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Mr. R.V. Nabar
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Mittal Court, 'B' Wing, First Floor
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Dear Mr. Singhvi and Mr. Nabar,

Sub. SEBI Enforcement

128. T. V. Industrial Estate
Worli, Mumbai 400 025

Telephone: 4946630, 4963599
Fax: (91 22) 4963555

As requested, here is an outline for a proposed workshop and primer on "How to Investigate
and Prove an Insider Trading Case", which was prepared by Mr. David Strandberg, Price
Waterhouse LLP consultant. The purpose of this outline and workshop is to assist the SEBI to
develop its institutional capabilities to conduct investigations of possible misconduct in the
Indian markets, including insider trading.

Going forward, I expect that Price Waterhouse FIRE project consultants Mr. Cliff Kennedy
and Mr. David Strandberg will further elaborate and develop this outline. I also expect that it
will serve as a basis for the insider trading portion of the enforcement manual which we
understand is currently under development at SEBI. I also anticipate that we will prepare and
deliver similar primers and workshops on different aspects of enforcement of the securities
laws over the course of this project.

As always, please let me know ifthere is anything else I can do. I can be reached at the FIRE
project office by telephone on 4963566 or 4963599.

Sincerely yours,

w. Dennis Grubb
Principal Consultant - Capital Markets
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Workshop Outline: How to Investigate 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
iii. 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
so.

b. Basic elements of an enforcement program

1. 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"

1. Preserves integrity of the investigation
ii. Protects the reputation of those market participants who may be

involved before legal conclusions are reached

Draft -- 10120197, 5:49 AA1, Ids
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Ill. 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

1. Relationship to issuer
11. 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

I As the applicable laws and regulations change and market practices and participants develop, this outline
will need to be amended and updated.

Draft -- 10/20/97, 5:49 AM, Ids
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f. Common indicia of insider trading

October 1997

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

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

III. Sources oflnvestigations, or What Triggers an Investigation?

a. SEBI market surveillance and inspections

i. Monitor stock exchange trading screens and reports
ii. 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

1. Develop relatiomhips with compliance officer counterparts
11. Limits to SRO and stock exchange jurisdiction and authority

c. Referrals and tips

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

1. But may be an attempt to seek favorable treatment from SEBI
2. May be an attempt to influence SEBrs understanding and

interpretation of the facts

Draft -- 10120197, 5:49 AM, Ids
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3. May be an attempt to initiate SEBI investigation to weaken a
rival

IV. Complaints from employees (current and former)

I. 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

c. Procedural considerations

i. Documentation and file maintenance
ii. Development of facts
iii. Integrity of evidence
iv. Sufficient staff
v. Necessary expertise, e.g., accountant

d. Need for Coordination

i. With Other Agencies
11. 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 - /0/20197. 5:49 AM. Ids
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b. Develop theory of the case, that is, an explanation for what happened and why
(the story)

1. Possible motives for conduct
11. Benefit to trader or others (e.g., family members or business

associates)
111. 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

ii. 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

I. 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
11. 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. Consi.der opportunities for communication/exchange of price
sensitive information

Draft -- 10120197, 5049 AAt, Ids
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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 oftrading data
5. Public and non-public sources

e. Documents are critical

i. Internal SEBI documents and information

I. 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

I. 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 -- /0120197, 5:49 AM. Ids
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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
5. Circulate list of traders within company to determine if there

are any c0nnections or relationships between traders and
company insiders

IV. Stock exchange documents

1. Required reports and books and records (Securities Contracts
(Regulation) Act, 1956, Section 6, subsections (2) and (4))

2. Audit trail of transactions

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

1. authority of SEBI to request
2. identifies time period and key events
3. identifies key witnesses and opportunities for communication

ofprice sensitive information
4. identifies who knew what and when
5. 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 ofprice sensiti Ie
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

Vll. Press reports

Draft -- 10120197, 5:49 AM, Ids
Confidential- For SEBI Internal Purposes Only
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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

1. Allocation of resources
ii. Impact on investors and the market
iii. Other

b. Preparation of recommendation to the Board

c. Supervisor and Management Oversight

d. Criminal and other collateral proceedings

e. Settlement

f. Publicity

i. Issue press release after public proceedinf,s initiated
n. Announce enforcement proceedings on SEBI website

VI. Appropriate sanctions

a. Statutory authority

b. Policy considerations

1. Seriousness of misconduct
ii. Nature of misconduct

Drqft -- 10/20/97, 5:49 AM, Ids
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I. Repetitive or continuous?
2. Single instance?

iii. Amount of pecuniary damage

I. Measurement

IV. Likelihood of future misconduct
v. Previous violations

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

October /997

a. In Fiscal 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:

(1) SEC v. O'Hagan, 117 S.Ct. 2199 (1997)
(II) SEC complaint in SEC v. Power Securities Corp.
(III) Excerpts from David L. Ratner, Securities Regulation in a Nutshell, Fifth edition

(1996), pp. 143-161 and 234-247
(IV) Excerpts from Stuart 1. 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

Draft -- 10/20/97, 5:49 AM. Ids
Confidential- For SEB/lnternal Purposes On~v

Pu;e 9



(INITI·:D STATES. PETITIONI'f{ v, .1M-diS III:RMAN ()'JlI\(it\N

No. 96-X42

117 S. Ct. 2199: 1C)97 U.S. LEXIS 4033: 131\ L. Eu. 2J 724:
Fl:d. Sl:c. L. Rep. (eCH) P99.--+82; 97 Cal. Daily Op. Sl:rvic~

.+93 I: 97 Daily Journal DAR 7991: I I Fla. Law W, t-t:d, S 154

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

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

PRIOR HISTORY: ON WRIT OF CERTIORARI TO THE UNITED STATES COURT'OF APPEALS
FOR THE EIGHTH CIRCUIT

DISPOSITION: <=1> 92 F.3d 612, reversed and remanded.

SYLLABUS:
After Grand Metropolitan PLC (Grand Met) retained the law tirm 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 uptions 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 protit 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@ I D(b) of the Securities Exchange Act of 1934 and SEC Rule IDb-5.
with fraudulent trading in connection with a tender offer in violation of @ 14(e) of the Exchange Act and
SEC Rule 14e-3(a), and with violations ofthe 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 @ lO(b) and Rule IOb-5 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 rip 14(el
rulemaking authority because the Rule contains no breach of fiduciary duty requirement: and that the mail
fraud and money laundering convictions rested un \ lolations of the s.::curitie~ laws. so could not stanu unce
th.:: securities fraud convictions were reversed.

Held:

I. A. person who trades in securities for personal protit. using contidential information [*31
misappropriated in breach ofa tiduciary Jutv to the source of the information. may be held liable for
violatIng II! I O(b) and Rule IOb-5. Pp. -+-22.

(a) Section I O(b) proscribes 11: "sing any "Jeccprl\e device" 12) "in connection with the purchase or sale
llf any 'iecurity." in conWlVenr:un of SEC rules. Th,~ C)mmission adopted Rule IOb-5 pursuant to itsa':
IO( h I ru lemaking: authority: !iability under RuLe; 1:'-' Jo.:s not extend beyonu conduct encompassed by (/
IOlh)'s rrohibition. See. e.~.. ~, Ernst oX [;';-:·i. f:l)l,;ht'"I,ler. --l25 L.S, 185.21---1. ---17 L. Eu. 2u ()6S. 96

S. Ct. 1375. Unucr the "tradit;)!;al" or "ClaSSiCi., I:' I':' ·,fino:dc, ir"J'll:; :iability. a violation of ,I iO(ol

BEST AVAfLABLE COpy-



and Rule IOh-5 occurs when a corporate insider trades in his corporation's securities on the hasis of
lllakriai. confidential inforr~lation he has ohtalllcd hy n.:ason of his position. Such trading qualities as ,I

"deceptive dev ice" heG\use there IS a relationship of trust ,IllU con fide lice hetwcen the corporation's
shareholders and the insider that gives ris•.: to a duty to disclose or abstain from trading.

-3 Chiarella v. {jnited States, 445 U.S. 222. ~28-2:!9. 63 L. Ed. ~d 348. Ion s. Ct. IIOS. Under the
cOl11plementary "misappropriation thcory" urged hy ,ile (;ovcrnment here. ,I corporate I*-11 "outsider"
violates (II) IO(b) and Rule IOb-5 when he misappropriates conlidential intlJrmatioll tor securities trading
purposes. in breach of a tiduci,u}'duty owcu to the source of the int(mlHltion. rather than to the persons
\~i~h whom he tnldes. Pp. 5-8.

