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IN THE 'MITED STATES DISTRICT COURT
FOE THE WESTERN DISTRICT QF PENNSYLVANTIA

SECURITIES AND BXCHANGE COMMISSION )]
)
Plaintiff 1

} Civil Action No.

VS, } 97-2257

}
JOHN GARDNER BLACK, )
DEVCN CAPITAL MANAGFMENT, INC., and h
FINANCTAL MANAGEMEN™ SCIENCES, TNC.,
j
Lefandant i

Transcript of: Ex ;arte molion for temporary restraining
order.

Date: September 6 13997,
Before: William L. Standish, U.5. District Judge.
Reporter: Colvin Vey=l, Official Reporter

19031 U.s. Zourthouse

Eilttsburih, PA 15219
1412) 26 -4095

AFP CES:

ON BEHALF OF THE

fiap]

P

Michael J. Newman, Rsg.

Deboran Siege . Tsqg.
Also Yvesent: William R. Meck
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PRCCEEDINGS

THE COURT. Good afternoon.

My Newmar, what are you going to tell me about
this.

MR . NEWMAN: Well, Your Honor,; we provided the
court with =xtensive documents regarding what we believe
occurred here. But Tust to summarize, this case involves a
registered investment adviser Devon Capital Management and
its principal, Mr. .ohn Black, who has their primary office
in Tyrone, penngylvania. And they manage approximately 340
million dollars of ulient noney. Most of Devon’s clients
are local school districts who were investing municipal bond
of fering proceeds w:th Mr. 21ack. We believe that Mr. Black
has lost and/or misappropriated approximately 70 million
doliars of his advirory client money, the principal. And
most of the activity has occurred in connectibﬁ with -an
investment called a Collateralized Invesatment Agreement
which is a form of security that Mr. Black has put most of
his c¢lients money into.

THE COURT 7 read the complaint, and I'm not sure

1 understood what he was doing with this.

MR. NEWMAN: Basically what he has is a contract
under which he agrecd to pay the clients a certain amount of
interest over a fixcd period of time, usually two years.

The principal is guiranteed so that in two vears the client
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is to receive back rne principal. And what Mr. Black is
repregenting to clicntse what backs this contract are a pocl
of securities that are equal to the value of the investment.
and what we believe happens is, as I =2aid, the money, a
substantial amcunt +f mcney, has been lost primarily through
trading losses. And the way Mr. Black is concealing this --
THE COURT: He is buying sscurities that are going
down in wvalue, then he’s trading them again and suffering a

loss.

MR . NEWMAM: He 1s taking the client money, using
it to buy securitier which are supposed tc be equal in value
to the amount of morey invested. Through these security
transactions he is 1ozing money. He lost 50 million dollars
based on records hoe provided to our examination staff. The
way he is concealing this lcss of principal is that he is
taking a security that is part of a collateraivfdr this
investment contract, a collateral mortgage obligation,
called an inverse floater. He is taking it at value of 83
million dollars. And our exanmination staff has by
contacting market maikers and third parties determined the
actuai valuo of the laverse floater or collateral mortgage
obligation 1s only about 11 cr 12 milliion dollars- Sc he’'s
trying to use this overvaluation to conceal from his
customers or his clicnts what actually happened here. And

this logs of collat..ral has led tc a number of securiry law
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violations We bel-cws that in raising or obtaining
additional advisory clients he 1s not disclosing to the
client that he has this loss of principal. When they invest
with him, they basically have bought into a 30 percent loss
pecause of the existing losses in the account. He ig net
disclosing to the client the trading losses he suffered, and
Devon’sa financial conditicn.

THE CQURT. What does he give the client when they
buy this? Does he sive them a certificate or something?

ME . NEWMAM. They sian an investment advisor
agreement with Devor. And Devon -- I'm trying not to
complicate this too much -- Devon has, through an affiliated
entity, again controlled by Mr. Black,\FMS. enters into this
collateralized investment agreement which we attached as an
exhibit to the declaration.

THE COURT' Do you have that?

MR, MECK: Yes, sir.

THE COURT: FMS stands for?

Mr. NEWMAN: Financial Management Scilences, Inc.
That is basically an affiliated company of Mr. Black. He

owns that and owns .evon.
THE COURT: Bath?
MR. NEWMAN: TYes, Your Honor.
We believ: he is using Finapcial Management

Sciences to help f..-ilizats what occurred here because




p SLLON Dnbn.owd TOLonoLol

10

11

12
13
14
15
16
17
18

139

23
24

25

— -

"
Ln

T TN A

basically one entit. -- he controls both of the companies,
and he’'s using Deven to facilitate these securities
transactions. And what happens in addition to the advisory
fees that clients pay, Devon, based on investment advisory
gervices, Mr. Black has also styuctured -- this FMS, this
affiliated company, pays an additional advisory fee to Deveon
for its activities, and that is not disclosed =o the client.
and also his use of this company. FMS, has led to client
custody problems ir vinlation of the Advisors Act. He 1is
not gupposed to have custody of the clients funds. He is
using FMS to actually deposit ard maintain the client funds.

