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UNITED STATESDISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

SECURITIESAND EXCHANGE
COMMISSION,

Plaintiff,
V. Civil Action No. 11-895 (JEB)
E-SMART TECHNOLOGIES, INC,, et al.,

Defendants.

MEMORANDUM OPINION

In this civil-enforcement action, the Securities and Exchange Commission alleges that e
SmartTechnologiesinc., a public company, was a sham.hM it purported to be at the cutting
edge of developing and manufacturing a biometric “snet such claimsaccording to the
Commission, were bogus. Insteady seDefendant MaryGrace(the company’s CEGand
others repeatedly misrepresenteddaels’capabilitiesande-Smart’s succes® induce
investors tgoart with their money That money, in turn, was used to subsidizace’s
extravagant, glob&otting lifestyle.

Through three years of contentious litigations thourt has had occasion to rule on
myriad motions. It nonaddresses th®ECs First Motion for Summary Judgment against Grace.
That Motion seekgesolutionof two of thefive claims againsher—namely,thatshe violated
Section 10(b) of the Securities Exchange Act of 1934 and Rule b@b¥aking material
misrepresentations in connection with the sale of securities (Count I), asti¢haolated
Sectiors 5(a) and 5(c) of the Securities Act by sellingegistered securities (Couijt

Although the materials submitted are voluminous and Grace’s are particdariying, the
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Court believes that the SEC has proved its case. It will therefore grant tiom siod enter
judgment against Grace on both counts.
l. Background

On amotion for summary judgment, the Court mustw the facts in the light most

favorable to the non-moving part§ieeAnderson v. Liberty Lobby, Inc477 U.S. 242, 255

(1986). As explained more fully below, however, Grace did not submit a proper Statement of
Facts. As a result, to summarize the relevant background, the @awisprimarily from the
SEC'’s Statement of Undisputed Material Facts, ECF324-1.

A. E-Smart'sTechnology

E-Smartwas a publicly traded compafgngaged in the business of creating, marketing,
manufacturing, installing, operating and maintaining biometric identificationcedrdn
systems.”Mot., Att. 165 (2006 10k) at 3 Its“core technology” was a “smart cartfatused
fingerprint matchindto positively authenticatecard users SeeMot., Att. 162 (Amended 2005
10K) at5. Such technology coulake appliedn a variety of contexts such as banking or
security access to verify people’s identities ammtotect personahformation contained on, or
accessed byhecards See2006 10-Kat 4

The company’s research and development efforts appeared to be quite suctressful.
October 2007for exampleg-Smartreported ints 2006 10-K —-a mandatory annualisclosure
form for publicly traded companies — thabelieved it was “the first. . [and] only company
offering a commercially availablgual 'SO[sic] 7816 (contact) and ISO 14443 B (wireless)
compatible smart candith a fingerprint sensor onboard, biometric matching engine onboard and
a multtapplication processor.Id. at 5. In March 2008, when the compatfigd anamended

2005 10-K,it reported thait still believed it waghe only company offering such tediogy.



SeeAmended 2005 10-K at 6Thesefilings alsodescribedhe cards variousfeaturesjncluding
its “unique” “Match-on-Card” capability, whiclenabledhe cardo verify a person’s fingerprints
without connecting to an external database or netw®8de2006 10-Kat 45; Amended 2005
10-K at 67. The compangimilarly announceanajortechnological advancemernitspress
release and communications with inst®rs Seeg e.qg., Mot., Att. 234 (November 4, 200%ess
Release).

B. E-Smart’slnvestors

Despite these reportesthievemente-Smarthadlittle to norevenue._8eMot., Att. 63
(Deposition of Mary Gracegt 155:4-156:3; 158-16; Att. 68 (Deposition of CharliBlack) at
50:2-4; Att. 67 (Deposition of Stewart Hung) at 37:18-38:8. To keep the corgparyyits
CEO, MaryGrace wasconstantly sekingfunds from investors and other sourc€&e e.q,

Mot., Att. 58 Deposition of William Mc\ey) at 27:13-28:19; Att. 25I(vestigative Testimony
of Michael Elek)at 36:10-23; Att. 8§ E-mail from Grace to Henry Mollett & Bill McVey (July
30, 2006, 12:46 PM)); Att. 56 (Deposition of Kenneth Wolkaff30:2-31:6.

In her communications with investors, sifeenexplainecthatmoney was urgently
needed t@ecure otheopportunitiesor to protect their prior investments in the face of a funding
emergenyg. SeeE-mail from Grace to Henry Mollett & Bill McVey (July 30, 2006, 12:46 PM)
Mot., Att. 101at 5(E-mail from Grace to “Michael and Francesca” (Oct. 22, 2008, 3:08 PM)).
Shealso frequentlydivulgedthat eSmart had just obtained, or was about to ob&gnificant
contracts and investmentSee e.g, E-mail from Grace to Henry Mollett & Bill McVey (July
30, 2006, 12:46 PME-mail from Grace to “Michael and Francesca” (Oct. 22, 2008, 3:08 PM)

Mot., Att. 105(E-mail from Grace to “Ron” (Feb. 22, 2008, 1:01 PM)).

! The Court should note that certain of the SEC’s attachments are exhilgfositibns and contain multiple
discrete documents. In such instances, the Court does not identifyatttaragnht generally, but rather labels the
specific item and notes thequise page(s) of the attachment at which it may be found.
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The companyikewise publicizedhat it had securegrofitable contractand investments
in press releases and investor updag&ee, e.g.Mot., Att. 79 (February 2005 “News from the
Chairman”). In a May 2007 release, for instancestéted that ihad a “guaranty” of $50 million
in funding from the Growth Enterprise Fun8eeMot., Att. 230 (May 18, 200 Rress Release)
at 1 Ina Februar2008releasesimilarly, it announcedhat it hada contract with Samsung
under which eésmartwould deliver 20 million smart cards over two yeag&eeMot., Att. 108
(February 26, 200&Rress Releas¢€)SamsundgRelease).

As a result ofsrace’s pleas antthesereported successanyestorgponied upmillions of
dollars to the companySee, e.g.McVey Dem. at 13:2-15; Mot., Att. 59 (Deposition of Henry
Mollett) at11:14-15:4 Att. 87 at 232-234 (Enail from William Sandler to @&ce (July 31, 2009,
10:11 AM)). Unfortunately, the promised funding and contraetseermaterializedsee, e.g.
Mot., Att. 117 (Letter from Charles Blackt al, to Grace, Dec. 30, 2008) 1-2, and nany
investordaterfelt thatGracehadlied to themabout the supposedly imminetgals See, e.g.
Mot., Att. 85 at 64E-mail from Tom Howard to Richard Dickt al. (Sept. 14, 2009)Att. 115
at 1-2 (E-mail from Douglas Borwick to Grace (Apr. 3, 2007, 8:04 PM)); Att. 11én@lfrom
Ken Wolkoff to Grace (Oct. 24, 2006, 9:03 PMY)ollett Depo. at 22:5-14; Att. 78at 4(E-mail
from Bill McVey to Grace (Oct. 21, 2011, 8:53 PM)). They communicated their anger and
frustration to her over a number of years. For instance, one investor infoemedipril 2007:

| believe that millions of dollars were raised over the last two years
by telling investors that funding was about to take place, as you did
with the loans you solicited from me and Ralph. . . . Theee

many investors that believe they were told a lie regarding
imminent funding, just to get their money.

E-mail from Douglas Borwickd Grace (Apr. 3, 2007, 8:04 PMee alsdtt. 85 at 23 (BEmalil

from Bill McVey to Graceet al. (Oct. 22, 2011, 9:18M)) (expressindrustrationthat he had



invested $1.5 million over nine years, and none ofitads Grac@romised ever happened
Grace, nevertheless, continued to promise investors that contracts and big invesarespist
around the corner.

C. E-Smart’'s Finances

In addition toits ceaseless seartbr revenue, the company struggled to keep its books
and accounting in ordeiSee, e.g Mot., Att. 134(E-mail from Stewart Hung, CPA, Horowitz &
Ullmann to Tony Russo (Nov. 16, 2007, 6:08 PM)); Att. 13%(&it from Hung toRussaMar.

