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In the proceedings below, the Hearing Pand found that Reynolds
assisted in the publication of advertisements, in the form of an eight-
page research report and a single-page advertisement, containing
misstatements and omissions, exagger ated and unwar ranted statements,
and unreasonable predictions of price and future performance about an
issuer, in violation of the ethical standards, the advertising rules, and
the anti-fraud provisons. In addition, the Hearing Pand found that
Reynolds failed to disclose that the issuer had paid for the printing and
publishing costs of the advertisements and that he had received shares
of theissuer's stock as compensation for the advertisement, in violation
of the ethical standards, the advertisng rules, and the anti-fraud
provisons. The Hearing Pand also found that Reynolds improperly
shared in customer losses. Held, Hearing Pand's findings sustained in
part and reversed in part, and the sanctions are modified.

Respondent Ryan Mark Reynolds ("Reynolds’) appeded the September 13, 2000,
decison of a Hearing Pand. The Depatment of Enforcement ("Enforcement”) of NASD
Regulation, Inc. ("NASD Regulation™) cross-appealed the decison. After areview of the entire
record in this matter, we affirm in part and reverse in part the Hearing Pand's findings.

We dfirm the Hearing Pand's findings as to the first cause of action that Reynolds
violated NASD Conduct Rules 2110 and 2210 by making certain exaggerated clams,
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misrepresentations, and omissions in advertisements. We reverse and dismiss the Hearing
Pand's findings as to the first cause of action that Reynolds engaged in fraud regarding those
misrepresentations and omissions, in violation of Conduct Rule 2120 and Securities and
Exchange Commisson ("SEC") Rule 10b-5. We &ffirm the Hearing Pand's findings as to the
second cause of action that Reynolds violated NASD Conduct Rules 2110 and 2210 and
Section 17(b) of the Securities Act of 1933 ("Securities Act") by falling to disclose certain
condderation received from an issuer for publishing, printing and distributing an advertisement.
We reverse and dismiss the Hearing Pand's findings as to the second cause of action that
Reynolds committed fraud based on that same conduct. We reverse and dismiss the Hearing
Pandl's findings as to the third cause of action dleging that, in relation to the advertisements,
Reynolds failed to disclose the receipt of stock from the issuer in violation of NASD Conduct
Rules 2110 and 2210 and Section 17(b) of the Securities Act. We affirm the Hearing Pandl's
findings as to the fourth cause of action that Reynolds violated NASD Conduct Rules 2110 and
2330(f) by sharing losses in a customer's account. Findly, we affirm the Hearing Pand's
findings as to the fifth cause of action that Reynolds failed to provide the price of a security ina
angle- page advertisement, in violation of NASD Conduct Rules 2110 and 2210.

We modify the sanctions imposed below to reflect the causes of action that we have
reversed and dismissed. The Hearing Pandl's imposition of a 720-day suspension is reduced to
a 223-day suspenson. The Hearing Pand's imposition of a $155,000 fine is reduced to an
$85,000 fine. We uphold the Hearing Pandl's order of cogts, re-qudification, and advance
review of advertisng requirements. We diminate the Hearing Panel’s order of restitution and
rescisson. Our findings and modified sanctions are discussed in detail below.

l. BACKGROUND

Reynolds was fird registered as a genera securities representative with a member firm
in 1996. During the rdlevant period, he was registered with Premier Capitd Management
("Premier") asagenerd securities representative.

1. FACTUAL AND PROCEDURAL HISTORY

This matter concerns magazine advertissments in the form of an eght-page research
report (the "Report”) and a sngle-page advertisement, both of which discussed the stock of
Continental Investment Corporation ("Continental"). Continenta, a Dallas corporation whose
securities traded on the Over-The-Counter Bulletin Board, owned a large parcd of land near
Atlantathat it believed eventudly could be used as a waste management facility.

Reynolds became familiar with Continental in 1996 after being introduced to Dde
Serritt ("Serritt"), the CEO of Continental. Sterritt and Reynolds discussed Continental on
numerous occasions thereafter. According to Reynolds, Sterritt told him that "Continenta was
on the verge of becoming one of the mgor waste companies in the United States and a big part
of that was the 229 acre plot of land 10 miles outside of Atlantathat . . . was on the verge of
becoming permitted, and that he was going to use that, ong with acquisitions that he was going
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to make in the waste business, to build a mgor waste company.” Reynolds testified that he
became interested in Continenta and began following the company after his discussons with
Sterritt. Reynolds dso tedtified that he believed that Sterritt had the business acumen to
accomplish his objectives regarding Continental.

As part of his research of Continental, Reynolds reviewed the company's Forms 10-
KSB and 10-QSB that it had filed with the SEC,* various press releases, and a study that the
company had commissoned regarding the Atlanta property's viability as a waste disposd
facility. Reynolds testified that he dso spoke with Continentd officids in addition to Sterritt,
including Oliver Lee, an attorney who served on Continental's Board of Directors, and Barry
Roberts ("Roberts’), the company's general counsel.

Reynolds tedtified that, based on this review, he learned that Continenta had hired
Steve Lytle, who had 16 years of experience in the waste industry and that Continental was
pursLing acquisitions of companies aready operating waste facilities? Reynolds aso testified
that he obtained genera information about the waste industry and contacted individuas who
operated waste management businesses in the Atlanta area.

In 1997, Reynolds visited Continenta's Atlanta property and confirmed that the location
of the property was as described in the public filings and that there was arall line adjacent to the
dgte. While in Atlanta, Reynolds met with Sterritt, Roberts, Stewart Rahr ("Rahr"), who was
one of Continentd's investors, and AH, who was introduced as aformer andyst a Bear Stearns
& Co. and was serving as a consultant to Continental. According to Reynolds, Rahr stated that
he was going to invest an additiond $5 million in Continenta. Reynolds dso tetified thet
Sterritt and Roberts had told him that Continental was close to obtaining the necessary permits
for the landfill. Reynolds gtated that, on the bass of the information he had gathered, he
believed that Continental had the potentia to become a competitive force in the waste disposal
industry.

Shortly after Reynolds returned from his trip to Atlanta, Sterritt and AH contacted him
and proposed that Premier issue the Report about Continental. Reynolds understood that the
Report would be published as a magazine advertisement under Premier's name, with Continenta
financing the publishing expenses, and usng Premier as the vehicle for the payment of money to
printers and publishers. Reynolds aso understood that his name would be listed on the Report.

1

A Form 10-KSB isthe Genera Form of Annua Report for Small Business Issuers filed
with the SEC. A Form 10-QSB is the Generd Form of Quarterly Report for Small Business
| ssuers filed with the SEC.

2 Reynolds aso learned that Continental had a wholly-owned subsidiary, Fiber-Sedl, that
had engaged in the deaning, stain remova and fabric protection business snce 1971
According to Reynolds, Fiber-Sed had recently hired John Apple, an individud whom
Reynolds knew by reputation and whom he held in high regard, to serve as president of Fiber-
Sedl. In addition, Reynolds testified that he had learned that Continental planned to franchiseits
Fiber-Seal operations.



Reynolds received a draft of the Report from Continental severd weeks after the
Atlanta trip. Reynolds testified that he reviewed the draft and made an initid determination that
the Report was accurate. Reynolds aso stated that he subsequently spoke with Sterritt and
Roberts to verify that Roberts had reviewed and approved the Report and that Rahr had agreed
to the inclusion in the Report of his name and of certain comments attributed to him. In addition,
Reynolds tedtified that he questioned AH about certain analyses and caculations discussed in
the Report. Reynolds stated that he viewed the informetion in the Report as truthful based on
his knowledge of Continenta and the explanations he had received.

Reynolds provided the Report to Bryan James OlLeary ("Oleary”), Premier's
presdent and a registered general securities principd, for his review and approva. O'Leary
was aware that Continenta was going to reimburse Premier for the costs of printing and
publishing the Report and he did not object to such an arangement. Nonetheless, after
reviewing the Report, OLeary told Reynolds that he was concerned about some of the
representations made in the Report. O'Leary then purportedly contacted an investigator from
NASD's Didrict 6 office, who told him that the Report should be sent to NASD Regulation's
Advertisng Regulaion Department ("Advertisng Depatment”). O'Leary indicated to Reynolds
that Premier would have to send the Report to NASD Regulation for review. According to
Reynolds, O'Leary told him that after the report was received by NASD Regulation there
would be awaiting period and that, if they did not hear back from NASD Regulation, Premier
could issue the Report.

Reynolds testified that O'Leary ingtructed an administrative assstant to send the Report
to NASD Regulation by Federa Express with a cover letter signed by Reynolds. The record
indicates that Premier mailed a package to an NASD Regulation office & or around the time
when Reynolds clams Premier sent NASD Regulaion a draft copy of the Report. The
package was not sent to the NASD Regulation office where the Advertisng Department was
located, however. It is unclear, moreover, exactly what the package contained and whether
anyone a NASD Regulation actudly reviewed the contents® The Advertising Department did
not have a record of having received the Report at that time. Reynolds and O'Leary admitted
that they did not verify with NASD Regulation that the Report had been received by the proper
department. Nonetheless, Reynolds testified that, at the time, he believed that the Report had
been sent to the correct address and that NASD Regulation had reviewed it.

After some time had passed, Sterritt caled Reynolds and asked if the Report could be
published. There is some difference of opinion regarding exactly what happened next.
Reynolds testified that he directed Sterritt to speak to O'Leary and that he (Reynolds) bdieved

3 Premier's adminigrative ass stant testified that she mailed the Report to the NASD. The

record contains a Federal Express airbill confirming that a package from Premier was delivered
to the NASD's Rockville, Maryland offices on Piccard Road. The Advertisng Department
was not located at that office at the time. It was located in downtown Washington, D.C.
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that O'Leary gave Sterritt permission to publish the Report. Soon theresfter, the Report was
published in "Mutua Funds' magazine. O'Leary testified that he was surprised when Reynolds
showed him a copy of "Mutud Funds' magazine containing the Report because he believed
(and thought that he had conveyed to both Reynolds and Sterritt) that the advertisement could
not "be printed without gpproval, or a least a critique from the NASD" and did not know that it
would appear in a magazine without changes. OLeary admitted that, notwithstanding his
surprise a its publication, he did not tell Reynolds to stop the advertising for lack of NASD
Regulation gpproval.

