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EXECUTIVE SUMMARY

Regis & Associates, PC, under contract with the U.S. Securities and Exchange
Commission’s (the Commission)! Office of Inspector General, reviewed the
Commission’s Division of Enforcement’s (Enforcement) Disgorgement Waivers,
granted in fiscal years 2006 through 2008. The Office of Inspector General (OIG)
was established in March 1989, as required by the Inspector General Act of
1978, as amended. The mission of the OIG is to promote, the integrity, efficiency
and effectiveness of the critical programs and operations of the Commission.
The OIG independently decides which matters it will audit and investigate.

The OIG conducted an audit of Enforcement’s disgorgement waivers from
November 1999 through June 2000 (Disgorgements, Audit 311). The OIG’s
audit found that improvements were needed in the waiver process in order to
ensure that the recommended waivers were justified. The OIG’s report
recommended that Enforcement establish an effective organizational structure
for reviewing disgorgement waiver requests, hire a contractor to review waiver
requests, and evaluate the findings and recommendations provided by the
contractor.

The OIG conducted a follow-up audit of Enforcement’s disgorgement waivers
from June 2004 to December 2004 (Disgorgements, Audit 384) to evaluate the
adequacy of Enforcement’s written procedures for the waiver process, and to
determine the extent of compliance with those procedures. The follow-up audit
(Audit 384) found that further improvements were still needed in the internal
controls and guidance for reviewing disgorgement waivers. Specifically, the
follow-up audit noted instances where Enforcement’s staff did not obtain the
required information to corroborate a defendant/respondent’s financial
statement assertions (e.g., credit reports, income tax returns, Lexis/Nexis or
other Internet searches). Additionally, the OIG follow-up audit found that
Enforcement’s guidance did not clearly state whether certain steps were
required or optional, and did not provide guidance on the handling of cases
where defendants/respondents did not provide the requested documentation. The
OIG follow-up audit report contained several recommendations, including that:
Enforcement should implement adequate internal controls to ensure that all
required documentation such as tax returns, database searches, and credit
reports be obtained and reviewed by a Supervisor; Enforcement should consider
making the Checklist a mandatory item to be completed and placed in the
waiver file; and Enforcement should implement adequate internal control
policies and procedures to ensure that that the staff attorneys are trained in the
disgorgement waiver process.

! See Acronyms used in Appendix I.
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OIG’s current audit found that while progress has been made in Enforcement’s
disgorgement waiver process, some concerns (including some deficiencies that
the OIG previously identified), remain. Our review consisted of 63 investigations
where 72 defendants/respondents received disgorgement waivers totaling
$123,070,681.52 that originated between October 1, 2005 and May 31, 2008
based on their inability to pay.

The results of our audit are as follows. Our review has identified three cases in
which full waivers were granted, totaling $841,580, even though the
defendants/respondents appeared to have the ability to pay at least some portion
of the disgorgement amounts and thus, either partial payment and/or a payment
plan should have been considered. Specifically, we determined that these
defendants/respondents had substantial assets, good credit scores, positive net
worth, and/or positive monthly net income.

The audit also revealed two instances where the assets were not accurately
reported on the sworn financial statements (SFS). The SFS, submitted by
defendants/respondents, are the foundational documents in the disgorgement
wailver review process. These documents state the assertions of the
defendants/respondents regarding their assets, income, liabilities, and expenses.

Specifically, we identified two defendants/respondents who underreported assets
totaling at least $386,237.78. Our analysis is based on the inability to reconcile
the amounts reported on the SFS to the corresponding supporting
documentation and information obtained through public database searches.

In addition, our review found that in 56 instances, Enforcement did not follow its
procedures requiring its staff to obtain adequate supporting documentation for
the dollar amounts on the defendants/respondents’ SFS.? In addition, the staff
did not document why certain procedures were not followed (e.g., why certain
documentation was not obtained). Following these procedures is important
because it helps ensure that waiver requests are only granted to persons with a
proven inability to pay.

Assets such as cash, securities, real estate, automobiles, and notes receivable,
reported on the SFS for seven defendants/respondents, were not supported by
documentation, such as bank statements and asset titles. The liabilities
reported on the SFS for 21 defendants/respondents were not supported by
documentation, such as mortgage statements and credit card statements.
Furthermore, income and expense information reported on the SFS were not
always supported by the needed documentation.

