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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF FLORIDA
CASE NO.: 20-cv-81205-RAR
SECURITIES AND EXCHANGE
COMMISSION,
Plaintiff,
v.
COMPLETE BUSINESS SOLUTIONS
GROUP, INC. d/b/a PAR FUNDING, et al.,
Defendants.
/
DEFENDANTS’ JOINT OPPOSITION TO A PRELIMINARY INJUNCTION
STATEMENT OF FACTS
1.

AS DEFENDANTS HAVE REPEATEDLY WARNED, INVESTORS ARE BEING
TERRIBLY HARMED AND ARE TELLING THIS COURT THAT THE SEC’S
ACTION IS GROSSLY MISGUIDED AND EXTREMELY DAMAGING TO
INVESTORS
Defendants Lisa McElhone, Joseph Cole Barleta, and Joseph W. LaForte, and Relief

Defendant The LME 2017 Family Trust, respectfully submit this Joint Response to the Court’s
July 28, 2020 Order requiring Defendants to Show Cause Why a Preliminary Injunction Should
Not Be Issued.
On August 12, 2020, investor Alan J. Candell, acting pro se, filed an application to
intervene in this case and be heard. Mr. Candell stated that he is a “senior citizen and financially
dependent upon the distributions made by Defendant.” He told this Court that “[p]rior to July 24,
2020, Defendant timely delivered all payments ripe, due and owing under the Promissory Note
with the exception of March or April 2020 due to conditions arising out of the COVID-19
emergency.” He told this Court that he believes there are “a significant number of other senior
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citizen investors who rely upon the regular, periodic distributions from Defendant for sustenance
and maintenance of their daily life’s needs.” And Mr. Candell told this Court that, in his view,
the SEC is not “adequately representing the substantial interests of Candell and other holders of
promissory notes.” In fact, he says, “the actions of Plaintiff have [had] an immediate negative
and perhaps irreparable impact on the financial interests of Candell, a senior citizen who relies
upon the distributions of Defendant.” (Motion of Alan J. Candell, pro se, to Intervene, August
12, 2020)(DE 128)(annexed hereto as Exhibit G, hereto)
We could not have said it better. In one filing after another,1 Defendants’ have raised the
alarm that the SEC’s initial ex parte presentation to the Court (some of which is still under seal
and we have not seen), misled this Court into unnecessary action which, rather than protect
investors, has caused havoc and may result in significant investor losses. We have asserted, and
it is not rebutted, that CBSG has never lost a dime of investor funds, and has made payments to
every single investor like clock-work from its founding in 2012 until the SEC’s filings, with the
limited exception of April and May 2020 when notes had to be renegotiated due to Covid-19.
Mr. Candell is not the only investor to understand that what the SEC is doing is a travesty
and will cause investor losses. Investor Vincent J. Camarda declares that “the Commission has
not spoken with me, or anyone at my fund, regarding their current actions, despite their claims of
trying to protect us. I am entirely against liquidation or closure as it will not only hurt myself, but
also hundreds of my investors.” He tells this Court that “if Par is liquidated and not allowed to
continue to operate, hundreds of investors…will have their lives completely destroyed….Lives
will be affected, people will lose their homes , and those who are already in retirement could lose

1

See Defendants’ motions DE 84, 106, 115, 132. These motions and the exhibits annexed thereto
are fully incorporated herein in their entirety.
2
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everything.” (Declaration of Vincent J. Camarda, dated July 30, 2020, annexed hereto as Exhibit
I)
And, an attorney who manages a fund, David R. Alperstein, conducted significant due
diligence prior to investing in CBSG. He states that, “the allegations in the Commission’s
Complaint are false. Disclosures were not withheld, Mr. Laforte’s criminal history was not
withheld, misrepresentations were not made, and default rates are not promises. Further, as a
result of the COVID-19 pandemic, investors were presented with the option of entering into the
exchange agreements, and were provided with any answers and supporting documents that they
requested…..CBSG is a legitimate business and if a receiver decides to shut it down, it will cause
great damage to investors. ” (Declaration of David R. Alperstein dated July 29, 2020, annexed
hereto as Exhibit H)
There is no basis for a preliminary injunction. Despite the SEC’s mischaracterizations,
factual errors and hyperbole, this case boils down to a claim that Defendants were not entitled to
a Regulation D exemption for a security, a regulatory error easily remedied by filings under the
securities laws. This is just what CBSG did before when presented with a regulatory issue. The
company hired excellent counsel and fixed it. Not here. For reasons that defy logic, the SEC is
effectively asking this Court to take a lawfully operating business - a business with no investor
losses - and simply trash it. The SEC’s actions have already caused immense harm to investors,
employees and businesses. If a Preliminary Injunction is granted, the SEC’s actions, not the
Defendants,’ will be immediate, direct and proximate cause of hundreds of millions of dollars in
investor losses.
Indeed, it is not lost on investors like Mr. Candell, who are reading the filings in this
case, that the Receiver is bringing in DSI to assist the Receiver, who candidly admits that he

3
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knows nothing about the merchant funding business. Investors are well aware of DSI’s history.
(See Candell Motion to Intervene at para.’s 23-26)(“if the past ‘success’ of DSI is prologue,
Candell and the other holders of promissory notes will lose most if not all of their investments.”)
With recent Receivership orders in place, especially the Amended Order Appointing Receiver,
DE 141, filed last night, the Receiver and DSI will take millions of dollars in investor money in
fees while a once-thriving company deteriorates into oblivion. On July 24, 2020, when the SEC
sought an ex parte Order, it said that it needed a TRO “for the protection of the investors.” To
make that assertion have any resemblance to reality, a Preliminary Injunction should be denied.
2.

SINCE ITS FOUNDING, CBSG HAS CONSISTENTLY UTILIZED
EXCELLENT COUNSEL TO ADDRESS AND REMEDY COMPLIANCE ISSUES
In prior memoranda to the Court, we have described, simply as a matter of fact, that

CBSG has always strived for compliance and utilized ,and was guided by, excellent counsel.
(See DE 84 at 3-7) We will not repeat those facts here as they are in the record and before the
Court. Suffice it to say that further inquiry since August 4, 2020 has confirmed those facts,
including that, in addition to all of its outside counsel, Offit Kurman, DLA Piper, Bybel
Rutledge, LLP, Fox Rothschild, LLP and Haynes Boone, CBSG employed about 4 in-house
lawyers, 15 in-house accountants plus 2 in-house CPA’s, as well as outside, independent auditors
Clifton Larson Allen, Friedman LLP and Rod Erml Associates. Such a deep bench of
professional expertise is hardly the hallmarks of a firm in need of the SEC’s radical action.
Just as important for these purposes, CBSG has always demonstrated a willingness and
ability to address regulatory issues that are raised. As discussed below, when Pennsylvania
regulatory authorities raised an issue of CBSG paying finder’s fees, the company hired excellent
counsel, carefully reviewed the Pennsylvania concerns, and made significant changes to the
structure of the business to ameliorate any issues. Counsel introduced a note purchase agreement
4
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and began changing the business structure so that CBSG would not be paying fees to funds
soliciting and raising capital. It also registered CBSG in Pennsylvania under SEC 503b for its
non-principal debt instruments. In January 2019, CBSG counsel reviewed and filed all state
registrations needed for CBSG's current creditors.
In New Jersey a similar issue was raised, and ameliorative steps were promptly taken to
resolve the issue. And in Texas, the company hired excellent counsel and was days away from
finalizing an agreement when the SEC sought its ex parte order. Had the SEC raised the
regulatory concerns in its Complaint with CBSG in the normal course, counsel would have
reviewed the matter and, assuming there was merit to the issues raised, promptly remedied them
- just as CBSG has done in the other matters. There was simply no basis whatsoever for the
radical action that it took ex parte.
3.

THE BUSINESS OF CBSG IS STRONG AND SUPPORTED BY
SOPHISTICATED INVESTORS
In prior memoranda to the Court, we have described in detail CBSG’s business and the

reasons for its strong balance sheet – corroborated by financial exhibits and affidavits. (See DE
84 at 9-11; DE 106 at 3-5; DE 115 at 1-4; DE 132 at 4-5, and the exhibits annexed to these
pleadings) We will not repeat those facts here, as they are in the record and before the Court.
But the best proof of its financial worthiness is its track record. Since CBSG began
receiving investor funds in 2012, it has never missed a payment to an investor, but for the short
Covid-19-related moratorium in April and May 2020. And, it has paid interest averaging 15-20%
per annum to investors. Because of this, and because of the sophisticated financial models used
to run the business, it has attracted large, sophisticated investors. For example, two brothers
conducted a thorough due diligence and invested $40 million. Similarly, another very

5
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sophisticated investor conducted a comprehensive due diligence and invested $60 million. And
an attorney for a fund invested approximately $10 million into CBSG.
In Declarations annexed hereto, sophisticated investors conducted serious due diligence
and invested substantial sums. This was not because they were foolish or naïve – it is because
CBSG has a solid track record with transparent financials. As David R. Alperstein writes,
“CBSG provided complete disclosure and allowed a review of their books and records, if
needed.” Further, “prior to entering any agreements, CBSG provided complete access to their
books and answered all of my questions and concerns.” (Declaration of David L. Alperstein,
Exhibit H) Investor Vincent Camarda writes that, “Par provided me with complete access to its
books and financial records and answered every question I posed to it.” (Declaration of Vincent
J. Camarda, Exhibit I)
4.

SINCE ITS FOUNDING IN 2012, AND UNTIL THE SEC ACTION,
INVESTORS HAVE MADE HEALTHY INTEREST, AND THERE ARE
NO INVESTOR LOSSES
In prior memoranda to the Court, we have described CBSG’s strong historical

performance – corroborated by financial exhibits and affidavits. (See DE 84 at 9-11; DE 106 at
3-5; DE 115 at 1-4; DE 132 at 4-5, and the exhibits annexed to these pleadings) Since its
founding in 2012, and until the SEC’s action here, aside from the Covid-19 related moratorium
in April and May 2020, CBSG never missed a payment to investors and paid very healthy
interest. There is zero default on principal payments to an investor and zero default on interest
payments to an investor. Notes were renegotiated in April 2020 to a lower interest rate due to
Covid-19’s effect on the economy (after years of 10-20% returns). About 95% of the investors
agreed to the exchange notes. CBSG has never missed a redemption to an investor.

6
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The strength of the company portfolio and its growth over the last year has been detailed
in Financial Summary exhibits. The Net Equity line under liabilities shows strong, consistent
growth with use of retained earnings. The company went from approximately $85M at the
beginning of 2019 to $104M in retained earnings before the Covid-19 crisis reduced a significant
amount of the account receivable portfolio. Even then, through prudent management, CBSG was
able to rebuild its portfolio to a secure and profitable position - even after the height of the
Covid-19 pandemic. As of July 2020, CBSG was communicating frequently with merchants to
renegotiate terms due to Covid-19 interruption of their businesses and income.
In February 2020, CBSG made a decision not to raise any new capital since the company
anticipated Covid-19 related business closures. Prior to the pandemic, creditors were receiving
interest rates of approximately 15%. Since Covid-19, rates were renegotiated to 5% across the
board to account for the reduced receipt of merchant payments. Indeed, CBSG paid $18M in
interest to investors, including through the Covid moratorium from March through May 2020
and, but for the SEC’s action, expected to pay approximately $46M in total interest for the year
under the restructured notes.
These are not the financials or hallmarks of a business that necessitates a preliminary
injunction.
5.

CBSG’s MERCHANT CASH ADVANCE BUSINESS IS LAWFUL AND
PROVIDES A VALUED AND IMPORTANT FINANCIAL SERVICE TO
COMMERCIAL BUSINESSES
A pernicious subtext of the SEC’s application for a preliminary injunction is the specious

claim that the public-facing part of Defendants’ business – merchant funding – is downright
unlawful or at least immoral, opportunistic and unworthy of saving from liquidation. Like so
many other misconceptions that the SEC has confidently trumpeted in its rush to cripple

7
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Defendants’ business, here too, it has misled the Court about what this business does. While the
SEC’s TRO Motion recognizes, as it must, that this Court’s jurisdiction is solely based on the
claim that Defendants engaged in the sale of securities (DE 119 at 14), Plaintiff uses the first
portion of its TRO Motion to challenge Defendants’ business practices in an effort to
characterize them as undeserving of the same quality of Due Process as other parties are afforded
by the Courts.
Thus, the Commission writes that “since no later than August 1, 2012, Par Funding has
been in the business of funding short-term loans to small-sized businesses, which Par Funding
refers to as “merchant cash advances.” (the ‘Loans or MCAs’).” “Some of Par Funding’s Loans
carry interest rates of more than 400%.” Since 2013, Par Funding has filed more than 2,000
lawsuits, seeking more than $230 million in missed Loan payments against small businesses who
have allegedly defaulted on these Loans.” Id. at pp. 15-16.2 We have described Par Funding’s
MCA business in recent filings (see DE 84 at pp 7-12; DE 132 at pp. 5-6 and Exhibit A thereto
(Declaration of Norman Valz))
Defendants’ business of providing cash advances to commercial business is not only
lawful but extremely valuable in the marketplace to offer quick and easy liquidity to thousands
of businesses, large and small, across the country. “[P]urchases and sales of future receivables
and sales proceeds... are common commercial transactions expressly contemplated by the
Uniform Commercial Code.” In re GMI Group, Inc., 2019 WL 3774117, at *8 ; (Bankr.N.D.Ga
2019), quoting N.Y. Capital Asset Corp. v. F & B Fuel Oil Co., Inc., 58 Misc.3d 1229(A), at *6
(N.Y. Sup. Ct. 2018).

It is not hard to find professional publications describing MCAs as a

valuable financial tool for businesses. For example, in a recent report, the Federal Reserve
2

The SEC submitted a summary list of this pending litigation. See Exhibit 73 to the TRO
Motion.
8
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Board included a lengthy discussion of merchant cash advances as an important financial tool
available to small businesses to provide them with “access to the credit they need to succeed and
grow.” “Uncertain Times: What Small Business Borrowers Find When Browsing Online Lending
Websites,” Board of Governors of the Federal Reserve System, December 2019, at 1, available at
www.federalreserve.gov/publication/default.htm.

(Exhibit E)

The Federal Reserve Board

recognized Merchant Cash Advances (MCAs) as one of two common types of mainstream
financing offered to small businesses and plainly indicated that an MCA typically carries the
“equivalent” of a high rate of interest.3 See also “Merchant Cash Advances, an ETA White
Paper/Best Practices Guide, Electronic Transactions Association, March 2008, at 5 (Exhibit F)
(“The two biggest advantages that the MCA offers the merchants are no personal liability and
ease of funding.”) Even top-tier credit companies have entered the merchant funding business.
American Express recently announced that it will acquire Kabbage, a merchant funding business.
www.bloomberg.com/

news/articles/2020-08-10/amex-said-to-be-in-advanced-talks-to-buy-

softbank-backed-kabbage; see https://www.kabbage.com; https://en.wikipedia.org/wiki/
Kabbage.
Because in the merchant funding business merchants default on their payment
obligations, the legality of specific MCA’s are often challenged in court. If a merchant succeeds
in claiming that the transaction is a loan -- rather than a sale of receivables -- the purchaser of the
receivables (such as CBSG) may be subject to a finding that the transaction violates applicable
state usury laws. “Many trial courts have examined [merchant cash advance] agreements in the
3

The Federal Reserve Board article provides: Merchant cash advances (MCAs) “entail the sale
of future receivables for a set dollar amount, repaid with a set percentage of the business’s daily
sales receipts. For example, $50,000 in capital is provided in exchange for $65,000 in future
receipts, repaid with automatic draws of 10 percent of daily credit card sales. Depending on the
speed of repayment, equivalent APRs may exceed 80 percent or even rise to triple digits. MCAs
are generally repaid in three to 18 months.” (emphasis added)
9

Case 9:20-cv-81205-RAR Document 148 Entered on FLSD Docket 08/14/2020 Page 10 of 37

last several years, and have largely determined that most of them are not loans, but purchases of
receivables.” Id., quoting K9 Bytes, Inc. v. Arch Capital Funding, 56 Misc. 3d 807, 815 (N.Y.
Sup. Ct. 2017)(“K9 Bytes”)(citing cases). With appropriate drafting by experienced attorneys, an
MCA should withstand a challenge upon a default. Whether or not a particular MCA is an
enforceable contract or void as a usurious loan is a question that often turns not on federal law
but, rather, on state substantive law and choice of law questions, both of which vary from state to
state.4 See, e.g. Complete Business Solutions Group v. Thomas Alan Seuss, Case No. 17-cv04069, (E.D. Pa. Sept. 12, 2018), ECF 19 (where Pennsylvania recognizes an exception to its
usury laws for lenders of business loans while California does not, and Court finds that
Pennsylvania law applies, Defendant’s defense is unmeritorious); K9 Bytes, supra (“It has long
been settled in this state that criminal usury may only be asserted as a defense by a corporation,
and never as a means to seek affirmative relief”).
Evidence of the lawfulness of CBSG’ factoring business has been provided by Norman
M. Valz in a sworn statement. (DE 132, and refiled as Exhibit J, hereto) He is an attorney who
was responsible for filing confessions of judgment and litigating on behalf of CBSG from
August 2015 through July 2018 and, since then, maintained an involvement in the resolution of
cases. His declaration, and the full record now before this Court, makes clear that CBSG has
been engaged for several years in a lawful MCA business.
The SEC did not see fit to mention that two courts have rejected as a matter of law
challenges specifically directed at Par Funding’s business practice.

4

In Complete Business

An MCA is not a loan, and certainly not an unlawful usurious loan, unless a court so
determines after resolving questions of both choice of law and substantive law under applicable
state law. It begs the question, then, why a federal agency, like the SEC, would implicitly ask
this Court to consider whether Defendants’ business model is unlawful when that determination
rests on state law and is routinely resolved by state courts.
10
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Solutions Group, Inc. v. Boreal Water Collection, Inc., Case Nos. 17062692, 17081480, 3372
EDA 2017, 2017 WL 5652572 at *2 (Pa. Ct. of Common Pleas Nov. 2, 2017), defaulted
defendants challenged the imposition of a confessed judgment on the grounds that Par Funding
was guilty of criminal usury. The defendants in that action, like the SEC here, called the
transaction a “loan.” That Pennsylvania court found that the transaction was not a loan, and Par
Funding was not involved in criminal conduct. Similarly, in Complete Business Solutions Group
v. Thomas Alan Seuss, Case No. 17-cv-04069, (E.D. Pa. Sept. 12, 2018), the district court
rejected the claim that Par Funding’s factoring agreement was a loan that violated the usury law.
It is not the SEC’s role, or jurisdiction, to take up the claims lodged by civil litigants who
have uniformly failed to honor their payment obligations under the MCAs and then failed in
challenging Par Funding’s business practices as unlawful. Moreover, the litigants helped by the
SEC’s action are not just any litigants. The Court should be aware that the SEC relies on the
specious claims of a self-described expert who was hired by a litigant in one of many actions,
pending mainly in Pennsylvania state and federal courts. Businesses that have defaulted on their
obligations to Par Funding have filed every sort of claim of misconduct to avoid the
consequences of those defaults.5 The SEC also fails to advise this Court that the attorneys who
have led the civil litigation crusade against Par Funding have lost time and time in the courts.
As Mr. Valz states:
Litigation Involving CBSG’s Factoring Agreements
Where merchants have failed to adhere to their contractual obligations, CBSG has
confessed judgment based upon its factoring agreement against hundreds of
business merchants, without any objection or opposition.
Notwithstanding its lawful and contractual right to confess judgment against
merchants in default of its factoring agreements, CBSG has, however, faced a
5

See Exhibit 76 to the TRO Motion.
11
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malicious and personal campaign of litigation to malign and attack the company,
degrade, defame, and disparage their principals and agents, grossly misrepresent
the nature of Defendants’ business and factoring agreements, and intentionally
undermine CBSG’s lawful business operations and commercial transactions.
In my personal experience in representing CBSG, the majority of the Petitions to
Open Judgment or instances of litigation instigated by a merchant were
represented by one law firm in particular, White & Williams LLP. The lawsuits
against CBSG with White & Williams representation of the Merchant include: :
Thomas Alan Suess v. CBSG, No. 17-4622 (E.D. Pa.) and No. 19-3243 (3d Cir.);
Fleetwood Services, LLC, et al. v. CBSG, No. 18-268-JS (E.D. Pa.); HMC Inc., et
al. v. CBSG, et al., No. 19-3285-JS (E.D. Pa.); see also CBSG v. Annie’s Pooch
Pops, LLC, et al., No. 20-724-GEKP (E.D. Pa.); CBSG v. Capital Jet, Inc., et al.,
No. 20-848-CMR (E.D. Pa.); CBSG v. Funtime, LLC, et al., No. 19-5439-JS (E.D.
Pa.); CBSG v. HMC, Inc., et al., No. 19-2777-JS (E.D. Pa.); CBSG v. HMC, Inc.,
No. 19-4747 (E.D. Pa.); CBSG v. Knava’s Bounce House Rentals, LLC, et al., No.
20-779-CDJ (E.D. Pa.); CBSG v. Legend Adventures, LLC, et al., No. 20-1081
(E.D. Pa.); CBSG v. MH Marketing Solutions Group, Inc., et al., No. 20-849MAK (E.D. Pa.); CBSG v. NationalRx, Inc., No. 20-1072-JS (E.D. Pa.); CBSG v.
NationalRx, Inc., No. 20-1073-JS (E.D. Pa.); CBSG v. Radiant Images, Inc., No.
18-4013 (E.D. Pa.); CBSG v. Sean Whalen, et al., No. 19-6181-JS (E.D. Pa.);
CBSG v. Sunrooms America, Inc., et al., No. 20-847-TJS (E.D. Pa.); CBSG v.
Thomas Alan Suess, No. 17-4069-CDJ (E.D. Pa.) and No. 19-2741 (3d Cir.);
CBSG v. American Heritage Billiards, LLC, et al., No. 200600078 (June Term
2020) (Phila. Co. C.C.P.); CBSG v. TourMappers North America, LLC, et al., No.
200401028 (April Term 2020) (Phila. Co. C.C.P.); American Heritage Billiards,
LLC v. CBSG, No. 01-20-0009-6277 (American Arbitration Association);
TourMappers North America, LLC, et al. v. CBSG, No. 01-20-0005-3591
(American Arbitration Association).
As shown above, those lawsuits were and/or are pending in state and federal
courts, as well as arbitration forums. Some of those lawsuits were/are proposed
class actions. See, e.g., Fleetwood, supra (seeking to certify a class of Texas
merchants and guarantors); Whalen/Flexogenix, supra (seeking to certify a class
of California merchants and guarantors). Often “Class Action” was included in
the header of the case without further efforts to actually certify a Class.
The Chief District Judge for the U.S. District Court for the Eastern District of
Pennsylvania has held that the disputes between CBSG and certain, few
individual business merchants are individual, commercial disputes. He rejected
merchants’ requests to mark the cases related, finding that each case “is not
related to the other cases before this Court because the issues of fact are
different and the cases arise from different transactions”; that “[t]he other
12
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cases involve Complete Business’s relationship with different merchants and
guarantors under different merchant agreements from different time periods”;
that “[t]he merchant agreements, although similar, are separate agreements with
separate merchants”; and that “this case does not have the same issue of fact
as the other cases and does not grow out of the same transaction as the other
cases.” See Annie’s Pooch Pops, Capital Jet, Knava’s Bounce House, MH
Marketing, and Sunrooms, supra.
The merchants in the above-referenced litigation consistently and repeatedly
allege all manner of claims including usury, unconscionability, fraud, unfair and
deceptive trade practices, and/or purported violations of the Uniform Commercial
Code and federal Racketeer Influenced and Corrupt Organizations Act.
Through the date of this Declaration, none of the proposed classes have been
certified and none of the merchants in the above-referenced litigation, or
otherwise, have prevailed against CBSG on the merits of any of their individual
claims.
Instead, federal and state courts have upheld the validity of the CBSG’s factoring
agreements.
Valz Decl at ¶¶ 12-18 (emphasis in original)(Exhibit J, annexed hereto)

ARGUMENT
A PRELIMINARY INJUNCTION IS NOT WARRANTED IN THIS CASE
1.

THE LEGAL STANDARD
A preliminary injunction is “an extraordinary and drastic remedy not to be granted unless

the movant clearly established the ‘burden of persuasion’” as to each of the four prerequisites.
McDonald’s Corp. v. Robertson, 147 F.3d 1301, 1306 (11th Cir. 1998). To obtain a preliminary
injunction, the SEC must first establish, as a threshold matter, that there have been violations of
the securities laws. SEC v. Telecom Marketing, Inc., 888 F.Supp. 1160, 1166 (N.D.Ga.1995). In
analyzing the need for injunctive relief, courts must then focus on whether there is a reasonable
likelihood that the defendant, if not enjoined, will again engage in the illegal conduct. SEC v.
Blatt, 583 F.2d 1325, 1334 (5th Cir.1978). The factors considered are the degree of scienter
13
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involved, the isolated or recurrent nature of the infraction, the sincerity of the defendant’s
assurances against future violations, and the likelihood, based on the defendant’s occupation, that
future violations might occur. SEC v. Bonastia, 614 F.2d 908, 912 (3rd Cir. 1980).
In its showing of a defendant’s reasonable likelihood of future violations of securities
laws, it is not enough for the SEC to show mere past violations. Rather, the SEC must move
beyond that and offer positive proof of the likelihood of further violations in the future. SEC v.
Warner, 674 F. Supp. 841, 844 (S.D. Fla. 1987). Moreover, the more onerous the injunction
sought by the Commission, the more severe its burden. See SEC v. Compania Internacional
Financiera S.A., No. 11 CIV 4904, 2011 WL 3251813, *7 (S.D.N.Y. July 29, 2011) (“Like any
litigant, the Commission [is] obliged to make a more persuasive showing of its entitlement to a
preliminary injunction the more onerous are the burdens of the injunction it seeks.”).6
As demonstrated below, the Commission is not entitled to a preliminary injunction here.
First, even if the Commission could demonstrate a substantial likelihood of success on the
merits, it has not presented and cannot offer positive proof of a reasonable likelihood that
Defendants will commit future violations. Absent this evidence, a preliminary injunction cannot
be entered against them. Warner, 674 F. Supp. at 844.

6

Even where the Commission makes out a prima facie case, the preliminary remedy should be
modified to the degree of proof and the harm that it will cause to defendant’s business activity.
See S.E.C. v. Unifund SAL, 910 F.2d 1028, 1043 (2d Cir. 1990(cited by the SEC, ECF 14 n.
363)(where “the Commission has presented a thin case for any ancillary relief [it is at most]
entitle[d] to an order that provides reasonable security for collecting a judgment” . . . In view of
the Commission's meager showing on the merits, it should not be entitled to interfere with the
appellants' unrestricted use of their accounts for more than a brief interval”).

14
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2.

THE COMMISION HAS NOT SHOWN A SUBSTANTIAL LIKELIHOOD OF
SUCCESS ON THE MERITS
To prevail on the relief sought, the Commission must demonstrate a substantial

likelihood of success that Defendants violated the registration and antifraud provisions of the
securities laws cited in the Commission’s ex parte motion. See Pl. Mot. for TRO (ECF 14) at 49.
The SEC’s claims, however, immediately fail because the promissory notes at issue are not
securities. Beyond this, the misrepresentations alleged repeatedly reflect the SEC’s mistaken
understanding of the operations of the Companies.
a.

The Promissory Notes Are Not Securities.

The SEC has no authority to bring an enforcement action unless the action pertains to the
offer or sale of securities. Financial Sec. Assur., Inc. v. Stephens, Inc., 500 F.3d 1276, 1285
(11th Cir. 2007) (“To reach the question of an alleged violation of the anti-fraud provisions of
the Securities Acts, the transaction at issue must involve a ‘security’ as defined in the 1934
Act.”). The Court should not grant the preliminary injunction because the promissory notes at
issue are not securities.
While the Securities Act and the Exchange Act define “security” to mean “any note,” see
15 U.S.C. § 77b(a)(1), § 78c(a)(10), not all “notes” should be considered securities for the
purposes of these Acts. Reves v. Ernst & Young, 494 U.S. 56, 63 (1990) (“the phrase ‘any note’
should not be interpreted to mean literally ‘any note,’ but must be understood against the
backdrop of what Congress was attempting to accomplish in enacting the Securities Acts”).
Under Reves, the Supreme Court enumerated a list of notes that expressly are not securities, and
so are exempt from the 1933 and 1934 Acts, including two that are pertinent here: (1) short-term
note[s] secured by a lien on a small business or some of its assets; and (2) short-term notes
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secured by an assignment of accounts receivable. Id. at 65.7 A note that falls squarely into either
of these categories is considered exempt. Id.; First Citizens Federal Sav. and Loan Ass'n v.
Worthen Bank and Trust Co., N.A., 919 F.2d 510, 515–16 (9th Cir. 1990) (finding that the notes
at issue were not securities because they “fit squarely into” one of the exempted categories in
Reves, and declining to apply the four-factor test). Here, the Par Funding promissory notes fall
squarely into both.
The first issue to be considered is whether the PAR Funding promissory notes are “shortterm.” SEC Exhibit 89 includes examples of an instrument which is captioned as a “NonNegotiable Promissory Note.” The Non-Negotiable Promissory Note was entered into by Par
Funding as the “maker” with the other party denominated as the “payee” (the “PAR Notes”). All
but one of the PAR Notes submitted to the Court as SEC Exhibit 89 have a maturity of 12
months or less. Since the SEC considers that Treasury bills maturing in one year or less are
“short-term,” it should follow that the SEC should concede that the PAR Notes appearing in SEC
Exhibit 89 also should be considered as short-term. 8
In addition to being short term, the Par Notes were secured by a lien on the assets of the
small businesses with which Par Funding did business. There is no dispute in this case that Par
Funding is in the business of providing small and mid-size businesses with various financing
options to fund their day-to-day operations and growth.9 A significant service provided by Par

7

The Reves court determined that it was not appropriate to apply the investment contract test
enunciated in SEC v. W.J. Howey, 328 U.S. 293 (1946 ) to notes because the investment contract
test was designed for an entirely different variety of instrument. The Reves court noted,
“Congress was concerned with regulating the investment market, and not creating a general
federal cause of action for fraud.” Reves at 61.
8
https://www.investor.gov/introduction-investing/investing-basics/investment-products/bondsor-fixed-income-products/bonds
9
Indeed, there are no allegations contained in the Complaint for Injunctive and Other Relief filed
by the SEC against Par Funding and others in the U.S. District Court for the Southern District of
16
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Funding to these customers is an agreement to advance funds to the customer in exchange for an
obligation on the customer to sell future receivables to Par Funding at stated times, otherwise
known as merchant cash advances (“MCA”). Par Funding Exchange Offer dated April 8, 2020 at
2. This obligation amounts to a lien on the MCA customer and its assets which would include
receivables of that customer occurring after receipt of the advancement of funds from CBSG that
are covered by such obligation. This obligation also satisfies a second category of notes that are
exempt under Reves: short-term notes secured by an assignment of accounts receivable.
The Par Notes were clearly secured by a lien on Par Funding’s assets, which included the
receivables of Par Funding’s MCA customers.

The PAR Note provides, “to secure the

obligations of the Maker under the Note, Maker has entered into a Security Agreement with
Payee, dated as of the date hereof.” Simultaneously to executing the PAR Note, the parties enter
into a Security Agreement, examples of which are included in SEC Exhibit 89. Section 2 of the
Security Agreement grants the payee on the PAR Note a “general continuing lien upon and
security interest in, all of the Collateral.” The term “Collateral” is defined in Section 1(a) of the
Security Agreement.
There is no despite that the Reves exemptions apply here. Par Funding is in the business
of making merchant cash advances to small businesses which required the small businesses to
assign their receivables to Par Funding as security for the MCA. Then, in the Par Notes, Par
Funding pledged its collateral—which included the security interest in those same assets and
accounts receivable—to the noteholders through a continuing lien. In this way, each Par Funding
noteholder’s funds were ultimately secured not only by a lien, but by a lien with a corresponding
interest in the assets and accounts receivable of the MCAs with which Par Funding does

Florida on July 27, 2020 that suggests Par Funding engaged in any other business that is not
substantially related to the MCA business.
17
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business.

Because the Par Funding Notes fall squarely into two categories of exemptions

outlined in Reves—either one of which would exempt them from the Securities and Exchange
Acts—there is no reasonable likelihood that the SEC will prevail on the merits, and the
preliminary injunction it seeks should be denied.
b.

The Antifraud Claims are Deficient

Counts 1 through 6 allege violations of the Sections 17(a) of the Securities Act of 1933
(the “Securities Act”) and Section 10(b) of the Exchange Act of 1934 (the “Exchange Act”) and
Rule 10b-5 thereunder, collectively known as the antifraud provisions of the securities laws. To
show a violation under Section 17(a)(1), “the SEC must prove (1) material misrepresentations or
materially misleading omissions, (2) in the offer or sale of securities, (3) made with scienter.”
SEC v. Merchant Capital, LLC, 483 F.3d 747, 766 (11th Cir.2007) (citing Aaron v. SEC, 446
U.S. 680, 695 (1980)). Similarly, in order to prove a violation under Section 17(a)(2) and (3),
“the SEC need only show (1) material misrepresentations or materially misleading omissions, (2)
in the offer or sale of securities, (3) made with negligence.” Id. (citing Aaron, 446 U.S. at 702).
To satisfy the scienter element for Section 17(a)(1) claims, the SEC must show “either an ‘intent
to deceive, manipulate or defraud,’ or ‘severe recklessness.’” Mizzaro, 544 F.3d at 1238 (quoting
Bryant v. Avado Brands, Inc., 187 F.3d 1271, 1284 (11th Cir.1999)). In Aaron v. SEC, 446 U.S.
680, 701 (1980), the United States Supreme Court held that scienter is a necessary element of a
civil enforcement action under section 10(b) of the 1934 Act and Rule 10b-5 promulgated
thereunder, as well as a civil enforcement action under section 17(a)(1) of the 1933 Act.
Although the Supreme Court has not yet decided whether recklessness satisfies the scienter
requirement under those provisions, see id. at 686 n.5, the Eleventh Circuit has held that “severe
recklessness” can satisfy that requirement. SEC v. Monterosso, 756 F.3d 1326, 1335 (11th
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Cir.2014) (alterations omitted) (quoting SEC v. Carriba Air, Inc., 681 F.2d 1318, 1324 (11th
Cir.1982). The Eleventh Circuit, however, limits severe recklessness as follows:
Scienter may be established by a showing of knowing misconduct or
severe recklessness. . . .Proof of recklessness [] require[s] a showing that
the defendant’s conduct was an extreme departure of the standards of
ordinary care, which presents a danger of misleading buyers or sellers that
is either known to the defendant or so obvious that he must have been
aware of it.
Id. (emphasis added); see also Garfield v. N.D.C. Health Corp., 466 F.3d 1255, 1264 (11th Cir.
2006) (“severe recklessness can be established through deliberate avoidance of ‘red flags.’”)
To establish a violation of Section 10(b) and Rule 10b-5, the SEC must prove by a
preponderance of the evidence that Defendants made “(1) material misrepresentations or
materially misleading omissions, (2) in connection with the purchase or sale of securities,” and
that they “(3) made [them] with scienter.” Merch. Capital, 483 F.3d at 766 & n. 17 (citing Aaron
446 U.S. at 695); SEC v. Zandford, 535 U.S. 813, 816 n.1 (2002).
The SEC’s Claims of Material Misrepresentations and Omissions do not meet the
applicable scienter standards nor do they satisfy the SEC’s burden of proof.
i.

The Underwriting Process

The SEC claims that Par Funding misrepresented that it conducts on-site inspections as
part of a rigorous underwriting process. (See de 119, Cpt. ¶¶ 159-167) It identifies a number of
businesses that it claims received MCAs without an on-site inspection. (Cpt. ¶¶ 168 - 173) The
SEC’s examples are but a nominal portion of the 1,200 clients that Par Funding has underwritten,
and that does not include successive deals that Par Funding has underwritten with the same
client. Notably, the SEC does not claim that Par Funding’s literature represents that it conducts
on-site inspections 100% of the time.
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It should be obvious that a “rigorous underwriting process” does not require an on-site
inspection for every merchant or for every funding transaction. It may not be cost effective to
physically inspect a business, especially if is remote, or if the deal is small. Once a relationship
exists with a merchant, it is not generally necessary to visit the business for subsequent deals.
More to the point, depending on the nature of the business, a physical inspection does not
provide the most relevant information. A reasonable investor would not attach significance to
Par Funding’s decision not to inspect businesses with which it has a prior relationship or where
the size of the deal would not warrant the expense of a physical inspection.
Par Funding stands by its rigorous underwriting process which focuses on objective
evidence of the merchant’s business and the risks of entering into a factoring relationship.
Before signing any new deal, Par Funding carefully reviews the merchant’s pertinent financial
and banking information.

It also reviews publicly available information online.

One can

ascertain to a meaningful degree that a business actually exists from, among other things, online
reviews like Yelp and Facebook.

And the proof is in the pudding, too.

Par Funding’s

underwriting process is clearly rigorous because, as discussed below, it generally identifies
companies that have reliable accounts receivables reflecting a likelihood that, as clients, they will
satisfy their contractual obligations and pay Par Funding in full. Consequently, the SEC is
unlikely to prove that a reasonable investor would attach significance to Par Funding’s rate of
on-site inspections, particularly given its successful track record in the merchant cash advance
industry. Basic Inc. v. Levinson, 485 U.S. 224, 231-232 (1988) (quoting TSC Indus., Inc. v.
Northway, Inc., 426 U.S. 438, 449 (1976)) (noting materiality is determined by whether the
misrepresentations “significantly altered the ‘total mix’ of information made available”.)

20

Case 9:20-cv-81205-RAR Document 148 Entered on FLSD Docket 08/14/2020 Page 21 of 37

ii.

The Loan Default Rate

The SEC claims that Defendants have made false and misleading claims to investors that
the loan default rate for the MCA transactions was low, i.e. around 1.2%. (ECF 119, pp. 35-38)
The SEC has not met its burden. First, Par Funding’s books and records do not use the term
“default rate.” Rather, Par Funding routinely calculates a term it calls the “funding exposure.”
(See “CBSG’s Funding Analysis,” and footnote 5 thereto, attached as Exhibit A to the Affidavit
of Aida Lau, ECF 106-1, and repeated in the Exhibit Binder as Exhibit K)
A review of CBSG’s Funding Analysis shows that, since inception, CBSG has provided
more than $1.2 billion in funds (id., column 7 - “Wire Total”). Of that $1.2 billion,
$148,177,270.21 are losses against the factoring agreements, including both capital and fees that
the merchants were obligated to pay. (Id., column 11 - “Factoring Losses”). By contrast,
“Funding Exposure” refers to capital that was wired to the merchant and not returned, resulting
in a write-off of capital. (Id., column 12 - “Funding Exposure”) The total funding exposure for
CBSG since inception is $14,285,811.51. Funding Exposure is defined as “Cumulative exposure
as determined by funding amount minus collected payments, at the time that transactions were
written off in the respective month to Factoring Losses.” (Id., footnote 5) The total funding
exposure – 14,285,811.51 - out of $1.2 billion in capital wired to CBSG’s clients yields an
“exposure” of 1.2%. (See id, column 13, “Exposure %).
The figures in CBSG’s books and records are accurate.

A 1.2% rate of “funding

exposure” as defined in the books and records is impressive and consistent with the company’s
proven track record of profitability. The SEC’s claim that Par Funding has misrepresented its
default rate is simply erroneous.

This claim is just one more example of the SEC not

understanding Par Funding’s actual financial condition in an effort to persuade the Court that
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investor money has been mismanaged or worse. (See ECF 106 at pp. 3-4: Par Funding does not
have $500 million in “nonperforming agreements” but, rather $421,000,000 in currently
performing accounts receivables; id. at 5-6: Par Funding does not have “only $2.5 million” in its
accounts but, rather, between $24 to $25 million.)
iii.

Insurance Coverage

The SEC claims that Par Funding misrepresented that it had insurance on its products.
(See ECF 119, ¶¶ 204 - 212) It identifies a number of small businesses that it claims were not
offered insurance by Par Funding. (Id.) Par Funding does, in fact, offer insurance to cover
losses on its purchase of receivables from some of its merchants. In particular, Par Funding had
a policy with the Euler Hermes North America Insurance Company. This was a factoring policy
providing insurance coverage for capital lost during a default in receivables or insolvency by
some merchants. It covered about $100M in deals which were specifically incorporated into the
policy. (See Exhibits A, B, C and D relating to Hermes Insurance Policy10)
iv.

Joseph LaForte’s Background

The SEC’s allegations regarding LaForte’s background are not only inaccurate, but
internally inconsistent. On the one hand, the SEC alleges that Par Funding made materially
misleading statements by omission by “fail[ing] to disclose LaForte’s involvement in its filings
with the Commission and also during its solicitation of investors.” (DE 14, at 41.) On the other,
the SEC references several occasions where LaForte’s involvement was disclosed to investors,
including an event in November 2019 at which Abbonizio “introduced LaForte to the 300
potential investors in attendance.” (Id., at 40.) The SEC cannot reasonably argue that Par

10

Additional documents cannot be provided because the instant action has prevented Defendants
from accessing company business records including emails.
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Funding is misleading investors by failing to disclose his involvement in the company while
suggesting that his involvement was also widely known to investors.
Moreover, the SEC’s contention that Par Funding took steps to conceal LaForte’s
criminal history from investors is simply inaccurate. According to investor Vincent Camarda,
Par Funding was “clear and transparent” about LaForte’s “prior criminal history and felony
convictions.” (Camarda Decl. at ¶¶ 7-8, Exhibit I.) “Specifically, Joseph LaForte’s felony
convictions, which were known from the beginning, did not change my decision to become
involved with either Par or Mr. LaForte.” (Id. at ¶ 8.) Investor David R. Alperstein echoed Mr.
Camarda’s comments, stating, “I have known Joseph LaForte for several years . . .I am aware he
is also known as Joe Mack, Joe Macki and Joe McElhorn and does not hide his criminal history
or his past. While I was already aware of his felony record and convictions before engaging in
any business dealings with CBSG, he again disclosed his record to me.” (Alperstein Decl. at ¶¶
4-5, Exhibit H.) Based on this record, the SEC cannot establish a reasonable likelihood of
success on the merits of its claim that LaForte knowingly concealed this information from
investors. Moreover, the declarations of Messrs. Camarda and Alperstein also make clear that,
even if LaForte’s background had been omitted, investors did not view the omitted information
as material.
v.

The Statements In Par Funding’s Commission Filings About McElhone
and Cole’s Receipt of Funds Were not Materially Misleading.

