FINANCIAL INDUSTRY REGULATORY AUTHORITY

OFFICE OF HEARING OFFICERS

SEP 30

DEPARTMENT OF ENFORCEMENT,

Disciplinary Proceeding

COMPLAINANT, No. 2006005546007

V.

Hearing Officer - RSH
LANCE SCIDA (CRD NO. 4634133)
and ORDER ACCEPTING OFFER OF

SETTLEME
DENNIS BAILEY (CRD NO. 3060060),
RESPONDENTS.
INFRODUCTION

Disciplinary Proceeding No. 200600554007 was filed on March 17, 2009, by the
Department of Enforcement of the Financial Industry Regulatory Authority (FINRA)
{Complainant). Respondents Lance Scida and Dennis Bailey (Respondents) submitted an
Offer of Settlement (Offer) to Complainant on September 23, 2009. Pursuant to FINRA
Rule 9270(¢), the Complainant and the National Adjudicatory Council (NAC), a Review
Subcommittee of the NAC, or tﬁe Office of Disciplinary Affairs {ODA) have accepted
the uncontested Offer. Accordingly, this Order now is issued pursuant o FINRA Rule
9270(e)(3). The findings, conclusions and sanctions set forth in this Order are those
stated in the Offer as accepted by the Complainant and approved by the NAC.

Under the terms of the Offer, Respondents have consented, without admitting or
denying the allegations of the Complaint, and solely for the purpose of this proceeding

and any other proceeding brought by or on behalf of FINRA, or to which FINRA is a
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party, to the emtry of findings and violations consistent with the allegations of the
Complaint, and to the imposition of the sanctions set forth below, and fully understand
that this Order will become part of Respondents' permanent disciplinary record and may
be considered in any future actions brought by FINRA.

BACKGROUND

Respondent Lance N. Scida (CRD No. 4634133) ("Scida") first became registered
with FINRA (f’k/a National Association of Securities Dealers, Inc. or NASD) as a
General Securities Representative in 2003. From June 14, 2004 through March 17, 2006,
Scida was registered with SAMCO Financial Services, Inc. ("SAMCO" or "-Firm") asa
General Securities Representative and General Securities Principal. After his registration
with SAMCO was terminated, Scida became registered as a General Securities
Representative at three other member firms between March 21, 2006 and May 5, 2008.
Scida has not been registered with any member firm since his termination from a member
firm on May 5, 2008, however, he remains subject to FINRA's jurisdiction pursuant to
Article V, § 4(a) of the By-Laws,

Respondent Dennis R. Bailey (CRD No. 3060060) (“Bailey”) first became
registered with FINRA as a General Securities Representative in 2000. From July 19,
2004, through March 31, 2006, Bailey was registered as a General Securities
Representative with SAMCO. After his registration with SAMCO was terminated,
Bailey was registered as a General Securities Representative with two other member
firms between March 31, 2006 and November 21, 2007. Bailey has not been registered

with any member firm since his termination from a member firm on November 21, 20607,



however, he remains subject to FINRA''s jurisdiction pursuant to Article V, § 4(a) of the
By-Laws.
FINDINGS AND CONCLUSIONS

It has been determined that the Offer be accepted and that findings be made as
follows:

Violations of NASD Rules 2310 and 2110
Facts Common to Both Respondents

Scida and Bailey recommended to customers that they iuvest’ in collateralized
mortgage obligations ("CMO"). A CMO is a security that pools together mortgages and
issues shares, called tranches, with various characteristics and risks. The underlying
mortgages serve as the collateral for the CMO and provide principal and interest
payments, which are directed to the various tranches and paid to shareholders. While
CMOs have stated final maturity dates at which all principal must be returned, they can
make principal payments throughout the life of the security. In addition, the timing on
these payments may vary significantly depending on interest rate changes.

One of the most volatile and risky CMO tranches is the inverse floater CMO
("inverse floater”). An inverse floater is a type of tranche that pajrs an adjustable rate of
interest that moves in the oiaposite direction from movements of an interest rate index,
such as the London Interbank Offered Rate (“LIBOR”). Inverse floaters are thinly traded
securities which trade in the over-the-counter market. FINRA informed members as
early as 1993 that inverse_ floaters "are only suitable for sophisticated investors with a

high-risk profile."