Our biggest concern -- there are a numper of
disclosure problems, but our biggest concern here is that we
have a 70 million <dollar less in principal, we belisve, of
client money. We den’t know what happened to all this
money. We know about 50 miilion has beén lo&t, assgciated
with ctrading losses. We Kknow some money has been taken out
or misappropriated by Mr. Black through undisclosed fees.

~HE COURT: For perscnal uses?

MR. NEWMAN:; Dersonal use, and to pay a million
dollar settlement "w had with a tormer partner. We have a

big chunk cf money we don’'t Known what happened to it. And

that is really our primarily concern here. We believe we

need to have a freorze entered, a TRO entered, until this can

be serted out. We also submitted to the court a
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recommendation for tae appointment of a trustee.

THE COURT. That .s something -- you realize this
is not going to be mv case.

MR . NEWMAN: I understand that, Your Honor.

THE COURT: This case has been brought to me
because I am the miscellaneous judge this week, and I'm
handling this motion for Judge Smith whose case 1t will be.
He is the judge in c¢haxge cf Johnstown cases. I think it
should be Judge Smitn who appoints the trustee.

MR. NEWMA™: Our concexrn, Your HoNor, 18 we have a
gubstantial amount - f client money involved here, and many
of the clients are --

THE COURT: Dick Thornburgk, Joy Conti or Arlen
Adams, there is not much they can do until Monday, is there?

MR. NEWMAN: Practically speaking, Your Honor,

-

that is correct.
THE COURT: It might be better to have Judge Smith
on Monday do it rather than ask me today. What if I come to

a different -- what if I pick somebody different than Judge

Smith would nhave picked since it is his case.

MR . NEWMA: : I understand that, Your Honor. Our
concearn -- -
THE CQURT: Assuming we issue this temporary
restraining order, wou got the order in place. They would

be in contempt if t=ey did anything between now and Monday.
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1 MR . NEWMAN: I unders=and that is correct, Your

2 Honor. Qur «ongern 15 Lo get gsomathing in place as scon as

3 possible, take over what is going to be a very complicaced

4 situation involvinag a lot of money and a lot of requests for

5 money.

6 THE COURT: Yes, right. Let me ask you this. 1

7 note thig is being done without notice to the defendants.

B It is a rule §5 -- ‘he Rule 55 with regard. to notice says:

g If it clearly appezrs from specific facts shown by affidavit
10 or verified complaint that immediate an irreparakl< .ojury,
11 tcss or damage will result to the applicant before the
12 adverse party or that party’s attorney can be heard in
13 opposition, and the applicant’s attorney certifies to the
14 court in writing the c¢Eforts which have been made to give
15 notice and the re=asons supporting the claim that notice
16 |should not be required. T
17 What about notice?

18 MR. NEWMAN: We have not provided any notice in

19 this case bccause « what we beliz=ve is an extensive fraud
20 and the fact that we have an individual here who has access
21 to millions of dollirs in moneys. We are concerned that any
22 formal notice could lead him to dissipate or secrete

23. | investor funds. We are amenable to a preliminary injunction
24 nearing to prove our case. And as to the conduct, we are

25

~oncerned because of the magnitude of the fraud, again, and
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1 rhe gize of this ad-.s3or, that there 13 a real risk of

2 dissipation here.

3 THE COURT. All right. If you gave notice they

4 might do something before Lhe injunction could be entered

5 and served on them.

4 MR. NEWMAN: That is correct, Your Honor. And we,

7 the Commiasion, has in other instances made an application

8 iof this nature in ¢ tuations Like this,

9 | THE COURT I know that. But I just wanted to
10 make sure it is on ‘he record wny we are not giving notice
11 ro Gardner ar the avtorneys, 1f he has an attorney.

12 Somebody gave us the name of -- was it you who gave Dave
13 Simpson the name of the attorney?

14 MR . NEWMAN: Yes, Your Honor. There is an

15 atrorney that we have had some communications with who

16 represents Mr. Black in connection with his investment

17 advisory activities. We believe he is more a regulatory

18 attorney. He is not --

19 THE COURT™: He wouldn’t be representing him in

20 this litigation?

21 MR. NEWMAN: I believe that is correct, Your

22 Honor. But we haven’t had any other contact with anybody

23 else on behalt of Mr. Black.

24 THE COURT: All right. Wwell, now there is an

25 affidavit rhat has heen attached that supports the
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declaration of William R. Meck.