The SEC’s allegation that Par Funding made misrepresentations in SEC filings about
McElhone and Cole’s receipt of funds represents yet another example of its failure to understand
Par Funding’s operation and cash flows before filing its emergency action. The SEC alleges that
Par Funding made two false filings with the Commission regarding how investor funds would be
used. Both filings—the first, a Form D Notice of Exempt Securities Offerings filed in August
23
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2019 and the second, an amended Form D notice filed in April 2020 - disclosed investor
proceeds raised by Par Funding through 2019. According to the SEC, the representations made
in these filings “that Cole and McElhone would not receive any of the gross proceeds of the
securities offering are false.” (Cpt. ¶¶ 235-239; DE 14, pp. 43-44.)
In support of this allegation, the SEC points to the declaration of Melissa Davis, a
forensic accountant hired by the SEC, who had no previous experience with the operations and
cash flows of Par Funding. (DE 21-1, ¶3.) Davis states that she reviewed Par Funding bank
accounts which received investor funds and “funds from other sources including the Par Funding
business operations.” (Id.) Based only on Davis’s explanation that Par Funding transferred funds
from these accounts to McElhone and Cole (through ALB Management Inc.), see id., ¶¶12-13,
the SEC argued to this Court that “Par Funding has already dissipated investor proceeds while
lying to the Commission in its Form D filings.” (DE 14, at p. 75.) Davis’ declaration, however,
omits several important facts. Consequently, the SEC’s theory is woefully flawed.
First, while Davis makes a passing reference to funds in the bank accounts “from other
sources including the Par Funding business operations,” she says nothing about the significant
amount of funds in those omnibus accounts that were generated by business operations
(“operational income”) and were not investor funds. The fact is, the amounts paid to McElhone
and Cole were calculated based on operational income—a percentage of new MCA business
generated on a quarter by quarter basis, and were paid from operational income, not investor
proceeds. (Affidavit of Aida Lau, dated August 14, 2020, attached hereto as Exhibit Q) Had the
SEC bothered to analyze the payments they suggest were made from investor proceeds, they
would have realized that Par Funding’s accounts received operational income that, on a
quarterly basis, well exceeded the amounts paid to McElhone and Cole. (Id.). The fact that
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McElhone and Cole were paid from operational income and not investor proceeds is clearer still
based on the amounts of these payments. An analysis of Par Funding’s financial records reveals
that these transfers were based on a calculation of (and therefore corresponded directly to) new
MCA business assessed on a quarterly basis, and not on investor proceeds. The Declaration of
Aida Lau analyzes 6 quarters between Janaury 2019 and June 2020. For each such quarter, the
transfers made to McElhone and Cole represented: (1) 10% of new MCA business generated for
the quarter, and (2) were far less than the revenues generated. (Id.) Consequently, these
transfers drawn from operational income did not include investors proceeds and certainly not
could not have “dissipated” investor proceeds.
vi.

Alleged Misrepresentations and Omissions about Par Funding’s Regulatory
History

The SEC’s allegations regarding Par Funding’s regulatory history do not constitute
actionable material misrepresentations and omissions. (DE 14, at p. 41.) To begin with, the
SEC’s laundry list of statements made by Defendants Perry Abbonizio, Dean Vagnozzi, Michael
Furman and John Gissas are not attributable to PAR Funding. Under Janus Capital Group, Inc.
v. First Derivative Traders, 564 U.S. 135, 142-43 (2011), no defendant can be liable for any
alleged misstatements that are not attributable to him, or over which he has no ultimate authority.
Here, the SEC is attempting to attribute statements made by third-parties, none of whom owned,
managed, or were even employed by Par Funding, to the company. Even before the Supreme
Court's decision in Janus, courts found that corporations generally were not liable for statements
made by third parties on their behalf. See Raab v. General Physics Corp., 4 F.3d 286, 289 (4th
Cir.1993) (“The securities laws require [a company] to speak truthfully to investors; they do not
require the company to police statements made by third parties for inaccuracies, even if the third
party attributes the statement to [the company].”) Consequently, without evidence that Par
25

Case 9:20-cv-81205-RAR Document 148 Entered on FLSD Docket 08/14/2020 Page 26 of 37

Funding had ultimate authority over the statements made by Abbonizio, Vagnozzi, Furman, and
Gissas, the Court may not determine that Par Funding made the statements and is liable under the
antifraud provisions of the securities laws.11
Moreover, even assuming that LaForte’s statements were attributable to Par Funding,
they still do not constitute material misstatements or omissions. An omission is material for
purposes of a securities fraud claim if there is “a substantial likelihood that the disclosure of the
omitted fact would have been viewed by the reasonable investor as having significantly altered
the ‘total mix’ of information made available.” Basic, 485 U.S. at 231-32.
Here, the SEC’s theory is that LaForte’s statements touting Par Funding’s success as a
profitable cash advance company are made materially misleading by omission because he failed
to disclose that Par Funding “has twice been sanctioned for violating the securities laws.”
Notably, the SEC does not allege, because it cannot, that Par Funding’s cash advance business
operations were not profitable. Fries v. N. Oil & Gas, Inc., 285 F. Supp. 3d 706, 719 (S.D.N.Y.
2018) (omitted mismanagement or uncharged criminal conduct is sufficiently material when a
defendant makes a statement that can be understood, by a reasonable investor, to deny that the
illegal conduct is occurring). Nor does it argue that Par Funding had an independent duty to
make this disclosure—because it did not. “[The’ securities laws do not impose a general duty to
disclose corporate mismanagement or uncharged criminal conduct ... a duty to disclose
uncharged criminal conduct does arise if it is necessary to ensure that a corporation’s statements
are not misleading.” MAZ Partners LP v. First Choice Healthcare Solutions, Inc., 2019 WL

11

For these same reasons, other alleged misrepresentations referenced in the SEC’s Complaint
are not attributable to Par Funding. See Furman’s Alleged Misrepresentations about NJ Order
(Compl., ¶¶233-234); Vagnozzi’s Alleged Misrepresentations Regarding His and ABFP’s
Regulatory History, (Id., ¶¶ 246-261; and Abbonizio’s Alleged Misrepresentations Regarding
His and ABFP’s Regulatory History, (Id., ¶¶ 262-267).
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5394011, * 16 (M.D. Fla. Oct. 26, 2019), quoting In re Sanofi Sec. Litig., 155 F. Supp. 3d 386,
403 (S.D.NY 2016) (“Allegations that defendants concealed corporate mismanagement or
uncharged criminal conduct are not actionable unless the non-disclosures render other statements
by defendants misleading.”
Instead, the SEC makes the specious argument that Par Funding’s regulatory history
renders a representation regarding its profitability misleading by omission. However, absent
some evidence that a material reason for its success was the use of the improper busines practices
which led to those sanctions, the omission is not material. Fries, 285 F. Supp. 3d at 719 (omitted
mismanagement or uncharged criminal conduct is sufficiently connected to defendants’ existing
disclosures when a corporation puts the reasons for its success at issue, but fails to disclose that a
material source of its success is the use of improper or illegal business practices).
In fact, the regulatory history of Par/CBSG shows that whenever CBSG (Par Funding)
was notified that any of their business activities were not in compliance with other regulatory
bodies’ standards, they took immediate and significant steps to remediate any issues and address
regulatory concerns. The actions the SEC referenced were administrative in nature, and were
remediated by the company, with the exception of the Texas matter, which was days away from
completion when the SEC interrupted the finalization by its order.
In November 2018, Par and the Commonwealth of Pennsylvania Department of Banking
signed a consent agreement to resolve the Commonwealth’s accusations that Par was doing
business in the Commonwealth and had used finders that were unregistered agents. In
addressing this issue, Par terminated those agent agreements and paid a $499,999 administrative
assessment to the Commonwealth. Further, those agent businesses were restructured by the
agents to address the unregistered finder issue. In that consent agreement (paragraph 10), it
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stated that “This order is not intended to indicate that CBSG or any affiliate or current or former
employee should be subject to any disqualification contained in the federal securities laws . . .
and this Order is not intended to form the basis of any such disqualification.”
In December 2018, the State of New Jersey ordered Par to cease selling securities in the
state until such time that they registered those securities or were eligible for an exemption. Upon
notification of this order, Par immediately communicated with the New Jersey and the issues
related to the Order were resolved via correspondence and communication with the New Jersey
Bureau of Securities. It was determined and accepted that filing a Form D would satisfy both the
federal and state exemptive requirements and resolve the subject of the Order and that no further
action on the matter would be required.
In February 2020, Par was grouped into a Cease and Desist order from the Texas State
Securities Board in relation to its business with Texas residents. The Cease and Desist order said
that they were not to offer any securities in the state until such time that they were registered or
exempt from the registration requirement under the Texas Securities Act, and to not engage in
any fraud in the offering of securities in the State of Texas. As with the previous state regulatory
issues, Par immediately engaged with the TSSB to remediate and resolve the issues and was on
the cusp of signing a consent agreement to close the matter when the SEC’s actions interrupted
that remediation.
3.

THE COMMISSION CANNOT OFFER POSITIVE EVIDENCE THAT
DEFENDANTS WILL COMMIT FUTURE VIOLATIONS
Even if the Commission were to demonstrate a prima facie case of previous violations of

the federal securities laws, it is not entitled to injunctive relief because it cannot prove that there
is any likelihood—much less a reasonable one—that Defendants will commit these violations
again. See S.E.C. v. Calvo, 378 F.3d 1211, 1216 (11th Cir. 2004). The Court considers several
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factors in analyzing whether a wrong will be repeated: (1) “egregiousness of the defendant's
actions; (2) the isolated or recurrent nature of the infraction; (3) the degree of scienter involved,
the sincerity of the defendant's assurances against future violations; (4) the defendant's
recognition of the wrongful nature of the conduct; (5) and the likelihood that the defendant's
occupation will present opportunities for future violations.” Id. (quoting SEC v. Carriba Air,
Inc., 681 F.2d 1318, 1322 (11th Cir.1982) (internal citations omitted). These factors weigh
against the entry of an injunction in this case.
a.

The SEC and the Courts Have Permitted Remediation and Settlement in
Cases with Far Worse Facts Than Present Here

The SEC has routinely resolved by consent, violations concerning significantly larger
offerings with far more egregious misstatements or omissions of material facts. Often in these
cases, the SEC imposed either no penalties or only minor penalties, especially when considering
the scope of the active fraudulent statements. For example, in In the Matter of State of New
Jersey, Respondent., Release No. 9135 (Aug. 18, 2010), the SEC found that “…the State made
material misrepresentations and omissions…” in a $26,000,000,000 (twenty-six billion dollar)
debt offering and that the:
…misrepresentations and omissions created the fiscal illusion that [the
underlying entities] were being adequately funded and masked the fact that New
Jersey was unable to make contributions to [them] without raising taxes or cutting
other services, or otherwise impacting the budget. Accordingly, disclosure
documents failed to provide adequate information for investors to evaluate the
State’s ability to fund [them] or the impact of the State’s pension obligations on
the State’s financial condition.
Id.at ¶ 2. Sophisticated investors and institutions were not the only purchasers of this issuance;
many unsophisticated retail investors, to whom the disclosures would have been more pertinent,
also purchased the issuance. Despite a finding of a violation of Sections 10(b)-5 and various
subsections of Section 17(a) of the Securities Act, the SEC declined to impose any draconian
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seizure, freeze, or receivership onto the State, opting rather to file a cease and desist order. The
State subsequently updated the required disclosures to be compliant.
In its civil action against Goldman Sachs, SEC v. Goldman, Sachs & Co, and Fabrice
Tourre, Civil Action No. 10 Civ. 3229 (S.D.N.Y. 2010), the SEC alleged that the brokerage firm
misled investors through its marketing of a subprime mortgage product just as the U.S. housing
market was beginning to collapse. In particular, it claimed that Goldman “misstated and omitted
key facts regarding a synthetic collateralized debt obligation (CDO) that hinged on the
performance of subprime residential mortgage-backed securities.” (SEC Litigation Release, July
15, 2010, included in Exhibit L)

In settling the suit, the company acknowledged that its

marketing materials to the public omitted that the entity involved in the portfolio selection had an
adverse interest to the CDO investors, i.e. ,a short position against the portfolio. (Id.) Goldman
Sachs agreed to pay $550 million – then the largest penalty of a Wall Street firm - of which
$250 million was earmarked for investors harmed by its conduct and $15 million of which was
disgorgement. Other terms required remedial action in the company’s review and approval of
certain securities offerings and additional education and training. (See Exhibit L)
Even where there is serious, widespread and blatant fraud – for example the Wells Fargo
settlement of 2020 – the SEC has been far less aggressive than it is here. There, the SEC found
that Wells Fargo violated Section 10b-5 in that “From 2002 to 2016, Wells Fargo opened
millions of accounts or financial products that were unauthorized or fraudulent.” In the Matter of
Wells Fargo & Co., Respondent., Release No. 88257 (Feb. 21, 2020) at ¶ 5. The SEC further
found that that:
From 2012 to 2016, Wells Fargo failed to disclose to investors that the
Community Bank’s sales model had caused widespread unlawful and unethical
sales practices misconduct that was at odds with its investor disclosures regarding
needs-based selling and that the publicly reported cross-sell metric included
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significant numbers of unused or unauthorized accounts. Certain Community
Bank senior executives who reviewed or approved the disclosures knew, or were
reckless in not knowing, that these disclosures were misleading or incomplete.
Id. at ¶ 5. Notwithstanding the overwhelming number of fraudulent acts, the SEC again declined
to impose any seizure, freeze, or receivership on Respondent. Instead, the SEC simply allowed
them to set up a fund to compensate depositors of $500,000,000 and Cease and Desist the
activity.
Similarly, where the allegations concerned unregistered securities, as they do here, the
SEC has entered into settlements without seeking the kind of preliminary relief being sought
here. For example, in 2019 in In the Matter of Block.one, Respondent., the SEC alleged that
Block.one sold securities in the amount of $4,000,000,000 (four billion dollars) as part of its
initial coin offering. Release No. 10714 (Sept. 30, 2019). Those securities were not registered
nor qualified for an exemption to the registration requirement. Id. As part of the settlement
agreement, Block.one was ordered to cease and desist from committing or causing any violations
and any future violations of Sections 5(a) and 5(c) of the Securities Act and to pay a $24 million
fine. Id. The SEC took no further action.
In a similar 2019 action, in In the Matter of Blockchain of Things, Inc., Respondent., the
SEC alleged that the respondent, during its initial coin offering, sold securities in the amount of
$13,000,000 (thirteen million dollars).

Release No. 10736 (December 18, 2019).

Those

securities were not registered nor were they eligible for an exemption from registration. Id.
Additionally, the Respondent sold some of the securities overseas but failed to implement a
mechanism to prevent foreign purchasers from reselling those securities into the US markets. Id.
For these violations, the SEC settled with an undertaking for the company to register the
securities, pay a $250,000 fine, and offer recission to investors who purchased the unregistered
securities. Id.
31

Case 9:20-cv-81205-RAR Document 148 Entered on FLSD Docket 08/14/2020 Page 32 of 37

In yet another example, in SEC v. Shiner, 268 F. Supp. 2d 1333, 1341 (S.D. Fla. 2003),
after a preliminary injunction hearing, the Court found that that while the defendants purported
to sell partnerships in telephone companies, they in fact were selling securities and had
misrepresented the level of control the investor-partners would have. In fact, the court found that
“[a]pproximately eighty-five percent (85%) of the proceeds from investors were transferred
almost immediately to entities owned and/or controlled by [certain] Defendants[]. The Court
doubts whether the investors could ever successfully run the telephone companies when they
controlled only fifteen percent (15%) of the money invested.” Id. The court held that the
fraudulent representations of the defendants were made with scienter, “were relied upon by
investors, and that the investors have been injured by those misrepresentations and omissions
because the investors would not have invested and lost their money had they not been mislead.”
Id. at 1343.
The Court further held that that the SEC established the likelihood of ongoing violations
prong because “Defendants' conduct is egregious; Defendants have repeatedly engaged in such
conduct; Defendants knew what they were doing; there have been no assurances that Defendants
will not continue to violate federal securities laws in the future; Defendants have not recognized
the wrongful nature of their acts; and Defendants present occupations present opportunities for
future violations.” Id. at 1343. Nonetheless, the Court did not order a receiver and noted “that
additional discovery will be taken in this matter and that neither party should infer from this
preliminary decision that the Court's findings and rulings will remain consistent after a full trial
on the merits of this action.” Id at 1343–44 (S.D. Fla. 2003).
It is where the defedants are conducting flat-out Ponzi scheme and investor moneys are
not being invested but rather used to fund defendant’s lifestyle, that courts impose draconian
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emergency relief. See SEC v. Bravata, 763 F. Supp. 2d 891, 911 (E.D. Mich. 2011)(Court found
that the business was just a ponzi scheme); SEC v. Babikian, No. 14 CIV. 1740 PAC, 2014 WL
2069348, at *1 (S.D.N.Y. Apr. 21, 2014)(Court found that the defendant, whose location was
unknown, ran a classic pump and dump scheme stating “[t]here is also a high risk that, unless
enjoined, [the Defendant] may commit the alleged fraudulent acts again, given his control of
penny stock websites and his aptitude at using anonymous email accounts, alter-ego front
companies, and mass email distribution systems.”)
This is because the harm caused by injunctive relief is extreme. As one court recognized,
on the SEC’s motion for reconsideration, the Court refused to “acquiesce in the [SEC’s]
insistence on an unwarranted injunction,” SEC v. Globus Group, Inc., 117 F. Supp. 2d 1345,
1349, 2000 (S.D. Fla. 2000), even though the parties agreed to one. The Court emphasized the
potential due process risks should it rule in the SEC’s favor, noting that “if a defendant’s
continued employment or participation in a publicly traded company sufficed to warrant
injunctive relief, a drastic remedy would be improperly transformed into an ordinary one.” Id at
1347-1348. The Court reminded the parties that their consent to an injunction does not relieve
the SEC of the requirement for the “proper showing” that the law requires in order for an
injunction to be granted. Id.
b.

There is No Basis for a Preliminary Injunction Here

This case is not in any manner comparable to cases where a Preliminary Injunction has
been imposed and, conversely, is far less egregious than those cases presenting huge violations
where such relief has not been imposed.
First, there is simply no question that CBSG is engaged in lawful business. The MCA
business is lawful according to numerous courts and the Federal Reserve Board, among others.
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Investor funds were used to fund merchant clients and the books and records of the company
were available for detailed inspection and analysis by an investor or fund. The company had 15
in-house accountants and two in-house CPAs, as well as strong outside counsel and top flight
auditors. And it paid principle and interest to investors like clock-work since 2012. No investor
lost a dime. And investors are wondering what is going on and why the SEC is destroying their
investments. This case is not, in any manner, comparable to those cases justifying emergency
radical relief.
Second, the Complaint alleges non-scienter based regulatory violations that are easily
susceptible to remediation. It is mystifying that alleged violations such as those alleged here,
which are routinely resolved by consent decree and remediation, are the basis for the radical
emergency action the SEC sought in this case. Shown above are cases involving egregeious
conduct involving massive sums of money that, such in the Wells Fargo case, were simpy stolen
from depositors. Even more compelling is that whenever CBSG had a regulatory issue, it hired
excellent counsel, studied the issue and remediated the concern. After the Pennsylvania
regulatory action, for instance, CBSG restructured its entire investor model and implemented
other corrective action. The Texas action was days away from being resolved with a financial
penalty and remediative action when the SEC brought its motion for a TRO.
This is what firms are supposed to do. Goldman Sachs, for instance, has a regulatory
violations sheet (Form BD) that discloses 350 reportable regulatory events that are described
over the course of 600 pages. JP Morgan describes reportable regulatory events over the course
of about 750 pages. None of these firms, nor thousands of smaller firms like CBSG which take
remediative action when a regulatory violation is alleged, have been subject to the radical and
unnecessary action taken here. Simply put, we can find no case like this one.
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Since CBSG, with excellent counsel, has taken all remeditive action necessary when a
violation is alleged, there is no basis for a finding of threat of future violations. Had the SEC
brought its concerns to CBSG in the regular course, CBSG counsel would have carefully
considered the allegations and, if concurring that they have merit, CBSG would have taken all
steps to remedy the violation. In this case, that would have been easy. An unregistrered security
– it would be registered. A non-disclosed person – it would have been disclosed in the materials.
These are not complicated or atypical allegations and are easily subject to remediation – had the
SEC simply brought a standard action or even less, had it simply written a letter to CBSG
counsel setting forth its position on these issues. There was no basis or necessity for the action it
took. For all of these reasons, there is no justification or necessity for a preliminary injunction in
this case.
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Euler Hermes North America
Credit Limits - 01-5109731
Debtor

Decision

Contract
5109731

Euler Id
121693469

Name
5 STAR AUTOMOTIVE

City
Lakeside

State
CA

Country
USA

Amount
36,000

5109731

112126864

A & M MECHANICAL

Hermitage

TN

USA

70,000

5109731

121716605

A POOL PALACE LLC

5109731

121745777

AACTIONTRANSMISSION 2,

HOLTON

IN

USA

8,000

Miami

FL

USA

15,000

5109731

121768276

5109731

121694462

ABEL ENTERPRISES

Hudsonville

MI

USA

7,000

ABM PLUMBING

Riverdale

IL

USA

14,000

5109731

121744662

ABW CONCRETE CUTTING

RINGGOLD

GA

USA

20,000

5109731

121703574

ACCORD TRUCKING

PHOENIX

AZ

USA

75,000

5109731

30061565

AES, INC.

Richmond

VA

USA

200,000

5109731

121716865

AGARICUS GROUP LLC

LOS ANGELES

CA

USA

18,000

5109731

121694991

AGENCY ACBH, INC., THE

Lincoln University

PA

USA

146,000

5109731

121717025

AJ COLLISION REPAIR, LLC

Glendale

AZ

USA

11,000

5109731

121717034

ALEXIS WELDING

Opa Locka

FL

USA

27,000

5109731

121717066

ALL 4 CONSTRUCTION

Orlando

FL

USA

28,000

5109731

121745776

ALL ASPECTS HOME

East Northport

NY

USA

28,000

5109731

120909872

ALL-IN-ONE WIRELESS

Port Charlotte

FL

USA

11,000

5109731

121717527

AMAZING PRODUCTS

Orlando

FL

USA

14,000

5109731

120811018

AMIGOS TAQUERIA, THE

PORTLAND

OR

USA

36,000

5109731

121716227

ANIMAL LOVERS

TORRANCE

CA

USA

35,000

5109731

121717542

ANNANDALE PLAY-CARE,

Annandale

VA

USA

21,000

5109731

121717547

ANUVA RESOURCE

Holly Springs

NC

USA

60,000

5109731

121717549

ANYTIME PEST

Baytown

TX

USA

33,000

5109731

121716585

AUFFENORDE &

HUNTSVILLE

AL

USA

10,000

5109731

121715809

AVANTGARDE SENIOR

TARZANA

CA

USA

50,000

5109731

121745789

AZAR & CO. HOLDINGS INC

Santa Clarita

CA

USA

12,000

5109731

120648058

B & T SUPPLIES INC.

Cedarhurst

NY

USA

500,000

5109731

121744868

B J OIL

ANAHEIM

CA

USA

23,000

5109731

121725914

BEATTY'S PLUMBING

NEW BERN

NC

USA

5,000

5109731

121745104

BEAVER BUILT &

Byhalia

MS

USA

17,000

5109731

121720615

BIG DOG DIESEL REPAIR

NORTHGLENN

CO

USA

10,000

5109731

121703823

BIG SKY LOGISTICS LLC

Kearney

MO

USA

15,000

5109731

121745056

BMA LANDSCAPES LLC

Oxford

MS

USA

15,000

5109731

120349189

BULLARD FENCE, INC.

Jacksonville

FL

USA

47,000

5109731

120805923

BURNELLS PLUMBING &

HUDSON FALLS

NY

USA

40,000

5109731

121923250

BUTTERFLIES & FROGS

FAYETTEVILLE

AR

USA

30,000

5109731

121719694

C & R DANCE, INC.

Burr Ridge

5109731

121716377

CALIFORNIA IMPORTS

WALNUT CREEK

5109731

111313485

CAMARATO DRUG, INC.

Herrin

5109731

120817853

CAMILLA'S RECOVERY

5109731

121717013

CAPRELLA SPORTSWEAR

5109731

120805483

CAROLINA CROSSING

IL

USA

27,000

CA

USA

100,000

IL

USA

62,000

Costa Mesa

CA

USA

19,500

LIMA

OH

USA

11,000

GROVER

NC

USA

35,500
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5109731

121873698

CAROLINA GPS SERVICES

JOHNS ISLAND

SC

USA

7,000

5109731

115539906

CARROLL BRADFORD

ORLANDO

FL

USA

100,000

5109731

121694370

CATALONIA OLIVE OIL,

New Rochelle

NY

USA

29,000

5109731

121717706

CDC REPAIR

SHIPPENSBURG

PA

USA

20,000

5109731

121879835

CHAKA INTERNATIONAL

Newark

NJ

USA

10,000

5109731

111597876

CHIKA INTERNATIONAL

BOLINGBROOK

IL

USA

140,000

5109731

121719538

CIVILARTS, INC.

LONGMONT

CO

USA

29,000

5109731

121745309

CJM SPORTS, LLC

Athens

GA

USA

12,000

5109731

121707469

CKD ENTERPRISES, INC.

Sebastopol

CA

USA

300,000

5109731

121694982

CKPLM, LLC

Belpre

OH

USA

42,000

5109731

121745270

CLEAN SWEEP

West Palm Beach

FL

USA

47,000

5109731

115655622

CLEANROOM DESIGN LLC

TAMPA

FL

USA

200,000

5109731

121745312

COMPUSERVE

CERRITOS

CA

USA

8,000

5109731

102095415

CONTROLLED

Spring House

PA

USA

135,000

5109731

121760052

COUNTRY BUTCHER SHOP

VIRGINIA BEACH

VA

USA

15,000

5109731

121716253

COVENANT CARE

EDGEWOOD

MD

USA

7,000

5109731

121728927

D&S DELIVERY, INC.

Boston

MA

USA

17,000

5109731

30478239

DAMAN INDUSTRIAL

EAST BRADY

PA

USA

75,000

5109731

121725898

DANNY'S AUTO DEALS LLC

GRAFTON

WI

USA

35,000

5109731

121715047

DARR GROUP LLC

BAYONNE

NJ

USA

9,000

5109731

121744930

DAYAH STORE

Lewiston

ME

USA

20,000

5109731

121744955

DIAMOND REALTY

Long Beach

CA

USA

49,000

5109731

121715888

DMD ENTERPRISES, INC.

LINDSAY

OK

USA

29,000

5109731

121728932

DOCUMENT ACCESS

MAGNOLIA

TX

USA

42,000

5109731

120811333

DOUBLE Z TRUCKING LLC

Buckhannon

WV

USA

100,000

5109731

121744861

DRIVING SCHOOLS OF

Ravenna

OH

USA

24,000

5109731

121715032

DRY CLEAN FACTORY LLC,

RICHMOND

VA

USA

9,000

5109731

121744816

E AND L CONSTRUCTION

MINNEAPOLIS

MN

USA

30,000

5109731

121716090

ECOSENSE INTERIORS

ASTORIA

NY

USA

12,000

5109731

120059139

EL CABRERA WIRELESS

Mountainside

NJ

USA

42,000

5109731

120805499

ELPOLLO RANCHERO

ALEXANDRIA

VA

USA

40,000

5109731

121677065

EMPLOYEE MONEY

Dallas

TX

USA

10,000

5109731

121677128

EMPOWER ME ACADEMY,

San Francisco

CA

USA

8,000

5109731

121716290

EMPRESS OF CHINA

HOUSTON

TX

USA

29,000

5109731

121716415

EVA LOGISTICS

HOMER GLEN

IL

USA

250,000

5109731

113777977

EVI INTERNATIONAL

MEDLEY

FL

USA

150,000

5109731

120805953

EYECOR CONSTRUCTION

CONCORD

NH

USA

140,000

5109731

121677147

EYEWEAR

Fort Lauderdale

FL

USA

56,000

5109731

117996114

FAN FAVE, INC.

ONTARIO

CA

USA

50,000

5109731

121744933

FIELDS, ERNEST

Memphis

TN

USA

15,000

5109731

121873680

FIREPLACE RESTAURANT

CHATTANOOGA

TN

USA

5,000

5109731

121715548

FIRST EXECUTIVE

LONG ISLAND CITY

NY

USA

12,000

5109731

121677634

FIRSTLINK

Chula Vista

CA

USA

47,000

5109731

121745793

FIVE STAR HARDWOOD

Neptune

NJ

USA

70,000

5109731

121677651

FKS-LIFE AND HEALTH

San Diego

CA

USA

43,000

5109731

121725459

FLY HIGH, INC.

TORRANCE

CA

USA

47,000

5109731

121716143

FOCBELL INVESTMENTS,

Lewisville

TX

USA

5,000
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5109731

121717021

FOURTEEN3

SAN JOSE

5109731

120810795

FRAZIER OTHODONICS

RIVER FOREST

CA

USA

IL

USA

5109731

101979189

FROZEN WATER, INC.

5109731

121761132

5109731

121716698

5109731
5109731

34,000
28,400

KENNER

LA

USA

152,823

GAMERS SUPERSTORE

Villa Rica

GA

USA

30,000

GLITZ N GLAM PET SPA

HOUSTON

TX

USA

11,000

121716174

GOLDEN FLOWER

SAN FRANCISCO

CA

USA

8,000

121715765

GOWORLDNET INC

HACKENSACK

NJ

USA

35,000

5109731

121716215

GREEN EARTH

POMPANO BEACH

FL

USA

44,000

5109731

99607446

HCF INSURANCE AGENCY,

WOODLAND HILLS

CA

USA

250,000

5109731

121677551

HIGH VOLTAGE CAFE LLC

Asbury Park

NJ

USA

8,000

5109731

121716988

HNY PROPERTY

ALLENTOWN

PA

USA

14,000

5109731

120746463

HOM ENTERPRISE. LLC.

HIALEAH GARDENS

FL

USA

75,000

5109731

121717702

HOVHANNISYAN,

NORTH HOLLYWOOD

CA

USA

56,000

5109731

121695088

HYATT, ROBERT

Jacksonville

NC

USA

21,000

5109731

104733906

INDEPENDENT PALLET

Roseville

MN

USA

7,000

5109731

121745754

INDILEO CORPORATION

Vienna

VA

USA

43,000

5109731

121799378

INDUSTRIAL ELECTRIC

Fresno

CA

USA

25,000

5109731

120533206

INFINITY OIL

TERRELL

TX

USA

200,000

5109731

120533203

J B APPLIANCE &

MERRITT ISLAND

FL

USA

14,000

5109731

121717006

J.J.F. CONTRACTING

LANDING

NJ

USA

29,000

5109731

121715091

JACKSON SHADE

BOISE

ID

USA

12,000

5109731

121662554

JAMM HAULING AND

CLINTON

MD

USA

40,000

5109731

121744350

JHT TRANSPORTATION

Dallas

TX

USA

25,000

5109731

121662604

JM WATKINS SERVICES

CAPE CORAL

FL

USA

25,000

5109731

121673743

JMG VENTURES, LLC

Middleton

WI

USA

30,000

5109731

121720596

JRS CONTRACTING

WINOOSKI

VT

USA

21,000

5109731

121673712

JSC REMODELING

Charlotte

NC

USA

11,000

5109731

121716841

JULIO VALDEZ STUDIO

NEW YORK

NY

USA

20,000

5109731

121717699

K & M ENTERPRISES

NORTH BILLERICA

MA

USA

11,000

5109731

121745016

KAIZEN ASSOCIATES, INC.

Bel Air

MD

USA

36,000

5109731

86851833

KENBENCO, INC.

Saugerties

NY

USA

102,000

5109731

121662636

KENNEDY AUTO

LAS VEGAS

NV

USA

22,000

5109731

121745073

KGSTEHOUWER, LLC

Hudsonville

MI

USA

18,000

5109731

120810761

KIDSTUFF CHILD AND

LOVELAND

CO

USA

55,200

5109731

121715974

KING'S TABLE SOUL FOOD

KANSAS CITY

MO

USA

12,000

5109731

120810835

KNS MASONRY LLC

CHELSEA

AL

USA

30,000

5109731

113396260

KOFFEL ASSOCIATES, INC.

COLUMBIA

MD

USA

200,000

5109731

121873216

KOTARSKI ENTERPRISES,

FORT WORTH

TX

USA

5,000

5109731

121744521

KREATIVE KUSTOMS

Grand Ridge

FL

USA

32,000

5109731

121677224

L & L HOME CLEANING

CORAL SPRINGS

FL

USA

20,000

5109731

101931983

L J F, INC.

Irvona

PA

USA

100,000

5109731

121717719

LAKE COUNTRY CUSTOMS

BROOKFIELD

WI

USA

15,000

5109731

104296284

LATIN DISCOUNT MARKET

MIAMI

FL

USA

23,001

5109731

121745775

LAVECCHIA, DINO C

Glenolden

PA

USA

21,000

5109731

121716978

LAW OFFICES OF EUGENE

PHILADELPHIA

PA

USA

6,000

5109731

121694986

LEARNING PLACE, INC.,

Locust Grove

GA

USA

28,000

5109731

121873583

LEARNING PLACE, LLC

MACON

GA

USA

20,000
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5109731

121716827

LEGENDS TOWING LLC

ROANOKE

TX

USA

5109731

121708476

LEJEUNE NOTARIES

JACKSONVILLE

NC

USA

12,000
10,000

5109731

117813108

LELY TANK & WASTE

Troy

TX

USA

100,000

5109731

121717696

LEWIS, JEFF

UNIVERSAL CITY

TX

USA

21,000

5109731

120811048

LIMITLESS ROOFING &

CAPE CORAL

FL

USA

23,500

5109731

121745030

LOPES, HUMBERTO J

MOUNT VERNON

NY

USA

30,000

5109731

121677238

LOS CHARROS MEXICAN

Conyers

GA

USA

85,000

5109731

121677248

LOVE LUSH LASHES LLC

Plant City

FL

USA

8,000

5109731

121745046

LOY'S TRUCKING LLC

Bryant

5109731

121662680

LSX ATLANTA LLC

ACWORTH

5109731

121716860

MACK'S FIRE EQUIPMENT

5109731

120811042

MANAGED DATA ASSOC

5109731

121720589

5109731
5109731

IN

USA

15,000

GA

USA

15,000

PORTAGE

MI

USA

11,000

FLAGLER BEACH

FL

USA

16,000

MANKAMANA HOLDINGS,

LUBBOCK

TX

USA

40,000

31057424

MARCORP SALES, INC.

New York

NY

USA

40,000

120805933

MARTIN'S ELECTRIC &

KINGS MOUNTAIN

NC

USA

75,000

5109731

121716195

MASTER ELECTRICAL

Ogden

UT

USA

150,000

5109731

121716494

MCINERNEY CONSULTING

ELK GROVE VILLAGE

IL

USA

30,000

5109731

107987261

MCTAG, INC.

Loganville

GA

USA

31,000

5109731

120835594

MCWILLIAMS, REGGIE

Bridgeport

TX

USA

18,500

5109731

121662702

MDI SERVICES, INC.

Wilmington

IL

USA

24,000

5109731

120805926

MENUCHA PUBLISHERS

Brooklyn

NY

USA

120,000

5109731

121662710

MHRAC INC

RAY

MI

USA

47,001

5109731

121716310

MIDDLE G CATTLE

NAPLES

TX

USA

100,000

5109731

121768343

MIDWAY ALUMINUM INC

BENSENVILLE

IL

USA

7,000

5109731

121867304

MILFORD CONVENIENCE

MILFORD

PA

USA

100,000

5109731

121677470

MOHAMMED QUADER

Jacksonville

FL

USA

8,000

5109731

121716982

MOORE SECURITY INC.

Chicago

5109731

102085962

MULTIMEDIA ADVERTISING

BINGHAMTON

5109731

121725581

MUSAWWIR

5109731

121745099

MYELC., LLC

5109731

121677485

5109731
5109731

IL

USA

36,000

NY

USA

17,000

LEMON GROVE

CA

USA

4,000

DAYTON

OH

USA

12,000

N U FITNESS, LLC

Edgewater

MD

USA

20,000

121744956

NAPSYNC LLC

Long Beach

CA

USA

20,000

121744911

NATILUXIA LLC

Woodside

NY

USA

21,000

5109731

121744992

NEW DOMINION CAPITAL

Fairfield

NJ

USA

17,000

5109731

121716021

NEW HAVEN FURNITURE

NEW HAVEN

CT

USA

13,000

5109731

118018068

NEXT SECURITY LLC

DORAL

FL

USA

100,000

5109731

120235059

NGA MILLWORKING LLC

UNION

NJ

USA

100,000

5109731

121666671

NOLTS OFFICE

LITITZ

PA

USA

24,000

5109731

121773251

PARAMOUNT VENDING

Elkton

MD

USA

5,000

5109731

121666685

PARIS BALLET AND DANCE

PALM BEACH GARDENS

FL

USA

21,000

5109731

121717793

PARK PAIN & REHAB

SCOTTDALE

PA

USA

23,000

5109731

121676122

PARK PAIN AND

SCOTTDALE

PA

USA

17,000

5109731

121677012

PEACHTREE EAR NOSE

Atlanta

GA

USA

29,000

5109731

121719536

PEARCE & GUY BUILDERS

MARYSVILLE

WA

USA

26,000

5109731

121717563

PET CLUB INC, THE

MIRAMAR

FL

USA

9,000

5109731

121725481

PGF AUTOMOTIVE, LLC

Clover

SC

USA

35,001

5109731

121666696

PINE STRAW PLUS, LLC

Manchester

GA

USA

15,000
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5109731

121761195

PINK EVENT

Bowie

MD

USA

10,000

5109731

121715873

POP 82, INC.

Buena Park

CA

USA

30,000

5109731

121677021

POPS APPLIANCE REPAIR

Prospect Park

PA

USA

14,000

5109731

121720473

PRIMEX PRIME

NEW YORK

NY

USA

108,000

5109731

121694823

PRISCILLA'S COUNTRY

North Conway

NH

USA

9,000

5109731

121720600

P-SQUARE SOLUTIONS,

RALEIGH

NC

USA

14,000

5109731

121910771

R W THOMPSON

Petaluma

CA

USA

10,000

5109731

120817647

RACH, STEVEN

Bodega

CA

USA

28,000

5109731

121694841

RALUCA AVRAM AGENCY,

Elmhurst

IL

USA

8,000

5109731

121694847

RAM-DR ENTERPRISES

Bryan

TX

USA

16,000

5109731

120805505

RANDY WEAVER AGENCY

Peachtree City

GA

USA

28,000

5109731

121716431

RC LIFESTYLE LLC

New York

NY

USA

50,000

5109731

121716679

RECE ENTERPRISES LLC

BLUFFTON

SC

USA

12,000

5109731

120533214

RECREATION USA, LLC

Longs

SC

USA

100,000

5109731

101974509

REDCO PALLET, INC.

Tyler

TX

USA

70,000

5109731

31403054

RENE'S RESTAURANT AND

EAST MC KEESPORT

PA

USA

26,000

5109731

120805946

RETREATS UNLIMITED INC

SOUTH ELGIN

IL

USA

15,000

5109731

121694857

REVOLUTION TIRE, LLC

Lincoln Park

MI

USA

7,000

5109731

121708582

RICER'S RESIDENTIAL

Shelby

OH

USA

8,000

5109731

121718079

RIDDLE, ALYSA

Pensacola

FL

USA

16,000

5109731

121744875

RIDGECREST SOLUTIONS,

ATLANTA

GA

USA

8,000

5109731

121715159

RIDGEWAY TRAILER

GREEN BAY

WI

USA

100,000

5109731

121695095

RIG FAB ENERGY

Sharon

PA

USA

28,000

5109731

121708551

RILEY & SONS, LLC

MARBLE FALLS

TX

USA

60,001

5109731

120811351

RIZZO, RICHARD

Staten Island

NY

USA

25,000

5109731

121717715

S H LIMOUSINE LLC

Tampa

FL

USA

11,000

5109731

121716880

SAHEL AFRICAN

BROOKLYN

NY

USA

5,000

5109731

120746434

SAMARITAN OUTREACH

SPRINGFIELD

NJ

USA

25,000

5109731

121695068

SCALPAESTHETICS

Dearborn

MI

USA

14,000

5109731

121785407

SCHROEDER LAUER

LANSING

IL

USA

56,000

5109731

121745247

SELECT HOME CARE

Philadelphia

PA

USA

30,000

5109731

120805949

SHAMROCK PROPERTY

PARIS

TN

USA

26,000

5109731

121744813

SHEBA DINING

OAKLAND

CA

USA

15,000

5109731

121695050

SHEBA DINING

Oakland

CA

USA

17,000

5109731

120810578

SHOREBREAK ELECTRIC

HUNTINGTON BEACH

CA

USA

27,500

5109731

120811332

SLOSBERG, DAVID M, INC.

San Bruno

CA

USA

100,000

5109731

121725923

SMALL TOWN TRUCK &

CROTHERSVILLE

IN

USA

17,000

5109731

121695033

SMITH PROPERTY

Raynham

MA

USA

19,000

5109731

84700513

SMITHCNC, LLC

CANAL FULTON

OH

USA

55,000

5109731

95474762

SOUTHEAST AIR

CHATTANOOGA

TN

USA

90,000

5109731

106774179

SPACE BUILDERS INC

CHICAGO

IL

USA

70,000

5109731

120805924

SPARTAN LEADERSHIP

ANAHEIM

CA

USA

24,199

5109731

121717017

STAGE 1 TIRES LLC

Perth Amboy

NJ

USA

17,000

5109731

121716115

STANDARD VAPOR LLC

PLAISTOW

NH

USA

14,000

5109731

121811848

STATE DOCUMENT

Margate

FL

USA

17,000

5109731

120533442

STATUS JET, LLC

ADDISON

TX

USA

134,000

5109731

121745134

STAY AT HOME HEALTH

Huntington

TX

USA

17,000
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5109731

121695028

STEEPLEJACKS OF

Strongsville

OH

USA

28,000

5109731

121695015

STEFKO PARADISE LLC

Coopersburg

PA

USA

30,000

5109731

121744972

STEVE CRAWFORD

Hazelwood

MO

USA

56,000

5109731

121708558

STOREYLINE MARKETING

BOVARD

PA

USA

34,000

5109731

121873690

SUCCESS CLINIC, THE

UNIONTOWN

OH

USA

5,000

5109731

120810802

SUNNYHILL ELECTRICAL

Dover

NJ

USA

59,729

5109731

121695012

SUPERIOR GPS, LLC

Atlanta

GA

USA

16,000

5109731

121716277

SUPERIOR TRUCKING INC

DOVER

NH

USA

72,000

5109731

121716507

SYLVAIN ANALYTICS INC

BOCA RATON

FL

USA

25,000

5109731

121716892

T L C PET DOCTOR

UNION

NJ

USA

20,000

5109731

121694998

TABER WOOD PRODUCTS,

Pueblo West

CO

USA

23,000

5109731

121694994

TAJ HOSPITALITY

Le Roy

IL

USA

40,000

5109731

121694992

TANDEM ROOFING LLC

Kenner

LA

USA

60,000

5109731

121720616

TENDER HEART QUALITY

DETROIT

MI

USA

15,000

5109731

119237814

TEXAS CUSTOM

SAN ANTONIO

TX

USA

16,000

5109731

121745253

TGJ PAINTING

Henderson

NV

USA

100,000

5109731

121694978

THREE DRAGONS

Chandler

AZ

USA

18,000

5109731

120533556

THREE NOTCH

MECHANICSVILLE

MD

USA

50,000

5109731

31661658

TIM BAILEY & ASSOCIATES

NORTHRIDGE

CA

USA

248,483

5109731

121708547

TOLAR GROUP LLC, THE

WAUKEGAN

IL

USA

29,000

5109731

121694974

TRANSGLOBAL

Great Falls

VA

USA

6,000

5109731

102097627

TREMARCO SCRAP METAL

Toms River

NJ

USA

105,000

5109731

121720573

TREVINO, ROBERT

SAN ANGELO

TX

USA

35,000

5109731

120825802

TRIPLE RESTAURATION

Everett

MA

USA

15,000

5109731

94542165

TRI-STATE MACHINE CO

EVANSVILLE

IN

USA

40,000

5109731

121910765

ULTIMATE GUARD

Miami

FL

USA

10,000

5109731

121716073

ULTRASONIC SCANNING

Denver

CO

USA

25,000

5109731

121720610

UNCLE RICKS

WICHITA

KS

USA

33,000

5109731

120825819

UNCLE STUBBY'S PUB

Estes Park

CO

USA

20,000

5109731

121873653

UNIVERSAL ACCESS LLC

Kirkland

WA

USA

15,000

5109731

120805939

VICIOUS CYCLE

PORTLAND

OR

USA

25,000

5109731

121725402

VICTOR'S DIE CUTTING

HIALEAH

FL

USA

35,000

5109731

121694959

VINCENT ALEXANDER

Breaux Bridge

LA

USA

18,000

5109731

115296433

VIRGINIA HAY COMPANY,

MC GAHEYSVILLE

VA

USA

65,000

5109731

121694955

VJ MOTOSPORT LLC

Lewisville

TX

USA

10,000

5109731

121790999

VOLINSKY, JONATHON

PHILADELPHIA

PA

USA

70,000

5109731

121708628

WAVE REAL ESTATE

NEW YORK

NY

USA

17,000

5109731

121715788

WESTCHESTER AQUATIC

New Rochelle

NY

USA

62,000

5109731

121694874

WILLIS REBAR INC.

