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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

Securities and Exchange Commission

Applicant,
Civil Action No. 11mc-678(RLW)

Securities Investor Protection Corporation,

Respondent.

MEMORANDUM OPINION AND ORDER

In SIPC v. Barbour, 421 U.S. 412 (1975), the Supreme Court held that persons claiming

to be customers of a broker dealer do not have an implied right of action under theeSecurit
Investor Protection Act SIPA”) to compel the Securities Investor Protection Corporation
(“SIPC) to exercise its statutory authority for their benefit. Instead, thet@eldthat

Congress granted the Securities and Exchange CommisSiBQ'(f‘'the role “of ‘plenary

authority’ to supervise the SIPC[,]” which includes the stayuéarthority to “seek in district

court to compel the SIPC ‘to commit its funds or otherwise to act for the protectisnclof
customers.”ld. at 417-18 (quoting S. Rep. No. 91-1218, p.1 (1970) and 15 U.S.C. § 78ggg(b)).
As described in this Court’s prior opinidrthis proceeding is the first instance since SIPA was
enacted 42 years ago in which the SEC has sought to use its “plenary autbautyiptel the

SIPC to file an application for a protective decr&bus, as matters of first impression, this

! S.E.C. v. Securities Investor Protection Corp., F.Supp.2d ___, 2012 WL 403602 (D.D.C.
Feb 09, 2012).
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Courtmust determine thstandard of proof required of the SEC, what process is due the parties,
and whether the SEC has met its burden of proof.

l. BACKGROUND

As set forth in the Court’s prior opinion, of which familiarity is presumled, ¢ase is an
outgrowth of the 2009 collapse of a group of companies owned or controlled by Robert Allen
Stanford. Stanford allegedly sold over $7 billion worth of certificates of depo$is()Ghat
were issued by the Stanford International Bank, Ltd. (“SIBL”), an Antiguan bam&.CDs
were marketed by the Stanford Group Company (“*SGC”), a now-defunct le&ksr that was
registered with the SEC aright wasa member of SIPC.

The SEC contends that Stanford actually misappropriated billions of dollacparate
afraudulent‘Ponzi scheme in which obligations of the CDs were paid using the proceeds
from the sale of new CDs rather than from earnings, liquid assets or e2sEnllmwing an
investigation, the SEC brought a civil enforcement acigainst Stafiord and his entities in the
Texas federal courtFederal prosecutors have also browgiminal chargesand on March 6,
2012 a jury in the Texas federal court convicted Stanford of conspiracy, wire fraudtaongil

obstruction of justice and money laundering. U.S. v. Robert Allen Stanfom;@842 (S.D.

Tx.), Dkt. No. 808. On June 14, 2012, Stanford was sentenced to 1,320 months (110 years) in
prison. Id., Dkt. No. 878.

The Texas federal court happointed a Receiver to oversee the assed&afand other
Stanford entities The Receiver reports that as of February 2009, SGC had approximately 32,000
active accounts for which it acted as the introducing broker.

In early 2009, the Receiver asked SIPC to review whether the SGC customersrezho we

allegedly defrauded were entitled to protection from SIBPC has declined to file an



application for a protective decree for the SGC customers in the Texas federaltbeurourt

which would have jurisdiction over the liquidation proceediB¢PC tas concluded that the

SGC customers are not covered by the statute because, among other grounds, SGC did not
perform a custody function for the customers who purchased the SIBL CDs. On June 15, 2011,
the SEC delivered a formal analysis to SIPC (“SEC Analysis”) arguingthét “has failed to

meet its obligations to customgrthat the SGC customers were in need of the protections of the
SIPA, and that SIPC should seek to commence a liquidation procee8IR§hasadvised the
SECthat it has consited the SEC Analysis, thiatdisagrees with the SEC, and that it will not

seek to commence a liquidation proceeding. Hence, the SEC seeks an order from this Court

compelling SIPC to commence such a liquidation proceeding.

1. THE LEGAL STANDARDS
A. Burden of Proof

Theparties have differing viewpoints with respect to ¢hécal issueof the standat of
proof required of the SEC and what process is due the parties. The SEC contends that probable
cause supported by hearsay is sufficient to carry its burden, while SIPC argies #pgplicable
standard ipreponderance of evidensapported by admissible evidencBo answer these
guestions, this Court will observe the recent admonition of our Circuit Court to “hees$tnof
Frankfurter’s timeless advice: ‘(1) Read the statute; (2) read the st&8)utead the statute!”

