon Read sold portfolios of U.S. Treasury securities for defeasance
escrows at excessive, undisclosed markups to certain municipalities in connection with
advance refundings. For example, in 1993, Dillon Read sold a portfolio of $200 million
in Treasury securities to a municipality. Dillon Read's markup and carry on that portfolio
was .37 percent of the prevailing interdealer market prices of the Treasury securities sold
to the municipality.t At the time, dealers generally charged materially lower markups on
escrow securities when the prices were determined through competition or bonafide
arm's length negotiation.

Dillon Read violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting
defeasance escrow transactions with municipalities at prices not reasonably related to the
current wholesale market prices for the securities under the particular facts and
circumstances, including the pertinent tax regulations. Based on all the relevant facts and
circumstances, Dillon Read knew or should have known that the prices it charged were
not reasonably related to the prevailing wholesale market prices of the securities. The
excessive markups also violated Sections 17(a)(2) and 17(a)(3) of the Securities Act
because the excessive markups jeopardized the tax-exempt status of those municipalities
refunding bonds and diverted money from the U.S. Treasury to Dillon Read when the
transaction was in positive arbitrage, or reduced the savings available to the
municipalities from the refundings when the transaction was in negative arbitrage.

By reason of the foregoing, Dillon Read willfully violated Sections 17(a)(2) and 17(a)(3)
of the Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. Dillon Read is censured:

B. Dillon Read shall cease and desist from committing or causing any violations and any
future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Within ten days of the entry of this order, Dillon Read shall comply with its
undertaking to make certain payments totaling $380,545.06 related to sales of defeasance
escrow securities to certain municipal issuers or obligors in connection with advance
refundings in negative arbitrage, as set forth in Dillon Read's offer of settlement;

D. Dillon Read shall comply with its undertaking to pay $6,326,962.18 to the United
States Treasury under an agreement simultaneously entered into among Dillon Read, the
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Internal Revenue Service and the United States Attorney for the Southern District of New
Y ork; and

69



E. At the time the payments are made to the municipalities or obligors and the United
States Treasury as described in sub-paragraphs C and D above, copies of the payments
and any cover letters accompanying them shall be sent by Dillon Read to Lawrence A.
West, Assistant Director, Division of Enforcement, Securities and Exchange
Commission, 450 Fifth Street, N.W., Washington, D.C. 20549-0807.

By the Commission.

Jonathan G. Katz
Secretary

Footnote

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of Prudential SecuritiesInc., Securities Act Release No. 7817,
Exchange Act Release No. 42626, A.P. File No. 3-10173 (April 6, 2000).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 ("Securities Act") and Section 15(b)(4) of the Securities Exchange Act of
1934 ("Exchange Act") against Prudential Securities Incorporated ("PSI").

In anticipation of the institution of these proceedings, PSI has submitted an offer of
settlement, which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceeding brought by or on behalf of the Commission
or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. 201.100 et seg., PSI, without admitting or
denying the findings contained herein, except that it admits to the jurisdiction of the
Commission over it and over the subject matter of these proceedings, consents to the
entry of the findings, the issuance of the cease-and-desist order, and the imposition of the
remedial sanctions set forth below.
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.
Based on the foregoing, the Commission finds as follows:
A. Respondent

PSI is a Delaware corporation with its principal place of businessin New York. At all
relevant times, PSI was registered with the Commission as a broker-dealer pursuant to
Section 15(b) of the Exchange Act.

B. Background

Thisisamunicipal finance case involving PSI's sale of U.S. Treasury securitiesto
municipal bond issuers at excessive, undisclosed markups in connection with certain
advance refunding transactions.

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds at lower interest
rates. When the old bonds cannot be paid off until afuture call date, the municipality can
still obtain a benefit from lower interest rates through an advance refunding. An advance
refunding can lock in current interest rates and ensure that the municipality will realize
debt service savings over the life of the new bonds. In an advance refunding, the
municipality issues new "refunding” bonds and immediately invests the proceedsin a
portfolio of U.S. Treasury or agency securities structured to pay the principal and interest
obligations on the old bonds until the call date and then to pay off the outstanding
principal and any call premium. The portfolio of government securitiesis normally
placed in a defeasance escrow to guarantee repayment of the old bonds.

Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). 1.R.C. § 148; Treas. Reg. 881.148-0 et seq. The regulations provide that
the issuer cannot receive ayield on the securities held in escrow that exceeds the yield it
pays on the refunding bonds. In addition, to prevent an issuer from diverting tax arbitrage
to the seller of the escrow securities by paying artificially high prices, the regulations
provide, in effect, that the price paid by refunding bond issuers for escrow securities
purchased in the secondary market (known as "open market securities") cannot exceed
the fair market value or market price of the securities as defined in those regulations.

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in positive
arbitrage situations diverts tax arbitrage to the dealers at the expense of the U.S.
Treasury. This diversion of money-known colloquially as "yield burning”-violates IRS
regulations. If yield burning occurs, the IRS can declare interest paid on the refunding
bonds taxable. See Harbor Bancorp & Subsidiaries v. Commissioner, 115 F.3d 722 (9th
Cir. 1997), cert. denied, 118 S. Ct. 1035 (1998).
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In contrast, a "negative arbitrage" situation occurs when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds. In a negative arbitrage transaction, overcharging by a dealer for open market
escrow securities takes money away from the municipality rather than the Treasury by
reducing, dollar for dollar, the present value savings the municipality obtains through the
advance refunding.

C. Facts And Legal Analysis

Before 1995, PSI sold portfolios of U.S. Treasury securities for defeasance escrows at
excessive, undisclosed markups to certain municipalities in connection with advance
refundings. For example, in 1994, PSI sold a portfolio of $28.3 million in Treasury
securities to a municipality. PSl's markup and carry on that portfolio was .41 percent of
the prevailing interdealer market prices of the Treasury securities sold to the
municipality.? At the time, dealers generally charged materially lower markups on escrow
securities when the prices were determined through competition or bona fide arm's length
negotiation.

PSI violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting defeasance
escrow transactions with municipalities at prices not reasonably related to the current
wholesale market prices for the securities under the particular facts and circumstances,
including the pertinent tax regulations. Based on al the relevant facts and circumstances,
PSI knew or should have known that the pricesit charged were not reasonably related to
the prevailing wholesale market prices of the securities. The excessive markups also
violated Sections 17(a)(2) and 17(a)(3) of the Securities Act because the excessive
markups jeopardized the tax-exempt status of those municipalities' refunding bonds and
diverted money from the U.S. Treasury to PS| when the transaction was in positive
arbitrage, or reduced the savings available to the municipalities from the refundings when
the transaction was in negative arbitrage.

By reason of the foregoing, PSI willfully violated Sections 17(a)(2) and 17(a)(3) of the
Securities Act.

V.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and Section
15(b)(4) of the Exchange Act, that:

A. PSI iscensured;

B. PSI shall cease and desist from committing or causing any violations and any future
violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act;

C. Within ten days of the entry of this order, PSI shall comply with its undertaking to
make certain payments totaling $54,733.89 related to sales of defeasance escrow
securities to certain municipal issuers in connection with advance refundings in negative
arbitrage, as set forth in PSI's offer of settlement;
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D. PSI shal comply with its undertaking to pay $5,832,805.74 to the United States
Treasury under an agreement simultaneously entered into among PSlI, the Internal
Revenue Service and the United States Attorney for the Southern District of New Y ork;
and

E. At the time the payments are made to the municipalities and the United States
Treasury as described in sub-paragraphs C and D above, copies of the payments and any
cover letters accompanying them shall be sent by PSI to Lawrence A. West, Assistant
Director, Division of Enforcement, Securities and Exchange Commission, 450 Fifth
Street, N.W., Washington, D.C. 20549-0807.

By the Commission.
Jonathan G. Katz
Secretary

Footnote

1 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996). Carry isthe difference between (a) the interest and accretion
produced by the escrow securities between the sale date and closing date and (b) the cost
of financing those securities during that period. See Board of Governors of the Federal
Reserve System, Trading Activities Manual, Part 2 at 2-8 (March 1994).

In the M atter of BT Alex Brown Incorporated, Securities Act Release No. 7772,
Exchange Act Release No. 42145, A..P. File No. 3-10097 (November 17, 1999).

The Commission deems it appropriate and in the public interest that public administrative
proceedings be, and they hereby are, instituted pursuant to Section 8A of the Securities
Act of 1933 (the "Securities Act") and Sections 15(b)(4) and 21C of the Securities
Exchange Act of 1934 (the "Exchange Act") against BT Alex. Brown Incorporated ("BT
Alex. Brown").

In anticipation of the institution of these proceedings, BT Alex, Brown has submitted an
offer of settlement, which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission or in which the Commission is a party, and prior to a hearing pursuant to the
Commission's Rules of Practice, 17 C.F.R. @ 201.100 et seqg., BT Alex. Brown, without
admitting or denying the findings contained herein, except that it admits to the
jurisdiction of the Commission over it and over the subject matter of these proceedings,
consents to the entry of the findings, the issuance of the cease-and-desist order, and the
imposition of the remedial sanctions set forth below.

Based on the foregoing, the Commission finds nl as follows:
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A. Respondent

BT Alex. Brown is a Delaware corporation with its principal place of businessin
Baltimore, Maryland. It is the successor by merger, since September 1, 1997, to Alex.
Brown and Sons Incorporated ("Alex. Brown"). BT Alex. Brown is a broker-dealer
registered with the Commission pursuant to Section 15(b) of the Exchange Act. At all
times relevant to the events described herein, Alex. Brown was a registered broker-
dealer.

B. Summary

Thisisamunicipal finance case involving misrepresentations and breaches of duty by
Alex. Brown in connection with an advance refunding bond issue of the Commonwealth
of Pennsylvania. Alex. Brown agreed with the Treasurer's Office of the Commonwealth
that Alex. Brown would sell a portfolio of U.S. Treasury securities to the Commonwealth
for the refunding at a markup of 4.5 basis pointsin price. Without effective disclosure,
Alex. Brown instead marked the portfolio up 45 basis points. In addition to exceeding the
agreed amount, this markup was excessive under all of the facts and circumstances. Alex.
Brown also failed to fully disclose the purpose, nature, and extent of a fee-splitting
arrangement with the Commonwealth's financial adviser, including the fact that it was
sharing fees with the financial adviser in order to obtain the Treasury business.

C. Background: Advance Refundings

When interest rates fall, state and local governments often seek to reduce their borrowing
costs by paying off outstanding bonds through the issuance of new bonds paying lower
interest rates. When the old bonds cannot be paid off until a future call date, the
municipality can still obtain a benefit from lower interest rates through an advance
refunding. An advance refunding can lock in current interest rates and ensure that the
municipality will realize debt service savings over the life of the new bonds.

In an advance refunding, the municipality issues new "refunding” bonds and immediately
invests the proceeds in a portfolio of U.S. Treasury or agency securities structured to pay
the principal and interest obligations on the old bonds until the call date and then to pay
off the outstanding principal and any call premium. The portfolio of government
securitiesis normally placed in a defeasance escrow to guarantee repayment of the old
bonds.
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Defeasance escrow portfolios are subject to Internal Revenue Code provisions and
Treasury regulations that prohibit the issuer of tax-exempt refunding bonds from earning
tax arbitrage (that is, a profit from the rate differential between the taxable and tax-
exempt markets). n2 |.R.C. @ 148; Treas. Reg. @@ 1.148-0 et seqg. The regulations
provide that the issuer cannot receive ayield on the securities held in escrow that exceeds
the yield it pays on the refunding bonds. In addition, to prevent an issuer from diverting
tax arbitrage to the seller of the escrow securities by paying artificially high prices, the
regulations provide, in effect, that the price paid by refunding bond issuers for escrow
securities purchased in the secondary market (known as "open market securities') cannot
exceed the fair market value or market price of the securities as defined in those
regulations. n3

n2 These provisions and regulations are designed to prevent abuse of the benefit the
federal government affords municipalities by not taxing interest paid on municipal bonds.
See Joint Comm. on Taxation, 91st Cong., 2d Sess., General Explanation of the Tax
Reform Act of 1969, at 185-86 (Comm. Print 1970).

n3 Over time, Treasury regulations provided several definitions of fair market value and
market price for purposes of valuing open market government securities for advance
refundings. For example, aregulation generally applicable to advance refunding
transactions that settled on or before June 30, 1993 defined market price as "die mean of
the bid and offered prices on an established market" on the day of pricing: if, however,
the price paid by the issuer was higher than the mean of the bid and offered prices, then
the higher price could be treated as the market price of the security if the issuer acquired
it inan "arm's length transaction without regard to any amount paid to reduce the yield . .
" Treas. Reg. @ 1.103-13(c)(1)(iii)(B) (1979). Generally, after June 30, 1993 (the
period of the Commonwealth of Pennsylvania refundings described here), fair market
value was defined as "the price at which awilling buyer would purchase the [security]
from a willing seller in a bona fide, arm's length transaction.” Treas. Reg. @ 1.148-
5(d)(6)(i) (1993).

When the yield on the investments in the escrow, if purchased at fair market value, would
exceed the yield on the refunding bonds, the transaction is said to be in "positive
arbitrage." Overcharging by dealers for open market escrow securities in a positive
arbitrage situation diverts tax arbitrage to the dealers at the expense of the U.S. Treasury.
nd This diversion, known colloquially as "yield burning,” isillegal. If yield burning
occurs, the IRS can declare interest paid on the refunding bonds taxable. See Harbor
Bancorp & Subsidiariesv. Keith, 115 F.3d 722 (9th Cir. 1997), cert. denied, 118 S. Ct.
1035 (1998). n5
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n4 In contrast, in a"negative arbitrage” situation--when the yield on open market
securities purchased at fair market value would be below the yield on the refunding
bonds--overcharging by dealers for open market escrow securities takes money away
from the municipality rather than the Treasury by reducing, dollar for dollar, the present
value savings the municipality obtains through the advance refunding.

n5 There are several lawful methods to limit the yield of the defeasance escrow in a
positive arbitrage situation. One method is to purchase from the Bureau of Public Debt at
the Department of the Treasury below-market-interest Treasury securities--known as
State and Local Government Series securities ("SLGS")--customized to match the yield
limitation. Alternatively, the municipality can purchase open market securities of shorter
durations (and lower yields) than those required to satisfy the escrow requirements; when
these securities mature, the cash proceeds are invested for the remaining period of the
escrow in non-interest-bearing SLGS. When either of these methods is used, the Treasury
obtains a benefit by issuing debt at interest rates lower than those prevailing in the
taxable market.

There are two significant dates in an advance refunding bond issue. On the pricing date,
the price of the refunding bonds is set, the composition of the defeasance escrow is
determined, and the escrow securities are priced and sold -- but not delivered -- to the
issuer. At the closing, which usually occurs two to three weeks after the pricing date, the
refunding bonds are issued and the escrow securities are delivered to the defeasance
€sCrow.

D. The March 1994 Pennsylvania Refunding

In mid-1991, Alex. Brown entered into arelationship with Patrick H. McCarthy, a
Philadelphia-based attorney, pursuant to which McCarthy acted as a finder of municipal
securities business for Alex. Brown's Public Finance Department. McCarthy had been a
senior adviser, fundraiser, and transition chief for the Treasurer of the Commonwealth of
Pennsylvania. n6 Although McCarthy held no official title and was not employed by the
Treasurer's Office, he was actively involved in the day-to-day operations, decisions and
policies of the Treasurer's Office. McCarthy was de facto the most powerful personin the
office after the Treasurer and the Executive Deputy Treasurer, with whom McCarthy
worked closely.

n6 The Treasurer served two terms, beginning in January 1989, and ending in
January 1997.
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In 1991, McCarthy met with a senior Alex. Brown banker who was then the head of
Alex. Brown's Public Finance Department (the "Senior Banker™). McCarthy promoted to
the Senior Banker his ability to obtain Public Finance engagements for Alex. Brown
from, among others, the Pennsylvania Treasurer's office. Alex. Brown agreed to pay
McCarthy's law firm 20 to 25 percent of the gross revenues earned by Alex. Brown's
Public Finance Department, and 20 to 25 percent of the net revenues realized by the
firm's Sales, Trading, and Underwriting Department on assignments McCarthy provided
assistance in securing for Alex. Brown. Under this arrangement, from 1991 through 1994
Alex. Brown paid McCarthy's law firms more than $ 369.000 for various Public Finance
engagements which McCarthy directed to Alex. Brown.

In mid-1993, the Treasurer's Office issued a Request for Proposals to solicit the services
of afinancial adviser. McCarthy successfully pushed to have Alex. Brown appointed, and
a Service Purchase Contract was issued to Alex. Brown effective September 15, 1993.
This contract incorporated by reference a standard contractor integrity and confidentiality
provision which was set forth in the Request for Proposals to which Alex. Brown
responded, and which, in part, provided:

The contractor [Alex. Brown] shall maintain the highest standards of integrity in the
performance of this agreement and shall take no action in violation of state or federal
laws, regulations, or other requirements that govern contracting with the Commonwealth.