2 Some individuals may be listed more than once because we found missing documentation with respect to their
income and expenses, for instance.
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The review found one instance where the SFS was apparently not prepared or
provided to us. Also, the SFS for one defendant/respondent was not signed and
notarized.

The audit further found 24 instances where the checklists that are required for
maintaining, reviewing and confirming the SFS were either not provided in the
file, or not signed as required. We also found 34 instances where credit reports,
bank statements and income tax returns were not provided or obtained, or
signed as required.

The review further found that Enforcement had no formal or comprehensive
training programs for the staff who are responsible for reviewing the
disgorgement waiver requests. The provision of formal training for those staff
would provide them with a comprehensive understanding regarding the
disgorgement waiver review process. Given the complexity and the level of
sensitivity, it is critical that the staff who review waiver requests are provided
with the requisite resources, including adequate training in new technology,
skills, and applicable regulatory standards.

The audit report contains eight recommendations,® including that: Enforcement
ensure that staff comply with its procedures and consider partial payments
plans and partial waivers where defendants/respondents have the ability to pay
some portion of the disgorgement amount; ensure review of
defendants/respondents’ financial information for accuracy prior to
recommending a disgorgement waiver; clarify its policies regarding when
supporting documentation should be obtained; implement adequate internal
controls to ensure that all required documentation such as tax returns, database
searches, and credit reports be obtained and reviewed by a supervisor; and
implement adequate internal control policies and procedures to ensure that the
staff attorneys are trained in the disgorgement waiver process.

Based on our review, we noted total cost savings amounting to $386,237.78
represented underreported assets. These figures are detailed and reported in
Appendix II of this report.

The findings and issues noted above are discussed in detail in this report. The
report provides eight recommendations, which if implemented, would help
improve controls over the granting of disgorgement waivers.*

® See Appendix 111 for a list of the recommendations.
* Management’s comments are attached in Appendix 1V and our response is in Appendix V.
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INTRODUCTION

Background

The Securities and Exchange Commission (the Commission) is a United
States government agency, created by Congress to enforce the federal
securities laws and regulate the securities market. The Commission was
created by Section 4 of the Securities Exchange Act of 1934 (1934 Act). In
addition to the 1934 Act that created it, the Commission enforces the
Securities Act of 1933, the Trust Indenture Act of 1939, the Investment
Advisors Act of 1940, the Investment Company Act of 1940, and the
Sarbanes-Oxley Act of 2002. The Commission is comprised of five
Commissioners, one of which includes the Chairman, who are appointed by
the U.S. President, and approved by the Senate. The statutes administered
by the Commission are designed to promote full public disclosure, and to
protect the investing public against fraudulent and manipulative practices in
the securities market.

The Division of Enforcement (Enforcement) was created in August 1972, to
consolidate enforcement activities that previously had been handled by the
various operating divisions at the Commission's headquarters in Washington,
D.C. The Commission's enforcement staff> conducts investigations into
possible violations of the federal securities laws, and prosecutes the
Commission's civil suits in the federal courts, as well as its administrative
proceedings.

In civil suits, the Commission seeks injunctions, which are orders that
prohibit future violations. A person who violates an injunction is subject to
fines or imprisonment for contempt. In addition, the Commission often seeks
civil monetary penalties and the disgorgement of illegal profits, or losses
avoided. The courts may also bar or suspend defendants from acting as
corporate officers or directors.

The Commission can bring a variety of administrative proceedings, which are
heard by administrative law judges and the Commission itself, if appealed.
Proceedings for a cease and desist order may be instituted against any person
who violates the federal securities laws. The Commission may order the
respondent to disgorge ill-gotten funds in these proceedings. With respect to
regulated entities (e.g., brokers, dealers and investment advisers) and their
employees, the Commission may institute administrative proceedings to

® For purpose of this report, “Enforcement staff” includes those staff in the Commission’s Regional Offices.
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revoke or suspend registration, or to impose bars or suspensions from
employment. In proceedings against regulated persons, the Commission is
authorized to order the payment of civil penalties, as well as disgorgement.

The Commission’s Division of Enforcement is responsible for reviewing
disgorgement waiver requests. Disgorgements represent ill-gotten gains, or
losses avoided, resulting from individuals or entities violating the federal
securities laws. The Commission seeks disgorgements in order to ensure that
securities law violators do not profit from their illegal activities. When
appropriate, the disgorged funds are returned to injured investors. Penalties
are also levied on violators of federal securities laws as appropriate.
Disgorgements and penalties may be ordered in either administrative
proceedings or civil actions, and the cases may be settled or litigated.

