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At the Ex Parte Motion Support Office of
the Supreme Court of the State of New
York, held in and for the County of New
York, at the Courthouse, 60 Centre Street,
New York, New York on the 28tk day of
September, 2005

PRESENT:

Hon:. PHYLLIS GANGEL - TACDR

Justice

IN THE MATTER OF

An Inquiry by ELIOT SPITZER, ORDER PURSUANT TO
Attorney General of the State of New York, GENERAL BUSINESS LAW
SECTION 354

dexNo. 0§ Y0333

Petitioner,

Pursuant to Article 23-A of the General Business
Law of the State of New York with regard to the
acts and practices of

J. & W. SELIGMAN & CO. INCORPORATED,
SELIGMAN ADVISORS, INC,,

SELIGMAN DATA CORPORATION,
WILLIAM C. MORRIS, BRIAN T. ZINO and
PAUL C. GUIDONE,

Respondents,

In the offer, sale, issuance, promotion, advertisement,
exchange, marketing, distribution and transfer of,
or investment advice for, securities in and from

the State of New York.
____________________ X

Upon the annexed affidavit of R. Verle Johnson, Assistant Attorney General of
the State of New York, on behalf of Eliot Spitzer, Attorney General of the State of New York,

sworn to on the 28th day of September, 2005, and the exhibits annexed thereto, from which it
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appears to the satisfaction of the Court that the Attorney General of the State of New York has
determined to commence an action pursuant to General Business Law, Article 23-A, against the
above-named respondents; that the testimony of such respondents and the production by them of
certain papers, documents, books and other records is material and necessary to an investigation
being conducteq by the Attorney General; and that the interests of the People of the State of New
York require the same and due deliberation having been had,

NOW, upon the motion of Eliot Spitzer, Attorney General of the State of New
York, by Assistant Attorney General R. Verle Johnson, it is

ORDERED, pursuant to Section 354 of the General Business Law, that
respondents J. & W. Seligman & Co. Incorporated, Seligman Advisors, Inc., Seligman Data
Corporation, William C. Morris, Brian T. Zino and Paul C. Guidone (hereinafter collectively
referred to as “Respondents”), appear before the Hon. Howard G. Leventhal, Special Referee of
this Court, or any other Referee or Justice of this Court as may be directed, at the Supreme Court
Building, 60 Centre Street, Room 330, New York, New York, or at any other place to which the
Court may direct, on the 17th day of October, 2005, at 10:00 A.M., and on any adjourned date(s)
and time(s), for the purpose of scheduling dates and times for the Respondents to be examined
under oath, and answer such questions as may be put to them by the Attorney General, or his
Deputy or Assistant Attorneys General, concemning the alleged fraudulent mutual fund timing
practices of Respondents relating to the offer, purchase, sale, issuance, advertisement, marketing,
promotion, distribution, negotiation, investment advice, exchange and transfer of securities in

and from the State of New York; and it is further
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ORDERED that, pursuant to Section 354 of the General Business Law, the
Respondents shall produce to the Attorney General, to the attention of R. Verle Johnson,
Assistant Attorney General, at 120 Broadway, 23rd Floor, Room 23A48, New York, New York,

on or before October 28, 2005, the following original papers, documents, books and other
records (including records stored mechanically, electromagnetically or otherwise), hereinafter

’

referred to as “Documents,” wherever located and whether in their possession, custody or control
or, if the originals are unavailable, copies of:
(a) Any and all Documénts created or transmitted on or after January 1, 1998, and not

previously produced to the Attorney General, referring or relating to any activity or practice

2 1) % <6 2% €&,

known as “market timing,” “timing,” “frequent trading,” “excessive trading,” “momentum

trading,” “day trading,” “time zone arbitrage,” “liquidity arbitrage,” or “asset allocation,”

including, but not limited to:

(i) market timing reports and attachments relating to any mutual funds in the
Seligman family of funds (the “Seligman Funds™);

(ii) warning letters to financial advisers whose clients were timing Seligman
Funds;

(iii) “kick-out” or “freeze” letters to financial advisers whose clients were timing
Seligman Funds; '

(iv) all Documents evidencing policies, procedures, or practices relating to
monitoring market timing and determining whether or not to exercise the right
reserved in the Seligman Funds’ prospectuses to refuse a request to exchange or
purchase Fund shares; and

(v) all Documents referring or relating to any “market timing,” “timing,” “frequent
trading,” “excessive trading,” “momentum trading,” “day trading,” “time zone
arbitrage,” “liquidity arbitrage,” or “asset allocation” either by any Respondent in
any mutual fund, regardless of whether or not such mutual fund is one of the
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Seligman Funds, or by an entity (including, but not limited to, a hedge fund) in
which any Respondent has invested;

(b) Any and all Documents relating to the “internal review” and other matters referred to
in the “Message to Shareholders” dated January 7, 2004, the “Message to Shareholders” dated
January 31, 2005, and the Message to Shareholders” dated September 21, 2005, including, but

22 ¢

not limited to, Documents concerning “market timing,” “timing,” “frequent trading,” “excessive
trading,” “momentum trading,” “day trading,” “time zone arbitrage,” “liquidity arbitrage,” or
“asset allocation” that were provided to any of the Boards of Directors of the of the Seligman
Funds (or any individual director thereof) in connection with the “internal review” conducted by
J. & W. Seligman & Co. Incorporated;

(c) Any and all Documents supporting the completeness and accuracy of the statements
made in each of the three aforesaid “Messages to Shareholders”;

(d) Any and all Documents relating to the consideration whether to remove, and the
determination to remove, in or about 1999, the following language from the section entitled
“Further Information About Transactions in the Fund” in each of the Seligman Funds’
prospectuses:

(i) “Because excessive trading (including short-term, ‘market timing’ trading) can
hurt the Fund’s performance”; and

(ii) “Accounts under common ownership or control, including those with the same
taxpayer ID number and those administered so as to redeem or purchase shares

based upon certain predetermined market indicators, will be considered one
account for this purpose”;

(e) Any and all Documents created or transmitted on or after January 1, 1998, and not

previously produced to the Attorney General, referring or relating to, or constituting, minutes or
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drafts of minutes of any meeting of a board of directors, or meeting of a committee or sub-
committee of a board of directors, of any of the mutual funds managed by J. & W. Seligman &
Co. Incorporated (excluding any portion of such Documents relating exclusively to management
fees);

(f) Any and all Docquxiénts created or transmitted on or after January 1, 1998, and not
previously produced to the Xitomey General, refe;ring or rélating to, or constituting, materials
provided to a director of any of the mutual funds managed by J. & W. Seligman & Co.
Incorporated for the purpose ofithat director’s preparation for the matters to be addressed in a
forthcoming meeting of a board of directors, or meeting of a committee or sub-committee of a
board of directors (excluding any portion of such Documents relating exclusively to management
fees); and

(g) Any and all Documents that may be requested during the course of this proceeding;
and it is further

ORDERED, that service of a copy of this Order, and the papers upon which it is
Inade,pmsonanyupontheabovenanmdlhmpondcnm(nlorbeﬁxetheéﬂgjiidayof

S 'ep +em éC’f *, 2005, be deemed good and sufficient service.

ENTER

(6T

Justice of the Supreme Court




SUPRE COURT OF THE STATE OF NEW YORK
COUNTY |OF NEW YORK

IN THE MATTER OF

An Inquiry by ELIOT SPITZER, . AFFIDAVIT IN SUPPORT OF
Attorney General of the State of New York, AN ORDER PURSUANT TO
GENERAL BUSINESS LAW
Petitioner, SECTION 354

Pursuant to Article 23-A of the General Business Index No.
Law of the|State of New York with regard to the
acts and practices of

J. & W. SELIGMAN & CO. INCORPORATED,
SELIGMAN ADVISORS, INC.,

SELIGMAN DATA CORPORATION,
WILLIAM|C. MORRIS, BRIAN T. ZINO and
PAUL C. GUIDONE,

Respondents,

In the offer, sale, issuance, promotion, advertisement,
exchange, marketing, distribution and transfer of,
or investment advice for, securities in and from
the State of New York.
- X

ss:
County of New York )

State of Ntv York )
R. Verle Johnson, being duly sworn, deposes and says:
1 I am an Assistant Attorney General of the State of New York and am of counsel to
Eliot Spitz#r, Attorney General of the State of New York, and I am familiar with the facts and
circ:umsta.nkes of the above-captioned investigation that give rise to this application. The

following 4tatements are made upon information and belief based upon an examination of

records an(ﬁ documents in the possession of the New York State Department of Law.



2. submit this affidavit in support of the Attorney General’s application for the
attached order.