Except with the consent of the Commonwealth, neither the contractor nor anyone in
privity with him shall accept or agree to accept from, or give or agree to giveto, any
gratuity from any person in connection with the performance of work under this
agreement except as provided therein.

In late 1993, the Commonwealth of Pennsylvania was considering bond refundings
totaling over $ 1 billion. The Governor's Budget Office, which was responsible for all
Pennsylvania debt issues, appointed Arthurs Lestrange & Company ("Arthurs
Lestrange"), a Pittsburgh-based broker dealer, to serve as the Commonwealth's financial
adviser for the refundings. (Arthurs Lestrange had proposed the refundings to the
Commonwealth.) The Treasurer's Office, which was generally responsible for the
investment of Commonwealth funds, was charged with obtaining investments for the
escrows for the refundings. Ultimately, two refundings resulted: (1) the Commonwealth
of Pennsylvania $ 494,145,000 General Obligation First Series, which closed in March
1994 (the "March Refunding") and (2) the Commonwealth of Pennsylvania $ 469,616,
337.34 General Obligation Bond Second Series 1994, which closed in June 1994.

In January 1994, McCarthy telephoned the Senior Banker about the refundings.
McCarthy explained to the Senior Banker that the Commonwealth was planning to issue
refunding bonds, but that Arthurs Lestrange was too small to handle the purchase and
sale of the escrow securities. McCarthy then offered the Senior Banker the following
proposal: Alex. Brown could be named the escrow provider if it would agree (1) to take
al of the financial risk associated with the sale of the escrow securities and (2) to pool
revenues with Arthurs Lestrange and allocate 60 percent of the total revenuesto Arthurs
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Lestrange. McCarthy also told the Senior Banker that the Treasurer's Office was
dissatisfied with the size of the markup that another broker-dealer had charged for

the escrow portfolio on another recent Commonwealth refunding, and indicated that
Alex. Brown would have to provide the escrow for a markup in the range of three to five
basis points.

The Senior Banker received approval from his superiors at Alex. Brown to provide the
escrow securities on the terms that the Senior Banker described to them. Thereafter, the
Senior Banker discussed the transaction and the projected markup on the escrow with the
then Deputy Treasurer for Finance (the "Deputy Treasurer"), who was the senior official
in the Treasurer's Office with direct responsibility for investments. The Senior Banker
proposed a markup of 5 basis points in price, emphasizing the risks that Alex. Brown
would assume by purchasing the Treasury portfolio on the pricing date and selling it to
the Commonwealth for delivery on the closing date, contingent on the refunding closing.
The Deputy Treasurer would only agree to a4 basis point markup, but the Executive
Deputy Treasurer and McCarthy overruled him based on the Senior Banker's assertions.
The Treasurer's Office thereafter orally agreed to pay Alex. Brown a markup of 4.5 basis
points in price on the escrow portfolio for the March Refunding. A basis point is 1/100 of
one percent, and a markup of 4.5 basis points is a markup of .045 percent, or .00045.

On or about February 18, 1994, Michael Bova, then senior vice president and head of
municipal securities for Arthurs Lestrange, sent aletter to Commonwealth officials
concerning the fee-gplitting arrangement between Alex. Brown and Arthurs Lestrange.
The Senior Banker was provided with a draft of the letter before it was sent. The letter, in
its entirety, stated as follows:

Thisisto inform you that Arthurs Lestrange as Financial Adviser, and Alex. Brown, as
Escrow Agent, intend to pool and then mutually apportion their respective compensation
for serving as Financial Adviser and Escrow Agent on the upcoming refunding. The
efforts so far by each firm have been so inextricably integrated with the other firm that
we are, in effect, working as partners on a day-to-day basis.

On adeal this size, with its significant complexity and critical-timing issues, close
professional cooperation by the entire Commonwealth team (the issuer's overall financial
adviser and the issuer's technical support--the escrow agent) will only serve to maximize
benefits for the issuer.

In February 1994, during the planning for the March Refunding, the Senior Banker was
working with his staff at Alex. Brown to structure the defeasance escrow for the
transaction. The Senior Banker told a quantitative analyst on his staff that the markup on
the escrow securities was to be 4.5 basis pointsin price, and instructed the analyst to
calculate the markup using a factor of .0045. The analyst told the Senior Banker that a
factor of .0045 resulted in a 45 basis point markup, not a 4.5 basis point markup. The
Senior Banker responded by stating that he had an agreement with the Treasurer's Office
for amarkup using a factor of .0045. In fact, the Senior Banker had agreed to a markup of
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4.5 basis point in price, and had never received approval to mark up the securities by a
factor of .0045, or 45 basis points.

The March Refunding was priced on March 16, 1994. The Deputy Treasurer attended the
pricing at Alex. Brown's offices in Baltimore. An analyst who worked with the Senior
Banker on the March Refunding testified that, on the pricing day, the Senior Banker had
him show the Deputy Treasurer Alex. Brown's purchase price for the escrow securities,
the markup factor of .0045, the sales price to the Commonweslth for the escrow
securities, and the resulting dollar amount of the markup. However, the Deputy Treasurer
testified that he only learned about the 45 basis point markup the next day, after he had
his staff research publicly available pricing information to calculate the markups that
Alex. Brown had charged. The Deputy Treasurer then brought this overcharge to the
Senior Banker's attention. In response, the Senior Banker falsely claimed that Alex.
Brown had charged only the agreed-upon 4.5 basis point markup. The Senior Banker
knew, as his staff had told him, that the .0045 markup factor Alex. Brown used was the
equivalent of a45 basis point markup.

The Deputy Treasurer also raised thisissue with McCarthy, who pointed out the Senior
Banker's credentials and experience in these matters and supported the Senior Banker's
assertion that only a 4.5 basis point markup had been charged. McCarthy told the Deputy
Treasurer that he was wrong. Despite the overcharge identified by the Deputy Treasurer,
the refunding closed on March 30,

1994.

After the March Refunding closed, Alex. Brown and Arthurs Lestrange combined and
allocated their pooled fees in accordance with their 60/40 fee-splitting agreement. The
total pooled fees from the transaction were $ 2.604,457.10. Arthurs Lestrange contributed
$ 210,000 to the pool, which was its fee for serving as the Commonwealth's financial
adviser. Alex. Brown contributed $2,394,457.10 ($ 1,782,140.70 from the markup on the
escrow securities, $418,316.40 in carry n7, and aforward supply contract brokerage fee
of $194,000). In accordance with the split formula. Arthurs Lestrange received $
1,562,674.26 and Alex. Brown received $ 1,041,782.84 from the transaction.

n7 Profit on open market escrow securities generally has two components: markup and
carry. Markup is the difference between the price that the dealer charges the issuer and
the prevailing wholesale market price. In re Lehman Bros. Inc., Exchange Act Release
No. 37673 (Sept. 12, 1996), 62 SEC Dkt. 2324, 2330. Carry is the difference between (a)
the interest and accretion produced by the escrow securities between the sale date and
closing date and (b) the cost of financing those securities during that period. See Board of
Governors of the Federal Reserve System. Trading Activities Manual. Part 2 at 2-8
(March 1994).
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The Senior Banker departed Alex. Brown after the March Refunding. Subsequent to the
March Refunding, the Deputy Treasurer continued to protest that Alex. Brown had taken
a 45 basis point markup on the escrow portfolio. n8 No one at Alex. Brown ever admitted
that he was right. In response to the Deputy Treasurer's request to Alex. Brown for
pricing information on the March Refunding escrow, on July 12, 1994, Alex. Brown sent
the Deputy Treasurer a memorandum which accurately set forth, among other things, the
markup on the escrow portfolio in dollars and in decimal terms (.00449). However, the
memorandum also falsely stated, "This represents a markup of 4.49 basis points on a per
$ 1000 basis.”

n8 During this period, McCarthy defended Alex. Brown against the Deputy Treasurer's
protests. McCarthy told the Deputy Treasurer that he (McCarthy) would handle the
discussions between the Treasurer's Office and Alex. Brown over the markup dispute.
Thereafter, McCarthy and the Executive Deputy Treasurer repeatedly told the Deputy
Treasurer that he was wrong about the markup charged by Alex. Brown, that it had
actually been 4.5 basis points, and that it was reasonable.

----------------- END FOOTNOTES- - ---------------

Section 17(a) of the Securities Act prohibits materially false or misleading statements, or
material omissions when there is a duty to speak, in the offer or sale of any security.
Section 17(a)(1) requires a showing of scienter, however, Sections 17(a)(2) and 17(a)(3)
do not require such a showing. Aaron v. SEC, 446 U.S. 680, 697 (1980). Violations of
Sections 17(a)(2) and 17(a)(3) may be established by showing negligence. SEC. v.
Hughes Capital Corp., 124 F.3d 449, 453-54 (3rd Cir. 1997); SEC v. Steadman, 967 F.2d
636, 643 n. 5 (D.C. Cir. 1992). Section 10(b) of the Exchange Act and Rule 10b-5
thereunder prohibit materially false or misleading statements, or material omissions when
there is a duty to speak, made with scienter, in connection with the purchase or sale of
any security. Both knowing and reckless conduct satisfy the scienter element. See, e.g.,
Hollinger v. Titan Capital Corp., 914 F.2d 1564, 1568-69 (9th Cir.

1990). A duty to speak arises, and material omissions become fraudulent, when a person
or entity has information that another is entitled to know because of afiduciary or similar
relationship of trust and confidence. See Affiliated Ute Citizens v. United States, 406
U.S. 128, 153-55 (1972); Chiarellav. United States, 445 U.S. 222. 228 (1980); Inre
Arleen W. Hughes, 27 SEC 629 (1948). aff'd sub nom. Hughesv. SEC, 174 F.2d 969
(D.C. Cir. 1949).

A. Material Misrepresentations and Omissionsin Connection with the Sale of
Securitiesto the Commonwealth of Pennsylvania

Asfinancial adviser to the Treasurer's office, Alex. Brown acted as a fiduciary in the
Pennsylvania refundings. The Treasurer's office reposed trust in the skill and integrity of
Alex. Brown, and placed the Commonwealth's pecuniary interest in Alex. Brown's charge
with respect to the refundings. The Treasurer's office also had a "just foundation for
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belief" that Alex. Brown was acting in the Commonwealth's best interest. See Antinoph
v. Laverell Securities, 703 F.Supp. 1185 (E.D. Pa. 1989); Lazin v. Pavilion Partners.
1995 U.S. Dist. LEXIS 15255, Civ. A. No. 95-601, 1995 WL 614018 (E.D. Pa. Oct. 11,
1995). The express terms of Alex. Brown's financial advisory contract with the
Treasurer's Office (which was signed by the Senior Banker) created a relationship of
confidence, and bound Alex. Brown to act according to "the highest standards of

integrity."

Courts have imposed on a fiduciary affirmative duties of utmost good faith, and full and
fair disclosure of all material facts, as well as an affirmative obligation to employ
reasonable care to avoid misleading its client, SEC v. Capital Gains Research Bureau,
Inc., 375 U.S. 180, 194 (1963). A broker-dealer that seeksto sell securities from its own
account, as principal, to aclient to whom it owes fiduciary duties must follow well-
established standards. Under both common law and Federal securities law, the broker-
dealer can only deal with its fiduciary client as a principal by making full disclosure --
before entering into the transaction -- of the nature and extent of any adverse interest that
the broker-dealer may have with the client. See In re Arleen W. Hughes, 27 SEC at 635-
36; Restatement (Second) of Agency @ 390 (1958). This standard requires disclosure of
more than the fact that the broker-dealer will act as principal in the transaction. See, e.g.,
Inre R.H. Johnson & Co., 36 S.E.C. 467(1955), aff'd. 231 F.2d 523 (D.C. Cir. 1956);
Norris & Hirshberg, Inc. v. SEC, 177 F.2d 228, 233 (D.C. Cir. 1949) (holding that a
broker-dealer that sent a fiduciary client confirmations stating that it acted as principal in
certain transactions nevertheless violated the anti-fraud provisions by failing to disclose
its capacity as principal rather than agent at the time of the transaction). A broker-dealer
subject to fiduciary obligations must disclose "all material circumstances fully and
completely.” Arleen W. Hughes, 27 SEC at 636; see aso Restatement (Second) of
Agency @ 390, comment a.

Alex. Brown violated Section 17(a) of the Securities Act, Section 10(b) of the Exchange
Act, and Rule 10b-5 thereunder in connection with the sale of escrow securities to the
Commonwealth of Pennsylvania for the March Refunding. The Treasurer's Office
authorized Alex. Brown to mark up the escrow portfolio 4.5 basis points in price, but
Alex. Brown instead took a 45 basis point markup. After the pricing and before the
closing of the refunding, when the Deputy Treasurer confronted the Senior Banker on the
size of the markup, the Senior Banker claimed that Alex. Brown's markup on the
portfolio was only 4.5 basis points as had been agreed. n9 Alex. Brown's
misrepresentation was material because a reasonable investor in the position

of the Commonwealth would have wanted to know that the financial adviser to the
Treasurer's Office had unilaterally determined to charge more for the escrow securities
than the Commonwealth had agreed to pay, in particular given the Commonwealth's
concern at the time over the high markups charged by another broker dealer in a recently
completed refunding.
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n9 The conduct of the Senior Banker may be imputed to the firm. See SEC v. Manor
Nursing Centers, Inc., 458 F.2d 1082, 1089 n. 3 (2d Cir. 1972); Converse, Inc. v.
Norwood Venture Corp., 1997 Fed. Sec.L.Rep. (CCH) @ 90.121 (S.D.N.Y. 1997);
Blanchard v. Edgemark Financial Corp., Fed. Sec.L.Rep. (CCH) @ 90.439(N.D. IlI.
1999).

Alex. Brown acted knowingly or recklessly. Several weeks before the pricing of the
issue, the Senior Banker's own staff told him that the markup he wanted them to apply
was 45 basis points, and not 4.5 basis points. Further, in the same March Refunding,
Alex. Brown also brokered a forward supply contract for a fee of 4.5 basis pointsin price
paid by the contract provider. In that instance, the "4.5 basis points' was calculated
correctly using afactor of .00045. A different approach was taken on the refunding
escrow, where, notwithstanding the agreement to a markup of 4.5 basis points, the
markup was calculated using a factor of .0045 -- ten times the factor used on the forward
supply contract. Alex. Brown's subsequent false characterization of the markup on the
March Refunding escrow portfolio as "4.49 basis points on a per $ 1000 basis" is further
evidence of scienter. If the Alex. Brown analyst showed the Deputy Treasurer the markup
factor of .0045 and the resulting dollar amount of the markup on the pricing day, this did
not satisfy Alex. Brown's obligation as a fiduciary to make full and complete disclosure
of all material facts in the sale of the escrow securities to the Commonwealth, given
Alex. Brown's express agreement that the markup would be 4.5 basis points and its
assurances after the pricing that the markup had indeed been 4.5 basis points. If Alex.
Brown wanted to change the terms of its deal with the Commonwealth, it needed to
disclose that fact clearly, and at atime and in a manner calculated to ensure that its client
would fully appreciate what Alex. Brown was doing. Cf., SEC v. Texas Gulf Sulphur
Co., 401 F.2d 833, 854 (2d Cir. 1968), cert. denied, 394 U.S. 976 (1969) (disclosure
requires "effective" disclosure).

Alex. Brown also failed to disclose the true purpose, nature, and extent of the fee-
splitting arrangement with Arthurs Lestrange. Bova's February 18 letter suggested that
the firms had decided to pool their fees because their efforts were "inextricably
integrated,” and pooling would promote "close professional cooperation” to the benefit of
the Commonwealth. The Senior Banker, however, knew that Alex. Brown agreed to the
fee-splitting because he understood, based on his discussion with McCarthy, that Alex.
Brown needed to do so in order to obtain the escrow business. The Senior Banker further
knew that the 60/40 terms of the fee split would disproportionately compensate Arthurs
Lestrange given that Arthurs Lestrange's contribution to the pool from its financial
advisory fee would be small compared to the revenues related to the escrow trades, and
that Arthurs Lestrange would not be involved in structuring or assembling the escrow and
would bear no risk on the escrow. The Senior Banker did not disclose any of these facts
to the Commonwealth. These facts were material because they affected the integrity of
the process by which Alex. Brown was selected to provide the escrow securities. n10 In
fact, for hisrole in helping secure the escrow business for Alex. Brown, McCarthy
obtained for his law firm undisclosed compensation out of the pooled Alex.
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Brown/Arthurs Lestrange fees in the form of a payment from an Arthurs Lestrange
consultant who had originate the idea for the fee split with Arthurs Lestrange. n11

n10 See Statement of the Commission Regarding Disclosure of Municipal Securities
Issuers and Others. Securities Act Release No. 7049 (March 9, 1994) ("Information
concerning financial and business arrangements among the parties involved in the
issuance of municipal securities may be critical to evaluating an offering...Such
information could indicate the existence of actual or potentia conflicts of interest,
breaches of duty or less than arm's length transactions...Failure to disclose material
information concerning such relationships, arrangements or practices may render
misleading statements in connection with the process.")

nll Alex. Brown's Legal Department had previously vetoed paying McCarthy's firm a
portion of securities trading revenues pursuant to the existing payment arrangement with
McCarthy because of a determination that such revenues could not be paid to
unregistered persons. Thereis no evidence that Alex. Brown knew about the payment by
Arthurs Lestrange to its consultant or that either Alex. Brown or Arthurs Lestrange knew
about the compensation to McCarthy's law firm.