7, 2008, 5:44 PM)jlisting problems)Att. 70 (Deposition of Anthony Russaj42:4-16 Att. 85
at 5758 (Letter from Henry Mollett to “Investors/ Shareholders,” Mar. 9, 2010); HuwempDat
39:17-40:17; 112:11-113:19n fact, one accountant for the company did not eneatizeGrace
hadraised millions of dollarfor eeSmartbecause he never saw these sdeposited intdhe
company’saccounts.SeeRusso Depaat42:4-16, 48:10-49:25; 55:5-56:4.

One source of confusion may have been the way in which funds were amved
accounts at-&mart, Intermarké¥entures, Ing.and IVI Smart Technologies, Inclhe latter two
companiesverecorporationghat Gracecontrolled. SeeDef. Am. Ans,, 11 19, 20. Their only
employees were Grace andmart’s Chief Technology Officer, Tamio Saitmd they had no
business operations other tHenrensingcertain technology to 8mart Seeid. Overthe years,
transactions involving the three companies were “commingled” on the books. Mo&6 Att
(Deposition of Joseph Leshkowitz, CPA) at 18:1-20:18; Russo é¢pa:4-16; 48:10-49:25;
55:5-56:4. Gracealso frequentlylirectedsignificant numbers of &mart shares aridvestor
funds to IVI and Intermdet, saying that those fun@sd sharewsere supposed to go to those
companies Seege.g, Mot., Att. 94 (E-mail from Grace to Emile Merzoug (May 20, 2007, 10:27

PM)); Att. 8 (Account Opening Document); Att. 2 (April 2007 Bank Record); Att. 86 at 88



(Letter from Grace to William Sandler, Jan. 26, 2009); Russo Depo. at 59:16-61:8; 92:5-94:5;
Hung Depo. at 109:20-111:19; Att. 123 (Letter from Maranda Fritz, Hinshaw & Culbert$gn L
to David B. Deitch, Aug. 7, 2008) at 2. &nart’s accantants, however, did not have access to
the IVI or Intermarket accountsSee e.g, Russo Depaat 23:2-5; 41:18-23; 55:11-56:4
Leshkowitz Depo. at 58:2-9.

D. Grace’s Spending

Despite the company’s lack of revengeeMot., Att. 166 (2007 10k) at 21,Grace lived
extraszagantly while CEO.Oneaccountanéstimated thatover a four-or five-year periodher
expenses were in the million§eeRusso Depaat 39:9-41:12. She spent significant sums on
hotels, travel, angersonal services and items. For exampl@st one month in 2007, she
spent $177,000 from an VI account on hotel accommodaiens]ry, clothing, and
restaurantsSeeMot., Att. 96 (September 200Y1 Bank Statement)That same montishe
spent tens of thousandsdollarsfrom an eSmart accountn flights and hotelsSeeMot., Att.

4 (September 2007 &mart Bank Statement).

In areview ofa number of e-Smart and IVI bank accounts, the fE6d that over the
course of several yearGrace transferred $1,371,456 to personal accounts and $311,319 to
family memberswithdrew $397,501 in cash, and spent $409,038 on retail purchases, $1,114,243
on hotel charges, $59,316 cestaurant chargesnd $356,917 mtravel expensesSeeMot.,

Att. 171 (Declaration of Jeffrey Anderson, CPA, SEXY, She alsaeportedlygave friends and
family significant numbersf e Smartshares'without any contemporaneous documentation or
authorization.” Seel etter from Maranda Fritz, Hinshaw & Culbertson LLP, to David B. Deitch,

Aug. 7, 200&t 2 see als Russo Depo. at 59:16-63:5.




Such spending continued over the years, even though the company frequently had trouble
paying employees’ salaries and consultants’ f&=e, e.g., Black Depat 94:5-14; Mot., Att.
72 (Deposition of Thomas Volpaj97:11-22; Att. 85. at 49 (Exail from Beverly Caldwell to
Graceet al.(Dec. 7, 2010, 11:49 AM)); Att. 52 (Eail from Grace to Tom Volpet al. (June
12, 2006, 4:59 AM)).By 2011,the company’s financial situatidradreachedarticularlydire
straits SeeMot., Att. 98 (E-mail from Grace to Bob Aronowiit, al. (Oct. 19, 2011, 4:39
PM)). Graceexplainedin an email to investors thag-Smarturgently needed mondyecause
employees had not receivedlaries irover three monthgndthey could not “pay their rent,
electricity, [or] phone” bills.ld. at 2. She alsmotedthatMarcello Soliven, he company’sfine
and critically impetant wireless inventor, who ha[d] cancer, . . . [could] no longer pay for his
chemotherapy treatmentsld. Intriguingly, over the course of thahme yearpne investor
wired over $590,00directlyinto Grace’spersonal accountsSeeAnderson Decl.| 7.

In her defenseGrace argues that all of tk&penses were legitimate business expenses or
werepermissille as part of her salary arrangement withneart Intermarket, and VI
Regarding charges at desigiedothing and jewelry shop&r instancesheasserts- although
she does not provide any evidendhat “many if not a majorityof those charges wefer
“expensive gifts which are always given in Asia as part of their culture aaabaniethat] do
business in Asia are awareQpp. at 37. She also points out th&rmart’'s2007 10-K, filed in
May 2009, disclosed that skeferedher annual satg of $250,000 as President and CEO of e-
Smart, as well as h&250,000 annuaalaries a®resident and CEO of IVI and Intermark&ee
2007 10-K at 47. According to the XQ-the three companig¢lus hadn arrangement with
Grace to py “all of [her] expenses, including lodgings, food, clothingl[,] dental, medical, and

preventative and alternative medical, travel, entertainment, public relatevketing, and any



and all other expenses, at any time and place where Ms. Grace is conducting camses/b
Id. Gracethereforeargues that because she deferred her salary for 13 years and because she was
never repaidhe money she allegedignt e-Smart, “the [cJompanies owe the CEOnot the
opposite.” Opp. at 37.

E. TheLawsuit

OnMay 13, 2011the SECfiled this lawsuitagainstDefendante-Smart, Intermarket,
IVI, Grace,andSaito,as well as brokerRobert Rowen, George Sobol, and Kenneth Wolkoff.
The crux of its ©mplaint againsGrace is thator years she duped investors into giving money
to eSmartandthen misappropriatetthose funds for her personal uddore specifically, the
Commission asserts thatrough her variouactions as CEO of8mart, Graceiolatedfive
provisions offederal securities lawsncluding by making material misreggentations in
connection with the sale of securities and by selling unregistered secuBgieAm. Compl., 1
113-19, 127-138For example, @cording to the SEC, 8mart’spublicfilings and press releases
misrepresented the stateisftechnologyandthe company was nowhere close to haang
commercially viable cardr a cardwith the reported featuresThe Commissioalso claims that
Graceincessantly told investors — througimails and press releasethat eSmart hadinalized
or was aboutd finalize majorcontracts and investments when none, in fact, existed, anghthat
participated ira convertibldoan schemelesigned to sethillions of unregistered shares.

Based on thesand otherllegedviolations, the SEGeeksdisgorggment and il
penalties. It alscequestsa permanent injunctioparring Grace fronparticipating inpenny-
stock offeringsserving as an officer or director oértainissuers of securities, and engaging in

furthersecuritiesviolations. Seeid. at 24 (Prayer foRelief).



. Legal Standard
Summary judgment may be granted if “the movant shows that there is no genuine dispute
as to any material fact and the movant is entitled to judgment as a matter oFkdv.R. Civ. P.

56(a);see alsd.iberty Lobby 477 U.S. at 247-48olcomb v. Powell, 433 F.3d 889, 895 (D.C.

Cir. 2006). A factis “material” if it is capable of affecting the substantiveoougcof the
litigation. SeeLiberty Lobby 477 U.S. at 248olcomb, 433 F.3d at 895. A dispute is
“genuine” if the euilence is such that a reasonable jury could return a verdict for the nonmoving

party. SeeScott v. Harris, 550 U.S. 372, 380 (2004perty Lobby, 477 U.S. at 248; Holcomb,

433 F.3d at 895 A party asserting that a fact cannot be or is genuinely didputest support
the assertiohby “citing to particular past of materials in the record” oshowing that the
materials cited daot establish the absence or presence of a genuine dispute, or that an adverse
party cannot produce admissible evidence to sugpe fact! Fed. R. Civ. P. 56(c)(1).