MR. NEWMAN: Yes, Your Honor.

THE COURT: All right. Well, I am going tec have
for the purposes of this hearing this declaration and
exhibite attached to it marked as Exhibit 1, and I°}1 admit
it into evidence for purposes of this hearing, just so we
have this on the record, the affidavit.

Now, the ~ther requivement of Rule 6% is with
respect to Temporar - restraining orders granted without
notice. It says that the order shall define the injury and
state why 1t is irreparable and why the order was granted
without notice and shall expire within a period not to
exceed ten days aftsr the entry of the order. Ten days from
today would be October 6th, I believs.

MR. NEWMAN: I believe that is correct, Your
Honor. |

THE COURT: And, alsc, it is required that a
hearing be set as soon as possible. T want to make gure
that this order complies with what the rule says.

MR. NEWMAN: Yes. If Your Honor will look at the
preamble to the order, I believe there is certain findings
in there that correspond to the lanquage that yo; referred

to.

THE COURT: All right. The second page, page 2,

first full paragraph: Whereas, there ig good cause to
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believe that unless restrained and enjoined by order of this
court, the defendan:s will dissipate, conceal or tranrsfer
from jurisdiction of this court assets which could ba
subject to an order of disgorgement or an order to pay civil
penalties in this action. And there i3 good cause to
believe that advancs notice tec the defendants of the
Commisgion’s application for this order would substantially
increase the risk cf such digsipation, concealment or

transfer.

And I hav= considered tae Commission’s memorandum
of law in support ¢f the motion.

Can I sees that memorandum for a minute, Alison.

THE LAW CLERK:: Yes, judge.

THE COURT: I wanted to have Judge Smith’s clerk
look at these papers as well. BSee if you can get him up
here. | .

THE LAW CLERK: The law clerk or deputy?

THE COURT: Hieg law clerk.

THE LAW {LERK: Okay,

THE COURT: Among other things that is alleged in
the complaint and n the Meck affidavit, I guess it is Devon
is misrepregenting the value of the, 1s it, the FMS
contract when he .3 scliciting new orders, new investment,

rather.

MR. NEWMANM-  He iz failing to discloge at the time
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people are investing with him that their principal Is also
at risk, av least - percent, 1n the CIA account, the
gecurities ‘account.

THE CCURT: He 15 saying that the securitiesg
account has a value equal tc the amount that they are
investing.

MR. NEWMAN: That is correct, Your Honor.

THE COURT: And according teo your memorardum, the
investments that are being scld are securities within the
meaning of the federal securities laws.

MR. NEWMAN: Yes, that is correct, Your Honor.
The investment monsy --

THE COURT: Contracts or whatever they are called.

MR. NEWMAN: Yes, sir. The investment contract
money i1s being pooled in one account, then they are being
used to buy securities which are being maintained in one
account, and any 1nterest or money earned from the
securities is being passed back into the account and then
out to the investment adviser clients.

THE COURT: How is he keeping -- how is he making
payments of the so-called interest? Does he use principal
in part to pay the intersst back? ’

MR. NEWMAN: Well, Your Honor, they have -- that

i3 part of our allegaticn, to pay people back, he neads

new --
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THE COURT: Pay principal?

MR . NEWMZY: He needs new principal. He doesn’t
have the full amour- of money in his account. He dozs --
through these trading activities, he has earned some income.

THE COURT: But it wouldn’t be encugh to pay the
rate of income he said he could pay?

MR. NEWMAN: That is correct. If everybody went
in and said they wanted their principal back tcday, they
would get approximately 3¢ percent less than what they put
in.

TUE COURT - Investead.

MR. NEWMAN: That is right. He can’'t do that, and

he admitted to us that ke can’t do that.

| ME. NEWMAN: And these are pecple who invest with

him who obviously want to secure safe investments. They are

investing school district money, and they want‘absolUte
safety of their principal. And they are being guaranteed a
fixed nominal rate of return. But the safety of the
principal is material without a doubt to these school
digtricts.

THE COURT: I see. TFine.

{Judge Smith’c law clerk enters the courtroom. }
THE COUR7T: Thank you very much for coming up.
Do you mind coming up and sitting here at the

bench. I want you - . hear this. I don't know 1f you have
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learned anything ablout t. This is going to be Judge
Smith’'s case.

THE LAW (7.BERK: Thank you.

THE CCURT: Let me back up for a minute. Now that
you are hear, one cf the requests -- there is a request for
temporary retraining corder in this matter. It is a
securities matter. There is also a.request for the
appointment of a trustee to manage the fﬁnds that are
involved here. Jucge Smith will be back in his chambers, I
take it, on Monday i saw him last night. He is dewn at
that academy. He’: on the program tomorrow. He will be
back Monday; right-

THE 1AW CLERK: Yes.