3. The Attorney General seeks this relief pursuant to Section 354 of the General
Business Law (“GBL”), which provides that whenever the Attorney General has determined to
commence Fn action under Article 23-A of the GBL he may apply ex parte for an order to obtain
Responden#s’ testtimony, papers, documents and books which are “material and necessary” to his
investigatio'n of their activities in the offer, sale and purchase of securities, and investment advice
for such se#urities, within and from the State of New York. GBL § 354 further provides that it
shall be the\’ duty of the Justice of the Supreme Court to whom such application for the order is
made to grant such application.

I. INTRODUCTION

4. The Attorney General has determined to commence an action against Respondents
pursuant to:’Anicle 23-A of the GBL. The testimony, papers, documents and books of
Responden*.s in this proceeding are material and necessary to the investigation.

5. This application relates to frauds committed in connection with a strategy of
trading muﬂual funds on a short-term basis known as “mutual fund timing.” The victims are
shareholdeﬁs of the Seligman family of mutual funds (the “Seligman Funds”).

6. Respondents are fiduciaries charged with protecting the interests of shareholders
of the Seligman Funds. They are:

(a) J. & W. Seligman & Co. Incorporated (“JWS”), the investment adviser to
the Seligman Funds;

(b) Seligman Advisors, Inc. (“SAI”), the distributor of the Seligman Funds
that is partly responsible for monitoring fund-timing activities;
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Seligman Data Corporation (“SDC?”), the provider of shareholder services
to the Seligman Funds, including the monitoring of fund-timing activities;

William C. Morris, Chairman of the Boards of Directors of the Seligman
Funds and the former principal executive officer of JWS, who owns

approximately 75% of JWS;

Brian T. Zino, President and a director of the Seligman Funds and President of
JWS, who owns approximately 10% of JWS; and '

® Paul C. Guidone, a former director of each of the Seligman Funds (except the
Seligman Cash Management Fund, Inc.), and a former Managing Director and
Chief Investment Officer of JWS.
(Respondexﬁts are sometimes col};cti_vely referred to herein as “Seligman.”)

7. In summary, Respondents engaged in two.sep'arate frauds that are the subject of
this applic#tion. Both frauds relate to mutual fund timing. First, Respondents expressly
permitted alhd knowingly tolerated mutual fund timing activities in the Seligman Funds that
violated thd# terms of Seligman Funds’ prospectuses and harmed shareholders. Respondents
engaged in\{a second fraud after an industry-wide investigation into mutual fund timing practices
was initiat#d in September 2003 by the Attorney General in cooperation with the U.S. Securities
and Exchafﬁge Commission (“SEC”). In January 2005, Respondents issued a misleading press
release (enﬂitled a “Message To Shareholders™) that grossly understates the extent of mutual fund
timing acti*ities in the Seligman Funds and the damages incurred by shareholders as a result of

them, and cheates the false impression that restitution payments made by JWS to the Seligman

Funds’ fullb compensated shareholders for the harm they suffered.’

not applicatlle to Respondent Paul Guidone, who was no longer a fund director or JW S employee at the

ssued.

1 | The statements made herein relating to the misleading “Message To Shareholders” are
time it was

3.



Mutual Fund Timing

8 Mutual fund timing is often conducted by sophisticated financial entities known
as “hedge ﬁunds.” It can harm long-term mutual fund shareholders by diluting the value of their
shares and #:ausing increased transaction and other unnecessary costs.

9. Mutual funds and their advisers have the legal right to prevent hedge funds and
others fronﬂ engaging in these harmful activities and, as fiduciaries, are supposed to use this right
to prevent harmful market timing transactions.

10. At certain points during the relevant time (1998 through 2003), prospectuses for
the Seligm#n Funds recognized the harmful effects short-term trading activities can cause, and
the Seligmhn Funds reserved the right to reject such transactions. Specifically, the relevant
prospectusf:s stated that the Seligman Funds may refuse any further transactions when, among
other thinﬁ;, the transactions exceed one million dollars or there had been two short-term

transaction

s in the preceding three months.

11.  JWS and the other corporate service providers to the Seligman Funds had
procedures‘ in place to monitor harmful short-term trading activity. And, from time to time,
certain mu@al fund timers were prohibited from engaging in short-term trading activities in
acc.ordancq# with the prospectuses’ restrictions.

12.  However, JWS entered into at least twelve secret market timing “exceptions” with
preferred customers, knowing or recklessly disregarding that these arrangements would (and did)
negatively impact the investment returns of Seligman Funds’ sharcholders. One member of the
Boards of birectors of the Seligman Funds, Respondent Zino, personally approved at least one

express anﬂangement and gave other Seligman employees authority to approve others.
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13.  In addition, Respondents knew that the Seligman Funds were the targets of timers
with which”J_W S had no express agreement, but failed to monitor effectively short-term trading
activities axﬁd enforce the Seligman Funds’ prospectuses’ trading restrictions designed to prevent
harmful ma#ket timing activities. This knowing tolerance of harmful market timing activity
persisted for years.

14.  Respondents JWS, SAI and SDC knew of the:'market timing in the Seligman
Funds b'eca“.lse SAI and SDC had practices and procedures in place that detected harmful fund
timing by c#rtain shareholders, and reported that timing to senior management of JWS, SAI and
SDC. As d)pscribed in more detail below, certain employees of SDC and SAI, known as the
“timing polﬁce,” worked together to monitor and report on the extent of market timing activities,
and, with Iithxited success, to exclude market timers from the Seligman Funds.

15.  The year 2001 is particularly significant to the Attorney General’s investigation
because it r&qarks the beginning of both: (a) JWS’s effort to “beef up” the timing police’s
enforcemer*t of the prospectuses’ limitations on market timing, after years of deliberate neglect;
and (b) J W$ senior management’s granting to SAI sales managers the authority to ignore the
restrictions” against market timing in the case of certain privileged investors and their financial
advisers.

16.  In November 2002, an SAI “timing cop” characterized JWS’s express market
timing arra#gements on the one hand and tolerance of market timing activities on the other in a
memo to tHJe President of SAI, Stephen Hodgdon:

;Ste{‘re - I write this memo to bring to your attention an escalating problem that
threatens the performance of our funds, and therefore our livelihood. It is the




practice of NAV? arbitrage by professional traders (usually hedge funds), which
loots percentage points in total return from the funds these traders utilize.
The controls we currently have in place are inadequate, and to make matters
worse, are periodically overridden by sales management through the

granting of exceptions to certain financial advisors who facilitate this
business.

Mutual fund NAV arbitrage by professional traders has grown into its own
industry in just the last two years. The practice threatens the future of fund
companies that don’t understand its effect on their long-term returns. In addition,
itis|a ticking time bomb for the entire mutual fund industry, set to go off the
day|the press realizes that fund companies routinely sell the returns earned
by t;he shareholders of their funds to short-term traders.

(Exhibit A {emphasis added)) In spite of this, the “professional traders,” who had senior
managemedt’s blessing, continued to time Seligman Funds and the “inadequate controls”
remained ir*adequate.

17.  JWS’s incentive for allowing timers to hurt the investment performance of
Seligman ands was the investment advisory fees earned on the timing assets. JWS provides
investment ‘advisory services to the Seligman Funds in exchange for an advisory fee calculated as
a percentagk of assets under management in the Seligman Funds. There is, therefore, an inherent
conflict of i‘nterest — JWS has an incentive to prefer fee-increasing accumulation of assets over
the best invfestment performance for Seligman Funds’ shareholders. JWS’s fiduciary obligations,
however, ré(quire that it forgo acting in its own interests to the detriment of Seligman Funds’
shareholdeﬁs. Instead, JWS chose to permit self-interested, fee-generating and prospectus-
violating m‘arket timing transactions over its fiduciary obligations to act in the best interests of

and preven* harm to Seligman Funds’ shareholders.

’ “NAV” stands for “Net Asset Value” which is another term for the price a mutual fund

shareholder pays when purchasing mutual fund shares or receives when selling them (not considering any
additiona) sales charges).
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18. To earn even more fees, JWS also obtained long-term “buy and hold” investments
from at least one of the persons with whom it had an express timing arrangement. Under this so-
called “sticky money”’ arrangement, the timer made additional fee-generating investments in
JWS-managed funds as an inducement or a reward for the right to “time” Seligman Funds.

19.  JWS was not the'only fiduciary that failed to act in the best interests of the
Seligman Funds’ shareholdei;'s..‘ The Boardsvof Diréctérs of the Seligman Funds, which are
supposed to act as watchdogs for shareholders, also failed them in at least two ways.

First, the timing activity in Seligman Funds raised clear “red flags” in the form of
inordinately high turnover rates that should have been, but were not, detected by the Boan‘is of
Directors. In late 2000, one Seligman Fund had short-term inflows of approximately $91 million
and outflows of $80 million (a 138% turnover rate) in less than three-months. For the year 2001
two other Seligman Funds had turnover rates in excess of 500%. The Boards of Directors did
nothing to investigate or halt trading activity that was causing clear damage to Seligman
investors and constituted obvious violations of the Funds’ prospectus restrictions.