The Report gppeared as an eight-page insart advertisement in the September 1997
issue of "Mutud Funds' magazine, which had over 617,000 paid subscriptions and over
25,000 single copy sdes. As discussed below, the Report generally made very postive
datements about Continenta and included in capitdized lettering a "VERY STRONG
BUY/ACCUMULATE" recommendation. Single-page advertisements, which described
Continental as"A Stock Whose Time Has Come," and invited readers to contact Premier for a
copy of "our research report,” appeared in the August and September 1997 issuesof "Town &
Country™ (paid circulation of over 428,000 and 453,000 copies respectively); the September
1997 issue of "Individud Investor" (paid circulation of over 479,000 copies); the August 1997
issue of "Edates Internationa”; and the October 1997 issue of "L eading Estates of the World."

A number of investors tedtified that they read the Report and contacted Premier to
purchase Continental shares as a result of the information contained therein.* Customer BO
testified that she contacted Premier and purchased 100 shares of Continental in August 1997
after reading the September 1997 issue of "Mutuad Funds' magazine, which contained a copy of
the Report.® She stated that the Report's discussion about Continenta, its remark that
Continentd was "a stock whose time has come,”" and "[t]he recommendation, very strong buy,
buy and accumulate,”" influenced her decision to purchase the shares. She purchased the stock
for $23 per share and later sold it for 25 cents per share.

After reading the Report in the September 1997 issue of "Mutud Funds' magazine,
customer LF contacted Premier and purchased 100 shares. He tedtified that the Report
"pogtively influenced [hig decison to purchase the stock” and that "[t]here were a lot of
gatements in the magazine that sounded very positive regarding Continenta .

Customer SIH tedtified that she first became aware of Continenta after reading the
Report in the September 1997 issue of "Mutud Funds' magazine. She contected Premier & the
telephone number listed in the advertisement and purchased 100 shares in August 1997. She

4 Although the customers discussed herein purchased shares of Continental stock through
Premier, there is no evidence that Reynolds effected the transactions or that he received any
commissions related to them.

5

The September 1997 issue of the magazine was gpparently delivered to subscribersin
August 1997.
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testified that "[jJust about everything in the advertisement interested [her] . . . . [She did not]
think there was anything that was a downer. [E]verything in the ad influenced [her] to buy it . . .
. [B]ecause [the information was] upbest . . . . [T]here [was] nothing that [indicated that] there
[was] any, you know, chance of loss of money . . . . [I]t seemed like a sure thing.”

The assgtant director of the Advertisng Department testified that she became aware of
the Report on August 18, 1997, when an Enforcement employee delivered a copy of "Mutua
Funds' magazine to her and pointed out the advertisement. She then learned that Premier was a
relatively new member firm and that it was subject to the one year new member prefiling
requirement. Her review of the Advertisng Department's records indicated that the Report had
not been filed. She then contacted O'Leary and conveyed her concern that the advertisement
rased serious questions regarding regulatory compliance and should be pulled immediately.
O'Leary indicated to her that he believed that the Report had been filed with NASD Regulation.

According to Reynalds, once he learned from O'Leary that regulators had expressed
concerns about the Report, he immediately notified Sterritt, AH, and Roberts that they could no
longer digtribute copies of the Report or in any way advertise it. Reynolds stated that, in
addition, he asked them which magazines they had contacted so that Premier could prevent any
further advertisements from being published. Reynolds tegtified that they represented that the
angle-page advertissment was due to be published in "Leading Edtates of the World."
Reynolds asserted that he caled "Leading Estates of the World" and directed them not to run
the advertisement. Reynolds, aong with another Premier registered representative, aso took al
of the stand-alone copies of the Report that they had at Premier's offices and disposed of them
50 that no further copies would be distributed. Reynolds testified that despite his efforts, he
subsequently learned that Continental had sent out another copy of the sngle-page
advertisement.

The Advertisng Department eventually referred the matter to Enforcement. During the
subsequent investigation, Enforcement discovered that Continental had paid Premier for al of
the cods of printing and publishing the Report and the single- page advertisement. Enforcement
a0 learned that Reynolds was the person a Premier who dedlt with the printers and publishers
regarding the Report and the single-page advertisement.® In addition, Enforcement discovered
that Sterritt had transferred 10,000 shares of Continental stock (then worth over $200,000) to
Reynolds grandfather's account. Reynolds denied that the transfer represented compensation
for his role in publishing the Report and single- page advertisement. He testified thet the transfer
of shares was a loan from Steritt to hedp him make up losses which occurred in his
grandfather's account.

6 For instance, the record contains a letter agreement, dated July 11, 1997, between
Reynolds (on behaf of Premier) and "Mutua Funds' magazine, pursuant to which Premier and
Reynolds agreed to pay "Mutud Funds' magazine approximately $172,000 to have the report
published in the September 1997 issue and to have an advertisement run on the back cover of
the magazine. Reynolds name aso gppears on other invoices and documents related to
payments for the Report and single-page advertisement.



Enforcement's investigation culminated in its filing of the current complaint against
Premier, OLeary, and Reynolds. The complaint contained eight causes of action aleging
various violations of the NASD's rules and the federd securities laws semming from Premier's
publication of the Report and single-page advertisement in various magazines. Five of the
causes of action pertained to Reynolds. He filed an answer denying the substantive alegations.”

After a hearing, the Hearing Pand determined that Reynolds had committed the
violations as dleged in the complant. The Hearing Pand imposed on Reynolds a totd
suspension of 720 days and a totd fine of $155,000, as well as other sanctions. Reynolds
appealed and Enforcement cross-appeal ed.

1. DISCUSSION

As discussed above, the Hearing Pand found that Reynolds had violated the NASD's
rules and securities laws as dleged in the complaint. Reynolds contests the Hearing Pand's
findings of violation and, dternaively, the sanctions imposed. Enforcement cross-appealed,
arguing that the Hearing Pand did not address certain dlegations and that the sanctions should
beincreased. We will discuss each contention in turn.®

A. First Cause—Omissions, Misrepresentations, and Exaggerated, Unwarranted
or Mideading Statements.

The first cause of action aleged that Reynolds violated NASD Conduct Rules 2110,
2120, and 2210," and SEC Rule 10b-5% by his role in the publication of the Report. We

7

Co-respondents Premier and O'Leary did not apped the Hearing Panel's decision.
Accordingly, the current decision relates only to Reynolds.

8 We note that, in its cross-gppedl, Enforcement argued that the Hearing Pandl failed to
consder dl of the facts evidencing Reynolds misconduct and requested that we impose more
severe sanctions.  As discussed infra, we agree in part with Enforcement's arguments. We
have, for instance, addressed some of the Report's passages that Enforcement asserts are
mideading but that were not specificaly addressed by the Hearing Panel. Nonetheless, because
we ultimately reverse and dismiss one cause of action and aspects of two others, we find that it
is gppropriate to reduce the sanctions, rather than increase them, as Enforcement requests.

o Conduct Rule 2110 provides that a registered representative, "in the conduct of his
business, shdl observe high standards of commercia honor and just and equitable principles of
trade.” We note that, pursuant to NASD Rule 115, "[p]ersons associated with a member shdl
have the same duties and obligations as amember under these Rules.”

10 NASD Conduct Rule 2120 dtates that "[n]o member shal effect any transaction in, or
induce the purchase or sde of, any security by means of any manipulative, deceptive or other
fraudulent device or contrivance.”
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find that Reynolds violated Conduct Rules 2110 and 2210, and we uphold the Hearing Pandl's
findings in that regard. We reverse and dismiss, however, the Hearing Pand's findings that
Reynolds violated NASD Rule 2120 and SEC Rule 10b-5 in rdation to the first cause of
action.

1. Omissons

We find that the Report omitted materid information and thus failed to present an
accurate and baanced picture of the risks and benefits of investing in Continental stock. The
Report's executive summary stated:

1 NASD Conduct Rule 2210 providesin relevant part:

All member communications with the public shal be based on principles
of far deding and good faith and should provide a sound basis for
evauating the facts in regard to any particular security ... discussed ...
No materid fact or qudification may be omitted if the omisson, in the
light of the context of the materid presented, would cause the
communicetion to be mideading.

* * %

Exaggerated, unwarranted or mideading Satements or clams are
prohibited in dl public communications ... and no member shdl, directly
or indirectly, publish, circulate or digtribute any public communication
that the member knows or had reason to know contained any untrue
Satement of amateria fact or is otherwise false or mideading.

* * *

Communications with the public must not contain promises of specific
results, exaggerated or unwarranted claims or unwarranted superlatives,
opinions for which there is no reasonable basis. . . .

2 SEC Rule 10b-5 dates, in pertinent part, that "[i]t shal be unlawful for any person,
directly or indirectly, . . . [tjo employ any device, scheme, or artifice to defraud, [t]jo make any
practice, or course of business which operates or would operate as a fraud or deceit upon any
person, in connection with the purchase or sde of any security.”
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As it is pefectly Stuated to be the dte of a massve waste
disposal and recycling facility, we believe that [Continentd] is
potentidly in a position to dominate the waste disposal business
in the entire southeastern U.S. (and beyond). WE STRONGLY
RECOMMEND THAT INVESTORS AGGRESSIVELY
ACCUMULATE SHARES OF [CONTINENTAL] AT
PRICES UP TO $50 PER SHARE.

In contrast to these optimistic Satements, Continental's Form 10-KSB, for the period ending
December 31, 1996, detailed the "often unforeseen business risks and certain cost exposures
associated with the establishment, ownership and operation of solid waste landfill sites” It
further gtated that "the Company will be subject to comprehensve federd, state and loca
environmentd, hedlth and safety laws and regulations’ and explained that requisite governmenta
permits are "difficult and time consuming to obtain” and "usudly opposed by various locd
elected officids and citizens groups.” It mentioned particular and potentialy costly problems
posed by severd federd regulatory statutes™ and expressed the belief "that there will be
increased regulaion and legidation,” even though the waste disposal industry was aready
"subject to extensve and evolving environmenta laws and regulations.”

The Report not only minimized or faled to mention many of these environmenta and
regulatory concerns, but it actudly turned some of them into a positive marketing strategy. The
Report stated that the environmentd laws forced older landfills to close and thus "helped (and
will continue to help) create wedth for [Continental's] shareholdersd . . . [A]s regards
Continentd, the environmentd issue is a pogtive, not a negative” As to licensng, "[ojur
concern, however, is not whether Continental will receive the required governmental permits,
but rather when Continenta will receive them.”