THE COURT: I tcld Mr. Newman here that I think
Judge Smith ought ro decide whe should be appointed trustee.
After all, this is going tn be his case. If I'issue'a
temperary restraining order., I am not going to appoint the
trustee and leave it to Judge Smith. Also, if I enter a
temporary restraining order, it is only valid for ten days,
and a preliminary injunction hearing has to be set. Judge
Smith knows his owr schedule, and it would be better to have
him set that date rather than me. So T just want to let you
know where we stana.

THE LAW CTFRK: Thank you.

THE COURT- I=a there anything else. Mr. Newman
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that T should

MR. NEWMAN: Well,

s

mentioned to Mr. S_mpson, 1f 1t
discues with you 1 chambers

THE COURT: Yes.

MR. NEWMAN: And then

would want to speak with you in
THE COURT:
take a recess,
MR . NEWMAN:

[Recess taken. |

{(In chambers .-

THE COQUET: As far ag

record, if you want we can have

sealed or whatever you
MR . NEWMAN:
I want to discuss, and 1 prefer

racord --

THE COURT: Don’t put

record.
(Discussion off the recerd
THE CCURT: W= can go

I'm going to --

one additional matter

could come back and discuss it in the courtroom tnen.

I will see you ir chambers.

Thank you,

for the record,

Judge Smith about <he appolintment of a trustee.

rhat I

igs possible for me o

as opposed to the courtroom.

if the court would like, we
But I
chambersa.

We will

and we will reconvene shortly.

Your Honor.

Colvin putting it on the

this part of the record

want to do about that.:

If I could tell Your Honor what it is

that maybe it not be on the

this on Lhe record. O©Off the

iy

back on the record.
I've talked to

And because




WM KLERK Anz ol SH LA LsLERTA o e BT UET 1RO 4560406457 21T
13

1 Judge Smith has some acquaintance with Mr. Black, it is

2 quite likely that Judge Smath will recuse, and that another
3 judge will have to be designated. In the meantime, I will
4 continue to keep charge of the case until somebody else 1is

5 appointed. And 1'11 appoint a trustee. And I'll pick the

6 trustee. [’'1l]l appointment Richard Thornburgh from the three

7 candidates whosge names were submitted to me who are Covernor
8 Thornburgh, Joy Conti and Arlen Adams. Those are the three
g candidates who have been suggested. And the SEC hasg asked

10 that of the three, =~hat I chocse Governor Thornburgn: is

11 that correct?
12 MR. NEWML I Y=es5, Your Honor.
13 THE COURT: Under the circumstances, that is what

14 I would do.

15 Now, as far as the temporary restraining order is

16 concexrned, [ think !'hat the SEC has shown good'cause'for the
17 entry of a temporary restralning order without notice for

18 the reasons I have already put on record, and which are set
19 forth in the temporarv restraining order itself that has

20 been submitted tc mz.

21 T'm goinc to gign the temporary restraining order

22 now. It is 2:55 p m., the 26th of Seprember. aAnd I'm
23 adding a sentence t> this saying thig order will expire at

24 2:55 p.m. on QOcrtober &, That is ten days.

25 Okay. I hope you can read my writing here.
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Honor, .

pages.

i

Is that all right, Mike?

ME .

THE

P

ME .

THE

MR .

NEWMAN: I think that s sufficient, Your

Court - ckay.

NEWMAN: There are on blanks on the other

COURT: Another blank. Okay.

NEWMAN: Pages 3 and 4 you have to write in

the date of the ord-r.

THE

ME.

THE

Dave can maxe

obviocusgly

today and

teday --

MR

THE

COURT: Okay. I did one place. All right.
NEWMAN: Page 3, Your Honor, and page 4.

COURT Oh, ves. We will have copies made.
coples, and alsoc a copy for the SEC.

NEWMAN: We would appreciate that, Your Honor.

COURT: You are going to give notice of this

to Black and to his iawyers.

MR .
lmt

THE

MR .

THE

NEWMAN: Yes, Your Honor, we will call them

them xnow.

COURT - All right. BAnything more for us to do

NEWMAN: Nothing else from our standpoint,

COURT: -- from the SEC’s point of view.

Do you mind if I tell the clerk what we think is

going to happen here based on what Brooks told me, or Judge

Smith, that

if

he is going to recusme, they are going to have
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1 to draw another number .

MR. NEWMAXN - No, your Honor, we wollld have ne
3 objection to that.

4 THE COURT: [ wii] talk to Jim Drach and see how

5 he wants to handle jt,

6 (Proceedings adjourned.)

io

11 I CERTIFY THE FCREGOING IS A CORRECT TRANSCRIPT

12 FROM THE RECORD CF “ROCEEDINGS IN THE ABOVE-ENTITLED MATTER.
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