Second, the Boards approved JWS’ excessive management fees despite the fact
that many Seligman equity funds performed poorly during the relevant time period, in part
because of the losses caused by timing activity. These excessive fees further shortchanged
investors. As a result of these fees and other excessive charges approved by the Boards,
Seligman is currently the fifth most expensive fund family in the United States among hundreds
of competitors. Respondents have concealed, among other things, that the Boards are
subservient to JWS and that Seligman’s high costs are the result of the Boards’ failure to

negotiate at arms’ length with JWS. Whether the suppression of these and other facts was
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fraudulent has also been part of the Attorney General’s investigation of Seligman; however, no
discovery or injunctive relief relating to it is being sought at this time.
Seligman’s “Message To Shareholders”

22. To make matters worse, JWS announced a less than $2 million settlement and a
fee reduction valued at approximately $ 4.2 'million that reimburses the Funds for only a small
fraction of losses sustained as a result of timing activities. The settlement was the subject of a
January 2005 “Message To Shareholders” issued by JWS (and incorporated into the Seligman
Funds’ prospectuses) concerning the Attorney General’s and SEC’s investigations of market
timing activities in the Seligman Funds. As detailed herein, the “Message” creates the false
impression that an internal investigation conducted by JWS and resulting reimbursement valued
at approximately $6 million provided full compensation to the Seligman Funds for the harm
caused by mutual fund timing.

23.  Inreality, however, the amount timers looted from the Seligman Funds was in the
tens of millions of dollars. The “dilution” of the value of the Seligman Funds due to timing
activity is estimated to be in excess of $80 million since 1998. Timers’ profits — a different
measure of the damage done to long-term fund investors — is also estimated to be in excess of
$80 million since 1998. The Seligman Funds’ shareholders also suffered increased transaction
and other costs as a result of the tens of billions of dollars of timing trades Respondents allowed
in the Seligman Funds.

24.  Based upon the foregoing, it appears that Respondents have engaged in

fraudulent, deceptive and/or illegal acts and practices.



25 While certain discovery has already been conducted pursuant to GBL § 352,
further discovery is material and necessary to the inirestigaﬁion for the purpose of discovering
facts relating to market-timing abuses at the Seligman Funds, and precisely what Respondents
knew concerning the express market-tiining_relatjonships and/or tolerance of market-timing
activities in the Seligman Funds:

II. PARTIES

26.  Eliot Spitzer, the Attorney General of the State of New York, makes this
application on behalf of the People of the State of New York.

27 Respondent JWS is a Delaware corporation with its corporate headquaners'
located at 100 Park Avenue, New York, New York 10017. JWS is a registered investment
adviser (under the federal Investment Advisers Act of 1940), and provides management services
to the Seligman Funds.

28 Respondent SAI is a Delaware corporation with its corporate headquarters located
at 100 Park Avenue, New York, New York 10017. SAI is the distributor for the Seligman Funds
and employs the persons responsible for marketing and selling the Seligman Funds. Respondent
SAI is wholly owned by Respondent JWS

29.  Respondent SDC is a New York corporation with its corporate headquarters
located at 100 Park Avenue, New York, New York 10017. SDC provides shareholder services
for Seligman Funds. SDC is owned by a group of the Seligman Funds and is ultimately
controlled by the Boards of Directors of the Seligman Funds.

30. Respondent William C. Morris is, and was at all relevant times, Chairman and a

director of JWS and each of the Seligman Funds, and a director of SDC. He owns approximately
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75% of JWS and was the principal executive officer of JWS at relevant times until in or about
2003.

31.  Respondent Brian T. Zino is and was at all relevant times the Chairman and a
director of SDC and each of the Seligman Funds, and the President and a director of JWS. He
owns approximately 10% of JWS and has been the Chief Executive Officer of JWS since in or
about 2003.

32.  Respondent Paul C. Guidone was from April 2001 to December 2003 a director of
each of the Seligman Funds except the Seligman Cash Management Fund, Inc., and a Managing
Director and the Chief Investment Officer of JWS.

III. STATUTORY FRAMEWORK

33.  GBL Article 23-A, commonly referred to as the “Martin Act,” and the regulations
issued pursuant thereto regulate the offer, sale and purchase of securities within and from the
State of New York. GBL Article 23-A authorizes the Attorney General to investigate the
conduct of persons and entities engaged in, inter alia, the issuance, exchange, purchase, sale,
promotion, negotiation, advertisement, investment advice or distribution within or from the State
of New York of any securities.

34 The Martin Act clearly proscribes fraudulent practices in connection with the sale
of securities generally. It prohibits and makes illegal, for instance, any fraud, misrepresentation,
deception, concealment, or promise or representation which is beyond reasonable expectation
while engaged in the issuance, distribution, sale or purchase of securities within and from the
State of New York. The statutory scheme also prohibits and makes illegal any artifice, device or

scheme to obtain money by any means prohibited by GBL § 352-c. Unlike the federal securities
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laws, no proof of intent (i.e., scienter) or purchase or sale of stock is required, nor is reliance an
element of a violation.

35.  Section 352 (1) of the GBL defines fraud and fraudulent practices as including,
inter alia, any device, scheme or artifice to defraud or obtain money by means of any false
pretense, representation or promiise, fictitious or pretended purchase or sale, and any
concealment, suppression, fraud, false pretense or false promise in connection with the sale of
securities or offering of investment advice. It also provides, inter alia, that any violation of any
section of Article 23-A of the GBL is a fraudulent practice, and it authorizes the Attorney
General to investigate allegations of fraud.

36.  When, based upon a preliminary investigation, the Attorney General determines to
commence an action pursuant to Article 23-A, he may seek an application from the Supreme
Court, pursuant to GBL §354, for an order directing the persons and entities mentioned in the
application to appear and answer questions and to produce documents which the Attorney
General believes to be material and necessary to the investigation he is conducting. In addition,
this section provides that the Attorney General may include, with such application, a request for a
preliminary injunction or stay as may be “proper and expedient.” At the conclusion of the
investigation, the Attorney General is empowered, under GBL §353, to seek an injunction
permanently enjoining an individual or entity who has taken part in fraudulent practices from
directly or indirectly engaging in the issue, sale or offer of securities within or from the State of

New York, as well as restitution, and/or, other remedies under the GBL.
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IV. STATEMENT OF FACTS
A. BACKGROUND ON TIMING IN THE MUTUAL FUND INDUSTRY

37.  “Mutual fund timing” is the short-term trading of mutual fund shares. This type
of trading is often conducted by sophisticated financial entities known as hedge funds. Typically,
computerized trading “models” utilized by hedge funds signal when to engage in short-term buys
and sells of mutual funds.

38.  These “models” are often complex and vary depending upon the strategy being
utilized. For purposes of illustration, the basic mechanics are as follows. When a model
indicates financial markets will rise in the short-term, the hedge fund fully invests in equity
mutual funds to capitalize on the expectation that the stocks making up the mutual funds’
portfolios will rise in value and, consequently, the share prices of the mutual funds will also rise.
When the model subsequently indicates that financial markets will suffer a short-term decline,
the expectation changes — a drop in the share price of the mutual funds is anticipated. On a
downward signal, therefore, the hedge fund sells its fully-invested position in equity mutual
funds, captures a short-term profit and typically invests the proceeds in a virtually riskless
position in a money market fund. While resting in the security of the money market fund, the
hedge fund lies in wait for its next opportunity. When the model again predicts a short-term rise
in financial markets, the hedge fund sells its money market position and again buys equity mutual
funds. ‘When the model indicates the short-term upward rally is over, the hedge fund sells its
position in equity funds, again locks-in a profit and again returns the proceeds to the safety of a

money market fund.
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39.  These short-term exchanges of mutual fund shares — known as “round trips” —
often occur within a day, a few days, a few weeks or, often in the case of timing in high yield
bond funds, a month or more of each other. Depending on the strategy, a hedge fund might
engage in fifty or more “round trips” in less than a year allowing its money to safely rest in a
money market fund most of the time. If a hedge fund “times the market” right, therefore, it can
dramatically reduce exposurc;' to the market risk to \;vhich ordinary investors are subject, but with
little or no loss in upside potential.

40. A common strategy involves international time-zone differences. Rapid traders
use intémational mutual funds to capture an “arbitrage” prof;t. A typical international strategy
works as follows.

41.  “Domestic” mutual funds invest primarily in stocks of U.S. companies trading
primari[ly on markets within the United States. These markets usually close at 4 p.m. New York
time. Domestic mutual funds calculate their prices (i.e., “NAVs”) as of the 4 p.m. New York
time close of these U.S. markets. In other words, the stocks in the mutual fund’s portfolio are
usually] actively traded up until 4 p.m. and, therefore, the stock prices are current as of the time at
which mutual funds price fund shares.