Kellmer v. Raines674 F.3d 848, 850 (D.C. Cir. 2012) (quoting Henry J. Friendly, Mr. Justice

Frankfurter and the Reading of Statutes, in Benchmarks 196, 202 (1967)).
Heeding thissageadvice, the Court turns to the words of sit@tute The SIPA provision

at issuaeads as follows:



In theeventof therefusalof SIPCto commit its funds or otherwiséo actfor the
protection of customers @ny memberof SIPC, the Commission may apply to
the digrict court of the United Sates in which the principal office of SIPC is
locatedfor an order requiring SIPCto dischargeits obligations undethis
chapterandfor suchotherrelief asthe court my deemappropriate to carry out
the purposes of this chapter.

15 U.S.C. § 78ggg(b) (emphasis added)hus, theSIPA statute clearly specifies that the
SECmust proceed bYapply[ing] to the district court . . . for an ordexquiring SIPC to
comply with the statute.

Although not cited by the partieha SIPA statute providesome general, but
significant guidanceabout how its provisions should be interpretele Statutespecifies
that except as expressly provided otherw#€A should be construed as if it were an
“amendment tband “included as a section of’ the Securities Exchange Act of 1934. 15 U.S.C.
§ 78bbb® (The Securities Exchange Act of 1934 is also commonly referred to as the “1934
Act.” 1d.)

Thisinterpretative guidands noteworthy because th&934Act contains a specific
provision that authoresthe SEC to file afiapplication” for an “order” that “command[s]” a
person or entity “to complyivith the1934Act. 15 U.S.C. § 78u(€)).® This provision is found
in Section 21(e) athe 1934Act [codified at 15 U.S.C. 8§ 78u(e)bee text at

http://www.sec.gov/about/laws/sea34.p&uch an applicatioficommanding” a person “to

comply” withthe1934Act, bears a remarkably closesemblance to an applicatiby the SEC

% The entire provision readsExcept aotherwise provided in this chapter, the provisions of the
Securities Exchange Act of 1934 [15 U.S.C.A. § 78a et seq.] (hereinafter referredaed 334
Act”) apply as if this chapter constituted an amendment to, and was includedctisrace

such Act” 15 U.S.C. § 78bbb.

% The entireprovision reads: “Upon application of the Commission the district courts of the
United States and the United States courts of any territory or other plaeet solhe

jurisdiction of the United States shall haveagdiction to issue writs of mandamus, injunctions,
and orders commanding (1) any person to comply with the provisions of this chapter, the rules
regulations, and orders thereunder . ...” 15 U.S.C. § 78u(e)(1).
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pursuant to SIPA, “requiring” SIPC “to discharge its obligations” u&lBA. The similarity
between the twprovisionsis quite signiicant since SIPA is meant to be construed as if it were
part of the 1934ct.
Several courts have had occasion to determinéthgen of proof attendant to an SEC
applicationto enforce complianceursuant to Section 21(e) thfe 1934 Act. Qir Circuithas
held that the preponderance of the evidence standard is the appropriate burden of proof when the

Commission seeks a permanent injunction pursuant to theAd345ecurities and Exchange

Commission v. Savoy Industries, IN687 F.2d 1149, 1168-69 (D.C. Cir. 1978)Vhile the

court inSavoydid not specifically state that the SEC applicafmminjunction was brought
pursuant to Section 21(e) of the 1934 ,Abts basis for the application was made clear in a

subsequent opinionSecurities anExchange Commission v. Savoy Industries, Inc., 665 F.2d

1310, 1317 n.54 (D.C. Cir. 1981) (“Section 21(d) of the Securities Exchange Act, 15 U.S.C. §
78u(d) (1976), authorizes SEC to sue in the federal district courts for injunctiong agains
violations of he federal securities laws. By21(e), 15 U.S.C. § 78u(e) (1976), these courts are
empowered to issue injunctions commanding compliance with the laws and regulations
promulgated thereund&y. Accordingly, in thisCircuit, theSECmust prove a violation of the

1934Act by a preponderance of the evidence to obtain a permanent injurictiosee also