When a motion for summary judgment is under consideration, “[t]he evidence of the non-
movant is to be believed, and all justifiable inferences are to be drawn in [her] faumerty

Lobby, 477 U.S. at 255ee alsdMastro v. PEPCO, 447 F.3d 843, 850 (D.C. Cir. 2006); Aka v.

Wash Hosp Citr., 156 F.3d 1284, 1288 (D.C. Cir. 1998h(ban¢. On a motion for summary

judgment, the Court must “eschew making credibility determinations or weitltergyvidence.”

Czekaski v. Peters, 475 F.3d 360, 363 (D.C. Cir. 2007). The nonmoving party’s opposition,

however, must consist of more than mere unsupported allegations or denials and must be
supported by affidavits, declarations, or other competent evidence, settingpectfic facts

showing that there is a genuine issue for triiggeFed R. Civ. P56(e);Celotex Corp. v.

Catrett 477 U.S. 317, 324 (1986). The nonmovant is required to provide evidence that would

permit a reasonable jury to find in its favdranincham v. Navy, 813 F.2d 1236, 1242 (D.C. Cir.




1987). If the nonmovant’s evidence is “merely colorable” or “not significantly pixeha
summary judgment may be grantddberty Lobby, 477 U.S. at 249-50.
1.  Analysis

In this First Motion for Summary Judgment, the SEC contends that the undisputed
material facts demonstrate ti@tace violated Section 10(b) of the Exchange Act, 15 U.S.C. §
78j(b), and Rule 10b-5, 17 C.F.R. § 240.10kyadthatsheviolatedSectiors 5(a) and 5(c) of the
Securities Act, 15 U.S.C. § 77e(a), (c)ef@eturning to thesseparatarguments, howevethe
Opinionwill addresshe significant deficiencies Brace’sOpposition.

A. Grace’sFilings

The Court musinote at the outset thatr#gmains astounded by Grace’s filings in this case.
She has filled the docket wideeminglyendless errata, failed to comply with varioeddraland
localrulesof procedure and ignoredepeatearders regardinger pleadings TheCourt, for
instance,warned Grace in its Opinion denying her Motion to Dismiss that “[ijn no event should
future pleadings feature every font available in Microsoft Word and every adioe rainbow,
with cut-andpaste enails and other outside materials sprinkled throughwoilegal argument
without demarcation. Further filings should satisfy the basic demands obilegdaSEC v. e-

Smart Technologies, In€E-Smatrt [) No. 11-895, 2014 WL 945816, at *11 (D.D.C. Mar. 12,

2014). She has disregarded this admoniticstead filing an Opposition that is@hermish
mash ofcutandpastednaterials, interspersed amaegalargumentandpresentedn varied
colors, fonts, and font sizes. Rile this Court is sympathetto pro separties’ efforts to navigate
proceduralequirementsthe instruction here did not ask for Grace’s compliance with some

obscure legal rule. Instead, these are hasiceptof 8" grade compositionGrace moreover,
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is not the typicapro sedefendant- she isthe CEO of a publicompany andshe has generally
shown herself to be a sophisticated litigant.

This makes hefiailure to comply with théederal and localuleson summaryjudgment
filings similarly frustrating Specifically, under Local Rule 7(h), an opposition to a motion for
summary judgmennust ‘be accompanied by a separate concise statement of genuine issues
setting forth all material facts as to which it is contended there exists a genugeéassagsary to
be litigated.” LCVR 7(h). Suchstatement “shall include references to the parts of the record
relied on to support the statementd. Yet, despite citing this rulén her filings Gracehas
completely disregardeatl Inalongseries of docket entrieshe filed dive-part “Statemenof
Undisputed and Uncontested Material FacS8e¢eECF No. 410-YPart 1) ECF No. 410-ZPart
2); ECF No. 411-1Part 3) ECF No. 412-1Part 4) ECF No. 416-FPart 5) Theparagraphs do
not correspond to the SEC’s Statement of Undisputed Materitd ¢dtaaven make any
reference to particular paragraphs in the SECtat&ment Her Statementsmoreover, do not
specify which facts are genuinely in dispute, and taytainvirtually norecord citations.
Instead, for the most part, Gratascopied and pasted various materials into numbered
paragraphs. For instance, paragraph 8 from Pamgly states: “July 30, 2007,” and then
includes what appears to be the entirety of apage email. SeeDSMF (Part 1)at 67. Her
Statement of Fact, accorohgly, make it difficult to determine the significance of thaterials
she included and leaves the Cauessingaboutthe inferenceshewould have it draw from
them

To make matterarorse, Gracelid not submitin affidavitaffirming that the materials she
submittedare true and correct copies of the origindlkis isespeciallytroubling given that her

materialsare largely what appear to Mecrosoft Word versions of documents, and given that
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thereare many instances inhich documentappear tdave been modifiedAs an examplejn
Part 5 of her Statement, she provided a declaration from Kelly O’Meara, bgtggra 2 and 6-
8 areomitted. SeeDSMF (Part 5)at 13. As another examplen Part 1 of her Statemersthe
coped two e-mails into paragraph 12, the second of which changes fonts in the rSieele.
DSMF (Part 1) at 187. Such instancesaise serious questions for the Court about whether
presents materials as they wergginally written orwith alterations

Herfailure to file an affidavit imlsoinexcusablen light of the fact that shieas filed
affidavitswith other motions and evemth her opposition to the SEC’s Second Motion for
SummaryJudgment.SeeECF No. 379-Xaffidavit in support of motion for extension ofrte);
ECF No. 382-5 (affidavit in support of reply on motion for extension of time); ECF No. 383-1
(affidavit in support of motion for extension of time); ECF No. 384-1 (affidavit in support of
amended motion for extension of time); ECF No. 415-2 (affidavit in support of motion to accept
late filing of crossmotion for summary judgmentECF No. 459-1 (affidavit in support of
opposition to second motion for summary judgment). The affidavit she filed with her Opposition
to theSemnd Motion for Summary Judgmesypecifically affirms that “the statements,
documents, e-mails and exhibits submitted . . . are true and correct statendenis and
correct copies of documents and communications | either had or was sent, or wés give
Affidavit of Mary GraceECF No. 459-1. No such assurances are provided fondberials she
submitted with her Opposition to the present Motion.

Thesedeficiencies in heBtatemens of Fact couldalonewarrant the grant of summary
judgment in the SEC’s favoiSeelL.CvR 7(h) (“In determining a motion for summary judgment,
the court may assume that facts identified by the moving party in its statement ddinfetes

are admitted, unless such a faatesitroverted in the statement of genuine issues filed in
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opposition to the motion.;see alsS&GEC v. Banner Fund Iht 211 F.3d 602, 615-16 (D.C. Cir.

2000) (upholding district court’s grant of summary judgment for SEC because aletfésmited
to follow Local Rule 7(h)). Local Rule 7(h) “embodies the thought that judges like pigs,

hunting for truffles buried in briefs’ or the record.” Potter v. Dist. of Columbia, 558 F.3d 542

(D.C. Cir. 2009) (Williams, J., concurring) (quotiblapited States vDunkel, 927 F.2d 955, 956

(7th Cir. 1991). The Court, consequently, “is not ‘obliged to sift through hundreds of pages of
depositions, affidavits, and interrogatories in order to make [its] own anatygsdetermination

of what may, or may not, be argene issue of material disputed fact.” Pott&%8 F.3d at 550

(quotingTwist v. Meese854 F.2d 1421, 1425 (D.C. Cir. 198&geJackson v. Finnegan, et al.,
101 F.3d 145, 154 (D.C. Cir. 1996).

Yet, mindful of the impact of a grant of summary judgment and unwilling to take such a
step lightly, the Court has waded through hundreds of pages ftiesialsthat Grace
submitted in docket entries 466413 and 416 It finds that, even if Grace could provide the
evidencan proper formthere is no material fact in genuine dispotethe issues the Court now
resolves. Summary judgmethereforejs warrantedon both Counts | and Il, which the Court
treatsin turn.