42. By contrast, “international” mutual funds invest primarily in foreign stocks
trading in financial markets outside the United States. Given time zone differences, these foreign
markets close much earlier than 4 p.m. New York time and do not reopen until the next day.
Consequently, the last trade in the foreign stocks constituting the international mutual fund’s
poﬂfolio may have been much earlier that morning at, for example, 4 a.m. New York time. By 4

p-m. thht afternoon (N.Y. time), the prices of the foreign stocks are twelve hours old; they are
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stale, not current like the prices of the domestic stocks. The arbitrage opportunity exists because
even though prices were (in this example) twelve hours old, international mutual funds used
those stale prices to calculate their NAVs.

43.  As aresult, while foreign markets are closed during the U.S. trading day, timers
watch What financial markets in the United States are doing. If U.S. markets are up significantly
during the day and continue to stay up toward the 4 p.m New York time close of the markets, it is
probable that when foreign markets open later that day, e.g., at 9 p.m. New York time, the
foreign markets will follow suit. In a way, therefore, the international mutual fund is “mis-
priced” because the rise in U.S. markets (and probable corollary rise in foreign markets) is not
factored into the mutual fund’s share price. To exploit this pricing inefficiency, the timer bets on
the expectation that the prices of foreign stocks will rise the next day by buying international
mutual funds. When U.S. markets subsequently drop a day or a few days later, the timer sells the
mutual fund thereby capturing a short-term profit. Many timers engage in a cycle of such short-
term mutual fund investing throughout the year.

44,  While international equity mutual funds are most often targeted, many timers
execute successful market timing strategies in domestic large and small capitalization equity
funds, hlgh yield bond funds and other types of mutual funds as well. Regardless of the strategy
being used, the key to success is the availability of “round trips.”

45.  Mutual funds are not designed or marketed as short-term trading vehicles. Short-

term “round trip” trading by fund timers injures long-term shareholders in at least three ways.
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46.  First, short-term traders increase transaction costs for the mutual fund as a whole.
Shareholders who frequently buy and sell cost the fund more money in processing trades than
those who buy and hold for the long-term.

47.  Second, fund timing allows frequent traders to profit at the expense of long-term
investors. This effect, known as “dilution,” works as follows. When a timer buys into an equity
fund, a #nutual fund portfolio manager will, generally speaking, either invest the timer’s money in
stocks or hold the funds in cash. If the share price of the mutual fund rises a few days later, the
timer will typically redeem his shares in the equity fund, lock-in a profit and retreat to the safety
of a money market fund. If the portfolio manager held the timer’s money in cash during the
timer’s round trip, the mutual fund, in effect, simply gives the uninvested cash back to the timer,
plus the timer receives a pro rata portion of the gain on the stocks in the mutual fund’s portfolio.
Allowing the timer to share in any portion of the increase in portfolio value is unfair because he
contributed nothing to the gain. Since the timer’s money remained in cash, the timer’s
“investment” was never put to work to earn a profit for all shareholders. To the contrary, the
market timer darted into the equity fund at the last moment and clipped part of the upside that
would otherwise have gone to buy and hold shareholders. When timers make numerous of these
uninvested “round trips” in and out of the fund, they continually “pick off” pieces of long-term
shareholders’ profit. This substantially waters down — or “dilutes” — investment returns.

48.  The third form of damage can result regardless of whether a timer’s money is held
in cash or invested by the mutual fund. In either instance, the mutual fund may incur
unneceésary costs associated with having to buy and sell securities or otherwise raise cash to

meet timer redemptions. In the situation where a timer’s cash was not invested, in order to give
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the timer his piece of the increase in value of the portfolio’s shares, the mutual fund may have to
either draw down on a line of credit or sell stocks to raise the money. Both options result in costs
to long-term shareholders.

49.  Drawing on a line of credit causes the mutual fund to incur borrowing costs.
When timers conduct numerous “round trips,” such costs can be substantial. Selling stocks can
also cause substantial harm. A portfolio manager may have to sell stocks that were just
purchased into a falling market. This not only jettisons the long-term investment potential of the
securities — the reason they were purchased in the first place — but causes the fund to incur
otherwise unnecessary brokerage costs to sell the securities. These brokerage costs can also be
substantial and are an utter waste because the securities were never given a meaningful
opportunity to contribute to mutual fund returns. In addition, where the portfolio manager sells
stocks that would have been held but for the timer’s redemption, the fund may incur additional
capital gains tax liabilities that are ultimately borne by long-term shareholders. These same
adverse consequences may result when a portfolio manager has invested a timer’s cash in stocks
only to have to convert securities back to cash a short time later to meet the timer’s redemption.

50.  Significantly, mutual funds have the legal tools necessary to prevent shareholders
from engaging in frequent short-term “round trips.” And given the harmful effects, as
fiduciaries, mutual fund managers have obligations to affirmatively use these tools to put a stop
to market timing activities.

51.  Given the harm that timing causes, and the tools available to put a stop to it, why
would a mutual fund manager allow his fund to be timed? The answer lies in the way that

mutual funds are organized. Typically, a single management company sets up a number of
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mutual ﬁmds to form a family. While each mutual fund is in fact its own portfolio, as a practical
matter the management company runs all of them. The portfolio managers who make the
investment decisions for the funds and the executives to whom they report are all typically
employees of the management company, not the mutual funds themselves. Still, the
management company (also known as the investment adviser) owes fiduciary duties to each fund
and each investor.

The management company makes its profit from fees it charges the funds for
financial advice and other services. These fees are typically a percentage of the assets in the
fund, sd‘ the more assets in the family of funds (including tirn'ing assets), the more money the
manager makes. The timer understands this perfectly, and frequently offers the manager more
assets that will not be short-term traded in exchange for the right to short-term trade other funds
within the same fund family. These additional investments are known as “sticky money” or
“static assets.”

Many mutual fund managers have exercised their fiduciary duties and forgone the
additioﬁal investment-advisory revenue generated by allowing timers to victimize the
sharehoﬂders of the funds they manage. Others, such as JWS, have not.

B. MARKET TIMING AT SELIGMAN

| The Seligman Funds’ Prospectuses

54.  Respondents and the independent directors of the Seligman Funds have been
aware df the harmful financial effects of excessive trading on mutual fund performance since at

least 1995.
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55.  Beginning in 1995, Seligman Funds’ prospectuses warned investors of the
harmful effects of excessive trading and informed investors of the Funds’ right to restrict it:

Because excessive trading (including short-term, “market timing” trading)
can hurt the Fund’s performance, the Fund may refuse any exchange (1)
from any shareholder account from which there have been two exchanges in
the preceding three month period, or (2) where the exchanged shares equal in
value the lesser of $1,000,000 or 1% of the Fund’s net assets. The Fund may
also refuse any exchange or purchase order from any shareholder account if the
$hareholder or the shareholder’s broker/dealer has been advised that previous
patterns of purchases and redemptions or exchanges have been considered
excessive. Accounts under common ownership or control, including those with
the same taxpayer ID number and those administered so as to redeem or purchase
shares based upon certain predetermined market indicators, will be considered one
account for this purpose. Additionally, the Fund reserves the right to refuse any
order for the purchase of shares.

(Exhibit B (emphasis added))

56.  In 1999, when Respondents knew fund timing in the Seligman Funds was
increasiﬁng, they deleted the following key language, among other things, from the Seligman
Funds’ prospectuses: “Because excessive trading (including short-term, “market timing” trading)
can hurt the Fund’s performance. . . .” The prospectuses retained in substance, however, the one
million }Ldollar restriction, two-exchange limitation and other restrictions on excessive trading.
Why ’th*: cited passage and other language® was deleted remains an unanswered question in the
Attorney General’s investigation.

57.  These disclosures created the impression that the Seligman Funds were diligently

monitoﬁng frequent trading activities, making a determination concerning whether such activities

B The following language was also deleted from the prospectuses: “Accounts under
commmt ownership or control, including those with the same taxpayer ID number and those administered
so as to redeem or purchase shares based upon certain predetermined market indicators, will be

considered one account for this purpose.”
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were harmful to shareholders and, if so, terminating an investor’s trading privileges when they
exceeded the stated number of exchanges or dollar \}olume: In fact, however, the opposite was
true.

58.  While market timing restrictions were enforced as to some investors, JWS made
secret deals with certain other professional traders (or their agents) that expressly permitted the
traders to exceed the numerical exchange limitation in the prospectuses. Respondent Zino, who
is both a member of the Boards of Directors of the Seligman Funds and the current head of JWS,
had actual knowledge of at least .g_nc'such arrangement. These relationships resulted in
substa.tf(ial harm to the Seligman Funds. Respondents also kx'lowingly tolerated, for years, a
substantial amount of market timing by shareholders with whom they had no express relationship
that also substantially eroded the investment returns of the Seligman Funds.