S.E.C. v. International Loan Network, Inc.. 770 F.Supp. 678, 688 n.10 (D.D.C. 1991) (applying
preponderance standard to SEC request for injundaitimg Savoyand Section 21(e) of the

1934 Ac); S.E.C. v. Moran, 922 F.Supp. 867, 887-90 (S.D.N.Y. 1996) (Judge Newman of the

Second Circuit, sitting by designation, follo®avoyand holds that the preponderance of
evidence standard applies to civil enforcenaations brought by the Commission pursuant to

Section 21(e) of the 1934 AcE.E.C. v. Tome, 638 F.Supp. 596, 620 n.45 (S.D.N.Y. 1986)




(noting that in injunctive action broughy SECpursuant to Section 21(e) of the 1934 Act,
“preponderance of the evidence standard is the proper burden of prggf . . .

While a strong argument could be made that the current application by the Commission,
brought pursuant to 15 U.S.C. § 78gggéeekng an order compelling SIPC to comply with the
requirements of the SIPA statute, is really the same as an applicationtrguigh Commission
pursuant to 15 U.S.C. § 78u(e)(b)enforce thd 934Act, the Court need not reach that issue
today. It shall sdfice for present purposes to hold ti&stvoyand the related authority pursuant
to the 1934Act compel the conclusiathatthe preponderance standard is the appropriate burden
for the Commission to bear to obtain the relief sought in the praggfitationpursuant to 15
U.S.C. § 78ggg(b)This resultseems particularly sound not only because Congress has directed
that SIPA be construed as if it were a part oflte&4 Act, but also becausetbe preference for

the preponderance standanctivil litigation generally. SeeHerman & MacLean v. Huddleston,

459 U.S. 375, 387-91 (1983) (holdititat the preponderance of evidence standard is generally
appropriate in a civil action brought by a private plaintiff to adjudicate voriatof the 1934

Act).* In addition, the Court is mindful that SIPC, a corporate body, is entitled to due process in
the presenproceeding, even if the SEC is considered to be its plenary supervisor ungé?Ahe

statutoryscheme.lt is quite clear that the initiation of a SIPA liquidation would potentially

* The SEC argues that the prepondegastandard is not appropriate because this is merely a
proceeding to determine whether SIPC should be required to initiate a liquidatioedingcand
that the claimants will have to establish later, by a preponderance of the evidahtey are
“customers” within the meaning of the statute. Dkt. No. 25 at 17-18. The SEC assertsethat w
SIPC elects to initiate a liquidation, it does so only upon a preliminary showing treatrireey”

be customers who need protection, a standard akin to probabkeaaliless than a
preponderanceld. This argument misses the mark. SIPC has reviewed the matter and made the
determination that there are no customers who “may” need protection under SIPA — thus, the
nature of this proceeding is that the SEC seeks to overturn that determinatiort.cémtéxt,
Congress specified that the SEC would have to “apply” to this district court to ovgreuSIPC,
and it is fitting that Congress wanted the SEC to meet a higher burden to overtundision

of the SIPC (who has the authority in the first instance to make the determination)
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involve tens of thousands ofaimants anentail millions of dollars in administrative costs, even
if all of the claims were ultimately denieduch a cost would plaeegre& burden uporSIPC
that isnot eliminatedby the SEC offer to “loan” funds to SIPC, since SIPC ultimately would
have to repay any suttanto the SECresuling in costs that would bdtimately borne by
SIPC membersather tharthe SEC.

Accordingly, the SEC has the burden of proving, by a preponderance of the evidence,
thatSIPC hasfefuded] . . . to commit its funds or otherwise to act for the protection of

customers of any member of SIPGGeel5 U.S.C. 8 78ggg(b).

B. Definition of “Customer”

In this case, it is undisputed that the Stanford Group Comi&a§)(was a SIPC
member.However, it is also undisputed that Stanford International Bank, Ltd. (“SIEi€),
Antiguan entity that issued the fraudulent CDs was not a SIPC member. Thet&uRA s
provides protection, under certain specified circumstances, to the customd?€ gh&mnbers.
Thus, the key issue in dispute is whether the persons who purchased the SIBL CDs are
“customers” of SGC within the meaning of SIP#ecause if they are, th&1PC has refused to
act for their protection and the Application should be granted. On the other hand, if they are not
customers, then the Application must be denied.

