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Securities and Exchange Board of India

Workshop Outline: How to {nvestigate and Prove an Insider Trading Case

I. General Principles of Enforcement and Investigations
a. Objectives
1. Protect investors to the fullest extent possible

1. The SEBI Act specifically provides that it “shall be [the] duty
of the Board to protect the interests of [ ] investors in securities
and to promote [the] development of, and to regulate the
securities market by such measures as it thinks fit.” SEBI Act
Chapter IV, Section 11.(1).

ii. Promote investors’ confidence in the integrity of the market

ili. Encourage broad and active participation in the market by all investors
iv. Punish wrongdoers

v. Remedy harm to investors

vi. Deter illegal conduct

1. If market participants believe that SEBI will vigorously pursue
and prosecute instances of misconduct, those who niay be
inclined to engage in improper conduct will be less likely to do
S0.

b. Basic elements of an enforcement program

i. Investigate possible violations of the securities laws vigorously but
fairly

ii. Recommend and institute enforcement proceedings where warranted

iii. Remedy harm to investors

iv. Punish wrongdoers and impose sanctions that correspond to the
misconduct

v. Refer matters to other authorities for follow-up action as appropriate

c. Investigations are private and “non-public”
i. Preserves integrity of the investigation

ii. Protects the reputation of those market participants who may be
involved before legal conclusions are reached
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iii. Preserves the integrity of the evidence and ensures that documents
relevant to the investigation are not improperly destroyed or hidden
from investigators

iv. Ensures that securities, funds or documents are not removed beyond
the jurisdiction of the regulator

v. Preserves the “element of surprise”

vi. Press inquiries

1. All press inquiries should be referred to supervisors
2. SEBI should develop a standard response to press inquiries
regarding on-going investigations

II. What Is Insider Trading?'
a. Statutory elements

i. SEBI (Insider Trading) Regulations, 1992

ii. SEBI (Stock Brokers and Sub-Brokers) Rules, 1992
iii. Other provisions

iv. Why Investigate, or Why is Insider Trading Bad?

b. Who can be an Inside Trader?

i. Statutory definition

ii. Licensed and unlicensed individuals and entities

iii. Company officers, directors employees and other insiders

iv. Company advisers (e.g., lawyers and investment bankers) related or
affiliated parties and other outsiders

v. Others (e.g., Chiarella, Carpenter)

c. Other participants: tippers, tippees, and brokers

i. Relationship to issuer
ii. Connections among themselves

d. Issuer

1. Relationship of issuer or any of its officers, directors and employees to
traders, tippers, tippees and brokers

e. Price sensitive information

' As the applicable laws and regulations change and market practices and participants develop, this outline
will need to be amended and updated.
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f. Common indicia of insider trading

i. Significant corporate events (e.g., mergers and acquisitions, earnings
announcements)

ii. Unusual price or volume activity or fluctuations which exceed
historical norms or do not appear to result from normal market forces
or concurrent corporate events

iii. Unusual trading activity prior to significant corporate event such as a
merger or other business combination

1. asa matter of routine, SEBI should review all securities trades
which immediately precede or surround a significant market
event or corporate announcement

IIL. Sources of Investigations, or What Triggers an Investigation?
a. SEBI market surveillance and inspections

i. Monitor stock exchange trading screens and reports
il. Inspections may reveal indications of improper activity
iii. SEBI review of filings by issuers and other market participants

1. Extraordinary events
2. Dramatic shifts in financial results from one period to the next

iv. Survey of general industry trends and developments may indicate
problem areas
v. Informal review of financial press

b. Outside sources, e.g., SROs and exchanges

i. Develop relationships with compliance officer counterparts
1. Limits to SRO and stock exchange jurisdiction and authority

c. Referrals and tips

i. Other divisions and agencies
ii. Inquiries and complaints from public
ii.. Complaints from market professionals

1. But may be an attempt to seek favorable treatment from SEBI
2. May be an attempt to influence SEBI’s understanding and
interpretation of the facts
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3. May be an attempt to initiate SEBI investigation to weaken a
rival

iv. Complaints from employees (current and former)

1. Must consider perspective and objectives of source of
information

v. Complaints/tips from press
vi. Need system to track and monitor complaints and SEBI responses
vii. Must also maintain correspondence files and database

d. Referrals from regulators in other countries

i. Memorandum of Understanding between SEBI and U.S. SEC
IV. Decision to Initiate An Investigation
a. Criteria and policy considerations

i. Allocation of resources
ii. Nature of conduct

iii. Egregiousness of harm
iv. Other

b. Supervisor and management involvement and ongoing oversight
¢. Procedural considerations

i. Documentation and file maintenance
ii. Development of facts

iil. Integrity of evidence

iv. Sufficient staff

v. Necessary expertise, e.g., accountant

d. Need for Coordination

i. - With Other Agencies
ii. With SROs and Exchanges

V. How to Prove Insider Trading — General Principles

a. Statutory authority to conduct investigations (SEBI Act Chapter IV. Section
11.(2)

Draft — 10/20/97, 5:49 AM, /ds Page 4
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b. Develop theory of the case, that is, an explanation for what happened and why
(the story)

i. Possible motives for conduct

ii. Benefit to trader or others {e.g., family members or business
associates) :

iii. Relationship of trader to company, broker or others

iv. Note: theory may change during investigation

c. Develop investigative plan
i. Define scope and objectives of investigation

1. Identify actors, scrip and time period
2. Investigation should seek to develop facts to support each
element of an alleged violation

il. Insider trading cases are largely based on circumstantial evidence
iii. Confessions are rare
iv. Identify necessary documents and witnesses

1. Typically, SEBI should seek to gather all documentary
evidence before interviewing or questioning witnesses

2. Enables SEBI to use witnesses to explain documents to obtain
a more complete explanation '

v. Timing of witnesses is important

1. Insider/outside the issuer
2. Top down or bottom up

vi. Design and implement procedures to maintain confidentiality of
documents and other investigative materials

d. Investigative Techniques for insider trading cases

1. Investigations are fact-finding inquiries only

ii. Legal conclusions are not reached during an investigation

iii. In general, investigations seek to develop facts to answer questions:
who, what, why, where, when, how, and what happened next?

1. Must consider and be able to explain facts that do not support
each element ,

2. Consider opportunities for communication/exchange of price
sensitive information
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(a) Written chronologies of events (see below)
(b) Memberships in clubs and associations, and attendance
at meetings (time, place, list of attendees and agenda)

iv. During investigations, facts are developed to furthest extent possible
through:

1. Informal inquiry

2. Interviews and testimony

3. Examination of records, such as brokerage records and other
documents ’

4. Review of trading data

5. Public and non-public sources

e. Documents are critical

i. Internal SEBI documents and information

1. Periodic and continuous reports and disclosure

2. Investment Decision Support System contains corporate data,
price graphs and significant news announcements

3. Trading reports from stock exchanges

4. Price and volume history for relevant period(s) and comparison
to peer-group companies in industry (may be indicia that news
or announcement is price-sensitive) '

ii. Trading and brokerage records

1. Required books and records. SEBI (Stock Brokers and Sub-
Brokers) Rules and Regulations, 1992, Chapter IV, General
Obligations and Responsibilities, 17(1)

2. Correspondence files and telephone notes

3. Customer bills, delivery slips, inward/outward record and bank
slips

4. Records of accounts of family members, business associates
and related or affiliated parties (“Benami” accounts)

5. Research on issuer

iii. Issuer and company documents

1. Periodic reports, offering circulars, prospectuses and other
disclosure
2. Press releases and promotional materials

Draft — 10/20/97, 5:49 AM, /ds Page 6
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3. Documents related to Board of Directors and other meetings,
including meeting minutes, agendas, lists of attendees

4. Notes or summaries of meetings and telephone conversations

Circulate list of traders within company to determine if there

are any connections or relationships between traders and

company insiders

U

iv. Stock exchange documents

1. Required reports and books and records (Securities Contracts
(Regulation) Act, 195€, Section 6, subsections (2) and (4))
2. Audit trail of transactions

v. Written summaries or chronologies of events from company and
advisors : :

oy

authority of SEBI to request

2. identifies time period and key events

3. identifies key witnesses and opportunities for communication
of price sensitive information

4. identifies who knew what and when

S. identifies nature of possible price sensitive information and, in

the event of a corporate transaction, the certainty of terms

vi. Trader
1. Brokerage records
(a) Identifies trades, scrip, price and timing, etc.
(b) May reveal unusual patterns or activity not consistent
with previous trading history
2. Telephone records
(a) May reveal opportunity for exchange of price sensiti /¢
information
(b) Comparison to timing of transactions and withdrawal of

funds from bank account

3. Bank records

(a) May reveal source of funds for improper trades
{b) Unusual withdrawals, deposits or transfers

vii. Press reports

~

Draft -~ 10/20/97, 5:49 AM, /ds Page 7
Confidential —~ For SEBI Internal Purposes Only



USAID/Price Waterhouse LLP — Financial Institutions Reform and Expansion Project

October 1997

f. Witnesses
i. Inside the company
ii. Outside advisors
iii. Traders
iv. Timing issues and other considerations
g. Defenses
i. Information is not price sensitive
ii. Information was already public
iii. Trades based on other information
iv. Other
V. Decision to Initiate Proceedings or Terminate investigation
a. Criteria and policy considerations
i. Allocation of resources
ii. Impact on investors and the market
iii. Other
b. Preparation of recommendation to the Board
¢. Supervisor and Management Oversight
d. Criminal and other collateral proceedings
e. Settlement

f. Publicity

i. Issue press release after public proceedings initiated
ii. Announce enforcement proceedings on SEBI website

VI. Appropriate sanctions
a. Statutory authority
b. Policy considerations

i. Seriousness of misconduct
1i. Nature of misconduct

Draft -- 10/20/97, 5:49 AM, /ds
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1. Repetitive or continuous?
2. Single instance?

iil. Amount of pecuniary damage
1. Measurement

iv. Likelihood of future misconduct
v. Previous violations

VII. Some Statistics on U.S. SEC Insider Trading Investigations

a. InFiscal Year1996, the U.S. SEC initiated 42 cases which alleged insider
trading violations _

b. Comparison with Enforcement cases initiated by the U.S. SEC in other
program areas

VIII. Case Study

Attachments:

(I) SEC v. O’Hagan, 117 S.Ct. 2199 (1997)

(II) SEC complaint in SEC v. Power Securities Corp.

(IIT) Excerpts from David L. Ratner, Securities Regulation in a Nutshell, Fifth edition
(1996), pp. 143-161 and 234-247

(IV) Excerpts from Stuart J. Kaswell, “An Insider’s View of the Insider Trading and
Securities Fraud Enforcement Act of 1988,” 45 Business Lawyer 145, November
1989

(V) Excerpts from the U.S. SEC’s 1996 Annual Report, pp. 17-20, 27, and Table 1
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UNITED STATES, PETITIONER v. JAMES HERMAN O'HAGAN
No. 96-842
SUPREME COURT ©V THE UNITED STATES

17 S, Ct 2199 1997 U.S. LEXIS 4033: 138 L. Ed. 2d 724:
Fed. Sec. L. Rep. (CCH) P99.482; 97 Cal. Daily Op. Service
4931 97 Daily Journal DAR 7991: || Fla. Law W. Fed. S 154

April 16, 1997, Argued
June 25, 1997, Decided

NOTICE: [*1]
The LEXIS pagination of this document is subject to change pending release of the final published version.

PRIOR HISTGORY: ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF APPEALS
FOR THE EIGHTH CIRCUIT.

DISPOSITION: <=[> 92 F.3d 612, reversed and remanded.

SYLLABUS:

After Grand Metropolitan PLC (Grand Met) retained the law firm of Dorsey & Whitney to represent it
regarding a potential tender offer for the Pillsbury Company's common stock, respondent O'Hagan, a
Dorsey & Whitney partner who did no work on the representation, began purchasing call options for
Pillsbury stock, as well as shares of the stock. Following Dorsey & Whitney's withdrawal from the
represention, Grand Met publicly announced its tender offer, the price of Pillsbury stock rose dramatically,
and O'Hagan sold his call options and stock at a profit of more than $ 4.3 million. A Securities and
Exchange Commission (SEC) investigation culminated in a 57-count indictment alleging, inter alia, that
[*2] O'Hagan defrauded his law firm and its client, Grand Met, by misappropriating for his own trading
purposes material, nonpublic information regarding the tender offer. The indictment charged O'Hagan
with securities fraud in violation of @ [0(b) of the Securities Exchange Act of 1934 and SEC Rule 10b-5.
with fraudulent trading in connection with a tender offer in violation of @ 14(e) of the Exchange Act and
SEC Rule [4e-3(a), and with violations of the federal mail fraud and money laundering statutes. A jury
convicted O'Hagan on all counts, and he was sentenced to prison. The Eighth Circuit reversed all of the
convictions, holding that @ 10(b) and Rule 10b-3 liability may not be grounded on the "misappropriation
theory" of securities fraud on which the prosecution relied; that Rule 14e-3(a) exceeds the SEC's @ 14(e)
rulemaking authority because the Rule contains no breach of fiduciary duty requirement; and that the mail
traud and monev laundering convictions rested on violations of the securities laws. so could not stand once
the securities traud convictions were reversed.

Held:

I. A person who trades in securities for personal profit. using confidential information [*3]
misappropriated in breach of a fiduciary dutyv to the source of the information. may be held liable for
violating ‘@ 10(b) and Rule 10b-3. Pp. +-22.

(@) Section 10(b) proscribes {1} using any "deceptive device" (2) "in connection with the purchase or sale
of any security.” in contravention of SEC rules. The Commission adopted Rule 10b-3 pursuant to its ‘&
1tb) rulemaking authoritv: liability under Rulc it:-7 does not extend bevond conduct encompassed by«

otby's prohibition. See. e.v.. ~ =2+ Ernst & Ernsi v, Hochtelder, 423 U.S. 185, 214, 47 L. Ed. 2d 668. 96
S. Ct 1375, Under the "traditianal” or "classici theon " afinsider vading ability. a violation of & 10(b}
' 4
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and Rule 10b-3 occurs when a corporate insider trades in his corporation's securities on the hasis of
muterial, contidential information he has obtained by reason of” his position. Such trading qualities as a
"deceptive device” because there is a relationship of trust and contidence between the corporation's
shareholders and the insider that gives rise to a duty to disclose or abstain from trading.

3 - Chiarella v. United States, 445 [J.S. 222, 228-229, 63 [.. Ed. 2d 348, 100 S. Ct. 1108. Under the
complementary "misappropriation theory” urged by e Government here, a corporate [*4] "outsider”
violates (@ 10(b) and Rule 10b-3 when he misappropriates confidential information for securities trading
purposes, in breach of a tiduciary duty owed to the source of the information, rather than to the persons
with whom he trades. Pp. 5-8.

(b) Misappropriation, as just defined, is the proper subject of a @ 10(b) charge because it meets the
statutory requirement that there be "deceptive” conduct "in connection with" a securities transaction. First.
misappropriators deal in deception: A fiduciary who pretends loyalty to the principal while secretly
converting the principal's information for personal gain dupes or defrauds the principal. A company's

confidential information qualities as property to which the company nas a right of exclusive use; the
undisclosed misappropriation of such information constitutes fraud akin to embezziement, Cf. <=4>

Carpenter v. United States, 484 U.S. 19, 25-27, 98 L. Ed. 2d 275, 108 S. Ct. 316. Deception through
nondisciosure is central to liability under the misappropriation theory. The theory is thus consistent with
~"=5> Santa Fe Industries, Inc. v. Green, 430 U.S. 462, 473-476, 51 L. Ed. 2d 480.97S. Ct. 1292, a
decision underscoring that @ 10(b) is not an all-purpose breach of fiduciary duty [*5] ban, but trains on
conduct that is manipulative or deceptive. Conversely, full disclosure forecloses liability: Because the
deception essential to the theory involves feigning fidelity to the information's source, if the fiduciary
discloses to the source that he plans to trade on the information, there is no "deceptive device" and thus no
‘@ [0(b) violation. Second, @ 10(b)'s requirement that the misappropriator's deceptive use of information
be "in connection with the _mm:hase or sale of [a] security” is satisfied by the misappropriation theory
because the fiduciary's fraud is consummated, not when he obtains the confidential information, but when.
without disclosure to his principal, he uses the information in purchasing or selling securities. The
transaction and the breach of duty coincide, even though the person or entity defrauded is not the other
party Mt is, instead, the source of the nonpublic information. Because undxsclosed tradmo on
the basis o misappropriafed; onpublic information both deceives the source of the information and harms
members of the investing public, the misappropriation theory is tuned to an animating purpose of the
Exchange Act: to [*6] ensure honest markets, thereby promoting investor confidence. It would make
scant sense to hold a lawyer-turned-trader like O'Hagan a @ 10(b) violator if he works for a law firm
representing the target of a tender offer, but not if he works for a firm representing the bidder. The statute's
text requires no such result. Pp. 8-15.

{c) The Eighth Circuit erred in holding that the misappropriation theory is inconsistent with ‘@ 10(b). First.
that court understood the theory to require neither misrepresentation nor nondisclosure: as this Court
explains. however, deceptive nondisclosure is essential to /@ 10(b) liability under the theory. Concretely. it
was O'Hagan's failure to disclose his personal trading to Grand Met and Dorsey. in breach of his duty to
do so. that made his conduct "deceptive” under @ 10(b). Second. the Eighth Circuit misread this Court's
precedents when it ruled that, under =6-- Chiarella v. United States, 443 U.S. 222,230, 232, 233. 63 L.
Ed. 2d 348, 100 S. Ct. 1108; <=7> Dirks v. SEC. 463 U.S. 646, 655. 77 L. Ed. 2d 911. 103 S. Ct. 3255
and “=8> Central Bank of Denver. N. A. v. First Interstate Bank of Denver. N. A.. 311 U.S. 164. 191,
128 L. Ed. 2d 119. 114 S. Ct. 1439. only a breach of a duty to parties to a securities transaction, or. at the
most, [*7] to other market participants such as investors, is sufficient to give rise to /@ 10(b) liability.

- =9> Chiarella. supra. at 238. 239. 240-243. 245 expressly left open the question of the misappropriation
theory’s validity, and <=10> Dirks, supra. at 665. 666-667. also left room for application of the
misappropriation theory in cases such as this one. Central Bank's discussion concerned only private civil
litication under /@ 10(b) and Rule 10b-3. not criminal liability. Pp. 15-20.

(dt vitai to this Court's decision that criminal liability may be sustained under the misappropriation theory
z

is the izxchange Act's requirement that the Government prove that a person "willtully " violated Rule 10b-:
i1t .rder to establish a criminal violation. and the Act's provision that a defendant may not be imprisoned
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for such a violation if he proves that he had no knowledge of the Rule. The requirement of culpable intent
weitkens O'Hagan's charge that the misappropriation theory is too indetinite to permit the imposition of
criminal liability. See - <11 - Boyee Motor Lines, Inc. v. United States, 342 1.5, 337, 342,96 L. Ed. 367,
72 8. Ct. 329. The Eighth Circuit may address on remand O'Hagan's other challenges to his @ 10(b) [*8]
and Rule 10b-5 convictions. Pp. 21-22.

2. As relevant to this case, the SEC did not exceed its rulemaking authority under ‘@ 14(e) by adopting
Rule l4de-3(a) without requiring a showing that the trading at issue entailed a breach of tiduciary duty.
Section 14(e) prohibits "fraudulent . . . acts . . . in connection with any tender offer.” and authorizes the
SEC to "define, and prescribe means reasonably designed to prevent, such acts.” Adopted under that
statutory authorization, Rule 14e-3(a) forbids any person to trade on the basis of material, nonpublic
information that concerns a tender offer and that the person knows or should know has been acquired from
an_insider of the offeror or issuer, or someone working on their behalf. unless within a reasonable time
before any purchase or sale such information and its source are publicly disclosed. Rule 1de-3(a).imposes
duty to disclose or abstain from trading whether or not the trader owes a fiduciary duty to respect the
confidentiality of the information. In invalidating Rule 14e-3(a), the Eighth Circuit reasoned, inter alia, that
@ 14(e) empowers the SEC to identify and regulate "fraudulent” acts, but not to create its own [*9]
definition of "fraud"; that, under <=12> Schreiber v. Burlington Northern, Inc., 472 U.S. I, 7-8, 86 L. Ed.
2d I, 105 S. Ct. 2458, @ 10(b) interpretations guide construction of @ 14(e); and that, under ~=13>
Chiarella, supra, at 228, a failure to disclose information can be "fraudulent” for @ 10(b) purposes only
when there is a duty to speak arising out of a fiduciary or similar relationship of trust and confidence. This
Court need not resolve whether the SEC's @ 14(e) fraud-defining authority is broader than its like
authority under @ 10(b), for Rule l4e-3(a), as applied to cases of this genre. qualifies under @ 14(e) as a
"means reasonably designed to prevent” fraudulent trading on material, nonpublic information in the tender
offer context. A prophylactic measure properly encompasses more than the core activity prohibited. Under
@ l4(e), the SEC may prohibit acts not themselves fraudulent under the commeon law or @ 10(b), if the
prohibition is reasonably designed to prevent acts and practices that are fraudulent. See <=14> Schreiber,
supra, at 11, n.1[. This Court must accord the SEC's assessment in that regard controiling weight unless it
is arbitrary, capricious, or manifestly contrary to the statute. [*10] <=15> Chevron U.S.A. Inc. v.
Natural Resources Defense Council, Inc., 467 U.S. 837, 844, 81 L. Ed. 2d 694, 104 S. Ct. 2778. [n this
case, the SEC's assessment is none of these. It is a fair assumption that trading on the basis of material.
nonpublic information will often involve a breach of a duty of confidentiality to the bidder or target
company or their representatives. The SEC, cognizant of proof problems that could enable sophisticated
traders to escape responsibility for such trading, placed in Rule 14e-3(a) a "disclose or abstain from
trading” command that does not require specific proof of a breach of fiduciary duty. Insofar as it serves to
prevent the type of misappropriation charged against O'Hagan. the Rule is therefore a proper exercise of
the SEC's prophylactic power under ‘@ 14(e). This Court declines to consider in the first instance
O'Hagan's alternate arguments that Rule [de-3(a)'s prohibition of pre-offer trading contlicts with @ 14(e)
and violates due process. The Eighth Circuit may address on remand any such argument that O'Hagan has
preserved. Pp. 22-33.

3. This Court's rulings on the securities fraud issues require reversal of the Eighth Circuit's judgment on the
mail fraud counts. [*11] O'Hagan's other arguments attacking the mail fraud convictions on alternate
grounds. which have not been addressed by the Eighth Circuit. remain open for consideration on remand.
Pp. 33-35.

“=16> 92 F.3d 612. reversed and remanded.

JUDGES: GINSBURG, J.. delivered the opinion of the Court, in *vhich STEVENS, O'CONNOR,
KENNEDY. SOUTER. and BREYER. JI.. joined. and in Pari: !, {ll. and IV of which SCALIA, J.. joined.
SCALIA. J.. tiled an opinion concurring in part and dissentirz in part. THOMAS. J., tiled an opinion
concurring in the judgment in part and dissenting in part. in wh CHNQUIST. C. .. joined.

OPINIONBY: GINSBURG




OPINTON: JUSTICE GINSBURG delivered the opinion of the Court.

This case concerns the interpretation and entorcement of /@ 10(b) und «@ [4(e) of the Securitics
Exchange Act of 1934, and rules made by the Securities and Exchange Commission pursuant to these
provisions. Rule [0b-5 and Rule 14e¢-3(a). Two prime guestions are presented. The first refates to the
misappropriation of material, nonpublic intormation for securities trading: the second concerns fraudulent
practices in the tender offer setting. In particular, we address and resolve these issues: (1) Is a person who
trades [*12] in securities for personal profit, using confidential information misappropriated in breach of
a fiduciary duty to the source of the information. guilty ot violating ‘@ 10(b) and Rule 10b-37 (2) Did the
Commission exceed its rulemaking authority by adopting Rule 14e-3(a), which proscribes trading on
undisclosed information in the tender offer setting, even in the absence of a duty to disclose? Our answer to
the first question is yes, and to the second question, viewed in the context of this case, no.

1"

[

Respondent James Herman O'Hagan was a partner in the law firm of Dorsey & Whitney in Minneapolis,
Minnesota. In July 1988, Grand Metropolitan PLC (Grand Met), a company based in London, England.
retained Dorsey & Whitney as focal counsel to represent Grand Met regarding a potential tender offer for
the common stock of the Pillsbury Company, headquartered in Minneapolis. Both Grand Met and Dorsey
& Whitney took precautions to protect the confidentiality of Grand Met's tender offer plans. O'Hagan did
no work on the Grand Met representation. Dorsey & Whitney withdrew from representing Grand Met on
September 9, 1988. Less than a month later. on October 4, 1988. Grand Met publicly announced [*13] its
tender offer for Pillsbury stock.

On August 18, 1988, while Dorsey & Whitney was still representing Grand Met, O'Hagan began
purchasing call options for Pillsbury stock. Each option gave him the right to purchase 100 shares of
Pillsbury stock by a specified date in September 1988. Later in August and in September, O'Hagan made
additional purchases of Pillsbury call options. By the end of September, he owned 2,500 unexpired
Pillsbury options, apparently more than any other individual investor. See App. 85, 148. O'Hagan also
purchased, in September 1988, some 5,000 shares of Pillsbury common stock, at a price just under $ 39 per
share. When Grand Met announced its tender offer in October, the price of Pillsbury stock rose to nearly $
60 per share. O'Hagan then sold his Pillsbury call options and common stock, making a profit of more
than $ 4.3 million.

The Securities and Exchange Commission (SEC or Commission) initiated an investigation into
O'Hagan's transactions, culminating in a 57-count indictment. The indictment alleged that O'Hagan
defrauded his law firm and its client, Grand Met, by using for his own trading purposes material, nonpublic
information regarding Grand Met's [*14] planned tender offer. Id., at 8. nl According to the indictment.
O'Hagan used the profits he gained through this trading to conceal his previous embezzlement and
conversion of unrelated client trust funds. Id.. at 10. n2 O'Hagan ‘vas charged with 20 counts of mail
fraud, in violation of <=17> 18 U.S.C. @ 1341: |7 counts of securities traud. in violation of ‘@ 10(b) of
the Securities Exchange Act of 1934 (Exchange Act), 48 Stat. 891, <=18> 15 U.S.C. @ 78j(b), and SEC
Rule 10b-5, 17 CFR /@ 240.10b-3 (1996); 17 counts of fraudulent trading in connection with a tender offer,
in violation of /@ 14(e) of the Exchange Act. - =19> 13 U.S.C. ‘@ 78n(e). and SEC Rule 1de-3(a). 17 CFR
‘@ 240.14e-3(a) (1996); and 3 counts of violating federal money laundering statutes. ~-=20> 18 U.S.C.
@D 1956(a)X 1Y BY(i). 1957. See App. 13-24. A jury convicted O'Hagan on all 57 counts. and he was
sentenced to a [-month term of imprisonment.

nl As evidence that O'Hagan traded on th: ~asis of nonpublic information misappropriated trom his law
firm. the Government relied on a conversation ~etween O'Hagan and the Dorsey & Whitney partner
heading the firm's Grand Met represeniation That conversation alleged!y ok place shortly before August



26, 1988. See Brief for United States 4. O'Hagan urges that the Government's evidence does not show he
traded on the basis of nonpublic information. (YHagan points to news reports on August 18 and 22, 988,
that Grand Met was interested in acquiring Pillsbury, and to an carlier. August {2, 1988, news report that
Grand Met had put up its hotel chain for auction to raise tunds for an acquisition. See Brief for Respondent
4 (citing App. 73-74, 78-80). O'Hagan's challenge to the sufficiency of the evidence remains open for
consideration on remand. [*15]

n2 O'Hagan was convicted of thett in state court, sentenced to 30 months' imprisonment, and tined. See
- =21 - State v. O'Hagan, 474 N.W.2d 613, 615, 623 {Minn. App. 1991). The Supreme Court of
Minnesota disbarred O'Hagan from the practice ot law. See - =22 - Inre O'Hagan, 450 N.W.2d 571
(Minn. 1990).

A divided panel of the Court of Appeals for the Eighth Circuit reversed all of O'Hagan's convictions.
<=23> 92 F.3d 612 (1996). Liability under @ 10(b) and Rule 10b-5, the Eighth Circuit held, may not be
grounded on the "misappropriation theory" of securities fraud on which the prosecution relied. <=24> Id.,
at 622. The Court of Appeals also held that Rule 14e-3(a)--which prohibits trading while in possession of
material, nonpublic information relating to a tender offer--exceeds the SEC's @ 14(e) rulemaking authority
because the rule contains no breach of fiduciary duty requirement. <=25> Id., at 627. The Eighth Circuit
further concluded that O'Hagan's mail fraud and money laundering convictions rested on violations of the
securities laws, and therefore could not stand once the securities fraud convictions [*16] were reversed.
~=26> 1d.. at 627-628. Judge Fagg, dissenting, stated that he would recognize and enforce the
misappropriation theory, and would hold that the SEC did not exceed its rulemaking authority when it
adopted Rule 14e-3(a) without requiring proof of a breach of fiduciary duty. <=27> Id.. at 628.

Decisions of the Courts of Appeals are in conflict on the propriety of the misappropriation theory under
@ 10(b) and Rule 10b-5, see infra this page and n.3, and on the legitimacy of Rule 14e-3(a) under @ 14(e),
see infra, at 25. We granted certiorari, 519 U.S.  (1997), and now reverse the Eighth Circuit's judgment.

II

We address first the Court of Appeals' reversal of O'Hagan's convictions under @ 10(b) and Rule 10b-53.
Following the Fourth Circuit's lead, see <=28> United States v. Bryan, 58 F.3d 933, 943-959 (1995), the
Eighth Circuit rejected the misappropriation theory as a basis for /@ 10(b) liability. We hold, in accord with
several other Courts of Appeals, n3 that criminal liability under @ [10(b) may be predicated on the
misappropriation theory. n4

n3 See. e.2.. < =29~ United States v. Chestman. 947 F.2d 351. 366 (CA2 1991) (en banc). cert. denied.

=30> 303 U.S. 1004, I 18 L. Ed. 2d 422, 112 8. Ct. 1756 (1992): =31 - SEC v. Cherit. 933 F.2d 403.
410 (CA7 1991), cert. denied, <=32> 502 U.S. 1071, 117 L. Ed. 2d (31, [12 S. Ct. 966 (1992); <=33>
SEC v. Clark, 915 F.2d 439, 453 (CA9 1990). [*17]

n4 Twice before we have been presented with the question whether criminal liability for violation of ‘@
10(b) may be based on a misappropriation theoryv. [n -"=34> Chiarella v. United States. 445 U.S. 222.
235-237,63 L. Ed. 2d 348. 100 S. Ct. 1108 (1980). the jury had received no misappropriation theory
instructions. so we declined to address the question. See infra. at 17. In -<=35> Carpenter v. United States.
484 U.S. 19. 24, 98 L. Ed. 2d 275. 108 S. Ct. 316 (1987). the Court divided evenly on whether. under the
circumstances of that case. convictions resting on the misappropriation theory should be affirmed. See
Aldave. The Misappropriation Theoryv: Carpenter and Its Aftermath, 49 Ohio St. L. J. 373, 375 (1988}
tobserving that "Carpenter was, by anv reckoning. an unusual case.” for the inform.ition there



misappropriated belonged not to a company preparing to engage in securities transactions, e.g., a bidder
in a corporate acquisition. but to the Wall Street Journal).

----------------- End Footnotes- - - -« - - - - == -2 o oo
A
In pertinent part. (@ 10(b) of the Exchange Act provides:

"It shall be unlawtul for any person. directly or indirectly. by the use of any means or instrumentality of
interstate [*18] commerce or of the mails, or of any facility of any national securities exchange--

"(b) To use or employ, in connection with the purchase or sale of any security registered on 4 national
securities exchange or any security not so registered, any manipulative or deceptive device or contrivance
in contravention of such rules and regulations as the [Securities and Exchange] Commission may prescribe
as necessary or appropriate in the public interest or for the protection of investors.” “=36> 15 U.S.C. @
78j(b).

The statute thus proscribes (1) using any deceptive device (2) in connection with the purchase or sale of
securities, in contravention of rules prescribed by the Commission. The provision, as written, does not
confine its coverage to deception of a purchaser or seller of securities. see ~=37> United States v.
Newman. 664 F.2d 12, 17 (CA2 1981); rather, the statute reaches any deceptive device used "in connection
with the purchase or sale of any security."

Pursuant to its @ 10(b) rulemaking authority, the Commission has adopted Rule 10b-5, which, as
relevant here, provides:

"It shall be unlawful for any person, directly or indirectly, by the use of any means [*19] or
instrumentality of interstate commerce, or of the mails or of any facility of any national securities
exchange,

“(a) To employ any device, scheme, or artifice to defraud, [or]

"(c) To engage in any act, practice. or course of business which operates or would operate as a fraud or
deceit upon any person, "in connection with the purchase or sale of any security.” 17 CFR ‘@ 240.10b-5
(1996). .

Liability under Rule 10b-3, our precedent indicates, does not extend beyond conduct encompassed by &
10(b)'s prohibition. See <=38> Emst & Emst v. Hochfelder, 425 U.S. 185, 214, 47 L. Ed. 2d 668. 96 S.

Ct. 1375 (1976) (scope of Rule 10b-3 cannot exceed power Congress granted Commission under @ 10{b)):

see also <=39> Central Bank of Denver, N. A. v. First Interstate Bank of Denver. N. A.. 511 U.S, 164.
173. 128 L. Ed. 2d 119, 114 S. Ct. 1439 (1994) ("We have refused to allow {private] 10b-5 challenges to
conduct not prohibited by the text of the statute.”).

Under the “traditional” or "classical theory" ot insider trading liability. ‘@ [0(b) and Rule 10b-5 are
violated when a corporate insider trades in the securities of his corporation on the basis of material.
nonpublic information. Trading on such information qualifies as [*20{ a "deceptive device” under ‘@
10(b). we have affirmed. because "a relationship ot trust and contidence [exists] between the shareholders
of a corporation and those insiders who have »b:iined confidential information by reason of their position
with that corporation.” - =40> Chiarella v. ! inited States. 443 1.5, 222, 228. 63 L. Ed. 2d 348. [00 S. Ct.



1108 (1980). That relationship, we recognized, "gives rise to a duty to disclose [or to abstain from trading|
because of the ‘necessity of preventing a corporate insider from ... taking untair advantage of . ..
uninformed . . . stockholders.”™ 41 - [d., at 228-229 (uitation omitted). The classical theory applies not
only to officers. directors, and other permanent insiders of a corporation, but also to attorneys, accountants,
consultants. and others who temporarily become fiduciaries ot a corporation. See - =42+ Dirks v. SEC,
463 1).8. 646, 655, .14, 77 L. Ed. 2d 911, 103 5. Ct. 3255 (1983). ’

The "misappropriation theory™ holds that a person commits fraud "in connection with™ a securities
transaction, and thereby violates @ 10(b) and Rule 10b-3, when he misappropriates contidential
information for securities trading purposes, in breach of a duty owed to the source of the information. See
Brief [*21] for United States 14. Under this theory, a fiduciary's undisclosed, self-serving use of a
principal's information to purchase or sell securities, in breach of a duty of loyalty and confidentiality.
defrauds the principal of the exclusive use of that information. In lieu of premising liability on a fiduciary

relationship between company insider and purchaser or seller of the company's stock, the misappropriation
thw Eception of those who entrusted iinT with access to
gonfidential informati e — i

The two theories are complementary, each addressing efforts to capitalize on nonpublic information
through the purchase or sale of securities. The classical theory targets a corporate insider's breach of duty
to shareholders with whom the insider transacts; the misappropriation theory outlaws trading on the basis
of nonpublic information by a corporate "outsider” in breach of a duty owed not to a trading party, but to
the source of the information. The misappropriation theory is thus designed to "protect the integrity of the
securities markets against abuses by ‘outsiders' to a corporation who have access to confidential
information that will [*22] affect the corporation's security price when revealed. but who owe no
fiduciary or other duty to that corporation's shareholders.” [bid.

In this case, the indictment alleged that O'Hagan, in breach of a duty of trust and contidence he owed to
his law firm, Dorsey & Whitney, and to its client, Grand Met, traded on the basis of nonpublic information
regarding Grand Met's planned tender offer for Pillsbury common stock. App. 16. This conduct, the
Government charged, constituted a fraudulent device in connection with the purchase and sale of securities.
ns

n5 The Government could not have prosecuted O'Hagan under the classical theory, for O'Hagan was
not an "insider" of Pillsbury, the corporation in whose stock he traded. Although an "outsider” with respect
to Pillsbury, O'Hagan had an intimate association with. and was found to have traded on contfidential
information from, Dorsey & Whitney, counsel to tender offeror Grand Met. Under the misappropriation
theory, O'Hagan's securities trading does not escape Exchange Act sanction, as it would under the
dissent's reasoning, simply because he was associated with, and gained nonpublic information from. the
bidder. rather than the target.

We agree with the Government that misappropriation. as just detined. satisties @ 10(b)'s requirement that
chargeable conduct involve a "deceptive device or contrivance” used "in connection with" the purchase or
sale of securities. We observe. first, that misappropriators. as the Government describes them. Jeal in
deception. A fiduciary who "[pretends] loyalty to the principal while secretly converting the principal’s
information for personal gain.” Brief for United States 17. "dupes” or defrauds the principal. See Aldave.
Misappropriation: A General Theory of Liability tor Trading on Nonpublic Information. 13 Hotswa i
Rev, 1l 119 (1984).



We addressed fraud of the same species in 43 - Carpenter v, United States, 484 1S 19,98 [, 15d. 2d
275,108 S, Ct. 316 (1987), which involved the mail fraud statute’s proscription of "any scheme or artitice
to defraud,” - =44-- 18 U.S.C. « 1341. Affirming convictions under that statute, we said in Carpenter
that an employee's undertaking not to reveal his employer's confidential information "became a sham”
when the employee provided the information to his co-conspirators in a scheme to obtain trading, profits.

45 - 484 U.S. at 27. A company's confidential information, [*24] we recognized in Carpenter,
yualifies as property to which the company has a right of exclusive use. - =46.- Id.. at 25-27. The
undisclosed misappropriation of such information, in violation of a tiduciary duty, the Court said in
Carpenter. constitutes fraud akin to embezzlement--"the fraudulent appropriation to one's own use of the
money or goods entrusted to one's care by another.” ~=47:- Id., at 27 (quoting -"=48:- Grin v. Shine, {87
U.S. 181, 189, 47 L. Ed. 130, 23 S. Ct. 98 (1902)); see Aldave, 13 Hofstra L. Rev.. at 119. Carpenter's
discussion of the fraudulent misuse of confidential information, the Government notes, "is a particularly
apt source of guidance here, because [the mail fraud statute] (like Section 10(b)) has long been held to
require deception, not merely the breach of a fiduciary duty.” Briet for United States 18, n.9 (citation
omitted).

Deception through nondisclosure is central to the theory of liability for which the Government seeks
recognition. As counsel for the Government stated in explanation of the theory at oral argument: "To
satisfy the common law rule that a trustee may not use the property that [has] been entrusted [to] him, there
would have to be consent. To satisfy [*25] the requirement of the Securities Act that there be no
deception, there would only have to be disclosure.” Tr. of Oral Arg. 12; see generally Restatement
(Second) of Agency @@ 390. 395 (1958) (agent's disclosure obligation regarding use of confidential
information). n6

n6 Under the misappropriation theory urged in this case, the disclosure obligation runs to the source of
the information, here, Dorsey & Whitney and Grand Met. Chief Justice Burger, dissenting in Chiarella,
advanced a broader reading of @ [0(b) and Rule 10b-5; the disclosure obligation, as he envisioned it, ran
to those with whom the misappropriator trades. <=49> 445 U.S. at 240 ("a person who has
misappropriated nonpublic information has an absolute duty to disclose that information or to refrain from
- trading"); see also <=50> id., at 243, n.4. The Government does not propose that we adopt a
misappropriation theory of that breadth.

The misappropriation theory advanced by the Government is consistent with ~=31> Santa Fe [ndustries.
Inc. v. Green, [*26] 430 U.S.462, 51 L. Ed. 2d 480, 97 S. Ct. 1292 (1977), a decision underscoring that
@ 10(b) is not an all-purpose breach of fiduciary duty ban: rather. it trains on conduct involving
manipulation or deception. See - =32 id.. at 473-476. In contrast to the Government's allegations in this
case. in Santa Fe Industries. all pertinent facts were disclosed by the persons charged with violating ‘@
10(b) and Rule 10b-3, see <=53> id., at 474: therefore, there was no deception through nondisclosure to
which liability under those provisions could attach. see ~=54> id.. at 476. Similarly. full disclosure
forecloses liability under the misappropriation theory: Because the deception essential to the
misappropriation theoryimvelvesteigning fidelitv to the soufceof ifformation, if the fiduciary discloses to
the source that he plans to trade on the nonpublic information. there is no "deceptive device” and thus no .«
10(b) violation--although the fiduciarv-turned-trader may remain liable under state law for breach ot a duty
of loyalty. n7



n7 Where, however, a person trading on the basis of material. nonpublic information owes a duty of
lovalty and contidentiality to two entities or persons--for example, a law tirm and its client--but makes
disclosure to saly one, the trader may still be liable under the misappropriation theory.

We turn next to the ‘@ 10(b) requirement that the misappropriator's deceptive use of intormation be "in
connection with the purchase or sale of [a] security.” This element is satistied because the {iduciary's fraud
is consummated, not when the fiduciary gains the confidential information, but when, without disclosure to
his principai, he uses the information to purchase or sell securities. The securities transaction and the
breach of duty thus coincide. This is so even though the person or entity defrauded is not the other party to
the trade, but is, instead, the source of the nonpublic information. See Aldave. 13 Hofstra L. Rev., at 120
("a fraud or deceit can be practlced on one person, with resultant harm to another person or group of
persons"). A misappropriator who trades on the basis of material, nonpublic information, in short, gains his
advantageous market position through deception; he deceives the source of the information and

simultaneously harms members of the investing public. See id., at 120-121, and n.107.

The misappropriation theory targets information of a sori that misappropriators ordinarily capitalize upon
to gain no-risk profits through the purchase or [*28] sale of securities. Should a misappropriator put such
information to other use, the statute's prohibition would not be implicated. The theory does not catch ail
conceivable forms of fraud involving confidential information; rather, it catches fraudulent means of
capitalizing on such information through securities transactions.

The Government notes another limitation on the forms of fraud @ [0(b) reaches: "The misappropriation
theory would not . . . apply to a case in which a person defrauded a bank into giving him a loan or
embezzled cash from another, and then used the proceeds of the misdeed to purchase securities.” Brief for
United States 24, n.13. In such a case, the Government states, "the proceeds would have value to the
malefactor apart from their use in a securities transaction, and the fraud would be complete as soon as the
money was obtained.” Ibid. In other words, money can buy, if not anything, then at least many things; its
misappropriation may thus be viewed as sufficiently detached from a subsequent securities transaction that
@ 10(b)'s "in connection with" requirement would not be met. Ibid.

The dissent's charge that the misappropriation theory is incoherent [*29] because information, like
funds, can be put to multiple uses, see post, at 4-8, misses the point. The Exchange Act was enacted in part
"to insure the maintenance of fair and honest markets," <=55> 15 U.S.C. @ 78b. and there is no question
that fraudulent uses of confidential information fall within @ 10(bY's prohibition if the traud is "in
connection with" a securities transaction. It is hardly remarkable that a rule suitably applied to the
fraudulent uses of certain kinds of information would be stretched beyond reason were it applied to the
fraudulent use of money.

The dissent does catch the Government in overstatement. Observing that money can be used for all
manner of purposes and purchases, the Government urges that confidential information of the kind at issue
derives its value only from its utility in securities trading. See Brief for United States 10. 21: post. at 4-6
(several times emphasizing the word "only"). Substitute "ordinarily" for "only.” and the Government is on
the mark. n8

n8 The dissent's evident struggle to invent other uses to which O'Hagan plausibly might have put the
nonpublic information. see post. at 7. is telling. [t is imaginative to suggest that a trade journal would have
paid O'Hagan dollars in the millions to publish his information. See Tr. of Oral \rg. 36-37. Counsel for
O'Hagan hvpothesized. as a nontrading use. that O'Hagan could have "misapprepriated this information
of [his] law firm and its client. delivered it to [Pillsbury|, and suggested that [Piilsbury { in the tuture .



might find it very desirable to use [ O'Hagan| for fegal work.” [d., at 37. But Pillsbury might well have had
targe doubts about engaging for its Tecal work a lawyer who so stunningly displaved his readiness to betrin
a chient's confidence. Nor is the Commission's theory "incoherent” or "inconsistent,” post. at 1, 14, for
tailing to inhibit use of confidential information for "personal amusement . . . in a fantasy stock trading
came.” post, at 7.