2. Seligman Was Aware Of The Harm Market Timing Caused Its Shareholders

59. At various times, JWS, SAI, and SDC employees recognized the harm that market
timing was causing the Seligman Funds’ shareholders. As early as 1998, certain portfolio
managers complained that excessive trading was disrupting their ability to manage their funds
efficiently.

60.  The problem had grown by mid-1999, as is demonstrated by a July 7, 1999 e-mail
from Ebward Lynch, then Senior Vice President and National Sales Director of SAL to certain
sales managers:

[I]t’s hammer time — these guys [i.e., timers] need to be cut off!

Timers, as you know, are not extended a warm welcome by J&W Seligman,

nor by most other self-respecting firms in this business. We have a number
of clients who are in gross violation of the limitations we established (by

-19-



prospectus) to deter timing activities. We must address this situation
immediately.

....Once notified in the form of [the attached] letter [identifying a violation of
Seligman’s exchange policy], these [financial advisers] will be limited to the 2
round trips per three month period. Additional exchanges in any three month
period will simply not be honored.

(Exhibit C (emphasis added)). While such warning letters were from time to time sent out, no

effective measures were taken by Respondents to address timing activity; on the contrary, the
amount of timing increased.

61.  During 2000, the amount of timing activity in the Seligman Funds rose
dramatically. One complaint made by a portfolio manager to JWS’s Chief Investment Officer in

a January 12, 2001 e-mail explained the negative effects of timing in a Seligman international

fund:

The international fund currently has cash of $11,440,409 (17.1% of assets) due to
an inflow of $9,137,307 on 1/11/01, which I was notified of this afternoon. [This
has] cost[] us 15 [basis points] of performance....This is the equivalent of
having one of my portfolio’s stocks underperform by 12% over this period.

After a long string of problems with money coming into and out of the fund, I had
[a JWS employee] run a report of all the capital stock activity from 11/01/00, the
date of our new fiscal year. In less than three months, the fund as [sic] had
inflows of $91,991,193 (138% of assets) and outflows of $80,991,653. By my
reckoning, we’ve had 14 round trips of massive flows in and out meaning 28
trading days I have either been scrambling to get invested or raising liquidity.
There were only 49 trading sessions over this period, so this is how I’ve spent
about 60% of my time.

Given that we can not employ futures and our systems for notifying me of activity
do not allow me to get invested on a timely basis, the execution costs are huge to
oour existing shareholders. Most studies of trading strategies suggest that trading
§activity costs about 100 basis points after commissions, bid-ask spread, fx cost,
‘and market impact. Thus, I think so far, this activity has cost the fund about
140 [basis points].
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(Exhibit D (emphasis added)) As a result of such complaints, Seligman began to increase the
activities of its timing police.

3. Seligman’s Timing Police

62. JWS, SAI and SDC had practices and procedures in place to detect harmful
market timing by certain shareholders since at least 1998. SDC’s timing police monitored and
reported (to SAI’s timing pofi"ce, among others) on the extent of market timing activities in a
“market timing report” which identified each salesperson of an investment adviser or broker-
dealer (the salesperson was comr.rl‘}»on.ly referred to as a “financial adviser” or “adviser”) with
customer accounts that appeared to be engaging in excessive 'trading in Seligman Funds. Even
though SDC was wholly-owned by the Seligman Funds, however, it apparently never reported its
findings to them, nor did the Boards of Directors of the Funds ever inquire as to what its
subsidiary was doing to police timing.

63.  When harmful market timing was identified and Seligman decided not to allow it
to continue, as sometimes happened, SDC prepared, and SAI signed and sent out, warning letters
to the financial advisers shown on the market timing reports. The warning letter expressly
acknowledged harm that market timing can cause. A version of the warning letter sent in June
2001 stated:

I am writing concerning our exchange policy between Seligman funds. As stated

in each fund Prospectus, we reserve the right to refuse an exchange request if

there have been two exchanges from the same fund within any three-month

period.

One of the main reasons for this policy is that excessive trading can hurt a fund’s

performance. Also, excessive trading generates increased fund expenses due to
the additional administrative and portfolio management costs incurred.
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Unfortunately, exchange activities in your client’s accounts have reached the
threshold noted above, and we are writing to ask you and your client’s [sic] to
#dhere to the guidelines set forth in the prospectus. If this cannot be done, the
next step will be to freeze your client’s assets in a Seligman Cash Management
Fund for a period of 90 days. After that time, your clients can adhere to the
prospectus, or redeem their assets.

(Exhibitj E) A “freeze” or “kick-out” letter was sometimes sent if, despite the warning, the
account made another exchange into the fund in the same 90-day period.

64.  Bymid-2001, in response to, among other things, portfolio manager complaints,
Seligman began to enforce its prospectus restrictions more rigidly. A version of the*“freeze” or
“kick-oht” letter issued in 2002 also expressly acknowledges the harm caused by market timing
and states that it was discouraged:

'Excessive trading can hurt a fund’s performance by forcing portfolio managers to
make certain investment decisions based on liquidity factors, as opposed to sound
investment judgment. Also, excessive trading generates increased fund expenses
due to the additional administrative and portfolio management costs incurred. It
is for these reasons that we at Seligman, along with most of the industry,
have policies in place to discourage this type of trading activity among our
shareholders.

|As stated in each fund prospectus, we reserve the right to refuse an exchange
tsquest or any request to buy fund shares if there have been two exchanges from
that same fund within any three-month period or if it is determined that a previous
pattern of purchases and sales or exchanges have been excessive.

[TIn the interest of the funds and their shareholders, we will not be able to accept
urchases in you clients’ accounts for a period of 90 days. At the end of that

period, your clients will be able to invest in the funds, provided they abide by
limitations set forth in our prospectuses.

(Exhibit F (emphasis added))
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4, Seligman’s Express Market Timing Arrangements

65. At the same time that the “timing police” at SDC and SAI were monitoring fund
timing and freezing some accounts, JWS President Brian Zino (who is also a director of the
Seligman Funds) was granting authority to senior sales managers to make exceptions to favored

customers or their advisers, allowing them to exceed the prospectus limitation of two exchanges
in a three-month period.
66.  From in or about March 2001 to September 2003, “exceptions” to the round-trip

and other limitations in the prospectus were granted to at least twelve advisers and the timers

they represented.
67. A timing cop characterized senior management’s granting of the exceptions in a
November 2002 memo to Hodgdon, the President of SAI, as follows:

Steve - I write this memo to bring to your attention an escalating problem that
threatens the performance of our funds, and therefore our livelihood. It is the
practice of NAV arbitrage by professional traders (usually hedge funds), which
loots percentage points in total return from the funds these traders utilize. The
controls we currently have in place are inadequate, and to make matters
worse, are periodically overridden by sales management through the
granting of exceptions to certain financial advisors who facilitate this
business.

Mutual fund NAV arbitrage by professional traders has grown into its own
industry in just the last two years. The practice threatens the future of fund
companies that don’t understand its efféct on their long-term returns. In addition,
it is a ticking time bomb for the entire mutual fund industry, set to go off the day
the press realizes that fund companies routinely sell the returns earned by the
shareholders of their funds to short-term traders.

'Usually, these traders employ a global arbitrage strategy that exploits the stale
prices of international securities used when a fund calculates its 4 pm NAV.
There are also non-global strategies. Typically, the trader swoops into the fund
for one or two days and takes profits that were meant for the long-term
shareholders. The money never gets a chance to be invested in anything and
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the removal of these assets from the fund comes right off the fund’s return.

Five traders making 10 round trips per year of $1 million, at a 4% profit each trip,

knocks 1% off the total return of a $200 million fund that year.

(Exhibit A (emphasis added)) The SAI employee sent the same memorandum to Edward Lynch,
SAT’s National Sales Director who reported to Hodgdon, on November 13, 2002.

68.  Certain specifics with respect to some of the express timing relationships are set
forth below.

a. McDonald Investments Inc.

69.  The most significant market timing relationship was granted to the Chicago office
of McDonald Investments, Inc. (“McDonald”), for two of its customer accounts known
collectively as “Chicago Escrow.” Edward Lynch was approached by McDonald for approval to
market time four of the Seligman Funds. McDonald and Lynch engaged in negotiations from
June to September 2002. McDonald came to be known as “Fiebig/Maxwell” in or about March
2003.

70.  McDonald proposed that Chicago Escrow be permitted timing capacity of $200
mi11i6p 7and a frequency of approximately one and a half round trips per month, with the
flexibility to occasionally make two.to three round trips per month within certain capacity limits.