(b) Misappropriation, as just defined, is the proper subject of a @ 1O(b) charge because it meets the
statutory requirement that there be "deceptive" conduct "in connection with" a securities transaction. First.
misappropriators deal in deception: r\ tiduciary who pretends loyalty to the principal while secretly
converting the principal's information for personal gain dupes or defrauds the principal. A company's
contidential information qualities as property to which the company ilas a right ofexclUSIVe-use;-the

~~~i~c 10se([i'ifl§tJI!t:...~trojCofSuchJIi!'~i!fl.iltiOQ CQl1s1itu.tes fraud- akiJLto.~l1!b~~~menl:. 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. 97 S. 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 intormation. there is no "deceptive device" and thus no
if) IO(b) violation. Second. @. IO(b)'s requirement that the misappropriator's deceptive use of intormation
be "in COlJOSlction_wi!!t~~rchase or sale of(a] security" is satisfied by the misappropriation theory
because the fiduciary's fTaud is consummated, not when he obtains the contidential information. but when,
without disclosure to his principal, he uses the information in purchasing or selling securities. The
tr3!n~a~ and the breach of duty coincide, e~entIlollgli tn~"'so~()~~!l!.i.!i9-~frau~edis_'!.otJh~ot~er
p~rty to the traae, but is, instead, the source ofth~nonpu.Qlic information. Because undisclosed trading on
the tms"iSOf"misapprupriafed:ITonpul:ilic 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@ IO(b) violator ifhe 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- I5.

(c) The Eighth Circuit erred in holding that the misappropriation theory is inconsistent with /ij}. 10(b). First.
that court understood the theory to require neither misrepresentation nor nondisclosure: as this Court
explains. however, d~ceptive nondisclosure is essential to @ IO(b) liability under the theory. Concretely. it
was O'Hagan's failure to disclose 11Is personal trading to Grand Met and Dorsey. in breach of his duty to
do so. that made his conduct "deceptive" under (~ 10(bl. Second. the Eighth Circuit misread this Court's
precedents when it ruled th,lt. under ~(J Chiarella v. United St:1~es. ~-+~ lS. ':::2. '::30. 232. 233. 63 L.
Ed. 2d 348, 100 S. Ct. 1108; <=7> Dirks v, SEC. 463 US. 646, 655. 77 L. Ed. 2d 911. 103 S. Ct. 3255;
and =8> Central Bank of Denver. '\I. A.. v. First Interstate Bank of Denver. '\I. A.. 51 I 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:i]}, IO(b) liability.

=9> Chiarella. supra. at 238.239.2'+0-243.2-15. expressly left open the question of the misappropriation
theory's validity, .md <= 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 ..:ivil
litigation under (iJ? !O(b) and Rule IOb-5. not criminal liability. Pp. 15-20.

(d: Vit,d [0 this Court's decision that criminal liability may be sustained under the misappropriation theon
i, li1'~ i:.'\change .\C['S requirement that lhl: (jovanment prove: that a pcrson\vi II full:" \ iolat<.:d Rut.: IOb-~
in .!"de: [0 establish a criminal violation. ,lIll! the Act's prov;sion that ,1 defendant Illay not be impri-;:Jncd
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tClr such a violation ifhe proves that he had no knowledge of the Rule. The re411iremcnl of culpa hie intent
weakens O'Hagan's charge thatlhe misappropriation theory is too indefinite to pcrmit the imposition of
criminalliahility. See ,II [3o)iet: Motor Lincs. Inc. v. rJnited Slates. ]42 :;.s. 3J7.~42. % L. Ed. 367.
72 S. Cl. 329. The Eighth Circuit may address on remand O'Hagan's other challenges to his (I~ IO(b) [~8J

and Rule IOb-5 convictions. Pp. 21-22.

2. I\s rekvant to this case, the SEC Jid not cxceed its rulemaking authority under 'Iii 14(e) by adopting
Rule 14c-3(a) without requiring a showing that the trading at issue cntailed a hreach of tiduciary duty.
Section 14(e) prohibits "fraudulent, .. acts, . , in connection with any tender offer." and authorizes the
SEC to ''<-ieline. 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-2CllJ'!t~Jii!ILnonpublic

information that concerns a tender otTer and that the person knows or should know has been acquired from
an. insider of the offeror or issuer, or someone workingontheir behalf. Wlless within a reasonable time
befqre any purchase or safe such infOnnation and its source are publicly disclosed. Rule 14e-3(a)imposes
dut::L~.<jQseor 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 "fTaudulent" acts, but not to create its own [*9J
definition of "fraud"; thar. under <=12> Schreiber v. Burlington Northern, Inc., 472 U,S. 1,7-8.86 L. Ed.
2d I, 105 S. Ct. 2458, @ IO(b) interpretations guide construction of @ 14(e); and that, under ':= 13>
Chiarella.. sUf)'a, at 228, a failure to disclose infonnation can be "fraudulent" for @ IO(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) fTaud-defining authority is broader than its like
authority under (jj) 10(b), for Rule 14e-3(a). as applied to cases of this genre. qualities under I(V 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
@ 14(e), the SEC 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. See <-= 14> Schreiber,
supra, at I I, n. I I. This Court must accord the SEC's assessment in that regard controlling weight unless it
is arbitrary, capricious, or manifestly contrary to the statute. [~l OJ <= 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. fn this
case, the SEC's assessment is none of these. ft 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. fnsofar 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·CY 14(e). This Court declines to consider in the first instance
O'Hagan's alternate arguments that Rule 14e-3(a)'s prohibition ofpre-otfer trading contlicts with @ 14(e)
and violates due process. The Eighth Circuit may address on remand any such argument tnat O'Hagan has
preserved. Pp, 22-33.

J, This Court's rulings on the securities fraud issues require re\ ersal nt' the Eighth Circuit', judgment on the
mail fraud counts, [* III O'Hagan's other argum~nts 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: GlNSBURG, J., delivered the opinion orthe Court. in ·.vhich STEVENS. O'CONNOR.
KENNEDY. SOUTER. and BREYER. JJ..joined. and in P:1ri':. Ill. cllld IV of which SCALIA, Ljoined.
SCALIA. J.. tiled an opinion concurring in part and dissentil~:';: ;" ,),I"f THOMAS. L tiled an opinion
concurring in thejudgment in part and dissenting in part. i'1 ':. i,I:W-.JQUlST. c. Ljoined.

OPfNIONBY: GfNSBURG



OPINION: .II ISTleE (iINSI3lJR(i delivered Iht: (lpinlon of the ("(lurt.

This case concerns the interpretation and enfclrcement Offel! 10(b) and II~ l<l(e) Ilfthe Securities
Exchange Act of 1934, and rules made by the Securities and Exchange Commission pursuant to these
provisiolls. Rule IOb-5 and Rule 14e-3(a) rwo prime questions arc presented. The first rdatt:s (u(ht:
misappropriation of material, nonpublic information for securities trading: tht: second concerns t'raudulent
practices in the tender offer setting. In particular, we address and resolve these issues: ( I ) Is a person who
trades [* 12 J in securities for personal protit, using confidential intormation misappropriated in breach III
a fiduciary duty to the source of the information. guilty of violating 'IV J Orb) and Rule IOb-5? (2) Did the
Commission exceed its rulemaking authority by adopting Rule 14e-3(a), which proscribes trading on
undisclosed infonnation in the tender otfer setting, even in the absence of a duty to disclose? Our answer to
the tirst question is yes, and to the second question. viewed in the context of this case. no.

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,
retain.::d Dorsey & Whitney as focal counsel to represent Grand Met regarding a potential tender offer tor
the common stock of the Pillsbury Company, headquartered in Minneapolis. Both Grand Met and Dorsey
& Whitney took precautions to protect the contidentiality of Grand Met's tender otfer 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 VIet publicly announced f* 131 its
tender otler for Pillsbury stock.

On August 18. [988, 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 vIet, by using for his own trading purposes material, nonpublic
infonnation regarding Grand Met's [* 14 J planned tender offer. Id.. at 8. n I 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 hinds. Id .. at 10. n2 O'Hagan \,as charged with ::0 counts of ITI<lil
fraud, in violation 01':= 17> 18 U.S.c. ,} 1341: 17 counts of securities fraud. :n violation l1fl!' IO(b lof
the Securities Exchange Act of 1934 (Exchange Act), <l8 Stat. 891. <= 18> 15 US.c. ~@. 78j(bl, and SEC
Rule IOb-5. [7 CFR @ 240.1 Ob-5 (1996); 17 counts of fmudulent tmding in connection with a tender nfTer.
in violation of'£]) 14(e) of the Exchange Act. . =19> ]5 USc. '0 78n(e), <lnd SEC Rule 14e-3(<ll. 17 CFR
'iJ! 240. 14e-3(a) ( 1996); and 3 counts of violating federal money laundering statutes. =20> 18 U.s.c.
(1rii> 1956(a)( l){ B)(i). 1957. See App. J 3-24..\jury convicted O'Hagan on all 57 counts. and he was
,entenced to a J-month term of imprisonment.

- - - - - - - - - - - - - - - - - - Footnotes- - - - . - - - - - - - - - - - - -

n I .-\S evidence that O'Hagan traded ll'l th;'~lsis of non public intonnmion misappropriated Irom his law
firm. the Government relied on a cnrl\er,,;t!i1n :·,~t\\..:en O'Hagan and the Dorsey & Whitney partner
heading the finn's Grand Met repr..:sentJ:llJl1 [':ltlt con'eesatioll ,tllcgediy tGok plac..: shortly before .\ugust
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26, 1<)88. St:e Brief for United States cI. O'Hag,m urges that the Government's evidence does not show he
traded Oil the hasis of nonpuhlic inlllrm<ltlon. O'lla~<In [loints to news rer0rts lIn .\ugust III and '::2. l'lXX.
th;l! (irand Met was interested in clcquiring Pillshury. ,md to ,In earlier..·\ugust 12, [lJXX, l1ew, n:p0rllhat
(irand Met had put up its hotel chain lor auction to raise tunds lor an acquisition. See Brief lor Respondent
cI (citing App. 73-74, 78-80). O'Hagan's challenge to the sufficiency of the evidence remains open for
Cllllsi,kration on remand. [* 15'

112 ()'J lagan was convicted of then in state court. sentenced to 30 months' imprisonment. and lined. See
-=21' Statev. O'Hagan, 474 N.W.2d 613, 615,623 (Minn. App. 1991). The SupremeCuurt uf

Minnesota disbarred O'Hagan from the practice uf law. See' =22 [n rc O'Hagan, 450 N. W.2d 571
(Minn. 1990).

- - - - - - - - - - - - - - - - -End Footnutes- - - - - - - - - - - - - - - - -

A divided panel of the Court of Appeals for the Eighth Circuit reversed all uf O'Hagan's conVictIOns.
'~=23> 92 F.3d 612 (1996). Liability under @ IO(b) and Rule IOb-5, the Eighth Circuit held, may not be
grounded on the "misappropriation theory" of securities fraud on which the prosecution relied. <~24> rd.,
at 622. The Court of Appeals also held that Rule 14e-3(a)--\\'hich prohibits trading while in possession of
material, non public 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> [d., 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"/ Id., 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 contlict on the propriety of the misappropriation theory under
@ IOCb) and Rule IOb-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 tirst the Court of Appeals' reversal of O'Hagan's convictions under @ IO(b) and Rule IOb·5.
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@ IO(b) liability. We hold, in accord with
several other Courts of Appeals, n3 that criminal liability under @ IOrb) may be predicated on the
misappropriation theory. n4

- - - - - - - - - - - - - - - - • -Footnotes- - - - - - - - - - - - - - - - - -

n3 See. e.,s... =29" United States v. Chestman. 947 F.2d 551. :'(i(j I Ct\2 1(91) I,en banc L cert. Jenled.
=30> 503 U.S. 1004. ! 18 L. Ed. 2d 422.112 S. Ct. 175l) (19l)2): =y I SEC v. CheriL <)]] F.:d 403.

·l!O(CA71991),cert.denied, <=32> 502USI071.117L.Ed.2d 131, 1125.Ct.966(1992); <~33>

SEC v, Clark, 915 F.2d439, 453 (CA9 1990). [*17J

n4 Twice before we have been presented with the question whether criminal liability for violation orip.
IO(b) may he based on a misappropriation theory. In '=34> Chiarella v. United States. -145 U.S. 222.
235-237. 6] L. Ed. 2d 3c18. 100 S. Ct. I 108 ( 1980). the jury had receivc:d no misappropri31ion theory
instructions. so we declined to address the question. See intra. at 17. [n <~35: Carpenter \. United States.
484 U.S. 19. 24, 98 L. Ed. 2d 275. 108 S. Ct. 3 [6 ( 1987). the Court divided evenly on \\hether. under the
c:ircumstances of that case. convictions resting on the misappropriation theory should be affirmed. See
,·\Idave. The Misappropriation Theory: Carpenter and Its :\ftermath. 49 Ohio St. L. .I, 37~. 3"'~ (Il)S81
(ub,erving that "Carpenter was. by an~' reckoning. all unusual case." tor the inriJl'llLtil'll llll:re



misappropriated belonged not to a company preparing to engage in securities transactions. e.g .. a bidder
In ;\ corporate acquisition. hut to the Wall Street journal).

- - - - - - - - - - - - - - - - -End Footnotcs- - - - - - - - - - - - - - - - -

[n pertinent part. ((~ IO(b) of the Exchange Act provides:

"It shall be unlawlul lor any person. directly or indirectly. hy the lise orany means or instrumentality of
interstate [* 18] commerce or of the mails, or of any facility ofany national securities cxchange--

"(b) To use or employ, in connection with the purchase or sale of any security registered on d 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 (I) 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.ld 12. 17 (CA2 (981); rather. the statute reaches any deceptive device used "in connection
with the purchase or sale of any security."

Pursuant to its @ IO(b) rulemaking authority, the Commission has adopted Rule IOb-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 ofany 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 'f!! 240.1 Ob-5
( 1996).

Liability under Rule IOb-5, our precedent IIldicates. does not exh:nd bey,)"d conduct encompassed by Ii'.
IO(b)'s prohibition. See <=38> Ernst & Ernst v. Hochfelder, .+25 U.S. 185.21'+,'+7 L. Ed. 2d 668.96 S.
Ct. 13 75 ( 1976) (scope of Rule IOb-5 cannot exceed power Congress granted Commission under 'ip 10(b»;
see also ""'39> Central Bank of Denver. N. A. v. First Interstate Bank of Denver. \I. A.. 511 U.S. 164.
173. 128 L. Ed. 2d 119. 114 S. (1. 1439 (1994) ("We have refused to allow [private] IOb-5 challenges to

conduct not prohibited by the text of the statute. ").

Under the "traditional" or "classical theory" of insider trading liability. if! IO(b) and Rule IOb-5 are
violated when a corporate insider trades in the securities of his corporation on the basis of materiaL
nonpublic infonnation. Trading on such information qualities as [*20 I a "deceptive device" under·0
ID( bl. we have affirmed. because "J relationship of crust and contidencl~ Iexists I between the shareholders
Dr.1 corporation and those insiders who 11'1\ c' o)f"Jined confidenrial information by reason of their position
with that corporation." " =40> ChIarella v. :11Il-.:d StJk:s. -:'45 t''s 2::::'. ~228. 6.3 L. Ed. 2d 348.100 S. Ct.

\~



t lOS (I <)RO). That relationship. we recognized. "gives ris~ to a duty to uisclose fur to abstain from tradingl
hl:G1USC of the 'nl:cessity of IJrl:vcnting ,I corrmatc insldcr Irorn . taking 1I1l1;lir ;\dv;\IItagc of

lIlIin timncu ... stockhnlders ...· ~ lid.. ;It 22S-22<) (citation omitteu). rhe dassical theory applies not
on Iy to officers. directors. anu other permanent insiders of a corporation. hut also to attorneys. aCClluntants.
consultants. and others who temporarily hecome fiduciaries of a corporation. See ~~2· Dirks v. SEC
·l6:; I).S. 646, (1)". n.14. 77 L. Ed. 2d ')11. 10:; S. Ct. 3255 (1983)

rhe "misappropriation theory" holds that a person commits fraud "in connection With" a securities
transaction, and thereby violates (iv 10(b) and Rule IOb-5, when he misappropriates contidential
intllrmation for securities trading purposcs. in breach of a duty owed to tile source of the intormation. Se~
Brief [*21] for United States 14. Under this theory. a tiduciary's undisclosed. self-serving use of a
principal's infonnation to purchase or sell securities. in breach of a duty of loyalty and contidentiality.
defrauds the principal of the exclusive use of that information. In l~ufRremisin~!la_bilit)!._ou~ IMuciary
relationshi between company insider and purchaser or seller of the company's stock. the misappropriation

theo:;%"emises 1a lIon a lauciary-~S(feceptlon ofth~s':-\Vho ":,,trusted him wlQ1access, to
~RtldSRtiaI i'ilf'mm.atiQR ----

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 infonnation. The misappropriation theory is thus designed to "protect the integrity ofthe
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 'Yho owe no
tiduciary or other duty to that corporation's shareholders." [bid.

- --,. ------ ~- - -_. ~- - ---

[n this case, the indictment alleged that O'Hagan, in breach ofa duty of trust and confidence he owed to
his law finn, Dorsey & Whitney, and to its client, Grand Met, traded on the basis of nonpublic infonnation
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.
n5

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

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 confidential
intormation from, Dorsey & Whitney. counsel to tender otferor 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
bidd,:r. rather than the target.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[*231

B

\Ve ~lgree with the Government that misappropriation. as just uetined. sat is lies ljJ IO(b)'s requirement that
chargeable conduct involve a "deceptive device or contrivance" used "in connection with" the purchase or
sale <)f securities. We observe. lirst. that misappropriators. as the Government describes them. deal in
deception. A liduciary who "[pretends] loyalty to the principal while secretly converting the prinLlpal\
informdtion tor personal gain." Brief for United States I~. "dupes" or Jet'r:lllds the principal. See\ld;l\C.
\li~aprl'OjJriatiOI1:A General Theory uf LinbJlity fiJI' Trading un .'Jonpubiic lnforlllCltion. 13 !1utc;tra L.
Rc\. :'1:. 1!9(1984L



W..: aJJresseu frauu of the ,am..: species in .l) Clrpenter v. Iiniled Siales. 4K<-l {I.'\. 19. IlX I.. hl ~J

~7". 1OX S. Ct. 316 ( 19K7]. which involveJ the mail fr<luJ"<;T3!ute's proscription of "any scheme Dr ;lrtiticc
to Jcfrauu." ~44-- 18 lJ.S.C liil 13<-l1. Affirm ing convictions unJer that statute. we said in Clrpenter
that an employee's undertaking not to reveal his employer's contidential information "hecame a sham"
wlH:n the employee proviucd rhe IOf\lrmation to his co-conspir<ltors in a schemc to obtain Irauing profits.

c45 " .t84 U.S. at 27. A eomp,my's contidential information, l*2--!J we recognized in Carpenter,
qualities as property to which the company has a right of exclusive usc. ~46 Id.. at 25-27. The
undisdosearnisappropriation of such information, in violation of a fiduciary duly, the Court said in
Carpenter. constitutes fraud akin to cmbezzlement--"'the fraudulent appropriation to one's own usc of the
money or goods entrusted to one's care by another.'" '=47> Id., at 27 (quoting '-=48> Grin v. Shine. 187
U.S. 181. 189.47 L. Ed. 130,23 S. CI. 98 (19021); 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 ~tatute) (like Section IO(b» has long been held to
require dect:ption, not merely the breach ofa fiduciary duty." Brieffor United States 18. n.9 (citation
omitted).

Deception through nondisclosure is central to the theory of liability tor 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 [toj 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 (1 (58) (agent's disclosure obligation regarding use ()f confidential
infonnation). n6

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n6 Under the misappropriation theory urged in this case. the disclosure obligation runs to the source of
the infonnation. here, Dorsey & Whitney and Grand Mel. Chief Justice Burger. dissenting in Chiarella,
advanced a broader reading of@ 10(b) and Rule IOb-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. no4. The Government does not propose that we adopt a
misappropriation theory of that breadth.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The misappropriation theory advanced by the Government is consistent with <=51> Santa Fe Industries.
Inc. v. Gr(;en. [*26J 430 U.S. 462, 51 L. Ed. 2d 480, 97 S. CI. 1292 (1977), a decision underscoring that
1j) IO(b) is not an all-purpose breach of fiduciary duty ban: rather. it trains on conduct involving
manipulation or ueception. See =52- iJ .. at -173-476. In contrast to the Government's allegations in this
case. in Santa Fe Industries. all pertinent facts \\er~ disclosed b~ the persons charged with violating Ii;
IO(b) and Rule 1Ob-5. see <=53> id.. at .t74: therefore, there was no deception through nondisclosure to
which liability under those prOVisions could ~lttach. see =54> id.. at --I 76. Si~i"larly. full disclosure
fQIeclos~s liability under the misappropnation theory: Because the deception essential to the
Q1isapprogriation-ffie~feign;iig" fTdeJTt5; iorne source-of Information. if the tiduciary discloses to
tke source that he plans to trade on the nonpublic information. there is no "deceptive device" Jnd thus nOti'
IO(b) violation--although rhe tiduciary-tumed-lrader may remain liable under state law for breach of a Juty
of loyalty. n7

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
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117 Where. however. a person trading on lhe hasis of materiaL nonpublic information OW~..; a duty of
10\ altv ;!Ild confidentiality [0 two cntities or pcrsonS--llJr example. a law tirm ;1111.1 its dienl--hllt mak..:s
disclosure to 'lilly one. the trader Illay ,[ill he liahle under the misappropriation theory.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­

r"'2 71

We turn nt:xt to the (l~ IO(b) requirement that the misappropriator's deceptive use ofinll)rmation be "in
connection with the purchase or sale of [a I security." This element is satistied because the liduciary's fraud
is consummated. not when the tiduciary gains the contidcntial information. but when. without disclosure to
his principal, he uses the information to purchase or sell securities. The securities transaction and the
breach of duty thus coincide. This is ?o _ev~t!!l:lughJhe_£eES(JI!gr_ ~ntity 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-t~aud or de~'eit ~an be practicedon one perso"n, witfi 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 hanns members of the investing public. See id., at 120-121, and n.1 01.

The misappropriation theory targets information of a so:1 that misapproprialOrs 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 all
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 @ lOeb) 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 tor
United States 24, 0.13. 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, ifnot anything, then at least many things; its
misappropriation may thus be viewed as sufficiently detached from a subsequent securities transaction that
@ lO(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-&, misses the point. The Exchange Act was enacted in part
"to insure the maintenance of fair and honest markets," <=55> 15 USc. @ 78b. and there is no question
that fraudulent uses of confidential intormation fall within riP IO(b)'s prohibition if the fraud is "in
connection with" a securities transaction. It is hardly remarkable that a rule suitably applied to the
fraudult:nt 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 overstatemenL Observing lhat l11one~ can be LJsed for all
manner of purposes and purchases. the Government urges that contldential 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 -1--6
(several times emphasizing the word "only"). Substitute "ordinarily" for "only." and the Government is on
the mark. n&

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n8 The dissent's evident strug!!le to II1vent other uses to \~hlch O'Hagan pluu51bl\ might have put the
Ilonpublic information. see post. at 7. is telling. It is imaginative to suggest that 1 trade journal would have
paid O'Hagan dollars in the millions ro publish his information. See Tr. of Oral \rg. ~6-37. Counsel for
O'Hagan hypothesized. as a nontrading use. that O'Hagan could have "misapp'"lJpri,nc:J this information
lll'lhis/law firm and its client. delivered it to [PillsburYI, and suggested that rPilb:)ur~ 1111 the future.
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might find it very desirable to use r O'Hagan I for legal work." rd .. at 37. But [lillshury might well have had
large douhts ahout engaging t()r its legal work a lawycr who 'iO stunningly disrlaycd IllS I'cadine\" It I hctra\
,I client's confidence. Nor is thc CommiSSion's theory "incohercnt"llr "incOlNst\;nt." ros!. at I. 14. lor
failing to inhibit use ofcunfidcntial infonnation for "personal amusement ... in :.I f:.lnt:.lsy stock trading
game," post, at 7.

- - - - - - - - - - - - - - - - -End Footnotcs- - . - - - - - - - - - - - - - -

r'" 30 I

Our recognition that the Government's "only" is an overstatement has provoked the dissent to cry "new
theory." See post, at 9-1 I. But the very ease on whieh the dissent relies, . =56> Motor Vehicle Mlrs.
Assn. of United States, Inc. v. State Farm Mut. Automobile Ins. Co., 463 U.S. 29, 77 L. Ed. 2d441, 103 s.
Ct. 2856 ( 1983), shows the extremity of that charge. [n State Farm, we reviewed an agency's rescission of ,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. Ru[e IOb­
5's promulgation has not been challenged: we consider only the Government's charge tnat 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 iJJ lO(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,
non public 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 populatl:d
with ... transactors [trading [*32) on the basis of misappropriated infonnation] some investors will
refrain trom 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 £1' 10(b). it makes scant sense to hold a law~er like
O'Hagan a @ IO(b) violator if he works for ~1 law linn representing the targetl)f.l tender offer. but not II
he works tor 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 ail) IO(b) charge because it meets the
statutory requirement that there be "deceptive" conduct "in connection with" securities transactions.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - • - - - - - . - -

119 As noted earlier. however. see supra. at 9-10, the textual requirement of deception precludes ,y 1O( h I

liability \vhen a person trading on the basis of nonpublic infonnation has disclosed his tradin~ plan'i ~O. "I"

obtained authorization from. the principal--even though such conduct may affect the securities markds 'II

the ,.ame manner as the conduct reached by the misappropriation theory. Contrary to the dissc,!1t'S
~:lggestion. see post. at 11-13. the fact that <I" IO(b) is em:y a partial antidote 10 the problems it '.\.:,
ll,:si~lled to <1J1eviate does not call into question its prohlbition uf conduct that falls within it, ~ \llial



rroscription, Moreover. once il disloYill agent discloses his imm inent hreach of duty. his principal may seek
arrropriatc equ Itahle relief under state law. Furthermore. In the conte.xt of a lender oth:r. the I1rHlclpal who
authorizes an agent's trading on confidential in!i)rmatlon may. In tile Commission's view. incur liability tor
an Exchange Act violation under Rule 14e-.3(a).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
1*.331

C

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> 92
F,3d at 618. As we just explained, however, see supra, at 8-10, deceptive nondisclosure is essential to the
rip IO(b) liability at issue. Concretely, in this case, "it [was O'Hagan'S] t'qiluretodisclose 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[ @ ]lO(b)." Reply Brief7.

Second and "more obvious," the Court of Appeals said, the misappropriation theory is not moored to @
IO(b)'s retjuircment that "the fraud be 'in connection with the purchase or sale of any security.''' See
. =63;;> 92 F.3d at 618 (quoting <=64> 15 U.S.c. @ 78j(b». According to the Eighth Circuit, three of our
decisions reveal that @ lO(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. 1\08 (1980);
<=66> Dirks v. SEC, 463 U.S. 646, 77 L. Ed. ~d 911, 103 S. Ct. 3255 (1983): and =67" Central Bank
of Denver, N. A. v. First Interstate Bank of Denver, N. A., SIt U.S, 164, t28 L. Ed. 2d 119, 114 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
@ lOeb) liability." <=68> 92 F.3d at 618. We read the statute and our precedent differently, and note
again that @ 1O(b) refers to "the purchase or sale of any security," 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. In 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 @ IO(b)
and Rule I Db-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 ifhe willfully failed
to inform sellers of target company securities that he knew of a tak.:ovu bid thell would increase the value
of their shares. See =71> id.. at 226. Emphasizing that the printer h,ld 11'~ dgency or nther tiduciary
relationship with the sellers, we held that liability could not be imposed on so broad a theory. See <=1'2>
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. L!nder
established doctrine, we said. a duty. to disclose or abstaintrom trading "a~Ises ['rom a specitic relationship
between two parties." Ibid.

The Court did not hold in Chiarella that the onl\" relationship prompting liability for trading on undisclosed
information is the relationship between a corporation's insiders and shareholders. That is evident from nur
response to the Government's argument before Th is Court that the printer's misappropriation of information
from his employer for purposes of securitit's traJif!~--1O violation of a duty of confidentiality owed to the
'Icquiring companies--constituted r*361 !'raud ::1 ~onnection with the purchase or sale ora securit:. and
thereb; satisfied the terms of (/J IO(bl.'-..j. LI.. ,It ,~.3j-2.36. The Court declined to reach that potential



hasis ti)r the ['rinter's liability. because the theory had not heen ~uhmittcd to the jury. Sec 75 id.. at
236-237. BUI tillir Justices tillmd merit 111 It. See 76 id.. ,It 2JI) (Brennan . .I.. COllcUITlllg 111 Judgmenll.

77 ill .. at 240-143 (Burger. C. .L. llissenting):7S . id .. ,It 145 (Rlackmun. .I.. Joined hy Marshall. J..

dissenting). And a tilth Justice stated that the Court "wisely leli the resolution of this issue for another
day." =7C)'· Id., at 238 (STEVENS. J.. concurring).

Chiardla 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 ((f) IO(b) liability hinges
exclusively on a breach of duly owed to a purchaser or seller of securities. See =IlO,' C)2 F.3d at 618. The
COLlrt said in Chiarella that ((!J 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 (emphasis
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 n2. These statements rejected
the notion that @ lO(b) stretches so far as to impose "a general duly between all participants in market
transactions to forgo actions based on material, nonpublic information," <=83> id., at 133, 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 validily 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. n 10
Dirks involved an investment analyst who had received information !Tom 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 tindings
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.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n 10 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 FJd 6 I2, 6 I8-6 I9 ( 1996).
- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The SEC censured the analyst for, inter alia, aiding and abetting @ lO(b) and Rule IOb-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 IOb-5 to refrain from communicating the nonpublic information to persons likely
to trade on the basis of it. See <=88> id., at 65 I. 655-656. This Court found no such obligation.,see
<=89> id., at 665-667, and repeated the key point made in Chiarella: There is I'l'o '''general duly between
all participants in market transactions to forgo actions based on material. nonpublic infor.nation.''' ["3 91

=qO> Id .. at 655 (quoting <=9 1" Chiare lIa. 445 U.S. at 23:3): see \ Idave. 13 Hofstra L.. Rev .. at 121
(misappropriation theory bars only "trading on the basis of information that the wrongdoer converted to

his own use in violation of some tiduciary, 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 duly by disclosing to the analyst
nonpublic infonnation about their former employer. The insiders had acted not for personal profit. but to
expose a massive fraud within the corporation. See,' =92~' Dirks. .+63 U.S. at 666-667. :\bsent any
violation by the tippers. there could be no derivative liability for the tippee. See '=93> iJ.. at 667 Most
important for purposes of the instant case, the Court observed in Dirks: "There was no expectation by [the
ana!y<t's i sources that he would keep their information in contidence. \lor did [the ,tnnlyst] In isappropriate
llr ii/egally obtain the information .... " "=94> ld.. elt 66~ Dirks thus presents 110 -;uggestion that a per-;on
\\ iw gains nonpubl ic information through misappropriation. in '1il:ach of a tiduciary Juty eSC:lpes :i I()(b)
:iabll ity r*40 I when. without alerting the source, he trade.'; ,~n :he ;nformation.



Last llf thl: thrl:e cases Ihe I':ighth eircu it reganled ,IS warranting disapprovaillf Ihe lllisapproprialJlll1
theory. Central Bank held lhat ",I private plainti ff rna:, not maintain an aiding and ahetting suit under l/

IO( b )." ~l)5' 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. includin~

a lawYl:r. accountant. or hank. who employs a li,anipulatlve device or makes a material misstatement lor
omission) on which a purchaser or seller of securities relies may be liable as a primary violator under IOh­
5. assuming ... the requirements for primary liability under Rule IOb-5 are met." [bid. (emphasis added).
The Eighth Circuit isolated the statement just quoted and drew from it the conclusion that f(y 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 J actors.
although not subject to aiding and abe~iilg liability, remain subject to primary liability under @ IO(b) and
Rule IOb-5 for certain conduct.

Furthermore, Central Bank's discussion concerned only private civil litigation under @ IO(b) and Rule
IDb-5, not criminal liability. Central Bank's reference to purchasers or sellers of securities must be read in
light ofa longstanding limitation on private r£!)IO(b) suits. In <=97> Blue Chip Stamps v. Manor Dmg
Stores. 421 U.s. 723,44 L. Ed. 2d 539,95 S. Ct. [917 (1975), we held that only actual purchasers or
sellers of securities may maintain a private civil action under@ IO(b) and Rule IOb-5. We so confined the
@ lO(b) private right of action because of "policy considerations." <=98> Id., at 737. (n 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 ·'=9<» id..
at 739-747; see also <= I00> Holmes v. Securities Investor Protection Corporation. 503 U.S. 258,285.
117 L. Ed. 2d 532. 112 S. Ct. 1311 (I992)(O'CONNOR, J., concurring in part and concurring in

judgment); <= 10 1> 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 IOb-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/seller standing
requirement for private civil actions under @ IO(b) and Rule IOb-5 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. nil 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 [Ob-5. the Government must prove
that a person "willfully" violated the provision. See <= I04> 15 V.S.c. tip. 78tf(a). n 12 Furthermore, a
defendant may not be imprisoned for violating Rule IOb-5 if he proves that he.had no knowledge of the
rule. See ibid. n 13 O'Hagan's charge that [*43] the misappropriation theory is too indetinite to permit
the imposition of criminal liability. see Brief for Respondent 30-33. thus fails not lln[~ bec:luse the theory
is limited to those who breach a recognized duty. [n addition. the ;tatutes "requiremcl1l 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. 0 105 Boyce Motor Lines.
Inc. v. United States. 342 lJ .S. 337. 342. 96 L. Ed. 367. n. S. Ct. 329 l [(52).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n I I The United States additionally argues that Congress continned the validity of the misappropriation
theory in the Insider Trading and Securities Fraud Enforcement Act of 1988 (ITSFEA ).0 2( I). 102 Stat.
-4677. note following' =106> 15 usc. a' C'Su-1. See Brieffor Cnited States 32-35. ITSFEA declares
that "the rules ilnd regulations of the Secuflti"s and E\change Comm iss ion under the Securities E\chan~e

Act or" Ill3·J ~uverning trading while in possession oflll:lteriai. flonpublic information ,1re. as reqUired
by such \ct. necessary and appropflate in lhe oublic interest and for the protection of investors." \iote



f(Jllowing = 107· 15 U.S.c. (d~ 78u-l. ITSFEA also includes a new rdi 20;\(a) of the Exchange Act
l!xrressly rroviding a private cause of <ll.:tion at;ainst persons wlw violate tile F.xl:hange ,'\I.:t "hy rurl.:llaslJ1~

\lr selling a security while in possession (;fmateriaL nonpublic IJ1t()rmation": slll:h ,In action may be
hrought 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." ~ I08> 15 lJ.S.c. ((~ 78t-
I(a). Recause we uphold the misapp,opriation theory on the hasls ohii 1(I(h) itself. we do not address