- Inverse floaters typically are highly leveraged and vulnerable to a high degree of
price volatility as interest rates move. An increase in the interest rate index decreases the
interest rate of an inverse floater and subsequently, the interest earned by the inverse
floater holder. Rising interest rates also generally reduce the prepayment speeds of
inverse floaters because home owners are less likely to refinance their mortgages.
Although most mortgages include at least a partial repayment of principal with each
payment, refinancing results in large principal payments before the expiration of ﬂxe {oan,
A slow down in home refinancing may resuit in a decrease in principal payments to the
inverse floater owner. The smaller repayment of principal extends the maturity date and
keeps the owner’s investment tied up in the inverse floater, potentially for as much as 30
years. In addition, an increase in the index reflects an increase in prevailing interest rates,
which further decreases the value of the inverse floater. Should the inverse floater owner
need to sell the security on the open market, the trading price could be significantly lower
than the original purchase price. Furthermore, inverse floaters generally are traded for
institutional clients. Therefore, trades of smaller denominations can be difficult to
execute without being subjected to lower than market pricing.

Due to the fact that each inverse floater tranche is uniquely structured and thinly
traded, prices used for valuation purposes are determined using theoretical pricing
models. These prices are strictly best estimates of value and can vary substantially from
prices obtained though actual bidding or market offerings. Consequently, the risk of
inverse floaters can be exacerbated by the use of margin borrowing given that the value
of the underlying asset is difficult to ascertain until it is actually offered for sale on the

market.



The CMOs sold to Scida’s and Bailey’s customers were issued by the Federal
National Mortgage Association ("Fannie Mae™), the Federal Home Loan Mortgage Corp.
("Freddie Mac"), or the Government National Mortgage Association ("Ginnie Mae"}.

Scida and Bailey's CMO sales were transacted through SAMCQ Financial
Services, Inc., a broker-dealer registered with FINRA from March 1992 to December
2006. SAMCO was incorporated in Arizona and had its principal office in Phoenix.
During the relevant period, SAMCO had a branch office in Boca Raton, Florida (the
“Boca Branch”™). The head of the Boca Branch was registered representative and trader,
JLS.

JLS's business consisted entirely of investing in highly complex and volatile
CMOs (“JLS’s CMO program”). JLS's business focused aimost exclusively on trading
inverse floaters. All of the registered representatives in the Boca Branch solicited
customers to open accounts at SAMCO for purposes of investiﬁg in JL§*s CMO program.

Scida worked out of the Boca Branch. Bailey conducted business from his home
in Bel Aire, Kansas, and his transactions were executed through the Boca Branch.

As registered representatives, Scida and Bailey solicited customers to open
accounts at SAMCO for purposes of investing in jLS’s CMO program.

Scida prospected for potential retail CMO investors by attending networking
meetings and through word of mouth referrals. During Scida's prospecting calls and in-
person meetings with potential CMO investors, Scida presented the features of the CMO
investment, discussed the basic characteristics of the investment, and provided certain

written materials to potential customers. During the course of thesc presentations, Scida



recommended that customers open accounts with SAMCO to invest in JLS's CMO
program.

Bailey prospected for potential retail CMO investors by explaining JLS's CMO
program and trading strategy. During Bailey's prospecting meetings with potential
customers, he explained the CMO investment and its characteristics, and provided certain
written materials to potential customers. During the course of these meetings, Bailey
recommended that customers open accounts with SAMCO to invest in JLS’s CMO
program.

At the time that Scida and Bailey recommended that a customer invest in JLS’s
CMO program, they were required,l pursuant to NASD Conduct Rule 2310, to have
reasonable grounds, based upon the customer's investment objectives, financial situation,
and needs, for believing that their recommendation was suitable for that customer, They
failed to do so. Instead, they each made recommendations to customers irrespective of
their customers’ investment objectives, financial situation, and needs.

Based upon the recommendations by Scida and Bailey, customers opened
accounts at SAMCO with the intention of investing in inverse floater CMOs.  Scida’s
and Bailey’s customers opened their SAMCO accounts With initial cash deposits to be
used to purchase inverse floater CMOs. The particular CMO investments were
determined at a date subsequent to the account opening. That decision was made entirely
by JLS, who controlled all of the trading of inverse floaters in Scida's and Bailey's
customers' accounts.

In addition to the initial cash deposits made by Scida's and Bailey's customers,

margin was used to purchase inverse floaters for their retail customers' accounts at



SAMCO, thereby dramatically increasing the risks associated with investing in these
complex and volatile securities. At the time of their recommendations, Scida and Bailey
understood that JLS would utilize margin borrowings to fund the investments for their
customers.

Scida's Customers
Customers ED & AD |

In June 2005, Scida met with customers ED and AD and recommended that they
open an account at SAMCO for the purpose of investing in JLS’s CMO program.