As earlier, we begin with the text of the statuBPA defines' customet as follows:

(A) IN GENERAL

The term ‘customer’ of a debtor means any person (including any person
with whom the debtor deals as principal or agent) who has a claim on account of
securities received, acquired, or held by the debtor in the ordinary course of its
business as a broker dealer from or for the securities accounts of such person

for safekeeping, with a view to sale, to cover consummated sales, pursuant to
purchases, as collateral, security, or for purposes of effecting transfer.



(B) INCLUDED PERSONS
The term ‘customerincludes—
(i) any persorwho has deposited cash with the debtor the purpose of

purchasing securities. . . .

15 U.S.C. § 78llI(2)(A)B)(emphasis added)

Here, the SEC appears to be relying upon the definition in § 78l1I(2)(B), becasserisa
in the June 15, 2013EC Analysighat “SIPA defines ‘customer’ to include any person who has
deposited cash with the debtor for the purpose of purchasing securities.” Dkt. No. 1Seat 9.
alsoDkt. No. 25 at 22. The SEC did not emphasize any thieery for analyzing the
“customer” issue in its briefs or at oral argumemhus, the Court will examine whether the
investors who purchased the SIBL CDs “deposited cash with [SGC] for the purpose of
purchasing securities.”

As summarized by one leaditrgatisethe SIPA statute “attempts to protect customer
interests in securities and cdsft with broker-dealers. . . .” Loss & Bgman, Securities
Regulation 18.B.5.a, p. 32909@d. 2003)citing legislative historyfemphasis added)

Another praninent treatise states that “SIPA is designed to protect securities investost again
losses stemming from the failure of an insolvent or otherwise failed bro&karde properly
perform its role as theustodian of customer cash and securities 12 Gollier on Bankruptcy,

P. 12.01 (18 ed.) (emphasis added)lhe usageof the phraséleft with” in the first description
and of the term “custodian” in the second description is notable — both usageac@dance
with the plain meaning aftatutory ternfdeposit,”which is “to place esp. for safekeeping or as a

pledge’® or “[to] giv[e] money or other property to another who promises to preserve it or to use

it and return it in kind.®

> Webster's Ninth New Collegiate Dictionary at 341 (1991).
® Black’s Law Dictionaryat 504(9" ed. 2009).
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Accordingly it is well settled that “the critical aspect of the ‘customer’ definitidhes
entrustment of cash or securities to the broker-dealer for the purposes of tradiitgese In re

Bernard L. Madoff Inv. Sec. LL54 F.3d 229, 236 (2d Cir.2011) (quoting Appleton v. First

Nat'l Bank of Ohio, 62 F.3d 791, 801 (6th Cir.1995)he “customer” definition has therefore

been described as “emfgithg] a commorsense concept: An investor is entitled to
compensation from the SIPC only if he has entrusted cash or securities to adlealkewho
becones insolvent; if an investor has not so entrusted cash or securities, he is not ararsiome

therefore not entitled to recover from the SIPC trust furd.re Brentwood Sec., Inc., 925 F.2d

325, 327 (9th Cir.1991). To prove entrustméiné claimant mast prove that the SIPC member
actually possessed the claimant’s funds or securities.

In order to qualify for customer status, a claimant must demonstrate thatcash o
securities were entrusted to the debtor for the purpose of effectiregiec
securities transactions. The concept of entrustment is a judicially developed
notion that combines the dual requiremehtd the debtor actually must have
received, acquired or held the claimant's properand that the transaction

giving rise to the claim musbatain the indicia of a fiduciary relationship

between the claimamand the debtor. Under the "bright-line rule" applied by
courts, a claimant will not be entitled to customer protection under SIPA unless
the debtomactually receives the claimant's cash or securitiise debtomust
actually have come into possession or control

1-12 Collier on Bankruptcy, P 12.18mphasis added).

Those are the relevant legal principles. Let us now turn to the facts.

lll.  APPLICATION OF THE LAW TO THE FACTS
In an effort to narrow the issues, the Court requested that the SEC and SIPC attempt t
reach agreement on as many facts as possible. The parties obliged ingdgrée following

stipulatedfacts:



1. Stanford Group Company (“SGC”) was a Houston-based biaéaer
that was registered with the Commission and a member of SIPC.