ITSFEA's significance tor cases of this genre. r*441

n I2 In relevant part, riiJ. 32 of the Exchange Act. as set forth in = I09:' 15 U,S,c. (l~ 78ff(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 tined not more thun $ 1,000,000. or imprisoned not more than 10
years. 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 knowledge of such rule or regulation."

n 13 The statute provides no such defense to imposition of monetary fines. See ibid.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - -

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 @ 1O(b)
and Rule IOb-5.

J[(

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 detine, 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 Jcts in connection with a tenuer offer. This self-operating
proscription was one of several provisions added to the Exchange Act in 196~ by the Williams Act. 32
Stat. 454. The section's second sentence delegates detinitional and prophylactic [*46] rulemaking
authority to the Commission. Congress added this rulemaking delegation to@ 14(e) in 1970 amendments
to the Williams Act. ,?ee (ij), 5, 84 Stat. 1497.

Through (0 14(e) and other provisions on disclosure in the Williams Act. nl4 Congress sought to ensure
that shareholders "cont'ronted by a cash tender offer for their stock [wouldjnot be required to respond
without adequate information." <= [ I I> Rondeau v. \!losinee Paper Corp.. 422 U.S. 49. j8. 4j L. Ed. .2d
12.95 S. Ct. 2069 (1975); see "=112> Lewis \. :'vlc(jrJw. 619 F..2d 192.195 (CA2 1980) (per curiam)
("very purpose" of Williams .'\ct was "informed Jecisionmaking by shareholders"). As we recognized in

=113-· Schreiber v. Burlington Northern. Inl.:. .l7~ i' <:,. 86 L. Ed. 2d I. 105 S. Ct. 2458 (1985),
Cungress Jesigned the \\I'Jliams Act to mak~ "chcl""Jn:. ;"lther than ':ourt-irnpos~d principles ot"t'airn<:ss'
\lr 'artiticiality,' ... the preferred method llt'rnarkc! r'~;d' :LlOn." ~i 14· Id.. at 9. n.8. Section 14k). '.le



~xplained. "supplements lhe more precise disclosure provisions I()und elsewhere in the Williams Act. while
requiring disclosure more t:xplicitly adun:sst:ulo lht: It:nder "ncr cOlltnt lhan til;l! n:quircu hy III 1(jll))."

115 Id.. at 10-11.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n 14 IIl addition to (til 14(c), the Williams Act anu the 1970 amenumcnts added to the E.xchange Act the
t()llowing rrovisions concerning disclosure: 'Il), 13(d). ~ 116- 15 USc. IIJi 78m(d) (disclosure
requirements tor persons acquiring more than five percent of certain classes of securities); 'I~ 13(e),
"~117" 15 U.s.c. rl!! 78m(e) (authorizing Commission to adopt disclosure requirements for certain

repurchases of securities by issuer); @ 14(d), ,"= 118> 15 U.s.c. (ip 78n(d) (disclosure requirements when
tender offer results in offeror owning more than five percent of a class of securities): rig. 14(f), < = 119> 15
V.S.c. ((!? 78n(f) (disclosure requirements when tender offer results in new corporate directors constituting
a majority).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - •
- [*47J

Relying on @ 14(e)'s rulemaking authorization, the Commissioil, 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 14(e) ofthe [Exchange] Act for any other person who is in possession of material
infonnation 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:

"( I) 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" requirement. 45
Fed. Reg. 604 (0 (1980). n 15 The Second Circuit concisely described the rule's thrust:

"One violates Rule 14e-3(al ifhe trades on the basis of material nonpublic information concerning a
pending tender otfer 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 faJl within its ambit to abstain or disclose. without regard to whether
the trader owes a pre-existing fiduciary duty to respect the contidentiality of the information." [*49]
<=121> United States v. Chestman. 947 F.:::d 551. 557 (1991) (en banc) (emphasis added). cert. denied.

~ 122-· 503 U.S. 1004, 118 L. Ed. 2d 422. 112 S. Ct. 1759 ([ 992).

See also -~ 123> SEC v. Maio. 51 F.3d 623. 635 lCA 7 1995) ("Rule 14e-3 creates a duty to disclose
material non-public information. or ;lbstain from trading in stocks implicated by an impending tender offer.
regard!es" of whether such infof'TIation W<.lS obtained through a breach of tiduci,lry duty.") (emphasis
added):~12.+> SEC v. Peters. l)7S F..2d I 162. I 165 (C\ 10 1992) (as written. Rule 14c-~(a) has no
tiduciclry duty requirement),



- - - - - - - - - - - - - - - - - -F(lot notes- - - - - - - - - - - - - - - - - -

n 15 The rule thus adopts tin the lemJer offer context a requirement resembling the one Chief Justice
8urger would have adopted in Chiarella for
IJ1 isappropriator,; under ((il I O(b). Sec supra. at In, n.6.

* - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - ­

*
-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 (CAn: '=127> Peters, 978 F.2d at 1165­
: 167 (CA 10); .~= 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(e) 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] @ 14(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 offraud." Ibid.
(internal quotation marks omitted).

This Court, the Eighth Circuit'pointed out, held in Schreiber that the word "manipulative" in the @ 14(e)
phrase "fTaudulent. deceptive. or manipulative acts or practices" means just what the word means in @
IO(b): Absent misrepresentation or nondisclosure, an act cannot be indicted as manipulative. See <= 13 I>
92 F.3d at 625 (citing <=132> Schreiber. 472 U.S. at 7-8, and n.6). Section lO(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 @ lO(b) ... and Rule IOb-5," <= 134> 472 U.S. at 10 [*51] (citation omitted); see
<=135> id.• at 10-11, n.IO.

For the meaning of "fraudulent" under @ IO(b), the Eighth Circuit looked to <= 136> Chiarella. See 92
F.3d at 625. fn that case. the Eighth Circuit recounted, this Court held that a failure to disclose infonnation
could be "fraudulent" under @ IO(b) only when there was a duty to speak arising out of '''a fiduciary or
other similar relationship of trust and confidence.''' <= 137> Chiarella. -l45 U.S. at 228 (quoting
Restatement (Second) of Torts @ 5S I(2)(a) (1976». Just as @ 1O(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 ~)EC has
broad regulatory powers in the tield of tender offers. but the statutory lerms 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 pennitted
to go beyond common law fraud (which is separately prohibited in the tirst [self-operative] sentence of
Section 14(e»." Brieffor United States II; see id.. at 37. In maintaining that the Commission's power to
define fraudulent acts under @ 14(e) is broader than its rulemaking pOller under ,@ I O(b), the United
States questions the Court of Appeals' reading of Schreiber. See :d.. ;n J 8-'+0. Parenthetically, the United
States notes that the word before the Schreiber Court was "mani[Jlllati\<~": unlike "fraudulent." the Lnited
Stares 'Jbserves. '''manipulative' .. is 'virtually a term of art \\I1<::n used ;n connection with the securities
markets.'" !d.. at 38. n.20 (quoting =1.39: Schreiber. 472 LiS. ;It 1,; \lnst telling!y. tlie United States



submits. Schreiber involved acts alleged to violate the self-operative provision in !i/J I..He)'s tirst sentence. Cl
'-entence containing language e,imilar to ii' I (J(b,. But '(/1 l.lk)'s secoll(j '-entcllcc. <.:omClllling Ihe
rulelllaking authoriz<ltion, the United Slates points out. docs not [*531 track ill 10th), which simply
authorizes the SEC to proscribe "m<lnipulative or deceptive devices or contrivances." Brid for United
States 38. Instead, (ill 14(e)'s rulemaking prescription tracks (iV 15(c)(2 )(0) of the Exch<lnge Act. ~ 140
I:' I J.S.c. Iii! 7Sot c)(2)( D). wh ich concerns the conduct of hroker-dealers in lJver-the-<.:ounter markets. Sec
Brief for United States 38-39 Since 1938. sec 52 St<lt. 1075, Iii) 15(c)(2) h<ls given the Commission
authority to "deline. and prescribe means reasonably designed to prevent, such [broker-dealer I acts and
practices as are fraudulent. deceptive. or man ipulative." . ~ 141 /" 15 USc. 'ii) 780( c)(2)(D). When
Congress added this same rulemaking language to (if! 14(e) in 1970, the Government states, the
Commission had already used its @ 15(c)(2) authority to reach beyond common law fmud. See Brief tor
United States 39. n.22. n 16

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - • - - - - -

n 16 The Government draws our <lttention to the following measures: 17 CFR @ 240. 15c2-1 (1970)
(proh ibiting 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); 'ij} 240. 15r2-3 (1970)
(prohibiting transactions by broker-dealers in unvalidated German securities); @ 240.15c2-4 (1970)
(prohibiting broker-dealers from accepting any part of the sale price of a security 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 tenus 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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
[*54]

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 @
ID(b), for we agree with the United States that Rule 14e-3(a), as applied to cases of this genre. qualifies
under @ 14(e) as a "means reasonably designed to prevent" fraudulent tmding on material. nonpublic
information in the tender offer context. n 17 A prophylactic measure. because its mission is to prevent,
typically 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 II. n.11. We hold. accordingly, that under ~ij} 14(e), the Commission may prohibit
acts. not themselves fraudulent under the common law or @ 1O(b), if the prohibition is "reasonably
designed to prevent ... acts and pmctices [that] are fmudulent." <=143> 15 U. [*55] S. C. rep 78n(e).
1118

- - - - - - - - - - - - - - - • - -Footnotes- - - - - - - - - - - - - - - - - -

n 17 We leave for another day. when the issue requires decision. the legitimacy of Rule 14e-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 compan~ 's stock before
the bid is announced." Reply Grief 17. As \\C llbserved in Chiarella. one of rhe Commission's purposes in
proposing Rule 14e-3(a) was "to bar warehousing under its authority to regulate render otfers."=144>
445 U.S. at 234. The Government acknowledges that trading amhorized by a principal breaches no
fiduciary duty. See Reply Brier 17. The instant case. however, does not involve rrading authorized by ,1

principal: therefore. we need !lot here decide whether tbe Commission's proscription of warehousing falls
within its ,IV 14(<:) authority to detine or prevent fraud.



n 18 The Commission's power under (,/I I(I(n) is more limited. See supra. at (i (Rule I(In-.'' may proscribe
oilly conduct that 'til IO(n) rrohibitq.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
1*561

Because Cungress has authorized the Commission. in (lY 14(e), to prescribe legislative rules, we owe the
Commission's judgment "more than mere deference or weight." . = 145· Batterton v. Francis, ·02 I).S.
-+ 16...124-426. 53 L. Ed. 2d 448.97 S. Ct. 2399 (1977). Therefore. in determining whether Rule 14c-3(a)'s
"disclose or abstain from trading" requirement is reasonably designed to prevent Iraudulent 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. n 19

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n 19 The dissent urges that the Commission must be precise about the authority it is exercising--that it
must say whether it i:l acting to "define" or to "prevent" traud--and that in this instance it has purported
on Iy to detine, 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 vulnerable 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 fuJI authority. Logically and practically. such a rule may
be conceived and defended, alternatively. as definitional or preventive.

- - - - - - - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - - - - ­
[*57]

In 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 otfer has been commenced or terminated." 45 Fed.
Reg. 60412 (1980) (footnotes omitted).

The Commission thus justified Rule 14e-J(a\ as a means necessary and proper to assure the efficacy or'
Williams Act protections.

The United States emphasizes that Rule] 4e-J(a) reaches trading in which "a breach of duty is likely but
difficult to prove." Reply Brief] 6. "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.1d 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 oran 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
loyalty 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 i." ~ I.~W Peters, CJ78 F.2d at I 167.



"It may he possible to prove circumstantially that a person [traded ,m the basis of material. nonpublic
inlllfJllat ion I. hut almost impossible to prove lhat the trader obtained slIdl in t(Jrmation III bn.:al:h of a

liJul:iary Juty owed either by lhe trader or by the ultimate insider sourl:c of the information." Ibid. The
example of a "tippee" who trades on information received from an insider illustrates the problem. Under
Rule IDb-5. "il tippee assumes a tiduciary duty to the shareholders of [*591 a corporation not to trade on
materialnonpublic information only w::,,"n the insider has breached his tiduciary Juty to the sharehoklers
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 tiduciary duty would require proof not only that the insider source
breached a tiduciary duty. but that the tippee knew or should have known of that breach. "Yet. in most
cases, the only parties to the [information transferl will be the insider and the alleged tippee." . =152>
Peters. 978 F.2d at 1167. n20

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n20 The dissent opines that there is no reason to anticipate difficulties in proving breach of duty in
"m isappropriation" 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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
[*60]

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 <= I53> 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@ 14(e). n22 [*61]

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n2 I The dissent insists that <;:ven if the misappropriation of information (rom 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.II, the
United States urges that Congress confirmed Rule 14e-3(a)'s validity in ITSFEA. = 156· 15 U.s.c. .'(j)
73u-1. See Briet:- for United States 44-45. We upbold Rule 14e-.3(a) 'on the basis of '!) 14(e) itself and need
not address ITSFEA's relevance to this case.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

A.s :1l1 allernate ground lor affirming the Eighth Circuit's judgment, O'Hagan urges that Rule 14e-3(.11 is
invaliJ because it prohibits trading in advance of a tender otTer--when ",1 substantial st<;:p ... to commencc"



such an offer has been takcn--wh ilc 'ii> 14(c) prohibits fraudulent acts "in connection with any tender
'lfk-r." Sec Brief tilr Respondent 41---12. O'ilagan 1*(l21 further conlt.;nus that. by covering pre-offer
wnduct. RUle 14e-3(a) "tails to comport with due process on two lewis": The rule does not "give lair
notice as to when. in advance ofa tender offer. a violation OUll! 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
Jid not ,:;ise the Jue process points in his briefs before lhat court. We ueclinc to consider these contentions
in the tirst instance. n23 The Court of Appeals may address on remand any arguments O'Hagan has
preserved.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n23 As to 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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

IV

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.3dat
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 IJnanimously affirmed mail and wire fraud 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." <= [62> 92 F.3d at 627-628.024

------------------Foomores------------------

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 ofthe Court of Appeals' judgment.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The United States urges that the [*64] Court of Appeals' position is irreconcilable with Carpenter: Just
as in Carpenter, so here, the "mail fralJd charges are independent of [the] securities fraud charges. even
[though1both rest on the same set of facts." Brief for United States 46-47. We need not linger over this
matter. for our rulings 'ln the securities fraud issues require that we reverse the Court of Appeals judgment
on rhemail fraud counts as well. n25

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - • - - - - - -

025 The dissent tinds 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 eivil actions and federal prosecutions under legislation targeting securities fraud. only to be caught
for their trading activities in the broad mail thud net. If misappropriation theory cases could proceed on Iy
under the federal mail and wire fraud statutes. practical consequences for individual defendants might nor
be large. see Aldave. 49 Ohio St. L. 1.. at 381. and n.60; however. "proportionally more persons accused of
in,ider trading [might] be pursued by a US. ,'I.ttomey. and proportionally fewer by the Sec." ill .. at .382.
()ur decision. of course. does not rest on such enforcement p()lic~' considerations.



- - - - - - - - - - - - - - - - -End Footnotes- • - - - - - - - - - - - - - - ­
I"(l'i I

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 tor consideration on remand.

* " ..

The judgment of the Court of Appeals for the Eighth Circuit is reversed, and the case is remanded for
further 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, conoming in part and dissentir.g in part.

I join Parts I, III, and IV of the Court's opinion. I do not agree, however, with Part II of the Court's
opinion, containing its analysis of respondent's convictions under @ lO(b) and Rule IOb-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. It 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, 61
S. Ct. 1575 (1947), but I 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 offact, respondent's
actions either violated @ ID(b) and Rule IDb-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@ lOeb) and Rule IOb-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 oflenity). 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 ... any manipUlative or deceptive device or contrivance." ip ID(b). [*67J 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 violatingljJ 1O(b) of the Securities Exchange
Act of 1934, and Rule IOb-) promulgated thereunder. based upon the Securities and E.xchange
Commission's "misappropriation theory." Central to the majority's holding is the need to interpretiiJ
IO(b )'s requirement that a deceptive device be "used or employed. in connection with the purchase or sale
of allY security." <=168> 15 U.s.c. 'ip 78j(b). Because the Commission's misappropriation theory fails to
provide a coherent and consistent interpretation of this essential requirement for liability under :T' IO( b). [
uissent.



The majority also sustains respondent's convictions under ((i) 14(e) of the Securities Exchange Act. and
Rule 14e- ~(a) promulgated thereunder, regardless of whether respondent violated a liduciary duty to
anyoody. I dissent too Irom that holding hecause, while f(i) 14(t:) dOt:s allow regulations prohibiting
nonfr:audulent acts as a prophylactic against certain fraudulent acts, [*68] neither the majority nor the
Commission identities any relevant underlying fraud against which Rule 14e-3(a) reasonably provides
prophylaxis. With regard to tht: respondent's mail fraud conVictions. hmvcv<-f, I concur in the judgment of
the Court.

I do not take issue with the majority's determination that the undisclosed misappropriation of 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, 44'1 U,S. 222, 230.63 L. Ed. 2d
348, 100 S. Ct. I 108 (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@ lO(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 II (the
"m isappropriation theory targets information of a sort that misappropriators ordinarily capitalize upon to
gain no-risk profits through the purchase or sale ofsecurities") (emphasis added); ante. at 11-12
(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 @ IO(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. It then observes that the "undisclosed misappropriation of such
intormation. 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), n I So far the majority's analogy to embezzlement is well taken. and
adequately demonstrates that undisclosed misappropriation can be a fraud nn the source of the information.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n I 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, -l93
P.2d 842. 846 (Okla. Crim. App. 1972) ("Any diversion of funds heid in trust constitutes embezzlement
whether there is direct personal benefit or nor as long as the owner is deprived of his money"),

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
[*71 ]



What the embezzlement analogy does not do, however. is explain how the relevant fraud is "used or
I.:ll1r1oyd. in connection with" a securities transaction. And when the majority sec":; III distinguish the
cmbezzlement of funds from the embezzlement of information, it becomes clear that neither the
Commission nor the majority has a coherent theory regarding ((!J. IO(b)'s "in connc\;tilln with" requirement.

Turning first to why embezzlement of informationiupposcdly meets the "in connection with"
requirement. the majority asserts that the requirement "is satisfied because the fiduciary's r'raud 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 tmnsaetion and the
breach of duty thus coincide." Ante. at II.

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 11-12 (citl::';
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 explanatiC'n l.

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:-:=
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·=.:: :1

a securities transaction--the Government contends that there is no violation under the misappropriatior
theory.

My understanding of the Government's proffered theory ofliabiliry, 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]: [ 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 tIL.:­
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 I could buy this stock was to get the me ,. :

"[Counsell: The difference ... is that once you have the money you can do anything you 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 tra..:..
on it.



"[Court I: So what you're saying is. is in this case the misappropriation can only he r*741 (}frelevance.
Dr is of substantial relevance. is with retCrence to the purchase of securili..:s.

"[Counsel): Exactly.

"[Collrtl: When you take money out of the accounts you can gv 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 mayor 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 protited through
this infonnation 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 infonnation
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 ofthe "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 incomplete. 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 unifonnly 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 ofa 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@ IO(b)'s "in connection with" language--that theory should no
longer cover cases, such as this one. involving fraud on the source of infonnation where the source has no
connection with the other participant in a securities transaction. It seems obvious that the undisclosed
misappropriation of confidential infonnation 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 nc:wspaper for publication. see
Tr. of Oral Arg. 36: he could have given or sold the infonnation 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
intormation [*771 and. if undisclosed. would constitute "embezzlement" of Grand Met's infonnational
property. Under any theory of liability, however. these activities would not violate '111 I O(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 infonnational 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 Llsed to purchase securities. In both cases the embezzler
could have done something else with the propert\ ..md hence the Commission's necessary "connection"
under the securities laws would not be met. n2 [1' 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
COil tidemial intormation used to trade no more violates 'iI} IO( h) than does the misappropriation of funds
used to trade. As the Commission conLt:des that the latter is not covered under its theory. I am at a loss to
see how the same theory can coherently be applied [*781 to the former. n3

- - - - - - - - - - - - - - - - - -Footnvtes- - - - - - - - - - - - - - - - - -

n2 Indeed. even if O'Hagan or someone else thereafter used the information to trade. the
misappropriation would have been complete betore the trade and there should be no (IV IO(b) liability. The
most obvious real-world example of this scenario would be if O'Hagan had simply tipped someone else 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 t.le 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 shCluld 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 ultimate
use, fails the Commission's own test under the "in connection with" requirement of@ IO(b) and Rule lOb­
S.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - •• - - - - - - - - - •
[*79]

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 ofmisappropriated 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 ofconnectedness 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 2 I (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 kss
adopted by rule or otherwise. It is a fundamental proposition of law that th is Court "may not supply a
reasoned basis for the agency's action thatthe agency itselfhas not given." -::= 171> Motor Vehicle Mfrs.
Assn. of United States, Inc. v. State Farm Mut. Automobile Ins. Co., 463 U.S. 29, .1-3.77 L. Ed. 2d443,
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 intormation. much less regarding lhe
"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 urder 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. n4 Moreover. persons subject to this new
theory. such as respondent here. surely could not anu cannot regulate their behavior to comply with the
new theory hecausc. until today. the theory has never existed. In short. the majority's new thcll'-Y is simply
not presented by this case. and cannot form the basis for upholding respondent's convictions.

- - - - - - - - - - - - - - - - - -Faotnntes- - - - - - - - - - - - - - - - - -

n4 Similarly. the majority's assertion that the alternative uses ofmisappropriateu information ilrc 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 protitable usc 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 wnceivable
that the best use ofembezzled money, or securities themselves, is for securities trading. If the use of
embezzled money to purchase securities is "sufficiently detached," ante, at 12. from a securities
transaction, then I see no reason why the non-"inherent" use of information for securities trading is not also
"sufficiently detached" under the Government's theory. In any event, I 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 "oj rule suitably applied to the fraudulent uses of
certain kinds of information would be stretched beyond reason were it applied to the fraudulent usc of
money," ante, at 12, is itself remarkable given that the only existing "rule" is Rule IOb-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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
[*82]

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" ofa 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. [*83J there is no 'deceptive device' and thus no!"]; IO(b) violation." Ante.
at 10 (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 @ IO(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

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n5 See Tr. of Oral Arg. C) (Government conceding that. "just as in r =173 Carpenter v. United States.
~84 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. you're not paying me very much. I'd like to make a little bit more money



by !'luying stock. the stocks that are going to appear in my Heard on the Street column. and the Wall Street
Journal said. that's tine, there would have: heen no deception of the Wall Strcet Journal"). I*!!41

n6 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 betwecn the fiduciary
and the principal. not in any relationship 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 contidential 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.

- - - - - - - - - - - - - - - - -End Footnotes- - • - - - - - - - - - - - - - -

The majority's statement that a "misappropriatot 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 I [ (emphasis addt;d),
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 iilfonnation to trade is not itself a violation of@ IO(b). E.g.,
<= 174> Chiarella, 445 V.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 laudable, has anything to do with
the confidence or integrity of the market.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - • - - - - - -

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.

- - - - - - - ~ - - - - - - - - -End Footnotes- - - • - - - - - - - - - - - - -
[*86J

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 @ [O(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. Purting 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! Qb· 5 cannot be said to
embody the theory--although it deviates from the statutory language by the clddition orthe words "any
person." it merely repe~ts. unchanged. 'j]; IO(b)'s "in connection with" language. Given that the validity of



the misappropriation theory turns on the construction [*87] of that language in r(V 10(0). the regulatory
language is singularly uninfonnative. n8

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

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 ljuestion hinges. Furthermore, as even the majority recognizes, Rule IOb-5 may not reach beyond the
scope of@ IO(b), ante. at 6, and thus the Commission is obligated to explain how its theory fits within its
interpretation of 1(9 'O(b) even if it purports to be interpreting its own uerivative rule.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Because we have no regulation squarely setting forth some version of the misappropriation theory as the
Commiss. Jnts 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
U.S. , n.1O (I 997)(slip op., at 17, !9. n.1 0). 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.

II

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) Ifany person has taken a substantial step or steps to
commence. or has commenced, a tender otfer (the "offering person"), it shall constitute a fraudulent.
deceptive. or manipulative 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
infonnation 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:

"( I ) The offering person,

"(2) The issuer of the securities sought or to be sought by such tender otTer. or

"(3 ) [Any person acting on behalf 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 release 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 I rule appl ies '''without regard to
whether the trader owes a pre-existing fiduciary duty to respect the contidential ity of the information"')



(quoting .:= 176> United States v. Chestman. 947 F.2d 551. 557 (C A2 199 I) (en bane), cert. denied.
c 177 . 503 U.S. 1()()4, 118 L. Ed. 2d 422, I 12 S. Ct. 1759 (1992 »)(el11phasis omitted).

The Commission otfers two grounds in defense of Rule 14e-3(a). First. it argues that (ifJI4(ej delegates
to the Commission the authority to "detine"'fraud differently than that concept has been defined by this
Court. and that Rule 14e-3(a) IS a valid exercise of thm "Jelining" power. Second. it argues that (r:J. 14(t: i
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 nonti-audulent acts .IS a means of preventing
fraudulent acts that are difficult to detect or prove.

The majority declines to reach the Commission's tirstjustification, instead sustaining Rule 14e-3(a) on
the ground that under@ 14(e), the Commission may prohibit acts, not themselves fraudulent under the
common law or @ IO(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 ofa 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

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - •• - - - - - - -

n9 Although the majority leaves open the possibility that Rule 14e·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
14e-3(a).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - -

I find neither ofthe 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 Circuitthat 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 NortHern,
Inc.. 472 U.S. 1. II. n.ll, 86 L. Ed. 2d I. 105 S. Ct. 2458 (I 985), that 'I! 14(e) gives the "Commission
latitude to regulate nondeceptive activities a~ a 'reasonably designed' means of preventing manipulative
acts, without suggesting any change in the meaning of the term 'manipulative' itself."

Insofar as the Rule !4e-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 ofa 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

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - . - - - - - - - - - -



n 10 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. 1\ law that simply stated "it shall be unlawful
to do 'X', however OX' 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 U.S. 394,409,
T2 L. Ed. 624, 48 S. Ct. 348 ( 1(28). 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 shall 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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - . ­
[*94)

Turning to the Commission's second justification for Rule 14e-3(a), although I can agree with the
majority that@ 14(e) authorizes the Commission to prohibit non-fraudulent acts as a means reasonably
designed to prevent fraudulent ones,. I 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 ofwhat "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 ofexplanations 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 14e-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 14e-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'
persun misappropriating information from the bidder commits [*(6) fraud on the bidder. the
Commission has provided no coherent or consistent <;lxplanation 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. nil

- - - - - - - - - - - - - - - • - -Footnotes- - - - - - - - - - - - - - - • -

nIl 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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -



Finally, even further assuming that the Commission's misappropriation theory is a valid basis for direct
liability, I tail to see how Rule 14e-J(a)'s elimination orthe requirement of a breach of tiduciary duty is
"reasonably designed" to prevent the underlying [*971 "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). Altllvugh 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. n 12 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 dL:signed" to prevent underlying [*98]
violations of the misappropriation theory.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n 12 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 ofduty. It
would not explain Rule 14e-3(a)'s elimination of the requirement that there be such a breach.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - ­
[*99]

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)). In the Commission's further
explanation of Rule 14e-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 fiduciary duty were required. Ante, at 28-29, n.17 (citing Reply Brief for
United States! 7). Given these policy concerns, the majority notes with seeming approval the
Comm ission's justification of Rule 14e-J(a) "as a means necessary [* 100] and proper to assure the
efficacy of Williams Act protections." Ante. at 30.

·\Ithough this reasoning no doubt <lccurately retlects the Commission's purposes in adopting Rule I.+e­
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
tlocs not satisfy rcij 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. lJr manipulative." As
the majority itself recognizes, there is no "'general duty between all participants in market transactions to
torgo 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 intormation, and the
potential "stampede effect" of leaks, do not necessarily involve a breach of any duty to anyone. and thus
are not proper objects for regulation in the name of "fraud" under (i"g 14(e). Likewise (as the Government
concedes, Reply Brieffor 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 u~e 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 offraud,
deceit, and ma,nipulation, As we have held in the context of@ lO(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.

[[[

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 ofplenary consideration by this Court, we have
nonetheless accepted the issue for review and therefore [ will endeavor to resolve it.

As [ 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. [ 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.n 13 I therefore concur in the judgment of the
Court as it relates to respondent'S mail-fraud convictions.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n 13 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 Attorneys--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 undennines 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.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -



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 H. POSEY,
WILLIAM F. MASUCCI,
MARTI R. BAREN,
RAYMOND G. KLINGENBERG,
JOSEPH V. PIGNATIELLO,
HENRY FONG,

Defendants,

and

CONSTANCE C. PIGHATIELLO,
DONALD REDFERN,
JOVIJUCO INVESTMENTS, INC.,
CAROLINE FONG,
EQUITEX, INC.,

:
··:
············
····:
:

······
················:
······:
······Nominal Defendants. :

COMPLAINT FOR PERMANENT
INJUNCTION AND OTHER RELIEF

Plaintiff securities And Exchange Commission ("commission")
alleges for its Complaint the fo~lowing:
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1. Defendants, personally or through direction of their
agents, have eng~ged 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 lf

) [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 tp 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 (IlPower ll
) is

registered as a broker-dealer with the Commission pursuant to
Section 15 of the Exchange Act [15 U.S.C. §78o}. 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 Is, 1989, Power voluntarily terminated its operations.

7. Defendant Richard T. Marchese (IIMarchese"), age 30, a
resident of Las 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
other things, was in charge of customer sales and trading
activities.

8. Defendant Eric G. Monchecourt ("Monchecourc"), age 29, a
resident of Las Vegas, Nevada, was executive vice-president and a
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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. Behr.inger engaged in customer sales and
trained and supervised brokers in the Las Vegas office.

1.1.. 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, 1.989. 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 Merca1di ("Mercaldi"), age 41, a
resident of Aurora, 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 r
president in May 1988. 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 offices 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 c-.
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.
(lfEquitexlf ) and is its president and chairman of the board.

22. Defendant Joseph V. Pignatiello ("Pignatiello"), age 43,
a resident of Englewood, Colorado, 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 Pignatiel10 from association in any capacity
with any. broker, dealer I investment company, investment advisor
or municipal securities dealer.

23. Nominal defendant Jovijuco, a Colorado company, was
founded in May, 1987. Jovijuco purports to provide fi~ancial 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 Donald 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)J 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 stockcrading by defendant Fang.

OTHER INDIVIDUALS AND ENTITIES

28. Toni S. Allen (IIAllen"), 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

I 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

I 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 consulting 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 ( ...'.
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
corporation 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 bio-technology research and development.
Genexus's common stock is listed in the pink sheets and is
registered with the commission pursuant to Section 12(g) of the
Exchange Act.

35. AST Group, Inc. ("AST") (formerly Zodiac Rasources,
Inc.), is a Delaware corporation based in El 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, food 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



motion pictures. westwind's cornmon 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. § 78o(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 g(a)], sections lOeb) and 15(c) of

.the Securities Exchange Act [15 U.S.C.
§78j(b) and §78o(c)] and Rules lOb-S and
15cl-2 [17 C.F.R. §§240.l0b-5 and 240.15cl-2J
Thereunder

38. Paragraphs 1 through 37 are rea11eged 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,
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 ~evice 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]

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 purchape 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
n~ar future or that the broker himself was
folJ::>wing a "special situation" which he might
soon recommend if he thought it was a suitable
investment. In fact, Power had no research
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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 meriti

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);

f. 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 tr touted in the cold call scripts, tha.t 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.
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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. In
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;

c

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. period) ;

c.
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 touting a minimal number of selectively positive selling
points management provided regarding the security while omitting
to provide material financial and other factual information
concerning the security's investmentmeriti (ii) by falsely
claiming to personally be following a uspecial 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 ths "take
away" close was fraudulent.

C. Lack of Basis for Recommendations by Power and Allied

[Power, Allied, Marchese, Monchecourt, Behringer,
Johnson, 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 points, 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 brokers from doing
any independent analysis of the recommended securities.

5l. 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 tOkers
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
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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 kn~w, 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, Sandberg,
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. In
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.

13
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F. Recommending. Purchasing and Selling the Same Security
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.

c

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 C
customers to sell Art Cards stock at $1.70 per unit ($.17 per
share) and purch~se OTC America stock at $.25 per share.

. ~

60~ ·~ince 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]

f
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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 prospec~ive customers in connection with the
sale of Star securities. The scripts, among other things:

(i) .

(ii) .

(iii) .

(iv) •

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 biodegradablei

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'eqgs 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 producti

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;

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

(vi) . 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 shareholder,
Fong, and which resulted in an arbit~ator'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.

15



H. False and Misleading statements in Connection
With the Offer or Sale of Art Cards Securities

[Power, Marchese, Monchecou:;;,:t]

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. The scripts, among other things:

a. 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;

b. '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;

c.

c. 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, Marchese, 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:

16
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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 inquiri~s 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 lI(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 Cd) engaged in transactions,
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,
Sandberg, 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.S.C. §77q(a)] and Section 10(b) of the Exchange Act [15 U.S.C.
§78j(b)] and Rule 10b-S [17 C.F.R. §240.~Ob-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. §78o(c)] arid Rule 15cl-2 thereunder [17
C.F.R. §240.l5cl-2].
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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. §78o(b)], Rule 15b3-1(b) (17 C.F.R.
§240.15b3-1Cbl] and Form BD [17 C.F.R. §249.5011

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 Sand 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. §78o(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 ~.
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 wa~ 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 .

..
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THIRD CAUSE OF ACTION:
ALLIED FAIUJRE TO DISCLOSE CONTROL BY POWER AND MARCHESE

Allied, Freedman and Mercaldi's Failure to
Disclose a Secret Relationship in Violation
of Section l5(b) of the Exchange Act, Rule
1Sb3-l(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 fro~ 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, 66 and 9 of Allied's Form SO
application as required by section l5(b) of the Exchange Act and
Rule 1.503-1. (b) .

86. By reason of the foregoing acts, practices, anq courses
of business, Allied, Freedman and Mercaldi violated Section 1S(b)
of the Exchange Act, Rule 1Sb3-1(b) thereunder and Form BD.

FOURTH CAUSE OF ACTION:
MANIPULATION 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
1.0 (b) and 15(c) of the Securities Exchange
Act and Rules lOb-S and 1Sc1-2 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 (lithe Star scheme") to manipulate
the 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
Star 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 C.
provid~d 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. §230.144J, 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 Fang.

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, Fang, 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 Fang that Allied would not
make a market in star securities unless Fang 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 ~ometimes called lockups. Fong agreed to obtain lockup5.

95. Fong s~cceeded in locking up a majority of the
restricted shares. The lockups were never disclosed to Allied'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 Fang, 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 Marchese 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 retailed 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. In 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
~ontrolled 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 jointly 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.
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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
(lithe 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)

(ii)

(iii)

(iv)

The condensed plan claimed that "Matchbox will be
launched by January, 1988." In 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;

The condensed plan stated that Inner Vision "has
identified the Italian manUfacturing [siG] to be
the most cost effective, since that company is
owned by the inventor." In fact, no manufacturer
for U.S. distribution of the Matchbox razor had
been identified;

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." In fact, Darder was not the
inventor and at all times relevant hereto was the
sale 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

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.

c

101. Pignatiello provided copies of the condensed plan to
various securities brokers, inclUding brokers at Power and
Allied, ~or the purpose of selling star securities.

102. Pignatiello knew, or was reckless in not knowing I that
the business plan distributed to Power and Allied brokers ~

contained false and misleading statements of material fact.
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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 Speculatok 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:

(i) •

(ii)

(iii)

(iv)

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;

that Inner vision "has contracted" with a major
distributor when there was no such contract;

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

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.

l
I
I

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
informat~on 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
appeared interested in Star securities.
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107. Pignatiello, Allied, Freedman, 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.

Ill. 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 Carolyn Fang hold all or portions of the
funds realized from defendant Fang's above described sales of
.star securities as constructive trustees.

113. Equitex and Carolyn Fang 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 .,
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conscionable for them to retain the funds. Equitex and Carolyn
Fong obtained the funds at the expense of defraudad investors in
star. As a result, Equit~x 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
September 1988, defendant Pignatiello, as part of the Star
scheme, caused millions of star securities to be sold on behalf
of nominal defendants Constance Pignatiello, Jovijuco 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 hav'e 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 interstat~ commerce, by the
~use of means or instrumentalities 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, (c)
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 l7(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 lOb-S 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 lScl-2 thereunder.

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

FIFTH CAUSE OF ACTION:
INSIDER 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 10Cb)
of the Exchange Act and Rule 10b-S 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 Fang, 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 Darder1s and Inner Vision1s 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 Fongrs office at Equitex with
Darder, his counsel, Pignatiello, Freedman, Fong and Fongrs aide.
A letter of intent to merge Star and Inner-Vision was signed in
the mid-to-Iate 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 1981, Fang informed Freedman that
OUnhill Securities might have a large supply of star securities
in inventory or in customer accounts. Freedman contacted Dunhill
durinq 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
neqotiations. 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, 1981.

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 o~

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 Freedman1s 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.

13J~ 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 nonpublic 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 t~e purchases preceded the public announcement of
star's intention to merge with Inner Vision. As discussed in "
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 C
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 ongoing
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 mergar
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 star 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 tn
connection with purchase or sale of securities.

143. By reason of the foregoing, Power, Allied, Freedman,
Pignatiello and Marchese violated Section lOeb) of the Exchange
Act, Rule. 10b-S thereunder and Section 17(a)(1) of the Securities
Act.
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SIXTH CAUSE OF ACTION:
MANIPULATION 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 15c1-2 Thereunder

144. Paragraphs 1 through ~43 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 10 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 pUblic offering consisted of the 2 million public
offer4n~~~ts (inclUding 20 mil~ion shares of common stock and
20 milll0n 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, 198B through May 27, 1988, Allied's
market making activities oonstituted 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 implien 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 perc~nt of the freely tradable shares.

152. Prior to commencing its solicitation of customers to
purchase Art Cards common stock on May 20, 198B, 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 Scheme"
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 share, 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 direqtion, 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
9utstanding 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 riot· 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 rec~less 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, Po,.,.rer realized at
least approximately $2,361,865.64 in unlawful profits.
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160. By virtue of their participation in the Art Cards
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 themails.Ca) employed devices, schemes, or artifices to
defraud; Cb) 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; (c)
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 Karchese, 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 l7(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 l7(a) of the
Securities Act.

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

165. By reason of the foregoing acts, practices and courses
of business, Allied, Sandberg, Mercaldi and Kasucci aided and
abetted Power's and Marchese's violations of Section.IO(b) of the
Exchange Act and Rule lOb-S 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:
UNDISCLOSED 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-S and lSc1-2 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 aDd 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
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 3D, 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.

c

c

173. During the periods March 14 through April 3D, 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 Mar~h 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 cont~olled the market
for Genexus International securities, Allied charged its
customers undisclosed, excessive markups of over 10 percent on
approximately 319 transactions in Genexus securities, realizing
at least $140,360 in unlawful profits. ..

~80_ By reason of the foregoing acts, practice%,.~~m>courses
of business, Power, Marchese, Sandberg, -Allied, Mer¢a ~~and

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 f Marchese, Sandberg, Allied, Mercaldi and
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 15cl-2 thereunder.

183. By reason of the foregoing acts, practices and courses
of business, Marchese, Sandberg, Mercaldi and Posey aided and
abetted Power's and Allied's violations of section 15(c){I) and
Rule 15cl-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 17d-1
Thereunder [17 C.F.R. §270.17d-l]

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

185. Sections 57(a) (1) and 57(a) (4) of the Investment
Company Act (15 U.S.C. §§80a-S7{a) (I). and 80a-S7{a) (4)] and Rule
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, Fang purchased 8 million
shares o~ star Rule 144 stock for .0005¢ per share. On or about
October, 1986, Fang 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 Fang 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 Fang
nor Equitex filed an application for or received a Commission
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order exempting the sale of star Rule 144 stock to Equitex from
those proscript~ons.

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-l 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)]. Fang'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 rljoint 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 mQst 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 l7d-l thereunder.

RELIEF REQUESTED

WHEREFORE, Plaintiff respectfully requests that this Court:

1.

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 lOeb) of che 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 15c1-2 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 ~he

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 thereunder•.

v.

Enter an order requiring the defendants, and each of them,
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.
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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 Fang
and Equitex have been unjustly enriched in an amount to be
determined at trial: and enter an order requiring Carolyn Fang
and Equitex to account for and disgorge all profits and monies
received as a result ot the illegal conduct ot Fong in connection
with the sale of Star securities on their behalf, together with
interest thereon as provided by law.

VI:II.

Impose a constructive trust on the portions ot the funds
beinq held by Constance Pignatiello, Jovijuco and Redfern that
are attributable to illegal stock trading by Pignatiello; enter
judgment that Constance Piqnatiel1o, Jovijuco and Redfern have
been unjustly enriched in an amount to be determined at trial;
and enter an order requiring Constance Piqnatiello, Jovijuco and
Redfern to account for and disgorqe 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,
toqether 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.

41



x.
Grant such other and further relief as the Court may deem

just and equitable.

Respectfully submitted,

c

es A. Kidney

~~ .. ./ /-...J. ?J.
Le~=. wanq~
fuLlI~

Paul v.· Gerlach

Attorneys for Plaintiff
Securities and Exchange
Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
(202) 212-7672

Local Counsel:

Robert M. Fas:t'eld
Thomas D. Carter
Securities and Exchange Commission
41.0 1.7'th Street
Suite 700
Denver, Colorado 80202
(303) 844--2971.

Dated:

I
I
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§ 19. Insider Trading

One of the most important applications of Uule
lOb-5 is its use as a sanction against "insider
trading"-purchases or saleR by persons who hove
access to illfill'llIlIlion which i;.; not. IIvllilllhlp to thoRP
with whom they deal or to traders genernlly,

Early applications of the nile focused on the
situation with which it was specifically designed to
deal-purchases in direct transactions hy the corpo­
ration 01' its offlcCl's without disclosure of IIInferial

•fiworahle infclI'nHltion ahout the cOlllpallY';'; affnirs.
WlIrd 1,11 1"1"1111(''', 1:1 H.I·~C. :17:1 (l!l,I:II; SI'('('d v.
'l'rnnsamcl'ica, B9 F.supp, HUH (J).J)eI.HJIlJ), 111 this
cont.ext, it was 'availahle to supplement state l'0I1l­

mon law, which in most stflt.CS did not uff(lrd a
I'cmedy to the flggrieved sell..I' in this si tuatiull in
the flhsence of affirmative misstatements or "spe­
cial circumstances."

In a series or administrative decisions and in:junc­
tive proceedings, commencing in 1961, the SEC
greatly broadened the applicnhility of Hule IOh-o as
a geneml prohibition against any trading on "inside
infc)rmatioll" in anonymous st.ock exchllnge lnlllsac­
tions as well as in face-to-I'flce dealings, The three
most significant decisions were Cady HlIber(s, 40
S.KC. 907 (961), SEC v, Texas Gulf Sulphur, 401
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F.2d 8~a (2d Cir. HillS), and Investors Management,
44 S.E. C. 6:1:1 (197 I ). Ilowever, the suhsequent
decisions of the Supn~nw Court in Chiarella v. Unit­
ed States, 445 U.S. 222 ()!)80l, and Dirks v. SgC,

463 U.S. 646 (1983), have east doubt on some of the
doctrines developed in those decisions.

((I) 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,
alld the sales were made hefore the news of the
dividend cut was generally disseminated. In Texas
(ill I!, SIII/I/IIII·. of/icl'rs and l'll1ployees of the compa­
ny 1I1111lt- 111111111111111111111111'1111111"1 til III,· '·tllllpllll.Y·1I

Hinck i11'l1'1" 1l'lIming that /'xplol'lltory drilling Oil Ol\('

of the company's pl'Opertil~1'l Hhowed prOll1iHe of 1111

extraordinary ore diHcovery (although the drilling
had not gone far enough to establish whether there
was a commercially mineable body of ore). In [n­

1II'S/O,..;, Mll/l(JI{f'lllcnf. an aircraft manufacturer dis­
closed to a broker-dealer, which was acting as prin­
cipal underwriter for a proposed debenture issue,
Ihal ils f'arnings for the current year would be
HllhHtalltially lesH than it had previously forecast
puhlicly. '1'1H! hl'Okl'r-dl'alul"H llnd(~J'writing depart­
ment paHsed the information to members of its sales
department, who ill turn passed it to representa­
tives of Illujor institutional dientfl. The institutions

sold large amounts of stock before the re\'ised earn­
ings estimate became public.

In all three cases, the persuns who elfeded I he
transactions (or who pmil::led information 10 tbose
persons) were held to have violated Hule lUb-5.

In Chiarella, an emplo)'L'(' of a financial printing
firm, who was working 011 documents relating to
contemplated tender offers, ascertained the. identi­
ties of the companies which were t.he targets of
those offers, purchased stock in those companies,
and sold the stock at a profit after the tender offers
were announced, 'fhe Supl'eme Court reversed his
conviction of a criminal violation of Hull' lOb-5.

In Dirks, a security analyst received confidential
inl()rmation from a former employee of gquity
1i'lIlldinf~ (;o",lIIl'l\lillll rI~Ii'(~1 10 till' C'f'fi'('j'th,,1 II

'''1'/\1' pl'I'('''IlI'',:I' (II I':I'( ~':l JI"lki,',. WI''''- 1,,1,,·, '1'1 .. ,

t'lIlployee's motivation ill giving Dirlu; thl' illfi'rlllll­
tion was to (lhtain hiH aid in l~xpm.;ing Ihl'.fralld.
While attempting t.o ascertain the truth of the:w
allegations, Dirks passed along the inlormation to a
number of his institutional clients, who sefid large
amounts of gFC stock. Subsequently, the allega­
tions were confirmed and EFC went into bankrupt­
cy, The SEC brought a disciplinary proceeding
agninst Dirks, alleging t.Iwt he had violateH Hlile
10h-5 by giving the inlill'lualiol1 to his dienlH. Thl'
Su preme Court held lllat Ilirk:; hml not ad I'd ille­
gally, since (a) he owed lIO dUly to purchasers of
Efi'C stock, and (b) he could not he (llllld to hnve
aided and abetted a violnt.ion by t.he iusido.. fmm
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whom he obtained the information, since the insid­
er had not acted from an improper motive in giving
the infi.lrInation 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
h(~(~n terribly clear as to which clause of the rule
prohibits insider trading. Since all of the cases
involved tollll /Iond i:-;c Imlll re, lIwy pn~HLlmllllly did
not vi,llnle c1uuse (2l, which requires some "state­
ment." I n 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).
SlIhHl'qllC·IIl. c11'1'illioIiH II1IVI' ;IO( t1igllifil:lIlll.ly dllrilipd
this IILlestioll.

To Whom Is the Dilly Owed? If clause (3) is
violated, iii it because of a "Ii'aml 01' deceit" on the

1

company or on persons on the other side of the
market? In Cady Roberts, the Commission indicat­
ed that there were element.s of both: "The obli­
gation .rests on two principal elements; first, the
existellcc of a relationship giving access, directly or
indirectly, to inl()rmation intonded to be available
only.ror a corporate purpose and not for the person­
al henclit of anyone, and second, the inherent un­
fairness involved wlwre a party talws advantage of
such information knowing it is unavailable to those
with whom he is denting."

In Chiarella, the Supreme Court sharply lirylited
the second element, holding that "when an allega­
tion of fraud is based Oil nondisclosure, there can be
no fraud absent a duty to speak * * * arising from
a relationship of trust and confidence between par­
ties t.o a transaction" and that the lower courts had
"failed to identify a relationship between IChiarellal
and the sellers that could give rise tll a 'duty."
Stating that "not every instance of financial unfair­
lWSH conHt.ituteH 1'1'1111111111'111 ad.ivity 1IlHh~r * WIllI,"
the Court stated flatly that "a duty to disclose
under § 10(b) does not arise from the mere posses­
sion of nonpublic market informat.ion." With re­
spect to the first element, the Court declined to pass
on the question whet.her Chiarella's breach of duty
to his employer and to the corporations making the
t.C'ndl'r offi~I'R wOllld RlIJlJlIlrl n l'IHlvidion 11Illh'r Hull'
lllhfl, Hillce thiN "Ill iHllJlJlI'llpriation" thl'lII~Y hild
not heen proPlldy suhmitted to the jury. Subse­
qucnt criminal convictions of stockbrokers, lawycn;.
printers and others have been upheld hy t.he Second
Circuit on the basis that they violated Hule lOb-5
by trading on confidential information which they
·'misappropriat.ed" from their emploYl!rs. United
States v. Newman, 664 F.2d 12 (2d Cit'. HlH II; SEC
v. Materia, 745 F'.2d 197 (2d Cil'.1984). In 1987,
the validity of t.he "mi::;approprintiun" theory
('eaehed the Supreme Court in u case involving a
Wall Street Journal writer who t.raded on advance
knowledge of what stocks he was going tu recolll­
mend in his column. 'J'he Hecond Circuit had up­
held his conviction on the basis that he had "misap-
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(l1'0pl'iatcd" property 1ll'lollging to the Journal, i.e"t1w advance IUlOwledgt~ of ilB recommendations.United States v, Carpent'!r, 7Hl F.2d 1024 (2d Cir.I!lSHl. This decision was nrtil'lIIed by the Sllpn~meCOllrt, hut hy an equally-divided COUl't, withoutopinioll. At the same time, the Supreme Courtunaniml;usly upheld the defendants' convictions forIhe sallie ad ions ullder the mail and wire fraudstatutl~H, 18 U.S.C, *§ 1341, 1343, on the groundIhnt tlll·Y. hnd 1'I,gl\f~('c1 ill II :..wh(~lIw to deprive thedoumal 01' its property hy means of fraud. Carpen­ter v. lJnitt·d States, 484 U.s. 19 (1987),
What is "Material" lll!rll"lnalion? There was noquestion that the dividend cut, in Cady Roberts, thereduced onrnillgs, in investurs Management, and theproposed ll'l1dm' olr(~rs, ill ('!liardla. Wl'n~ "maIIH'i­III" ill II", HI'IHII' III/II tl .. ·\, w""ld am'd Ihl' willingIII'H:1 or 1111 illVl'Htor 10 Illly Ill' Hl,1I til,' Htodl at llw(·" ....t'lll price. III '/'r'.ws (:/I1{ 8/i/}I//lII', howev(~r, 1.11<'d..r'PIHlallts mglll'd that. tilt' illlill"lllalioll ahout theOl"l~ dil-icOVllry did not 1)('r~OIlW "matl~rial" unt.il flll'­tlwi' dri'llillg ('stllhli.shed till' t!xistellee of a commer­cially lIIilwable orc body, TIII''y pointed to theSlt:< ~'s own rull'H lll)(h~r Hl'l;llln! iOIl A, prohihitin~ al'OlllPllllY I'l'Olll making lIny Hlal.ellwnt about the(·x istl'lIn~ of an (lrc body 1111 h'ss it. was suf(jci~1nt.lyt psiI'd 1(\ h,' proporly dllssi li('d as "prowll" or"prohahll/'. 'I'lw ('ourl. held, however, t.hat the testor "l\Iall~rii\lity" ror HlII(~ loh-I) purpORCS was not.whdhl'r the company would he permitted to dis­dllH!' t Iw illforlllatiO!l if it Wl'rt! Hulling secllrit.iefl,II1It wlwtlwr it was tho kind of information that

might affect the> judgment or I'l~asollable investors,including "speculative" HS wl'lI as "l'o!lsl'rvative"investors, On this qllesl ion, tlw COUl't found lhatthe size and liming of the purchas('s, by the defen­dants, some of whom had nevel' OWIll'd TUS slock,were "highly pertinent evidence nnd till' only trulyol~iudive evidence of t.he materiality of tIll' disco\'­ery."

lV/U'1I Is IfI!rJl"lI/alioll "NfllI 1'/llJlil' "( Un(~el' Tex­as (lull' Sulphur, an insider may not aet at themoment the company makes a publk announce­ment of the infol'mation, but mllst wait "until thenews could reasonably have beon expected to appearover t.he merlin of widl!st. circulation." In 1//1 '('slon;Management, defendants (ll'g'lled that the illlill'I1H\­I.ion IIholll. Ihp ('0/1 I!,:I 11.\":1 ... ·c/III·C·e! 1':lllIilll::; \\'11>11I11l'lIIly ""lI11lie" IweauHl' It WilH till' Huhit'd 01' I'U­mol'S cil'(:ulaLillg ill t1w lill'lI11'ial l'Olllllllllaily. TIll'(~OlHllliHHion held, howevpr. t.hal. I.Iw illlill'lIlatiollthl!,V I'l'cldved was dil'liH"t'llt I'rolll t Iw infi.ll"lllat ionprpviouHly circulating, sincL' it wa~ (a) more specificand (h) more trustworthy, having come from a firmknown to he ad-ing fiR ull<ll~rwritl'r fiJI' tlw COIllpiln),.Who Is UI1 "/l1sider"f' Cady Hobafs held thatHille IOb-5, unlike Sl'~A ~ Wlh), l'xl<'IHIH h,'yomlo!1icers, directors, and major stm.:kholtlnrH to anyonewho l'I~eeiVCB inflll'lllal-ion I'rom II (,Ol'jlllnl((' f;llun:('.Texas Oull'SlIlphll,. estahlishcd that a IWl'f"oOIl whopW-ll'OS on inside information to lIllol her j)l'rson whoeffects a tl"fHlsadion is as culpahh-' as a person whoutilizes it for his own accounl, and 11l1'<,stOl's Mall­agement established the liability of the indir~ct
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"tippee", no maHer how llIany links there are in
Ow dHliil of ill/rJl'lIIation.

In Chiarella, the SUJln~llw Court implicitly recog­
niwd "a n~lntiollship of trust and eonfidenc(! be­
tWCl:Il the shareholders of a corporation and those
insich'rs who have obtained confidential infiJrmation
by reason of their position with that" corporation"
and a resulting "dLlt.y t.o disclose IH~calise of the
Iwees!:iity of prnventing a corporate insider from
tllkilll~ ndvalllllgl' of Ih!' IlllillfiH"ll1l'd Illinority Htllck­
Iwlders." The Court also indicated t.hat the liabili­
ty of a "t.ippee" could he "viewed as al'ising f!"Om
his role as a participant after the fact in the insid­
er's h,:each of a fiduciat'y duty." The decision in
lJirhs and suhsequf'nt lower court cases limit tippee
liability further by holding that the tippee can be
11I·ld liahl!' ollly i(" I Ill' illflll"llllll.ioll WflS PIIHfll'd t.o thll
lippl'" /111' 1111' 1'1'1'11011111 Ilf'lwlil III' till' li"pl''', IIlld if
IIIl' I ipPl'e lul('w or hlld n'ilHOIl til lulOw that the
t il'pP" had RlIli~fied all (lin e!(!Ilwnts of tipper Iiahili­
ty.

('hiarella also raises the qlwHtion whether there
can he any Iiahility under Hule IOb--5 f(Jr tradillg on
t he basis of nun-public "IlHlrket. information," such
liS a pl'Ospcctive tender oITI:r, where the SOUrCI! of
t hI' inforlltrlt ion has no l:olllwction with the compa­
ny whmw sharps are h(~ing tradml. With rm;p(!d. to
t ('mh'" offers, the SEClldopted Rule 14e-:3, which
makes it'illegal ("or any person to purchase or sell a
sl'l:lIrity while in posse},sion of mat.lli·ial non-public
infilnllation ahout H prospective tender offer if he
knows o~' has reason to know that such information

emanates from either the offering person or t.he
issuer or persollS f1cti ng on Ihei r behalf. III llnited
States v. Chestman. 947 ~'.2d 551 (2d Cir.l HH il, the
defendant challenged the validity of Hule 14e-3 011

the ground that SEA § 14(01 prohibits only "fraud.
ulent, deceptive or manipulative" acts and that
Rule 14e-3 reaches uses of non-public infumwtion
that could not be deemed "fraudulent" under the
Supreme Court decision in Chial'ella. TIll' Second
Circuit, however, in a 10-1 ell bane decision, upheld
the val idity of the l'ule, 011 the ground that the
delegation of authority to the SEC in ~ H(el 10

enact rules "reasonably designed to prevelit fraud
* * * necessarily encompasses the power to pro­
scribe conduct outside the purview of fraud, be it
common law or SEC-defined fraud."

8('il'l1/cr, In. [111 !('gf01'8 IHI1lI1lf!l'1I11'nl, I he ComllliR­
lIioli 11',;c'dl'lIlllI' l'olilo-lIli"lI III/II, ill ollle'l I" \'i"IIII,'

Huh: IOh-fi, a l,ippl'(' IllUSt. have "lid LIlli knmv Il'dgp
that. the information waH di};doRI·d in a hn'ileh of
fidu('iary duty," and held that it waR sufficient (.hllt
till! tippee "know or have J'(~mllln to know Hwt it
was non-public and had been obtained improperly
by selective revelation or otherwise." The Commis­
sion indicated that. liability would also attach where
the tippee "knew or had l'eHi::Hlll to know that the
information was obtailH!d hy induRtrial espionagt"
commercial bribery 01' the like," As far os the
"t.ipper" is concerned, "one who deliberately tips
information which he knows to be material and
non-public to an outsider who lIlay l'easonably be
expected to use it to his advantage has the requisite



scienter." Elkind v. Liggett & Myers, li:J5 F.::ld 156,
W7 (~d Cir, Jn801.

C'aUMllioll. In lnvl'st(Jrs Mrl/wgelllent, tho Com­
mission held that whcre varjous fnctors might have
afll'ded a tippee's decision to buy or sell, it is only
neem;sary to show that. the inside infonnation was
"a factor" in the decision, and that "whcre a trans­
action (If the kind indicated by the information is
effected hy the recipient prior to its public dissemi­
nation, an inference arisl~H that L1w in/ill'lllation was
such a factor."

Countervailing Fiduciary Obligations. In Texas
Gull Sulphur, defendants argued that they could
not. disclose the informatiun about the ore discovery
hecause the corporation was engaged in acquiring
opt ions til purchase the land surrounding the explo­
Jillioll Hilt·. Till' court, wlJiIt! COIIHidorillg I.lIiH II

"I, 'gitiJllate corpol'llte ohjedive" (i tHell' an intenJst­
