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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF TENNESSEE
AT KNOXVILLE

SECURITES AND EXCHANGE COMMISSION, )

)
Plaintiff, )
)
V. ) No.: 3:11-CV-176
) (VARLAN/GUYTON)
AIC, INC., COMMUNITY BANKERS )
SECURITIES, LLC, and )
NICHOLAS D. SKALTSOUNIS, )
)
Defendants, )
)
and )
)
ALLIED BEACON PARTNERS, INC., )
(f/k/a Waterford Investment Services, Inc.), )
ADVENT SECURITIES,INC., and ALLIED )
BEACON WEALTH MANAGEMENT, LLC )
(f/k/a CBS Advisors, LLC), )
)
ReliefDefendants. )

MEMORANDUM OPINION & ORDER

This matter is before the Court on pl#if Securities and Echange Commission’s
(“SEC”) Motion for Partial Smmary Judgment [Doc. 93], which the SEC moves the
Court to grant summary judgmt against defendants Al@c. (“AlIC”), Community
Bankers Securities, LLC (“CB Securities”),caNicholas D. Skaltsounis (“Skaltsounis”)
(collectively, “AlC defendants”) on the Al@efendants’ estoppel, waiver, unclean hands,
and advice of counsel defenses to the SEAims, and also moves the Court to grant

summary judgment against t#dC defendants for violating8 5(a) and 5(c) of the
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Securities Act of 1933, 15 UG. 88 77e(a) & (c). In adltbn, the SEC seeks summary
judgment against the relief defendantstimis matter, Allied Beacon Partners, Inc.,
Advent Securities, Inc. (“Advent”), andllfed Beacon Wealth M@agement (“ABWM”)
(collectively, “relief defendants”), on its sfjorgement claim, contingent upon a finding
of liability against the AIC defendantsThe AIC defendantsral relief defendants
submitted a response [Doc. 98], to whiclke tBEC submitted a reply [Doc. 101]. The
parties have also submitted various affidavits and exhibissipport of their respective
positions. Having considered theguments of the parties, light of the record in this
case and the prevailing case law, 8tC’s motion will be granted.
l. Relevant Background

This dispute arises from the offering pfomissory notes and stock in AIC, a
Virginia-based holdingompany for several registerebker-dealers (co-defendant CB
Securities and relief defendants Allied @en Partners, and d&ent), and a state-
registered investment adviser (ABWM), the AIC defendants &m 2006 through 2009
[Doc. 65 T 13]. CB Securities, a registd broker-dealer ithh the SEC until 2009,
employed independent brokers throughout ¢bantry, including an office located in
Maryville, Tennesseeld. 1 14]. At all times relevanto this matter AIC owned an
eighty-eight percent interest in CB Securitiéd.][ Similarly, AIC owned a ninety
percent interest in ABWM (formerly knowas CBS Advisors), Allied Beacon Partners

(formerly known as Waterford Investment Sees, or “Waterford”), and Advent, all of



which were registered in Tennessaong other states, to sell securities {1 18-20T:
Co-defendant Skaltsounis founded AIC in 2089d during the period in question, served
as AIC's president and CEO and held iampositions in CB Secties, Advent, and
CBS Advisors, in addition to sang as Chairman of the Bahpof Directors of Waterford
[Id. § 15]. The SEC alleges that the AIC defertdaorchestrated an offering fraud that
defrauded investors ofiltions of dollars in multiple statesvith the proceeds distributed
amongst the AIC defendants atodthe relief defendants.

As neither AIC nor its suliaries were profitable, AIC had a constant need for
capital in order to fund their operations, whi&lC met by offering and issuing securities
in the form of promissory notes agll as common and preferred stodd. [ 23-25].
Through sales of both notesdastock, AIC raised over $nillion from at least seventy-
four investors in fourteen states during thlevant time period [Doc. 65 § 29]. The SEC
claims that in the process of offering aselling these securities, the AIC defendants
made material misrepresentations db®iC’'s business and omitted disclosures
regarding the risks associated with investing [Doc. 94-1 at/A8. set forth in the SEC’s
brief in support of its motion for summarydgment, potential note holders would receive
the relevant promissory note, stockholdersuld receive a subscription agreement, and

occasionally, the AIC defendants would use other materiablioit investors, such as

! The parties do not dispute that all foutites associated with AIC were operated as
subsidiaries of AIC.

2 These omissions include the fact thaCAlad never been profiite, that AIC had no
revenue from business operatiprend that AIC’s ability topay returns to investors was
dependent upon attracting nawestors [Doc. 94-1 at 5].
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executive summaries, which alsontained material misgements and omissionisl [ at

6]. These investments were sold without agtgtion statement in effect as to AIC, as
required by the Securities Act of 1933. drder to maintain the fraud, the SEC claims,
the AIC defendants induced investors to restwe renew their AIC investments, making
further misstatements in the process. Asult, many of these investors did reinvest
their funds by rolling over their investmentdamew promissory notes. Of the funds
raised, $948,389 was distributed to a&ounis, approximaty $2.8 million was
distributed to CB Securitiegnd approximately $1 million was distributed to the relief
defendantslfl. at 7]. In its First Arended Complaint, the SEC alleges that another $2.5
million of new investor funds were distribdtdack to investors, so that the fraud was
operated as a Ponzi scheme [Doc. 65 { 32].

The SEC commenced th@vil enforcement action irR011, and in its First
Amended Complaint clais numerous violationsf the federal securities laws, including:
(1) violations of § 5 of th&ecurities Act of 1933 for Bmg unregistered, non-exempt
securities without proper regiation as to the AIC defendani{&) violations of § 17 of
the Securities Act for offering and sellingceeties by fraudulent nas as to the AIC
defendants; and (3) violations of § 10(b)tbé Exchange Act of 1934, and Rule 10b-5

thereunder, for engaging in fraudconnection with the sale @&fC’s securities as to the



AIC defendants. The Commission seeks permanajtinctive relief against the AIC
defendants as well as disgorgemieom both the AIC and relief defendants.
Il.  Standard of Review

Summary judgment under Rule 56 ot tkederal Rules of Civil Procedure is
proper “if the movant shows that there isgenuine dispute as to any material fact and
the movant is entitled to judgent as a matter of law.” Fed. R. Civ. P. 56(a). The
moving party bears the burder establishing that no geme issues of material fact
exist. Celotex Corp. v. Catretd77 U.S. 317, 330 n.2 (1986\toore v. Phillip Morris
Cos, 8 F.3d 335, 339 (6th Cir. 29). All facts and all infergces to be drawn therefrom
must be viewed in the light mofvorable to the non-moving partyMatsushita Elec.
Indus. Co. v. Zenith Radio Corpl75 U.S. 574, 587 (198@purchett v. Kiefer301 F.3d
937, 942 (6th Cir. 2002). “Once the movingtgaresents evidenafficient to support
a motion under Rule 58 e non-moving party is not entitl¢o a trial merely on the basis
of allegations.” Curtis Through Curtis vUniversal Match Corp., In¢.778 F. Supp.
1421, 1423 (E.D. Tenn. 1991) (citiri@ptrett 477 U.S. at 317). To establish a genuine
issue as to the existence of a particulam&nt, the non-moving party must point to
evidence in the reed upon which a reasonable finder fatt could find in its favor.

Anderson v. Liberty Lobby, Inct77 U.S. 242, 248 (1986)[he genuine issue must also

® The SEC has settled all claims with defants Graves and Guyette [Docs. 146, 156].
The SEC has also brought additional claims ag#itS, CB Securities, and Skaltsounis for their
specific roles in the allegestheme [Doc. 65 {1 107-119].
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be material; that is, it mugtvolve facts that might affe¢he outcome of the suit under
the governing law.d.