Fairfield

CA

USA

70,000

5109731

121745751

YANGSER DORJEE, LLC

Plattsburgh

NY

USA

24,000

5109731

121694868

Z.L.S. LLC

Oak Hill

FL

USA

41,000

5109731

120811362

ZADI, SUSAN

Los Angeles

CA

USA

21,000

5109731

121716992

ZEUS CAFE

KATY

TX

USA

9,000

Proprietary and confidential property of Euler Hermes North America
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Decision
Currency
USD

Response Date
03/25/2019

USD

03/21/2019

USD

03/20/2019

USD

03/28/2019

USD

03/26/2019

USD

03/19/2019

USD

03/22/2019

USD

03/19/2019

USD

12/14/2018

USD

03/26/2019

USD

03/18/2019

USD

03/22/2019

USD

03/28/2019

USD

03/20/2019

USD

03/28/2019

USD

12/26/2018

USD

03/26/2019

USD

12/14/2018

USD

03/20/2019

USD

03/28/2019

USD

03/28/2019

USD

04/05/2019

USD

03/20/2019

USD

03/20/2019

USD

03/28/2019

USD

12/14/2018

USD

03/26/2019

USD

03/21/2019

USD

03/28/2019

USD

03/20/2019

USD

03/19/2019

USD

03/29/2019

USD

03/25/2019

USD

11/29/2018

USD

04/10/2019

USD

03/26/2019

USD

03/26/2019

USD

03/20/2019

USD

12/05/2018

USD

03/20/2019

USD

11/28/2018
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USD

04/05/2019

USD

03/26/2019

USD

03/26/2019

USD

03/20/2019

USD

04/05/2019

USD

11/28/2018

USD

03/25/2019

USD

03/29/2019

USD

03/29/2019

USD

03/20/2019

USD

03/26/2019

USD

12/14/2018

USD

03/28/2019

USD

03/21/2019

USD

03/25/2019

USD

03/20/2019

USD

03/22/2019

USD

03/29/2019

USD

03/21/2019

USD

03/20/2019

USD

03/28/2019

USD

03/28/2019

USD

03/20/2019

USD

03/22/2019

USD

12/05/2018

USD

03/26/2019

USD

03/21/2019

USD

03/25/2019

USD

03/20/2019

USD

03/29/2019

USD

11/28/2018

USD

03/20/2019

USD

03/27/2019
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Introduction / Executive Summary

The rapid growth of the merchant cash advance (MCA) marketplace has provided many
merchants with an alternative source of funds for business development and provided
Independent Sales Organizations (ISOs) with a profitable new revenue stream that can
help offset pricing pressures in the hyper-competitive card processing business. While
there have been no major reports of any increased risk to acquirers that have partnered
to offer MCA programs, this growth has led to reports that some organizations may be
engaging in questionable sales practices that threaten to create a reputational risk for
the merchant acquiring industry and attract the unwanted attention of federal/state
lawmakers and regulators. As such, the ETA Fraud and Risk Committee have developed
this paper to explain the MCA industry as well as outline risks that are associated with
this product. The MCA process is currently unregulated. To aide in the continued
prosperity of this product, the committee has put together a list of best practices that
can be found at the end of this White Paper.
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Section 1 — The Basics
Understanding What a Merchant Cash Advance is
A cash advance is a product currently being offered to
the small businesses that accept credit card payments.
The advance is based off the purchase of future
receivables of the credit card sales volume that the
merchant is going to process. The uniqueness of the
advance is that there are no “set” payments and no set
time limits. The repayment is based on the merchants’
business volume. This is why it is so important to
understand the seasonality and business stability of the
merchant along with the current economics.

Typical Product Features and the Mechanics of
Repayment
Most companies will fund up to four times the
merchant’s average monthly card volume, with the
average payback amount ranging from 15-25% of the
daily merchant processing. The usual time allowed for
the repayment is six to eight months. This time frame
is dependent upon the seasonality of the merchant’s
business.

Benefits the to Merchant
The two biggest advantages that the MCA offers the
merchant are no personal liability and ease of funding.
Most retail store fronts and small businesses accept
credit cards as a form of payment. Rather than using
their personal credit, personal collateral or personal
guarantee to obtain funding, the business owner can
sell his future credit card receivables at a discounted
price to the MCA companies.
The other main advantage is that the MCA requires
minimal effort and there is a quick turn around on
obtaining the cash. Most companies only require
a signed agreement, processing statements, current
lease and a site survey to prove that the business is in
existence. The typical time for a customer to receive
their funds is 10 business days. Most banks take much
longer for an uncollateralized loan.
Although the MCA is not a loan it “feels” very similar
to a line of credit. Therefore, if the merchant finds
themselves in an emergency situation and they need to
replace equipment or purchase more inventory they can
request a “renewal.” Depending on the company they
can usually do this before the advance is paid in full.

Merchants Best Suited for this Product
This mode of financing works best for small to midsized companies that don’t have collateral or start-ups
that haven’t developed an established relationship
with a bank. This product also fills a need for rapidlyexpanding companies who are outgrowing their
operating capital.
Not all merchants are good candidates for this type
of product. A merchant with very narrow margins
and desperate financial needs is not suited for this
product. If they do not identify the financial stress
they could experience down the road, the MCA will
become a financial burden. This is especially true for
merchants that process a majority of their sales volume
through credit card sales. A seasonal merchant also
has a difficult time during his off season meeting the
obligations set forth in his contract. The perfect MCA
candidate processes the majority of his face-to-face
sales, has a healthy ratio of other sales methods to
credit cards and has consistent monthly sales.

Section 2 — Legal Considerations
Before offering a cash advance product to a merchant,
there are several legal issues that should be considered.
Set forth below is a brief discussion of the relevant legal
issues.

Product Definition — Loan vs. Sale
Some cash advance providers intentionally structure
the product as a loan while others structure it as a sale.
For companies that structure the product as a sale, the
provider should be careful to treat the product, in all
respects, as a sale.
Financial assets are sold every day. Examples include
mortgages, automobile contracts, accounts receivable,
etc. The price at which these assets are sold is based on
what a buyer is willing to pay for the asset. The cash
advance product is similar in that the merchant’s credit
card transactions are converted into payments right
through the credit card processing system, creating
an obligation on acquiring banks and their agents
to forward the funds associated with the credit card
transactions to the merchant. This right to funds is a
financial asset that a merchant may sell. Therefore, if
properly treated and documented, the cash advance
product should be treated like other purchase and sale
transactions.
Electronic Transactions Association • March 2008
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Legal Considerations cont.
Whether a cash advance is a loan or a sale depends on
the intentions of the parties. The mere fact that the
signed agreement states that the transaction is a sale,
is irrelevant in most states. In order to be a purchase
and sale transaction, the cash advance provider must
assume some risk other than the typical risk in a loan
transaction (risk of non-payment) and must treat the
transaction as a sale. Two risks that cash advance
providers should assume are the risks that the business
will slow down or possibly close. These are risks not
present in a loan transaction, which generally includes
a set repayment schedule. Because a cash advance is a
sale of certain financial assets, the transactions should
not include a payback period, have no minimum
payments, and charge no fees. These are all facts
that support the conclusion that the transaction is
a sale and not a loan. However, whether or not a
cash advance is a loan is an issue determined by the
intent and actions of the parties. Therefore, even
if the agreement with the merchant states that the
transaction is a sale, has no repayment period, and has
no minimum payment, how the cash advance provider
actually treats the transaction will be the deciding
factor for most courts.
For the cash advance products intentionally structured
as loans, the provider should be licensed as a lender
in those states that require unsecured commercial
lenders to be licensed. While most states do not
require a license for unsecured commercial loans, a
number of states do require a license. Additionally, for
transactions that are structured as loans, the provider
must be aware of state usury laws as they will impact
the fees that the provider may charge.

Usury Laws
Some argue that the discount paid for the credit card
transactions amounts to a usurious effective interest
rate. However, applying the law of usury to a true
sale is difficult for two reasons. First, usury is a legal
term referring to a rate of interest that exceeds the
maximum rate permitted under applicable state law. If
there is no maximum legal rate, there can be no usury.
Many states do not impose a maximum interest rate
for business to business transactions. In these states,
even if cash advance transactions are re-characterized
as loans, there is no risk of a usury violation. Second,
in the states with a usury limit on business-to-business

6

transactions, it is impossible to determine at the time
of consummation whether a cash advance contract
with no set repayment term is usurious. The only
way in which to make such a determination is to wait
until the transaction is complete and see how long it
took for the cash advance provider to collect the funds
it purchased. Only then can you divide the dollar
amount associated with the discount by the repayment
term to calculate an “effective rate of interest.”
For cash advances intentionally structured as loans (or
ones re-characterized as loans), usury is the paramount
issue to consider. While many states do not set a
maximum interest rate for unsecured commercial loans,
some states do set a maximum rate. If a transaction
exceeds the maximum rate, the penalties associated
with a usury violation vary from state to state. In
many states, the law requires any interest charges
above the maximum rate be returned to the borrower.
In other states, the law requires all interest charges in a
usurious loan to be returned to the borrower and some
states make the entire transaction unenforceable. A
handful of states also include a criminal usury cap (e.g.
New York). Any person charging interest greater than
the criminal usury cap is subject to penalties under the
criminal law.

Collection Issues
Another significant legal issue associated with the cash
advance product is the collection practices of the cash
advance providers. The collection practices can be
very intense and in some cases may violate state laws.
Examples of collection practices that may violate state
laws include making collection calls repeatedly in an
attempt to harass the merchant, calling merchants at
unreasonable hours, making false allegations when
collecting (telling the owner of the business merchant
he/she will go to jail for failure to pay). While almost
all states regulate consumer collection activities, many
also regulate commercial collection activities. The
collection practices of cash advance providers are also
relevant to the loan versus sale issue. If a cash advance
provider collects on an account as if it were a loan
(requires catch-up payments when the merchant’s
business slows down or requires repayment in full
after a set period of time regardless of the merchant’s
credit card processing volume), the transaction looks
more like a loan than a sale. Thus, collection practices
become relevant in determining the intent of the
parties and may result in a transaction being recharacterized as a loan.
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Unfair Trade Practices
Many states as well as the federal government have
statutes or regulations that prohibit unfair and
deceptive acts or practices (commonly referred to as
“UDAP” laws). The UDAP laws are usually written
broadly and permit the appropriate regulator or
attorney general to bring an action against a company
regardless of whether consumers or businesses are
harmed. This is evident by recent UDAP actions
brought by various state regulators and the Federal
Trade Commission against companies engaged in
leasing credit card terminals to small businesses. Cash
advance providers should market the product in a
manner that accurately describes the product and the
merchant’s obligations. Practices such as marketing a
product with a discount rate for which no merchants
qualify (bait and switch), misleading the merchant as
to the true nature of the transaction, or harassing a
merchant that breaches the cash advance agreement
are all practices that are clear UDAP violations.

Other Issues
Cash advance transactions are business to business
activities. Therefore, many of the laws that apply
to business to consumer transactions do not apply.
However, there are still many laws that do apply (e.g.
Fair Credit Reporting Act, USA Patriot Act, Uniform
Commercial Code, OFAC, etc.). All of these laws
impose responsibilities on cash advance providers.

Section 3 — Questionable 		
			 Practices in the 		
			 Marketplace
Excessive Retrieval Rates
The cash advance product has a growing presence in
the Acquiring industry. With that presence comes
the opportunity to provide a service to a section
of our industry where the needs are currently not
being met. The banking sector has slowly reduced or
eliminated the small business loan. They seldom are
willing to give the “customer down the street” funding
for capital and now limit the loans they are willing
to grant to established businesses with collateral for
security. It is imperative that we as an industry ensure
that companies do not take advantage of the fact that
these businesses have limited funding opportunities.

There are companies that are selling the advance for
a steep price also known as a “finder’s fee.” These
fees can range from a flat rate to a percentage of the
dollars obtained. Although this seems innocuous, if
you are a customer and are trying to obtain funding,
an additional 10-15% could be charged and reduced
from the advance amount. This, as well as the cost of
money, could make the advance very unreasonable,
thereby causing the merchant more financial hardship.

Additional Funding Obligations (Stacking)
Often if a customer is brought to an MCA by a Cash
Broker (a sales agent who receives a commission for
the sale and nothing else) there is a possibility that
the merchant is being shopped around, similar to the
mortgage brokers when they are trying to find the best
interest rates. The concern with this practice is that
if a merchant only receives a portion of the amount
of cash that he needs he may be tempted to accept
more than one offer. Or, he may accept one offer and
then apply for additional advances. This is known as
“stacking” cash advances. As these advances are paid
off via a percentage of all the credit card transactions,
a merchant with more than one advance being paid
off at the same time could potentially deplete his
cash flow. If there is a default on the agreement, the
advance company that has first rights or a UCC filed,
will probably be the only MCA able to collect. It is
prudent for the underwriting departments of cash
MCAs to research the merchant to avoid “stacking.”
One such way would be very similar to the ACQ
inquiries on the credit reports for merchant processing
accounts. If an underwriter notices a cash advance
company listed on the merchant’s credit bureau inquiry
(seen as an “MCA” suffix behind the company name
in the inquiry section), the merchant should be further
investigated.
Several of the cash advance companies will “pay off”
a merchant’s existing cash advance with another
company in order to eliminate the possibility of
stacking. It should also be clearly defined in your
agreement that your customer may only have one
advance at a time.

Acquirer Notification — Funding
There are several ways that cash advance companies
can collect their “split” or percentage of the credit
card processing during the term of the agreement.
The safest way is to establish a relationship with a

Electronic Transactions Association • March 2008

7

Case 9:20-cv-81205-RAR Document 148-7 Entered on FLSD Docket 08/14/2020 Page 9 of 17

Questionable Practices in
the Marketplace cont.
“processing partner” and have the monies withheld
from the daily funding of the merchant’s processing.
Another way is to receive a daily transaction file from
the processor and send an ACH debit item to the
merchant’s Demand Deposit Account. This way is
less desirable due to the potential of the funds not
being available when the debit is processed. The first
solution not only protects the cash advance company
by building a rapport in the case of diverted funds or
questionable activity, but it also alerts the acquirer to
potential financial stress for the merchant. Although
this does not indicate a risk to the acquiring industry
it may assist in the monitoring of chargeback activity
and or risk monitoring. Please note that all Association
rules must be adhered to in the MCA process.

Disclosure of Fees and Terms
It is very important that a customer understand the
terms of the agreement that they are agreeing to.
Oftentimes, the merchant is only seeing that he is
able to get funding and doesn’t actually understand
that a percentage of his credit card sales are going to
be withheld daily, or he hasn’t actually calculated the
complete amount he will be paying for the money. An
efficient manner in which to educate the merchant is
to complete a “pre-funding” call with the merchant.
This gives the company the opportunity to go over
the amount of funds being dispersed, the amount of
money expected to be paid and the percentage of the
daily sales that are going to be required to meet the
obligations in the time specified.

Additional Considerations
When establishing an MCA relationship and mapping
out the details of the process, ensure that all applicable
compliance rules are considered. This may not be
limited to just each individual card brand, but could
also include NACHA, OCC, etc. Each program is
unique; therefore those rules are not covered here.
However, as with any program, approaching the design
and operational support in a comprehensive manner
will help ensure your compliance risk is protected.
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Section 4 — 	Card Company
	Operating Regulation 		
	Considerations
Visa, USA
Background
In the basic framework of the four-party payments
system, Visa has direct relationships with issuing
and acquiring financial institutions, while issuing
banks have direct relationships with cardholders
and acquiring banks have direct relationships with
merchants. Visa is not a party to the relationships
issuers have with cardholders and the relationships
acquirers have with merchants. These financial
institutions are accountable to Visa for ensuring
compliance with all rules promulgated to facilitate the
smooth, efficient and safe operation of the payment
system. These rules extend to the governance of
merchant settlement funding.

Payment System Risk
Visa has developed extensive risk models used to assess
the financial strength of each financial institution. The
acquiring models include but are not limited to, the
monitoring of each financial institution’s Tier 1 capital,
loan losses and reserves, the amount of chargebacks
processed, settlement volumes and high risk volume.
As Visa does not have visibility in merchant funding
advances, any diversion of settlement funds from the
merchant to another entity can significantly alter an
acquirer’s risk ratings, resulting in under-valuing the
risk of the business. In the most extreme case, it could
result in the failure of the financial institution and
payment system losses.
Visa’s right to control merchant settlement does not
extend beyond the point at which the funds reach
the account of record for the merchant. Entities that
extend funds against a merchant’s future payment
system deposits may access the proceeds of the
merchant settlement funds after the point at which
it has been deposited into the account on file for the
merchant at the acquirer.
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CARD COMPANY Rules

data compromise potential in the event that the cash
advance company has access to merchant’s customer
records.

Visa, USA
Acquiring financial institutions that participate in the
payment system are financially liable to Visa for all
activity that passes through the ICAs and BINs for which
they are the licensee. This includes but is not limited to,
funds derived from merchant processing and settlement
activities. Visa rules require the acquirer to provide
settlement directly to the merchant. This statement
has been interpreted to mean that all settlement funds
that are due and payable to the merchant, less any
fees, chargebacks or other essential holdbacks, must be
directly funded to the account on file for the merchant.
The splitting or diversion settlement funds to an entity
other than the merchant are not permitted. This includes
the use of multiple deposit accounts for the merchant,
the use of trustee accounts and/or other similar scenarios
that do not result in the direct funding and available
usage of these funds by the merchant.

Discover Network
Considerations
Discover is generally unaware that its merchants are
party to such agreements. Discover considers such
cash advances in exchange for payment through credit
card receivables as an indicator of incremental risk which
may result in default, financial instability, formal or
informal reorganization or liquidation. In that such cash
advances are not obtained from a recognized financial
institution, it is likely that the merchant is unable to
obtain the necessary credit to be eligible for a traditional
credit facility or loan. Discover is unable to be assured
that the settlement bank account would have available
funds for debits associated with chargebacks, returns,
adjustments or fees.
High Level Requirements
In the event that Discover is made aware that its
merchant is party to an agreement with a cash
advance arrangement, a risk analysis using the
established proprietary methodology is completed.
The fee frequency should be established to be taken
on a daily basis. All settlement, offsets, adjustments,
returns, chargebacks, and fees should be netted prior
to depositing into the settlement account. The fraud
team should be alerted and regular monitoring should
be established. The financial risk team should be alerted
and regular monitoring should be established. The data
security team should be alerted with respect to possible

Contractual Considerations
The Merchant Services Agreement and Operating
Regulations should consistently establish a requirement
that Discover maintain its rights to all chargebacks,
returns, adjustments and fees prior to depositing
settlement funds into the established bank account.
Establish a process in which the merchant is required
to obtain Discover’s explicit permission to deposit
funds into a bank account that is not in the legal
name that the Merchant Services Agreement is in.
Maintain the right, in the event that a bank account
rejects debits, that the merchant is obligated to provide
alternate banking within a defined period of time
(suggested 3 business days). Establish requirements
in the Merchant Services Agreement and Operating
Regulations requiring a merchant to notify Discover in
the event that settlement funds are being directed to a
third party.

MasterCard Worldwide
provided no comment for this paper

American Express
provided no comment for this paper

Section 5 — 	Risk Management 		
			Considerations
Risk Management considerations encompass both due
diligence standards of review and approval as well as
ongoing risk management and monitoring to manage
liability.

Due Diligence Standards for Merchant Evaluation
(Operational/Subjective Risk)
The first step in the merchant evaluation process is to
ensure you have well developed and well implemented
due diligence standards (aka underwriting policies).
The due diligence standards should continually be
reviewed to ensure the standards evolve with the
industry, track trends and address liability.
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Risk Management 					
Considerations cont.
The application of the due diligence standards should
be applied to each merchant’s request for funding.
Funding companies should follow similar standards
and then apply further subjective review should a
request not fit within the standard guidelines.
When a merchant applies for a cash advance the
funding company should follow strict guidelines for
underwriting and approval. Underwriting guidelines
should be based on a review of the business, principals
and financials.
Business Review:
1. A minimum number of years in business
2. A minimum timeframe of existing processing 		
		 of credit cards in which to assess the history of 		
		 the merchant’s processing
3. Adequate legal business formation
4. Set standards of minimums and maximums for 		
		 advance amounts
5. Set standards of minimums and maximums 		
		 for transactions types (i.e., swipe vs. MOTO vs. 		
		 E-Commerce)
Principal Review:
1. A minimum number of years of the principal’s 		
		 ownership of the business
2. Clean criminal record
3. Majority ownership signing
4. Set minimum credit bureau FICO scores and 		
		 derogatory reporting
Financial Review:
1. Review of financial statements for both the 		
		 business and principals
2. Review a minimum of 3 to 6 months prior
		 processing statements to adequately assess 		
		 processing volumes and activity
3. Good standing with other creditors and vendors
		 (premise lease, etc)
4.
		
		
		

10

Development of maximum repayment 			
percentage and payback timeframe to ensure 		
no adverse effect to the merchants cash flow 		
ability to continue business

5. Develop maximum standards of review and 		
		 above the standard set additional requirements 		
		 such as an onsite visit
6. Set minimum for eligibility for re-funding upon
		 repayment of X% of repayment from previous 		
		 advance

Assessing a Merchant’s Ability to Repay
(Financial Risk)
During the underwriting phase, the assessment of the
merchant’s ability to repay the advance funding is a key
factor in determining the decision if it will be funded
and how much will be funded. Knowing the purpose
of the funding helps in the final determination. Not
only should the financial standing of the company and
principals be taken into consideration, but also the
product or service provided by the merchant.
If a product or service is provided that does not have
growth potential, that must be taken into advisement.
Additionally, if the product is high risk or has the
ability to have high chargebacks or returns, then
the merchant may not be around long due to his
payback of his capital to refunds and chargebacks,
and ultimately go out of business due to the product
or service not having much of a successful future.
Knowing the margin and growth of the business will
assist to effectively estimate the repayment percentage.
Not going above the margin reduces the risk of putting
the merchant out of business.
Verify that the merchant has no other funding
obligations with other providers. Verify that they do
not split their processing between multiple acquirers.
If there is an existing funding, work to manage the
repayment of the first prior to creating another
funding. If the existing funding is from another
provider, then take into account this consolidation
of the funding. These same standards should apply
to any renewals of the cash advance by the merchant
over time. Many times a merchant finds that the cash
advance works well for his business model, so he will
utilize this process for funding future business needs.

Creating a Workable Retrieval Percentage
Ensuring that a merchant has adequate capital to
continue to operate unimpeded is the most important
consideration. If the merchant is unable to continue
to operate their business with the reduced revenue due
to the funding split, then not only will the funding
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become a loss, but also the credit card processing
account may also be subject to loss as the merchant
may not be able to fulfill their products or service due
to the lack of adequate capital. Therefore, creating a
workable repayment is key in the repayment of the
fund and longevity of the merchant.
Know what the funds are to be used for to help
determine the longevity of the fund as well as
repayment. For example, will it be used for remodeling
so the restaurant may be closed for some time, for
a vacation, to pay down some debt to increase cash
flow, or to buy new equipment? Each reason for the
necessity of funds may cause a different outcome.

Dealing with Merchants Unable to Satisfy
Payment Agreements
The risk associated with a merchant’s inability to
repay the funding, and the cascading effects such
as the credit card processing potential losses, etc. is
paramount in the success of the funding company
as well as the success of the acquirer. Simply put,
complete repayment must be the ultimate outcome.
Unfortunately merchants go out of business, sell
their business or are simply unscrupulous, which
leads to losses. Hopefully, a loss can be avoided by
working closely with the merchant and acquirer to
track performance. If a merchant begins to struggle
to stay afloat due to the reduced daily capital, then
the funding company and acquirer should be in
communication so that they can work together to help
the merchant to ultimately avoid losses for all.
If a merchant simply can’t afford to pay the repayment
percentage, then a reanalysis is needed to reduce the
repayment amount. If a merchant begins to struggle
to fulfill product or service, then the cascading effect
is inevitable. ISOs and acquirers carry this burden
today and with a funding, this liability is compounded.
Therefore, monitoring merchants with funding by the
funding providers as well as the acquirers is needed
for the ongoing management of liability. When
either group begins to see the signs and patterns, then
communication is needed to restructure the funding to
ensure neither side is left with a loss. Under standard
processing agreements, acquirers must ensure full and
first rights to all funds processed by the merchant
should there be a default on the merchant account.
If a merchant does go bad, standard collection practices
should be followed, per state and federal regulations.

To the extent allowed, the funding company should
report the loss to the credit bureaus so that any other
funding company or acquirer can see the loss and
take this into consideration when reviewing a new
application for funding or credit card processing.
A negative reporting to the industry (MATCH-like)
should also be explored.
Whether or not a principal’s personal guarantee is
allowed, dependant upon usury laws, there should
be considerations and warranties on a fraud level for
misrepresentation of data if they go out of business and
are unable to repay. Therefore, to the extent possible,
there should be some liability personally if there is
misrepresentation of data, if the merchant sells the
business prior to satisfying their repayment obligation,
if the merchant blocks ACHs or changes their
direct deposit account, preventing their repayment
obligations from occurring.

Ongoing Risk Management Monitoring
As stated earlier, ongoing risk management monitoring
is key in the continued success of the funding
company, acquirer and merchant. Risk management
departments at both companies should be in contact
with each other and should correspond regarding
events, issues, etc. for the merchants they share. By
applying standard risk monitoring tools, patterns and
signs can be spotted that will lend to the identification
that a merchant has either gone bad or is struggling
and about to go bad. This is the point at which both
companies should step in to work with the merchant,
as it is in both of their best interests. In most cases,
when an acquirer must act to protect their liability,
they will divert funds to create a reserve to cover any
potential loss. This unfortunately impacts the funding
provider as now they are not obtaining their split of the
processing which in turn increases their liability. If the
two sides are not in communication, they risk causing
losses to each other due to each side’s individual
dealings with the merchant.
Tender Shifting is another risk. Tender shifting
occurs when the merchants ask the cardholders to use
American Express instead of Visa and/or MasterCard so
the deposit of funds is not affected by the repayment
split. If the MCA and acquirer work together to
monitor volumes they can help prevent tender shifting.
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ETA Best Practice Principals
SUMMARY
The Merchant Cash Advance (MCA) is a
product currently being offered to small businesses that accept credit card payments.
The cash is advanced to purchase the future credit card receivables that the merchant
is expected to process. The rapid growth of the MCA marketplace has provided many
merchants with an alternative source of funds for business development and provided
Independent Sales Organizations (ISOs) with a profitable new revenue stream that can help
offset pricing pressures in the hyper-competitive card processing business. While there
have been no major reports of increased losses to acquirers that have partnered to offer
MCA programs, this growth has led to reports that some organizations may be engaging
in questionable sales practices that threaten to create a reputational risk for the merchant
acquiring industry and attract the unwanted attention of federal/state lawmakers and
regulators. Consistent with the principles established in ETA’s Code of Conduct, the ETA
has established a set of “best practices” that set forth a framework for acquirers/ISOs to
assess the business practices of the MCA companies (“MCACs”) they select as vendors or
with whom they otherwise have relationships. Following these practices will foster ethical
behavior and lead to further industry success and continued growth.
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MERCHANT CASH ADVANCE BEST
PRACTICES – Part I
When selecting an MCAC, acquirers/ISOs should
confirm that the MCAC adheres to the following
practices/guidelines:

Cash Advance Repayment Criteria Must Be Fair
and Sustainable
Due to a variety of factors, merchants that apply for a
cash advance based on payment processing are often
not able to obtain funds from traditional methods
(e.g., bank lending, corporate financing, etc.). As
such, it is important for the sake of the viability of
the merchant that the retrieval percentage be fixed
and set at a reasonable level to ensure the merchant is
able to maintain an appropriate and predictable cash
flow to operate his/her business. Careful attention
should be given in the underwriting process to the
merchant’s processing history, business plan (including
proposed use of funds), cash flow position (including
the cash flow once payments are being made), profit
margins, and the overall health of the business prior to
establishing the retrieval percentage.

Disclosure of Terms/Conditions and Marketing
Materials Must Accurately Present Product
All marketing materials and contractual documents
for an MCA should represent the terms/conditions of
the product accurately and all the principles involved
in the product offering to the merchant. Contracts
should clearly and conspicuously disclose:
• The name of the funding source
• The actual repayment/pay-back percentage
• The purchase price paid
• The value of the receivables sold
• Disclosure of all fees
Additionally, when marketing the product, the criteria
for qualification should be clearly and conspicuously
disclosed. Any change in the terms/conditions of
an existing MCA must be evidenced by the written
consent of the merchant.

Avoid Merchants with High Chargeback Levels
The majority of MCAs are given to face-to-face
merchants where only a minimal number of
chargebacks should be found on the processing
statements reviewed. Chargebacks should NOT
be the normal course of business of a merchant
receiving an MCA, as merchants with a high level of
chargebacks represent a risk to the integrity of the
payments system.

Existing Cash Advances
Most MCA contracts require merchants to disclose
outstanding obligations; however, some merchants
may knowingly misrepresent the existence of
obligations in order to obtain additional funding that
can create a risk to the system. This issue is further
complicated by the fact that MCAC inquiries may
not be readily apparent on a credit report as they are
not a specifically identified business category to the
credit bureaus (pursuant to applicable law, MCACs do
not generally report advances to the credit bureaus
because most do not involve a personal guarantee).
To the extent an MCA provider obtains consumer
credit reports, procedures should be in place to
identify an inquiry as one from an MCAC where
possible.

Limit Multiple Advances to a Single Merchant
In order to effectively manage risk and prevent a
merchant from becoming over-extended, merchants
should not knowingly be allowed to “stack”
advances (obtaining an additional advance when
an outstanding balance on a previous advance
exists). In the event additional advances are sought,
the original advance should be paid off directly to
the previous MCAC by the new MCAC (to ensure
that the merchant does not retain funds due to the
previous MCAC) with a portion of the proceeds given
on the current advance.

Ongoing Due Diligence and Review of
Merchant Activity
MCACs should diligently monitor the processing
volumes of their merchants on an ongoing basis to
identify any significant changes (increase or decrease)
that could indicate an issue with a merchant and
investigate any such changes.
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Merchant Education and Customer 		
Service Principles
The MCAC must have practices and procedures in place
to ensure the merchant understands the terms of the
advance. Additionally, the MCAC should establish
a responsive service level requirement for customer
service (e.g., inquiries responded to within 24 hours,
live-customer support, etc.) to provide ongoing support
to the merchant and strengthen the processing system.

Merchant Cash Advance Companies Must Be
PCI Compliant
For MCACs that handle sensitive payment related
information subject to the Payment Card Industry Data
Security Standards, the MCAC must fully comply with
the Standards.

MERCHANT CASH ADVANCE BEST
PRACTICES – Part II
When performing services on behalf of MCACs,
acquirers/ISOs should adhere to the following
practices/guidelines:

Merchant Payment of Cash Advances Must
Adhere to Applicable Regulations
In order to preserve the accounting integrity of the
card payment system, any repayment processes
established by acquirers/ISOs to forward funds to
MCACs must comply with all applicable operating
regulations and guidelines issued by the payment
networks (i.e. direct pay and other funding
issues). Acquirers/ISOs are expected to clearly and
conspicuously disclose to merchants the procedures
established for repayment, or verify that the MCAC
is doing so.

Information Sharing
Acquirers/ISOs and MCACs should work together
to create a process to identify merchants that have
fraudulently obtained cash advances to avoid
harming the processing system. Additionally,
acquirers/ISOs should to the fullest extent practicable
work together to coordinate ongoing risk monitoring
of the merchant as well as ensure that an adequate
level of customer support and awareness is provided
to the merchant.
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Introduction / Executive Summary

The rapid growth of the merchant cash advance (MCA) marketplace has provided many
merchants with an alternative source of funds for business development and provided
Independent Sales Organizations (ISOs) with a profitable new revenue stream that can
help offset pricing pressures in the hyper-competitive card processing business. While
there have been no major reports of any increased risk to acquirers that have partnered
to offer MCA programs, this growth has led to reports that some organizations may be
engaging in questionable sales practices that threaten to create a reputational risk for
the merchant acquiring industry and attract the unwanted attention of federal/state
lawmakers and regulators. As such, the ETA Fraud and Risk Committee have developed
this paper to explain the MCA industry as well as outline risks that are associated with
this product. The MCA process is currently unregulated. To aide in the continued
prosperity of this product, the committee has put together a list of best practices that
can be found at the end of this White Paper.
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Section 1 — The Basics
Understanding What a Merchant Cash Advance is
A cash advance is a product currently being offered to
the small businesses that accept credit card payments.
The advance is based off the purchase of future
receivables of the credit card sales volume that the
merchant is going to process. The uniqueness of the
advance is that there are no “set” payments and no set
time limits. The repayment is based on the merchants’
business volume. This is why it is so important to
understand the seasonality and business stability of the
merchant along with the current economics.

Typical Product Features and the Mechanics of
Repayment
Most companies will fund up to four times the
merchant’s average monthly card volume, with the
average payback amount ranging from 15-25% of the
daily merchant processing. The usual time allowed for
the repayment is six to eight months. This time frame
is dependent upon the seasonality of the merchant’s
business.

Benefits the to Merchant
The two biggest advantages that the MCA offers the
merchant are no personal liability and ease of funding.
Most retail store fronts and small businesses accept
credit cards as a form of payment. Rather than using
their personal credit, personal collateral or personal
guarantee to obtain funding, the business owner can
sell his future credit card receivables at a discounted
price to the MCA companies.
The other main advantage is that the MCA requires
minimal effort and there is a quick turn around on
obtaining the cash. Most companies only require
a signed agreement, processing statements, current
lease and a site survey to prove that the business is in
existence. The typical time for a customer to receive
their funds is 10 business days. Most banks take much
longer for an uncollateralized loan.
Although the MCA is not a loan it “feels” very similar
to a line of credit. Therefore, if the merchant finds
themselves in an emergency situation and they need to
replace equipment or purchase more inventory they can
request a “renewal.” Depending on the company they
can usually do this before the advance is paid in full.

Merchants Best Suited for this Product
This mode of financing works best for small to midsized companies that don’t have collateral or start-ups
that haven’t developed an established relationship
with a bank. This product also fills a need for rapidlyexpanding companies who are outgrowing their
operating capital.
Not all merchants are good candidates for this type
of product. A merchant with very narrow margins
and desperate financial needs is not suited for this
product. If they do not identify the financial stress
they could experience down the road, the MCA will
become a financial burden. This is especially true for
merchants that process a majority of their sales volume
through credit card sales. A seasonal merchant also
has a difficult time during his off season meeting the
obligations set forth in his contract. The perfect MCA
candidate processes the majority of his face-to-face
sales, has a healthy ratio of other sales methods to
credit cards and has consistent monthly sales.

Section 2 — Legal Considerations
Before offering a cash advance product to a merchant,
there are several legal issues that should be considered.
Set forth below is a brief discussion of the relevant legal
issues.

Product Definition — Loan vs. Sale
Some cash advance providers intentionally structure
the product as a loan while others structure it as a sale.
For companies that structure the product as a sale, the
provider should be careful to treat the product, in all
respects, as a sale.
Financial assets are sold every day. Examples include
mortgages, automobile contracts, accounts receivable,
etc. The price at which these assets are sold is based on
what a buyer is willing to pay for the asset. The cash
advance product is similar in that the merchant’s credit
card transactions are converted into payments right
through the credit card processing system, creating
an obligation on acquiring banks and their agents
to forward the funds associated with the credit card
transactions to the merchant. This right to funds is a
financial asset that a merchant may sell. Therefore, if
properly treated and documented, the cash advance
product should be treated like other purchase and sale
transactions.
Electronic Transactions Association • March 2008

5

Case 9:20-cv-81205-RAR Document 148-8 Entered on FLSD Docket 08/14/2020 Page 7 of 17

Legal Considerations cont.
Whether a cash advance is a loan or a sale depends on
the intentions of the parties. The mere fact that the
signed agreement states that the transaction is a sale,
is irrelevant in most states. In order to be a purchase
and sale transaction, the cash advance provider must
assume some risk other than the typical risk in a loan
transaction (risk of non-payment) and must treat the
transaction as a sale. Two risks that cash advance
providers should assume are the risks that the business
will slow down or possibly close. These are risks not
present in a loan transaction, which generally includes
a set repayment schedule. Because a cash advance is a
sale of certain financial assets, the transactions should
not include a payback period, have no minimum
payments, and charge no fees. These are all facts
that support the conclusion that the transaction is
a sale and not a loan. However, whether or not a
cash advance is a loan is an issue determined by the
intent and actions of the parties. Therefore, even
if the agreement with the merchant states that the
transaction is a sale, has no repayment period, and has
no minimum payment, how the cash advance provider
actually treats the transaction will be the deciding
factor for most courts.
For the cash advance products intentionally structured
as loans, the provider should be licensed as a lender
in those states that require unsecured commercial
lenders to be licensed. While most states do not
require a license for unsecured commercial loans, a
number of states do require a license. Additionally, for
transactions that are structured as loans, the provider
must be aware of state usury laws as they will impact
the fees that the provider may charge.

Usury Laws
Some argue that the discount paid for the credit card
transactions amounts to a usurious effective interest
rate. However, applying the law of usury to a true
sale is difficult for two reasons. First, usury is a legal
term referring to a rate of interest that exceeds the
maximum rate permitted under applicable state law. If
there is no maximum legal rate, there can be no usury.
Many states do not impose a maximum interest rate
for business to business transactions. In these states,
even if cash advance transactions are re-characterized
as loans, there is no risk of a usury violation. Second,
in the states with a usury limit on business-to-business

6

transactions, it is impossible to determine at the time
of consummation whether a cash advance contract
with no set repayment term is usurious. The only
way in which to make such a determination is to wait
until the transaction is complete and see how long it
took for the cash advance provider to collect the funds
it purchased. Only then can you divide the dollar
amount associated with the discount by the repayment
term to calculate an “effective rate of interest.”
For cash advances intentionally structured as loans (or
ones re-characterized as loans), usury is the paramount
issue to consider. While many states do not set a
maximum interest rate for unsecured commercial loans,
some states do set a maximum rate. If a transaction
exceeds the maximum rate, the penalties associated
with a usury violation vary from state to state. In
many states, the law requires any interest charges
above the maximum rate be returned to the borrower.
In other states, the law requires all interest charges in a
usurious loan to be returned to the borrower and some
states make the entire transaction unenforceable. A
handful of states also include a criminal usury cap (e.g.
New York). Any person charging interest greater than
the criminal usury cap is subject to penalties under the
criminal law.

Collection Issues
Another significant legal issue associated with the cash
advance product is the collection practices of the cash
advance providers. The collection practices can be
very intense and in some cases may violate state laws.
Examples of collection practices that may violate state
laws include making collection calls repeatedly in an
attempt to harass the merchant, calling merchants at
unreasonable hours, making false allegations when
collecting (telling the owner of the business merchant
he/she will go to jail for failure to pay). While almost
all states regulate consumer collection activities, many
also regulate commercial collection activities. The
collection practices of cash advance providers are also
relevant to the loan versus sale issue. If a cash advance
provider collects on an account as if it were a loan
(requires catch-up payments when the merchant’s
business slows down or requires repayment in full
after a set period of time regardless of the merchant’s
credit card processing volume), the transaction looks
more like a loan than a sale. Thus, collection practices
become relevant in determining the intent of the
parties and may result in a transaction being recharacterized as a loan.
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Unfair Trade Practices
Many states as well as the federal government have
statutes or regulations that prohibit unfair and
deceptive acts or practices (commonly referred to as
“UDAP” laws). The UDAP laws are usually written
broadly and permit the appropriate regulator or
attorney general to bring an action against a company
regardless of whether consumers or businesses are
harmed. This is evident by recent UDAP actions
brought by various state regulators and the Federal
Trade Commission against companies engaged in
leasing credit card terminals to small businesses. Cash
advance providers should market the product in a
manner that accurately describes the product and the
merchant’s obligations. Practices such as marketing a
product with a discount rate for which no merchants
qualify (bait and switch), misleading the merchant as
to the true nature of the transaction, or harassing a
merchant that breaches the cash advance agreement
are all practices that are clear UDAP violations.

Other Issues
Cash advance transactions are business to business
activities. Therefore, many of the laws that apply
to business to consumer transactions do not apply.
However, there are still many laws that do apply (e.g.
Fair Credit Reporting Act, USA Patriot Act, Uniform
Commercial Code, OFAC, etc.). All of these laws
impose responsibilities on cash advance providers.

Section 3 — Questionable 		
			 Practices in the 		
			 Marketplace
Excessive Retrieval Rates
The cash advance product has a growing presence in
the Acquiring industry. With that presence comes
the opportunity to provide a service to a section
of our industry where the needs are currently not
being met. The banking sector has slowly reduced or
eliminated the small business loan. They seldom are
willing to give the “customer down the street” funding
for capital and now limit the loans they are willing
to grant to established businesses with collateral for
security. It is imperative that we as an industry ensure
that companies do not take advantage of the fact that
these businesses have limited funding opportunities.

There are companies that are selling the advance for
a steep price also known as a “finder’s fee.” These
fees can range from a flat rate to a percentage of the
dollars obtained. Although this seems innocuous, if
you are a customer and are trying to obtain funding,
an additional 10-15% could be charged and reduced
from the advance amount. This, as well as the cost of
money, could make the advance very unreasonable,
thereby causing the merchant more financial hardship.