ing cOlllllwntlll'y oil t1w dilfl'ring stulIIllIJ'dH in Ilind
(rarlHlldiollH lind fl(~cUl'itil~H trawmctionsl held that
il waH "n'o justification" /iJl' trading; if the insiders
could not. disclose, they "should have kept (HIt of
lIw market until disclosure was accomplished."

III Cady Hobert,';, defendan t argued that he had a
fiduciary obligation to his customers to sell fur their
l\l·CllIlllt. :.vlwll he cnnw illto possession of adverse
inlill'lllat ion. The COlli Illisf:lion rejected thif:l de­
fense: "clients lllay not expect of Ii broker the
hl!llelits of his inside inlill'lllation at the expense of
tlw p\lbli~~ generally," This may cwate a dilemma
for hrokers. In Slade v. Hlwarson, cell '194,329

"

i
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(b) Civil Liahility

Afi noted above, a violation of Hule lOb-B 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-

(S.n,N.y.Hl74I, plaintiff alleged that Shearson had
solicited customer purchases of Tidal Marine stock
at a time when it was in possession of material non­
puhlic adverse information which it had received
fi"<Hll Tidal Marine in its capacity as an invel-ltnll'nt
banker for that company. Shearson moved for
summary judgment, arguing that under the SEC's
i~terpretations of Rule lOb-5, "even if Shearson's
corporate finance department had known this 1l01l­

public infill'lllation, it was prf'c1uded from lIsing it to
prevent the solicitation of purchases by its n'lail
sales force until the infol'lllation 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 rel'm.in from making amr­
IIIl1l.iv(! 1'I~{:OIlIIlH!lIdllt.iIlIIH lIlldt·r I hi! eiITlIIIlHlllllI'~·H.

To deal with this pruhlem, nUlll)' l'tllllmel't:ial
hankt-l alld brolwlo-dealurt-l IIHVI~ establislll'd "fiw­
wallt-l" halTing communicat.ion betwppn t.Il1'il' Clllll­

mercial banking 01' underwriting depm-LuH'nts, on
the one side, and their investment advisory 01' sales
departments, 011 the other, to prevent the transmis­
sion of "inside" inf()I'mation (lnd Uw liabi Iit ies l hat
may result from its use ur non-lise.

§ 19
§ 19ANl'lFllAllJ) 1'1WVlSlONSl!i2

.~
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led. As applied to insider trading, this dodl'ine
hll~ raised dimcult ljlwstions. The nature of the
qIWSti(~\H' differs depending on (n) whether the
lransadion involves direct d<!uling::; or is effected
lhl'llugh lhe impnrsolJal facilities of an exchange,
and (h) whether the right is being aSflllrted hy the
I)(!rson on the other sid(! of ilw transaction or uy or
on behalf of the corporation.

Claims by the Selle/' (Pu1'chaser). The operative
provif;jolls of Hule lOll fi Hnl wor<!(!d in tonnR or
"fraud 01' deceit". A CO/lllllon law ae/ion IIII' <!(lceit
relfuin's it showing of (a) blse representation of
lilLi, (b) knowledge by D that it is lillse (scienter),
Ic) intention to induce P to act, (eI) justifiable J"eli­
nnce by P, and (e) damage to P. See W. Prosser &
W. Keelon, Torts 728 (5th ed. 1984). The decisions
illvolving civil liahilitil's lilr violatioll of Hule 1011-5
IIIIVI' l'vidl'lIc'I'd II prell',"C':I~iv(' dilul ion of I.II1'HI' 1'1'­
quir(~nll'nl :i.

I>il'l'd I>mlill/-:s. III LiHt. v. VllHllioll PlIl'k, a,1/)
Jo'.~d ·Hi? (2d Cir.I!)(Hi), pillint.iff II II tllorb:ed lIiH hro­
lu'l' 10 Hdl Hllare:i at 1101 less than $18 n share.
J)('r(~ndilllt, acting thl'Ough his own broker, pur­
ehai-led the shares fit $1 H.50 and plaintiff subse­
qll<!nf.ly HIWd him, nll('I~ing that. def(llHlnnt had failed
10 disclose (a) thnt Iw was n directOl' of the company
illl<l \hl that n(!g-otiatiolls w(!re pending that eventu­
(lIly l'('sulted in a merger of the 'cO/npuny that
l'ausnd t.he Hlock to Iw worth $50 a shm"e. 'rhe
court. Iwld, fin,t., thnt, in order t.o recover, plaintiff
was not required to show an al'/irmntive misrepre­
sl'lItation; llOlI-disclosure of a mnll!rinl fact. was

sufficient under clause (3) of Hule lOb-fl. St'cono,
to show reliullce, plaintiff Iwed only sllllw that the
undisclosed lacts would have al'li!ded his ju'dgment
(i.e., the "materiality" ttlSt, with J.llainlilT suustitut­
ed for the "reasonable investor"l. However, the
cuurt '<lUnd that the faels as known 10 Ihe defen-,dant at the time of the transaction would not have
afJi'ded the J.llaintifCs judgment, and denipd him
recovery. (The court. was obviously impressed by
the fact t.hat the defendant. had /"/lsold mosl of tlw
shares at II J.ll'Ofit of only $1 a shure.)

In Afflliat.ed Ute Citizens v. United Slates. 406
U.S. 128 (1972), the Supreme Court collapsed the
requirements still further. Defendants had pur­
chased shares of the Ute Development COI·J.l0ration
{i'om- members of the tribe without tellingJthem
t.hat 1.I11~ sharps WI"'" t hpn t nlllin~~ al higlwl' prk..:,;
ill /1//0/ III'/' IIlil"'\l'L. "'"1' (:0111'(. held 1I1H1 dell'llllunl:>
had 110 ";ght t.o "('/Ilain Hi/ellt:

"Ullder t.he circumslanecH of thii-l Cll~W, involving
p/'illJilJ·jly II failure to discloHe, positiVI! proof of
reliance is not a prm"equisite to recovery. All that
is necessary is that the facts withheld be material in
the I:Wllse that a reasonable inVt~sl(//" might ha\'c
con:,;idl!red ilwlIl important in the making of thi~
decision. This obligation to disc!ofo;(! and Ihis with­
holding of a material fael establish the requisile
e1elllcn t of caw-mUoll in '~'lct."

Stoch Exchange Transactio/ls. When an "insid­
er" buys or sells on a stock exchange without dis­
closing material facts, them is all additional pmb-
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Il~m. Not only will tlwre he nohody on the other
side 01" III(' markd who can show "reliance" in the
Iradil ional sPllse; tlwm will normally be nobody
who is ahll~ to tral'f! t1w shan!s he had sold or
hOllght t.o Ihe ddi~IHlall t.

III I!-lG2, till! Sf!C01HI Cireuit anil'Jlled a dech-lioll
that plainl ins who purchased Hhares on an ex­
changl~ in Non~lllber and December could not recov­
er damages rrom insiders who had sold Oil the
l'xchllngn IwIWI'(!1l Milrdl alld Ikl.olH·r 1II111 had
failIHI t.o dific!OSO mat.erial adVerSf! informatioll.
The court said thllt II "semblallce ~)f pdvity" be­
tWlllHl the selicI' and the buyer was required. Jo­
sl~ph v. Farnsworth, 9B Ji'.Supp. 701 IS.D.N .Y.1951),
alrd, 198 F'.2d 8S:J (2d Cir.1952).

III 1974, tlw Second Circuit reversed this posit.ion
1II111 hl'ld lhlll privily \\,iI:1 1101 n'qllirc'd ill 1111 ill:tid('r
I radillg ('11:1-' 1IIIlIl'r HiliI'I Oh ri. II. hl'ld that. II e1I1SS

IldiOIl cOllld IH' brollghl Oil hdlllll" or all pen-alliS who
Illll"l:ha:wd f-;(ock or a (;omplllly 011 all exdwlIgo dur­
ing 'I11I' period Ihat dd'PlldantH wpn' ~;(lllin~ that
stock 011 lhe basis of illsido inliJl'll1ation, Shapiro v.
Merrill Lynch, 4Dfl F.2d 22R 12d Cir.1974), Wit.h
reHpect t.o defendant's argument that their sales
could not be Hail! to have "caused" plaintiffs' losses,
Ihe cou rL simply cited i\fl'iliated Ute fill' the proposi­
tion that IIll! nondisclosure of mat.erial in(ill'lnation
(':;\ :lhlislll'd Ih(! l'I'qllisitp 1'1(!lIl1'nl or (;ausation in

1111 I

Tho 8hCl}Jim decision or course raises a dinicult
lJupslion of' damages. The court n'l'llgnized that if'

damages were measured hy the "losses" suff'{\red by
all members of the class, the liability would be
"Draconian", and left to the district court "the
fashioning of appropriate relil!f, indurlillg the prop­
er measure of dal11l1ges."

This problem of "Draconian linhility" h.d the
Sixth Circuit to reject the idea of any civil liability
in this situation. In Fridrich v. Bradford, 542 F',2d
307 Wth Cir.1976), the COlll't held that insiders who
bought in the open market on the hnsis of .. nOIl­
puhlic illliu'l1Iutioll wew not linble to persons tlelling
ill t.he open market during the SHlIle 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 ullaflecled by
the wrongful ads of the insidel-." Amlin/I'd lI/e
WIIS diHt.illglliHIII·d 011 tht' 111l:iiH of 1111' filn'-llI-lill'('
d(!ldiIJI\S alld the P/·{H·xi~l.illg rdatiollship bpI W('t'/I
t.he pHrtil's.

Tho R!'l:olld Circuit, howev!'/', dl'nlt. wilh /111' dam­
age llIWHt.iOIl in 11 diff(m~llt way. III 1~lkilld v. Lig­
gett & Myers, 635 F.2d lfiG, 172 <2d Cir.l080), the
eourt adopted a "disgo/'gemen t" approach. Under
that approach, any uninfonned investOl' may SUB for
the difference between what he paid lor l'Cceived)
for his Htock and the market value that it reached it

reasonable time aftm' puhlic disdosul'e of the inside
;nliJrlllation, hut the total /'t'wvery hy nil such per­
HOIlH iH lilllit.od t.o "the 1l1ll01l1ll. gailled hy lhe Iinsid­
er! as a result of his selling lor pmchasingl at the
earlier date rather than delayillg his sale 101' {lur-



t:llase I unli I t Iw pari il ~s could t.ralll' on an equal
illforlnalional hasis," This apPl'oaell, adapted from ­

II II ~ .proposed Fcd'~raI SllCU ri I iI's Cmll\ seems to hl~

lIw most rcasollahltl COIlIPI'(lJlli~H~ hdween imposing

"J))';wllnian" liahilily or no liahility at all.

/(C('(J('L'ly hy the CU/lI/WIIY, (JIW elenll!lll. of t1w
o\JligalilJn lIndl,r Hule lOb--5 to refrain frum trading
Oil inside in/ill'malion is "the existence of a relation­

ship giving access to inforlllalion intended to be
HYHilalll1' Oldy lilr a Cflll'lll·.. I(' 1"lrJlfl:W alit! nil!. for
till' per,.;onal IWlle1i1 of allj'OIw." Cady I{ollel'ls,
SlijJ/lI. It would tllI'rl'fore Sl'1'11I IlInt the company

(or a shal'(,holdl~r suing dt'rivalively on its behall'.l

shollid ha \'(! a right of adion under Ihtle IUh--f> to
1'l'I:OVI'I' tlH! insidl'r's I radi ng pml'j ts. at lem;t where
t hI' in/ill"lllalion II() wwd ww-: intended solely fOL'

('Ill Jlfllall' plll'llll"I'S, IlflWI'VI'I', filii' sig'nilil'nllt

('IIII1I·iIlIJlO:il'd lilllililtiflll (Ill I'rivall' riglll.H fllad,illll

lllldn HiliI' IOIl-f;, SI'(' ~ IHIIl) .'iI/11m, is t.haL till'

pl'l'SOl1 hrillging till' iwl,ioll IIII1St. I)(~ a "pul'chasllr"
or "I-;dlcr" of' sl'l'lll'il it,s ill tile t rallsadioll ill 1IIWH­

lioll. r Tlw CIlUrts havl' accordingly hdd Lhat lIw
iSHIII'r lIlay not Hill' tu n'covm' all insider's Ll'ulling
profits lIndl'l' 1(111\, lllll !i. R(,l~ P.g., Davidge v.
Whitl', :1'77 1"Bul>l>, IIIH/1 IS,I>,N,Y,In74l,

TIIl~I'l' al'l', !lIIWl'Vl'r, t hn'l! alt.erllilt.ive wilys ill
which Uw im;idl!I"S IImlils may be recovPl'l!d by the

cllrporat iOIl, Fi rst., t hl~Y lIlay Ill' l'/'clI'vl'rahle IIl1der

~I'~A 9 W(IlI_ [IOWl~Vl'I', Ihis will Oldy apply if t.he
illsid\'l' is <III IIl'l1el!", dil'l'elol' Ill' 11l% shardlllhkl',
alld if 1I11'1'I~ was il IIIl1lt:hilig IJlllrlwHl' and sal(~

wit hIll II six-lIlOnl II pl'riod .

In view 01' LlIl! pl'(!vailillg 1I1lCl'rlilinty as III till!
availability of a private dalllagl! 1'l~Il11'd,\' I'llI' illsidl'r
trading and as to tile adl~lJuacy of' exisl ing pl'nalt ips
in detelTing insider trading, thp SEC llrgl'd COIl­

gn~ss to enact stiffer Hand ions. (\lllgl'l',c;:, l'I"sponcl­

ed with two pieces of I(~gislalion. Ihe Insidl'r Trad­

ing Sanctions Ad of' HHH (I 'l'})A) illld Ihi' 11ISidl'l'
Trnding and Securitil'H Frilllli li~llrOITl'Il\I'ld Ad lIf'

Second, where tlw SI~C brings illl injlliid iVl! lIe­

tiim against an insider /'01' trading in violat iOIl of
Hull! lOh--5, it may reqlwfit., and till' l'(lllr! llIil)'

grant, as "ancillary relit,/"', a decl'l'l' Cll'dl'ri ng Illl'
defi:mdant to turn OVel' her profits tu thecolJlpany,

"subject to disposition in such m;Ulllel' as the cou d
may direct." See SEC v. Texas Gulf Sulphl1l', :312
F.Supp. 77 lS.D.N.Y.1970), alrd, 4·10 F.~d 1:1111 (2<1
Cir.197U; SEC v. Golconda, :J27 1~.Supp, 2G7
(H,D, N. Y, W'l\).

Third, in certain states, a corpora! ion may Ill' able
to recover insider trading prollls 01' its ol'ficl'rs 01'

direcLOl's under comlllon law agency principles 01'
fiduciary duty. See Diamond v. Orp<llllllnU, 2--1
N.Y.2d 4B4, 301 N.Y.S.2d 78, ~H8 N,K2d 910
(I!)li!l); Hwphy v. Cit.iI'S S('rVil'l', :1I IlI'U ~IJ, :~,II, 70
A~d f) (I!H!Il; ·J{I':,l.:ld, /\':1'111)' ~ :1,'-;,'-;, ('111111111'111 ('.

IlowI'VCl', ot.hel· cOllrts havl' l'I~i(·et I'd till' i1ppl'Ilill'h

taken in theHe CW:3CS, holdillg lilill till' l'lll'poralilln

hUH no right to recover uilil'SS it slllft'l'l'd adual

damage. Fwoman v. lJecio, f)~H F.2d IH(j ('7th
Cir.1978); Schein v. Chasen, :H:l 80.2d 7:1H IFhl.
IH75l,

IIl!JlNS//J/m 'fIlA/I/N(;§HI
!i I!I:IN'IIJo'II:\/Ij) J'W )\'J,<;/I iNSIfiH

.>J
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1!l8H (J'l'SFEAl, adding new §§ 20A and 21A to the

I!):H Ad,

Under ~ 21A, if Hny person violates the 1934 Ad
or any rule thereunder by trading while in posseH­

Hion of material llOll))uhlic information, 01' by com­
lllunicating such information in connection with a
s(ldlrities lrallfmdion, the S~~C can go t.o court to

seek a civil pl!l1alty ('qual to three times the amount

of' the profit gailwd or the loss avoided by the illegal
Irllllsm'tion, "Jlront" or "loss" is ddined as tim

<lillpn'lll'(! Ill!f.wel'n the IHIl'chilSI: or sale price and
!.Ill! vallll' of tltl' spcul'ity n reasonable period al"l,(!I'
puhlic disseillinal ion of thn non public information.
The fmc lJIay Hef'k such a penalty both against t1w
person who commiLted the violation and on allY
person who "coni rolled" the violator (which, in
IIlOtif. l'llSI'H will 1I\('lln \.lit! IIl'In with which the
violator iH associal(·<!). 'I'll .. Iwnlllly illlpw.;ed on the
"controlling- pen-mn" call1lOt exc4~l!d $1 million and
clIn only be illlpo::;ed il' the SEC establishes that
:'1IIch IWl'fiOn knowi ngly or recklessly I'ailed to t.ake
appropriate l'il.eps or establish adequate procedures
to prevent l'illch violations, The amount of the
penalty is I'l~dl\ced by any amount the defendant is
required to di::ogorgt' in an injulldion action brought

by 'tlw COlllmissiol\ under § 211dJ,

To pl'Ovic1e an incentive f()\, people to "blow the

whistle" on insidl'r lrwling, § ~ IA(~) provides that
liP 10 !O';;, of any l'ivil penalty n!covered by t.he SI~U

may, ill the HI~C's diHcre!ion, be paid as a bOUllty to
any perfiOI\ 01' pl)rHOIIS who provide inl(u'mation

h~lIllillg !.o t1w ililpositioll of tIlU .pt'nalty.

U neler ~ 20A, allY person who viola! l'H ! Ill' 10:14

Act or any naIc thfll'eUnder by t mding \Vhill~ in

possessiun of material nonpublic inlill'lllatioll is lia­

ble to any persoll who was "con!emporallt'llusly"

trading the salll!! sl'l'lIrit.y Oil IIll' 01 hpl' side of Ihe
market. Liability lInd('r ! his Reel iOll also pxlpnrls

to any pl!rSOn who comlllunicall's lIlah'rial nllllpub­
lic itlfonnnt.ioll find 10 allY Iwrsoll who "colll rots"

t.he violator, and is similarly reduced by Ihe amount

of any diflgorgellw'lt. in all i IljUIICtioll acl ion broughl
hy t.hn fH~(~. f

An adioll lIlldt'r ('illll'r *20A or § 21 A lIIay hI'
brought up to live years aftl'r I Ill' last. violat ion, a
considerably longer RI,fll u Ie or lim il al ions Ihan is
I<Hlnd in other specilil' civil liahility pl'll\-isiom; or
the federal securities laws (see § 37lbl ill/i·oJ.

J)llrin~~ UH' IH'aringR 011 Ihl' HIl-{.I Ad, ClllI~~rl'~S

waH lII'g(~c1 to ddilW more prudH!'ly I I~L' kilHI of
insidel' tmding that would give l'iSIl to Iiabilily.
However, faced with irl'eeollcil"hlp diff(l/'L'IH'es he­
tween th(! Rge and indIIHt.r.Y viewR, (:ol1gress finally
opted to define the offt'nse simply by n'ft'l'cnce to
existing law.

The 19H8 amendment also modilied SI::;A § :i2 to
increase the maximum aiminal penally I'm' viola­
t.ion of' the Act from $100,000 to $/ million, in the
ease 01' individuals, find from $flllll,OOO 10 $2.fi mil­
lion, in t.ho case of other entiti!!H_

§ 20. COl"llorale Misstatements

The specific discloslim n'quirml1LJnls of' SI~A

§* 13 and J.4 apply only t.o reports, pmxy state-
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VII. SANCTIONS FOR
V10LATIONS

T.lw federal seeuriLies laws provide for several
different Iypes of official sanetiolls against persons
who violnte the law, and specify t.he procedures to
hl! followed in utilizing t.hem.

~ :U. SEC Investigations

Tlw SEC has statutory aut.hority to conduct in­
vesl igal ions to determine whetlwr there has been a
violation or federal securities law. This authority
ineludl!R power to Huhpocna witnesses, administer
oalhs, and compel the production of books and
n~('onlH llnywhem ill the United States. SEA § 21;
SA *§ l!l(h), ::!IHal. In areas of doubtful jurisdic­
tion, this authorily empowers the SEC to conduct
an initial inquiry to determine whether the subject
of the inquiry is in fad subject to the securities
lawH. S/·:C v. Wall St. Transcript, 422 F'.2d 1371
12<1 Cir. W701; SEC v. Brigadoon, 480 F.2d 1047 (2d
Cir. un:11. Ilowever, where it is alleged that an
SEC investigation was commenced because of politi­
calrPI'l'ssurcs, a court may deny enforcement of an
~·m( ~ subpoena Oil grounds of abuse of proeess. SEC
v. Wlwdillg-PittRhurgh, G48 F.2d Hi! (3d Cir.198l).

, In general, wlwn information eonws to the atten­
tion Ill' the COllllllbsioll illdieaLil1g that a violation

2:14

mny have occulTt!d, till' COll1mi~~ion nr~t conducts
an informal inquiry, intervi('wil1~~wil Ill'sse~ hut not
serving any compulsory pr()Cef;~ or taking an,V S\\'III'11

statements. If this initial inquiry indicall'H lhp
exist.ence of a violation, tIll' staff wi II ask ,I he COIll­

misBion for u /imnal ordt'r of invesligal ion, which
delineates the Hcope 01 lIw im,pst.igat ion and desig­
nates the staff nJembel's entitled to administt'r
oaths and compel the prodlld ion of witlH'~ses and
records.

The procedures to 1)(' /ililowed in "/imllal invest i­
gative proceedings" are set {illth ill the (~(\mmis­

sion's H\lIt~s Helating to Invesligations (IOU), 17
C.F.R. Pt. 203. Undel' tlll':::H~ rules, a witnl's:-i COIll­

pelled to testi~y 01' produce evidence is entitled to
see a copy of the fonl1al order or investigaliOlt, HHI
71al, and to be lH.Tolllpanied, J'('pl'l'sellll'd and ad­
vised by counsel, HHI 7(1)1, Ie). To prt'vt'1I1 eollll-
. . . I J ISlOl1 among WItnesses, no wItness (II' wr counse

may be present at the eXlIInination of ony 01 her
wit.ness, HRI 7(b); however, t.he SEC may not bor n
witness from being J"l:'presell Ied by her regular
counsel, even though that counsl,l has a/so repre­
sented other witnesseo, unless it can t'slahlish Ihat
the dual representation will "impede its investiga­
tion," SEC v. Csapo, 5:J~J F.2d 7 (f).C.Cir.197GI.
The Commission may fiH' good CHu::;e (h~ll'y n witnesH
the right to obtain a copy of tllP transcript of IIPI'
own testimony (although sIll' has an ahsolule right
to inspect the transcript), HHI (i. SPI) COlllmercial
Capital v. SEC, 360 F.2d RfiG {71 h Cir.l f!6li I.
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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, 8.7 F.2d 377
(2d Cir.1937l, including the attorney-client privi­
leg~, 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
lJuire the maintenance of certain books and reconls,
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).

'J'he Commission is exempt from the Right to
Financial Privacy Act of 1978 where it can show
good n'asoll to obtain financial records of a custom­
('I' fmlll II financial inHlil.lItioll. fW:A § 21<hl. '1'110
COllllllissioll need not notify the customer of its
invest.igatioll for up to ninety days.

The SEC's formal investigative proceedings are
normally conducted privately, HHJ 5, to avoid un­
warranted injury to the reputations of the person?
bei~lg investigated. SEA § 21(a) authorizes the
Commission to puhlish information concel'ning any
violations which it uncovers in the course of its
investigations. In some cases, the Commission has
allowed persons who are under investigation to
suhmit written statements describing their actions
and promising to behave better i~ the future, which
the Commission then makes public under § 21(a),
"as part of the process of resolving their involve-

ment in the investigaliun." 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 based on' 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 n'c­
ol'd contains implications of wrongdoing by nny
person, that person must be afforded a reasonable
opportunity for cross-examination and for produc­
tion of rebuttal testimlJl!Y or documentary evidence.
HHI 7(d). However, in a private investigation, a
person who knows herself to be a target' of the
investigation has no right to appear before the staff
01" UlO Conllnissioll to n~hllt. ellnrgcs that lIIay have
hl~I~1l IlilIdt· n~lIim;l, IIPI'. :-It·(, :--:10:(; v. Nat i01l1l1 HIII­
dent Marketing, 538 F.2d .1(1<1 (Il.C.Cir.1B7m.

An SEC investigation 1II11."" serve as the Jll'Clud(~ to
several different types of governmental proceedings.

§ 32. SEC Administrative Proceedings

If an SEC investigation UllCOVel'S 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 be
brought against a pen;on or linn registered with the
Commission (such as a hroker-denlm', investment
adviser, investment company 01" other regulated en­
tity), or with resped to a security registei'ed with
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the COlllll1iRsio/l Sanctions availahle in an admin­
istralive prol:l~(~ding indudl~ eel\Slll'l~, limitations Oil

the registrant's activities, or revocation or registnt­
t ion.

Prior to Hlli,t, tho Conlllli:.;::doll hud no c1in~et

means of disciplining nn employee Ill' n hroker­
dellll~r firm wllo had part.icipated in lhe firm's ille­
gal net ivit.i(~s. 'l'lw HlG4 Secllrities Ads Amend­
ment.s gave the Commission cJired power to SUH­

Jlr~nd or bar frolll llHsociat.ion with any hmker-dealer
lilly pr~rson who t hl' Commission finds has violated
OIW or IIlOI'l! specif'iocl pmvisions of the 1934 Act.

In HmO, Congress significantly expanded the
SI~C's powerfl by giving it authority (a) to impose
civil penallies or up to $500,000 and/or order dis­
gorgement. of profits in administrative proceedings,
and Ihl to isslIl' C(!l\se and d(~sist ordet·s against

, pl'rsolls lillllHI to 11t~ villiating or about to violate t.he
sl'l'llritim; laws, whet.her 01' 1l0t. such personl'> are

,rr'gistl'red with tho SI~C. SClO SEA §§ 21B. 21C.

la) ('olldllct 01' Hearing')

An adminislrative hearing iR commenced by serv­
ing n ('opy of the COlllmisRioll'S order for the hoar­
illg Oil all l1all1t~d respondenls. The hearing is held
before an independent Commission employee
known as an "administrative law judge" and is
generally concluded in the same manner as a non­

r"
jury trial, with the Commission staff and the re-
spondrmts each having the right to present evidence
and testimony and t.o crosS-(!xHllline wit.nesses. The
hearing lllay he eit.her public or private in the

Commission's discretion (proceedings undel' the
1933 Act must be public), with respondents often
favoring private proceedings to minimize the ad­
verse publicity.

At the conclusion of the hearing, t he administra­
tive law judge must tile an "initial decision" con­
taining her findings of fad and conclusions of law.
This decision may he reviewed by t.he Commission
itself either on petition of Olle of the parties or Oil

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 Ranctions imllosed.
See Hanly v. SEC, 415 F.2d 589 (2d Cir.19691.

•
It is quite common for respondents to make offers

of settlement, consenting Lo lesser sanctions and
SEC pl.\blication of its findings of violations in ex­
change for saving the expense and prolonged ad­
verse publicity of a pmtmcted proceeding. The
Commission normally insists, as a condition of set­
tlement, that the respondent agree that the Com­
mission may publish its finding as tlJ respondent's
violations. Critics of the SEC have charged that
the Commission uses its power to force settlements
as a means of making and announdng new "law"
in essentially non-adversary proceedings.
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Berko v. SEC, 297 F.2d lHi t2d Cir.I~)61),:JW F.2d

1:37 (2d Cir.l9()~l). Despit.e claims Ihat thl' ililposi­

tioll of severe sallctiollS, has('d Oil nll('gl'dly fraudu­

lent conduct, should be llullle only Oil till' basis of
"clear and convillcing evidence," IhI' ::)lIpn>IlH'

Court has upheld the PO\Vl'" or t he Com III ission,
under § 7 of the Administrative Pmcedure Ad. til
lind a violalion Oil t.he basis of "a prq)()ndt'ranl'p of
the evidence." St.eadman v. SEC, 41)0 liB. !J(
( HJ81l.

The Commission has takl'n t he posit ion that l'('r­
tain of its actions are not "ordt'rs" suhjpd to judi.
cial review. The::;e indude (u) a dl'ciHioll not to
order a company to include a sharL'lHlldet proposal
in its proxy statement, seo Medical Committee v.
SEC, 432F.2d 659 (D.C.( 'ir.I!1701. \'lwatpd as IlHlol.
404 U.A. 403 (1972), (hI a dpcisioll not to o1Jjpl'f to
1.110 adio/l or a :-;Lock ('xdlangl' ilHTI'ilHillg IIH: mini­

lIlum cUlllmi:-;sioll l'ateH to hl! dllll'gl:d hy its 1l\1'1l1­

hers, see Independent lllvustor Pl'Otedivc Lcaglll' v.
SEC, cell " H3,270 (2d Ci".1971 )(summary oj' m~c
brief), and (c) the adoption of a rule dis<lualil:ving
celtain types of entities fmlll memhership 011 a
stock exchange, see PBW Stock Exchange v. SEt \
485 Ii'.2d 718 C:Jd Cir. HI7;\).

With \'espeet to COlllmiBsioll "lIo-al'l.itlll" posi­

liollS, the cOllrt.s have lakell the posi Lioll Ibat if IIH'
action involves a rOlltille maHer whidl tIll! COIlIl11iH­
sion propedy ddegalt!d to it.s stall alld d('dilll'd 10
n~-examille, tlwr!! is IIll "01"(11'1''' suhj('d to judicial
review. Kixmillm' v. HEC, 4!12 F.2d (HI (J)'c.Cir.
W741; see Koss v. ~EC, ;Hi4 1·'.SllPP. I:t~) ,(H.D.N,\'.

l JlIlbr nule 102(e) of ils Hules of Practice, the

SEC has asserted its authority to "deny * * * the

privilege of appearing or practicing hefol"C it to any

1)('rS0I1 who is (ilUlld hy the COllllnission nllm' notico

of" IlJ~d opportunity for hearing," (al not to possess

till' requisile qualifIcations, (bl to be lacking in

charad ('r or ill t l'grity or to ha VI) engaged ill lInethi­
(.;t! or illlpl"lJp(~1' pmli'ssiollal cOllduct, UI' (c) to have

willfully violall!d f(·deml securities lawH. Under
I his I{lil(', tlw COllllllission has disquulilied a num­
lH'I' Ilr InWYI'I'S aud accountant::; from pnH;tice hel(JI'e
ii, dl'spit I' olJjl!ctiollS that any Iwr::;oll authorized by
slall' law to pl"lldi('(~ hiH proli.~ssion is entitled to

llPlwar hefore the Sl~C. While the courts lIlay over­
turn 'all SEC disqualificat.ion which is not supported

by substantial cvidcnce or is procedurally improper,
J<ivilz v. SEC, 47fi 1".2d Hfi6 (J).C.Cir.1973J, Rule
~((.) ilsl'll' has 1J('(~11 uphl'ld as a valid l!xl~n:iH(~ or L1w

(:Ollllilissioll'S powur 10 proted the integrity or its
OWII proCl's.'il's. TOllclw HosH v. flEC, {jOg Ji'.2d 570
(2d Cir.l!mll.

(11) ,!IllJiciCJ! Nt'virll! of 81?C Actiolls

AllY party aggriev(:d hy a rinal (mler entered in an
f-il'~(: adlllillistrativl' pro(~('eding lIlay ohtain review

of Uw order in thl~ Unit.ed Stntm-l Courl or Appeals
{ill' the Distril.'l of Columhia or in the circuit in
which IIH' party n!:-;ides or has il.:-; pdlleipal place of

hUl'iIlCSH. SA ~ B; f-.i1';A * 21i; leA * 4:l. The
ClIurl.H havI! 011 occaHion heen nitkal of the SI~C Ii.H'
ils failml' to (~nllll('ial't~ c11:nrly Ilw I(~gal rules or

facts Oil which it waH husing it.s dm:isions. See, e.g.,

§ :32 SEC AI>MIN. /'UOCl;'IWINOS 2·11
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IH7:lJ. With respect to SEC rule-making proceed­
illg~, the 1H7f1 S(!l~lIritim; Acts Anwndments re­
versed the holding in the PBW Stock Exchange case,
supra, and authorized persons "adversely aHeded"
by the adoption of an SltjC rule to obtain review in a
court of appeals, SI~A *25(b). In addition, courts
have held that an SEC rule adoption, while not an
"order", is "agcnc,Y action" subject to judicial re­
view'lIncier § 10 of the Administrative Procedure
Act. Illdl!J>elldent Broker-Dealor Trade Assn. v,
SEC, 442 F.2d I:J2 (D.C.Cir.197U; Natural Ue­
ROlilTes Defense Coullcil v, SEC, :-189 F.8upp. 689
(IJ,D,C,1974 I.

§ a:J. SEC Injunction Actions

In addition to its power to bring administrative
IlI'(U'I'('dill/:s llgllill:-ll. IIl'r:-lon:-l lIlId lir/llH rl'J~iHt.'I'l~d

wit hit, IIl1d to iHHlH! ('(~wm alii I dl~:-liHt ordol'H, the
Conllnission has specilic stntutory authority to
bring an aelion in a federal dist.rict court to enjoin
violatiolls uf the securitil!s laws by any person. See,
e.g., SI~A § 2Udl.

Standards {VT' Granting. In determining whether
the SEC has made a I '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,a!l SEC in­
junction action is generally commenced some time
after thl allegedly illegal acts have taJwn place, and
"the cllrnmtjudicial attitude towm'd the issuance of
injunctions 011 the basis of past violations at the ­
f)1~( ~'s n>quest. has hecome more circulllspect than

in earlier days." SJi'::C v. CO! II llIo11\\'l'alt h, fi"(·t V2d
!IO (~d Cir.1 D781. All in';lllll'l iOIl will h.,' grilllll,tI
only where "thel'(~ is a n>(ll'onable likdilllJod of
furtlwr violat.ion in thl' flltuIP," itl" 01' whl'rl' thl'
defendHnt poses a "conI inuing n1('n:ll'(''' to till' puh­
lic, SEC v, Cnteriniechia, () 1:\ F.2d ! O:,! ([it II <'iI',
1980),

Scope oj' InjulldiuII. In apPlopriate t::W·;"s, Lhl'
injunction may prohihit specified kinds or illegal
cOllcilld. with reHpl'd 10 lllJy SI'I'lIdt il'S, lIot. IIIlTdy

those involved in tile past violation. hilt it lIIay not
be so bl'oad as to IlIl'n any violation 01' In..\\' inlo a
eontplIlpt of COlll't, SEC ~ v. Savoy, (j(j5 F.2d I:.I!O
<D.C.Cir. 1981 J.

Consequences. In additioll to gWlIlg risl' to a
posHihle contempt cil.alioll if till' tld'l'lIdant l'Ollllllits
:1110/1\4'1' viol:1l ion of I Ill' s,'c'lIl·il il'~; Ill\\'~:. II .. , i~;~;lI;III1'I'

or all injll/ld illll hw.; cpr(ain din'd l'lIll~I'qlll'nC'('s A
IHlnmn who ha:; bCI'n pnjllilll·d froll\ I'ullll'l' \'idln
/.ions is disqualified frolll ut iliziJlR till! t'xl'llIpl ion
from lB33 Act [(!gistration )ll'llvidl'd by Heg-lIlation
A or by Rule 505, or from I)(·ing nssociatec\ with n
registered investment company, :i(~P leA ~ 9(a)(21.

More significantly, the SlIpn~llle Court has held that
a deH,mdant who is found to hm'l! \'iolat.ed till! law in
an SJ<.::C injunction action is baITed by tlw dod rine
of collateml estoppel fi'OIn rdil igat ing- that iHslIe in
a subsequent private damag(! ad ion haRl'd Oil tlH'
same course of' conduct. Tlw COllrt mjl'l'l ed l\l'gll­
mentH that this holding \'iolal ..d llw dd'pudanl'f'
cunstitutional right to a jul'y t rial in the daIII agl'
action, Pm'klane v. t-ihoJ'(', ·t:HI ll,tl, :1:.~2 (Hl/~Il,
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AllcillaJ:Y Relief In addition to an injunction
against further violations, Uw SEC will ofton ask
rtlw couit for ancillary relief appropriate to tlw type
of violation committed. For cXfllnpl(~, wlwre the
defendant has profited fi'Dln "insider trading" or
manipulative activities, the court may mquire him
to make a resdssion offer, see SEC v. Bangor Pun­
ta, 331 F.8l1PP. 1154 (S.D.N.Y.1970, aJrd with
modificatiolls, tiRO F.2d 341, :190-91 (2d Cir.1973),
or to turn ov(~r his profit.s to the issuer or to a

court-appointed trustee for distribution to persons
entitled to them. See SEC v. Texas Gulf Sulphur,
"i46 F.2d 1301 12d Cir.1971); SEC v. Golconda, 327
F.Supp. 257 (S.D.N.Y.1971). Where the offense in­
volves pervasive corporate mismanagement, the
SEC Illay obtain appointlllent of a receiver, SEC v.
li'illh Avellue Clluch LiIWH, ~H!) li'.HlIpp. :1 IR.D.N.Y.

I nOR), or or indppendent directors aIHI 8pecinl coun­
Hel to pursue daims on behalf of the cOI'pomtion,
SEC v. Mattei, LiLHeis. 65:n, 05:32 m.D.C.1974), or
of a "special ag('nt" to supervise defemlant's com­
pliance with the law, SEC v. Heisinger, 552 F.2d 15
Ust Cir.1977J.

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 § HHhl frorn serving as a di­
rector or officer of a company registered under the
19:14 Act, and tb) tn impllRc civil penalties of up to
$500,000 on ~ecuritiei:j luw violutors. SEA
§§ 2I(d)(2), (:1).

§ 34. Criminal Prosecutions

Willful violations of the l'll'cllritil's lawH 01' IIIP
rules promulgated IIl1dl'r Ilwlll are pllll ishahll' by

fine anel impriRollllwnl. S<'t', <'.g., SA *24; SI~A

§ 32. 'I'he Commissioll does not prnsl'cute criminal
cases itself, but transmits the evidence to the Jus­
tice Department, which decides whethel' to pl"Ose­
cute and handles the prosecli t ion. See SEA *2U e I.

As in criminal proHl'cutions genl'rnlly, the "will­
fulness" requirenwnt IIwa IH; 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 1193,023 (E.D.N.Y.19711.

The courts hav(! consistently rejected arguments
by defendnnts that various pl"Ovi:·;jons of the securi­
ties lawH an! 1I11l"Oilst illit iOllall.\' vagI II' Whl'll nlmlt'
the basi::; Il,r criminal prllHl·(·lItioIlH. . See lInited
States v. Wolfson, 4Uf) F.~d 77CJ t~d Cir.19(8).

Conviction of a violation of the seclIl'ities laws
carries with it automatic disqualilicntion from cer­
t.ain henefit.s or pORit ions, such as the use of the
Hegulation A exemption, SA Rule 252tc)(3), (di( 1),

or association with a registewd investpwnt compa­
ny, ICA § 9(a)( I J.

§ 35. sno Disciplinary Pl'Occedil1gs

In an SEC administrutive proceeding agninst a
broker-dealer, one or UIll sanctions available 10 the
COUlmil:;sion is the sw:,pension or revocation or the
respondent's membel'Rhip in n self-regulat.ory Ol'ga-
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nizntioll ISHO), HlIeh flf) n nfltiollal securities ex­
chan/_w or lIational sl'l~urilil'f-i w-::,ocia!.ioll, 1/1 addi­
Iion. t1H~ SH()s t1wlllselves are specifically au tho­
rizl'ri, alld illdl'l~d rl'fjuin·d, to impose salld.ions on
t1l1dr 1l\('1l1I>erf-l IiII' violations of the ~l('ellritil's laws
or Ihl' SHOs' own rllll'~i, SEA ** (i(bl(t)l, IGAlh)(7),
I ~}(g)( II

Originally, SHO diHcipli/lnry proceedings were
rath('r ill ['orilla I, wit h rl'spondl'lll s hei ng accorded
li·w of Ihe pro(('d iVI' li'allll'l!H w;sociulcd with gov­
(!rl1ll11'lllal sanctions, /I has b('on held, however,
I Itat SW)s are slIllieil'n t1y i nvolvl'c1 with the SEC to
brillg their disdplinill'y actions "within the purview
of Firth All1endllJl'nt controls ov(~r governmental
dul' proC('ss," rntercol1li nontal Jndust ries v, Ameri­
can StOl'" Exehnllgl', .1fj~ F,:~d H:lfi (Ilt h Cir. H1711.
()II Ilw ot 1)(·1' hand, SI{();; havL' I)C!(!/I twld /lilt !.O he
suhjl'ct to tltl' pl'Ocl'dural r('quij'(~lJwntH of' the Ad­
ministrative Procpdure Act, Shultz v, SJ~C, 614 F.2d
[i(i I (7t It Ci r. 19ROl, and a daim that un SH.O is
"slrlldllrally IJiasm!" hecause its disciplinary deei­
sions are l1Iadl~ by nwmhers 01' the industry who
havl' a peclIlliary interest in putting the respondent
Ollt of business hns alHo Iwpn n~ket.l'd. li'irst Jersey
v. Bergt~n, (HIli F.2d (mo (;~d Cir. HJ7Dl. Under the ­
197.1i allll'lHlnwnlH to t Iw l~xchal1g-I' Act, f-)I{()i-; mUHt
IlOl if\. n1l'lllhers of tll(' spncil'ic (:h'nrg-('H against
tlll'lll, g-iv(~ t11l'1I1 all opportunity to def'ond them­
SI'I\'!'8, and :-lllppllr( any :-lilildions with a sl.atlmwnt
~;('I t ing lill't h tho spp('i lie ad.s in \V hich the memlwr
was found 10 hay!' l'ng-ngt~d, I.Iw spt'dfic rull·s which

he was found to have violated, and the reasons for
the sanction imposed, SEA ** fj(dH 1J, 111AlhH2J.

Prior to 1975, disciplinary actions by the NASI)
were su~ject to SgC review, but disciplinary adions
by stock exchanges wew no!.. lIndet- the 1H75
amendments, reports of all SltO di::'iciplinary actiolls
must be filed with the SEC, and such actions are
subject to review by the SEC, either on its OWI1

motion 01' on application of any aggrieved person,
If the SEC finds that the n~8pondent eng-flgl'd in thl'
acts charged, that such ads violated the specified
provisions, and that such provisions wcre applied in
a manner consistent with the purposes of the I~x­

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 SHO fot, fmthet' procc('ding-s.
Tlw SI';C mllfit also fid a:-~i(1P. 1.1](' snlle/.ion Jil' it is
excessive or oppressive 01' if it imposes nny hurell'n
on competition not necessary in ful't herallce of the
purposes of the Exchange Act. SI~A ~ IB(eJ. An
SEC order affirming an SUO sanction is subject'to
court review in the sallle manner as an SEC sanc­
tion imposed in one of its own adminislrative pro­

ceedings.
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t:.hat "(n]ot ",ven the insiders know how many Senator:::
early Saturday morning to give voice approval to che
bill. In the dark of ~ight, someone decided c~wrap

ABA, The Business Lawyer, Nov~mber, 1989

·\
i.

:136.

Stre.. t
Journal seated
actually there
in::'ld~-tr"tdi!lg

gift for American lawyers and Britlsh stockbrokers." The editorial went on t;,

criticize the bill for what it:. does and does not do. wall St. J .. Oct. ~S,

1988, at A25, col. 1. While on~ may not approve of late night sessions ~f

Congress or may oppose the provisions of the bill, the author disagrees wlth
the
suggestion that this bill snuck through Congress wlchout the benefit of any
pUblic comment. AS noted througnout this article, the bill was subject~d to
suostantial pu~lic di~cussion and intens~ private debate ~nd scrutiny, ~ven

though there wa~ 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 known that the basic prohibitions against insider trading arise from
judicial interpretations of the general anti-fraud provisions of section 10(b)
of the SXchange Act and rule 10b-S. n37 The Exchange Act and the rules

thereundl'i!r also or ncesrt:!v-es fQrbrcker:-deim~-tO·&~i'!i~~e·~n~.~aI,~e
~~~~~~i.nst ~:i.nsl. r 5!-.. r: a":.-¥§'i!