The Court’s function at the point of summgudgment is linited to determining
whether sufficient evidence $fidbeen presented to makiee issue of fact a proper
question for the factfinderAnderson 477 U.S. at 250. Th€ourt does not weigh the
evidence or determine thiruth of the matter.Id. at 249. Nor does the Court search the
record “to establish that it is bereft afgenuine issue of material fact3treet v. J.C.
Bradford & Co, 886 F.2d 1472, 1479-86th Cir. 1989). Thus'the inquiry performed
is the threshold inquiry of dermining whether there is a&ed for a trial—whether, in
other words, there are any genuine factualesgbat properly can be resolved only by a
finder of fact because they may reasonably be resolvethvior of either party.”
Anderson477 U.S. at 250.

[ll.  Analysis

A. The AIC Defendants’ Affirmative Defenses

In their amended answer [Doc. 84], theCAdlefendants assert several affirmative
defenses to some or all of the SEC’s clainfarst, the AIC defendants claim that the
SEC’s claims “are barred, in whole or pamy the doctrines ofinclean hands, waiver,
and estoppel”lfl. at 5]. Second, the Al defendants claim thdhey relied upon the
advice of counsel during the offer and sale of all AIC investmenuptsd In support of

their motion for summary judgment, the SEQ@iwls that, in lightof the evidence of



record, the AIC defendants cannot create auge issue of matex fact as to the
availability of any of the asserted defenses.
1. Equitable Defenses of Esfapel, Waiver, and Unclean Hand$

The AIC defendants base thdiefenses of estoppel, waiver, and unclean hands on
the SEC’s conduct and statements made vebxiganining the relevardompanies at issue
prior to the investigatio in this case, as well as comtland statements made during the
course of the investigation which led teetfiling of this action. The AIC defendants
contend that the SEC knew that AIC was rajstapital through the issuance of debt and
equity, and that the SEC, oamlg with the Financial Indiry Regulatory Authority
(“FINRA”), and its predecessor, the National Association of Securities Dealers
(“NASD?”), approved these transactions. daing so, the AIC defendants argue, the SEC
waived its ability to file suibased upon any shortcomingstire transactions. The AIC
defendants submit that their ggpel defense is similarly based on the fact that during the
course of a 2006 audit of CB Securities BEC represented tHaverything was fine,”
and did so again in 2009 durirtige investigation of AIC it led to the present action
[Doc. 98 at 10]. The AIC defendants also repon the fact thaduring this time period,
the SEC did not take any agtiavith regards to various perts and audited financial
statements received from AlIC aits subsidiaries. AIC beled that the SEC’s lack of
pointing out deficiencies and other lack of action constitafgatoval of AIC’s stock and

note offerings [Doc. 96-10 at 7-12].

* Given the overlap of both the factual basad legal analysis fdhese defenses, the
Court will address them together.
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Waiver has generally been defined as‘tthe voluntary reliquishment by a party
of a known right.” Chattem, Inc. v. Providerttife & Accidental Ins. C9.676 S.W.2d.
953, 955 (Tenn. 1984) (citation omitted). Ganstitute a waiver of a benefit there must
be clear, unequivocal, and degssiacts of the party showing an intention not to have the
benefit/right conferred.Jenkins Subway, Incv, Jones990 S.W.2d 713722 (Tenn. Ct.
App. 1999). Waiver may be proved byyamumber of ways, including the following:
express declarations; acts and declarationsfesting an intent not to claim the benefit;
a course of acts and conduct; or “by so eetghg and failing to act, as to induce a belief
that it was the party’s intéion and purpose to waive.ld. (quotation omitted).While
waiver represents an intentional relinquishinef a known rightestoppel involves a
misrepresentation relied upon byother to his detrimentld. at 723. The elements of
estoppel include: (1) words or actions thabamt to a false or mieading representation
by the party against whom estoppel asserted; (2) reasonable reliance on the
misrepresentation by the party asserting s and (3) a detriment or “deleterious
change” to the party asserting estoppel.; see, e.g. Osborne v. Mountain Life Ins.,Co.
130 S.W.3d 769, 774Tenn. 2004);see also Kosakow v. WeRochelle Raidology
Assocs., P.C.274 F.3d 706, 725 (2d Ci2001) (noting that the doctrine of equitable
estoppel applies when “the enforcementtloé rights of one party would work an
injustice upon the other party due to the I&tgustifiable reliane upon the former’s
words or conduct”). The doctrine of unclean handsndarly may be used “to deny

injunctive relief where the party applying feuch relief is guiltyof conduct involving



fraud, deceit, unconscionability, bad faith related to the matter at issue to the detriment
of the other party.”Performance Unltd., Inc. Questar Publishers, Inc52 F.3d 1373,
1383 (6th Cir.1995) (quotingNovus Franchisinglnc. v. Taylor 795 F. Supp. 122, 126
(M.D. Pa.1992)). The party claiming an egbitadefense has the loi@n of proving it by
a preponderance ttie evidenceJenkins Subwa®90 S.W.3d at 722, 723.

In general “equitable defenses again®tegnment agencies are strictly limited.”
SEC v. Elecs. Warehouse, 1889 F. Supp. 53, 73 (D. ContP88). With respect to the

estoppel defense in particulatthough the SEC must treat those subject to its regulation

fairly, “the government may not be estoppad the same terms asy other litigant.
SEC v. Blavin 760 F.2d 706, 712 {® Cir. 1985) (quotingHeckler v. Cmty. Health
Servs,. 467 U.S. 51, 60 (1984)). This principle stefrom “the interesof the citizenry as

a whole in obedience tthe rule of law.” Heckler, 467 U.S. at 60.“The doctrine of
equitable estoppel is not available against government except in the most serious of
circumstances, and is applied witke thtmost caution and restraintRojas-Reyes v. INS
235 F.3d 115, 126 (2d Cir. 2000). Graham v. SEC222 F.3d 994 (2d Cir. 2000),
where the SEC had initially reviewed a cang’s activities before later conducting an
investigation whiched to the filing of a complaint, é@Second Circuit noted that “the
SEC'’s failure to prosecute at an earliexget does not estop the agency from proceeding
once it finally accumulated suéfent evidence to do soid. at 1008. See, e.g. Investors

Research Corp. v. SE®28 F.2d 168, 174 (K. Cir. 1980) (notinghat, when specific

facts of improper activity were not revealaatil later, the fact thahe SEC was aware of



transactions was insufficient basis for estogfense). Courts have applied these same
principles with respect tthe waiver defenseSee SEC v. KPMQ\o. 03 Civ. 671, 2003
WL 21976733, at *3(S.D.N.Y. 2003) (noting thatonversations between SEC and
defendant were “insufficient as a matter of e reflect an intetional relinquishment by
the SEC of its right and duty under the lawfite charges when it fids that charges are
appropriate under the laws passed by thag@ess”). Similarly, courts addressing the
availability of the unclean hand defense hiwgted its application, finding that in order
for a party to relyupon the defense “the SEC'’s soonduct must be egregious, the
misconduct must occur before the SEC files enforcement action, and the misconduct
must result in prejudice to the defense tbé enforcement acin that rises to a
constitutional level and is established throwgdirect nexus between the misconduct and
the constitutional injury.” SEC v. Cuban798 F. Supp. 2d 78394 (N.D. Tex. 2011)
(citing cases).

The AIC defendants assert that the dedensf waiver and estoppel are available
in this case based upothe SEC’'s 2006 audit ofCB Securities, the SEC'’s
investigation/examination oAIC in 2009 (which served as the genesis of the current
action), and various filings AIC and its sutbaries made witithe SEC and FINRA,

including Form D filings, FOCUS reportand audited financial statementsUpon

® The Court notes that to the extent the Al€fendants seek to rely upon their dealings
with FINRA or the NASD to act as a waiver otagspel on the part of th8EC, such reliance is
meritless, as FINRA is a private, non-profitrgoration which conducts its own investigatory
and disciplinary actions, and iisdependent from the SEGeeGraham 222 F.3d at 1007 n.25
(noting the same in describing the NASD).
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reviewing the material, and the relevanpds&tion testimony related to them, however,
the Court concludes that these cannot serwbeabasis for a waiver or estoppel defense
in this case.