B. Excessive Markups

Asto the pricing of the escrow securities sold to the Commonwealth, Alex. Brown also
violated Sections 17(a)(2) and 17(a)(3) of the Securities Act by effecting that transaction
at prices not reasonably related to the current wholesale market prices for the securities
under the particular facts and circumstances, including the pertinent tax regulations. See,
e.g., Grandon v. Merrill Lynch & Co., 147 F.3d 184, 192 (2d Cir. 1998) (under the
shingle theory, a broker-dealer has a duty to disclose excessive markups); Inre Lazard
Freres, Securities Act Release No. 41318 (April 21, 1999). Alex. Brown's markup and
carry on the March Refunding was over one-half of one percent of Alex. Brown's
contemporaneous cost for the Treasury securities sold to the Commonwealth. n12 At the
time, other dealers generally charged materialy lower markups on escrow securities
when the prices were determined through competition or bona fide arm's length
negotiation. Based on all the relevant facts and circumstances. Alex. Brown knew or
should have known that the pricesit charged were not reasonably related to the prevailing
wholesale market prices of the securities. n13 The excessive markups operated as a fraud
or deceit because, unbeknownst to the Commonwealth, the excessive markups diverted
money from the U.S. Treasury to Alex. Brown, and thereby jeopardized the tax-exempt
status of the Commonwealth's refunding bonds.
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nl12 Absent countervailing evidence, the best evidence of prevailing market price for a
broker-dealer isthe dealer's contemporaneous cost for the security. In the Matter of
Alstead, Dempsey & Co., Inc., 47 SEC 1034, 1035 (1984).

n13 In addition to the tax regulations which governed the pricing of escrow securities and
the practice of broker-dealers in competitive escrows or arm's length negotiated escrows,
the pertinent circumstances here included, among others, the negotiations between Alex.
Brown and the Commonwealth's representative on an appropriate escrow markup, and
the fee-splitting arrangement with Arthurs Lestrange.

V.

On the basis of this Order and BT Alex. Brown's offer of settlement, the Commission
findsthat BT Alex. Brown willfully violated Section 17(a) of the Securities Act, Section
10(b) of the Exchange Act and Rule 10b-5 thereunder.

V.

In view of the foregoing, the Commission deems it appropriate and in the public interest
to accept the Offer of Settlement submitted by BT Alex. Brown.

Accordingly, IT ISORDERED, pursuant to Section 8A of the Securities Act and
Sections 15(b)(4) and 21C of the Exchange Act, that:

A. BT Alex. Brown is censured;

B. BT Alex. Brown shall cease and desist from committing or causing any violations and
any future violations of Section 17(a) of the Securities Act, Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder;

C. Within ten days of the entry of this Order. BT Alex. Brown shall pay to the United
States disgorgement of $ 603,996 in connection with the Commonwealth of Pennsylvania
March Refunding that closed on March 30, 1994;

D. BT Alex. Brown shall comply with its undertaking to pay $ 14,701,250 as follows:

(1) $ 14,573,576 to the United States, which, together with the $ 603,996 in disgorgement
ordered in paragraph C above, will total $ 15,177,572, such total amount being the
Settlement Amount under an agreement simultaneously entered into among BT Alex.
Brown, the Internal Revenue Service and the United States Attorney for the Southern
District of New Y ork related to the March Refunding and other refundings; and (2) $
127,674 to certain issuers related to other refundings, as set forth in BT Alex. Brown's
offer of settlement;



E. The amountsto be paid to the United States as described in paragraphs C and D above
shall be electronically transferred to the United States or its designees pursuant to
instructions to be provided, in writing, to counsel for BT Alex. Brown by the United
States Attorney's Office for the Southern District of New Y ork. Copies of payments made
to the United States and the issuers as described in paragraphs C and D above and any
cover letter accompanying them shall be sent by BT Alex. Brown to Brian A. Ochs,
Assistant Director, Division of Enforcement, Securities and Exchange Commission, 450
Fifth Street, N.W., Washington, D.C. 20549-0805.

By the Commission.

OTHER CASES

In the M atter of Dougherty Summit Securities LL C, successor to Dougherty
Dawkins, Inc..! ThomasM. Strand, Ralph L. M cGinley, and Danid G. Eitrheim,
Exchange Act Release No. 41584, A.P. File No. 3-9929 (June 30, 1999).

The Securities and Exchange Commission (Commission) deems it appropriate and in the
public interest that administrative proceedings be instituted against Dougherty Summit
Securities LLC (Dougherty Summit Securities), successor to Dougherty Dawkins, Inc.,
Thomas Strand /(Strand), Ralph McGinley (McGinley), and Daniel Eitrheim (Eitrheim)
pursuant to Sections 15(b), 15B(c), 19(h) and 21C of the Securities Exchange Act of
1934 (Exchange Act).

In anticipation of the institution of these administrative proceedings, Dougherty Summit
Securities, Strand, McGinley, and Eitrheim have submitted Offers of Settlement (Offers)
which the Commission has determined to accept. Solely for the purpose of these
proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings
contained in this Order Instituting Public Administrative and Cease-and-Desist
Proceedings Pursuant to Sections 15(b), 15B(c), 19(h) and 21C of the Securities
Exchange Act of 1934, Making Findings, Imposing Remedial Sanctions, and Ordering
Respondents to Cease and Desist (Order), except asto the Commission’s jurisdiction
over respondents and the matters set forth in this Order, which is admitted, respondents
consent to the entry of this Order.

.
Accordingly, IT ISHEREBY ORDERED THAT public administrative proceedings
pursuant to Sections 15(b), 15B(c), 19(h) and 21C of the Exchange Act be, and hereby
are, instituted.
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On the basis of this Order and the Offers submitted by respondents, the Commission
finds that:

Respondents

A. Dougherty Summit Securities, a broker-dealer registered with the Commission and
located in Minneapolis, Minnesota, is the surviving entity of a merger between
Dougherty Dawkins LLC and Dougherty Summit Securities LLC. Dougherty Dawkins
LL C succeeded to the business of Dougherty Dawkins, Inc. (Dougherty Dawkins) in a
prior reorganization. Dougherty Dawkins' registration with the Commission was
cancelled in February 1998 after the merger. Dougherty Dawkins specialized in the
underwriting, trading and marketing of municipal securities.

B. Strand, age 53, resides in North Oaks, Minnesota, and at all relevant times was
associated with Dougherty Dawkins. Between 1989 and 1993, Strand was President of
Dougherty Dawkins and from 1994 to 1996 was Vice-Chairman of the firm.

C. McGinley, age 53, resides in North Oaks, Minnesota, and at all relevant times was
associated with Dougherty Dawkins. Between 1989 and 1995, McGinley was the
Executive Vice-President in charge of the Public Finance Division of Dougherty
Dawkins.

D. Eitrheim, age 43, resides in Bloomington, Minnesota, and at all relevant times was
associated with Dougherty Dawkins. In 1992, Eitrheim became a Senior Vice-President
of the Public Finance Division of Dougherty Dawkins.

Other Entity Involved

E. Presbyterian Retirement Village of Rapid City, Inc. is a non-profit South Dakota
corporation. It was formed in 1979 to develop and operate a retirement center in Rapid
City, South Dakota, known as the Westhills Village Retirement Community (Westhills).
It was the recipient of the proceeds and the ultimate obligor of the bond issues that are the
subjects of this Order.

Factual Background

F. 1n 1983, Dougherty Dawkins underwrote an $11.12 million municipal bond issue on
behalf of Westhills (Series 1983 Bonds). The proceeds were used for the construction of
Westhills Retirement Community. In January 1987, Westhills issued $10.5 million of
refunding bonds (Series 1986 Bonds), also underwritten by Dougherty Dawkins, to
refinance the Series 1983 Bonds using a technique known as a“crossover refunding.”

G. Westhills invested the proceeds of the Series 1986 Bonds in an escrow account. The

escrow account served as collateral for the Series 1986 Bonds, which were rated "AAA.”
The offering documents for the Series 1986 Bonds contemplated that the issue would be
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remarketed in August 1993 and provided that the Series 1986 Bonds would become
unsecured and nonrated after the funds in the escrow account were released to retire the
Series 1983 Bonds on October 1, 1993.

H. Under the terms of the original issue, the Series 1986 Bonds were to be automatically
tendered to the trustee at par on or before August 15, 1993, and, in a process known as
remarketing, the remarketing agent was to re-sell the bonds to the public at par on August
15, 1993. Bondholders who desired to retain the Series 1986 Bonds beyond the
remarketing date were required to notify the trustee in writing of their intention to retain
the bonds.

I. InJanuary 1987, the entire Series 1986 Bond issue was sold to another registered
broker-dealer, which immediately resold interests in the bonds to its retail customers.

Discussions on Refinancing the Series 1986 Bonds

J. Inor about September 1992, Eitrheim suggested to Westhills that Westhills consider
refinancing the Series 1986 Bonds, in view of falling interest rates. In or about December
1992, Westhills asked McGinley for information on the costs of refinancing the bonds.

K. Inor about February and April 1993, McGinley made presentations to the board of
directors for Westhills on the costs and benefits of refinancing the Series 1986 Bonds, as
well as the costs and benefits of remarketing them.

L. Inor about May 1993, bond counsel for the Series 1986 Bonds advised that, for tax
reasons, the Series 1986 Bonds had to be remarketed before they could be refinanced.
Failure to proceed with the remarketing at par would jeopardize the tax exempt status of
the Series 1986 Bonds.

M. Inor about May 1993, Dougherty Dawkins submitted to Westhills, in response to a
request for proposals to several firms, an investment banking proposal prepared by
Eitrheim and reviewed by McGinley, which recommended that Westhills first remarket
the bonds and then wait for 30 to 90 days before effecting a refinancing.

N. Inor about May 1993, the board of directors of Westhills hired Dougherty Dawkins
to serve asits investment banker on an ongoing basis for future bond issues and
remarketings.

O. Inor about July 1993, the board of directors of Westhills made a preliminary
determination that it would refinance the Series 1986 Bonds after they had been
remarketed by Dougherty Dawkins on August 15, 1993, should then current market
conditions remain favorable.

P. On or about July 15, 1993, Dougherty Dawkins prepared a Remarketing

Memorandum which established February 15, 1994 as the first callable date for the Series
1986 Bonds, at acall price of 108.
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Tradesin the Series 1986 Bonds

Q. Inor about July 1993, Eitrheim called a representative of the broker-dealer described
in Paragraph I11.1 above to remind him that the date for the remarketing of the Series
1986 Bonds was near. Eitrheim informed the representative that Dougherty Dawkins
offered to buy the bonds in a secondary transaction at 102 to the extent that bondholders
did not wish to tender their bonds to the trustee at par during the remarketing. Eitrheim
did not inform the representative about the probability that the Series 1986 Bonds would
be refinanced. The representative asked Eitrheim to put the offer in writing and to send
him a copy of the notice to be sent to bondholders concerning the remarketing.

R. Eitrheim confirmed Dougherty Dawkins offer to purchase the Series 1986 Bonds at
102 from the bondholders by letter dated July 14, 1993. On or about July 16, 1993,
Eitrheim sent the representative a copy of the proposed notice to bondholders. The draft
notice stated that the remarketed bonds would no longer be secured by escrow funds and
would be unrated. However, the notice made no mention of the probability that the
remarketed bonds would be refinanced should then current market conditions remain
favorable.

S. Inor about August 1993, holders of approximately $3.7 million of the Series 1986
Bonds sold their bonds to Dougherty Dawkins at 102, and holders of $6.3 million of the
bonds tendered their bondsto the trustee at par. Dougherty Dawkins did not inform the
bondholders of the probability that the Series 1986 Bonds would be refinanced. The
holders of an additional $500,000 of the bonds chose to retain their bonds.

T. In August 1993, the trustee transferred the $6.3 million in tendered bonds to
Dougherty Dawkins, as remarketing agent, to resell to the public at par. Dougherty
Dawkins sold these bonds to eight of its officers, including Strand, McGinley and
Eitrheim, for their personal accounts at par and on margin. Westhills paid Dougherty
Dawkins a fee of $52,100 for performing the remarketing.

U. Dougherty Dawkins resold the bonds it purchased at 102 to its own customersin
September 1993, at an average price of 109. Dougherty Dawkins did not inform its
customers of the probability that the Series 1986 Bonds would be refinanced.

V. In December 1993, a new series of bonds was issued on behalf of Westhills to replace
the remarketed Series 1986 Bonds, as planned. The proceeds of the new bonds were used
to retire the Series 1986 Bonds on February 15, 1994 at 108.

W. Dougherty Dawkins officers sold $1.2 million of the Series 1986 Bonds they
purchased at par in the remarketing to Dougherty Dawkins at an average price of 108,
which were resold by Dougherty Dawkinsto its customers at 109. The officers held the
remaining bonds until February 1994 when they were redeemed by the issuer at 108.
Strand, McGinley, and Eitrheim redeemed approximately $1,150,000, $650,000 and
$350,000 of the Series 1986 Bonds and profited by approximately $92,000, $52,000, and
$28,000 respectively.
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X. Dougherty Dawkins, Strand, McGinley, and Eitrheim failed to disclose their
transactions in the Series 1986 Bonds and the resulting profits to Westhills.

Violations

Y. Rule G-17 promulgated by the Municipal Securities Rulemaking Board (M SRB)
requires broker-dealers to deal fairly and honestly with all persons in connection with
their municipal securities business. Broker-dealers and their associated persons have a
responsibility under the Rule not to exploit their superior access to information to gain
financially at the expense of their customers or issuers of municipal securities.
Respondents, by engaging in the above transactions in the Series 1986 Bonds without
disclosing the probability of a refinancing of the Series 1986 Bonds to the bondholders
who sold their bonds to Dougherty Dawkins at 102, to the bondholders who tendered
their bonds to the trustee at par, and to the bondholders who purchased from Dougherty
Dawkins at 109, as described in Paragraphs 111.F through 111.X above, failed to deal fairly
and honestly with the bondholders. Similarly, by failing to disclose their transactions and
profits in the Series 1986 Bonds to Westhills, Respondents failed to deal fairly with
Westhills. Accordingly, Dougherty Dawkins, Strand, McGinley, and Eitrheim willfully
violated Rule G-17.

Z. Dougherty Dawkins willfully violated Section 15B(c)(1) of the Exchange Act by
violating MSRB Rule G-17, as described in Paragraph 111.Y above.

V.

Accordingly, IT IS ORDERED that Dougherty Summit Securities cease and desist from
committing or causing any violations, and any future violations, of Section 15B(c)(1) of
the Exchange Act and MSRB Rule G-17.

IT ISFURTHER ORDERED that Dougherty Summit Securities shall refund, within sixty
(60) days of the entry of this Order, its $52,100 remarketing fee to Westhills, and within
twenty (20) days of this payment Dougherty Summit Securities shall submit to the
Commission’s staff an affidavit that it has complied with its undertaking to refund the
$52,100 remarketing fee.

IT ISFURTHER ORDERED that Dougherty Summit Securities shall pay a civil money
penalty in the amount of $400,000 to the United States Treasury. Payment of this
$400,000 penalty shall be made on the following terms: $200,000 shall be paid within
ninety (90) days of the entry of the Commission’s Order, and the remaining $200,000
shall be paid within one hundred and eighty (180) days of the entry of the Commission’s
Order. Provided, however, that if any payment is not made on the date it is due, the entire
unpaid balance becomes immediately due and payable. Such payments shall be: (A)
made by United States postal money order, certified check, bank cashier's check or bank
money order; (B) made payable to the United States Securities and Exchange
Commission; (C) hand delivered to Comptroller, Securities and Exchange Commission,
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Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D)
submitted under cover letter which identifies Dougherty Summit Securities as a
Respondent in these proceedings and the file number of these proceedings, a copy of
which cover letter and money order or check shall be sent to Godfried B. Mensah,
Securities and Exchange Commission, Midwest Regional Office, 500 W. Madison Street,
Suite 1400, Chicago, Illinois, 60661-2511.

IT ISFURTHER ORDERED that Strand, McGinley, and Eitrheim cease and desist from
committing or causing any violations, and any future violations, of MSRB Rule G-17.

IT IS FURTHER ORDERED, that Strand, McGinley, and Eitrheim shall each pay a civil
money penalty in the amount of $35,000 to the United States Treasury within sixty (60)
days of the entry of this Order. Such payment shall be: (A) made by United States postal
money order, certified check, bank cashier’s check or bank money order; (B) made
payable to the United States Securities and Exchange Commission; (C) hand delivered to
Comptroller, Securities and Exchange Commission, Operations Center, 6432 General
Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter which
identifies Strand, McGinley, and Eitrheim as respondents in these proceedings and the
file number of these proceedings, a copy of which cover letter and money order or check
shall be sent to Godfried B. Mensah, Securities and Exchange Commission, Midwest
Regional Office, 500 W. Madison Street, Suite 1400, Chicago, Illinois 60661-2511.