Enforcement can recommend to the Commission that disgorgements be
completely or partially waived, based on the defendant/respondent’s
demonstrated inability to pay, among other policy reasons. In reviewing a
waiver request, the enforcement procedures require the staff to request
sworn financial statements. See Recommending Financial Waivers and
Payment Plans to the Commission revised as of January 14, 2005
(hereinafter, referred to as “Enforcement’s policies and procedures governing
the disgorgement waiver process.”) The defendants/respondents are required
to attach copies of the following documents to the sworn financial statements
submitted:

e Federal income and gift tax returns, including schedules and
attachments associated with them;

e Bank account statements;

e Credit card and brokerage account statements, insurance policies,
mortgage documentation;

e Any financial statement prepared by the defendant/respondent,
including bankruptcy schedules; and

e Documents evidencing current loans.

Additionally, Enforcement’s staff are required to conduct a credit check on
the defendants/respondents, and perform Internet or Lexis/Nexis searches on
the defendants/respondents, as well as their relatives and friends in certain
instances. These searches are to corroborate the defendants/respondents’
stated financial condition and to identify hidden assets, overstated liabilities,
unreported income, and overstated expenses. The financial statements
provided by the defendants/respondents show their assets, liabilities, income
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and expenses. In cases where the Commission waives the disgorgements,
penalties are not assessed against the defendants/respondents.

In Fiscal Year (FY) 2006, the Commission initiated 914 investigations, 218
civil proceedings, and 356 administrative proceedings.® These proceedings
covered a wide range of issues. Major areas of enforcement activity were:
corporate financial fraud, including abusive backdating of stock options;
compliance failures at self-regulated organizations and broker-dealers; and
fraud related to mutual funds. The Commission’s enforcement cases resulted
in a total of more than $3.3 billion in disgorgements and penalties ordered
against securities law violators during FY 2006. Whenever practical, the
Commission sought to return funds to harmed investors, through the use of
the “fair fund" provision of the Sarbanes-Oxley Act.’

For FY 2006, FY 2007, and the time period from October 1, 2007 through
May 31, 2008, the Commission granted waivers in the amounts of $73.5
million, $67.8 million, and $37.1 million, respectively.®

Based on the OIG’s prior findings involving the disgorgement waiver process
mentioned above, the OIG contracted Regis & Associates, PC to conduct a
review of Enforcement’s disgorgement waiver process.

® GAO-07-134 Financial Audit, Securities and Exchange Commission’s Financial Statements for Fiscal
Years 2006 and 2005.

" Section 308 of the Sarbanes Oxley Act of 2002, 15 U.S.C. § 7246.

& Source: The Phoenix computer system which is maintained by the Division of Enforcement.
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Objectives, Scope and Methodology

Objectives

Our review objectives were to: (a) evaluate Enforcement’s disgorgement
waiver process’ compliance with governing policies and procedures and
1dentify possible 1mprovements, () determine whether
defendants/respondents misrepresented their financial position to
Enforcement in seeking disgorgement waivers, (c) quantify the
defendants/respondents’ actual amount of undisclosed assets, overstated
liabilities, underreported income and overstated expenses, versus the stated
amounts, and (d) follow up on prior OIG recommendations.

Scope and Methodology

Regis & Associates, PC, was requested by the Securities and Exchange
Commission — Office of Inspector General (OIG) to provide professional
services in conducting a review of the Division of Enforcement’s disgorgement
waivers. The scope of the professional services was limited to a review of the
investigative case files for each defendant/respondent included in a sample
that was judgmentally selected by Regis & Associates, PC in consultation
with the OIG. Regis & Associates, PC reviewed 63 investigations, which
represented 72 individual defendants/respondents and entities who received
either a full or partial disgorgement waiver. Our audit fieldwork was
performed from July 7 through August 29, 2008, using procedures approved
by the OIG. The review methodology is detailed below.

Our methodology was designed by utilizing a risk-based approach. The
review consisted of several processes including: reviewing policies and
procedures governing the disgorgement waiver process; conducting
interviews and walk-through procedures with appropriate Enforcement
personnel to document our understanding and observe the actual processes
in-place; identifying high risk areas; and, detailed testing of selected
disgorgement waiver case files. We performed research and also consulted
with the staff at the Commodities and Futures Trading Commission to
1dentify possible best practices in the disgorgement waiver process.