B. Countl: Violations of Section 10(b)

Section 10(b) of th&ecuritiesEExchange Act prodes that it is “unlawful for any person .
.. [tJo use or employ, in connection with the purchase or sale of any security[,] . . . any
manipulative or deceptive device or contrivance in contravention of such rules antiorguaa
the [SEC] may prescribe.15 U.S.C. § 78). Pursuant to its authority under this provision, the
SECissuedRule 10b-5, which establishes that it is unlawftjp make any untrue statement of

a material fact or to omit to state a material fact necessarglér to make the statement made . .
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. not misleading . . . in connection with the purchase or sale of any security.” 17 C.F.R. 8
240.10b-5.1n an SEC enforcement actionyialation of Section 10(b) and Rule 10b-5 is
established whera defendant(l) madea material misrepresentation or omission; (2) in
connection with the purchase or sale of securities; (3)sgitnter SeeE-Smart | 2014 WL

945816, at *gciting SEC v. Monarch Funding Corp., 192 F.3d 295, 308 (2d Cir. 1999)).

The SEChassuggestd various bases for finding that Grace violated Section 10(b) and
Rule 10b-5, including misrepresentations in the company fillhgs and press releasesd
in Grace’se-mails toinvestors. The Courteednot address all of them, howeveechuse
Greace’s misrepresentiansin the 2008 Samsurngess releasare alone sufficient to permit
judgment for the SEC on this issue.
1. Misrepresentations an@missions
In February 2008,-8martissued a press releasenouncinghat it hadsigneda contract
with Samsung “to deliver to Samsung 20 million ‘I AM'™ cards, the Company’s most agtvanc
Super SMART™ Card.” SamsuiReleaseat 1. The release statedat Samsungvas tomake
“irrevocable”purchase orderfor thecards and that esmart believedhe ordersmay produce
profits in excess of $100 million.Id. It alsoquotedGraceas saying
We are pleased to announce this contract, which we believe is the
largest order of its kind placed in the world to date for a biometric
smart card such asSMART's® “I| AM"™ card. As Samsung is
one of the leaders in smart card technology in the world, this
contract confirms their opinion of the uniqueness and value of e-
SMART’s® “I AM"™ Super SMART Cards™. The contract
order is renewable and | anticipate thas iithe first of a series of
orders for our advanced “I AM”"™ card, not only for Samsung and

Korea but for many more countries with whom we have been
closely workingwith over the last year.
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Thesestatementshoweverwereundeniablyfalse E-Smartand Samsung had signed
only a supply contractSeeDSMF (Part 4 at 1 (11 64, 65); Mot., Att. 167 (Samsung Supply
Contract)at 1L There wasaccordinglyno agreement for e-Smart “to deliver to Samsung 20
million ‘I AM'™ cards” — only an agreement that Samsung could order up to 20 million cards on
certain agreedipon termsif it later chose to do saSeeSamsung Supply Contract. Put another
way, thecontractdid not include an order for any quantity of smart cards, and it did not obligate
Samsung to make any orders in the futuce. Grace and-&mart, as a resulhad absolutely no
basis to believe the contract waascontract order,*the largest order of its kindgr “the first of
a series of orders,” deerstatemenindicated.

In the materials she submitted with her Opposjtracehighlights various words and
phrasesn the contracthat, according to hedemonstrate thaccuracy othepress release
claims SeeUntitled Materials, ECF No. 409-5, at 19-2But as this Courexplained in its
Opinion denying her Motion to Dismisven a cursory examination of the actual contract
makes clear that such . . . claim[s] w[diad$e.” E-Smartl, 2014 WL 945816at *7.

Grace als@ontess thatthe press release constititen“omission” noting thate-Smart
later filed a Forn8-K with the SEC, which disclosede contract SeeOpp. at 28; DSMKPart
4) at 1(11 6566); Untitled Materials, ECF No. 409, at 15-18; 22-26. This argumesialso
unavailing. “[lJnvestors are not generally required to look beyond a given doctordiatover

what is true and what is not.” SEC v. StratoComm Corp., 2 F. Supp. 3d 240, 255 (N.D.N.Y.

2014) (quotingMiller v. Thane Int'l, Inc, 519 F.3d 879, 887 (9th Cir. 2008)) (internal quotation

marks omitted). The Form 8K, moreoverwas not even available at the time the press release
was issued. As a result, investors could not have found the relevant information, even iflthey ha

tried.
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2. The “Maker” of theStatements
It is also clear thaBrace “made” thenisrepresentations thepresselease In an
attempt toescapeaesponsibility, sheeniesdraftingthe releasandsays instead thatKelly
O’Meara, a media and publrelations consultant, and RobearvMaasdijk an interim director,
wroteit. SeeDSMF (Part 5) at4.3 (1 102£03, 109; Untitled Materials, ECF No. 405, at 2-
4. But whetheit was Grace who first put pen to paper to draft the relisasematerial. In

Janus Capital Group, Inc. First Derivative Tradersl31 S. Ct. 2296 (2011), the Supreme Court

addressed when an individual or entity “makes” a statenieakplained:

For purposes of Rule 10b-5, the maker of a statement is the person
or entity with ultimate authority over the statement, including its
content and whether and how to communicate it. Without control,

a person or entity can merely suggest what to say, not “naake”
statement in its own rightOne who prepares or publishes a
statement on behalf of another is nonitsker. And in the

ordinary case, attribution within a statement or implicit from
surrounding circumstances is strong evidence that a statement was
made by—and only by—the party to whom it is attributed.

Id. at 2302. Undedanus Capitathen Grace"made”the statement$ she ha “ultimate
authority” overthe release

Thematerials thashe submitted show that she was in control, not just generally as CEO,
but specifically in relation to #releasatself. For instance, O’Meara wroten email to Grace
stating “Attached is the FINAL Samsung release. | think it incorporates emety input. If

you want it to go out tomorrow, please let me know.” Untitled Materials, ECF No. 409-5, at

(E-mail from O’Meara to Grace (Feb. 25, 2008, 3:15 PM)) (emphasis addaidy., O'Meara
wrote again to Grace, “This is the FINALYours and Maranda’s changes includéd.is ready

to go when you sa¥ Untitled Materials, ECF No. 408, at 13(E-mail from O’Meara to Grace

(Feb. 26, 2008, 1:42 AM)emphass added).Yet another email from O’Meara to Grace asked
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“Do you realize that Gerard has taken out a complete paragraph? Do you no lohger wis
discuss possible profits???? We need to talk.” Untitled Materials, ECF N8, 408(E-mail
from O’'Meaa to Grace (Feb. 25, 2008))astly, O’'Meara wrote to Grace asking which
attorney’s edits to follow and stating, “I am happy to put out what you want.” Untitled
Materials, ECF No. 409-5, at 1&-mail from O’Meara to Grace (Feb. 26, 2008, 2:31 AM)).
These materials all point to theescapableonclusion that Gradeadauthority over the
release’s “content and whether and how to communicate it.”

This ishardlya situation furthermorejn whichthe draftesslipped in statements Grace
would not have authorized. Rathleerown contemporaneous words and actions show that she
endorsed thetatements.Not only was she involved in reviewing and editing drafthef
releaseseeUntitled Materials, ECF No. 409-5, at 2-@@mails), but she alsarote emails
containingassertionsimilar to thosenade in the releasd-or example,n ane-mail to an
investorseveral days before the release went she claimed:

Today we signed a contract with Samsung for $2€ fnillion

cards at $21 aard. (Our cost will be $4)[.] Samsung is giving us

an Irrevocable Purchase Order and it is bankable. This is the

largest order for biometric smart cards ever placed. . .. The

Samsung contract being a $400 million contract will qualify us to

move to Blietin Board[a securities trading forum]
E-mail from Grace to “Ron” (Feb. 22, 2008, 1:01 PM). In ana-to her boardhe day before
the release went quthe stated that the large number of shares traded that day suggested people
were awar@-Smarthad “irrevocable purchase orders for 20 million cards at $20 a card,” and
that eSmart’s “profi{s] could be as high as $300 million.” Mot., Att. 107r¢t&il from Grace to
Tom Volpe,et al. (Feb. 25, 2008, 10:47 PM))t is thusclearfrom the recordhat Grace

approved of thetatements the release.
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3. Materiality
Themisrepresentations in the releas®reover, were undoubtediyaterial. For
information to be material, “there must be a substantial likelihood that the disclosiuee o
omitted fact wald have been viewed by the reasonable investor as having significantlyg altere

the total mix of information made availableBasic Inc. v. Levinsor485 U.S. 224, 231-32

(1988) (quotindr' SC Indus., Inc. v. Northway, Inc426 U.S. 438, 449 (1976jntemal

guotation marks omitted¥eeMedia General, Inc. v. Tomlin, 387 F.3d 865, 869 (D.C. Cir.