By the Commission.

Jonathan G. Katz
Secretary

Footnotes
-[1]- Dougherty Summit Securities LLC merged with Dougherty Dawkins LLC in

September 1997. Dougherty Dawkins LLC was the successor to Dougherty Dawkins,
Inc., the broker-dealer whose conduct is discussed herein.
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In the M atter of H. Michadl Richardson, Exchange Act Release No. 41448, A.P. File
No. 3-9913 (M ay 25, 1999).

The Commission deems it appropriate and in the public interest that proceedings pursuant
to Sections 15(b) and 19(h) of the Securities Exchange Act of 1934 ("Exchange Act") be,
and they hereby are, instituted against H. Michael Richardson ("Richardson”).

In anticipation of the institution of these proceedings, Richardson has submitted an Offer
of Settlement for the purpose of disposing of the issues raised by these proceedings. The
Commission has determined that it is appropriate and in the public interest to accept
Richardson's Offer of Settlement.

Solely for the purposes of this proceeding and any other proceeding brought by or on
behalf of the Commission or in which the Commission is a party, Richardson:

A. Admits the jurisdiction of the Commission over him and over the matters set forth in
this Order; and

B. Without admitting or denying the findings in this Order, except asto the entry of the
injunction in Paragraph 111.C. below, which is admitted, consents to entry of this Order
and the imposition of the remedial sanction set forth below.

The Commission finds: [ The findings herein are made pursuant to Richardson’ s Offer of
Settlement and are not binding on any other person or entity in this or any other
proceeding.]

A. That from 1985 through the present, Richardson was associated with First California
Capital Markets Group, Inc., a broker-dealer registered with the Commission;

B. That aFina Judgment was entered as to Richardson permanently enjoining him from
further violations of Section 17(a) of the Securities Act of 1933 and Sections 10(b) and
15B(c) of the Exchange Act, Rule 10b-5 promulgated thereunder, and Municipal
Securities Rulemaking Board ("M SRB") Rules G-17 and G-19, by the United States
District Court for the Northern District of Californiain an action entitled Securities and
Exchange Commission v. First California Capital Markets Group, Inc., et. a., C 97-
02761 CRB (N.D.Cal., April 5, 1999). Richardson consented to the entry of the Final
Judgment without admitting or denying the allegations in the Commission's complaint;
and
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C. That the complaint alleged that Richardson: 1) in connection with two "pool”
municipal bond offerings made material misrepresentations and omissions pertaining to
the size of the pools and the intended use of the bond proceeds, and advised the pools to
purchase unsuitable securities; 2) in connection with three land development municipal
bond offerings made material misrepresentations and omissions pertaining to the value of
the land, developer, and capitalization of the project; and 3) sold securities in
contravention of MSRB Rules G-17 and G-19.

V.

Based on the foregoing, the Commission deems it appropriate and in the public interest to
accept Richardson's Offer of Settlement.

Accordingly, IT ISHEREBY ORDERED that H. Michael Richardson be, and he hereby
is, barred from association with any broker, dealer, investment adviser, investment
company or municipal securities dealer, with the right to reapply for association three
years after entry of this order to the appropriate self-regulatory organization, or if thereis
none, to the Commission.

By the Commission.

Jonathan G. Katz
Secretary

FINANCIAL ADVISORS

SETTLED INJUNCTIVE PROCEEDINGS

SEC v Paschal Gene Allen, Civ. Action No. 1 99-CV-2986 (N.D. Ga.), Litigation
Release No. 16362 (November 18, 1999) (settled final order).

The Securities and Exchange Commission today announced the filing of a complaint
against Paschal Gene Allen, aformer public finance banker in the Atlanta office of
Stephens Inc., for taking undisclosed payments in connection with a securities investment
he recommended to his financial advisory client, Fulton County, Georgia. The complaint
also charges Allen with taking undisclosed compensation from underwriter's counsel in
connection with five local bond issues in Georgia.

The complaint, filed in the Northern District of Georgia, aleges the following: In the Fall
of 1994, Allen recommended to Fulton County that it take certain County funds and
invest them in a portfolio of long-term United States Treasury securities and an
associated put option. The County adopted Allen's recommendation, and the transaction
closed on November 29, 1994. Allen did not disclose, however, that he arranged to take,
and subsequently took, $20,970.10 in payments in connection with the transaction.
Allen'sfailure to disclose the arrangement, the payment, and the actual and potential
conflicts of interest created thereby violated the following antifraud provisions of the
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federal securities laws. Section 10(b) of the Securities Exchange Act of 1934 and Rule
10b-5 thereunder. By 1998, Allen had paid the $20,970.10 over to Stephens, after
disclosing the payments to the firm. In other conduct occurring between September 1991
and April 1993, Allen also received undisclosed compensation totaling $10,900 from
underwriter's counsel in connection with five separate municipal securities offeringsin
Georgia. In these offerings, Stephens served as underwriter and a Georgia law firm
served as underwriter's counsel. I1n each offering, the issuer paid the underwriter's counsel
fees of the law firm. Yet, Allen, who served as Stephens lead banker on the transactions,
did not disclose his payment arrangement with the law firm to the issuers or in the bonds
offering documents. Allen's failure to disclose this compensation violated Section
15B(c)(1) of the Exchange Act and Rule G-17 of the Municipal Securities Rulemaking
Board.

Simultaneously with the filing of the complaint, without admitting or denying the
complaint's allegations, Allen agreed to the entry of afinal judgment permanently
enjoining him from future violations of Sections 10(b) and 15B(c)(1) of the Exchange
Act and Rule 10b-5 thereunder, as well as MSRB Rule G-17. In addition, Allen agreed to
pay (1) disgorgement to Fulton County totaling $6,216.84, consisting of pregjudgment
interest on the $20,970.10 in undisclosed payments he received, during the period he
retained those payments, and (2) a civil penalty of $20,000. As part of his settlement with
the Commission, Allen has also agreed to the entry of a Commission order barring him
from associating with any securities broker or dealer or municipal securities dealer.

ADMINISTRATIVE PROCEEDINGS— COMMISSION DECISIONS

In the M atter of County of Nevada, City of lone, Wasco Public Financing Authority,
Virginia Horler, and William M cK ay, Exchange Act Release No. 39612, A.P. File
No. 3-9542 (February 2, 1998).

On February 2, 1998, the Securities and Exchange Commission ("Commission") issued
an Order Instituting Public Administrative Proceedings against three central California
municipalities and two professionals for causing or committing securities fraud in
connection with the sale of $ 58 million in municipal bonds. The Order names the County
of Nevada ("Nevada County"), the City of lone ("lone"), the Wasco Public Financing
Authority ("Wasco"), VirginiaHorler ("Horler"), of Dain Rauscher Incorporated
(formerly known as Rauscher Pierce Refsnes), and William McKay ("McKay"), areal
estate appraiser. The Order alleges that the municipalities and individuals created and
approved written materials, used in selling the bonds, that fraudulently misstated or
omitted important information.

Last July, the Commission sued the underwriter of the offerings, First California Capital
Markets Group, and two of its executives, H. Michael Richardson and Derrick Dumont,
in the United States District Court for the Northern District of California. See Lit. Rel No.
15423. That litigation is pending.
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Nevada County raised $ 9.07 million through the sale of "Mello-Roos" bonds, which are
used to finance real estate development. The Order alleges that the Official Statement for
the Nevada County offering contained misrepresentations and omissions concerning: (1)
the value of the property to be developed; (2) the developer's ownership interest in the
property; (3) the developer's experience and financial condition; (4) cost estimatesto
complete the project; and (5) how the project would be financed by the developer and
Nevada County. The Order further alleges that Horler, Nevada County's financial
advisor, drafted the Official Statement, which was reviewed by Nevada County staff and
officials, and approved for distribution by resolution of the County Board of Supervisors.

lone raised $ 14 million in two "Mello-Roos' bond offerings. The Order aleges that the
Official Statements for the Ione offerings contained misrepresentations and omissions
concerning: (1) the ability to complete all of the listed improvements with the offering
proceeds; (2) the value of the property to be developed, and (3) the sufficiency of the
developer's capital to complete the project.

The Order further aleges that McKay prepared the appraisals for both Nevada County
and lone, as well as summaries of each which he knew were to be included in the Official
Statements for the offerings.

The misrepresentations and omissions in the Nevada County and 1one Offering
Statements were important to investors because they made the projects and the bonds
appear to be less risky than they actually were.

The Wasco offering, which raised $ 35 million, involved the sale of "Marks-Roos'
municipal bonds, which are issued to form pools of money to finance a number of local
projects. The Order aleges that the Official Statement for this offering failed to disclose
that nearly all of the projects listed were highly contingent, if not speculative. These
misrepresentations were important to investors because they falsely created the
impression that the pools were fully allocated to particular projects. Because the projects
were speculative, there was a greater risk to investorsthat the bonds would not be repaid
with interest.

The Order alleges that Nevada County, lone, Wasco, Horler and McKay violated the
antifraud provisions of the federal securities laws, including Section 17(a) of the
Securities Act of 1933 and Section 10(b) of the Securities Exchange Act of 1934 and
Rule 10b-5 issued thereunder.

An administrative hearing will be scheduled to litigate the allegations and determine
whether the Commission should order any remedial action.
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The Securities and Exchange Commission ("Commission”) deems it appropriate and in
the public interest that public administrative proceedings be, and they hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (" Securities Act") and
Section 21C of the Securities Exchange Act of 1934 ("Exchange Act") to determine
whether: (i) Respondents are violating, have violated, or are about to violate Sections
17(a)(1), (2) and (3) of the Securities Act, Section 10(b) of the Exchange Act and Rule
10b-5 thereunder; (i) Respondents are, have been, or were causes of violations of
Sections 17(a)(1), (2) and (3) of the Securities Act, Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder; and (iii) an order should be issued as to Respondents pursuant
to Section 8A of the Securities Act and Section 21C of the Exchange Act to require them
to cease and desist from committing or causing a violation and to comply, or to take steps
to effect compliance with Sections 17(a)(1), (2) and (3) of the Securities Act, Section O(b)
of the Exchange Act and Rule 10b-5 thereunder.

.
The Division of Enforcement alleges:
A. Summary of the Action

1. This matter involves violations of the antifraud provisions of the federal securities
laws in connection with four municipal bond offerings by three Californialocal
governmental entities; a$ 9.07 million offering by the County of Nevada; two offerings
with a combined value of $ 14.05 million by the City of lone; and a $ 35 million offering
by the Wasco Public Financing Authority. In each offering, the municipal bonds were
offered and sold to investors by means of an Official Statement. An "Official Statement”
is awritten offering document that is prepared by the issuer and its agents for the purpose
of disclosing to investors all material facts about the municipal bond offering. It is
distributed to investors by the underwriter of the bond offering. Each Official Statement
for the offerings at issue in this proceeding contained material misstatements and/or
omissions which made the municipal bonds seem much safer and more desirable to
investors than they actually were.

2. By their conduct and by using, directly or indirectly, the means or instruments of
interstate commerce or the mails, Respondents committed or caused violations of
Sections 17(a)(1), (2) and (3) of the Securities Act, Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder.

B. Respondents

3. County of Nevada ("Nevada County" or the "County") is a political division and legal
subdivision of the State of California invested with corporate powers.

4. City of lone ("lone") isa political division and legal subdivision of the State of
Cdliforniainvested with corporate powers.
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5. Wasco Public Financing Authority ("Wasco PFA") is a public agency formed by a
joint powers agreement between the City of Wasco, California, and the Wasco
Redevelopment Agency. The City of Wasco is a political division and legal subdivision
of the State of California invested with corporate powers. The City of Wasco is governed
by an elected City Council whose members also serve as the directors of the Wasco PFA
and the Wasco Redevelopment Agency.

6. VirginiaHorler ("Horler") residesin Moraga, California, and is a Senior Vice
President of Dain Rauscher Incorporated, successor to Rauscher Pierce Refsnes, Inc.
("Rauscher") investment banking firmin its San Francisco office. She served as
Rauscher's principal directing its work as financial adviser to Nevada County and
prepared the Official Statement for Nevada County's municipal securities offering.

7. William McKay ("McKay") resides in Sacramento, California, and isareal estate
appraiser who does business under the name McKay & Associates. McKay's appraisals of
the land to be developed were incorporated into the Nevada County and |one Official
Statements.

C. Other Relevant Entities And Persons

8. First California Capital Markets Group, Inc. ("First California") is a California
corporation with its principal place of business located in San Diego, California. First
California has been registered with the Commission as a broker-dealer since June 12,
1985 and is a regional investment banking firm specializing in the California municipal
financing market. First Californiais a defendant in the action, SEC v. First California
Capital Markets Group. Inc., et a., Action No. Civ-97-2761 DLJ (N.D. Cal.), filed July
28, 1997 (the "First California Proceeding”).

9. H. Michael Richardson ("Richardson") resides in Lafayette, California, and is the
Chairman and Chief Executive Officer of First California. He has been associated with
registered broker-dealers since 1967, and associated with First California since 1985,
owning 70% of the firm. Richardson is a defendant in the First California Proceeding.

10. Derrick Dumont ("Dumont") resides in Calistoga, California, and was formerly
employed by First California as the Manager of its Assessment District/Mello-Roos
department. Dumont was the manager of the Nevada and |one underwritings. Dumont is
adefendant in the First California Proceeding.

11. G. Michael Montross ("Montross") is currently incarcerated in a California facility.
In late December 1997, Montross was convicted by a California state jury of over 70
felony counts of California state securities law violations. Montross was the proposed
developer of the Wildwood Estates subdivision in Nevada County.

12. Rauscher Pierce Refsnes, Inc. ("Rauscher") was a Delaware corporation with its

principal place of businessin Dallas, Texas, until January 998, when it merged with an
affiliate and became Dain Rauscher Incorporated, which is registered with the
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Commission as a broker-dealer. Rauscher had been registered as a broker-dealer with the
Commission since 1982 and was registered under the name of its corporate predecessor
since 1965.

D. Background
The Méllo-Roos Bond Act

13. The Cdlifornia Mello-Roos Community Facilities Act of 1982, Cal. Gov. Code @@
53311, et seg. (the "Mello-Roos Act"), authorizes municipalities to organize community
facilities districts ("CFDs") to finance the building of infrastructure.

14. Mello-Roos bonds are paid off through special taxes levied on the property being
developed. The bonds are not personal debts of the landowners or general obligations of
the issuing municipality. Because they are paid off using future real property tax levies,
the bonds' financial attractiveness depends upon the underlying value of the land being
developed, the contemplated improvements to the land and the developer's ability to carry
out the contemplated improvements.

Nature of the Value-to-Lien Ratio for a Mello-Roos Bond Financing

15. The value of the land being developed in relation to the amount of bond debt against
the land constitutes the value-to-lien ratio. To determine the value of the land, areal
estate appraisal is normally performed. Investorsrely on the "value-to-lien” ratio to
measure the creditworthiness of Mello-Roos bonds because land-secured municipal debt
is often sold without a credit rating. If there is a default on a Mello-Roos bond, the issuer
will foreclose on the tax lien and use the proceeds to bring the bonds current or possibly
pay off the bonds to the extent funds are available to do so. Alternatively, the issuer will
attempt to sell the property to another developer who will complete the project.

16. Adequate land values offer the best assurance that bondholders will receive principal
and interest payments. A high value-to-lien ratio usually provides greater safety for the
investor and leads to alower interest rate for the issuer. In California during the relevant
time period, a 3-to-1 value-to-lien ratio was normally required to complete a Mello-Roos
bond offering.

17. The"value" securing abond issue, and therefore the risk to investors, must be
accurately disclosed in Official Statements. Otherwise, no investor can really assess the
true level of risk.

18. Because afundamental premise of the value-to-lien ratio for aland development
project isthat the contemplated project will actualy be built and sold, one material
consideration for any Mello-Roos bond purchaser is whether the property
owner/developer actually possesses the experience, technical capability and financial
capability to complete the project. Unless the owner/developer possesses the necessary
resources to complete the project, the claimed value-to-lien ratio might be materially
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overstated and/or the project might not attract sufficient buyers to ensure that the tax
levies are paid in a timely manner. Another material consideration is whether the project -
- or lotsin a subdivision project -- can be sold within a sufficient time frame to ensure
payment of all liens against the property and thereby cover principal and interest
payments on the bonds.

E. The Nevada County Bond Offering

Nevada County's Mello-Roos Offering Guidelines and I nfrastructure Finance Committee
Procedure

19. On February 20, 1990, the Nevada County Board of Supervisors adopted a public
resolution setting out a procedure for considering and approving land-based public
financings (the "Procedure™). Under the Procedure, each proposal was to be forwarded to
the Board of Supervisors with areport from the Infrastructure Finance Committee
(comprising County officials and staff) and its recommendation to proceed. The purpose
of the Procedure was to guard against unwise public financings including the bonds for
the Wildwood Estates public improvements described below.