71 In the summer of 2002, Lynch told Hodgdon that he had been approached by
McDonald. Hodgdon met with Respondent Zino and Respondent Paul Guidone, JWS’s Chief
Investment Officer (and a fund director), and told them about the McDonald timing proposal.
Without objection from Zino or Guidone, Hodgdon later told Lynch that he could discuss the

proposal with McDonald. Hodgdon subsequently authorized Lynch to grant McDonald $40

million in timing capacity.
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72 Chicago scrow made ts first tw estments, total ~ $40  lion, about
October 002, and market-timed the gm Commun and Informat on Fund “C&I
Fund (i ohal Growth und Global Small Comnanies und and Glohal Technology
until about eptember  2003.
Chicago Escraw  as permitted to make three round trip per month  each of the
Funds  which had  ested]fjnstead the twe roun tri  per juarter that ordinarv investors
we  permitted to make!
In October 002, Chicag Escrow urchased $4 million Class D shares  the
Cash Fund. According th  eck timin report distribited 5y Vi Presiden nf DC and
ber the ‘timin police;  Nc¢ ember 002, Chicago Escro  had already exchanged
S&0 mil and ompleted trips within  month The transactio  otal for th

ronmnid trips exceeded 00 mil

hortly after th mg report was distri uted,  eral fficersat ligman
expressed their coneem thi arrangement. A V°  Presi fSDC and member
fth “timing po ce stated that]() extrem :ly concerned abou the arket timing
exception granted to Chicago Escrow fe that eligmanshould rem  th {iming
money from funds ed atel He say th he di think that Chicago

Escrow shoule be using Seligm Funds short-term trading ehicl
The Presi ent fSDC, hnCark. [so  rced his displeasure at the arrangement
betwi gman an MecDonal Tnestm  ts, Ho sted eral troublin aspects of th

(Chicago Fsern arrangemen iding that fact that the BV CX: ed ad going into



funds with fewer assets. For example, he cited a $25 million exchange that went into the Global
Growth Fund, which had only $68 million in assets.

77. A Vice President of SAT and member of its “timing police,” expressed shock that
this deal had been made at all, especially since the trading volume being permitted was “4 to 6
times that mentioned in the prospectus as being excessive.”

78.  In the fall of 2002, Hodgdon directed Lynch to have Chicago Escrow remove its
investments in the four Seligman Funds. Hodgdon did not specify a deadline and did not ensure
that his directive was carried out.

79. Shortly thereafter, Hodgdon, Lynch and Clark, were sent an e-mail dated
November 26, 2002 from an SDC timing cop notifying them as follows:

Last week $22.9 million was exchanged by market timers versus $21.3 million the

previous week. Of the $22.9 million, $21.1 million is represented by the advisor

[i.e., McDonald Investments] who has been granted an exception by SAL. Of the

remaining $1.8 million no assets were frozen.
Clark replied to Lynch with the following message:

I spoke to [Respondents and fund directors] Paul Guidone and Brian Zino

about this relationship and I continue to feel very uncomfortable about the risks

we are assuming in keeping it on our books. Based on my prior e-mails with you,

I want to move immediately in getting this group out of the complex. They show

absolutely no interest in adhering to our policies and with the risks we incur, this

is going to come back and bite us. Quite possibly it could also result in a big loss

to the firm. Couple this with the fact that we allow them to exchange into the

global portfolios and lock in a profit based on almost certain movements in the

foreign markets (far east especially), we are allowing what the regulators and

watchdogs have been calling “unethical practices” which are done at the
expense of fund shareholders.

(Exhibit G (emphasis added))
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80.  Nevertheless, JWS continued to honor the terms of the timing arrangement at the
expense of ordinary investors. Chicago Escrow was able, on January 2, 2003, to double its
timing assets by purchasing $40 million of Class A shares in the C&I Fund. When Zino learned
of the increased capacity, he personally assumed responsibility for the relationship.

81. By March 2003, Chicago Escrow had completed 34 round trips in four Seligman
Funds — the Global Tech Fund, C&I Fund, Glob'al Grc;wth Fund, and GloBal Smaller Fund —
within a 90-day period, resulting in $550.5 million in exchange activity.

82.  That same month,'“IScl'igrnan finally reduced Chicago Escrow’s capacity to time in
the Global Growth Fund from $5 million to $2 million. Mc]jonald Investment’s capacity in the
C&I Fund was similarly reduced from $60 million to $25 million.

83.  In April 2003, McDonald Investments removed about $42 million from the funds
without being subjected to an otherwise applicable contingent deferred sales charge — routinely
charged to small investors, which would have been approximately $238,482.97.

84.  In August 2003, Lynch and McDonald’s successor (Fiebig/Maxwell) negotiated a
new agreement that allowed Chicago Escrow to continue its excessive trading. It was not until
October 2003, after the Attorney General’s announcement of an industry-wide mutual fund
timing investigation, that the entire amount invested by Chicago Escrow was redeemed.

b. Salomon Smith Barney

85. A registered securities salesperson at Salomon Smith Barney’s office at One Penn

Plaza in New York, New York (the “SSB adviser”) was a client of the Seligman marketer or

“external wholesaler” for the New York metropolitan area. In mid-November 2001, the
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Seligman regional sales manager for the Northeastern United States granted the approval for the
SSB adviser to market time a Seligman Fund.

86.  According to the timing arrangement between the SSB adviser and Seligman, the
SSB adviser agreed to invest $10 million in timing money into the Seligman Global Technology
Fund (“Global Tech Fund”) and deposit $10 million in “sticky money” into the U.S. Government
Securities Fund. The $10 million “sticky” investment in U.S. Government Securities Fund was a
quid pro quo for the right to make up to three round trips per quarter with the SSB adviser’s
clients’ $10 million in the Global Technology Fund.

87.  One month after being granted an exception, the SSB adviser had already
completed four to five round trips between the Global Tech Fund and the Seligman Cash Fund
(“Cash Fund”).

88. By on or about December 19, 2001, the SSB adviser had completed nine round
trips. Subsequently, he was removed from the exceptions list, and his assets were frozen. In
January 2002, the SSB adviser had removed all but $31,256 from both the Global Technology
Fund and the U.S. Government Securities Fund.

c. UBS PaineWebber - Denver Office

89.  On behalf of a client with a fund timing trading program who wanted to use it to
time certain Seligman Funds, a registered securities salesperson in the Denver office of UBS
PaineWebber (the “PW adviser”) asked the Senior-Vice President and Divisional Sales Director
of SAI (the “Sales Director”) for the Chicago region and the Western United States, for
permission to market time four of the Seligman Funds. The Sales Director passed the request

along to Lynch.
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90. In November or early December 2001, Lynch granted an exception to the PW
adviser that allowed him to make up to four round tﬁps per quarter. Lynch and the two portfolio
management teams that managed those four funds approved the PW adviser’s request of up to
five round trips per quarter in an amount of $5 million (later increased to $30 million) allocated
among the C&I Fund, Global Technology Fund, Growth Fund and Capital Fund. An SDC timing
cop agreed to add the PW adviser to the exception list. The PW adviser invested about half of
the permitted amount, or approximately $2.5 million.

91.  The Sales Directq}f found the PW adviser to be a problem in part because the PW
adviser believed that he was allowed to make four round tn'p's per fund per account each quarter,
when the Sales Director understood the deal to be for four round trips per account in total. In
April 2002, the SDC timing cop e-mailed his supervisor about the arrangement and informed him
that the agreed-upon terms included up to five round trips per 90 days. According to the timing
cop, the PW adviser was spreading the exchanges over several funds, so as not to exceed the five
round trip limit. The Sales Director did not inform the Boards of Directors of the Seligman
Funds of this arrangement.

92.  Two days later, the Sales Director informed the SDC timing cop that the PW
adviser had misunderstood the parameters of the agreements. The Sales Director spoke with the
SAI president, who agreed to give the PW adviser up to 90 days to break the news to his clients
and find another fund complex that would allow that frequency of timing. The PW adviser did
not honor his commitment to the agreed-upon frequency of market timing and continued to time
the Seligman Funds, making five round trips in one week and 28 round trips in 90 days. The PW

adviser’s account was finally closed on April 19, 2002,
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d. Merrill Lynch

93.  In April 2001, aregistered securities salesperson in Merrill Lynch’s office in
Paradise Valley, Arizona (the “ML adviser”), approached the same Sales Director for the
Chicago region for timing capacity of $3 million in the Seligman High-Yield Fund. According to
the Sales Director, the ML adviser wanted to use a model that would require anywhere from eight
to 22 round trips per year, but the ML adviser promised to limit activity to close to two round
trips per 90 days.

94.  Although the ML adviser was not formally granted an exception until July 23,
2001, he began timing assets of approximately $2.5 million, divided between two accounts, in
early 2001. From approximately April 11, 2001, to September 3, 2002, the ML adviser made 13
round trips in one account and 12 round trips in the other, and as many as four round trips in a
90-day period.