In June 2006, the SEC mducted a broker-dealer @axination of CB Securities
and discovered several violations of the rydegaining to the Exchae Act and rules of
the National Association of Securities Deal¢iNASD”), the predecessor to FINRA, as
noted in a letter from the SECrgdo Skaltsounis [Doc. 96-1.1 The examination did not
involve CB Securitiesinvolvement in the sale of AIC@tk and notes, and none of the
violations involve the sale dfecurities at issue in this cas®©ne violation pertains to
continuing education for CB S8erities’ representatives, W the other two addressed
various items used in calctilag the firm’s net capitallfl. at 2]. The end of the report
includes several statements and disclainretated to the investigation. The first
indicates that the findings in the letter ar@sbd on the staff's examination, and are not
findings or conclusions of the Commissiond.]. The letter also was to “not assume
that your firm’s activities not discussed this letter are in fih compliance with the
federal securities laws or other applicable obligationd:].[ Given the letter's subject
matter, pertaining to the examination of AhC subsidiary at the beginning of the
offerings in question, and the disclaimemni@ined therein, the Court concludes that
there is nothing from the 2006 examinatiodicating a voluntary relinquishment of the
SEC's ability to bring suit for violations of various statutprgvisions of the Securities

and Exchange Acts for thpurposes of waiver. The BI defendants have also not

11



presented any argument or evidence tithad letter constitutes a misrepresentation
sufficient for estoppel, whenehetter issued at the beginniofthe relevant time period
does not reference the sale of securitiepromissory notes in question and contains
express language that it is not a final decisioes not pertain tactivities not discussed

in the letter. Thus, the 2006 examinationGB Securities cannot serve as the basis for
the equitable defenses aded by the AIC defendants.

In late 2009, the SEC visited AIC andnclucted an investigation pertaining to the
offering of securities that culminated in the filing of thetant complaint. During the
visit, Skaltsounis testified that the analystade several statements that the SEC “didn’t
find anything alarming or out of whack,” thatC “was in good shape” [Doc. 96-10 at 8]
and similar comments. AIC’s Executive ¢éi President at the time, Paula Collier,
similarly stated that the SEC’s analysts presclaimed they “reallywere] not finding
anything” [Doc. 96-12 at 4]. In addition, however, Colliestified that she never
received express approval of the securitiferimgs by the SEC, and that the analysts
informed her that they were nimished with their examinatiorid.].

The facts of this case are argdos to the facts at issueki®MG, a case involving
violations of the securities laws in conneatiwith audits conductedy the defendant,
2003 WL 2197673t *1. During the course of aBEC investigation, the SEC had
shown the defendant several documents panigito its client, tb Xerox Corporation,
which prompted a meeting and several camitations between the defendant and the

SEC. The SEC did not adviske defendant of any problems with Xerox’s accounting
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methodology, and in response to an ingliyythe defendant of vdther there were other
issues needed to be addresshd, SEC answered that thefefedant had “hit them all.”
Id. When the defendant atteted to raise these conversais as a defense based on
waiver or estoppel, the court granted t88C’s motion to strike, finding that the
statements did not indicate tithe SEC would not bring a disuit, or that the SEC was
waiving its right to bring such a suitd. at *3. The court noted that “the SEC must be
able to conduct reasonable investigations ewitithe risk that oral communications such
as those alleged here will create atbahe agency’s puust of claims.” Id. at *4.

The same reasoning applies in this caseghat the SEC’s informal statements
made during the course of investigation carseve to preclude an action when the SEC
later has sufficient evidence to file a complaint. Morepualike the SEC’s statements
in KPMG, here the SEC did not affn that AIC’s offerings wee compliant, but merely
commented, during the course of their investigation, that they were not really finding
anything.

The AIC defendants also lyeupon their filings, andhe filings of the relief
defendants, as evidence thia¢ SEC knew alut the offerings in gestion and, by failing
to take action sooner, showtte agency’s approvaif them. The Court disagrees. The
filings in question, such as the Form D filinfys unregistered securities, as well as the
audited financial statements, were mdge the AIC defendants themselves, and the
defendants havaot presented any case law supporting their claim that the SEC's

acceptance of documents indicating the ocaweeof securities sales precludes the SEC

13



from filing an action when it subsequently learthat those sales violated the securities
laws. The AIC defendants hasanilarly not presented ewdice that the SEC was made
aware of the facts underlying the presentgat®ns and made a conscious decision not to
act. Thus, the Court concludes that thaterials relied upon bthe defendants do not
create a genuine issue of madériact as to the availabilitpf the estoppel or waiver
defenses.

Although the AIC defendants do not adss their unclean hands defense in
response to the SEC’s mmti for summary judgment, imis deposition testimony,
Skaltsounis claims that the SEC engagecumerous acts of misconduct, including
accusing AIC of running a Ponzi scheme, jumgpto conclusions with regards to its
allegations, and bringing the pesd suit in Tennessee rathtban Virginia, where AIC is
headquartered [Doc. 96-10 at 17-18]. Altgbuhe Court notes that the defendants have
not presented any evidence tdstantiate these claims, marmeportantly, even taken as
true, defendants have not createdenuine issue of materiaict that the SEC’s actions
leading up to theiling of this complaint were egregiouss; resulted in prejudice rising to
a constitutional levél. Accordingly, the Court finds that there is no genuine issue of
material fact as to the alability of the equitdle defenses raisdoy defendants, and

summary judgment in favor of the SEC is appropriate.

® With respect to the AIC defendants’ arguments concerning venue, the Court notes that
the AIC defendants have previously filed atimo based on improper venue, which was denied
in an Order by the magistratedge in this case [Doc. 30].
14



2. Advice of Counsel

The AIC defendants also assert their géaith reliance on the advice of counsel
as an affirmative defense, specifically tethto the advice given by Tom Grant and the
law firm of Troutman Sanders. The SEC,support of its motion, presented various
deposition testimony of officesaistants, board members, Skaltsounis, and others, to
show that the defendants cahrpoint to any specific gal advice that was given in
relation to the disputed transactions. rbsponse, the AIC defendants submitted an
interrogatory response in which they listed the scope of advice received by Grant and
Troutman Sanders and the manner in Whirant and Troutman Sanders advised AIC
with respect to various transactions. The AIC defendants also submitted a collection of
promissory notes and subscription agreeta with issuance tks ranging from 2002
through 2006 bearing footnotesth the letters “TS,” whib the AIC defendants claim
stands for Troutman Sanders [Doc. 98-6].

To establish good faith reliance on theviad of counsel, defendants must prove
that they “(1) made a completisclosure to cowsel; (2) requested counsel’s advice as to
the legality of the contemplated action) (@ceived advice that it was legal; and (4)
relied in good faitfon that advice.”"SEC v. Goldfieldeep Mines C0.758 F.2d 459, 467
(9th Cir. 1985) (citingSEC v. Savory Industries, In&65 F.2d 1310, 1314 n.28 (D.C.