At the time that Scida made the recomrmendation, he did not have reasonable
grounds to believe that recommending that ED and AD open an account at SAMCO for
the purpose of investing in JLS's CMO program was suitable for ED and AD, based upon
ED and AD’s investment experience, financial status, and investment objectives.
Specifically, inverse floaters were not suitable investments for ED and AD, who had
limited investment experience, insufficient financial resources to warrant margin use, and
the expectation that their investment was short-term.

In June 2005, based on Scida’s recommendation, ED and AD opened an account

"at SAMCO with an initial deposit of $65,000, for the purpose of investing in JLS’s CMO
program. ED and AD’s entire initial deposit was invested in CMOs, primarily inverse
floater CMOs. In addition, margin borrowing was used in ED and AD’s account to
further fund their CMO investments.

Between June 2005 and June 2006, ED and AD suffered losses of approximately

$48,000 investing in JLS's CMO program.



Customer LJ

In January 2005, Scida spoke with customer LJ and recommended that she open
an account at SAMCO for the purpose of investing in JLS’s CMO program.

At the time that Scida made the recommendation, he did not have reasonable
gfounds to believe that recommending that LJ open an account at SAMCO for the
purpose of investing in JL.S’s CMO program was suitable for LJ, based upon LJ’s
investment experience, financial status, and investment objectives. Specifically, inverse

floaters were not suitable investments for LJ, who had no prior investment experience
and the conservative investment objective of obtaining additional income tu supplement
her living éxpenses.

In January 2005, based on Scida’s recommendation, LJ opened an account at
SAMCO with an initial deposit of $180,000, for the purpose of investing in JLS’s CMO
program. LJ’s entire initial deposit was invested in CMOs, primarily inverse floater
CMOs. In addition, margin borrowing was used in LI’s account to further fund her CMO
investments. |

Between January 2005 and August 2006, L] suffered losses of approximately
$90,500 investing in JLS’s CMO program.

Bailey's Customers
Bailey also made unsuitable recommendations to customers.
Customer AC
In August 2004, Bailey spoke with customer AC and recommended that she open

an account for the purpose of investing in JLS’s CMO program. At the time that Bailey



made the recommendation, he did not have reasonable grounds to believe that
recommending that AC open an account at SAMCO for the purpose of investing in JLS’s
CMO program was suitable for AC, based upon AC’s investment experience, financial
status, and investment obijectives. Specifically, inverse floaters were not suitable
investments for AC, whose investment objective was o avoid risk, and whose initial
deposit represented a significant portion of her liquid net worth.

In Aungust 2004, based on Bailey’s recommendation, AC opened an account at
SAMCO with an initial deposit of $142,000, for the purpose of investing in JLS’s CMO
program. AC's entire initiall deposit was invested in CMOs, primarily inverse floater
CMOs. In addition, margin borrowing was used in AC’s account to further fund her
CMO investments. Between August 2004 and June 2006, AC suffered losses of
approximately $132,000 investing in JLS's CMO program.

Customers AS and MS

In February 2005, Bailey spoke with customers AS and M8 and recommended
that they open an account at SAMCO for the purpose of investing in JLS's CMO
progrtam.  Bailey also recommended that AS and MS liquidate a variable annuity
coniract in order to invest in JLS's CMO program. At the timerthat Bailey made the
recommendation, he did not have reasonable grounds to believe that recommending that
AS and MS open an account at SAMCO for the purpose of investing in JLS’s CMO
program was suitable for AS and MS, based upon AS and MS’s investment experience,
financial status, and investment objectives. Specifically, inverse floaters were not suitable
investments for AS and MS, who had conservative investment objectives and whose total

investment exceeded their actual liquid net worth.



In February 2005, based on Bailey's recommendation, AS and MS openéd an
account at SAMCO with an initial deposit of $100,000, for the purpose of investing in
JLS’s CMO ﬁrogram. AS and MS’s entire initial deposit was invested in CMOs,
primarily inverse floater CMOs. In addition, ﬁlargin borrowing was used in AS and
MS’s account to further fund their CMO investments. In August 2005, AS and MS
deposited an additional $50,000 into their SAMCO account to invest in CMOs. Between
Febrouary 2005 and March 2006, AS and MS suffered losses of approximately $70,000
investing in JLS’s CMO program.