2004). In other words, a fact is material if a reasonable investor Wiodlthe information

“important.” SEC v. Steadma®67 F.2d 636, 643 (D.C. Cir. 1992jt{ng Basic Inc, 485 U.S.
at 231-32).

One cannot disputiat nvestors in a publicly traded compangspecially on¢hat had
yetto bring in substantial revenlike e-Smart— would findthe existence (or neexistence) of
large “contract ordersinportant. SeeE-Smart | 2014 WL 945816, at *7 (quotiricatham v.
Matthews 662 F. Supp. 2d 441, 461 (D.S.C. 2009)) (explaining that a reasonable investor would
likely find information about whether a company had “sales orders that would produce
revenue’ material) Such orders would have significant effects on the company’s expected
revenuesas indicated by the releaged Grace’s own mrails. SeeSamsundrelease at 1
(“[T]he Company believes the Samsung orders may produce profits in ex@¥afillion.”);
E-mail from Grace to “Ron” (Feb. 22, 2008, 1:01 PM) (“The Samsung contract being a $400
million contract will qualify us to move to Bulletin Board. . . . This is huge for the Company
Her emails also explicitly recognizettie significancef this type of information to investors.
SeeMot., Att. 106 (Email from Grace to Charlie Blacktal. (Feb. 25, 2008, 3:58 PM))

(commenting thakarge volune of eSmart stock being traded and increase in stock’s value
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suggestedhat “the value of this psic] huge contract [wa&] known” by some investors
Whether eSmart had, in fact, sold 20 million cards was obviously something investors would
have found important.
4. In Connection witlithe Purchase or Sale of Securities
The misepresentations wesdsomade “in connection with” the purchase or sale of
securities. “The Supreme Court has held that the ‘in connection with’ elemdmbiachand
flexible standard and that any activity ‘touching the sale of securitiésuifice.” SEC v.

Leving 671 F. Supp. 2d 14, 31 (D.D.C. 2009) (quoting Superintendent of Ins. v. Bankers Life &

Cas. Co.,404 U.S. 6, 12-13 (1971)). “Where the fraud alleged involves public dissemination in
a document such as a press releasaual report, [@rinvestment prospectus . . . on which an

investor would presumably rely,” this burden is m8EC v. Rana Research, In8.F.3d 1358,

1362 (9th Cir. 1993)see als&ECv. Savoy Indus., In¢587 F.2d 1149, 1171 (D.C. Cir. 1978)

(noting this “requiremenis satisfied whenever it may reasonably be expected that a publicly
disseminated document will cause reasonable investors to buy or sell securgieance
thereon”). Because th&amsungeleasavas a public document on which investors would rely,
the misrepresentations were made “in connection with” the sale of secusiiese.q.

StratoComm Corp., 2 F. Supp. 3d at 2581uw@ss release satisfied the “in connection with”

requirement).
5. Scienter
Finally, Grace acted with the requisite mental state to establish liabititgedtion 10(b)
and Rule 10b-®nforcement actionsheCommissiormustprove that the defendaactted with

scienter SeeAaron v.SEC 446 U.S. 680, 691 (198@olphin & Bradbury, Inc. v. SEC, 512

F.3d 634, 639 (D.C. Cir. 2008)his translates d® mental state embracing intent to deceive,
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manipulate, or defraud.Aaron 446 U.S. at 686 n.5 (quoting Ernst & Ernst v. Hochfelder, 425

U.S. 185, 194 n.12 (1976))X.his Circuit has held that @ncompasses both intentional

wrongdoing and conduct undertaka&ith extreme recklessnesSeeDolphin & Bradbury, 512

F.3d at 639citing Steadman967 F.2d at 641). ¥reme recklessness more tharfa should
have knowrstandarg] . . .[r]ather,it is an extreme departure from the standards of ordinary
care . .. which gsens a danger of misleading buyers or sellers ihaither known tahe
defendant or is so obvious that tleécs must have been aware of itd. (quotingSteadman

967 F.2d at 641-43)nternal quotation marks omittedCourts have resolved issuesofenter

in appropriate cases, at the summadgment stageSee e.q, SEC v. Milan Group, Inc., 962

F. Supp. 2d 182, 201 (D.D.C. 2013EC v. Monterosso, 756 F.3d 1326, 1336 (11th Cir. 2014);

SEC v. George, 426 F.3d 786, 795 (6th Cir. 208%C v. Platform®Vireless Int'ICorp., 617

F.3d 1072, 1095-96 (9th Cir. 2010).

In this case, it isiot possible to believe that Grace, as CEO, did not kmogther a
contracthercompanyhadentered intavas a supply contract @anactual order This is
especiallyso, considering thdahe contract (if it was, in facanorder)had the potential to
generate upwards of $100 million in profits the revenuestrapped companySuch an
assertion alsappears ludicrous light of the fact thaGraceconstantlyclaimedto betraveling
around the worlghegotiaing andfinalizing the company'sontracts.See, e.g.Mot., Att. 192
(E-mail from Grace to “Christopher” (Sept. 21, 2007, 4:42)AW may have to fly to NY for a
few days to close the Bintusa deal. . . . Either from Rome, or NY, | will fly to Mor@ooo f
there to sign a $35million contract with the Military . After Morocco, | will then fly to South
Africa with them tonegotiate the takeover of the Netl contract there, and then fly back through

Equatorial Guinea, Angola and Maritania to sign caets there.”)Att. 43 at 1(E-mail from
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Grace to Stewart Hunet al. (Mar. 13, 2006, 2:28 AM) (“I am in Europe closing thigrst deal

here for $15 million.”); Att. 113 (Enail from Grace to Charlie Blackt al. (Sept. 10, 2007, 5:05
AM)) (“I am still in Europe and have finalized one contract in Italy and one with Abu Bigpi [
and Dubai for $35n. | am finalizing the one with Citigroup and Prince Waleed bin Talal this
week here;)Att. 195at 1(E-mail from Grace to Charlie Blackt al. (Nov. 29, 2007, 9:17 AM))

(“I am in Switzerland working to finalize the first financing transawti. . . [T]hen will travel

to Korea to meet with Samsung, Daewoo to conclude agreements with them . . . and to have
further talks with NEC). Indeed, the record compels the conclusia@t she was-&mart’s
primary negotiator of contragtand she does not offer any evidence to show that, for some
reason, she was not involved in negotiating and finalitirgyparticular agreement.

But even if she haghotbeeninvolved, when it comes to such a significant event, one
would expect the CEO to verify the agreememtigst basic details before announggit
publicly. This isespeciallytrue herewhereGraceknewthat somenvestors felthe company
had liedin the past about deals anad beertfraudulent and open for criminal prosecutiori-
mail from Ken Wolkoff to Grace (Oct. 24, 2006, 9:03 P8Be, e.g.E-mail from Douglas
Borwick to Grace (Apr. 3, 2007, 8:04 PM); Mot., Att. 199 (E-mail from Douglas Borwick to
Grace (Dec. 27, 2007, 1:18 AM)); Mot., Att. 196 1ft&il from Grace to Fritzt al. (Dec. 18,
2007, 11:34 AM)).

Prior to issuing the releasbpwever Grace never contacted anyone at Samsung to
confirm the orderseePSMF, { 31, and&en a perfunctory review of the contrachuld have
revealedhat itwas nothing more thaa supply contract See Samsung Supply Contract. She
hasalso failed to preserany evidence showing that she hddgtimate basis to believe the

statementshat she madeOther courts in thi®istrict have determinethat “[s]cienter is
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established where representationsmnions are given without basis and in reckless disregard of

their truth or falsity.” SEC v. Kenton Capital, Ltd., 69 F. Supp. 2d 1, 10 (D.D.C. 1998) (citations

omitted);seealsoMilan Group, Inc., 962 F. Supp. 24196 (quotingChill v. General Electd

Co., 101 F.3d 263, 269 (3d Cir. 1996) (internal quotation marks omitted) (“An egregious refusal
to see the obvious, or to investigate the doubtful, may . . . give rise to an inference of . . .
recklessness.”) Also notable is the fact thatespite heown emails proclaiming the

importance othe allegectontract to investors, and despite her knowldtdgesome investors

felt theyhad been lied to in the past, she never took steps to correct the misrepresentations in a
subsequentelease.