95.  The ML adviser liquidated his accounts in September 2002.

e. Prudential Securities

96. A securities salesperson registered with Prudential Securities, Inc. (the “PS
adviser’’) was granted an exception on or about March 27, 2001. By May 30, 2001, the PS
adviser had made a total of 17 round trips with investments totaling approximately $8.5 million
in the Capital Fund and Global Technology Fund. The PS adviser engaged in $2 million of
timing activity on behalf of his client(s) during the week ending June 8, 2001. That accounted
for 19% of all identified market timing (authorized and unauthorized) that week. A Seligman

timing cop later wrote in an e-mail dated June 13, 2001 to other timing cops:
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I just sent you last weeks [sic] timer report. [A registered representative] from
Prudential is on the exception list as you know. Since being granted an exception
on March 27" he has completed 13 round trips over the last 60+ days. Year-to-
date, he has completed 21 roundtrips. This individual only has $64K in non-timer
assets. His timer accounts should be frozen, now.

(Exhibit H)
97. Sometime in June 2001, the PS adviser’s account was frozen at Clark’s
instruction.

The PS adviser’s accounts were unfrozen on or about July 16, 2001, on the
condition that the PS adviser would not exceed the prospectus limitation on excessive trading.
By late August 2001, however, the PS adviser already had m'ade two round trips in the amount of
more than $14 million.

f. Others

99.  There were other timing relationships as well. One adviser was given an
exception to time the High Yield Fund. Hodgdon was aware of the exception.

Another adviser received approval from the regional sales manager for the
Southeastern United States, to time the High Yield Fund, but timed the Common Stock Fund
instead, in the amount of $4.3 million.

There were in total at least twelve expressly recognized market-timing
relationships at Seligman, including those described above. (See Exhibits I and L, which consist
of three documents containing duplications and from which the financial advisers’ names have
been redacted.)

Each of these express timing relationships resulted in substantial dilution and

other harm to Seligman’s shareholders.
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5. Seligman Failed To Effectively Monitor And Restrict
Timers With Which It Had No Express Timing Arrangement

103.  Despite recognizing the harmful effects of timing as early as 1995, Seligman

tolerated substantial market timing by shareholders with which it had no express timing

arrangement.

Respondents failed to enforce the two-exchange limitation in Seligman’s
prospectuses and otherwise recklessly disregarded substantial market timing activities. This
failure was sometimes referred to as taking a “passive” approach. For example, a January 31,
2001 e-mail from Clark to senior Seligman executives stated:

The financial advisors appearing on this monthly report qualify based on the
following criteria:

*They have completed more than 6 roundtrip exchanges per quarter.

(Presently, the prospectus limits clients to 2 roundtrips per quarter
but we have taken a more passive approach in enforcing)

*The assets in EACH of the accounts being timed for the financial advisor
exceeds $250,000

ok ok

It seems that our current process however is too slow in responding to
financial advisors that abuse the exchange privilege. Timing has become an
increasingly disruptive activity for many fund companies and more aggressive
steps have been put in place throughout the industry.

(Exhibit J, page 1 (emphasis added)).
In the same email, Clark also summarized the historical “passivity”’ of enforcing
Seligman’s prospectus for the benefit of shareholders:
As a point of reference, in 1999 we began the year with $ 308 million in assets
identified as timing money and during that year, $ 255 million liquidated from the
Seligman Funds. In 2000 we began the year with $ 202 million in timing assets
and we liquidated $ 137 million during the year.

We begin 2001 with $ 101 million in timing assets. More than $ 10 million reside
in accounts that are presently frozen. Please note, these numbers only include
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accounts that have assets greater than § 250 thousand with more than 6 roundtrip
exchanges in a quarter.. When we lower the identification threshold to three
roundtrip exchanges in a quarter, it will significantly increase the amount of
assets identified as timing money.

(Exhibit J, page 2 (emphasis added))

Seligman also failed to enforce the prospectus limitation on transactions in excess
of $1 million. From 1998 through 2003, there were more than 4000 transactions in excess of $1
million. Each transaction vioiated the terms of the Seligman'Funds’ prospectuses.

This failure to enforce the Seligman Funds’ prospectus restrictions and other
tolerance of market timing activifieé'resulted in substantial dilution and other harm to mutual
fund shareholders. The total dilution resulting from excessive transactions in violation of the
Seligman Funds’ prospectus restrictions exceeds $80 million since 1998.

The Boards of the Seligman Funds also failed to act when confronted with
obvious “red flags” showing extensive mutual fund timing in Seligman Funds. The timing
activity in the Funds was so extensive that it resulted in sharply elevated levels of “churn” as
arbitragers moved cash in and out of them. For example, in 2000, in Seligman’s Class A
international funds, there were $1.73 billion of redemptions and $1.83 billion of purchases with
fiscal average assets of $1.66 billion. This amounts to a redemption ratio (a measure of timer
churning in funds) of 104%. During 2001, there were $2.44 billion of redemptions and $2.21
billion of purchases with average assets of $998 million. This amounts to a redemption ratio of

244%. In 2001, Seligman International Growth, Seligman Global Growth and Seligman Global

Small Companies Funds had churn ratios of 1207%, 549% and 567% respectively. According to
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arecent Lipper report, the average equity fund had a ratio of only 38% in the year just prior to the
Attorney General’s investigation.

Data relating to such cash flows was available to (and presumably reviewed by)
the Boards of the Seligman Funds. Had the Directors paid attention to these extreme asset
turnover rates, or even asked the simplest question about them, they would have discovered that
these flows were due to market timing activity and that, therefore, the Seligman Funds’
prospectus restrictions were not being enforced.

6. SDC Had a Duty to Report Market Timing
Activity to the Boards of the Seligman Funds

The Attorney General’s investigation to date has uncovered no evidence that the
timing police at SDC reported their knowledge of market timing to the Boards of Directors of the
Seligman Funds, despite the fact that SDC was and is owned by some of the Seligman Funds.

SDC owed a duty to its owners, and to the independent directors of the Seligman
Funds, to report the information SDC had obtained about market timing in the Seligman Funds.
SDC did not carry out that duty. Instead, the timing police at SDC worked with, and seemingly
allowed themselves to be controlled by, JWS and the timing police at SAL. As a result, rather
than serving the best interests of the investors in the Seligman Funds by identifying and
eliminating market timing, SDC furthered JWS’s financial interests in maximizing profits by
permitting timing.

7. Seligman Issued a Misleading Press Release
On September 3, 2003, the Attomey General announced a far-reaching, industry-

wide investigation into mutual fund market timing practices. Since then, the Attorney General’s
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Office has conducted investigations of numerous mutual fund families in cooperation with the

SEC and other federal and state regulatory authorities. The investigation has included the

Seligman Funds.

On January 31, 2005, JWS issued.a “Message to Shareholders” stating that JWS
had conducted and completed an internal review relating to market timing. The “Message,”
which was incorporated into Seligman prospectuses, states:

The Manager [defined as JWS and its affiliates and related parties] has completed
its internal review. As of September 2003, the Manager had one arrangement that
permitted frequent trading. This arrangement was in the process of being closed
down by the Manager before the first proceedings relating to trading practices
within the mutual fund industry were publicly announced. Based on a review of
the Manager’s records for 2001 through 2003, the Manager identified three other !
arrangements that had permitted frequent trading in the Seligman Funds. All three
had already been terminated prior to the end of September 2002. The results of
the Manager’s internal review were presented to the Independent Directors of the
Seligman Funds. In order to resolve matters with the Independent Directors
relating to the four arrangements, the Manager has paid approximately $75,000
to Seligman Global Growth Fund, $300,000 to Seligman Global Smaller
Companies Fund and $1.6 million to Seligman Global Technology Fund in
recognition that these global investment funds presented some potential for time
zone arbitrage. The amounts paid by the Manager represented less than % of 1%
of each such Fund’s net asset value as of the date such payments were made. In
addition, with respect to Seligman Communications and Information Fund and
notwithstanding that time zone arbitrage opportunities did not exist, the Manager,
at the request of the Independent Directors, has agreed to waive a portion of its
management fee, amounting to five basis points (0.05%) per annum, for that Fund
for a period of two years commencing on June 1, 2004.

(Exhibit K (emphasis added))

The suggestion in this statement that JWS entered into only four arrangements to
permit frequent trading is misleading. The Attorney General’s Office has identified at least
twelve exceptions that were granted to financial advisers whereby JWS expressly permitted

market timing in Seligman Funds. Respondent Zino was expressly made aware in a July 29,
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2003 e-mail from Clark that there were more than four timers that were granted exceptions by

Seligman:
BTZ......as a follow up to yesterday’s meeting, attached is a chart summarizing the
market timers that SAI has granted exceptions to after speaking with our portfolio
managers. There are currently 5 timers being granted exceptions to our
policy. '
1) Chicago Escrow is one account and they have $47 million in assets with us....
2) The other 4 timing accounts were authorized by SAI on 7/15/03 and have $5.5
million collectively amongst 4 separate financial advisors....These were discussed
between SAI and Portfolio Management prior to bringing the money in. 1
question the soundness of this decision (each has done 3 roundtrips since 7/15)
and we will monitor the situation closely. I still feel we should never have taken it
in. With 4 “exceptions” to the policy granted in one week, it seems as if we
are encouraging our wholesalers to be less discriminating with the business they
bring in....