Customers DP aﬁd AP

In September 2004, Bailey spoke with DP and AP and recommended that they
open an account at SAMCO for the purpose of investing in JLS’s CMO program. At the
time of the recommendation, Bailey did not have reasonable grounds to believe that
recommending that DP and AP open an account at SAMCO for the purpose of investing
in JLS’s CMO program was suitable for DP and AP, based upon DP and AP’s investment -
experience. Specifically, inverse floaters were not suitable investments for -DP and AP
who had limited investment expeﬁeme. DP and AP did not possess the necessary level
of sophistication to make inverse floaters a suitable investment for them.

In September 2004, based upon Bailey’s recommendation, DP and AP opened an
account at SAMCO with an initial deposit of $25,000, for the purpose of investing in
JLS’s CMO program. DP and AP’s entire initial deposit was invested in CMOs,
primarily inverse floater CMOs. In addition, margin borrowing was used in DP and AP’s
account to further fund their CMO investments. Between November 2004 and August

2005, DP and AP deposited an additional $775,000 into their SAMCO account, which
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also was invested in CMOQOs, Between September 2004 and March 2006, DP and AP

suffered losses of approximately $543,000 investing in JLS’s CMO program.

Violations of NASD Rules 2120 and 2110 and
Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5 Thereunder

In connection with their recommendations that customers open accounts to invest
in JLS’s CMO program, Scida and Bailey made material misrepresentations and omitted
to state material facis necessary in order to make the statements made, in light of the
circumstances under which they were made, not misleading. For example, in making
recommendations to their customers, Scida and Bailey each represented to customers that
JLS’s CMO program would result in substantial returns with virtually no risk. Scida and
Bailey each promoted JLS’s knowledge and experience with CMQs, as well as JLS’s
previous investment returns, as the basis for their recommendations to customers to open
accounts at SAMCO. Scida and Bailey acted recklessly in making these
misrepresentations and omissions of material facts.

More specifically, Scida, in making his recommendation to ED and AD to open
the account and invest in JLS’s CMO program, made the following misrepresentations of
material facts:

a. that the inverse floater investment was virtuaily risk-ﬁweel;
b. that the risks of investing in inverse floaters was minimal because
the investment would be short-term, lasting between 6 and 18

months;
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c. that bond prices for CMO investments never move more than a
few points and because the investment was short term, there were
no real risks;

d. that because ED and AD’s holdings were short term, and the
securities always mature at a price of $100, their holdings could
always be sold at a price close to $100.

e. that the usé of margin was like a “bonus” or “perk” allowing ED
and AD to invest with other people’s money and earn more than it
costs to borrow; and

f. that the prices listed on ED and AD’s monthly account statements
were not important because their holdings would always mature at

-a price of $100.

In making his recommendation to ED and AD that they open an account at
SAMCO to invest in JLS’s CMO program, Scida omitted the following material
information:

a. the risks associated with inverse floaters;

b. the risks associated with utilizing margin to fund the purchase of
inverse floaters which are volatile, illiquid, highly leveraged
products; and

c. when he told ED and AD that their principal was guaranteed
because these investments always mature at a price of $100, he
failed to adequately disclose to ED and AD that (i) this principal

guarantee only applied if they held the inverse floater positions
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until maturity, and (i) that rising interest rates could extend the
expected maturity date of the inverse floaters purchased by ED and
AD.

In making his recommendation to LJ to open the account and invest in JLS’s
CMO program, Scida made the material misrepresentation that her investments would be
in short term securities, with maturities between 3 and 12 months,

In making his recommendation to LJ that she open an account at SAMCO to
invest in JLS’s CMOQ program, Scida told L] that the payments. she would receive from
her investment were guaranteed without adequately disclosing to LJ the following
material information:

a. this principal guarantee only applied if she held the inverse floater
positions until maturity; and

b. that rising interest raies could extend the expected maturity date of
the inverse floaters purchased by LJ.

Similarly, in connection with Bailey's recommendations that customers open
accounts to invest in JLS’s CMO program, he made material misrepresentations and
omitted material facts necessary in order to make the statements made, in light of the
circumstances under which they were made, not misleading. Bailey acted recklessly in
making these misrepresentations and omissions of material facts.

Specifically, Customer AC opened an account at SAMCO in August 2004 based
upon Bailey's recommendation. In making his recommendation to AC to open the
account and invest in JL8’s CMO program, Bailey made the material misrepresentation

that the inverse floater investment was virtually risk-free. Bailey told AC that her
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ﬁrincipal was guaranteed without adequately disclosing to AC the following material
infonnﬁtion: |
a. that this principal guarantee only applied if she held the inverse
floater positions until maturity; and
b. that rising interest rates could extend the expected maturity date of
the inverse floaters purchased by AC.