It alsomust have been obvious, even to a layperd@tsincethe statements in the
releasegrossly misrepresented the nature of the Samsung contract, they presentadsa seri
dangerof misleading investorsThe release conveyed, in no uncertain terms, that e-Smart would
deliver 20 million cards over two years, and that the company believed it wasgés [arder in
the world for smart cardsSeeSamsundrelease at 1That theestatementsould mislead
investors was “so obvious that [Grace] must have bemnesof it.” Steadmagrd67 F.2d at 641-

42.

In her defense, Grace asserts that it is “most plausible to infer.thgghe]genuinely
believed the challenged statements” because she never sold anglwdriean e-Smart While
it is true that coud find stock sales relevant to issues@énter “the lack of stock sales by a

defendant is not dispositive.” No. 84 Employer-Teamster Joint Council Pension Trust Fund v.

America West Holding Corp320 F.3d 920, 944 (9th Cir. 2003). In this case, &satecision

to maintainher sharesloes not defeat the other strong indicis@énter especially because

Gracewould clearly have had other motives, beyond a rise in the stock foricesrepresent-e
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Smart’s success to investors. Without wading into questions about which expenses were
legitimate and which were not, the Court ndtes nvestor funds in &mart, Intermarket, and
IVI accountswere whatenabledGraceto spend lavishly on hotels, flights, restaurants, clothing,
and oher items.

Thecases Graceoffersonscienterdo not help herSeeOpp. at 27, 29citing Gompper

v. VISX, Inc., 298 F.3d 893, 896-97 (9th Cir. 2002); Ronconi v. Larkin, 253 F.3d 423, 430 (9th

Cir. 2001);_In re Vantive Corp. Sec. Litig., 283 F.3d 1079, 1085 (9th Cir. 280&@)gated by

South Ferry LP, No. 2 v. Killinger, 542 F.3d 776, 784 (9th Cir. 2008he cits these opinions

to suggest thahe SEGs “attempfing] to plead fraud by hindsightand thatit hasfailed to
show she did not optimsiically believe the statement®pp. at 27-28. Buhesecasesaddress

pleading requirementshen the statements at issue fargvardlooking. SeeGompper, 298 F.3d

at 896-97 Ronconi, 253 F.3d at 430.h& false statements at issue h&ege not predictions
about the future — they purported to represeBimart’sthencurrentstate ofaffairs. As a result,
the cases areompletely off point.

In sum,a reasonable jury could only find that Grace acted, at the very least, wémextr
recklessness, ifot with the specific intent to misrepreserbmart’s success.

6. Reliance on Counsel

Grace’sotherprincipaldefense is that Maranda Fritajtside counsel to 8mart, was a
“central participant” in drafting the release and “approved” it. Gep. at 29Untitled
Materials, ECF No. 409-5, at 1. Itis “an open question in this circuit whetherceslenthe

advice of counsel is a good defense to a securities violation.” Zacharia€ Vo&EF.3d 458,

467 (D.C. Cir. 2009). ssuming that it is, the defe@hardly seems appropriate hewehere

Grace was merely describing a straightforward contrRetther, iis more suitable for situations

23



in whichthe legality of a contemplated action is a closeaatines that involvéhe
interpretation otomplex lgal documents. As noted above, the Samsongractwas quite
obviously a supply contracnd the statements in the press release weyeestionably
misleading It would not take a lawyer’s advice to comprehend either of these things.

But even assumintipat the defense availableand appropriate in a situation like this,
Gracecannot establish the requiretments.Specifically, todemonstrate that she relied on
counselGracewould need to show that she: “(1) made a complete disclosure to cd@hsel;
requested counsel’s advice as to the legality of the contemplated acti@cgi8ed advice that
it was legal; and (4) relied in good faith on that advide.” Although there appears to be
conflicting evidencen the recordabout whether Friteven sawa copy ofthe Samsung conttg
compareDSMF (Part 5) at 8 (f 10Lith Reply, Att. E (Second Investigative3timony of
Maranda Fritz) at 14:8-9,Grace has ngirovided any evidence showing tiséie asked Fritio
review the contradb determinavhethernt waslegaly permissibleto interprett as a order for
20 million cards.In fact, Fritz testified that Graceepresentetheterms of thecontractto her,
andthatshewas not providing a legal opinionith theeditsshe made to the releasBeeFritz
Seond Test. at 114:8; 114:1215. Grace therefore cannot hide behind Fritz.

7. Other Defenses

Finally, Gracerepeats two defenses that this Court dispos&d dényingherMotion to
Dismiss. The first is thdhe presselease watormal ‘pufing’ . . .and [wap not fraud.” Opp.
at 29. Statements are pufferyas opposed to actionable misrepresentationsenthey are
“generalized statements of optimism that are not capable of objective verifitafi@eland v.

Iridium World Communicatios, Ltd, 545 F. Supp. 2d 59, 76 (D.D.C. 2008). This Court

explainedearlier thathe statements at issurethe release were not “generalized statements of
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optimism” but were specific, verifiable statemen8eeE-Smart | 2014 WL 945816, at *9For
instancethe claim thathe Samsung contract was an order for 20 million smart candsds/ a
vague, atmospheric hop&he cannotlaim, consequentlythat the release wasere puffery.

She alsaontendsagain that the release did not cait misrepresentations because it
included a afe-harbor statement specifically cautioning readers about the reliaibilisy
“forward-looking statements.'SeeOpp. at 29-30Untitled Materials, ECF No. 408, at 26-27.
The Private LitigatiorSecurities Act of 1995 provides that,certain circumstances, individuals
are not liable for forwardboking statements under Rule 10b&eel5 U.S.C. § 78u-5Yet
there are two significant problemsth Grace assertintiis defensehoth ofwhich this Court
explained in itearlierOpinion The firstis that the saf@arbor provision applies “in any private

action,” not in an SEC enforcement actiddeel5 U.S.C. § 78%{(c); see als&GEC v. U.N.

Dollars Corp, No. 01-9059, 2003 WL 192181, at (Q.D.N.Y. Jan. 28, 2003) (not reported).
Theseconds that the misrepresentationsrenot “forward looking” —they wereframedin the
present tenseThis defensethen is similarly unsuccessful.

In sum, the record on summary judgmesntlear Grace made material
misrepresentations the Samsung press releagéh scienter The SEC has, therefore,
establishedhat she violated Section 10(b) and Rule 10&rk&lit is entitled to summary
judgment against her on Count

C. Countll: Violations of Sectiors 5(a) and 5(c)

Sections 5(a) and 5(c) of the Securities Act, 15 U.S.C. 88 77e(a), (c), “prohilsalkbe
and ‘offer for sale’ of any securities unless a registration statemengfiect or there is an
applicable exemption from registrationZacharias569 F.3d at 464. “To show a violation . . .,

the SEC must show that the investments offered are securities, and thatihegaDgf offered
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or sold these securities without first filing a registration statemévitidn Group, Inc., 962 F.

Suwpp. 2d at 192 (internal quotation marks and citation omitted). The burdeshifftsrtothe
defendant to prove that @xemptionfrom registratiorapplied. Zacharias569 F.3d at 464

(citing SEC v. Ralston Purina, 346 U.S. 119 (1953)). This Circuit has not resolved whether the

defendant must have acted wattienterto be liable for Section 5 violation§eeZacharias569
F.3d at 466.