20. The Procedure specified a value-to-lien ratio of "at least" 4-to-1 "after the installation
of the public improvementsto be financed" in order to undertake a Mello-Roos bond
offering. That 4-to-1 ratio was adopted in light of the declining property valuesin Nevada
County. Although the Procedure permitted the County Board to consider alesser value-
to-lien ratio on a case-by-case basis, there must first be a"compelling justification”
offered by the Financial Adviser or lead underwriter in order to deviate from the 4-to-1
ratio.

21. The Procedure also provided that Mello-Roos bonds "will be issued only when it can
be demonstrated that a financing of solid structure and strong marketability can be
implemented." With respect to "strong marketability," the Procedure provided that a
"market absorption study may be required by the county to provide assurance that the
development will find market acceptance. . . . Real Estate Appraiser or Market
Absorption Analyst service costs will be considered for eligibility for public funding on a
case-by-case basis. The County may require independent review of appraisal/absorption
analysis provided by the applicant."

Formation of the Wildwood Estates District

22. Located within Nevada County is a contiguous, undeveloped, 286-acre parcel which
became known as "Wildwood Estates’ and which had been owned by a bankrupt entity.
In early 1990, Montross purchased -- subject to final bankruptcy court approval --
Wildwood Estates for $ 1.98 million using funds raised through four limited partnerships.
During 1990, Montross placed title to the 286 acresinto his wholly-owned corporation,
Wildwood Estates, Inc. ("Wildwood Corp."), even though he had promised the investors
in the four limited partnerships ("Wildwood Partners’) that those entities would receive
title to the property.
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23. In addition to paying the $ 1.98 million purchase price for Wildwood Estates,
Montross took the land subject to liens against the property for $700,000 in unpaid real
estate taxes to Nevada County. Additionally, Nevada County had deposited $ 160,000 in
its funds for sewer bonds on the property.

24. On March 20, 1990, the Nevada County Board of Supervisors considered an
application by Montross to form the Wildwood Estates Community Facilities District
("Nevada County CFD") in accordance with the Mello-Roos Act. As a part of that
application, Montross agreed to finance privately the roads and recreational facilities
(estimated at the time to cost approximately $ 5 million) in Wildwood Estates. Montross
presented to the Nevada County Board a one-page memorandum prepared by Dumont,
along with athree-page appraisal summary prepared by a Member of the Appraisa
Ingtitute ("MAI") valuing the property at $ 28 million after final completion. Montross
had selected Dumont to structure public financing to pay for the remaining Wildwood
Estates infrastructure (primarily sewers, drainage, and utilities costing over $ 8 million)
using Mello-Roos bonds.

25. Montross application to the Nevada County Board contained errors and
inconsistencies that raised serious issues about his integrity and the project's viahility. In
his one-page memorandum, Dumont falsely characterized the $28 million appraisal
figure as being a"raw land" value. But as was known to Nevada County and its officials,
the assessed value of Wildwood Estates raw land was just a small fraction of the $ 28
million figure. Additionally, Montross application did not contain meaningful financial
statements, an original signature, or a proof of completion bond.

26. The Nevada County Board was aso advised during the March 20th meeting of
Montross problems in obtaining financing. According to the meeting minutes, Montross
"hoped that there was not till the serious question of whether or not the County wants to
use Mello-Roos, because, if so, he indicated he was in deep trouble because al of his
plans were based on the use of Mello-Roos financing. He noted that, because of problems
associated with the savings and loan institutions, there were practically no institutions left
that would loan money for the project -- even if it were located in downtown
Sacramento."”

27. Notwithstanding the deficiencies in Montross application and "red flags' regarding
his financial resources, the Nevada County Board of Supervisors voted to form the
Nevada County CFD and to retain Dumont and First Californiato underwrite its Mello-
Roos bonds. After forming the Nevada County CFD, the Board conducted a ballot
election to determine whether a mgjority of property owners within the CFD favored the
use of Méello-Roos financing. Even though Montross signed a ballot -- on behalf of
Wildwood Corp. -- in favor of the bonds, a mgjority of the Board voted to reject the
results because they were not sure who the real property owner was. According to the
meeting minutes, Montross then produced atitle report showing that Wildwood Corp.
was the owner, and the Board reversed itself by voting to ratify the election.

Horler is Retained as a Financial Adviser
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28. In May 1990, the Nevada County staff contacted Horler, Senior Vice President of
Rauscher, and retained her asits Financial Adviser. On July 2, 1990, Nevada County and
Rauscher formally executed a financial advisory contract in which Rauscher represented
that "it [was] skilled in making the studies and analyses described in the contract and
represented that it is qualified by training and experience to perform the work required by
the county." Horler accepted the responsibility of carrying out Rauscher's performance
under the contract. Rauscher agreed to "prepare the preliminary and final officia
statements describing ... the economic and financial background of the property owner in
accordance with the disclosure required by the Securities and Exchange Commission
Rule 15¢2-12." Rauscher also agreed to "review and analyze all data and information
which have a bearing on the program to finance the County's Community Facilities
Digtrict, including but not limited to ... the value of the appraisal, coverage ratios and debt
capacity [and] projected special taxes." In addition, Rauscher agreed to confer and
consult with county staff and elected officials, architects, contractors, property owners,
bond counsel and the underwriter "to assist the county in developing a financing plan that
meets the county's specific needs for funds and the property owners ability and
willingness to pay." Nevada County agreed to pay Rauscher $ 30,000, but only if and
when its bond offering closed.

McKay is Retained to Appraise Wildwood Estates

29. Nevada County permitted Dumont to retain the appraiser in order to determine the
value-to-lien ratio. McKay had bid only $ 4,000 to perform the appraisal. The next
highest bid was $ 20,000. McKay was not on MAI.

30. On June 6, 1990, McKay prepared a"preliminary” appraisal which was discussed at
aJune 8, 1990 meeting involving the Infrastructure Finance Committee and Horler. None
of McKay's appraised values satisfied Nevada County's 4-to-1 value-to-lien guidelines.
However, Horler stated that 3-to-1 was the industry standard and focused on the two
highest valuesin McKay's appraisal -- the only two which satisfied the 3-to-1 ratio. There
was never the requisite finding under the Procedure of a"compelling justification” to use
aratio of lessthan 4-to-1.

31. McKay then prepared a 60-page appraisal which was circulated to Horler and
Nevada County. McKay found values ranging from $ 2.98 million to $ 38 million.
McKay aso prepared a 14-page summary to be included in the Official Statement to be
provided to investors. McKay, the County and Horler knew the summary would be
included in the Official Statement and relied upon by investors to measure the security of
the bonds. The summary appraisal only contained the three highest values, ranging from
approximately $ 32 million to $ 38 million.

Nevada County Violates Its Guidelines for Bond Approval

32. At the November 1990 Nevada County Board of Supervisors meeting, County
Treasurer and Tax Collector Christina Dabis made a presentation, as the Chair of the
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Infrastructure Finance Committee, by reading into the record aletter stating the
Committee's failure to recommend favorably Nevada County's proposed Mello-Roos
bond offering. The Committee's statement included Dabis "professional concerns' that
real estate values and sales were declining and that an economic recession was forecast.
That statement also noted that "if this development has the great potential we've been told
that it has, then it can also be a success without Mello-Roos financing, which means the
developer could finance the project privately and recover the costs in the selling price.
This approach would not double or possibly triple the property tax levy of the future
property owners." The clear import of the Committee's statement was that the Mello-
Roos offering should be terminated.

33. Concernsregarding the marketability of the proposed development were also raised
within the Committee by Bruce Bielefelt, the County Auditor. On May 18, 1990, he sent
an e-mail to the other Committee members stating: "It sounded like the Board was
planning to go ahead with the financing before they heard from the County Infrastructure
Finance Committee. | know | have some concerns. . . . Why would the county want to go
ahead with public financing before exploring other financing aternatives [7] Why would
we want to go forward without [having] seen a marketability study?"

34. Infact, the declining real estate market prevented the absorption of developed lots at
a sufficiently rapid rate to cover the interest expense for the private construction loan and
the concurrent Mello-Roos bond financing. An absorption study performed by the
construction lender in 1993 determined that revenues from the anticipated sale of lots at
Wildwood Estates would be less than the carrying costs and marketing expenses for the
project. As aresult, the absorption study concluded that the project was not viable under
current conditions.

35. Despite the objections of its Infrastructure Finance Committee and the guidelines set
out in the Procedure, the Nevada County Board approved the issuance of the bonds. The
Nevada County Board therefore undertook the Mello-Roos bond offering without
receiving the necessary favorable recommendation of its Infrastructure Finance
committee and without ever finding either that the 4-1 value-to-lien ratio specified by its
guidelines had been satisfied or that there was a compelling justification for accepting a
lower value-to-lien ratio.

Nevada County Issues $ 9.07 Million in Mello-Roos Bonds

36. On December 20, 1990, First California underwrote $ 9.07 million in tax exempt
Meéllo-Roos bonds for the Nevada County CFD (the "Nevada County Bonds"). At the
time, the County also intended to issue an additional $ 2 million in taxable Mello-Roos
bonds to finance the remaining public infrastructure which did not qualify for tax-exempt
treatment. When its Mello-Roos bond offering closed, Nevada County used over $
500,000 of the proceeds to retire a special sewer assessment against the property. That, in
turn, alowed the County to recover approximately $ 160,000 that it had deposited to
secure pay-off of the assessment. Additionally, $ 30,000 of the bond proceeds were used
to pay Rauscher for Horler's activities.
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37. Some of the Nevada County Bonds matured between September 1, 1993 and
September 1, 2003 and bore an interest rate of between 6.75% and 8.00%, depending
upon the maturity date. Most of the Bonds, about $ 7,370,000, matured on September 1,
2019 and bore a 8.40% interest rate. Those Nevada County Bonds maturing on or after
September 1, 2001 could not be redeemed before September 1, 2000. Additionally, if
such early redemption for those Bonds occurred before March 1, 2002, a prepayment
penalty, aong with accrued interest, would have to be paid to the bond holders.

The Official Statement Contains Material Misrepresentations and Omissions

38. Horler drafted the Official Statement. The Official Statement was also reviewed by
Nevada County staff and officials, and it was approved by resolution of the County Board
of Supervisors.

Misleading Valuations

39. The Nevada County Official Statement represented that the build-out value of
Wildwood Estates (the estimated value for all the lots after completion of the
infrastructure if sold individually to builders or homeowners) was $ 35,280,000. This
representation was important to investors because it indicated that there would likely be
adequate security in the event property owners failed to pay the special taxes needed for
making principal and interest payments to the bondholders.

40. The $ 35,280,000 figure in the Official Statement was materially overstated by at
least $ 4 million because it was based on the inclusion of 45 single family lotsto be
located on a 22-acre parcel in Wildwood Estates when, in fact, the developer had not
sought -- and never received -- approval to develop that parcel into 45 single family lots.
McKay also assigned a per lot value amost $ 10,000 higher for these 45 lots than the
average value for the approved 384 lots. Without the additional $ 4 million, the Nevada
County Bonds would not have met a 3-to-1 value-to-lien ratio (after the County issued
the additional $ 2 million in taxable bonds necessary to complete the project).
Additionally, without a clear and viable plan to develop the 22-acre parcel, the Mello-
Roos tax liens against that parcel would go unpaid unless Wildwood Corp. was willing
and able to pay the taxes.

41. Becauseit had approved the development plan for Wildwood Estates, Nevada
County knew or should have known that, contrary to the stated assumption in McKay's
appraisal, there was no plan for developing the 22-acre parcel as 45 single-family lots and
that Montross had not submitted a proposed map for subdividing the 22-acre parcel when
he submitted his application on March 20, 1990 for a Mello-Roos bond offering.

42. McKay's appraisal failed to take into account the fact that Wildwood Estates lots were
subject to the special tax to repay the bonds. That special tax was estimated to be $ 2,935
per parcel per year for 29 years on single family lots, and it was in addition to property
taxes and other applicable fees.
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43. The appraisal also used comparables from the neighboring Lake Wildwood
community without any adjustment for the far superior amenities in Lake Wildwood. In
addition, the Nevada County Official Statement falsely stated that all comparables were
cash sales when in fact some of the comparables were only listing prices. McKay's full
60-page appraisal, which Nevada County and Horler received, disclosed the basis for his
comparables. The full appraisal was not distributed to the bond investors; instead, they
received a 14-page summary, which excluded this information, and had to request copies
of the full appraisal from Nevada County, Rauscher, or First California.

44. The Nevada County Official Statement failed to disclose that, in addition to the
appraised build-out value of $ 35,280,000 represented in the Official Statement, the land
had also been appraised using other methods of valuation which resulted in substantially
lower appraised values which did not meet the 3-to-1 ratio. Horler, McKay and Nevada
County knew of these other values, but they did not include them in the Nevada County
Official Statement.

Misleading Owner and Developer Information

45. The Nevada County Official Statement misrepresented the ownership of Wildwood
Estates and Montross background and experience. According to the Official Statement,
"all of the taxable land within the District is currently owned by G. Michael Montross of
Montross Barber Investments, Inc.” In fact, Nevada County knew since the March 20,
1990 Board meeting that Wildwood Corp. owned the property because Montross signed
the election ballot on behalf of that entity and provided atitle report disclosing Wildwood
Corp's ownership. This misidentification of the property's ownership was materially
misleading because it suggested that Montross personal resources were a risk in the
project when, in fact, only a shell corporation's assets were at risk. Additionally, the
Official Statement led investors to believe that the owner's background and resources had
been disclosed when, in fact, no information had been provided about Wildwood Corp.,
the true owner, or about the Wildwood Partners claimsto the property.

46. Nevada County knew that the question of the ownership of Wildwood Estates was
material because it had already stopped the bond sale once in August 1990 because of a
concern about title. Nevada County had documents in its possession which put the
County on notice of continued title problems. Both a bankruptcy order "confirming" the
sale of the property and Montross' financing application filed with the County identified
partnerships with names sounding similar to Wildwood Estates as possibly being related
to Montross acquisition of the property.

47. 1n 1991, after the Nevada County Bonds were sold, a group of limited partners sued
Montross, hisreal estate firm, and Wildwood Corp. for fraud in connection with the offer
and sale of the limited partnership interests in Wildwood Estates. This lawsuit further
clouded title to Wildwood Estates and resulted in the Nevada County CFD not going
forward with the additional, taxable public financing necessary to complete the project.
The question of whether Montross individually, Wildwood Corp., or Wildwood Partners
owned Wildwood Estates also delayed repayment from bond proceeds for the
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infrastructure already completed. That sowed further construction and eventually
contributed to the project's collapse.

48. The Official Statement falsely represented the experience of Montross and Montross
Barber Investments, Inc. as follows:

"[Montross Barber Investments] now holds more than $ 250 million worth of Northern
Cdlifornia property for more than 3,000 investors.

“. .. Montross has invested in and developed commercial and residential properties for
the past 18 years. He has purchased over $ 200 million worth of residential units and
created over 1,200 subdivision lotsin the last eight years."

In fact, Montross real estate experience consisted of managing apartment buildings and
forming limited partnerships to syndicate the purchase of apartment buildings and
commercial properties. In these syndications, Montross and his firm retained a minority
interest as general partner, usualy no more than 6 percent. Montross was not an
experienced developer. Montross did not have 18 years of experience developing vacant
land into subdivisions, and he had not created 1,200 subdivision lots. Additionally, the
reference to "over $ 200 million worth of residential units" suggested that Montross
Barber Investments, Inc. had enormous financial resources when, in fact, the Montross
Barber firm had, as of March 1989, a purported tangible net worth of only $ 300,000 and
was experiencing a negative cash flow from its business operations.

49. The representations about the experience and financial strength of the developer were
material to investors because, without an experienced and financially strong developer,
investors had little, if any, assurance that the raw land would be developed into
subdivided single family lots with special recreation facilities and that the lots would be
sold to homeowners willing to pay the anticipated asking prices and special taxes. If the
developer/landowner did not pay the special taxes, the land would have to be sold in
foreclosure sale to make principal and interest payments to the bondholders.

Misleading Cost Estimates

50. The Official Statement falsely represented that the "Total Cost Estimate of
Subdivision Improvements' on the property would be $ 13,474,298.91. In fact, by early
November 1990, the cost engineer on the project had received bids totaling $ 15,370,172
for the improvements, or approximately $ 2 million more than the represented amount.
The use of the lower estimate figure -- when bids had already been received -- was
materially misleading because it called into question the sufficiency of the bond financing
to complete the public improvements and because it increased the amount of financing
that the developer would have to provide.