Cir. 1981));see also United States v. Kind2 F.3d 1373, 138348(6th Cir. 1995) (“The
elements of a reliance on counsel defense gréullldisclosure of k pertinent facts to

counsel, and (2) good faith retiece on counsel’s advice.”). While good faith reliance on

15



advice of counsel by a crimindefendant may rebut evidenoécriminal intent, in the
context of a securities action, reliance on ceuifis not a completdefense, but only one
factor for consideration.”Markowski v. SEC34 F.3d 99, 105 (2 Cir. 1994). “Good
faith reliance on the advice of counsel meare than simply saplying counsel with
information.” SEC v. Enters. Solutions, Ind42 F. Supp.2d 561, 576 (S.D.N.Y. 2001).
“Compliance with federal securities lawsrceot be avoided by sinhpretaining outside
counsel to prepare required documentsld. (quoting Savoy 665 F.2d at 1315 n.28).
The burden is on the defendant to establisih edement of a reliance on counsel defense.
SEC v. CMKM Diamonds, IndNo. 2:08-cv-437, @11 WL 30447476, a3 (D. Nev. Jul.

25, 2011).

The Court finds that the promissory ro#nd subscriptionselaring the Troutman
Sanders initials do not create angme issue of material faeis to the AIC defendants’
good faith reliance on the ade of Grant or Troutman SanderThere is no indication,
from reviewing the docunmés in question, that an actwastorney, be it Grant or another
attorney at Troutman Sanders, drafted théiqdar note, or whether an attorney rendered
advice or otherwise approved the underlyirapgactions. There i evidence that the
AIC defendants specifically requested atormey’s advice prio to entering into a
specific transaction or that attorney stated that a specifransaction was legal. The
SEC, in contrast, has presented evidenadgesting the claim that attorneys prepared
each of the documents in question. Dellbdrawho served as Skaltsounis’s executive

assistant during the relevant time period, testifleat once Grant sent “the initial draft,”
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prior to the issuance ahe securities in question, Tahaould prepare a promissory note

or subscription agreement for a particular stee at Skaltsounis’s direction, filling in the
requisite form which was sted on her computer [Doc. 96-Hf 19-20]. With specific
regard to the footnotes, Tabar testified that she would change the footnotes to reflect the
date, and then would save tdecument on her computerittv the relevant investor’'s

name in the filename [Doc. 104 at 4-5]Ultimately, however, whether Troutman
Sanders’s attorneys praed each form is immaterial the issue of whether AIC made a

full disclosure of its activitie to the law firm’s attorney for the specific reason of
verifying their legality, as the drafting of dements does not constitute rendering legal
advice on a specific transaction.

Tabar testified that, to h&nowledge, neither Grant ndroutman Sanders were
consulted prior to filling out eachromissory note or subggtion agreement, or before
the documents were sent to an investor [[R&c17 at 24]. Tabar, in fact, did not recall
any time in which Mr. Skaltsounis sought sfieadvice from any attorney regarding the
preparation of the notes, subscription agreements, and reinvestmestaeissue in this
case [d. at 18]. Similarly, Skaltsounis testiflethat, although Grant provided a draft
subscription agreement and draft promissooge in or before2006, Grant was not
consulted before Skaltsounis signed eadisstiption agreement [Do®6-10 at 22], and
that he could not recall any conversationdggmeing to a specific promissory note [Doc.
96-28 at 10]. Nor have th&IC defendants presented evideron any advice rendered as

to what materials should lggven to potential inv&ors, or that AIC was selling securities

17



to purchasers without verifygntheir accredited status. Thus, the Court finds that, with
respect to the issuance of promissoryesoind subscription agreements, the AIC
defendants cannot meet their burden of shgwhat they requested advice after fully
disclosing the pertinent facts to counseal aglied upon that advice in good faith.

The Court reaches the sam@nclusion with regard tthe AIC defendants’ use of
reliance upon counsel as a defense to th€'SHhllegations that made AIC material
misstatements and omissions in the documemisteanvestors. While AIC asserts that
it relied upon Grant and ®dutman Sanders to ensuthat “company materials,
confidential corporate infornti@an, executive summaries, fineial statements, and other
information” complied wth the securities laws [Doc. %& 12], AIC has not presented
evidence that it solicited an ath@y’s advice with respect tilve preparation of any of
these documents, or that an attorney prepiéduea. Skaltsounis, in contrast, testified that
he prepared drafts of executive summanpesiing information from various departments
of AIC, and subsequently sent the documéntSrant and TroutmaSanders for review
[Doc. 96-29 at 50]. Skaltsounis also tastifthat the documenteay have been further
revised after any such review, and cbuliot recall any specific recommendations
provided by Grant ofroutman Sandersd.]. This does not indate that AIC’s attorneys
were aware of the omissions alleged in tHevant documents, nor does it indicate that
an attorney concluded the specific acyivivas compliant with the securities laws.

Similarly, with regard toverbal disclosures which the SEC claims were misleading,

18



Skaltsounis testified that Grant never providgoidance on verbal sitlosure, other than
stating what disclosures were requirt ft 4].

The AIC defendants rely upon Grant’s stadissa member of the board of directors
as evidence that he appeal the offerings and sales in question, and the documents
associated with those saléd/hile the AIC defendants argtieat they relied upon Grant,
as “the one Board member wheld himself out as an expent securities matters” [Doc.
98 at 13], the AIC defendants have failedptesent evidence as to what advice Grant
gave the board, after being asked for speeificice and being fully informed of a given
issue. At least one board member, Dosiddussler, who serveduring the time period
in question, testified that, although hesamed Grant and Skaltsounis had additional
conversations, Grant did not render specifgaleadvice during board meetings [Doc. 96-
15 at 6]. Mussler stated that any speathiscussion related to required disclosures and
the specific sales of securities would not §ketcur at a board meeting because that was
an “operational function” rathehan a function of the boartt| at 4].

In this case, the SEC has cited deposition testimony from eight former
employees and executive officedg AIC and its subsidiariemdicating that none of the
eight could testify that Grant or Troutman Sasdgave specific legal advice with regard
to the offerings at issue inighcase [Doc. 94-1 at 21-22]. Viewing the evidence provided
by the AIC defendants in response, and all @vae, in a light most favorable to the AIC
defendants, does not create agee issue of material faeis to the advice of counsel

defense. As “the party who raises anraffitive defense has the burden of proof as to
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those defensesUnited States v. BakeNo. 3:08-CV-374, 2009 WL 1407018, at *2
(E.D. Tenn. May 19, 2009),nd the AIC defendants have tnpresented evidence that
they can sustain that burden, the Court fithdg summary judgment in favor of the SEC
as to this defensis appropriate.See SEC v. Georgd26 F.3d 786, 798 (6th Cir. 2005)
(noting that to survive summajudgment in light of SE’s evidence, the “defendants
needed to present affiative evidence, not §ii affirmative assertions, demonstrating a
disputed issue of material fact”). Accandly, the SEC’s motion othis defense will be
granted.

B. Violation of Section5 of the Securities Act

The SEC also seeksummary judgment on its chai that the AIC defendants
violated 88 5(a) and 5(c) ¢fie Securities Act for the unristered sale of securities from
2006 through 2009. EhAIC defendants do not disputetlsecurities were sold during
the relevant time period which were not regyietl; rather, the AIC dendants argue that
every sale of securities was made pursuant to one of the exemptorded for by the
Statute.