[*30}

Our recognition that the Government's "only" is an overstatement has provoked the dissent to cry “new
theory." See post, at 9-11. But the very case on which the dissent relies, - =36~ Motor Vehicle Mirs.
Assn. of United States, Inc. v. State Farm Mut. Automobile Ins. Co., 463 1J.S. 29, 77 L. Ed. 2d 443, 103 §.
Ct. 2856 (1983), shows the extremity of that charge. In State Farm, we reviewed an agency's rescission ol i
rule under the same "arbitrary and capricious" standard by which the promulgation of a rule under the
relevant statute was to be judged, see <=57> id., at 41-42; in our decision concluding that the agency had
not adequately explained its regulatory action, see <=58> id., at 57, we cautioned that a "reviewing court
should not attempt itself to make up for such deficiencies,” <=59> id., at 43. Here, by contrast. Rule 10b-
S's promulgation has not been challenged; we consider only the Government's charge that O'Hagan's
alleged fraudulent conduct falls within the prohibitions of the rule and @ 10(b). In this context, we
acknowledge simply that, in defending the Government's interpretation of the rule and statute in this Court,
the Government's lawyers have pressed a solid point too far, something lawyers, {*31] occasionally even
judges, are wont to do.

The misappropriation theory comports with ‘@) 10(b)'s language, which requires deception "in
connection with the purchase or sale of any security," not deception of an identifiable purchaser or seller.
The theory is also well-tuned to an animating purpose of the Exchange Act: to insure honest securities
markets and thereby promote investor confidence. See 45 Fed. Reg. 60412 (1980) (trading on
misappropriated information "undermines the integrity of, and investor confidence in, the securities
markets™). Although informational disparity is inevitable in the securities markets, investors likely would
hesitate to venture their capital in a market where trading based on misappropriated nonpublic information
is unchecked by law. An investor's informational disadvantage vis-a-vis a misappropriator with material,
nonpublic information stems from contrivance, not luck; it is a disadvantage that cannot be overcome with
research or skill. See Brudney, Insiders, Outsiders, and Informational Advantages Under the Federal
Securities Laws, 93 Harv. L. Rev. 322, 356 (1979) ("If the market is thought to be systematically populated
with . . . transactors [trading [*32] on the basis of misappropriated information] some investors will
refrain from dealing altogether, and others will incur costs to avoid dealing with such transactors or
corruptly to overcome their unerodable informational advantages."); Aldave. 13 Hofstra L. Rev.. at 122-
123.

In sum. considering the inhibiting impact on market participation of trading on misappropriated
information. and the congressional purposes underlying @ 10(b). it makes scant sense to hold a lawser like
O'Hagan a ‘@ 10(b) violator if he works for a law firm representing the target of 4 tender offer. but not if
he works for a law Firm representing the bidder. The text of the statute requires no such result. n9 The
misappropriation at issue here was properly made the subject of a ‘@ |0(b) charge because it meets the
statutory requirement that there be "deceptive” conduct "in connection with" securities transactions.

n9 As noted earlier, however. see supra. at 9-10. the textual requirement of deception precludes  !0(b)
liability when a person trading on the basis of nonpublic information has disclosed his trading plans to. or
obtained authorization from, the principal--even though such cenduct may affect the securities markets ‘n
the same manner as the conduct reached by the misappropriation theorv. Contrary to the dissent's
suggestion. see post. at [ 1-13, the fact that @ 10(b) is only a partial antidote to the problems ii oy
desivned to alleviate does not call into question its prohibition of conduct that talls within its -oxtual



proscription. Moreover. once a disloyal agent discloses his imminent breach of duty, his principal may seek
appropriate equitable relief under state law. Furthermore, in the context of i tender offer, the principal who
authorizes an agent's trading on contidential information may. in tie Commission's view, incur liability tor
an Exchange Act violation under Rule [4e-3(a).

The Court of Appeals rejected the misappropriation theory primarily on two grounds. First, as the Eighth
Circuit comprehended the theory, it requires neither misrepresentation nor nondisclosure. See - =62>
F.3d at 618. As we just explained, however, see supra, at 8-10, deceptive nondisclosure is essential to the
‘@ 10(b) liability at issue. Concretely, in this case, "it [was O'Hagan's] failure to disclose his personal
trading to Grand Met and Dorsey, in breach of his duty to do so, that made his conduct 'deceptive' within
the meaning of [ @ ]10(b)." Reply Brief 7.

Second and "more obvious," the Court of Appeals said, the misappropriation theory is not moored to @
10(b)'s requircment that "the fraud be 'in connection with the purchase or sale of any security.” See
<=03> 92 F.3d at 618 (quoting <=64> [5 U.S.C. @ 78j(b)). According to the Eighth Circuit, three of our
decisions reveal that @ 10(b) liability cannot be predicated on a duty owed to the source of nonpublic
information: <=65> Chiarella v. United States, 445 U.S. 222, 63 L. Ed. 2d 348, 100 S. Ct. 1108 (1980);
<=66> Dirks v. SEC, 463 U.S. 646. 77 L. Ed. 2d 911, 103 S. Ct. 3255 (1983); and -"=67> Central Bank
of Denver, N. A. v. First [nterstate Bank of Denver, N. A, 511 U.S. 164, 128 L. Ed. 2d 119, [14 S. Ct.
1439 [*34] (1994). "Only a breach of a duty to parties to the securities transaction," the Court of Appeals
concluded, "or, at the most, to other market participants such as investors, will be sufficient to give rise to
@ 10(b) liability.” <=68> 92 F.3d at 618. We read the statute and our precedent differently, and note
again that @ 10(b) refers to "the purchase or sale of any secunty " not to identifiable purchasers or sellers
of securities.

Chiarella involved securities trades by a printer employed at a shop that printed documents announcing
corporate takeover bids. See <=69> 445 U.S. at 224, Deducing the names of target companies from
documents he handled, the printer bought shares of the targets before takeover bids were announced,
expecting (correctly) that the share prices would rise upon announcement. [n these transactions, the printer
did not disclose to the sellers of the securities (the target companies' shareholders) the nonpublic
information on which he traded. See ibid. For that trading, the printer was convicted of violating ‘@ 10(b)
and Rule [0b-5. We reversed the Court of Appeals judgment that had affirmed the conviction. See ~=70>
id., at 225.

The jury in Chiarella had [*35] been instructed that it could convict the defendant if he willfuily failed
to inform sellers of target company securities that he knew of a takeover bid that would increase the value
of their shares. See -~ =71> id.. at 226. Emphasizing that the printer had ne agency or other fiduciary
relationship with the sellers, we held that liability could not be imposed on so broad a theory. See <=72>
id.. at 235. There is under @ 10(b), we explained. no "general duty between all participants in market
transactions to forgo actions based on material. nonpublic information.” -=73> Id.. at 233, Under
established doctrine, we said. a duty. to disctose or abstain-from trading “arises from a specific refationship
between two parties.” Ibid. "

The Court did not hold in Chiarella that the oniv relationship prompting liability for trading on undisclosed
information is the relationship between a corporation’s insiders and shareholders. That is evident from our
response to the Goveinment's argument before this Court that the printer's misappropriation of information
from his emplover for purposes of securities trading--in violation of a duty of confidentiality owed to the
acquiring companies--constituted [*36] !raud in connection with the purchase or sale of a security. and
thereby satistied the terms of @ 10(b). =74 1l at 233-236. The Court declined to reach that potenual

. e



basis tor the printer's liability. because the theory had not been submitted to the jury. See - <75 - id.. at
236-237. But four Justices found meritin it See 76 - id.at 239 (Brennan, 1. concurring in judgment):

77 - id.. at 246-243 (Burger, C. J., dissenting): =78 - id., at 245 (Blackmun, J.. joincd by Marshall. J..
dissenting). And a fifth Justice stated that the Court "wisely left the resolution of this issue for another
day.” - =79 Id., at 238 (STEVENS, J.. concurring).

Chiarella thus expressly left open the misappropriation theory before us today. Certain statements in
Chiarella. however. led the Eighth Circuit in the instant case to conclude that (@ 10(b) liability hinges
exclusively on a breach of duty owed to a purchaser or seller of securities. See - =80:- 92 F.3d at 618. The
Court said in Chiarella that @ 10(b) liability "is premised upon a duty to disclose arising from a
relationship of trust and confidence between parties to a transaction,” =81 445 U.S. at 230 (¢mphasis
added), and observed that the [*37] printshop employee defendant in that case "was not a person in
whom the sellers had placed their trust and confidence,” see - =82> id., at 232. These statements rejected
the notion that @ !0(b) stretches so far as to impose "a general duty between all participants in market
transactions to forgo actions based on material, nonpublic information,” <=83> id., at 233, and we confine
them to that context. The statements highlighted by the Eighth Circuit, in short, appear in an opinion
carefully leaving for future resolution the validity of the misappropriation theory, and therefore cannot be
read to foreclose that theory.

Dirks, too, left room for application of the misappropriation theory in cases like the one we confront. n10
Dirks involved an investment analyst who had received information from a former insider of a corporation
with which the analyst had no connection. See <=84> 463 U.S. at 648-649. The information indicated that
the corporation had engaged in a massive fraud. The analyst investigated the fraud. obtaining corroborating
information from employees of the corporation. During his investigation, the analyst discussed his findings
with clients and investors, some of whom [*38] sold their holdings in the company the analyst suspected
of gross wrongdoing. See <=85> id., at 649.

n10 The Eighth Circuit's conclusion to the contrary was based in large part on Dirks's reiteration of the
Chiarella language quoted and discussed above. See <=86> 92 F.3d 612, 618-619 (1996).
----------------- End Footnotes- - - - - - === --------

The SEC censured the analyst for, inter alia, aiding and abetting @ 10(b) and Rule 10b-5 violations by
clients and investors who sold their holdings based on the nonpublic information the analyst passed on.
See <=87> id.. at 650-652. In the SEC's view, the analyst, as a "tippee" of corporation insiders, had a duty
under ‘@ 10(b) and Rule 10b-5 to refrain from communicating the nonpublic information to persons likely
to trade on the basis of it. See <=88> id.. at 651, 655-656. This Court found no such obligation, see
<=89> id.. at 665-667, and repeated the key point made in Chiarella: There is no ""general duty between
all participants in market transactions to forgo actions based on material. nonpublic information.” [*39]
- =90:- Id.. at 655 (quoting <=91>- Chiarella. 445 U.S. at 233): see Aldave. 13 Hofstra .. Rev., at 122
(misappropriation theory bars only “trading on the basis of intformation that the wrongdoer converted to
his own use in violation of some fiduciary, contractual. or similar obligation to the owner or rightful
possessor of the information").

No showing had been made in Dirks that the "tippers" had violated any duty by disclosing to the analyst
nonpublic information about their former emplover. The insiders had acted not for personal profit. but to
expose a massive fraud within the corporation. See =92 Dirks. 463 U.S. at 666-667. Absent any
viplarion by the tippers. there could be no derivative liability for the tippee. See ~=93> id.. at 667. Most
important for purposes of the instant case, the Court observed in Dirks: "There was no expectation by {the
analvst's| sources that he would keep their information in contidence. Nor did [the analyst] misappropriate
or ilegally obtain the information . . . ." <=94> [d., at 6635. Dirks thus presents no suggestion that a person
who gains nonpublic information through misappropriation in breach ot a fiduciary duty escapes @ [0(b)
Hability [*401  when. without alerting the source. he trades on the intormation.



Last of the three cases the Eighth Circuit regarded as warranting disapproval of the misappropriation
theory, Central Bank held that "a private plaintiff may not maintain an aiding and abetting suit under @
10(b)." - =95.- 511 U.S. at 191. We immediately cautioned in Central Bank that secondary actors in the
securities markets may sometimes be chargeable under the securities Acts: "Any person or entity, including
a lawyer, accountant, or bank, who emplovs a manipulative device or makes a material misstatement (or
omission) on which a purchaser or seller of securities relies may be liable as a primary violator under 10b-
3. assuming . . . the requirements for primary liability under Rule {0b-3 are met." Ibid. (emphasis added).
The Eighth Circuit isolated the statement just quoted and drew from it the conclusion that (@ 10(b) covers
only deceptive statements or omissions on which purchasers and sellers, and perhaps other market
participants, rely. See <=96> 92 F.3d at 619. It is evident from the question presented in Central Bank.
however, that this Court, in the quoted passage, sought only to clarify that secondary [*41] actors,
although not subject to aiding and abetting liability, remain subject to primary liability under ‘@ 10(b) and
Rule 10b-5 for certain conduct.

Furthermore, Central Bank's discussion concerned only private civil litigation under @ 10(b) and Rule
10b-3, not criminal liability. Central Bank's reference to purchasers or sellers of securities must be read in
light of a longstanding limitation on private @ 10(b) suits. In <=97> Blue Chip Stamps v. Manor Drug
Stores, 421 U.S. 723, 44 L. Ed. 2d 539, 95 S. Ct. 1917 (1975), we held that only actual purchasers or
sellers of securities may maintain a private civil action under @ 10(b) and Rule 10b-5. We so confined the
@ 10(b) private right of action because of "policy considerations.” <=98> Id., at 737. In particular, Blue
Chip Stamps recognized the abuse potential and proof problems inherent in suits by investors who neither
bought nor sold. but asserted they would have traded absent fraudulent conduct by others. See -"=99> id..
at 739-747; see also -==100> Holmes v. Securities Investor Protection Corporation, 503 U.S. 258, 285,
117 L. Ed. 2d 532, 112 S. Ct. 1311 (1992) (O'CONNOR, J., concurring in part and concurring in
judgment); <=101> id., at 289-290 (SCALIA, J., concurring in judgment). [*42] Criminal prosecutions
do not present the dangers the Court addressed in Blue Chip Stamps, so that decision is "inapplicable” to
indictments for violations of @ 10(b) and Rule 10b-5. <=102> United States v. Naftalin, 441 U.S. 768,
774, n.6, 60 L. Ed. 2d 624, 99 S. Ct. 2077 (1979); see also <=103> Holmes, 503 U.S. at 281
(O'CONNOR, J., concurring in part and concurring in judgment) ("The purchaser/seiler standing
requirement for private civil actions under @ 10(b) and Rule [0b-3 is of no import in criminal prosecutions
for willful violations of those provisions.").

In sum, the misappropriation theory, as we have examined and explained it in this opinion, is both
consistent with the statute and with our precedent. n11 Vital to our decision that criminal liability may be
sustained under the misappropriation theory, we emphasize, are two sturdy safeguards Congress has
provided regarding scienter. To establish a criminal violation of Rule 10b-3. the Government must prove
that a person "willfully” violated the provision. See <=104> 15 U.S.C. ‘@ 78ff(a). n12 Furthermore, a
defendant may not be imprisoned for violating Rule 10b-5 if he proves that he had no knowledge of the
rule. See ibid. n13 O'Hagan's charge that [*43] the misappropriation theorv is too indefinite to permit
the imposition of criminal liability. see Brief for Respondent 30-33. thus fails not only because the theory
is limited to those who breach a recognized dutv. In addition. the statute’s "requirement of the presence of
culpable intent as a necessary element of the offense does much to destroy any force in the argument that
application of the [statute]" in circumstances such as O'Hagan's is unjust. --=105 - Boyce Motor Lines.
Inc. v. United States. 342 U.S. 337. 342. 96 L. Ed. 367. 72 S. Ct. 529 (1952).

nil The United States additionally argues that Congress confirmed the validity of the misappropriation
theory in the Insider Trading and Securities Fraud Enforcement Act of 1988 (ITSFEA), @ 2(1), 102 Stat.
14677. note tollowing - =106> 15 U.S.C. ‘@ "8u-1. See Brief for United States 32-35. ITSFEA declares
that “the rules and regulations of the Securities and Exchange Commission under the Securities Exchange
Act of 1934 ceverning trading while in possession of material. nonpublic informarion are. as required
by such Act. necessary and appropriate in the public interest and for the protection of investors.” Note
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following - =107 15 U.S.C. @ 78u-1. ITSFEA also includes a new @@ 20A(a) of the Exchange Act
expressly providing a private cause ot iction against persons who violate the Exchange Act "by purchasing
or selling a security while in possession ¢f material, nonpublic information”: such an action may be
brought by "any person who, contemporaneously with the purchase or sale of securities that is the subject
of such violation, has purchased . . . or sold . . . securities of the same class.” - =108> [5 U.S5.C. ‘@ 78t-
[(a). Because we uphold the misappopriation theory on the basis of ‘@ 10(b) itselt, we do not address
ITSFEA's significance for cases of this genre. [*44] '

n12 In relevant part, @ 32 of the Exchange Act, as set forth in - =109 15 U.S.C. /@ 78tf(a), provides:

"Any person who willfully violates any provision of this chapter . . . or any rule or regulation thereunder
the violation of which is made unlawful or the observance of which is required under the terms of this
chapter . . . shall upon conviction be fined not more than $ 1,000.000. or imprisoned not more than 10
vears, or both . . .; but no person shall be subject to imprisonment under this section for the violation of
any rule or regulation if he proves that he had no kiiowledge of such rule or regulation.”

n!3 The statute provides no such defense to imposition of monetary fines. See ibid.

The Eighth Circuit erred in holding that the misappropriation theory is inconsistent with @ 10(b). The
. Court of Appeals may address on remand O'Hagan's other challenges to his convictions under @ 10(b)
and Rule 10b-5.

1

We consider next the ground on which the Court of Appeals reversed O'Hagan's convictions for
fraudulent trading in connection with a tender offer, in violation of @ 14(e) of the [*45] Exchange Act
and SEC Rule 14e-3(a). A sole question is before us as to these convictions: Did the Commission, as the
Court of Appeals held. exceed its rulemaking authority under @ 14(e) when it adopted Rule 14e-3(a)
without requiring a showing that the trading at issue entailed a breach of fiduciary duty? We hold that the
Commission, in this regard and to the extent relevant to this case, did not exceed its authority.

The governing statutory provision, @ 14(e) of the Exchange Act, reads in relevant part:

"It shall be unlawful for any person . . . to engage in any fraudulent, deceptive, or manipulative acts or
practices. in connection with any tender offer . . . . The [SEC] shall, for the purposes of this subsection. by
rules and regulations define, and prescribe means reasonably designed to prevent, such acts and practices
as are fraudulent, deceptive, or manipulative." <=110> 15 U.S.C. @ 78n(e).

Section 14(e)'s first sentence prohibits fraudulent acts in connection with a tencer otfer. This self-operating
proscription was one of several provisions added to the Exchange Act in 1968 by the Williams Act, 82
Stat. 454. The section's second sentence delegates definitional and prophylactic [*46] rulemaking
authority to the Commission. Congress added this rulemaking delegation to ‘@ [4(e) in 1970 amendments
to the Williams Act. See @ 3. 84 Stat. 1497. '

Through ‘@ 14(e) and other provisions on disclosure in the Williams Act. nl4 Congress sought to ensure
that shareholders “contronted by a cash tender offer for their stock [would] not be required to respond
without adequate information.” <=111> Rondeau v. Mosinee Paper Corp.. 422 U.S. 49, 58, 45 L. Ed. 2d
12,95 5. Ct. 2069 (1975); see ~=112> Lewis v. McGraw. 619 F.2d 192, 195 (CA2 1980) (per curiam)
("very purpose"” of Williams Act was "informed decisionmaking by shareholders"). As we recognized in

=113~ Schreiber v. Burlington Northern. inc.. 172 1. .86 L. Ed. 2d 1. 105 S. Ct. 2458 (19835).
Congress designed the Williams Act to make "disclosure. rather than court-imposed principles of ‘fairness’
or ‘artificiality.’ . . . the preferred method of market rezufon.” =i 14 Id. at 9. n.8, Section td{e). we




explained. "supplements the more precise disclosure provisions tound clsewhere in the Williams Act, while
requiring disclosure more explicitly addressed to the teader offer context than that required by @ [0(h)."
1S - W at 10-11.

nl4 In addition to @ 14(e). the Williams Act and the 1970 amendments added to the Exchange Act the
following provisions concerning disclosure: ‘@ 13(d), - =116 15 U.S.C. ‘@ 78m(d) (disclosure
requirements for persons acquiring more than five percent of certain classes of securities); ‘@ 13(e),
- =117 15 U.S.C. @ 78m(e) (authorizing Commission to adopt disclosure requirements for certain
repurchases of securities by issuer); @ 4(d), ~=118> 15 U.S.C. @ 78n(d) (disclosure requirements when
tender offer results in offeror owning more than five percent of a class of securities); @ [4(f), <=119> 15
U.S.C. /@ 78n(f) (disclosure requirements when tender offer resulis in new corporate directors constituting
a majority).

Relying on @ 14(e)'s rulemaking authorization, the Commissicis. in 1980, promulgated Rule 14e-3(a).
That measure provides:

"(a) If any person has taken a substantial step or steps to commence, or has commenced, a tender offer
(the 'offering person"), it shall constitute a fraudulent, deceptive or manipulative act or practice within the
meaning of section [4(e) of the [Exchange] Act for any other person who is in possession of material
information relating to such tender offer which information he knows or has reason to know is nonpublic
and which he knows or has reason to know has been acquired directly or indirectly from:

"(1) The offering person,
"(2) The issuer of the securities sought or to be sought by such tender offer, or

"(3) Any officer, director, partner or employee or any other person acting on behalf of the offering person
or such issuer, to purchase or sell or cause to be purchased or sold any of such securities or any securities
convertible into or exchangeable for any such securities or any option or right to obtain or to dispose of any
of the foregoing securities, unless within a reasonable time prior to any purchase or sale such information
and its source [*48] are publicly disclosed by press release or otherwise." 17 CFR @ 240.14e-3(a)
(1996).

As characterized by the Commission, Rule 14e-3(a) is a "disclose or abstain from trading” requn’ement 45
Fed. Reg. 60410 (1980). n15 The Second Circuit concisely described the rule's thrust:

"One violates Rule |4e-3(a) if he trades on the basis of material nonpublic information concerning a
pending tender offer that he knows or has reason to know has been acquired 'directly or indirectly' from an

insider of the offeror or issuer, or someone working on their behalf. Rule 14e-3(a) is a disclosure provision.

It creates a duty in those traders who fall within its ambit to abstain or disclose. without regard to whether

the trader owes a pre-existing fiduciary duty to respect the confidentiality of the information.” [*49]

<=121> United States v. Chestman. 947 F.2d 551. 357 (1991) (en banc) (emphasis added). cert. denied.
=122 503 U.S. 1004, 118 L. Ed. 2d 422, 112 S. Ct. 1739 (1992).

See also ~=123> SEC v. Maio. 31 F.3d 623. 655 (CA7 1995) ("Rule Ide-3 creates a duty to disclose

material non-public information. or abstain from trading in stocks implicated by an impending tender offer.

regardless of whether such information was obtained through a breach of fiduciary duty.”) (emphasis
added): =124:- SEC v. Peters. 978 F.2d 1162, 1165 (CA10 1992) (as written. Rule 4e-3(a) has no
fiduciary duty requirement).



n15 The rule thus adopts tor the tender offer context a requirement resembling the one Chief Justice
Burger would have adopted in Chiarella for
misappropriaters under (@ 10(b). See supra. at 10, n.6.

-In the Eighth Circuit's view, because Rule 14e-3(a) applies whether or not the trading in question
breaches a fiduciary duty, the regulation exceeds the SEC's /@ 14(e) rulemaking authority. See <=125.-
92 F.3d at 624, 627. Contra, <=126> Maio, 51 F.3d at 634-635 (CA7). =127 Peters, 978 F.2d at | 165-
1167 (CAI10); ~=128> Chestman, 947 F.2d at 556-563 (CA2) (all holding Rule 14e-3(a) a proper
exercise of SEC's statutory authority). In support of its holding, the Eighth Circuit relied on the text of @
14(¢) and our decisions in Schreiber and <=129> Chiarella. See 92 F.3d at 624-627.

The Eighth Circuit homed in on the essence of [*50] @ l4(e)'s rulemaking authorization: "The statute
empowers the SEC to 'define’ and 'prescribe means reasonably designed to prevent' 'acts and practices'
which are 'fraudulent.” <=130> Id., at 624. All that means, the Eighth Circuit found plain, is that the SEC
may "identify and regulate.” in the tender offer context, "acts and practices" the law already defines as
"fraudulent"; but, the Eighth Circuit maintained, the SEC may not "create its own definition of fraud." lbid.
(internal quotation marks omitted).

This Court, the Eighth Circuit-pointed out, held in Schreiber that the word "manipulative” in the @ 14(e)
phrase "fraudulent, deceptive, or manipulative acts or practices" means just what the word means in @
10(b): Absent misrepresentation or nondisclosure, an act cannot be indicted as manipulative. See <=131>
92 F.3d at 625 (citing <=132> Schreiber, 472 U.S. at 7-8, and n.6). Section 10(b) interpretations guide
construction of @ 14(e), the Eighth Circuit added, see <=133> 92 F.3d at 625, citing this Court's
acknowledgment in Schreiber that @ 14(e)'s "'broad antifraud prohibition’ . . . [is] modeled on the antifraud
provisions of @ 10(b) . . . and Rule 10b-5," <={34> 472 U.S.at 10 [*51] (citation omitted); see
<=135> id., at 10-11, n.10.

For the meaning of "fraudulent” under @ 10(b), the Eighth Circuit looked to <=136> Chiarella. See 92
F.3d at 625. In that case, the Eighth Circuit recounted, this Court held that a failure to disclose information
could be "fraudulent" under @ [0(b) only when there was a duty to speak arising out of ™a fiduciary or
other similar relationship of trust and confidence." <=137> Chiarella. 445 U.S. at 228 (quoting
Restatement (Second) of Torts @ 351(2)(a) (1976)). Just as @ 10(b) demands a showing of a breach of
fiduciary duty, so such a breach is necessary to make out a @ 14(e) violation, the Eighth Circuit concluded.

As to the Commission's @ 14(e) authority to "prescribe means reasonably designed to prevent"
fraudulent acts. the Eighth Circuit stated: "Properly read. this provision means simply that the SEC has
broad regulatory powers in the field of tender offers. but the statutory terms have a fixed meaning which
the SEC cannot alter by way of an administrative rule." <=138> 92 F.3d at 627.

The United States urges that the Eighth Circuit's reading of @ 14(e) misapprehends both the
Commission's authority to define fraudulent [*52] acts and the Commission's power to prevent them.
"The 'defining’ power." the United States submits. "would be a virtual nullity were the SEC not permitted
to go beyond common law fraud (which is separately prohibited in the first [self-operative] sentence of
Section 14{e))." Brief for United States | ; see id.. at 37. In maintaining that the Commission's power to
define fraudulent acts under ‘@ 14(e) is broader than its rulemaking power under ‘@ 10{b), the United
States questions the Court of Appeals’ reading of Schreiber. See id.. at 38-40. Parenthetically. the United
States notes that the word before the Schreiber Court was "manipulative”: unlike "fraudulent,” the United
States observes, "'manipulative’ . . . is 'virtually a term of art when used in connection with the securities
markets.™ Id.. at 38. n.20 (quoting - =139:- Schreiber. 472 U.S. at &:. Most tellingly. the United States



submits, Schreiber involved acts alleged to violate the self-operative provision in /@ F4(e)'s first sentence. a
sentence containing language similar to o 100, But ‘@ 14e)'s second sentence. containing the
rulemaking authorization, the United States points out, does not [*S3] track w 10(b), which simply
authorizes the SEC to proscribe "manipulative or deceptive devices or contrivances.” Brief for United
States 38. Instead, @ 14(e)'s rulemaking prescription tracks /@ 15(c)(2)(D) of the Exchange Act, - =140
1S UL.S.C. o 78a(c)2)(D), which concerns the conduct of broker-dealers in over-the-counter markets. See
Briet for United States 38-39. Since [938. see 52 Stat. 1075, /@ 15(c)(2) has given the Commission
authority to "define, and prescribe means reasonably designed to prevent. such [broker-dealer]| acts and
practices as are fraudulent, deceptive, or manipulative.” ~=141>- 15 U.S.C. ‘@ 780(c}2)XD). When
Congress added this same rulemaking language to (@ Id(e) in 1970, the Government states, the
Commission had already used its @ 15(c)(2) authority to reach beyond common law fraud. See Brief for
United States 39, n.22. nl6

n16 The Government draws our attention to the following measures: 17 CFR @ 240.15¢2-1 (1970)
(prohibiting a broker-dealer's hypothecation of a customer's securities if hypothecated securities would be
commingled with the securities of another customer, absent written consent); ‘@ 240.15¢2-3 (1970)
(prohibiting transactions by broker-dealers in unvalidated German securities); @ 240.15¢2-4 (1970)
(prohibiting broker-dealers from accepting any part of the sale price of a sccurity being distributed unless
the money received is promptly transmitted to the persons entitled to it); @ 240.15c2-5 (1970) (requiring
broker-dealers to provide written disclosure of credit terms and commissions in connection with securities
sales in which broker-dealers extend credit, or participate in arranging for loans. to the purchasers). See
Brief for United States 39, n.22.

We need not resolve in this case whether the Commission's authority under @ 14(e) to "define . . . such
acts and practices as are fraudulent” is broader than the Commission's fraud-defining authority under @
10(b), for we agree with the United States that Rule |4e-3(a), as applied to cases of this genre, qualifies
under @ 14(e) as a "means reasonably designed to prevent" fraudulent trading on material, nonpublic
information in the tender offer context. n17 A prophylactic measure, because its mission is to prevent,
typicaily encompasses more than the core activity prohibited. As we noted in Schreiber, @ 14(e)'s
rulemaking authorization gives the Commission "latitude," even in the context of a term of art like
"manipulative,” "to regulate nondeceptive activities as a 'reasonably designed’ means of preventing
manipulative acts, without suggesting any change in the meaning of the term 'manipulative’ itself."
<=142> 472 U.S. at I 1, n.11. We hold. accordingly, that under ‘@ 14(e), the Commission may prohibit
acts, not themselves fraudulent under the common law or /@ 10(b), if the prohibition is "reasonably
designed to prevent . . . acts and practices [that] are fraudulent.” <=143> [5U. [*55] S.C.@ 78n(e).
ni8

n17 We leave for another day. when the issue requires decision, the legitimacy of Rule Ide-3(a) as
applied to "warehousing," which the Government describes as “the practice by which bidders leak advance
information of a tender offer to allies and encourage them to purchase the target company’s stock betore
the bid is announced."” Reply Briet 17. As we observed in Chiarella, one of the Commission's purposes in
proposing Rule l4e-3(a) was "to bar warehousing under its authority to regulate tender otfers.” ~=144>
445 U.S. at 234. The Government acknowledges that trading auihorized by a principal breaches no
fiduciary duty. See Reply Briet 17. The instant case. however. does not involve trading authorized by a
principal: theretore. we need not here decide whether the Commission's proscription of warehousing talls
within its @ 14(e) authority o0 detine or prevent fraud.



n18 The Commission's power under 1@ 10(bh) is more limited. See supra, at 6 (Rule 10b-3 may proscribe
only conduct that @ 10(b) prohibits).

Because Congress has authorized the Commission, in (@ [4{¢). to prescribe legisiative rules, we owe the
Commission's judgment "more than mere deference or weight." - =145~ Batterton v. Francis, 432 U.S.
416, 424-426, 53 L. Ed. 2d 448, 97 S. Ct. 2399 (1977). Therefore. in determining whether Rule l4e-3(a)'s
"disclose or abstain from trading" requirement is reasonably designed to prevent fraudulent acts. we must
accord the Commission's assessment "controlling weight unless [it is] arbitrary, capricious, or manifestly
contrary to the statute." <=146> Chevron U.S.A. Inc. v. Natural Resources Defense Council, Inc., 467
U.S. 837, 844, 81 L. Ed. 2d 694, 104 S. Ct. 2778 (1984). In this case, we conclude, the Commission's
assessment is none of these. n19

n19 The dissent urges that the Commission must be precise about the authority it is exercising--that it
must say whether it is acting to "define" or to "prevent” fraud--and that in this instance it has purported
only to define, not to prevent. See post, at 18-19. The dissent sees this precision in Rule 14e-3(a)'s words:
"it shall constitute a fraudulent . . . act . . . within the meaning of section 14(e) . . .." We do not find the
Commission's rule vuinerable for failure to recite as a regulatory preamble: We hereby exercise our
authority to "define, and prescribe means reasonably designed to prevent. . .. [fraudulent] acts.” Sensibly
read. the rule is an exercise of the Commission's full authority. Logically and practically. such a rule may
be conceived and defended, alternatively, as definitional or preventive.

[n adopting the "disclose or abstain" rule, the SEC explained:

"The Commission has previously expressed and continues to have serious concerns about trading by
persons in possession of material, nonpublic information relating to a tender offer. This practice results in
unfair disparities in market information and market disruption. Security holders who purchase from or sell
to such persons are effectively denied the benefits of disclosure and the substantive protections of the
Williams Act. If furnished with the information, these security holders would be able to make an informed
investment decision. which could involve deferring the purchase or sale of the securities until the material
information had been disseminated or until the tender offer has been commenced or terminated.” 45 Fed.
Reg. 60412 (1980) (footnotes omitted).

The Commission thus justified Rule [4e-3(a) as a means necessarv and proper to assure the efficacy of
Williams Act protections.

The United States emphasizes that Rule 14e-3(a) reaches trading in which "a breach of duty is likely but
difficult to prove.” Reply Brief 16. "Particularly in the context of a tender offer.” as the Tenth Circuit
recognized, "there [*58] is a fairly wide circle of people with confidential information.” ~=148> Peters,
978 F.2d at 1167. notably. the attorneys. investment bankers. and accountants involved in structuring the
transaction. The availability of that information may lead to abuse, for "even a hint of an upcoming tender
offer may send the price of the target company's stock soaring.” <=149> SEC v. Materia. 745 F.2d 197,
199 (CA2 1984). Individuals entrusted with nonpublic information. particularly if they have no long-term
lovalty to the issuer. may find the temptation to trade on that information hard to resist in view of "the very
. large short-term profits potentially available [to them|.” =1350>" Peters. 978 F.2d at | 167,



"It may be possible to prove circumstantially that a person [traded on the basis of material. nonpublic
information], but almost impossible to prove that the trader obtained such information in breach of a
liduciary duty owed either by the trader or by the ultimate insider source ot the information.” Ibid. The
example of a "tippee"” who trades on information received trom an insider illustrates the problem. Under
Rule 10b-5. "a tippee assumes a fiduciary duty to the shareholders ot [*59] a corporation not to trade on
material nonpublic information only when the insider has breached his fiduciary duty to the shareholders
by disclosing the information to the tippee and the tippee knows or should know that there has been a
breach.” - =151 - Dirks, 463 U.S. at 660. To show that a tippee who traded on nonpublic information
about a tender offer had breached a fiduciary duty would require proof not only that the insider source
breached a fiduciary duty, but that the tippee knew or should have known of that breach. "Yet. in most
cases, the only parties to the [information transter] will be the insider and the alleged tippee.” - =152>
Peters, 978 F.2d at 1167. n20

n20 The dissent opines that there is no reason to anticipate difficulties in proving breach of duty in
"misappropriation” cases. "Once the source of the [purloined] information has been identified,” the dissent
asserts, "it should be a simple task to obtain proof of any breach of duty.” Post, at 20. To test that
assertion, assume a misappropriating partner at Dorsey & Whitney told his daughter or son and a wealthy
friend that a tender for Pillsbury was in the offing, and each tippee promptly purchased Pillsbury stock, the
child borrowing the purchase price from the wealthy friend. The dissent's confidence, post, at 20, n.12,
that "there is no reason to suspect that the tipper would gratuitously protect the tippee,” seems misplaced.

In sum, it is a fair assumption that trading on the basis of material, nonpublic information will often
involve a breach of a duty of confidentiality to the bidder or target company or their representatives. The
SEC, cognizant of the proof problem that could enable sophisticated traders to escape responsibility,
placed in Rule 14e-3(a) a "disclose or abstain from trading” command that does not require specific proof
of a breach of fiduciary duty. That prescription, we are satisfied, applied to this case, is a "means
reasonably designed to prevent” fraudulent trading on material, nonpublic information in the tender offer
context. See <=153> Chestman, 947 F.2d at 560 ("While dispensing with the subtle problems of proof
associated with demonstrating fiduciary breach in the problematic area of tender offer insider trading,
{Rule 14e-3(a)] retains a close nexus between the prohibited conduct and the statutory aims."); accord,
<=154> Maio, 51 F.3d at 635, and n.14; <=155> Peters, 978 F.2d at 1167. n21 Therefore, insofar as it
serves to prevent the type of misappropriation charged against O'Hagan. Rule 14e-3(a) is a proper
exercise of the Commission's prophylactic power under @ l4(e). n22 [*61]

n21 The dissent insists that even if the misappropriation of information rrom the bidder about a tender
offer is fraud, the Commission has not explained why such fraud is "in connection with" a tender offer.
Post, at 19. What else, one can only wonder, might such fraud be "in connection with"?

n22 Repeating the argument it made concerning the misappropriation theory. see supra. at 21. n.[ L, the
United States urges that Congress confirmed Rule 14e-3(a)'’s validity in ITSFEA. ~=156.- IS US.C. @
78u-1. See Brief for United States 44-45. We uphold Rule [4e-3(a) on the basis of @ [4(e) itself and need
not address ITSFEA's relevance to this case.

As an alternate ground for affirming the Eighth Circuit's judgment. O'Hagan urges that Rule [de-3(a) is
invalid because it prohibits trading in advance of a tender offer--when "a substantial step . . . to commence”



such an offer has been taken--while /@ [4(e) prohibits fraudulent acts "in connection with any tender
offer.” Sce Brief for Respondent 41-42. O'Hagan  [*62]  further contends that, by covering pre-otter
conduct, Rule !de-3(a) "fails to comport with due process on two levels": The rule does not "give fair
notice as to when, in advance of a tender offer, a violation of (@ 14(e) occurs,” id., at 42; and it "disposes of
any scienter requirement."” id., at 43. The Court of Appeals did not address these arguments, and O'Hagan
did not rzise the due process points in his briefs before that court. We decline to consider these contentions
in the first instance. n23 The Court of Appeals may address on remand any arguments O'Hagan has
preserved.

n23 Asto O'Hagan's scienter argument, we reiterate that <=157> 15 U.S.C. @ 78ff(a) requires the
Government to prove "willfull violation" of the securities laws, and that lack of knowledge of the relevant
rule is an affirmative defense to a sentence of imprisonment. See supra, at 21-22.

Based on its dispositions of the securities fraud convictions, the Court of Appeals also reversed
O'Hagan's convictions, under <=158> 18 U.S.C. [*63] @ 1341, for mail fraud. See <=159> 92 F.3d at
627-628. Reversal of the securities convictions, the Court of Appeals recognized, "did not as a matter of
law require that the mail fraud convictions likewise be reversed.” <=160> Id., at 627 (citing ~=161>
Carpenter, 484 U.S. at 24, in which this Court unanimously affirmed mail and wire traud convictions based
on the same conduct that evenly divided the Court on the defendants' securities fraud convictions). But in
this case, the Court of Appeals said, the indictment was so structured that the mail fraud charges could not
be disassociated from the securities fraud charges, and absent any securities fraud, "there was no fraud
upon which to base the mail fraud charges.” <=162> 92 F.3d at 627-628. n24

n24 The Court of Appeals reversed respondent’s money laundering convictions on similar reasoning. See
<=163> 92 F.3d at 628. Because the United States did not seek review of that ruling, we leave undisturbed

that portion of the Court of Appeals' judgment.

The United States urges that the [*64] Court of Appeals' position is irreconcilable with Carpenter: Just
as in Carpenter, so nere, the "mail fraud charges are independent of [the] securities fraud charges, even
[though] both rest on the same set of facts.” Brief for United States 46-47. We need not linger over this
matter, for our rulings un the securities fraud issues require that we reverse the Court of Appeals judgment
on the mail fraud counts as well. n25

n25 The dissent finds O'Hagan's convictions on the mail fraud counts, but not on the securities fraud
counts, sustainable. Post. at 23-24. Under the dissent's view. securities traders like O'Hagan would escape
SEC civil actions and federal prosecutions under legislation targeting securities fraud. only to be caught
for their trading activities in the broad mail fraud net. If misappropriation theory cases could proceed only
under the federal mail and wire fraud statutes, practical consequences for individual defendants might not
be large. see Aldave, 49 Ohio St. L. J.. at 381 and n.60: however. "proportionally more persons accused of
insider trading [might] be pursued by a U.S. Attorney. and proportionally fewer by the SEC." id.. at 382.
Our decision. of course, does not rest on such enforcement policy considerations.

Ay



O'Hagan, we note, attacked the mail traud convictions in the Court of Appeals on alternate grounds: his
other arguments, not yet addressed by the Eighth Circuit, remain open for consideration on remand.

* K K

The judgment of the Court of Appeals for the Eighth Circuit is reversed. and the case is remanded for
turther proceedings consistent with this opinion.

It is so ordered.
CONCURBY: SCALIA (In Part); THOMAS (In Part)
DISSENTBY: SCALIA (In Part); THOMAS (In Part)
DISSENT: JUSTICE SCALIA, concurring in part and dissenting in part.

[ join Parts 1, II1, and IV of the Court's opinion. | do not agree, however, with Part Il of the Court's
opinion, containing its analysis of respondent’s convictions under @ 10(b) and Rule 10b-5.

I do not entirely agree with JUSTICE THOMAS'S analysis of those convictions either. principally
because it seems to me irrelevant whether the Government's theory of why respondent’s acts were covered
is "coherent and consistent,” post, at 13. [t is true that with respect to matters over which an agency has
been accorded adjudicative authority or policymaking discretion, the agency's action must be supported by
the reasons that the agency sets forth, <=164> SEC v. [*66] Chenery Corp., 318 U.S. 80, 94, 87 L. Ed.
626, 63 S. Ct. 454 (1943); see also <=165> SEC v. Chenery Corp., 332 U.S. 194, 196, 91 L. Ed. 1995, 67
S. Ct. 1575 (1947), but [ do not think an agency's unadorned application of the law need be, at least where
(as here) no Chevron deference is being given to the agency's interpretation. In point of fact, respondent's
actions either violated @ 10(b) and Rule 10b-5, or they did not--regardless of the reasons the Government
gave. And it is for us to decide.

While the Court's explanation of the scope of @ |0(b) and Rule 10b-5 would be entirely reasonable in
some other context, it does not seem to accord with the principle of lenity we apply to criminal statutes
(which cannot be mitigated here by the Rule, which is no less ambiguous than the statute). See <=166>
Reno v. Koray, 515 U.S. 50, 64-65, 132 L. Ed. 2d 46. 115 S. Ct. 2021 (1995) (explaining circumstances in
which rule of lenity applies); <=167> United States v. Bass, 404 U.S. 336, 347-348, 30 L. Ed. 2d 488, 92
S. Ct. 515 (1971) (discussing policies underlying rule of lenity). In light of that principle. it seems to me
that the unelaborated statutory language: "to use or employ in connection with the purchase or sale of any
security . . . anv manipulative or deceptive device or contrivance.” @ 10(b). [*67] must be construed to
require the manipulation or deception of a party to a securities transaction.

JUSTICE THOMAS, with whom THE CHIEF JUSTICE joins. concurring in the judgment in part and
dissenting in part.

Today the majority upholds respondent's convictions for violating ‘@ 10(b) of the Securities Exchange
Act of 1934, and Rule 10b-5 promulgated thereunder. based upon the Securities and Exchange
Commission's "misappropriation theory." Central to the majority's halding is the need to interpret @
10(bY's requirement that a deceptive device be "used or employed. in connection with the purchase or sale
of any security.” <=168> 15 U.S.C. ‘@ 78j(b). Because the Commission's misappropriation theory fails to
provide a coherent and consistent interpretation of this essential requirement for Hability under . 10(bj. |
dissent.



The majority also sustains respondent's convictions under ) 14(e) of the Securities Exchange Act, and
Rule 14e-3(a) promulgated thereunder, regardless of whether respondent violated a fiduciary duty to
anybody. | dissent too from that holding because, while ‘@ 14(¢) does allow reguiations prohibiting
nonfraudulent acts as a prophylactic against certain fraudulent acts, [*68] neither the majority nor the
Commission identifies any relevant underlying fraud against which Rule [4e-3(a) reasonably provides
prophylaxis. With regard to the respondent’s mail traud convictions, however, [ concur in the judgment of
the Court.

