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Respondent violated Conduct Rules 3010 and 211D by (i) failing te establish,
maintain, and enforce an adequate supervisory system and procedures, and
(i) failing to adequately supervise two registered representatives and the
trading and market making at his firm. He also violated Conduct Rules 3011
and 2110 by (i) failing to develop and implement an AML program
reasonably designed to achieve and monitor his firm’s compliance with
applicable AML laws, rules, and regulations, and (ii) failing to detect and
report suspicious money movements and trading activity. For-these
violations, Respondent is suspended in all principal capaclties for two years
and fined a total of $50,000.

Appearances
Peter Schlossman, Senior Counsel, Washington, DC, for the Department of Enforcement,
No appearance by or on behalf of George Reilly.

DECISION

Introduction

On June 30, 2009, the Department of Enforcement (“Enforcement™) filed the attached

Complaint in this disciplinary proceeding against Respondent George Reilly (“Reilly™). The First

Cause of the Complaint charges that Reilly violated Conduct Rules 3010 and 2110 by: (1) failing

to establish, maintain, and enforce a reasonable supervisory system and procedures, and (2)



failing to supervise two registered representatives, and the trading and market making at his firm.
The Second Cause of the Complaint charges that Reilly violated Conduct Rules 3011 and 2110
by: (1) failing to establish and implement a reasonable anti-money laundering (“AML")
program, and (2) failing to detect and report suspicious money movements and trading.'

Reilly did not answer or otherwise respond to the Complaint. Consequently, on
September 14, 2009, Enforcement filed a Motion for Entry of Default Decision (“Default
Motion”), supported by the Declaration of Peter Schlossman, Esqg. (“Schlossman Decl.”) and

four exhibits. Respondent did not file a response to the Default Motion.

Il Jurisdiction

Reilly began his career m the securities industry in 1988.% From June 1988 until
December 2000, Reilly was registered and associated with a series of FINRA member firms.
Between December 4, 2000, and Decembér 12, 2007, Reilly worked at Chicago Investment
Group, LLC (“CIG” or “Firm”). At CIG, he was registered as a General Securities
Representative and a General Securities Principal, as well as several other capacities.! On
December 17, 2007, CIG filed a Uniform Termination Notice for Securities Industry Registration

(“Form U5"), indicating that Reilly’s employment had been terminated on December 12, 2007.

Y Asof July 30, 2007, NASD consolidated with the member regulation and enforcement functions of NYSE
Regulation and began operating under a new corporate name, the Financial Indusiry Regulatory Authority (FINRA),
References in this decision to FINRA include, where appropriate, NASD. Following consolidation, FINRA began
developing a new FINRA Consolidated Rulebook. The first phage of the new consolidated rules became effective on
December 15, 2008, including certain conduct rules and procedural rules. See Regulatory Notice 08-57 (Oct. 2008).
This decision tefers to and relies on the NASD Conduct Rules that were in effect at the time of Respondent’s al]eged
misconduct. The applicable rules are available at www.finra.org/rules.

? The factual determinations in this decision are based on the allegations of the attached Complaint, which are
deemned admitted, as well as additional materials filed by Enforcement.

SCE-1,at2.
* Schlossman Decl. §4; CE-1, at 2.
* Schlossman Decl. 1 5; CE-2.



Although Reilly has not been associated with a FINRA member since December 12,
2007, he remaiﬁs subject to FINRA’s jurisdiction for purposes of this proceeding, pursuant to
Article V, Section 4 of FINRA’s By-Laws,- because (1) the Complaint was filed within two yzars
following the termination of his last registration with a FINRA member, and (2) the Complaint

charges him with misconduct committed while he was associated with a FINRA member firm.®

II.  Origin of the Investigation

Enforcement’s investigation of Reilly originated from a referral from FINRA’s Member
Regulation Department as a result of its examination of CIG, Upon receipt of that referral,
Enforcement investigated CIG, Reilly, and other firm employees to determine if CIG was
involved in price manipulation of an OTC Bulletin Board (“OTCBB”) stock. In addition,
Enforcement investigated for possible supervisory and AML violations. At the conclusion of its

investigation, Enforcement filed the Complaint in this proceeding.