Additional Funding Obligations (Stacking)
Often if a customer is brought to an MCA by a Cash
Broker (a sales agent who receives a commission for
the sale and nothing else) there is a possibility that
the merchant is being shopped around, similar to the
mortgage brokers when they are trying to find the best
interest rates. The concern with this practice is that
if a merchant only receives a portion of the amount
of cash that he needs he may be tempted to accept
more than one offer. Or, he may accept one offer and
then apply for additional advances. This is known as
“stacking” cash advances. As these advances are paid
off via a percentage of all the credit card transactions,
a merchant with more than one advance being paid
off at the same time could potentially deplete his
cash flow. If there is a default on the agreement, the
advance company that has first rights or a UCC filed,
will probably be the only MCA able to collect. It is
prudent for the underwriting departments of cash
MCAs to research the merchant to avoid “stacking.”
One such way would be very similar to the ACQ
inquiries on the credit reports for merchant processing
accounts. If an underwriter notices a cash advance
company listed on the merchant’s credit bureau inquiry
(seen as an “MCA” suffix behind the company name
in the inquiry section), the merchant should be further
investigated.
Several of the cash advance companies will “pay off”
a merchant’s existing cash advance with another
company in order to eliminate the possibility of
stacking. It should also be clearly defined in your
agreement that your customer may only have one
advance at a time.

Acquirer Notification — Funding
There are several ways that cash advance companies
can collect their “split” or percentage of the credit
card processing during the term of the agreement.
The safest way is to establish a relationship with a
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Questionable Practices in
the Marketplace cont.
“processing partner” and have the monies withheld
from the daily funding of the merchant’s processing.
Another way is to receive a daily transaction file from
the processor and send an ACH debit item to the
merchant’s Demand Deposit Account. This way is
less desirable due to the potential of the funds not
being available when the debit is processed. The first
solution not only protects the cash advance company
by building a rapport in the case of diverted funds or
questionable activity, but it also alerts the acquirer to
potential financial stress for the merchant. Although
this does not indicate a risk to the acquiring industry
it may assist in the monitoring of chargeback activity
and or risk monitoring. Please note that all Association
rules must be adhered to in the MCA process.

Disclosure of Fees and Terms
It is very important that a customer understand the
terms of the agreement that they are agreeing to.
Oftentimes, the merchant is only seeing that he is
able to get funding and doesn’t actually understand
that a percentage of his credit card sales are going to
be withheld daily, or he hasn’t actually calculated the
complete amount he will be paying for the money. An
efficient manner in which to educate the merchant is
to complete a “pre-funding” call with the merchant.
This gives the company the opportunity to go over
the amount of funds being dispersed, the amount of
money expected to be paid and the percentage of the
daily sales that are going to be required to meet the
obligations in the time specified.

Additional Considerations
When establishing an MCA relationship and mapping
out the details of the process, ensure that all applicable
compliance rules are considered. This may not be
limited to just each individual card brand, but could
also include NACHA, OCC, etc. Each program is
unique; therefore those rules are not covered here.
However, as with any program, approaching the design
and operational support in a comprehensive manner
will help ensure your compliance risk is protected.
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Section 4 — 	Card Company
	Operating Regulation 		
	Considerations
Visa, USA
Background
In the basic framework of the four-party payments
system, Visa has direct relationships with issuing
and acquiring financial institutions, while issuing
banks have direct relationships with cardholders
and acquiring banks have direct relationships with
merchants. Visa is not a party to the relationships
issuers have with cardholders and the relationships
acquirers have with merchants. These financial
institutions are accountable to Visa for ensuring
compliance with all rules promulgated to facilitate the
smooth, efficient and safe operation of the payment
system. These rules extend to the governance of
merchant settlement funding.

Payment System Risk
Visa has developed extensive risk models used to assess
the financial strength of each financial institution. The
acquiring models include but are not limited to, the
monitoring of each financial institution’s Tier 1 capital,
loan losses and reserves, the amount of chargebacks
processed, settlement volumes and high risk volume.
As Visa does not have visibility in merchant funding
advances, any diversion of settlement funds from the
merchant to another entity can significantly alter an
acquirer’s risk ratings, resulting in under-valuing the
risk of the business. In the most extreme case, it could
result in the failure of the financial institution and
payment system losses.
Visa’s right to control merchant settlement does not
extend beyond the point at which the funds reach
the account of record for the merchant. Entities that
extend funds against a merchant’s future payment
system deposits may access the proceeds of the
merchant settlement funds after the point at which
it has been deposited into the account on file for the
merchant at the acquirer.

ETA WHITE PAPER/BEST PRACTICEs GUIDE • Merchant Cash Advances

Case 9:20-cv-81205-RAR Document 148-8 Entered on FLSD Docket 08/14/2020 Page 10 of
17

CARD COMPANY Rules

data compromise potential in the event that the cash
advance company has access to merchant’s customer
records.

Visa, USA
Acquiring financial institutions that participate in the
payment system are financially liable to Visa for all
activity that passes through the ICAs and BINs for which
they are the licensee. This includes but is not limited to,
funds derived from merchant processing and settlement
activities. Visa rules require the acquirer to provide
settlement directly to the merchant. This statement
has been interpreted to mean that all settlement funds
that are due and payable to the merchant, less any
fees, chargebacks or other essential holdbacks, must be
directly funded to the account on file for the merchant.
The splitting or diversion settlement funds to an entity
other than the merchant are not permitted. This includes
the use of multiple deposit accounts for the merchant,
the use of trustee accounts and/or other similar scenarios
that do not result in the direct funding and available
usage of these funds by the merchant.

Discover Network
Considerations
Discover is generally unaware that its merchants are
party to such agreements. Discover considers such
cash advances in exchange for payment through credit
card receivables as an indicator of incremental risk which
may result in default, financial instability, formal or
informal reorganization or liquidation. In that such cash
advances are not obtained from a recognized financial
institution, it is likely that the merchant is unable to
obtain the necessary credit to be eligible for a traditional
credit facility or loan. Discover is unable to be assured
that the settlement bank account would have available
funds for debits associated with chargebacks, returns,
adjustments or fees.
High Level Requirements
In the event that Discover is made aware that its
merchant is party to an agreement with a cash
advance arrangement, a risk analysis using the
established proprietary methodology is completed.
The fee frequency should be established to be taken
on a daily basis. All settlement, offsets, adjustments,
returns, chargebacks, and fees should be netted prior
to depositing into the settlement account. The fraud
team should be alerted and regular monitoring should
be established. The financial risk team should be alerted
and regular monitoring should be established. The data
security team should be alerted with respect to possible

Contractual Considerations
The Merchant Services Agreement and Operating
Regulations should consistently establish a requirement
that Discover maintain its rights to all chargebacks,
returns, adjustments and fees prior to depositing
settlement funds into the established bank account.
Establish a process in which the merchant is required
to obtain Discover’s explicit permission to deposit
funds into a bank account that is not in the legal
name that the Merchant Services Agreement is in.
Maintain the right, in the event that a bank account
rejects debits, that the merchant is obligated to provide
alternate banking within a defined period of time
(suggested 3 business days). Establish requirements
in the Merchant Services Agreement and Operating
Regulations requiring a merchant to notify Discover in
the event that settlement funds are being directed to a
third party.

MasterCard Worldwide
provided no comment for this paper

American Express
provided no comment for this paper

Section 5 — 	Risk Management 		
			Considerations
Risk Management considerations encompass both due
diligence standards of review and approval as well as
ongoing risk management and monitoring to manage
liability.

Due Diligence Standards for Merchant Evaluation
(Operational/Subjective Risk)
The first step in the merchant evaluation process is to
ensure you have well developed and well implemented
due diligence standards (aka underwriting policies).
The due diligence standards should continually be
reviewed to ensure the standards evolve with the
industry, track trends and address liability.
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Risk Management 					
Considerations cont.
The application of the due diligence standards should
be applied to each merchant’s request for funding.
Funding companies should follow similar standards
and then apply further subjective review should a
request not fit within the standard guidelines.
When a merchant applies for a cash advance the
funding company should follow strict guidelines for
underwriting and approval. Underwriting guidelines
should be based on a review of the business, principals
and financials.
Business Review:
1. A minimum number of years in business
2. A minimum timeframe of existing processing 		
		 of credit cards in which to assess the history of 		
		 the merchant’s processing
3. Adequate legal business formation
4. Set standards of minimums and maximums for 		
		 advance amounts
5. Set standards of minimums and maximums 		
		 for transactions types (i.e., swipe vs. MOTO vs. 		
		 E-Commerce)
Principal Review:
1. A minimum number of years of the principal’s 		
		 ownership of the business
2. Clean criminal record
3. Majority ownership signing
4. Set minimum credit bureau FICO scores and 		
		 derogatory reporting
Financial Review:
1. Review of financial statements for both the 		
		 business and principals
2. Review a minimum of 3 to 6 months prior
		 processing statements to adequately assess 		
		 processing volumes and activity
3. Good standing with other creditors and vendors
		 (premise lease, etc)
4.
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Development of maximum repayment 			
percentage and payback timeframe to ensure 		
no adverse effect to the merchants cash flow 		
ability to continue business

5. Develop maximum standards of review and 		
		 above the standard set additional requirements 		
		 such as an onsite visit
6. Set minimum for eligibility for re-funding upon
		 repayment of X% of repayment from previous 		
		 advance

Assessing a Merchant’s Ability to Repay
(Financial Risk)
During the underwriting phase, the assessment of the
merchant’s ability to repay the advance funding is a key
factor in determining the decision if it will be funded
and how much will be funded. Knowing the purpose
of the funding helps in the final determination. Not
only should the financial standing of the company and
principals be taken into consideration, but also the
product or service provided by the merchant.
If a product or service is provided that does not have
growth potential, that must be taken into advisement.
Additionally, if the product is high risk or has the
ability to have high chargebacks or returns, then
the merchant may not be around long due to his
payback of his capital to refunds and chargebacks,
and ultimately go out of business due to the product
or service not having much of a successful future.
Knowing the margin and growth of the business will
assist to effectively estimate the repayment percentage.
Not going above the margin reduces the risk of putting
the merchant out of business.
Verify that the merchant has no other funding
obligations with other providers. Verify that they do
not split their processing between multiple acquirers.
If there is an existing funding, work to manage the
repayment of the first prior to creating another
funding. If the existing funding is from another
provider, then take into account this consolidation
of the funding. These same standards should apply
to any renewals of the cash advance by the merchant
over time. Many times a merchant finds that the cash
advance works well for his business model, so he will
utilize this process for funding future business needs.

Creating a Workable Retrieval Percentage
Ensuring that a merchant has adequate capital to
continue to operate unimpeded is the most important
consideration. If the merchant is unable to continue
to operate their business with the reduced revenue due
to the funding split, then not only will the funding
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become a loss, but also the credit card processing
account may also be subject to loss as the merchant
may not be able to fulfill their products or service due
to the lack of adequate capital. Therefore, creating a
workable repayment is key in the repayment of the
fund and longevity of the merchant.
Know what the funds are to be used for to help
determine the longevity of the fund as well as
repayment. For example, will it be used for remodeling
so the restaurant may be closed for some time, for
a vacation, to pay down some debt to increase cash
flow, or to buy new equipment? Each reason for the
necessity of funds may cause a different outcome.

Dealing with Merchants Unable to Satisfy
Payment Agreements
The risk associated with a merchant’s inability to
repay the funding, and the cascading effects such
as the credit card processing potential losses, etc. is
paramount in the success of the funding company
as well as the success of the acquirer. Simply put,
complete repayment must be the ultimate outcome.
Unfortunately merchants go out of business, sell
their business or are simply unscrupulous, which
leads to losses. Hopefully, a loss can be avoided by
working closely with the merchant and acquirer to
track performance. If a merchant begins to struggle
to stay afloat due to the reduced daily capital, then
the funding company and acquirer should be in
communication so that they can work together to help
the merchant to ultimately avoid losses for all.
If a merchant simply can’t afford to pay the repayment
percentage, then a reanalysis is needed to reduce the
repayment amount. If a merchant begins to struggle
to fulfill product or service, then the cascading effect
is inevitable. ISOs and acquirers carry this burden
today and with a funding, this liability is compounded.
Therefore, monitoring merchants with funding by the
funding providers as well as the acquirers is needed
for the ongoing management of liability. When
either group begins to see the signs and patterns, then
communication is needed to restructure the funding to
ensure neither side is left with a loss. Under standard
processing agreements, acquirers must ensure full and
first rights to all funds processed by the merchant
should there be a default on the merchant account.
If a merchant does go bad, standard collection practices
should be followed, per state and federal regulations.

To the extent allowed, the funding company should
report the loss to the credit bureaus so that any other
funding company or acquirer can see the loss and
take this into consideration when reviewing a new
application for funding or credit card processing.
A negative reporting to the industry (MATCH-like)
should also be explored.
Whether or not a principal’s personal guarantee is
allowed, dependant upon usury laws, there should
be considerations and warranties on a fraud level for
misrepresentation of data if they go out of business and
are unable to repay. Therefore, to the extent possible,
there should be some liability personally if there is
misrepresentation of data, if the merchant sells the
business prior to satisfying their repayment obligation,
if the merchant blocks ACHs or changes their
direct deposit account, preventing their repayment
obligations from occurring.

Ongoing Risk Management Monitoring
As stated earlier, ongoing risk management monitoring
is key in the continued success of the funding
company, acquirer and merchant. Risk management
departments at both companies should be in contact
with each other and should correspond regarding
events, issues, etc. for the merchants they share. By
applying standard risk monitoring tools, patterns and
signs can be spotted that will lend to the identification
that a merchant has either gone bad or is struggling
and about to go bad. This is the point at which both
companies should step in to work with the merchant,
as it is in both of their best interests. In most cases,
when an acquirer must act to protect their liability,
they will divert funds to create a reserve to cover any
potential loss. This unfortunately impacts the funding
provider as now they are not obtaining their split of the
processing which in turn increases their liability. If the
two sides are not in communication, they risk causing
losses to each other due to each side’s individual
dealings with the merchant.
Tender Shifting is another risk. Tender shifting
occurs when the merchants ask the cardholders to use
American Express instead of Visa and/or MasterCard so
the deposit of funds is not affected by the repayment
split. If the MCA and acquirer work together to
monitor volumes they can help prevent tender shifting.
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ETA Best Practice Principals
SUMMARY
The Merchant Cash Advance (MCA) is a
product currently being offered to small businesses that accept credit card payments.
The cash is advanced to purchase the future credit card receivables that the merchant
is expected to process. The rapid growth of the MCA marketplace has provided many
merchants with an alternative source of funds for business development and provided
Independent Sales Organizations (ISOs) with a profitable new revenue stream that can help
offset pricing pressures in the hyper-competitive card processing business. While there
have been no major reports of increased losses to acquirers that have partnered to offer
MCA programs, this growth has led to reports that some organizations may be engaging
in questionable sales practices that threaten to create a reputational risk for the merchant
acquiring industry and attract the unwanted attention of federal/state lawmakers and
regulators. Consistent with the principles established in ETA’s Code of Conduct, the ETA
has established a set of “best practices” that set forth a framework for acquirers/ISOs to
assess the business practices of the MCA companies (“MCACs”) they select as vendors or
with whom they otherwise have relationships. Following these practices will foster ethical
behavior and lead to further industry success and continued growth.
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MERCHANT CASH ADVANCE BEST
PRACTICES – Part I
When selecting an MCAC, acquirers/ISOs should
confirm that the MCAC adheres to the following
practices/guidelines:

Cash Advance Repayment Criteria Must Be Fair
and Sustainable
Due to a variety of factors, merchants that apply for a
cash advance based on payment processing are often
not able to obtain funds from traditional methods
(e.g., bank lending, corporate financing, etc.). As
such, it is important for the sake of the viability of
the merchant that the retrieval percentage be fixed
and set at a reasonable level to ensure the merchant is
able to maintain an appropriate and predictable cash
flow to operate his/her business. Careful attention
should be given in the underwriting process to the
merchant’s processing history, business plan (including
proposed use of funds), cash flow position (including
the cash flow once payments are being made), profit
margins, and the overall health of the business prior to
establishing the retrieval percentage.

Disclosure of Terms/Conditions and Marketing
Materials Must Accurately Present Product
All marketing materials and contractual documents
for an MCA should represent the terms/conditions of
the product accurately and all the principles involved
in the product offering to the merchant. Contracts
should clearly and conspicuously disclose:
• The name of the funding source
• The actual repayment/pay-back percentage
• The purchase price paid
• The value of the receivables sold
• Disclosure of all fees
Additionally, when marketing the product, the criteria
for qualification should be clearly and conspicuously
disclosed. Any change in the terms/conditions of
an existing MCA must be evidenced by the written
consent of the merchant.

Avoid Merchants with High Chargeback Levels
The majority of MCAs are given to face-to-face
merchants where only a minimal number of
chargebacks should be found on the processing
statements reviewed. Chargebacks should NOT
be the normal course of business of a merchant
receiving an MCA, as merchants with a high level of
chargebacks represent a risk to the integrity of the
payments system.

Existing Cash Advances
Most MCA contracts require merchants to disclose
outstanding obligations; however, some merchants
may knowingly misrepresent the existence of
obligations in order to obtain additional funding that
can create a risk to the system. This issue is further
complicated by the fact that MCAC inquiries may
not be readily apparent on a credit report as they are
not a specifically identified business category to the
credit bureaus (pursuant to applicable law, MCACs do
not generally report advances to the credit bureaus
because most do not involve a personal guarantee).
To the extent an MCA provider obtains consumer
credit reports, procedures should be in place to
identify an inquiry as one from an MCAC where
possible.

Limit Multiple Advances to a Single Merchant
In order to effectively manage risk and prevent a
merchant from becoming over-extended, merchants
should not knowingly be allowed to “stack”
advances (obtaining an additional advance when
an outstanding balance on a previous advance
exists). In the event additional advances are sought,
the original advance should be paid off directly to
the previous MCAC by the new MCAC (to ensure
that the merchant does not retain funds due to the
previous MCAC) with a portion of the proceeds given
on the current advance.

Ongoing Due Diligence and Review of
Merchant Activity
MCACs should diligently monitor the processing
volumes of their merchants on an ongoing basis to
identify any significant changes (increase or decrease)
that could indicate an issue with a merchant and
investigate any such changes.
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Merchant Education and Customer 		
Service Principles
The MCAC must have practices and procedures in place
to ensure the merchant understands the terms of the
advance. Additionally, the MCAC should establish
a responsive service level requirement for customer
service (e.g., inquiries responded to within 24 hours,
live-customer support, etc.) to provide ongoing support
to the merchant and strengthen the processing system.

Merchant Cash Advance Companies Must Be
PCI Compliant
For MCACs that handle sensitive payment related
information subject to the Payment Card Industry Data
Security Standards, the MCAC must fully comply with
the Standards.

MERCHANT CASH ADVANCE BEST
PRACTICES – Part II
When performing services on behalf of MCACs,
acquirers/ISOs should adhere to the following
practices/guidelines:

Merchant Payment of Cash Advances Must
Adhere to Applicable Regulations
In order to preserve the accounting integrity of the
card payment system, any repayment processes
established by acquirers/ISOs to forward funds to
MCACs must comply with all applicable operating
regulations and guidelines issued by the payment
networks (i.e. direct pay and other funding
issues). Acquirers/ISOs are expected to clearly and
conspicuously disclose to merchants the procedures
established for repayment, or verify that the MCAC
is doing so.

Information Sharing
Acquirers/ISOs and MCACs should work together
to create a process to identify merchants that have
fraudulently obtained cash advances to avoid
harming the processing system. Additionally,
acquirers/ISOs should to the fullest extent practicable
work together to coordinate ongoing risk monitoring
of the merchant as well as ensure that an adequate
level of customer support and awareness is provided
to the merchant.
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s.o.oFFl
.-MlAMi

CIV IL A CTIO N N O .20-cv-81025

Plaint?
VS.

CO M PLETE BU SINESS SO LUT IO N S
G R O U P,IN C .d/b/a Par Funding,etaI.,

Defendants
M O TIO N O F A LA N J.CA N D ELL,Pro Se

TOINTERVENEWITH MEMOM NDUM oflAW
M ovant,A lan J.C andell,pm se,filesthis M otion to Intervene and states:

1.

Alan J.Candell(û1Cande11'')istheholderofapromissory notethatDefendant,Complete

BusinessSolutionsGroup,lnc.(ttDefendanf'),executedinhisfavor(thettpromissoryNote'').
Defendantisin themerchantcash advance business.
3.

To fund its operations,Defendantentered into the Prom issory N ote and otherprom issory

notesw ith investors.

4.

PriortoJuly24,2020,Defendanttimely delivered al1paymentsripe,dueand owingunder

the Prom issory N ote with the exception orM arch and April2020 due to conditionsarising outof
the CO VlD -19 em ergency.
A fterJuly 24,2020,D efendantceased delivering any paym entsripe,due and ow ing tm der
the Prom issory N ote.
6.

Candell is a senior citizen and financially dependent upon the distributions m ade by

Defendant.

D.C,
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Candellbelieves,and therefore avers,thatthere are a signitk antnum berofothersenior
citizen investorswho rely upon theregular,periodic distributionsfrom Defendantforsustenance
and m aintenance oftheirdaily life'sneeds.
8.

On or about July 31, 2020, Candell first lemmed that the Securities & Exchange

Commission(theGlplaintifr')filedacivilactionagainstDefendantandrelatedparties.
9.

Candell,andotherholdersofpromissory notesthatDefendantissued,possessasubstantial

interestin these proceedings

Respectfully,Candelldoesnotbelieve Plaintifl-isadequately representing the substantial
interestsofCandelland otherholdersofprom issory notes.
11.

Candellrepresents to the Courtand the partiesherein thathe possessesknowledge about

the workings and/oroperations ofm erchantcash advance com panies.
12.

Candell believes, and therefore avers, that the success of any m erchant cash advance

company isdependentupon eflkctivecash collectionsviaACH.
Candellbelieves,and therefore avers,thateflkctive cash collectionsviaACH are highly
dependent upon the use of sophisticated algorithms, a dedicated and highly trained staff
knowledgeable in the useofACH collectionsand the merchantcash advancebusiness,and cash
m anagem entprocessesand procedures.

14.

Candellaacceptsastruethatpriorto the comm encementofthisaction thecash collections

viaACH ofDefendantwere approxim ately $1.5 m illion perbusinessday.
Candellreview ed pleadings,m otionsand exhibitsfiled in thisaction.
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16.

By Order dated July 27,2020,this Honorable Court granted PlaintiY s M otion and

appointedRyanK.Stumphauzerasreceiver(thelçReceiver'').
17.

By Orderdated July 28,2020,thisHonorableCourtgranted Plaintiflk M otion and entered

aTemporaryRestrainingOrder(thettTRO'').
18.

Thepracticalehkctoftheappointm entofthe Receiverand TRO wasthecessation ofa1l

businessactivitiesofDefendantincluding,butnotlim itedto,the cash collection viaACH.

CandellreviewedarticlespublishedinthePhiladelphialnquirer,Bloomberg(publieations),
anddeBanked,al1ofwhichareavailableforviewingtothegeneralpublic;thearticleindeBanked,
a specialty lending publication,assertedthatthecessation ofbusinessactivitiescaused Defendant
to breach its contractual obligations to fund its bolw wers under its çtreverse consolidation
obligations-''
20.

Candellbelieves,and thereforeavers,that,adirectandproxim ateresultoftheappointm ent

oftheReceiverandtheTRO,Defendanthasbeen unableto collectapproximately $1.5 million per
day in collections,nm ounting to over$13m illion asofthedateofthisfiling.
The failure ofDefendants to operate and m ake cash collection resulted in the failure of
Defendantto m ake distribution to theholders ofpromissory notes including,butnotlim ited to,
Candell.

22.

The Receiverconceded thathe doesnotpossess expertise in the merchantcash advance

business.

TheReceiverrequested thatthe CourtappointDSI,afinancialservicesfirm ,to administer
and operate Defendant.
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24.

The Receiverconceded thatwhen DSlwasappointed in a similarly situated action, DSl

wasonlyabletocollecttwentypercent(20%)ofthedebtorcompany'sreceivables.
25.

lfthepasttçsuccess''ofDSlisprologue,Candelland otherholdet'sofprom issorywilllose

m ostifnota11oftheirinvestments.

26.

Defendant challenged the appointment of DSI and requested the Court permit the

experienced employeesofDefendantto return to work and restore operations(thetr efendant
CrossM otion'').
PlaintiF challengedtheDefendantCross-M otion.
28.

By OrderdatedAugust9,2020,thisHonorable Courtgranted the motion to appointDSI

and denied theDefendantCross-M otion.
29.

At present, there is no person or entity protecting the substantial tinancial interests of

Candelland otherholdersofprom issory notes.
Candellbelieves,and therefore avers,thatthe interests ofPlaintifrand Defendantare not
synonym ous w ith those of Candell and other holders ofprom issory notes and,accordingly,the

substantialinterests of Candelland otherholders ofprom issory note are notbeing adequately
protected.

31.

Candellhasno position regarding them eritsofthisaction.

32.

However,the actions of Plaintifrhave an im mediate negative and perhaps irreparable

impad on thetinancialinterestsofCandell,aseniorcitizen whoreliesupon thedistributionsfrom
D efendant.

33.

Rule 24 ofthe FederalRules ofCivilProcedure govern intervention.
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Candellbelieves,andthereforeavers,thathepossessesan intervention ofrightbecausehe

claimsan interestrelatingtothepropeo ofDefendantsthatisthesubjectoftheSEC actionand
isso situated thatdisposing ofthe action m ay asapracticalmatterimpairorimpedehisability to

protecthisinterests.Rule24(a)(2),F.R.C.P.
35.

Candellseeksto participateintheseproceedingsasarealpartyininterestarising outofhis

substantialfinancialstakein thecontinuing operationsofDefendant.
36.

Asstated above,Candelldoesnotbelievethatactionsand intentofPlaintif dem onstrate

an adequate representation his interests.

W HEREFORE M ovant,Alan J.Candell,respectfully requeststhisHonorable Courtto
grantthe M otion,grantleave forAlan J.Candellto intervene and grantsuch otherreliefasthis

HonorableCourtdeemsjustandappropriate.
Respectfully subm itted,

1% .C andell
135 S 18th
et
Philadelphia,PA 19103
610-745-4512

alanesq47@aol.com
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTH ERN DISTRICT OF FLORIDA
SEC UR IT IE S & EX CH AN G E C O M M ISSIO N ,

CIVIL ACTION N O .20-cv-81025

Plaint?
V S.

CO M PLETE BU SIN ESS SO LU TION S
GROUP,INC.d/b/aParFunding,etaI.,

Defendants
1.

STATEM EN T O F FA C TS A ND C A SE

Thisisacivilaction arisingundertheSectzritiesActfor,interalia,thesaleofunregistered
securities. M ovant,A lan J.Candell,is a senior citizen w ho,as part of his retirem entportfolio

purchasednotesfrom Defendant,CompleteBusinessSolutionsGroup lnc.,thatDefendantissued.
Since2016 and through July 24,2020,Defendantneverm issed apaymentripe,dueand owing to
Candell.l
Defendantoperatesam erchantcash advancecompany.The successofany merchantcash
advance com pany is dependent upon eflkctive cash collections. Effective cash collections are

highly dependentupon the use ofsophisticated algorithm s,a dedicated and highly trained sta/
knowledgeable in the useofACH collectionsand the m erchantcash advancebusiness,and cash
m anagem entprocesses and procedures. Priorto the com m encem entofthis action the collections

ofDefendantwereapproxim ately $1.5 million perbusinessday.

l'l'heonlyexceptiontothisunblemishedpaymenthistoryoccurredinMarchandApril2020due
to conditlons arising outofthe CO V ID-19 em ergency.
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Plaintif comm encedthisaction on July 24,2020. ItwasmadeknowntothepubliconJuly

31,2020.By Orderdated July 27,2020,this Honorable Courtgranted Plaintifrs M otion and

appointedRyanK.Stumphauzerasreceiver(theGtlkeceiver'').ByOrderdatedJuly28,2020,this
Honorable Courtgranted Plaintifrs M otion and entered a Temporary Restraining Order (the

tçr
jnjjpy,j
The practical effect of the appointm ent ofthe ReceiverTRO was the cessation ofal1
businessactivitiesofDefendantincluding,butnotlimitedto,thecash collection ofDefendant.As
directand proximateresultofthe appointmentoftheReceiverand theTRO,Defendanthasbeen

able to collectapproxim ately $1.5 m illion perday in collections,amounting to over$13 million
asofthedateofthisfiling.
Thefilingofthisaction generated numerousarticlespublished inthePhiladelphiaInquirer,

Bloomberg (publications),and deBanked,a11ofwhich are available forviewing to thegeneral
public. The articlein deBanked,a specialty lending publication,asserted thatthe shutdown has
caused Defendantto breach its contractualobligations to fund its borrowersunderits ttreverse
consolidation'obligations.''Thatis,thefailureofDefendantstooperateand make cash collection
resulted in the failure of Defendantto m ake distribution to the holders of prom issory notes
including,butnotlim ited to,Candellbutalso to itsm erchantclients.
The Receiverconceded thathe doesnotpossess expertise in the merchantcash advance
business. The Receiver requested that the Court appoint DSI,a financial services firm ,to
adm inister and operate Defendant. The Receiver conceded that when D SI w as appointed in a

similarly situated action,DSI was only able to collecttwenty percent (20?/M ofthe debtor
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com pany'sreceivables.
Defendant challenged the appointm ent of DSl and requested the Court permit the

expetienced employeesofDefendantto <etum to work and restore operations(the ttDefendant

CrossMotion'').PlaintifchallengedtheDefendantCross-M otion.ByOrderdatedAugust9,2020,
thisHonorableCourtgranted themotion to appointDSIand denied theDefendantCross-M otion.
Atpresent,there is no person orentity protecting the substantialfinancialinterests of
Candelland otherholdersofpromissory notes.

lI.

QUESTION PRESENTED
A.

Should the Courtgrantleave forA lan J.Candellto intervene?
Suggested A nsw er: YES.

111.

A R G U M EN T
A.

The Courtshould zrantIeave forAlan J.Candellto intervene.

Rule24 oftheFederalRulesofCivilProceduregovernintervention.Rule24(a)statesin
pertinentpart,asfollows'
.
Intervention of Itight.O n tim ely m otion,the courtm ustperm itanyone to intervenewho:

(1)

isgivenanunconditionalrighttointervenebyafederalstatute;or

(2)

claimsan interestrelatingto theproperty ortransactionthatisthe
subjectoftheaction,and isso situatedthatdisposing oftheaction
m ay as a practicalm atterimpairorim pede the m ovant'sability to
protectits interest,lm less existing parties adequately representthat
interest.

ln orderforapartytointerveneasamatterofrightunderRule24(a)(2),itmustestablish(1)the
applicationtointerveneistimely;(2)thepartyhasaninterestrelatingtothepropertyortransaction
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which isthesubjectoftheaction'
,(3)theparty issituated sothatdisposition oftheaction,asa
practicalmatter,mayimpedeorimpairitsabilitytoproted thatinterest'
,and(4)theparty'sinterest
isrepresented inadequately by the existing partiesto the suit. D avisv.Butls, 290 F.3d 1297,1299

(11* Cir.2002).Candellsatisfiedeach ofthoserequirements.
The M otion istim ely. PlaintiF com menced thisaction undersealon July 24,2020. By
Orderdated July 31,2020,theCourtunsealed the case.Accordingly,the earliestdate on which
Candellwasmadeaware ofthecasewasJuly 31,2020. Candellfiled thisM otion lessthan two

(2)weeksfrom the date on which thiscasefirstbecame public. Sincethesling oftheM otion
occurred so closetothecomm encementofthe action,timelinessisnotan issue.

CandellpossessesaninterestrelatedtothepropertyofDefendantthatisthesubjectofthe
SEC litigation. PlaintiF has frozen and taken effective controlofallofDefendant'sassetsand
business operations including, but not lim ited to, the daily A CH collections. The business

operations,and the dailyACH collectionsthatsuch operationsgenerate,fund theregular,periodic
distributionsto Candelland otherholdersofprom issorynotes.
Priorto thecom mencem entofthisaction thecollectionsofDefendantwereapproximately

$1.5 million perbusinessday. Since2016 and through July 24,2020,Defendantneverm issed a
paymentripe,due and owing to Candell. 'l'he failure ofDefendantsto operate and m ake cash
collection resulted in the failure ofDefendantto m ake distribution to the holdersofpromissory
notesincluding,butnotlimited to,Candellaswellasto itsmerchantclients
Candellis situated so thatdisposition of the action,as a practicalm atter,w illim pede or
im pairhisability to protectthatinterest. The successofany m erchantcash advancecom pany such
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asDefendantisdependentupon eFective cash collections. EFective cash collectionsarehighly
dependent upon the use of sophisticated algorithm s, a dedicated and highly trained staff

knowledgeable in the use ofACH collectionsand the merchantcash advancebusiness,and cash
m anagem entPCOCCSSCS and Procedures.

By Order dated July 27, 2020,this Honorable Court granted PlaintiT s M otion and

appointedRyanK.Stumphauzerasreceiver(thettReceiver'').ByOrderdatedJuly28,2020,this
Honorable Courtgranted Plaintiflk M otion and entered a Temporary Restraining Order (the

çtTRO''). ThepracticaleFectoftheappointmentoftheReceiverTRO wasthecessation ofall
businessactivitiesofDefendantincluding,butnotlim ited to,the cash collections ofDefendant.
As directand proxim ateresultofthe appointmentofthe Receiverand the TRO,Defendanthas

been able to collectapproximately $1.5 m illion perday in collections,nm ounting to over $13
m illion asofthe date ofthisfiling.
The Receiverrequested thatthe CourtappointD SI,a financialservicesfirm ,to adm inister
and operate Defendant. The Receiver conceded that w hen D S1 w as appointed in a sim ilarly

situated action,DSlwasonly able to collecttwenty percent(20% )ofthe debtorcompany's
receivables.Ifthepasttçsuccess''ofDSlisprologue,Candelland otherholdersofprom issory will
lose mostif notallof their investments. Defendant challenged the appointmentof DSland
requested the Courtpennitthe experienced em ployees ofD efendantto return to work and restore

operations(thettDefendantCrossM otion'').PlaintifrchallengedtheDefendantCross-Motion.By
Orderdated A ugust9,2020,this H onorable Courtgranted the m otion to appointD Sland denied
the D efendantCross-M otion.
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The existing partiesto the action arenotadequately representing the interestsofCandell.
To the contrmy the actions ofPlaintifrhavehad an imm ediate negative and perhapsirreparable
impad on thefinancialintexestofCandell,aseniorcitizen who reliesupon thedistributionsfrom
Defendant. Candellbelieves,andthereforeavers,thattheinterestsofPlaintiF arenotsynonym ous

with those of Candelland other holders of prom issory notes and,accordingly,the substantial
interestsofCandelland otherholdersofprom issory note arenotbeing adequatelyprotected.
At present,there is no person or entity protecting the substantialfinancial interests of

Candelland otherholdersofprom issory notes. Candellseeksto participate in theseproceedings
asarealparty in interestarising outofhissubstantialfinancialstakein the continuing operations
ofDefendant.CandelldoesnotbelievethatactionsandintentofPlaintiF dem onstratean adequate
representation hisinterests.

IM

CONCLUSION
The Courtshould grantCandellleave to intervene. First,the M otion istimely. Second,

Candellpossessesaninterestrelated to theproperty ofDefendantthatisthesubjectoftheSEC
litigation. Third,Candellis situated so thatdisposition ofthe action,asa practicalm atler,will
impedeorimpairhisability to protectthatinterest. Finally,the existing partiesto theaction are
notadequately representing the interestsof Candell.
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Respectfully subm itted,

A lan .Candell
135 S 18thstreet
Philadelphia,PA 19103
610-745-4512

alanesq47@aol.com
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IN TH E U N ITE D STA TE S D ISTR IC T C O U RT
FO R TH E SO UT H ERN D IST RIC T O F FLO RID A

SEC UR IT IE S & EX C H AN G E CO M M ISSIO N ,

CIVIL ACTION NO .20-cv-81025

Plaintff
VS.

CO M PLETE BU SIN ESS SO LUTIO N S
G R O U P,IN C .d/b/a Par Funding,etaI.,

Defendants
CERTIFICATE O F SERVIC E
lHEREBY CERTIFY thatlserved a true and correctcopy ofthe M otion to lntervene of
A lan J.Candellthis 12thday ofA ugust2020 via CM /ECF System upon the follow ing:

Am ie Riggle Berlin
U .S.Securities & Exchange Com m ission
901 BrickellAvenue,Suite 1800
M iam i,FL 33131

(Attorney forPlaintim
BrettBerm an
A lex Louis Braunstein
Fox Rothschild LLP
2000 M arketStreet,20thFloor
Philadelphia,PA 19103

(AttorneysforDefendants)
Allison Beth Kernisky
D aniel1.Sm all
Holland & KnightLLP
701 BrickellAvenue,Suite 3000
M inm i,FL 33131

(AttorneysforDefendants)
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DanielLawrence Rashbaum
Jason M ays
M arcusN eim an & Rashbaum LLP
2 S.BiscayneBoulevard,Suite 1750
M iam i,FL 33131

(AttorneysforDefendants)
Jex ey L.Cox
SallahAstarita& Cox LLC
3010 N .M ilitary Trail,Suite 210
Boca Raton,FL 33431

(AttorneysforDefendants)

A lan J.Can e11
135 S.
eet
Philadelphia,PA 19103
610-745-4512

alanesq47@ aol.com
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF FLORIDA
MIAMI DIVISION
SECURITIES AND EXCHANGE
COMMISSION,
Plaintiff,
v.

Civil Action No. 20-cv-23071-MGC

COMPLETE BUSINESS SOLUTIONS
GROUP, INC. d/b/a PAR FUNDING,
et al.,
Defendants.
DECLARATION OF NORMAN MOUNT VALZ
I, NORMAN MOUNT VALZ, being duly sworn according to law, hereby
depose and say:
1.

My name is Norman Mount Valz (“Norm Valz”), and I am over 18

years of age and otherwise competent to testify.
2.

I was the primary attorney upon which Complete Business Solutions

Group, Inc. d/b/a (“CBSG”) relied upon for the filing of its Confessions of Judgment
and the handling of its legal defense whenever a Petition to Open a Judgement or
related litigation was filed during the time period of August 2015 through July 2018
and have since maintained an involvement where needed with regard to judgments
or litigation. In this role, I became well versed in the Factoring Agreements and the
legal underpinning of this MCA companies agreements with merchants.

Page 1 of 12

Case
Case9:20-cv-81205-RAR
9:20-cv-81205-RAR Document
Document132-1
148-12Entered
Entered
onon
FLSD
FLSD
Docket
Docket
08/12/2020
08/14/2020Page
Page
3 of
4 of
13
14

3.

I am providing this Declaration in connection with Defendants’ Motion

for Relief from expanded action by the Court in the above-captioned action.
The Corporate Structure, Operations & History of CBSG and FSP
CBSG’s Factoring Agreements
4.

CBSG operates in the lawful merchant cash advance (MCA) industry

wherein CBSG, inter alia, enters into contracts with business merchants (not
individual consumers) for the purchase and sale of future receivables. CBSG’s
factoring agreements expressly define themselves as a “Purchase and Sale of Future
Receipts” – thus these agreements fall under Section 9 of the U.C.C.
5.

Under the express terms of the factoring agreements, CBSG purchases

a merchant’s invoices (or future receivables) at a discount. In return, merchants remit
to CBSG future receivables through daily, semi-weekly, weekly, or other agreedupon debits representing the future receipts purchased by CBSG.
6.

The factoring agreements expressly provide that “[p]ayments made to

[CBSG] towards the total Receivables Purchase Amount shall be conditioned upon
(i) Merchant Seller’s sale of products and/or services and (ii) the payment of such
goods and services to Merchant Seller by its customers pursuant to the terms of this
Purchase Agreement.”
7.

The factoring agreements further provide that “Merchant Seller shall

provide to [CBSG] Merchant Seller’s bank statements for any and all bank accounts
Page 2 of 12
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to allow [CBSG] to reconcile the daily payments made against the Daily Specified
Amount.”
8.

The factoring agreements explicitly state the parties agree the

transaction is “not intended to be, nor shall it be construed as a loan,” and the
factoring agreements also specifically state the parties agree “IN NO EVENT
SHALL THE AGGREGATE OF THE AMOUNTS RECEIVED BE DEEMED AS
INTEREST . . . .”
9.

The merchants all sign contracts with CBSG agreeing that the contracts

are entered into for a business purpose, only.
10.

The merchants all voluntarily and knowingly sign contracts with

CBSG, and have the opportunity to review agreements with counsel. Indeed, many,
if not all, of these merchants have frequently sought cash advances from the MCA
industry.
11.

The merchants all generated several hundreds of thousands of dollars

in annual revenue, and many of the merchants generated millions of dollars in annual
revenue.
Litigation Involving CBSG’s Factoring Agreements
12.

Where merchants have failed to adhere to their contractual obligations,

CBSG has confessed judgment based upon its factoring agreement against hundreds
of business merchants, without any objection or opposition.
Page 3 of 12
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13.

Notwithstanding its lawful and contractual right to confess judgment

against merchants in default of its factoring agreements, CBSG has, however, faced
a malicious and personal campaign of litigation to malign and attack the company,
degrade, defame, and disparage their principals and agents, grossly misrepresent the
nature of Defendants’ business and factoring agreements, and intentionally
undermine CBSG’s lawful business operations and commercial transactions.
14.

In my personal experience in representing CBSG, the majority of the

Petitions to Open Judgment or instances of litigation instigated by a merchant were
represented by one law firm in particular, White & Williams LLP.

The lawsuits

against CBSG with White & Williams representation of the Merchant include: :
Thomas Alan Suess v. CBSG, No. 17-4622 (E.D. Pa.) and No. 19-3243 (3d Cir.);
Fleetwood Services, LLC, et al. v. CBSG, No. 18-268-JS (E.D. Pa.); HMC Inc., et
al. v. CBSG, et al., No. 19-3285-JS (E.D. Pa.); see also CBSG v. Annie’s Pooch
Pops, LLC, et al., No. 20-724-GEKP (E.D. Pa.); CBSG v. Capital Jet, Inc., et al.,
No. 20-848-CMR (E.D. Pa.); CBSG v. Funtime, LLC, et al., No. 19-5439-JS (E.D.
Pa.); CBSG v. HMC, Inc., et al., No. 19-2777-JS (E.D. Pa.); CBSG v. HMC, Inc.,
No. 19-4747 (E.D. Pa.); CBSG v. Knava’s Bounce House Rentals, LLC, et al., No.
20-779-CDJ (E.D. Pa.); CBSG v. Legend Adventures, LLC, et al., No. 20-1081 (E.D.
Pa.); CBSG v. MH Marketing Solutions Group, Inc., et al., No. 20-849-MAK (E.D.
Pa.); CBSG v. NationalRx, Inc., No. 20-1072-JS (E.D. Pa.); CBSG v. NationalRx,
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Inc., No. 20-1073-JS (E.D. Pa.); CBSG v. Radiant Images, Inc., No. 18-4013 (E.D.
Pa.); CBSG v. Sean Whalen, et al., No. 19-6181-JS (E.D. Pa.); CBSG v. Sunrooms
America, Inc., et al., No. 20-847-TJS (E.D. Pa.); CBSG v. Thomas Alan Suess, No.
17-4069-CDJ (E.D. Pa.) and No. 19-2741 (3d Cir.); CBSG v. American Heritage
Billiards, LLC, et al., No. 200600078 (June Term 2020) (Phila. Co. C.C.P.); CBSG
v. TourMappers North America, LLC, et al., No. 200401028 (April Term 2020)
(Phila. Co. C.C.P.); American Heritage Billiards, LLC v. CBSG, No. 01-20-00096277 (American Arbitration Association); TourMappers North America, LLC, et al.
v. CBSG, No. 01-20-0005-3591 (American Arbitration Association).
15.