2. Stanford International Bank, Ltd. (“SIBL”) was a bank organized under
the laws of Antigua.

3. SIBL offered certificates of deposit (“CDs”) to investors. In order to
purchase a SIBL CD, an investor had to open an account with SIBL. CD
investors wrote checks that were deposited into SIBL accounts and/or filled out or
authorized wire transfer requests asking that money be wired to SIBL for the
purpose of opening their accounts at SIBL and purchaSps.

4. Most SGC investors either received the physical CD certificates or had
them held by an authorized designee, including Stanford Trust Company. To the
extent that some SIBL CD investors did not receive the physical certifidaes, t
SEC is not relyig on that fact to support its claims in this proceeding.

5. SIBL CD investors received periodic statements from SIBL reflecting the
balances in their SIBL accounts, including their CD balances.

6. In the United States, disclosure statements for SIBL’'s CDs stated that
“SIBL’s products are not subject to the reporting requirements of any jurisgic
nor are they covered by the investor protection or securities insurance laws of a
jurisdiction such as the U.S. Securities Investor Protection Insurance
Corporation.” A version of the marketing brochures for SIBL’'s CDs stated that
SIBL CDs “are not subject to the reporting requirements of any jurisdiction
outside of Antigua and Barbuda, nor are they covered by the investor protection
or securities insurance lawkany jurisdiction such as the U.S. Securities Investor
Protection Insurance Corporation or the bonding requirements thereunder. There
IS no guarantee investors will receive interest distributions or the returnrof the
principal.”

7. SIBL and Stanford TrasCompany are not and never have been members
of SIPC.

8. For purposes of its Application in this proceeding, the SEC is relying on
investors’ deposit of funds for the purchase of SIBL CDs; it is not relying on
transactions involving any other securitiesf(ords for other securities).

9. The SEC does not contend that, during the relevant time period, Stanford
International Bank, Ltd. (“SIBL”) and Stanford Group Company (“SGC”)
provided SIBL certificate of deposit (“CD”) investors with U.S. tax Form 1099
for the income purportedly earned on SIBL CD investments.

See Dkt. No. 30-1; Dkt. No. 31-1.

10



Pursuant to the stipulated facts, the SEC cannot show that SGC ever physicalbggubss
the investors’ fundsat the time that the investors made their purchases. As noted abbve, *
investors wrote checks that were deposited into SIBL accounts and/or filledaauhorized
wire transfer requests asking that money be wired to SIBL for the purposenoigpeir
accounts at SIBL and purchasing CD3he investors’ checks were not made out to SGC and
were never deposited into an account belonging to S&Cordingly, under a literal
construction of the statute, the investors who purchased SIBL CDs are stoinieus” of SGC

within the meaning of SIPASee e.q.In re Brentwood, 925 F.2d at 328 (where claimant

made out checks to an entity other than the SIPC member, the funds “never passedharough t

hands” of the SIPC member; denying customer staltusg; Aozora Bank Ltd., 2012 WL 28468,

*7 (S.D.N.Y. Jan. 4, 2014xlaimants had not “deposited cash” with the SIPC member where
claimant sent their funds to a thipaurty, and then that third-party sent the funds to the SIPC
member).

However, the SEC contends that a much broader construction of the statute should apply
in this case.The SECargues that the “application [of the customer definition] does not depend
simply on the identity of the entity with which funds are deposited.” Dkt. No. 25 at.2224

support for this construction, the SEC citese Old Naples Securities, In@23 F.3d 1296 (11th

Cir. 2000) andn re Primeline Securities Cor295 F.3d 1100 (10th Cir. 2002ld. Itis

therefore necessary to examine those two cases.
In bothPrimelineandOld Naples the claimants were victims @faud In the Old Naples
case the SIPC member firm was “Old Naples Securities,” an introducing broker. 223tF.3d a

1299. Aseparate clearing broker (a firm named Howe Banvas)supposed to handle the

" The SEC is not asserting the theory that ¥B€rpossessed thiavestors’ securities.
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investor funds andarry the accounts of the clients of Old Naples Secufities. Mr.