IV.  Respondent’s Default

The Hearing Officer finds that Reilly defaulted by failing to answer or otherwise respond
to the Complaint within the time required by Procedural Rule 9215. Enforcement’s Default
Motion, supporting declaration, and exhibits show that Enforcement properly served Reilly with
the Complaint and the First and Second Notices of Complaint in accordance with Procedural
Rule 9134(b)(1). Accordingly, pursuant to Procedural Rules 9215(f) and 9269(a}2), the Hearing

Officer deems the allegations in the attached Complaint admitted and grants Enforcement’s

Default Motion.

* Article V, Sec. 4(a), FINRA By-Laws, available at www finra.org/rules (then follow “FINRA Manual” hyperlink
to “Corporate Organizatiom: By-Laws™). =~ ,



V. Findings of Fact and Conclusions of Law

A.  Respondent’s Supervisory Responsibilities 7

Reilly worked at CIG’s headquarters in Chicago, [llinois.” He was CIG’s President from
2004 unti] his termination in December 2007. He was also the Chiei‘ Compliance Officer from
2003 through December 2006, and the AML officer from 2002 through July 2006. In these roles,'
his supervisory responsibilities included establishing and maintaining CIG’s supervisory‘system,_
including its written procedures, and establishing and implementing its AML compliance
program.® In addition, Reilly was CIG’s designated principal responsible for trading and market
making and the designated supervisor of Paul Benz (“Benz”), la broker working out of his home
in New Jersey, and Darren White (“White™), a trader working out of his home in California.® |

B.  Supervisory Violations

1. Legal Standard

Conduct Rule 3010(2) requires that FINRA members “establish and maintain a system to
supervise the activities of each registered representative and associated person that is reasonably
designed to achieve compliance with applicable securities laws and regulations, and with the
Rules of [FINRA].™" The supervisory system must be tailored specifically to the merxibcr’s
business and must address the activities of all of its registered representatives and associated
persons.*!

Conduet Rule 3010(13) requires that a member “establish, maintain, and enforce written

procedures to supervise the types of business in which it engages and to supervise the activities

7 Schlossman Decl. § 14.

¥ Schlossman Decl. 1 14, 186,

? Schlossman Decl. § 14.

' NASD Conduct Rule 3010(a). :

" NASD Notice to Members (“NTM") 99-45, 1999 NASD LEXIS 20, at *5 (June 1999).



-of registered representatives and associated persons that are reasonably desigﬁcd to achieve
compliance with applicable securities laws and regulations, and with the ﬁpplicable Rules of
[FINRA).”" “Whether a particular supervisory system or set of written procedures is in fact
‘reasonably designed to achieve compliance’ depends on the facts and circumstance; of each
case.”"

A violation of Conduct Rule 3010 also is a violation of Conduct Rule 2110, which
requires member firms to observe high standards of commercial honor and just and equitable
principles of trade. ' |

2. Inadequate System and Procedures

In the First Cause of the Complaint, Enforcement alleges that Reilly failed to e\st:.iblish
and maintain a supervisory system and procedures reasonably designed to achieve CIG’s
compliance with applicable laws, rules, and regulations. Enforcement alleges that CIG’s
supervisory system and procedures were deficient in several respects. F irst, the Firm did not have
an adequate system for supervising its market making activities. Reilly, as the Firm’s designated
principal responsible for trading and market making, supervised the Firm’s trading activities by
conducting a daily review of the Firm’s trade blotter.” The Firm had no other method to collect
and report trade data in order to detect patterns of suspicious or improper trading.'® Second, the
supervisory system was not reasonably designed to enable Reilly to supervisé the activities of