0-- ASA, The S'usiness Lawyer, November, 1989

~~*-:~~"-~mmaur.,~Ilii£t. tJi1i..~iYiti.aiOtt:fNq;.;;a7'"'~. to
~.., :i~'9E--~JOQ~~ tM ~~::atiem::Or-~_~===1IiJlidiilD1 y
~ed, "1!ilt!~\.!U~ eetl\....!';.ib1~roeund·t:he'~!'a'e~of

~~e:1~::::u.;:-Z~lfrik.t
Qeher persons from violating these provisionS:. n38 Secti:on 1.S {c} (4),ar ofthp.
~geAC't"P.rovia:es, however, that. a,. ..f!J:'m...lIIi.ll Ilot :Oe~~Y!1!ri
~~y~~~~~~~:~~other.per~on:."i"i~""·"'(ii-·~{t.··li~~·-Q~£aEIrS1ied pr.9_c~durl!ls

'.,...,~ ._i _.~._... ... ... .
5¥1J~ellU5 designed to pre"J'QIlt iUld d:~~<;!..~~~~"",~!fl-~:tj!,!~~ba5
.. J::~ouaQI.y .d.iac:h.arged the dueias and obligati.ons inCUmbent upon~' by
4ea~ .;~•." ..•,. __.- ..

of such QE'p..,q~~es..-.ndsystem: without. ·realiOnable cause to believe that ii'ii~h
~eeKhires: and. system WO!%,@ not 1:t~ing <:!~li~ ...nth"."

::!.37. J.S U.S.C.A. @ 7Sj (b) (W~st 19S1) and l7 C.F.!'L 'jj ::40 :'Ob-s 11.98B),

resp@ctively. Se~, e.g., SEC v. TexaS Gulf SUlphur Co., 40~ F.2d S33 (2d Cir.
1.96$) .

n38. lS V.S.C.A. ~ 780(9) ,. \, .. , (El [West Supp. 1989).
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The m~rger$ and acquisitions depnrtm~nt of a broker-dealer can be ~

valuable
source of ~n5ide information. if it has confid~ntial informaeion on up~nmlnq

~~hder o~f~r5, T~ prevent improper trading on this informacion, the SEr. has
ABA, The Business Lawy~r, November. 1989

adopted rule 14.-3, ~~~ ~~~!~~~._~~~~e8 firms to establish in~e~al
RChines@ WallsA~~~onfaIn~nside informatiop. n39 Paragraph (a) of ~h~ rul~
makes it illegal cor a person to trade while in possession of inside
information
regarding a tender offer under 5pecified circumstances. Paragraph (b) of th~

rule provides that a person other than a natural person will not violate
paragraph ra). if (1) ehe firm's trading department does not learn of r.he
J.nside

-,tn,formati<;.n:,.,-.and t;tL,t.he- firm has i&\iiiiFi:~~the
'C:;htCl;n.U!~ae.~tbat".ai.t:her~su~ ~!'iae ~Ple-'f:i~-~~'"

;!I~i~~;~jj~~~~nt;,th~'~;;':'''~wj3Ii'ii!l'.niiae
~;ifn.

n39. 17 C.F.R. @ 240.14e-3(al, (bl (19BB), Chinese Walls are a
broker-dealer's set of rules and procedur~s d@signed to prevent material,
non-public information. usually about an upcoming merger, acquisition, or
other
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
extr@m@ly 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
~e:-'i4e..:-:rtdr "Which prokdbits the- tipping; o:finsid• .f:l1ro:rmadon~~
;e..~-"" .-.'- ABA, The Business Lawyer, November, - 1989

tender o:f:fers. rd.• 240.14e-3(d} 1

USA

At the urging of the SEC. Congress passed the Insider Trading Sanctions
Act
of 1384~f,·ITSA") n40 to bolster the SEC's enforcement efforts. ITSA addr@ss'!d
the~criticism that, when the S~C caught an inside trader, i~ often was
impx-actical to ~mpose a greaeer sanction than forcing the violator to give
oack
his ill-gott~n gains and to promise never to do it again. ITSA added ~ection

~~(dl (2) (A) af the Exchange Act, which provides that whenever a persan has
illagally purchasad or sold ~ sacur~ty whila in possession of material
nonoublic
inf;rmation, the SEC may seek, and a U.S. District Court may impose. a civil
penalty against that person, or a person aiding and abet~ing such a 'riolation.
n41 The amount of the penalty is det~rmined by the court in light of Ch~~.[acts

and circumstances, but may not exceed three time~ the profic gained or loss
avoided a.-a result of the unlawful pu~chase or sale."

BESTAVAILABLE COpy
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n40. P.L. No. 98-376, 98 Stat. 1264 (1984).

n41. 15 U.S.C. @ 78u(d) (2) (AI (Supp. II 19a4), repealed by ITSFEA, supra
note 1, ~ 3 and r~placed by n~w @ 21A, 15 U.S.C.A. @ 78u-l (W~st Supp. 1989).
S,,"ctl.On :; (a) (9) of the Exchange Act defines a person to be a "natural p~rs,-,n,

ABA, The Eusiness La~jer, November, 1989

company, government, or political subdivision, agency, or instrurnentali~y 0f ~

government," 1S U.S.C.A. @ 78c(a) (9) (West 1981). Accordingly, a
broker-dealer
would fall within the definition of a person.

Under ITSA. the SEC successfully could 3eek a civil penalty against a
broker-dealer, if the firm itself traded on inside information. As not~d in
the
ITSA Report, "if senior management of a mUltiservice brokerage firm had
received
inside information from the investment banking department and dir~cted the
trading desk to trade for the firm's account, the firm would be liable ~s a

.fr." n42

n42. H.R. Rep. No. 355, 99th Cong., 1st Sess. 11 (19B3).

~·r~ttt4".J$Ot'lllPOse 'l1aldlity'baliied:-ona c!QriV<lt:be theory n-</3and,~ ~Jii:<;:, ".;..\.•.,•.~. __h_.. ,-· _, •.H""·"'-·""'~"',".d '--H .' "

in fact, contained limitations to prevent the possibility of ilnposing treble
damages liability on firms simply for employing an inside trader. section
21(d) (2) (E) of the Excbange Act, as amended by ITSA, provided that "no person
shall be SUbject to the [civil penalty for insider trading] solely because
that p~rson aided and abetted [an inside trader] in a manner other than by
communicating material nonpublic informa.tion," In otber words, a broker-dealer
could not be subject to an ITSA civil penalty for the insider trading of its
employee unless the broker-d~aler's actions inCluded "tipping" inside

ABA, The Business Lawyer, November, 1999

information to others. It provided that section 20 of the EXchange Act shall
not: apply to actions involving ITSA penalti~s.... In add.ition, section
21 Cd) (2) (s) provided that" [no} person shall beir/able under this paragraph
solely by r~ason of employing another person who is liable under this
paragraph. "

n43. In one sense, ITSA did impose derivative liability on corpor~tions.

In
the exampLe of the corporate broker-dealer that transmits informatlon from the
investment bQnking department to the trading department, the brOker-dealer as
a
legal entity would be liable for a civil penalty as a result of the illegal
activities of its employees. See infra notes 45-46 and accompanying ter.t
Nevertheless. it probably is simpl~r to think of the broker-deale~ i~s~lf

committing the illegal action, even if a corporate broker-dealer must act
through its employees.

n44. Section 20(a) of the Exchange Act provides that a controlling person

BEST AVAILABLE COpy
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the trades co the SEC,." ..~ part of a settlement with:_th€U?EC,
. - .- -5j' raVia..~~. ~eyi.51. ~ r:s restriet:ed Hii~' and ita. C!W1ls e
'~''"'-~''''''''-'''- --, .. ' , .- ._.. ~.,_.--,-,

.If.

r

I
I

~.•.. a per:son who directly or .u:dir,~:~;Y~~~~~lli a.ncthar pe.r~~l..-!.~!!...i~
-J~f1tli~_!e~~i4~~:;.. ind: to .tEe ...-U~f;:".,-.A_~~~,
P.~~~~!.~!.~l1.~.,;e::!CIl_i.a .U!~!-.fD~ V1Dla1:±on. of t.h~ &-..cbaogeAce. . ~ .. ~.-._~~---_ •._..... ~.... "." -- ,
Or'~ts rU~esl 15 U.S.C.A. ~ 78t(a) (West 1~81). However, the controlling
p~rzon is not liable for the controlled R~r~~_~v.~?~~~io.~ if the contr~11 ing
person can 9rove that he acted Iii. goc4J~J,.el:I. .and..4i.c1._not duectly'or

ABA. The Bu~iness Lawyer, November, 1969

The SEC has obtained ITSA penalties in cas@s settled with two
broker-dealers.
In.:~eUrl.t:ti!andiiiCiii!iaeC:~lli9A r...p~e B98~.-£SIi'S:!!USI!Fn4SBatst
!fG.ftH~.;JP""'i"&'of ..*lU··;J:U;'·. p:W;m.;;JTMt_Jia31¢,li!:tp!:gpat
amount to the U.S. Treasury. First aoston was a financial adviser to CIGNA
Corporation and, on two occasions, CIGNA told First ~oston's employees ~hat

CIGNA would announce a large additional loss reserve. When Chis information
oecame puolic, it caused ClCNA's stock price to fall. Since First Boston
placed
CIGNA stock on its rescricted list. it could not trade CIGNA stock for its ~'Nn

account. Nonetheless. First Soston'$ trading department sold CrGNA stock
short
and bough~ put options on the basis of this information, without checking the
restricted list. First Boston's own internal system detected the improper
crading, as did the New York Stock Exchange'S ("NYSEn) surveillance system,
and
both ~eported

Jft:£sc m

ABA, The Business La~Jer, November, 1989

In securities and Exchange Commission v. Kidder Peabody & Co., In~.• n46
Kidder paid $ 25.3 million in a settlement, including $ 11,3 million which was
des~gnated <l.e a civil penalty under ITSA. In Kidder, an arbitrageur employen
by
another investment bank provided inside information to Martin Siegel, n4~ a
senior investment banker at Kictder. Siegel advised Kidder'S risk arbitrage
department of the information, and tne firm ~arned profits and avoided losses
by
trading these ~ecuritie$ on the basis of that information. TO ~eciprocate for
this information, Siegel told tne outside arbitrageur of impendiag mergers,
acquisitions, and oth~r transactions being '~dertaken by Kidder'S ~nvestment

banking deparcmant. n48

n46. SEC v. Kidder Peabody & Co .. SEC Litigation R@lease No. 11.452, [1987
Transfer Binder) Fed. Sec. L. Rep. IeeE) ?93,271 (June 4, 1987).

n47. SelS! also SEC v. S~egel, SEC Litigation Release No. :1.1.354, [198;

VST 1-1V4!LABLE COpy



Transfer Elnder] Fed. Sec. ~. Rep. (eCH) P93.123 (Feb. 13, 1987).

n48. The SEC charged Kidd~r w~th a number of additional securities law
violations, including parking stock for Ivan Boesky. SEC~. Kidd@r Peab0~Y ~

Co., supra note 46, at ~96,350.

ABA, The BUSLness Lawyer, November, 1989

The SEC obtained ITSA penalties from First Soeton and Kidder only because
they traded for their own accounts. The ITSA penalty, however, was not
designed
specifically to force broker-dealers into policing the activities of their
employees. On the other hand, the new legislation is intended to expand the
liability of controlling persons for controlled persons' insider trading.

Additional Factors

Several of ~2:=- ._·:'_iii.~t. ute~·aew:·xW.~z~~~~g:3~~!2!Xee~
1!!t~~«~l'~~~~'!ftib.=-i!!'!~!i'IM "'!'Ul'es t'equue-rt'rma to prevent
v-rn"!'ttiOnrw~libeYOnd insider trading. For example,~
s_~.

~'J"":.' ..•. _ ...... ',-.- , .--......

~;:;~£tb&~::,system must be ruaonab~y a.,~~~:«!.~'ltos'~-il£JW'"

o~_1.1~~~~t.~llAt..-. .,_~_... . '. ..:~._"'""""..::.. ~ ,"
t=i&~~~!!S._~~e~~~~.~:"~.f~£pes_oL~1

i¥'e;:r..!~.t~.mp~~~5E. aup~i.~.' aiI:;:;;~';re£r.~~;~nd
aiariit;;r9"'~lmo. ~i.tIcrry~~cecfn:es I

-....~'ijiii::;;.'*~i~""~_·· ..., .-----"~.
n49. ~;a.¢~o~a"I'iPl:actro;lArt. II!. Sec. 27, NASD Manual leCH)

P2177; American Stock Exchange Rules 320, 922. 2 Am. Stock Ex. Guide (CCHl
P~9374, 9722; Chicago Board Options Exchange Rules 4.2, 9.8, Chi. Bd. Options
Ex. Canst. & Rules (CCH) PP20S2, 2308. See also New York Stock Exchange

ABA, The Business Lawyer, November, 19a~

("NY'S:E:" J rules, infra note 54.

In addition to the specific legal prohibitions outlined above, f~~s

associated ~ith arrj insider trading have suffered embarrassment a~= ~ay

suffer
los~ of ousi~es6. For ~~ample, the SEC alleged that Stephen sui-Kuar. wang. a
junior analyst at Morgan stanley & co., and ~red C. L@e engaged in a~ ~l:egal
insider trading scheme by which wang provided material nonpublic i~=~rma~ion

to Lee, who directed the purchs$e and sale of securities through va~~~US

accounts. nSO AS of this writing, there ie no evidence that Morgan S~ar-l~y ~art
any culpabilit.y in the case, and indeed all. accounts indicate chat ::~::'3"an

Stanley worked closely with fede~al authorit~es to prosecuce wang.
Nonetheless.
the incident embarrassed Morgan Stanley and harmed, at least tempc~a=~l" i~s
good reputation. Insider trading cases occurring at r~tail fiDT.~ 7~~~~ ~a'l~

an especially deleterious effect on business, even if the broker-d~~~~~ ~as

not
CUlpable.

BEST AVAILABLE COpy
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n50 SEC v. Wang, Jr., SEC Litigation Release No. 11,780 (1987-88 Tran3f~r

6inderJ Fed. Sec. L. Rep. (eCHl P93,802, and SEC v. Wang, Jr., 699 P. Supp. 44
(S.D.N.Y. 198~l. Wang also pled guilty to charg~s of ma~~, wire, and
securiCles
fraud. and was sentenced to thre~ years in prison. See also W~ll st. ,T., Oc:.
27, 1983, at AS, col. 1. The Comm:l.ssion obtained an injunction againM. 'dang
prohibiting futur~ violations of the antifraud and tender offer provi~l("ms of

ABA, The Business La~/er, Novemb@r. 1989

the Exchange Act. Wang disgorged approximately $ 125,000, or virtually all of
his assets. SSC v. Wang, Jr., SEC Litigation Release No. 11,982, 1989 SEC
LEXIS
210 (Feb. 1, 1989) {LEX!S. Fedsec library, Secrel filel. wang also settled
administrative proceedings with the S~C and ~ithout admitting or denying the
findings. consented to an order barring him from association with any
broker-dealer, nnmicipal securities dealer, investment company, or investment
adviser. In ~e Wang, ~r., Securities Exchange Act Release No. 26511, 1989
LEXIS
175 (Peb. 1, 1989) (LEXIS, Fedsec library, Secrel file) .

Yet, the existing law did not impose civil penalty liability on contccll:~?

persons for the insider trading of controlled persons. Moreover, there was
no
direct requirement in the federal securities laws for broker-dealer~ and
investment advisers to have surveillance systems to deter and detect insider
trading. The SEC could not have sanctioned a broker-dealer or investment

advtser for failure to have such a system in the absence of any specific
wrongdoing. The Committee decided to address these and other issues in
leg:l.slation.

NEW LEGISLATION

__~tiorm;·~e;::O;;~-~ervurOn~a;;CI-LrabiJ:.ibY
~--- . ._,.'...

ABA. The Business Lawyer. November. 1989

The Committee's effort to draft new insider trading legi51ation began
wit:h
the unstated prem~se that broker-dealers in ~articular, and others in g~n~ra:

were not doing enough to detect and deter inSider trading. The securiti~s

indust:ry n51 argued that the existing laws and rules provided adequate
prohibitions and deterrents against insider trading, The industry beli~~~c

that additional penalties would be either redundant with existing $anctions :~

disproportionately large. SEC Chairman David Ruder ~ndorsed a serie$ of SEC
initiaCi.ves "to promote tbe clarity and enforcement of the insider t.radi:1g
proscriptions." n52 But he expressed concern about wheeher imposing addi~~c~~~

c~vil penaleies would be ~he most effective means of deterring insider
trading. In cestimony before the Subcommittee on Telecommunications and

Finance, Chairman Ruder stated that:

n5~. The securities indusery is not a monolith and did not act as 3u~h

during these negotiations. While it is cotr.·eniene C'o describe the "indust=-:""
view of legislation; such a description is an ove~simplification. The

BEST AVAILABLE COpy



ld. at 14-15. Chairman Ruder subsequently endorsed ITSFEA. In a
before the Subcommittee on Telecommunications and Finance regarding

I

securlties industry as a whole ',Vas represented by counsel for thO! Sec\Jril":l~s

Industry Association. In addition. many other firms. including retail wire
houses and institutional firms, through in-house counselor outside attorneys.
were involv@d in the discussion of the bill. Although these a~torneys tri@d
to
work together. they did not alw~ys view each issue in lock-step and firms
differ~d on various issues.

ABA, The Business Lawyer. November. 1989

n52. Additional Methods to Deter and Prosecute Insider Trading: Hearings
Before the Subcomm. on Telecommunications and Finance of the Rouse Comm. on
Energy and Commerce, lOOth Cong .. 2d Sess. 7 (testimony of David S_ Ruder)
(hereinafter Ruder testimony) _

It has not been the Commission's experience that existing mechanisms for
prevent~ng individual inSider trading violations by employees have presented
unique supervisory problems. Existing incentives in this area are already
substantial. Neverth@less, it is necessary to assure that reasonable policies
and procedures continue to be implemented to prevent and decect employee
violations. 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 mare desirable to address any perceived inadequacy
in
broker-dealer supervisory processes on a more comprehensive basis. nS3

n53.
briefing
the
SEC's civil action against Drexel Burnha~ Lambert, and others, Chairman Ruder
stated in response to Chairman Markey'S question:

First of all, r must say that I speak here personally and not to give the
Commission'S view, not because'! believe the Commission would have a different

ASA. The Business Lawyer, November, 1989

view, but because we have noe had occasion as a Commission to pres@nt
testimony
on the exact bill which is now being considered.

There is. and ar~ substantial weapons availabl@ to us in the securit~es law
enforcement area_ Sut I personally support th@ bill that you have brought
before Congress. I think that increases in sanctions in the insider trad~ng

area will be helpful and effeceive in detering that kind of conduct.

There ar@, as always, mino~ language probl@ms that we think could b~

handled
i~ a slightly better way, but as you know, our staffs are communicaelng with
your staff to try to work thOSe things out.

Hearings on H.R. 4S45 Before the Subcommittee on Telecommunications and
Finance of the House Camm. on Energy and Commerce, loath Congo 2d. Sess_ 264
(1987) _

In ~his regard, Chait-man Ruder then outlined certain new rules of ~he NYS~

BEST AVAILABLE COpy



that codify ~nd make explicit c~rtain broadly defined
_"·Iliac•
=--~O~~l'II;'!"II.~:;!M:l"--L~~~~{t-1Z;.:=:~:,_n'fI-.

riS4. Ruder testimony, supra note 52, at 16, (clting NYSE Rule 342.21
approv~d in Securities Exchange Act Rei. NQ. 2S,7~3, May 27, 1938, 53 F~d.

ABA, The Busines5 Lawyer, November, 198~

Reg. 20,925). NYSE Rule 342.21(a) requl~es lrlS~ f~ eo review tradini far
their 0'Im aceounta anct~ account:!! ot U!6d±i:ti4 ll!J4-a1lieli ..~eis:
;;'~s·~~I::.i~..........-....----.:",~:H-""-~"" ,.;- -~aell ••.. "'IIi.K-( ntr ....

alici.•ir tami~i.es. N'¥SE Rule 342.21 (bJ requires firms to conduct
in~stig"a'tnmS--~1:dto 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 Rul@ ~42.30, which requires e~ery member firm to prepare a
report
on supervising and compliance efforts that it has undertaken during the year
and
submiC it to the firm's Chief executive officer. The release also approved
NYSE
Rule 351(@), which requires each ~irm'S senior officer to certify on a
quarterly
Das,~~that: the !~..!:.ad ~-:Y!f-~ic:ii.._te; »9~:fi!iiBiii#nd
~~lqr,~~~t The officer must certify that tbere is no basis to
assume that any such trade is illegal, or that the firm is investigating the
suspicious trade. See also supra note 49 and accompanying text and NYSE Rule
354, as approved in Securities Exchange Act Release No. 26,605. 1989 sgc LEXIS
455 (Mar. 7, 19891.

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

ABA, The Bus~ness Lawyer, November, 2983

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 insider trading. The Committee sought to accomplish
these
objectives by endorsing eA~licitly 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 Exchange Commission
under the Securities Exchange Act of 1934 governing trading while in
possess.:i.on
of material, non-public information are, as required by such Act; neces~ary



."Ind
appropriate in the public lnt~re$t and for the protection of investors; (and]

(2) [T]he Commission has. wlt:hin the limit~ of accepted administrat:i',,,, ;oj nil

jud.icial construction of such rules and regulations,' enforced ~uch rul@s '1n t j

regulations vigorously, effectively, and fairly nS5

n5S. ITSF~A, supra note 1, @ 2.

Consistent with these findings, portions of the Committee l<@port ("Report")
attempt to lend substantial support to the "misappropriation" theory of

ABA, The Business Lawyer, November. 1989

insider trading, The Report noted that the United States supreme Court
failed
to address the validity of this theory under rule lO~-S 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 Seccion
~o (b) [of the Exchange Act] and Rule lOb~5." n56

Insider Trading and Securities Fraud Enforcement Act of 1988, H. R.
910. ~OOth Cong., 2d Sess. 10 (1988) (reprinted in 1988 U.S. Code

News 6043. 6046). See also~i~~ 791 F.2d 1024
1986). aff'd on securities law counts by an equar.r~vided court,

n56.
Rep. No.
Congo
& Admin.
{2d Cir.
484

U. S. 19 (1987).

The Report also noted that the Committee declined to recommend to t:he.House
legislation that included a definition of insid@r trading. The Committee
noted that (i) case law has made the law of insider trading clear in most

~.=-4-r~j J,.~.~narefully drafted insider trading d..efi.n.it. ion could
~;'_:~lt.:naz:rowthe scope of the prOhibitions and f~'l:::7_~of

law, and determined that the lack of consensus on a definition of insider
trading should not prevent Congress f~om enacting other remedies. The

Report:
concluded that "accordingly, the Committee does not intend co alter the
substantive law with respect to insider trading with this legi31atior.." n57

ABA, The Business Lawyer, ~ovember, 1383

n57. Report, supra note 56, at ll. ~or example, ITSFEA's use of the words
"purchasing Or selling a security while in possession of m<1.teriaL non-public
l.nformation" did nat mean that: th@ Committee endorsed a "possession" standard
of
proof for inBider trading cases. See, e.g .. @ 3(0.) of ITSFEA. This
langua.ge
had appeared in ITSA and the committee simply r@p1icated existing language.
See, e.g. 'il 2J.(d) (2) (A) of the E~,change Act prior to the enactment of ITSFEA.
(l5 U.S.':. (0; 78u(d) (2) (A) (SUPl:l. II 1984). It ",yas the author'S under~timding

~hat this :egislation was entirely neutral with respect to the debate ~ver th~

possession standard. .If the SEC can prov~ lnsider trading Qnth~ b~s;s 0f



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

Jiiii;[:_~it= ~==:on~
_______--- ~ _' "srn' .MJrt,....._~

- ,

_..:!!!~:_~~~~_~~.~~h~1:n.w-reSponnbilitie1J and liab~i~·l!!"'Q1;-:t,rms
a.-. ._.....,. ,
ot;he~for-:-:tblf:t4e:rrt%'ilding. It: deletes section 2l (d) (2) of the E.:-:ch;mqe Act:
and adds'·a"n.ew'-s·ectiort 2IA. nSS The civil penalty provision in section
21A(a) (1) (A) remains essentially the same as old section 21(d) (2) for oe~sons

who themselves violate the law by trading while in possession of insid~
information. The amount of the penalty in sectlon 21A(a) (2) basically is
unchanged from old section 2~(d) (2) (A) and shall be determined by the court ln
light of the facts and circumstances, but shall not exceed three times the
profit gained or the loes avoided as a result of the insider trading.

ABA. The ausiness Lawyer, November, 1989

HOwever, Congress did add the words neommunicating" as one of the addieional
bases for measuring the penalty, for reasons discussed below.

n58. See supra note 41.

The most ~ignificant change in this portion of the law ie that Congress
added
a new provision in section 2lA(a) (1) IE) permitein~ the SEC to bring an action
t.o
impose a civil pen~lty against certain persons who ~WhO
traded on insider information in violation of the law.n"'Gides
that:
the court shall determine the amount of the penalty in light of the facts ~nd

circumstances, but the penalty shall not exceed the greater of $ 1 million or
t.hree times the profit gained or the 10s5 avoided as a result of the insider
trading. The new penalty provision theoretically would permit a court eo

,Otssess a firm ,for a penalty of $ ~ million even when, for example, the
employee
only pays $ 3000 in penalties for $ 1000 in profits from the insider trading.

nS9. lS U.S.C.A. @ 78u-~(a) (l) (B) (west Supp. 1989}.