“The Securities Act and the requiredrj of registration statnents under Section
5 exist to protect investors by requiringeyhreceive sufficient information to make
informed investment decisionsSEC v. Sierra Brokerage Servs., |ri€l2 F.3d 321, 329
(6th Cir. 2013) (citingSEC v. Ralston Purina Go346 U.S. 119, 124 (1953)). Taken

together, 88 5(a) and 5(c) rerpithat securities be register with the SE before they
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can be sold or offered forlsa 15 U.S.C§ 77e(a), (cJ. To establish a prima facie
violation of § 5, the SEC must prove thdldwing: “(1) [that] no registration statement
was in effect for the securitie®) that the defendautirectly or indirectly sold or offered
to sell the securities; and)(8hat means of interstateansportation or communication
were used in connection thithe offer or sale.”"Eur. & Overseas Commodity Traders,
S.A. v. Banque Paribas Londd7 F.3d 118, 124.4 (2d Cir 1998)abrogated on other
grounds by Morrison v. N& Australia Bank Ltd, 130 S. Ct. 28269 (2010). Scienter is
not an element of a § 5 violation because feation imposes strict liability on sellers of
securities. SEC v. Sierra Brokerage Serv608 F. Supp. 2d 923, 939 (S.D. Ohio 2009)
(citing SEC v. Calvp378 F.3d 1211, 1215 (11th C2004)). Once the SEC establishes a

prima facie case, the defendaetars the burden of showingaththe challenged securities

’ Section 5(a) states:

Unless a registration statement is in effecto a security, it shall be unlawful for
any person directly or indirectly—

(1) to make use of any means or instamts of transportation or communication
in interstate commerce or the mails dell such securitthrough the use or
medium of any prospectus or otherwise; or

(2) to carry or caust® be carried through the mads in interstate commerce, by
any means or instruments wansportation, any suctecurity for the purpose of
sale or delivery after sale.

15 U.S.C. § 77e(a).
Section 5(c) statda relevant part:

It shall be unlawful for any person, ditgcor indirectly, to make use of any
means or instruments of transportat@mncommunication in interstate commerce
or of the mails to offer to sell or offéo buy through the use or medium of any
prospectus or otherwise any security, gala registration statement has been filed
as to such security . . . .

15 U.S.C. § 77€(c).
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transactions fall within one of thenemerated exemptions from registratiolal. (citing
Ralston Purina346 U.S. at 126).

In this case, the SEC contends, and Alh@ defendants do not dispute, that the
AIC defendants offered andldosecurities without registering those securities with the
SEC. As to the element of registration, $@linis testified duringepositions that there
were not any registration statements in effectthe common stock, preferred stock, and
promissory notes sold during the relevant time period, so that this first element is met
[SeeDoc. 96-1 at 3-4]. Regarding the secaiedment, the SECubmitted evidence of
stock certificates and subscription agreemeasgsyell as promissp notes and rollover
letters on those notes, to prove that secuntiese in fact offerecand sold by the AIC
defendants$eeDoc. 96-2]. As it is undisputed thiéite AIC defendants sold securities to
investors in multiple stateancluding but not limited to Virginia, Tennessee, and
Colorado, the Court also concludes thag ®EC has proven the interstate commerce
element. Thus, the SEC has brought forward sufficient evidence to establish a prima
facie case that the AIC defendants violage8l. Where the parties disagree, however, is
on the issue of whether there is sufficient evidence so asdteca question of fact as to
the availability of one of the statutory exgtons of 8 5's strict liability provisions.

1. Exempted Securities Under Section 3

The AIC defendants, in their amended amsjidoc. 84], claim that “[o]jne or more

classes of securities offered by AIC are exesdgecurities” pursuamd § 3(a)(3) of the

Securities Act, concerning notes and similtruments with maturity dates of nine
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months or less, and Sectid3(a)(9), concerning sectes exchanged with existing
security holders where no commission was Paithe SEC argues on summary judgment
that the AIC defendants cannot meet theirdeuarof showing that the securities sold in
the relevant time period were exenupider either provision of § 3.
a. Notes with Short Term Maturities

Section 3(a)(3) states, in relevant pdhat the following seurities are exempt
from the provisions othe Securities Act:

[a]ny note, draft, bill oexchange, or banker's ag@tance which arises out

of a current transaction or the proceesf which have been or are to be

used for current transactions, andiethhas a maturity at the time of

issuance of not exceeding nine montas;lusive of days of grace, or any

renewal thereof the maturity afhich is likewise limited].]
15 U.S.C. 8§ 77c(a)(3). Despitkis language, several circuit courts have held that the
“mere fact that a note has a maturity of I#s@n nine months does not take the case out
of the [Securities Acts], unless the noits the general notionf commercial paper.”
SEC v. R.G. Reynolds Enter852 F.2d 1125, 113@th Cir. 1991) (quotingZeller v.
Bogue Elec. Mfg. Corp476 F.2d 795, 800 (2d Cir. 19j3alterations in original)see,
e.g,. SEC v. Cont'l Commodities Cqrp97 F.2d 516, 524-25 (5tir. 1974) (“[l]t is the

character of the note, not its maturity dathich determines coverage under both the

8 In its motion for summary judgment tH8EC notes that neither of the claimed
exemptions under Section 3 were pled in response to the original complaint, and were only raised
in the AIC defendants’ amended answge¢Doc. 94-1 n.25]. The Coufinds it appropriate to
discuss both exemptions, given that plagties have fully briefed these issues.

® Commercial paper has been defined by $upreme Court in this context as “short-
term, high quality instruments issued to fundrrent operations and sold only to highly
sophisticated investors.Reves v. Ernst & Young94 U.S. 56, 72 (1990). The AIC defendants
have not alleged that the notdssue fit this definition.
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registration provisions of the Securities Actl®33 and the Sedties Exchange Act of
1934.”); see also Am. Bank & Trust Co. v. Wallagé2 F.2d 93, 94®(6th Cir. 1983)
(noting that the “duration . . . of the prososy note does not per se remove it from the
purview of either thd 934 [Exchange] Act ord33 [Securities] Act”).

Rather than focus on the maty of the notes in questip courts have focused on
the methodology adopted by tRevesCourt in determining whaer a note falls within
the scope of the Securities Act’s provisioheginning with the msumption that every
note is a securityReves v. Ernst & Young94 U.S. 56, 65 (19903ge, e.g., SEC v. Tee
to Green Golf Parks, IncNo. 00-CV-4788, 2011 WL4/862, at *6-7 (W.D.N.Y. Jan.
18, 2011). The presumption may be overcdeayshowing that the note in question bears
a “family resemblance” to thesnotes which have been jaoidilly recognized as not
qualifying as securitie®, based upon the analysis of four factors: (1) the motivation
prompting the transaction; (2) the plan oftdbution; (3) the reasonable expectation of
the investing public; and (4) whether sometda reduces the risk of the instrument,
rendering the federal securities laws unnecess&gss v. Janney Montgomery Scott,

Inc., 210 F.3d 577, 585 (6th CR000) (quotations and citationsnitted). Under the first

19 TheReve<Lourt provided the following list of noteghich it held were not securities:

notes delivered in consumer financing, @®secured by a mortgage on a home,
notes secured by a lien on a small businesoore of its assets, notes relating to

a “character” loan to a bank customer, short-term notes secured by an assignment
of accounts receivables, notes whifdrmalize an open-account indebtedness
incurred in the ordinaryaurse of business, and notgisen in connection with

loans by a commercial bank to a business for current operations.

Bass v. Janney Montgomery Scott, Iritl0 F.3d 577, 585 (6th Cir. 2000) (citilpves 494
U.S. at 65).
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factor, “if the seller's motivation is ‘to ree money for the general use of a business
enterprise . . . and the buyerimgerested primarily in therofit the note is expected to
generate, the instrumentlikely to be a security.” Id. (quotingReves494 U.S. at 66).
As noted by the Sixth Circuit iBass the fourth factor not oplincludes comprehensive
regulatory schemes but also fhresence of collateral or insunce as evidence of reduced
risk. 1d.