I do not take issue with the majority's determination that the undisciosed misappropriation ot confidential
information by a fiduciary can constitute a "deceptive device” within the meaning of @ 10(b).
Nondisclosure where there is a pre-existing duty to disclose satisfies our definitions of fraud and deceit for
purposes of the securities laws. See <=169> Chiarella v. United States, 445 U.S. 222, 230, 63 L. Ed. 2d
348, 100 S. Ct. 1108 (1980).

Unlike the majority, however, I cannot accept the Commission’s interpretation of when a deceptive
device is "used . . . in connection with" a securities transaction. Although the Commission and the majority
at points seem to suggest that any relation to a securities transaction satisfies the "in connection with"
requirement of @ [0(b), both ultimately reject such an overly expansive construction and require a more
integral connection between the fraud and the securities transaction. The majority states, for example, that
the [*69] misappropriation theory applies to undisclosed misappropriation of confidential information
“for securities trading purposes,” ante, at 7. thus seeming to require a particular intent by the
misappropriator in order to satisfy the "in connection with" language. See also ante, at 11 (the
"misappropriation theory targets information of a sort that misappropriators ordinarily capitalize upon to
gain no-risk profits through the purchase or sale of securities") (emphasis added); ante, at [ 1-12
(distinguishing embezzlement of money used to buy securities as lacking the requisite connection). The
Commission goes further, and argues that the misappropriation theory satisfies the "in connection with"
requirement because it "depends on an inherent connection between the deceptive conduct and the
purchase or sale of a security.” Brief for United States 21 (emphasis added); see also ibid. (the
"misappropriated information had personal value to respondent only because of its utility in securities
trading") (emphasis added).

The Commission's construction of the relevant language in @ [0(b), and the incoherence of that

- construction, become evident as the majority attempts [*70] to describe why the fraudulent theft of
information falls under the Commission's misappropriation theory, but the fraudulent theft of money does
not. The majority correctly notes that confidential information "qualifies as property to which the company
has a right of exclusive use.” Ante, at 9. [t then observes that the "undisclosed misappropriation of such
information, in violation of a fiduciary duty, . . . constitutes fraud akin to embezzlement--the fraudulent
appropriation to one's own use of the money or goods entrusted to one's care by another." Ibid. (citations
and internal quotation marks omitted). nl So far the majority's analogy to embezzlement is well taken. and
adequately demonstrates that undisclosed misappropriation can be a fraud on the source of the information.

n1 Of course, the "use" to which one puts misappropriated property need not be one designed to bring
profit to the misappropriator: Any "fraudulent appropriation to one's own use" constitutes embezzlement,
regardless of what the embezzler chooses to do with the money. See. e.g.. ~=170> Logan v. State, 493
P.2d 842, 846 (Okla. Crim. App. 1972) ("Any diversion of funds heid in trust constitutes embezzlement
whether there is direct personal benefit or not as long as the owner is deprived of his money").



What the embezziement analogy does not do, however, is explain how the relevant fraud is "used or
cmployd, in connection with" a securities transaction. And when the majority seehs to distinguish the
embezziement of funds from the embezzlement of information, it becomes clear that neither the

(PRRTES

Commission nor the majority has a coherent theory regarding /@ 10{b)'s "in connection with” requirement.

Turning first to why embezzlement of information supposedly meets the "in connection with”
requirement, the majority asserts that the requirement "is satistied because the fiduciary's fraud is
consummated, not when the fiduciary gains the confidential information, but when, without disclosure 0
his principal, he uses the information to purchase or sell securities. The securities transaction and the
breach of duty thus coincide.” Ante, at { 1.

The majority later notes, with apparent approval, the Government's contention that the embezzlement of
funds used to purchase securities would not fall within the misappropriation theory. Ante, at 1[-12 (citinz
Brief for United States 24, n.13). The misappropriation of funds used for a securities transaction is not
covered by its [*72] theory, the Government explains, because "the proceeds would have value to the
malefactor apart from their use in a securities transaction, and the fraud would be complete as soon as the
money was obtained.” Brief for United States 24, n.13; see ante, at 12 (quoting Government's explanaticn).

Accepting the Government's description of the scope of its own theory, it becomes plain that the
majority's explanation of how the misappropriation theory supposedly satisfies the "in connection with
requirement is incomplete. The touchstone required for an embezzlement to be "used or employed, in
connection with" a securities transaction is not merely that it "coincide" with, or be consummated by, t=2
transaction, but that it is necessarily and only consummated by the transaction. Where the property be!~ :
embezzled has value "apart from [its] use in a securities transaction"--even though it is in fact being us=:
a securities transaction--the Government contends that there is no violation under the misappropriatior:
theory.

0

My understanding of the Government's proffered theory of liability, and its construction of the "in
connection with" requirement, is confirmed by the Government's [*73] explanation during oral argur— ==
"[Court]: What if [ appropriate some of my client's money in order to buy stock?

"[Court]: Have I violated the securities laws?
"[Counsel]: I do not think that you have.
"[Court]: Why not? Isn't that in connection with the purchase of securities just as much as this one is

"[Counsel]: It's not just as much as this one is. because in this case it is the use of the information th=-
enables the profits, pure and simple. There would be no opportunity to engage in profit-

“[Court]: Same here. I didn't have the money. The only way [ could buy this stock was to get the mc - -

"[Counsel]: The difference . . . is that once vou have the money vou can do anything vou want with
a sense, the fraud is complete at that point, and then you go on and you can use the money to tinance .-
number of other activities. but the connection is far less close than in this case. where the only value ¢~
information for personal profit for respondent was to take it and profit in the securities markets by trac..- -
on it.




"[Court]: So what you're saying is, is in this case the misappropriation can only be [*74] of relevance.
or is of substantial relevance, is with reference to the purchase of securities.

"[Counsel]: Exactly.
"[Court]: When you take money out of the accounts you can gu to the racetrack. or whatever.

"[Counsel]: That's exactly right, and because of that difference, [there| can be no doubt that this kind of
misappropriation of property is in connection with the purchase or sale of securities.

"Other kinds of misappropriation of property may or may not, but this is a unique form of fraud, unique
to the securities markets, in fact, because the only way in which respondent could have profited through
this information is by either trading on it or by tipping somebody else to enable their trades.” Tr. of Oral
Arg. 16-19 (emphases added).

As the above exchange demonstrates, the relevant distinction is not that the misappropriated information
was used for a securities transaction (the money example met that test), but rather that it could only be used
for such a transaction. See also, Tr. of Oral Arg. 6-7 (Government contention that the misappropriation
theory satisfies "the requisite connection between the fraud and the securities trading, because it is [*75]
only in the trading that the fraud is consummated") (emphasis added); id., at 8 (same).

The Government's construction of the "in connection with" requirement--and its claim that such
requirement precludes coverage of financial embezzlement--also demonstrates how the majority's
described distinction of financial embezzlement is incompiete. Although the majority claims that the fraud
in a financial embezzlement case is complete as soon as the money is obtained, and before the securities
transaction is consummated, that is not uniformly true, and thus cannot be the Government's basis for
claiming that such embezzlement does not violate the securities laws. It is not difficult to imagine an
embezzlement of money that takes place via the mechanism of a securities transaction--for example where
a broker is directed to purchase stock for a client and instead purchases such stock--using client funds--for
his own account. The unauthorized (and presumably undisclosed) transaction is the very act that constitutes
the embezzlement and the "securities transaction and the breach of duty thus coincide.” What presumably
distinguishes monetary embezzlement for the Government is thus that it [*76] is not necessarily
coincident with a securities transaction, not that it never lacks such a "connection."

Once the Government's construction of the misappropriation theory is accurately described and accepted-
-along with its implied construction of @ 10(b)'s "in connection with" language--that theory should no
longer cover cases, such as this one, involving fraud on the source of information where the source has no
connection with the other participant in a securities transaction. It seems obvious that the undisclosed
misappropriation of confidential information is not necessarily consummated by a securities transaction. In
this case, for example, upon learning of Grand Met's confidential takeover plans, O'Hagan could have
done any number of things with the information: He could have sold it to a newspaper for publication. see
Tr. of Oral Arg. 36; he could have given or sold the information to Pillsbury itself. see id., at 37: or he
could even have kept the information and used it solely for his personal amusement. perhaps in a fantasy
stock trading game.

Any of these activities would have deprived Grand Met of its right to "exclusive use.” ante. at 9, of the
information [*77] and. if undisclosed. would constitute "embezzlement” of Grand Met's informational
property. Under any theory of liability, however. these activities would not violate ‘@ 10(b) and. according
to the Commission's monetary embezzlement analogy. these possibilities are sufficient to preclude a
violation under the misappropriation theory even where the informational property was used for securities
trading. That O'Hagan actually did use the information to purchase securities is thus no more significant
here than it is in the case of embezzling money used to purchase securities. In both cases the embezzler
could have done something else with the property. and hence the Commission's necessary "connection”
under the securities laws would not be met. n2 if the relevant test under the "in connection with” language



is whether the fraudulent act is necessarily tied to a securities transaction, then the misappropriation of
confidential information used to trade no more violates @ [0(b) than does the misappropriation of funds
used to trade. As the Commission concedes that the latter is not covered under its theory, [ am at a loss to
see how the same theory can coherently be applied [*78] to the former. n3

n2 Indeed, even if O'Hagan or someone else thereafter used the information to trade, the
misappropriation would have been complete before the trade and there should be no @ 10(b) liability. The
most obvious real-world example of this scenario would be if O'Hagan had simply tipped someone ¢lse to
the information. The mere act of passing the information along would have violated O'Hagan's fiduciary
duty and, if undisclosed, would be an "embezzlement" of the confidential information, regardless of
whether the tippee later traded on the information.

n3 The majority is apparently unimpressed by tie example of a misappropriator using embezzled
information for personal amusement in a fantasy stock trading game, finding no need for the Commission
to "inhibit" such recreational uses. Ante, at 12-13, n.8. This argument, of course, misses the point of the
example. It is not that such a use does or should violate the securities laws yet is not covered by the
Commission's theory; rather, the example shows that the misappropriation of information is not "only” or
"inherently" tied to securities trading, and hence the misappropriation of information, whatever its uitimate
use, fails the Commission's own test under the "in connection with" requirement of @ 10(b) and Ruie 10b-

The majority makes no attempt to defend the misappropriation theory as set forth by the Commission.
Indeed, the majority implicitly concedes the indefensibility of the Commission's theory by acknowledging
that alternative uses of misappropriated information exist that do not violate the securities laws and then
dismissing the Government's repeated explanations of its misappropriation theory as mere "overstatement.”
Ante, at 12. Having rejected the Government's description of its theory, the majority then engages in the
"imaginative" exercise of constructing its own misappropriation theory from whole cloth. Thus, we are
told, if we merely "substitute 'ordinarily' for 'only"" when describing the degree of connectedness between a
misappropriation and a securities transaction, the Government would have a winner. Ibid. Presumably, the
majority would similarly edit the Government's brief to this Court to argue for only an "ordinary," rather
than an "inherent connection between the deceptive conduct and the purchase or sale of a security.” Brief
for United States 21 (emphasis added).

I need not address the coherence, or lack thereof, of the majority's new theory, for it suffers [*80] from
a far greater, and dispositive, flaw: It is not the theory offered by the Commission. Indeed. as far as we
know from the majority's opinion. this new theory has never been proposed by the Commission. much less
adopted by rule or otherwise. It is a fundamental proposition of law that this Court "may not supply a
reasoned basis for the agency's action that the agency itself has not given.” <=171> Motor Vehicle Mfrs.
Assn. of United States, Inc. v. State Farm Mut. Automobile Ins. Co., 463 U.S. 29, 43, 77 L. Ed. 2d 443,
103 S. Ct. 2856 (1983). We do not even credit a "post hoc rationalization" of counsel for the agency,
<=172> id., at 50, so one is left to wonder how we could possibly rely on a post hoc rationalization
invented by this Court and never even presented by the Commission for our consideration.

Whether the majority's new theory has merit, we cannot possibly tell on the record before us. There are
no findings regarding the “ordinary" use of misappropriated information. much less regarding the
"ordinary" use of other forms of embezzled property. The Commission has not opined on the scope of the
new requirement that property must "ordinarily” be used for securities trading in order for its
misappropriation [*81] to be "in connection with” a securities transaction. We simply do not know what
would or would not be covered by such a requirement. and hence cannot evaluate whether the requirement



embodies a consistent and coherent interpretation of the statute. nd Moreover, persons subject to this new
theory, such as respondent here, surely could not and cannot regulate their behavior to comply with the
new theory because. until today, the theory has never existed. [n short. the majority's new theory is simply
not presented by this case, and cannot form the basis for upholding respondent's convictions.

n4 Similarly, the majority's assertion that the alternative uses of misappropriated information arc not as
profitable as use in securities trading, ante, at 12, n.8, is speculative at best. We have no idea what is the
best or most profitable use of misappropriated information, either in this case or generally. We likewise
have no idea what is the best use of other forms of misappropriated property, and it is at least conceivable
that the best use of embezzled money, or securities themselves, is for securities trading. If the usc of
embezzled money to purchase securities is "sufficiently detached,” ante, at 12, from a securitics
transaction, then [ see no reason why the non-"inherent" use of information for securities tradiny is not also
"sufficiently detached" under the Government's theory. In any event, [ am at a loss to find in the statutory
language any hint of a "best-use” requirement for setting the requisite connection between deception and
the purchase or sale of securities,

The majority's further claim that it is unremarkable that "4 rule suitably applied to the fraudulent uses of
certain kinds of information would be stretched beyond reason were it applied to the fraudulent use of
money," ante, at 12, is itself remarkable given that the only existing "rule” is Rule 10b-5, which nowhere
confines itself to information and, indeed, does not even contain the word. And given that the only
"reason” offered by the Government in support of its misappropriation theory applies (or fails to apply)
equally to money or to information, the application of the Government's theory in this case is no less
"beyond reason" that it would be as applied to financial embezzlement.

In upholding respondent’s convictions under the new and improved misappropriation theory, the majority
also points to various policy considerations underlying the securities laws, such as maintaining fair and
honest markets, promoting investor confidence, and protecting the integrity of the securities markets. Ante,
at 12, 14. But the repeated reliance on such broad-sweeping legislative purposes reaches too far and is
misleading in the context of the misappropriation theory. It reaches too far in that, regardless of the
overarching purpose of the securities laws, it is not illegal to run afoul of the "purpose" of a statute, only its
letter. The majority's approach is misleading in this case because it glosses over the fact that the supposed
threat to fair and honest markets, investor confidence, and market integrity comes not from the supposed
fraud in this case, but from the mere fact that the information used by O'Hagan was nonpublic.

As the majority concedes, because "the deception essential to the misappropriation theory involves’
feigning fidelity to the source of information, if the fiduciary discloses to the source that he plans to trade
on the nonpublic information, [*83] there is no 'deceptive device' and thus no ‘@ 10(b) violation.” Ante,
at |0 (emphasis added). Indeed, were the source expressly to authorize its agents to trade on the
confidential information--as a perk or bonus, perhaps--there would likewise be no @ 10(b) violation. n5
Yet in either case--disclosed misuse or authorized use--the hypothesized "inhibiting impact on market
participation,” ante, at 14, would be identical to that from behavior violating the misappropriation theory:
"Outsiders” would still be trading based on nonpublic information that the average investor has no hope of
obtaining through his own diligence. n6 '

n5 See Tr. of Oral Arg. 9 (Government conceding that, "just as in [ - =173 Carpenter v. United States,
184 U.S. 19,98 L. Ed. 2d 275, 108 S. Ct. 316 (1987)], if [the defendant] had gone to the Wall Street
Journal and said. look. you know, vou're not paying me very much. I'd like to make a little bit more money



by buying stock, the stocks that are going to appear in my Heard on the Street column. and the Wall Street
Journal said. that's fine, there would have been no deception of the Wall Street Journal™). | *84]

16 That the dishonesty aspect of misappropriation might be eliminated via disclosure or authorization is
wholly besides the point. The dishonesty in misappropriation is in the relationship between the fiduciary
and the principal, not in any reiationship between the misappropriator and the market. o market
transaction is made more or less honest by disclosure to a third-party principal, rather than to the market as
a whole. As far as the market is concerned, a trade based on confidential information is no more "honest”
because some third party may know of it so long as those on the other side of the trade remain in the dark.

The majority's statement that a "misappropriator who trades on the basis of material, nonpublic
information, in short, gains his advantageous market position through deception; he deceives the source of
the information and simultaneously harms members of the investing public,” ante, at [ | (emphasis added),
thus focuses on the wrong point. Even if it is true that trading on nonpublic information hurts the public, it
is true whether or not there is any deception of [*85] the source of the information. n7 Moreover, as we
have repeatedly held, use of nonpublic information to trade is not itseif a violation of @ 10(b). E.g.,
<=174> Chiarella, 445 U.S. at 232-233. Rather, it is the use of fraud "in connection with" a securities
transaction that is forbidden. Where the relevant element of fraud has no impact on the integrity of the
subsequent transactions as distinct from the nonfraudulent element of using nonpublic information, one can
reasonably question whether the fraud was used in connection with a securities transaction. And one can
likewise question whether removing that aspect of fraud. though perhaps landable, has anything to do with
the confidence or integrity of the market.

n7 The majority's statement, by arguing that market advantage is gained "through” deception,
unfortunately seems to embrace an error in logic: Conflating causation and correlation. That the
misappropriator may both deceive the source and "simultaneously" hurt the public no more shows a causal
"connection" between the two than the fact that the sun both gives some people a tan and "simultaneously”
nourishes plants demonstrates that melanin production in humans causes plants to grow. In this case, the
only element common to the deception and the harm is that both are the result of the same antecedent
cause--namely, using non-public information. But such use, even for securities trading, is not illegal, and
the consequential deception of the source follows an entirely divergent branch of causation than does the
harm to the public. The trader thus "gains his advantageous market position through" the use of nonpublic
information, whether or not deception is involved; the deception has no effect on the existence or extent of
his advantage.

The absence of a coherent and consistent misappropriation theory and, by necessary implication, a
coherent and consistent application of the statutory "use or employ, in connection with" language, is
particularly problematic in the context of this case. The Government claims a remarkable breadth to the
delegation of authority in @ 10(b), arguing that "the very aim of this section was to pick up unforeseen,
cunning, deceptive devices that people might cleverly use in the securities markets.” Tr. of Oral Arg. 7. As
the Court aptly queried, "that's rather unusual, for a criminal statute to be that open-ended. isn't it?" Ibid.
Unusual indeed. Putting aside the dubious validity of an open-ended delegation to an independent agency
to go forth and create regulations criminalizing "fraud."” in this case we do not even have a formal
regulation embodying the agency's misappropriation theory. Certainly Rule 10b-5 cannot be said to
embody the theorv--although it deviates from the statutory language by the addition of the words "any
person." it merely repeats. unchanged. ‘@ 10(b)'s "in connection with" language. Given that the validity of



the misappropriation theory turns on the construction [*87] ofthat language in /@ 10(b). the regulatory
language is singularly uninformative. n8

n8 That the Commission may purport to be interpreting its own rule. rather than the statute, cannot
provide it any greater leeway where the Rule merely repeats verbatim the statutory language on which the
entire question hinges. Furthermore, as even the majority recognizes, Rule 10b-5 may not reach beyond the
scope of (@ [0(b), ante, at 6, and thus the Commission is obligated to explain how its theory fits within its
interpretation of @ [0(b) even if it purports to be interpreting its own derivative rule.

Because we have no regulation squarely setting forth some version of the misappropriation theory as the
Commissian's interpretation of the statutory language, we are left with little more than the Commission's
litigating position or the majority's completely novel theory that is not even acknowledged, much less
adopted, by the Commission. As we have noted before, such positions are not entitled to deference and, at
most, [*88] get such weight as their persuasiveness warrants. Metropolitan Stevedore Co. v. Rambo, 521
US. . . .n10(1997)(slip op., at 17, 19, n.10). Yet I find wholly unpersuasive a litigating position by
the Commission that, at best, embodies an inconsistent and incoherent interpretation of the relevant
statutory language and that does not provide any predictable guidance as to what behavior contravenes the
statute. That position is no better than an ad hoc interpretation of statutory language and in my view can
provide no basis for liability.

I

I am also of the view that O'Hagan's conviction for violating Rule 14e-3(a) cannot stand. Section 14(e)
of the Exchange Act provides, in relevant part: "It shall be unlawful for any person . . . to engage in any
fraudulent, deceptive, or manipulative acts or practices, in connection with any tender offer . . .. The
Commission shall, for the purposes of this subsection, by rules and regulations define, and prescribe means
reasonably designed to prevent, such acts and practices as are fraudulent, deceptive, or manipulative.”
<=175> 15 U.S.C. @ 78n(e).

Pursuant to the rulemaking authority conferred by this section, the [*89] Commission has promulgated
Rule 14e-3(a), which provides, in relevant part:  “"(a) If any person has taken a substantial step or steps to
commence, or has commenced, a tender offer (the "offering person"), it shall constitute a fraudulent.
deceptive. or manipuiative act or practice within the meaning of @ 14(e) of the [Securities Exchange] Act
for any other person who is in possession of material information relating to such tender offer which
information he knows or has reason to know is nonpublic and which he knows or has reason to xnow has
been acquired directly or indirectly from: '

"(1) The offering person,
"(2) The issuer of the securities sought or to be sought by such tender offer, or

"(3) [Any person acting on behaif of the offering person or such issuer], to purchase or sell [any such
securities or various instruments related to such securities], unless within a reasonable time prior to any
purchase or sale such information and its source are publicly disclosed by press reiease or otherwise.” 17
CFR @ 240.14e-3(a) (1996).

As the majority acknowledges. Rule 14e-3(a) prohibits a broad range of behavior regardless of whether
such behavior is fraudulent under [*90] our precedents. See ante. at 25 (rule applies "without regard to
whether the trader owes a pre-existing fiduciary duty to respect the confidentiality of the information™)
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(quoting =176 United States v. Chestman, 947 F.2d 551, 557 (CAZ 1991) (en banc), cert. denied,
=177 - 503 U.S. 1004, 118 L. Ed. 2d 422, 112 S. Ct. 1759 (1992)) (emphasis omitted).

The Commission offers two grounds in defense of Rule [4e-3(a). First, it argues that (@ 14(e) delegates
to the Commiission the authority to "define™ fraud differently than that concept has been defined by this
Court, 2nd that Rule 1de-3(a) 1s a valid exercise of that "defining" power. Second. it argues that /@ 14(¢)
authorizes the Commission to "prescribe means reasonably designed to prevent” fraudulent acts, and that
Rule 14e-3(a) is a prophylactic rule that may prohibit nonfraudulent acts as a means of preventing
fraudulent acts that are difficult to detect or prove.

The majority declines to reach the Commission's first justification, instead sustaining Rule [4e-3(a) on
the ground that under @ [4(e), the Commission may prohibit acts, not themselves fraudulent under the
common law or @ [0(b), if the prohibition is ‘reasonably designed to prevent . . . acts and [*91] practices
[that] are fraudulent." Ante, at 29 (quoting <=178> 15 U.S.C. @ 78n(e)).

According to the majority, prohibiting trading on nonpublic information is necessary to prevent such
supposedly hard-to-prove fraudulent acts and practices as trading on information obtained from the buyer
in breach of a fiduciary duty, ante, at 31-32, and possibly “warehousing," whereby the buyer tips allies
prior to announcing the tender offer and encourages them to purchase the target company's stock, ante, at
28-29,n.17. n9

n9 Although the majority leaves open the possibility that Rule [4e-3(a) may be justified as a means of
preventing "warehousing,” it does not rely on that justification to support its conclusion in this case. Suffice
it to say that the Commission itself concedes that warehousing does not involve fraud as defined by our
cases, see Reply Brief for United States 17, and thus preventing warehousing cannot serve to justify Rule
l4e-3(a).

I find neither of the Commission's justifications for [*92] Rule 14e-3(a) acceptable in misappropriation
cases. With regard to the Commission's claim of authority to redefine the concept of fraud, I agree with the
Eighth Circuit that the Commission misreads the relevant provision of @ 14(e).

"Simply put, the enabling provision of @ 14(e) permits the SEC to identify and regulate those 'acts and
practices' which fall within the @ 14(e) legal definition of 'fraudulent.’ but it does not grant the SEC a
license to redefine the term.” <=179> 92 F.3d at 624.

This conclusion follows easily from our similar statement in <=180> Schreiber v. Burlington Nortltern,
Inc..472 US. I, 11, n.11,86 L. Ed. 2d I, 105 S. Ct. 2458 (1985), that ‘@ 14(e) gives the "Commission
latitude to regulate nondeceptive activities as a 'reasonably designed' means of preventing manipulative
acts, without suggesting any change in the meaning of the term 'manipulative' itself."

Insofar as the Rule 14e-3(a) purports to "define" acts and practices that "are fraudulent.” it must be
measured against our precedents interpreting the scope of fraud. The majority concedes, however, that Rule
14e-3(a) does not prohibit merely trading in connection with fraudulent nondisclosure. but rather it
prohibits trading [*93] in connection with any nondisclosure, regardless of the presence of a pre-existing
duty to disclose. Ante, at 25. The Rule thus exceeds the scope of the Commission's authority to define such
acts and practices as "are fraudulent." n10
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ni0 Even were @ 14(e)'s defining authority subject to the construction given it by the Commission,
there are strong constitutional reasons for not so construing it. A law that simply stated "it shall be unlawful
to do X', however 'X' shall be defined by an independent agency." would seem to offer no "intelligible
principle” to guide the agency’s discretion and would thus raise very serious delegation concerns, even
under our current jurisprudence, ~=181> J. W. Hampton, Jr., & Co. v. United States, 276 1J.S. 394, 409,
72 L. Ed. 624, 48 S. Ct. 348 (1928). See also - =182+ Field v. Clark, 143 U.S. 049, 693-694, 36 L. Ed.
294, 12 S. Ct. 495 (1892) (distinguishing between making the law by determining what it shail be, and
executing the law by determining facts on which the law's operation depends). The Commission's
interpretation of (@ 14(e) would convert it into precisely the type of law just described. Thus, even if that
were a plausible interpretation, our usual practice is to avoid unnecessary interpretations of statutory
language that call the constitutionality of the statute into further serious doubt.

Turning to the Commission's second justification for Rule 14e-3(a), although I can agree with the
majority that @ |4(e) authorizes the Commission to prohibit non-fraudulent acts as a means reasonably
designed to prevent fraudulent ones, [ cannot agree that Rule 14e-3(a) satisfies this standard. As an initial
matter, the Rule, on its face, does not purport to be an exercise of the Commission's prophylactic power,
but rather a redefinition of what "constitutes a fraudulent, deceptive, or manipulative act or practice within
the meaning of @ 14(e)." That Rule 14e-3(a) could have been "conceived and defended, alternatively, as
definitional or preventive," ante, at 30, n.19, misses the point. We evaluate regulations not based on the
myriad of explanations that could have been given by the relevant agency, but on those explanations and
justifications that were, in fact, given. See <=183> State Farm, 463 U.S. at 43, 50. Rule |4e-3(a) may not
be "sensibly read" as an exercise of "preventive" authority, ante, at 30, n.19; it can only be differently so
read, contrary to its own terms.

Having already concluded that the Commission lacks the power to redefine fraud, the regulation [*95]
cannot be sustained on its own reasoning. This would seem a complete answer to whether the Rule is valid
because, while we might give deference to the Commission's regulatory constructions of @ 14(e), the
reasoning used by the regulation itself is in this instance contrary to law and we need give no deference to
the Commission's post hoc litigating justifications not reflected in the regulation.

Even on its own merits, the Commission's prophylactic justification fails. In order to be a valid
prophylactic regulation, Rule 14e-3(a) must be reasonably designed not merely to prevent any fraud, but to
prevent persons from engaging in "fraudulent, deceptive, or manipulative acts or practices, in connection
with any tender offer.” <=184> 15 U.S.C. @ 78n(e) (emphasis added). Insofar as Rule 1de-3(a) is
designed to prevent the type of misappropriation at issue in this case, such acts are not legitimate objects of
prevention because the Commission's misappropriation theory does not represent a coherent interpretation
of the statutory "in connection with" requirement. as explained in Part I, supra. Even assuming that a’
person misappropriating information from the bidder commits [*96] fraud on the bidder. the
Commission has provided no coherent or consistent explanation as to why such fraud is "in connection
with" a tender offer, and thus the Commission may not seek to prevent indirectly conduct which it could
not, under its current theory, prohibit directly. n11

nll I note that Rule 14e-3(a) also applies to persons trading upon information obtained from an insider
of the target company. Insofar as the Rule seeks to prevent behavior that would be fraudulent under the
"classical theory" of insider trading, this aspect of my analysis would not apply. As the majority notes.
however. the Government "could not have prosecuted O'Hagan under the classical theory.” ante. at 8, n.5.
hence this proviso has no application to the present case.



Finally, even further assuming that the Commission's misappropriation theory is a valid basis for direct
liability, I tail to see how Rule l4e-3(a)'s elimination of the requirement of a breach of fiduciary duty is
"reasonably designed" to prevent the underlying [*97] "fraudulent” acts. The majority’s primary
argument on this score is that in many cases ™a breach of duty is likely but difficult to prove.™ Ante, at 31
{quoting Reply Brief for United States 16). Although the majority's hypothetical difficulties involved in a
tipper-tippee situation might have some merit in the context of "classical” insider trading, there is no reason
to suspect similar difficulties in "misappropriation” cases. In such cases, Rule 14e-3(a) requires the
Commission to prove that the defendant "knows or has reason to know" that the nonpublic information
upon which trading occurred came from the bidder or an agent of the bidder. Once the source of the
information has been identified, it should be a simple task to obtain proof of any breach of duty. After all,
it is the bidder itself that was defrauded in misappropriation cases, and there is no reason to suspect that the
victim of the fraud would be reluctant to provide evidence against the perpetrator of the fraud. n12 There
being no particular difficulties in proving a breach of duty in such circumstances, a rule removing the
requirement of such a breach cannot be said to be "reasonably dcsigned"” to prevent underlying [*98]
violations of the misappropriation theory.

nl2 Even where the information is obtained from an agent of the bidder, and the tippee claims not to
have known that the tipper violated a duty, there is still no justification for Rule 14e-3(a). First, in such
circumstances the tipper himself would have violated his fiduciary duty and would be liable under the
misappropriation theory, assuming that theory were valid. Facing such liability, there is no reason to
suspect that the tipper would gratuitously protect the tippee. And if the tipper accurately testifies that the
tippee was (falsely) told that the information was passed on without violating the tipper's own duties, one
can question whether the tippee has in fact done anything illegal, even under the Commission's
misappropriation theory. Given that the fraudulent breach of fiduciary duty would have been complete at
the moment of the tip, the subsequent trading on that information by the tippee might well fail even the
Commission's own construction of the "in connection with" requirement. See supra, at 5-8. Thus, even if
the tipper might, in some circumstances, be inclined to protect the tippee, see ante, at 32, n.20, it is
doubtful that the tippee would have violated the misappropriation theory in any event, and thus preventing
such nonviolations cannot justify Rule 14e-3(a). Second, even were this scenario a legitimate concern, it
would at most justify eliminating the requirement that the tippee "know" about the breach of duty. It
would not explain Rule 14e-3(a)'s elimination of the requirement that there be such a breach.

What Rule 14e-3(a) was in fact "designed" to do can be seen from the remainder of the majority's
discussion of the Rule. Quoting at length from the Commission's explanation of the Rule in the Federal
Register. the majority notes the Commission's concern with "unfair disparities in market information and
market disruption.”™ Ante, at 30 (quoting 45 Fed. Reg. 60412 (1980)). [n the Commission's turther
explanation of Rule [4e-3(a)'s purpose--continuing the paragraph partially quoted by the majority--an
example of the problem to be addressed is the so-called "stampede effect” based on leaks and rumors that
may result from trading on material, nonpublic information. 45 Fed. Reg. 60413. The majority also notes
(but does not rely on) the Government's contention that it would not be able to prohibit the supposedly
problematic practice of "warehousing"--a bidder intentionally tipping allies to buy stock in advance of a
bid announcement--if a breach of tiduciary duty were required. Ante, at 28-29, n.17 (citing Reply Brief for
United States 17). Given these policy concerns, the majority notes with seeming approval the
Commission's justification of Rule {4e-3(a) "as a means necessary [*100] and proper to assure the
efficacy of Williams Act protections.” Ante. at 30.

Although this reasoning no doubt accurately retlects the Commission's purposes in adopting Rule 1de-
3(a). it does little to support the validity of that Rule as a means designed to prevent such behavior: None



of the above-described acts involve breaches of fiduciary duties, hence a Rule designed to prevent them
doces not satisty /@ 14(e)'s requirement that the Commission's Rules promulgated under that section be
“reasonably designed to prevent” acts and practices that "are fraudulent, deceptive, or manipulative.” As
the majority itself recognizes, there is no “general duty between all participants in market transactions to
forgo actions based on material, nonpublic information,™ and such duty only ™arises from a specific
relationship between two parties.”

Ante. at 16 (quoting ~=187> Chiarella, 445 U.S. at 233). Unfair disparities in market information, and the
potential "stampede effect" of leaks. do not necessarily involve a breach of any duty to anvone, and thus
are not proper objects for regulation in the name of "fraud” under @ 14(e). Likewise (as the Government
concedes. Reply Brief for United [*101] States 17), "warehousing” is not fraudulent given that the
tippees are using the information with the express knowledge and approval of the source of the
information. There simply would be no deception in violation of a duty to disclose under such
circumstances. Cf. ante, at 9-10 (noting Government's concession that use of bidder's information with
bidder's knowledge is not fraudulent under misappropriation theory).

While enhancing the overall efficacy of the Williams Act may be a reasonable goal, it is not one that
may be pursued through @ 14(e), which limits its grant of rulemaking authority to the prevention of fraud,
deceit, and manipulation. As we have held in the context of @ 10(b), "not every instance of financial
unfairness constitutes fraudulent activity.” <=188> Chiarella, 445 U.S. at 232. Because, in the context of
misappropriation cases, Rule 14e-3(a) is not a means "reasonably designed" to prevent persons from
engaging in fraud "in connection with" a tender offer, it exceeds the Commission's authority under @
14(e), and respondent's conviction for violation of that Rule cannot be sustained.

I

With regard to respondent's convictions on the mail-fraud counts, [*102] my view is that it may be
sustained regardless of whether respondent may be convicted of the securities fraud counts. Although the
issue is highly fact-bound, and not independently worthy of plenary consideration by this Court, we have
nonetheless accepted the issue for review and therefore [ will endeavor to resolve it.

As I read the indictment, it does not materially differ from the indictment in <=189> Carpenter v.
United States, 484 U.S. 19, 98 L. Ed. 2d 275, 108 S. Ct. 316 (1987). There, the Court was unanimous in
upholding the mail-fraud conviction, <=190> id., at 28, despite being evenly divided on the securities
fraud counts, <=191> id., at 24. I do not think the wording of the indictment in the current case requires a
finding of securities fraud in order to find mail fraud. Certainly the jury instructions do not make the mail-
fraud count dependent on the securities fraud counts. Rather, the counts were simply predicated on the
same factual basis, and just because those facts are legally insufficient to constitute securities fraud does
not make them legally insufficient to constitute mail fraud. n13 [ therefore concur in the judgment of the
Court as it relates to respondent's mail-fraud convictions. *

n13 While the majority may find it strange that the "mail fraud net" is broader reaching than the
securities fraud net, ante, at 34, n.25, any such supposed strangeness--and the resulting allocation of
prosecutorial responsibility between the Commission and the various United States Attomeys--is no
business of this Court. and can be adequately addressed by Congress if it too perceives a problem regarding
Jurisdictional boundaries among the Nation's prosecutors. That the majority believes that. upon shifting
from securities fraud to mail fraud prosecutions. the “practical consequences for individual defendants
might not be large," ibid., both undermines the supposed policy justifications for today's decision and
makes more baffling the majority's willingness to go to such great lengths to save the Commission from
itself.



IN THE UNITED STATES DISTRICT COURT FOR THE DISTRICT OF
COLORADO

CIVIL ACTION NO.

SECURITIES AND EXCHANGE COMMISSION:
450 Fifth Street, N.W.
Washington, D.C. 20549

Plaintiff,

v.

POWER SECURITIES CORPORATION,
RICHARD T. MARCHESE,

ERIC G. MONCHECOURT,
ORVILLE L. SANDBERG,

MARK D. BEHRINGER,

REX A. JOHNSON,

DAVID F. NOBLE,

RONALD G. BAJOREK,

ALLIED CAPITAL GROUP, INC.,
BARRY H. FREEDMAN,

PETER MERCALDI,

ANITA M. POSEY,

WILLIAM F. MASUCCI,

MARTI R. BAREN,

RAYMOND G. KLINGENBERG,
JOSEPH V. PIGNATIELLO,
HENRY FONG,

Defendants,
and

CONSTANCE C. PIGNATIELLO,
DONALD REDFERN,

JOVIJUCO INVESTMENTS, INC.,
CAROLINE FONG,

EQUITEX, INC.,
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Nominal Defendants.

COMPLAINT FOR PERMANENT
INJUNCTION AND OTHER RELIEF

Plaintiff Securities And Exchange Commission ("Commission")
alleges for its Complaint the following:
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1. Defendants, personally or through direction of their '
agents, have engaged in acts, transactions, practices and courses
of business which constitute violations of the securities laws
and regulations of the United States, as described more fully

below.
JURISDICTION AND VENUE

2. The Commission brings this action pursuant to Section
22(a) of the Securities Act of 1933 ("Securities Act") [15 U.S.C.
§77v(a)], Sections 21 and 27 of the Securities Exchange Act of
1934 ("Exchange Act") [15 U.S.C. §§78v and 78aa], and Section 44
of the Investment Company Act of 1940 (the "Investment Company
Act") [15 U.S.C. §80a-44].

3. Each of the defendants has made use of the means and
instrumentalities of interstate commerce and of the mails in
connection with the acts, practices, and courses of business
alleged herein, certain of which have occurred within the
District of Colorado.

4. Venue lies in this Court pursuant to Section 22(a) of the
Securities Act [15 U.S.C. §77v(a)], Section 27 of the Exchange
“Act [15 U.S.C. §78aa] and Section 44 of the Investment Company

Act.
5. Each defendant, unless permanently restrained and ‘::

enjoined by this Court, will continue to engage in the acts,
transactions, practices and courses of business alleged herein,
and in acts, transactions, practices and courses of business of

similar purport and object.

THE DEFENDANTS

6. Defendant Power Securities Corporation ("Power") is
registered as a broker-dealer with the Commission pursuant to
Section 15 of the Exchange Act [15 U.S.C. §780}. Power's
headquarters were in Las Vegas, Nevada and the firm operated
approximataly 15 branch offices in Colorado, Georgia, California,
Illinois, New York and Florida with over 1,000 salespeople. On
February 13, 1989, Power voluntarily terminated its operations.

7. Defendant Richard T. Marchese ("Marchese"), age 30, a
resident of lLas Vegas, Nevada, was chairman of the Board, a
director and chief executive officer of Power. Marchese had
overall responsibility for the management of the firm and, among
cther things, was in charge of customer sales and trading
activities.

) 8. Defendant Eric G. Monchecourt ("Monchecourt"), age 29, a
resident of Las Vegas, Nevada, was executive vice-president and a



director of Power. Monchecourt was responsible for supervision
of sales activities and branch office operations.

9. Defendant ,Orville L. Sandberg ("Sandberg"), age 64, a
resident of Aurora, Colorado, was president, a director and the
head trader of Power. Sandberg supervised Power's trading
department and with Marchese directed trading activity.

10. Defendant Mark D. Behringer ("Behringer"), age 34, a
resident of Las Vegas, Nevada, was manager of Power's Las Vegas,
Nevada branch office from November, 1987, through February, 1989.
During the summer of 1988 Behringer was promoted to western
regional vice president. Behringer engaged in customer sales and
trained and supervised brokers in the Las Vegas office.

11. Defendant Rex A. Johnson ("Johnson"), age 33, a
resident of Fort Collins, Colorado, was manager of Power's Fort
Collins, Colorado branch office from February, 1988, through
February, 1989. Johnson engaged in customer sales and trained
and supervised brokers in the Fort Collins office.

12. Defendant David F. Noble ("Noble"), age 41, a resident
of Windsor, Colorado, was assistant manager of Power's Fort
Collins, Colorado branch office from August, 1988, through
February, 1989. Noble engaged in customer sales and trained and
supervised brokers in the Fort Collins office.

13. Defendant Ronald G. Bajorek ("Bajorek"), age 27, a
resident of San Jose, California, was manager of Power's Santa
Barbara, California branch office from November, 1987, through
February, 1989. Bajorek engaged in customer sales and trained
and supervised brokers in the Santa Barbara office.

14. Defendant Allied Capital Group, Inc. ("Allied") is
registered as a broker~dealer with the Commission pursuant to
Section 15 of the Exchange Act. Allied's headquarters are in
Englewood, Colorado. Allied contracted with certain defendants
and other persons to own and operate Allied branch offices in
Pompano Beach, Fort Lauderdale, Wellington and Tampa, Florida.
At its peak, Allied had a sales force of over 100 salespeople.
On or about November 17, 1989, Allied ceased operations and
terminated virtually all of its employees.

15. Defendant Barry H. Freedman ("Freedman"), age 38, a
resident of Parker, Colorado, acquired a one-half interest in
Allied in late 1984 and became the sole owner of the firm in late
1985. Freedman was Allied's owner and President until May 1988
and was responsible for the overall management of Allied.

16. Defendant Peter Mercaldi ("Mercaldi"), age 41, a
resident of Aurecra, Colorado, was Allied's operations manager
beginning in December, 1984. He acquired 250 shares of Allied
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stock in January, 1988, and became Allied's sole shareholder and
president in May 1388. From March, 1988 to May, 1988, Mercaldi
was involved in managing the day-to-day activities of Allied.
From May 1988 to the present, Mercaldi has been responsible for
the day-to-day operations of the firm.

17. Defendant Anita M. Posey ("Posey"), age 29, a resident
of Denver, Colorado, was Allied's assistant trader from May, 1986
through April, 1988 and thereafter was the firm's head trader.

18. Defendant William F. Masucci ("Masucci"), age 29, a
resident of Boca Raton, Florida, owned a one-half interest in and
was co-manager of the Allied branch cffices which operated in
Pompano, Florida from March, 1988 to January, 1989 and in Fort
Lauderdale, Florida, from July, 1988 to January, 1989.

19. Defendant Marti R. Baren ("Baren"), age 38, a resident
of Boca Raton, Florida, owned a one-half interest in and was co-
manager together with defendant Masucci of the Allied branch
offices which operated in Pompano, Florida from March, 1988 to
January 1989 and in Fort Lauderdale, Florida, from July, 1988 to

January, 1989.

20. Defendant Raymond G. Klingenberg ("Klingenberg"), age
47, a resident of Palm Beach, Florida, owned and was co-manager
of the Allied branch office which operated in Wellington, Florida
from March, 1988 to early 1989 and was a part owner of the Allied
branch office which operated in Tampa, Florida from July, 1988 to
early 1989.

21. Defendant Henry Fong ("Fong"), age 54, a resident of
Denver, Colorado, controls nominal defendant Equitex, Inc.
("Equitex") and is its president and chairman of the board.

22. Defendant Joseph V. Pignatiello ("Pignatiello"), age 43,
a resident of Englewood, Colorade, is the president of nominal
defendant Jovijuco Investments, Inc. ("Jovijuco"). Pignatiello
was convicted in 1986 of conspiracy to commit securities and tax
fraud. He was sentenced to two years in prison and fined $25,000
by the United States District Court for the District of Colorado.
In February, 1987, the United States District Court for the
District of Colorado permanently enjoined Pignatiello from
various activities unlawful under the federal securities laws.
The injunction was entered at the request of the Commission upon
consent of the defendant, who neither admitted nor denied the
allegations of the Complaint. In May, 1987, the Commission
permanently barred Pignatiello from association in any capacity
with any. broker, dealer, investment company, investment advisor
or municipal securities dealer.

23. Nominal defendant Jovijuco, a Colorado company, was
founded in May, 1987. Jovijuco purports to provide firancial and
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business consulting services to start-up companies and invests in
penny stocks in the over the counter market. Nominal defendant
Constance Pignatiello and her three minor children are the
holders of all the outstanding stock of Jovijuco. Jovijuco is in
possession of certain funds, all or portions of which are
attributable to illegal stock trading by defendant Pignatiello.