With regard to competition, Continental's SEC filing recognized that "[t]he solid waste
indudtry is highly competitive and requires substantia amounts of capitad;” that the industry was
dominated by severd large companies, aswell as regiona and loca companies, and that "[d]ll of
these companies have dgnificantly larger operations and grester financia resources than
[Continental]." But according to the Report, Continental, holding "an insurmountable strategic
advantage[,] can potentidly achieve complete predominance over dSgnificantly larger
competitors' and mgor waste companies might "outbid each other to acquire Continental rather
than suffer the potentidly irreparable damage that could be caused by a 'price war' in the
southeast.”

13 The statutes mentioned were the following: the Resource Conservation and Recovery

Act (potentialy high cost "of insurance and bonds necessary to meet financid responsbility
requirement"); the Federa Water Pollution Control Act (wetlands permitting "likely to affect the
condruction or expanson of many solid waste digposd dtes’); the Comprehensive
Environmental Response, Compensation and Liability Act (possible ligbility for investigatory and
clean-up cogts); and the Clean Air Act ("[I]andfills located in areas with ar pollution problems
may be subject to even more extensive air pollution controls and emission limitations').
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Asto Continentd itsdlf, the SEC filing showed a pattern of declining revenues, together
with increasing expenses and operating losses. In the lagt three months of 1996, Continental
had an operating loss of $320,702. For the years ending on September 30 of 1996 and 1995,
it had operating losses of $909,176 and $559,507 respectively. The company derived its
revenues 0ldy from the operations of "Fiber-Sed," a subsdiay specidizing in fabric
protection. Continenta envisoned improvement for the subsidiary, but noted that Fiber-Sed's
revenues declined over the period covered by the Form 10-KSB and that, "[h]igtoricaly,
revenues from the fabric care operation have not been adequate to fund’ Continenta's
operations.

The Report, however, described Continental as an "undervalued 'asset play,” noting its
ownership of the Atlanta property and of Fiber-Sed, which it described as a potentia "cash
cow." There was no mention of Continental's pattern of operating losses, Fiber-Sed's declining
revenues, or that subsdiary's historic inability to fund the parent's business.

Continentd's filing with the SEC concluded that, "[b]ecause of potentia politicd, legd,
bureaucratic, and other factors, there can be no assurance that the company will be able to
accomplish any of the gods for the Property within a reasonable period of time." The Report, in
contrast, described Continental as a "stock whose time has come][,]" and recommended the
company as a"very srong" buy, with "extraordinary potentia for both short-term and long-term
capital gppreciation.”

On the subjects of regulatory hurdles, competition, financid srength, and overdl
outlook, the Report thus presented an overly optimigtic picture, failing adequatdly to disclose the
risks noted in Continental's SEC filing. The Report therefore lacked a baanced statement of
risks and benefits of the investment advertised, in contravention of NASD Conduct Rules 2110
and 2210. See, eq., Sheen Financial Resources, Inc., 52 S.E.C. 185, 190 (1995) (stating that
advertisement's failure to discuss risks specificaly associated with investment was mideading);
Jay Michad Fertman, 51 SE.C. 943, 950 (1994) (dating that advertisements must "disclosein
a balanced way the risks and rewards of the touted investments.”); Donad T. Sheldon, 51
SE.C. 59, 70 (1992) (finding that published materids that "minimized the increasangly sgnificant
risks' of certan bonds was mideading), af'd, 45 F.3d 1515 (11th Cir. 1995); Brian
Prendergast, Complaint No. C3A960033, 1999 NASD Discip. LEXIS 19, a *14-18 (duly 8,
1999) (finding that respondent violated NASD Conduct Rule 2210 where he sent customers
sdes literature that faled to present a baanced statement of the benefits and risks of the
investment).

2. Predictions of Price and Future Performance

The Report aso contained unwarranted predictions of future performance and price.
The Report, for instance, made the following clams
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?? "Rarely does an investor have an opportunity to 'get in on the ground floor' of a potentia
multi-billion dollar enterprise.'*

?? "[W]e bdieve that, in the not too distant future, [Continental] will meet the requirements for
aNew York Stock Exchange listing.'*

?? "Even if 99% of dl socks are dragged down with the overdl market, in our opinion
[Continental] will be an extremely profitable exception.”

?? "We bdieve tha the discounted net present vaue of [Continentd's] assets and future cash
flowsisin excess of $250 per share."®

?? "[W]e expect to see a tremendous upside 'run’ in [Continental’s| stock price al the way up
to, at leadt, the mid-fifties”

There is no evidence in the record to support these clams. As to future performance,
we note that Continental had no experience in waste management, no profits, and it depended
on the earnings of a subsdiary, which were in decline and concededly insufficient to fund
Continenta's operations. In addition, Continental was merely in the process of evduaing the
"potentid operation” of awaste facility at the Atlanta gte. As discussed above, Continental il
had to pursue contested locd, date, and federd licensang proceedings to enter a highly
competitive industry, where successful operation requires costly compliance with an expanding
aray of environmenta, health, and safety provisons. As Continentd itself acknowledged in its
SEC filing, "[b]ecause of potentia political, legd, bureaucratic, and other factors, there can be
no assurance that the Company will be able to accomplish any of its gods for the Property
within a reasonable period of time."

u We note that the Hearing Pand did not find that this statement was mideading.
Enforcement, however, arguesin its cross-gpped that this statement was mideading. We agree.
As discussed infra, there was no reasonable bads for this and many other extremely optimigtic
gatements made in the Report about Continental's future performance.

1 The Hearing Pand did not find that this statement was mideading. We agree with
Enforcement, however, that it was mideading in light of Continental's financid condition and
operating higory at the time when the gatement was made. The courts and the SEC,
moreover, have specifically noted that false statements that a security could soon be listed on an
exchange are mideading. See, e.g., SEC v. Wdlshire Secs, Inc., 737 F. Supp. 251, 256
(SD.N.Y. 1990) (finding unsupported assurances that securities would be listed on exchanges
to be mideading).

10 The Hearing Pand dso faled to address this statement. On gppedl, Enforcement
argued that it was mideading. On the basis of the record before us, we agree.
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Specificdly with regard to the price prediction, we find such a dlam to be inherently
mideading. Continental's stock was trading between approximately $23 and $25 per share
during the period when the Report was published. Thus, the statement that Continental's stock
would rise to, "a leadt, the mid-fifties" represented an unwarranted prediction that the stock
price would increase more than 100 percent.

We concur with the Hearing Pand's finding that Continental's stock was speculaive'’
and we find that the Report contained future performance and price projections without a
reasonable basis. We aso find that the digtribution of such materia was grosdy inconsstent
with both just and equitable principles of trade and the advertisng sandards™ See C. James
Padgett, 52 S.E.C. 1257, 1265 (1997) (holding that predictions of substantial increases in the
price of any security that are made without a reasonable bas's are mideading), aff'd, 159 F.3d
637 (D.C. Cir. 1998) (table format), cert. denied, 525 U.S. 1070 (1999); Lester Kuznetz, 48
S.EE.C. 551, 553 (1986) (same), aff'd 828 F.2d 844 (D.C. Cir. 1987); Richard Bruce & Co.,
43 SE.C. 777, 782 (1968) (finding that predictions of "a sharp increase in earnings with
respect to a speculative stock without disclosure of the uncertainties as well as the known facts
upon which a prediction rests [are] inherently mideading”); Richard J. Buck & Co., 43 S.E.C.
998, 1006 (1968) (dating that predictions of a subgtantid increase in the price of an
unseasoned security and predictions of a sharp increase in performance are inherently
mideading).

3. Exaggerated Clams

The Report dso contained a number of exaggerated clams. The Report, for instance,
contained the following language:

?? Continenta stock "offers extraordinary potentid for . . . short-term . . . appreciation”;

?? "Continental presents a ‘textbook case . . . wherein a smdl company holding an
insurmountable drategic advantage can potentidly achieve complete predominance over
sgnificantly larger competitors’;

?? "Unless Bill Gates or the Japanese dig a Grand Canyonesque hole 9 miles from downtown
Atlanta, the vaue of [Continenta's] property has no place to go but up";

1 Continental was in the developmental stage, it had little operating history, and had
sustained losses.  See Clinton Hugh Halland, 52 SE.C. 562, 565 n.16 (1995) (holding thet
securities of “development-stage companies with a limited higory of operations and no
profitability” are speculative), aff' d, 105 F.3d 665 (Sth Cir. 1997) (table format).

18 Although we find that Reynolds acted with gross negligence in this case, it must be

emphasized that no such showing is required to find that a respondent has violated Conduct
Rules 2110 and 2210.
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Reynolds and O'Leary acknowledged that the Report used questionable language. Reynolds
described the report as "salesy” or "alittle bit fantastic* and O'Leary "thought it was ridiculoudy
written and exaggerated.” We find that the Report's unwarranted and exaggerated claims about
Continental were mideading.

4, Materidity of the Information

The test of materidity is whether a reasonable investor would consider the information
ggnificant. See Basc Inc. v. Levinson, 485 U.S. 224, 231-32 (1988). In other words, a
misstated or omitted fact is materid if it would have been viewed by a reasonable investor as
having dtered the "totd mix" of information made avalladle. See TSC Indus,, Inc. v. Northway,
Inc., 426 U.S. 438, 449 (1976). The "reasonable investor” standard is an objective one. |d. at
445 We find that the omissons, misrepresentations, and exaggerated, unwarranted or
mideading statements in the Report, discussed above, mest that test.

A reasonable investor, for ingtance, would certainly congder sgnificant information
pertaining to an issuer's financid condition and profitability. See Riedd v. Acutote of Colorado
LLP, 773 F. Supp. 1055, 1063 (S.D. Ohio 1991) ("[A] company's ‘financid condition,
solvency, and profitability’ [are] clearly materid."); Charles E. French, 52 S.E.C. 858, 863 n.19
(1996) (halding that one cannot successfully challenge the materidity of information about the
financid condition, solvency, and profitability of the entity respongible for the success or fallure
of an enterprise). Y, in this case, the Report not only faled to disclose, but actualy
exaggerated, Continental's true financid condition.