(Exhibit L (emphasis added))

Further, JWS’s payment of less than $2 million divided among three funds, and a
five-basis-point fee reduction on another fund substantially understates the harm caused by
market timing in the Seligman Funds. The harm from market timing (both expressly permitted
relationships and “tolerated” market timing) is in excess of $80 million since 1998. Indeed, the
response to a section of the “Message” entitled “Have any other matters come to Seligman’s
attention in the course of its internal inquiry?” fails to mention the significant harm resulting
from “tolerated” market timing activities and the numerous other express timing arrangements
into which JWS entered. In addition, the “Message” conceals the fact that fund directors were
aware of at least some of the arrangements.

The 0.05 percent fee reduction for the Seligman C&I Fund saved shareholders

less than $1.9 million based on 2004 fund assets and cost Seligman less than $700,000 in lost
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profits. The C&I Fund’s Board deemed this amount adequate compensation for shareholders
despite the fact that the timer harm to the C&I Fund alone from 1998 to 2003 was in the range of
$20 to $30 million. A significant portion of the harm was caused by timers who had Seligman’s
express permission to violate the limitations stated in the C&]I Fund’s prospectus. The Board of
the C&I Fund was aware of this; yet inexplicably did not insist on additional cash compensation.

The $1.975 million in payments and five-basis-point fee reduction, which the
“Message” indicates was accepted by the independent directors, does not even begin to
adequately compensate the Seligggag Funds for the harm caused by JWS’s fraudulent conduct
respecting market timing. And it is another éxample of the ixlldependent directors acting as a
“rubber stamp” for the investment adviser’s self-interested demands.

C. CONCEALMENT RELATING TO SELIGMAN FEES

118. For years, JWS has asked for excessive fees for providing advisory services to the
Seligman Funds. And for years, the Boards of Directors of the Seligman Funds have approved
them.

The Boards of Directors are aware that performance has been poor and expenses
high for many Seligman Funds relative to their peers.

The Boards are also aware that the investment advisory services provided by JWS
to its institutional clients (e.g., pension funds) are identical to the services provided to the
Seligman Funds. Both types of accounts are generally managed by the same portfolio managers
who invest in comparable asset categories. JWS’ costs in providing these services to institutional

clients and the Seligman Funds are essentially identical. Despite this equivalence of services and
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costs, the fee percentage charged to the Seligman Funds’ shareholders is, in some cases, more
than twice as high as that charged to the institutional clients.

121.  The chart below, derived from 2003-2004 information provided by Respondents
and presented to the Funds’ Boards, shows that several Seligman Funds — including at least one
that was the target of professional timing traders — were charged fees that were significantly
higher than those for similar institutional accounts. Furthermore, the last column of the chart
shows that five of the six funds indicated below underperformed their category counterparts with
the Income and Growth Fund lagging behind 88% of its peers. Meanwhile, the indicated funds

continued to generate profit margins of up to 56% for JWS.

Retail Fund Estimated | Estimated Estimated | 5-Year 5-Year
Retail Institutional | 2003 Annualized | “Lipper”
Mgmt Fee | Mgmt Fee Retail Fund Performance
Ratio Ratio Fund Return Rank
Profit
Margin
Seligman 0.70% 0.32% 53% -7.94% 263™ of 390
Class A
Growth
Seligman 0.65% 0.35% 53% -5.67% 475% of 590
Common
Stock Class A
Seligman - 0.60% 0.35% 44% -0.39% 71* of 79
Income and
Growth Class
A
Seligman 0.80% 0.35% 48% 2.45% 96" of 217
Large Cap
Value Class
A
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Seligman 0.85%  |0.35% 56% | 1.58% 239" of 390
Capital Fund il :
A

Seligman 0.95% 0.46% 36% 0.75% 164% of 288
Frontier Class

A

122, In addition, internal Seligman projections for 2004 reflect that in spite of having
the same basic costs, JWS’s retail mutual fund business was expected to be more than twice as
profitable as its institutional asset management business.

Documents in the possession of the Attorney General’s Office indicate that the
independent directors received, and pre;umably reviewed, data relating to this fee disparit}' and
the likeness of the services and costs. Yet, despite lackluster performance and high profit
margins, the independent directors appear to have done nothing to achieve better fee
arrangements for the shareholders of the listed Seligman Funds and possibly others.

Instead, the independent directors have routinely approved TWS’s exc essive fee
demands. The fee disparity, profit margins and performance data indicate that the excessive fees
charged by JWS were not the product of required arms’ length negotiation between the Boards of
Directors of the Seligman Funds and JWS. Respondents have concealed from shareholders of
the Seligman Funds both the fee disparity and the fact that there has been no arms’ length
negotiation of JWS’s fees. Whether the suppression of these facts was fraudulent has also been

part of this Office’s investigation of Seligman; however, no discovery or injunctive relief relating

to it is being sought at this time.
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V. CONCLUSION

Respondents’ Violations of the Martin Act

Based on his investigation to date, including the information described above, the
Attofney General believes that Respondents engaged in “fraud, deception, concealment,
suppression [and] false pretense” in violation qf GBL §352-c(1)(a) and engaged in an “artifice,
agreement, device or scheme to obtain money, profit or property by any of the means prohibited
by [GBL §352-¢]” in violation of GBL §352-c(2) and other provisions of the GBL.
The General Business Law §354 Order

As indicated above, the Attorney General is charged with the responsibility of
investigating the commission of fraudulent practices by securities promoters. The Attorney
General is also vested with appropriate statutory authority under GBL § 353 to seek redress in a
plenary action on behalf of the public generally, and to seek to enjoin permanently individuals
and entities that have committed fraudulent practices from ever directly or indirectly engaging or
participating in the issuing, offering or selling of securities, or providing investment advice,
within or from the State of New York for their illegal and fraudulent conduct. The Attorney

General also has jurisdiction to seek multiple forms of relief under GBL §352-c.
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127.  The facts already discovered, as outlined above, show that the testimony and
documents sought hereby are material and necessary for the Attorney General to establish the full
extent of the Respondents’ fraudulent, deceptive and/or illegal acts and practices in violation of
the Martin Act.*

The Attorney General seeks discovery pursuant to GBL § 354 because he desires
judicial supervision of the tes't'i;nony and document 'p;o'ductions.

129. To date, the Attorney General has taken testimony from only one of the individual
respondents, Respondent Zino, and now seeks additional testimonial and documentary discovery
from him, discovery from the other individual respondents to find out what they knew or did not
know about the mutual fund timing that took place on ’;heir watch and other discovery as detailed
in the proposed order submitted herewith.

No previous application for the relief requested in the order sought herein has

been made by petitioner to this or any other Court or Justice thereof.

4 Although it has no bearing on this application, the Attorney General’s Office notes

that two of the Respondents have instituted litigation against the Attorney General. On September 6,
2005, Respondents JWS and Zino filed a complaint in the United States District Court for the Southern
District of New York against the Attorney General in his official capacity. (A copy of the Complaint is
attached hereto as Exhibit M.) The complaint alleges that the Attorney General’s investigation of
Seligman’s excessive advisory fees is preempted by the Investment Company Act of 1940 and the prayer
for relief seeks an injunction enjoining the Attorney General from investigating excessive advisory fees
paid to JWS. As of the date hereof, however, Respondents JWS and Zino have not moved for any
injunctive relief in the federal action. There are, therefore, no temporary restraining orders or
preliminary injunctions limiting the Attorney General’s investigatory powers, including those asserted in
this epplication. And the Court should be aware that the complaint specifically states that Respondents
JWS and Zino “do not challenge the authority of the [Attorney General] over other areas of investigation
[i.e., market timing], only over advisory fees.” (Compl. §4.) Because the Attorney General has not been
enjoined and this application does not seek discovery or any other relief relating to Seligman’s fees at
this time, the complaint has no bearing on this proceeding; the Attorney General will move to dismiss it
at the appropriate time.
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WHEREFORE, the Attorney General respectfully requests that this Court grant
the within application for an Order pursuant to GBL § 354, in the form annexed hereto, and such

further and other relief as the Court may deem just and proper.

£ Yoo Siorsen o .

R. VERLE JOHNSON *
Assistant Attorney General

Sworn to before me this
28" day of September, 2005

Aae, M. G

ASsistant Attorney General of
the State of New York
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