24. Nominal defendant Constance C. Pignatiello (a/k/a
Connie Wilson), age 33, a resident of Englewood, Colorado, is
Pignatiello's wife. She is in possession of certain funds, all
or portions of which are attributable to illegal stock trading by
defendant Pignatiello.

25. Nominal defendant Donalid Redfern ("Redfern"), a resident
of Colorado, is a retired dentist and private investor. Redfern
is Pignatiello's father-in-law. Redfern is in possession of
certain funds, all or portions of which are attributable to
illegal stock trading by defendant Pignatiello.

26. Nominal defendant Equitex, a Denver, Colorado based
Delaware corporation, is controlled by Fong and is engaged
primarily in the business of investing in and providing
managerial assistance to developing companies. Its common stock
is registered with the Commission under Section 12(g) of the
Exchange Act [15 U.S.C. § 781(g)] and is quoted for trading on
the National Association of Securities Dealers' Automated
Quotation System ("NASDAQ"). Equitex is a business development
company for the purposes of the Investment Company Act and
accordingly is not registered with the Commission pursuant to the
Investment Company Act, although it is subject to certain
requirements of that Act. Equitex is in possession of certain
funds, all or portions of which are attributable to illegal stock

trading by defendant Fong.

27. Nominal defendant Carolyn Fong (a/k/a Carolyn Keller), a
resident of Denver, Colorado, is Fong's wife. She is in
possession of certain funds, all or portions of which are
attributable to illegal stock trading by defendant Fong.

OTHER INDIVIDUALS AND ENTITIES

28. Toni S. Allen ("Allen"), age 39, a resident of Las
Vegas, Nevada, was a registered representative in Power's Las
Vegas office from February 1988 through February 1989.

29. Art Cards, Inc. ("Art cards"), a Denver-based Colorado
corporation, is primarily engaged in manufacturing and marketing
greeting cards. Art Cards common stock is listed in the “pink
sheets," which are publicly distributed listings of low priced
securities and the prices, if any, at which broker-dealers offer
to deal in such securities. Art Cards common stock is registered
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with the Commission pursuant to Section 12(g) of the Exchange ‘
Act. .

30. OTC America, Inc. ("OTC America") is a Colorado
corporation headquartered in Denver organized for the purported
purpose of providing management and business consultlng services
and bridge or interim financing to startup companies. OTC
America's common stock and A and B warrants are listed in the
pink sheets and are registered with the Commission pursuant to

Section 12(g) of the Exchange Act.

31. Inner Vision, Inc. ("Inner Vision"), a privately held
Delaware corporation, was organized in late 1987 to develop,
design, manufacture and market disposable razors.

32. Star Publications, Inc. ("Star"), a Colorado corporation
with headquarters in New York, was organized for the purpose of
publishing football annuals and athletic event programs. Star
subsequently merged with Inner Vision, purportedly to acquire the
rights held by Inner Vision to a compact, disposable folding
razor called "Matchbox" and a multi-blade semi-disposable
cartridge razor called "Voyager". Star's common stock and
warrants are listed in the pink sheets and registered with the
Commission pursuant to Section 12(g) of the Exchange Act.

33. Jamie A. Darder ("Darder"), age 45, a resident of New i
York, New York, is the majority shareholder and president of Star . .
Publications. Darder was the sole shareholder of Inner Vision

prior to its merger with Star.

34. Genexus International, Inc. ("Genexus"), a Utah
corporatlon headquartered in Salt Lake City, provides consulting
services and support for the formation, funding and operation of
"Innovation Centers." Innovation Centers purportedly help to
develop new business entities, most of them involved in high-
technology and blo—technology research and development.
Genexus's common stock is listed in the pink sheets and is
registered with the Commission pursuant to Secticn 12(g) of the

Exchange Act.

35. AST Group, Inc. ("AST") (formerly Zodiac Resources,
Inc.), is a Delaware corporation based in El1 Cajon, California.
It was promoted as a "blind pool" securities issue but in June
1988 it acquired all of the issued and outstanding stock of AST
Vending Services, Inc. Since the acquisition, AST has been
engaged in the business of owning, leasing and operating a
network of snack, foocd and beverage vending machines. AST's
_common stock and warrants are listed in the pink sheets.

36. The Westwind Group, Inc. ("Westwind"), a Delaware
corporation based in Los Angeles, California, is primarily
engaged in the business of producing and licensing low budget

5

J&
%



motion pictures. Westwind's common stock and warrants to
purchase common stock are listed in the pink sheets. Westwind
has filed reports with the Commission pursuant to Section 15(d)
of the Exchange Act [15 U.S.C. § 780(d)]. .

THE OVERALL SCHEME TO DEFRAUD

37. Beginning in late 1987 or early 1988 and continuing at
least until the fall of 1988, defendants Power, Marchese,
Monchecourt, Sandberg, Behringer, Johnson, Noble, Bajorek,
Allied, Posey, Mercaldi, Masucci, Baren, Klingenberg and others
engaged in an unlawful scheme to mislead and defraud the
investing public (the "overall fraudulent scheme"). The scheme
included, among other things, knowingly or recklessly inducing
customers to invest in selected low-priced securities, commonly
referred to as "penny stocks", through the use of materially
false or misleading statements or omissions, the making of
investment recommendations without a reasonable basis in fact,
and high pressured, coercive sales practices. These defendants
also defrauded investors by secretly coordinating the activities
of Power and Allied so that they dominated and controlled the
markets for certain securities sold to customers and could
unlawfully profit from undisclosed excessive markups charged by
Power and Allied to their customers. The defendants also
defrauded customers by making it difficult for them to liquidate
their investments and withdraw cash from their accounts. In this
way, capital would continue to be held within Power and Allied to
perpetuate the unlawful scheme. As alleged below, numerous
violations of the federal securities law arose from the overall

fraudulent scheme.

FIRST CAUSE OF ACTION:
FRAUDULENT MISREPRESENTATIONS AND OMISSIONS

Defendants Power, Allied, Marchese,
Monchecourt, Sandberg, Behringer, Johnson,
Noble, Bajorek, Mercaldi, Masucci, Baren and
Klingenberg Employed Fraudulent Devices,
Material Misrepresentations and Omissions in
the Sale of Securities in Violation of
Section 17(a) of the Securities Act [15
U.S.C. §77 q(a)], Sections 10(b) and 15(c) of
_the Securities Exchange Act [15 U.S.C.
§7873(b) and §780(c)] and Rules 10b-5 and
15¢1-2 [17 C.F.R. §§240.10b-5 and 240.15cl-2]
Thereunder

38. Paragraphs 1 through 37 are realleged and incorporated
herein by reference.

39. The principal business of Power and Allied was dealing
in selected penny stocks, and acting in a principal capacity as a
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market maker in selling those securities to customers. Power, (T\
Allied and other defendants employed various fraudulent sales

practices in order to sell or assist others in the sale of

certain of those securities. These practices included fraudulent
misrepresentations of material facts and omissions of material

facts in presentations to customers concerning the investment

merit of those securities and reasons for doing business with

Power and Allied. Certain of these practices also constituted a
manipulative, deceptive or other fraudulent device or

contrivance.

40. A significant part of the business of Power and Allied
was generated by telephone calls made by brokers to prospects who
had no previous dealings with Power, Allied or the calling
broker. Such telephone calls were referred to as "cold calls."
Brokers used instructions and scripts furnished by the
managements of Power and Allied to induce prospects to invest in
penny stocks which Power and Allied were selling.

A. Fraudulent Misrepresentations and Omissions
In Cold Calling at Power

[Power, Marchese, Monchecourt, Behringer, Johnson,
Noble, Bajorek] : {Zi

41. As part of Power's cold call system, brokers were
directed to make materially false and misleading statements to
prospective customers or to omit material information in
connection with the purchase or sale of securities. Among these
statements and omissions were:

a. telling prospective customers that Power was a
"full service" firm specializing in the over-the-
counter market and that it recently had been rated
the number one underwriter nationwide of low-
priced securities. In fact, Power was not a "full
service" firm, Power discouraged brokers from
handling any kind of transaction other than
solicited trades in Power-recommended penny stocks
in which it was a market maker, and Power lacked
any reasonable basis in fact for claiming it was
rated the number one underwriter of low-priced
securities;

b. telling prospective customers that Power's
"research department" was reviewing several
securities and would be recommending one in the
near future or that the broker himself was
follswing a "special situation" which he might
soon recommend if he thought it was a suitable
investment. In fact, Power had no research

8



department, the securities which Power offered for
sale were chosen by Marchese and management
discouraged brokers from researching the stocks
being recommended to their clients. The brokers'
references to "special situations" were part of a
misleading scripted sales technique, repeated as
part of each new cold-calling campaign;

c. omitting to give customers material negative
factual information (e.g., financial information
regarding the issuer) concerning the security's
investment merit;

d. telling prospective customers that the recommended
security would return a specified profit
(typically a 20~-40 percent profit) within a
specified period of time (typically a 60-90 day
holding period):;

e. omitting to state to prospects that Power, either
alone or in concert with Allied, dominated and
controlled the markets for a number of securities
offered for sale, (including those of Art Cards,
OTC America, Star, Genexus, AST and Westwind):

£. omitting to state to prospects that Power had a
practice of making it difficult for customers to
liquidate their holdings to cash.

42. The cold calling system described above was instituted
by Marchese and Monchecourt and implemented at Power's Las Vegas
office by Behringer, at Power's Fort Collins, Colorado office by,
among others, Johnson and Noble, and at Power's Santa Barbara,
California office by Bajorek. These defendants knew, or were
reckless in not knowing, that Power had no research department,
that brokers did little or no research of the "special
situations" touted in the cold call scripts, that the brokers
were trained to sell securities by omitting to disclose to.
customers material facts, that specific profit predictions were
being made, that Power, either alone or in concert with Allied,
controlled and dominated the market for certain securities it
sold, and that Power's practice was to make it difficult for
customers to liquidate their holdings.



B. Fraudulent Misrepresentations and Omissions
In Cold Calling At Allied

[Allied, Mercaldi, Masucci, Baren, Klingenberg, Marchese, Power]

43. As part of Allied's cold call system, brokers were
directed to make materially false and misleading statements to
prospective customers or to omit material information in
connection with the purchase or sale of securities. Among these
statements and omissions were:

a. stating that the broker was following a "special
situation" which he might soon recommend. 1In
fact, many of the securities sold by Allied were
chosen by Marchese and the brokers did not
research those securities when recommending them
to their clients; i

b. omitting to give customers material negative
factual information (e.g., financial information
regarding the issuer) concerning the security's
investment merit;

c. stating that the recommended security would return
a specified profit (typically a 20-25 percent
profit) within a specified period of time
(typically a 60-90 day holding. pericd):

d. omitting to state that Allied, either alone or in
concert with Power, dominated and controlled the
markets for a number of the securities which it
offered for sale, including those of Art Cards,
OTC America, Star, and Genexus,

e. omitting to state to prospects that Allied had a
practice of making it difficult for customers to
liquidate their holdings to cash.

44. On or about July, 1988, Marchese directed an assistant
manager of Power's Fort Collins, Colorado branch office, to go to
Florida to teach Power's cold calling practices to the Allied
brokers who worked for Baren and Masucci. While in Florida, the
assistant manager instructed Allied's brokers to sell securities:
(i) by toutlng a minimal number of selectively positive selling
points management provided regarding the security while omitting
to prov1de material financial and other factual information
concerning the security's investment merit; (ii) by falsely
claiming to personally be following a “special situation®, and
(iii) by telling prospective customers that the recommended
security would return a specified profit within a specified
period of time.
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45. The cold calling system described above was instituted
by Masucci, Baren, Klingenberg and others, under Marchese's and
Mercaldi's supervision and control. These defendants knew, or
were reckless in not knowing, that Allied brokers were not
following "“special situations,”™ did not research stocks they
recommended to customers and that Marchese selected the stocks to
be recommended, that brokers were trained to sell securities by
omitting to disclose to customers material facts, that specific
profit predictions were being made and that Allied, either alone
or in concert with Power, dominated and controlled the market for
certain securities it offered for sale.

46. While subject to Mercaldi's supervision and control,
Masucci, Baren, Klingenberg and others implemented and directed a
cold call system in which Allied's brokers used a technique known
in the penny stock industry as an "assumed close." The "assumed
close" required the broker to call a prospective customer and
immediately begin soliciting the necessary information to open -an
account. The broker would then conclude the call by "assuming"
that the prospect had purchased a specified number of shares of
the recommended security without ever asking the customer whether
he or she wished to make the recommended purchase. The "assumed
close" operated as a fraud or deceit upon customers who did not
agree to purchase the securities which were offered and
defendants Mercaldi, Masucci, Baren and Klingenberg knew, or were
reckless in not knowing, that the practice was fraudulent.

47. While subject to Mercaldi's supervision and control,
Masucci, Baren, Klingenberg and others implemented and directed a
cold call system in which Allied's brokers used a technique known
in the penny stock industry as a "take away" close. The "take
away" close required the broker to excite a prospective customer
about a security and then falsely to tell the customer that he
could purchase only a limited number of the security when, in
fact, there was no limit on the amount of the security the broker
- had available for sale. The technique operated as a fraud or
deceit by causing the customer to make a hasty and uninformed
decision in the false belief the security was in heavy demand
and, therefore, had to be purchased immediately because of
supposedly limited availability. Mercaldi, Masucci, Baren and
Klingenberg knew, or were reckless in not knowing, that the "take
away" close was fraudulent.

C. Lack of Basis for Recommendations by Power and Allied

[Power, Allied, Marchese, Monchecourt, Behringer,
Johnscon, Noble, Bajorek, Mercaldi, Masucci, Baren,
Klingenberg]

48. Power's management typically provided brokers with
little or no relevant financial information and with sales )
scripts containing selectively positive selling peints, including
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statements which were materially false and misleading, while not ‘
including material negative information. More detailed materials »
either were not obtained by Power or were not made available to

brokers for study.

49. Allied's and Power's management typically provided
Allied's brokers with lists containing a few selectively positive
selling points and little or no relevant financial information
regarding the issuer, while not including negative information.
More detailed materials either were not obtained by Power and
Allied or were not made available to Allied's brokers for study.

50. Power and Allied management did not provide their
brokers with an adequate or reasonable basis in fact tor their
recommendations of securities and discouraged brckers from doing
any independent analysis of the recommended securities.

S1. Defendants Power, Allied, Marchese, Monchecourt,
Behringer, Johnson, Noble, Bajorek, Mercaldi, Masucci, Baren,
Klingenberg and others directed brokers to recommend securities
when they knew, or were reckless in not knowing, that the brokers
had no reasonable basis in fact for the recommendation.

D. Fraudulent Flips

[Power, Allied, Marchese, Monchecourt, Behringer, )
Johnson, Noble, Bajorek, Mercaldi, Masucci, Baren, -
Klingenberg]

52. The term "flips" refers to situations in which %okers
recommend to customers the sale of one security and the purchase
of another for the purpose of increasing commissions. Flipping
occurred when Power or Allied offered to buy a customer's
security at a premium price higher than the bid price for the
purpose of inducing the customer to sell and to purchase new
securities. Power and Allied would not quote the premium price
or execute a sale at the premium price if a customer wished only
to sell his securities for cash without purchasing another
security from Power or Allied. Power and Allied failed to
disclose the practice of offering to purchase a security at
different prices to obtain flips at the time they initially
solicited customers to invest in securities they recommended.
This constituted an omission of material information in
connection with the offer or sale of a security and accordingly
was fraudulent.

53. Marchese and Monchecourt developed and implemented the
fraudulent flipping practices. Marchese, Monchecourt, Behringer,
Johnson, Noble, Bajorek and others directed Power's brokers and
Marchese, Mercaldi, Masucci, Baren, Klingenberg and others
directed Allied's brokers to flip customers in the manner
described herein. Marchese and Mercaldi specified those

e
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securities customers should be pressed to sell and buy and the
prices at which the securities were to be bought and sold in
fraudulent flips. Marchese, Monchecourt, Behringer, Johnson,
Noble, Bajorek, Mercaldi, Masucci, Baren and Klingenberg knew, or
were reckless in not knowing, that this practice was not
disclosed to customers at the time they were initially solicited
to invest in securities recommended by Power and Allied and that

this omission was fraudulent.

E. Power and Allied Discouraged or Prevented Customers from

Liquidating Their Portfolios

[Power, "Allied, Marchese, Monchecourt, Sandberqg,
Behringer, Johnson, Noble, Bajorek, Mercaldi, Masucci,

Baren, Klingenberg]

54. Except when attempting to flip customers as described
above, Power and Allied typically kept their bid price for
securities in which they made a market below the customer's cost
of acquiring a security in order to discourage the customer from
liquidating his portfolio and requiring Power or Allied to send
cash to the customer.

55. Marchese, assisted by Monchecourt, Sandberg, Behringer,
Johnson, Noble and Bajorek at Power, discouraged or refused to
execute "net sell orders" in which a customer's sell order was
for a greater dollar amount than his buy order, and "naked sell
orders" in which a customer sold without buying other securities.
The effect of a net sell or naked sell order, if executed, was to
create a cash balance in the customer's account which the
customer might attempt to withdraw. Net sells and naked sells
were discouraged in order to make it difficult for customers to

withdraw cash from their accounts.

56. Marchese, assisted by Monchecourt, Sandberg, Behringer,
Johnson, Noble, Bajorek and others at Power, and Marchese and
Mercaldi, assisted by Masucci, Baren, Klingenberg and others at
Allied, enforced practices discouraging or preventing customer
liquidation of accounts by requiring brokers to replace any
customer cash withdrawals from Power or Allied with new
investments by other customers in equal or greater amounts. 1In
general, brokers were expected to replace any cash withdrawals
plus 10 to 20 percent in additional cash.

57. The practices discouraging or preventing liquidation of
customer accounts were not disclosed to customers when they
purchased securities from Power or Allied. Failure to disclose
these practices was an omission of material facts in connection
with the purchase or sale of securities. Marchese, Monchecourt,
Sandberg, Behringer, Johnson, Noble, Bajorek, Mercaldi, Masucci,

Baren and Klingenberg knew, or were reckless in not knowing, that

the omission to disclose these practices was fraudulent.
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F. Recommending, Purchasing and Selling the Same Security (A,
at Different Prices

[Power, Allied, Marchese, Monchecourt, Masucci,
Mercaldi]

58. Power on at least two occasions in 1988, one of which
involved the securities of Westwind and one of which involved the
securities of Star, caused brokers at one or more of its branch
offices to recommend to customers the sale of a security at one
price while brokers at a different office or offices were at
substantially the same time recommending to customers the
purchase of the same security at a higher price. Failure to
disclose to sellers and purchasers that Power was recommending
sale of the security to some customers while recommending its
purchase to others at a higher price was a material omission and
constituted a device, scheme or artifice to defraud.

59. In or about May, 1988, during which time Power had
direct or indirect control over Allied, or Power and Allied were
under the direct or indirect common control of Marchese, Marchese
directed brokers at one or more of Power's branch offices to
solicit customers to sell OTC America stock at $.20 per share and
purchase Art Cards stock at $.34 per share, while at
substantially the same time he directed Allied to solicit -
customers to sell Art Cards stock at $1.70 per unit ($.17 per ‘z:
share) and purchzfe OTC America stock at $.25 per share.

60. “eince Power and Allied were under common control, the
failure to disclose to sellers and purchasers that Power and
Allied, as affiliated entities, were recommending the sale of OTC
America and Art Cards stock to some customers while recommending
the purchase of these securities to others at a higher price was
a material omission and constituted a device, scheme or artifice

to defraud.

61. Marchese, Monchecourt, Allied, Mercaldi and Masucci
knew, or were reckless in not knowing, that Power was engaged in
the substantially simultaneous solicitation of the purchase and
sale of the same security at different prices at different Power
branch offices, or between Power and Allied offices, that this
information was material and was not disclosed to customers and
that the practice constituted a device, scheme or artifice to

defraud.

G. False and Misleading Statements in Connection
With the Offer or Sale of Star Securities

[Power, Marchese, Monchecourt]
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62. Power caused its brokers to use scripts that made
materially false and misleading statements and omitted to state
material facts to prospective customers in connection with the
sale of Star securities. The scripts, among other things:

(i) .

(ii).

(iii).

(iv).

(v).

(vi).

falsely stated that Star's razor product was
"biodegradable" when in fact the razor was
made out of plastic which would not decompose
and was not biodegradable;

falsely stated that Star was negotiating the
sale of razor products with the U.S.
military, airlines and with the manufacturer
of L'eggs pantyhose when in fact Star was
never involved in negotiations with the U.S.
military, airlines or the manufacturer of
L'eggs pantyhose;

falsely stated that Star had zero liabilities
when in fact Star had significant
liabilities, including major outstanding
obligations to the purported licensor of its
primary product;

falsely stated that Star had $225,000 in cash
when in fact the company did not have
$225,000 in cash much of the time Power was
selling Star securities to its customers;

falsely stated that Star had "55 million
shares total outstanding -- 20 million
trading" when in fact Star had 170 million to
500 million shares outstanding at the time
the false statements were made, and;

failed to disclose a legal challenge to
Star's right to market its principal product,
the Matchbox razor, which challenge was known
to Power by at least April 1988, and even
earlier to Star's controlling sharehoclder,
Fong, and which resulted in an arbitrator's
decision which effectively invalidated Star's
right to market the Matchbox razor.

63. Marchese and Monchecourt directed and controlled brokers
who employed the Star scripts containing the false and misleading
statements of material fact and omissions of material fact and
" knew, or were reckless in not knowing, that the statements were
materially false and misleading and that the omissions were

material.
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H. False and Misleading Statements in Connection

With the Offer or Sale of Art Cards Securities

[Power, Marchese, Monchecouirt]

64. Power caused its brokers to use scripts that made
materially false and misleading statements to prospective
customers in connection with the offer or sale of Art Cards

securities.

a.

The scripts, among other things:

falsely stated that the management of Art Cards
had been involved in two other greeting card
companies, one of which was acquired by Hallmark
Cards, Inc. and the other of which was bought by
American Greetings Corporation, when in fact the
founder of Art Cards and its only manager, Richard
Miller, had never worked for another greeting
cards company, had not dealt with American
Greetings and had only brief contact with Hallmark
about the possibility of licensing it to
distribute a line of Art Card's products, which
did not result in any licenses; .

‘falsely stated that two well known figures in

entertainment and the arts, Yoko Ono and Peter
Max, had agreed to become spokespersons for Art
Cards and that they had been on network and cable
television (including FNN, MTV and the Larry King
"Live" show on CNN) to promote Art Cards, when in
fact neither Yoko Ono nor Peter Max agreed to
become spokespersons or did any promotional work
for Art Cards, and;

falsely stated that Peter Max was a licensor of
Art Cards when in fact Peter Max was not a
licensor of Art Cards.

65. Marchese and Monchecourt directed and controlled Power
brokers who employed the Art Cards scripts containing the false
and misleading statements of material fact, and knew, or were
reckless in not knowing, that the statements were materially
false and misleading.

I. False and Misleading Statements in Connection
With the Offer or Sale of Genexus Securities

[ Power, Marchése, Monchecourt]

66. Power caused its brokers to use scripts that made
materially false and misleading statements to prospective
customers in connection with the offer or sale of Genexus

securities.

The scripts, among other things:
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a. falsely presented Genexus as a large, global
leader in its field when in fact it was a startup

company;

b. falsely stated that Genexus had its first pilot
program at Oak Ridge, Tennessee purchased by
Martin-Marietta Corporation, when in fact Genexus
was a consultant to Martin Marietta Corporation;

c. falsely stated that Genexus was so successful that
the U.S. Commerce Department and the National
Science Foundation referred all business incubator
inquiries to Genexus, when in fact neither of
these organizations referred all business
incubator inquiries to Genexus, and;

d. falsely stated that inquiries from persons seeking
support from Genexus for new technologies were so
numerous that Genexus established a non-profit
organization to handle them, when in fact Genexus
was able to handle the number of inquiries it
received and had not established any non-profit
organization to handle inquiries.

67. Marchese and Monchecourt directed and controlled Power
brokers who employed the Genexus scripts containing the false and
misleading statements of material fact and knew, or were reckless
in not knowing, that the statements were materially false and

misleading.

J. False and Misleading Statements in Connection
With the Offer or Sale of Westwind Securities

[Power, Marchese, Monchecourt]

68. Power caused its brokers to use scripts that made
materially false and misleading statements to prospective
customers in connection with the offer or sale of Westwind
securities. The scripts, among other things:

a. falsely stated that through preselling its films
Westwind "know([s] what kind of profits they'll
have before the films are made," when in fact
Westwind was not certain of its profits through
preselling;

b. falsely stated that "([h]orror films are big
sellers worldwide and Westwind Productions puts a
heavy emphasis on this", when in fact Westwind did
not. make horror films.
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69. Marchese and Monchecourt directed and controlled Power
brokers who employed the Westwind scripts containing the false

and misleading statements of material fact and knew, or were
reckless in not knowing, that the statements were materially

false and misleading.

70. By reason of the acts and practices alleged herein in
the First Cause of Action, from on or about November, 1987,
through at least August, 1988, as part of the overall fraudulent
scheme, Power, Allied, Marchese, Monchecourt, Sandberg,
Behringer, Johnson, Noble, Bajorek, Mercaldi, Masucci, Baren and
Klingenberg singly and in concert, in the offer or sale of
securities, by the use of means or instruments of transportation
or communication in interstate commerce, means or
instrumentalities of interstate commerce, or by the use of the
mails, directly or indirectly: (a) employed devices, schemes, or
artifices to defraud; (b) obtained money or property by means of
untrue statements of material facts or omissions to state
material facts necessary in order to make statements made, in the
light of the circumstances under which they were made, not
misleading; (c) made untrue statements of material fact or
omitted to state a material fact necessary in order to make the
statements made, in the light of the circumstances under which
they were made, not misleading; or (d) engaged in transactions, s
practices, or courses of business which operated or would operate
as a fraud or deceit upon purchasers of securities.

71. By reason of the acts or practices alleged herein in the
First Cause of Action, from on or about November, 1987, through
at least August, 1988, as part of the overall fraudulent scheme,
Power and Allied, aided and abetted by Marchese, Monchecourt,
Sandberyg, Behringer, Johnson, Noble, Bajorek, Mercaldi, Masucci,
Baren and Klingenberg, directly or indirectly, made use of the
mails or means or instrumentalities of interstate commerce to
effect transactions in, or induce or attempt to induce the
purchase or sale of securities by means of manipulative,
deceptive, or other fraudulent devices or contrivances.

72. By reason of the foregoing acts, practices, and courses
of business, Power, Allied, Marchese, Monchecourt, Sandberg,
Behringer, Johnson, Noble, Bajorek, Mercaldi, Masucci, Baren and
Klingenberg violated Section 17 (a) of the Securities Act [15
U.S5.C. §77q(a)] and Section 10(b) of the Exchange Act [15 U.S.C.
§78j3(b)] and Rule 10b-5 [17 C.F.R. §240.10b-5] thereunder.

73. By reason of the foregoing acts, practices and courses

of business, Power and Allied violated Section 15(c) of the

Exchange Act [15 U.S.C. §780(c)] and Rule 15cl-2 thereunder [17
C.F.R. §240C.15c1l-2].

Lo,
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74. By reason of the foregoing acts, practices, and courses
of business, Marchese, Monchecourt, Sandberg, Behringer, Johnson,
Noble, Bajorek, Mercaldi, Masucci, Baren and Klingenberg aided
and abetted Power's and Allied's violations of Section 15(c) of

the Exchange Act.
SECOND CAUSE OF ACTION:

SECRET CONTROL OF ALLIED BY POWER AND MARCHESE

Power and Marchese Failed to Disclose a
Secret Relationship With Allied in Violation
of Section 15(b) of the Exchange Act [15
U.S.C. §780(b)], Rule 15b3-1(b)[17 C.F.R.

§240.15b3-1(b)] and Form BD [17 C.F.R. §249.501]

75. Paragraphs 1 through 74 are realleged and incorporated
herein by reference.

76. From on or about March, 1988 through at least August,
1988, as part of the overall fraudulent scheme, Power and Allied
maintained a secret working relationship which Power and
Marchese, aided and abetted by Toni Allen, failed to disclose in
amendments to Items 8 and 9 of Power's Form BD [17 C.F.R.
§249.501] as required by Section 15(b) of the Exchange Act [17
C.F.R. §780(b)] and Rule 15b3-1(b) [17 C.F.R. §240.15b3-1(b)]

thereunder.

77. In or about late 1987 or early 1988, Power acquired
direct or indirect control over Allied, or Allied and Power came
under the direct or indirect common control of Marchese
(hereinafter called the "control relationship"). Power and
Marchese were required to disclose such control under Item 9 of

Form BD.

78. In or about December, 1987, Marchese and Freedman, then
Allied's owner, agreed that Marchese would, directly or
indirectly, purchase Allied for $680,000. A purchase agreement
was entered into between Freedman and Allen on or about February
25, 1988 (the "Allied Purchase Agreement"), under which Allen
agreed to purchase Freedman's shares of Allied, which were then
over 96 percent of the outstanding shares, for $680,000. Allen
acted as the undisclosed nominee of Marchese to aid and abet
Marchese's failure to disclose his common control of Power and
Allied.

79. At Marchese's request, Allen gave Freedman a check for
$10,000 from a partnership in which she and Marchese were the
only partners as a down payment for the purchase of Allied. The
purchase agreement provided, among other things, that an escrow
would be funded with the remaining $670,000 of the purchase
price. The escrow never was funded. Instead, in May 1988,
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pursuant to an agreement between Mercaldi and Freedman, Allied {r“
redeemed Freedman's shares of Allied stock for $670,000 paid from -
Allied's capital account. The amount paid Freedman equalled the

amount due Freedman under the purchase agreement between Freedman

and Allen. Allied obtained all or most of the funds to purchase
Freedman's stock in the company through a series of securities

sales to Power in April and early May 1988. On at least one

occasion, Power paid Allied approximately 20 percent more for a

security than Power was charging its customers for the same

security.

80. Mercaldi was the only shareholder of Allied other than
Freedman in May 1988. The effect of the redemption was to make
Mercaldi the sole shareholder of Allied.

81. Subsequent to May 1988, Marchese stated that he had
"made" Allied, that he was its "controlling person", and that he
was the one that had "pumped" the money into Allied and provided
Allied with its profits and net capital. Subsequent to May 1988,
Mercaldi stated that he owed Marchese between $600,000 and
$800,000, or approximately the amount needed by Allied to redeem
Freedman's stock for $670,000.

82. Power and Marchese exercised actual control and
direction over Allied. Marchese directly or indirectly provided
financing to defendant Masucci to enable Masucci and his partner,
defendant Baren, to open an Allied franchised branch office.
Marchese caused Power to provide Allied customer lists and leads
obtained from Power advertising campaigns. Marchese met with and
informed prospective Allied franchisees early in 1988 that Allied
and Power would be coordinating the marketing of the same
securities. Marchese also instructed Allied's Florida managers
as to the securities they should sell, the prices they should
charge and when and under what terms the securities would be
repurchased from Allied's customers. Marchese also implemented
at Allied some or all of the high pressure, fraudulent sales
practices employed at Power, such as flips and requiring brokers
to replace 120 percent of all cash liquidations by their
customers.

83. By reason of the foregoing acts, practices, and courses
of business, Power and Marchese violated Section 15(b) of the
Exchange Act, Rule 15b3-1(b) thereunder, and Form BD.

e
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THIRD CAUSE OF ACTION:
ALLTED FATIURE TO DISCLOSE CONTROIL BY POWER AND MARCHESE

*

Allied, Freedman and Mercaldi's Failure to
Disclose a Secret Relationship in Violation
of Section 15(b) of the Exchange Act, Rule
15b3-1(b) Thereunder and Form BD

84. Paragraphs 1 through 83 are realleged and incorporated
herein by reference.

85. From on or about March 1988 through at least May 1988,
Allied and Freedman, and from on or about May 1988 through at
least December 1988, Allied and Mercaldi, failed promptly to
disclose the control over Allied exercised by Power and Marchese,
the financing provided to Allied by Power through purchases of
securities at above-market prices and leads provided to Allied by
Power in amendments to Items 6A, 6B and 9 of Allied’'s Form BD
application as required by Section 15(b) of the Exchange Act and
Rule 15b3-1(b).

86. By reason of the foregoing acts, practices, and courses
of business, Allied, Freedman and Mercaldi violated Section 15(b)
of the Exchange Act, Rule 15b3-1(b) thereunder and Form BD.

FOURTH CAUSE OF ACTION:
MANJTPULATION OF THE MARKET FOR STAR SECURITIES

Power, Allied, Marchese, Freedman, Fong and
Pignatiello Manipulated the Market for Star
Publications Securities in Violation of
Section 17(a) of the Securities Act, Section
10(b) and 15(c) of the Securities Exchange
Act and Rules 10b-5 and 15cl-2 Thereunder

87. Paragraphs 1 through 86 are realleged and incorporated
herein by reference. '

A. Origins of the Star Scheme

88. From on or about November 1987 through at least August
1988, defendants Power, Allied, Marchese, Freedman, Pignatiello
and Fong engaged in a scheme ("the Star scheme") to manipulate
tpe.market for Star securities by, among other things, secretly
limiting the freely tradeable supply of Star securities, secretly
agreeing to supply Power with Star securities to sell, securing
domination and control over the market for Star securities in
order to.artificially control supply, demand and the prices of
$tar securities, disseminating false information to prospective
investors and by failing to disclose material nonpublic negative
information concerning Star's principal products.
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89. Star was incorporated in 1985 with startup assistance
provided by Fong. Star issued 116.5 million shares of
unregistered stock (the "Rule 144" shares) to a group of
approximately 30 investors during the period November, 1985
through September, 1986. Pursuant to Securities Act Rule 144 [17
C.F.R. §230.144), the Rule 144 stock was subject to certain
restrictions, including a prohibition on public sale for at least

two years.

90. The 116.5 million Rule 144 shares included 54.5 million
shares issued to Star's management in exchange for services;
20.33 million shares issued to Fong and affiliated entities; and
41.17 million shares issued to approximately 30 other investors,
most of whom were recruited as purchasers by Fong.

91. Fong assisted Star in raising capital through an initial
public offering in April, 1987. Each of 53.42 million units sold
to the public for $.01 consisted of one share of common stock and
one warrant to purchase a share of common stock at $0.02.

92. From May through October of 1987, Fong and persons or
entities under his control purchased sufficient Star securities
such that, combined with the Star securities he or entities under
his control previously purchased, Fong controlled a majority of
the voting securities of Star.

93. Fong caused Equitex to purchase 40.5 million shares of
Rule 144 stock from Star's management on or about September 29,
1987. This purchase reimposed the restrictions of Rule 144,
effectively keeping the 40.5 million shares out of the public
stock markets until September 1989 at the earliest. The
remaining 14 million shares held by Star's management were placed
in a trust account as part of a settlement of litigation between
Star's president and Fong, under conditions that prevented them
from being sold until at least late summer 1988. Accordingly,
Fong's actions in September, 1987 ensured that 54.5 million of
the 116.5 million shares of Star Rule 144 stock would not be
traded for one year or more.

94. In early November 1987, Fong, Freedman, who was
president of Allied, and Pignatiello, who was retained as a
consultant by Inner Vision, met to discuss a possible merger of
Inner Vision with Star. Fong sought assurances that Allied would
make a market in Star securities after the merger. Freedman was
willing to have Allied be a market maker in Star securities, but
was concerned that Rule 144 stock which Fong did not own or
control was about to become freely tradeable. Freedman was
afraid that this would cause the market price for Star securities
to decline and make it difficult to obtain exercise of the
warrants. Freedman made it clear to Fong that Allied would not
make a market in Star securities unless Fong obtained commitments
from the holders of the Rule 144 stock not to sell their stock
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even after the two year holding period expired. Such commitments
are sometimes called lockups. Fong agreed to obtain lockups.

95. Fong succeeded in locking up a majority of the
restricted shares. The lockups were never disclosed to aAllied's

or Power's customers, or to the public.

96. During the first week of November 1987, at the same time
Freedman and Pignatiello were negotiating the Star/Inner Vision
merger with Fong, Freedman contacted Marchese at Power to solicit
Power's participation as a market maker in Star. Freedman wanted
Power's sales force to help sell Star securities. Freedman and
Pignatiello met with Marchese and Monchecourt prior to November
6, 1987. Freedman told Marchess that he was in the process of
negotiating a letter of intent for a Star/Inner Vision merger.
Marchese agreed that if a letter of intent was signed Power would

become a market maker in Star securities.

97. Marchese also agreed to purchase, at Allied's cost,
half of any Star securities acquired by Allied, so that Power
would have an inventory of Star securities for sale. Marchese
wanted to buy through Allied to avoid alerting the market to
Power's interest in Star, which might drive up the price of the
securities before Power could acquire the desired inventory.

98. On or about Friday, November 6, 1987, Power and Allied
began acquiring Star securities to be retalled in connection with
the Star Scheme. In the week of November 9, 1987, Allied began
selling Star securities to customers pursuant to the fraudulent
Star scheme. 1In the week of November 16, 1987, Power began
selling Star securities to customers pursuant to the fraudulent

Star scheme.

99. By the end of November, 1987, Power and Allied jointly
<controlled over 60 percent of the freely tradeable Star stock
through their inventory and in customer accounts. From December,
1987 through August, 1988, Power and Allied 301ntly dominated and
controlled the market for Star common stock, holding between 70
percent and 80 percent of the freely tradeable stock in their
inventory and customer accounts. During the period March, 1988
through August, 1988, Power and Allied jointly dominated and
controlled between 70 percent and 90 percent of the freely
tradeable Star warrants in their inventory and customer accounts.
This domination and control, and the fact that it enabled Power
and Allied to charge excessive markups, was not disclosed to
Power's or Allied's customers, an omission that was material.



B. False Statements in the Business Plan <
[Pignatiello]

100. In or about October, 1987, Pignatiello materially
altered a written business plan prepared by Darder and disclosed
to Pignatiello in confidence. Pignatiello created a document he
titled Innervision Inc., Condensed Business and Marketing Plan
{"the condensed plan"). In preparing the condensed plan,
Pignatiello knowingly or recklessly added untrue statements of
material fact, or altered information provided by Darder such
that it contained untrue statements of material fact, including

the following:

(i) The condensed plan claimed that "Matchbox will be
launched by January, 1988." 1In fact, by November
1987, Inner Vision projected product introduction
in December 1988, assuming the merger with Star
was completed by December 1987 and the warrants
were exercised within 60-90 days thereafter:

(ii) The condensed plan stated that Inner Vision "has
identified the Italian manufacturing [sic] to be
the most cost effective, since that company is

owned by the inventor."™ 1In fact, no manufacturer _
for U.s. distribution of the Matchbox razor had Y A
been identified; -

(iii) The condensed plan stated that "the inventor [of
the razors] will become a shareholder of the
company" and that the inventor "is a shareholder
in the Company.” 1In fact, Darder was not the
inventor and at all times relevant hereto was the
sole shareholder of Inner Vision, and Pignatiello
had no reasonable basis in fact for believing that
the inventor of the razors would become a
shareholder of Star:; and

(iv) The condensed plan described Inner Vision as a
"wholly owned subsidiary of Star Publications,
Inc." when the companies only had signed a letter
of intent to merge. Inner Vision did not become a
wholly-owned subsidiary of Star until May, 1988,
by which time Inner Vision's license to distribute
the razors was under legal challenge.

101. Pignatiello provided copies of the condensed plan to
various securities brokers, including brokers at Power and
Allied, for the purpose of selling Star securities.

102. Pignatiello knaw, or was reckless in not knowing, that
the business plan distributed to Power and Allied brokers
contained false and misleading statements of material fact.

L%
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C. False Statements In A Magazine

(Pignatiello, Allied, Freedman, Power,
Marchese]

103. Speculator Magazine ("Speculator") is a publication for

brokers and investors containing articles and advertisements
promoting low-priced and penny stocks. In December, 1987, the
publisher of Speculator met with Pignatiello and Freedman to
discuss Star securities. Freedman and Pignatiello wanted to
promote Star's securities through the press.

104. In January 1988, Pignatiello substantially caused
Speculator to publish an article about Star containing false and
misleading statements of material fact provided by Pignatiello.
These statements included:

(1i). that "[t]he company expects to introduce its
Matchbox razors in the United States in March
- [1988]" when there was no basis for such a claim;

(ii) that Inner Vision "has contracted" with a major
distributor when there was no such contract;

(iii) that the distributor Inner Vision had supposedly
contracted with would make "the product available
to approximately 30,000 ... stores in New York
State" when there was no proposal to make the
product available to 30,000 stores in New York
State; and

(iv) that Matchbox has been shown to the military
"which is considering issuing camouflaged versions
of Matchbox razors to GIs" when the product had
not been shown to the military and the military
had expressed no interest in it.

105. On or about March 18, 1988, Pignatiello sent Marchese
multiple copies of the Speculator article. Marchese distributed
copies of the article to Power's brokers who used it as a source
of information for the purpose of selling Star's securities to
customers. Marchese knew, or was reckless in not knowing, that
the article contained false or misleading statements of material
fact concerning Star. '

106. Allied used the Speculator article as a source of
information to be provided to customers to induce them to invest
in Star's securities. Allied brokers were provided with copies
of the article and instructed to send copies to customers who
appezared interested in Star securities.
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107. Pignatiello, Allied, Fresdman, Power and Marchese knew, (“.

or were reckless in not knowing, that the Speculator article
contained false and misleading statements of material fact.

D. Manipulative Star Trading

[Power, Allied, Freedman, Fong and Pignatiello]

108. During the period November, 1987 through August, 1988,
Power and Allied sold millions of shares of Star common stock to
customers at escalating prices. During the period March, 1988
through August, 1988, Power and Allied sold millions of Star
warrants at escalating prices.

109. On or about December 17, 1987, Power sold 2 million
shares of Star common stock to customers at a price of 20 cents,
per share and ended the day on December 17, 1987 with its
inventory account having a short position of over 7 million
shares. On or about December 18, 1987, Power solicited 3.5
million shares of Star common stock at 11-12 cents per share from
its customers to fill the buy orders solicited the previous day.
Power did not disclose to customers that it was substantially
simultaneously soliciting both purchases and sales of Star common
stock at substantially different prices. Such information was
material. o

110. On or about June 13, 1988, Allied through solicited ,(:j
transactions repurchased a large quantity of Star common stock '
from customers in various offices other than its Wellington,

Florida office, acquiring approximately 3.7 million shares at 13¢-
per share in a single day. This repurchase coincided with a
sales campaign by Allied's Wellington office which, on or about
June 15, 1988, sold over 6.7 million shares of Star to customers
at 14.5¢ per share. These purchase orders -were filled through
Allied's transfer of a 7.2 million share block from its inventory
to its Wellington office on June 16, 1988. Allied did not
disclose to customers that it was substantially simultaneously
soliciting both purchases and sales of the same stock at
substantially different prices. Such information was material.

111. From on or about November 1987 through at least August
1988, defendant Fong, as part of the Star scheme, caused millions
of Star securities to be sold for his own account and on behalf
of nominal defendants Equitex and Carolyn Fong. These sales
resulted in illegal profits in excess of $400,000.

112. Equitex and Caroclyn Fong hold all or portions of the
funds realized from defendant Fong's above described sales of
.Star securities as constructive trustees.

113. Equitex and Carolyn Fong obtained and have an interest
in all or portions of the funds described in paragraph 111 above {
under circumstances in which it is not just, equitable or s

26



conscionable for them to retain the funds. Equitex and Carolyn

Fong obtained the funds at the expense of defraudad investors in
Star. As a resylt, Equitex and Carolyn Fong have been unjustly

enriched in an amount to be determined at trial.

114. From on or about January 1988 through at least
Septembker 1988, defendant Pignatiello, as part of the Star
scheme, caused millions of Star securities to be sold on behalf
of nominal defendants Constance Pignatiello, Jovijucec and
Redfern. These sales resulted in illegal profits in excess of

$200,000.

115. Constance Pignatiello, Jovijuco and Donald Redfern hold
all or portions of the funds realized from defendant
Pignatiello's above described sales of Star securities as
constructive trustees.

116. Constance Pignatiello, Jovijuco and Redfern obtained
and have an interest in all or portions of the funds described in
paragraph 114 above under circumstances in which it is not just,
equitable or conscionable for them to retain the funds.
Constance Pignatiello, Jovijuco and Redern obtained the funds at
the expense of defrauded investors in Star. As a result,
Constance Pignatiello, Jovijuco and Redfern have been unjustly
enriched in an amount to be determined at trial.