Applying the foregoing to the promissonptes offered and issued by the AIC
defendants, the Court concludes that the pgeary notes, regardless$ their maturities,
represent securities subject to the provisions of 8 5. Initially, the Court notes that the AIC
defendants do not dispute thaine of the judicially created exceptions set fortRavis
apply in this caseJeeDoc. 96-1 at 9-23].Turning to the firsRevisfactor, it appears that
AIC’s purpose in selling the notes was to eaisoney for “the general use of AIC and its
subsidiaries” [d. at 24], and from AIC’s perspectivihiose who received notes from AIC
did so because of thegapect of interestd. at 27]* See Revesi94 U.S. at 68 (noting
that investors hoped to earn profit in the fasfinterest in findingnote to be security).
As to the second factor, Skaltsounis teddifieat both current cusiners of CB Securities
and new customers received promissory n@ted,that approximate0O notes were sold
to customers in several states,that the plan of distribwin also indicates the notes were
securities.Cf. Tee to Greer2011 WL 147862 at *7 (notintpat sale of promissory notes

in at least six different states indicated tttad notes in questiowere securities). The

X That purchasers of the notes did so for reasons of profit is further evidenced by the
notes themselves, at leasime of which offered an interest rate of 12.8édDoc. 96-34 at 4].
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AIC defendants have not argluer presented evidence thhe expectation of the note
holders was anything other than to receivieetairn on their investment in the form of
interest over the maturity periaf their respective notes, unrdée third factor. Finally,
the AIC defendants have not shown thateéh&as any independent regulatory scheme to
protect note holders, nor does it appear ttiete was any collateral insurance involved
related to the promissory m® Accordingly, the Courtoncludes that the notes in
guestion were “securities” for purposes of the Securities Act and thus are not exempt
from the requirements of 8 5 under § 3(a)(3).
b. Securities Sold to Eisting Security Holders

The AIC defendants alsoain that at least some dhe securities sold were
exempt under § 3(a)(9), which exempts “angusy exchanged by #hissuer with its
existing securities holders exclusively wlaero commission or other remuneration is
paid or given directly or indirectly for Boiting such exchange.”l5 U.S.C. § 77c(a)(9).
In response to the SECimotion for summary judgmenhowever, the AIC defendants
have not submitted evidencetadnsactions involving exiag exclusively AIC securities
investors, nor submitted amgvidence or affidavits on vether those who sold AIC
securities received a commissiin.The SEC, in support dfs motion, submitted the
interrogatory responses of AIC and 8&aunis noting the investors with whom

Skaltsounis communicated during the relevme period, many of whom appear to be

121n fact, the AIC defendants, in resporieehe SEC’s motion fosummary judgment,
only state that there is “no ewdce that there was a commissiomemuneration paid” in regard
to a transaction for the rollover afpromissory note [Doc. 98 at 16].
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first-time investors referred by CB Securitiesokers or members of the AIC board to
invest in the company [Doc. 9&at 14-17]. In light of thigvidence, and given that the
AIC defendants have not presented any ewdendicating that the sole recipients of
securities in this time period were curremtestors, which is #ir ultimate burden to
prove in asserting a statutory exemption,@oairt finds that the AIC defendants have not
created a genuine issue of material factaasvhether the securities in question were
exempt pursuant to §3(a)(9).
2. Exempt Transactions Under Regulation D

The AIC defendants also contend that $keurities offerings and sales occurring
between 2006 and 2009 didot involve public offeringsso that the transactions
themselves are exempt under 8§ 4 of teeusities Act and the gellations promulgated
thereunder, commonly referred to as thegtlation D exemption,17 C.F.R. § 230.501
et seq. The AIC defendants specifically rely up&ule 506 under Regulation D, based
upon the nature of the offering atigk status of their investors.

Under 8§ 4(a)(2), the registration requirartseof the Securities Act do not apply to
“transactions by an issuer not involving any public offering.” 15 U.S.C. § 77d(a)(2). A
non-public offering has beettefined by the Supreme Cows “[a]n offering to those
who are shown to be able tend for themselves.””Mark v. FSC Securities Corp870
F.2d 331, 333 (6tiCir. 1989) (alteration in original) (quotirigalston Purina346 U.S. at

125. Regulation D, andule 506 in particular, codify thigrinciple, and set forth specific
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conditions that must be met in order to falthin the safe harborl7 C.F.R.§ 230.506°
Under Rule 506 the offers and sales must &egisfy all of the terms and conditions set
forth in Rules 501 and 502, as wellraset the following specific conditions:

0] Limitation on number of purchaserShere are no more than or the

issuer reasonably believelsat there are no morihan 35 purchasers of
securities from the issuer imyoffering under this section.

(i)  Nature of purchasers. Eagburchaser who is not an accredited
investor either alone or with hipurchaser representative(s) has such
knowledge and experience in finaricend business matters that he is
capable of evaluating the merits ansks of the prospective investment, or
the issuer reasonable believes immedyaprior to making any sale that
such purchaser comes wiitthis description.

Rule 501 notes that in calculating the totamber of purchasers, relatives of other
purchasers with the same primary residence are excluded, as are “accredited investors.”
An accredited investor is defined asyaperson who comes ithin one of eight
enumerated categories, “or who the issuasoeably believes” comes within one of the
categories, which include the followinganks; business development companies; non-
profit organizations with a certain amount agsets; directorgxecutive officers, and
general partners of the issuer (or of a gdneaener of the issuer); natural persons with
individual or joint né worth exceeding $1 iion; and any natural peon with individual

income of $200,00@or joint incomeof $300,000) in each dhe two most recent years

and has a reasonable expectabbmeaching the same inconevel in the current year.

131n Mark, the Sixth Circuit noted #t it was the company seeking the application of the
safe harbor’s burden to proveattthe conditions of Rule 506 have been met. 870 F.2d at 334.
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17 C.F.R. 8 230.501(a). “In order come within the Rule 50&afe harbor, [the issuer] is
required to offer evidence of the issuersasonable belief as to the natureeaich
purchaser.” Mark, 870 F.2d at 335see also SEC v. Credit First Fund, LIRo. CV05-
8741 DSF, 2006 WL 40240, at *12 (C.D. Cal. Feb. 13006) (“The party claiming the
exemption must show # it is met not only vth respect to each pthiaser, but also with
respect to eachfferee.”) (quotingSEC v. Murphy 626 F.2d 633, 644-45 (9th Cir.
1980)).

Rule 502 sets forth conditions for the tygiefinancial and dter information that
must be provided to any non-accredited inmestor offers and sales under Regulation D,
and requires that such information be prosigthin a reasonable period of time prior to
sale. Rule 502 also sefisrth limitations on the manner of the offering and types of
solicitations that are permitted, as well asitgmon resale of any securities sold under
Regulation D.

In this case, the SEC argues that dafe harbor affordedby Rule 506 is
unavailable to the AIC defendants becausergezsiwere sold to ividuals who did not
gualify as unaccredited investors or were othesvgophisticated so as to understand the
merits and risks of the prospective invesht and who did not receive the requisite
financial information. Altlough the SEC claims that nemous investors of AIC stock
and notes during the relevatime period were noaccredited, the SEC submitted
evidence on several such isters, which the AIC defendanaddressed in their response

and which the Court will analyze to datene the availability of Rule 506.
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The first investor that the SEC arguesimaccredited is Joverizaniels, who filled
out a “Direct Account FormWwith CB Securities on September 12, 2009, and who was
procured by defendant Graves [Doc. 96:33Ms. Daniels, a resident of Stafford,
Virginia, indicated that her income was beem $0 and $29,000n@ noted that she was
unemployed at the time. Although sheireated her financial net worth as being
between $100,000 and $149,000, she wraehbr total net worth was “$300,0004 |.
Ms. Daniels signed the form indicating that she was aware of the nature of what was
being offeredi(e. investment products by a non-bardgd that she had received a copy
of the customer agreement (which is natluwled with the account form itself in the
record). In the notes for use by CB Secuwsitigs representative took Ms. Daniels’s
driver’s license information. The formsal indicates that a CB Securities principal
reviewed the form on September 16, 20@9][ It does not indice whether Ms. Daniels
was deemed an accredited investor, whetherlMsiels herself was required to attest to
her status as an accredited investorwhiether Ms. Daniels v&informed that the
promissory note was being issued without sirgtion. A promissory note in the amount
of $50,000, along with $2,500 in interestas issued by AIC on September 28, 2009
[Doc. 98-8]. The Court notes that the pisgsory note itself similarly does not indicate
that Ms. Daniels has been qualified as an ate@dhvestor, or that the note’s validity is
dependent upon her status as such, otthieatote was issued without registration.