We held a planning meeting and conducted an entrance conference with
officials from the OIG and Enforcement. We also obtained and reviewed
Enforcement’s policies and procedures governing the disgorgement waiver
process. Based on our preliminary discussions with officials of the
Commission, we identified potential risk areas regarding the disgorgement
waiver process. These included:
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e Inadequate policies or processes for reviewing sworn financial
statements and other documentation submitted by the
defendants/respondents during the waiver process (e.g.,
Enforcement had not adopted a comprehensive procedure for
finding hidden assets, revenues, etc.);

e Inadequate guidance for the review of disgorgement waiver case
files;

e Lack of comprehensive training for staff involved in the
disgorgement waiver process;

e The possibility that Enforcement staff could have conducted
substandard work when reviewing a waiver, in light of incentives to
close out investigations in a swift and timely fashion;

e Insufficient documentation supporting disgorgement waiver
recommendations granted to defendants/respondents; and

e The inability of Enforcement staff to identify or find hidden
assets/revenues, and overstated Liabilities/expenses of
defendants/respondents.

Sample Size Selection

Enforcement provided the OIG with a list (from Enforcement’s Phoenix
system) of approved disgorgement waivers that were granted during fiscal
years (FY) 2006, 2007, and the time period between October 2007 and May
2008, based on the defendants/respondents’ inability to pay, among other
policy reasons. The OIG requested that we review approximately 30 percent
of the waiver cases in both FY 2006 and 2007, and 100 percent of the waiver
cases in FY 2008 (as of May 31, 2008). This resulted in a total of 63
investigations, which involved 72 defendants/respondents. The table below
shows the number and amount of disgorgement waivers granted by
Enforcement during FY 2006; 2007; and October 1, 2007 to May 2008, based
on the defendants/respondents’ inability to pay, among other policy reasons,
and the resulting sample size for each of the three years under review.
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Table 1. Sample Size for FYs 2006 — 2008

Approved Sample
Fiscal | Total Amount | Waiver Sample |[Sample Size| Sample Size Size
Year Waived Cases | Percentage | Reviewed Amount Percentage
2006 $ 72,647,699.20, 62 30% 18 $ 58,132,302.70 80%
2007 $67,814,563.84 61 30% 18 $ 27,795,120.83 41%
2008° | $37,143,257.99 97 100% 27 $37,143,257.99 |  100%
Total $177,605,521.03 150 63 $ 123,070,681.52

Source: Generated by Regis & Associates, PC, based on information provided by Enforcement.

The 63 selected files represented disgorgement waivers, totaling
$123,070,681.52, which is approximately 70% of the $177,605,521.03 in total
waivers granted, based on inability to pay, among other policy reasons, for
the period of FY 2006 through May 31, 2008. The case selection for FYs 2006
and 2007 was based on a combination of high-dollar value disgorgement
waiver cases and judgmental samples. The case selection also took into
account the type of case (e.g., insider trading, market manipulation, etc.).

Enforcement provided us with a population of 153 cases of disgorgement
waivers, totaling $178,614,289. Based on our review of the applicable Action
Memoranda detailing Enforcement’s recommendation to the Commission, we
determined that waivers had actually not been granted for three of those
cases. We, accordingly, eliminated those three cases from the population.
This resulted in a new population of 150 cases, totaling $177,605,521.03 in
actual waivers, granted for the period under review. Based on our
discussions with the OIG, we further eliminated 14 investigations from the
population because the investigations in question were particularly
sensitive.’?  This resulted in a new waiver case population of 136, totaling
$176,406,074.49. The final population for the sample i1s shown below in Table
2.

° For the period October 1, 2007 to May 31, 2008.
19 These 14 investigations were described as involving very unique circumstances, e.g., confidential
informants, that were unrelated to the waivers, and that did not lend itself to this type of expedited review.
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Table 2 Final Population

Number of
Accounts Amount Waived
FY 2006 49 $71,771,321.69
FY 2007 60 $67,491,494.81
FY 2008 27 $ 37,143,257.99
Total 136 $ 176,406,074.49

Source: Generated by Regis & Associates, PC, based on
information provided by Enforcement.