Benz and White, two registered representatives located on opposite sides of the country and a

2 NASD Conduct Rule 3010(b).

" In re Kresge, 2007 SEC LEXIS 1407, at *27 (June 29, 2007) {quoting La Jolla Capital Corp., 54 S.E.C. 275, 281
& .15 (1999)). . |

" Kresge, 2007 SEC LEXIS 1407, at *42.
1% Schiossman Decl. § 14
“1d



significant distance from Reilly. Third, during most of the review period, the written supervisory
procedures did not contain any procedures for market making. When the written suplarvisory '
procedures were revised in late 2006 to include market making procedures, they still failed to
provide reasonable guidance on how to detect and prevent market manipulation.”
3. . Failure to Supervise ’
“The Complaint alleges that between April 24 and October 31, 2006, Benz and White
engaged in manipulativé trading of South Texas Oil Company stock (“STXX™), a thinly traded
| OTCBB stock. The trading occurred in two accounts: Benz's corpofate ct;stonier’s account and
“one of CIG’s proprietary trading accounts, Benz directed White to execute agency transactions
for his corporate customer’s account and make a market in STXX at CIG, both of which caused
the STXX share price to increase." For example, between April 24 and August 28, 2006, the
corporate account transactions, primarily purchases, constituted approximately one-third of the
total market activity in STXX, and the share price increased from $.30 to $1.94. Further, between
August 29 and October 3-1 , 2006, when CIG was an active market maker in STXX, responsible
for over one-third of the total volume, the closing price increased from $.35 to $4.05, a gain of
over 1,000 %." During this same period, Benz’s corporate customer’s acﬁount alternated
between buying and selling STXX, often buying the shares back at a higher price.” These sales
and repurchases occurred while the corporate account maintained a significant position of STXX

shares.”!

"7 gchlossman Decl. § 14.
8 g7
19 Id
7
2y



The First Cause of the Complaint alleges that Reilly failed to ﬁ;lﬁli his supervisory
responsibilities. First, he failed to reasonably supervise Benz and White. He had minimal contact
with them, and did not review their customers’ account statements.” Second, Reilly failed to
properly supervise the market making and trading at CIG.

Enforcement identified several “red flags” relating to Benz’s trading in his corporate
customer’s account and White’s market making in the STXX security at CIG that Reiily failed to
detect. ™ First, the nature of Benz’s STXX trading on behalf of his corporate customer should
have prompted Reilly to investigate. The corporate account was responsible for a large
percentage of the total volume in STXX between April and October 2006.* The tradizig was
suspicious because the corporate account was buying and seiling similarly sized blocks of
STXX, while simultaneously holding a large number of STXX shares in reserve.” In addition,
the STXX repurchases were frequently at higher prices.” Second, White’s market ma.tang in
8TXX should have alerted Reilly to potential problems. For example, during the first two days of
the STXX market making, CIG was at the inside bid 95% of the time and was responsible for
over 80% of the total volume.”” From August 29 through October 31, 2006, CIG was at the inside
bid 52% of the time and the share price of STXX increased from $1.90 to $4.05.® Third, tht;re

were overlapping relationships between control personnel for the corporate account, South Texas

2 Schlossman Decl, § 14,
By
4 ’d
25 Id.
% 14
Mg
28 Id



Oil Company, and a hedge fund with which South Texas Oil Company had entered into a
subscription agreement.”