As shown above, those lawsuits were and/or are pending in state and

federal courts, as well as arbitration forums.
16.

Some of those lawsuits were/are proposed class actions. See, e.g.,

Fleetwood, supra (seeking to certify a class of Texas merchants and guarantors);
Whalen/Flexogenix, supra (seeking to certify a class of California merchants and
guarantors).

Often “Class Action” was included in the header of the case without

further efforts to actually certify a Class.
17.

The Chief District Judge for the U.S. District Court for the Eastern

District of Pennsylvania has held that the disputes between CBSG and certain, few
individual business merchants are individual, commercial disputes. He rejected
merchants’ requests to mark the cases related, finding that each case “is not related
Page 5 of 12
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to the other cases before this Court because the issues of fact are different and the
cases arise from different transactions”; that “[t]he other cases involve Complete
Business’s relationship with different merchants and guarantors under different
merchant agreements from different time periods”; that “[t]he merchant
agreements, although similar, are separate agreements with separate merchants”;
and that “this case does not have the same issue of fact as the other cases and
does not grow out of the same transaction as the other cases.” See Annie’s Pooch
Pops, Capital Jet, Knava’s Bounce House, MH Marketing, and Sunrooms, supra.
18.

The merchants in the above-referenced litigation consistently and

repeatedly allege all manner of claims including usury, unconscionability, fraud,
unfair and deceptive trade practices, and/or purported violations of the Uniform
Commercial Code and federal Racketeer Influenced and Corrupt Organizations Act.
19.

Through the date of this Declaration, none of the proposed classes have

been certified and none of the merchants in the above-referenced litigation, or
otherwise, have prevailed against CBSG on the merits of any of their individual
claims.
20.

Instead, federal and state courts have upheld the validity of the CBSG’s

factoring agreements.
21.

For instance, in the case I litigated on behalf of CBSG, CBSG v. Boreal

Water Collection Inc., the Philadelphia County Court of Common Pleas reviewed
Page 6 of 12
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the merits of a petition to open judgment by confession. No. 17062692, 2017 WL
5652572, at * 1 (Pa. Com. Pl. Nov. 2, 2017). In Boreal Water, CBSG had entered
into a factoring agreement with a corporate defendant that an individual defendant
then personally guaranteed. Id. As with its other factoring agreements, the factoring
agreement in Boreal Water agreement provided that the corporate defendant would
sell certain future receivables to CBSG in exchange for a discounted purchase price.
Id. The Boreal Water agreement also provided that CBSG would retrieve the
receivables purchased directly from the corporate defendant’s bank account and that
the retrievals would occur over a certain number of days in a specified daily amount
until such time as CBSG received payment in full of the receipts purchased amount.
Id. The corporate defendant ultimately breached the Boreal Water factoring
agreement and CBSG filed a complaint in confession of judgment against the
corporate defendant and personal guarantor. Id. Defendants petitioned to open the
confessed judgment arguing that the Boreal Water factoring agreement was not an
account purchase transaction, but a usurious loan in violation of New York’s
criminal usury statute, despite the Pennsylvania choice-of-law provision in the
factoring agreement. Id. at *2. After analyzing the Boreal Water factoring
agreement, the court determined that the underlying transaction between the
parties was not a loan, but an account purchase transaction. Id. at *2. Because
the factoring agreement was not a loan, the court concluded that usury did not apply
Page 7 of 12
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and that defendants had no valid defense to CBSG’s breach of contract claims. Id.
Tellingly, the SEC Complaint does not reference this decision from the Court
of Common Pleas of Philadelphia County.
22.

In another case I litigated on behalf of CBSG, a federal district court

judge in the United States District Court for the Eastern District of Pennsylvania,
held that Pennsylvania law would control interpretation of CBSG’s factoring
agreements, thereby obviating any claims that the agreements constituted usurious
loans. More specifically, the Honorable C. Darnell Jones, II, recently rejected the
application of California law over a Pennsylvania choice of law provision in a CBSG
Factoring Agreement: “[T]he Court does not find that application of Pennsylvania
law to this case would offend a fundamental policy of California or “substantially
erode” the protection California seeks to extend its “necessitous, impecunious”
citizen-borrowers. All that Defendant’s briefs establish is that protecting against
usurious lending practices is of great importance to California. So, too, is this issue
of great importance to the Commonwealth. That Pennsylvania codifies limited
exceptions to its usury laws does not render its interest in protecting against usurious
lenders any less significant than that of California.” CBSG v. Thomas Alan Suess,
No. 17-4069, at p. 2 (E.D. Pa. Sept. 11, 2018) (internal citations omitted) (Jones, J.).
Judge Jones further held that “California’s usury laws are not applied universally to
all lenders” and that “the absence of an [usury] exception comparable to that of
Page 8 of 12
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Pennsylvania is not itself indicative of a fundamental policy that would be
contravened by application of Pennsylvania law here.” Id. (citation omitted).
23.

The SEC Complaint failed to note that the merchants all sign contracts

with CBSG agreeing that Pennsylvania law governs the parties’ agreement.
Pennsylvania’s Usury Law expressly states that it does not apply to “business loans
of any principal amount.” See 41 Pa. Stat. Ann. § 201(b)(3); see also Gur v. Nadav,
178 A.3d 851, 857 (Pa. Super. Ct. 2018) (recognizing, business loans are exempted
from Pennsylvania’s Usury Law). Accordingly, even if the factoring agreements
constituted loans (they do not and have not been held by any court to be a loan), they
would qualify as “business loans” that do not violate Pennsylvania’s Usury Law. See
41 Pa. Stat. Ann. § 201(b)(3). Other states’ laws are similar, at least as it relates to
corporate loans (which, again, these factoring agreements are not and no court has
held that they are). See, e.g., Md. Code Ann., Com. Law § 12-103(e)(1) (providing
that, inter alia, “A lender may charge interest at any rate if the loan is . . . [a] loan
made to a corporation”). Other states provide specific statutory protection from
usury attacks for account purchase transactions. See, e.g., Tex. Fin. Code §
306.103(b) (“For the purposes of this chapter, the parties’ characterization of an
account purchase transaction as a purchase is conclusive that the account purchase
transaction is not a transaction for the use, forbearance, or detention of money.”).
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24.

The SEC Complaint also fails to make note of the fact that courts across

the country have upheld the validity of merchant cash advance (MCA) contracts, and
rebuffed claims that such contracts were unlawful, unconscionable, fraudulent, or
usurious loans. See, e.g., In re GMI Grp., Inc., No. 19-52577, 2019 WL 3774117, at
*9 (Bankr. N.D. Ga. Aug. 9, 2019) (granting summary judgment on usury count
where “the undisputed terms of the Agreement clearly demonstrate that it is not a
loan”); In re: Steele, No. 17-03844-5, 2019 WL 3756368, at *4-5 (Bankr. E.D.N.C.
Aug. 8, 2019) (concluding transaction was sale of future receivables, not a loan);
Power Up Lending Grp., Ltd. v. Cardinal Energy Grp., Inc., No. 16-1545, 2019 WL
1473090, at *5-6 (E.D.N.Y. Apr. 3, 2019) (granting summary judgment where
transaction was sale of future receivables, not a loan); EBF Partners, LLC v. Burklow
Pharmacy, Inc., No. 2017-292, 2018 WL 6620582, at *2-3 (Fla. Cir. Ct. Nov. 29,
2018) (same); Express Working Capital, LLC v. One World Cuisine Grp., LLC, No.
15-3792, 2018 WL 4214349, at *8-9 (N.D. Tex. Aug. 16, 2018), report and
recommendation adopted, 2018 WL 4210142 (N.D. Tex. Sept. 4, 2018) (granting
motion for summary judgment where “the evidence supports Plaintiff’s claim that
the Agreements [for the sale of future receivables] are not loans, and therefore cannot
support usury as an affirmative defense or counterclaim”); NY Capital Asset Corp.
v. F & B Fuel Oil Co., 98 N.Y.S.3d 501 (N.Y. Sup. Ct. 2018) (granting summary
judgment and holding that transaction was for sale and purchase of accounts
Page 10 of 12
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receivable and not a usurious loan); Express Working Capital, LLC, v. Starving
Students, Inc., 28 F.Supp.3d 660, 671 (N.D. Tex. 2014) (“Because the Agreements
constituted valid account purchase transactions, Defendants' usury defense and
counterclaim lack merit and Plaintiff is entitled to summary judgment on its breach
of contract claim.”).
25.

Despite the fact that none of the above-referenced merchants have

prevailed on the merits of any of their claims against CBSG, many of the abovereferenced merchants involved in the above-referenced litigation against CBSG are
prominently featured, via thinly-veiled references, in the SEC Complaint filed in the
above-captioned action. See, e.g., ¶ 168 (American Heritage Billiards – Ohio
business); ¶ 169 (Capital Jet – Houston business); ¶ 171 (Whalen/Flexogenix –
California business); ¶¶ 172-173, 175 (NationalRx – Tennessee business); ¶ 179
(Fleetwood – Dallas business); ¶ 182 (TourMappers – Boston business); ¶¶ 186, 205
(HMC – Maryland business); see also id. at ¶ 177 (Amos Jones law firm – D.C.
business; no lawsuit filed); ¶ 211 (Funtime – Arizona business); ¶ 211 (New Jersey
business – any one of the following three, Annie’s Pooch Pops, MH Marketing, or
Sunrooms). CBSG suspects that the foregoing merchants, all of whom are involved,
were involved, and/or threatened litigation, are behind complaints to the SEC and
obviously biased sources of any such complaints.
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CBSG Funding Analysis
01/01/13 - 06/30/20

Period
2013
2014
2015
2016
2017
2018
2019 - Jan
2019 - Feb
2019 - Mar
2019 - Apr
2019 - May
2019 - Jun
2019 - Jul
2019 - Aug
2019 - Sep
2019 - Oct
2019 - Nov
2019 - Dec
2020 - Jan
2020 - Feb
2020 - Mar
2020 - Apr
2020 - May
2020 - June

Funding
Count
358
979
703
1,087
2,036
3,383
334
293
403
382
358
448
414
393
457
497
527
585
885
945
476
92
250
407
16,692

AVG Funding
$
29,535.63
$
17,298.00
$
40,736.23
$
62,618.09
$
93,838.93
$ 100,674.68
$
77,437.29
$
96,440.57
$
70,812.97
$
65,177.23
$
84,598.29
$
66,554.38
$
78,423.95
$
92,023.94
$ 107,197.00
$
80,794.42
$
56,885.40
$
69,540.66
$
61,504.04
$
51,126.14
$
60,799.24
$ 122,080.11
$
48,416.34
$
59,781.39
$
73,765.78

Factor
Rate
AVG¹
1.35
1.33
1.35
1.34
1.36
1.36
1.34
1.30
1.31
1.38
1.31
1.32
1.32
1.29
1.34
1.33
1.34
1.32
1.32
1.32
1.31
1.34
1.33
1.32
1.33

Avg Monthly
Term Factor% 2
120
6.1%
$
94
7.4%
$
115
6.3%
$
132
5.4%
$
139
5.4%
$
124
6.1%
$
144
4.9%
$
120
5.2%
$
108
5.9%
$
107
7.4%
$
105
6.2%
$
107
6.2%
$
104
6.4%
$
106
5.7%
$
108
6.5%
$
101
6.8%
$
97
7.2%
$
95
7.1%
$
98
6.8%
$
94
7.0%
$
93
6.9%
$
88
8.0%
$
86
8.0%
$
92
7.2%
$
107
6.5%
$

Wire Total
10,573,755.28
16,934,746.07
28,637,566.39
68,065,864.62
191,056,059.69
340,582,444.82
25,864,055.52
28,257,086.80
28,537,625.10
24,897,703.18
30,286,186.06
29,816,360.59
32,467,514.92
36,165,409.59
48,989,028.80
40,154,829.14
29,978,607.59
40,681,284.12
54,431,075.98
48,314,206.31
28,940,439.63
11,231,369.75
12,104,083.89
24,331,025.68
1,231,298,329.52

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

Funded Total
13,881,429.51
23,948,076.36
36,979,392.91
97,740,554.02
271,633,681.34
471,403,953.34
36,176,265.15
36,598,668.58
35,395,487.45
54,790,870.81
34,549,293.21
50,272,532.63
40,589,278.65
86,508,636.22
101,415,205.39
52,551,508.23
63,668,091.09
51,067,496.28
62,940,210.05
71,565,901.30
42,189,095.57
27,277,893.61
17,495,968.95
37,524,490.25
1,818,163,980.90

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

New AR
18,799,487.42
31,918,202.93
49,800,669.92
130,981,255.68
370,302,596.53
642,192,480.47
48,385,444.62
47,631,070.64
46,298,554.32
75,593,816.52
45,342,925.10
66,205,402.20
53,486,821.19
111,391,920.86
135,772,548.34
69,935,149.43
85,000,457.22
67,633,578.32
83,016,014.59
94,198,717.52
55,116,974.54
33,745,378.17
22,802,422.29
46,395,307.03
2,431,947,195.85

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

AR Total 3
5,688,670.71
9,778,474.37
17,615,473.88
59,067,326.39
177,067,138.86
305,910,444.75
313,546,855.41
327,228,270.63
332,808,186.10
342,465,691.48
344,000,270.70
350,253,767.37
361,976,660.11
382,030,257.80
412,789,245.16
423,514,559.10
432,400,304.26
441,728,644.35
470,676,683.52
486,804,522.38
478,940,624.39
412,669,652.16
400,221,204.89
402,382,550.85

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

Factoring Losses 4
1,300,265.50
1,622,534.74
3,041,476.26
5,541,535.34
12,564,294.70
33,534,406.50
1,864,994.92
1,081,775.31
2,271,698.46
991,621.12
2,553,917.12
1,585,887.15
2,591,860.57
9,033,837.09
5,870,130.67
2,222,330.76
5,223,938.48
3,442,462.16
2,113,642.73
2,520,421.33
3,471,928.32
39,588,501.59
2,203,312.74
1,940,496.65
148,177,270.21

Funding Exposure 5
$
468,013.05
$
354,874.39
$
(169,804.75)
$
203,272.18
$
2,357,051.07
$
4,745,845.88
$
335,018.71
$
(93,232.22)
$
9,610.72
$
154,659.34
$
(14,262.84)
$
26,413.85
$
537,395.64
$
718,053.01
$
(1,946,110.49)
$
167,075.96
$
1,015,324.01
$
236,782.49
$
(329,616.49)
$
34,942.92
$
(275,770.90)
$
4,565,355.67
$
614,491.01
$
570,429.30
$ 14,285,811.51

Exposure
%4
4.4%
2.1%
-0.6%
0.3%
1.2%
1.4%
1.3%
-0.3%
0.0%
0.6%
0.0%
0.1%
1.7%
2.0%
-4.0%
0.4%
3.4%
0.6%
-0.6%
0.1%
-1.0%
40.6%
5.1%
2.3%
1.2%

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

Total Deposits
10,144,412.62
21,657,990.43
33,579,213.04
64,548,823.71
174,600,565.32
350,666,989.25
27,552,044.52
25,197,661.19
29,145,670.64
30,296,449.40
31,515,625.52
27,039,054.73
30,292,477.42
28,588,170.57
42,784,608.28
40,807,674.25
37,278,536.15
42,717,695.90
40,179,540.45
41,528,592.00
41,636,586.48
29,155,289.98
27,500,491.83
29,420,598.68
1,257,834,762.35

1
2

5

Total ACH Payment
$
7,774,763.57
$
14,900,902.48
$
25,248,409.50
$
54,943,260.82
$
135,869,631.33
$
251,173,901.67
$
23,643,851.53
$
21,480,118.89
$
24,841,630.20
$
27,039,451.52
$
28,004,677.68
$
25,344,984.02
$
28,290,298.08
$
31,513,628.86
$
29,856,760.48
$
35,711,367.09
$
33,548,315.34
$
37,092,755.53
$
35,696,117.94
$
35,689,927.33
$
38,800,651.12
$
25,509,683.25
$
23,377,450.34
$
25,978,802.62
$ 1,021,331,341.19

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

Returned ACH
Return
Total
%
501,380.77 6.4%
1,073,079.75 7.2%
993,864.43 3.9%
1,795,928.41 3.3%
6,750,035.98 5.0%
15,735,352.66 6.3%
1,409,298.88 6.0%
1,331,454.65 6.2%
1,233,001.38 5.0%
1,171,326.27 4.3%
1,273,984.50 4.5%
1,544,254.31 6.1%
1,239,976.80 4.4%
1,757,649.67 5.6%
1,798,086.15 6.0%
1,813,977.58 5.1%
2,171,390.47 6.5%
2,154,560.69 5.8%
2,236,913.14 6.3%
1,768,645.73 5.0%
3,349,551.51 8.6%
2,037,300.66 8.0%
711,564.10 3.0%
1,838,687.42 7.1%
57,691,265.91 5.6%

Weighted average of factor rate in respective month based on total funding commitment per transaction.

The proportionate monthly factor rate average in respective month based on AVG Funding divided by AVG Term.
3

4

Average Daily
Deposit
$
40,519.15
$
84,225.44
$
133,316.47
$
257,306.77
$
700,045.64
$ 1,397,436.51
$ 1,312,002.12
$ 1,326,192.69
$ 1,387,889.08
$ 1,377,111.34
$ 1,432,528.43
$ 1,351,952.74
$ 1,376,930.79
$ 1,299,462.30
$ 2,139,230.41
$ 1,854,894.28
$ 1,962,028.22
$ 2,034,176.00
$ 1,913,311.45
$ 2,185,715.37
$ 1,892,572.11
$ 1,325,240.45
$ 1,375,024.59
$ 1,337,299.94

Reflects month end AR balance not including outstanding funding liabilties or defferal of revenue.

Factoring Losses realized in respective month equal to total AR balance for transactions written off against Factoring Loss reserve.

Cumulative exposure, as deteremined by funding amount minus collected payments, at the time that transactions were written off in the respective month to Factoring Losses.
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EXHIBIT B
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CBSG Balance Sheet - 07/29/20
*Non-GAAP Adjusted Figures

Assets
Cash Accounts
Empire Bank
First Bank
Chase Bank
Bank of San Juan
Total Cash Accounts

Total*
$ 7,593,574.48
$ 8,120,174.51
$
323,114.91
$ 2,206,358.40
$ 18,243,222.30

ACH Reserves
Actum ACH
Priority ACH
Fedchex ACH
NMI Payment Gateway
Authorize.net Reserve
Total ACH Reserves

$
$
$
$
$
$

Accounts Receivable
Client RTR
Consolidation Funding
Total Accounts Receivable

$ 421,125,706.30
$ (7,261,593.15)
$ 413,864,113.15

Other Assets
EUQO Capital Contributions
Notes Receivable
Fixed Assets
Total Other Assets

$ 6,289,887.55
$ 6,422,244.63
$
35,573.30
$ 12,747,705.48

2,212,052.74
4,592,643.28
1,320,893.91
164,680.89
173,495.60
8,463,766.42

Total Assets

$ 453,318,807.35

Liabilities & Equity
Current Liabilties
Accounts Payable
Amex Corporate
Total Current Liabilities

$
$
$

140,584.23
40,194.07
180,778.30

Notes Payable
Creditor Liabilities
Other Notes Payable
Total Notes Payable

$ 365,293,654.10
$ 1,086,012.73
$ 366,379,666.83

Joint Funding Liability
BAS Joint Funding
Bulls Head Joint Funding
CS 2000 Joint Funding
Eagle Joint Funding
JRM Joint Funding
Liquid Gold Joint Funding
ROC Joint Funding
SJM Joint Funding
USC Joint Funding
Total Joint Funding

$
6,797.80
$
6,797.80
$ 18,889,516.72
$
128,861.03
$
28,499.96
$
58,307.53
$
95,180.49
$
750.00
$
122,181.81
$ 19,336,893.14

Total Liabilties

$ 385,897,338.27

Equity
Retained Earnings
Net Income
Total Equity

$ 21,615,348.66
$ 45,806,120.42
$ 67,421,469.08

Total Liabilities & Equity

$ 453,318,807.35
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CBSG Creditors - 07/31/20
Creditor
AB
AB
AB
AB
AB
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AG
AL
AL
AL
AL
BL
CA
CA
CA
CH
DA
DA
DA
DA
ED
EQ

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

Balance
6,641,800.00
27,904,000.00
20,631,150.00
17,125,074.38
18,324,690.00
223,000.00
318,000.00
620,550.00
821,695.00
300,326.24
518,250.00
864,250.00
1,069,500.00
3,795,438.11
2,886,900.00
4,954,787.00
4,891,487.31
3,843,400.00
2,891,965.62
1,140,500.00
1,719,438.04
1,445,000.00
4,227,150.00
4,183,513.27
3,256,414.99
645,700.00
607,075.40
820,350.00
505,950.00
325,300.00
489,167.03
662,050.00
145,250.00
281,200.00
1,442,700.00
887,700.00
1,407,316.95
1,308,915.56
150,000.00
721,700.00
1,714,050.03
1,257,100.00
35,586.45
692,857.43
15,500,000.00
175,000.00
600,000.00
1,899,950.00
1,412,000.00
201,000.00
18,493,211.16
150,000.00
1,500,000.00
1,050,000.00
1,190,000.00
500,000.00
450,000.00
1,065,000.00

Creditor
EZ
EZ
FI
GA
GA
GE
GR
IS
IS
JA
JA
JA
JO
JO
JO
KA
LI
LW
LW
LW
MA
MA
MA
MA
MC
MC
MC
ME
ME
ME
MI
MI
MI
MK
NA
NA
PA
PA
PI
RA
RE
RE
RE
RI
RO
SH
SH
SP
ST
ST
ST
TE
TI
TI
VI
VK
WE
WO

Balance
$ 3,981,250.00
$ 1,600,000.00
$ 7,455,000.00
$ 2,000,000.00
$ 2,000,000.00
$ 4,000,000.00
$ 1,380,000.00
$ 2,000,000.00
$ 15,000,000.00
$ 3,000,000.00
$
201,000.00
$
503,000.00
$
650,000.00
$ 2,200,000.00
$
225,000.00
$
675,000.00
$
325,000.00
$ 1,213,586.80
$
636,000.00
$ 4,884,473.00
$ 4,325,735.00
$
500,000.00
$
230,000.00
$
350,000.00
$
600,000.00
$
200,000.00
$ 8,950,000.00
$
786,000.00
$
500,000.00
$ 18,018,319.00
$
100,000.00
$ 3,275,000.00
$ 4,650,500.00
$ 1,353,775.00
$
50,000.00
$ 3,685,000.00
$ 5,900,000.00
$
281,250.00
$ 14,162,100.00
$
987,300.32
$
250,000.00
$ 7,000,000.00
$ 5,000,000.00
$ 1,000,000.00
$
500,000.00
$ 1,000,000.00
$ 9,946,700.00
$ 3,976,600.00
$
70,000.00
$ 1,004,000.00
$ 7,903,980.00
$ 1,000,000.00
$ 1,169,375.01
$ 5,395,000.00
$
940,000.00
$
600,000.00
$ 2,317,300.00
$
502,000.00
$ 365,293,654.10

Case
Case9:20-cv-81205-RAR
9:20-cv-81205-RAR Document
Document148-13
106-1 Entered
Enteredon
onFLSD
FLSDDocket
Docket08/07/2020
08/14/2020 Page
Page11
12of
of
14
15

EXHIBIT D
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CBSG Financial Summary
January 2019 - June 2020
Profit & Loss*
Income
Revenue

January-19
$ 11,180,029.05

February-19
$ 10,305,615.16

$

March-19
9,396,816.08

April-19
$ 17,758,320.49

$

May-19
8,270,361.52

June-19
$ 12,272,922.48

July-19
$ 12,766,307.21

August-19
$ 23,549,988.57

September-19
$ 31,147,007.09

October-19
$ 15,436,897.42

November-19
$ 20,830,992.03

December-19
$ 16,020,608.45

January-20
$ 17,900,461.60

February-20
$ 23,425,005.91

March-20
$ 13,865,850.50

$

April-20
6,467,484.84

$

May-20
5,306,453.44

$

June-20
8,867,816.58

$
$
$
$
$
$

859,318.94
1,864,994.92
1,133,071.72
2,755,694.48
3,324,715.93
9,937,795.99

$
$
$
$
$
$

398,238.92
1,081,775.31
841,021.93
2,802,710.92
3,171,873.38
8,295,620.46

$
391,958.68
$ 2,271,698.46
$ 1,658,050.15
$ 3,555,038.89
$ 3,138,866.85
$ 11,015,613.03

$
423,357.37
$
991,621.12
$ 1,052,625.01
$ 3,636,394.26
$ 3,960,941.65
$ 10,064,939.41

$
$
$
$
$
$

442,523.86
2,553,917.12
1,230,743.60
25,000.00
4,494,736.28
8,746,920.86

$
$
$
$
$
$

705,346.62
1,585,887.15
1,369,243.67
1,185,421.00
5,063,736.65
9,909,635.09

$ 2,414,818.55
$ 2,591,860.57
$ 1,220,143.38
$ 2,549,171.17
$ 4,430,954.76
$ 13,206,948.43

$
315,161.34
$ 9,033,837.09
$ 1,244,214.88
$
25,000.00
$ 4,549,831.31
$ 15,168,044.62

$
648,656.15
$ 5,870,130.67
$ 1,499,106.80
$ 4,795,675.00
$ 5,298,641.05
$ 18,112,209.67

$ 1,427,086.72
$ 2,222,330.76
$ 1,079,274.92
$ 5,360,119.89
$ 5,271,106.75
$ 15,359,919.04

$
521,076.04
$ 5,223,938.48
$
988,615.39
$
25,000.00
$ 5,318,252.80
$ 12,076,882.71

$
$
$
$
$
$

551,125.83
3,442,832.74
276,603.56
25,000.00
5,679,413.13
9,974,975.26

$
483,761.71
$ 2,118,718.73
$ 2,169,664.57
$ 8,083,492.33
$ 5,674,427.87
$ 18,530,065.21

$
870,417.81
$ 2,713,797.05
$ 2,617,900.57
$ 1,829,239.00
$ 5,975,987.27
$ 14,007,341.70

$
$
$
$
$
$

742,163.24
3,471,928.32
983,885.74
3,242,092.18
8,440,069.48

$
421,638.11
$ 39,588,501.59
$
36,953.70
$
$
$ 40,047,093.40

$
$
$
$
$
$

736,721.83
2,203,312.74
222,631.99
940,257.76
4,102,924.32

$
$
$
$
$
$

869,732.12
1,940,496.65
399,980.40
2,191,633.32
5,401,842.49

Net Income $

1,242,233.06

$

2,009,994.70

$ (1,618,796.95) $

(476,559.34) $

2,363,287.39

$

$ 13,034,797.42

$

$

$

6,045,633.19

$

$

5,425,781.02

$ (33,579,608.56) $

1,203,529.12

$

3,465,974.09

Expenses
SG&A
Factoring Losses
Commissions
Consulting
Interest
Total Expenses

7,693,381.08

$

(440,641.22) $

8,381,943.95

76,978.38

8,754,109.32

(629,603.61) $

9,417,664.21

Balance Sheet
Assets
ACH Reserve
Cash Accounts
Accounts Receivable
Consolidation Funding
Other Assets
Total Assets

$ 5,223,338.66
$ 6,855,063.49
$ 313,546,855.41
$ (33,064,424.25)
$ 3,081,958.87
$ 295,642,792.18

$ 5,527,115.49
$ 1,765,405.76
$ 327,228,270.63
$ (36,508,338.25)
$ 3,032,254.20
$ 301,044,707.83

$ 6,026,512.36
$ 7,540,597.54
$ 332,808,186.10
$ (37,293,192.24)
$ 3,096,770.93
$ 312,178,874.69

$ 5,760,335.11
$ 20,356,478.99
$ 342,465,691.48
$ (32,384,839.02)
$ 3,065,037.77
$ 339,262,704.33

$ 6,061,936.41
$ 30,611,242.24
$ 344,000,270.70
$ (28,919,444.74)
$ 3,172,656.65
$ 354,926,661.26

$ 5,590,773.37
$ 42,018,549.31
$ 350,253,767.37
$ (26,541,273.49)
$ 3,444,692.18
$ 374,766,508.74

$ 5,847,723.67
$ 39,634,854.64
$ 361,976,660.11
$ (25,539,150.26)
$ 3,585,420.70
$ 385,505,508.86

$ 7,273,752.93
$ 38,343,212.74
$ 382,030,257.80
$ (22,646,224.58)
$ 3,719,490.40
$ 408,720,489.29

$ 7,431,446.99
$ 41,345,191.65
$ 412,789,245.16
$ (35,489,069.54)
$ 4,065,328.89
$ 430,142,143.15

$ 7,563,856.99
$ 34,870,948.81
$ 423,514,559.10
$ (31,779,014.28)
$ 4,998,048.01
$ 439,168,398.63

$ 8,045,487.41
$ 39,355,985.91
$ 432,400,304.26
$ (28,879,113.15)
$ 6,061,594.51
$ 456,984,258.94

$ 14,076,606.69
$ 30,681,144.80
$ 443,234,811.68
$ (27,064,582.13)
$ 8,057,629.88
$ 468,985,610.92

$ 10,189,280.82
$ 26,301,441.42
$ 466,077,987.04
$ (27,698,015.13)
$ 9,811,811.97
$ 484,682,506.12

$ 19,087,898.57
$ 14,941,786.64
$ 486,804,522.38
$ (28,594,146.69)
$ 9,553,810.20
$ 501,793,871.10

$ 9,934,576.85
$ 24,284,855.29
$ 488,640,436.32
$ (24,254,317.30)
$ 10,600,492.19
$ 509,206,043.35

$ 7,767,577.57
$ 32,015,299.86
$ 412,669,652.16
$ (4,169,674.73)
$ 10,112,833.49
$ 458,395,688.35

$ 8,046,600.55
$ 36,596,727.61
$ 400,221,204.89
$ (1,772,083.53)
$ 12,337,548.68
$ 455,429,998.20

$ 10,092,871.64
$ 33,685,664.43
$ 402,382,550.85
$ (3,459,562.00)
$ 12,692,209.94
$ 455,393,734.86

Liabilities
Accounts Payable
Creditor Loans
Joint Funding Payable
Total Liabilties

$
40,691.36
$ 185,622,460.00
$ 24,019,739.31
$ 209,682,890.67

$
38,548.75
$ 191,218,088.00
$ 24,273,023.24
$ 215,529,659.99

$
21,191.64
$ 205,882,146.45
$ 23,432,315.94
$ 229,335,654.03

$
4,117.74
$ 223,373,958.94
$ 25,098,343.74
$ 248,476,420.42

$
60,019.93
$ 241,247,275.24
$ 25,698,475.85
$ 267,005,771.02

$
125,874.37
$ 259,696,492.23
$ 25,427,133.62
$ 285,249,500.22

$
42,860.86
$ 274,904,272.04
$ 27,012,266.75
$ 301,959,399.65

$
32,192.50
$ 285,300,880.04
$ 26,237,170.67
$ 311,570,243.21

$
58,576.67
$ 303,348,834.87
$ 25,982,796.70
$ 329,390,208.24

$
30,770.50
$ 317,938,592.11
$ 28,015,837.66
$ 345,985,200.27

$
31,746.74
$ 330,882,066.57
$ 27,263,191.11
$ 358,177,004.42

$
515,805.37
$ 342,378,709.06
$ 24,075,311.70
$ 366,969,826.13

$
458,412.56
$ 353,778,104.38
$ 24,156,246.88
$ 378,392,763.82

$
822,437.94
$ 371,932,613.69
$ 24,230,882.39
$ 396,985,934.02

$ 1,004,815.45
$ 380,409,655.65
$ 24,229,315.09
$ 405,643,786.19

$
27,679.38
$ 380,409,655.65
$ 25,510,236.09
$ 405,947,571.12

$
68,070.38
$ 371,244,603.65
$ 25,509,744.20
$ 396,822,418.23

$
52,897.82
$ 366,538,307.65
$ 26,405,136.22
$ 392,996,341.69

Net Equity $ 85,959,901.51

$ 85,515,047.84

$ 82,843,220.66

$ 90,786,283.91

$ 87,920,890.24

$ 89,517,008.52

$ 83,546,109.21

$ 97,150,246.08

$ 100,751,934.91

$ 93,183,198.36

$ 98,807,254.52

$ 102,015,784.79

$ 106,289,742.30

$ 104,807,937.08

$ 103,562,257.16

$ 52,448,117.23

$ 58,607,579.97

$ 62,397,393.17

393
$ 36,165,409.59
$ 86,508,636.22
$ 111,391,920.86
$ 31,513,628.86
$ 1,757,649.67
5.6%

457
$ 48,989,028.80
$ 101,415,205.39
$ 135,772,548.34
$ 29,856,760.48
$ 1,798,086.15
6.0%

$
$
$
$
$

497
40,154,829.14
52,551,508.23
69,935,149.43
35,711,367.09
1,813,977.58
5.1%

$
$
$
$
$

527
29,978,607.59
63,668,091.09
85,000,457.22
33,548,315.34
2,171,390.47
6.5%

$
$
$
$
$

585
40,681,284.12
51,067,496.28
67,633,578.32
37,092,755.53
2,154,560.69
5.8%

$
$
$
$
$

885
54,431,075.98
62,940,210.05
83,016,014.59
35,696,117.94
2,236,913.14
6.3%

$
$
$
$
$

945
48,314,206.31
71,565,901.30
94,198,717.52
35,689,927.33
1,768,645.73
5.0%

$
$
$
$
$

469
28,524,315.36
31,963,157.33
42,745,970.10
38,800,651.12
3,349,551.51
8.6%

$
$
$
$
$

92
11,231,369.75
27,277,893.61
33,745,378.17
25,509,683.25
2,037,300.66
8.0%

$
$
$
$
$

250
12,104,083.89
17,495,968.95
22,802,422.29
23,377,450.34
711,564.10
3.0%

$
$
$
$
$

407
24,331,025.68
37,524,490.25
46,395,307.03
25,978,802.62
1,838,687.42
7.1%

$

$

$

80,794.42

$

56,885.40

$

69,540.66

$

61,504.04

$

51,126.14

$

60,819.44

$

122,080.11

$

48,416.34

$

59,781.39

Funding
Deal Count
Wired
Funded
New AR
ACH Deposits
Returned Payments
Returned Payment %

$
$
$
$
$

334
25,864,055.52
36,176,265.15
48,385,444.62
23,643,851.53
1,409,298.88
6.0%

$
$
$
$
$

293
28,257,086.80
36,598,668.58
47,631,070.64
21,480,118.89
1,331,454.65
6.2%

$
$
$
$
$

403
28,537,625.10
35,395,487.45
46,298,554.32
24,841,630.20
1,233,001.38
5.0%

$
$
$
$
$

382
24,897,703.18
54,790,870.81
75,593,816.52
27,039,451.52
1,171,326.27
4.3%

$
$
$
$
$

358
30,286,186.06
34,549,293.21
45,342,925.10
28,004,677.68
1,273,984.50
4.5%

$
$
$
$
$

448
29,816,360.59
50,272,532.63
66,205,402.20
25,344,984.02
1,544,254.31
6.1%

$
$
$
$
$

414
32,467,514.92
40,589,278.65
53,486,821.19
28,290,298.08
1,239,976.80
4.4%

AVG Funding

$

77,437.29

$

96,440.57

$

70,812.97

$

65,177.23

$

84,598.29

$

66,554.38

$

78,423.95

*non-GAAP adjusted figures for 2019 and Q1 / Q2 2020

92,023.94

107,197.00
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Litigation Release No. 21592 / July 15, 2010
Securities and Exchange Commission v. Goldman, Sachs & Co. and Fabrice
Tourre, Civil Action No. 10 Civ. 3229 (S.D.N.Y. filed April 16, 2010)
GOLDMAN SACHS TO PAY RECORD $550 MILLION TO SETTLE SEC CHARGES
RELATED TO SUBPRIME MORTGAGE CDO
Firm Acknowledges CDO Marketing Materials Were Incomplete and Should Have
Revealed Paulson's Role
The Securities and Exchange Commission today announced that Goldman, Sachs & Co.
will pay $550 million and reform its business practices to settle SEC charges that Goldman
misled investors in a subprime mortgage product just as the U.S. housing market was
starting to collapse.
In agreeing to the SEC's largest-ever penalty paid by a Wall Street firm, Goldman also
acknowledged that its marketing materials for the subprime product contained incomplete
information.
In its April 16 complaint, the SEC alleged that Goldman misstated and omitted key facts
regarding a synthetic collateralized debt obligation (CDO) it marketed that hinged on the
performance of subprime residential mortgage-backed securities. Goldman failed to
disclose to investors vital information about the CDO, known as ABACUS 2007-AC1,
particularly the role that hedge fund Paulson & Co. Inc. played in the portfolio selection
process and the fact that Paulson had taken a short position against the CDO.
In settlement papers submitted to the U.S. District Court for the Southern District of New
York, Goldman made the following acknowledgement:
Goldman acknowledges that the marketing materials for the ABACUS 2007AC1 transaction contained incomplete information. In particular, it was a
mistake for the Goldman marketing materials to state that the reference
portfolio was "selected by" ACA Management LLC without disclosing the role
of Paulson & Co. Inc. in the portfolio selection process and that Paulson's
economic interests were adverse to CDO investors. Goldman regrets that the
marketing materials did not contain that disclosure.
Goldman agreed to settle the SEC's charges without admitting or denying the allegations
by consenting to the entry of a final judgment that provides for a permanent injunction
from violations of Section 17(a) of the Securities Act of 1933. Of the $550 million to be
paid by Goldman in the settlement, $250 million would be returned to harmed investors
through a Fair Fund distribution and $300 million would be paid to the U.S. Treasury.
The settlement also requires remedial action by Goldman in its review and approval of
offerings of certain mortgage securities. This includes the role and responsibilities of
internal legal counsel, compliance personnel, and outside counsel in the review of written
marketing materials for such offerings. The settlement also requires additional education
and training of Goldman employees in this area of the firm's business. In the settlement,
Goldman acknowledged that it is presently conducting a comprehensive, firm-wide review
of its business standards, which the SEC has taken into account in connection with the
settlement of this matter.
The settlement is subject to approval by the Honorable Barbara S. Jones, United Sates
District Judge for the Southern District of New York.
Today's settlement, if approved by Judge Jones, resolves the SEC's enforcement action
against Goldman related to the ABACUS 2007-AC1 CDO. It does not settle any other past,
current or future SEC investigations against the firm. Meanwhile, the SEC's litigation
continues against Fabrice Tourre, a vice president at Goldman.
The SEC investigation that led to the filing and settlement of this enforcement action was
conducted by the Enforcement Division's Structured and New Products Unit, led by
Kenneth Lench and Reid Muoio, and including Jason Anthony, N. Creola Kelly, Melissa
Lamb, and Jeffrey Leasure. Additionally, together with Deputy Director Reisner, Richard
Simpson, David Gottesman, and Jeffrey Tao have been handling the litigation.
Additional Materials:
Litigation Release No. 21489 (SEC v. Goldman, Sachs & Co. and Fabrice Tourre)
http://www.sec.gov/litigation/litreleases/2010/lr21592.htm
Last modified: 7/15/2010
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UNIlED STAlES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION,
Plaintiff,
1O-CV-3229 (BSJ)
v.

GOLDMAN, SACHS & CO. and
FABRICE TOURRE,
Defendants.

CONSENT OF DEFENDANT GOLDMAN, SACHS & CO.
1.

Defendant Goldman, Sachs & Co. ("Defendant" or "Goldman") acknowledges

having been served with the complaint in this action, enters a general appearance, and admits the
Court's jurisdiction over Defendant and over the subject matter of this action.
2.

Without admitting or denying the allegations of the complaint (except as to

personal and subject matter jurisdiction, which Defendant admits), Defendant hereby consents to
the entry of the final Judgment in the form attached hereto (the "Final Judgment") and
incorporated by reference herein, which, among other things:
(a)

permanently restrains and enjoins Defendant from violation of Section
17(a) of the Securities Act of 1933 [15 U.S.c. §77q(a)];

(b)

orders Defendant to pay disgorgement in the amount of $15,000,000;

(c)

orders Defendant to pay a civil penalty in the amount of $535,000,000
under Section 20(d)(2) of the Securities Act [15 U.S.c. §77t(d)(2)]; and

1
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(d)

orders Defendant to comply with specified undertakings for three (3) years

from the entry of the Final Judgment.
3.

Goldman acknowledges that the marketing materials for the ABACUS 2007-ACI

transaction contained incomplete information. In particular, it was a mistake for the Goldman
marketing materials to state that the reference portfolio was "selected by" ACA Management
LLC without disclosing the role of Paulson & Co. Inc. in the portfolio selection process and that
Paulson's economic interests were adverse to CDO investors. Goldman regrets that the
marketing materials did not contain that disclosure.
4.

Defendant acknowledges that the civil penalty paid pursuant to the Final

Judgment may be distributed pursuant to the Fair Fund provisions of Section 308(a) of the
Sarbanes-Oxley Act of 2002. Regardless of whether any such Fair Fund distribution is made, the
civil penalty shall be treated as a penalty paid to the government for all purposes, including all
tax purposes. To preserve the deterrent effect of the civil penalty, Defendant agrees that it shall
not, after offset or reduction of any award of compensatory damages in any Related Investor
Action based on Defendant's payment of disgorgement in this action, argue that it is entitled to,
nor shall it further benefit by, offset or reduction of such compensatory damages award by the
amount of any part of Defendant's payment of a civil penalty in this action ("Penalty Offset"). If
the court in any Related Investor Action grants such a Penalty Offset, Defendant agrees that it
shall, within 30 days after entry of a final order granting the Penalty Offset, notify the
Commission's counsel in this action and pay the amount of the Penalty Offset to the United
States Treasury or to a Fair Fund, as the Commission directs. Such a payment shall not be
deemed an additional civil penalty and shall not be deemed to change the amount of the civil
penalty imposed in this action. For purposes of this paragraph, a "Related Investor Action"

2
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means a private damages action brought against Defendant by or on behalf of one or more
investors based on substantially the same facts as alleged in the complaint in this action.
5.

Defendant agrees that it shall not seek or accept, directly or indirectly,

reimbursement or indemnification from any source, including but not limited to payment made
pursuant to any insurance policy, with regard to any civil penalty amounts that Defendant pays
pursuant to the Final Judgment, regardless of whether such penalty amounts or any part thereof
are added to a distribution fund or otherwise used for the benefit of investors. Defendant further
agrees that it shall not claim, assert, or apply for a tax deduction or tax credit with regard to any
federal, state, or local tax for any penalty amounts that Defendant pays pursuant to the Final
Judgment, regardless of whether such penalty amounts or any part thereof are added to a
distribution fund or otherwise used for the benefit of investors.
6.