For the 63 case files identified in Table 1, we reviewed the related
documentation to determine whether the recommendations for the waivers
were based on well-informed decisions. We also reviewed the case files to
determine whether the required documentation such as the SFS, the
Checklists for Reviewing Sworn Financial Statements (the Checklists), and
the defendants/respondents’ income tax returns, credit reports, bank and
brokerage statements and bankruptcy schedules (where appropriate) were
obtained and reviewed by Enforcement staff. We reviewed the SF'S to ensure
that they were signed by the defendants/respondents and notarized. We
reviewed the checklists for completeness and for evidence of supervisory
review. We compared the amounts reported on the defendants/respondents’
SFS to the related supporting documentation, such as bank and brokerage
statements, bills, settlement sheets for real estate transfers, tax returns, and
loan documents. We reviewed the defendants/respondents’ tax returns to
ascertain any income or indications of assets reported to the IRS, which may
not have been reported on the SFS. We reviewed bank and credit card
statements for large transfers from the defendants/respondents’ accounts,
which may indicate income, purchases, or dispositions of assets, which may
not have been reported on the SFS. We reviewed the
defendants/respondents’ credit reports for indications that the
defendants/respondents may have overstated their liabilities and expenses,
and to determine their credit standing.

Use of Computer Processed Data

We used computer-processed disgorgement waiver data maintained in
Enforcement’s Phoenix System, which was provided to the OIG. We verified
the arithmetical accuracy of the computations. We did not test the internal
controls over the Phoenix System to determine data integrity and reliability.
We also used the following public databases to search for, to the extent
possible, financial information relating to the selected
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defendants/respondents: Choicepoint/Autotrack, Lexis/Nexis, and Westlaw.
The constraints involved in utilizing the various public databases included
restrictions imposed by State laws and regulatory institutions on the nature
and type of financial information about individuals that was allowed on
public search databases.

Prior Audit Coverage

We followed up on recommendations noted in the OIG Audit Reports 311"
and 384" to determine the corrective measures implemented by Enforcement
in the disgorgement waiver review process.

We conducted this review in accordance with generally accepted government
auditing standards. Those standards require that we plan and perform the
review to obtain sufficient, appropriate evidence to provide a reasonable basis
for our findings and conclusions based on our review objectives. We believe
that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our review objectives.

1 Audit Report 311 (Title: Disgorgements) dated January 11, 2001.
'2 Audit Report 384 (Title: Enforcement Disgorgement Waivers) dated January 18, 2005.
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FINDINGS AND RECOMMENDATIONS

Finding 1: Defendants/Respondents Appear to Have
the Ability to Pay at Least Some Portion
of the Disgorgements Waived

Individuals or entities that violate federal securities laws may be required to
pay disgorgements and/or penalties. If the individuals or entities assert they
do not have the ability to pay, they may request a waiver of the amount owed.
These individuals or entities are required to submit SFS detailing their
financial condition. Upon receipt, Enforcement staff attorneys review the
SFS to determine whether they are indeed unable to pay the stated
disgorgement amount and/or penalties (as appropriate). Our review of 72
disgorgement  waivers  identified three  instances  where the
defendants/respondents appeared to have some ability to pay at least some
portion of the disgorgement amounts waived. Specifically, we determined
that these defendants/respondents had substantial assets, good credit scores,
positive net worth, and positive monthly net income, yet requested and
obtained full disgorgement waivers. Table 3 identifies the three cases in
which the defendants/respondents appeared to have some ability to pay at
least a portion of the disgorgement.

Table 3. Defendants/Respondents with Ability to Pay.

Reference Total Amount
Number Waived
DFD-3(a) 320,000.00
DFD-3(b) 320,000.00
DFD-40 521,580.00
Total $841,580.00

Source: Generated by Regis & Associates, PC,
based on information provided by Enforcement.

3 Reference number DFD-3 involves two defendants/respondents who were jointly and severally liable for
the disgorgement amount of $320,000, which was waived, and therefore, this amount was counted once in
the computation of the total amount waived.
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The specific factors involved in each case are described below:

For reference number DFD-3(a), we noted that the individual had a positive
monthly net income of $4,717.54 and a positive net worth of $12,410.
During our review of the action memorandum, Enforcement’s staff attorneys
stated, “It is noteworthy that the individual has no prior disciplinary or
criminal history, and that he was cooperative throughout the litigation and
expressed remorse to the staff for his wrongdoing.” While we acknowledge
that Enforcement is entitled to use subjective considerations such as criminal
history and the level of cooperation of the individual in the recommendation
for the waiver, based on the individual’s net income and net worth, we
determined that Enforcement should have considered the possibility of
arranging a payment plan for the individual to pay at least some portion of
the disgorgement amount waived.