The SEC offers evidence that from 2005 to 2007, Grace and others participated in a
convertible-loarscheme designed to sell shares-&neart stock.SeeMot., Att. 102 (Memo
from Grace to “All Management & Directors” atSmmart, Intermarket, and V1, Jan. 5, 2005)
(“Grace Memo”). Shares of stock are clearly “securities” within the meanirng ctatute. See

15 U.S.C. 8 77b(a)(1) (“security” includes “stock”); SEC v. Edwards, 540 U.S. 389, 393 (2004)

(definition of “security” includes “stock”). There is, furthermore, no dispute beashares were
not registeredseeMot., Att. 176 (SEC Attestationand Grace does not assert that a registration
exemption applied. The only question is whether Grace “offered” and “sold” sesuhitough
the loan scheme
1. The Sale of Unregistered Securities

The evidence unequivally demonstrates that she dielll curities In essenceynder
the scheméenders” provided shorterm loangoften of 1-2 weeks)o Intermarket and IVithe
two private companies that Grace controll&ke, e.g.Mot., Att. 29 at 37 (Promissory Note for
H. Bloomfield) Att. 33 (E-mail from Larry Weinberg to Grace (June 26, 2006, 1:30 P@iace
Depa at 189:9-192:21Those companies offereleir restrictede-Smart stoclas collaterabn
the loans.SeeMot., Att. 30 (Email from Gary Abrams to Graget al. (June 28, 2006, 9:49

AM)); Att. 27 (Investigative Testimony of Maranda Fjitt 65:18-21; Att. 491(etter from Fritz
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to Sharon Owen, President, Holladay Stock Transfer, Aug. 25, 2005). When the loans went into
default—an outcome that was virtually guaranteed becausentarket and IVI had no revenues
— the “lenders” could convert the notes tBmeart stockat $0.10 a share, which wagpically
belowmarket rates SeeMot., Att. 23 (nvestigative Testimony of Dougl&orwick) at 74:2-18
78:2-14 Att. 29 at 1-2 (E-mail from Borwick to “Harold” (Mar. 27, 2006, 9:13 PNB-mail
from Gary Abrams to Graacst al. (June 28, 2006, 9:49 AM¥race Memo at 1; DeAm. Ans.,
19 19, 20.Gracewouldthenauthorize the transfer agent to issuedia esvithout their
restrctive legendsbased on opinion letters from attorney Fritz, thereby transforming thes share
into unrestricted stockSeeMot., Att. 41 at 2-3 (Letter from Grace to Fritz, July 19, 2005);
Letter from Fritz to Sharon Owen, President, Holladay Stock Transfer, Aug. 25, Pa@5s, e
Smart would issue IVI and Intermarket enoughtricted shares to maintain the companies’
respective ownership percentag&eeGrace Memo at;2Viot., Att. 103at 1(E-mail from Grace
to Tony Russocet al. (Mar. 30, 2006, 8:12 AM))In the end millions of dollarsn “loans” were
exchanged fomillions of unregisteredree-tradingshares.See2007 10-Kat 31 SEC
Attestation

In her Opposition, Grace does not appear to dispusethets seeOpp. at 37-38, other
than to claim that “lenders” only made loans to Intermarket IVI. SeeDSMF (Part § at 16
17 (copying and pasting “Testimony of Douglas Borwick”xek if that were truesuch a point
is immaterialsince using eithegntity to distributeunregistered shares through sham loans would
violate the statuteln her supporting materials, she does, howewuake several commerntsat
the “threshold issuis whether the loans constituted an offer and sale of securities for the
purpose of the Sedties Act and Exchange Act.SeeMaterials Titled “C.) LEGAL REPORTS,

TESTIMONY & SUMMARY,” ECF No. 4072, at 10 {Grace Legal Report3’”
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The Court has no trouble finding that they did. The loans were not genuine, and the
purpose of the arrangememds clear:to sell unregistered &martsharesn order to obtain funds
from investors.A January 2005 memo to “All Management & Directors” at Intermarket, VI,
and eSmart explained, for exampliat the task of raising “the InvestmeetSmart needed to
carry out its business plan wasetnghindered by the fact thg-Smar} ha[d] reachedits] limit
to issue new shares to raise capital.” Grace Manhio The memdurther explained that the
“Company [wa]s capitalized with 200 million authorized shames all [were]. . . accounted
for.” 1d. While the companylanned to have a meeting to authorize additional shavess
going to use “an alternative platd raise fundé the meantime-i.e., distributeshares of €
Smart through the loan schemld.

Although thememosuggested thahe companies/ould pay off the loandn the event”
Gracewasable to secure fundirtgeforethey becamelue, that was ndtuly part of the plan.
Intermarketand VI did not have revenues with which to repay the loans, and theNeams
generally due withira very short timeframeE-mails about the scheme aldemonstratéhatthe
“lenders”believed they were investing in e-Smart, not making loans to Intieetaa I\VI. For
exampleone“lender” wroteto Ken Wolkoff, who helped oversee the transactitmspmplain:
“1 have never receivealy shares for the $10,000 investment | made3onartin September of
2005, at your recommendation. Up until now, it appears | have made a $10,000 donation to this
company.” Mot., Att. 32at 2(E-mail from Devon Ronner to Kenneth Wolkoff (Apr. 30, 2006,
7:51 PM)). An e-mail from another “lender” to Douglas Borwick, who also helped adeninist
the scheme, statefT]hank you for the email you sent me tonight with the note, security
agreement, etc[.] for the $150,000estment that | made in®@marton June 18. On Friday,

June 28 | wire-transferred an additional $50,000 tSmart. Please send me additional
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paperwak for my new $50,000 investment.” Mot., Att. &-mail from Michael Stone to
Borwick, et al. (June 25, 2006, 10:17 PM)).

Other emails are even moieansparent about the fraudulent nature of the loans.
Borwick, for instance, wrote to one lenddrhave your name on a list that says you made a

convertible loan to Intermarket Ventures. . . . When Intermarket Ventures defautie loan (in

one weekand you wish to convert under the default to $.10 shares, you need to semaién e-
to [Mary Grace and othel$ E-mail from Gary Abrams to Graget al. (June 28, 2006, 9:49
AM) (emphasis added). Another “lender” wrote to Mary Grace on the day he nwate a
saying “l understand the Intermarket logiti be defaulting and | wish to convert the loan under
the default to $.10 shares.” Mot., Att. 34 (E-mail from [redacted] to Grace (June 26, 2006, 6:21
PM)) (emphasis added).

Borwick andWolkoff’s testimonyis similarlyrevealingabout the true purpose of the
loans. Wolkoff, for instancedmited that his owmeason foparticipating in the transaction
was to acquire stockSeeWolkoff Depo. at 15:25-16:5. He further explained that, while people
“had the option to leave it as a loan and not convert it, . . . [m]ost of the people, in fang com
in had the intention just like [he] did to convert because they wanted the free tradesy’skia
at 28:24-29:7. Borwickwhoput in $100,000 and received 1,000,000 unrestricted shares after
the loan went into defauyllikewise testified thalbe investedwith the hope that they wouldn’t
pay [him] bacK;, and “that [he] could get fre&ading shares at ten cents a sha&eeBorwick
Test.at 74:7-14; 78:12-14. When asked,itDthe lenders] tell you they were entering into this
transaction becae it was an advantageous way for them to obtain free trading stock in e-

Smart?” he responded, “I think they all understood that clearly.” Mot., Att. 57 (Depostti
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DouglasBorwick) at20:24-21:2. Perhaps unsurprisingly, Borwat&o testified that hdid not
believe Intermarket ever paid anyone back for the loBaswick Test.at 77:24-78:1.

The evidence thus shows that the scheraga method to offer and selhregistered
sharesof e-Smartstock and Grace has nestablisheén exemptiorirom registration SeeSEC

v. Aqua Vie Beverage Corp., No. 04-414, 2007 WL 2025231, at *3-4 (D. Idaho July 9, 2007)

(upholdingmagistrate judge’s findinthat “debt conversion scheme,” through which
unregistered shares were distited to the publicyiolated Sectioa5(a) and 5(c)).
2. Scienter

Graceassertghatshe is not liablehoweverpecausehe did not act witecienter See
Grace Legal Reportt 9. As noted abovehis Circuit has notlecidedwhetherscienteris an
element of a Section 5olation The Court need not resolve issuenow, howeverbecauset
is clear that Gracsatisfied the requirement lagting intentionally or with extreme recklessness.

Forone thing, contrary to the assertions in her OpposiseeQpp. at 1-2Grace knew
that the loans were nbbna fide An e-mail she wrote to-&mart’s Board of Directors June
2006is especiallytelling. Apparenly referencinghe $0.10shareconversion rate under the
loans,sheinformed the Boardhat “there [wa]s not ahortage of shareholders who wobldy
stock at $.10 becausé[tlhe market [wap at $0.12.” Enail from Grace to Tom Volpet al.
(June 12, 2006, 4:59 AMegmphasis added)srace wasadditionally,the recipient of gnails in
which “lenders” claimed efault only days after making loaaadwas at the same timé¢he
President and CEO of both Intermarket and IVI and therefore the best posiadmeht that
the companies could not repay loans on such short timetables.