Zimmerman, the owner of Old Naples Securities, also owned another firm n@eN&ples
Financial Services.ld. Contrary to established policy, none of the funds at issue were
deposited with the clearing broker. Instead, Zimmerman had the clients maks phgable to
Old Naples Securities or wired to Old Naples Financial Services, and tiainegourchasing
bonds as was intended, Zimmerman misappropriated the fioshdst 1301. The court held that
the claimants who had wired funds to Old Naples Financial Semviees'customes’ protected
by SIPA, even though thagrticularentity was not a SIPC member. The court reasoned that
becauseZimmerman was an agent of Old Naples Securities, the SIPC membarfadbecause
Zimmerman owned both firm#he claimants would be deemed customers of the meimtoer
where the circumstances reasonably showed thatdimeants “had no reason to know that they
were not dealing witfiOld Naples Securities]. Id. at 1303. The court also noted that because
Zimmerman had used some of the funds wired to Old Naples Financial Serviceshe pay
expenses of Old Naples Securities, it was appropriatertdude that “[Old Naples Securities]
acquired control over all of the claimant’s fund$d’ at 1303-04.

In Primeline the SIPC member, Primeline Securities Corporation, was an introducing
broker, and “[a]s such, it was not permitted to hold fundeourities for customers, and was not
authorized to carry customer accour®imeline cleared all client securities transactions
through a clearing broker on a fully disclosed basis.” 295 F.2d at 1103-04 n.1. Accordingly,

“[a]ll checks for investment&itough Primeline were to be made through Primeline’s clearing

8 The introducing broker solicits and accepts orders for securities, but it “doesewt Ty
money, securities or property to guarantee or secure [the] trade.” Thomaadeze Haw of
Securities Regulation § 14.2[2][B]'(&d.). hstead the introducing broker contracts with a
clearing broker, and it is the clearing broldro “actually effectuates the trgde . . handles the
customer funds and . . . operates as a bank with respect to the transaction and thésustomer
funds generally.”Id.
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broker. . . .” Id. However, that process was not followed for the funds at issue, as “[n]one.. ..
were deposited with Primeline or its clearing brokdd” at 1104. Instead, Mr. Ameen, who
worked at Primeline, had directed the claimants to make out checks to him or to oneusf vari
company bank accounts that he controlled, and he never purchased any actual sédurities
Relying uporOIld Naplesthe ®urt held that because Ameen had been given the funds, because
Ameen had both actual and apparent authority to engage in securities transactioagexs of
Primeline, and because the claimants reasonably believed that they were déalPrgweline,

the funds given to Ameen could be deemed to have been “deposited” with Primeline within the
meaning of SIPA.Id. at 1104-08.

As described by the SEC, “Old NaplkasdPrimelineexpresly reject the notion that the

‘customer determination requires that ¢else deposited directly with the brolagaler! Dkt.

No. 25 at 24. Consequently, the SEC points the Court to evidencenghbat Stanford

controlled SGC, SIBL and numerous other entities, and that he exercised his control tmt only
divert the proceeds from the sales of the SIBL CDs for his own personal use, but also to pay
some of the expenses and obligations of SGC. Dkt. No. 54Y40). The SEC has also
submitted affidavits and other materials indicating that some SGC akerestold that SGC and
SIBL wereboth part of the “Stanford Group” and that some cliémseforebelieved that they
were purchasing CDihat were protected by SIPA, even though SWisnota SIPC member
firm. Dkt. No. 1 at 3-45-6 (18,11). Thus, th8ECargueghat this case is indistinguishable

from Old NaplesandPrimeline The SECevencontends that its “formal determination that

those cases rightly interpret SIPA is entitlecCteevron-style deference” by this Court. Id.

(citing Arizona Pub. Serv. Co. v. EPA, 211 F.3d 1280 (D.C. Cir. 2000)
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As an initial matter, the Court does not believe that the legal interpretation of the SEC is

entitled toChevrondeference, because the curB&Cinterpretation cannot be squared with

SEC’s longstanding interpretation of SIPA. Almost 30 years atgadingSECofficial stated
the presumption that clients of an introducing broker are not “customers” withiretl@nyg of
SIPA:

[F]or purposes of . .the Securities Investor Protectiget of 1970 (“SIPA”)the

introducing brokerdealer’s customers are presumed to be customers of the
carrying brokerdealer.