For reference number DFD-3(b), we noted that the individual had a positive
net worth of $481,139.97 and good credit scores of 776, 781, and 797. ** The
individual’s net worth included notes receivable totaling $373,704. However,
in the analysis of the individual’s financial condition with regard to his
ability to pay the disgorgement, Enforcement excluded the notes receivable of
$373,704 on the basis that these notes were uncollectible in the near future.
We were unable to obtain adequate supporting documentation such as the
audited financial statements of the debtor entities in question to support the
assertion that they were insolvent, thus, rendering the notes receivable
uncollectible.

In recommending the waiver, Enforcement’s action memorandum stated that
the individual had no prior disciplinary or criminal history, was cooperative
throughout the litigation, and expressed remorse for his wrongdoing. While
we note that Enforcement is entitled to use subjective considerations such as
criminal history and the level of cooperation of the individual, in the
recommendation for the waiver, based on the individual’s positive net worth
and good credit scores, we determined that Enforcement should have
considered the possibility of arranging a payment plan for the individual to
pay at least some portion of the disgorgement amount waived.

For reference number DFD-40, we noted that the individual had a positive
net worth of $18,115 and good credit scores of 697, 709, and 715. In
recommending the waiver, the Enforcement stated in the action

4 A good credit score generally indicates that the defendant/respondent is meeting his or her current
financial obligations in a timely manner. Enforcement stated that they never directed the staff to base their
waiver recommendation on credit scores. However, we believe that a good credit score is one of the factors
that indicate that the defendant/respondent may be in a position to pay at least some of the disgorgement.
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memorandum that the individual had no resources to pay the disgorgement
amount, and that he had agreed to act as a witness against other individuals
in another litigation. However, Enforcement’s procedures do not specifically
allow waivers to be based wupon a consideration that the
defendant/respondent agreed to act as a witness in litigation. Moreover,
based on the positive net worth and good credit scores identified above, we
determined that Enforcement should have considered the possibility of
arranging a payment plan for the defendant/respondent to pay at least some
portion of the disgorgement amount waived.

The audit found that in the above-referenced cases, Enforcement should have
considered arranging payment plans so that some portion of the ill-gotten
gains (or losses avoided) could be recaptured by the Government and
provided to injured investors, as appropriate.

Pursuant to Enforcement’s Recommending Financial Waivers and Payment
Plans to the Commission (page 12), partial waivers may be combined with
payment plans. These procedures specifically contemplate situations where a
defendant/respondent’s net worth and/or potential income is insufficient to
satisfy the entire disgorgement order and recommends that partial payments
be made, even if the payment “barely makes an impact on the full amount of
defendants’ ill-gotten gain.”

Recommendation 1:

Enforcement should undertake appropriate actions to ensure that staff
comply with its procedures and consider payment plans and partial waivers
in situations where defendants/respondents have the ability to pay some
portion of the disgorgement amount.

Finding 2: Assets Stated on the SFS Were Found to be
Inaccurate

Enforcement’s procedures (page 3) require staff attorneys to review
defendants/respondents’ SF'S to reasonably ensure that the information they
provided is an accurate assessment of their financial condition. The staff
attorneys are required to obtain documentation to support the
defendants/respondents’ assets, liabilities, and income.” The staff attorneys
are also required to perform public database searches on the

This was noted in Enforcement’s policies and procedures governing the disgorgement waiver process (at
pages 4 and 5).
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defendants/respondents to corroborate their assets, liabilities, and stated
income. We identified two instances where the assets were not accurately
stated on the SFS. Specifically, we were unable to reconcile the amounts
reported on the SFS to the supporting documentation and public database
searches.

Assets totaling at least $386,237.78 for two defendants/respondents were

underreported. Table 4 identifies the two cases in which assets were
underreported on the SFS.

Table 4. Assets Underreported

Reference Amount Assets Under
Numbers Waived Reported
DFD-46 231,633.00 12,533.78
DFD-3(b) 320,000.00 373,704.00
TOTAL $944,018.39 $386,237.78

Source: Generated by Regis & Associates, PC, based on
information provided by Enforcement.