117. By virtue of the Star Scheme, Power realized at least
approximately $5,181,233 in unlawful profits.

118. By virtue of the Star scheme, Allied realized at least
approximately $2,957,164 in unlawful profits.

119. By virtue of their participation in the Star scheme,
defendants Power, Allied, Marchese, Freedman, Fong and
Pignatiello, singly and in concert, knowingly or recklessly, in
the offer or sale of securities, by the use of means of
transportation or communication in interstate commerce, by the
.use of means or instrumentalities of interstate commerce ox by
the use of the mails, (a) employed devices, schemes, or artifices
to defraud; (b) obtained money or property by means of untrue
statements of material fact or omissions to state material facts
necessary in order to make the statements made, in the light of
the circumstances under which they were made, not misleading, (¢)
made untrue statements of material fact or omitted to state
material facts necessary in order to make the statements made, in
the light of the circumstances under which thery were made, not
misleading; and (d) engaged in transactions, practices or courses
'of business which operated or would operate as a fraud or deceit
upon purchasers of Star securities.

120. By virtue of their participation in the Star scheme,
defendants Power and Allied, aided and abetted by Marchese,
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Freedman, Fong and Pignatiello, made use of the mails, or means
or instrumentalities of interstate commerce to effect
transactions in, or attempt to induce the purchase or sale of
Star securities by means of manipulative, deceptive or other
fraudulant devices or contrivances.

121. By reason of the foregoing acts, practices, and courses
of business, Power, Allied, Marchese, Freedman, Fong and
Pignatiello directly and indirectly violated Section 17(a) of the
Securities Act.

122. By reason of the foregoing acts, practices, and courses
of business, Power, Allied, Marchese, Freedman, Fong and
Pignatiello directly and indirectly violated Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder.

123. By reason of the foregoing acts, practices and courses
of business, Power and Allied, directly and indirectly, violated
Section 15(c) of the Exchange Act and Rule 15cl-2 thereunder.

124. By reason of the foregoing acts, practices and courses
of business, Marchese, Freedman, Fong and Pignatiello, directly
and indirectly, aided and abetted Power and Allied's violations
of Section 15(c) ' of the Exchange Act and Rule 15cl-2 thereunder.

FIFTH CAUSE OF ACTION:
INSTDER TRADING IN STAR SECURITIES

Power, Allied, Marchese, Freedman and
Pignatiello Engaged in Insider Trading in
Star Securities in Violation of Section

17(a) (1) of the Securities Act, Section 10(b)

of the Exchange Act and Rule 10b-5 Thereunder

125. Paragraphs 1 through 124 are realleged and incorporated
herein by reference. '

126. During the week of November 2, 1987, a series of
meetings was held between Fong, Freedman and Pignatiello
concerning plans for the proposed Star-Inner Vision merger.
Freedman attended these meetings in his capacity as a financial
adviser to Star and because he was responsible for arranging for
the exercise of the Star warrants necessary to fund Inner
Vision's business plan. Pignatiello attended the meeting in his
capacity as Darder's and Inner Vision's business adviser.

Marchese was informed of the status of negotiations and plans for

a merger by Freedman.

127. Fong, Freedman and Pignatiello knew, or were reckless
in not knowing, that the consultations, deliberations and
negotiations concerning the possible merger of Star and Inner
Vision were confidential, and that the relationships of Freedman
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to Star and of Pignatiello to Inner Vision were fiduciary or
other relationships of trust and confidence.

128. On the morning of November 6, 1987, at approximately

9:00 a.m., a meeting was held in Fong's office at Equitex with
Darder, his counsel, Pignatiello, Freedman, Fong and Fong's aide.
A letter of intent to merge Star and Inner-Vision was signed in
the mid-to-late afternoon. The letter of intent provided that
the Star-Inner Vision merger was to occur within 60 days. Public
announcement of the Star-Inner Vision letter of intent was made
on Monday, November 9, 1987, at approximately 12:01 p.m. Eastern
Standard Time.

129. Early in November 1987, Fong informed Freedman that
Dunhill Securities might have a large supply of Star securities
in inventory or in customer accounts. Freedman contacted Dunhill
during the week prior to November 6, 1987 and told Dunhill that
Allied expected to purchase approximately 20 million units of
Star in the very near future. Freedman offered a price of $0.012
per unit, to which Dunhill agreed. Freedman did not disclose to
Dunhill that Star was in merger negotiations with Inner Vision
and Dunhill had no knowledge of such negotiations.

130. On November 6, 1987 at approximately 9:19 a.m., Dunhill
received an order from Allied to purchase 18 million Star units
at $0.012 per unit. Dunhill already had contacted its customers
and determined their interest in selling their Star units to
Dunhill for $0.011 per unit. None of these customers was
informed that Star and Inner Vision were engaged in merger
negotiations. Within two hours, Dunhill had purchased 18 million
Star units from its customers, which were sold to Allied for
$0.012 per unit. This sale occurred at approximately 11:17 a.m.
on November 6, 1987.

131. The Allied order to purchase 18 million Star units from
Dunhill on November 6, 1987, was placed pursuant to Freedman's
instruction while Freedman was in possession of material,
nonpublic information that Star was negotiating a letter of
intent to merge with Inner Vision.

132. On November 6, 1987, Allied purchased 4.85 million Star
units from a group of six of its customers at prices ranging from
$0.010 to $0.011 per unit. These trades were solicited by
Allied's brokers at Freedman's direction while Freedman was in
possession of material, nonpublic information that Star was
negotiating a letter of intent to merge with Inner Vision. The
selling customers were not informed of the merger negotiations.

133. Consistent with his prior agreement with Marchese and
in furtherance of the Star scheme, Freedman caused Allied to sell
half of the block purchased from Dunhill, or 9 million shares, to
Power at $0.012 per share, the price paid by Allied. The sale to
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Power occurred on November 6, 1987 at approximately 12:35 p.m., ‘
prior to the public announcement of the letter of intent for "

Star to merge with Inner Vision.

134. Pignatiello caused certain of his affiliates to
purchase Star securities on November 6, 1987 while he was in
possession of material nconpublic information concerning the
intention to merge Star and Inner Vision. Pignatiello purchased
1 million Star units for his father-in-law, Donald Redfern, and
185,000 Star units for his wife, of which 125,000 units were
bought in an account in the name of Constance Pignatiello and
60,000 units were bought in an account in her prior married name,
Constance Wilson. All of these purchases were at $0.0135 per
unit and all of the purchases preceded the public announcement of
Star's intention to merge with Inner Vision. As discussed in 99
114-116, these securities were sold at Pignatiello's direction in
1988 and such sales resulted in unlawful profits in excess of

$200,000.

135. Allied began selling Star securities to customers on
November 9, 1987, the day the letter of intent to merge was
announced. Allied sold 1.05 million Star units to customers on
that day at prices ranging from $0.015 to $0.03 per unit. It
split up the remaining units, placing the warrants in an
inventory account and selling 11.515 million shares of common
‘stock at prices ranging from $0.02 to $0.05 per share. Allied
realized approximately $238,397.50 in unlawful profits from these

sales.

136. Power split up the 9 million Star units it purchased
from Allied on November 6, 1987, placing the warrants in an
- inventory account and selling the common stock. Power sold 9
million shares of Star common stock on November 18, 1987 for
$0.09 per share. . Power realized approximately $702,000 in
unlawful profits from these sales.

137. Prior to the public announcement by Star and Inner
Vision at approximately noon on November 9, 1987 that the
companies had executed a letter of intent to merge, all
information received by Freedman, Marchese and Pignatiello
concerning the merger negotiations and letter of intent to merge
was confidential. This confidential information was material and
was disclosed to Freedman and Pignatiello solely for their use on
behalf of Star and Inner Vision in the course of an ongeing
fiduciary or other relationship of trust and confidence with Star
and Inner Vision, and was not for use in trading stock for the
benefit of Freedman, Allied, Power or Pignatiello.

138. Pignatiello, for his direct or indirect benefit and
through misappropriation or breach of a fiduciary duty or other
relationship of trust and confidence or other wrongful acts,
directed trading in Star securities while in possession of
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material, nonpublic information relating to the proposed Star-
Inner Vision merger that he obtained in his capacity as business
adviser to Inner Vision.

139. Freedman, for his or Allied's direct or indirect
benefit and through misappropriation or breach of a fiduciary
duty or other relationship of trust and confidence or other
wrongful acts, directed trading in Star securities while in
possession of material, nonpublic information relating to the
proposed Star-Inner Vision merger that he obtained in his
capacity as a financial adviser to Star.

140. Freedman, for his or Allied's direct or indirect
benefit and through misappropriation or a breach of fiduciary
duty or other relationship of trust and confidence or other
wrongful acts, knowingly disclosed to Marchese material nonpublic
information relating to the proposed Star-Inner Vision merger
which he obtained in his capacity as a financial adviser to Star,
under circumstances in which Freedman knew or was reckless in not
knowing that Marchese or Power was likely to effect transactions

in sStar securities.

141. Marchese directed trading in Star securities while in
possession of material, nonpublic information relating to the
proposed Star-Inner Vision merger, under circumstances in which
he knew or was reckless in not knowing that such information was
confidential and had been disclosed to him by Freedman through
misappropriation or breach of fiduciary duty or other
relationship of trust and confidence or other wrongful acts.

142. By purchasing Star securities while in possession of
material, nonpublic information, Power, Allied, Freedman,
Pignatiello and Marchese knowingly or recklessly employed a
device, scheme or artifice to defraud, made untrue statements of
material fact or omitted to state material facts necessary in
order to make the statements made, in light of the circumstances
under which they were made, not misleading, or engaged in acts,
practices or course of business which operated as a fraud in
connection with purchase or sale of securities.

143. By reason of the foregoing, Power, Allied, Freedman,
Pignatiello and Marchese violated Section 10(b) of the Exchange
Act, Rule. 10b-5 thereunder and Section 17(a) (1) of the Securities
Act.
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SIXTH CAUSE OF ACTION: O
MANTPULATION OF THE MARKET FOR ART CARDS

Power, Allied, Marchese, Sandberg, Mercaldi
and Masucci Manipulated the Market for Art
Cards Securities in Violation of Section
17(a) of the Securities Act, Sections 10(b)
and 15(c) of the Securities Exchange Act and
Rules 10b-5 and 15cl-2 Thereunder

144. Paragraphs 1 through 143 are realleged and incorporated
herein by reference.

145. From on or about March 1988 through at least August
1988, defendants Power and Marchese, aided and abetted by
defendants Allied, Sandberg, Mercaldi and Masucci, engaged in a
scheme (the "Art Cards Scheme") to manipulate the market for the
securities of Art Cards by, among other things, secretly
arranging to obtain domination and control over the market for
the securities of Art Cards, disseminating false and misleading
material information to prospective investors and omitting to
give prospective investors material information.

146. In 1987, Art Cards undertook to find an underwriter for )
an initial public offering of its securities. By October 1987, : ’
Allied had agreed to be Art Cards' lead underwriter. After .
Allied failed to organize a syndicate of underwriters, Allied
chose to place the Art Cards offering with its own customers.

147. As a condition to underwriting the offering, Allied
required Art Cards to obtain lockup agreements from the holders
of at least 95 percent of restricted stock which had previously
been issued. Such lockups would extend the resale restrictions
on the stock for an additional two years. Art Cards secured such
lockups from the holders of more than 95 percent of the
previously issued restricted stock. Allied's condition that the
lockup agreements be acquired was disclosed in the prospectus
prepared in connection with the Art Cards public offering.

148. Allied sold Art Cards' initial public offering on April
27, 1988. The offering was for 2 million units at a price of
$0.50 per unit. Each unit consisted of 10 shares of common stock
and 16 warrants exercisable at a price of $0.75 for a share of
common stock. Approximately 95 percent of the offering was
placed in Allied customer accounts.

149. The float in Art Cards securities immediately after the
initial publlc offering consisted of the 2 million public
offerang A ts (including 20 million shares of common stock and

20 million warrants) and approximately 533,420 shares of
previously issued restricted common stock whose owners refused to .

enter into lockup agreements.
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150. From April 27, 1988 through May 27, 1988, Allied's
market making activities constituted almost the entire market for
Art Cards units. Allied's transactions with its customers
constituted approximately 95 percent of the trading activity of
all broker-dealers in the units. The price rose from $0.50 per
unit in the public offering to $0.95 per unit on May 19, 1988.

151. On May 20, 1988, at Marchese's direction and as part of
the Art Cards Scheme, Power commenced soliciting its customers to
purchase Art Cards common stock at $0.34 per share. Because the
units consisted of 10 shares of common stock and 10 warrants,
Power's price of $0.34 per share for the common stock implied a
price of at least $3.40 per unit (assuming the warrants are
valued at $0.00, as Power did on its books). Although Power did
not have any Art Cards securities in its inventory, it sold
approximately 5.1 million shares on May 20, 1988. On May 23 and
24, 1988, Power sold 600,000 more shares without having any Art
Cards securities in its inventory. Accordingly, it was short
approximately 5.7 million shares on May 24, 1988, equivalent to
over 25 percent of the freely tradable shares.

152. Prior to commencing its solicitation of customers to
purchase Art Cards common stock on May 20, 1988, Power and
Marchese arranged with Allied, Mercaldi and Masucci for Allied to
supply Marchese with substantially all of the 1.9 million Art
Cards units held in Allied's inventory and in customer accounts.
The Art Card units held at Allied, either as inventory or in
customer accounts, were equivalent to over 90 percent of the
freely tradeable securities of Art Cards. Thus, through a
secret, undisclosed agreement, Marchese and Power had effectively
acquired domination and control over the market for Art Cards
securities. Power's domination and control and the fact that it
allowed Power to charge excessive markups on Art Cards
securities, were not disclosed to its customers when they were
being solicited to purchase Art Cards securities.

153. On May 23, 1988, as part of the Art Cards Schene,
Marchese directed Allied to begin soliciting customers to sell
their Art Cards units back to Allied at $1.70 per unit (or $0.17
per cshare, assuming that the warrants are valued at $0.00).
Marchese's directions were implemented by Allied's management,
including Mercaldi and Masucci, among others. By May 24, 1988,
approximately 1.9 million units had been sold to Allied by its
customers, all at $1.70 per unit.

154. Pursuant to Marchese's directions, Masucci orchestrated
the solicitation of repurchases of Art Cards units in the Pompano
and Fort Lauderdale, Florida offices of Allied. Thereafter,
Masucci caused the Pompano office of Allied to purchase all of
the Art Cards units held by the Wellington office of Allied for
$1.75 per unit, thereby consolidating into the Pompano office's
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inventory 1.9 million units, or over 90 percent of the freely
tradeable Art Cards units. On May 24, 1988, pursuant to
Marchese's direction, Masucci caused the Pompano office of Allied
to sell its 1.9 million units of Art Cards to Power for $1.85 per
unit. At this time, Masucci knew or was reckless in not knowing
that Marchese and Power were engaged in unlawful activities in
connection with the purchase and sale of Art Cards securities and
that by following Marchese's directions, Masucci was rendering
substantial assistance to these unlawful activities.

155. Power's May 24, 1988 purchase of 1.9 million units of
Art Cards, which included 19 million shares of common stock and
19 million warrants, enabled it to cover its 5.7 million share
short position in Art Cards common stock and realize a profit of

$0.155 per share.

156. In a prearranged transaction which was part of the Art
Cards Scheme and which gave Power domination and control, Power
sold a control block of the common stock of OTC America, Inc. to
Allied at substantially the same time as Allied sold the control
block of Art Cards units to Power. Allied bought 19,284,415
shares of OTC America common stock (over 80 percent of the
outstanding shares) from Power. Allied solicited customers to
purchase OTC America stock before it had any such stock in its
inventory, and covered its short position with the block
purchases from Power. Defendant Sandberg executed these
transactions on behalf of Power and knew, or was reckless in not
knowing, that the block of Art Cards stock purchased by Power
from Allied gave Power domination and control over the market for
Art Cards securities and the consequent ability to charge
excessive markups thereon. The amounts owed by each firm to the
other as a result of the Art Cards and OTC America transactions
were nearly offsetting: $3,636,883 Allied owed Power for OTC
America and $3,515,000 Power owed Allied for Art Cards.

157. Mercaldi knew, or was reckless in not knowing, of the
Art Cards Scheme, knew or was reckless in not knowing that it
involved illegal activity, and provided substantial assistance to
the manipulative scheme through the facilities of Allied.

158. Sandberg rendered substantial assistance to the Art
Card's scheme by executing or supervising the execution of
Power's Art Cards trades. Sandberg knew, or was reckless in not
knowing, that Power dominated and controlled the market for Art
Cards, and knew of the disparity between Power's cost and the
prices it was charging customers. Sandberg knew, or was reckless
in not knowing, that Power was engaged in illegal activity by
‘manipulating the market for Art Cards stock, and that the stock's
Price was artificially inflated.

159. By virtue of the Art Cards Scheme, Power realized at
least approximately $2,361,865.64 in unlawful profits.
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160. By virtue of their participation in the Art cCards
scheme, Power and Marchese, aided and abetted by defendants
Sandberg, Allied, Mercaldi and Masucci, singly and in concert,
knowingly or recklessly, in the offer or sale of securities, by
the use of means or instrumentalities of interstate commerce, by
the use of means or instruments of interstate commerce or by the
use of the mails, (a) employed devices, schemes, or artifices to
defraud; (b) obtained money or property by means of untrue
statements of material fact or omissions to state material facts
necessary in order to make the statements made, in the light of
the circumstances under which they were made, not misleading; (<)
made untrue statements of material fact or omitted to state
material facts necessary to make the statements made, in the
light of the circumstances under which they were made, not
misleading; and (d) engaged in transactions, practices or courses
of business which operated or would operate as a fraud or deceit
upon purchasers of Star securities.

161. By virtue of their participation in the Art Cards
scheme, defendants Power and Marchese, aided and abetted by
defendants Sandberg, Allied, Mercaldi and Masucci, made use of
the mails, or means or instrumentalities of interstate commerce
to effect transactions in, or attempt to induce the purchase or
sale of Star securities by means of manipulative, deceptive or
other fraudulent devices or contrivances.

162. By reason of the foregoing acts, practices, and courses
of business, Power and Marchese violated Section 17(a) of the

Securities Act.

163. By reason of the foregoing acts, practices, and courses
of business, Allied, Sandberg, Mercaldi and Masucci aided and
abetted Power's and Marchese's violations of Section 17(a) of the

Securities Act.

164. By reason of the foregoing acts, practices, and courses
of business, Power and Marchese violated Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder.

165. By reason of the foregoing acts, practices and courses
of business, Allied, Sandberg, Mercaldi and Masucci aided and
abetted Power's and Marchese's violations of Section.10(b) of the
Exchange Act and Rule 10b-5 thereunder.

166. By reason of the foregoing acts, practices and courses
of business, Power violated Section 15(c) of the Exchange Act and

‘Rule 15cl-2 thereunder.

167. By reason of the foregoing acts, practices, and courses
of business, Marchese, Allied, Sandberg, Mercaldi and Masucci
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aided and abetted Power's violations of Section 15(c) of the €'
Exchange Act and Rule 15cl-2 thereunder. -

SEVENTH CAUSE OF ACTION:
UNDISCIOSED EXCESSIVE MARKUPS

Power and Allied Imposed Undisclosed
Excessive Mark-ups in Violation of Section
17(a) of the Securities Act, Section 10(b)
and 15(c) of the Securities Exchange Act and
Rules 10b-5 and 15cl-2 Thereunder

[Power, Allied, Marchese, Sandberg, Mercaldi, Posey]

168. Paragraphs 1 through 167 are realleged and incorporated
herein by reference.

169. Sandberg, Power's head trader, directed activities in
the trading room, including the execution of interdealer and
customer trades and the monitoring of trading activity for
excessive markups. Sandberg kept Marchese informed of market
conditions in securities Power was selling to customers, and was
under Marchese's control and supervision. Marchese and Sandberg
determined the prices to be charged Power's customers for

securities.
170. Posey, Allied's head trader, was responsible for the C

execution of customer trades, was engaged in certain interdealer
trades and was responsible for monitoring trading activity to
detect excessive markups. Posey kept Mercaldi informed of market
conditions in securities Allied was selling to customers, and was
generally under Mercaldi's control and supervision. Marchese,
.Mercaldi and Posey determined the prices to be charged for
Allied's sales of securities.

171. During the period June 28 through August 31, 1988, when
Power dominated and controlled the market for AST Group
securities, Power charged its customers undisclosed, excessive
markups of over 10 percent on approximately 3,935 transactions in
AST Group securities, realizing at least $6,168,096 in unlawful

profits.

172. During the periods March 14 through April 30, 1988 and
June 6 through June 24, 1988, when Power together with Allied
dominated and controlled the market for Star Publications
warrants, Power charged its customers undisclosed, excessive
markups of over 10 percent on approximately 1,193 transactions in
Star warrants, realizing at least $1,232,959 in unlawful profits.

173. During the periods March 14 through April 30, 1988 and
June 6 through June 24, 1988, when Power together with Allied .
dominated and controlled the market for Star Publications common (~
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stock, Power charged its customers undisclosed, excessive markups
of over 10 percent on approximately 339 transactions in Star
common stock, realizing at least $166,627 in unlawful profits.

174. During the period March 7 through March 31, 1988, when
Power dominated and controlled the market for Westwind Group
securities, Power charged its customers undisclosed, excessive
markups of over 10 percent on approximately 1,370 transactions in
Westwind securities, realizing at least $750,043 in unlawful
profits.

175. During the period May 23 through July 8, 1988, when
Power together with Allied dominated and controlled the market
for Genexus International securities, Power charged its customers
undisclosed, excessive markups of over 10 percent on
approximately 964 transactions in Genexus securities, realizing
at least $393,870 in unlawful profits.

176. During the period May 12 through June 10, 1988, when
Power together with Allied dominated and controlled the market
for OTC America securities, Allied charged its customers
undisclosed, excessive markups of over 10 percent on
approximately 654 transactions in OTC America securities,
realizing at least $399,738 in unlawful profits.

177. During the period March 14 through April 30, 1988 and
June 6 through June 24, 1988, when Power together with Allied
dominated and controlled the market for Star Publications
warrants, Allied charged its customers undisclosed, excessive
markups of over 10 percent on approximately 520 transactions in
Star warrants, realizing at least $209,986 in unlawful profits.

178. During the period March 14 through April 30, 1988 and
June 6 through June 24, 1988, when Power together with Allied
dominated and controlled the market for Star Publications common
stock, Allied charged its customers undisclosed, excessive
markups of over 10 percent on.approximately 27 transactions in
Star common stock, realizing at least $16,736 in unlawful
profits.

179. During the period June 15 through July 8, 1988, when
Power together with Allied dominated and controlled the market
for Genexus Internatiocnal securities, Allied charged its
customers undisclosed, excessive markups of over 10 percent on
approximately 319 transactlons in Genexus securltles, realizing
at least $140,360 in unlawful profits. A

qd courses
T~ and

180. By reason of the foregoing acts, prac%ic§§
of business, Power, Marchese, Sandberg, Allied, Merca
Posey violated Section 17(a) of the Securities Act.
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181. By reason of the foregoing acts, practices and courses ( :
of business, Power, Marchese, Sandberg, Allied, Mercaldi and w
Posey violated Section 10(b) of the Exchange Act and Rule 10b-5

thereunder.

182. By reason of the foregoing acts, practices and courses
of business, Power and Allied violated Section 15(c) (1) of the
Exchange Act and Rule 15¢l1-2 thereunder.

183. By reason of the foregoing acts, practices and courses
of business, Marchese, Sandberyg, Mercaldi and Posey aided and
abetted Power's and Allied's violations of Section 15(c) (1) and

Rule 15c1~-2 thereunder.

EIGHTH CAUSE OF ACTION:
FONG'S VIOLATIONS OF THE INVESTMENT COMPANY ACT

Fong Violated Sections 57(a) (1) and 57(a) (4)
of the Investment Company Act [15 U.S.C. §§
80a-57(a) (1) and 80a-~57(a)(4)] and Rule 17d4-1
Thereunder {17 C.F.R. §270.174-1]

184. Paragraphs 1 through 183 are realleged and incorporated
herein by reference.

185. Sections 57(a) (1) and 57(a) (4) of the Investment i
Company Act [15 U.S.C. §§80a-57(a)(1). and 80a-57(a)(4)] and Rule L,
17d-1 promulgated under the Investment Company Act [17 C.F.R. §
270.17d-1] include certain provisions intended to protect

investors in the securities of business development companies

("BDCs") such as Equitex from potential conflicts of interest by
prohibiting certain transactions of principals with or involving

BDCs. Transactions otherwise prohibited by these provisions are
permissible if the Commission issues an exemption order or

otherwise approves the activity as provided by statute.

186. In 1986 and 1987, Fong and an affiliate under his
control engaged in certain transactions with or involving Equitex
in violation of Sections 57(a) (1) and 57(a) (4) of the Investment
Company Act and Rule 17d-1 thereunder.

187. On or about January, 1986, Fong purchased 8 million
shares of Star Rule 144 stock for .0005¢ per share. .On or about
October, 1986, Fong sold to Equitex the 8 million shares of Star
Rule 144 stock. At the time of these transactions, Equitex was a

business development company for purposes of the Investment
Company Act and Fong was a director and the president of Equitex.

188. These transactions were subject to the proscriptions of
Section 57 (a) (4) of the Investment Company Act and neither'Fong
nor Equitex filed an application for or received a Commission

RO
'

38



order exempting the sale of Star Rule 144 stock to Equitex from
those proscriptions.

-

189. Fong, during the period May, 1987 through October,
1987, directed the purchase of over 50 million Star securities
through his personal brokerage accounts, accounts maintained in
his wife's name and in Equitex's accounts. Although these
transactions were subject to the proscriptions of Rule 17d-1 of
the Investment Company Act, Fong did not apply for or receive
approval from the Commission pursuant to Rule 17d-1 with respect
to any of these transactions. These purchases resulted in Fong
and Equitex gaining control of Star and enabled Fong to direct

Star's affairs.

190. Fong, as the president and a director of Equitex, is an
affiliated person of Equitex under Section 2(a) (3) (D) of the
Investment Company Act [15 U.S.C. §80a-2(a)(3)(D)]. Fong's wife,
whose brokerage accounts Fong controlled, is an affiliated person
of Fong under the same provision.

191. The series of purchases of Star securities directed by
Fong was a "joint enterprise or other joint arrangement" under
. Rule 17d-1, since Equitex and two affiliated persons participated
in the arrangement under Fong's control for their joint and
~several benefit and profit.

192. Fong and his wife held equity interests in Star and
benefitted when Fong was able to use Equitex to acquire control
of Star, and thereafter involve Equitex in a scheme to manipulate
the market for Star securities by which Fong benefitted directly
and indirectly. The scheme, and in particular the lockups of the
restricted stock held by Star's former management, would have
been more difficult to achieve if Fong had not used Equitex to
purchase most of the shares held by the former management.

193. By reason of the foregoing acts, practices and courses
of business, Fong violated Sections 57 (a) (1) and 57(a) (4) of the
Investment Company Act and Rule 17d-1 thereunder.

RELIEF REQUESTED
WHEREFORE, Plaintiff respectfully requests that this Court:
I.

Grant permanent injunctions restraining and enjoining
defendants Power, Allied, Marchese, Monchecourt, Sandberg,
‘Behringer, Johnson, Noble, Bajorek, Freedman, Mercaldi, Posey,
Masucci, Baren, Klingenberg, Pignatiello and Fong, and their
officers, agents, servants, employees, attorneys, and those
persons in active concert or participation with them from
violating, directly or indirectly, Section 17(a) of the
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Securities Act and Section 10(b) of the Exchange Act and Rule (
10b-5 thereunder.

Ii.

Grant permanent injunctions restraining and enjoining
defendants Power, Allied, Marchese, Monchecourt, Sandberg,
Behringer, Johnson, Noble, Bajorek, Freedman, Mercaldi, Posey,
Baren, Masucci, Klingenberg and Pignatiello, and their officers,
agents, servants, employees, attorneys, and those persons in
active concert or participation with them from violating,
directly or indirectly, Section 15(c) (1) of the Exchange Act and
Rule 15:1-2 thereunder.

III.

Grant permanent injunctions restraining and enjoining
defendants Power, Allied, Marchese, Freedman and Mercaldi, and
their officers, agents, servants, employees, attorneys, and those
persons in active concert or participation with them from
violating, directly or indirectly, Section 15(b) (2) of the
Exchange Act and Rule 15b3-1 and Form BD thereunder.

Iv.

Grant a permanent injunction restraining and enjoining
defendant Fong, his officers, agents, servants, employees,
attorneys, and those persons in active concert or participation
with him from violating, directly or indirectly, Sections
57(a) (1) and 57(a) (4) of the Investment Company Act and Rule 17d-

1 thereunde:.

V.

Enter an order requiring the defendants, and each of themn,
to account for and disgorge all profits and monies received and
losses avoided as a result of their illegal conduct as alleged by
the Commission herein, together with interest thereon as provided

by law.
VI.

Enter an order requiring defendants Power, Allied, Freedman,
Marchese. and Pignatiello, and each of them, to pay civil
penalties under the Insider Trading Sanctions Act of 1984 [15
U.S.C. §u(d) (2)(a)], in the amount of three times the illegal
trading profits gained or loss avoided, as described herein. H
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VII.

Impose a constructive trust on the portions of the funds
being held by Carolyn Fong and Equitex that are attributable to
illegal stock trading by Fong; enter judgment that Carolyn Fong
and Equitex have been unjustly enriched in an amount to be
determined at trial; and enter an order requiring Carolyn Fong
and Equitex to account for and disgorge all profits and monies
received as a result of the illegal conduct of Fong in connection
with the sale of Star securities on their behalf, together with

interest thereon as provided by law.

VIII.

Impose a constructive trust on the portions of the funds
being held by Constance Pignatiello, Jovijuco and Redfern that
are attributable to illegal stock trading by Pignatiello; enter
judgment that Constance Pignatiello, Jovijuco and Redfern have
been unjustly enriched in an amount to be determined at trial;
and enter an order requiring Constance Pignatiello, Jovijuco and
Redfern to account for and disgorge all profits and monies
received as a result of the illegal conduct by Pignatiello in
connection with the sale of Star securities on their behalf,
together with interest thereon as provided by law.

Ix.

Retain jurisdiction of this action in order to implement and
carry out the terms of any orders or judgments which may be
entered.
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X.

Grant such other and further relief as the Court may deem

just and equitable.

Respectfully submitted,
9. Slder, 1
J I.

Golisteint—

Gary Sundick

.94

es A. KidhE}
4‘-——.—/ o é'/g?
Leon;rd W. Wang

Paul V. Gerlach

Attorneys for Plaintiff

.Securities and Exchange
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§ 19. Insider Trading

One of the most important applications of Rule
10b-5 is its use as a sanction against “insider
trading”—purchases or sales by persons who have
aceess Lo information which is not available Lo those
with whom they deal or to traders generally.

Early applications of the rule focused on the
situation with which it was specifically designed to
deal—purchases in direcl transactions by the corpo-
ration or its officers without disclosure of maferial
favorable information about the company's alfairs.
Ward La France, 13 S0 474 CEOA4; Speed v,
‘I'ransamerica, 99 F.Supp. 808 (D.Del.1951). In this
context, it was ‘available to supplement state com-
mon law, which in most states did not afford a
remedy to the aggrieved seller in this situation in
the absence of affirmative misstatements or “spe-
cial circumstances.”

In a series of administrative decisions and injunc-
tive proceedings, commencing in 1961, the SEC
greatly broadened the applicability of Rule 10b-5 as
a general prohibition against any trading on “inside
information” in anonymous stock exchange transac-
tions as well as in face-lo-face dealings. ‘I'he three
most significant decisions were Cady Roberts, 40
S.E.C. 907 (1961), SEC v. 'f'exas Gulf Sulphur, 401
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F.2d 833 (2d Cir.1968), and Investors Management,
44 S.E.C. 633 (1971. However, the subsequent
decisions of the Supreme Court in Chiarella v. Unit-
ed States, 445 U.S. 222 (1980), and Dirks v. SEC,
463 U.S. 646 (1983), have cast doubt on some of the
doctrines developed in those decisions.

(u) Elements of the Violation

In Cady Roberts, a partner in a brokerage firm
received a message from a director of Curtiss—
Wright that the board of directors had just voted to
cut the dividend. He immediately placed orders to
sell Curtiss-Wright stock for some of his customers,
and the sales were made before the news of the
dividend cut was generally disseminated. In Texas
Gulf Sulphur, officers and employees of the compa-
ny mude nubadontind poachnnen ol thee campany'n
stock after learning that exploratory drilling on one
of the company’s propertics showed promise of an
extraordinary ore discovery (although the drilling
had not gone far enough to establish whether there
was a commercially mineable body of ore). In In-
vestors: Management, an aircraft manufacturer dis-
closed to a broker-dealer, which wag acting as prin-
cipal underwriter for a proposed debenture issue,
that its earnings for the current year would be
substantially less than it had previously forecast
publicly.  The broker-dealer’s underwriting depart-
ment passed the information to members of its sales
department, who in turn passed it to representa-
tives of major institutional clients. 'The institutions
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sold large amounts of stock before the revised carn-
ings estimate became public.

In all three cases, the persons who effected the
transactions (or who passed information to those
persons) were held to have violated Rule 10b-5.

In Chiarella, an employee of a financial printing
firm, who was working on documents relating to
contemplated tender offers, ascertained the: identi-
ties of the companies which were the targets of
those offers, purchased stock in those companies,
and sold the stock at a profit after the tender offers
were announced. The Supreme Court reversed his
conviction of a criminal violation of Rule 10b-5.

In Dirks, a security analyst received confidential
information from a former employee of Equity
Funding Corporation (R (o the offoct thal a
Yiopolicies were fabe, The
employee’s motivation in giving Dirks the informa-
tion was to obtain his aid in exposing the fraud.
While attempting to ascertain the truth of these
allegations, Dirks passed along the information to a -
number of his institutional clients, who sold large
amounts of EFC stock. Subsequently, the allega-
tions were confirmed and EFC went into bankrupt-
cy. The SEC brought a disciplinary proceeding
against Dirks, alleging that he had violated Rule
10b-5 by giving the information to his clients. The
Supreme Court held that Dirks had not acted ille-
gally, since (a) he owed no duly to purchasers of
EFC stock, and (b) he could not be found to have
aided and abetted a violation by the insider from

lnepe percentagpee ol 1K
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whom he obtained the information, since the insid-
er had not acted from an improper motive in giving
the information to him.

The scope of the prohibition, as it emerges from
these decisions, seems roughly as follows:

Which Clause Is Violated? The opinions have not
been terribly clear as to which clause of the rule
prohibits insider trading. Since all of the cases
involved total nondisclosure, they presumably did
not viplate clause (2), which requires some “‘state-
ment.”” In Cady Roberts, the Commission said that
the broker’s conduct ‘“‘at least violated clause (3) as
a practice which operated as a fraud or deceit upon
the purchasers” and that there was therefore no
need to decide the scope of clauses (1) and (2).
Subsequent decigions have not. nignificinlly clarified
this question.

To Whom Is the Duty Owed? If clause (3) is
violated, is it because of a “fraud or deceit” on the
company or on persons on the other side of the
market? In Cady Roberts, the Commission indicat-
ed that there were elements of both: ‘““The obli-
gation rests on two principal elements; first, the
existence of a relationship giving access, directly or
indirectly, to information intended to be available
only for a corporate purpose and not for the person-
al benelfit of anyone, and second, the inherent un-

fairness involved where a party takes advantage of

such information knowing it is unavailable to those
with whom he is dealing.”
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In Chiarella, the Supreme Court sharply limited
the second element, holding that “when an allega-
tion of fraud is based on nondisclosure, there can be
no fraud ahsent a duty to speak * * * arising from
a relationship of trust and confidence between par-
ties to a transaction” and that the lower courts had
“failed to identify a relationship between |Chiarella]
and the sellers that could give rise to asduty.”
Stating that “‘not every instance of financial unfair-
ness congtitutes Mfeaudulent activity under § 1040,
the Court stated flatly that *“‘a duty to disclose
under § 10(b) does not arise from the mere posses-
sion of nonpublic market information.” With re-
spect to the first clement, the Court declined to pass
on the question whether Chiarella’s breach of duty
to his employer and to the corporations making the
Lender offers would support a canviction under Rule
10h-5, since this “misappropriation”™ theony had
not been properly submitted to the jury. Subse-

- quent eriminal convictions of stockbrokers, lawyers,

printers and others have been upheld by the Second
Circuit on the basis that they violated Rule 10b-5
by trading on confidential information which they
“iisappropriated” {rom their employers. United
States v. Newman, 664 F.2d 12 (2d Cir.1981); SEC
v. Materia, 745 F.2d 197 (2d Cir.1984). In 1987,
the validity of the ‘“‘misappropriation” theory
reached the Supreme Court in a case involving a
Wall Street Journal writer who traded on advance
knowledge of what stocks he was going to recom-
mend in his column. "T'he Second Circuit had up-
held his conviction on the basis that he had *“‘misap-
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propriated” property helonging to the Journal, ie.,
the advance knowledge of its recommendations.
United States V. (',‘;u'pcnl«w, 791 .24 1024 (2d Cir.
1986). 'Phig decision wag alfirmed by the Supreme
Court, hut hy an equally-divided court, without
npini(m.‘ At the same time, the Supreme Court
Unanimously uphelq the defendantg’ convictions for
the same actions under the mail and wire fraud
statutes, 18 US.C. ¢ 1341, 1343, on the ground
that they had chgaged inoa seheme g deprive the
Journal of jig broperty by means of fraud. Carpen-
ter v. United Stales, 484 US. 19 (1987).

What is “Material” Information? There was ng
question that the dividend cut, in Cady Roberts, the
reduced earnings, in Investors Management, and the
proposed tender olfers, in Chiarella, wore “matori-
o™ in the sepge that (hey waonld nlleel e willing
hess ol aninvestor (o buy or sell the stock at the
cirrent price. In Tovgs Gulf Sulphuy, however, the
defendantg argued that the information about the
ore discovery did not become “matoria™ until fup-
ther drilling established (he existence of a commaor-
cially mineable ore body. They pointed to the
SEC'Ss own ruleg under Regulation A, prohibiting a
company  from making any statement about (he
existence of an ore body unless i, was sulficiently
tested to e properly classified as “proven” or
“probable”. The court held, however, that the test
of “materiality” for Rule 1on-5 purposes was not
whether the company would he permitted to dig-
close the information if g were selling securities,
but whethoer jt was the kind of information that
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might affect the Judgment of reasonable investors,
including “speculative” a4 well ag “eonservative™
investors. Oy this question, the coyy found that
the size and timing of the purchases, by (he defen-
dants, some of whom had never owned TGS stock,
were “highly pertinent evidence and the only truly
objective evidence of the materiality of the discov-
ery.”

When Ig Information “Non DPublice Un(!er Tex-
as Gulf Sulphur, an insider may not act at the
moment the company makes g public announce-
ment of the information, but must wait “until the
news could reasonably have bheen expected to appear
over the media of widest cireulatjon In Investors
Management, defendants argued that (he informa-
tion abong the COMPany’ie rodyged carnings wyy
nhendy “publie because i was Lhe subject of -
mors circulating iy the finaneial community.  'I'he
Commission held, howoever, that the mformation
Lhéy received wasg dilferent from the information
previously cir(:uluting, since it was () more specifie
and (b) more I:rustworthy, having come from a fiym
known to he acting as underwriter fo the company,

Who Is an “Insidery Cady Roberts held that
Rule 10b-5, unlike SEA § 16(h), extends beyond
officers, dircctnrs, and major stockholders ¢ anyone

‘who receives nformation from o corporate source,

Texas Guif Sulphur established (hat 4 person who
passes on inside information o another person whe
elfects a transaction is g culpable as person who
utilizes it for his own account, ang Investors qu-
agement established the liability of the indirect
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“tippee”, no matter how many links there are in
the chain of information.

In Chiarella, the Supreme Court implicitly recog-
nized “a relationship of trust and confidence be-
tween the shareholders of a corporation and those
insiders who have obtained confidential information
by reason of their position with that corporation”
and a resulting “duty to disclose hecause of the
necessity of preventing a corporate insider from
taking advaniagé of the uninformed minorily stoek-
holders.” The Court also indicated that the liabili-
ty of a “‘tippee” could be “viewed as arising from
his role as a participant after the fact in the insid-
er’s breach of a fiduciary duty.” The decision in
Dirks and subsequent lower court cases limit tippee
liability further by holding that the tippee can be
held tinble only if the information was passed (o the
Lippee for the personand henefit of the tipper, wd il
the tippee knew or had reason to know that the
tipper had satisfied all the clements of tipper liabili-
ty.

Chiarella also raises the question whether there

can be any liability under Rule 10b--5 for trading on’

the basis of non-public “market information,” such
as a prospective tender offer, where the source of
the information has no connection with the compa-
ny whose shares are being traded.  With respect to
tender offers, the SEC adopted Rule 14e-3, which
makes it illegal for any person to purchase or sell a
security while in possession of mateiial non-public
information aboul a prospective tender offer if he
knows ol has reason to know that such information
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emanates from either the offering person or the
issuer or persons acting on their behalf. In United
States v. Chestman, 947 F.2d 551 (2d Cir.1991), the
defendant challenged the validity of Rule 14¢-3 on
the ground that SEA § 14(c) prohibits only “fraud-
ulent, deceptive or manipulative” acts and that
Rule 14e-3 reaches uses of non-public information
that could not be deemed ‘“‘fraudulent’” under the
Supreme Court decision in Chiarella. The Second
Circuit, however, in a 10-1 en banc decision, upheld
the validity of the rule, on the ground thal the
delegation of authority to the SEC in § 14(e) to
enact rules “reasonably designed to prevent fraud
* * * necessarily encompasses the power te pro-
scribe conduct outside the purview of fraud, be it
common law or SEC-defined fraud.”

Scienter. In.Investors Management, the Commis-
sion rejected the contention that, in order (o violnde
Rule 10b-5, a tippee must. have “actual knowledge
that the information was disclosed in a breach of
fiduciary duty,” and held that it was sufficient that
the tippee “know or have reason to know that it
was non-public and had been obtained improperly
by selective revelation or otherwise.” The Commnis-
sion indicated that liability would also attach where
the tippee “knew or had reason to know that the
information was obtained by industrial espionage,
commercial bribery or the like.” As far as the
“tipper” is concerned, “one who deliberately tips
information which he knows to be material and
non-public to an outsider who may reasonably be
expected to use it to his advantage has the requisite
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scienter.”  Elkind v. Liggett & Myers, 635 F.2d 156,
167 (2d Cir.1980).

Causation. In Investors Management, the Com-
mission held that where various factors might have
affected a tippee’s decision to buy or sell, it is only
necessary to show that the inside information was

“a factor” in the decision, and that “where a trans-

action of the kind indicated by the information is
elfected by the recipient prior to its public dissemi-
nation, an inference arises that the information was
such a factor.”

Countervailing Fiduciary Obligations. In Texas
Gulf Sulphur, defendants argued that they could
not disclose the information about the ore discovery
because the corporation was engaged in acquiring
options 1b purchase the land surrounding the explo-
vation site. The court, while considering this a
“logitimate corporate objective” (itsell an interest-
ing commentary on the differing standards in land
transactions and securities transactions) held that
“no justification” for trading; if the insiders
could not disclose, they “should have kept out of
the market until disclosure was accomplished.”

il was

In Cady Roberts, defendant argued that he had a
fiduciary obligation to his customers to sell for their
account when he came into possession of adverse
information.  The Commission rejected this de-
fense: “‘clients may not expect of a broker the
benefits of his inside information at the expense of
the public generally.” This may create a dilemma
for brokers. In Slade v. Shearson, CCH 194,329
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(5.D.N.Y.1974), plaintiff alleged that Shearson had
solicited customer purchases of Tidal Marine stock
at a time when it was in possession of material non-
public adverse information which it had received
from Tidal Marine in its capacity as an investment
banker for that company. Shearson moved for
summary judgment, arguing that under the SEC’s
interpretations of Rule 10b-5, “even if Shearson's
corporate finance department had known this non-
public information, it was precluded from using it to
prevent the solicitation of purchases by its retail
sales force until the information was made public.”
The court denied the motion, holding that prior
decisions under Rule 10b-5 held only that inside
information could not be disclosed to favored cus-
tomers, and that its fiduciary obligations to its
customers required it to refrain from making affir-
malive reconmmendations under the circumstances.