Defendant acknowledges that the Court is not imposing a civil penalty in excess

of $535,000,000 based on Defendant's agreement to cooperate as set forth in Paragraph 17
below. Defendant consents that if at any time following the entry of the Final Judgment the
Defendant does not comply in any material respect with its agreement to cooperate, the
Commission may, at its sole discretion with reasonable notice to the Defendant, petition the
Court for an order requiring Defendant to pay an additional civil penalty. In connection with the
Commission's motion for civil penalties, and at any hearing held on such a motion: (a)
Defendant will be precluded from arguing that it did not violate the federal securities laws as
alleged in the Complaint; (b) Defendant may not challenge the validity of the Final Judgment,
this Consent, or any related Undertakings; (c) the allegations of the Complaint, solely for the
purposes of such motion, shall be accepted as and deemed true by the Court; and (d) the Court
may determine the issues raised in the motion on the basis of affidavits, declarations, excerpts of

3
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sworn deposition or investigative testimony, and documentary evidence without regard to the
standards for summary judgment contained in Rule 56(c) of the Federal Rules of Civil
Procedure. Under these circumstances, the parties may take discovery, including discovery from
appropriate non-parties.
7.

Defendant agrees to comply with the following undertakings, which shall expire

three (3) years from the entry of the Final Judgment herein:
(a)

Product Review and Approval

Firmwide Capital Committee. Defendant shall expand the role of its Firmwide Capital
Committee (or any successor committee, the "FCC") in the vetting and approval process for
offerings of residential mortgage-related securities, including, but not limited to, collateralized
debt obligations that reference such securities (collectively "mortgage securities"). Except as
described below, offerings of mortgage securities by Defendant's Mortgage Department will first
be presented to the Structured Finance Capital Committee (or any successor committee, the
"SFCC"), formerly the Mortgage Capital Committee. If the transaction is approved by the
SFCC, it shall then be presented to the FCC, which, among other things, shall have the right in
its sole discretion to approve or reject any such offerings. The FCC, in its discretion, may direct
that some or all mortgage securities offerings shall be brought directly to the FCC. The FCC
shall ensure that processes are in place so that written marketing materials (as defined below) for
mortgage securities offerings do not include any material misstatement or omit to state a material
fact necessary in order to make the statements made, in light of the circumstances under which
they were made, not misleading.
(b)

Role of Internal Legal and Compliance
1.

Marketing Materials. All written marketing materials (i.e.,

investor presentations or "flip books," term sheets, and offering circulars/prospectuses) used in

4
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connection with mortgage securities offerings must be reviewed by representatives of
Defendant's Legal Department or Compliance Department. The review process shall also
include a review of the relevant memoranda presented to the FCC/SFCC as part of the approval
process for mortgage securities offerings and all other material terms of the proposed transaction.
Defendant shall establish and maintain a centralized process to record these reviews through
recordation and retention of:
a.

The name of each person in the Legal Department or the

Compliance Department who reviewed the materials;

2.

b.

The date of completion of review; and

c.

A list of the materials reviewed.

Internal Audit. On at least an annual basis, Defendant's internal

audit function shall conduct a review to determine that these requirements are being complied
with. Any deficiencies noted by internal audit shall be promptly addressed by Defendant.
(c)

Role of Outside Counsel

In offerings of mortgage securities where Defendant is the lead underwriter and retains
outside counsel to advise on the offering, such counsel will be asked to review the term sheets, if
any, the offering circular or prospectus, and the form of any other marketing materials used in
connection with the offering. In order to enhance the effectiveness of its review, outside counsel
will be provided with the relevant FCC and/or SFCC memoranda as background information and
such other documents necessary to reflect all material terms of the transaction.

5
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(d)

Education and Training
1.

Within sixty (60) days following the hiring by, or transfer to,

Defendant's Mortgage Department of new individuals who will be involved with the structuring
or marketing of mortgage securities offerings, each such person shall participate in a training
program that includes, among other matters, instruction on the disclosure requirements under the
Federal securities laws and that specifically addresses the application of those requirements to
offerings of mortgage securities.
2.

Not less frequently than annually, each person in Defendant's

Mortgage Department who is involved in the structuring or marketing of mortgage securities
offerings shall participate in a training seminar that covers, among other matters, disclosure
requirements under the Federal securities laws applicable to offerings of mortgage securities.
The first training seminar shall take place not later than sixty (60) days following the date of the
Final Judgment.
3.

Defendant shall provide for appropriate record keeping to track

compliance with these requirements.
(e)

Certification of Compliance by Defendant

The General Counselor the Global Head of Compliance of Defendant shall certify
annually (one year, two years, and three years, respectively, after the date of entry of this Final
Judgment), in writing, compliance in all material respects with the undertakings set forth above.
The Commission staff may make reasonable requests for further evidence of compliance, and
Defendant agrees to provide such evidence. The certification and any such additional materials
shall be submitted to Kenneth R. Lench, Chief of the Structured and New Products Unit, with a
copy to the Office of Chief Counsel of the Enforcement Division.

6
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In addition, Defendant acknowledges that it is presently conducting a comprehensive,

firmwide review of its business standards. This review includes, among other things, an
evaluation of Defendant's conflict management, disclosure and transparency of firmwide
activities, structured products and suitability, education, training and business ethics, and client
relationships and responsibilities. The Commission has taken this review into account in
connection with the settlement of this matter.
8.

Defendant waives the entry of findings of fact and conclusions of law pursuant to

Rule 52 of the Federal Rules of Civil Procedure.
9.

Defendant waives the right, if any, to a jury trial and to appeal from the entry of

the Final Judgment.
10.

Defendant enters into this Consent voluntarily and represents that no threats,

offers, promises, or inducements of any kind have been made by the Commission or any
member, officer, employee, agent, or representative of the Commission to induce Defendant to
enter into this Consent.
11.

Defendant agrees that this Consent shall be incorporated into the Final Judgment

with the same force and effect as if fully set forth therein.
12.

Defendant will not oppose the enforcement of the Final Judgment on the ground,

if any exists, that it fails to comply with Rule 65(d) of the Federal Rules of Civil Procedure, and
hereby waives any objection based thereon.
13.

Defendant waives service of the Final Judgment and agrees that entry of the Final

Judgment by the Court and filing with the Clerk of the Court will constitute notice to Defendant
of its terms and conditions. Defendant further agrees to provide counsel for the Commission,

7
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within thirty days after the Final Judgment is filed with the Clerk of the Court, with an affidavit
or declaration stating that Defendant has received and read a copy of the Final Judgment.
14.

Consistent with 17 C.F.R. 202.5(f), this Consent resolves only the claims asserted

against Defendant in this civil proceeding. Defendant acknowledges that no promise or
representation has been made by the Commission or any member, officer, employee, agent, or
representative of the Commission with regard to any criminal liability that may have arisen or
may arise from the facts underlying this action or immunity from any such criminal liability.
Defendant waives any claim of Double Jeopardy based upon the settlement of this proceeding,
including the imposition of any remedy or civil penalty herein. Defendant further acknowledges
that the Court's entry of a permanent injunction may have collateral consequences under federal
or state law and the rules and regulations of self-regulatory organizations, licensing boards, and
other regulatory organizations. Such collateral consequences include, but are not limited to, a
statutory disqualification with respect to membership or participation in, or association with a
member of, a self-regulatory organization. This statutory disqualification has consequences that
are separate from any sanction imposed in an administrative proceeding. In addition, in any
disciplinary proceeding before the Commission based on the entry of the injunction in this
action, Defendant understands that it shall not be permitted to contest the factual allegations of
the complaint in this action.
15.

Defendant understands and agrees to comply with the Commission's policy "not

to permit a defendant or respondent to consent to a judgment or order that imposes a sanction
while denying the allegations in the complaint or order for proceedings." 17 c.F.R. § 202.5. In
compliance with this policy, Defendant agrees: (i) not to take any action or to make or permit to
be made any public statement denying, directly or indirectly, any allegation in the complaint or

8
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creating the impression that the complaint is without factual basis; and (ii) that upon the filing of
this Consent, Defendant hereby withdraws any papers filed in this action to the extent that they
deny any allegation in the complaint. If Defendant breaches this agreement, the Commission
may petition the Court to vacate the Final Judgment and restore this action to its active docket.
Nothing in this paragraph affects Defendant's: (i) testimonial obligations; or (ii) right to take
legal or factual positions in litigation or other legal proceedings in which the Commission is not
a party.
16.

Defendant hereby waives any rights under the Equal Access to Justice Act, the

Small Business Regulatory Enforcement Fairness Act of 1996, or any other provision of law to
seek from the United States, or any agency, or any official of the United States acting in his or
her official capacity, directly or indirectly, reimbursement of attorney's fees or other fees,
expenses, or costs expended by Defendant to defend against this action. For these purposes,
Defendant agrees that Defendant is not the prevailing party in this action since the parties have
reached a good faith settlement.
17.

In connection with this action and any related judicial or administrative

proceeding or investigation commenced by the Commission or to which the Commission is a
party, Defendant (i) agrees to require its employees to make themselves available for interviews
at such times and places reasonably requested by the Commission staff; (ii) agrees to require that
its employees testify at trial and other judicial proceedings when requested by Commission staff;
(iii) will produce non-privileged documents and other materials as requested by the Commission
staff; (iv) will accept service by mail or facsimile transmission of notices or subpoenas issued by
the Commission for documents or testimony at depositions, hearings, or trials, or in connection
with any related investigation by Commission staff; (v) appoints Defendant's undersigned
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attorney as agent to receive service of such notices and subpoenas; (vi) with respect to such
notices and subpoenas, waives the territorial limits on service contained in Rule 45 of the Federal
Rules of Civil Procedure and any applicable local rules, provided that the party requesting the
testimony reimburses Defendant's travel, lodging, and subsistence expenses at the then-prevailing

u.s. Government per diem rates; and (vii) consents to personal jurisdiction over Defendant in any
United States District Court for purposes of enforcing any such subpoena.
18.

Defendant agrees that the Commission may present the Final Judgment to the

Court for signature and entry without further notice.
19.

Defendant agrees that this Court shall retain jurisdiction over this matter for the

purpose of enforcing the terms of the Final Judgment.

Dated: --:rVl.\~

\"" \ 2.0 \0

Goldman, Sachs & COD

~(.

By:
"
Gregory K. Palm
Managing Director and General Counsel
Goldman, Sachs & Co.
200 West Street, 15 th Floor
New York, NY 10282

G~OS\1

p~

,

,2010,
k..
a person known to me,
On J0ly 14)
personally appeared before me and acknowled.zed executing the,.(oregoing Consent with full
authority to do so on behalf ofDI4-,,CeJ..tt;. as its ~ u~

NORMAN FElT
.
NOTARY PUBLIC, State of New York
No 31·5005700
Q~aliHed in New York County'
CommIssion Expires Dec 14, 1& 'Zc)IQ
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Approved as to form:

7E£1f ~'-Fr Gandalfo V. DiBlasi
Karen Patten Seymour
Sullivan & Cromwell LLP
125 Broad Street
New York, NY 10004
(212) 558-4000
Attorneys for Defendant
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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION,
Plaintiff,
IO-CV-3229 (BSJ)

v.
GOLDMAN, SACHS & CO. and
FABRICE TOURRE,
Defendants.

FINAL JUDGMENT AS TO DEFENDANT GOLDMAN, SACHS & CO.
The Securities and Exchange Commission having filed a Complaint and Defendant
Goldman, Sachs & Co. ("Defendant" or "Goldman") having entered a general appearance;
consented to the Court's jurisdiction over Defendant and the subject matter of this action;
consented to entry of this Final Judgment without admitting or denying the allegations of the
Complaint (except as to jurisdiction); waived findings of fact and conclusions of law; and waived
any right to appeal from this Final Judgment:

I.
IT IS HEREBY ORDERED, ADJUDGED, AND DECREED that Defendant and
Defendant's agents, servants, employees, attorneys, and all persons in active concert or
participation with them who receive actual notice ofthis Final Judgment by personal service or
otherwise are permanently restrained and enjoined from violating Section 17(a) of the Securities
Act of 1933 (the "Securities Act") [15 U.S.C. § 77q(a)] in the offer or sale of any security by the
use of any means or instruments of transportation or communication in interstate commerce or by
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use of the mails, directly or indirectly:
(a)

to employ any device, scheme, or artifice to defraud;

(b)

to obtain money or property by means of any untrue statement of a material fact
or any omission of a material fact necessary in order to make the statements
made, in light of the circumstances under which they were made, not misleading;
or

(c)

to engage in any transaction, practice, or course of business which operates or
would operate as a fraud or deceit upon the purchaser.

II.
IT IS HEREBY FURTHER ORDERED, ADJUDGED, AND DECREED that Defendant
is liable for disgorgement of $15,000,000 and a civil penalty in the amount of $535,000,000
pursuant to Section 20(d)(2) of the Securities Act [15 U.S.C. §77t(d)(2)]. Defendant shall satisfy
this obligation by disbursing the foregoing disgorgement and civil penalty pursuant to the Fair
Fund provisions of Section 308(a) of the Sarbanes-Oxley Act of2002 as follows:
(a)

Defendant shall make a wire transfer in the amount of$150,000,000 payable to

Deutsche Industriebank AG, a bank based in Dusseldorf, Germany, or such other appropriate
party or parties as the Commission staff may identify in consultation with Defendant prior to
payment ("IKB Party"), within thirty (30) days after entry of this Final Judgment. IKB Party
shall be notified, either in the payment or otherwise, of the following: that Goldman is a
defendant in this action; the title and civil action number of this action and the name of this
Court; and that the payment is made pursuant to this Final Judgment. Defendant shall
simultaneously transmit a photocopy of such payment and any notification to the Commission's
2
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counsel in this action. By making this payment, Defendant relinquishes all legal and equitable
right, title, and interest in such funds, and no part of the funds shall be returned to Defendant.
Defendant shall pay post-judgment interest on any delinquent amounts pursuant to 28 U.S.C.
§1961.
(b)

Defendant shall make a wire transfer in the amount of $100,000,000 payable to

the Royal Bank of Scotland N.V. (formerly known as ABN AMRO Bank N.V.), a bank based in
Edinburgh, Scotland, or such other appropriate party or parties as the Commission staff may
identify in consultation with Defendant prior to payment ("RBS Party"), within thirty (30) days
after entry of this Final Judgment. RBS Party shall be notified, either in the payment or
otherwise, of the following: that Goldman is a defendant in this action; the title and civil action
number of this action and the name of this Court; and that the payment is made pursuant to this
Final Judgment. Defendant shall simultaneously transmit a photocopy of such payment and any
notification to the Commission's counsel in this action. By making this payment, Defendant
relinquishes all legal and equitable right, title, and interest in such funds, and no part of the funds
shall be returned to Defendant. Defendant shall pay post-judgment interest on any delinquent
amounts pursuant to 28 U.S.C. §1961.
(c)

Defendant shall make a payment of $300,000,000 within thirty (30) days after

entry of this Final Judgment by wire transfer, certified check, bank cashier's check, or United
States postal money order payable to the Securities and Exchange Commission. The payment
shall be delivered or mailed to the Office of Financial Management, Securities and Exchange
Commission, Operations Center, 6432 General Green Way, Mail Stop 0-3, Alexandria, Virginia
22312, and shall be accompanied by a letter identifying Goldman as a defendant in this action;

3
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setting forth the title and civil action number of this action and the name ofthis Court; and
specifying that payment is made pursuant to this Final Judgment. Defendant shall
simultaneously transmit photocopies of such payment and letter to the Commission's counsel in
this action. Defendant shall pay post-judgment interest on any delinquent amounts pursuant to
28 U.S.C. § 1961. The Commission shall remit the funds paid pursuant to this paragraph to the
United States Treasury.
Amounts ordered to be paid as civil penalties pursuant to this Final Judgment shall be
treated as penalties paid to the government for all purposes, including all tax purposes. To
preserve the deterrent effect of the civil penalty, Defendant shall not, after offset or reduction of
any award of compensatory damages in any Related Investor Action based on Defendant's
payment of disgorgement in this action, argue that it is entitled to, nor shall it further benefit by,
offset or reduction of such compensatory damages award by the amount of any part of
Defendant's payment ofa civil penalty in this action ("Penalty Offset"). If the court in any
Related Investor Action grants such a Penalty Offset, Defendant shall, within 30 days after entry
of a final order granting the Penalty Offset, notify the Commission's counsel in this action and
pay the amount of the Penalty Offset to the United States Treasury or to a Fair Fund, as the
Commission directs. Such a payment shall not be deemed an additional civil penalty and shall
not be deemed to change the amount of the civil penalty imposed in this Final Judgment. For
purposes of this paragraph, a "Related Investor Action" means a private damages action brought
against Defendant by or on behalf of one or more investors based on substantially the same facts
as alleged in the Complaint in this action.

4
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III.

IT IS HEREBY FURTHER ORDERED, ADJUDGED, AND DECREED that Defendant
shall comply with the following undertakings, which shall expire three (3) years from the entry of
this Final Judgment:
(a)

Product Review and Approval

Firmwide Capital Committee. Defendant shall expand the role of its Firmwide Capital
Committee (or any successor committee, the "FCC") in the vetting and approval process for
offerings of residential mortgage-related securities, including, but not limited to, collateralized
debt obligations that reference such securities (collectively "mortgage securities"). Except as
described below, offerings of mortgage securities by Defendant's Mortgage Department will first
be presented to the Structured Finance Capital Committee (or any successor committee, the
"SFCC"), formerly the Mortgage Capital Committee. If the transaction is approved by the
SFCC, it shall then be presented to the FCC, which, among other things, shall have the right in
its sole discretion to approve or reject any such offerings. The FCC, in its discretion, may direct
that some or all mortgage securities offerings shall be brought directly to the FCC. The FCC
shall ensure that processes are in place so that written marketing materials (as defined below) for
mortgage securities offerings do not include any material misstatement or omit to state a material
fact necessary in order to make the statements made, in light of the circumstances under which
they were made, not misleading.
(b)

Role of Internal Legal and Compliance
1.

Marketing Materials. All written marketing materials (i.e., investor

presentations or "flip books," term sheets, and offering circulars/prospectuses) used in

5
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connection with mortgage securities offerings must be reviewed by representatives of
Defendant's Legal Department or Compliance Department. The review process shall also
include a review of the relevant memoranda presented to the FCC/SFCC as part of the approval
process for mortgage securities offerings and all other material terms of the proposed transaction.
Defendant shall establish and maintain a centralized process to record these reviews through
recordation and retention of:
a.

The name of each person in the Legal Department or the Compliance

Department who reviewed the materials;
b.
c.
2.

The date of completion of review; and
A list of the materials reviewed.

Internal Audit. On at least an annual basis, Defendant's internal audit

function shall conduct a review to determine that these requirements are being complied with.
Any deficiencies noted by internal audit shall be promptly addressed by Defendant.
(c)

Role of Outside Counsel

In offerings of mortgage securities where Defendant is the lead underwriter and retains
outside counsel to advise on the offering, such counsel will be asked to review the term sheets, if
any, the offering circular or prospectus, and the form of any other marketing materials used in
connection with the offering. In order to enhance the effectiveness of its review, outside counsel
will be provided with the relevant FCC and/or SFCC memoranda as background information and
such other documents necessary to reflect all material terms of the transaction.
(d)

Education and Training
1.

Within sixty (60) days following the hiring by, or transfer to, Defendant's
6
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Mortgage Department of new individuals who will be involved with the structuring or marketing
of mortgage securities offerings, each such person shall participate in a training program that
includes, among other matters, instruction on the disclosure requirements under the Federal
securities laws and that specifically addresses the application of those requirements to offerings
of mortgage securities.
2.

Not less frequently than annually, each person in Defendant's Mortgage

Department who is involved in the structuring or marketing of mortgage securities offerings shall
participate in a training seminar that covers, among other matters, disclosure requirements under
the Federal securities laws applicable to offerings of mortgage securities. The first training
seminar shall take place not later than sixty (60) days following the date of this Final Judgment.
3.

Defendant shall provide for appropriate record keeping to track

compliance with these requirements.
(e)

Certification of Compliance by Defendant

The General Counsel or the Global Head of Compliance of Defendant shall certify
annually (one year, two years, and three years, respectively, after the date of entry of this Final
Judgment), in writing, compliance in all material respects with the undertakings set forth above.
The Commission staff may make reasonable requests for further evidence of compliance, and
Defendant agrees to provide such evidence. The certification and any such additional materials
shall be submitted to Kenneth R. Lench, Chief of the Structured and New Products Unit, with a
copy to the Office of Chief Counsel of the Enforcement Division.

7
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IV.
IT IS HEREBY FURTHER ORDERED, ADJUDGED, AND DECREED that based on
Defendant's agreement to cooperate in this action and any related actions, the Court is not
ordering Defendant to pay a civil penalty in excess of$535,000,000. Defendant's cooperation
shall include those obligations set forth in Paragraph 17 of the Consent, including, but not limited
to, producing non-privileged documents and other materials to the Commission as requested by
the staff; requiring its employees to make themselves available for interviews at times and places
reasonably requested by the staff; and requiring that employees testify at trial and other judicial
proceedings when requested by the Commission's staff. If at any time following the entry of the
Final Judgment the Defendant knowingly provides materially false or misleading information or
materials to the Commission in this action or in a related proceeding, or otherwise fails to
comply in any material respect with its obligations pursuant to Paragraph 17 of the Consent, the
Commission may, at its sole discretion with reasonable notice to the Defendant, petition the
Court for an order requiring Defendant to pay an additional civil penalty. In connection with any
such petition and at any hearing held on such a motion: (a) Defendant will be precluded from
arguing that it did not violate the federal securities laws as alleged in the Complaint; (b)
Defendant may not challenge the validity of this Final Judgment, the Consent, or any related
Undertakings; (c) the allegations of the Complaint, solely for the purposes of such motion, shall
be accepted as and deemed true by the Court; and (d) the Court may determine the issues raised
in the motion on the basis of affidavits, declarations, excerpts of sworn deposition or
investigative testimony, and documentary evidence without regard to the standards for summary
judgment contained in Rule 56(c) of the Federal Rules of Civil Procedure. Under these

8
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circumstances, the parties may take discovery, including discovery from appropriate non-parties.
V.
IT IS FURTHER ORDERED, ADJUDGED, AND DECREED that the Consent is
incorporated herein with the same force and effect as if fully set forth herein, and that Defendant
shall comply with all of the undertakings and agreements set forth therein.
VI.
IT IS FURTHER ORDERED, ADJUDGED, AND DECREED that this Court shall retain
jurisdiction of this matter for the purposes of enforcing the terms ofthis Final Judgment.
VII.
There being no just reason for delay, pursuant to Rule 54(b) of the Federal Rules of Civil
Procedure, the Clerk is ordered to enter this Final Judgment forthwith and without further notice.

Dated: - - - - - UNITED STATES DISTRICT JUDGE

9
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 88257 / February 21, 2020
ADMINISTRATIVE PROCEEDING
File No. 3-19704

In the Matter of
WELLS FARGO &
COMPANY,

ORDER INSTITUTING CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTION 21C OF THE SECURITIES
EXCHANGE ACT OF 1934, MAKING
FINDINGS, AND IMPOSING A CEASEAND-DESIST ORDER

Respondent.

I.
The Securities and Exchange Commission (“Commission”) deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act”), against Wells Fargo & Company (“Wells Fargo,” the
“Company,” or “Respondent”).
II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, Respondent:
A.
Admits the jurisdiction of the Commission over it and over the matters set forth in
the Order Instituting Cease-and-Desist Proceedings, Pursuant to Section 21C of the
Securities Exchange Act of 1934, Making Findings, and Imposing a Cease-and-Desist
Order (“Order”);
B.
Solely for the purpose of these proceedings and any other proceedings brought by or
on behalf of the Commission or to which the Commission is a party, consents to the entry of
an Order by the Commission containing the following findings set forth below:
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III.
On the basis of this Order and Respondent’s Offer, the Commission finds1 that:
Summary
1.
These proceedings arise out of a fraud committed by Wells Fargo from 2012
through 2016, when the Company misled investors regarding the success of the core business
strategy of the Community Bank operating segment, its largest business unit. Wells Fargo publicly
stated on numerous occasions that its sales strategy was “needs-based.” In other words, Wells
Fargo claimed that its strategy was to sell customers the accounts that they needed. Well Fargo
published a Community Bank “cross-sell metric” in its Annual Reports, and quarterly and annual
filings with the Commission that purported to be the ratio of the number of accounts and
products per retail bank household. During investor presentations and analyst conferences,
Wells Fargo characterized its cross-selling strategy to investors as a key component of its financial
success and routinely discussed its efforts to achieve cross-sell growth. Wells Fargo referred to
the Community Bank’s cross-sell metric as proof of its success at executing on this core business
strategy.
2.
In contrast to the Company’s public statements and disclosures about needs-based
selling, the Community Bank implemented a volume-based sales model in which employees were
directed, pressured, or caused to sell large volumes of products to existing customers, often with
little regard to actual customer need or expected use. The Community Bank’s onerous sales goals
and accompanying management pressure led thousands of its employees to engage in: (1) unlawful
conduct to attain sales through fraud, identity theft, and the falsification of bank records, and (2)
unethical practices to sell products of no or low value to the customer, with the belief of the
employee that the customer did not actually need the account and was not going to use the account.
Collectively, many of these practices were referred to within Wells Fargo as “gaming.”
3.
From 2002 to 2016, Wells Fargo opened millions of accounts or financial products
that were unauthorized or fraudulent. During that same time period, Wells Fargo also opened
significant numbers of unneeded, unwanted, or otherwise low-value products by employees that
were not consistent with Wells Fargo’s purported needs-based selling model. Accounts and
financial products opened without customer consent or pursuant to gaming practices were included
by the Company in the Community Bank cross-sell metric until such accounts were eventually
closed for lack of use.
4.
Beginning as early as 2002, when a group of employees was fired from a branch in
Fort Collins, Colorado, for sales gaming, the Community Bank senior leadership became aware
that employees were engaged in unlawful and unethical sales practices, that gaming conduct was
The findings herein are made pursuant to Respondent’s Offer of Settlement and are not
binding on any other person or entity in this or any other proceeding.
1

2
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increasing over time, and that these practices were the result of onerous sales goals and
management pressure to meet those sales goals.
5.
From 2012 to 2016, Wells Fargo failed to disclose to investors that the Community
Bank’s sales model had caused widespread unlawful and unethical sales practices misconduct that
was at odds with its investor disclosures regarding needs-based selling and that the publicly
reported cross-sell metric included significant numbers of unused or unauthorized accounts.
Certain Community Bank senior executives who reviewed or approved the disclosures knew, or
were reckless in not knowing, that these disclosures were misleading or incomplete.
6.
Moreover in a January 12, 2015, response to a SEC Comment Letter that asked
how the cross-sell metric was calculated and in its 2014 and 2015 Annual Reports, Wells Fargo
characterized the cross-sell metric as a ratio of “products used by customers in retail banking
households.” Prior to and after that time, the metric was described as “products per household,”
“products per retail bank household,” or “the average number of products sold to existing
customers.” Community Bank executives knew that the metric included many products that were
not used by customers. Wells Fargo’s inclusion of the word “used” to describe the accounts was
therefore misleading.
7.
Notwithstanding the substantial effect the unused and unauthorized products had on
inflating the cross-sell metric, Wells Fargo continued to tout the cross-sell metric as one of the
Company’s competitive advantages in its public statements to investors. By failing to disclose the
extent to which the cross-sell metric was inflated by low-quality accounts, Wells Fargo sought not
only to induce investors’ continued reliance on the metric but also to avoid confronting the risk of
reputational damage that might arise—and eventually did arise—from public disclosure of the
severity and extent of sales quality problems.
Respondent
8.
Wells Fargo was a publicly traded financial services corporation headquartered in
San Francisco, California, and organized under the laws of the State of Delaware. Wells Fargo’s
common stock was registered under Section 12(b) of the Exchange Act and quoted on the New
York Stock Exchange (Ticker: WFC).
9.
Wells Fargo owned various subsidiaries through which it operated various lines of
businesses, including the wholly owned subsidiary WFB. WFB was a national bank and financial
institution under 31 U.S.C. § 5312, and its customers’ deposits were insured by the Federal Deposit
Insurance Corporation.
10.
Wells Fargo provided retail, commercial, and corporate banking services through
three operating segments for management reporting purposes: the Community Bank, Wholesale
Banking, and Wealth and Investment Management. Wells Fargo offered, through WFB and its
other subsidiaries, a diverse array of financial services and products to both individuals and
businesses.
3
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11.
Wells Fargo’s largest business unit was the Community Bank, which contributed
more than half (and in some years more than two-thirds) of the Company’s revenue from 2007
through 2016. The Community Bank was responsible for managing many of the everyday banking
products targeted to individuals and small businesses, including checking and savings accounts,
certificates of deposit, debit cards, bill pay, and global remittance products. The Community Bank
also made referrals to other units in Wells Fargo regarding mortgages, lines of credit, credit cards,
investment products (including brokerage products), insurance products, safe deposit boxes and a
variety of other banking products. All of the accounts, products, and services referred to in this
paragraph are hereinafter referred to collectively as “accounts and financial products.” Product
groups within the Community Bank designed and managed some of these accounts and financial
products, and others were designed and managed by other parts of the Community Bank.
12.
Accounts and financial products throughout Wells Fargo were offered to consumers
within a large network of branches, referred to within Wells Fargo as “stores,” as well as other
channels. Employees and officers of the Community Bank referred to accounts and financial
products as “solutions” to be “sold” to customers. The Community Bank managed the U.S.
branches. The branches employed various types of employees, including tellers, who processed
basic transactions and made referrals to bankers for account openings or complex transactions, and
bankers, who were generally responsible for offering accounts and financial products to customers.
Branch managers reported to other managers, and all ultimately reported up to senior regional
executives, called Regional Bank Executives (“RBEs”). The RBEs generally reported directly to
the head of the Community Bank.
Background
The Cross-Sell Model
13.
Beginning in 1998, Wells Fargo increased its focus on sales volume and reliance on
year-over-year sales growth. A core part of this sales model was the “cross-sell strategy.” As
described externally, the cross-sell strategy called for Wells Fargo to meet all of its customers’
financial needs by focusing on selling to its existing customers additional financial products that
those customers wanted, needed, and would use. Wells Fargo represented to investors that its
ability to execute successfully on its cross-selling strategy provided the Company with a
competitive advantage, caused an increase in revenue, and allowed it to better serve its customers.
14.
Wells Fargo characterized its cross-selling strategy to investors as a key component
of its financial success and routinely discussed its efforts to achieve cross-sell growth. Wells Fargo
described cross-selling as its “primary strategy” to achieve its “vision . . . to increase the number of
our products our customers utilize and to offer them all of the financial products that fulfill their
needs.” Wells Fargo stated that cross-selling was the “cornerstone of [its] business model and key
to [its] ability to grow revenue and earnings.” It was “the foundation of our business model.”
15.
Wells Fargo publicly stated on numerous occasions that its sales strategy was
“needs-based.” In other words, Wells Fargo claimed that its strategy was to sell customers the
accounts that they needed. In its 2012 Vision and Values statement Wells Fargo stated: “We do not
4
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view any product in isolation, but as part of a full and long-lasting relationship with a customer and
with that customer’s total financial needs. We start with what the customer needs—not with what
we want to sell them.” Its subsequent Vision and Values statement, published in 2015, contained
similar language. In its 2015 Annual Report, Wells Fargo stated that “[o]ur approach to cross-sell
is needs-based as some customers will benefit from more products, and some may need fewer.”
The Company’s 2012 through 2016 Annual Reports explicitly referred to these Vision & Values
statements.
16.
At Wells Fargo’s May 2010 Investor Day conference, a Wells Fargo senior
executive stated that “Our cross-sell focus starts with customer needs.” Similarly, during a March
2016 meeting with an analyst, the executive stated that Wells Fargo “only cross sell[s] products
which customers value and will use.” At Wells Fargo’s 2016 Investor Day conference, the
executive stated: “[A]s we think about products per household or cross-sell, the first thing we
anchor ourselves on is our vision of satisfying our customers’ needs.”
The Cross-Sell Metric
17.
From at least 2000 until the third quarter of 2016, Wells Fargo published a
Community Bank “cross-sell metric” in its Annual Reports and SEC Forms 10-Q, 10-K, and 8-K
that purported to be the ratio of the number of accounts and products per retail bank household.
During investor presentations and analyst conferences, Well Fargo referred to the Community
Bank’s cross-sell metric, which continued to increase over time until it flattened in Q2 2014 and
then decreased in Q3 2014, as proof of its success at executing on this core business strategy.
Wells Fargo touted to investors the consistent growth of the cross-sell metric over time as
demonstrative of its success at executing on its cross-selling strategy.
18.
Because of the centrality of the cross-sell metric to Wells Fargo’s investor
narrative, Company executives were focused on maintaining cross-sell growth from at least 2007
through 2016. The compensation of certain Company executives was impacted by cross-sell
growth.
Implementation of Cross-Sell at the Community Bank
19.
In contrast to the Company’s public statements and disclosures about needs-based
selling, the Community Bank implemented a volume-based sales model in which employees were
directed, pressured, and/or caused to sell large volumes of products to existing customers, often
with little regard to actual customer need or expected use. From at least as early as 2002 to
approximately 2013, Community Bank leadership directly and/or indirectly encouraged, caused,
and approved sales plans that called for aggressive annual growth in a number of basic banking
products, such as checking and savings accounts, debit cards, credit cards, and bill pay accounts.
20.
By approximately 2010, in light of existing product penetration, shifting demand,
macroeconomic conditions, and regulatory developments that made certain products—such as
checking accounts—less profitable, the sales plans were regarded in various parts of the
Community Bank as far too high to be met by selling products that customers actually wanted,
needed, or would use. Nevertheless, the number of products sold continued to be a significant
5
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criterion by which the performance of employees, ranging from tellers and bankers to RBEs, was
evaluated. Throughout the Community Bank, managers responded to the increasing difficulty of
growing sales by exerting extreme pressure on subordinates to achieve sales goals, including
explicitly directing and/or implicitly encouraging employees to engage in various forms of
unlawful and unethical conduct to meet increasing sales goals. Many employees believed that a
failure to meet their sales goal would result in poor job evaluations, disciplinary action, and/or
termination. Though there had been evidence of employees struggling to ethically meet sales goals
as early as 2002, the problem became significantly more acute beginning in 2010 as the sales plans
diverged further from market opportunity and managers responded by increasing pressure on
employees to sell products that customers did not want or need and would not use.
Unlawful and Unethical Misconduct by the Community Bank to Generate Sales
21.
The Community Bank’s onerous sales goals and accompanying management
pressure led thousands of its employees to engage in: (1) unlawful conduct to attain sales through
fraud, identity theft, and the falsification of bank records, and (2) unethical practices to sell
products of no or low value to the customer, while believing that the customer did not actually
need the account and was not going to use the account.
22.
Collectively, many of these practices were referred to within Wells Fargo as
“gaming.” “Gaming” was a term generally known at the Company and referred to employees’
manipulation and/or misrepresentation of sales to meet sales goals, receive incentive compensation
and/or avoid negative consequences, such as reprimands or termination. Gaming strategies varied
widely, and included using existing customers’ identities—without the customers’ consent—to
open checking and savings, debit card, credit card, bill pay, and global remittance accounts. Many
widespread forms of gaming constituted violations of federal criminal law. The following are
examples of gaming practices engaged in by Wells Fargo employees during the period from 2002
to 2016:
a. Employees created false records and forged customers’ signatures on account
opening documents to open accounts that were not authorized by customers.
b. After opening debit cards using customers’ personal information without consent,
employees falsely created a personal identification number (“PIN”) to activate the
unauthorized debit card. Employees often did so because the Community Bank
rewarded them for opening online banking profiles, which required a debit card PIN
to be activated.
c. In a practice known as “simulated funding,” employees created false records by
opening unauthorized checking and savings accounts to hit sales goals. They then
transferred funds to the unauthorized account to meet the funding criteria required
to receive credit for “selling” the new account. To achieve this “simulated funding,”
employees often moved funds from existing accounts of the customers without their
consent. Millions of accounts reflected transfers of funds between two accounts that
were equal in amount to the product-specific minimum amount for opening the later
account and that thereafter had no further activity on the later account; many of
6
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these accounts were subject to simulated funding. In many other instances,
employees used their own funds or other methods to simulate actual funding of
accounts that they had opened without customer consent.
d. Employees opened unauthorized consumer and business credit card accounts
without customer authorization by submitting applications for credit cards in
customers’ names using customers’ personal information.
e. Employees opened bill pay products without customer authorization; employees
also encouraged customers to make test or “token” payments from their bill pay
accounts to obtain employee sales credit (which was only awarded for bill pay
accounts that had made a payment).
f. Employees at times altered the customer phone numbers, email addresses, or
physical addresses on account opening documents. In some instances, employees
did so to prevent the customers from finding out about unauthorized accounts,
including to prevent customers from being contacted by the Company in customer
satisfaction surveys. Millions of non-Wells Fargo-employee customer accounts
reflected a Wells Fargo email address as the customer’s email address, contained a
generic and incorrect customer phone number, or were linked to a Wells Fargo
branch or Wells Fargo employee’s home address.
23.
Employees also intentionally persuaded customers to open accounts and financial
products that the customers authorized but which the employees knew the customers did not
actually want, need, or intend to use. There were many ways in which employees convinced
customers to open these unnecessary accounts, including by opening accounts for friends and
family members who did not want them and by encouraging customers to open unnecessary,
duplicate checking or savings accounts or credit or debit cards. Millions of secondary accounts and
products were opened from 2002 to 2016, and many of these were never used by customers.
24.
Gaming conduct and the practice of pushing unnecessary accounts on customers
began in at least 2002 and became widespread over time, lasting through 2016, when the
Community Bank eliminated product sales goals for its employees.
Community Bank Senior Leadership Knew the Unlawful and Unethical Misconduct was
Widespread and that Sales Goals and Pressure Were the Root Cause
25.
Beginning as early as 2002, when a group of employees was fired from a branch in
Fort Collins, Colorado, for sales gaming, Community Bank senior leadership became aware that
employees were engaged in unlawful and unethical sales practices, that gaming conduct was
increasing over time, and that these practices were the result of onerous sales goals and
management pressure to meet those sales goals.
26.
That information was reported to Community Bank senior leadership by multiple
channels. Those channels included Wells Fargo’s internal investigations unit, the Community
Bank’s own internal sales quality oversight unit, and managers leading the Community Bank’s
7
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geographic regions, as well as regular complaints by lower-level employees and Wells Fargo
customers reporting serious sales practices violations. For example, in a 2004 email, an internal
investigations manager described his efforts to convey his concerns about increasing sales practices
problems to Community Bank senior leadership: “I just want [Community Bank senior leadership]
to be constantly aware of this growing plague.” In 2005, a corporate investigations manager
described the problem as “spiraling out of control.” This reporting continued through 2016, and
generally emphasized increases in various forms of sales practices misconduct.
27.
By 2012, certain of the RBEs and their direct reports, Regional Presidents, were
regularly raising objections to Community Bank senior leadership about the sales plans. These
objections included objections regarding the levels at which the plans were set, the types and
categories of products for which they incented sales, the accompanying pressure, the resulting noor low-value accounts, and unlawful and unethical sales practices at the Community Bank. As of
2012, complaints about the sales goals were regularly escalated to Community Bank senior
leadership. These complaints specifically articulated that the sales goals were too high and incented
Community Bank employees to sell a significant number of low-quality or valueless duplicate
products, sometimes through misconduct. Similar complaints continued to be made until 2016.
28.
Certain of the RBEs and those who reported directly to them pushed Community
Bank senior leadership to shift to a model based on true needs-based selling, instead of volumebased selling with less regard for customer need or account quality. In some cases, Community
Bank senior staff also questioned the sales model’s focus on low-quality secondary accounts. For
example, in November 2013, a member of the senior staff wrote, “I really question the value of
adding growth to secondary checking in regions that have very high rates to begin with. Based on
what we know about the quality of those accounts it seems like we would want to keep their
secondary DDA flat or down . . . .” A year earlier, another senior staff member suggested
eliminating any incentive payments tied to accounts that never funded, debit cards that were never
used, and more than one demand deposit account per customer per day. Nevertheless, the
Community Bank and its senior leadership was unwilling to fundamentally alter the sales model.
29.
Certain Community Bank senior executives believed that some of the unwillingness
to change the sales model was tied to Community Bank senior leadership’s focus on the cross-sell
metric. For example, in an October 2012 email chain with the head of the deposit products group—
the group responsible for the most significant products supervised by the Community Bank,
including checking accounts, savings accounts, and debit cards—the Community Bank’s group
risk officer wondered why Community Bank senior leadership was “putting together a plan that we
know isn’t attainable.” The head of the deposit products group responded that Community Bank
senior leadership was “backed up against the wall due to the cross-sell metric.”
Community Bank Senior Leadership Exacerbated the Sales Practices
Problem and Concealed Material Facts
30.
Even though Community Bank employees often did not meet the sales goals—or
met them by selling products and accounts customers neither wanted nor needed—Community
Bank senior leadership increased the sales plans nearly every year through 2013. Pressure to meet
those ever-increasing plans also increased during this time period. Even after 2012, when Wells
8
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Fargo began regularly retroactively lowering goals during the sales year in recognition that the
goals were unachievable, employees still largely missed the lowered goals, an indication that they
continued to be too high.
31.
Despite knowledge of the widespread sales practices problems, including the
pervasive illegal and unethical conduct tied to the sales goals, Community Bank senior leadership
failed to take sufficient action to prevent and reduce the incidence of unlawful and unethical sales
practices.
32.
Community Bank senior leadership also contributed to the problem by promoting
and holding out as models of success managers who tolerated and encouraged sales integrity
violations.
33.
Certain Community Bank leaders also impeded scrutiny of sales practices by Wells
Fargo’s primary regulator, the Office of the Comptroller of Currency (“OCC”). During OCC
examinations in February and May 2015, the OCC was given information that minimized the
amount of sales pressure within the Community Bank and the size and scope of Wells Fargo’s
sales practices problem.
34.
On numerous occasions, Community Bank senior leadership also made statements
and gave assurances to the Company’s management and Board of Directors that minimized the
scope of the sales practices problem and led key gatekeepers to believe the root cause of the issue
was individual misconduct rather than the sales model itself. Until approximately 2015,
Community Bank senior leadership viewed negative sales quality and integrity as a necessary
byproduct of the increased sales and as merely the cost of doing business. They nonetheless failed
to advise key gatekeepers of the significant risks that the non-needs-based selling posed to the
Company.
35.
Notwithstanding the substantial effect the unused and unauthorized products had on
inflating the cross-sell metric, Wells Fargo continued to tout the cross-sell metric as one of the
Company’s competitive advantages in its public statements to investors. By failing to disclose the
extent to which the cross-sell metric was inflated by low-quality accounts, Wells Fargo sought not
only to induce investors’ continued reliance on the metric but also to avoid confronting the risk of
reputational damage that might arise—and eventually did arise—from public disclosure of the
severity and extent of sales quality problems.
Scope of the Unlawful and Unethical Misconduct
36.
Between 2011 and 2016, tens of thousands of employees were the subject of
allegations of unethical sales practices. During this period, the Company referred more than 23,000
employees for sales practices investigation and terminated over 5,300 employees for customerfacing sales ethics violations, including, in many cases, for falsifying bank records. Thousands of
additional employees received disciplinary action short of termination or resigned prior to the
conclusion of the Company’s investigations into their sales practices.