The specific factors involved in each case are described below:

For reference number DFD-46, we noted that the funds identified on the
individual’s bank statement were not included in the individual’s final SFS.
Specifically, the individual’s bank statement identified funds in the amount
of $12,533.78; however, these funds were not reported on the individual’s
SFS. This indicates that the subject individual’s financial status was not
accurately reported on the SFS.

For reference number DFD-3(b), we noted that Enforcement indicated in the
action memorandum that notes receivable for the individual in the amount of
$373,704 were considered to be uncollectible, based on the fact that the
debtor entities were insolvent, illiquid, and unassignable. However, the
notes receivable were included as an asset in the individual’s SFS. We were
unable to obtain adequate supporting documentation such as the audited
financial statements of the debtor entities in question to support the
assertion that they were insolvent, thus, rendering the notes receivable
uncollectible.

Pursuant to the procedures (page 2), “the staff must take special care to make
sure that it has as much information as it can reasonably obtain about the
defendant’s financial condition ...and that it has carefully considered whether
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a waiver 1s appropriate.” Additionally, “the staff must analyze the SFS to
obtain reasonable assurance that it is accurate.”

We concluded that in the above-identified cases, due to the absence of
adequate supporting documentation, the defendant/respondent’s assets were
underreported. As a result, the subject defendants/respondents’
disgorgement waiver requests were granted based on the inaccurate financial
information of the defendants/respondents.

Recommendation 2:

Enforcement should undertake appropriate actions to ensure that it reviews
the defendants/respondents’ financial information for accuracy prior to
recommending a disgorgement waiver.

Finding 3: Adequate Supporting Documentation for
Assets, Liabilities, Income, and Expenses of
all Defendants/Respondents Should be
Obtained and Retained

During the disgorgement waiver investigation process,
defendants/respondents submit supporting documentation for assets,
liabilities, income, and expenses reported on the SFS. The supporting
documentation includes bank statements, credit reports, asset titles, vendor
statements, pay stubs, and receipts. The staff attorneys then review the
documentation to corroborate the financial assertions stated on the SFS. We
noted several instances where adequate supporting documentation was not
provided for the assertions on the SFS.

Pursuant to the procedures, the Enforcement staff “must assess how the
specific items on the SFS affect the defendant’s ability to pay and our
practical and legal ability to collect on a monetary judgment.”'® This
necessitates the review of adequate supporting documentation to corroborate
the amounts stated on the SFS. Furthermore, the procedures direct
Enforcement Staff to obtain information such as bank statements, credit card
statements, brokerage account statements, insurance policies, and mortgage
documentation, where appropriate, to support the defendant/respondent’s
financial assertions.

18 This was noted in Enforcement’s policies and procedures governing the disgorgement waiver process (at
page 7).
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Our audit found that adequate supporting documentation for assets,
Liabilities, income and expenses of all defendants/respondents was not always
retained, and some waivers were granted based on unsubstantiated amounts
reported on the defendants/respondents’ SFS. The OIG’s Audit Report 384,
dated January 18, 2005 also revealed similar internal control weaknesses.

Assets not Supported by Adequate Documentation

The assets reported on the SFS for seven of the 72 defendants/respondents
we reviewed were not supported by documentation such as bank statements
and asset titles. These reported assets included cash, real estate,
automobiles, and notes receivable. As a result of the unavailability of
adequate supporting documentation, we were unable to determine the
validity of assets reported by the defendant/respondent and thus, it is
possible that the defendants/respondents underreported certain assets.
Table 5 identifies the seven cases in which assets on the SFS were not
supported by adequate documentation.

Table 5. Assets not Supported by Adequate Documentation

Reference Amount Amount
Numbers Waived Unsupported
DFD-13 284,385.82 14,900.00
DFD-32(b) 9,941,200.00 3,303,000.00
DFD-42 392,385.39 419,049.00
DFD-27 1,057,642.63 23,315.00
DFD-52 31,266.75 23,595.00
DFD-23 645,945.00 57,860.96
DFD-15 181,822.00 143,780.00
TOTAL $12,5634,547.59 | $3,985,499.96

Source: Generated by Regis & Associates, PC, based on
information provided by Enforcement.