Customers AS and MS also opened an account at SAMCO in February 2005
based upon Bailey's recommendation. In making his recommendation to AS and MS that
they open an account at SAMCO to invest in JLS’s lCMO program, _Bailey omitted the
following material information:

a. the risks associated with inverse floaters; and

b. the risks associated with utilizing margin to fund the purchase of
inverse floaters, which are volatile, illiquid, highly leveraged
products.

Finally, Customers DP and AP opened an account at SAMCO in September 2004
based upon Bailey's recommendation. In making his recommendation to DP and AP to
open the account and invest in JLS’s CMO program, Bailey told DP and AP that their
principal was guaranteed without adequately disclosing to them the following material
information:

a. that this principal guarantee only applied if ihey held the inverse
floater positions until maturity; and
b. that rising interest rates could extend the expected maturity date of

the inverse floaters purchased by DP and AP.
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Vielations of NASD Rules 2510(b) and 2110

Scida and Bailey knew at the time they recommended to their customers to open
accounts that JLS would be managing the accounts once opened. Scida and Bailey
delegated the authority to JLS to select the particular inverse floaters for their customers,
to determine how much margin would be utilized in their customers' accounts, and fo
decide when their customers bought and scld.

During the review period, Scida and Bailey opened 28 and 75 customer accounts,
respectively. Neither Scida nor Bailey obtained written authorization signed by any of
their clients and a Firm principal in order to authorize JLS or anyone at SAMCO to
exercise discretion in any of their customers’ accounts. Thus, none of the accounts
opened by Scida’s and Bailey’s customers were discretionary accounts.

When Scida and Bailey recommended to their customers that they open accounts
to invest in JLS’s CMO program, they did so with the understanding and intention that
JLS would exercise such discretion aver their customer accounts. Yet, neither Scida nor
Bailey obtained written authorization signed by any of their clients and a Firm principal,
in order to authorize JLS or anyone at SAMCO to exe;cise discretion in any of their
customers’ accounts.

‘Scida and Bailey, nonetheless, exercised discretionary power in non-discretionary
accounts by delegating to JLS the power to (a) select particular CMO investments for
their customers; (b) decide how much of the security their customers would buy and
when; and (c) decide how much margin borrowing would be utilized to purchase CMOs.

Due to Scida's and Bailey's relinquishment of control over all trading done in their

customers' accounts, their customers were not always contacted by Scida, Bailey, or
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anyone else at SAMCO for trade authorization prior to trades being executed in their
accounts. |

Nine trades were executed for Scida customef LJ between February 2005 and
March 2006. LJ was not contacted by Scida or anyone else from SAMCO seeking
authorization for those trades prior to execution.

Seven trades were executed for Bailey customer AC between September 2004 and
April 2006. AC was not contacted by Bailey or anyone else from SAMCO seeking
authorization for these trades prior to execution,

Four trades were executed for Bailey customers AS and MS between March 2005
and April 2006. AS and MS were not contacted by Bailey or anyone else from SAMCO
seeking authorization for these trades prior to execution.

Fourteen trades were executed for Bailey customers DP and AP between
September 2004 and April 2006, DP and AP were not contacted by Bailey or anyone
else from SAMCO seeking authorization for these trades prior to execution.

Based on the foregoing, Respondents violated:

1. NASD Conduct Rules 2310 and 21190;

2. Section 10¢b) of the Securities Exchange Act of 1934 and Rule
10b~5 promulgated thereunder, and NASD Conduct Rules 2120
and 2110; and

3. NASD Conduct Rules 2510(b) and 2110.

Based on these considerations, the sanctions hereby imposed by the acceptance of
the Offer are in the public interest, are sufficiently remedial to deter Respondents from
any future misconduct, and represent a proper discharge by FINRA, of its regulatory

responsibility under the Securities Exchange Act of 1934.
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SANCTIONS
It is ordered that Respondents be suspended from associating in any capacity with
any FINRA member for a period of two years.  Respondents have submitted sworn |
financial statements and demonstrated an inability to pay. In light of the financial status
of Respondents, no monetary sanctions have been imposed.
The sanctions imposed herein shall be effective on a date set by FINRA staff,
Pursuant to FINRA Rule 8313, a bar or expulsion shall become effective upon approval

or acceptance of this Order.

SO ORDERED. FINRA

Signed on behalf of the
Director of ODA, by delegated authority

‘ a“&- G~

Colleen Hanrahan, Senior Counsel
FINRA Department of Enforcement
1801 K Street, N.W.

Suite 800

Washington, D.C.

20006-1334

T: (202) 974.2737

F:(202) 721-6581

email: Colleen.Hanrahan{@finra.org
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