To deal with this problem, many commercial
banks and broker-dealers have established *“fire-
walls” barring communication between their com-
mercial banking or underwriting departments, on
the one side, and their investment advisory or sales
departments, on the other, to prevent the transmis-
sion of “inside” information and the liabilities that
may result from its use or non-use.

(b) Civil Liability

As noted above, a violation of Rule 10b-5 has
been held to give rise to a private right of action by
a person who can show that the violator invaded an
interest of his which the rule was designed to pro-
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tect.  As applied to insider trading, this doctrine
has raised difficult questions. The nature of the
questions  differs depending on (a) whether the
transaction involves direct dealings or is effected
through the impersonal facilities of an exchange,
and (b) whether the right is being asserted by the
person on the other side of the transaction or by or
on behalf of the corporation.

Claims by the Seller (Purchaser). 'The operative
provisions of Rule 10b -5 are worded in terms of
“lraud or deceit”. A common law action for deceit
requires a showing of (a) false representation of
fact, (h) knowledge by D that it is false (scienter),
(c) intention to induce P to act, (d) justifiable reli-
ance by P, and (e) damage to P. See W. Prosser &
W. Keeton, Torts 728 (5th ed. 1984). The decisions
involving civil liahilities for violation of Rule 10h-5
have evidenced o propressive dilution of these re-
quirements.

Dirvect Dealings.  In List v. Fashion Park, 340
17.2d 57 (2d Cir 1965), plaintiff authorized his bro-
ker to sell shares at not less than $18 a share.
Defendant, acting through his own broker, pur-
chased the shares at $18.50 and plaintiff subse-
quently sued him, alleging that defendant had (ailed
to disclose (a) that he was a director of the company
and (h) that negotiations were pending that eventu-
ally resulted in a merger of the company that
caused the stock to be worth $50 a share. 'The
court held, first, that, in order to recover, plaintiff
was not required to show an affirmative misrepre-
sentation;  non-disclosure of a material fact was
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sulficient under clause (3) of Rule 10bh-5. Second,
to show reliance, plaintiff need only show that the
undisclosed facts would have alfected his judgment
(i.e., the “nmteriulity” test, with plaintilt substitui-
ed for the “reasonable investor’), However, the
court found that the facts as known to the defen-
dant at the time of the transaction would not have
alfected the plaintiffs Judgment, and denied him
recovery.  (The court wag obviously impressed by
the fact that the defendant. had resold most of the
shares at a profit of only $1 a share.)

In Affiliated Ute Citizens v. United States, 406
U.S. 128 (1972), the Supreme Court collapsed the
requirements still further. Defendants had pur-
chased shares of the Ute Development Corporation
from members of the tribe without telling tthem
that the shares were then trading at higher prices
i another market. e Court held that defendants
had no right to remain sitent:

“Under the circumstances of this case, involving
primarily o failure to disclose, positive proof of
reliance is not a brerequisite to recovery. All that
is necessary is that the facts withheld be material in
the sense that a reasonable investor might have
considered them important in the making of this
decision. This obligation 1o disclose and this with-
holding of a material fact establish the requisite
element of causation in fact.”

Stock Exchange Transactions. When an “insid-
er” buys or sells on a stock exchange without dis-
closing material facts, there is an additional prob-
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lem.  Not only will there be nobody on the other
side of the market who can show “reliance” in the
traditional sense; there will normally be nobody
who is able Lo trace the shares he had sold or
bought to the defendant.

In 1952, the Second Cireuit affirmed a decision
that plaintifis who purchased shares on an ex-
change in November and December could not recov-
er damages [rom insiders who had sold on the
exchange bhetween Mareh and October and  had
failed to disclose material  adverse  information.
The court said that a “semblance of privity” be-
tween the seller and the buyer was required. Jo-
seph v. Farnsworth, 99 F.Supp. 701 (S.D.N.Y.1951),
afl’d, 198 F.2d 883 (2d Cir.1952).

In 1974, the Second Circuit reversed this position
nnd held that privity was nob required inan ingsider
trading case under Rule 10h 5. 16 held that o class
action could he hrought on behalf of all persons who
purchased stock of a company on an exchange dur-
ing the period that defendants were selling that
stock on the basis of inside information. Shapiro v.
Merrill Lynch, 495 F.2d 228 (2d Cir.1974). With
respect to defendant’s argument that their sales
could not be said to have “caused” plaintiffs’ losses,
the court simply cited Affiliated Ute for the proposi-
tion that the nondisclosure of material information
established the requisite element ol causation in
lived

The Shapiro decision of course raises a difficult
question of damages. The court recognized that if
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damages were measured by the “losses” suffored by
all members of the class, the liahility would lfe
“Draconian”, and lelt to the district court “the
fashioning of appropriate relief, including the prop-
er measure of damages.”

This problem of “Draconian liability” led the
Sixth Circuit to reject the idea of any civil liability
in this situation. In Fridrich v. Bradford, 542 F.ZLl
307 (6th Cir.1976), the court held that insiders who
bought in the open market on the basis of non-
public information were not liable to persons :Hling
in the open market during the same period on the

-ground that ‘“‘defendants’ act of trading with third

persons was not causally connected with any
claimed loss by plaintiffs who traded on the imper-
sonal market and who were otherwise unaffected by
the wrongful acts of the insider.” Affiliated Ute
was distinguished on the hasis of the face-to-taee
dealings and the pre-existing relationship bhetween
the partics.

The Second Circuit, however, dealt with the dam-
age question in a different way. In Elkind v. Lig-
gett & Myers, 635 F.2d 156, 172 (2d Cir.1980), the
court adopted a “disgorgement” approach. Under
that approach, any uninformed investor may sue for
the difference between what he paid (or received)
for his stock and the market value that it reached a
reasonable time after public disclosure of the inside
information, but the total recovery by all such per-
sons is limited to “the amount gained by the |insid-
er| as a result of his selling |or purchasing| at the
earlier date rather than delaying his sale Jor pur-
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chase] until the parties could trade on an equal
informational basis.”” 'This approach, adapted from

the proposed Federal Securities Code, seems to be

the most reasonable compromise between imposing
“Draconian’ liability or no liability al all.

Recovery by the Company.  One clement of the
obligation under Rule 10b-5 to refrain from trading
on inside information is “‘the existence of a relation-
ship giving access to information intended to be
available only for a corporate purpose and not for
the personal benefit of anyone.” Cady Roberts,
supra. 1 would therefore seem that the company
(or a shareholder suing derivatively on its behall
should have a right of action under Rule 10b-5 to
recover the insider’s trading profits, at least where
the information he used was intended solely for
carporale purposes. However,  one  signilicant
con L imposed limilation on privade vights of nelion
under Rule 10b-5, see § 18(h) supra, is that the
person bringing the action must be a “purchaser”
or “seller” of securitivs in the transaction in ques-
tion. 1 The courts have accordingly held that the
issuer may not sue to recover an insider’s trading
profits under Rule 1oh-5.  Sece eg., Davidge v.
White, 377 1. 8upp. 1084 (5.D.N.Y.1974).

There are, however, three alternative ways i
which the insider’s profits may be recovered by the
covporation.  First, they may he recoverable under
SEA § 16(h. However, this will only apply if the
insider is an officer, director or 10% sharcholder,
and i there was o matehing purchase and sale

within a six-month period.
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Second, where the SEC brings an injunctive ac-
tion against an insider for trading in violation of
Rule 10b-5, it may request, and the court may
grant, as “ancillary relief”, a decree ordering the
defendant to turn over her profits to the company,
“subject to disposition in such manner as the court
may direct.” See SEC v. Texas Gulf Sulphur, 312
F.Supp. 77 (3.D.N.Y.1970), aff’d, 416 F.2d 1301 (2d
Cir.1971); SEC v. Goleonda, 327 . Supp. 257
(S.D.NY. 1971).

Third, in certain states, a corporation may be able
to recover insider trading profits of its officers or
directors under common law agency principles of
fiduciary duty. See Diamond v. Oreamuno, 24
N.Y.2d 494, 301 N.Y.S.2d 78, 248 N.IE.2d 910
(1969); Brophy v. Cities Scervice, 31 Del.Ch. 241, 70
ALd D (1919 Rest.2d, Apency § 388, Comment e,
However, other courts have rejected the approach
taken in these cases, holding that the corporation
has no right to recover unless it suffered actual
damage. Freeman v. Decio, 581 .24 186 (7th
Cir.1978); Schein v. Chasen, 313 So.2d 739 (Fla.
1975).

In view of the prevailing uncertainty as to the
availability of a private damage remedy for insider
trading and as to the adequacy ol existing penalties
in deterring insider trading, the SEC wrged Con-
gress Lo enact stilfer sanctions. Congress vespond-
ed with two picees of legislation, the Insider Trad-
ing Sanctions Act of 1981 (I'TSA) and the Insider
Trading and Securities Fraud Enforcement Act of

i
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1988 (I''SFEA), adding new §§ 20A and 21A to the
1934 Act.

Under § 214, if any person violates the 1934 Act
or any rule thereunder by trading while in posses-
sion of material nonpublic information, or by com-
municating such information in connection with a
sechirities transaction, the SEC can go to court to
seek a civil penalty equal to three times the amount
of the profit gained or the loss avoided by the illegal
transaction. “Profit” or “loss” is defined as the
difference hetween the purchase or sale price and
the value of the seeurity a reasonable period alter
public dissemination of the nonpublic information.
‘'he SEC may seck such a penalty both against the
person who committed the violation and on any
person who “‘controlled” the violator (which, in
most. cases will mean the firm with which the
violator is associated). The penalty imposed on the
“controlling person” cannot exceed $1 million and
an only be imposed il the SEC establishes that
such person knowingly or recklessly failed to take
appropriate steps or establish adequate procedures
to prevent such violations.  'The amount of the
penalty is reduced by any amount the defendant is
required Lo disgorge in an injunction action brought
by the Commission under § 21(d).

"o provide an incentive for people to “blow the
whistle” on insider trading, § 21A(¢) provides that
up Lo 10% of any civil penalty recovered by the SIEC
may, in the SEC’s discretion, be paid as a bounty to
any person or persons who provide information
leading to the imposition of the . penalty.
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Under § 20A, any person who violates {he 1934
Act or any rule thereunder by trading while
possession of material nunpublic information is lia-
ble to any person who was “contemporancously™
trading the same security on the other side of the
market. Liability under this Section also extends
to any person who communicates material nonpub-
lic information and to any person who “controls”
the violator, and is similarly reduced by the amount
of any (llsgmpemv-lt in an injunction actum hrought
by the SEC.

An action under either § 200 or § 21A may be
brought up to five years after the last violation, a
considerably longer statute of limitations than is
lound in other specifie civil liability provisions of
the federal securities laws (see § 37(b) infra).

During the heavings on the 1984 Act, Congress
was urged to define more precisely the kind of
insider trading that would give rise to liability.
However, faced with irreconcilable differences h'c-
tween the SEC and industry views, Congiess finally
opted to define the offense simply by reference t.()
existing law.

The 1988 amendment also modified SEA § 32 to
increase the maximum criminal punzlll_\; for viola-
tion of the Act from $100,000 to $1 million, in the
case of individuals, and from $500,000 to $2.5 mil-
lion, in the case of other entitics.

§ 20. Corporate Misstatements
The specific disclosure reguirements of SEA
88 13 and 14 apply only to reports, proxy state-



VII. SANCTIONS FOR
VIOLATIONS

The federal securities laws provide for several
different types of official sanctions against persons
who violate the law, and specify the procedures to
he followed in utilizing them.

§ 31. SEC Investigations

The SEC has statutory authority to conduct in-
vestigations to determine whether there has been a
violation of federal securities law. This authority
includes power to subpoena witnesses, administer
oaths, and compel the production of books and
records anywhere in the United States. SEA § 21;
SA §§ 19(h), 206, In areas of doubtful jurisdic-
tion, this authority empowers the SEC to conduct
an initial inquiry to determine whether the subject
of the inquiry is in fact subject to the securities
laws. SEC v. Wall St. I'ranscript, 422 F.2d 1371
(2d Cir.1970); SEC v. Brigadoon, 480 F.2d 1047 (2d
Cir.1973).  However, where it is alleged that an
SEC investigation was commenced because of politi-
calgpressures, a court may deny enforcement of an
SEC subpoena on grounds of abuse of process. SEC
v. Wheeling-Pittsburgh, 648 F.2d 118 (3d Cir.1981).
. In general, when information comes to the atten-
tion of the Commission indicating that a violation
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may have occurred, the Commission first conducts
an informal inquiry, interviewing witnesses but not
serving any compulsory process or taking any sworn
statements.  If this initial inquiry indicates the
existence of a violation, the staff will ask the Com-
mission for a formal order of investigation, which
delineates the scope of the investigation and desig-
nates the stalf members entitled to administer
oaths and compel the production of witnesses and
records.

The procedures to he followed in “formal investi-
gative proceedings” arc sct forth in the Commis-
sion’s Rules Relating to Investigations (RRD), 17
C.F.R. Pt. 203. Under these rules, a witness com-
pelled to testify or produce evidence is entitled to
see a copy of the formal order of investigation, RRI
7(a), and to be accompaniced, vepresented and ad-
vised by counsel, RRI 7(h), (c). To prevent collu-
sion among witnesses, no witness or her’ counsel
may be present at the examination of any other
witness, RRI 7(b); however, the SEC may not bar a
witness from being represented by her regular
counsel, even though thal counscl has also repre-
sented other witnesses, unless it can cstablish that
the dual representation will “impede its investiga-
tion,” SEC v. Csapo, 533 F2d 7 (D.C.Cir.1976).
The Commission may for good cause deny a witness
the right to obtain a copy of the transcript of her
own testimony (although she has an absolute rvight
to inspect the transcript), RRI 6. Sece Commercial
Capital v. SEC, 360 F.2d 856 (7th Cir.1966).
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The conduct of an SEC investigation is subject to
the same testimonial and related privileges as a
judicial proceeding, McMann v. SEC, 87 F.2d 377
(2d Cir.1937), including the attorney-client privi-
legé, the Fourth Amendment prohibition against
unreasonable searches and seizures, and the Fifth
Amendment privilege against self-incrimination.
However, since the securities business is “‘affected
with a public interest” and the securities laws re-
quire the maintenance of certain books and records,
production of records related to the business may be
compelled in spite of Fifth Amendment claims.
Shapiro v. United States, 335 U.S. 1 (1948); SEC v.
Olsen, 354 F.2d 166 (2d Cir.1965).

The Commission is exempt [rom the Right to
Financial Privacy Act of 1978 where it can show
good reason to obtain financial records of a custom-
er from o linancial institution.  SFA § 21th). The
Conmimission need not notily the customer of its
investigation for up to ninety days.

The SEC’s formal investigative proceedings are
normally conducted privately, RRI 5, to avoid un-
warranted injury to the reputations of the persons
being investigated. SEA § 21(a) authorizes the
Commission to publish information concerning any
violations which it uncovers in the course of its
investigations. In some cases, the Commission has
allowed persons who are under investigation to

submit written statements describing their actions

and promising to behave better in the future, which
the Commission then makes public under § 21(a),
“as part of the process of resolving their involve-
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ment in the investigation.” One member of the
Commission strongly criticized this procedure, argu-
ing that the publicity constitutes the imposition of a
sanction, and that it “is wrong for a government
prosecutor to impose sanctions hased ot factual
admissions, as contrasted to violations of law.”
SEA Rels. 15664, 15665, 15667 (1979).

If the Commission determines to conduct a public
investigation in a particular situation, and the rec-
ord contains implications of wrongdoing by any
person, that person must be afforded a reasonable
opportunity for cross-examination and for produc-
tion of rebuttal testimony or documentary evidence.
RRI 7(d). However, in a private investigation, a
person who knows herself to be a tzu‘geé of the
investigation has no right to appear before the staff
or the Commission to rebut charges that may have
been made against hev. See SEC v, National Stu-
dent Marketing, 538 I7.2d 404 (1).C.Cir.1976).

An SEC investigation may serve as the prelude to
several different types of governmental proceedings.

§ 32. SEC Administrative Proceedings

If an SEC investigation uncovers evidence of a
violation of the securities laws, the Commission
may order an administrative hearing to determine
responsibility for the violation and to impose sanc-
tions. An administrative proceeding can only he
brought against a person or firm registered with the
Commission (such as a broker-dealer, investment
adviser, investment company or other regulated en-
tity), or with respect to a security registeired with
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the Commission. Sanctions available in an admin-
istrative proceeding include censure, limitations on
the registrant’s activities, or revocation ol registra-
tion.

Prior to 1964, the Commission had no direct
means of disciplining an employee of a broker-
dealer firm who had participated in the firm’s ille-
gal activities.  'The 1964 Securities Acts Amend-
ments gave the Commission direct power Lo sus-
pend or bar from association with any broker-dealer
any person who the Commission finds has violated
one or more specified provisions of the 1934 Act.

In 1990, Congress signilicantly expanded the
SEC’s powers by giving it authority (a) to impose
civil penalties of up to $500,000 and/or order dis-
gorgement of profits in administrative proceedings,
and (h) to issue cease and desist orders against

. persons found Lo be violating or about to violate the

securities laws, whether or not such persons ave

registered with the SEC.  See SEA §§ 21B. 21C.

(a) Conduct of Hearings

An administrative hearing is commenced by serv-
ing a copy of the Commission’s order for the hear-
ing on all named respondents.  The bearing is held
before an independent Commission employee
known as an ‘“‘administrative law judge” and is

‘genemlly conducted in the same manner as a non-

jury trial, with the Commission stafl and the re-
spondents each having the right to present evidence
and testimony and to cross-examine witnesses. The
hearing may be either public or private in the

I3
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Commission’s discretion (proceedings under the
1933 Act must be public), with respondents often
favoring private proccedings to minimize the ad-
verse publicity.

At the conclusion of the hearing, the administra-
tive law judge must file an ‘‘initial decision” con-
taining her findings of fact and conclusions of law.
This decision may be reviewed by the Commission
itself either on petition of one of the parties or on
the Commission’s own initiative. The Commission
is not required to grant a petition for review, but its
Rules of Practice provide that it will do so where
suspension, denial or revocation of registration is
involved. The Commission decides the matter on
the basis of briefs and (if requested) oral argument,
and may modify the initial decision in any way,
including an increase in the sanctions imposed.
See Hanly v. SEC, 415 F.2d 589 (2d Cir.1969).

It is quite common for respondents €0 make offers
of settlement, consenting to lesser sanctions and
SEC publication of its findings of violations in ex-
change for saving the expense and prolonged ad-
verse publicity of a protracted proceeding. The
Commission normally insists, as a condition of set-
tlement, that the respondent agree that the Com-
mission may publish its finding as to respondent’s
violations. Critics of the SEC have charged that
the Commission uses its power to force settlements
as a means of making and announcing new “law”
in essentially non-adversary proceedings.
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Under Rule 102te) of its Rules of Practice, the
SEC has asserted its authority to “deny * * * the
privilege of appearing or practicing before it to any
person whao is found by the Commission after notice
of wld opportunity for hearing,” (a) not to possess
the requisite qualifications, (b) to be lacking in
character or integrity or to have engaged in unethi-
cal or improper professional conduct, or (¢) Lo have
willlully violated federal seeurities laws.  Under
this Rule, the Commission has disqualified a num-
her of lawyers and accountants from practice helore
it, despite objections that any person authorized by
state law to practice his profession is entitled Lo
appear before the SIEC. While the courts may over-
turn'an SEC disqualification which is not supported
by substantial evidence or is procedurally improper,
Kivitz v. SEC, 475 F.2d 956 (1).C.Ciir.1973), Rule
20¢) itselt has heen upheld as o valid exercise of the
Comniission’s power to protect the integrity of its
own processes.  Touche Ross vo SEC, 609 F.2d 570
(2d Cir.1979).

th) Judicial Review of SEC Actions

Any party aggrieved by a final order entered in an
SEC administrative proceeding may obtain review
of the order in the United States Court ol Appeals
for the District of Columbia or in the circuit in

which the party resides or has its principal place of

business. SA § 97 SKA § 25; 1CA § 43. 'The
courts have on occasion heen eritical of the SEC for
its failure to enunciate clearly the legal rules or
facts on which it was basing its decisions. See, e.g.,
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Berko v. SEC, 297 F.2d 116 (2d Cir.1961), 316 F.2d
137 (2d Cir.1963). Despite claims (hat the imposi-
tion of severe sanctions, based on allegedly fraudu-
lent conduct, should be made only on the basis of
“clear and convincing evidence,” the Supreme
Court has upheld the power of the Commission,
under § 7 of the Administrative Procedure Act, to
find a violation on the basis of “a preponderance of
the evidence.” Steadman v. SEC, 450 U.S. 9l
(1981).

The Commission has taken the position that cer-
tain of its actions are not “‘orders’” suhjeet to judi-
cial review. These include (n) a decision not to
order a company to include a sharcholdet proposal
in its proxy statement, see Medical Committee v.
SEC, 432 F.2d 659 ().C.Cir. 1970, vacated as moot,
404 U.S. 403 (1972), th) a decision not to object to
Lthe action of a stock exchange inereasing the mini-
mum commission rales to be charged by its mem-
bers, see Independent Investor Protective League v.
SEC, CCH 193,270 (2d Cir. 1971 (summary of SE(!
brief), and (c) the adoption of a rule disqualifving
certain types of entities from membership on a
stock exchange, see PBW Stock Exchange v. S,
485 F.2d 718 (3d Cir. 1973).

With respect to Commission “no-action” posi-
tions, the courts have taken the position that if the
action involves a routine matter which the Commis-
sion properly delegated to its stall and declined to
re-examine, there is no “order™ subject to judicial
review.  Kixmiller v. SEC, 492 F.2d 641 (D.C.Cir.
1974); sece Koss v. SKEC, 364 IF.Supp. 1321(5.1).N.Y.
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1973). With respect to SEC rule-making proceed-
ings, the 1975 Seccurities Acts Amendments re-
versed the holding in the PBW Stock Exchange case,
supra, and authorized persons “adverscly affected”
by the adoption of an SEC rule to obtain review in a
court of appeals. SEA § 25(b). In addition, courts
have held that an SEC rule adoption, while not an
“order”, is “agency aclion” subject to judicial re-
view -under § 10 of the Administrative Procedure
Act.  Independent Broker-Dealer ‘I'rade Assn. v.
SEC, 442 F.2d 132 (D.C.Cir.1971); Natural Re-
sources Defense Council v. SEC, 389 F.Supp. 689
(D.D.C.1974).

§ 33. SEC Injunction Actions

In addition to its power to bring administrative
procecdings agninst. persons and firms registered
with it, and to issue cense and desist orders, the
Commission has specilic statutory authority to
bring an action in a federal district court to enjoin-
violations of the securities laws by any person. See,
e.g., SEA § 21(d).

Standards for Granting. In determining whether
the SEC has made a “proper showing” for the
issuance of an injunction, a court does not apply the
“irreparable injury” test applicable to injunction
actions by private parties. However, an SEC in-
junction action is generally commenced some time
after thd allegedly illegal acts have taken place, and
“the current judicial attitude toward the issuance of
injunctions on the basis of past violations at the -

SEC’s request has become more circumspect than
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in earlier days.” SEC v. Commonwealth, 571 f*.2d
D0 2d Cir.1978).  An injunction will he pranted
only where “there is a reasonable likelihood of
further violation in the future,” id., or where the
defendant poses a “continuing menace™ to the puh-
lic. SEC v. Caterinicchia, 613 F.2d 102 (5t Cir.

- 1980).

Scope of Injunction. In appropriate eases, the
injunction may prohibit specified kinds of illegal
conduet. with respect to any scecurities, not. merely
those involved in the past violation. but it may nol
be so broad as to iurn any violation of law into a
contempt of court, SEC v. Savoy, 665 .24 1310
(D.C.Cir.1981).

Consequences. In addition to giving rise to a
possible contempt citation if the defendant commits
another violition of the securitios L, the istunnee
ol an injunction has certain direct cansequences, A
person who has been enjoined from future vidla.

tions is disqualified from utilizing the exemption

from 1933 Act registration provided by Regulation
A or by Rule 505, or from being associated with a
registered investment company, see JCA § 9an2).
More significantly, the Supreme Court has held that
a defendant who is found to have violated the law in
an SEC injunction action is barred by the doctrine
of collateral estoppel [rom relitigating that issue in
a subsequent private damage action based on the
same course of conduct. The Court rejected argu-
ments that this holding violated the defendant's
constitutional right to a jury trial in the damage
action. Parklane v. Shore, 439 U.S. 322 (1979),
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Ancillary Relief. In addition to an injunction
against further violations, the SEC will often ask
ithe court for ancillary reliel appropriate to the type
of violation committed. TFor example, where the
defendant has profited from “insider trading” or
manipulative activities, the court may require him
to make a rescission offer, see SEC v. Bangor Pun-
ta, 331 F.Supp. 1154 (S.D.N.Y.1971), aff’d with
modifications, 480 F.2d 341, 390-91 (2d Cir.1973),
or to turn over his profits to the issuer or to a
court-appointed trustee for distribution to persons
entitled to them. See SEC v. Texas Gulf Sulphur,
446 F.2d 1301 (2d Cir.1971); SEC v. Golconda, 327
F.Supp. 257 (S.D.N.Y.1971). Where the offense in-
volves pervasive corporate mismanagement, the
SEC may obtain appointment of a receiver, SEC v.
Fifth Avenue Coach Lines, 289 F.Supp. 3 (S.D.N.Y.
1968), or of independent directors and special coun-
sel to pursue claims on behall of the corporation,
SEC v. Mattel, Lit.Rels. 6531, 6532 (1).1).C.1974), or
of a “special agent” to supervise defendant’s com-

‘pliance with the law, SEC v. Beisinger, 552 F.2d 15

{1st Cir.1977).

In 1990, Congress expanded the power of the
courts in actions brought by the SEC by authorizing
them (a) to prohibit any person who is found to
have violated SEA § 10(b) from serving as a di-
rector or officer of a company registered under the
1934 Act, and (h) to impose civil penalties of up to
$500,000 on securities law  violators. SEA
§§ 21d)2), (3).
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§ 34. Criminal Irosecutions

Willlul violations of the sccurities laws or the
rules promulgated under them are punishable by
fine and imprisonment.  See, e.g., SA § 24; SFA
§ 32. The Commission does not prosecute criminal
cases itself, but transmits the evidence to the Jus-
tice Department, which decides whether to prose-
cute and handles the prosecution. See SEA § 21(e).

As in criminal prosecutions generally, the “will-
fulness’ requirement means only that the defen-
dant must have intended the act which he did, and
does not require a showing that he knew he was

violating the securities laws. United States v.
Schwartz, CCH 193,023 (E.D.N.Y.1971).

The courts have consistently rejected arguments
hy defendants that various provisions of the securi-
ties laws e unconstitutionally vague when made
the basis for criminal prosceations. ~See United
States v. Wollson, 4056 .2d 779 (2d Cir.1968).

Conviction of a violation of the sccurities laws
carries with it automatic disqualification from cer-
tain benefits or positions, such as the use of the
Regulation A exemption, SA Rule 252(¢)(3), (d)(l),
or association with a registered investment compa-
ny, ICA § 9(a)1).

§ 35. SRO Disciplinary Proceedings

In an SEC administrative proceeding against a
broker-dealer, one of the sanctions available to the
Commission is the suspension or revocation of the
respondent’s membership in a self-regulatory orga-
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nization (SRO), such as a national securilies ex-
change or national securitios : association.  In addi-
tion, the SROs themsclves are .spvuhu\lly autho-
rized, and indecd required, to impose sanclions on
theiv members for violations of the securities laws
or the SROS™ own rules. SEA §§ 6(h)(6), IBAbNT),
1900 1).

Originally, SRO  disciplinary proceedings were
rather informal, with respondents being accorded
few of the protective features associated with gov-
ernmental sanctions. It has been held, however,
that SROs are sulficiently involved with the SEC to
bring their disciplinary actions “within the purview
of Fifth Amendment controls over governimental
due process.”  Intercontinental Industries v. Ameri-
can Stock Exchange, 452 F.2d 935 (5th Cir 1971,
On the other hand, SROs have been held not to be
subject to the procedural requirements of the Ad-
ministrative Procedure Act, Shultz v. SEC, 614 F.2d
61 (7th Cir 1980), and a claim that an SRO is
“structurally biased” because its disciplinary deci-
sions are made by members of the industry who
have a pecuniary interest in putting the respondent
out of business has also been rejected.  First Jersey

v. Bergen, 605 F.2d 690 (3d Cir.1979). Under the
1975 amendments to the Exchange A(,L, SROs must

nnlllv members of the specific (thnrgvs against
them, give them an opportunity to defend them-
selves, and support any sanctions with a statement
setting forth the specifie acts in which the member
was found to have engaged, the specific rules which
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he was found to have violated, and the reasons for
the sanction imposed. SEA §§ 6(d)(1), 15AhN2). .

Prior to 1975, disciplinary actions by the NASD
were subject to SEC review, but disciplinary actions
by stock exchanges were not. Under the 1975
amendments, reports of all SRO disciplinary actions
must be filed with the SEC, and such actions are
subject to review by the SEC, either on its own
motion or on application of any aggrieved person.
I the SEC finds that the respondent engaged in the
acts charged, that such acts violated the specified
provisions, and that such provisions were applied in
a manner consistent with the purposes ol the Lx-
change Act, it is to affirm the sanction; if not, it is
to set aside the sanction and, if appropriate, remand
the matter to the SRO for further proceedings.
The SEC must also sel aside the sanctiontif it is
excessive or oppressive or il it imposes any burden
on competition not necessary in furtherance of the
purposes of the Exchange Act. SEA § 19(e). An
SEC order affirming an SRO sanction is subject to
court review in the same manner as an SEC sanc-
tion imposed in one of its own administrative pro-

ceedings.
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nl6. TIn an editorial entitled "The 2 A.M. Wall Street Raid," the wWall !1 rfﬁﬁi
Stxeet ‘ e 7,& o
Journal ztated that "{nlot aven the insiders know how many Senators were
actually there early Saturday morning to give veice approval to the betoyr o

inside-trading di1l. - In the dark of night, someone decided CQ wrap a neat N
ABA, The Business Lawyer, November, 1989

gift for American lawvers and British stockbrokers." The sditorial went on toa
criticize the bill for what it does and does not do. WwWall st. J., Oct. 25,
1988, at A25, col. 1. While one may not approve of late night sessions »f
Congress or may oppase the provisions of the bill, the author disagrees with
the

suggestion that this bill snuck through Congress without the benefit =f any
public comment. As noted throughout this article, the bill was subjected to
substantial public discusesion and intense private debate and scrutiny, aven
though there was only one public hearing on the bill.

PRIOR LAW

The securities laws clearly prohibit individuals and firms from engaging in
insider trading and contain powerful disincentives against such behavior.
It
is well knmown that the basic prohibitions against insider trading arise from
judicial interpretations of the general anti-fraud provisions of section 10 (b}
of the Exchange Act and rule lob 5. n37 The Exchange Act and the rules
thersunder also. cre ke: -’ :

gafrguards against '--' e e L o oF Che. fxchange AT

S w1

Qther persous from v:Lolatlng thege prov1s:.ons~ n38 Section 15(b) (4){EY of tde

Exchange Act provxaes, _bowever, ‘that. a £irm. will not B teenea e ive Failed
wz{p&sonahly . SUpervise another person if: (i) it Has est3BITskHed procedures
=§;im%ts"?lesigned to prevent and detect violaticns; and (ii] the fizmihas
"ruaaonably d;schaxged the du:xes and obligat;ons Ineumbent “uport’ v
reas@n e —

of such progedures. and.SYSCem,wxchouc reasonable cause to believe thar Fuch
procedurss and system were not being complied witk', "

n27. 1% U.$.C.A. @ 783 (b) (West 1281) and 17 C.F.R. ¥ 240.10b-5 (1988),
respeactively. See, e.g., SEC v. Texas Gulf Sulphur Co., 401 F.2d $23 (24 Cir.
1968) .

n3g. 15 U.S.C.A. 3 720(p) (2} (E) (West Supp. 1989).

BEST AVAILABLE COPY

Co



The mergers and acgquisitions department of a broker-dealer <an be a
valuable
source of inside information, if it has confidential information on upaoming
tzndexr offers. To prevent improper trading on this inforxmation, the SEC has
ABA, The Business Lawyer, November, 1989

adopted rule 14e-3, which, in effect, requires firms to establish internal
*Chinese Walls“*tamﬁbntafnﬂﬁnszde informatiop. n39 Paragraph (a) of thé rule
makes it ilTegal for a person to trade while in possession of inside
information

regarding a tender offer under specified circumstances. Paragraph (b) of rthe
rule provides that a person other than a natural person will not violate
paragraph (a), if (1) the firm's trading department does not learn of the
nside

11format10n, and (2) the firm has ",
ciznunuﬁaget& thttnlisper ensure»ehae-thevfirmﬁsn
Eleant security, or PRat. prevent . the- krader:
informatipn.

n39. 17 C.F.R. @ 240.14e-3(a), (b} (1988). Chinese Walls are a
broker-dealer's set of rules and procedures designed to prevent material,
non-puklic information, usually about an upcoming mergex, acqulsltzon, or
OuhEr
major corporate event, from leaking to other departments of the firm. For
example, a broker-dealer would want to prevent its merger and acquisition
department from revealing information regarding its client's impending tender
offer to the firm's arbitrage department. Although such information would be
extremely valuable, the arbitrage department's trades would be made while in
possession of illegal, insider information. In addition, any such trading
would
be a violation of the broker-dealer's fiduciary duty to its client. See also
:uIa 140-3(&) whicihr prokibits the tipping of inside information toncernilly

ABA, The Business Lawyer, Navember, 1989

tender offers. Id. @ 240.14e-3(d)!
ITSA

At the urging of the SEC, Congress passed the Insider Trading Sanctions
Act
of 1984 €'ITSA') n40 to bolster the SEC's anforcement afforts. ITSA addressed
the criti&ism that, when the SEC caught an inside trader, it often was
impractical to impose a greater sanction than forcing the violator to give
back
his ill-gotten gains and to promise never to do it again. ITSA added se=ction
21(d) (2) (A) af the Exchange Act, which provides that whenever a person has
illegally purchasad or sold a seacurity while in possession of material
nonpublic
information, the SEC may seek, and a U.S. District Court may impose, a civil
penalty against that person, or 2 person aiding and abetting such a violation.
n4l The amount of the penalty is determined by the court in light of tha facts
and circumstances, but may not exceed three times the profir gained or 1oss
avoided as-a result of the unlawful purchase ox sale.-
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n40. Pp.L. No. 98-376, 98 Stat. 1264 (1984).

n4l. 15 17.8.¢. @ 78ufd) (2) (A} (Supp. IT 1984), repealed by ITSFEA, supra

note 1, % 3 and replaced by new @ 21A, 15 U.8.C.A. @ 78u-1 (West Supp. 1989).

Section 2(a}) (9) of the Exchange Act defines a person to be a "natural person,
ABA, The Business Lawyer, November, 1989

company, government, or political subdivision, agency, or instrumentality of a
government." 15 U.S5.C.A. @ 78c(a) (9) (West 1981). Accordingly, a
broker-dealer

would fall within the definition of a persomn.

Under ITSA, the SEC successfully could seek a civil penalty against a
broker-dealer, if the firm itself traded on inside information. As noted in
the
ITSA Report, "if senior management of a multiservice brokerage firm had
received
inside information from the investment banking department and directed the
trading desk to trade for the firm's account, the f£irm would be liable as a

R Lpr.- " na2 ' '

a Bf, it
nd2, H.R. Rep. No. 355, 98th Cong., lst Sess. 11 (1983).

5308 ot fugoss 14ability bised on 4 derivative theory nd:

Lbavs. 4

in fact, contained limitations to prevent the possibility of iwmposing treble
damages liability on firms simply for employing an inside trader. Section
21{(d) (2) (B) of the Exchange Act, as amended by ITSa, provided that "no person
shall be subject to the [civil penalty for insider trading] solely becauge
that person aided and abetted [an inside trader] in a manner other than by
communicating material nonpublic information." In other words, a broker-dealer
could not be subject to an ITSA civil penalty for the insider trading of its
employee unless the broker-dealer's actions included "tipping" inside

ABA, The Business Lawyer, November, 1989

information to dthers. It provided that section 20 of the Exchange Act shall
not apply to actions involving ITSA penalties. % In addition, section
21(d) (2} (B} provided that “[no]} person shall be liable under this paragraph
solely by reason of employing another person who is liable under this
paragraph." ‘

n43. In one sense, ITSA did impose derivative liability on corporations.
in
the example of the corporate broker-dealer that transmits information from the
investment banking department to the trading department, the broker-dealer as
a
legal entity would be liable for a ¢ivil penalty as a result of the illagal
activities of its employees. See infra notes 43%-46 and accompanving text.
Wevertheless, it probably is simpler to think of the broker-dealer itself
committing the illegal action, even if a corporate broker-dealer must act
through its employees.

‘2ﬁ4f“ Section 20(a) of the Exchange Act provides that a controlling person
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(I.s., a person who dixectly or indirectly comtrols ancthar person) shali pe
'zmnm«wmﬁfm to tHe Jame SXtESE A, A _controlled,
5353555§§3H7tﬁihf§0¢§;01Ind‘“’%scn is liadle for violations oi the Bxchange

ot I s e it e o

dr its rukes: 15 U.S.C.A. @ 78t(a) (West 1981). However, the controlling
perzon 1s not liable for the controlled parson’s viclation if the contr~1ling
person can prove that he acted m:aith and did_not duactly;or

ABA, The Business Lawyer, November, 1989

jndizecely induce the ace cansti:ut;ng.thn uaola:iou.czﬂgauaewgg Q:tion

The SEC has obtained ITSA penalties in cases settled with two
breoker-dealars.

I it;gg g i;ggggg Commza ;gg xk 555ggggg;sggggsg&;ﬂé-.nasuna¢sc

amount to the U s. Treasury FlrSt Eoston was a flnancxal adv:ser to.CTGNA
Corporation and, on two occasions, CIGNA told First Bosten's employees that
CIGNA would announce a large additional loss reserve. When this information
became public, it caused CIGNA's stock price to fall, Since First Boston
placed
CIGNA stock on its restricted list, it could not trade CIGNA stock for its own
account. WNonethelesg, First Boston's trading department sold CIGNA stock
short
and bought put options on the basis of this information, without checking the
restricted list. First Boston's own internal system detected the improper
trading, as did the New York Stock Exchange's ("NYSE") surveillance system,
and
both “eported the trades to the SEC., As part of a gettlement with the SEC,

i 3 & zeview ‘and revise its restricted Iige and itsg. Chinfise

:gscﬂif“kirse Boston Corp., SEC thlgatxau Releage No. 11,093,
r] Fed.' Sec. L. Rep. (CCH) 292,712 at 93,465 (May 3,

OS5 ek

1986) - See also Bus. Wk., May 19, 1986, at 125.

ABA, The Businegs Lawyer, November, 1989

In Securities and Exchange Commigsion v. Kidder Peabody & Co., Ing., n4é
Kidder paid 5 25.3 million in a settlement, including $ 11.2 million which was
designated as a civil penalty under ITSA. In Xidder, an arbitrageur emploved
by
another investment bank provided inside information to Martin Siegel, n4” a
Senior investment banker at Kidder. Siegel advised XKidder's risk arbitrage
department of the information, and the firm earned profits and avoided losses
by
trading these securities on the basis of that information. To reciprocate for
this information, Siegel told the cutside arbitrageur of impending mergers,
acquisitions, and other transactions being undertaken by Kidder's investment
banking departmant. n4s8

n4s. SEC v. Kidder Peabody & Co., SEC Litigation Release No. 11,452, [198
Transfer Binder] Fed. Sec. L. Rep. {ﬁ:H) ?92,271 (June %, 1987).

n47. See also SEC v. Siegel, SEC Litigation Release No. 11.354, [ig2e7
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Transfer Binderl! Fed. Sec. L. Rep. (CCH) P93,123 (Feb. 13, 1987).

n£g.
violatio
Co., sup

The S
they tra
designed
specific
employee

The SEC charged Kidder with a number of additional securities law
ns, including parking stock for Ivan Boesky. SEC y. Kidder peabodv »
ra note 46, at R96,350. ~

ABA, The Business Lawyer, November, 1989

EC obtained ITSA penalties from First Boston and Kidder only because
ded for their own accounts. The ITSA penalty, however, was not

ally to force broker-dealers into pelicing the activities of their
s. On the other hand, the new legizlation is intended to expand the

liability of controlling persons for controlled persons' insider trading.

Additional Factors
Several of the -t -Tules rcquiring'm
tugruvefentrr rerrutes-rdquire LiIms to prevent

vigrieron 3 "IT‘B“yond insider trading. = For example, m

)

n49.
P2177; AmPr1can Stock Exchange Rules 320, 922, 2 Am. Stock Ex. Guide (CCH) .

rD9374,
Ex. Cons

("NYSE")

In ad
agsociat
suffer
lozs of
junior a

insider
to Lee,

aceounts.

any culp
stanlevy
Nonethel
the inci

good reputation. Insider trading cases occurring at retail firms

an espec
not

rqu;;gmgnn.prnvidas that. :hn sxst-m must be reaaanably dcazgnad?to,

Q&

— o T

) Rulex a!"’i'air Practice/ Art. IIY, Sec. 27, NASD Manual /CCH)

9722; Chicago Board Options Exchange Rules 4.2, 9.8, Chi. Bd. Options
t. & Rules (CCH) PP2082, 2308. See also New York Stock Exchange
ABA, The Busginess Lawyer, November, 1989

rules, infra note 54.

dition to the speeific legal prohibitions outlined above, fi
ed with any ingider trading have suffered embarrassment anz =AYy

business. For example, the SEC alleged that Stephen Sui-Kuarn Wang. 4

nalyst at Morgan Stanley & Co., and Fred C. Lee engaged in an :zllegal
trading scheme by which Wang provided material nonpublic infsrmation
who directed the purchagse and sale of securities through var:isus

ns0 As of this writing, there is no evidence that Morgan gcanley had
abilitv in the case, and indeed all accounts indicate that licrgan
worked clos=ly with federal authoritiesg to prosecute Wang.
ess,

dent embarrassed Morgan Stanley and harmed, at least tempcrz

ially delaterious effect on business, even if the brckex-dassz.=x wWas

culpable.
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n50 SEC v. Wang, Jr., SEC Litigation Release No. 11,780 [1987-88 Transfer
Binder] Fed. Sec. L. Rep. (CCH) P93,802, and SEC v. Wang, Jr., 699 F. Supp. 44
(8.D.N.Y. 1988). Wang also pled guilty tc charges of mail’ wire, and
zecurities
fraud. and was sentenced to three years in prison. See also wall st. 7., Oc=.
27, 1988, at A5, col. 1. The Commigsion obtained an injunction against Wang
prohibiting future violations of the antifraud and tender offer provisious of

ABA, The Business Lawyer, November, 1989

the Exchange Act.
his assets.
LEXIS

210 (Feb. 1, 1389) (LEXIS, Fedsec library, Secrel file). wang also settled
administrative proceedings with the SEC and without admitting or denying the
findings, consented to an order barring him from association with any
broker-dealer, municipal securities dealer, investment company, or investment
adviser. In re Wang, Jr., Securities Exchange Act Release No. 26511, 19389
LEXIS

175 (Feb. 2, 1989) (LEXIS, Fedsec library, Secral file).

wang disgorged approximately $§ 125,000, or virtually all of
3EC v. Wang, Jr., SEC Litigation Release No. 11,982, 1989 SEC

Yet, the existing law did not impose ¢ivil penalty liability on controlling
persons for the insider trading of controlled persons. Moreover, there was
no '
direct requirement in the federal securities laws for broker-dealers and

investment advisers to have surveillance systems to deter and detect

insider
trading.

The SEC could not have sanctioned a broker-dealer or investment
adviser for failure to have such a system in the absence of any specific

wrongdoing. The Committee decided to address these and other issues in
lagislation.