The specific factors involved in some of the cases are described below:

For reference number DFD-13, we noted that the action memorandum
1dentified a vacant lot, valued at $14,900 in the name of individual. This
property was not reported in the individual’'s SFS. In the action
memorandum, Enforcement indicated that it excluded the value of the lot in
the computation of the individual’s net worth because the individual claimed
that the lot was sold to a partner and that since the individual’s net worth
was negative, its waiver analysis would not have changed anyway. However,
Enforcement decided to rely solely on the claim by the individual and did not
pursue the matter to determine true ownership of the property.
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For reference number DFD-32(b), we were unable to locate documentation
supporting the assets reported by the individual on the SFS. Enforcement
indicated that this documentation was in the possession of another federal
entity and that due to the voluminous nature of the records, copies of the
supporting documentation were not made.

For reference number DFD-42, the individual’s SFS identified assets totaling
$419,049.00; however, no supporting documentation such as bank statements
was provided to support the SFS assertions.

For reference number DFD-27, the individual had several vehicles, only one
of which was included on the SFS. We specifically identified three vehicles
that were not reported on the individual’s SFS. These three vehicles, which
were registered in the names of either the individual or his spouse, were
identified through public database searches on the individual. Enforcement
stated that one of the vehicles was actually a leased vehicle belonging to the
individual’s spouse. Enforcement stated that the second vehicle was not
reported because the vehicle in question was a 1984 Nissan that has virtually
no resale value, and thus, was excluded in the analysis of the individual’s
financial condition. Enforcement stated that the third vehicle actually
belonged to the individual’s son, who shared the same name with the
individual.

Enforcement maintained that it did not further investigate the claim that the
son owned the vehicle because of its nominal value, although it did make
inquiries to confirm the son’s name and that he lived at the same address
where the vehicle was registered. However, Enforcement failed to explain in
the action memorandum as to why the vehicle in question was not reported
by the individual on the SFS. Furthermore, we were unable to obtain
evidence to support the fact that the third vehicle noted above, belonged to
the son of the individual. In addition, we were unable to obtain
documentation to confirm that one of the vehicles noted above was actually a
leased vehicle.

For reference number DFD-52, the individual’s SFS identified assets in the
amount of $23,595, however, no supporting documentation was provided to
support the SF'S’ assertion.

For reference number DFD-23, the individual’s SFS identified bank and
brokerage account balances totaling $57,860.96, however, no supporting
documentation such as bank statements was provided to support the SFS’
assertions. Enforcement stated that prior to the individual’s settlement offer,
he transferred the bulk of his funds ($45,000) to his attorney's trust account
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to pay the disgorgement, and that they discussed the individual’s financial
condition with the Court-Appointed Receiver. However, no documentation
was found in the file to support these contentions.

For reference number DFD-15, the individual’s SFS identified assets in the
amount of $143,780, however, no supporting documentation was provided to
support the SF'S assertion.

Liabilities not Supported by Adequate Documentation

The liabilities reported on the SFS for 21 of 72 defendants/respondents were
not supported by any documentation such as mortgage and credit card
statements. These reported liabilities included mortgages, loans, and credit
card debt. As a result of unsupported liabilities, it is possible that the
liabilities do not exist or are inflated. Table 6 identifies the 21 cases in which

liabilities were not supported by documentation.

Table 6. Liabilities not Supported by Documentation

Reference Unsupported

Numbers Amount Waived Liabilities
DFD-2 $ 881,000.00 $  200,000.00
DFD-21 1,716,590.00 85,000.00
DFD-44 351,537.13 18,275.00
DFD-20 2,564,987.00 11,931.38
DFD-36 1,573,825.24 186,079.00
DFD-13 284,385.82 8,000.00
DFD-32(a) 9,941,200.00 213,221.08
DFD-32(b) 9,941,200.00 810,515.00
DFD-52 31,266.75 71,721.00
DFD-46 231,633.00 3,500.00
DFD-53 18,308.00 6,663.00
DFD-3(b) 320,000.00 579,753.00
DFD-40 521,580.00 31,340.00
DFD-50 115,000.00 10,051.00
DFD-41 447,600.00 16,705.00
DFD-38 906,326.65 14,000.00
DFD-16 69,004.00 468,083.00
DFD-33(a) 5,233,746.00 8,044.00
DFD-30 640,704.00 14,473.00
DFD-15 181,822.00 143,757.00
DFD-24 223,665.32 5,500.00

TOTAL $26,254180.91 ' $2,906,611.46

Source: Generated by Regis & Associates, PC, based on

information provided by Enforcement.

17 Reference number DFD-32 involves two defendants/respondents who received a combined waiver
amount of $9,941,200.00; therefore, this amount was counted once in the computation of the total amount.
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