The Hearing Officer finds that Reilly failed to establish and maintain a reasonable
supervisory systern, as required by Conduct Rule 3010(a), and failed to establish, maintain, .and
enforce written supervisory procedures, as required by Conduct Rule 3010(b). He also violated
anduct Rule 3010(a) by failing to adequately supervise Benz and White, and the market
making and trading at CIG. The Hearing Officer further finds that Reilly thereby violated
Conduct Rule 2110, which requires associated persons to “observe high standards of commercial
honor and just and equitable principles of trade.” |

C. Anti-Meney Laundering Violations

1. Legal Standard

Conduct Rule 3011 requites each member firm to “develop and implement a written anti-
money laundering program reasonably designed to achieve and monitor the firm’s compliance
with the requirements of the Bank Secrecy Act [(“BSA™)]... , and the implementing regulations
promulgated thereunder by the Department of the Treasury [(“Treasury™)].” Fu&her, Conduct
Rule 3011(a) requires each member to establish and implement policies and procedures “that can
be reasonably expected to detect and cause the reporting of”* suspicious activity and transactions.

Notice to Members (“NTM™) 02-21, which provides guidance to member firms

conceming AML compliance programs, emphasizes each firm’s duty to detect red flags and, if a

* Approximately ten months prior to the trading activity discussed above, South Texas Oil Company entered into a
subscription agreement with a hedge fund. One of the authorized users of the corporate account was a director of the
hedge fund. He took a majority interest in South Texas Qil Company during the same time that the corporate
account was responsible for a large portion of STXX's monthly trading. The corporate account, the hedge fund, and
South Texas Oil Company alf shared the same attorney, who was responsible for wiring funds between his escrow

account and the corporate account. Further, Benz’s brother was the controlling manager and Chairman of the hedge
find. Schlossman Decl. { 14.



firm detects any, to “perform additional due diligence before proceeding with the transaction.”
NTM 02-47,* which sets forth the provisions of the final AML rule for suspicious transaction
reporting promulgated by Treasury for the securitics industry, advises broker-dealers of their duty
to file a Suspicious Activity Report (“SAR™) form for certain suspicious transactions occurring.
after December 30, 2002. The SAR form indicétes 20 “Typels] of suspicious activify” that
broker-dealers must report, including “Market manipulation,” “Prearranged or other non-
competitive trading,” “Securities fraud,” “Significant wire or other transactions without
economic purpose,” and “Wash or other fictitious trading.”

2. Deficient Anti-Money Laundering Program

In the Second Cause of the Complaint, Enforcement alleges that Reilly failed to develop
and implement an AML compliance program reasonably designed to detect suspicious
transactions as required under the BSA. Enforcement also alleges that Reilly failed to detect
suspicious money movements and trading activity in Benz’s corporate customer’s account,
investigate the activity, and make the appropriate SAR filing.

CIG’s AML procedures were not tailored to its business. While CIG made a market in
STXX, its AML procedures did not address market making activities.” In addition, CIG’s AML |
program lacked procedures on monitoring and preventing money laundering. The program did
not explain what additional due diligence or follow-up would be required if a money laundering

“red flag” was detected, or when a SAR must be filed.

1 NASD NTM 02-21, 2002 NASD LEXIS 24, at *37 (Apr. 2002).
1 NASD NTM 02-47, 2002 NASD LEXIS 59 (Aug, 2002).

32 gchlossman Decl. § 16.
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Reilly also failed to track or monitor suspicious money movements and patterns of
trﬁding. For example, Reilly failed to detect and investigate the suspicious nature of the
transactions in Benz;s corporate customer’s account.** While CIG’s AML procedures require
further investigation for suspicious transactions equal to or greater than $5,000,* Reilly failed to
conduct any investigation of such transactions, including wire transfers, in the corporate éccouﬁt.

The Hearing Officer finds the allegations of the Second Cause of the Complaint sufficient
to establish that Reilly violated Conduct Rules 3011 and 2110 by: (1) failing to establish and
implement an AML program reasonably designed to acﬁieve and monitor C1G’s compliance with
its obligations under the BSA and related Treasury regulations, and (2) failing to detect and

report the suspicious money movements and trading activity in the corporate customer’s account.