9
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37.
Almost all of the terminations and resignations were of Community Bank
employees at the branch level, rather than managers outside of the branches or senior leadership
within the Community Bank.
38.
From 2002 to 2016, Wells Fargo opened millions of accounts or financial products
that were unauthorized or fraudulent. During that same time period, Wells Fargo employees also
opened significant numbers of additional unneeded, unwanted, or otherwise low-value products
that were not consistent with Wells Fargo’s purported needs-based selling model. Wells Fargo
collected millions of dollars in fees and interest to which the Company was not entitled, harmed
the credit ratings of certain customers, and unlawfully misused customers’ sensitive personal
information (including customers’ means of identification). In general, the unauthorized,
fraudulent, unneeded, and unwanted accounts were created as a result of the Community Bank’s
systemic sales pressure and excessive sales goals.
Impact of Sales Practices Misconduct on Cross-Sell Disclosures
39.
Accounts and financial products opened without customer consent or pursuant to
gaming practices were included by the Company in the Community Bank cross-sell metric until
such accounts were eventually closed for lack of use. When Community Bank senior leadership set
employee sales goals at a level to achieve year-over-year sales growth, it rarely took into
consideration that the base level of sales included accounts or financial products resulting from
unlawful misconduct or gaming. This had the effect of imposing additional pressure on employees
to continue gaming practices.
40.
Like the accounts and financial products lacking customer consent, accounts and
financial products that were never or seldom used by customers were also included by the
Company in the Community Bank cross-sell metric until such accounts were eventually closed for
lack of use, at which time those accounts were removed from the cross-sell metric. In some cases
(like checking or savings accounts), the unused accounts were closed relatively quickly (usually
within 90 days if unfunded), but in other cases (like debit cards, the largest product category
included in the cross-sell metric, or bill pay, another large contributor to cross-sell), the unused
accounts remained open without activity for up to four years.
41.
From 2012 to 2016, Wells Fargo failed to disclose to investors that the Community
Bank’s sales model had caused widespread unlawful and unethical sales practices misconduct that
was at odds with its investor disclosures regarding needs-based selling and that the publicly
reported cross-sell metric included significant numbers of unused or unauthorized accounts.
Certain Community Bank senior executives who reviewed or approved the disclosures knew, or
were reckless in not knowing, that these disclosures were misleading or incomplete.
42.
At the end of 2012, the Community Bank decided to add existing global remittance
accounts to the calculation of the cross-sell metric over the course of 2013. It did so by excluding
inactive global remittance accounts, in a manner inconsistent with prior practice. It was never
disclosed to investors that the product was added to the metric. By the end of 2013, the cross-sell
metric had grown by .11 since the prior year. However, .04 of that growth resulted from the
addition of global remittance, and the remaining growth was attributable to an increase in accounts
10
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and financial products that had been inactive for at least 365 days. Nonetheless, Wells Fargo’s FY
2013 Form 10-K, filed February 2014, touted that the Community Bank had achieved record crosssell over the prior year.
43.
Nonetheless, despite the addition of a new product, by late 2013 and early 2014,
quarter-over-quarter growth in the cross-sell metric had flattened, significantly because of a
slowdown in sales growth as a result of, among other things, the Community Bank’s belated efforts
to impose increased controls to curb misconduct resulting from aggressive sales goals. At a May
2014 Investor Day conference, a Wells Fargo senior executive responded to a question about what
was causing the cross-sell growth to slow with a misleading answer. Instead of truthfully
answering what she knew at the time—that a significant portion of the decline in cross-sell growth
was a result of declining sales growth, in part caused by the efforts to address historical sales
misconduct—she misleadingly described the cross-sell trend as not “bad news” and offered three
innocuous or positive trends that could impact cross-sell growth over time, two of which she had
no evidence were meaningfully affecting cross-sell growth in 2014. Providing a complete answer
to investors would have required Wells Fargo to acknowledge the sales practices misconduct that
Wells Fargo had failed to disclose in the past as well as Wells Fargo’s growing struggles to grow
its retail bank sales as it had historically.
44.
A Wells Fargo senior executive was again asked about the decline in cross-sell at
the May 2016 Investor Day. An analyst noted that the decline was “a bit of a change for [the
Community Bank]” and asked whether it was “an inevitable saturation” or a reflection of “a need
for new products.” The senior executive acknowledged that there had been “headwinds,” but
attributed the decline to strong checking account growth (which is generally a first product and
therefore would have potentially diluted the ratio by bringing on new customers who start out with
fewer products) and “the interest rate environment” causing “some products [to not be] particularly
appealing to our customers right now.” However, by failing to acknowledge that declining product
sales, improving sales quality, and the roll-off of low quality accounts was a significant cause of
cross-sell decline, Wells Fargo’s response was again incomplete and misleading.
45.
Moreover, in a January 12, 2015, response to an SEC Comment Letter that asked
how the cross-sell metric was calculated and in its 2014 and 2015 Annual Reports, Wells Fargo
characterized the cross-sell metric as a ratio of “products used by customers in retail banking
households.” Prior to and after that time, the metric was described as “products per household,”
“products per retail bank household,” or “the average number of products sold to existing
customers.”
46.
Community Bank executives knew that the metric included many products that
were not used by customers. Wells Fargo’s inclusion of the word “used” to describe the accounts
was therefore misleading.
47.
Several months after changing its disclosure that described how the cross-sell
metric was calculated to characterize the metric as “products used,” Community Bank senior
leadership began to develop an alternative metric to capture products that had been used. The
Community Bank referred to this metric internally as “active cross-sell.” In developing the active
11
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cross-sell metric, Community Bank senior leadership recognized that as many as ten percent of
accounts included in the cross-sell metric had not been used within the previous 12 months. The
Community Bank considered releasing this alternative metric to investors, but never did so, in part
because of concerns raised by Community Bank senior leadership and others that its release would
cause investors to ask questions about Wells Fargo’s historical sales practices.
48.
Following the Company’s announcement of the September 2016 settlements with
the OCC, the Consumer Financial Protection Bureau, and the City of Los Angeles that confirmed
publicly for the first time the scale of the sales practices misconduct within the Community Bank,
as well as the widespread media and political criticism of the Company that resulted, Wells Fargo’s
stock experienced three significant stock drops that translated into an approximately $7.8 billion
decrease in market capitalization.
49.
As a result of the conduct described above, Wells Fargo violated Section 10(b) of
the Exchange Act and Rule 10b-5 thereunder, which prohibit fraudulent conduct in connection
with the purchase or sale of securities.
Deferred Prosecution Agreement
50.
Respondent has entered into a deferred prosecution agreement that acknowledges
responsibility for criminal conduct relating to the findings in the Order. Specifically, Respondent
acknowledged responsibility for violations of 18 U.S.C. §§ 1005 and 1028A in entering into such
agreement with the United States Attorney’s Office. In connection with that deferred prosecution
agreement, Respondent admitted the facts set out in Exhibit A to that agreement.
Wells Fargo’s Remedial Efforts
51.
In determining to accept Wells Fargo’s Offer, the Commission considered that
Wells Fargo since 2016, has undertaken remedial measures to address the sales practices
misconduct, including: terminating certain employees for their roles relating to the misconduct;
replacing the majority of the Operating Committee – Wells Fargo’s senior-most management
committee; reconstituting its Board of Directors such that a majority of the independent directors
are new; and reorganizing itself to centralize control functions.
IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent Wells Fargo’s Offer.
Accordingly, it is hereby ORDERED that:
A.
Pursuant to Section 21C of the Exchange Act, Respondent Wells Fargo shall cease
and desist from committing or causing any violations and any future violations of Section 10(b) of
the Exchange Act and Rule 10b-5 thereunder.
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Case 9:20-cv-81205-RAR Document 148-15 Entered on FLSD Docket 08/14/2020 Page 14 of
15

B.
Respondent shall, within 14 days of the entry of this Order, pay a civil money
penalty in the amount of $500,000,000.00 (Five Hundred Million Dollars) to the Securities and
Exchange Commission. If timely payment is not made, additional interest shall accrue pursuant to
31 U.S.C. §3717.
Payment must be made in one of the following ways:
(1)

Respondent may transmit payment electronically to the Commission, which
will provide detailed ACH transfer/Fedwire instructions upon request;

(2)

Respondent may make direct payment from a bank account via Pay.gov
through the SEC website at http://www.sec.gov/about/offices/ofm.htm; or

(3)

Respondent may pay by certified check, bank cashier’s check, or United
States postal money order, made payable to the Securities and Exchange
Commission and hand-delivered or mailed to:
Enterprise Services Center
Accounts Receivable Branch
HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying
Wells Fargo & Company as a Respondent in these proceedings, and the file number of these
proceedings; a copy of the cover letter and check or money order must be sent to Monique
Winkler, Associate Regional Director, Division of Enforcement, Securities and Exchange
Commission, 44 Montgomery Street, Suite 2800, San Francisco, CA 94104.
C.
Pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, a Fair Fund is
created for the penalties referenced in paragraphs IV.B above. Amounts ordered to be paid as civil
money penalties pursuant to this Order shall be treated as penalties paid to the government for all
purposes, including all tax purposes. To preserve the deterrent effect of the civil penalty,
Respondent agrees that in any Related Investor Action, it shall not argue that it is entitled to, nor
shall it benefit by, offset or reduction of any award of compensatory damages by the amount of any
part of Respondent’s payment of a civil penalty in this action (“Penalty Offset”). If the court in
any Related Investor Action grants such a Penalty Offset, Respondent agrees that it shall, within 30
days after entry of a final order granting the Penalty Offset, notify the Commission’s counsel in
this action and pay the amount of the Penalty Offset to the Securities and Exchange Commission.
Such a payment shall not be deemed an additional civil penalty and shall not be deemed to change
the amount of the civil penalty imposed in this proceeding. For purposes of this paragraph, a
“Related Investor Action” means a private damages action brought against Respondent by or on
behalf of one or more investors based on substantially the same facts as alleged in the Order
instituted by the Commission in this proceeding.
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D.
Wells Fargo shall pay all administrative costs and expenses of any distribution
from the Fair Fund, including, but not limited to, the fees and expenses of a fund administrator and
tax administrator, within thirty (30) days after receipt of an invoice for such services and amounts.

By the Commission.

Vanessa A. Countryman
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES ACT OF 1933
Release No. 9135 / August 18, 2010
ADMINISTRATIVE PROCEEDING
File No. 3-14009
In the Matter of
STATE OF NEW JERSEY,
Respondent.

ORDER INSTITUTING CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTION 8A OF THE SECURITIES ACT
OF 1933, MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
ORDER
I.

The Securities and Exchange Commission (“Commission”) deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the Securities Act
of 1933 (“Securities Act”), against the State of New Jersey (the “State,” “New Jersey” or
“Respondent”).
II.
In anticipation of the institution of these proceedings, the State has submitted an Offer of
Settlement (the “Offer”) which the Commission has determined to accept. Solely for the purpose
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are
admitted, the State consents to the entry of this Order Instituting Cease-and-Desist Proceedings
Pursuant to Section 8A of the Securities Act of 1933, Making Findings, and Imposing a Cease-andDesist Order (“Order”), as set forth below.
III.
On the basis of this Order and the State’s Offer, the Commission finds that:
Summary
1.
This matter involves New Jersey’s violations of Sections 17(a)(2) and 17(a)(3) of
the Securities Act in connection with the offer and sale of over $26 billion in municipal bonds from
August 2001 through April 2007. In 79 municipal bond offerings, the State misrepresented and
failed to disclose material information regarding its under funding of New Jersey’s two largest
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pension plans, the Teachers’ Pension and Annuity Fund (“TPAF”) and the Public Employees’
Retirement System (“PERS”). More specifically, the State did not adequately disclose that it was
under funding TPAF and PERS, why it was under funding TPAF and PERS, or the potential
effects of the under funding.
2.
In disclosure documents prepared in connection with each of the bond offerings,
including preliminary official statements, official statements,1 and Treasurer’s Annual Reports2
(collectively, “disclosure documents” or “bond offering documents”), the State made material
misrepresentations and omissions regarding: (1) legislation adopted in 2001 (the “2001
legislation”) which increased retirement benefits for employees and retirees enrolled in TPAF and
PERS; (2) special Benefit Enhancement Funds (“BEFs”) created by the 2001 legislation initially
intended to fund the costs associated with the increased benefits; (3) the State’s use of the BEFs as
part of a five-year “phase-in plan” to begin making contributions to TPAF and PERS; and (4) the
State’s alteration and eventual abandonment of the five-year phase-in plan. These
misrepresentations and omissions created the fiscal illusion that TPAF and PERS were being
adequately funded and masked the fact that New Jersey was unable to make contributions to TPAF
and PERS without raising taxes or cutting other services, or otherwise impacting the budget.
Accordingly, disclosure documents failed to provide adequate information for investors to evaluate
the State’s ability to fund TPAF and PERS or the impact of the State’s pension obligations on the
State’s financial condition.
Respondents and Related Entities
3.
New Jersey possesses all powers, functions, rights, privileges and immunities
authorized by the New Jersey Constitution and the State’s laws, including the power to issue debt.
The State has approximately 8.7 million residents, and is the second wealthiest State based on per
capita personal income.
4.

Teachers’ Pension and Annuity Fund is a defined benefit plan3 operated by the

1

An official statement is a document prepared by an issuer of municipal bonds that discloses
material information regarding the issuer and the particular offering. A preliminary official statement is a
preliminary version of the official statement which is used to describe the proposed new issue of
municipal securities prior to the determination of the interest rate(s) and offering price(s). The
preliminary official statement may be used to gauge interest in an issue and is often relied upon by
potential purchasers in making their investment decisions.
2

Treasurer’s Annual Reports are continuing disclosures filed by the State with the Municipal
Securities Rulemaking Board’s Electronic Municipal Market Access system (“EMMA”) under Rule
15c2-12 of the Securities Exchange Act of 1934 (“Exchange Act”).
3

A defined benefit plan is a pension plan that specifies the amount of pension benefits to be
provided at a future date based on various factors, including age, years of service, and compensation.

2

Case 9:20-cv-81205-RAR Document 148-16 Entered on FLSD Docket 08/14/2020 Page 4 of
18

State to provide retirement, death, and disability benefits to its members.4 TPAF is the State’s
largest pension plan, and, as of June 30, 2009, had an actuarial value of assets of more than $34
billion. As of June 30, 2009, TPAF had an active membership of 157,109 as well as 78,782
retirees and beneficiaries receiving annual pensions totaling more than $2.8 billion.
5.
Public Employees’ Retirement System is a defined benefit plan operated by the
State to provide retirement, death, and disability benefits to its members. PERS is the State’s
second largest pension plan, and, as of July 1, 2009, had an actuarial value of assets of more than
$28 billion. In addition to the State, local governments within New Jersey participate as
employers. As of July 1, 2009, the State portion of PERS had assets of more than $10 billion. As
of July 1, 2009, PERS had an active membership of 316,8495 as well as 136,957 retirees and
beneficiaries6 receiving annual pensions totaling more than $2.2 billion.
State Law Requires Certain Annual Calculations and
Measures of New Jersey’s Pension Plans
6.
State law regulates the administration of New Jersey’s pension plans. The Division
of Pensions and Benefits (“DPB”), a division of New Jersey’s Department of the Treasury
(“Treasury”), administers all aspects of TPAF and PERS, except the investment of pension plan
assets. Plan assets consist of contributions by employers, including the State, contributions by
TPAF’s and PERS’ members, and investment returns. Liabilities of the plans consist of pension
benefits owed to current and retired TPAF and PERS members based on past years of service and
the plans’ administrative expenses.
7.
State law requires that TPAF and PERS engage actuaries to conduct actuarial
valuations at the end of each fiscal year – June 30. These valuations include calculating the
“annual required contribution” and the “statutory contribution.” While the annual required
contribution is governed by industry standards,7 the statutory contribution is calculated in
accordance with State law. According to State law and as disclosed in bond offering documents,
employers are required to contribute to TPAF and PERS at an actuarially determined rate.
8.
In addition to calculating both the annual required contribution and the statutory
contribution, an actuarial valuation also calculates the actuarial accrued liability and the actuarial

4

Plan members include employees in active service, terminated employees who have
accumulated benefits but are not yet receiving them, and retired employees and beneficiaries currently
receiving benefits.
5

This includes 93,283 State employees and 223,566 employees from local employers.

6

This includes 43,764 State employees and 93,193 employees from local employers.

7

The annual required contribution is calculated in accordance with Statements 25 and 27 of the
Governmental Accounting Standards Board (“GASB”).
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value of assets of each of the pension plans.8 The actuarial accrued liability estimates on the basis
of demographic and economic assumptions the present value of pension benefits TPAF and PERS
owe to their active and retired members based on past years of service. The actuarial value of
assets is the value of cash, investments, and other property belonging to a pension plan using a
five-year smoothing method that smoothes the difference between the market value of assets and
the actuarial value of assets over a five-year period to prevent short-term fluctuations that may
result from economic and market conditions. For each year, this method recognizes 20 percent of
the investment gains or losses for the prior five years.
9.
The actuarial valuations compare the actuarial accrued liability with the actuarial
value of assets for TPAF and PERS and any excess of that liability over the assets forms an
unfunded actuarial accrued liability (“UAAL”). The UAAL is the State’s unfunded obligation to
TPAF’s and PERS’ members for past service. The actuarial valuations also express the
percentages that the plans are funded through a “funded ratio” which represents the quotient
obtained by dividing the actuarial value of assets of TPAF and PERS by the actuarial accrued
liability of each plan. The trend in the funded ratio provides information as to whether the
financial strength of a pension plan is improving or deteriorating over time. The financial strength
of a pension plan is generally improving if the funded ratio is increasing. During the relevant time
period, New Jersey’s funded ratio decreased significantly. As of June 30, 2001, TPAF had a
funded ratio of 108 percent and the State portion of PERS had a funded ratio of 112.5 percent. As
of June 30, 2009, TPAF had a funded ratio of 63.8 percent and an unfunded actuarial accrued
liability of $18.7 billion, and the State portion of PERS had a funded ratio of 56.4 percent and an
unfunded actuarial accrued liability of $8.2 billion.9
10.
The statutory contribution for TPAF and PERS consists of two main components:
(1) the normal cost, which represents the portion of the present value of pension benefits that are
allocated to active members’ current year of service, and (2) an amortized portion of the UAAL.
TPAF and PERS use a statutorily set closed 30-year amortization period10 for calculating the
amount of the UAAL that is included in the statutory contribution.11

8

The actuarial valuations calculate the actuarial accrued liability and actuarial value of assets in
accordance with New Jersey statutes and Statements 25 and 27 of GASB.
9

Although contributions by State and local governments to PERS are invested together, PERS
segregates the actuarial accrued liabilities between the State and local governments.
10

As of the June 30, 2006 actuarial valuations, the State used an open 30-year amortization

period.
11

The State’s amortization method amortizes the UAAL over a 30-year period as a level
percentage of the projected payroll or “level percent of pay.” Under this method, the UAAL amortization
payments are calculated so that they are a constant percentage of the projected payroll of active members
over the 30-year period. Because the actuarial valuations assume a payroll growth rate of 4 percent each
year, the amortization payments increase over time.
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11.
Although bond offering documents disclosed that the State was required to
contribute to TPAF and PERS at an actuarially determined rate and discussed the budget process
generally, bond offering documents did not adequately disclose that the amount actually
contributed to the pension plans is subject to the Governor’s budget request and annual
appropriations by the State legislature. Each year, the Governor, based on recommendations
received from Treasury, presents a budget request to the legislature, which may include a request
for the State’s pension contribution. Once the legislature adopts the budget, it is signed into law as
the Appropriations Act for the coming fiscal year. In adopting the budget, the legislature is not
required to follow the recommendations of the actuaries or the Governor in determining the State’s
contribution to the pension plans. The appropriations for the State contribution to the pension
plans are credited to “Contingent Reserve Funds,” existing funds within TPAF and PERS.
12.
State law requires members of TPAF and PERS to contribute annually to the
pension plans. Member contributions are based on a percentage of compensation. The State
legislature must approve any changes to employer or member contributions. State law also
provides that any changes in the pension benefits for TPAF’s and PERS’ members or any changes
in the funding methods of the plans must be approved by the State legislature. In addition, each
pension related bill submitted to the State legislature must be accompanied by a fiscal note stating
the cost of the proposal.
New Jersey Has Access to the National
Public Markets through Municipal Bond Offerings
13.
From August 2001 through April 2007, New Jersey issued over $26 billion in
municipal bonds in approximately 79 offerings. The State’s preliminary official statements and
official statements contained an appendix with several subsections, three of which provided
information relating to the State’s funding of TPAF and PERS (the “State Appendix”). Appendix I
provided financial and other information relating to the State, including a section titled “Financing
Pensions.” The Financing Pensions section provided a description of the State’s pension plans, a
description of pension related legislation, a summary of the State’s contributions to its pension
plans for the current and upcoming fiscal years, and a table setting forth the actuarial accrued
liability and the actuarial value of assets from the most recent actuarial valuations for each of the
State’s pension plans. Appendix I-A, which was an excerpt from the State’s most recent
Comprehensive Annual Financial Report (“CAFR”),12 contained a footnote to the financial
statements titled “Retirement Systems” that provided general information regarding the State’s
pension plans, including significant legislation and contribution requirements, as well as a table
setting forth statistical information relating to the pension plans. Appendix I-D, an unaudited
appendix found in the back of the State’s disclosure documents, contained statistical tables for each
of the State’s three largest pension plans, including TPAF and PERS, that provided the actuarial
value of assets and accrued liabilities, and the funded ratio for the previous six years.
14.
Various divisions and offices within Treasury were responsible for the pension
funding disclosures in the State Appendix. The updating of the pension funding sections generally
12

The State’s CAFR included audited financial statements prepared pursuant to standards
established by GASB.
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occurred three times a year – following the issuance of the Governor’s budget message, after the
passage of the Appropriations Act, and following the issuance of the actuarial valuations. At these
times, various divisions and offices within Treasury updated their sections of the State Appendix.
They viewed the updating of the pension funding sections as a routine process, requiring the
insertion of new numbers or facts into an existing document. The DPB updated the pension
disclosures at the request of the Office of Public Finance (“OPF”), another office of the Treasury.
The OPF inserted the new information into the State Appendix without verifying the information.
The Office of Management and Budget (“OMB”) included in the State’s CAFR the pension fund
related excerpts which were also found in the State Appendix.
15.
Prior to the release of an official statement, the State Treasurer, or his designee,
signed a Rule 10b-5 certification, certifying that the official statement did not contain any material
misrepresentations or omissions. During the relevant time period, the Treasurers did not read
official statements, and relied on their staff to ensure the accuracy of information contained in the
documents.
16.
Treasury had no written policies or procedures relating to the review or update of
the bond offering documents. In addition, Treasury did not provide training to its employees
concerning the State’s disclosure obligations under the accounting standards or the federal
securities laws. Accordingly, the State’s procedures were inadequate for ensuring that material
information concerning TPAF and PERS or the State’s financing of TPAF and PERS was
disclosed and accurate in bond offering documents.
New Jersey Did Not Adequately Disclose the Creation of the BEFs
17.
On June 29, 2001, the State legislature approved legislation (P.L. 2001, c. 133) that,
effective November 1, 2001, increased retirement benefits for employees and retirees enrolled in
TPAF and PERS by 9.09 percent. In order to fund the enhanced benefits, without increased costs
to the State or taxpayers, the legislation revalued TPAF and PERS assets to reflect their full market
value as of June 30, 1999, near the height of the bull market.13 Bond offering documents did not
disclose the retroactive mark-to-market revaluation of the pension assets under the 2001 legislation
until March 2003 or the reason for the reevaluation. More specifically, bond offering documents
did not disclose that the State used the market value as of June 30, 1999 in order to make it appear
that the State could afford the benefit improvements.
18.
The legislation contemplated that the increased assets resulting from the retroactive
mark-to-market revaluation would be used to offset the additional liabilities created by the
increased benefits. The additional liabilities included the accrued liability resulting from providing
the increased benefits to existing members and retirees as well as the normal cost to ensure that the
future liability for the benefit enhancement was funded.

13

In the actuarial valuations as of June 30, 1999 for TPAF and PERS, the actuarial value of
assets was replaced with the market value of assets. Subsequent actuarial valuations, including actuarial
valuations as of June 30, 2000 and June 30, 2001, applied the five-year smoothing method.
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19.
The legislation created “benefit enhancement funds” or BEFs in TPAF and PERS
to set aside a portion of the increased assets or “excess valuation assets”14 to pay the future annual
normal cost associated with the enhanced benefits. After the increased assets were used to fund the
accrued liability, a portion of the remaining excess valuation assets were placed in the BEFs to
cover the future costs associated with the enhanced benefits. Bond offering documents did not
disclose the creation of the BEFs until March 2003.
20.
The BEFs were special accounts within TPAF and PERS. Each of the BEFs was
credited with excess valuation assets, from the Contingent Reserve Funds, which are existing funds
within TPAF and PERS used to hold employer contributions, which excess valuation assets
resulted from the revaluation in 2001.
21.
On July 11 and 13, 2001, approximately two weeks after the passage of the 2001
legislation, the Office of Legislative Services (“OLS”)15 issued fiscal notes analyzing the impact of
the Assembly and Senate bills which had been adopted as the 2001 legislation. The fiscal notes
acknowledged that valuing the pension assets as of June 30, 1999 did not reflect recent market
losses in TPAF and PERS. The fiscal notes further acknowledged that, had the 2001 legislation
revalued the pension assets as of April 30, 2001 rather than June 30, 1999, the remaining balance
of excess assets in TPAF and PERS would have been $2.4 billion less. Bond offering documents
did not disclose the $2.4 billion decline in the market value of the pension assets used to create the
BEFs.
22.
Bond offering documents did not disclose the reason for and impact of the
retroactive mark-to-market revaluation of the pension assets. By revaluing TPAF and PERS assets
and creating the BEFs to fund the ongoing costs of the benefit enhancements, the State gave the
false appearance that it could afford the increased benefits. The revaluation of the pension assets to
reflect their full market value as of June 30, 1999 resulted in a significant difference between the
actuarial value and market value of assets in TPAF and PERS. Because the State’s contributions to
TPAF and PERS are based on the actuarial value of assets, the revaluation created the false
appearance that the plans were “fully funded” and allowed the State to justify not making
contributions to the pension plans despite the fact that the market values of the plans’ assets were
rapidly declining.
23.
On May 25, 2005, the State’s Acting Governor created the Benefits Review
Task Force to examine and make recommendations regarding employee benefits. On December 1,
2005, the New Jersey Benefits Review Task Force issued its final report (the “Benefits Review
Task Force Report”) which offered strong criticism of the State’s pension funding practices. In
particular, the report recommended that the State stop using actuarial and valuation “gimmicks,”
like the State’s alteration of the valuation method in the 2001 legislation. The report advised that
14

Excess valuation assets is a term defined by New Jersey statute (P.L. 1997, c. 115), which
refers to the difference between the valuation assets and the actuarial accrued liability, and other
enumerated deductions.
15

OLS is a nonpartisan agency of the State legislature that provides support services to the
legislature and its members.
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“[m]ethodologies for determining pension fund values and contribution requirements should not
again be changed in order to mask the true cost of benefit enhancements.” The Benefits Review
Task Force Report also concluded that the State must regularly contribute to its pension plans and
end its use of “pension holidays” – not contributing to its pension plans.
24.
The Benefits Review Task Force Report was publicly available and published on
the Benefit Review Task Force’s website. New Jersey, however, did not disclose the existence of,
or the findings from, the Benefits Review Task Force Report in its bond offering documents.
New Jersey Faced Financial Challenges Due, in Part, to Its
Historical Failure to Contribute to TPAF and PERS
25.
During fiscal year 2002, the State learned from the actuaries for TPAF and PERS
that New Jersey would be required to begin contributing to the State’s pension plans in fiscal year
2004 based on the actuaries’ calculations.16 Between fiscal years 1997 and 2003, the State had
made no or only minimal contributions to TPAF and PERS because based upon the actuarial value
of assets, both plans were fully or over funded prior to fiscal year 2003. From 1997 through 2003,
the State did not contribute approximately $916.4 million and $487.4 million to TPAF and PERS,
respectively. During this period and continuing through 2006, in the context of the State’s
budgetary process, the State viewed monies not contributed to pension funds as “savings” in that
any monies not contributed could be used for other budgetary purposes.
26.
Beginning in fiscal year 2003, TPAF and PERS experienced a significant increase
in each plan’s UAAL and a decrease in the funded ratios. TPAF and the State portion of PERS
went from being over funded to having UAALs of $2.7 billion and $1.1 billion, respectively.
TPAF’s funded ratio decreased from 103.9 percent in fiscal year 1997 to 92.7 percent in fiscal year
2003. The funded ratio for the State portion of PERS decreased from 105.8 percent in fiscal year
1997 to 90.7 in fiscal year 2003. The significant change in the financial health of TPAF and PERS
was due to a variety of factors, including, the State’s failure to contribute to the plans since 1997,
market declines, and the enactment of various benefit enhancements, including the 2001
legislation.
27.
After a seven-year pension holiday, during which virtually no monies were
appropriated in the State’s budget for pensions, the State recognized that it would have to begin
contributing to TPAF and PERS. The State, however, now faced significant budget pressures
which made it difficult for New Jersey to fund its pension plans absent cutting other programs and
services, or raising taxes. Following Treasury’s recommendation, the Governor requested and the
legislature provided in the annual Appropriations Act that the BEFs be used in lieu of the State
contributing to TPAF and PERS.
16

Actuarial valuations of TPAF and PERS are completed approximately 6 to 8 months after the end
of a fiscal year. Because of the delay, the statutory contribution calculated by the actuaries applies not to the
fiscal year immediately following the fiscal year covered by the actuarial valuations, but to the second fiscal
year. For example, the statutory contribution in the actuarial valuations as of June 30, 2003 applied to the
fiscal year ended June 30, 2005.
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New Jersey Continued to Forego Making Contributions to
Its Pension Plans Through the Use of the BEFs and the Five-Year Phase-In Plan
28.
In 2003, while preparing the 2004 fiscal year budget, the State, faced with increased
UAALs and declining funded ratios, had to choose between making contributions to the pension
plans, or raising taxes or reducing spending in other areas. Accordingly, Treasury recommended,
and the State announced, a five-year phase-in plan, in conjunction with using the BEFs, designed
to gradually put New Jersey on track to making the State’s full statutory contributions to its
pension plans. Under the initial five-year phase-in plan, the State would contribute, subject to
Constitutional provisions restricting each legislature’s ability to mandate spending by future
legislatures, 20 percent of the required statutory contribution to its pension plans in fiscal year
2004, 40 percent in fiscal year 2005, 60 percent in fiscal year 2006, 80 percent in fiscal year 2007,
and 100 percent in fiscal year 2008. Beginning with fiscal year 2008, the State would be making
the full statutory contribution to its pension plans.
29.
Disclosures in bond offering documents regarding the State’s five-year phase-in
plan and use of the BEFs likely falsely led investors to believe that: (1) the State would be
contributing to TPAF and PERS in fiscal years 2004, 2005, and 2006; (2) the State had a plan for
making its full statutory contributions; and (3) the State would begin making full statutory
contributions in fiscal year 2008.
30.
Rather than making phase-in contributions to the pension plans, beginning in fiscal
year 2004, the State began using the BEFs in conjunction with the five-year phase-in plan. The
State continued to use the BEFs as part of the phase-in plan in fiscal years 2005 and 2006. As a
result, the State did not contribute any monies to TPAF and PERS in fiscal years 2004 and 2005.
In fiscal year 2006, the State did not contribute to PERS, but did contribute a minimal amount to
TPAF to cover the portion of the State’s contribution not covered by the BEF.
31.
Bond offering documents did not disclose that the State was not contributing to
TPAF and PERS during this time. When assets from the BEFs were used to fund the State’s
pension contributions in fiscal years 2004, 2005, and 2006, funds were transferred from the BEFs
back to the Contingent Reserve Funds, the original source of the assets in the BEFs. These interfund transfers created the false appearance that the State was making contributions to TPAF and
PERS, when no actual contributions were being made. Bond offering documents did not disclose
that the BEFs allowed the State to forego making contributions to TPAF and PERS. Rather,
disclosures in bond offering documents created the false impression that the BEFs were being used
to make New Jersey’s pension contributions even though no incremental funds were being
received by TPAF and PERS. Disclosure documents misleadingly referred to the BEFs as
“reserves” that were being utilized to fund the State’s contributions to TPAF and PERS which
created the misleading impression that the State was making cash contributions to its pension
plans.
32.
Although bond offering documents referenced the BEFs in connection with the
State’s contributions, they never disclosed what they were, how they were being used, or why they
9

Case 9:20-cv-81205-RAR Document 148-16 Entered on FLSD Docket 08/14/2020 Page 11 of
18

were being used. Bond offering documents did not disclose that the State was using the BEFs in
conjunction with a five-year phase-in plan because of significant budgetary constraints, and was
unable to contribute to TPAF and PERS. In addition, bond offering documents did not disclose the
impact of using the BEFs as part of the five-year phase-in plan. The State recognized that delaying
the resumption of the State’s contributions could result in substantially increasing the pension
plans’ unfunded liabilities in the future. The State also recognized that by depleting the BEFs, the
State would now be faced with paying the normal costs of the enhanced benefits granted by the
2001 legislation. More than $704.2 million was used from the BEFs to fund the State’s fiscal year
2004, 2005, and 2006 pension obligations, and thus this amount was no longer available to offset
the future costs of the benefit enhancement legislation.
33.
By the end of fiscal year 2006, the State had depleted the BEFs. Bond offering
documents did not disclose that the State, during each budget cycle, intended to forego making
contributions to TPAF and PERS until it had exhausted the BEFs. By disclosing that the State had
adopted a five-year phase-in plan, the bond offering documents gave the impression that the State
would be contributing its full statutory contributions to TPAF and PERS by fiscal year 2008.
New Jersey Altered and Then Abandoned
the Five-Year Phase-In Plan Because of Financial Difficulties
34.
Although New Jersey’s bond offering documents referenced the five-year phase-in
plan, the State treated the phase-in plan as a flexible plan that could be altered on a year-to-year
basis depending on other budgetary demands. Because other budgetary priorities existed, the
State’s contributions to TPAF and PERS were reduced to 30 percent of the statutory contribution
in fiscal year 2005 and 40 percent in fiscal year 2006. Bond offering documents did not disclose
the changes to the phase-in plan or the reasons for the State’s reduced contributions. These
reduced contributions increased, in part, the UAALs for TPAF and the State portion of PERS by
$8.2 billion and $3 billion, respectively.
35.
Funding for TPAF and PERS was governed by the annual Appropriations Act. The
Appropriations Act for fiscal years 2004, 2005, and 2006 also set forth the State’s use of the BEFs.
In fiscal year 2004, the Appropriations Act specified the amounts to be used from the BEFs in lieu
of the State’s contributions to TPAF and PERS. However, the Appropriations Act for fiscal years
2005 and 2006 did not identify the amounts to be used from the BEFs or the phase-in percentages.
Rather, for those years, the Appropriations Act provided that the Treasurer would determine the
amount to be used from the BEFs.
36.
The language in the Appropriations Act for fiscal years 2005 and 2006 gave the
Treasurer the flexibility to alter the amount of the BEFs to be used to cover the State’s
contributions to TPAF and PERS, up until the last day of the fiscal year when the contributions
were due. In addition, this language gave the Treasurer the ability to alter the phase-in percentages
under the phase-in plan. This was particularly important, since by adjusting the amount of the
BEFs to be used in fiscal year 2005 and the phase-in percentage, the Treasurer was able to ensure
that there were sufficient assets in the BEFs in fiscal year 2006 to cover all or almost all of the
State’s contributions to TPAF and PERS. In fiscal year 2005, the Treasurer exercised his authority
10
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under the Appropriations Act by reducing the amount of the State’s contributions to TPAF and
PERS, and thus the phase-in percentage, following the enactment of the Appropriations Act. This
change in the phase-in plan, however, was not disclosed in bond offering documents.
37.
The State recognized that because of severe budgetary constraints, it would not be
able to achieve full funding of its pension plans by fiscal year 2008 without cutting State services
or finding other sources of revenue. In fact, the State only contributed 57.5 percent of the required
statutory contribution to its pension plans in fiscal year 2007 and 50 percent in fiscal year 2008.
38.
The State abandoned its five-year phase-in plan in approximately May 2006. Bond
offering documents did not disclose that the State had abandoned the five-year phase-in plan.
Rather, the State stopped using the term “five-year” when referring to the phase-in plan in
disclosure documents. The State’s continued use of the term “phase-in plan” gave the false
impression that New Jersey still had a plan to achieve full statutory contributions. Moreover, bond
offering documents did not disclose that New Jersey was unable to fully implement the five-year
phase-in plan without causing New Jersey to suffer severe economic hardship.
New Jersey Failed to Provide Certain Present and
Historical Financial Information Regarding Its Pension Funding
39.
The State’s bond offering documents contained inadequate information regarding
the State’s present and historical contributions to TPAF and PERS. Statistical tables for TPAF and
PERS found in Appendix I-D set forth the amount of the State’s contributions for the most recent
fiscal year and the prior five fiscal years. This information, however, was misleading to investors
because the amounts set forth included pension contributions, if any, as well as payments made by
the State to members of TPAF and PERS for post-retirement medical benefits.17 This contribution
information conflicted with other statistical information found in the Retirement Systems footnote
of Appendix I-A, which showed the actual pension contributions made by the State, but did not
include payments for post-retirement medical benefits, for the most recent fiscal year as well as the
two prior fiscal years. In addition, the State’s bond offering documents lacked sufficient
information for investors to understand the State’s historical failure – since 1997 – to contribute to
TPAF and PERS.
40.
Appendix I-A of the State’s disclosure documents also excluded a key statistical
table from the State’s CAFR called the “Required Supplementary Information Schedule of
Funding Progress” (“RSI Schedule”), which is defined by GASB. The RSI Schedule is designed
to provide a long-term actuarial perspective on the State’s funding of its pension plans. The RSI
Schedule provided important financial information regarding TPAF and PERS for the three prior
fiscal years, including the UAAL and the UAAL as a percentage of covered payroll.18 The ratio of
17

Under statutes for TPAF and PERS, the State’s contributions for post-retirement medical
benefits flowed through the pension plans.
18

Covered payroll includes all elements of compensation paid to active employees on which
contributions to the pension plans are based.
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UAAL to covered payroll is a measure of the significance of the UAAL relative to the capacity to
pay it. The trend in the ratio provides information as to whether the financial strength of the
pension plan is improving or deteriorating over time. The financial strength of a pension plan is
generally improving if the ratio of UAAL to covered payroll is decreasing. In fact, from 2002
through 2007, the UAAL as a percentage of covered payroll steadily increased. The UAAL and
the UAAL to covered payroll for TPAF and PERS is shown below.
TPAF
Fiscal
UAAL
UAAL as a Percentage
Year
of Covered Payroll
2002
$(1,654,591)
0.0%
2003 $2,731,906,950
35.5%
2004 $5,813,899,790
72.2%
2005 $9,178,537,424
108.6%
2006 $11,008,573,863
125.8%
2007 $12,446,668,618
137.1%
Fiscal
Year
2002
2003
2004
2005
2006
2007

PERS (State Portion)
UAAL
UAAL as a Percentage
of Covered Payroll
$(312,599,482)
(8.9)%
$1,112,345,981
31.1%
$1,926,870,843
51.4%
$2,801,180,057
69.5%
$4,129,039,284
97.1%
$5,004,619,993
112.8%

41.
The bond offering documents failed to provide information regarding the actuarial
methodology used by the State to calculate the actuarial value of assets, and the impact of using
this methodology on the State’s funding of its pension plans. The bond offering documents did
not disclose the effect of the State’s use of a five-year smoothing method to measure the actuarial
value of assets. As a result of the 2001 legislation and market declines, the actuarial value of
assets exceeded the market value of assets for TPAF and PERS, resulting in net unsmoothed
losses in both plans beginning in fiscal year 2002. The ratio of the actuarial value of assets to
market value of assets for TPAF and PERS is shown below.
Actuarial Value as a
Percent of Market Value
Fiscal
TPAF
PERS
Year
2002 129.5% 126.8%
2003 131.0% 127.7%
2004 121.0% 118.3%
2005 117.4% 113.9%
2006 112.8% 106.7%
12
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2007

104.7%

101.9%

Since the State’s contributions to TPAF and PERS are based on the actuarial value of assets, the

significant difference between the actuarial value of assets and the market value of assets
reduced the State’s statutory contributions to the pension plans.
42.
The bond offering documents also failed to provide information regarding the
actuarial methodology used by the State to calculate the actuarial accrued liabilities of TPAF and
PERS, and the impact of using this methodology on the State’s funding of its pension plans. The
bond offering documents did not disclose the effect of the State’s use of a closed 30-year
amortization period19 based on a level percent of pay for measuring the actuarial accrued
liability. Under this recognized actuarial method, the UAALs of TPAF and PERS will continue
to rise indefinitely even if the State were to contribute the full statutory contribution to the
pension plans. Under New Jersey statute, if the UAALs for TPAF and PERS increase from one
year to the next, the actuarial valuations will continue to use the full 30-year amortization period.
As a result, the State has been unable to and will continue to be unable to effectively amortize
TPAF’s and PERS’ UAALs.
43.
In addition, although available in actuarial reports for TPAF and PERS, the bond
offering documents did not provide asset and funded ratio information on a market value basis.
Because of the significant difference between the actuarial value and market value of assets in
TPAF and PERS, the actuarial value did not accurately present the current value of the pension
plans. Rather, the actuarial value of assets for TPAF and PERS provided a limited measure of the
pension plans’ financial health since they did not fully reflect the effects of the 2001 legislation or
market declines. Investors lacked sufficient information to assess the current financial health of
TPAF and PERS as a result of the absence of asset and funded ratio information on a market value
basis. New Jersey’s historical funded ratios using actuarial value of assets and market value of
assets are shown below:
Fiscal
Year
2002
2003
2004
2005
2006
2007

19

Actuarial Value
of Assets
$35,148,246,433
$34,651,825,932
$34,633,790,549
$34,789,389,875
$35,531,294,790
$36,714,578,745

TPAF
Market Value
of Assets
$27,121,744,264
$26,447,330,285
$28,618,463,144
$29,610,249,605
$31,495,000,296
$35,070,757,170

Funded Ratio
(actuarial value)
100.0%
92.7%
85.6%
79.1%
76.4%
74.7%

Funded Ratio
(market value)
77.2%
70.7%
70.8%
69.0%
69.3%
72.9%

As of the June 30, 2006 actuarial valuations, the State used an open 30-year amortization

period.
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Fiscal
Year
2002
2003
2004
2005
2006
2007

Actuarial Value
of Assets
$11,073,156,965
$10,829,953,189
$10,693,508,592
$10,631,348,826
$10,668,645,162
$11,024,255,608

PERS (State Portion)
Market Value
Funded Ratio
of Assets
(actuarial value)
$8,727,927,022 102.9%
$8,479,326,527 90.7%
$9,038,299,523 84.7%
$9,325,929,009 79.1%
$9,996,185,459 72.1%
$10,817,111,560 68.8%

Funded Ratio
(market value)
81.1%
71.0%
71.6%
69.4%
67.6%
67.5%

New Jersey Enhances Its Pension Funding Disclosures
44.
Subsequent to an April 2007 news article that raised questions regarding disclosures
in the State’s bond offering documents relating to New Jersey’s funding of its pensions, the State
hired disclosure counsel to advise the State on an on-going basis regarding its disclosure
obligations under the federal securities laws. During 2007 and early 2008, the State, with the
assistance of disclosure counsel, reviewed its bond offering documents and enhanced its
disclosures.
45.
With the assistance of disclosure counsel, the State has reviewed, evaluated, and
enhanced its disclosure process by instituting formal, written policies and procedures. In its
written policies and procedures, among other things, the State established a committee comprised
of senior Treasury officials, representatives from the Attorney General’s Office, and disclosure
counsel to oversee the entire disclosure process and to review and make recommendations
regarding the State’s disclosures and disclosure practices. In addition, the State has implemented
an annual mandatory training program conducted by disclosure counsel for the State’s employees
involved in the disclosure process to ensure compliance with the State’s disclosure obligations
under the federal securities laws.
Legal Discussion
46.
Municipal securities represent an important part of the financial markets available
to investors. At the end of 2009, individual investors held approximately 35 percent of outstanding
municipal securities directly and up to another 34 percent indirectly through money market funds,
mutual funds, and closed end funds. There is also substantial trading volume in the municipal
securities market — almost $3.8 trillion of long and short-term municipal securities were traded in
2009 in over 10 million transactions. Issuers of municipal securities have an obligation to ensure
that financial information contained in their disclosure documents is not materially misleading.
Proper disclosure allows investors to understand and evaluate the financial health of the state or
local municipality in which they invest.
47.
New Jersey, as an issuer of municipal securities, is subject to the antifraud
provisions of the federal securities laws. In addition, the Commission has promulgated a brokerdealer rule, Exchange Act Rule 15c2-12, which in general limits market access for certain
municipal securities issues to those offerings in which the issuer agrees to file annual disclosures of
14
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specified financial and operating information as well as notices of certain events, if material, and
notices of any failures to file with certain repositories designated by the Commission.20 The
antifraud provisions apply to such disclosure and to any other statements made to the market.
48.
Section 17(a) of the Securities Act prohibits the making of any untrue statement of
material fact or omitting to state a material fact in the offer or sale of securities. A fact is material
if there is a substantial likelihood that its disclosure would be considered significant by a
reasonable investor. Basic Inc. v. Levinson, 485 U.S. 224, 231-32 (1987); TSC Industries, Inc. v.
Northway, Inc., 426 U.S. 438, 449 (1976). Violations of Sections 17(a)(2) and (3) may be
established by showing negligence. SEC v. Hughes Corp., 124 F.3d 449, 453-54 (3d Cir. 1997);
SEC v. Steadman, 967 F.2d 636, 643 n.5 (D.C. Cir. 1992).
Violations
49.
As a result of the negligent conduct described above, the State violated Sections
17(a)(2) and 17(a)(3) of the Securities Act. Specifically, the State made material
misrepresentations and omissions in preliminary official statements, official statements, and
continuing disclosures regarding the State’s under funding of TPAF and PERS. TPAF and PERS
represent a significant and growing obligation for New Jersey. The State’s misrepresentations and
omissions were material in that they failed, over the course of an almost six-year period, to provide
investors with adequate information regarding the State’s funding of TPAF and PERS as well as
the financial condition of the pension plans. Information regarding the State’s under funding of
TPAF and PERS and their financial health was important to investors in evaluating New Jersey’s
overall financial condition and future financial prospects.
50.
The State was aware of the under funding of TPAF and PERS and the potential
effects of the under funding. However, due to a lack of disclosure training and inadequate
procedures relating to the drafting and review of bond disclosure documents, the State made
material representations and failed to disclose material information regarding TPAF and PERS in
bond offering documents.
Remedial Efforts
51.
In determining to accept the State’s Offer, the Commission considered the
cooperation afforded the Commission’s staff during the investigation and remedial acts taken by
the State, referenced in paragraphs 44 and 45.