We find that a reasonable investor aso would view as important the fact that the
success of an issuer's primary business venture was contingent on its receiving numerous
licenses and permits that had not been obtained.® The Report, however, offered no meaningful

19 We note as wdll that, unlike in some private-party actions, proof of customer relianceis

not a necessary eement in an enforcement action. See Kuznetz, 48 S.E.C. at 554 (1986),
af'd, 828 F.2d 844 (D.C. Cir. 1987) (table format); Alfred Miller, 43 S.E.C. 233, 239 (1966).

20 See, eq., Warshaw v. Xoma Corp., 74 F.3d 955 (9th Cir. 1996) (dismissal of action
unwarranted where defendant company had made public assurances that FDA approva of a
drug crucid to company's success was imminent because company knew approva was unlikely
and a reasonable juror could find that such information was materidly mideading,
notwithstanding company's cautionary statements); Gold Properties Restoration Co., 50 S.E.C.
1236, 1242 (1992) (finding materidly mideading statements in an offering document concerning
the vaue of certain gold reserves where inadequate sampling and testing had been performed to
support such representations); Thomas J. Fittin, J., 50 SE.C. 544, 546 (1991) (finding the
characterization of certain drilling programs as involving developmenta wels, when they were
actudly exploratory, to be materidly mideading); Richard J. Buck & Co., 43 S.E.C. 998, 1006
(1968) (company's failure to inform investors that negotiations with eectronic companies for the
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discussion of the potentid obstacles that Continental faced before it could even begin operating
a wadte disposd fecility, let done operating a profitable one. Instead, the Report touted the
purchase of Continental's stock as an investment opportunity of alifetime.

Indeed, three customer witnesses stressed the enthusiastic tone of the research report as
influencing ther investment decisons. One customer mentioned "the wording: 'A stock whose
time has come.™ A second mentioned that "[t]here were alot of statementsin the magazine that
sounded very podtive regarding Continentd.”  Another tedtified that the advertisement
influenced her to purchase the stock, explaining "it's al upbeet. | mean there is nothing that tells
you that there is any, you know, chance of loss of money. | mean, it seemed like asure thing.”
We find that these investors were reasonable in congdering this informeation to be significant in
making their determinations to purchase shares of Continentd's stock. These investors certainly
would have been in a better position to evauate the Report's "strong buy” recommendation if
they had known about Continental's risks and adverse performance record.

As the SEC has explained, the failure to discuss risks specificaly associated with an
investment and the use of mideading Satements violates the advertisng rules. See Sheen
Financiad Resources, 52 S.E.C. at 190-91; Jay Michael Fertman, 51 SE.C. at 950. The
Report's overly optimigtic portraya of Continental was afar cry from the balanced discussion of
risks and benefits required by NASD Rules 2110 and 2210.

Nonethdless, Reynolds argues that a finding of materidity cannot be made because
there is no proof that the statements contained in Continental's Form 10-KSB filing with the
SEC continued to be accurate when the Report was published. We find this argument to be
without merit. The Report was first published in or about August 1997.** The Form 10-KSB
introduced during the hearing below was filed with the SEC on February 11, 1997, it covered
Continenta's short fiscd year ending December 31, 1996, and it was the most recent such filing
avalable. The record dso contains Continental's Form 10-QSB for the period ending March
31, 1997, which was filed with the SEC on May 15, 1997.

Although Form 10-QSBs normaly contain less detailed information than do Form 10-
KSBs, it is reasonable to expect that if Continentd's business had changed significantly for the

sde or licenang of its product were producing negative results was materidly mideading in light
of other optimigtic satements). See dso San Leandro Emerg. Medica Group v. Phillip Morris
Cos., 75 F.3d 801, 809-10 (2d Cir. 1996) ("Materid facts include not only information
disclosing the earnings and digtributions of a company but dso those facts which affect the
probable future of the company and those which may affect the desire of investors to buy, sl,
or hold the company's securities") (citing SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 849
(2d Cir. 1968), cert. denied, 394 U.S. 976 (1969)).

2 As discussed previoudy, adthough the Report was published in the September 1997
issue of "Mutud Funds' magazine, that issue was gpparently distributed to subscribersin August
1997.
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better it would have been evidenced in the Form 10-QSB, either through a brief narraive
describing the change in circumstances or through improved financid information. Continental's
Form 10-QSB, however, did not provide any narrative information indicating thet it otherwise
had improved its postion and the required financid information showed thet it continued to
operate at aloss. Continenta's Form 10-QSB aso reiterated as follows:

In order to satisfy the liquidity needs of the Company for the following
tweve months, the Company will be primaily dependent upon
proceeds from the sale of the Company's stock and, to a lesser extent,
revenues generated from the operation of its fabric care business.
Higtoricaly, revenues from the fabric care operation have not been
adequate to fund the operations of the Company. Because of potentia
politica, lega, bureaucratic, and other possble unforeseen factors
unknown to the Company at this time, there can be no assurance that
the Company will be able to accomplish any of its gods for the
Company's Atlanta property.

Continental's Form 10-QSB, moreover, noted that "it should be read in conjunction with the
Form 10-KSB Report of Continental Investment Corporation . . . for the short fiscd year
ended December 31, 1996 . . . ." Findly, Reynolds did not introduce any evidence indicating
that Continenta's circumstances had materialy changed. Under these circumstances, we find
that the record evidence adequately and fairly represented Continentd's financid and business
positions at the time when the Report was prepared and published and that the subsequent
omisson of the cautionary information contained in Continentd's SEC filings, in combination
with the optimistic representations contained in the Report, made the Report materidly
mideading. Cf. Fect v. The Price Company, 70 F.3d 1078, 1083-84 (9th Cir. 1995) (holding
that the shortness in time, three months, between two contradictory Statements was
circumgtantia evidence that the optimistic Satements were false when made), cert. denied, 517
U.S. 1136 (1996); In re Glenfed, Inc. Sec. Litig., 42 F.3d 1541, 1549 (9th Cir. 1994) (en
banc) (absence of any indication of an intervening catastrophic event between two contradictory
datements was entitled to sgnificant weight in determining whether optimistic satement was
fdse).

Reynolds dso argues that the information contained in Continentd's periodic filings with
the SEC is publicly available and thus the Report did not have to specificdly disclose it. As
Reynolds points out, there are some cases involving private litigants where the courts have held
that the failure to disclose publicly available information was not a materiad omisson. See, eg.,
Johnson v. Wiggs, 443 F.2d 803, 806 (5th Cir. 1971) (holding that there was no duty to
disclose information which was aready in the public domain); Panter v. Marshall Field Co., 646
F.2d 271, 289 (7th Cir.) (holding that the defendant was not obligated to re-emphasize facts
dready "known to the ordinary investor through papers of generd circulation.”), cert. denied,
454 U.S. 1092 (1981).

Nevertheless, we decline Reynolds invitation to apply the same principle to regulatory
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enforcement actions. The SEC has hdd that, in the enforcement context, a registered
representative may be found in violation of the NASD's rules and the federa securities laws for
falure to fully disclose risks to customers even though such risks may have been discussed in a
prospectus delivered to the customers. See, eg., Lary Ira Klein, 52 S.E.C. 1030, 1036
(1996) ("Klein's ddivery of a prospectus to Towster does not excuse his failure to inform her
fully of the risks of the investment package he proposed.”); Robert A. Foster, 51 SE.C. 1211,
1213 n.2 (1994) ("Notwithstanding Foster's distribution of the prospectuses, he is liable for
making untrue statements of materid facts and omitting to state materia facts. . .. Asthe
Commission has long held, information contained in prospectuses ‘furnishes the background
againg which the sdlesman's representations may be tested.") (Order Ingtituting Proceedings,
Making Findings and Imposing Sanctions) (quoting Ross Secs,, Inc., 41 S.E.C. 509, 510
(1963)).

In fact, we previoudy regected a clam smilar to the one advanced by Reynolds here.
In Migud Angd Cruz, Complaint No. C8A930048, 1997 NASD Discip. LEXIS 62 (Oct. 31,
1997), the respondent argued that he could not be found liable for ord misrepresentations
because he had supplied a prospectus to the customers that contradicted his alleged statements.
Id. We held that "the fact that an unsophisticated customer receives a prospectus disclosing the
nature of the product is no defense to dlegations of misrepresentation or unsuitability.” 1d. at
*47.

In any event, to the extent that the private litigation cases cited above can be read to
stand for the broad propostion that any information filed with the SEC (or other regulator)
never has to be disclosed further, we respectfully disagree? The mere fact thet information has
been made publicly available through a required regulatory filing is not necessarily germane to
the issue of whether the omisson of the information from a subsequent disclosure document (or
advertisement) is immaterid, especidly when viewed againg other satements made in that
subsequent document.

Indeed, Reynolds argument, taken to its logica end, might produce the incongruous
result that an issuer could say one thing in an SEC filing and then say just the opposte in a
subsequent document without fear of ligbility because the truthful satement was in some sense
"publicly available” We note, as well, that a number of cases involving private-party plaintiffs
gppear incondstent with the notion that publicly avalable information is dways immateria. See,
eg., United Paperworkers Intl Union v. International Paper Co., 985 F.2d 1190, 1199-1200
(2d Cir. 1993) (holding that disclosure in a firm's 10-K did not cure incomplete disclosurein a
proxy statement); In re Apple Computer Sec. Litig., 886 F.2d 1109, 1114 (9th Cir. 1989)
("Ordinarily, omissons by corporate ingders are not rendered immaterid by the fact that the
omitted facts are otherwise available to the public.”), cert. denied, 496 U.S. 942 (1990);
Kronfed v. Trans World Airlines, Inc., 832 F.2d 726, 736 (2d Cir. 1987) ("There are serious

2 It is far from clear to us that these cases stand for such a broad propostion, asthey

involved information that was widely disseminated to the public through the mass media
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limitations on a corporation's ability to charge its stockholders with knowledge of information
omitted from a document such as a proxy statement or prospectus on the bass that the
information is public knowledge and otherwise available to them.”), cert. denied, 485 U.S. 1007
(1988).% Accordingly, and consistent with our discussion above, we find that the Report made
misrepresentations and omissions that a reasonable investor would have found significant.

5. Reynolds Liahility for the Omissions and Misrepresentations

Reynolds argues that he cannot be held liable for the Report's contents because he is
not the author of the Report. Reynolds argument is unpersuasive. A respondent cannot escape
ligbility merely because he or she did not personaly make the mideading Satements. See SEC
v. First Jersey Secs, Inc., 101 F.3d 1450, 1471 (2d Cir. 1996), cert. denied, 522 U.S. 812
(1997) ("Primary liability may be imposed not only on persons who made fraudulent
misrepresentations but also on those who had knowledge of the fraud and assgted in its
perpetration.™) (citing Azidli v. Cohen Law Offices, 21 F.3d 512, 517 (2d Cir. 1994)).