Letter from Richard G. Ketchum, Director, Division of Market Regulation of ©@&arcus,
New York Stock Exchange, January 14, 198&etchum Letter”)(emphasis addedlocated at

http://www.sec.gov/divisions/marketreghtlearing011485.pdf|JAs mentioned above,

introducing brokers are prohibited from possessing or taking custody of the fundardreseof
the clients; this custodial role is assumed by the clearing brdkes distinction is ordinarily
dispositive. In 1992, while explaining why introducing brokers are required to nmaankaiver
level of “net capital” than other brokethie SECagainlinked the fact that introducing brokers
never possess client funtisthe lack of SIPA “customer” status fibwe clientsof introducing
brokers:

The [Market Regulation] Division has interpreted tie¢ capital rule and Rule

15c¢3-3 to require thator the purposes othe Commission’s financial

responsibility rules an8IPC, the introducing firm’s customers should be

treated as customers of the clearing firm
SEC Release No. 331511, 57 Fed. Reg. 56973, 56980 (Dec. 2, 1992) (emphasis &citlad)
the Ketchum Letter) In 1997, the SEC reiterated that the identity of the broker who “handle[s]
customer funds and securities” was the key factor in determining “customrs shder HA:

The respective duties and obligations of an introducing broker and its clearing

firm are described in the clearing agreement executed by the parties. This
agreement typically contains various requirements imposed by the cleamng fi

14
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with respect tolte handling of customer accounts by the clearing and introducing
brokers, and the clearing firm’s maintenance of customer asset#\|s.a legal
matter, for purposes of the Securities Investor Protection Act of 1970...,a
customer is the customef the clearing firm

SEC Release Nos. 3382 et al., 63 SEC Docket 1669, 1681 (Jan. 22, 1997) (emphasis added).
The SEC has reaffirmed thigterpretatioras recently as June of 2013EC Release No. 34
64676, 76 Fed. Reg. 37572, 37585 n.130 (June 27, 2ah#&)customers of introducing broker-
dealers are presumed to be customers of the clearing {ute&kar for purposes of the
Commission's financial responsibility rules and SIP&iihg Ketchum Lettex

Thus, for nearly 30 years, the SEC has prieted SIPA to mean that the clients of
introducing brokers are presumptively not “customers” within the meaning ofatlo¢esivhere
1) the introducing broker does not hold funds or securities for the client, 2) the introducing
broker promptly forwards all funds and securities to the clearing broker, 3jttbéucing
broker has a fully disclosed clearing agreement with the clearing brakiegghat the clients
are customers of the clearing broker for purposes of SIPA and the SEC’sdimagsponsibity
rules, and}) the clearing firm issues account statements directly to the clients with al of th
pertinent information, including that the client’s funds or securities are tbaatbe clearing
firm and not with the introducing broker. SBEC Retase No. 381511, 57 Fed. Reg. at
56978, 56980. Thushe SEC has consistently maintained that a clieahahtroducing broker
is presumptively no& “customer” within the meaning of SIRA&xcept in those circumstances
when “an introducing firm [is] in possession of customer propetty.,’57 Fed. Reg. at 56978
n.17. In contrasthe current SEGterpretatiorwould bestow customer status where the client
reasonablyelieved that he was investing with the introdudingkerand wherehe entity
receiving client fundsised some of theroceeds to pay thexpenses of the introducing broker.

Becausehis currentSECinterpretatioreschewshe dispositive nature opbssessidhof the
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client fundsat the time of the investment transactioontrary to the longstanding view of the
SEC, it is entitled to little, if any, deferencBeeWatt v. Alaska, 451 U.S. 259, 272-73 (1981)
(where agency had interpreted statute at time of its passage, and forslihgezafter, in a
consistent manner, the agencysifrentinterpretation, being in conflict with its initial position,

is entitled to onsiderably less deference.INS v. Cardoza—Fonseca, 480 U.S. 421, 446 n.30,

(1987) (citingwatt).

The SEC interpretation is also unehéned by the fact thahe SECseeks to broaden the
scope of SIPA liability well beyond the plain meaning of the statutory ‘téeposited” Such a
broadening is improper here, where theugicial interpretations ofcustomerstatus support a

narrow irterpretation of the SIPA's provisiahsin re Stalvey & Assocs., Inc., 750 F.2d 464, 472

(5th Cir. 1985).Indeed, ourts have consistently held that the “customer” definition should be

construed narrowlySeegenerallySIPC v. Morgan, Kennedy & Co., 533 F.2d 1314 (2d

Cir.1976); SEC v. F.O. Baroff Co., Inc., 497 F.2d 280 (2d Cir.1Gdgurities Investor

Protection Corp. v. Associated Underwriters, Inc., 423 F.Supp. 16§P1Utah1975). ‘In

general, the courts have avoided interpreting the concept of customer too expandight of
the Act's[SIPA’s] purposes.” Thomas Lee Hazen, Law of Securities Regulation § 1424 (6
ed.). At oral argument, the SEC conceded that it was not aware of any authorayycanthe
proposition that the “customer” definition in SIPA should be construed in a narrow manner. Dkt
No. 33 at 32.