Far more ruinous to her claims of innocence, however, aanhployment of a forged

opinion letter to further the scheme in May 20@5 part of the share-distribution scheme, e-
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Smart’s counsel, Marandaitz, had issued opiniolettersin 2005expressinghat eSmart’s
transfer agent couldemove the restrictive leges@n thestock certificates issudd “lenders.”

A restrictive legends placed ora securityto “alert]] buyers that the security has not been
registered under the Securities Act amaly be offered ancb&l only if the security is registered,

or its sale qualifies for an exemption from registratio8EC v. CMKM Diamonds, Inc., 729

F.3d 1248, 1252 n.1 (9th Cir. 2013) (citations omitted). Removirsgtagends makethe

securities “more saleablad. (citations omitted), and thus more enticing to invest@seGrace
Depo. at 163:8-164:5Here,Fritz issuedetterswrongly claiming that the restrictive legends

could be removed under Rule 143eeg e.q, Letter from Fritz to Sharon Owen, President,
Holladay Stock Transfer, Aug. 25, 2005. Her reasoning was based, in part, on the fact that the
shares wereransferredo lendersafterthedefault ofbona fideloans. See, e.g.id. She issued
several of thse letterdor transactions that took place in 20@eeFritz Test. at 63:180:9

Grace Depo. at 163:8-164:5.

Later, in 2007, Graceepeatedlyasked Fritzo write another opinioretter that would
enablethe agento issue unrestricted shatesa new set of investorsseFritz Testat 81:10-
85:11. Each timeFritz declined to issue one._Id. at 90:12-38:19-99:7. Then,feer being
refusedseveral timesGrace told Fritz thathe was not sure she needed a new opinion letter
anyway She explained that, in her viethe newstock transfershouldbe treated the same way
as the2005 transactions and should therefore be covered loyigheal 2005 opinion letterid.
at 9:12-93:11. Fritz testifiedthatshe would have lem“very surprised” if the transfer agent had
agreed with Graceld.

It appears Fritz was righbecausemMay 8, 2007, Grace sent the transfer agent several

documentdgor the new set of “lenders,” including an updated opinion |#ti#rcovered
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transactions through March 2003eeMot., Att. 51(E-mail from Grace to Sharon Owen (May
8, 2007, 12:28 PM))But Grace had not retained another attorney to whdtletter Instead
although thdetter did not bear Fritz’'s signatuieconcluded: “Very truly yours, Maranda E.
Fritz.” 1d. Fritz deniesissuingthis letter, seeFritz Test at 98:11-99:7see alsd. etter from
Maranda Fritz, Hinshaw & Culbertson LLP to David B. Deitch, Aug. 7, 2a08Graceoffers
no evidence taontradictthe SECs contention that she used a forged letter in May 208Tich
conductto further the schem#nquestionablglemonstrates that she acted vatienter
3. “Substantial Factor”

Grace alsarguesthat her role was naufficient to make her liableSpecifically, she
asserts thathe did not conceive of the scheme or oversee the |&aeOpp. at 38.Yet she
need not have thought up the plan or even been the primary person ovetdediegheld
responsible She is liableéf she was a “necessapgarticipant or substantial factor” in the Section
5 violation. ESmart | 2014 WL 945816, at *10 (quoting SEC v. Calvo, 378 F.3d 1211, 1215
(11th Cir. 2004), and citingacharias569 F.3d at 464).

Theundisputed evidendeereshows thatGraceplayed a significant angecessaryole in
perpetuating the schemé one email, for example, she explained the scheme, corrected others
on how it would operate, and coardted work related to itSeeE-mail from Grace to Tony
Russget al. (Mar. 30, 2006, 8:56 AM). Sheasalsokept in the loop about the transactions and

wasinvolved indecisioimakingregarding them See e.g, Mot., Att. 31 (Email from Borwick

2 Grace may have used multiple fraudulent opinion letters in 200 %émee the scheme. The record
references another opinion letter, dated January 25, 2007, thauwaortedly written by Frithut that Fritz did not
write. SeeFritz Test. at 78:81:8. Fritz reported Grace’s apparent use of a “[flabricated January 2006hopi
letter” to eSmart’s Board in August 2008.etter from Maranda Fritz, Hinshaw & Culbertson LL& David B.
Deitch,Aug. 7, 2008 Specifically, Fritz informed the Board thiiie SEC was “in possession of evidence
demonstrating that, in 2007, Mary Grace created or obtained a fraudul@ondetter,” which appeared to ba “
scanned and altered vensiof a letter thafFritz] had issued in the fall of 20051d. She further noted théft] here
[wa]s reason to believe that the fabricated letter was displayed by Mary Grace to@téeiasestor to induce him
to enter into additional loan transactidngd. The SEC however, did not specifically reference the January 2007
letter in its Statement of Undisputed Facts and has not, at this point, sdihattéetter as part of the record.
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to Grace & O’'Meally (May 14, 2006, 10:22 BPMemphasis added) (“Dear Mary and Beverly,
Here is the 8th Group to get shares. . . . Michele Mumford Sephton loaned $21757.29 and is

asking to get $14,757.29 back. This will have to be discussed with"Mdgrwick Test. at

92:7-93:9 (explaining Grace’s involvement in setting transaction terms, such @sdétfigans”
and share-conversion rates); Wolkoff Depo. at 22:8-23:11 (noting Grace approved shortening
loan times to entice investdrsShe additionally signed promissory notegRromissory Note
for H. Bloomfield, representation letters on behalf of IntermadestAtt. 41 at 23 (Letter from
Grace to Fritz, July 19, 2005), and letters authorizing and instructirigatisferagent to issue
unrestrictedstockcertificates See, e.g.id. at 410 (Letter from Gree to Sharon Owen,
President, Holladay Stock Transfer, July 6, 200H)e record is replete withther evidence as
well that Grace was a substantial and necessary participére stheme. See.g, Borwick
Depo. at 19:15-20:6Borwick Test. at 57:20-2%ee alsd®SMF, 184(citing additional
exhibityg. The fact that there may have been other “central participants” in the sgeame,
Grace Legal Reports at 113, does not detract from this fact.
4. Reliance on Counsel

Grace’sonly remaning defensdo the Section 5 violatiois that the SEC has failed to
showthatshe “ever knew or was told other than what counsel testified to that the loans were
bonafide fic] loans.” Opp. at 1-2. As noted previously, this Circuit has not ruled etheh
reliance on the advice of counsekigenan adeqate defense tosecuritieslaw violation
Zacharias569 F.3d at 467.f such a defense is available, Grace must establish that she made a
complete disclosure to counsel, specifically requestedsabs advice on the legality of the
transaction, got advice that it was legal, and relied in good faith on that aftlzicéhis she has

not done.
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The first problem for Grace is that, as discussed previously, she knew the loamotve
bona fide Thesecond and much more obvious problem, howesénatsheused a forged
opinion letter in 20070 perpetuate the scheme assuefreetradingshares t@ new set of
investors. Even assuming, then, that she raligghodfaith on the advice of counsel relation
to the pre-2007 transactions, sheraarclaim gooefaith reliance for thenes in 2007. As noted
previously,her attorney repeatedly refused to iseaw opinion letters in 2007. Modifying and
using the attorney’s 2005 opinitetter, especiallyafter such refusalslefeats any possible
relianceon-counsel defense.

As a resultthere is no factual dispute tHatace’s participation in the loan scheme
violated Sectioa5(a)and 5(c) of the Securities A¢hus entitlingthe SEC to summary
judgment against her on Couhtas well
V. Conclusion

For the foregoing reasons, the Court will gridng SEC’s-irst Motion for Summary
Judgment against Grace on Counts | and Il of its Amended CompBenause the SEC'’s
Second Motion for Summary Judgment is still pending, the Court will not resolve the issue of

remedies at this junctured contemporaneous Order will so state.

/s/ James E. Boasberg
JAMES E. BOASBERG
United States District Judge

Date: November 21, 2014
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