20

On December 5, 2008, the Commission amended Rule 15c2-12 to require issuers to agree to
file annual disclosures of specified financial and operating information as well as notices of certain
events, if material, and notices of any failures to file with the Municipal Securities Rulemaking Board.
Issuers are no longer permitted to use other repositories. Rule 15c2-12 was further amended on May 27,
2010 to eliminate the materiality determination for certain types of events and to make other changes to
improve the quality and timeliness of municipal securities disclosure.
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IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in the State’s Offer.
Accordingly, it is hereby ORDERED that pursuant to Section 8A of the Securities Act, the
State shall cease and desist from committing or causing any violations and any future violations of
Sections 17(a)(2) and 17(a)(3) of the Securities Act.
By the Commission.
Elizabeth M. Murphy
Secretary
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Service List
Rule 141 of the Commission's Rules of Practice provides that the Secretary, or another duly
authorized officer of the Commission, shall serve a copy of the Order Instituting Cease-and-Desist
Proceedings Pursuant to Section 8A of the Securities Act of 1933, Making Findings, and Imposing a
Cease-and-Desist Order ("Order"), on the Respondent and its legal agents.
The attached Order has been sent to the following parties and other persons entitled to
notice:
Honorable Brenda P. Murray
Chief Administrative Law Judge
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-2557
Elaine C. Greenberg, Esq.
Philadelphia Regional Office
Securities and Exchange Commission
701 Market Street, Suite 2000
Philadelphia, PA 19106
State of New Jersey
Marc-Philip Ferzan, Executive Assistant Attorney General
Robert M. Hanna, Director of the Division of Law
Office of the Attorney General
P.O. Box 080
Trenton, NJ 08625-0080
Carmen J. Lawrence, Esq.
Fried, Frank, Harris, Shriver & Jacobson LLP
One New York Plaza
New York, NY 10004
(Counsel for the State of New Jersey)
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES ACT OF 1933
Release No. 10714 / September 30, 2019
ADMINISTRATIVE PROCEEDING
File No. 3-19568

In the Matter of
Block.one,
Respondent.

ORDER INSTITUTING CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTION 8A OF THE SECURITIES ACT
OF 1933, MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
ORDER

I.
The Securities and Exchange Commission (“Commission”) deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the Securities Act
of 1933 (“Securities Act”) against Block.one (“Block.one” or the “Respondent”).
II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (“Offer”) that the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are
admitted, Respondent consents to the entry of this Order Instituting Cease-and-Desist Proceedings
Pursuant To Section 8A of the Securities Act of 1933, Making Findings, And Imposing a CeaseAnd-Desist Order (“Order”), as set forth below.
III.
On the basis of this Order and Respondent’s Offer, the Commission finds that:
Summary
Block.one is a Cayman Islands-registered technology company that was established in
2016, and developed the EOSIO software, an operating system that would underlie one or more
anticipated EOSIO-based blockchains. From June 26, 2017 through June 1, 2018 (the “Relevant
Period”), Block.one conducted a “token distribution,” or “initial coin offering” (“ICO”), in which it
publicly offered and sold 900 million digital assets (“ERC-20 Tokens”) in exchange for Ether, a
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digital asset, to raise capital to develop the EOSIO software and promote the launch of EOSIObased blockchains.
Block.one raised Ether worth several billion dollars from the general public, including a
portion from U.S. residents. Block.one did not register its offers and sales of the ERC-20 Tokens
pursuant to the federal securities laws, nor did it qualify for an exemption to the registration
requirements under the federal securities laws.
Based on the facts and circumstances set forth below, the ERC-20 Tokens were securities
under the federal securities laws pursuant to SEC v. W. J. Howey Co., 328 U.S. 293 (1946), and its
progeny, including the cases discussed by the Commission in its Report of Investigation Pursuant
To Section 21(a) Of The Securities Exchange Act of 1934: The DAO (Exchange Act Rel. No.
81207) (July 25, 2017) (“DAO Report”). A purchaser in the offering of ERC-20 Tokens would
have had a reasonable expectation of obtaining a future profit based upon Block.one’s efforts,
including its development of the EOSIO software and its promotion of the adoption and success of
EOSIO and the launch of the anticipated EOSIO blockchains. Block.one violated Sections 5(a)
and 5(c) of the Securities Act by offering and selling these securities without having a registration
statement filed or in effect with the Commission or qualifying for an exemption from registration.
IV.
Respondent
1.
Block.one is a Cayman Islands-registered company and it currently has offices in
Hong Kong and Blacksburg, Virginia. Neither Block.one nor its securities are registered with the
Commission in any capacity.
Background
2.
Block.one is a technology company that was established in 2016 to, among other
things, develop the EOSIO software, an operating system designed to support public or private
blockchains. The goal of the EOSIO software is to increase blockchain transaction speeds, reduce
transaction costs, and improve scalability.
3.
Block.one launched a website (“EOS.IO Website”) and published a Technical
White Paper (“White Paper”) to market the EOSIO software and proposed EOSIO-based
blockchains, and announced that it would be conducting an approximately year-long “initial coin
offering,” or “ICO” of tokens distributed on the Ethereum blockchain using the ERC-20 protocol.
4.
Over the approximate one-year period from June 26, 2017 through June 1, 2018,
Block.one offered and sold ERC-20 Tokens to the general public, selling and distributing 900
million ERC-20 Tokens in total. This was done through an automated and committed process, i.e.,
a “smart contract.” When purchasing tokens, investors also entered into an electronic token
purchase agreement (“Token Purchase Agreement”). Block.one also reserved 100 million tokens,
referred to as “founders’ tokens,” for its own account. Block.one sold and distributed the ERC-20
Tokens in Dutch-style auctions on the following schedule: 200 million tokens were sold and
distributed during the first five days of the ICO, and thereafter, 700 million tokens were split
evenly into 350 consecutive 23-hour “distribution periods” of 2 million tokens each. On average,
2
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the ERC-20 Tokens sold for the equivalent of approximately $4.40 per token. In addition, the
ERC-20 Tokens contained no restrictions on transfer following their initial sale and distribution,
and the tokens began trading through online trading platforms as early as July 1, 2017.
5.
Block.one ultimately raised several billion dollars’ worth of Ether in the ICO, a
portion of which was raised from U.S. persons notwithstanding certain measures, described below,
undertaken by Block.one to prohibit U.S. persons from participating. At the close of the ICO,
approximately 330,690 individual wallet addresses held the ERC-20 Tokens, with approximately
75% of all tokens held by 100 wallets.
6.
The EOS.IO Website stated that the proceeds of the ICO would be “revenue” of
Block.one, and it “intends to use certain of the proceeds for general administration and operating
expenses, as well as to build a blockchain consulting business focusing on helping businesses reimagine or build their businesses on the blockchain, developing more open source software that
may be helpful to the community and building decentralized applications using EOS.IO Software.”
7.
As set forth in the Token Purchase Agreement, which was posted on the EOS.IO
Website, and in other public statements, the ERC-20 Token was not the same token that eventually
would be used on any anticipated EOSIO-based blockchains. Rather, the ERC-20 Token was
designed to become fixed and nontransferable on the Ethereum blockchain (a different blockchain
platform) at the close of the ERC-20 Token sale, meaning that while a record of past transactions
could be confirmed on the Ethereum blockchain, new transfers of the ERC-20 Token could not
occur on the Ethereum blockchain and the smart contract would have no further functionality at
that point. Beginning in December 2017, Block.one began to release beta versions of the EOSIO
software and explained that once the official version was published under an open source software
license, anyone could view the software’s code and use it to configure and launch blockchains
(such as the EOS Blockchain, which would be a different blockchain than an Ethereum
blockchain).
8.
As anticipated, on June 1, 2018, Block.one’s ICO closed, and the ERC-20 Token –
which prior to this time had been transferrable in secondary market transactions – became fixed
and nontransferable. In addition to the EOSIO software, Block.one developed a “snapshot tool”
that when used in conjunction with EOSIO, would allow any developer to launch a blockchain
that, upon their election, could also contain the final ERC-20 Token register of accounts.
Block.one advised that ERC-20 Token holders would need to register their token ownership
through a smart contract on the Ethereum blockchain in order to be eligible to receive any native
EOSIO-based blockchain tokens utilizing the snapshot tool, if and when those blockchains
launched.
9.
On June 14, 2018, the EOS Blockchain, the first EOSIO-based blockchain, was
launched. The ERC-20 Tokens sold in the ICO remain fixed on the Ethereum blockchain, and the
ERC-20 Tokens cannot be transferred.

3
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Block.one Offered and Sold Securities
Without Registration or an Applicable Exemption
10.
Block.one launched the EOS.IO Website on May 11, 2017. Block.one
subsequently sold and distributed the ERC-20 Tokens directly through the EOS.IO Website in
exchange for Ether. The EOS.IO Website included certain measures intended to block U.S.-based
purchasers from buying ERC-20 Tokens, including by blocking U.S.-based IP addresses from
accessing the EOS.IO Website token sale page. In addition, Block.one required all ERC-20 Token
purchasers to agree to the Token Purchase Agreement, which included provisions that U.S. persons
were prohibited from purchasing ERC-20 Tokens, and that any purchase by a U.S. person was
unlawful and rendered the purchase agreement null and void. Block.one did not, however,
ascertain from purchasers whether they were in fact U.S.-based persons, and a number of U.S.based persons purchased ERC-20 Tokens directly through the EOS.IO Website.
11.
Block.one also undertook efforts for the purpose of, or that could reasonably be
expected to have the effect of, conditioning the market in the U.S. for the ERC-20 Tokens,
including by engaging in directed selling efforts. Among other things, Block.one participated in
blockchain conferences in the U.S., including a prominent conference held in New York City in
May 2017, to promote Block.one and which at times also promoted its ICO. In connection with
the May 2017 Conference, Block.one advertised EOSIO on a large billboard in Times Square on
May 22, 2017, promoted EOSIO in informal informational sessions, and hosted a post-conference
reception. Block.one also promoted its proposed business and ICO to U.S.-based persons on the
EOS.IO Website and through various social media and forum posts. The EOS.IO Website, White
Paper, and other promotional statements were accessible to purchasers and potential purchasers,
and viewable by U.S. persons.
12.
In addition, ERC-20 Tokens were traded and widely available for purchase on
numerous online trading platforms open to U.S.-based purchasers throughout the duration of the
ICO. Block.one did not take any steps to prevent the ERC-20 Tokens from being immediately
resellable to U.S.-based purchasers in secondary market trades.
13.
No registration statement concerning the offers and sales of ERC-20 Tokens was in
effect at any time prior to or during the offering. The offers and sales did not qualify for any
exemption from registration under the federal securities laws.
ERC-20 Token Purchasers Would Reasonably Have Expected
That They Would Profit From the Efforts of Block.one
14.
Block.one offered ERC-20 Tokens in order to raise capital and build a profitable
enterprise, and ERC-20 Token purchasers would reasonably have understood that if Block.one was
successful in doing so, their token purchase would be profitable.
15.
At the time the ICO launched in June 2017, Block.one did not have any product in
place, and its proposed software was largely conceptual. Purchasers would have understood that
Block.one was a for-profit entity. Block.one stated that the ICO proceeds were “revenue” of the
Company, and that it would use the proceeds to build a profitable enterprise by, among other
things, developing the EOSIO software and promoting the widespread adoption of EOSIO and
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launch of anticipated EOSIO-based blockchains. Purchasers thus would have understood that
Block.one’s success in building and promoting the EOSIO software and promoting the launch of
one or more EOSIO-based blockchains would make their token purchase profitable.
16.
In January 2018, seven months into the 12-month ERC-20 Token offering,
Block.one announced that it would invest $1 billion from the offering proceeds to “offer[]
developers and entrepreneurs the funding they need to create community driven businesses
leveraging EOSIO software.”
17.
In describing Block.one’s plans to invest the proceeds of the ERC-20 Token sale to
fund businesses that would use, directly or indirectly, an EOSIO-based blockchain, Block.one
stated that “the money we spent on those initiatives will be returned value for the network” and
that the money raised in the ICO would be spent wisely to fund development of EOSIO-based
blockchains.
18.
Over the approximately year-long ICO, ERC-20 Token purchasers’ expectations
were primed by Block.one’s marketing of the ERC-20 Token and anticipated EOSIO blockchains.
To market the ERC-20 Token, Block.one created the EOS.IO Website and published an EOS
White Paper and an “Introduction to EOS” technical paper. During the ICO, Block.one also was
developing EOSIO software and released beta versions of the software to the public. Its founders
also published articles and blog posts to promote the EOSIO software, and actively engaged U.S.
purchasers and potential U.S. purchasers on social media, online message boards, and other outlets.
In the course of marketing the EOSIO software, Block.one encouraged U.S. purchasers to rely on
the founders’ expertise and vision to secure the widespread adoption of the EOSIO software and
anticipated launch of one or more EOSIO blockchains.
V.
Violations
19.
As a result of the conduct described above regarding the offers and sales of ERC-20
Tokens in the ICO, Block.one violated Section 5(a) of the Securities Act, which states that unless a
registration statement is in effect as to a security, it shall be unlawful for any person, directly or
indirectly, to make use of any means or instruments of transportation or communication in
interstate commerce or of the mails to sell such security through the use or medium of any
prospectus or otherwise; or to carry or cause to be carried through the mails or in interstate
commerce, by any means or instruments of transportation, any such security for the purpose of sale
or for delivery after sale.
20.
As a result of the conduct described above, Block.one violated Section 5(c) of the
Securities Act, which states that it shall be unlawful for any person, directly or indirectly, to make
use of any means or instruments of transportation or communication in interstate commerce or of
the mails to offer to sell or offer to buy through the use or medium of any prospectus or otherwise
any security, unless a registration statement has been filed as to such security.
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VI.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent’s Offer.
Accordingly, it is hereby ORDERED that:
A.
Pursuant to Section 8A of the Securities Act, Respondent Block.one cease and desist
from committing or causing any violations and any future violations of Sections 5(a) and 5(c) of the
Securities Act.
B.
Respondents shall, within 10 days of the entry of this Order, pay a civil money
penalty in the amount of $24,000,000 to the Securities and Exchange Commission for transfer to
the general fund of the United States Treasury, subject to Exchange Act Section 21F(g)(3). If
timely payment is not made, additional interest shall accrue pursuant to 31 U.S.C. § 3717.
Payment must be made in one of the following ways:
(1)

Respondent may transmit payment electronically to the Commission, which
will provide detailed ACH transfer/Fedwire instructions upon request;

(2)

Respondent may make direct payment from a bank account via Pay.gov
through the SEC website at http://www.sec.gov/about/offices/ofm.htm; or

(3)

Respondent may pay by certified check, bank cashier’s check, or United
States postal money order, made payable to the Securities and Exchange
Commission and hand-delivered or mailed to:
Enterprise Services Center
Accounts Receivable Branch
HQ Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169

Payments by check or money order must be accompanied by a cover letter identifying Block.one
as a Respondent in these proceedings, and the file number of these proceedings; a copy of the
cover letter and check or money order must be sent to Lara Shalov Mehraban, Associate Regional
Director, Division of Enforcement, Securities and Exchange Commission, New York Regional
Office, 200 Vesey Street, Suite 400, New York, New York 10281.
C.
Amounts ordered to be paid as civil money penalties pursuant to this Order shall be
treated as penalties paid to the government for all purposes, including all tax purposes. To
preserve the deterrent effect of the civil penalty, Respondent agrees that in any Related Investor
Action, it shall not argue that it is entitled to, nor shall it benefit by, offset or reduction of any
award of compensatory damages by the amount of any part of Respondent’s payment of a civil
penalty in this action (“Penalty Offset”). If the court in any Related Investor Action grants such a
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Penalty Offset, Respondent agrees that it shall, within 30 days after entry of a final order granting
the Penalty Offset, notify the Commission’s counsel in this action and pay the amount of the
Penalty Offset to the Securities and Exchange Commission. Such a payment shall not be deemed
an additional civil penalty and shall not be deemed to change the amount of the civil penalty
imposed in this proceeding. For purposes of this paragraph, a “Related Investor Action” means a
private damages action brought against Respondent by or on behalf of one or more investors based
on substantially the same facts as alleged in the Order instituted by the Commission in this
proceeding.
By the Commission.

Vanessa A. Countryman
Secretary
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES ACT OF 1933
Release No. 10736 / December 18, 2019
ADMINISTRATIVE PROCEEDING
File No. 3-19621
In the Matter of
Blockchain of Things, Inc.,
Respondent.

ORDER INSTITUTING CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTION 8A OF THE SECURITIES ACT
OF 1933, MAKING FINDINGS, AND
IMPOSING PENALTIES AND A CEASEAND-DESIST ORDER
I.

The Securities and Exchange Commission (“Commission ) deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the Securities Act
of 1933 (“Securities Act ) against Blockchain of Things, Inc. (“BCOT or “Respondent ).
II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (“Offer ) that the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as to
the Commission s jurisdiction over it and the subject matter of these proceedings, which are
admitted, Respondent consents to the entry of this Order Instituting Cease-and-Desist Proceedings
Pursuant To Section 8A of the Securities Act of 1933, Making Findings, And Imposing A CeaseAnd-Desist Order (“Order ), as set forth below.
III.
On the basis of this Order and Respondent s Offer, the Commission finds that:
Summary
1.
Blockchain of Things, Inc. (“BCOT ) is a technology company established to develop
and implement blockchain technology, specifically by providing a platform, or web services layer,
designed to improve upon existing blockchain technology, including its security and ease of use. From
December 2017 through July 2018, BCOT offered and sold digital tokens (“BCOT Tokens or
“tokens ; the “Offering ). BCOT conducted the Offering of BCOT Tokens to raise capital to develop
and implement its business plan, which included further developing and maintaining its blockchain
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platform and technology, called “Catenis Enterprise and “Catenis Services (collectively, “Catenis ).
2.
BCOT raised more than $12 million worth of digital assets through its Offering. BCOT
did not register its Offering pursuant to the federal securities law, nor did it qualify for an exemption to
the registration requirements.
3.
Based on the facts and circumstances set forth below, BCOT Tokens were securities,
pursuant to SEC v. W. J. Howey Co., 328 U.S. 293 (1946), and its progeny, including the cases
discussed by the Commission in its Report of Investigation Pursuant To Section 21(a) Of The
Securities Exchange Act of 1934: The DAO (Exchange Act Rel. No. 81207) (July 25, 2017) (the
“DAO Report ). A purchaser in the Offering of BCOT Tokens would have had a reasonable
expectation of obtaining a future profit based upon BCOT s efforts to spur development of an
“ecosystem on the Catenis platform, including BCOT s use of its Offering proceeds and steps to
control and increase the value of BCOT Tokens. BCOT violated Sections 5(a) and 5(c) of the
Securities Act by offering and selling these securities without having a registration statement filed or
in effect with the Commission or qualifying for exemption from registration.
Respondent
4.
BCOT is a Delaware corporation based in New York, NY. Neither BCOT nor its
securities are registered with the Commission.
Facts
A. Background
5.
solutions.

BCOT was established in July 2015 to develop blockchain technology integration

6.
On December 4, 2017, BCOT began conducting a “pre-sale of BCOT Tokens (the
“PreSale ). BCOT released a white paper (the “White Paper ) as well as related documentation,
including a “BCOT Token Sale Economics document (“Token Sale Economics ). The White Paper
explained BCOT s technology, and provided an overview of the BCOT Tokens, including how
BCOT planned to use the proceeds from the sale of the BCOT Tokens. The Token Sale Economics
document described the token sale timeline and pricing, and token allocation structure.
7.
BCOT s White Paper and related documentation were made publicly available on
its website. Initially, potential purchasers were directed to contact the company if they were
“interested in joining the PreSale. In June 2018, BCOT s website advertised that its PreSale was
complete, but that potential purchasers could still purchase via its “Public Sale.
8.
The White Paper explained BCOT s Catenis Enterprise technology, described as
“an easy-to-use, web services layer encoded into the Bitcoin blockchain. BCOT stated that Catenis
technology could primarily assist with four blockchain-based services: 1) message transmission, 2)
message logging, 3) digital asset generation, and 4) digital asset transfer. The White Paper stated
that Catenis was currently a “live network (in beta) with several active corporate clients. After
describing the Catenis technology and its potential applications, the White Paper explained that
2

Case 9:20-cv-81205-RAR Document 148-18 Entered on FLSD Docket 08/14/2020 Page 4 of
12
“Catenis is fundamentally a platform on which third-party developers will be able to build
applications using Catenis core functionality (e.g., secure messaging, smart-assets, etc.) as a
building block. The White Paper outlined examples of the “many categories in which a third-party
programmer could focus future development efforts.
9.
The White Paper also provided information regarding BCOT s business model.
According to the White Paper, BCOT generated revenues via licensing sales, as well as professional
services assisting corporate clients with its technology. Prior to the PreSale, however, such revenues
had been de minimis. The White Paper stated that BCOT Token sales were designed to raise
revenues for BCOT.
B. BCOT Ca e

Ec

e

Wa N

De e

ed

10.
At the time of the Offering, the Catenis platform functioned in a “beta or pilot
stage. BCOT s White Paper stated that Catenis had “several active corporate clients. (BCOT had
two corporate clients, including one paying client.) A small amount of revenue had also been raised
through licensing fees.
11.
BCOT s White Paper highlighted prospective functionality. Five endnotes contain
the caveat that they are describing “functionality that has not yet been developed and is expected to
be developed in 2018 or thereafter. At the time of the Offering, BCOT also provided a
Development History and Timeline document, which also delineated functionalities targeted for
“near-term delivery in “2018 and beyond.
12.
As explained in its White Paper, BCOT described Catenis as “fundamentally a
platform on which third-party developers will be able to build applications using Catenis core
functionality (e.g., secure messaging, smart-assets, etc.) as a building block. The White Paper
outlined and provided examples of the “many categories in which a third-party programmer could
focus future development efforts to build applications.
13.
Also in its White Paper, BCOT described how it planned to incentivize third-party
developers to build applications on the Catenis platform, stimulating an entire “ecosystem of thirdparty apps on Catenis. First, BCOT reserved ten percent (10%) of its token allocation as “bounty
to reward those who built useful applications. These tokens were to be rewarded at BCOT s
discretion, based upon an application s “real world usage and “potential for future
adoption/growth. BCOT s White Paper outlined suggestions for applications to which third party
application developers could focus their application development efforts. Second, BCOT stated it
planned to launch a Catenis Decentralized App Store directory, for third-party developers to list and
sell their applications. Third, BCOT stated it planned to create and manage a voluntary certification
process for applications. Through these future efforts, BCOT aimed to spur developer interest in
Catenis, facilitating wider adoption of its technology.
C. Te

BCOT Offering

14.
BCOT s website described the terms of its Offering. The White Paper stated that
subsequent to a token distribution, token purchasers would be able to convert their tokens to Catenis
credits, allowing them to access and utilize the Catenis platform and its services.
3
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15.
BCOT s Token Sale Economics document set forth further details regarding the
upcoming token sale, including token pricing, allocation, and distribution. Notably, token prices
increased from $0.50 USD to $2.00 USD based upon the number of tokens sold to date. BCOT also
set an undisclosed “hidden cap (or maximum total token supply) on the number of tokens it would
distribute. BCOT stated it was not its intention to allow an unlimited amount of token sales.
16.
According to the Token Sale Economics document, only seven and one-half
percent (7.5%) of the maximum token supply was to be distributed through its Offering. The
document outlined how the remaining tokens would be allocated. By far the largest portion of the
maximum token supply—sixty percent (60%)—was to be held in reserve by the company, to be used
or issued by BCOT at its sole discretion. BCOT thus had the ability to restrict, or increase, the
amount of tokens in circulation at its discretion. The remaining tokens were to be allocated over
several years through a Customer Rewards Program (12.5%), “Bounty Rewards to third-party
developers (10%), “Community/Advisor Grants (5%), and to “Founders/Core Team (5%).
D. BCOT Token We e C
e be
Catenis Credits and Transferrable on the
Secondary Market Without Restriction
17.
The White Paper stated that BCOT Tokens were designed to “power[] all key
functionality in Catenis. In order to utilize the Catenis platform and its functionalities, a purchaser
was required to convert its tokens into “Catenis credits.
18.
There was no requirement that a BCOT Token purchaser ever exchange any of his
or her tokens into “Catenis credits.
19.
BCOT s White Paper also stated that BCOT Tokens would not activate any
predetermined quantity of Catenis services. Rather, the price of Catenis services would vary “based
on the bitcoin transaction fee market (and other factors). Thus, based on the White Paper, BCOT
reserved the right to adjust the price of Catenis services at its discretion, based on BCOT s operating
costs and market forces.
20.
Neither BCOT s White Paper—nor any other documentation available to
prospective BCOT Token purchasers—provided any information regarding the quantity of Catenis
services that would be available to a token purchaser in exchange for a specific amount of BCOT
Tokens.
21.
Although neither BCOT s White Paper—nor its related documentation or
website—provided any discussion related to potential secondary market trading in BCOT Tokens,
BCOT Tokens were designed to be freely transferrable upon issuance and delivery, with no
restrictions on transfer.
E. Reasonable Expectation of Profits from the Efforts of BCOT and Its Agents
22.
Purchasers would have reasonably viewed the BCOT Token Offering as an
opportunity to profit if BCOT were successful in its entrepreneurial and managerial efforts to
develop its business and ecosystem. As discussed above, purchasers would have reasonably
4

Case 9:20-cv-81205-RAR Document 148-18 Entered on FLSD Docket 08/14/2020 Page 6 of
12
expected that they could profit by holding or trading BCOT Tokens, whether or not they ever used
the Catenis platform, based on BCOT s White Paper and other materials.
23.
BCOT highlighted the credentials, abilities and management skills of its agents and
employees. For example, BCOT s website highlighted that its team had experience in
cryptocurrency, business development and operations, social media, and software development.
24.
BCOT did require that purchasers sign a contract stating, among other things, that
they were not purchasing BCOT Tokens for “future appreciation or “investment or speculative
purpose[s].
25.
Nonetheless, purchasers could expect to see their BCOT Tokens increase in value
based upon demand for BCOT Tokens increasing, as third-party developers built applications that
increased the attractiveness of the Catenis technology—and, by extension, increased the value of the
BCOT Tokens. Based on BCOT s statements in its White Paper and other documents provided in
connection with the Offering, purchasers would reasonably have expected that BCOT and its agents
would expend significant efforts to develop the Catenis platform, spurring the development of an
“ecosystem and thus increasing the value of their BCOT Tokens.
26.
Further, BCOT planned to cap the maximum number of tokens distributed. Thus,
as demand for BCOT Tokens increased, each individual token would increase in value.
27.
Additionally, PreSale and early “Public Sale purchasers could also reasonably
expect to profit based upon BCOT s pricing schedule (outlined in the Token Sale Economics
document), which set forth incrementally increasing prices, based upon the number of tokens sold to
date. Prospective purchasers could thus expect to profit simply by passively holding their tokens, as
tokens were sold at incrementally increasing prices. Purchasers could further expect to profit via
BCOT s Customer Rewards Programs, which was to distribute additional tokens based on owning
and holding tokens.
28.
While BCOT ostensibly marketed its tokens as pre-paid access to its Catenis
technology, during the Offering the Catenis platform was only functioning in “beta mode, and there
was no “ecosystem of third party applications developed. Further, there was no guidance regarding
how to correlate the number of tokens that might be needed for specific transactions or services.
F. BCOT Offered and Sold Tokens without Registration or Applicable Exemption
29.
Between December 2017 and June 2018, BCOT raised nearly $13 million from
investors in the United States and Asia during its “Pre-Sale and “Public Sale. 1
30.
BCOT solicited individuals via its website. BCOT employees and representatives
also met in person with a number of potential token purchasers.

1

Funds were collected largely in Bitcoin, as well as U.S. Dollars. The $13 million USD figure is based upon exchange
rates in effect at the time of the Offering.
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31.
Between December 2017 and April 2018, BCOT raised over $600,0002 via general
solicitation efforts, selling BCOT Tokens to 69 individuals during its “Pre-Sale. These 69
individuals were all U.S. persons.
32.
In addition, between January and May 2018, BCOT entered into four “reseller
contracts (“Reseller Contracts ), with individuals or entities in South Korea, Vietnam, Japan, and the
United Arab Emirates (the “Foreign Resellers ). The Reseller Contracts each provided that the
Foreign Reseller would serve as the exclusive seller of BCOT Tokens within its specified geographic
territory (South Korea, Vietnam, Japan, and the “Mid East including Dubai, Africa, and South West
Asia including India, respectively). Each Foreign Reseller was to be compensated for its selling
efforts with BCOT Tokens.
33.
There were no restrictions on the resale of these tokens to prevent their distribution
to U.S. persons. While each Foreign Reseller was contractually limited to a specified geographic
territory, the Reseller Contracts contained no provisions delineating any specific procedures or
diligence efforts that the Foreign Resellers must follow so as to ensure that potential purchasers
were, in fact, residents or citizens of their respective geographic territory.
34.
All direct contact with potential purchasers was through the Foreign Resellers.
BCOT had no visibility into the Foreign Resellers token sales practices, such as what disclosures
and representations were made by the Foreign Resellers to potential purchasers. BCOT also lacked
any visibility into the identity of potential purchasers.
35.
Between January and May 2018, the Foreign Resellers raised more than $12
million USD in BCOT Token sales, selling tokens to more than 1,380 individuals.
36.
On June 27, 2018, BCOT launched what it called its “Public Sale. BCOT
advertised its Public Sale on its company website.
37.
Consistent with the token pricing schedule outlined in its previously issued Token
Sale Economics document, Public Sale prices started at $0.75 USD/token.
38.
BCOT s Public Sale raised an additional $1,875 USD from two purchasers, both
ostensibly located in South Korea. These individuals paid in Bitcoin.
39.
In total, BCOT raised approximately $13 million USD from approximately 1,380
individuals through the combined efforts of its Offering.
40.

On March 13-15, 2019, BCOT distributed its tokens.
Violations

41.

As a result of the conduct described above, BCOT violated Section 5(a) of the

2

Funds were collected in Bitcoin and U.S. Dollars. The $600,000 USD figure is based upon exchange rates in effect at
the time of the Offering.
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Securities Act, which states that unless a registration statement is in effect as to a security, it shall be
unlawful for any person, directly or indirectly, to make use of any means or instruments of
transportation or communication in interstate commerce or of the mails to sell such security through
the use or medium of any prospectus or otherwise; or to carry or cause to be carried through the mails
or in interstate commerce, by any means or instruments of transportation, any such security for the
purpose of sale or for delivery after sale.
42.
Also as a result of the conduct described above, BCOT violated Section 5(c) of the
Securities Act, which states that it shall be unlawful for any person, directly or indirectly, to make use
of any means or instruments of transportation or communication in interstate commerce or of the mails
to offer to sell or offer to buy through the use or medium of any prospectus or otherwise any security,
unless a registration statement has been filed as to such security.
BCOT Re ed a Ac
43.
In determining to accept the Offer, and to not impose greater civil penalties, the
Commission considered remedial acts undertaken by Respondent and cooperation afforded the
Commission staff.
Undertakings
Respondent makes the following undertakings:
1.
Within fourteen (14) days from the date of this Order, Respondent will issue a press
release (the “Press Release ), in a form not objected to by Commission staff, notifying the public of
this Order and containing a link to the Order. At the same time, Respondent will prominently post
the Press Release, link to the Order on BCOT s company website, and maintain it there until the
“Claim Form Deadline (as defined in Paragraph 2.c. below).
2.

Subsequently, Respondent will:
a. Within one hundred twenty (120) days of the date of this Order, file a Form 10
to register under Section 12(g) of the Securities Exchange Act of 1934 (“the
1934 Act Registration ) the BCOT Tokens as a class of securities;
b. Respond promptly and in good faith to any and all comments concerning the
1934 Act Registration issued by the Division of Corporation Finance;
c. On a date no later than sixty (60) calendar days after the date of the filing of
the 1934 Act Registration, or on the date seven (7) days after the 1934 Act
Registration becomes effective, whichever date is sooner (the earlier date
being the “Effective Date ), distribute by electronic means reasonably
designed to notify each potential claimant (“Distribution ), a notice and a
claim form (the “Claim Form ), both of which shall be in a form not objected
to by Commission staff, and both of which shall include a link to BCOT s
filing page on EDGAR, informing all persons and entities that purchased
BCOT Tokens from Respondent before and including July 31, 2018, of their
7
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potential claims under Section 12(a) of the Securities Act, including the right
to sue “to recover the consideration paid for such security with interest
thereon, less the amount of any income received thereon, upon the tender of
such security, or for damages if [the purchaser] no longer owns the security
and informing purchasers that they may submit a written claim on the Claim
Form directly to Respondent at an address indicated on the Claim Form of a
purchaser s assertion of rights under Section 12(a) of the Securities Act, and
that such claims must be submitted by a date certain (“Claim Form Deadline);
said Claim Form Deadline shall be the earlier of three (3) months from the
date that the Division of Corporation Finance notifies Respondent that the
Division s review of the Form 10 has been concluded or six (6) months from
the Effective Date.
d. Simultaneously with the Distribution of the Claim Form, post the Claim Form
on Respondent s company website and maintain it there until the Claim Form
Deadline; and
e. Maintain such 1934 Act Registration and make timely filings of all reports
required by Section 13(a) of the Securities Exchange Act of 1934 at least until
the later of (1) the Claims Form Deadline; (2) such time as Respondent has
filed all reports required for the fiscal year within which the 1934 Act
Registration became effective; and (3) such time as Respondent is eligible to
terminate its registration pursuant to Rule 12g-4 under the Securities
Exchange Act of 1934.
3.
Respondent will pay the amount due under Section 12(a) of the Securities Act, if any,
to each qualified person or entity that purchased BCOT Tokens from Respondent before and
including July 31, 2018, and that submitted a written claim to Respondent s address by the Claim
Form Deadline using the Claim Form. Within three (3) months from the Claim Form Deadline,
Respondent will make all payments it deems to be due and adequately substantiated to purchasers
who submitted the Claim Form by the Claim Form Deadline. Respondent may require that a
claimant submit additional documentation supporting that the claimant is entitled to receive payment
under Section 12(a) of the Securities Act and Paragraph 2 above. Upon receiving such a request, a
claimant will have thirty (30) days to provide the requested documentation in writing to the address
provided by Respondent. For any claims not paid, Respondent will provide the claimant with a
written explanation of the reason for non-payment.
4.
Beginning 30 days after the Claim Form Deadline, Respondent will submit to
Commission staff a monthly report of the claims received and the claims paid under Paragraph 3
above, including (a) identifying information about each claimant; (b) the amount of each claim; (c)
the resolution of each claim, including the amount of each payment; (d) identification of all claims
not paid and the reasons for all non-payment of claims; and (e) a list of all complaints received (if
any) and the manner in which Respondent addressed each complaint. Respondent will provide
Commission staff with any related additional information or documentation reasonably requested by
Commission staff, such as documentation submitted by the claimant and documentation supporting
Respondent s decision regarding the claim. In response to any objections by Commission staff to
Respondent s handling of one or more claims, Respondent will reconsider its decision(s) in light of
the objection and will provide a written explanation to Commission staff of its decision following
8
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such reconsideration.
5.
Within seven (7) months of the Effective Date, Respondent will submit to
Commission staff a final report of its handling of all claims received under Paragraph 3 above,
including all information listed in Paragraph 4 above (the “Final Report ).
6.
Respondent will certify, in writing, compliance with the undertakings set forth above
within sixty (60) days of their completion. The certification shall identify the undertakings, provide
written evidence of compliance in the form of a narrative, and be supported by exhibits sufficient to
demonstrate compliance. The certification and supporting material shall be submitted to: Laura
Josephs, Assistant Director, Division of Enforcement, Securities and Exchange Commission, 100 F
Street, N.E., Washington, DC 20549, or such other person or address (including electronic address)
as the Commission staff may identify, with a copy to the Office of Chief Counsel of the Enforcement
Division. The Commission staff may make reasonable requests for further evidence of compliance,
and Respondent agrees to provide such evidence, as applicable.
7.
If Respondent plans to file a Form 15 to terminate its registration pursuant to Rule
12g-4 under the Securities Exchange Act of 1934 on the grounds that the BCOT Token no longer
constitutes a “class of securities under Rule 12g-4 because the BCOT Token is no longer a
“security under Section 3(a)(10) of the 1934 Act, Respondent will notify the Commission staff at
least thirty (30) days prior to such filing. Upon such notification, the Commission staff may make
reasonable requests for further information, and Respondent agrees to provide such information, as
applicable.
8.
Respondent will retain all records and communications relating to the BCOT Token
Offering for a period of at least one year after the date it submits the certification of compliance as
described in Paragraph 6 above, or until such time as otherwise required by law.
9.
Respondent may apply to Commission staff for an extension of the deadlines
described above before their expiration and, upon a showing of good cause by Respondent,
Commission staff may, in its sole discretion, grant such extensions for whatever time period it deems
appropriate.
10.
In determining whether to accept the Offer, the Commission has considered the
Respondent s cooperation and these undertakings.
VII.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent s Offer.
Accordingly, it is hereby ORDERED that:
A.
Pursuant to Section 8A of the Securities Act, Respondent cease and desist from
committing or causing any violations and any future violations of Section 5(a) and (c) of the Securities
Act.
9
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B.
Respondent shall pay a civil monetary penalty in the amount of $250,000.00 to the
Securities and Exchange Commission for transfer to the general fund of the United States Treasury,
subject to Exchange Act Section 21F(g)(2). Payment shall be made as follows: $62,500 within thirty
(30) days of entry of this Order; $62,500 within sixty (60) days of entry of this Order; $62,500 within
ninety (90) days of entry of this Order; and the remainder within one hundred twenty (120) days of this
Order. If timely payment is not made, additional interest shall accrue pursuant to 31 U.S.C. § 3717.
Payment must be made in one of the following ways:
a.
Respondent may transmit payment electronically to the Commission, which will
provide detailed ACH transfer/Fedwire instructions upon request;
b.
Respondent may make direct payment from a bank account via Pay.gov through
the SEC website at http://www.sec.gov/about/offices/ofm.htm; or
c.
Respondent may pay by certified check, bank cashier s check, or United States
postal money order, made payable to the Securities and Exchange Commission and handdelivered or mailed to:
Enterprise Services Center
Accounts Receivable Branch
HY Bldg., Room 181, AMZ-341
6500 South MacArthur Boulevard
Oklahoma City, OK 73169
Payments by check or money order must be accompanied by a cover letter
identifying BCOT as a Respondent in this proceeding, and the file number of this proceeding; a
copy of the cover letter and check or money order must be sent to Carolyn Welshhans,
Associate Director, Division of Enforcement, Securities and Exchange Commission, 100 F
Street NE, Washington, D.C. 20549, or such other person or address as the Commission staff
may provide.
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C.
Amounts ordered to be paid as civil money penalties pursuant to this Order shall be
treated as penalties paid to the government for all purposes, including all tax purposes. To preserve the
deterrent effect of the civil penalty, Respondent agrees that in any Related Investor Action, it shall not
argue that it is entitled to, nor shall it benefit by, offset or reduction of any award of compensatory
damages by the amount of any part of Respondent s payment of a civil penalty in this action (“Penalty
Offset ). If the court in any Related Investor Action grants such a Penalty Offset, Respondent agrees
that it shall, within 30 days after entry of a final order granting the Penalty Offset, notify the
Commission s counsel in this action and pay the amount of the Penalty Offset to the Securities and
Exchange Commission. Such a payment shall not be deemed an additional civil penalty and shall not
be deemed to change the amount of the civil penalty imposed in this proceeding. For purposes of this
paragraph, a “Related Investor Action means a private damages action brought against Respondent by
or on behalf of one or more investors based on substantially the same facts as alleged in the Order
instituted by the Commission in this proceeding.
By the Commission.
Vanessa A. Countryman
Secretary
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