Misleading Financing Description
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51. The Official Statement falsely represented that the "portion of the subdivision
improvements that will be financed directly by the Developer includes recreational
facilities, drainage facilities, roads and certain fees. The remaining subdivision
improvements will be financed from proceeds of the Aggregate Bonds." The Official
Statement also falsely represented that $6,900,579.41 in improvements would be
financed with public Series E-1990 bonds, $ 1,392,371.71 in improvements would be
finance with public Series T-1990 bonds and $ 5,089,756.76 would be privately financed.
In fact, Nevada County did not intend to -- and would not -- provide any construction
financing for any of the improvements using the public Series bond proceeds. Instead,
Nevada County was requiring the property owner and developer to obtain al of the
construction financing from private lending institutions because Nevada County would
release the Mello-Roos bond proceeds only after each phase of the project was
completed. Nevada County therefore used the Mello-Roos bond proceeds to provide
"take out" or "permanent” financing for the public improvements, rather than using the
proceeds -- as represented in the Official Statement -- for the construction financing as
well. Eventually, the developer lacked the resources to perform any of the later phases,
and the project was abandoned without generating sufficient market value to repay the
bond investors.

52. The Official Statement's representations regarding financing were materially
misleading because they understand the type and amount of financing that the owner and
developer would have to provide and the amount of improvement work that would have
to be performed before the Mello-Roos bond proceeds were released. Additionally, the
representations were misleading because they dramatically understated the amount of
debt that would be placed against the property. Given the disbursement arrangement
adopted by Nevada County, the property was going to have to secure both the
construction financing arranged by the developer and the Mello-Roos financing arranged
by Nevada County until such later time as Nevada County could pay off some or all of
the bonds. This dual financing burden essentialy left the equity in the project "under
water”" until at least September 2000, because Nevada County could not pre-pay any of
the Bonds before then and subjected the bondholders to the risk that income on the
undisbursed proceeds would be insufficient to cover interest on the bonds. As aresult,
there was no easy way to use the undisbursed bond proceeds to reduce the tax liens
against the project and no reasonable opportunity to locate additional financing or a new
developer to complete the project.

53. On December 14, 1993, the Nevada County Board of Supervisors terminated the
Nevada County CFD. At the time, not asingle lot in Wildwood Estates had been sold.

54. Nevada County, Horler and McKay knew or recklessly disregarded that material facts
were misrepresented or not disclosed to investorsin the Nevada County Official
Statement, and thereby committed or caused the violation of Section 17(a)(1) of the
Securities Act, Section 10(b) of the Exchange Act, and Rule 10b-5.

55. Nevada County, Horler and McKay obtained money or property by means of
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material misstatements and omissions and engaged in a transaction, practice, or course of
business which operated as a fraud or deceit upon the purchasers of the Mello-Roos
bonds so asto commit or cause the violation of Section 17(a)(2) and (3) of the Securities
Act.

F. The Two City Of lone Bond Offerings

56. lone wanted to finance the infrastructure for a 460-acre real estate development
project called Castle Oaks Country Club Estates ("Castle Oaks"), consisting of a
residential subdivision, a golf course, and other recreational and commercial uses.
Dumont of First California recommended that 1one issue two series of Mello-Roos bonds
to finance the infrastructure. The first series, lone CFD-1, was to be used to finance the
development of the Castle Oaks golf course, which was to be owned by lone, but leased
to a private, for-profit operator. Because that lease arrangement would prevent that series
of Mello-Roos bonds from being tax free, the lone CFD-1 offering was delayed for
several months. The second series, lone CFD-2, was to be used to develop certain
infrastructure at Castle Oaks. Because of the delay in issuing the lone CFD-1 bonds, the
lone CFD-2 bonds were actually issued first.

The lone CFD-2 Offering in February 1991

57. On February 14, 1991, First California underwrote $ 7.5 million in lone CFD-2
bonds under the Mello-Roos Act. The lone CFD-2 Official Statement represented that the
proceeds of the lone CFD-2 bond offering were sufficient to build certain public
infrastructure for Castle Oaks. In fact, however, the estimated cost to build that
infrastructure was at least $3 million more than the funds being raised through the lone
CFD-2 offering. The project engineer for the Castle Oak project advised |one before
issuance of the lone CFD-2 bonds that the cost estimate did not accurately represent the
total estimated cost and that the bond proceeds would fall short by more than $ 3 million.

58. The lone City Council knew about the shortfall. Prior to the offering, it passed a
resolution in 1989 which stated in part that "it is expressly declared that the proposed
authorizations herein may not be sufficient to complete al of the proposed facilities. In
that event, it is the intention of the City Council that aternative sources of funds
sufficient to complete the facilities shall be secured to the satisfaction of the City by the
property owner(s) as a condition to the issuance of the specia tax bonds."

59. Information about the funding shortfall of the Castle Oaks Project was important to
investors because it related to the risk of whether the developer would be able to
complete the project and sell the lots so that the special tax could be levied and collected
to repay investors.

60. Thelone CFD-2 Official Statement failed to mention the City Council's resolution.

Despite the fact that the bond proceeds would not be sufficient, the Official Statement
represented that all the public improvements would be acquired with the bond proceeds.
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61. After the lone CFD-2 bonds were issued, Ione noticed that the tentative map had not
been drawn in conformity with the minimum lot size requirement set forth in the
Development Agreement between Ione and the developer. When the lot size was
recalculated, the development had only 584 single family lots rather than 667 as
originally calculated. This misstatement was important to investors because it affected the
ultimate value of the property as developed, which affected the ability of investorsto
receive full payment of principal and interest.

62. lone knew or recklessly disregarded the fact that the lone CFD-2 Official Statement
contained material misrepresentations and omissions, and thereby committed or caused
the violation of Section 17(a)(1) of the Securities Act, Section 10(b) of the Exchange Act
and Rule 10b-5.

63. lone obtained money or property by means of material misstatements or omissions
and engaged in a transaction, practice, or course of business which operated as a fraud or
deceit upon the purchasers of its lone CFD-2 bonds so as to commit or cause the violation
of Sections 17(a)(2) and (3) of the Securities Act.

The lone CFD-1 Offering in June 1991

64. OnJune 6, 1991, in a separate underwriting. First California underwrote $6.55
million of lone CFD-1 bonds under the Mello-Roos Act. The lone CFD-1 Official
Statement represented that the build-out value of the Castle Oaks Project was
$44,906,000, an amount that appeared to satisfy the 3-to-1 value-to-lien ratio for the
$14.05 million in total bonds (CFD-2 and CFD-1) then issued. The value was based on an
appraisal prepared by McKay.

65. This representation was false and misleading. The $ 44,906,000 appraisal was almost
$ 3 million higher than an appraisal prepared the previous year, despite the fact that in the
one year intervening period the number of single family lots in the project had been
reduced from 667 to 584 and real estate valuesin California had declined. In addition, the
$ 44,906,000 appraisal was based on the assumption that part of the land would be
developed into 90 high-density single family lots. That assumption, however, was not
part of the developer's immediate plans, did not meet the required minimum square foot
requirements, had not been approved, and lacked any apparent market.

66. McKay improperly disregarded the developments as planned, and instead included in
his appraisal the value of improvements which were not planned, approved or financed.

67. Thelone CFD-1 Official Statement failed to disclose that the Castle Oaks Project
lacked sufficient capital to finance the planned development. The estimated cost of the
infrastructure and golf course was between $25 and $30 million. lone agreed to raise
approximately $ 10 million by issuing bonds, and the developer was to bear the balance
of the construction costs. The developer had obtained a $ 3.2 million letter of credit and
made an unverified representation that it also had approximately $ 6.5 million in private
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construction financing. A shortfall of $ 5 million to $ 10 million remained, even
assuming the developer had $ 6.5 million in construction financing. This shortfall was not
disclosed in the lone CFD-1 Official Statement.

68. Information about the cost of the Castle Oaks project and the funding shortfall were
key facts in determining whether the developer would be able to complete the project so
that the special tax could be assessed to repay investors.

69. Further, back in February 1991, the lone CFD-2 Official Statement had represented
that 1one would not issue more than $ 12.725 million in bonds secured by the Castle Oaks
property until it made afinding that the "fair market value of land and then existing
private improvements' was at least three times the value of all of the bonds outstanding
and proposed to beissued. lone did not make the required finding prior to issuing the
lone CFD-1 bonds four months later, in June 1991, which placed in excess of $ 14

million in debt on the property. lone failed to disclose to lone CFD-1 bondholders that it
issued additional debt without ensuring that the fair market value of the land exceeded the
debt by three times. Had |one performed the review, it would have found that it could not
issue the additional bonds. To satisfy the 3-to-1 ratio, the fair market value and the then
existing improvements of the property needed to be at least $ 42.165 million. When the
lone CFD-1 bonds were issued, the fair market value of the property and then existing
improvements was substantially lower than that amount. The information about the debt
limit was important to investors because it potentially affected the collateral for both sets
of bonds.

70. On October 6, 1994, Ione announced that there were no funds to make the

October 1, 1994, interest and principal payments on the lone CFD-1 and CFD-2 bonds
and that the bonds were in default. Not a single lot had been sold. The construction lender
foreclosed on the property. After the construction lender was unable to sell the property
at two successive foreclosure sales and failed to bring the special tax bonds current, lone
foreclosed on the property. On December 1, 1995, lone sold the property to an
investment group for $3.3 million at a sheriff's auction.

71. lone and McKay knew or recklessly disregarded the fact that the lone CFD-1 Official
Statement contained material misrepresentations and omissions, and thereby committed
or caused the violation of Section 17(a)(1) of the Securities Act, Section 10(b) of the
Exchange Act and Rule 10b-5.

72. lone and McKay obtained money or property by means of material misstatements or
omissions and engaged in a transaction, practice, or course of business which operated as
afraud or deceit upon the purchasers of its lone CFD-1 bonds so asto commit or cause
the violation of Sections 17(a)(2) and (3) of the Securities Act.

G. The Wasco Public Financing Authority Bond Offering

73. On September 20, 1989, the Wasco PFA issued $ 35 million of its 1989 Local
Agency Bonds pursuant to the Marks-Roos Act. The Wasco PFA offered and sold its
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bonds to investors by means of an Official Statement. The bonds were underwritten by
First California.

74. The Board of Directors for the Wasco PFA approved the Official Statement. The
Wasco PFA Official Statement represented that the Wasco PFA intended and reasonably
expected to purchase certain specific local obligations with its bond funds. In fact,
however, the Wasco PFA had no reasonable basis for making most of its representations
about the local obligations.

75. The Wasco PFA Official Statement failed to disclose the highly tentative and
guestionable nature of a number of the projects for which there were variously no
development sites, no maps, no plans, no engineering reports, no environmental impact
reports, no permits and/or construction financing.

76. For example, the Wasco PFA Official Statement represented that the Wasco PFA
would finance the purchase by the Delano Regional Medical Center ("the Delano RMC")
of an existing facility in Wasco with $ 1.2 million in bond funds. The Official Statement
failed to disclose that the Delano RMC and the city were still in negotiations and that no
agreement had been reached to purchase the facility. After the bonds were issued,
negotiations terminated, and the Delano RMC never purchased the facility in Wasco.

77. The Official Statement also stated that $ 1.125 million of the bond funds would be
used to finance the "Johnson Housing Project Infrastructure” and that construction of the
infrastructure for a mobile home park was expected to commence toward the end of
1989. At the time the Official Statement was disseminated, however, there were no maps,
permits or financing for the park; it was never constructed.

78. The "Ramos & Barker Single Family Low/Moderate Housing" project was listed as a
$ 3.425 million obligation designed to fund the construction of single family housing
projects for low and moderate income families. While Ramos and Barker were
established developers, there is no evidence that they ever intended to construct this
project.

79. The $ 2.075 million "Wasco Civic/Recreation Center" was also listed as a project the
PFA was to finance. While the city had discussed the idea for years, it had no concrete
plans to actually proceed. No site was ever selected and no center was ever constructed.

80. A listed $ 5.5 million "Shopping Commercial Development” was a catch-all for a
series of projects. In the Preliminary Official Statement, $ 3 million was originaly
allocated for this project. When one of the other local projects withdrew, the City
Manager assured the lawyer drafting the Official Statement that there were at least $5.5
million in commercial projects "in the formative stages with discussions ongoing ...
[which] should proceed to construction within two-three years." In the end, the only
project funded was the re-financing of a parking lot for $ 1.75 million.
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81. The$ 4 million "Housing Authority Multi-family Housing Project" was purportedly
for the construction of 100 units of low income housing. While the Official Statement
stated that the Housing Authority "isin the process of taking the necessary stepsto start
construction,” no approvals, sites, plans or matching funds had been obtained, and never
were.

82. By including these and other projectsin the Official Statement, the Wasco PFA
created the materially misleading impression with investors that the bond proceeds would
be used within three years. In fact, within three years of the offering, the Wasco PFA
applied only about fifteen percent of the funds as it had represented in the Wasco PFA
Official Statement.

83. Wasco PFA knew or recklessly disregarded the fact that the Official Statement
contained material misrepresentations and omissions, and thereby committed or caused
the violation of Section 17(a)(1) of the Securities Act, Section 10(b) of the Exchange Act
and Rule 10b-5.

84. Wasco PFA obtained money or property by means of material misstatements or
omissions and engaged in a transaction, practice, or course of business which operated as
afraud or deceit upon the purchasers of its bonds so asto commit or cause the violation
of Section 17(a)(2) and (3) of the Securities Act.

The Commission deems it necessary and appropriate in the public interest and for the
protection of investors that a public administrative hearing be conducted, pursuant to
Section 8A of the Securities Act and Section 21C of the Exchange Act, to determine if
the allegations contained in this order instituting proceedings are true, to accord the
Respondents an opportunity to establish defenses to such allegations, and to determine
whether any order should be issued as to the Respondents pursuant to Section 8A of the
Securities Act and Section 21C of the Exchange Act.

V.

IT ISHEREBY ORDERED that a public hearing for the purpose of taking evidence on
the questions set forth in Section 111 hereof, shall be convened not earlier than 30 days
and not later than 60 days from service of this Order at atime and place to be fixed and
before an Administrative Law Judge to be designated by further order as provided by
Rule 200 of the Commission’'s Rule of Practice, 17 C.F.R. @ 201.200.
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V.

IT ISHEREBY FURTHER ORDERED that the Respondents file an answer to the
allegations contained in this order instituting public administrative proceedings within
twenty days after service of this order, as provided by Rule 220 of the Commission's
Rules of Practice, 17 C.F.R. @ 201.220. If the respondents fail to file an answer or fail to
appear at a hearing after being duly notified, they may be deemed in default and the
proceedings may be determined against them upon consideration of this order instituting
public administrative proceedings, the allegations of which may be deemed to be true as
provided by Rules 310 and 220 of the Commission's Rules of Practice, 17 C.F.R. @
201.310 and 201.220.

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

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any
factually related proceeding will be permitted to participate or advise in the decision upon
this matter, except as witness or counsel in proceedings held pursuant to notice. Because
this proceeding is not "rule-making" within the meaning of Section 4(c) of the
Administrative Procedure Act, it is not deemed to be subject to the provisions of that
section delaying the effective date of any final Commission action.

By the Commission.
In the Matter of County of Nevada, City of 1one, Wasco Public Financing Authority,

Virginia Horler, and William McKay, A.P File No. 3-9542, A.P. Rulings Release No.
567 (June 18, 1998).

On June 12, 1998, Respondent Virginia Horler filed a Motion for Leave to File Her
Motion for Partial Summary Disposition together with a Motion for Partial Summary
Disposition. In these pleadings, Respondent asserts that she is entitled to a judgment in
her favor, as a matter of law, regarding one specific alegation in the Order Instituting
Proceedings:. that she violated the federal securities laws in connection with the
inaccurate cost estimates contained in the Official Statement for the Nevada County bond
offering at issue in these proceedings. Specifically, Respondent argues that there is
"uncontroverted evidence" that disproves the "allegation that she was responsible for the
[Official Statement's] purportedly inaccurate cost estimates' and "demonstrates that
Respondent took reasonable and prudent steps necessary to uncover the alleged
inaccuracy . . . ." Motion for Leave a 4.

In its response, the Division of Enforcement ("Division") argues that there is a factua
dispute as to whether Respondent "should have known about the increase in estimated
construction costs,” which were not represented in the Official Statement. Division's
Opposition to Virginia Horler's Motion for Leave to File Motion for Summary
Disposition at 2. The Division cites as support for its proposition the same evidence cited
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by Respondent in her pleadings: the testimony of James B. Cranmer, the cost engineer for
the related project. The Division argues also that Respondent untimely filed her pleadings
pursuant to Judge Bober's April 15, 1998, Supplemental Pretrial Order, which set an
April 27 deadline for requests for dismissal (i.e. summary disposition).

The Comment to Rule 250 of the Securities and Exchange Commission's Rules of
Practice states: "Where a genuine issue as to material facts clearly exists asto an issue, it
would be inappropriate for a party to seek leave to file a motion for summary disposition
or for a hearing officer to grant the motion." Asthere are material factual issues presently
in dispute, it would be inappropriate to now consider a motion for summary disposition.
In addition, | will not consider any further motions for summary disposition, pursuant to
Judge Bober's established deadline. See Comment to Rule 250 ("The hearing officer is
authorized to set schedules for the submission of summary disposition motions in order to
prevent the use of such motions as a tactic for delay or as a means for needlessly
increasing the costs of prehearing preparation. The hearing officer may deny or defer
ruling on such a motion if it is not filed timely in light of the prehearing schedule.").