Here, Reynolds was intimately involved in various aspects of the publication of the
Report from the outset. He engaged in the initid discussons with Sterritt regarding Continenta's
financing of the Report's publication under Premier's name. Reynolds sgned the letter
agreement for its publication in "Mutud Funds' magazine, received publishing invoices, and
negotiated payment with "Town & Country” magazine. He aso had discussions with Sterritt
about wiring Continental's money to Premier. He closdly reviewed a draft of the Report and
consulted with Continental’'s management about severd statementsin it. He reviewed with AH
cdculaions underlying the Report. Reynolds authorized the gppearance of his name on the
Report as the contact person and was willing to let readers assume that he was the author. He
signed the cover letter which supposedly transmitted the draft Report to NASD Regulation.
Indeed, O'Leary tedtified thet, "from gart to finish,” Reynolds was the "quarterback™ who "put
[the Report] together, you know, got the money, ran the ads.”

In short, Reynolds embraced the Report, alowed his name to be held out as the author,
and assigted in its digtribution to the public. Under these circumstances, we find that Reynolds
endorsed the contents of the Report and that he may be held liable as a direct participant in the
publication of the mideading statements contained therein.  See Sheen Financia Resources, 52

2 See dso Fisher v. Plessey Co., 559 F. Supp. 442, 446 (S.D.N.Y. 1994) ("[T]here
may well be ingances in which the offeror's duty to disclose information in offering materias is
not relieved by the public availability of the same information.”); Dimeing v. Tucker Anthony
and R.L. Day, Inc., No. 80-909, 1982 U.S. Dist. LEXIS 13259, at *10, *27 (E.D. Pa. Apr.
8, 1982) (holding that misstatements concerning the taxability of interest on municipad bonds
were materid even though a Moody's manua disclosed the correct information); Dickey v.
Carter, 392 F. Supp. 1055, 1056-57 (D. Mass 1975) (finding materid the failure of an issuer, a
newly formed mass marketing insurance company, to disclose that a large underwriter of
automobile insurance "had dready announced its intention to mass market insurance”).
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SE.C. a 191 n.25 (finding ligbility and stating thet, "[w]hile some of [the mideading advertising]
may have been prepared by entities other than Applicants, Applicants endorsed the contents of
these documents when they affixed the Firm's logo and Sheen's name and business address to
each document . . . and didtributed [them] to seminar attendees’); Everest Secs,, Inc., 52
S.E.C. 958, 962-65 (1996) (upholding finding of violation where respondent digtributed, but
did ot participate in the preparation of, a private placement memorandum containing mideading
information), aff'd in part and vacated in part, 116 F.3d 1235 (8th Cir. 1997) (table format).

Reynolds dso argues that he should not be found liable because he believed, in good
faith, that the representations made in the Report were truthful and not mideading, and because
he reasonably relied on the representations of Continenta’'s management.  We rgect his
contentions to the extent that he relies on them as a defense to Conduct Rules 2110 and 2210,
neither of which requires ashowing of scienter.?*

Reynolds reviewed the Form 10K-SB that Continentd filed with the SEC, and he was
thus aware of Continental's history of operating losses, its declining revenues, its inability to fund
ongoing operations, and its lack of experience in the waste management industry. Similarly, he
was aware of the many hurdles underlying entry into that industry—numerous expensive and
time-consuming contested regulatory proceedings before local, state, and federa agencies;
costly compliance with environmentd restrictions; and the "highly competitive®" and costly nature
of the industry itsdf. The Report, which Reynolds read closely and discussed with the issuer's
Generd Counsd and with AH, mentioned none of these negatives.

Reynolds had a duty under Conduct Rules 2110 and 2210, which he did not discharge,
to make reasonable efforts to ensure that the advertisement did not contain mideading
information. We find that Reynolds was grosdy negligent in participating in the Report's
publication under the facts of this case and that he violated Conduct Rules 2110 and 2210.

The fact that Reynolds purportedly relied on satements made by Continentd's
management, including its general counsdl, does not dter our conclusion. Professond standards
in the securities industry require much more than unquestioning reliance on information provided
by the issuer. See Everest Secs,, 52 SEE.C. a 963 ("When an issuer seeks funds to finance a
new and speculative venture, brokers . . . 'mugt be particularly careful in verifying the issuer's
obvioudy sdf-serving statements as to its operations and prospects.™) (citing Hamilton Grant &

24 See, eg., Eliezer Gurfd, Exchange Act Rel. No. 41229, 1999 SEC LEXIS 640, at
*13 (Mar. 30, 1999) ("Proof of scienter is not required to establish a violation of NASD
Conduct Rule 2110."); Exced Financid, Inc., Exchange Act Rel. No. 39296, 1997 SEC LEXIS
2292 (Nov. 4, 1997) (noting that NASD Sanction Guidelines for the advertisng rules under
Conduct Rule 2210 differentiate between intentiona or reckless and inadvertent misconduct);
Danid C. Montano, Complaint No. C02950050, 1997 NASD Discip. LEXIS 8 (Jan. 23,
1997) (holding that the fact that respondent did not intend to midead the public is no defense to
advertising rule violation under NASD Conduct Rule 2210).
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Co., 48 SE.C. 788, 794 (1987)).® Rdiance on the advice of the issuer's counsd is adso
unavaling. See, eq., Arthur Lipper Corp. v. SEC, 547 F.2d 171, 182 (2d Cir. 1976) (holding
that a broker could not rely on advice of issuer's counsdl; to be considered a relevant factor, the
advice mugt come from a wholly disnterested party), cert. denied, 434 U.S. 1009 (1978);
Michadl Ben Lavigne, 51 SEE.C. 1068, 1071 n.18 (1994) (same), aff'd, 78 F.3d 593 (9th Cir.
1996) (table format).

In light of the aforementioned discussion, we find that Reynolds was grossy negligent in
directly paticipating in the publication of an advertissment contaning materid
misrepresentations, exaggerated and mideading clams, unwarranted price and performance
predictions, and omitting materid information. This conduct was inconsgent with high
standards of commercid honor and just and equitable principles of trade, and therefore violated
Conduct Rule 2110. His action dso fdl far short of the advertisng standards set forth in
Conduct Rule 2210.

We do not find, however, that the record supports the Hearing Pandl's determination
that Reynolds engaged in fraud. We therefore reverse and dismiss the Hearing Pand's findings
that Reynolds violated Conduct Rule 2120 and SEC Rule 10b-5.

Scienter is an dement of an action brought pursuant to Conduct Rule 2120 and SEC
Rule 10b-5. Scienter requires proof that a respondent intended to deceive, manipulate, or
defraud,?® or that he acted with severe recklessness involving an extreme departure from the
standards of ordinary care?” Our review of the evidence indicates that Reynolds conduct—
abet grosdy negligent and inconsstent with just and equitable principles of trade and the
gandards set forth in the advertisng rule—did not rise to the level of scienter required by the
anti-fraud provisons®®

» See dso Jay Houston Meadows, 52 S.E.C. 778, 785 (1996) ("[Meadows] had an
obligation to investigate and verify condstently optimistic assartions before repegting them to
others."), aff'd, 119 F.3d 1219 (5th Cir. 1997); Robert A. Magnan, Admin. Proc. File No. 3-
8370, 1995 SEC LEXIS 1732, at *21-22 (duly 5, 1995) ("[A] sdesman cannot ddiberately
ignore that which he has a duty to know and recklesdy date facts about matter of which heis
ignorant. He must analyze sdles literature and must not blindly accept recommendeations made
therein.") (citing Hanly v. SEC, 415 F.2d 589, 595-96 (2d Cir. 1969)).

2 See Aaron v. SEC, 446 U.S. 680, 686-687 n.5 (1980); Ernst & Erngt v. Hochfelder,
425 U.S. 185, 193 (1976).

2 See Hollinger v. Titan Capita Corp., 914 F.2d 1564 (9th Cir. 1990), cert. denied, 499
U.S. 976 (1991); In re Baesa Secs Lit., 969 F. Supp. 238, 241 (S.D.N.Y. 1997).

28

Our findings that Reynolds acted with gross negligence but not recklessy are not
inconsgtent. Although it is often difficult to draw the line between the two standards, they are
not synonymous, and courts have clearly made the digtinction in cases involving alegations of
fraud. See, eq., Boad of County Commissioners v. Liberty Group, 965 F.2d 879, 883-84
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It is important to emphasize that we reject the Hearing Pandl's finding of scienter based
on the combination of a number of factors not ordinarily present in afraud action. In this case,
Reynolds performed a basic investigation of Continentd. For instance, he personally ingpected
Continentd's main ass&t, held discussons with some of Continenta's potential competitors, and
reviewed a study and news articles about Continental. He aso testified that he believed that
Continentdl's Stuation had changed for the better from the time when it had filed the Form 10-
KSB with the SEC to the time when the Report was prepared because of certain
representations made by Continental's management.  Furthermore, he made inquiries of and
received assurances from Continentd's management regarding certain additiona information
contained in the Report. We find it significant, moreover, that Reynolds had limited experience
in the securities industry and he received little guidance or direction from his supervisor,
O'Leary. Itisdsoimportant that Reynolds did not attempt to concedl his actions. He thought
that he had cleared the advertisement with his supervisor and believed that NASD Regulation
had reviewed and not objected to the Report. We find that, taken together, these facts negate a
showing of fraudulent intent or extreme recklessness, notwithstanding that Reynolds
investigation was inadequate, his reiance was unreasonable, and many of his assumptions were
mistaken. See Kevin D. Kunz, No. C3A960029, 1999 NASD Discip. LEXIS 20, a *45 n.21
(Quly 7, 1999) (respondent's reliance on issuer's comments and a mideading audited financia
gatement, athough unreasonable, negated finding of scienter).