VI. Sanctions
A, Supervision Vielations

The Hearing Officer considered the FINRA Sanction Guidelines (“Guidelines”) principal
congiderations and the specific considcratio‘ns for each violation in deciding upon the appropriate
sanctions in this case. The Guidelines for failing to supervise recommend, in egrégious cases, |
suspending the responsible individual in any or all capacities for up to two years or iniﬁosing a
bar. The Guidelines further recommend the imposition of a fine between $5,000 and $50,000.
The Guidelines for deficient supervisory procedures recommend a fine between $1,ﬁ00 and
$25,000, and, in egregious cases, suspending the responsible individual in any or all c-apaeities

for up to one year.”’

3 gchlossman Decl. 1 16.

15 Id.

% FINRA Sanction Guidelines 108 (2007), available at www.finra.org/sanctionguidelines.
7 1d. at 109.
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The Hearing Officer concludes that Reilly should be suspended for two yeats in all
principal caj:acities and fined $30,000 for: (1) his failure to implement a reasonable supervisory
system and procedures, and (2) his failure to adequately supervise Benz and White, and the
trading and market making at CIG. The record sufficiently demonstrated a number of “red flags”
concerning the STXX trading in Benz’s corporate customer’s account and White’s market
making in STXX, which Reilly ignored. In addition, the Hearing Officer has taken into
consideration that Reilly permitted Benz and White to work out of their home offices without
adequate oversight. Reilly’s minimal supervision of Benz and White enabled them to engage in
maniimlative trading of STXX. Finally, the Hearing Officer has considered Reilly’s relevant
disciplinary history. In June 2008, Rgilly was fined $20,000, jointly and severally with his firm,
| and required to re-qualify as a general securities principal for failing to establish, maintain, and

enforce an adequate supervisory system and procedures regarding the activities of a registered
representative under a special supervisory plan,
- B. AML Violatim;

The Guidelines do not specifically address violations of Conduct Rule 3011. However, in
substance, the rules requiring firms to implement written AML procedures are supervisory '
requirements. Accordingly, the Hearing Officer has considered the guidelines for supervisory
violations, stated above, in determining the appropriate remedial sanction in this case. .

CIG failed to fnonitor and report suspicious money movaments_\aﬂd trading activity. In
addition, the deficiencies in CIG’s AML procedures - lack of tailoring to CIG’s business, lack of
procedures addtessing market making, lack of procedures on how to monitor and prevent money

“laundering, and lack of procedures regarding when a SAR must be filed - are significant.

Accordingly, the Hearing Officer will fine Reilly $20,000 for this violation.

11



VIL. Order

George Reilly violated Conduct Rules 3010 and 2110 for: (1} his failure to establish,
maintain, and enforce a reasonable supervisory system and procedures, and (2) his failure to
adequately supervise Benz and White, and the trading and market making at CIG as alleged in -
the First Cause of the Complaint. He also violated Conduct Rules 3011 and 2110 for: (1) his
failure to develop and implement an AML program reasonably ciesigncd to achieve and monitor
CIG’s compliance with applicable AML laws, rules, and regulations, and (2) his failure to dfeteqt
and report suspicious money movements and trading activity, as alleged in the Second Cause of
the Complaint. For these violations, Reilly is suspended in all principal capacities for two years
and fined a total of $50,000 ($30,000 for the supervision violations under the First Cause of the
Complaint and $20,000 for the failure to implement and enforce an adequate AML pompliance
program uﬁder the Second Cause of the Complaint). If this Default Decision becomes the final
disciplinary action of FINRA, Reilly’s suspension shall begin on December 7, 2009, and end at
the close of business on December 6, 2011, and the fine shall be due and payable if and wl.len he

re-enters the securities industry.

Mavw?

Maureen A. Delaney
Hearing Officer

Copies to:
George Reilly (via FedEx, next day delivery, and first-class mail)

Peter Schlossman, Esq. (via electronic and first-class mail)
David R. Sonnenberg, Esq. (via electronic mail)
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