From this, none of the documents in teeord indicate that Ms. Daniels was an

accredited investor, nor explamow AIC’s agents formed aéasonable belief” as to Ms.
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Daniels’s status prior to issuing the note, particularly given that Ms. Daniels was a new
customer of CB Securities. At his depositi@kaltsounis testified that he had not seen
the form before and could not authenticéite As AIC has not presented any evidence
that Ms. Daniels was an accredited investod the SEC has presed evidence that she
was not, the Court finds that Ms. Daniels waa$ an accredited investor, so that the AIC
defendants were required to meet the comaktiset forth in Rules 502 and 506. As to
Rule 502’s requirements, ¢hAIC defendants have notgsented evidence that Ms.
Daniels received any financial informatiomhich the defendants had an obligation to
provide, or that Ms. Danielwas advised on the limitations of resale of the note. In
addition, the AIC defendants ve not presented evidence ialin led them to reasonably
believe that Ms. Daniels, assuming she nemithe requisite information, had “such
knowledge and experience imdincial and business matters”that she was capable of
evaluating the merits and risks of tharospective investment. 17 C.F.R. 8
230.506(b)(2)(ii). Thus, the @a concludes that the saferbar provisions of Rule 506
were not available to the AIC defendants inttludiering and sale ahe promissory note

to Ms. Danielg?

* The AIC defendants argue that regardlesbef status as an accredited investor, the
note issued to Ms. Daniels is exempt becausesitahanaturity of six months. The maturity of
the note, however, is immaterial to the issuavbéther the safe harbprovisions of Rule 506
were available to the AIC defendants, and as discussed, und®evbsanalysis all of the notes
in question were subject to tBecurities Act’'s requirements.
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The Court reaches a similaonclusion with respect teeveral promissory notes
issued to Clarice Newman, asigent of Maryville, Tennessé2.Ms. Newman filled out
several account forms on March 3, 2008 with CB Securities, procured by CB Securities
representative Carol LaRue [Doc. 96-33 at1#l2. Ms. Newman indicated that she had
35 years of investment experience, wasredii with an income between $30,000 and
$59,000, and a net worth of $350,000.] Similarly to Ms. Daniels, there is no other
information on the form indicating and AlRas otherwise presented evidence that Ms.
Daniels was an accredited investor. Althodlgé form indicates that Ms. Newman was
an existing customer of CEecurities, this alone canncteate a genuine issue of
material fact as to accredited status, paldidy in light of AIC’s admission that Ms.
Newman was potentially unaccredited and that it did not know what documents were
given to her prior to her invesent [Doc. 98 at 20]. Withut any evidence that the AIC
defendants had a reasonable belief asitteereMs. Newman’s status as an accredited
investor or to their complia® with the conditions of Rue502 and 506, the Court finds

that the sale of promissory notes to Mewman were not coved under Regulation .

15 Although there is no promissory note issued to Ms. Newman in the record, the AIC
defendants admit in their response to the SE@4son for partial summary judgment that Ms.
Newman received two promissory notes in 2008 and rolled her investment into a new promissory
note in July 2009 [Dc. 98 at 20 n.11].

® The Court notes that the SEC submitteldional account forms for individuals for
whom there do not appear to be promissory notesibscription agreements in the record. Two
of these individuals, lizabeth Green (income of lessath $59,000, net worth of less than
$800,000) and Robert Stuart (income afsléhan $130,000, net worth of “$500,000+") on the
face of the forms, do not appear to meet arth@fdefinitions of “accredited investor status,” nor
have the AIC defendants presented any other evidente these investors’ status or receipt of
the requisite financial information [Doc. 96-33].
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In response, the AIC defendants firsterence an answer to one of the SEC’s
interrogatories, in which AIC stated that itieed upon four categories of information in
justifying that it had a reasonalijelief as to the status andima of each investor: 1) the
advice of Troutman Sanders and Tom Grantl&) diligence by AIC and its authorized
agents; 3) “existing and established familial, personal and business relationships,
including information supplied by Investors on accdumwpening forms,in client
agreements, and relating to other private graents” [Doc. 98 at 19]; and 4) investor
representations in promissory notesibscription agreements, and other documents
relating to investments.

As to the first category, AIC notes thatwas informed by itsattorneys that the
Form D’s, offering materials, and instngnts used in connection with the AIC
investments were compliant. As previousliscussed, the AIC defendants have not
presented any evidence thiéd counsel examined any dhe actual investors who
received these unregistered securities to determhether they weraccredited, or that
its attorneys were aware of any such sped¢ransactions. Althodgthe AIC defendants
submitted a compilation of evefyorm D filed on their behalas an exhibit to their
response [Doc. 98-7], as requirender Regulation D, the foritself does not inform the
SEC (or the attorney preparitige form) anything about the tuae of the investor. The
forms discuss the transactions, rather than the investamssétves and the information

provided to them, the focgbint of Rule 506.
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The AIC defendants have similarly ndirected the Court to any evidence
describing the process by which AIC’s agents/brokers exercised due diligence prior to
selling securities to investors, nor have tphegsented anyriancial information that was
given to investors prior to their investnte During deposition &imony, Skaltsounis
stated that he did not know what infation was provided to potential preferred
stockholders or potential @missory noteholders [Doc. %6at 37]. Although the AIC
defendants submitted, and the record amst several subsctipn agreements and
guestionnaires completed by investors where #reyspecifically asked to attest to their
accredited status [Doc. 98-9 (subscriptiomeagnent and questionnaire for George and
Patricia Gilbert)], the AIC defendants e not presented similar agreements and
guestionnaires for the other new customen®se investments were solicited during the
relevant time period. See Mark 870 F.2d at 337 (noting that blank subscription
documents and questionres did not amount to probaéivevidence otompliance with
Rule 506 when it wathe “answers and information receivieain purchasers” that was
determinative). Moreover, wh the account forms contain blank spaces related to
accredited status as discussedpra there is no indication #t the account forms or
promissory notes giveto noteholders contaiany places where potential investors were
to affirm their accredited atus, unlike the subscription r@agments. This makes the AIC
defendants’ reliance upon the investors’ agment to invest in @romissory note as a
basis for compliance with Rule 506 unre@aable, particularly when several account

forms, on their face, indicate unaccreditedustatBecause the Court finds that the AIC
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defendants have not pezged any evidence creating a genugsele of material fact as to
their having met the conditiored Rule 506 for each invest, and the SEC has presented
affirmative evidence showing ¢hunavailability of the safe harbor, the Court concludes
that the sales of AIC securities reenot exempt under Regulation D.

3. Exemption Under Section 4(a)(1)

In their response to the SEC’s motiom smmmary judgmenthe AIC defendants
claim that the provisions of 8 5 do not apply “[t]here is no genuine dispute that CBS
and Skaltsounis are not issuers, underwritgrglealers in AIC securities” [Doc. 98 at
16]. The SEC argues that the defense is baseless given the fact that both CB Securities
and Skaltsounis are deaennd that, even if they were ragalers, their participation in
the transaction is enough to impdisdility under 88 5(a) and 5(c).