NEW LEGISLATION

D D

tional Broker-Dealar Suﬁe;3{35357§§f§3§§§515§

ABA, The Business Lawysr, November, 1389

The Committee's effort to draft new insider trading legislation began
with '

the unsrated premise that broker-dealers in particulax, and others in gensral
ware not doing enough to detect and deter insider trading. The segurities
industry n51 axgued that the existing laws and rules provided adequate
prohibitions and deterrents against insider tyrading. The industry believed
that additional penalties would be either redundant with existing sanctions =
disproportionately large. SEC Chairman David Ruder endorsed a series of SET
imitiarives "to promote the clarity and enforcement of the ingider trading
proscriptions.” n52 But he expressed concern about whether impozing addizicns-
civil penalties would be the most effective means of deterring insider

trading. In testimony before the Subcommittees on Telecommunications and
Finance, Chairman Ruder stated that:

e

nS1. The securities industry is not a menolith and did not act as such
during these negotiations. While it is convenient to describe the "industz’”

view of legislation; such a description is an overzimplification. The
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securities industry as a whole wag represented by counsel for the Securirises
Industry Association. In additionr, many other firms, including retail wire
houses and institutional firms, through in-house counsel or outside attorneys,
were involved in the discussion of the bill. Although these attormevs tried
to T
work together, they did not always view each issue in lock-step and firms
differad on various issues.

ABA, The Business Lawyex, November, 1989

ns2. Additiomal Methods to Deter and Prosecute Insider Trading: Hearings
Before the Subcomm. on Telecommunications and Finance of the House Comm. on
Energy and Commerce, 100th Cong., 2d Sess. 7 (testimony of David 8. Ruder)
{hereinafter Ruder testimony) .

It has not been the Commission's experience that existing mechanisms for
preventing individual insider trading violations by employees have presented
unique supervisory problems. Existing incentives in this area are already
substantial. Neverthelessz, it is necessary to assure that reasonable policies
and procedures continue to be implemented to prevent and detect emplovee
viclations. While the imposition of civil penalties on firms in the event of
employee insider trading violations would undoubtedly increase incentives to
compliance . . . it may be more degirable to address any perceived inadegquacy
in
broker-dealexr supervisory processes on a more comprehensive basis. nS2

n53. Id. at 14-15. Chairman Ruder subsequently endorsed ITSFEA. In a
briefing before the Subcommittee on Telecommunications and Finance regarding
the
SEC's civil action against Drexel Burnham Lambert, and others, Chairman Ruder
stated in response to Chairman Markey's gquestion:

First of all, I must say that I speak here personally and not to give the
Commission's view, not because'I believe the Commisgion would have a different
ABA, The Business Lawyer, November, 1989

view, but hecause we have not had occasion as a Commission to present
testimaony
on the exact bill which is now being considexed.

There is, and are substantial weapons available to us in the securities law
enforcement area. But I personally support the bill that you have brought
before Comgress. I think that increases in sanctions in the insider trading
area will be helpful and effective in detering that kind of <¢onduct.

Thers are, ag always, minor language problems that we think could be
handled
im a slightly better way, but as you know, our staffs are communicating with
vour ztaff to try to work those things out.

dearings on H.R. 4945 Before the Subcommittee on Telecommunications and
Finance of the House Comm. on Energy and Commerce, 100th Cong. 2d. Sess. 254
(1987) .

In =his regard, Chairman Ruder then outlined certain new rules of the NYSE
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rhat codify and make explicit certain broadly defined

qgmﬁIIinc-

“rixms. ns¢

-t

n54. Ruder testimony, supra note 52, at 16, (citing NYSE Rule 342,71
approved in Securities Bxchange Act Rel. Neo. 25,7683, May 27, 1998, 53 Fed.
ABA, The Business Lawyer, November, 1989

Reg. 20,925). NYSE Rule 342.21(a) requires NYSBE firms to revxew tradm for
their own accounts: annftna accounts o?'i?!ﬂ!!!!laﬂnwrtil
emp&oycea,
and cheir families. NYSE Rule 342.21(b) requires firms to conduct
1533§E§§“%tuns“3dto trades that may violate the Exchange Act, SEC rules, or
NYSE

rules. In that release, the SEC also approved other changes to NYSE rules,
including NYSE Rule 342.30, which requires every member firm to prepare a
report

on supervieing and compliance efforts that it has undertaken during the year
and

submit it to the firm's chief executive officer. The release also approved
NYSE

Rule 351 (e), which requires each firm's senior officer to certify on a
quazterly C o

Bagis that the firm had g { " L0 REY

;wuw qugxgypg;;;gg;ngj The offzcer must certlfy that there is no ba31s to
agsume that any such trade ig illegal, or that the firm is investigating the
suspicioug trade. See algo supra note 49 and accompanying text and NYSE Rule
354, as approved in Securities Exchange Act Release No., 26,605, 1989 SEC LEXIS
455 (Mar. 7, 1989).

ey AT g T Y

Despite the exigtence of these substantial requirements and powerful
enforcement tools, the Committee determined that additional requirsments and
penalties were needed to ensure that managements of broker-dsalers were
policing
their employees adeguately. Moreover, the political environment in a
presidential election year strongly favored new legislation to address the
public's concern about insider trading on Wall Street.

ABA, The Business Lawyer, November, 1989

Findings

The Committee wanted to draft legislation that would assist the SEC in its
efforts to bring insider trading cases; at the same time, the Committee
decided that it did not wish to create a definition of that offense or alter
the
substantive law of ingider trading. The Committee sought to accomplish
these
objectives by endorsing explicitly the Commission's rules and enforcement
efforts. This was done in the final legislation by specifically finding that:

(1) [Tlhe rules and regulations of the Securities and Exchangs Commizsion
under the Securities Exchange Act of 1934 governing trading while in
possession
of material, non-public information are, as required by such Act, necegsary



and
appropriate in the public interest and for the protectiom of investors; {and]

(2) [Tlhe Commission has, within the limits of accepted administrative and
judicial construcliion of such rules and regulations,- enforced such rules and
regulations vigorously, effectively, and fairly. nSs

n55. ITSFEA, supra note 1, @ 2.

Consistent with these findings, portions of the Committee Repaort ("Report")
attempt to lend substantial support to the “misappropriation" theory of
ABA, The Busineszs Lawyer, November, 1989

insider trading. The Report noted that the United States Supreme Court
failed
to address the validity of this theory under rule 10b-5 in the R. Foster
Winans

case and stated that "in the view of the Committee . . . this type of security
fraud [i.e., the misappropriation theory] should be encompassed within Section
10(b) [of the Exchange Act] and Rule 10b-5." nSé

nsé. Insider Trading and Securities Fraud Enforcement Act of 1988, H. R.
Rep. No. 910, 100th Cong., 2d Sess. 10 (1988) (reprinted in 1988 U.S. Code
Cong.
& Admin. News 6043, 6046). See also el g, | o) 791 F.2d 1024
(2d Cir. 1986), aff'd on securities law counts by an eauaTT““Hivzded court,

484
U.S. 19 (1987).

The Report also noted that the Committee declined to recommend to the House
legislation that included a definition of insider trading. The Committee
noted that (1) case law has made the law of insider trading c¢lear in most

b i}-a . inartfully drafted insider trading definition could

N : Ly narrow the scope of the prohibitions and ﬁuc&&s&a&a«evas&eﬁ
the AR
law, and determined that the lack of consensus on a definition of insidex
trading should not prevent Congress from enacting other remedies. The
Report .
concluded that "accordingly, the Committee does not intend to alter the
substantive law with respect to insider trading with this legislation.” aS7
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ns7. Report, supra note 56, at 11. Foxr example, ITSFEA's use of the words
spurchasing or selling a security while in posssssion of material, non-public
wnformation" did not mean that the Committee andorsed a "possession" standard
of
proof for insider trading cases. See, e.g., 9 3(a) of ITSFEA. This
language
had appeared in ITSA and the Committee simply replicated existing language.
See, e.g. @ 21(d) (2) (A) of the Exchange Act prior to the enactwment of ITSFEA.
(15 U.s.7. & 78u(d) (2) (A) (Supp. II 1984). It was the author's understanding
that this legislation was entirely neutral with respect to the debate over the
possession standard. If the SEC can prove 1insider trading on ths basis of



possession, it should not bhe because, or in spite, of ITSFEA.

ﬁﬁi&iﬁ:ﬁ;;:i:;,; Ea: CQntzdfiiiiailE:ggs

ITSFEA imposes aubstanc:aI‘ﬁii reapcn81b:llt1es and‘llabxlities i #Y rms
age T ==
o;hers !&r’"ihlidb:”tradlng It deletes section 21(d) (2) of the Exchange Act
and adds d new sectlon 2IA. n58 The civil penalty provision in section
21A(a) (1) (A) remains essentially the same as old gection 21(d) (2) for persons
who themselves vioclate the law by trading while in possession of inside
information. The amount of the penalty in section 21A(a) (2) basically ig
unchanged from old section 21(d) (2) (A) and shall be determined by the court in
light of the facts and circumstances, but shall not exceed three times the
profit gained or the loss avoided as a result of the insider trading.
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However, Congress did add the words "communicating® as one of the additional
bases for measuring the penalty, for reasons discussed below.

n58. See supra note 41.

The most significant change in this portion of the law is that Congress

added
a new provision in gection 21A(a) (1) (B) permitting the SEC to bring an action
to '

impose a civil penalty against certain persons who i
traded on insider information in vioclation of the law. n
that

the court shall determine the amount of the penalty in light of the facts and
circumstances, but the penalty shall not exceed the greater of 5 1 million or
three times the profit gained or the loss avoided as a result of the insider
trading. The new penalty provision theoretically would permit a court to
assess a firm.for a penalty of $ 1 million gven when, for example, the
employee

only pays ¢ 3000 in penalties for $ 1000 in profits from the insider trading.

n59. 15 U.S.C.A. @ 78u-1{(a){l) (B) (West Supp. 1983).

When the Committee began cixculating initial drafts of the legislation for
comment, the securities industry objected strenuously to subjecting firms to 4
treble damages civil penalty for smployee wrongdeing. In response to those
drafts, some industry lawyers suggested that, instead of a new civil penalty.

ABA, The Businesgs Lawyer, November, 1989

the Exchange Act should require broker-dealers to have a new requirement of
creating and maintaining a surveillance system against insider trading

These

industry attorneys argued that, since the Committee's objective was to prevent
and deter insider trading, a surveillance system more directly achieved that
goal than would a c¢ivil penalty. néo

nét. It is interesting that counsel for some broker-dealers suggested a
surveillance system as an alternative to the civil penalty. As noted, when
the



Lent-Rinaldo bill was introduced, it included a requirement £or a surveillance
system, coupled with the threat of treble damages penalties. At that time,
the
_securities industry objected strenuously to this portion of the bill. gee 133
Cong.- Reg. 2343 (daily ed. June 11, 1987) (Summary of bill). Because the
Committee adopted the industry's suggestion of a surveillance system bnt 4did
not
delate the controlling person ¢ivil penalty provision, in some respects rhe
final bill bore an interesting similarity to the earlier Republican bill

The Committee did refine the controlling persom liability section and
accepted the idea of the surveillance system but was not willing to eliminate
the treble damages penalty. Once it was clear that Congress intended firzmsz to
have some vicarious liability, the industry lawyers argued that it was
unreasonable to hold firmg responsible for employees' conduct on either a
strict
liability basis or based on a negligence standard. The industry argued that a
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firm should be liable only if the SEC could prove that there was scienter with
respect to the firm's failure to prevent the insider trading. The Committee
agreed with the assertion that the $SEC should have the burden of proof for
when

a .court should impose the penalty. n6l The issue then became what would be the
standard for imposing firm liability.

nél. The SEC already had the burden of proof where it sought a civil
penalty
under ITSA. In 1983, the Committee rejected the auggestion that the SEC's
burden of proof should be higher than the traditiomal "preponderance of the
avidence" test. ITSA Report, supra note 42, at 1S5.

i
Counsel for some securities firms argued that a firm should be liable as a

controlling person only if it aided and abetted an employee's wrongdoing. It
is
well established in the case law that, to hold a defendant liable as an aider
and abettor., a plaintiff must prove three elements: (i) a primary vieclation,

(ii) knowledge or awareness by the aider and absttor, and {(iii) substantial
assistance to the primary viclator. n62 The industry attorneys acknowlesdged
that
there was dizagresment among courts as to whether a broker-dsaler's inaction
or

failure o deter and detect insider trading would constitute substantial
assistance to the primary violator if the controlling person had no duty to
supervise. né2 But these industry lawyers argued that the new requirement of a
surveillance system would make clear that broker-dealers had such a duty. AsS

' ABA, The Business Lawyer, Novembex, 1982

paxt of the SEC staff's cechnical advice, the staff identified other
obhijections

to the aiding and abetting gtandard. Aiding and abetting in this context
might

be interpreted as involving a higher level of firm participation, including
knowledge and awareness of the insider trading activity, than the Committee



intended. né4 Adding a new civil penalty with an aiding and abetting tesse
mighat

not have added appreciably to the SEC's enforcement arsenal. cConsequently,
the . . -

SEC staff observed that the ‘aiding and abetting standard might not achieve the
Committea's goal of substantially increasing controlling person liabilicy.
While the Committee could have sought to impose controelling person liabiliry
based on an aiding and abetting standard as construed in c¢ertain cases
referenced in the Committee Report accompanying the bill, this idea was
rejected. Even if the Committee Report provided that the words aiding and
abetting as used in this legislation should have the construction accorded to
them in a certain series of cases, there was no certainty that a court would
congider itself bound by the accompanying Report, especially if there were
additional legislative history with a different view. In short, the term
aiding

and abetting meant too many things to too many people to satigfy the Committee
members on both sides of the aisle. Accordingly, the staffs began searching
for

‘another standard.

n6z2. See, e.g., Armstrong v. McAlpin, 699 F.2d 79, 91 (2d Cir. 1983);
Cleary
v. Perfectune, 700 F.2d 774, 777 (lst Cir. 1983); IIT, An Int'l Inv. Trust v.
ABA, The Businegg Lawyer, November, 1989

Cornfeld, 619 F.2d 909 (2d. Cir. 1979).

né3. Some courts have suggested that, absent an independent duty to act,
inaction may not constitute the assistance necessary to impose liability as an
aider and abettor. Cornfeld, 619 F.2d at 927; Cleary, 700 F.2d at 778. Other
courts have held that in the absence of an independent duty to act, mere
inaction constitutes substantial assistance only where there is a conscious |
intention to further the principal violations. Woodward v. Metro Bank of
Dallas, 522 F.2d4 84 (5th Cir. 1975).

neé4. It iz ironie that counsel for the securities industry argued that
aiding and abetting was easy to prove, while the $EC ztaff pointed out the
difficulties of proving an aiding and abetting ¢ase against a broker-dealer.
Presumably, this situation was the reverse of a traditiomal litigation
setting.

The search for the new standard resulted in an alternative test in section
21A(k) (1) (A} and (B) of the Exchange Act; a controlling perseon can be liable
under either subsection. Although these are alternative tests, they are
intended to impose liability for failures to meet essentially similar
standards )
of conduct. The first test in subparagraph (A) applies to any controlling
person, regardless of the nature of its business, and provides that a
controlling percon may not be held liable for the controlled person's activity

ABA, The Business Lawyer, November, 1989

unless the SEC established that the controlling person knew or racklessly

disregarded the fact that such controlled person was likely to engage in the
ace

A7



or acts constituting the violation and failed to take appropriate steps to
prevent such act or acts before they occurred.

The second test {1} 1B} of the W@?ﬁ : i

liabilicy only on hto'ﬁer-dé‘alers and mve{tmc _advisers... It.provides that

eNar R e o 45 4 T — e W < et S b

cantzalling, pezson is subject to a penalty if the SEC establishes ghat che
cOntrolITing person wmmwmo establish, maintain, or

en§g£c5 tha suxveillance “system required under new saction 15(f) of _the
lange e 2

Ach DL e 1 TBG4N oF - the Trvestment Advisers 3 lct 0151940»('hdvi3qrs

o bl renhiiutui F

neswandwﬂ-acaﬂfaxlara.auh-tantxtily-cun;_ggpead.Eo;ou pe:mittod the occurrar

n65. 15 U.S.C.A. @ 780(f) (West Supp. 1989) and 15 U.S5.C.A. @ 80b-4a (West
Supp. 1989). .

né6. It was the author's understanding at the time the statute was drafted
that, as a mattexr of statutory comstruction, the word “substantially” modifies
both "contributed to" and "permitted." See 134 Cong. Rec. H7468 (daily ed.
Sept.
13, 1988) (floor statement of the Honorable Matthew J. Rinalde: "that failure
substaritially contributed to, or substantially permitted the insider trading

ABA, The Businegs Lawyer, November, 198%

.o .") {emphasis added). See also 134 Cong. Rec. H7470 (daily ed. Sept.
13,
1988) (floor statement of the Honorable Norman F. Lent).

Since the Committee was determined to link civil penalty liability for
broker-dealers and investment advisers with the operation of the surveillance
system, it wag necessaxy to add the first prong of the test for contreolling
persons that are not broker-dealers or investment advisers. Otherwise,
congress
would have had to limit the definition of contxolling persons to
broker-dealers
or investment advisers; however, Congress intended no change whatsoever to the
definition of controlling person. Alternatively, Congress might have given
the
SEC the authoyxity to establizh rules forx preventing insider trading with
respect to all controlling entities -- from law firms to widget manufactur=ars.
Such a result is not desirable.

New section 21A(b) (1) provides that, in order to hold the controlling

person

liable, 8 Wuat be a nexus between the supervisory failure and the insidex

srading, For example, it would not be reasonable to hold a broker-dealer
iiable under section 21A(b) (1) (B) of the Exchange Act for insider trading
thac
occurred in its New York office solely because it had an unrelated failure in
its supervisory system in Chicago. By the same token, the liability tast is
not . ’
quite as rigorous as a "but for" test, that is, "but for" the surveillance

1%

-
=



s

vatem failure, the insider trading would not hava occurred. The SEC is not
ABA, The Business Lawyer, Novembar, 1389

obliged to prove tiat a narrowly identified survazillance system failure raused

or allowed insider trading to occur. A firm c¢ould be liable for insider
trading if it had a poor or nom-existent surveillance system or if rha firm
fostered an euvironment in which insider trading was tolerated. Under such
circumstances, the SEC must prove that the general supervisory environment was
so lax az to allow the insider trading to occur. As Congressman Lent noted
on

the House floor, "the bill requires a

controlling person's surveillance system and

violation."

ne7

iy between the failure of the
e controlled person's

né7. Lent, supra note 66, at H7470.

The legislation also addresses several guestions regarding the liability of
tippers. First, ITSFEA deletes certain references to aiders and abettors in
Dld 1

nds However, these

abetting violations.

ABA, The Buziness Lawyer, November, 1989
1

né8. Report, supra note 56, at 19. At the time ITSA was enacted, it was

debatable as to whether tippers diractly violated the anti-fraud provisions of
the securities laws, or if they were aiders and abettors. For example, in the
ITSA Report, the Committee noted that the new civil penalty "would also be
imposed upon persons who aid and abet violations by communicating ('tipping*)
material nonpublic information, even if they do not trade." ITSA Report, supra
note 42, at §. Similarly, at the time the Energy and Cormerce Commictee was
considering ITSA, SEC Chairman Shad wrote that "the Commission reccmmends
amending the [ITSA] bill to limit the imposition of the new penalty to those
whao
actually trade while in possession of material nonpublic information or who
tip
such information to others who trade. Emplovers. control perszons, and aiders
and abettors (other than tippers) of those who violate would nmot be subject tO
the new penalty . . .” Letter from John Shad, Chairman, SEC, to Timothy E.
Wirth, Chairman, Subcommittee on Telecommunications, Consumer Protection, and
inance {(June 29, 1982) (reproduced in ITSA Report, supra note 42, at 27)
{emphasis added) .

Second, the legislation limits the amount of the civil penalty that courts
may impose on controlling persons in cases involving "remote tippess." When
illegal tipping occurs, tzssgtﬁper iF jointly and severely liable for che

QO



PIolitg cbtained or logges avoided by the tippes, néd MM;

able I
varmemk HINGEEGEGnE OF those profite fzoe the-tipper-and the tippee. n79 ITSA
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permits courts Lo impose a civil penalty on a tipper and a tippee, in an
amount»

up to three times the profit gained or loss avoided. If a tippeae himself
illegally tipped another tippee (W a court could impese a
civil penalty on the tipper measu vy the profits of the direct tippee and
the

remote tippee. If there were subsequent generations of illegal tips,
presumably

courts would need to apply & test of "reasonable foreseeability" with respaect
Lo

the subsequent generations of tippees to avoid imposing disproportionate civil
penalties on the tipper. n7l

R69%. SEC v, Tome, 638 F. Supp. 596, 617 (S.D.N.Y. 1986) {(citing Bateman
Eichler, Hill Richards, v. Berner, 472 U.S. 299, 312-13 (1985}; SEC v. Tome,
[1996-1987 Transfer Binder] Fed. $ec. L. Rep. (CCH) P92,877 (S.D.N.Y. July 2Z.
1996) (pre-judgment interest), aff'd. 832 F.2d 1086 (2d Cir. 1987), cert.
denied, 108 S. Ct. 1751 (1988).

n70. Tome, 638 F. Supp. at &09%.

n71. Moreover,

an i I ot TP

g o e

¥ances of sacH Case_ ; Memorandum of the SEC in Support of

-
Loty

the Insider Trading Sanctions AGt of 1982 as reproduced in ITSA Report,
supra :

note 42, at 26. $ee also Id. at 11-12 (discussion of the time period during
which profits or losses are calculated for purposes of disgorgement).
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Because ITSFEA imposes civil penalty liability on controlling persons, the
Committee attempted to place clearer limits on the civil penalty that a ¢ourt
can impose on a controlling person when a controlled person tips. Section
21A(a) (3) provides that, if the controlled person's violation was a vioclation
by ‘
commmication, the profit gained or the loss avoided, for purposes of the
controlling persen's civil penalty liability only, is limited to the profit
gained or the losgs avoided by the person or persons to whem the controlled
person directed the communication. Assume, for example, that Mr. X, who was
an
employee of Broker-Dealer, Inc¢., learned of insider information and illegally
tipped Mr. A, who, in turn tipped Mr. B. The liability of Broker-Deal=r for
the
controlling person penalty would be limited to the prefits gained or losses
avoided by Mr. A. By comparison, Mx. X could be subject to an ITSA civi} .
penalty for the profits or avoided logses of both Messrs. A and B, if their.
wrading was reasonably foresseable. Thers is one addicional qualification to
Eker-Dealers' Iiability: if Mr. X intended that Mx. 3 serve as a conduit for
the insider information te Mr. B, and only Mr. B traded, then a court could

e e o AT A i e St



profits obtained or losses avoided by the tippee, ne9 and the SEC would b=

able

to seek disgorgement of those profits from the tipper and the tippee. n70 1TSA
ABA, The Business Lawyer, November, 1989 -

permits courts to impose a civil penalty on a tipper and a tippee, in an

amount

up to three times the profit gained or loss avoided. IE a tippee himself

illegally tipped another tippee (a "remote tippee”), a court could impose a

civil penalty on the tipper measured by the profits of the direct tippee and

the

remate tippee. If there were subsequent generations of illegal tips.

presumably

courts would need to apply a test of “"reasonable foreseeability” with respect

to

the subsgequent generations of tippees to avoid imposing disproportionate e¢ivil

penalties on the tipper. n71

nésg. SEC v. Tome, 638 F. Supp. 596, 617 (S.D.N.Y. 1986) (citing Bateman
Eichler, Hill Richards, v. Berner, 472 U.S. 299, 312-13 (1885); SEC v. Tome,
{1986-1987 Transfer Binder] Fed. Sec. L. Rep. (CCH) P92,877 (S.D.N.Y. July 22,
1986) (pre-judgment interest), aff'd. 833 F.2d 1086 (2d Cir. 1987), cert.
denied, 108 S. Ct. 1751 (1988}.

n70. Tome, 638 F. Supp. at 60S5.

n7l. Moreover, courts are able to adjust the amount of the penalty based
on
the facts and circumstances of each case. Memorandum of the SEC in Support of
the Insider Trading Sanctions Act of 1982 as reproduced in ITSA Report,
SUpra
note 42, at 26. See also Id. at 11-12 (discussion of the time period during
which profits or losses are calculated for purposes of disgorgement).
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Because ITSFEA imposes civil penalty liability on controlling persons. the
Committee attempted to place clearer limits on the civil penalty that a court
can impose on a controlling person when a controlled person tips. Section
21A(a) (3) provides that, if the controlled person's violation was a violation
by _
communication, the profit gained or the loss avoided, for purposes of the
controlling person's civil penalty liability only, is limited to the profit
gained or the loss avoided by the person or persons to whom the controlled
person directed the communication. Assume, for example, that Mr. X, who was
an
employee of Broker-Dealer, Inc., learned of insider information and i1llegally
ripped Mr. A, who, in turn tipped Mr. B. The liability of Broker-Dealer for
the
controlling person penalty would be limited to the profits gained or losses
avoided by Mr. A. By comparison, Mr. X could bs subject to an ITSA civil
penalty for the preofits or avoided losses of both Messrs. A and B, if their
trading was reasonably foreseeable. Ther=s is one additional qualification €O
Broker-Dealers' liability: if Mr. X intended that Mr. A zerve as a conduit for
the insider information .to Mr. B, and only Mr. B traded, then a court could



impose a controlling person civil penalty on Broker-Dealer for Mr BRB's
trading.

It 1 importagt to emphasize that the legislation did not alter the
underlyving standards for tipper and tippee liability. The Committee 4id not
wish to discourage corporations from providing information to securities
analysts under appropriate circumstances. The Committee specifically smbraced

ABA, The Business Lawyer, November, 1939

current law to minimize this risk. n72

n72. Report, supra note 56, at 19, c¢iting Dirks v. SEC, 463 U.S. 646
(1983} .
Howaver, some will argue that, by imposing substantial new penalties on
controlling persons, the effect of the legislation will be to discourage
corporations from providing information to securities analysts.

The new legislation alsoc grants slightly more flexibility teo the SEC in
granting exemptions from the civil penalty provisions., In section 21(d) (2) (A)
of the old law, the SEC "by rule or regulation' could exempt £rom the
provisions
of that varagraph any <lasg of persouns or transactions. Under sectionm 21A(C)
of
the new law:

The Commission by such rules, regulations, and orders as it considers
necessary or appropriate in the public interest or for the protection of
investors, may exempt, in whole or in part, either unconditionally or upon
specific terms and conditions, any person or transaction or class of persons
or
transaction from this section. n73

n73. 15 U.S.C.A. @ 78u-1(c) (West Supp. 1989) (emphasis added).
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The Commission never used its previous exemptive authority, and there is no
reason to believe it will use this new, broader authority. '

Shf?géiléﬁééféfstem'gpqui:ement \s

ITSFEA includes provisions designed to prevent insider trading before it

occurs by creating surveillance mechanlsms intended to detect and detex _

insider trading. For the first time, ;gm:;oa I.'.'r€fh n:;bsmhmm i
directly Fequites broker-dealers to have a surve;llance :ystem—reasnnabl'
designed to presvent. insidex trading. ITSPRA adds a new section 204A to the
Investment Advisers Act Lo imposa & simklar statutazy'cbiigaticn qn:!gv!ﬂtmenb
advisexs. The axigtare&oEF FEEEIillince systen is no lenger merely 3
detense
to-a viclation under sections 15 (k) (4) (B) of the Bxchange Act n74 or rule:
l4me-3
n7s



n74. '15 U.S.C.A. @ 780(b) (4) (E) (West Supp. 1989).

n75. 17 C.F.R. @ 240.14e-2 (19588).

Congress recognized that firms have different types of businesses with
different types of risks. For example, a small discount broker-dealer would
not
need nearly as extensive a surveillance system as a major firxm with divisions

ABA, The Business Lawyer, November, K 1289
engaged in retail brokerage, investment banking, investment advisory services,
arbitrage, and specialist operations. Accordingly, firms must tailor their
surveillance systems to address their specific needs.

There was some dispute about whether the SEC should be required to adopt
rules specifying the details of a surveillance system. On the one hand, had
Congress directed the SEC to adopt specific rules, the broker-dealers and
investment advisers would have an easier task developing surxveillance systems
that meet the requirements. O©On the other hand, such a requirement could
minimize firms' responsibilities for developing appropriate procedures for
policing their own activities. Moreover, a pogitive requirement could force
inappropriate and ineffective uniformity on broker-dealers and investment
advisers for their surveillance systems. Ac¢cordingly, ITSFEA gramts the SEC
the : ' o
digcrecion to adopt rules, but does not make adoption of such rules mandatoxy.

Another important provision in the legislation is that the SEC now has the
authority to award bounties. The awarding of bounties has been used in other
law enforcement contexts, most notably in the Internal Revenue Code. n76 There
had been general discussion for several years within the securities law
community of whether the Congress should grant the SEC the authority to award
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bounties in insider trading cases. On May 21, 19387, Congressman Rick

Boucher .

(D. Va.) introduced a bill to grant the SEC the authority to award bounties.

n77 :

The Boucher bill would have allowed the Commission to pay bounties for

violation

of the Exchange Act or its rules by trading on inside information or for

violations of section 9 of the Exchange Act. n78 The bountiesg would have besen

payable out of appropriated funds. ITSFEA also employs bounties to ferwet out
insider trading but takes a different approach than the Boucher legislation.

n76. 26 U.S.C.A. @ 7622 (West 1989). This section provides that "rhe
Secretary . . . is authorized to pay such sums, not exceeding in the aggregate
the sum appropriate therefor, as he may deem necessary for detecting and
bringing to trial and punishment persons guilty of violating the internal
revenue laws . . . ." This section has its origing in a law passed on March 2,
1867, ch. 169, @ 7, 14 Stat. 473.

n77. H.R. 2494, 1Q0th Cona., 1st Sess. (1987).



n78. 18 U.S.C.A. ® 781 (West 1981l). Section 2 of the Exchange act
prohibits
market manipulation ¢f securities prices on stock -axchanges. .

Section 21A(e) of the Exchange Act now grants to the Commission the sole
discretion to pay bounties to persons who provide information to the SEC or
ABA, The Business Lawyer, November, 1982

the Attorney General regarding insider trading that leads to the imposition
of

a penalty under section 21A of the Exchange Act. n79 The bounty may not exceed
ten percent of the ¢ivil penalty recovered. ITSFEA grants very broad
discretion

to the SEC in deciding whether to pay a bounty to an informant.

n7%. 15 U.S.C.A. @ 78u-1l({e) (West Supp. 1989). The Commission has adopted
rules goverming the payment of bounties to informants in insider trading
cases. Applications for Bounty Awards on Civil Penalties Imposed in Insider
Trading Litigation, Exchange Act Release No. 26,994, [Current Bindex] Fed.
Sec. L. Rep. (CCH) P84,123 (June 30, 1929) (to be codified at 17 C.F.R. 2@
201.61-68).

Unlike the Boucher bill, ITSFEA bounties would be payable only with respect
ro insider trading cases and would not be available for marxket manipulation
or :
other section 9 violations of the Exchange Act which did not involve insider

trading. Another distinction is that, under ITSFEA, the bounties would not
be
paid out of appropriated funds, but would be paid out of the civil penalties
collected from a violator.

Under ITSFEA, the SEC could pay a bounty to one person for civil penalties
imposed upon a primary violator and a controlling person. Assume for example,
Mr. Observer told the SEC that Mr. Registered Representative illegally traded
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on insider information, earned $ 1,000 in illegal profits, and that
Broker-Dealer had recklessly failed to install an adequate surveillance
system. )

If the SEC were to successfully sue the individual and the firm and to extract
civil penalties of § 3,000 from both, or $ 6,000 total, the SEC could pay Mr.
Obsexver up to § 600 as a bounty.

The securitiass industry raised some initial objeections to the bounty
provision, claiming that it had "Orwellian" overtones, and was unseemly.
Members rejected these objections since the Internal Revenue Sarvice has had
the
authority to pay bounties to tax informants for years without any apparent i1l
effects on c¢ivil liberties in the United States.

The securities industry raiszed a more serious objection that the bounty
system would create sconomic incentives that would undermine fixrms'
surveillance



afforts. For example, if Employee A of Broker-Dealer, Inc. learned that
Emplovee B was trading on ingider information, he might wait for the inside
trader to accrue large profits and then tell the SEC. Broker-Dealer might be
subject to a large <¢ivil penalty for its failure to maintain its surveillance
system. The securities industry fearsd that firms would be subject to large
¢ivil penalties out of which supervisory employees could collect large
bounties.
In addition, all agreed that it would have been inappropriate for exchange and
NASD surveillance officials, or members, officers, or employeesz of any
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appropriate regulatory authority n80 or the Department of Justice, to collect
bounties because their official duties include securities law enforcement. ns8l

n80. Section 3(a) (34) of the Exchange Act defines appropriate regulatory
agency. 15 U.S.C.A. @ 78c{a) (34) (West 1981 & Supp. 1989).

n81. Apparently, state law enforcement officials theoretically are

eligible

to receive bounties. It would be difficult to imagine circumstances undex
which
such pavments would be appropriate if a state employee learned of the insider

trading scheme within the scope of his employment. Such persons should be
no
more entitled to a bounty than an SEC staff member.

Section 21A(e) of the Exchange Act expressly excludes specified government
officials and SRO persomnnel from receiving bounties. But the legislation does
not exclude employees of broker-dealers or investment advisers because of
concerns about "whistle blowers." In the Committee's view, the SEC generally
should not pay bounties to emplovees of broker-dealers and investment
advisers,
particularly when the person who learns of the insider trading has
compliance
and supervisory responsibilities. n82 However, there may be circumstances in
which it would be appropriate for the SEC to award a bounty to an employee of
a
broker-dealer. For example, a bounty might be appropriate if a supexvisory
emplovee of a firm learned of insider trading and told the firm's Zenior
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management of the problem, but management took no action within a reascnable
period of time. It might also be appropriate if an employee learned of
insider trading at a firm, but was afraid to inform management because of a
well-grounded fear of retribution. Under these or other relatively rare
circumstances, the SEC might pay the employes a bounty for advising it of the

insider trading. Unfortunately, it is diffieult to write a workable
"whistle
blower" exception into the statute. Presumably, the SEC will use good
judgment

in determining to reward employees of broker-dealers and investment advisers
with bountiss sc as not to undermine their employers' surveillance efforts.

nd82. Report, supra note 56, at 23.



ITSFEA expands the r%dpw:oshe insider traders for
g

damages. However, the STaition is designed to place careful limits on this
expansion and the Committee rejected a major increase in such remedies.

The Federal securities laws include many express and implied rights of
action
and also specify circumstances in which controlling persons may be liable. n83
ABA, The Business Lawyer, November, 1989

The Committee agreed with Chairman Ruder's assessment that "private rights of
action have traditionally served as an important supplement to Commission
action.” ng4
n83. Section 12 of the Securities Act of 1933, 15 U.5.C. @ 771 (1982),

[hereinafter Securities Act] is a typical example of an explicit private right
of action in the federal securities laws. In general, that section provides
that the purchaser of a security may sue a person who offers or sells the
security without complying with the registration provisions of @ S of the
Securities Act, or by means of a prospectus or oral communication which
includes
~ an untrue statement of material fact or omits to state a material fact. The

purchaser may sue for rescissiom or damages, if he no longer owns the
security.
The implied right of private parties to sue for violations of rule 10b-5 also
is
well established. See, e.g., Herman & Maclean v. Huddleston, 459 U.s. 375
(1983). Controlling person liability is found in @ 15 of the Securities AcL,
15
U.S.C.A. ® 770 (West 1981), and @ 20 of the Exchange Ac¢t, 15 U.S.C.A. @ 78t
(West 1981 & Supp. 1989).

ng84. Ruder testimony, supra note 52, at 3.

The Committee added a new section 20A to the Exchange Act, which creates
new ’
private rights of action in favor of contemporaneous traders against insider
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traders. n85 This provision would allow any person who was a contemporaneous
trader., as defined by the c¢ourts, to sue the insider trader for damages. The
provision specifically overturns the holding in Mosg v. Morgan Stanley, which
held that contemporanecus market traders have no private right of action under
the misappropriation theory against individuals who misappropriate and trade
on

inside information. n3é

n85. 15 U.S.C.A. @ 78t-1 (West Supp. 1989).

ngg. 719 F.2d 5 (id Cir. 1983). In Moss, Warnesr-Lambert Co. -retained

5



Morgan
Stanley as its investment adviser to assist it with a tender offer for Deseret
Pharmaceutical Co. Cortois, an employee of Morgan Stanley, told Antonin of the
impending tender offer and he, in turn, tipped Newman. . On November 20, 1976, -
Newman bought Deseret stock at $ 28 per share on behalf of himself, Cortois
and
Antonin. On the same day, Mo3z sold 5,000 shares of Deseret at $ 28. On
December 1, 1976, the NYSE halted trading in Deseret, and subsequently Warner
made an offer for Deseret stock at § 38 per share. Moss brought a class
action
suit on behalf of all persons who sold stock prior to the announcement, The
court rejected Moss's claim, stating that Cortois and Newman had no duty of
trust to Moss, and they had no duty to disclose the information to them hefore
trading. Id. at 15. In addition, the court rejected arguments that the
defendants owed a general duty to all participants in the market and found
ABA, The Business Lawyer, November, 1989

that the mizappropriation theory did not protect them. Id. at 16.

There are several important limitations on this new private right. Fizrst,
the insider trader may be liable for an amount not exceeding the profit gained
or losz aveided. n87 Absent such a limitation, the imsider trader who earned §
1000 in illegal profits could be liable for millions of dollars in losses
elaimed by contemporaneous traders. Second, the amount of the damages will be
reduced by any court ordered disgorgement of profits that the SEC obtains
under :
section 21{d) of the Exchange Act. n88 The Committee included this offset
provizion since disgorged profits, under certain circumstancss, may be paid to
harmed investors to compensate them for their losses. Third, in cases
involving
tipping, the legislation limits the liability to the person to whom the
communication was directed. n89 Thig limitation is identical to the limitation
in section 21A(a) (3) of the Exchange Act, which limits the amount of the civil
penalty that may be imposed on controlling persons for tipping violations by
their controlled pexsons. Finally, section 20A(b) (3) of the Exchange Act
makes
explicit that controlling persons are subject to liability under this section
as
provided for under existing section 20(a) of the Exchange Act. n90 There is no
additional or heightened liability for controlling pezrsons under the new
private ‘
right and the Committee rejected a respondeat superioxr standard of liability.
ns1
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n87. Section 20A(b) (1) of the Exchange Act, 15 U.S.C.A. & 78t-1(®) (1)
(West
Supp. 1989).

n88. Secrion 20A(b) {2) of the Exchange Act, 15 U.S.C.A. % 78t-1(b) (2)
(West
Supp. 1989).

W



1n89. Section 20A(¢) of the Exchange Act, 15 U.S.C.A. @ 78t-1({c) (West

Supp.
1989) .

- -

‘n9o. 15 U.5.C.A. @ 78t-1(b) (3) (West Supp. 1989).
n9l. Repoft, supra note $6, atv 27.
Deletion of Additional Private Rights of Action

When the Full Energy and Commerce Committee marked up ITSFEA, Chaxrman
Dingell offered, and Congressman Rinaldo urged approval of, an amendment that
would delete another private right of action that the Telecommunications and
finance Subcommittee had incorporated. In its c¢onsideration of the bill, the
Committee had been concerned about the effects of insider trading on bidders
in tender offers. Assume, for example, that Bidder Co. planned to make a
hostile tender offer for Target Co. at $ S0 per share. Mr. Greed, an employee
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of Bidder's investment bank, learned of the impending offer, bought 1000
shares

of Target Co. for his own account at the current price of $ 25 per share, and
tipped other buyers. Soon the price of Target Co. ghares .was bid up, forcing
" Bidder to raise the price of its tender offer to $ 60 per share. n22 Members
of ' :
the Committee were sympathetic to the idea that Mr. Greed should be liable t
Bidder for the additional price Bidder paid for Target's stock. Conceivably,
Mr. Greed could be held liable for any increase in price paid for all shares
purchased in the tendexr offer -- a crippling amount of civil liability.
Nonetheless, in an effort to address this problem, the draft of ITSFEA, as
marked up by the Telecommunications and Finance Subcommittee, included
proposed '

section 20A(a) (2) of the Exchange Act, which would have provided that:

n92. Compare this hypothetical cage with anheuser-Busch Corporation v.
Thaveyx, CA3-85-0794-R (N.D. Texag 1986). See also Busch Comments on pleas in
Campbell Taggart Probe, DR Newswire (Mar. 4, 1985) (NEXIS, Nexis library, PR
News file).

Any person (other than a person entitled to recovery solely under paragraph
(1) of this subsection) [i.e., recovery against contemporaneous traders]
injured
by a violation described in such paragraphs in connection with such person's
purchase or sale of securities may bring an actionm inm any court of competent
jurisdiction to seek recovery of any damages caused by such violation, or for
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appropriate equitable relief, or both.

Some argued that this provision merely granted standing to potential
plaintiffs who would then be forced to plead and prove their damages. But
others argued that this provision created far-reaching <ivil liability. The
views with respect to the meaning of this provision were so divisive that this
disagreement threatened to splinter support for the bill in the waning hours

x”l}‘?



before Full Committee mark-up. At the urging of Congressman Rinalde and other
Republicans. Chairman Dingell offered a block of amendments that included
deletion of this provision in the Full Committee mark-up.

There were a number of sound reasons for deleting this new cause of action.
First, the provision could have created havoc when there were multiple bidders
for a target company. To whom would the insider trader be liable: the first
bidder or subsequent bidders? How much of a rise in the target company's
stock
would be deemed caused by the illegal insider trading, and how much caused
by .
legitimate market activities? 1In addition, which types of insider trading
would be considered a proximate cause of the damages? To whom would duties be
owed and under what circumstances? n93 Was it appropriate for the securities
laws to compensate bidders with monetary penalties? Traditionally the
securities
laws have compensated investors, not bidders, and the amount of any judgment
could come at the expense of investor recoveries. Moreover, the Committee did
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not want otherwise to hamper the development of the case law on private rights
of action against ingider traders. Thisg provigion may have had unintendad
conseguences on that body of law.

n93. The issue of delineating the types of insider trading that would be
“subject to eivil liability was particularly vexing. Efforts to specify which
types of illegal activity should trigger liability inevitably bordered on
crafting a definition of insider trading. Chairman Dingell opposed any such
definition. See supra note 28 and accowpanying text. On the other hand,
Republican members opposed the creation of any new civil liability that was
not
circumscribed narrowly. Id. ‘
The Committee members and their staffs worked hard to resolve these issues,
but finally agreed that a solution could not be drafted in time to proceed
with
the mark-up. There were only a few days remaining in the session for Full
Committee mark-up and the House Democratic leadership had announced a target
adjournment of early October. n94 If the Committee delayed mark-up on the
bill, ,
it might have jeopardized enactment of the bill during the 100th Congress.
Accordingly, the Committee members agreed to delete this provision, rather
than
to delay mark-up or to proceed with a flawed bill. The Committee agreed to
rely
on new saction 20A(d) of the Exchange Act and let the case law continue to
devalop. In addition, in lieu of this private right, the Committee included
ABA, The Business Lawyer, November, 1582

in the Report accompanying the bill language supporting the plaintiff's
assertion in Anheuser-Busch that it has standing to sue the defendant. n95

no%. As noted supra note 36, Congress did not adjourm sine die until
October



22, 1988. However, the Committee had to operate on the assumpticn that
Congress

would meet its target adjournment date of sarly October and complate its work
in : - . . -
time for the full Housa and Senate TO act.

ng9s. Report, supra note 56, at 26-28. Courts may give varying amounts of
defarencs to the language in the Committee's Report endorsing Anheuser-Rusch.

in a series of amendmﬂnts ralslng the cr;mznal penalties in the hope of
deterring subsequent violations. It remains to be seen whether the latest
increase will have any greater deterrent effect.

ngé. 15 U.S.C.A. @ 78f££(a) (West Supp. 1989).
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when Congress passed ITSA in 1984, it increased criminal fines for all
persons other than exchanges from § 10,000 to § 100,000. n97 Prior to the
enactment of ITSA, exchanges had been subject to criminal fines of up to $
500,000 and XITSA did not alter that ceiling. n98 The Criminal Fine
Improvements
Act of 1987 superseded ITSA by permitting courts to impose for a felony
conviction a maximum fine of % 250,000 for individuals and § 500,000 for
organizations., n99 In his testimony before the Subcommittee on
Telecommunications and Finance, Chairman Ruder noted that the current maximum
fines available under existing law did not appear to be inadequate. Ruder
believed that the fiva-year prison term, which had not been increased since
1934, was the most important saaction. nlo0 But after Ivan Boesky and Dennis
Levine pled guilty to amassing millions of dollars in illegal profits, fines
a3 4
$ 100,000 or $ 250,000 seemed puny. Accordingly, the Committee was determined
to raize the criminal fine ceilings. :

n97. ITSA Report, supra note 42, at 12.
n98. Id. at 20, 34, and 38.

n9%. 12 U.S.C.A. @@ 3571(b), (e): see also 18 U.5.C. & 3571(d) and Ruder
testimony, supra note 52, at 23.