B. Second Cause—Undisclosed Congderation: Continentd's Funding of the
Report

(20th Cir. 1992) (holding that the proper standard for a fraud claim based on SEC Rule 10b-5
is intent or recklessness and not gross negligence, athough the line between recklessness and
gross negligence is a fine one), cert. denied, 506 U.S. 918 (1992); Reiger v. Altris Software,
Inc., No. 98-CV-528 TW (JFS), 1999 U.S. Dist. LEXIS 7949, at *22-23 (S.D. Cd. May 3,
1999) (holding that gross negligence is not sufficient to prove scienter under SEC Rule 10b-5;
conduct must have been at least reckless); In re Baesa Secs. Lit., 969 F. Supp. at 2401 (noting
that, in relaion to actions brought under SEC Rule 10b-5, the Supreme Court |eft open the
issue of "whether ‘recklessness—in the sense, not of gross negligence, it of ‘a form of
intentional conduct'—could congtitute such scienter”) (quoting Erngt & Erngt v. Hochfelder, 425
U.S. 185, 193-94 n.12 (1976)). See dso Cappdlo v. Duncan Aircraft, 79 F.3d 1465, 1474
(6th Cir.) (noting digtinction between gross negligence and recklessness in tort action), cert.
denied, 519 U.S. 980 (1996); King v. Fairman, 997 F.2d 259, 261 (7th Cir. 1993) (noting
difference between crimina recklessness and gross negligence); Germany v. Vance, 868 F.2d
9, 27 n.10 (1« Cir. 1989) (tating that for purposes of a section 1983 action based on the
denid of condtitutiona rights, it was "most appropriate to view ‘reckless or calous indifference
not as a heightened degree of negligence (akin to ‘ gross negligence), but rather as alesser form
of intent").
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The second cause of action aleged that Reynolds violated NASD Conduct Rules 2110,
2120, 2210, SEC Rule 10b-5, and Section 17(b) of the Securities Act of 1933 by failing to
disclose that Continental funded the printing and publication of the Report and single-page
advertisement. The Hearing Pand made findings of violation conggent with the dlegations in
the complaint. We find that Reynolds violated NASD Conduct Rules 2110 and 2210 and
Section 17(b) of the Securities Act, and we uphold the Hearing Pand's findings in that regard.
We reverse and dismiss, however, the Hearing Pandl's findings that he violated NASD Conduct
Rule 2120 and SEC Rule 10b-5.

We find that Continentd's payment to Premier of dl printing and publication costs
associated with the publication of the Report was a materia fact that should have been
disclosed. The Report purported to contain an independent analyss of Continenta's stock.
The relationship between the two entities could be viewed as an incentive for Premier to report
favorably about and to suppress or tone down negative aspects of Continental's business
prospects and financia dtatus. It strains credulity to suggest that a reasonable investor would
not have viewed the fact that Continental paid Premier for the costs of printing and publishing
the advertisements as having dtered the tota mix of information. Put another way, a reasonable
investor, deciding whether to purchase Continentd on the srength of Premier's glowing
recommendations, would certainly find significant the fact that Continental had financed such
satements. See Kevin Eric Shaughnessy, Exchange Act Rel No. 40244, 1998 SEC LEXIS
1507 (July 22, 1998) (reasonable investor would consider broker's receipt of money from
stock promoter as materia in deciding whether to purchase that stock based on broker's
recommendations).

We find that Reynolds was grosdy negligent in participaing in the publication of the
Report and sngle-page advertisement under the facts of this case, in violation of Conduct Rules
2110 and 2210. In addition, we find that Reynolds violated Section 17(b) of the Securities
Act® Tha provision "imposes ligbility on one who publicizes securities for an undisclosed

2 Section 17(b) of the Securities Act provides in pertinent part as follows:

It shdl be unlawful for any person . . . to publish, give publicity to, or circulate
any . .. advertissment . . . which . . . describes [ security for a consideration
received or to be received, directly or indirectly, from anissuer . . . without fully
disclosing thereceipt . . . of such congderation and the amount thereof.

We note that this agpect of the second cause of the complaint is charged as a violation of
NASD Conduct Rule 2110. See DOE v. Aleksandr Shvarts, Complaint No. CAF980029,
2000 NASD Discip. LEXIS 6 a *12-13 (June 2, 2000) (noting that "violations of federa
securities laws and NASD Conduct Rules, are viewed as violations of Conduct Rule 2110
without attention to the surrounding circumstances because members of the securities industry
are expected and required to abide by the applicable rules and regulations')(citations omitted).
As with Conduct Rules 2110 and 2210, Section 17(b) does not require proof of scienter. See
SEC v. Omnigene Development, Inc., 105 F. Supp. 2d 1316, 1320 (S.D. Fla. 2000); SEC v.
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compensation, whether received 'directly or indirectly.” This provison is satisfied when the facts
show that, in substance, there was a quid pro quo.” SEC v. Liberty Capita Group, Inc., 75 F.
Supp. 2d 1160, 1162 (W.D. Wash. 1999) (quoting SEC v. Wall Street Pub. Ingt., 851 F.2d
365, 376 (D.C. Cir. 1988); United States v. Amick, 439 F.2d 351, 364-65 (7th Cir. 1971)).
As courts have noted, moreover, the United States House of Representatives Committee
Report explained that this provison was "particularly designed to meet the evils of the 'tipster
sheet,’ as well as articles in newspapers or periodicals that purport to give an unbiased opinion
but which opinions in redlity are bought or pad for." SEC v. Wal Street Pub. Indtitute, Inc.,
851 F.2d 365, 369 n.6 (D. D.C. 1988); see dso Continental Capita & Equity Corp.,
Exchange Act Rel. No. 36886 (Feb. 26, 1996).

The conduct a issue here is the very conduct that Section 17(b) was intended to
prohibit. The Report was published under the guise of a broker-deder's unbiased research
report when in fact it was a propaganda or marketing piece on behdf of and pad for by the
issuer.  The quid pro quo test, moreover, is clearly satisfied in this case. Each party gave
something and got something in return.  Continentd gave money and recaived nationdly-
circulated advertisng in which a brokerage firm touted its sock. Premier and Reynolds gave
Continental that imprimatur and received nation-wide publicity, with the potentid for contacts
with investors. Reynolds told O'Leary that "it would be greet for the firm[,]" and believed that
the advertisement would "benefit Premier and [himsdf]” by making new contacts and opening
new accounts. O'Leary aso explained that Premier did not have the money to run ads and
described the advertising arrangement as "more or less an agreement with Continenta to get our
name in the public.” Under these circumstances, Continental's payment of advertisng expenses
obvioudy constituted "consderation.'®

Liberty Capital Group, Inc., 75 F. Supp. 2d 1160, 1163 (N.D. Wash. 1999).

%0 See SEC v. Liberty Capital Group, Inc., 75 F. Supp. 2d at 1162 (holding that evidence
of aquid pro quo satisfies "consideration” edement). See adso United Statesv. Amick, 439 F.2d
351 (7th Cir. 1971) (upholding Section 17(b) violation where issuer did not make outright
grants of cash or stock as congderation, but purchased subscriptions to the publication); Paul
Page, Jr., Exchange Act Rel. No. 33-7746, 1999 SEC LEXIS 2036 (Sept. 29, 1999) (finding
aviolaion of Section 17(b) where respondents failed to disclose a payment of $30,000, the
amount of reimbursement from the issuer for publication and mailing expenses, and the receipt
of the right to receive an amount of the issuer's warrants in the event the stock price reached
and remaned a cetan price levels). Reynolds reliance on dictionary definitions of
"congderation” does not excuse him. We agree with the Hearing Panel that judicia congtruction
of this statutory term is authoritetive and thet, in any event, the present facts meet Reynolds
proffered definitions. See American Heritage Dictionary at 313 (2d ed. 1982) (""Payment given
in exchange for a service rendered.”); Black's Law Dictionary at 306 (6th ed. 1990) ("The
inducement to a contract. The cause, mative, price, or impdling influence which induces a
contracting party to enter into a contract . . . some right, interet, profit or benefit accruing to
oneparty ...."). Continenta paid for Premier's "services," by adlowing its name to be used on
the Report, to convey the impresson that it came from a brokerage firm, not the issuer, and by
providing a contact for potential investors to buy the touted stock. Continental’'s money was the
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We reverse and dismiss, however, the Hearing Pand's finding that Reynolds violated
NASD Conduct Rule 2120 and SEC Rule 10b-5. Reynolds provided the Report to O'Leary,
his supervisor and Premier's principd, for his review and gpprova. O'Leary was aware that
Continental would be reimbursing Premier for the costs of printing and publishing the Report but
he did not object to the omisson of such information in the advertisement. In addition,
Reynolds believed that the Report had been sent to and reviewed by NASD Regulation. Again,
these circumstances do not relieve Reynolds from the findings of violation regarding Conduct
Rules 2110 and 2210 and Section 17(b) of the Securities Act, which do not require a showing
of scienter. Taken together, however, they do negate the scienter element of an action based on
the anti-fraud provisons under the unique circumstances of this particular case. See James L.
Owdey, 51 SE.C. 524, 528 (1993) (reversing NASD's finding of fraud where respondent
asked a firm officid whether it was necessary for him to make certain disclosures and he
recelved a negative response). We therefore dismiss the findings that Reynolds committed fraud
in relation to the second cause of action.

C. Third Cause—Reynolds Nondisclosure of Receipt of Continental Shares

The third cause of action aleged that Reynolds nondisclosure of receipt of Continental
shares of stock in the Report and single-page advertisement violated NASD Conduct Rules
2110, 2120 and 2210, SEC Rule 10b-5, and Section 17(b) of the Securities Act. In October
of 1997, a stock transfer agent transferred 10,000 shares of Continental stock, then worth over
$200,000, to an account owned by Reynolds grandfather, over which Reynolds had
discretionary authority.®  Enforcement contended that these shares constituted undisclosed
compensation to Reynolds for his activities involving the Report and the single-page
advertisement. Reynolds denied that the transfer was a form of compensation, claming instead
that the shares represented aloan from Sterritt, which Reynolds had sought to help him make up
losses which occurred in his grandfather's account. The Hearing Pand found that the shares
represented compensation and determined that Reynolds had committed the violations dleged in
the complant by faling to disclose such compensation in the Report and single-page
advertisement. We disagree and reverse and dismiss the Hearing Pandl's findings.