Finally, the SEC’s argument is undermined by the fact that it seeks to expatamer”

status even beyond the circumstances that were present in Old alagiiegneline As stated

above, both of those cases involved an introducing broker who never deposited the client funds

at issuawith the clearing broker, in clear violation of proper operating procedurehefombre,
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in bothOld NaplesandPrimeling the introducing broker (or its agent) never actually purchased

any securities with the client funds at issue. Neither of those circumstarmresent hereAs
described above, the SEC either stipulated or did not conteSi@&aatvas a “fully disclosed”
introducing broker, Dkt No. 1 at 4 (19); Dkt. No. 23-2 at 29, thati“SGC’s customer accounts
were cleared and carried by thipdrty brokerdealers. Dkt. No. 1 at 4 (19). Furthermore, the
SEChas stipulated that the SIBL CDs were in fact purchased dnd tict exist for the SGC

clients. Dkt. No. 30-1 at 2.In Old NaplesandPrimeline the courts expanded the meaning of

“deposited” to hold that client funds weteemedieposited with an introducing broker where
the client gave funds to the introducing broker (or its agenthe purchase of securities that
were never boughtThat is not what happened here, and this Court does not believe it
appropriate to expand thesaning of “deposited” even furtheBuch further expansion is
particularly inappropriate where SGC processed the CD sales at issue usaugng droker,
therebyminimizing the risks sought to be protected by the SIPA stahdeoperating in a
manner hat has caused the SEC to maintain for 30 years that the clients of an introdokerg br
are customers of the clearing broker for purposes of SIPA. Nor is the Couetdsidlie

SEC’s argument that some of the CD sales proceeds were used to pay exipgGgeand that
some of the investors were told that the CDs were protected by Sse assertions, even if
true, run too far afield from the kessue which is whether the investor entrusted cash to SGC
for the purpose of effecting a securities transactidn.sum, the interpretation sought by the

SEC is extraordindly broad and would unreasonably contort the statutory language.

® The SEC also argues that SGC, in some instances, issued account statemeinigetstdhe

Dkt. No. 25 at 19-20. However, these statements (examples of which were attached) did not
suggest at all thdtinds were held by SGC or that the CDs were issued or held by SGC; instead,
each page contained a disclosure declaring that the statement was “for infoahmairposes
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Conclusion

The Court is truly sympathetic to the plight of the SGC clients who purchased the SIB
CDsand now fid themselves searching desperately for relRbbert Allen Stanford’s 110 year
sentence may bring some measure of justice to the SGC clients, but it will not make them
financially whole. But this Court has a duty to apply $teA statute as written b§ongress,
and, as other courts have done, this Calsxhas a duty to construe narrowhe “customer”
definition of the statute For the foregoing reasons, the SEC has failed to meet its burden, by a
preponderance of the evidence, of provimat SIPChas ‘refuded] . . .to commit its funds or
otherwise to act for the protection of customers of any member of'SIR@eed, because the
issue turns on uncontestiatts and ainterpretatiorof law'®, the Court holds that the SEC
would have failed to meetven the lesser burden of probable caudee Application of the SEC

is thereforedenied. An Order accompanies this Memorandum.

SO ORDERED.
Date:July 3 2012

Digitally signed by Judge Robert
L. Wilkins
DN: cn=Judge Robert L. Wilkins,
0=U.S. District Court,
ou=Chambers of Honorable
Robert L. Wilkins,
email=RW@dc.uscourt.gov,
c=US

Date: 2012.07.03 11:29:05 -04'00'

ROBERT L. WILKINS
United States District Judge

only” and thati]t does not replace or supercepc] the account statements prositby the
issuing financial institution.” Dkt. No. 1-2 at 8.

19 Because the Court holds that the SEC cannot prevail based upon the uncontested facts, the
Court need not decide what discovery or other procedural rights are due the pdriget/petof
an application.
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