Section 4(a)(1) of the Securities Act staitest the provisionsf 8 5 do not apply
to “transactions by any persather than an issue, underwriter, or dealer.” 15 U.S.C. §
77d(a)(1). The Securities Adefines an underwriter, in part, as any person who “offers
or sells for an issuer in coaction with, the distribution of gnsecurity, or participates or
has a direct or indirect participation in asych undertaking, oparticipates or has a
participation in the direct oindirect underwriting of any sh undertaking . . . .” 15
U.S.C. 8 77b(11). Similarlyg “dealer” is defined as “any ®n who engages either for
all or part of his time, directly or indirecthas agent, broker, oripcipal, in the business
of offering, buying, selling, or otherwise dieg or trading in seatties issued by another

person.” 15 U.S.C. § 77b(12).
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The Courts finds defendants’ assertbefense to be meritless based upon the
language of the statute. Skaltsounis testifiaring his deposition #t he procured many
of the AIC investments directly, was sponsible for sigmg off on numerous
subscription agreements and promissomgtes, and met with numerous investors
regarding the sale of AIC setties [Doc. 96-25 at 14-16].CB Securities, a registered
broker-dealer with the NAS and FINRA during the rel@nt time period, and its
registered representativeschmding Skaltsounis, Guyette@ Graves, all engaged in the
sale of AIC stock and notes during the velet time period. The defendants have
presented no evidence to contradict theore, which shows that the AIC defendants
directly participated in the sgliribution of AIC’s securities, so that the transactions are not
exempt under § 4(a)(1).

For the reasons previously discusse@ @ourt finds that the AIC defendants’
claimed exemptions and defessto § 5 liabilityare not well-taken, and there is no
genuine issue of material fact as to whethe AIC defendants viated 88 5(a) and 5(c)
through the unregistered sale of securitles.Accordingly, the SEC’s motion for
summary judgment will be granted and judgment will dér@ered against the AIC

defendants and in favor tfe SEC as to this claim.

" The Court notes that the AIC defendantsssert their advice of counsel defense to
this claim, but, ascienteris not an elemerdf a § 5 violationSierra Brokerage608 F. Supp. 2d
at 939, the Court need not consider this degeas it relates to this specific claim.
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C. Liability of Relief Defendants

The SEC also seekghat it terms “contingent summajudgment” as to its claims
of disgorgement against the relief dedants, who received funds from AIC that
represented the proceeds of its alleged fraarduhnd prohibited traastions at issue.
Specifically, the SEC claims th#tere is no genuine issue of taaal fact as to the relief
defendants’ receipt of funds, and to therabeio legitimate claim tthose funds, so that
the relief defendants are liable so longthe SEC proves the darlying violations
against the AIC defendants. The relief defertslargue that the relief defendants have a
legitimate claim to the funds &sue because they performeditimate services, namely,
enhancing shareholder valu®y growing revenues, whichgiven their position as
subsidiaries of AIC, prodied value to AIC’s sharehi#rs [Doc. 98 at 22].

“Federal courts may order equitable rélegainst [such] a person who is not
accused of wrongdoingh a securities enforcement awti where that geon: (1) has
received ill-gotten funds; and (2) does notda legitimate claim to those funds.SEC
v. George 426 F.3d 786, 798 {6 Cir. 2005) (quotingSEC v. CavanagHhl55 F.3d 129,
136 (2d Cir. 1998)). Courts Y noted that the receipt pfoperty as a gift, without the
payment of consideration, is insufficietd create a “legitimate claim” immunizing
property from disgorgementCFTC v. Walsh618 F.3d 218, 226 (2d Cir. 2010) (citing
cases). Although not addresdgdthe Sixth Circuit, other cotg have held that “relief
defendants who have provided some formvaluable consideration in good faith in

return for proceeds of fraudebeyond the reach of thestfict court’s disgorgement
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remedy.” Id. (citing Janvey v. Adam$88 F.3d 831, 834-35 (5@ir. 2009) (purchaser of
certificates of deposit from barllad “ownership interest”)CFTC v. Kimberlynn Creek
Ranch, Inc. 276 F.3d 187, 1992 (4th Cir. 2002))see alsd=TC v. Bronson Parnters,
LLC, 674 F. Supp. 2d 373, 392 (D. CorzD09) (“A relief defadant can show a
legitimate claim to the funds received by siayvthat some servicasere performed in
consideration for the monies.”).

The parties do not dispute thakC gave capital contribuins to each of the relief
defendants. The SEC provided the reporamfexpert witness, Professor Ray Stephens,
who determined the following amounts ofpdal contributions made to the relief
defendants during the relevairhe period: (1) AIC to Wirford, $541,000; (2) AIC to
Advent, $516,150; and (3) Al@® CBS Advisors, $58,686.7oc. 96-8 at 15]. The
defendants do not dispute these amounthem response. Thushe Court concludes
that these are the amounts that the relief defendants received from AIC.

The relief defendants dispute whethigrey have a legitimate claim to the
distributed funds. Specifidgl the relief defendants argue that they provided services
back to AIC after receipt dhe funds by growing their busss, increasing their revenue,
and thus increasing shareholder value t€.AlThe relief defendants point to audited
financial statements as proof of the valueytlprovided to AIC. Professor Stephens,
however, stated in his report that “AlC’s owsleip of each of its subsidiaries did not
change due to the cash capital contributioragle to CB Securitie§Vaterford, Advent,

or CBS Advisors. AIC received nothing e@&lue in exchangdor the cash capital
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contributions to CB Securitie®yaterford, Advent, and CBS Atsors” [Doc. 968 at 11].
The SEC also submitted deftam testimony indicating thateither Advent [Doc. 96-35
at 5], Waterford [Doc. 96-37 &, nor CBS Advisors [Doc. 989 at 5] provided specific
services that were tied the capital contributions.

The Court concludes that the relief dedants do not have a legitimate claim to
the contributions made by AIC. The religéfendants argue that the growth of their
business was “consideration” for the contributions received by AIC; however, the
contributions were a result of AIC’s existimgvnership interest in the relief defendants,
which did not change in this time perid8geDoc. 96-8 at 11-12]. Similarly, the benefit
AIC received from the relief defendants’ grovahtheir businesses was a direct result of
AIC’s ownership interest, rather than asisideration for the fundseceived. As the
relief defendants were subsidiaries of Ate Court finds it woulde inappropriate to
allow those who violate the setties laws to retain the benefit of their fraudulent acts by
transferring the funds to a subsidiary or sdiasies, which in turrgenerate revenue for
the parent through legitimate means. Mwer, unlike relief defendants who purchased
ill-gotten proceeds for value arho earned such proceedsaasesult of their employment
relationship, the relief defendants have pisented any evidence that the contributions
received here involved the exchange ohdidés and detriments which serves as
consideration to create an independent ashmp interest in the received funds.

Accordingly, the Court finds that the contrttons made by AIC were gratuitous and are
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subject to disgorgemefit. The SEC’s motion in this regaisl granted to the extent that
the relief defendants will be subject to disgement pending a findgnof liability against
the AIC defendants on the SEC’s claims.
IV.  Conclusion

For the reasons previously stated, ther€onds that the SEC has shown there is
no genuine issue of materiact as to the claims and de$es presented in their Motion
for Partial Summary JudgmefiDoc. 93], and the defend&s have not presented any
evidence to rebut this showgn Accordingly, the SEG’ Motion for Partial Summary
Judgment [Doc. 93] is herebRANTED to the extent discussed herein. It is
ORDERED that the SEC submit an appropridem of judgment. This matter will
proceed to trial on the SEC’s remaining claims.

IT IS SO ORDERED.

d Thomas A. Varlan
CHIEFUNITED STATESDISTRICTJUDGE

18 Although the relief defendants assert tmme affirmative defenses as the AIC
defendants to preclude the availability of disgongat, the Court finds that these defenses fail
for the same reasons as previously discussed by the Court.
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