Enforcement has not met its burden of proof in this instance, where "the totdity of the
evidence suggests an equdly or more compelling inference than [Enforcement's] alegation.”
SEC v. Moran, 922 F. Supp. 867, 892 (S.D.N.Y. 1996). Here, Enforcement offered no
direct evidence to support its dlegation that the Continental shares were compensation for the

"inducement” for Premier to enter into the arrangement. This smdl firm, which could not afford
to run ads by itsdf, now had the means of reaching a nationd audience of investors, and a
vauable "benefit” thus accrued to it.

s The shares bore some kind of restriction. The record does not contain details as to the

nature of the redtriction or its economic impact, if any, on the shares vadue. In any event, the
account statement valued them at $205,630.
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Report. Enforcement smply pointed to two facts, the publication of the Report itsdf and the
transfer of the shares.

Reynolds, on the other hand, testified that he had arranged for the transfer of the shares
because of the decline in vaue in his grandfather's account. Reynolds explained that he sought
help from Sterritt because Sterritt was one of the few people he knew who had the resources to
help him. Reynolds dso believed that he lacked the collatera for abank loan. Reynolds stated
that Sterritt did not persondly have sufficient funds to lend Reynolds, but agreed to lend
redricted Continental stock to his grandfather's account. During the proceedings below,
Reynolds submitted Sterritt's sworn affidavit corroborating his assertion that the transaction was
aloan.

The sequence of events also lends credence to Reynolds version of events. The stock
transfer occurred long after the time when Premier agreed to issue the Report, the advertisng
arrangements had been made, and the Report had been published, but just after Reynolds
grandfather's account had suffered significant losses®

One could infer that the stock transfer represented compensation, but one could adso
reasonably accept that it was aloan in light of the evidence introduced during the proceedings
below. We therefore find that Enforcement did not meet its burden of proof. See Moran, 922
F. Supp. a 892 (noting that equally compelling inferences do not suffice to prove cause of
action by a preponderance of the evidence); Thomas D. Coldicutt, Complaint No. C07950054,
at 8 (April 7, 1999) (same). Accordingly, we reverse and dismiss the third cause of action.

D. Fourth Cause—Reynolds Sharing of Customer Losses

The fourth cause of action aleged that Reynolds violated NASD Conduct Rule 2330(f)
by sharing in customer losses. We find that the evidence supports the alegations of the fourth
cause and we uphold the Hearing Pand's finding of violation.

Conduct Rule 2330(f) provides that no associated person "shdl share directly or
indirectly in the profits or losses in any account of a cusome™ hdd with a member firm.
Reynolds does not dispute that he arranged the transfer of some $200,000 worth of Continental
stock to his grandfather's Premier account to restore losses. Reynolds stated, "'l had lost some
money in my granddad's account, and | felt bad and | wanted to put something back iniit. "

2 Premier agreed to issue the Report in May 1997. Most of the arrangements with the

various publishers were made in July 1997. The Report and one-page advertissment were
published in late August and early September 1997. The loss in Reynolds  grandfather's
account occurred in October 1997. The stock was transferred into Reynolds grandfather's
account on October 23, 1997.
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Reynolds argues that he did not violate the rule because there was no underlying sharing
agreement between him and the customer, because he was not attempting to hide misconduct,
and because there was a family relaionship between him and the customer. Such factors, while
perhaps mitigating for purposes of sanctions, do not excuse the violaion. The rule contains no
requirement for an antecedent agreement or for any particular motive. Nor does it create an
exception for grandsons. Conduct Rule 2330(f) contains a flat ban on "directly or indirectly”
sharing losses in a customer's account. A broker who contributes his own assets (whether
recelved as compensation or a loan) because he wants "to put something back in" to offset
trading losses is "sharing" those losses in any sense of the word.  Accordingly, we find that
Reynolds shared his grandfather's losses, in violation of Rules 2330(f) and 2110.

E. Fifth Cause—Omitted Price

The fifth cause dleged that Reynolds violated Rule 2210(d)(2)(B)(ii)'s requirement that
"[rlecommendations on behdf of corporate equities must provide the price a the time the
recommendation is made." The Hearing Pand found that Reynolds violated this provison. We
concur.

This cause of action relates to Premier's single-page advertisement that appeared in
"Town & Country,” "Individud Investor,” "Edtates Internationa,” and "Leading Edtates of the
World" magazines. The advertisement described Continentd as "A Stock Whose Time Has
Come" but faled to provide any price for the security. These ads thus violated the above
advertising rule and Rule 2110's ethical sandard. Having previoudy found that Reynolds was
directly involved in dl of the advertiang a issue, we hold him in violation of Conduct Rules
2110 and 2210(d)(2)(B)(ii).

F. Evidentiary and Procedurd Matters

Reynolds argues that the Hearing Pand beow erred by admitting into evidence
investigative transcripts of Reynolds testimony because Enforcement did not give Reynolds
notice of the specific matters about which Enforcement sought testimony prior to the taking of
such testimony, in violation of the notice requirements of Section 15A(h)(1) of the Securities
Exchange Act of 1934. We rgect Reynolds argument. Section 15A(h)(1) provides. "In any
proceeding by [the NASD] to determine whether a . . . person associated with a member
should be disciplined . . . , the association shdl bring specific charges, notify such . . . person of,
and give him an opportunity to defend againgt, such charges, and keep arecord.”

Contrary to Reynolds argument, this provison relates to the forma filing of an action
againgt an associated person—namdy, thefiling of a complaint—and not to requests for on-the-
record testimony. In this case, the requirements of Section 15A(h)(1) were clearly followed.
Enforcement provided notice to Reynolds of the complaint, which contained specific charges,
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and gave him an opportunity to defend himsalf. Reynolds answered the complaint and defended
againg this action, with the assstance of counsd, during the hearing below.

NASD Procedurd Rule 8210, which was subject to public comment and approva by
the SEC, relates to requests for on-the-record testimony. Subsection (a)(1) of Rule 8210
provides Enforcement with the authority to "require . . . a person associated with a member . . .
to provide information ordly . . . and to tetify . . . under oath or affirmation . . . with respect to
any matter involved in the investigation, complaint, examination, or proceeding.” Subsection (d)
of the rule sates smply that “[a] notice under this Rule shdl be deemed received by the member
or person to whom it isdirected by mailing or otherwise transmitting the notice to the last known
business address of the member or the last known residentia address of the person as reflected
in the Central Registration Depository.”® The rule does not require that Enforcement give an
associated person advance notice of the matters about which he or she will be examined and we
do not find that the Hearing Pand erred in admitting the transcriptsin this case®

V.  SANCTIONS

The Hearing Pand imposed the following sanctions on Reynolds. 720-day suspension;
$155,000 fine; re-qudification requirement; and a three year pre-filing of advertissment and
sdes literature requirement. Reynolds was aso required to pay customer BO $2,329.86 in
retitution, jointly and severdly with O'Leary, with interest running from August 7, 1997. (Such
interest to be calculated at the rate prescribed in 26 U.S.C. 86621(a)(2).) In addition, for a
period of 30 days from the effective date of the Hearing Pandl's decison, customers LF and
SIHH could sl the Continentd shares (which they purchased on August 18, 1997 and August
25, 1997, respectively) to O'Leary or Reynolds, who were obliged, jointly and severdly, to pay

® In essence, Rule 8210(d) merely sets forth the circumstances under which a person will
be consdered to have received the request for on-the-record testimony.

¥ In this regard, we note that NASD Regulation is a private sdf-regulatory organization
that is not subject to the same procedura due process requirements that are applicable to
government agencies. See Lary Ira Klein, 52 SE.C. a 1039 n.36 (1996). Evidence is
generdly admissible if it is probative and rdiable. In this case, the transcript of Reynolds o+
the-record testimony satisfies these requirements. The transcript represented Reynolds own
testimony (admissions of a party opponent) about matters centrd to the case. Moreover,
Reynolds was represented by counsdl during the onthe-record interview and the hearing.
Reynolds aso was able to tetify about (and darify) his previous testimony during the hearing.
Finaly, Reynolds was aware, a least in a generd sense, that NASD Regulation was reviewing
the circumstances surrounding the Report's publication as a result of his conversation with
O'Leary about the Advertisng Department's concern over the contents of the Report and
certain gatements made by NASD Regulation examiners during an on-Ste examination of
Premier. Accordingly, we find no error in the Hearing Pand's admitting the transcript into
evidence.
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those customers the origind purchase price. In the case of LF, tha price was $24 3/8 per
share. In the case of SIH, that price was $23 3/8 per share. Such payments aso were to
include interest, caculated at the rate described above, from August 18, 1997 (for customer
LF) and from August 25, 1997 (for customer SIH).

Because we have dismissed various causes of action, we modify the sanctions imposed
by the Hearing Pand. We discuss the sanctions imposed for each cause of action separately
below. We note as a threshold matter, however, that in determining gppropriate sanctions we
have reviewed and considered the parties arguments on appeal, the NASD Sanction Guidelines
("Guiddines'"), and dl of the rdlevant factsin this case. We adso are mindful of the principle that
sanctions may be tailored to impress upon respondents and others in the securities industry the
need to comply with the federd securities laws and the NASD's rules, aswell asto deter amilar
misconduct in the future. See Daniel Joseph Alderman, 52 S.E.C. 366, 370 (1995), aff'd, 104
F.3d 285 (9th Cir. 1997).

A. Sanctions Specific to the First Cause of Action

The Hearing Pandl imposed a $20,000 fine and a 60-day suspension for violating the
advertising rules, and a $30,000 fine and a 180-day suspension for violating the anti-fraud
provisons of the securities laws in relation to publication of the Report under the first cause of
action. The Hearing Pand did not separaidy impose sanctions for Reynolds violation of
Conduct Rule 2110.

The rlevant guiddine for the advertisng rules recommends fining the responsible person
$1,000 to $20,000 and, in egregious cases, sugpending him or her in any or dl capacities for up
to 60 days.* We concur with the Hearing Pand's sanction for the advertising rule violation,
which fdls within the guiddine. Reynolds actions, dthough not fraudulent, were grosdy
negligent and egregious® He was respongible for the publication of an advertisement thet
contained materid omissions and exaggerated, unwarranted and mideading statements. He was
aware, moreover, that the Report would be widdy circulated to the public. We uphold the

% See Sanction Guiddines for Advertising Rule (1998 ed.) at 76.