I
I
I
I

When the Committee began circulating initial drafts of the legislation tor
comment, ehe securities industry objected strenuously to subjecting firms to ~

t~eble damages civil penalty for employee wrongdo~n~. In response to those
drafts, some industry lawyers suggested that, instead of a new civil penalty,

ABA, The Business Lawyer, November, 1989

the Z;cchange Act should require broker-dealer~ to have a new requirement of
creating and maintaining a surveillance system against insider trading
These
indust~ ~t~orneys 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 civil penalty. n60

n60. It is interesting that counsel for some broker-dealers suggested a

surveillance syscem as an alcernative to the clvil penal~y. As noted. when
the



L~nt-R~naldo bill was introduced. it included a requirement for a 5urvp.illancp.
system. coupled with the threat of treble damages penalties. At that tim~.

the
. securities industry objected strenuous-l¥ to this portion of the bill. S~e 13,

Cong." Reg. Z342 (daily ed. June 11, 1981) (Summary of bill). BecaUSe the
Committee adopted the indust~y'g suggestion of ~ surveillance system bllt did
not
delete the controlling person civil penalty provision. in Some respectR ~he

final bill bore an interesting similarity to the earlier Republican bill

The Committee did refine the controlling person liability section and
accepted the idea of the surveillance system but was not willing to el~m~nate

the treble damages penalty. Once it was clear that Congress intended firms to
have some vicarious liability, the industry lawyers argued that ie was
unreasonable to hold firms responsible for employees' conduct on either a
strict
liability basis or based on a negligence standard. The industry argued that a

AaA. The Business Lawy@r, November. 1989

the penalty. n61 The issue then became wnat would be the
firm liability.

firm should be liable only if the SEC could prove that there was
respect to the firm's failure to prevent the insider trading.
ag~eed with the assertion that the SEC should have the burden of
when
a ,court should impose
standard for imposing

scienter with
'I'he Committee
proof for

The SEC already had the burden of proof where it sought a civiln6'l.
penalty
under I'I'SA. In
burden of proof
evidence" test.

1983. the Committee rejected the suggestion that the SEC's
should be higher than th@ traditiona.l "preponderance of the

ITSA Report, supra note 42. at lS.

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 ~rove three elements; (i) a primary violation,
{iil knowledge or awareness by the aider and abettor. and (iii) substantial
assistance to the primary violator. n52 The industry attorneys acknowl~dged

that
there was disagreement among courts as to whether a broker-dealer'S inaction
or
failure ~o deter and detect insider trading would constitute suDstantial
assistance to the primary violator if the controlling person had no duty to
supervise. n63 But these industry laWYQr~ argued that the new requirement of a
surveillanc~ system would make clear that broker-dealers had such a duty. AS

ABA, The Eusiness Lawyer, November, 1989

part of ~he SEC staff's technical advice, the staff identified oth~r

objeceions
to the aiding and abetting s~andard. Aiding and abettins in this conte7.~

might
be interpreted as ~nvolv~ng a h~gher level of firm participation, inclUding
knDwledge and awareness of ehe insider trading activity, than th~ Comm~t~e~

I

\~\



intended. n64 Adding a new civil penalty with an aiding and ab~tting t~$t

might
not have added appreciably to the SEC's enforcem~nt arsenal. Consequently.
the
SEC staff obs@rv@d Chat the 'aiding and abetting scandard might not achi~vp. thp.
Committee's goal of substantially increasing controlling person liability
While the Commiccee could have sought to impose controlling person liabili~v

based on an aiding and abetting standard as construed in certain cases •
referenced in the Committee Report accompanying the bill, this idea was
rejecced. Even if the Committee ~eport provided that the words aiding and
abetting as used in this legislation should have the construction accord@~ to
them in a certain series of cases, there was no certainty that a court would
consider itself bound by the accomp~~ying Report, especially if there were
additional l~gislative history ~ith a different view. In short, the telin
aiding
and ab@tting meant too many things to too many people to satisfy the Committee
members on both sides of the aisle. Accordingly, the staffs began searching
f~

another standard.

n62. 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), lIT, An Int'l Inv. Trust v.
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Cornfeld, 619 F.2d 909 (2d. Cir. l~7~J.

n63. Some courts have suggested that, absenc 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.2d a~ (5th Cir. 1375).

n64. It is ironic that counsel for ch~ securities industry argued that
aiding ~nd abetting was easy to prove, while che SEC staff pointed out the
difficulties of proving an aiding and abetCing case against a broker~dealer.

Presumably, this situation was the ~ever5e of a traditional litigation
setting.

The search for the new standard resulted in an alt@rnacive test in secti?n
21A(b) (1) (A) and (E) of the Exchange Act; a controlling person can be liable
under either subsection. Although these are alternative tests, they are
intended ~o impose liability for failur~s to meet essent~ally similar
standards
of conduct. The first tesc in subparagraph (A) applies to any controlling
pe~son, 4ega4dless of the nature of its business, and prOVides that a
controlling p~rson may not be held liable for the controlled person's activity

.~A, The Business Lawyer, November, ~989

unl~ss the SEC established that the controlling person knew or recklessly
disregarded the fact that 5UC~ controlled person was likely co engage ~n the
act

I
\~



or acts constituting the violatlon and failed to take appropr~ate st~F$ ~c

pr~vent such act or acts before they occurred.

The second test ~,~tii·2~f§H:LHB) o:L;.qi.~~@i;-iP-·j~yo::·
liaJ;l,;j,l.it.y cnUy em brt5rcer-&alers and 1nvestmm1l: .&dviallra__ .zt.~prn:ri4ea-tha.t
ttt~·_~···__·'---·--" --------...~~..-.-.. - - ..

cQnb:olling. penon. i ••ul:llect .. to a penalty if the Sgc....tab!.i•.h.!.a.~~. tjJe
contro!f:.tl1g-~rscn ~!...~ly C'%' ",~I!~i!i t:~ ~.tablbh. _~t~~ _~1
enfo.t:ca:' ;ha~n:Lancesrate required under new secti.on 15 (f). of, th,
-'::E.'i-~'-- .... . ' .....-~-- -'..._-- ~ ..
~':'-'~3W;?-~~n;;;;_i·~i;;;;-a;;e:;;'i-ig;ti-(:.idviS~s
Ac£!£~:::'~- .