Accordingly, | ORDER that Respondent Virginia Horler's Motion for Leave to File Her
Motion for Partial Summary Judgment is DENIED.

Brenda P. Murray
Chief Administrative Law Judge

In the Matter of County of Nevada, City of 1one, Wasco Public Financing Authority,
Virginia Horler, and William M cK ay, A.P File No. 3-9542, Initial Decisons Release
No. 153 (October 29, 1999).

COUNSEL: John S. Yun, Nancy E. Allin, and David Bayless for the Division of
Enforcement, Securities and Exchange Commission

Richard J. Morvillo, Joseph |. Goldstein, Reed Brodsky, and Jeffrey F. Robertson for the
Respondent Virginia Horler

INITIAL DECISION

BEFORE: Brenda P. Murray, Chief Administrative Law Judge

The Securities and Exchange Commission ("Commission™) has accepted offers of
settlement from four of the five Respondents named in the Order Instituting Proceedings
("OIP") that the Commission issued on February 2, 1998, pursuant to Section 8A of the

Securities Act of 1933 ("Securities Act") and Section 21C of the Securities Exchange Act
of 1934 ("Exchange Act"). nl
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nl At a prehearing conference on July 17, 1998, | granted the Division of Enforcement's
("Division") Motion to Amend the OIP by withdrawing Paragraphs 39 through 44 and
Paragraph 50 as to Respondent Horler. Orders at Prehearing Conference, July 20, 1998.
The amendment eliminated two of the five allegations against Ms. Horler.

On July 21 through July 24, 1998, | held a hearing as to Respondent Horler at three
locations in California: in Sacramento, in Represa at Folsom State Prison, and in San
Francisco. The Division of Enforcement ("Division") presented seven witnesses,
including one expert, and offered sixty-two exhibits. Respondent Horler presented four
witnesses, including one expert, and offered ninety-seven exhibits. n2

n2"(Tr. )" refersto the transcript of the hearing. | will refer to Division and Respondent
exhibitsas"(Div. Ex. )," and"(Resp. EX. )," respectively.

The voluminous posthearing filings included the Division's Proposed Findings of Fact
and Conclusions of Law (fifty-eight pages), and Posthearing Brief (seventy-four pages)
filed about September 23, 1998. Respondent Horler filed three documents: Proposed
Findings of Fact and Conclusions of Law (ninety-one pages), Posthearing Brief (eighty-
one pages), and Responses to the Division's Proposed Findings of Fact and Conclusions
of Law (fifty-eight pages) about November 17, 1998. The Division filed its Posthearing
Reply Brief (thirty-one pages) about December 1, 1998.

ISSUES

The first issue is whether Respondent violated or aided and abetted violations of Sections
17(a)(1), 17(a)(2), or 17(a)(3) of the Securities Act or Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder ("antifraud provisions') while acting as financial advisor
responsible for preparing the official statement for a municipal bond offering by the
County of Nevada, California. To decide thisissue it is necessary to decide several
subsidiary issues, including: (i) whether Ms. Horler was required by law to conduct a
"due diligence" investigation prior to drafting the official statement; (ii) whether Ms.
Horler did adequately investigate the representations contained in the official statement;
(iii) whether the official statement contained material misrepresentations or omitted to
state materia facts; and (iv) whether Ms. Horler knew or should have known that the
official statement contained the alleged material misrepresentations and omissions.

If | find that Ms. Horler committed the alleged violations of the antifraud provisions, the

next issue is whether it isin the public interest to order her to cease and desist from
violating or aiding and abetting violations of those provision.
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THREE PRELIMINARY MATTERS

1. At the conclusion of the Division's case and again on brief, Respondent moved for
involuntary dismissal of the allegations or for a directed verdict. Respondent argued first
that the ruling in Johnson v. SEC, 87 F.3d 484 (D .C. Cir. 1996), bars the Commission
from imposing a cease and desist order here because to do so would penalize Respondent
for actions that occurred more than five years before the Commission initiated the
proceeding. Respondent further argued that a financial advisor who drafts an officia
statement in connection with a municipal bond offering does not have the same
disclosure obligations as the issuer or the underwriter. (Tr. 475-95; Respondent's
Posthearing Brief at 33-37.)

| deny the motion. First, the holding in Johnson does not, as a matter of law, prohibit the
Commission from seeking a cease and desist order against the Respondent. See Warren
G. Trepp, 1999 WL 753922 (Sept. 24, 1999). Second, the extent of Ms. Horler's
responsibilities depends on the facts surrounding this particular bond offering. It would
therefore be premature to reach the legal conclusion that Respondent advocates without
first making factual findings.

2. On December 11, 1998, Respondent Horler, pursuant to Rule 340 of the Commission's
Rules of Practice, 17 C.F.R. @ 201.340, filed both a Motion for Leave to File
Supplemental Response to the Division's Posthearing Reply Brief ("Motion™), and a
Supplemental Response. Respondent maintains that this additional submission is
necessary to provide "a comprehensive understanding of the facts upon which to render a
decision in this proceeding” on the issue of "whether Ms. Horler intended to mislead the
Nevada County Board of Supervisors when shetold it that [the real estate developer] had
secured enough financing to construct Phase 1 of the project.” Motion a 2. On December
23, 1998, the Division responded with a Brief in Opposition. The Division argues that,
among other things, (i) the Motion is an attempt by Respondent to recant critical
testimony; (ii) neither good cause nor concerns of essential fairness support the Motion;
and (iii) under the briefing schedule the Division had the right to rely on matters already
in the record when it made its last filing. On January 5, 1999, Respondent filed a Reply to
the Brief in Opposition.

| deny the Motion because the parties have already submitted briefs totaling almost 400
pages, and Respondent has failed to show good cause for allowing more.

3. On August 20, 1999, Respondent wrote to bring to my attention an order issued in SEC
v. Dain Rauscher, Inc., No. 98-639 (C.D. Cal. Aug. 18, 1999). In that case, the defendant
prepared official statements for six municipal bond offeringsin 1993 and 1994. The
Commission charged the defendant with failing to provide investors with material
Information in the official statements, in violation of the antifraud provisions of the
securities statutes, Municipal Securities Rulemaking Board Rule G-17, and Section
15B(c)(1) of the Exchange Act. On August 18, 1999, U.S. District Court Judge Gary L.
Taylor granted defendant's motion for summary judgment based on his finding that:
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The SEC has not shown the existing standard of care and competence in the industry was
different from that suggested by [the defendant], and has not, therefore, shown
[defendant's] conduct constituted a reckless or negligent departure from the norm.

Id. at 11. Respondent argues that the Dain Rauscher order buttresses her contentions that,
in light of the evidence adduced at the hearing: (i) the official statement did not contain
material misstatements because the information disclosed conformed to industry
standards prevailing in December 1990; and (ii) Ms. Horler's conduct satisfied industry
standards prevailing at the time she drafted the official statement.

Pursuant to Rule 340(b), 17 C.F.R. @ 201.340(b), | will consider the arguments made by
Respondent in her cover letter of August 19, 1999; the Division's responsive letter of
September 7, 1999; and Respondent's reply letter of September 9, 1999. Unlike the
previous ruling where | refused to allow the filing of supplemental briefs, the arguments
contained in the letters address something that occurred after the hearing concluded
which the parties could not have addressed in their prior filings.

FINDINGS OF FACT

My findings and conclusions are based on the record and hearing the witnesses testimony
and observing their demeanor. | applied preponderance of the evidence as the applicable
standard of proof. See Steadman v. SEC, 450 U.S. 91, 102 (1981). | have considered all
proposed findings, conclusions, and contentions. | accept those that are consistent with
this decision and | reject those that are not.

County of Nevada Special Tax Bonds, Series E-1990, Community Facilities District No.
1990-1 (Wildwood Estates)

Nevada County, California, extends from the Sacramento valley across the Sierra Nevada
Range to the Cdlifornia-Nevada border. (Div. Ex. 1 at 12.) By the mid-1980s, two
companies had tried and failed to develop a 286-acre parcel of land located in the county
which became "Wildwood Estates." n3 The land had "reverted back to acreage,” meaning
that although there was a development map on record, a new plan had to be approved
before development could occur. (Tr. 9, 92.) Due to unpaid taxes and special assessment
fees on the land, the issue of title to the land was in the hands of the bankruptcy court.
(Tr. 9.) G. Michael Montross, areal estate developer, became interested in developing
Wildwood Estates in the late 1980s. (Tr. 9-10, 28.)

n3 One unsuccessful developer was Boise Cascade which had successfully developed a
gated residential community, Lake Wildwood, on adjacent land. Lake Wildwood was
also the name of a man-made lake in the immediate area. (Div. Ex. 1 at 12; Tr. 9-11.)
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A Cdifornia statute, the Mello-Roos Community Facilities Act of 1982 ("Mello-Roos"),
provides a method of financing certain public capital facilities and services in the state.
The statue authorizes the legidative bodies of local agencies to issue bonds for
community facilities districts, and authorizesiit to levy and collect a special tax within the
district to repay the indebtedness. (Div. Ex. 1; Resp. Ex. 88.)

On February 13, 1990, the County's Board of Supervisors (the "County" or "Board")
appointed the San Francisco investment banking firm Wulff, Hansen & Co. managing
underwriter of a proposed Mello-Roos bond offering. (Resp. Ex. 9.) The offering was
designed to finance the acquisition or construction of certain public improvements to
Wildwood Estates. (Div. Ex. 1.) Mr. Montrosss firm, Montross Barber I nvestments, Inc.
("Montross Barber") was to be the project developer. (Div. Ex. 1 at 12-13.) Also on
February 13, 1990, the County retained Edwin Ness as bond counsel and Cranmer
Engineering as "engineer of work." (Tr. 62; Div. Ex. 1 at ii.) Cranmer Engineering, the
largest engineering firm in the county, would also serve as project engineer for Montross
Barber. nd4

n4 In Nevada County, it was not unusual for an engineering firm to work for
both the County and the project developer on the same project. (Tr. 62.)

On March 20, 1990, pursuant to Mello-Roos, the County formed "Community Facilities
District No. 1990-1 (Wildwood Estates).” (Div. Ex. 26.) On the same date, the County
entered into an agreement with First California Capital Markets Group ("First
California") to perform the same underwriting duties that Wulff, Hansen & Co, had
agreed to perform. The switch occurred because Derrick Dumont, who had been with
Wulff, Hansen & Co., transferred to First California and took the business with him. (Tr.
530-31, 634-36; Resp. Ex. 9E.) Selection of the underwriter was on a negotiated, as
opposed to a competitive, basis. (Tr. 111-12.) In a competitive underwriting, the issuer
selects the underwriter at the end of the process based on sealed bids that result from a
public solicitation, whereas in a negotiated underwriting, the underwriter is selected at the
beginning of the process for avariety of reasons and the underwriter works with the
issuer throughout the process. (Robert Zipf, How Municipal Bonds Work, 198-200
(1995); Tr. 111-12.) In this offering, the underwriter's responsibilities included preparing
a"report of due-diligence" and providing "the municipality with [a] securities offering
statement.” (Resp. Exs. 3, 9A; Tr. 636, 641.) The underwriter assumed liability for the
accuracy and completeness of the offering statement. (Resp. Ex. 1 at SN 01259.)

Wildwood Estates was to be a gated private residential community in which the majority
of lots offered panoramic views of Lake Wildwood and the Sierras. (Div. Ex. 1, 13.) The
County accepted the developer's proposal to complete the improvements in three phases.
The developer chose to phase the development because Mr. Montross was unable to raise
the money to do the entire subdivision at onetime. (Tr. 17.) For tax purposes, it was
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important to the County that all three phases be completed within two years. (Tr. 167-69.)
After hiring Ms. Horler and the company she worked for, Dain Rauscher, Inc.
("Rauscher") to act asthe County's financial advisor (see below), the County entered into
an Acquisition Agreement with Mr. Montross on July 24, 1990. The Acquisition
Agreement specified that the County would pay for the improvements for each of the
three phases, provided that each phase was fully completed and certified by the County
engineer as being properly completed. (Resp. Ex. 9F.) Because the development involved
both[*12] public and private facilities, it was necessary to raise funds from sources other
than a Mello-Roos offering. (Tr. 177-79.) The proceeds of the Mello-Roos tax-exempt
Series E bond offering would cover the construction cost of the public improvements
such as underground electric lines, storm drainage facilities, sanitary sewer collection
systems, and water distribution systems. (Resp. Ex. 19 at SN 00180; Tr. 30.) The
proceeds of arelated Series T-1990 bond offering, where interest on the bonds was
subject to federal income tax, would be used to finance a portion of the private
improvements such asroads. (Tr. 16, 29-30, 177-78.) The developer was to finance a
portion of the improvements such as recreational facilities, drainage facilities, roads, and
certain fees. (Div. Exs. 1, 13; Resp. Ex. 9F.)

The County had originally intended to make the offering in mid-July 1990. The first
attempted offering failed to close, and further delay occurred because of a controversy as
to the validity of afinal bankruptcy court order awarding legal title to the land. n5
(Respondent's Pretrial Brief at 6 n.5.) The controversy concerned whether the judge who
signed the order should have done o, it did not question the substance of the order. (Tr.
376.) Mr. Ness and Montross Barber wanted to proceed with the offering, but County
Counsel James Curtis and Ms. Horler convinced the Board to wait until legal title was
resolved. (Tr. 377-82; Resp. Exs. 51, 53, 55, 57.) On November 5, 1990, the bankruptcy
court confirmed that Wildwood Estates, Inc., a California corporation, was and had been
owner of the land since January 1990. (Div. Ex. 76.) Mr. Montross acquired the land on
December 14, 1989, and he transferred title to Wildwood Estates, Inc. in January 1990.
(Tr. 86; Div. Ex. 25 at FCB 00703.)

n5 Ms. Horler testified that August 21, 1990, was the anticipated preliminary closing
date, but there were not enough buyers at the interest rates offered and, in addition, an
issue arose as to title to the property. (Tr. 135.)

On December 21, 1990, the County closed the $ 9.07 million Series E bond offering. n6
(Div. Ex. 83 at RPR 00930.) The offering was "not rated" which indicates both a much
higher risk to the investor than arated offering, and a corresponding higher rate of
interest. (Tr. 547.)
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n6 A proposed schedule on Rauscher letterhead shows December 21, 1990 as the closing
date. (Div. Ex. 83 at RPR 00930.) The official statement cover page bears two dates:
December 17, 1990 and December 20, 1990. (Div. Ex. 1.)

Respondent Horler

VirginiaL. Horler worked for the City of Richmond, California, for twelve years. During
this time, she attended St. Mary's College of Californiain the evening. She earned a
bachelors degree from St. Mary'sin 1982 and an MBA, with honors, in 1984. (Tr. 98,
505; Div. Ex. 39.)

In 1983, Ms. Horler left her position as a budget analyst with the City of Richmond and
joined Rauscher, a registered broker-dealer and one of the largest regional investment
banking firms based outside of New Y ork. n7 (Tr. 99; Div. Ex. 39.) In 1989, Ms. Horler
was appointed a senior vice president and managing director in Rauscher's Public
Finance Department, a division of the Fixed Income Department. (Tr. 100-02.) In this
capacity, Ms. Horler was the project manager or the person with full responsibility for
Rauscher's involvement with various public financing projects. (Tr. 100-02.) Ms. Horler
served on Rauscher's Fixed Income Commitment Committee which recommended
whether or not the firm should undertake project underwritings. (Tr. 604.)

n7 When Ms. Horler joined the firm it was registered as Rauscher Pierce Refsnes, Inc.
(Div. Ex. 39; Resp. Ex. 17.)

Ms. Horler is an expert in the field of public finance and in Mello-Roos bond offerings.
(Tr. 606-07.) She authored Guide to Public Debt Financing in Californiain 1982 (revised
1987), which is used extensively by lay persons working in the area, and she has
participated in many educational programs related to financing public debt. (Div. Ex. 12;
Resp. Ex. 87; Tr. 299-30, 504-09, 640.) Ms. Horler earned Series 7 (General Securities
Representative) and Series 63 (Uniform Securities State Law Examination) licenses
granted by the National Association of Securities Dealers ("NASD") early in her career.
She earned a Series 53 license (Municipal Securities Principal) after 1990. (Tr. 102-03.)
In her fifteen-year career with Rauscher, Ms. Horler was involved as an underwriter or
financial advisor in about 135 municipal finance transactions which raised over $ 4
billion. (Tr. 498.) In most instances, she acted as underwriter, and about one-third of her
time was spent as financial advisor. Her clients were cities, counties, and special districts,
and the types of public financings ranged from general obligation bonds to leased
securities -- the entire gamut of transactions that local agencies in California could issue.
(Tr. 499.) Ms. Horler was one of the public finance professionals whom the California
Debt Advisory Commission, the state's clearinghouse for public debt issuance
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information, thanked for their contributions to the guidelines which the Commission
published in 1996. See Disclosure Guidelines for Land-Based Securities, California Debt
Advisory Commission, (Sept. 12, 1996) ("Disclosure Guidelines'). Ms. Horler isa
Certified California Municipal Treasurer, a certification conferred by the California
Municipal Treasurers Association.