ABA, The Business Lawyer, November, 1985
nlo0. Ruder testimony, supra note 52, at 23.

The Committes believed that individuals should be subject to criminal fines
of up to $ 1 million. In addition, the Committee wanted to raise the second
fine ceiling, which applied only to exchanges, to retain the orinciple that
organizationg should be subject to higher fines than individuals. As noted,



the

Criminal Fine Improvements Act permits higher criminal fines for all
organizations, not just exchanges. However, it was troubling that the
proviszion - i .

in the Bxchange Act itself permitted higher criminal fines toc be levied onlv
on

exchanges. The Committee saw little purpose in raising a fine ceiling fox
exchanges, which had not been participants in any insider trading schemes.
nl0l The Committee could have expanded this category te include securities
associations such as the NASD or other SROs but there was absolutely no
avidence

to suggest that any SROs were involved in any wrongdoing. Such an amendment
would have conveyed that inaccurate impression. Instead, the legislation
allows

courts to levy higher penalties on all non-natural persons, including
broker-dealers and investment advisers. The legislation increased the ceiling
from $ 500,000 to $ 2.5 million.

nl0l. There has been remarkably little illegal activity involving
e2xchanges
and their officials. Perhaps the best known case occurred in 1938 and
involved
a former NYSE president. Richard Whitney was president of the NYSE firm of
ABA, The Business Lawyer, November, 1989

Whitney and Company and had been a vigorous opponent of President Franklin
Roosevelt's efforts to regulate securities exchanges. Whitney had sexrved as
president of the NYSE until 1935, before the Exchange reformed its
organizational structure and hired a full-time paid president. In 1938,
Whitney

pled guilty to grand larceny and misappropriating $ 105,000 in securities from
a

trust fund and the theft of § 100,000 of securities from the New York City
Yacht

Club. Lataer that year, the SEC demonstrated that Whitney had borrowed over §
6

million dollars from other exchange f£irms and was unable to repay'it and had
embezzled hundreds of thousands of dollars from the NYSE Gratuity Fund.
Seligman, The Transformation of Wall Street, A History of the Securities and
Exchange Commission and Moderm Corporatée Finance 120, 16B-171 (1982).

In addition to increasing the criminal fine ceilings, the legislation also
increased maximum jail terms for securities law violators from £ive to ten
vears. The Energy and Commerce Committee probably lacked jurisdiction to
inarease jail sentsnces; the Committee on the Judieiary, chaired by Peter W.
Rodino, Jr. (D.N.J.), had jurisdiction over legislation c¢oneerning jail
sentences. nl02 In an exchange of letters between Chairmen Dingell, Markey,
and
Rodino, the Judiciazry Committee agreed to waive its right to a referral of the
bill on increasing jail sentences, and permitted the Energy and Commerca
Committee to make the change. The Committee opined that "courts sghould impose
jail texms for . . . these crimas" and that it "expects that raising the
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ceiling will increase the certainty of substantial prison sentences." n1n32
nig2. Rule X, Clause 1(M), Rules of the U.S. House of Representatives.

, nloz. - See Report, supra nota 56, at 23. The-mecurities industry rarsed nn
opposition to the increase in criminal penalties.

Section 3{c) of ITSFEA directs the SEC to transmit any recommendations it
deems appropriate to the House and Senate regarding additional c¢ivil penalties
or administrative fines. Previously, the SEC had instructed its staff to
develop legislative recommendations based on the conclusions of the Treadway
Commission. al04 These recommendations would give the SEC greater flexibility
to
impose a range of penalties on broker-dealers that had acted improperly. For
axample, Commissioner Cox hag suggested that the SEC should have new authority
to impose a fine on a firm, in addition to the existing authority to bar the
firm from participating in the securities industry. nl05 The Committee
initially
anticipated that the SEC would complete its work on these legislative
recommendations in time for the Committee to consider including them in
ITSFEA.

To demonstrate the members' interest in these issues, the Committee included a
provision in the early drafts of ITSFEA directing the SEC to submit its
ABA, The Business Lawyer, November, 1389

recommendations.

nl04. Report of the National Commission on Fraudulent Financial Reporting
(1987) (chaired by former SEC Commissioner James C. Treadway, Jr.).

nilos. Barron's, May 22, 1988 at 17. !

The SEC did not gubmit its Treadway Committee recommendations until
September
28, 1988, two weeks after the House approved the legislation. By that time
and ’
with the press of other business, the Committee was unable to consider the
SEC's
recommendations. The regquirement for the SEC to submit recommendations
remained
in ITSFEA and was enacted into law.

In satisfaction of that statutory directive, the SEC submitted to the
Congress a revised set of recommendations on January 18, 1989, Chairman
Dingell )
introduced this legislation on February 9, 1989. nl0é It is expected that the
SEC's recommendations will be considered carefully during the 10lst Congress.

nios. H.R. 975, 101lst Cong., 1lst Sess., 135 Cong. Rec. H272 (198%).

reprstance Lo Foreign Securities Authorities
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ITSFEA includes a provision that will allow the SEC to assist foraign
securities authorities with their investigations. This pro®ision is intendec
to
encourage foreign governments to cooperate with the SEC in pursuing its
investigations. .

Insider traders have been able to hide their illegal activities bv trading
through foreign bank accounts. Banks in countries renowned for their bank
secrecy laws simply would refuse to disclose to SEC investigators the names of
the beneficial owners of the accounts. For example, assume the NYSE
surveillance system detected unusual buying in a stock a few days before
another
company amnnounced a takeover bid. The NYSE's investigation revealed that the
U.S. broker executing the trade had received the purchase orders from a
foreign
bank. It the NYSE turmed the matter over to the SEC, the SEC would have no
authority to subpoena the bank's records and the bhank often would refuse SEC
requests to reveal 1ts customer's name. The SEC would have hit an
insurmountable road block and would have been compelled to abandon its case.
nio7

nic?. Formexr SEC Enforcement Division Director John Fedders suggested that
all persons trading in the U.S. securities markets should be deemed to have
waived their rights of secrecy afforded by foreign laws. N.Y. Times, June 1,
1984, at D11. The "waiver by conduct” theory was highly controversial and
ABA, The Businesg Lawyer, November, 1989

might not have addressed the problem of foreign blocking statutes under which
only foreign governments, and not individuals, can waive their secrecy rights.
Moreover, the concept may have raised questions about the U.$. attempting to
apply its law extraterxitorially. After Fedders left the SEC staff, neither
the

SEC nor Congress pursued this interesting theory.

However, in recent years, this trend began to change. Foreign governments,
often concerned about fraud in their own markets, have begqun cooperating with
SEC on specific investigations. nl08 With respect to the Dennis Levihe case,
Gary Lynch, Director of the SEC Enforcement Division, testified that piercing
the secrecy of the Bahamian bank account was critical to proving its case
againgt Levine. nl09 The SEC also has concluded Memoranda of thderstanding
with
its counterpart agencies in Switzerland, Canada, the United Kingdom, Japan.
and
Brazil to provide reciprocal assistance in investigating a variety of

suspected
illegal activicties, including insider trading. The U.S. also is a party to
mutual assistance treaties with Switzerland, the Netherlands, Turkeyv, and
Italy.
nlilio

nl08. In a hearing on June 18, 1986, CQungressman Rinaldo, SEC Enforcement

Director Gary Lynch, and SEC Chairman John Shad discusged the problem of



foreian
banlk secrecy:
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Mr. Rinaldo. So in effect, what you are saying is that sometimes, in some
cases, foreign banks are actually a hindrance in the uncovering and
prosecution
of insider trading cases?

Mr. Lynch. T am saying that. There is no question that if trading
emanates
out of a country where there are secrecy laws, it is more difficult for us to
find out who is respongible for the trading than if it oecurryed through the
New
York office of a major brokex-dealer.

But I have to add quickly, after saying that, we have made incredible
inroads
into solving the foreign secrecy problem, as we see it, in the past several
years.

Mr. Rinaldo. Are foreigm govermments coopexating in aasmatlng you in youxr
efforts to detect insider trading casesg?

Mr. Shad. They are increasingly cooperative. We have a 1982 accord with
Switzerland that provides the mechanism . . . .

One of the important things, I think, they have done is gently give notice
te
their clients throughout the world, that if they do not consent to being
identified, they will not execute transactions for those clients in U.S.
ABA, The Business Lawyer, November, 1389

markets.

It iz inreresting to note that Chairman Shad did not believe Congress
needed
to take additional steps to assist the Commission's efforts to detect
international insider trading. The hearing continued with the following
exchange:

Mr. Rinaldo. Is there anything Congress could or should do to increase

your
capability to go after activities in foreign countries?

Mr. Shad. I do not think so, at this time.

Hearings on H.R. 168 Befores the Subcomm. on Telecommunications, Consumer
Protection, and Finance of the House Comm. on Energy and Commerce, 99th
Cong -,
zd Sess. 4l-22 (L986).

nl09. In testimony before the Subcommittee on Oversight and



Investigations, .

Mr. Lynch responded to a question by Chairman Dingell that the SEC had

identified Bank Leu's suspicious trading prior to tender offers. Mr. Lvnch

stated that "the major achievement that we had in the Dennis Levine cass was

having enougi instances [of suspicious’ trading] that we were in a positieon

that

we could penetrate Bahamian secrecy, that we were in a position to force the
ABA, The Business Lawyer, November, 1989

bank, Bank Leu, to tell us the names [sic] Dennis Levine." Hearing on ¥ R. 179
Bafore the Subcomm. on Oversight and Investigationz of the House Comm. on
Enexgy

and Commerce, 99th Cong., 24 Sess. 104 (1986).

nll0. Report, supra note 56, at 29. See also Report of the Senate
Committee
on Banking, Housing, and Urban Affairs, International Securities Enforcement
Cooperation Act of 1988, S. Rep. No. 461, 100th Cong., 2d Sess. 5-6 (1988)
[hereinafter Senate Report].

The members were impressed with the SEC's substantial efforts to track down
international insider traders and wanted to provide the SEC with additional
enforcement tools to further that effort. In particular, the Republicans had
wanted to encourage other countries to cooperate with SEC investigations by
offering the possibility of the SEC assisting their investigations. However,
existing law placed limitations on the SEC's ability to issue subpoenas to
| assist foreign authorities. Prior to ITSFEA, secticon 21(a) of the Exchange
Act
provided that the Commission may make such investigations as it deems
necessary
to uncover violations of the Exchange Act, SEC rules, or SRO rules. nlil
Section
21(b) of the Exchange Act permitted the Commission to issue subpoenas for the
purposes of such investigations or for any other proceeding under the title.
1112 But the Exchange Act made no provision for. the SEC to conduct
investigations and issue subpoenas where violations of only foreigm laws may
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have occurred. nll3 For example, assume that Mr. Fraud was a resident of
Country ’

¥ and 2 director of a company incorporated in that country. The shares of the
company were traded only in Countxry X. Mr. Fraud learned that the company is
about to announce unexpectedly low earnings and sold all his shares of the
company's stock, violating Country X's insider trading laws. Mr. Fraud now
resides in the tnitad States, although he has substantial property in country
x.

Although Country X's laws were violated, there was no violation of th= U.S.
securities laws. As a result, under the prior law, the SEC would not have
been

able to subpoena Mr. Fraud's records in the United States to assist Countrv
¥'s

authorities.

niil. 15 U.S.C.A. @ 78uf{a) (West 1881).



nliz. 15 7.8.C.A. @ 78u(b) (West 1581).

nll3. See also @ 19(b) of the Securities Act of 1933,-15 U.S.C.A. @ 77sih’
(West™ 1981), ¥ 42 of the Investment Company Act of 1940, 15 U.S.C.A. @ 30a-41
(West 1981) [hereinafter the 1940 Act]l; and @ 209 of the Investment Advicers
Act
of 1940, 15 U.S5.C.A. @ 80b-9 (West 1981).

To remedy this problem, the Lent-Rinaldo bill would have amended the
Securities Act, Exchange Act, 1940 Act, and Advigers Act to broaden the SEC's
ABA, The Business Lawyer, November, 1989

investigatory authority. The amendments gava the SEC the discretion to assist
foreign securities authorities in investigating violations of foreign laws,
even

if therxe were no violations of U.S. law. The provision did not impose any
requirement that foreign governments agree in advance to offer reciprocal
assistance to the SEC. nlid

nli4. Lent-Rinaldeo bill, supra note 16, @ 202. That bill amended esach of
the statutes referenced to include the following:

For purposes of this subsecticn, an investigation undertaken at the request
of a law enforcement authority of a foreigm government to assist it in the
enforcement of the securities laws or regulations of that country may, in the
discretion of the Commission and to the extent the Commission believes it will
improve cooperation in the enforcement of United States securities laws and
requlations, be considered a proceeding under this title.

This provizion attracted some favorable internatiomal attention. In a
private meeting on January 14, 1988, representatives of the Britisgh Department
of Trade and Industry indi&ated to a group of Subcommittee and Minority
staffers, including the author, that the Department favored enactment of this
provision.
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This provision from the Lent-Rinalde bill was included in the initial
dratfts
of ITSFEA. However, on June 3, 1988, the SEC submitted to Congress its "first
comprehensive legislative effort to deal with the internationalization of the
securities markercs" -- the Internatiomal Securities Enforcement Cooperation
Act
of 1988 ("International Act”). n1l5 This bill contained a provision similar to
the Lent-Rinalde bill that would have allowed the SEC to assist foreign
securities authorities by conducting investigations on their behalf. nll6

nils. Letter from David S. Ruder, Chairman, SEC, to James C. Wright,

Speaker
of the House (June 3, 1988} [(hereinafter Wright letter].

n116. Id. The bill alsc included provisions: (i) assuring confidential
trearment for records produced under reciprocal arrangements with foreign



securities authorities and provided for exemptions to the Freedom of
Information

Act (hereinafrer the FOIA); (ii) clarifying the Commission's authority ro
grant -
access to its recofds to foreign and domestic officials; and (iii) authorizing
the Commission to institute administrative proceedings against securities
professionals when a foreign authority has determined that such person angage-i
n illegal or improper conduct.

In the Senate, Messrs. Riegle, Proxmire, Garn, and Dodd introduced the bill
on June 20, 1988 nll7 with ome basic change from the SEC version. The Senate
ABA, The Buziness Lawyer, November, 1989

version allowed the SEC to conduct investigations on behalf of foreign
securities authorities only if that authority agreed to provide gimilar
agsiztance to the Commiszion in securities matters. The SEC had drafted its
proposal to give itself greater discretion as to whether it wanted to assist
foreigqn securitieg aurhorities. The Senate Committee on Banking, Housing, and
Urban Affairs passed the bill on July 27, 1988. nlls

nil7. S. 2544, 100th Cong., 2d Sess. (1988), 134 Cong. Rec. S8316 (1988).
See also Senate Report, supra note 110.

nll8. On August 8§, 1988, the Senate Committee on Banking, Housing, and
Urban i
Affairs reported the bill to the Senate with one amendment. 134 Cong. Rec.
§11102 (1988). The amendment made comprehensive stylistic changes to the bill
and directed the Commission to report to Congress on "the effectiveness of
memoranda of understanding as a means of improving enforcement of United
States
securities laws."” See also Senate Report, supra note 110.

on the House side, Messrs. Dingell, Médrkey, Lent, and Rinaldo introduced
the
International Act by request of the SEC and without any changes from the SEC'S
draft. nll% The Subcommittee on Telecommunications and Finance held a hearing
Q11
the bill on August 2, 1988. nl2d
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n119. H.R. 4945, 100th Cong., 24 Sess. (1988), 124 Cong. Rec. H4937 (1283
(introduced June 29, 1988).

nl20. SEC Chairman Ruder wag the gole witnegs and the hearing lastad only
forty minutes. During the hearing Mr. Rinaldo noted that che Senate Committae
on Banking, Housing, and Urban Affairs had passed a slightly different version
of the Intarnational Act and asked him to describe the difference for the

racord:

Mr. Ruder. The only significant change between the bill before us tcday
and
the Senate bill, has to do with the so-called reciprocity provision. In
draft of the bill before us taday, the reciprocity provision is merely.~n




the factors that must be taken into account by the Commission, whereas in “he
Senate hill, the inclusion of reciprocity is a requirement.

Mr. Rinaldo then asked whether Mr. Ruder preferred the Senate version,_ Mr.
Ruder “repliesd that he preferred the House versiod for the following reasons :

Reciprocity is, of course, something that we think is important and the
main
purpose of our legislation is to encourage other countries to give us zubpoena
power, compulsory enforcement power in our investigative work overseas. We
believe, however, that there may be two occasions in which we may want to
ABA, The Business Lawyer, Novembar, 1989

grant a foreign country access to our records when they do not grant it to us

The first would ke & situation in which we felt that U.S. interests were
somehow involved in the activity overseas and that it would be beneficial to
U.S. interests to use our powers to allow the overseas officials to conduct
our .
investigation. The second situation might be one in which a country was
somewhat racaleitrant in providing reciprocal authority to us and we might use
a
one-time grant of our subpoena power as an effort to induce them to ancer into
an agreement with us.

) Hearings on H.R. 225 Before the Subcomm. on Telecommunications, Consumer
Protection, and Finance of the House Comm. on Energy and <Commexrce, 100th
Cong., 2d. Sess. 238B-39 (1988).

The Committee agreed to amend ITSFEA and replace the investigatory
assistance
language taken from section 202 of the Lent-Rinaldo bill, with section 101 of
the SEC's bill. The Committee made its change for two reasons. First, the
SEC'e version was simpler and required amending only the Exchange Act, not
four
securities titles. Second, the SEC's version had that agency's "imprimatur®
and ;
the Committee believed that the language drafted by the SEC had been very
carefully scrutinized and would garmer broader support. /
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The Committee also made a tactical decision not to include in ITSFER the
other provisions of the International Act. There was some concern tiac ~ther
provisions of rhis bill, particularly the exemptions to the Freedom =2
Information Act, would complicate the bill, trigger referrals to other
Committees, or otherwise slow the progress of ITSFEA in a short legzzlan:
vear. The Committes retained some hope that, if the House passed ITEFZA and
the
Senate passed the International Act, the two houses would hold a ccn
both bills., and enact the complete package. For a variety of reasons.
£full
Senate did not pass the International Act and this scenario never cx7= =T

pass.




However, the remaining portions of the International Act have a good ~hance ~f
being considersed during the 10lst Congress. nl2l

nlzl. On March 1, 1388, the SEC resubmitted the remaining portion of the
Tnternational Act to Congress for consideration.- The proposal includes rwo
new }
provisions that would: (i) expand the definitcion of statutory disqualificarion
undexr @ 3(a) (39) (F) of the Exchange Act to add the words "or any other
felony"”;
and (ii) amend @ 4 of the Exchange Act to allow the SEC to accept
reimbursement
from foreign securities authorities for expenses incurred in connection with
providing assistance to those foreign authorities. On March 14, 1982, by the
request of the $EC, Chairman Markey introduced the bill. H.R. 1396, 10lst
Cong., 1lst Sess. (1989). The original co-sponsoxs included: Congressmen
Dingell, Rinaldo, Lent, Eckart, Slattery, Boucher, Cooper, Wyden, Manton,
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Ritter, Madigan, Whittaker, Barten, Bliley, Bilirakis, and McMillan.

As naoted earlier, Congressman Rinaldo believaed that Congress should direct
the SEC to make a new gpecial study of the securities markets. niz2 )
Congressman
Rinaldo believed that the plethora of insider trading and other securities
fraud cases, as well as the wealth of imnovations in, and greater complexity
of,
the securities and financial markects demanded a new and comprehensive study.
Congressman Rinaldo garnered support for the new special study and, with
certain
modifications, it is included in the legislation. nl23

nil22. See gsupra notes 22-22 and accompanying text.
ni23. ITSFEA, supra note 2, at @ 7.

Background
In 1961, Congress enacted legislation directing the SEC to make & study and
investigation of the rules of national securities exchanges and national -
securities associations and their disciplinary authority over member firms to
determine whether those rules adequately protected investors. nl24 To ensuze
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that the SEC did not need to divert resources from other activities to

completa
the study, Congress authorized a separate appropriation for the task.

nl24. Securities Exchanges-Study, Pub. L. No. 87-196, 75 Stat. 465. That
legislation provided that »(tlhe Commission is authorized and dirscted to make
a
study and investigation of the adequacy, for the protection of investors, of
the ’



rules of national securities sxchanges and national securities associations,
including rules for the expulsion, suspension, or disciplining of a member for
conduct inconsistent with just and equitable principles of trade.” Id.

"The SEC created a Special Study task force headed by Milton Cohen which
produced a massive and comprehensive study of the securities markets. n125 It
served as the basis for the 1964 amendments to the securities laws. It also
became the textboock on U.S. securities regulation for generations of
investment
bankers, securities lawyers, academics, legislators, regulators., and the
general
public.

nizs. Report of the Special Study of Securities Markets of the Securities
and Exchange Commission, H.R. Doc. No. 95, 88th Cong., 13t Sess. (1962).

While the Special Study was, and some of it remains, an extremely useful
document, much of it has become obsolete. Since the early 1960s, the
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securitiss markets have undergone major changes, such as the development of
NASDAQ, the growth of standardized options, unfixing of commission rates,
immobilization of securities certificates, and the development of index
optionsz,

financial futures, and index arbitrage. In addition, in recent years, the

- vigoxrous law snforcement efforts of the SEC and the Department of Justice have
revealed troubling insider trading and other securities frauds.

Accordingly, Congressman Rinalde bélieved that the congress should direct
the
SEC to undertake a new study of the securities markets. While the Congress
and ‘
itz Committees have directed the SEC to study certain topics in the

intervening
vears, nl26 the SEC has not conducted a comprehensive examination of the
gsecurities markets in twenty-five years.

nl26. See, e.g., Report of the Special Study of the Options Markgts} gsth
Cong., lst Sess., (Committee Print 1878).

Congressman Rinaldo contemplated a study that would have had several
differences from the 1963 study. First, the scope of the study was intended
to
be much broader. The SEC had zead its 1961 congressional mandate quite
broadly
and had produced a study that addressed topics including brokex-dealer
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requlation, activities of investment advisers, and obligations of reporting
companies. nl27 Nonetheless, the language of the 1361 statute was fairly
narrowly drawn and the Commission could have produced a very limited study
confined to a few areas of broker-dealer regulation. Congressman Rinaldo did



not want to leave open such a possibility and specified that the study should
address a wide range of topics. nl28

ni27 The 1962 Special Study included the following thirteen chapters: I.
Introduction; TI. _Qualifications of Persons in the Securities Industry: IIT

Broker-Dealers, Investment Advisersg, and their Customers -- Activities and
Rasponsibilities; IV. Primary and Secondary Distributions to the Public; V.
Trading Markets -- Introduction; VI. Exchange Markets; VII. Over-the-Counter
Markets; VIII. Trading Markets -- Interrelationships; IX. Obligations of

Izsues of Publicly Held Securities; X. Security Credit; XI. Open-end
Investment Companies (Mutual Funds); XYI. The Regulatory Pattern; XIII. The
Market Break of May 1962. [Special Serviceg] Fed. Sec. L. Rep. (CCH) P74,002
(L972).

ni2g. Section 302(b) of the Lent-Rinaldo bill, supra note 16, directed the
Commission to study and analyze the matters listed below (deletiong made in
ITSFEA are enclosed in brackets; additions are italicized):

ABA, The Business Lawyer, November, 1989

(1) the extent of improper trading (on the basis] while in possession of
insider information, such as trading [on the basis of] with advance knowledge
of
tender offers or fortheoming announcements of material financial information;
(2) the adequacy of the surveillance methods and technolegiesz of brokers,
dealers, and self-regulatory organizations; (3) the adequacy of cooperaticn
between [extent to which the securities industry and] Federal, [and] State,
and
foreign enforcement authorities concerning securities laws enforcement and
[regulators operate a coordinated and comprehensive system for policing the
gsecurities markets, and the cbstacles toc more effective coordinatiomn, such as
impediments to information sharing, the separation of civil and criminal
enforcement, and the uge of extra-tarritprial trading facilities;] (4)
impediments to the fairness and orderliness of the securities markets and to
improvements in the breadth and depth of the capital available to the
securities
~markets and additional methods to promote those objectives [the need for
additional resources or civil or ¢riminal remedies, oxr both, o combat fraud
and ‘
improve enforcement, including an analygis of whether existing trading
restrictions applicable to corporate management should be extended to other
persoms; (5) the practices in which unregulated affiliates of brokers and
dealers are engaged, such as interest rate swaps, foreign currency arbitrage,
and any other activities; and (6) the naturs and use of all sources of
financing
for both hostile and friendly takeovers].
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Second, unlike the 1962 Study, Congressman Rinaldo intended that a panel of
five securities experts appointed by the SEC oversee the new study. The panel
was intended to ensure that a wide range of views waz considerad in the study.
ni29



nl23. The SEC has itself employed similar techniques with its “roundtable”
discussions of major issues. E.g., SEC, SEC Roundtable on Major Issues (Sept
S
and 11, 19285) ({(discussions ¢of tender offers. one-share/one-vote, government
securities markets, zecurities immobilization, and other issues).

Although the Committee agreed to include the study provision in ITSFRA. the
Committee made several changes to the study’'s provisions. First, the membexs
drafted the language of the study slightly more narrowly so that the study
would
be focused primarily on insider trading, even if it addressed other issues.
The Committee deleted subjects such as the separation of civil and criminal
enforcement of the securities laws and the practices of unregulated affiliaces
of broker-dealexrs. nl30 The reason for this change was that some members
feared
that, if the study contained a laundry list of subjects for study. it would
attract floor amendments to the securities laws on & variety of topics such as
tender offers or program trading. Such amendments would not have been subject
to careful scrutiny and could have jeopardized support for the bill. Those
amendments wmight have been gexmane under the rules of the House, and thase
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members of the Committee did not wish to accentuate the breadth of the study.
ni31l Accordingly, section 7(b) (2) (A)-(C) of ITSFEA provides that the study
shall ‘
jnclude an analysis of a range of topics related to insider trading, market
surveillance, and federal and state law enforcement efforts. However, section
7(b) (2) (D} of ITSFEA directs the Commission to analyze the "impediments to the
‘fairness and orderliness of the securities markets and to improvements in the
breadth and depth of the c¢apital available to the securities markets, and
additional methods to promote those objectives." This provision was intended
to

give the SEC the discretion to look at virtually any securities-related topic¢
that it deemed appropriate. The Report accompanying the bill claxifies the
Committee's intention that the study should be comprehensive. nl3l

nl20. See supra note 128 for the differences between the Special Study
provisions in the Lent-Rinaldo bill, supra note 16, and ITSFEA.

ni3l. The House considered the bill under suspension of the House rules,
and ’
no amendments were permitted. Nonetheless, while drafting the bill, the
mambers
could not have been certain that the bill would not have been considered on
the
floor subject to an cpen rule.

nl32. Report, supra note 56, at 32 provides that:
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The Committee intends that this study go well beyond an examination of the

problems of securities fraud . . . . The Committee intends that the
Commission .




shall use its discretion to examine a broad range of topics from legal,
aconomic, oxr public policy perspectives. For example, the Commission ~ould
decide tno examine the affects of mergers and acgquisitions on the economy and
the

efficacy of federal and state laws regqulating [meryers and acqusitionsy™ The
Commission alsoc could study investment activities, whether or not thev are
requlated currently by federal and state law. The Committee intends that the
SEC include in its study the issue of the role of institutional fund managers
and their impact on the market, given the increasing trend of institutional
holdings in the market and the growing power of fund managers in determining
the

outcome of proxy contests. The study is intended to be broad in scope and in
method of analysis, commensurate with the amount of the appropriation and the
extensive expertise of the SEC'a attorneys, accountants, econcmists, and other
professional staff.

Second, the Committee believed that the legiglation should provide that the
study would be conducted by the SEC itself. and not under the auspices of a
five )
member panel of experts. Some members opposed the panel for fear that private
attorneys appointed to the panel would use the study to further their own
views
or the views of their ¢lients. Others viewad the panel structure as a means
- to
ensure a diversity of views. Nonetheless, the members agreed to delete the
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panel provision and have the study conducted by the SEC. nl33

n133. ITSFEA, supra note 1, does provide the SEC with broad authority to
hire a range of people to work on the Study. Section 7{b)(3) of ITSFEA
provides
that the SEC "may appoint, without regard to the civil service laws, rules,
and
regulations, such personnel as the Commission deems advisable to carry out
such
study and investigation and to fix their respective rates of compensation
without regard to such laws, rules, and regulations . . . ."

Third, the study is contingent on Congress's appropriating $ 5 million for
the project. Some members feared that, unless additional funds were
appropriated for the study, the SEC would be forced to reduce other
discretionary expenditures. For example, the Commirree did not want the SEC
to
bring fewer enforcement cases, in ordar to have sufficient resources to
complete
the congressionally mandated study. While this provision does protect the
SEC'S
other programs -- a laudable objective -- it does make funding the study a
formidable objective. Although the SEC generates fees well in excess of its
appropriation, nl34 it may be sxtremely difficult for Congress to fund an
additional $ 5 million for the study in an era of federal deficit reducticn.
It
remains to be seen whether Congress will appropriate the funding for this



long-term reassessment of the nation's securities laws and markets.
ABA, The Business Lawyer, November, 1989

nl34. For example, in fiscal year 1988, the SEC earmed $ 24R8.9 million in
fee revenue. or 184% of its appropriation. SEC Budget Estimate Fiscal 1590,
at
IX-1.

Assistance to International Securities Organizations

Section 8 of the bill amended the SEC's authorization to allow it to fund
acrivities of the International Organization of Securities Commizsions
("IOSCO"). The SEC indicated that it had been working with TOSCO to further
international cooperation on enforcement activities and other securities
regulation issues. The SEC wanted to be able to pay its share of expenses for
IOSCO and had adequate funds to do so out of its existing appropriation.
However, the Committee on Appropriations had been reluctant to appropriate
funds )
without a specific authorization. Section 8 of ITSFEA eliminated this
cbstacle.

TSN

/"___-—" ..

ITSFEA constitutes a rational congressional response to a significant
numbher
of insider trading cases. The Majority and Minority members of the
Committee
worked together to c¢raft a consensus bill that attempts to be balanced and to
impose controlling person liability under reasonable circumstances. The
drafters' extensive consultations with the SEC and its staff, and with
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industry lawyers markedly improved the legislation. During the drafting
process, the Commitree considered and either accepted or rejected a wide
variety
of remedies designed to address insider trading. The drafters made
substantial efforts to set a standard for controlling person liability that is
neither a hair trigger of firm liability, nor an insurmountable standard that.
from a practical standpoint, is unavailable to the SEC. The bill also
presexrves
existing gubstantive law with respect to permitting the legitimate £low of
infoxmation f£rom issuers to investment analysts. Courts will need to
interpret
and apply the newly invented standards included in the legislation and will
have
the difficult task of striking the balance that the Committee contemplated in
specific circumstances. In addition, the legislation provides the SEC with
important supplemental authority to adopt prophylactic rules designed to
prevent '

insider trading.

ITSFEA is a compromise in the truest sense among all interested parties.

Democratic and Republican membexs of the Committee had concluded that Congress



should enac¢t stringent, but reasonable, new proscriptions against ingider
trading. The Committee was able to bring togethexr various diverse views and

forge a consensus bill. It is significant that most of ITSFEA did not

originate . R .

with the SEC. By comparison, ITSA was developead by, and enacted at the urging

of, the SEC. Nanetheless, Chairman Ruder endorsed the final bill with onlv

miner reservations. The securities industry initially opposed the legislation
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but, because of improvements to the bill, most securities firms ceased their
opposition.

Within the Committee, Democrats tried to be accommodating to a range of
views
and were responsive to suggestions for refinements. Despite their minority
status, Republican members of the Committee had significant input into the
bill
and had a major role in shaping the final product. Republicans made a.number
of
substantive contributions adopted from the Lent-Rinaldo bill that ware
ineluded - - .
in ITSFEA. Of particular note ig the SEC's expanded authority to assist
foreign
securities authorities with investigations.

For all of these reasons, in the author's judgment, the members of the
Committee have reason to be proud of the legislation. Congress can never be
sure how well legislation will function once it becomes law. Only time will
tell whether ITSFEA will have the desired effects of deterring fraud and
improving international securities surveillance, without harming the
efficiency
of the financial markets. But the Committee members and their staffs tried
diligently to assure that ITSFEA would achieve these geals.

If ITSFEA fails to deter insider trxading, it is hard to imagine that

Congress could increase the penalties and disincentives against ingider
trading to even higher levels, without seriously jeopardizing the efficiency
ABA, The Business Lawyer, November, 1389

of our securities marketz. In these circumstances, Congress would need to
explore other means of attacking the insider trading problem, such as
enacting
a definition of insider trading to £1ill any gaps in the law, or further
axpanding enforcement and regulatory efforts.

LANGUAGE: ENGLISH



Tabie 1
ENFORCEMENT CASES INITIATED BY THE COMMISSION
DURING FISCAL YEAR 1936 IN VARIOUS PROGRAM AREAS

(Each case initiated has been inciuded in oniy one category listed below, even-thodg‘n
many cases invoive multiple allegatians and may tall under mare than ane ca.tegory.
=~ The number of defendants and respondents is notea oarenthetically.)

Program Area in Which a . % of
Civil Action or Administrative Civil Administrative Totat
Praceeding Was inftiated Actions 1/ Proceedings Total Cases
Securities Offenng Cases
(a) Non-regulated Enfity 51 (201) 17 ( 26) 68 (227
(b) Reguiated Entity 25( 87) 34 { 95) £9(142)
Tatal Sccurities Offering Cases 76 {288) 5T( 81 127 (369) 8%
Broker-dealer Cases
. (a) Fraud Against Customer 18 ( 60) 43 ( 60) . 61 (120
(b} Failure to Supervise c( Q 17(22) 17(22)
(c) Government Secunties 2( 2 o309 5( 8
*(d) Books & Records 2( 2) 8( 11 10( 13)
l (e} Other a( Q) 7( 8 7( 8
Total Broker-deaier Cases 2 &3) 78 (1031 100 (1631 2%

Issuer Financial Statement -
and Reportng Cases -
’ (a) Issuer Financial -
Disclasura 23(76) 49( 71) 72 (147)
(b} Issuer Reparting Otfer 3 4 101 4( 9
Total issuer Financial Staterment .
and Reporang Cases . 26 ( 80) 50 ( 72) 76 (152) 17%

Other Regulated Entity Cases
{a) Investment Advisers 8(21 34 47) 42
(b) investment Companies 2{ 4) 4( 9 6
(c) Transter Agent 0('0) 10 1) 1
(d) SROs 0( 0 202 2
Tatal Other Regulated Entity Cases 10( 25) 41 ( 55) 31

Contempt Proceedings 32( 47) 0( 0 24D 7%
Insider Trading Cases 29( 92) 0( 0 29 ( 92) 8%

Delinquent Fiiings
(a) Issuer Reporting 5( 9 1T 8( 3)
(b) Forms 3/4/5 2( 8 7711 9( 16)
Totat Delinquent Fiiings Cases 7( 9 3( 12 15121 3%

Fraud Against Requtated Entities 3(10) (1 4(11) 1%

Carnarate Control Cases o(, @ i 3 3 1%

Misceflaneous Disclosure/
Reporung 3 N 2( 2) 3(9 1%

TRISERTRS

GRAND TOTAL 212 (635) 241 (346} 453 (281)  100%

1/ This category incluges injuncave actons and civii and caminal Conternot Drocesngs.

RN 1

150 ’ L

| Marxet Maniguiation Cases . 4(13) 7( 15) 11( 28) o
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$31,672.75 representing his losses avoided from sales of Kendall stock. plus -
prejudgment interest (In the Marter of Thomas J. MacCormack™).

The Commission alleged that Akhilesh Chandoke, the former president,
chief executive officer, and director of Automated Telephone Management
Systems, Inc. (ATM); Frank Mzyk, ATM’s former controller and principal
accounting officer; and David Jacobs, its former secretary and vice president
of sales, engaged in a fraudulent scheme to inflate the company’s revenue
for the fiscal year ended September 30, 1993 (SEC v. Automared Telephone
Management Systems, Inc.*). ATM allegedly recognized $1.3 million in
revenue from a fictitious sales contract that represented 25 percent of the
company’s revenue for 1993. The defendants concealed: inventory, created
fictitious invoices, and backdated internal documents to conceal the fraud
from auditors. Chandoke and Mzyk consented to the entry of injunctions
and orders barring them from acting as officers or directors of public
companies. Default injunctions were entered against ATM and Jacobs, who
also was barred from serving as an officer or director of a public company. '
In a related action. Earl V. Young, a former ATM director, consented to the
entry of an injunction and an order requiring him to pay a civil penalty of
§,1’5 000 (SEC v. Earl V. Young™®).

Insider Trading

Insider trading cccurs when a person in possession of material non-public
information engages in securities transactions or Communicates such
information to others who trade. The Commission often seeks, ancillary
relief, including disgorgement of any profits gained or losses avoided. in
addition to permanent injunctions. The ITSA penalty provisions authorize
the Commission to seek a civil penalty, payable to the United States
Treasury, of up to three times the profit gained or loss avoided against
persons who unlawtully trade in securities while in possession of material
non-public information or who unlawfully communicare material non-public
information to others who trade. Civil penalties also can be imposed upon
persons who controi insider traders. During 1996. the Commission brought
42 cases alleging insider trading violations.

17




In emergency situations, the Commission will take action to protect the
markets when the identity of potential violators has been concealed or is
otherwise unknpwn. In SEC v. Certain Purchasers of the Common Stock of
CBI Industries, Inc.,* the Commission filed a complaint alleging that
unknown persons, acting through the offices of foreign financial institutions

(three Swiss and one German), made highly profitable purchases of common

stock issued by CBI Industries just days before the public announcement of a
proposed takeover of CBI by Praxair, Inc. Because the price of CBI stock
rose by aver 50 percent following the public announcement, the defendants
stoad to realize substantial profits. The court entered a temporary
restraining order that froze the shares of stock in the accounts at issue, along
with any proceeds from sales of such stock. Subsequently, the court entered
an injunction by default against the two individuals and seven companies that
had been identified as responsible for the trading. The order requires total
disgorgement of $1.4 million, plus $1.2 million in ITSA penalties from
seven of the defendants.

The Comumission also filed an action, SEC v. Certain Purchasers of Call
Options of Duracell International, Inc.,*" alleging that unknown persons
purchased call options prior to the public announcement of a merger -
agreement between Duracell International and The Gillette Company The
defendants’ purchases resulted in profits of approximately $950,000. The
Commission obtained a preliminary injunction and an asset freeze in this
case, which was pending at the end of the year.

The Conunission filed an action against six individuals, alleging that they
engaged in insider trading in the securities of Intuit, Inc., or tipped to others
who traded, prior to the announcement of a proposed merger between
Microsoft Corporation and Intuit on October 13, 1994 (SEC v. Kathleen
Lane®). Kathleen Lane learned of the proposed merger from her spouse,
Intuit’s chief financial officer, and tipped her son and daughter who in turn
tipped the three other defendants. Seven months later, Lane learned that the
merger plans were to be abandoned and communicated this information to
her son and one of his tippees. The defendants consented to the entry of

3

injunctions and orders requiring the payment of a total of $472,342 in

* disgorgement and penalties.

The Commission charged a psychiatrist with insider trading in the
securities of Lockheed Corporation (SEC v. Mervyn Cooper®). In 1994,
Mervyn Cooper provided marriage counseling to a Lockheed executive who
was involved in the due diligence process related to a planned merger
between Lockheed and Martin Marietta Corporation. The executive
confided confidential information concerning a major transaction involving
Lockheed, which Cooper tipped to Kenneth E. Rottenberg, who opened a
brokerage account in which he and Cooper jointly purchased call option
contracts for Lockheed stock. They also purchased shares of Lockheed
stock. As a result of their illegal trading, the defendants had combined
profits of $177,235.60. The defendants consented to the entry of injunctions
and orders requiring Cooper to disgorge profits of $53,458.02 plus
prejudgment interest and to pay a civil penalty of $53,458.02, and requiring
Rottenberg to disgorge $53,909.85.

A complaint filed by the Commission charged Donald Tyson and
Frederick Cameron with insider trading in 1992 in the common stock of
Arctic Alaska Fisheries Corporation (SEC v. Donald John Tyson™).

Tyson, who was then the chairman of the board of directors of Tyson
Foods, Inc. and a majority shareholder of the company, communicated
material non-public information to Cameron, a friend, concerning Tyson
Foods’ proposed acquisition of Arctic Alaska. While in possession of that
information, Cameron purchased 9,000 shares of Arctic Alaska stock for
$59,625; following the public announcement of the proposed acquisition, he
realized a profit of $46,125 on the sale of the stock. The defendants
consented to the entry of an injunction and orders by which Cameron was
required to disgorge $46,125, plus prejudgment interest of $18, 153.43, and
by which Cameron and Tyson each were required to pay civil penalties of
$46,125.

Three individuals were charged with insider trading in the pommon; stock
of Skybox International, Inc. (SEC v. Hugo Aldo Sallustro"). Sallustro,



the managing director of Panini S.r.L., a European subsidiary of Marvel
Entertainment Group Inc., misappropriated information concerning a
possible aéquisition of Skybox, and burchased' Skybox stock while in
possession of this information; he also tipped Anna Baroni and Ferrucio
Camponovo, who both traded Skybox stock. Following the public
announcement of Marvel’s tender offer for Skybox, the defendants realized
total profits of $152,718. The defendants consented to the entry of
injunctions and orders requiring total payments of $165.980 representing
disgorgement pius prejudgment interest and $102,608 in civil penalties.

'Regulated Entities

The NASD Proceedings .-

Under the Exchange Act, the Commission exercises oversight of SROs in
the securities business. Administrative proceedings wers instituted during
the year against the NASD to address its alleged failurz to comply with
certain of its own rules and its failure to enforce compiiance by market
makers on the Nasdaq system with NASD rules and ths federal securities
laws (In the Marter of National Association of Securities Dealers, Inc.*?).

In settling the proceedings, the NASD agreed to provids for more diversity
on its Board of Governors and certain policy making committees, improve
the process by which it disciplines member firms and admits new members,
and strengthen its enforcement efforts and enhance its surveillance regarding
market making activities. The NASD also represented that $25 million had
been authorized to enhance its market surveillance systams and that an
additional $75 million would be committed for this purpose over the next -
five years. The Commission released a report of inves:igation regarding the
NASD and the Nasdag market® detailing a number of problem areas
including the anticompetitive pricing convention used bv market makers, by
which most stocks were quoted only in even eighths (i.2., $.25, $.50, $.75),
so that spreads were never less that $.25. The report also discussed
regulatory deficiencies at the NASD.



' - - -

approved by Seabcard’s vice president of compliance. This matter was
pending at the end of the year.

Michael C. Robertson, the former investment adviser to the Employees’
Retirement Fund for Fort Worth, Texas and the investment adviser to the
Oklahoma Police Pension Retirement System, and his advisory firm, M.C.
Robertson & Associates, Inc., were charged in administrative proceedings
with making materially false and misleading statements regarding the receipt
of compensation from broker-dealers and mutual funds in connection with
their advisory business (In the Marter of Michael C. Robertson®).
Robertson and his firm received approximately $721,461 in undisclosed
service fees paid by three mutual funds in the Fort Worth fund’s portfolio
and undisclosed commission payments totaling $13,863.72 in a commission
recapture program. The respondents also received undisciosed commission
payments totaling $+8,205.12 in connection with the Oklahoma Police

Pension fund commission recapture program. This matter was pending at
the end of the year.

~

Sources for Further Inquiry

The agency publishes the SEC Docket, which includes announcements
regarding enforcemenr actions. SEC litigation releases describe civil
injunctive actions and report certain criminal proceedings involving
securities-related vioiations. These releases typically report the identity of
the defendants, the ramre of the alleged violative conduct, and the
disposition or status Jf the case. The SEC Docket also contains, Commission
orders instituting adcunistrative proceedings, making findings, and imposing
sanctions in those proceedings, and initial decisions and significant
procedural rulings issued by Administrative Law Judges. In addition, recent
litigation releases. orders in administrative proceedings. and other
information of interest to investors are posted on the internet at the SEC’s
World Wide Web sit2 (http://www.sec.gov). The Commission’s
Enforcement Complaint Center may be reached through the Enforcement
Division page of the website and e-mail messages may be sent directly to the
division at enforcement@sec.gov.