% It must be emphasized that the guiddine for the advertising rules has different sections
for failure to comply with rule sandards or inadvertent use of mideading communications, on the
one hand, and for intentional and reckless conduct, on the other. Compare Sanction Guiddines
(1998 ed.) a 76 (recommending fine of $1,000 to $20,000 and suspension of up to 60 days
for failure to comply or inadvertent conduct) withid. & 77 (recommending fine of $10,000 to
$100,000 and suspension of up to two years or a bar). Here, we have applied the former. It
should further be noted that the guideline recognizes that a respondent can be found to have
engaged in egregious misconduct even though he or she did not act intentionally or recklesdy.
See id. a 76 (recommending suspension of up to 60 days in egregious cases notwithstanding
that the conduct was inadvertent).
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Hearing Pand's imposition of a $20,000 fine and a 60-caendar-day suspensionin dl capacities
for Reynolds violation of the advertisng rules.

We dismiss the Hearing Pandl's imposition of a $30,000 fine and a 180-day suspension
for violating the anti-fraud provisions, as we have dismissed those causes of action. We did,
however, find that Reynolds acted with gross negligence in causing the publication of an
advertisement containing materiad misrepresentations and omissions.  Where satements or
omissons were made negligently, the guiddine suggests imposing a fine of $2,500 to $50,000
and sugpending the individual in any or &l capacities for up to 30 business days*’ Here, the
misrepresentations and omissons were materia, bordered on being fraudulent, and were
publicized to numerous potentia investors. We therefore impose a $20,000 fine and a 42-
caendar-day suspension in dl capacities as aresult of this conduct.®®

The tota sanctions for cause one are as follows: $40,000 fine and a 102-calendar-day
suspension in dl capacities, to be served consecutively with the other suspensions.

B. Sanctions Specific to the Second Cause of Action

The Hearing Panel imposed a $20,000 fine and a 60-day suspension for violating the
advertising rules, and a $30,000 fine and a 180-day suspension for violating the anti-fraud
provisons of the securities laws in relation to the publication of the Research Report and the
angle-page advertisements. The Hearing Pand did not separately impose sanctions for
Reynolds violation of Conduct Rule 2110.

As discussed above, the rdlevant guiddine for the advertisng rules dtates that an
adjudicator should consider fining the responsible person $1,000 to $20,000 and suspending
him or her in any or dl capacities for up to 60 days®* We concur with the Hearing Pand's
sanction for the advertiang rule violation, which fals within the guiddine. We again find
Reynolds misconduct to be egregious, but not fraudulent. Reynolds was responsible for the
publication of advertisements that purported to contain an independent andys's of an issuer's
gock. In redlity, the advertisements were bought and paid for by the issuer and they were thus

3 See Sanction Guidelines for Misrepresentations and Omissions (1998 ed.) at 80.

38

Note that the guiddine suggests a suspension of up to 30-business days, which equas 6
weeks or 42 caendar days. See Sanction Guiddines for Misrepresentations and Omissons
(1998 ed.) at 80. See dsoid., "Technicd Matters" at 11 (stating that "a suspension of 30 or
fewer days be measured in busness days . . . ."). Our impostion of a 42-cdendar-day
suspengion, therefore, is within the range recommended by the rdevant guiddine and remedid
under the facts of this case.

% See Sanction Guiddlines for Advertising Rules (1998 ed.) at 76.
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extremely mideading. The advertisements also were widdy circulated to the public. We uphold
the Hearing Pane's impogtion of a $20,000 fine and a 60-cdendar-day suspension in dl
cagpacities for Reynolds violation of the advertisng rules.

We dismiss the Hearing Pand's imposition of a $30,000 fine and a 180-day suspension
for violating the anti-fraud provisons, as we have dismissed those causes of action. We did,
however, find that Reynolds acted with gross negligence in failing to disclose the issuer's role in
the advertisements and in misrepresenting that the advertisements contained an independent
andyss of theissuer's sock. Again, the guiddine for such conduct recommends imposing afine
of $2,500 to $50,000 and a suspension of the individud in any or al capacities for up to 30
business days® We impose a $20,000 fine and a 42-caendar-day suspension in dl
capacities™

The total sanctions for cause two are as follows: $40,000 fine and a 102-calendar-day
suspension in &l capacdities, to be served consecutively with the other suspensions”

C. Sanctions Specific to the Third Cause of Action

The Hearing Panel imposed a $20,000 fine and a 60-day suspension for violating the
advertising rules, and a $30,000 fine and a 180-day suspenson for violating the anti-fraud
provisons. We have dismissed dl of the Hearing Pand's findings of violation for cause three.
Accordingly, we diminate the sanctions imposed for that cause of action.

D. Sanctions Specific to the Fourth Cause of Action

The Hearing Pand imposed a fine of $2,500 and a five-day suspension for sharing
customer losses in relation to cause four. The mogt analogous guideline for sharing customer
losss is the guiddine for guaranteeing a cusomer againg loss.  That guiddine recommends
imposing a fine of $2,500 to $25,000 and suspending the individud for up to 30 business
days.®

%0 See Sanction Guidelines for Misrepresentations and Omissions (1998 ed.) at 80.

41

See supra note 38.

A We have aggregated or "batched” the sanction for Reynolds violation of Section 17(b)
with the sanctions for his violations under Rules 2110 and 2210 in relation to the nondisclosure
issuer payments under the second cause of action. See Sanction Guidelines (1998 ed.) at 5.

3 See Sanction Guidelines for Guaranteeing a Customer Againgt Loss (1998 ed.) at 79.
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The Hearing Pand found severd mitigating factors in relation to this cause of action.
For ingance, Reynolds sharing did not involve the inducement of a customer to trade or an
attempt to hide trading misconduct.  Although we agree that these are mitigating factors, we
differ from the Hearing Panel in that we hold that the relaively lenient suspension for this cause,
as with the other causes, must be served consecutively (and not concurrently) with the other

suspensons.

Accordingly, we impose a fine of $2,500 and a 5-day suspension in al capacities, to be
served consecutively with the other sugpensions, for sharing customer losses in relaion to cause
four.

E. Sanctions Specific to Fifth Cause of Action

The Hearing Pand imposed a $2,500 fine and a 10-day suspension for omitting the
price of a security in an advertisement, as dleged in the fifth cause of action, in relation to the
angle-page advertissments. As previoudy noted, the relevant guidedine for advertiang violations
recommends imposition of afine of $1,000 to $20,000 and a suspension of up to 60 days. We
note, as did the Hearing Pand, that this violation was less serious than the findings thet Reynolds
faled to disclose the issuer's payment of costs associated with the advertisements and many of
the other incidents of misconduct involved in this case. We dso concur with the Hearing Pand's
impogtion of sanctions at the low end of those recommended in the relevant guiddine.

Nonethdess, Reynolds violated the rule without any true mitigation and we thus differ
from the Hearing Pand in that we hold that the suspenson must be served consecutively (and
not concurrently) with those imposed for the other causes of action. Furthermore, the guiddline
dates that "a suspension of 30 or fewer days be measured in business days . . . ."* We thus
imposed a 14-cdendar-day suspension in al capacities to reflect the recommendation in the
Guidelines and because we find that such a suspension is warranted and remedid in this case.

Accordingly, we impose a $2,500 fine and a 14-cdandar-day suspenson in dl
capacities, to be served consecutively with the suspensions imposed for the other causes of
action.

F. Other Sanctions

The Hearing Pand imposed additiond sanctions as well. Under the facts of this case,
we find the imposition of most of these additiona sanctions to be fully warranted and remedid
and we uphold their use here. We dismiss the Hearing Panel’s imposition of restitution and

rescisson, however. A discussion of each additiond sanction is provided below.

1. Re-Qudification

4 See Sanction Guiddines, Technical Matters (1998 ed.) at 11.
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Reynolds took a casud approach toward NASD advertisng standards and he
disregarded his duty as a registered representative to perform a reasonable investigation of the
accuracy of gtatements made in publicly available materids. To impress upon Reynolds the
sgnificance of the rules violated here and of his responshilities, we require him to re-qudify by
examination in dl capacities prior to associaing with a member firm.

2. Advance Review of Advertising

This case involves numerous and serious advertiang violations. As an additiond
remediad measure, we order that for a period of three years following the expiraion of
suspensions imposed herein, Reynolds must file any advertisng and sdes literature on which his
name gppears with the NASD Regulation Advertisng Regulation Department and obtain a"no
objection” response prior to use. Such a sanction is consstent with the Sanction Guidelines for
serious advertising violations and is appropriate for Reynolds®

3. Restitution and Rescission

The Hearing Pand’s decision required Reynolds to pay redtitution to one investor and
offer rescisson to two others. We do not find the imposition of such sanctions to be necessary
where, as here, the undisputed evidence indicates that none of the three investors were
customers of Reynolds, he did not receive any commissions in relation to their purchases, and
the Hearing Pand ordered O'Leary, Premier’s President and Reynolds supervisor, to pay
restitution and make offers of rescisson to the customersin question. Accordingly, we diminate
the requirement that Reynolds pay redtitution to customer BO and offer rescission to customers
LF and SJH.

4, Costs of Hearing Below

The Hearing Pand imposed costs of the proceeding below in the amount of $5,241,
reflecting $4,491 for transcripts plus the standard adminigtrative fee of $750. We affirm the
imposition of such costs.

V. CONCLUSION

In summary, we find that Reynolds violated NASD Conduct Rules 2110 and 2210 in
relation to the firgt, second, and fifth causes of action. We d<so find that he violated Section
17(b) of the Securities Act in relation to the second cause of action and NASD Conduct Rules
2110 and 2330(f) in relaion to the fourth cause of action. We dismiss the findings that
Reynolds violated NASD Conduct Rule 2120 and SEC Rule 10b-5 in relation to the first and

. See Sanction Guiddines for Advertisng Rules (1998 ed) a 76; id. "Generd
Congderations' at 4.
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second causes of action. We dismiss the third cause of action in its entirety. We impose on
Reynolds a tota suspension of 223 caendar days in dl capacities” and atotal fine of $85,000.
We aso impose the following requirements. pre-filing of advertisng for a period of three years;
and re-qudification by examination in dl capacities before asociating with a member firm.

Finaly, we uphold the Hearing Pand's imposition of costs of the proceeding below in the
amount of $5,241.

On Behdf of the National Adjudicatory Council,

BarbaraZ. Sweeney, Senior Vice President
and Corporate Secretary

46

The suspenson commences on the date noted in the cover letter accompanying this
decison. We aso note that we have consdered dl of the arguments of the parties. They are

rejected or sustained to the extent that they are inconsstent or in accord with the views
expressed herein.