In early May 1990, Linda Wheeler, an administrative assistant in the County Counsel's
office, alerted Ms. Horler to the upcoming Wildwood Estates bond offering. (Tr. 108,
517-18.) Ms. Horler submitted a proposal to the County on behalf of Rauscher on May
14, 1990, describing the many services Rauscher offered. Later, Ms. Horler learned from
Ms. Wheeler that the County only wanted Rauscher to give it financial advice or serve as
a"pricing consultant" because the Board had already adopted the special tax formula and
the notice of intention to proceed, and it intended to sell the bonds in the middle of July.
(Tr. 116.) Mr. Ness confirmed that when Ms. Horler became involved in May-June of
1990 the project had been under consideration for almost two years, and that Mr. Curtis,
Mr. Montross, and Mr. Cranmer of Cranmer Engineering, had already done most of the
work. (Tr. 634-35, 642-48.) The project was quite far along: the Board had held a public
meeting and had aready determined a special tax formula; Mr. Ness had filed a
"validation proceeding,” and he expected the County to sell the bondsin arelatively short
time. (Tr. 525-26.) Based on this information, Ms. Horler noted on the Rauscher
proposal, "Proposed [not to exceed] $ 10,000 including expenses, 5/15/90." (Tr. 116; Div.
Exs. 5 at 135, 39 at date stamp 657.)

Where the issuer selected the underwriter on a negotiated basis, it was customary for the
underwriter to prepare the official statement for the issuer, and Ms. Wheeler informed
Ms. Horler that First California would prepare the official statement for this offering.
(Div. Ex. 5, 135; Tr. 113, 117; see also Final Rule on Municipal Securities Disclosure 43
SEC Docket 2245, 2249 (July 10, 1989) ("Fina Rule").) Ms. Horler knew the County
wanted to hire afinancial advisor who would prepare the official statement to giveit "a
comfort level with the project and the bond issue." (Resp. Ex. 5D, page stamp FCB
02696; Tr. 342.) Thereis conflicting testimony as to why the County delegated
responsibility for preparing the official statement to a financial advisor rather than using
the underwriter. According to Mr. Curtis, due to the fact that Mr. Montross had
recommended the underwriter, the County was aware of a possible conflict of interest and
wanted an independent entity to prepare the official statement. (Resp. Ex. 5D, page stamp
FCB 02696; Tr. 342.) Ms. Horler testified, however, that the County hired Rauscher to
prepare the official statement because the underwriter lacked the staffing capabilities to
produce the official statement in afairly short time. (Tr. 121-22.)

Ms. Horler testified further that she offered to prepare the official statement for the
County when she learned the underwriter had done no work towards preparing it, and she
knew the County was preparing to go forward with pricing the bonds. (Tr. 117.) Ms.
Horler represented that Rauscher had the expertise and staff required to prepare the
official statement because the firm customarily drafted official statements when it acted
as afinancia advisor in competitive bid underwritings. (Tr. 113, 117-18.) Within aweek
of submitting the proposal to act as financial advisor for $ 10,000, Ms. Horler noted on
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the Rauscher proposal, "5/21/90 Proposed $ 30,000 [plus] out-of-pocket expenses
includes preparation of [the official statement].” (Div. Ex. 39; Tr. 122.)

On July 2, 1990, Ms. Horler, acting for Rauscher, signed a"Contract Employing
Financial Advisor" ("Contract") with the County for $ 30,000, plus reimbursable
expenses, payable by the County on receipt of bond proceeds. (Div. Ex. 56; Resp. EX.
36.) The Contract provided that Rauscher would, among other things:

1. Review and analyze all data and information which have a bearing on program to
finance the County's community facilities district, including but not limited to . . . cash
flow requirements during the design and construction periods . . . coverage ratios and
debt capacity . . . .

2. Confer and consult with County staff and elected officials, architects and contractors,
property owners, bond counsel and the underwriter, as needed, to assist the County in
developing a financing plan that meets the County's specific needs for funds and the
property owner's ability and willingness to pay.

8. Prepare the preliminary and final official statements describing the County's financing
program, the bonds, security for payment of the bonds, and the economic and financial
background of the property owners in accordance with the disclosure required by
Securities and Exchange Commission Rule 15¢2-12.

10. Coordinate printing and mailing of the preliminary and final official statement to
investors.

(Div. EX. 56, Resp. Ex. 36.)

Ms. Horler was Rauscher's representative on the project. In this capacity, she supervised
Robin J. Rappaport who had been with the firm for two or three years and had earned an
MBA from the University of Californiaat Berkeley. (Tr. 524-25.)

Ms. Horler considered Rauscher's position as financial advisor and drafter of the official
statement a unique, "hybrid" transaction for the firm. (Tr. 153, 501, 509-10, 526.)
Customarily, Rauscher's financial advisory services in a negotiated offering included the
selection of underwriters, definition of financial structure, credit review process,
document review sessions, pricing and sale of bonds, preparation of pre and post pricing
books, and closing of financing. (Div. Ex. 36; Resp. Ex. 17 at RPR 00631.) In this
negotiated transaction, however, the County had selected the underwriter prior to
Rauscher's involvement with the project. (Tr. 526.) Rauscher submitted an invoice to the
County on December 31, 1990 for $ 31,749.55 which the County paid. (Div. Ex. 92; Tr.
176.)

Ms. Horler believes that she worked very hard on the offering. n8 According to

Respondent's expert, Ms. Horler: advised the County regarding the offering's financial
structure; she evaluated the size, timing, and pricing of the offering; she prepared a pre-
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pricing book containing interest rates on comparable offerings and descriptions of the
municipal bond market at time of the sale; she verified the developer's loan commitment;
she encouraged the use of specific language in the Acquisition Agreement; and she
assisted in preparation of the official statement in accordance with Commission Rule
15c2-12. (Resp. Ex. 88 at 4-5.) With respect to her role in preparing the official
statement, Ms. Horler's position is contradictory. On the one hand, she viewed her role as
apassive reviewer of information gathered by others; on the other hand, she claims she
checked the accuracy of some, but not al, of the information in the official statement.
(Tr. 152.)

n8 In referring to Ms. Horler's efforts, | included work that Ms. Rappaport performed at
Ms. Horler's direction, unless otherwise indicated.

On direct examination, Ms. Horler described her role in drafting the official statement:
Q: Can you describe the nature of your responsibilities as you saw them?

A: Yes. It wasto carefully review al of the information that | received, compare it with
documents that | had read, and look for any inconsistencies in the documents, to
continually inquire of others that had more expertise in areas | did not have, and to be
sure that there was nothing that had come to my attention that was not adequately and
correctly and completely disclosed in the document.

Q: [You had agreed to] "prepare an official statement, describing among other things
the economic and financial background of the property owner." What, if anything, did
you do to discharge that obligation?

A: Yes. When we were first hired, and began to prepare the official statement, we asked
all parties to submit information to be included in the document. With our request for that
information, we made sure that the various parties understood that whatever they gave to
us was going to be included in the offering document that was part of a securities offering
to investors. . . . We stressed that it must be accurate and complete.

Q: Did you understand that you were required . . . to investigate and look behind the
assets and experience of the developer?

A: Only if something came to my attention that showed me that what he provided me
was untrue, or was inconsistent with what | was learning about the project.

| think it's important to reflect here for aminute that | was coming on this financing team

asthe last party. So when | talked to people like Ed Ness, and Jim Cranmer, and the
County itself, they all had had a much longer knowledge and background with this
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developer. | was looking to hear if there was anything that anybody could tell me, or any
factual basis that would tell me that what [Mr. Montross| provided us for the official
statement was not correct. | never did receive anything that showed me it was not.

(Tr. 530, 542-43.) Ms. Horler circulated several drafts of the preliminary and final
official statement and she made phone calls gathering or checking information. (Tr. 511-
12, 561-67; Resp. Exs. 29, 30, 37, 40.)

On cross-examination, Ms. Horler explained that:
A: | did check the accuracy on many of the statements in the official statements.

Q: [With respect to] the property ownership, and the developer, | thought you
acknowledged that you didn't go behind what the developer told you. So you didn't
independently check that information, right?

A: [That] iscorrect, | did not investigate. Other matters| did.
(Tr. 140, 152.)

Although Ms. Horler testified that she believed she had a duty to investigate any "red
flags' that indicated the information she had was not accurate, it is evidence that she did
not adequately investigate any of the matters underlying the alleged materia
misrepresentations and omissions, and she was aware that other professionals involved in
the offering had not done so. (Tr. 152, 509-10.)

Mr. Ness submitted a 10b-5 opinion letter to Ms. Horler which stated that:

Based upon our participation in the preparation of the Official Statement and without
having undertaken to determine independently the accuracy or completeness of the
statements in the Official Statement, we have no reason to believe that, as of the date of
Closing, the Official Statement . . . contains any untrue statement of a material fact or
omits to state any material fact required to be stated therein or necessary to make the
statements made therein, in the light of the circumstances under which they were made,
not misleading.

(Resp. Ex. 77.)

Prior to her involvement in the offering, Ms. Horler had not heard of Mr. Montross or
Montross Barber. (Tr. 142-43.) At the request of the County's Director of Finance, Ms.
Wheeler asked Ms. Horler to look into the developer's financial background, and Ms.
Horler agreed to see that an investigation was completed. (Tr. 257-58, 520.) Yet, Ms.
Horler did not investigate the finances of either Mr. Montross or the firm, and she did not
verify any of the financial information Mr. Montross provided. (Tr. 147-48, 155.)
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Ms. Horler retired from Rauscher on February 28, 1998. (Tr. 97.) She does not intend to
return to the business of investment banking-public finance. (Tr. 602.)

G. Michagl Montross and Montross Barber | nvestments, Inc.

In 1990, Mr. Montross was president and 60% owner of Montross Barber. (Tr. 213, 413.)
Mr. Montross and George A. Barber, a 30% owner, formed the firmin 1981. (Tr. 213,
215; Resp. Ex. 5B.) Mr. Barber met Mr. Montross when they both worked at the National
Science Foundation in 1971. (Tr. 215.) Mr. Montross represented to First Commercial
Bank that he had held high level positions with several government agencies. (Resp. EX.
5.) In 1966, Mr. Barber earned a degree in economics from Northeastern University and
went on to become a budget analyst with agencies of the federal government for twelve
years. Mr. Barber moved to Californiain 1978 to go into business with Mr. Montross.
(Tr. 215.)

Montross Barber's business consisted of syndicating and managing private placement
partnership interests in residential real estate, mainly in the area of Sacramento,
California. (Tr. 216, 232-33.) The firm did very well in the early 1980s when it earned a
20% return for investors. (Tr. 232.) The Tax Reform Act of 1986, however, eliminated
many of the tax benefits that had made real estate an attractive investment and drastically
changed the kind of real estate that investors found attractive. (Tr. 232-33.) The firm
began forming limited partnerships for land subdivisions in the late 1980s but only
managed to completely sell one of several projects. (Tr. 222-24.) By 1989-90 most of the
firm's limited partnership residential properties, which had been organized with slight
negative cash flows, had used up their contingency reserves. (Tr. 229-30.) At the
beginning of 1990, the firm employed about twenty-five people at its main office in San
Mateo, California, which handled accounting and investments, and 100 to 200 people at a
second office that managed the properties. (Tr. 233-34.)

Mr. Montross originally purchased the land for Wildwood Estates in his own name on
December 14, 1989, for approximately $ 2.2 million. (Div. Ex. 25.) The price included a
$ 793,000 delinguent tax assessment for 1980-81 and all subsequent years up to 1989-90.
(Resp. Ex. 5D.) In January 1990, Mr. Montross transferred title to Wildwood Estates,
Inc., acorporation he had formed. (Tr. 28-29; Resp. Exs. 19, 89A.) Wildwood Estates,
Inc. was a shell corporation whose only asset was the land known as Wildwood Estates.
(Tr. 475.) Mr. Montross was the sole shareholder and the only officer of the corporation.
Mr. Montross raised close to $ 3 million from four limited partnerships to invest in
Wildwood Egtates. (Tr. 226.)

In 1995, Mr. Barber pled guilty to seventeen counts of state securities fraud for not
disclosing Montross Barber's financial difficulties to investors in 1990. (Tr. 236; Resp.
Ex. 85.) He was sentenced to six years in prison. In July 1998, he was within a month of
completing his sentence at Folsom State Prison. (Tr. 236-37.) Mr. Barber testified under
use immunity which prohibited him from exerting any Fifth Amendment privilege. (Tr.
212.) Respondent objects to Mr. Barber's testimony on the grounds that it is both
irrelevant and lacking in credibility because Mr. Barber is a convicted felon.
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(Respondent's Responses to the Division's Proposed Findings of Fact and Conclusions of
Law at 3.) | disagree. The financial condition of Montross Barber in 1990 is relevant and
| observed the withess's demeanor and found him to be credible. See Universal Camerav.
N.L.R.B., 340 U.S. 474, 496 (1951); Howard v. Heckler, 782 F.2d 1484, 1487 (9th Cir.
1986); Anthony Tricarico, 51 S.E.C. 457, 460 (1993).

The testimony of Mr. Barber callsinto question the favorable financial information that
Mr. Montross supplied to First Commercial Bank which the bank relied on to support
loans of $ 200,000 to Montross Barber on December 5, 1989; $ 1.14 million to Wildwood
Estates, Inc. on March 8, 1990; $ 5.35 million to Wildwood Estates, Inc. on July 25,
1990; and $ 125,000 to Wildwood Estates, Inc. on November 30, 1990. (Resp. Exs. 5B,
5C, 5D, 5E.) The 1989 bank credit report represented that by 1989 Montross Barber had
formed over 100 real estate partnerships with a portfolio value of over $ 200 million, and
that Montross Barber's growth rate over the three previous fiscal years had been 13%
with dlightly higher annual profit increases of 14.5%. (Resp. Ex. 5B at 2-3.) In the normal
course of business, the bank verified information supplied by the borrower by reference
to independent sources. However, there is no evidence that the bank did so before making
these Wildwood Estate loans. (Tr. 412, 415-17.) The bank credit report noted that
Montross Barber's status as the general partner on some projects carried with it indirect
liabilities. N9 (Resp. Ex. 5B at stamp FCB 01012; Tr. 410-11.) Although Mr. Montross
personally guaranteed these loans, his personal guaranty is suspect because the 1989 bank
credit report indicated that his "substantial personal real estate holdings. . . are

of the same kind and nature as those of the firm." (Resp. Ex. 5B at FCB 01015.)

n9 The indirect liability reference was to the fact that Montross Barber, Mr. Montross,
and Mr. Barber were general partnersin certain of the projects they developed and these
projects had certain financial obligations for which all three had a potential financial
responsibility because of their general partner status. (Resp. Ex. 5B.)

----------------- END FOOTNOTES- - ---------------

Mr. Barber's testimony that in 1990 Montross Barber's financial situation was "extremely
strapped” is unrefuted. (Tr. 229-30.) In 1990, the firm did not pay taxes on some
properties and it avoided foreclosure by filing for bankruptcy protection. (Tr. 231.) Inthe
last half of 1990, it became "very, very difficult” for the firm to acquire additional
investment funds. (Tr. 232.) The firmwas in "very bad straits’ which were complicated
by an agent who started a snowball effect by making disparaging remarks about the firm
to investors. (Tr. 232.) Things got "very bad" for the firm. In some instances it defaulted
on rent payments, and Mr. Montross and Mr. Barber did not get paid on occasion. (Tr.
232-33.) The firmwas sold in July 1991.

In November 1997, Mr. Montross was indicted on federal charges of bankruptcy fraud
and money laundering. n10 (Division's Prehearing Brief at 15.) In December 1997, Mr.
Montross was convicted following ajury trial on over seventy counts of violating
California state securities laws. (Division's Prehearing Brief at 15; Respondent's Pretrial
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Brief at 5.) At the time of the hearing, Mr. Montross was incarcerated in a correctional
facility in California. (Respondent's Pretrial Brief at 5.)

LEGAL ARGUMENTSON THE MERITS
The Division of Enforcement

The Division alleges that Ms. Horler failed to satisfy her obligation to prepare a complete
and accurate offering statement. The Division further alleges that Ms. Horler violated
Section 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-
5 thereunder because the offering's official statement dated December 17, 1990, which
was circulated to investors, contained material misstatements and omissions.

Specifically, the Division charges that:

1. Ms. Horler knew but failed to disclose in the official statement that the developer
could not receive any of the Mello-Roos bond proceeds until al of the public and private
improvements for each phase of the project had been completed, and she knew but did
not disclose that the developer's loan commitment was inadequate to complete Phase |.

2. Ms. Horler knew or was reckless in not knowing that Wildwood Estates, Inc. held title
to the land, and she erroneously represented in the official statement that Mr. Montross
owned the land to be developed.

3. Ms. Horler was reckless in not investigating the developer's background and finances,
and in the official statement she created a misleading impression that Mr. Montross and
Montross Barb