• -'".;.".)i':"~~'"""f.-."",,~

n6~.. ,~.~~,~.::.~~~.~~;i;a.uy.- cantr~fId..':~'OI"c~tteQ. tha Gccurul.;;:@
~~~~~~~~~?l:~fi:~' 1tD6~"--'--~~------" ·..~r

n65. l5 U.S.C.A. @ 76o(f) (Wes~ Supp. 19S9) and 15 U.S.e.A. 0 80b-4a (west
Supp. 1989).

nbb. It was the author's understanding at the time the statute was draft@d
that, as a matter of statutory construction. the word "substane~all¥" modifies
both "contributed to" and "permitted." See 134 Congo Rec. 8:7466 (daily ~d.

Sept.
13. 1988) (floor statement of the Honorable Matthew J. Rinaldo: "that failure
substantially contributed to, or substantially permitted ehe insider erad~ng

ABA. The Business Lawyer, November. 19S3

.") <emphasis added). See also 1.34 Congo Rec. H7470 (dailyed. sept.
13,
1988) (floor statement of the Honorable Norman F. Lent).

Since the Committee was determined to link civil penalty liability for
broker-d~aler5 and investment advisers with the operation of the surveillance
system, it was necessary to add the first prong of the test for controlling
persons that are not broker-dealers or investment advisers. Otherwise,
Congress
would have had to limit the definition of controlling persons to
broker-dealers
or investment advisers; howev~r, Congress intended no change whatsoever eo the
definition of controlling person. Alternatively, Congress might have g~ven

the
SEC the au~hority to establish rules for preventing insider trading with
respect to all controlling entities ~- from law firms to widget manufactur~rs.

Such a result is not desirable.

New section 2lA(bl (1) provides that, in order to hold the controlling
person
liable, ~r:.,tmiStoe a nexus between the supervisory failure and the i.ns.d.el:
~ing. For e;(ample, it would not be rea.sonable 1:0 hold a broker-deal~x

iiable under section ~~A(b) (1) (3) of the EXchange Act for insider trading
that:
occurred in its New York office solely because it had an unrelaead failllre in
its supe~vi50ry system in Chicago By the same token, the liab~lity t~st is
not:
quite as rig:orous as a "but for" test. ''::hac is, "but for" che surveil~,.nc~



sygt~m failure, the insider trading would not hav~ occurred. The SEC is not
ABA, The Eusiness Lawyer, Novemb@r, 1969

obliged 1":0 prove t-lrcit a narrowly identifi'!!d sur--':<lillance system fa.ilur~ r~l1s..d

or allowed ins~der trading to OCcur. A firm could be liable Eor insid~r

trading ~f it had a poor or non-exist@nt surveillance system or if rh~ fIrm
fostered an environment in which insider trading was tolerated. Under su~h

circumstances, the SEC must prove that the general supervisory environm~nt ~~~

so lax as to allow the insider trading to occur. As Congressman L~nt noted
on

nG7

n67. Lent, supra note 66, at H7470.

The legislation also addresses several questions regarding the liability of
tippers. First, ITSF~ deletes certain references to aiders and ab~ttors in
old !

-~~J of the Exchange Act to conform the language to the
underlying la~'ithad evolved and to ...S; f
'I! ..x.- .ea.- ..Mt. ·;)Uudf~a.t 11

_¥Z_~~~=i.!::-:~::::e;~rt::~~ng
~d .

abetting violations.

ABA, The Business Lawyer, November, 1989
I

n66. Report, supra note 56, at 19. At the time ITSA was enacted, it was
debatable as to whether tippers directly violated the anti-fraud provisions of
the securities laws. or if they were aiders and abeccors. For exampl~. in the
ITSA Report, the Committee noted that the new civil penalty "would ..lSD be
imposed upon persons who aid and abet violations by communicating ('tipping')
material nonputJlic information, even if they do not l:rade." ITSA RepQrt, supr1l.
note 42 I at 9 _ Similarly, at the time the Em~rgy and Conmerce Committee was
considering ITSA. SEC Chairman Shad wrote that "the Commission recommends
amending the [ITSA] bill to limit the imposition of the new penalty to those
who
actually trad~ while in possession of materlal nonFublic information or who
tip
such information to others who trade. Employers, control per~ons, and aiders
and abettors (other than tipp~rs) of those who violate would not b~ sUbj~c~ to
the new penalty. ." Letter from John Shad. Chairman, SEC, to Timothy E:.
Wirch, Chairmart, Su~cQrnm~ctee on T~l~comm~nications, Consumer Protection, and
Finance (JeUle 29, l~83) (reproduced in !TSA Report, supra note 42, at 27)
(emphasis added) _

Second, the legislation limits che amount of the civil penalty that courts
may impose on controlling persons in cases involving "remote tippees." 'l1ht;o:n
illegal ::ipping OCCU::::::: I t~Ypper r:s-jointly' and· ~everely- liab.le -for ehe-



germits Gourcs to impose a civil penalty on a tipper and a tippee, In an
amount
up to three c~mes the profit gained Or loss avoided. If a tipp~e nims~lf

illesally tipped another tippee {~~~~~." a court could imp~se ~
civil penalty on the tipper measubythe profits of the direc~ tippee and
the
remote tippee. If there were subsequent generations of illegal tips,
presul1'ably
courts would need to apply a test of "reasonable foreseeability" with rl;!sp~ct

to
the subsequent generations of tippees co avoid imposing disproportionate civil
penalties on the tipper. n71

Q69. S~C v. Tome, 638 F. Supp. 596, 617 (S.D.N.¥. 1986) (citing Bateman
Eichler, Hill Richards, v. Serner, 472 U.S. 29~, 312-13 (1985); SEC v. Tome,
[1996-1987 Transfer Binder] Fe-Ii. Sec. L. Rep. (CCHI P92,877 (S.D.N.Y. JUly n.
1986) (pre-judgment interese). aff'd. 833 F.2d lOB6 (2d Cir. 1~S7), cert.
denied, 108 S. Ct. 175l (l988).

n70. Tome I 6313 f. Supp. at 60!f.

duringSee also Id. at 11-12 (discussion of the time period
losses are calculated for purposes of disgorgement) .
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n 71 . Moreover, ci'J5iEif·are:i6ie;"'tc-=-..:.::tist:"5:iiIi6Ui£~'i:efb»i ... "N "k. -£I"" _ - • ilIIGL .........~~ - ~:::~~L________ -~ ;;r
QJl

~-mt?;;;;;---crl'~e-.n:cu:--or.c:~case.j Memorandum of the SEC in Support of
the Insider Trading Sanet:':t'ons' Actof i~ia2 as reproduced in ITSA. Report,
supra
note 42, at 26'.
which prOfits or

I
I
I
I

Secau$e ITSFEA imposes ciVil ~enalty liability on controlling persons, the
Committee attempted CO place clearer limits on the civil penalty that a court
can ~mpose on a controlling person when a controlled person tips. Section
2lA(al (3) provides that, if the controlled perSOn's violation was a violat~on

by
comm1ll>ication, the profit gained or the loss avoided, for pu~po$es 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
p@rson directed the communication. Assume, for example. that Mr. X, who was
an
employee of Broker-D@aler, Inc .. learned of insider information and ill~gally

t~pped Mr. A. who, in turn tipped Mr. 8. The liability of Broker-Deal~r for
t:he
controlling person penalty would be limited to the prcfies gained or lass~s

.:avoicied by Mr. A. By comparison, Mr. X could be subj@ct to an ITSA civil __
penalty for the profits or avoided loeses of both Messrs. A and B. i~=~~~~.
~t'ti;'"ng'_3 reasonably foreseeable. There is one addi:i,~mal qualificat~on to
rnKei-~Dealers' !iability~ it'M'r. X intended chat: Mr ..~ serve as a conduit ;:or
ehe insider information to Mr. B" and only Mr. B tra.ded, then a court could

I
I



profitz obt~in~d or losses avoided by the tippee. n69 and the SEC would b~

able

to seek dis~or~ement of those profits from the tipper and the tippee. n70 TT8A
ABA. The Business Lawyer,. November, 1989

permits courts to impose a civil p~nalty on a tipper and a tippee, in an
amount
up to thre~ times the profit gained or loss avoided. If a tippee himself
illegally eipP~Q another tippee (a "remote tippee"), a court could impose a
civil penalty on the tipper measured by the profits of the direct tipp~~ and
the
remote tippee. If there were subsequent generations of illegal tips.
presumably
court:s would need to apply a test of "reasonable foreseeability" with rp.spect
to
the subsequent generations of tippees to avoid imposing disproportionate civ~l

penalties on the tipper. n71

n69. 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) i SEC v. Tome,
(198G-19S7 Transfer Binder] Fed. Sec. L. Rep. (CCH) P92,877 (S.D.N.Y. July 22.
19$6) (pre-judgment interest), aff'd. 833 ~.~d lOg~ (1d Cir. 19S7), cert.
denied, 108 S. Ct. 1751 (1968).

n70. Tome, 638 F. Supp. at 603.

n71. Moreover, courts are able to adjust the amount of the penalty based

See also rd. at 11-12 (discussion of the time period during
losses are calculated for purposes of disgorgement) .

ASA, The Business Lawyer, November, 1989

on
the. facts and circums~ances of each
the Insider Trading Sanction5 Act
supra
note 42, at 26.
Which profits or

case. Memorandum of the SEC in support of
of 1982 as reproduced in ITSA Report.

Because ITSFEA imposes civil penalty liability on controlling persons. the
Committee attempted to place clearer limits on the civil penalty that a court
Cell, 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
employ~~ of Broker-Dealer, Inc., learned of insider information ~nd illegally
tipped Mr. A, who, in turn tipped Mr. B. The liability of Broker-Dealer for
the
controlling person p@nalty would be limited to the profits gained or losses
avoided by Mr. A. By comparison, Mr. X could be subject to an !TSA civil
penalt)f :or the profits or avoided losses of both Messrs. A and 3, if their
trading was reasonably foreseeable. There is one additional qualification eo
Sroker-Dealers' liability: if Mr. X intended that Mr. A serve, as a conduit for
the insider information to Mr. a, and only Mr. 8 traded, then a court could



impose n r.ontrolling person ~lvil penalty on Broker-Dealer for Mr B's
tI:ading.

It ~s important to emphasize that the legislation did not alter th@
underlying standards for tipper and tippee liability. Th@ ~ommlCC@@ did not
wish to discourage corporations from providing information to securities
analysts under appropriate circumstances. The Commicc@@ specifically ~mbrac~rl

ABA, The Business Lawyer. November, 1989

current law to minimize this risk. n72

n72. Report, supra note 56, at 19, citing Dirks v. SEC, 463 U.S. 64~

(1983) .

HOWQVer, $ome 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 also grants slightly more fl~~ibilicy to the SEC in
granting exemptions from the civil penalty provisions. In seccion 21(dl (2) (A)
of the old law, the SEC "by rule or regulation" eould exempt from the
provisions
of that paragr~ph any class of persons or transactions. Under section 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
specitic terms and conditions, any person or transaction or class of persons
or
transaction from this sect~on. n73

,
n73. 15 U.S.C.A. @ 78u-l(c) (west Bupp. 1989) (emphasis added).

ABA, The Business Lawyer. November, 1989

The Commission never used ics previous exemptive authority, and tbere is no
reason to believe it will use this new, broader authority.

sUrVeillance System Reqtri.rement. \i-_.-" .,-.

ITSFEA includes provisions designed to prevent insider trading befor~ it
occurs by creating surveillance mechanisms intended to de.t~~£:.!=.. ~~m(tsJil!:.e~.._.
insider tr3.ding. For the first time, "iaite-ii'tj;,~~.Ja•.,tW.uz~~~j

d:lrect:'.t'1'"requfres'biOker:':4ealers to haVQ&""Wi:VriYlaiiCi .yst~Ona1iJ..t
daljiigned to p:r:event. ins1d92: traatng. rr$PEA adds a. new~secaoii 204A eo ".'t;h@
-' " ;;sr. tI

Inveetment AQ.v~~r~ .'\ct:. t:.c j.mposa ..... silair.ar stat:utary obl..ig.at:.t.on ~.UlV.estmen

->advi.se.s. 'l'he .-x±~l!!-"'6~~t:r:ranCesystem i.- nO IQng9r- mercy fd.... -.,. _...
ta·'a vio.lat.i.= unde.r: sact;i,on.z. :l.5 (b) (4} (Ii} of the ExChang'1!t Act n74 or rule,
~4;~-):.

n75

,VJ



n74. '15 U.S.C.A. I!Y 78o(b) (4) (E) (W~st Supp. 1989).

n75. 17 C.P.R. ~ 240.14e-3 (1938).

Congr~ss recogniz~d that firms hav~ different types of busin-sses with
diff~r~nt types of risks. For example, a small discount broker-~~al~~ ~ould

not
need nearly as extensive a surveillance system as a major tirm with divisions

ABA, The Business Lawyer, Nov@mber .. 1999

engaged in retail brokerage, investment banking, investment advisory services.
arbitrage. and specialist operations. Accordingly, firma must tailor their
surveillance systems to address their specific needs.

There was some dispuee about whether the SEC should be required to adopt
rules specifying the details of a surveillance system. On Che one hand. had
Congress directed the SEC to adopt specific rules, the broker-dealers and
investment advisers would have an easier task developing surveillance systems
that meet the requirements. On the other hand, such a requirement could
minimize firms' responsibilities for developing appropriate procedures for
policing their own activities. Moreover, a positive requirement could forc@
inappropriate and ineffective uniformity on broker-dealers and investmenc
advisers for cheir surveillance systems. Accordingly, lTSFEA grants the SEC
the
discretion co adopt rules, out does not make adoption of such rules mandatory.

_. -,
Another important provision in the legislation is that the sse 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 secur~tie9 law
community of whether the Congress should grant the SEC the authority to award

ABA. The susiness ~awyer, November, 1~8~

bountie$ in insider trading cases. on May 21, 1937, Congressman Rick
Boucher
(D. Va.) introduced a bill to grant the SEC the authority to award bounties.
n;7
The Boucher bill would have allowed the Commission to pay bounti~s for
violation
of the Exchange Act or its rules by trading on inside information or tor
violations of section 9 of the Exchange Act. n78 The bounties would have be~n

payable out of appropriated fcmds. ITSFEA also employs bounties to ferret out
insider trading bue takes a differ~n~ approach than the Boucher legi51~tion.

n76. 26 U.S.C.A_ e 71523 (w@st 1989). This section provides that "the
Secrecary. . is authorized to pay such sums, not exceeding in the aggregate
the sum appropriate therefor. as he may deem necessary for detecCing and
bringing to trial and punishment persons ~~ilty of violating ~he inee~~al

revenue laws. ." This sect::ion has its origins in a law passed on March 2,
1867, ch. 169. ~ 7. 14 Stat. 473.

n77. H,R. 2494. loath Cong., l~t Ses5. (1987).



Act. n79 The bounty may not exceed
ITSFEA grants verf broad

n7S. 15 U.S.C.A. @ 78i (West 1981). Section 9 of the Exchange Act
prohibits
market manipulation of securit:tes pr~.ces ,?n stock .exchan~@s.

Section 21A(e) of the ~~change Act now grants to the Commission tb~ ~ole

discretion to pay bounties to persons who provide information to the SEC or
ABA. The Business Lawyer. November, 19a~

the Attorney General regarding insider trading that leads to the imposition
of
a penalty under section 2lA of the Exchange
ten percent of the civil penalty recovered.
discretion
to the SEC in deciding whether to pay a bounty to an informant.

n79. 15 U.S.C.A. @ 78u-1(e) (West supp. 1989). The Commission has adopted
rules governing the payment of bounties to informants in insider trading
cases. Applications for Bounty Awards on Civil Penalties Imposed ~n Insider
Tradin~ Litigation, ~xchang@ Act ~@lease No. 26,994, [Current Binder] Fed.

Sec. L. Rep. (CCH) PS4,123 (Jun~ 30, 19B9J (to be codified at 17 C.F.R. ~~

201.61-68) .

unlike the Boucher bill, ITSF~A bounties woula be payabl@ only with respect
to insider trading cases and would not be availa~le for market manipulation
or
other section 9 violations of the Exchange Act which did not involve insider
tradin~. Another distinction is that, under ITSFEA, the bounties would nat

be
paid out of appropriat@d 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 ~enalties

imposed upon a primary viOlator and a controlling person. Assume for example,
Mr. Observer told the SEC that Mr. Registered Representative illegally traded

ABA. The Eusiness Lawyer, November, 1989

on insider information, earned $ 1,000 in illegal profits, and that
Broker-Dealer had ~ecklessly failed to install an adequate surveillanc~

system.
If the SEC were to successfully su@ the individual and the firm and to ~xtr1ct

civil penalties of $ 3,000 from both, or $ 6,000 total, the SEC could pay Mr.
Observer up to $ 600 as a bounty.

rhe securitiBs industry raised same initial objections to the bounty
provision, claiming that. it. had "Orwellian" overtones, and ',;as unseemly.
Members rejected these obJections since the Internal Revenue Servic~ has had
the
authority t.o pay bounties to tax informants for years without any apparent ill
effects on civil liberties in the united States.

The securities industry ~aised a more serious objection that the bounty
syst~m would create economic incent~ves that Would underm~ne firms'
surv@.illance



effor~s. For example. if Employee A of Broker-Dealer, Inc. l@arn@d th~t

Employee E W~$ trading on insider information, he might wait for the in~~d~

trader to accrue large profits and then tell the SEC. Broker-D@al@r might b~

sUbjece to a large civil penalty for its failure to maintain its surv~illanco.

3yst~m. The ~ecu~ities industry feared that firms would b~ sUbject to larg~

civil penalties out of which supervisory employees could collect large
bounties.
In addition, all agreed that it would have been inappropriate for exchanqe and
NASD surveillance officials, or members, officers, or employees of any

ABA, Th@ Busin@ss La~ler, November, l~8~

appropriate regulatory authority nSD or ~he Department of Justice, to collect
bounties because their official duties include securities law enforcem~nt. n8l

nao.
agency.

Section 3{a) (34) of the Exchange Act defines appropriate regulatory
15 U.S.C.A. @ 78c(a) (34) (West 1981 .. Supp. 1989).

n8~. Apparently, state law enforcement officials theoreeically are
eligible
to receive bounties. It would be difficult to imagine circumstances under
which
such pa}~ents would be appropriate if a state employee learned of the ~nsider

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 eA~ressly excludes specified government
officials and SRO personnel from receiving bounties. Bue the legislation does
not exclude employees of broker-dealers or investment advisers because of
concerns about "whistle blowers." In the Committee'S "\fiew. the SEC g-enerallY
shOUld noc pay bounties to employees of broker-dealers and investment
advisers,
par~icularly when the person who learns of the insider trading has
compliance
and super,isory responsibilities. n82 However, there may be circumstanc~s 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 supervisory
employee of a firm learned of insider trading and told the firm'S ~enior

~A. The Business Lawyer, November, 198~

management of the problem, but management took no action within a reasonRble
period of time. It might also be appropriate if an ~mployee learned of
insider trading at a firm, but was afraid LO inform managemenL becaus~ of a

well-grounded fear of retribution. Under these or other relatively rare
circumstances, the S~C might pay the employ@~ a bounty for advising it of the
insider trading. Unfortunately, it is difficult to write a workable

"whistle
blower-" exception inca the statute. presumably, the SEC '''':1.11 use good
judgment
in detennining to reward employees of broker-dealers and investment advisers
with bounties 30 as not to undermine their employers' surveillance efforts.

n82. Reporc, supra note 56, at 23.
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damages.
expansion

:~:~:;,e~~er~:r;~t~~e~:O~~~ei~:~=~~lt~7~~~:,:~rthi~
and the Committee rejected a major increase in such remedi~s.

The Federal securities laws include many express and implied rights ~f

action
and also specify circumstances in which controlling persons may be liable. n83

ABA, The Business Lawyer, November, 19S9

The Committee agreed with Chairman Ruder's assessment that "private rights of
action have traditionally served as an important supplement to Commission
aC1:ion." n84

n83. Section 12 of the Securities Act of 1933, 15 U.S.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 ,m 5 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 mater~al fact. Th@
purchaser may sue for rescission or damages. if he no longer owns the
secur:i.ty.
The implied right of private parties to sue for violations of rule 10b-5 also
is
well established. See, @.g., H@rman & MacLean v. HUddlescon, 459 U.S. 375
(1983). Controlling person liability is found in @ 15 of the securities Act,
15
U.S.C.A. @ 770 (west 1981), and @ 20 of the Exchange Act, 15 U.S.C.A. @ 7St
(West 1981 & Supp. 1989).

n84. Ruder testimony, supra note 52, at 3.

The Committee added a new section 20A to the Exchange Act, which creates
new
privace rights of action in favor of contemporaneous traders against insider

ABA, The Business Lawyer, November, 1989

traders. n85 This provision would allow any person who was a contemporaneous
trader. as defined by the courts. to sue the insider trader for damages. The
prOVision specifically overturns the holding in Moss v, Morgan Stanley, which
held thac contemporaneous market trader~ have no private r~gbt of accion under
the misappropriation theory ~gainse indiViduals who misappropriate and trade
on
inside information. n86

n85. ~5 U.S.C.A. @ 78t-l (west Supp. 1989).

n86. 719 F. 2d 5 (id ·Cir. 1983). In Moss, Warner-Lambert CO. ·reta.ined



Morgan
Stanley as its investment adviser to assist it with a tender offer for Deseret
Pharmaceutical Co. Cortois, an employee of Morgart Stanley, told Antonin of thR
impenc1ing tender offer and he, in turn, tipped Newman .. On November 39, 1976,
Newman bought Oeseret stock at $ 28 per share on behalf of himself, Corr.~is

and
Antonin. On the same day, Moss sold 5,000 shares of Oeseree at $ 29. On
December 1, 1976, tne NYSE halted trading in Oeseret, and subs~qu@ntly 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 Cortoie and Newman had no dUty of
trust to Moss, and they had no duty to disclose the information to them beforq
trading. Id. at 15. In addition, the court rejected arguments that the
defendanes owed a 9~neral duty to all participants in the markee and found
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that the misappropriation theory did nat protect them. rd. at 16.

There are several important limitations on this new private right. Firse,
the insider trader may be liable for an amount not exceeding the profit gained
or loss avoided. nS7 Absent such a limitation, the insider trader who earned S
~OOO in illegal profits could be liable for millions of dollars in losses
ela~med by contemporaneous traders. second. the amoune of the damages will be
red~eed by any court ordered disgorgement of profits that the SEC obtains
under
seceion 2~(~} of the Exchange Act. n8B The committee included this offset
provision since disgorged profits, under certain circumstances, may be paid to
harmed invesC9rs to compensate them for their lasses. Third, in cases
involving
tipping I the legislation limits the liability to the person to whom the
communication was directed. n89 This limitation is ideneical to the limitation
in section 2~A(a) (3) of the Exchanse Act, which limits the amoune of ehe civil
penalty that may be imposed on oontrolling persons for tipping violations by
their controlled persons. ~inally, s@ction 20A(b} (3) of the Exchange ACt
makes
explicit that controlling persons are subject to liability under this seceion
as
provided for under existing section 20(a) of the Exchange Act. n90 There is no
additional or heightened liability Eor controlling persons under the new
pri.vate
right and the Committee rejected a respondeat superior seandard of liability.
n91
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n87. Section 20A(b) (1) of the Exchange Act:, 15 V.S.C.A. @ 78t-l (h) (1)

(West
Supp. 1989).

n68. Section 20A(b} (2) of the Exchange Ace, 15 U.S.e.A. r,) 7St-1(n) (2)

(West
Supp. 1989)



n89. Sect:..on 20A(C} of the Exchang@ Act, 15 U.S.C.A. @ 78t-Ucl IW",,<;t
Supp.
1989} .

n90. 15 U.S.C.A. @ 78t-Ub) (3) (W@st Supp. 1989).

n91. Report, supra note 56, at 27.

Delet~on of Add~tional Private Rights of Action

When the Full Energy and Commerce Committee marked up ITSFEA. Cha~rman

Dingell offered, and Congressman Rinaldo urged approval of, an amendm~nt that
would clelete another private right of action that the Telecommunications ~nd

finance Subcommittee had incorporaced. In its consideration of the bill, the
Committee had been conc@rn@d 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 $ SO per share. Mr. Gre@d, an ~mployee
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of ~idderrs investment bank. learned of the impending offer, bought 1000
shares
of Target Co. for his own account at the current price of $ 3S per shar~, and
tipped other buyers. soon the price of Target Co. shares .was bid up. forcing
Bidder to raise the pric@ of its tender offer to $ 60 per share. n92 Members
of
the Committee were sympathetic to the idea that Mr. Greed should be liable to
Bidd@r for che additional price Bidder paid for Target's stack. Conc@ivably,
Mr. Greed could be held liable for any increase in price paid for all shares
purchased in the cender offer -- a crippling amount of civil liability.
Nonetheless. in an effort to address this problem, the draft of ITSFZA, as
marked up by the Telecommunications and Finance Subcommittee, included
proposed
section 20A(a} (2) of the Exchange ~ct. which would have prOVided that:

n92. Compar@ this hypoth@tical case with Anheuser-Busch corporation v.
Thayer. CA3-85-0794-R (N.D. Texas 1986). See also Busch Comments on Pleas in
Camp~ell Taggar~ ~robe. ~R Newswire (Mar. 4. 1985) (NEXIS, Nexis library. PR
News file).

Any person (other than a person entitled to recovery solely under paTagraph
(L) of this subsection) [i.e., recovery against contemporaneous traders]
injured
by a violation described in such paragraphs in connection with such person's
pu~chase or sale of securities may bring an action in any court of competenc
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 chen be forced to plead and prove their damages. But
ochers argued that chis provision created far-reaching c~vil liability. Th~

v~ews 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



before Full Co~mittee mark-up. At the urging of Congressman Rinaldo ~nct ~th~r

Republir.ans. Chairman Oingell offAred ~ block of amendments that incllld~d

delet~on of this provision in the Full committee mark-up.

Th~r@ w~r@ a numb@r of s~und reasons for deleting this new cause of ,~tlon.

First, che provision could have created havoc when there were multiple bidders
for a target company. To whom would the insider trader be liable: the Eirst
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

~
legitimate market activities? In addition, which types of insider crading
would be considered d proximate cause of th@ damages? To whom would duties be
owed and under what circumstances? n93 Was it appropriate for the securities
laws to compensate bidders with moneta~l 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 dev@lopmenc of the case law on privace rights
of ac~ion against insider traders. This provision may have had unintend~d

conse~~ence5 on that body of law.

n93. The issue of delineating the types of insider trading that would be
subject to civil 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 accompanying 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 lOOth Congress.
Accordingly, the Committee members agreed to delete this provision, rather
tMn
to delay mark-up or to proceed with a flawed bill. The Committee agreed to
rely
on new section 20A(d) of the Exchange Act and let the case law continue to
develop. In addition, in lieu of this private right, the Committee included
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in the Report accompanying the bill lanquage supporting the plaintiff's
assertion in Anheuser-Susch that it has standing to sue the defendant. n95

n94. As noted 5~pra note 36. Congress did not adjourn sine die until
October

\



22. 1983. However, the Committee had to operate on th~ assumpticn that
Congress
would meet its target adjournment date of early Octob@r and complete its '",-oLk

in
time for the full Hous~ and Senate to act.

n95. Report. supra note 56, at 26-:;:3. Courts may gi.ve varying amounts 'Jf
deference to the language in the Committee's Report endorsing Anheuser·~usch.

ITSFEA a••iirion 32 (al of the z..'Cchange Actt~
• !!••~~f that Act. n~6 Thi~latest.
in a series of amendments raising the criminal ~enalties in the hope of
deterring subsequent violations. !t remains to be seen whether the latest
increase will have any greater deterrent effect.

n96. lS U.$.C.A. @ 7Sff(al (West Supp: 1989).
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When Congress passed ITSA in 1994, it increased criminal fines for all
persons other than exchanges from $ 10,000 eO $ lOa,OOO. n97 Prior to the
enactment of ITSA, e:<changes had been subject to criminal fines of up to $
500,000 and ITSA did not alter that ceiling. n98 The Criminal Fine
Improvemenes
Ace of 19S7 superseded ITSA by permitting courts to impose for a felony
conviction a maximum fine of $ 250,000 for individuals and $ SOO,OOO for
or~anizations. n99 In his testimony before the Subcomm~ttee 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 five-year prison term, which had not been increased since
1934, was the most important sanction. n100 But after Ivan Boesky and Dennis
Levine pled guilty to amassing millions of dollars in illegal profits, fines
of
$ 100.000 or $ 250,000 seemed puny. Accordingly, the Committee was determined
to raise the criminal fine ceilings.

n97. ITSA Report, supra note 42, at 12.

n98. rd. at 20, 34, and 38.

n99. 113 U.S.C.A. @@ 3571(b), (cl; see also 18 U.S.C..~ 3571(dl and Ruder
testimony. supra note 52, at 2~ .
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nl00. Ruder testimony, supra note 52, ac 23.

The Committee believed that individuals $hould be subject to criminal fines
of up co $ l million. In addition. ehe Committee wanted to raise the second
fine ceiling, which applied only to exchanges, to retain the principle that
organization~ ~hoUld be sUbject ~o higher fines than individuals. As noted.



the
Criminal Fine Improvements Act permits higher criminal fines for ~ll

organizations, not just exchanges. How@v@r, it was troubling that the
provisl.on
in the 8xch..mge Act itself permitted higher criminal fines to be levied .:ml;,
on
exchanges. The Committee saw little purpose in raising a fine ceiling fo~

exchanges, which had not been participants in any insider trading sch~mes.

nl01 The Committee could have expanded this catego~' to includ@ s@curities
associations such as the NASD or other SROs but there was absolutely no
evidence
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 le~f 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.

nlOl. There has been remarkably little illegal activity involving
exchanges
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
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Whitney and Company and had been a vigorous opponent of President Franklin
Roosevelt's efforts to regulate securities exchanges. Whitney had served as
president of the NYSE until 1935. before the Exchange reformed ~ts

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 th~ theft of $ 100,000 of securities from the New York City
Yacht
Club. Later that year, the SEC demonstrated that Whitney had borrowed over $

6
million dollars from other exchange firms 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 Securiti~s and
Exchange Commi.ssion and Modern C01.-porate Fina.nce 120, 168-171 (1.~82)'_

In addition to incr~asins the criminal fine ceilings, the legislation also
increased maximum jail terms for securities law violators from five to ten
years. The Energy and Commerce Committee probably lacked jurisdiction to
increase jail sentences; the Committee on the Judioiary, chaired by Peter W.
Rodino. Jr. (O.N.J.), had jurisdiction over legislation concerning jail
s~ntences. nl02 In an exchange of letters between Chairmen Dingell, Markey,
and
Rodino, the Judiciary Committee agreed to waive its right to a referral of the
bill on increasing jail sentences. and permitted the Energy and Commerce
Commiccee t:o make t:he change. The Committee opined that "courts should impo5e
jail t:.erms for. . these crimes" and that it "expects that raising the
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ceiling will,lncr".'<lse the certainty of ~ub3tantial prison sentences." n1rJ3

n~02. Rul~ X, Claus@ l(M), Rules of the U.S. House of RepresentatlvPs.

n2.03. S@@ R@port, supra not~ 56, at: 23. The-securiti~s indllst:ry Pl,<::prj n'1
opposition to the increase in criminal penalt~e5.

Section 3{c) of ITSFEA directs the SEC to transmit any recommendations ic
deems appropriate to the House and Senate regarding addit:ional civil penalties
or administrative fines. Previously, th@ SEC had instructed its staff to
develop legislative recommendations based on the conclusions of the Treadway
Commission. a~04 These recommendations would give the sse greater fle~ibility

to
impose a range of penalties on broker·dealers that had acted improperly. For
~~ample, commissioner Cox has suggested that the SEC should have new authority
to impose a fine on a firm, in addi~ion 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 consid@r including them in
ITSFEA.
To demonstrate the members' interest in thes@ issues, the Committee included a

provision in the early drafts of ITSFEA directing the sse co submit its
ABA, The ~usiness Lawyer, Novembe~, 1989

recommendations.

al04. Report of the National Commission on Fraudulent Financial Repo~t~ng

(1987) (chaired by former SEC Commissioner James C. Treadway, Jr.).

n~05. ~arron's, May 23, 1988 at l7.

The SEC did not submit ita 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 requirement for the SEC to submit recommendations
remain~d

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 Januarj 18, 1999. Chairman
Oingell
introduced this legislation on February 9, 1989. n~06 It is expected that the
SEC's recommendations will be considered carefully during the 101st congress

~l06. H.R. 975, lOlst Cong., 1st Sess., 135 Congo Rec. H272 (1989).
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ITSFEA l.ncludes a provision that will allow the SEC to assist fort;!ign
securi~les ~uthorities with their investigations. This proVision is int~nded

t.o
encourage foreign governments to coop~rate with the SEC in pursning its
l.nvestJ.gatlons.

Insider traders have been able to hide their illegal activities by 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. ~or example. assume the NYSE

surveill~nce system detected unusual buying in a stock a few days before
another
company announced a takeover bid. The NYSE's investigation revealed that the
U.S. broker executins the trade had received the purchas@ orders from a
foreign
bank. It the NYSE turned the matter over to the SEC, the SEC would have no
authority to subpoena the bank's records and the bank often would refu5e SEC
requests to reveal its customer'S name. The SEC would have hit an
insurmountable road block and would have be~n compelled to abandon its case.
1'l107

nl0'. ~ormer 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 af!orded by foreign laws. N.Y. Times, June 1,
1984, at D11. The "waiver by conduct" theory was highly controversial and
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might not hav@ addressed the problem of foreign blockins statutes under Which
only foreign governments, and not individuals, can waive their secrecy rights.
Moreover, the concept may have raised questions about the U.S. attempting to
apply its law extraterritorially. After Fedders left the SEC staff. neither
the
SEC nor congress pursued this interesting ~heory.

However, in recent years, this trend began to change. Foreign gov@rnm@nts,
often concerned about fraUd in their own markets, have begun cooperating with
S~C on specific investigations. nl08 With respect to the Dennis Levine case,
Gary Lynch. Director of the SEC Enforcement Division, testified t~~t piercing
the secrecy of the Bahamian bank account was critical to proving its c~se

against Levine. nl09 The SEC also has concluded Memoranda of understanding
wich
its counterpart agencies in Switzerland, Canada. the united Kingdom, Japan.
and
Erazil to provide reciprocal assistance in investigating a variety of
suspected
illegal activities, includins insider trading. The O.S. also is a party to
mutual assistance treaties with Switzerland, the Netherlands, Turkey, and
Italy.
nl:tO

n108. In a hearing on June l8, 1986, Congressman Rinaldo. SEC Enforcemene
Direccor Gary Lynch, and SEC Chairman~ohn Shad discuss~d the problem of



fore~~n

ban]·: secrec"I;
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Mr. Rinaldo. So in ~ff@ct, what you are saying is that sometimes. In som~

cases, foreign banks are actually a hindrance in the uncov~ring and
prosecution
of insider trading cases?

Mr. Lynch. I am saying that. There is no question that if trading
emanat.es
out of a country where there are secrecy laws, it i~ more difficult for us to
find out who is responsible for the trading than if it occurred through the
New
York office of a major b~oker-dealer.

But ! have to add quickly, after saying that, w@ have made incredible
inroads
into solving the foreign secrecy problem, as we see it. in the past sev~ral

years.

Mr. Rinaldo. Are foreign governments cooperating in assisting you in your
efforts to detect insider trading cases?

Mr. Shad. They are incr~asingly cooperative. We have a 1982 accord with
Switzerland Chac provides Che mechanism

One of the important things, I think, they have done is gently give notice
to
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.
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markets.

It is interesting to note that Chairman Shad did not believe Cong~ess

m~ed@d

to eake additional steps to assist the commission's efforts to detect
international insider trading. The hearing continued with the following
exchange:

Mr. Rinaldo. !s there anything Congress could or should do to increase
your
capability to go after activities in foreign count~ies?

Mr. Shad. I do not think so, at this time.

Hearings on H.R. loS Before the Subcomm. on Telecommunications, Consumer
?rotection, and Finance of the House Comm. on Energy and Commerce, 99th
Congo ,
~d Sess. 41-42 (l~e6).

nl09. In testimony before the Subcommittee on Oversight and



X's laws were violated, there was nO violation of the U.S.
A$ a reSUlt, under the prior law, the SEC would not have

Inv est:.1.grlti",ns,
Mr. Lynch r@sponded to a question by chairman Dingell that the SEC had
ldentlfied Bank Leu's suspicious trading prior to tender offers. Mr. L~~ch

stated chat "the major achievement that we had in the Dennis Levine c~s~ was
hewing ~nol~h ~nstances (of sllspicinus'tradiIJ.g1 that we were in a positil"Jn
that
we could penetrate 6ahamian secrecy, that we were in a position to forcp the
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bank, Bank Leu. to tell uS the names [sic] Dennis LeVine." Hearing on g R. 179
Sefor~ the Subcomm. on oversight and Investigations of the House Comm. on
Energy
and Commerce, 99th Cong .. 2d Sess. l04 (1966).

nl~O. Repo~t, supra note 56, at 29. See also Report of the Senate
Committee
on Banking, Housing, and Urban Affairs, International Securities Enforcement
Cooperation Act of 19Sa, S. Rep. No. 461, lOOth 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
~nforcement tools to further that effort. In particular. the Republicans had
wanted to encourage other countri~s 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, section 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. n111
Section
2l{~) of the Exchang@ Act permitted the Commission to issue subpoenas for the
purposes of such investigations Dr for any other proceeding under the title.
nl12 But the EXchange Act made no provision for. the SEC to conduce
investigations and issue subpoenas where violations of only foreign laws may
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have occurred. nl13 For example. assume that Mr. Fraud was a resident of
Country
X and a director of a company incorporated in that country. The shares of ~hA

company were traded only in Count~j X. Mr. Fraud learned that the company is
about to announce unexpectedly low earnings and sold all his shares of the
co~any's stock, violating Country X's insider trading laws. Mr. Fraud ~ow

resides in the unit~d States, although he has substantial property in Country
x.
Although Country
securities laws.
been
able to subpoena Mr. Fraud's records in the united Stat.es to assist C::,unt;ry
x.'s
authorities.

nlll. 15 U.S.C.A. @ 78u{a) (West H8l).



n11;;:. 15 U.S.C.A. a 78u(b) (We.se 1961).

nl13. See also @ 19(bl of the Securities Act of 1933,-15 a.S.C.A. ~ ~7s(b'

(West-1981J .1) 42 of the Investment Company Act of 1940, 15 a.S.C.A. ,Clj ~O"l·4'

(West 1981) [hereinafter the 1~40 Actl; and @ 209 of the Inve5tm~nt Adv,~~r~

Act
of 1940. 15 U.S.C.A. ~ 80b-9 (West 1981).

To remedy this problem, the Lent-Rinaldo bill would nave amended the
Securiti@g ~ct, ~~change Act. 1940 Act, and ~dvisers Act to broaden the SEC'~
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investigatory autnority. The amendments gav@ the SEC the discretion to assist
foreign securities authorities in investigating violations of foreign laws.
even
if there were no violations of u.s. law. the provision did not impose any
requirement that £oreisn governments agree in advance to offer reciprocal
assistance to the SEC. n114

n~14_ Lent-Rinaldo bill, supra note 16, @ 202. That bill amended each of
the statutes referenced eo include the following:

FOr purposes of this subsection, an investigation undertaken at the request
of a law enforcement authority of a foreign 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 ic will
improve cooperation in the enforcement of United States securities laws and
r~gulations, be considered a proceeqing under this title.

This provision attracted Borne favorable international attent~on. In a
private meeting on January 14, 1988, representat~ves of the sritish Department
of Trade and Industry indicat@d 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-Rinaldo bill was included i~ the initial
drafts
of ITSFEA. However, on June 3, 1988, the SEC submitted to Congress its ';firs 1:

comprehensive legislative effort to deal with the int@rnationalization of the
securities markets" -- ehe Inee~ational Securities Enforcement Cooperation
Act
of 1988 ("International Act"). nilS This bill contained a provision simila.r to
the ~ene-~~naldo bill that would have allowed the SEC to assist foreign
secur~t~es authorities by conducting investigations on their behalf. nl16

n115. Letter from David S. Ruder, Chairman, SEC. to James C. Wright,
Speaker
of the gouse (June 3, 1988) rh@reinaft~r wright letter] .

n116.
t:n;! ... tm@nt

rd. The bill also included provisions: (il assur~ng confiden~ial

for records produced under ~eciprocal arrangements with foreign



securities ~uthorities and p~ovided for exemptions to the Fr~~dom of
Information
Ace (hereinafter the FOrA); (ii) clarifying the Commission's authority r.o
grant
acc~ss to its rec~~s to foreign ~nd domestic officials; and (iii) authortztng
th~ Comm~~sion to institute administrative proceedings against securit~es

professionals when a foreign authority has determined that such person ~ngag~'i

In illegal or improper conduct.

In the senate. Messrs. Ri@gl~. Proxmire, Garn, and Dodd introduced the bill
on June 20. 1988 nl17 with one basic change from the SEC version. The Senate
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version allowed the SEC to conduct investigations on behalf of foreign
securities authorities only if that authority agreed to provide similar
assistance to the Commission in securities matters. The SEC had drafted its
proposal to give itself greater discretion as to whether it wanted to assist
forei~n securities authorities. Th@ Senate Committee on Banking, Housing, anrl

Urban Affairs passed the bill on July 27, 1988. n~18

n117. S. 2544. 100th Cong., 2d Sess. (1988), 134 Congo Rec. 88316 (1988)
See also Senate Report, supra note 110.

nl18. On August 8, 198B, the Senate Committee on Banking, Housing, and
Urban
Affairs reported the bill to the Senate with one amendment. 134 Congo Ree.
Sl~~02 (~9B8). 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 a.lso Senate Report, supra note 110.

On the House side, Messrs. Dingell, Markey, Lent, and Rinaldo introduced

the
International Act by request of the SEC and without any changes from the SEC'S
draft. nl19 The Subcommittee on Telecommunications and Finance held a h~ar~~g

on
the bill on August 3. 1988. n120
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n119. H.R. 4945, looeh Cong., 2d Sess. (~9B8), 134 Congo Rec. H4937 I:J88,

(introduced June 29, 19S5).

n120. SEC Chairman Ruder was the sole wieness and the h~aring lasted only
forey minutes_ Ouring the hearing Mr. Rinaldo noted that the Senate Comm~~tee

on Banking. Housing, and Urban Affairs had passed a slightly different ':~r$ic:1

of the Internaeional Act and asked him to descr~be the difference for the
record:

Mr. Ruder. The only significant change between the bill before us ~cca~­

and
the Senace bill, has to do with ~he so-called reciprocity provision. In ~~e

drafe of the bill before us today. the reciprocity provision is merely~n~ cf

\- -,._---



the f~ctDrs ~hnt must be taken into ~ccount by th~ Commission, where~s ~n ~h~

Senate bill. th~ inclusion of r~ciprocity is a requirement.

Mr. Rinaldo then asked whether Mr. Ruder preferred the senate versi~n~ Mr
Ruder -t""'pl1.~d. r:hae he preferred thl'J HO\1·se version for the following r~"snnS:

Reciprocity is, of course, something that we think is import~nt and ~he

main
purpOSI'; of our legislation is to encourage other countries to gi v,=, us .""llbpo~n.1

power, compulsory enforcement power in our investigative work overseas. We
b~li~v~, how~ver, that there may be two occasions in which w@ may want to
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grant a foreign country access to our records when they do not grant it ~o us

The first would be a s~tuaeion in which we felt that U.S. interests were
somehow involved in the activity overseas ~nd that it would be beneficial ~o

u.s. interest~ to use our powers to allow the overseas officials to concuce
our
investigation. The second situation might be one in which a country was
somewhat recalcitrant in providing reciprocal authority to us and we migh'l: us~

a
one-time grant of our subpoena power as an effort to induce them to eTIcer ~nr.a

an agreement with us.

Hearings on H.R. 225 Before the Subcomm. on Telecommunications, Consumer
Protection. and Finance of the House Comm. on ~nergy ana Commerce, lOOth
Cong .• 2d. 8e55. 236-39 (~9a6).

The Committee agreed to amend ITSFEA and replace the investigator!
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's version was simpler and required amending only the Exchange Act, not
four
securities titles. Second. the SEC'S version had thaT: agency's "impr-:matur"
and
ths Committ@e b@li~ved that the language drafted by the SEC had Qeen very
carefully scrutinized and would garner broader support.
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The Committ@@ also made a tactical decision not to include in ITS7S~ ~he

other provisions of the Ineernational Act. There was some concern ~~a~ ~~her

provisions of this bill, particularly the exemptions to the Freedom ~=

Information Act, would complicate the bill, trigger referrals to ot~e~

Committees, or other",ise slow the 'progress of ITSFEA in a short leg:.::';;; ~ :"."!

year. The Committee retained som~ hope that, if the House passed I~S~~ and
the
Senate passed the Ineernational Act, the two houses would hold a cc~=~~~~ce en
both bills. and enacc Che compl@t@ package. For a variety of reaSO~3 ~~e

full
Senate did not pass the Ineernaeional Act and this scenario never C~-~ .~.

pass.



However. the remaining portions of the Int~rna'tional Act have .;\ gOQd ,=lvm(';~ :.f
being consid~r~d during the lOlst Congress.n121

n121. On March 1, 1989, the SEC resub~itt~d the remaining portion nf the
International Ace to Congress for'~onsideration.· The proposal includ~s rwo
new
provisions that would: (i) expand the definition of statutory disqualiff~atinn

under @ 3(a) (39) (F) of the Exchang@ Act to add the words "or any other
felony" :
and (ii) amend @ 4 of the Exchang@ Act to allow the SEC to accept
reimbursement
from foreign securities authorities for expenses incurred in conn@ction with
providing assistance to those toreign authorities. On March 14, 1~69, by the
request of the S~C, Chairman Markey introduced the bill. H.R. 1396, lOlst
Cong., 1st Sess. (1989). The original co-sponsors included: Congressmen
Dingell, Rinaldo. Lent, Eckart, Sl~ttery, Boucher, Cooper, Wyden, Manton,
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Ritter, Madigan, Whittaker, Ba:rton. Bliley, Bilirakis, and McMillan.

~ noted earlier, Congressman Rin~ldo believed that Congress should d~rect

the SEC to make a new special study of the securities mark@ts. nl22
Congressman
Rinaldo bel~eved that the plethora of insider trading and other securities
fraud cases, as well as the wealth of innovations in, and greater complexity
of,
the securities and financial markets 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. n123

nl22. See supra notes 22-23 and accompanying text.

n123. !TSFEA. supra note 2, at @ 7.

l3ackground

In 1961, Congress enacted legislation directing the SEC to make a study ~nd

investigation of the rules of national securities exchanges and national'
securities associations and their disciplinary authority over member firms ~o

determine whether those rules adequately protected investors. n124 To ensurs
ABA, The Bu~iness Lawyer, November, 1989

that the SEC did not need to divert resources from other activities to
complete
the study. Congress authorized a separate "ppropriacion for the task.

n124. securities Exchanges-Study, Pub. L. No. 37-196, 75 Stat. 465. That
legi51ae~on provided that n[t]he Commission is authorized Qnd dir~cted eo make
a
study and investigation of the adequacy, for the protection of inv@stors, of
the



rules of national securities ~xchanges and national securities dssocinrions,
including ~~les for the expUlsion, suspension, or disciplining of a memb~r for
conduct ~nconsist:.ent with just and equitable principles of ~rade.ft rd.

The SEC created a special S~udy cask force headed by Milcon Cohen Which
produced a massiv~ and comprehensive study of the securities markets. nt25 :t
served as the basis for the 1964 amendments to the securities laws. It ~lso

became the textbook on u.s. ~ecurities regulation for generations of
inv@strnent
bankers, securities lawyers, academics, legislators, regulators. and the
general
pUblic.

n125. Report of the Special Study of Securities Markets of the securities
and Exchange Commission, H.R. Doc. No. 95, 8eth Cong .. lS~ Sess. (1963).

While the Special Study was, and some of it remains, an extremel¥ useful
document, much of it has become obsolete. Since the early 1960s, the
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securiti~s merk~ts have undergone major chanses, such as the development of
NASOAQ, the growth of standardized options, unfixing of commission rates,
immobilization of securities certificates, and the development of index
opcions,
financial futures, and index arbitrage. In addition, in recent years, ehe
vigorous law enforc@m@nt efforts of Che SEC and Che Department of Justice have
revealed troubling insider trading and other securities frauds.

Accordingly, Congressman Rinaldo believed that the congress should direct
the
SEC to undertek~ a new study of the securities markets. While the Congress
and
its Committees have directed the SEC to study certain topics in the
interveni.ng
years, n126 the SEC has not conducted a comprehensive examination of the
securities markets in twenty-five years.

n126. see, e.g., Report of the Special Study of the Options Mark~ts. 9~th

Cong .. 1St: Sess., (Committe@ Print 1978).

Congressman Rinaldo contemplated a study that would have had several
differences from the 1963 study. First, the scope of the study was in~~nded

to
be much broader. The SEC had =ead its lS6l congressional mandate quite
broadly
and had produced a $tudy that addressed topics including broker-dealer
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~egulation. activities of investment advisers, and o~ligations af reporting
companies. n~27 Nonetheless, the language of the 1961 statute was fairly
narrowly drawn and the Commission could have produced a verJ limited study
confined to a :ew areas of broker-dealer regulation. Congressman Rinaldo did



not want to leave open such a p05s~bility and specified that the study ~hould

addr~ss a wide range of topics. n128

n127 Th@ 1963 Special Study included the following thirteen chaptArs: I.
Introduction; TI.·~Qualificationsof Perzons in the Securities !ndustr!~ rIr
Broker-Dealers, Investment Advisers, and their Customers -- Activities ,O\nd
R~sponsibilities; IV. Primary and Secondary Distributions to the Public; v.
Trading Markets -- Introduction; VI. Exchange Markets; VII. Over-the-Counter
Mark@ts; VIII. Trading Markets -- Interrelationships; IX. Obligations of
Issues of ~ublicly Held Securities; X. Security credit; XI. Open-end
Investment Companies (Mutual ~dsl; XII. The Regulatory Pattern; XIII The
Market Break of May 1~b1_ (Special Services] Fed_ Sec. L_ Rep (eeR) P74,002

(3.972l .

n128. Section 302(b) of the Lent-Rinaldo bill. supra note 16. direct@d the
Commission to study and analyze the matters listed below (deletions made in
ITSFEA are enclosed in b~ackets; additions are italici%ed) :
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(3.) the extent of improper trading (on the basis] while in possession of
insider information, such as trading [on the basis of] with advance knowl@dge
of
tender offers or forthcoming announcements of material financial information;
(2) the adequacy of the surveillance methods and technologies of brokers,
dealers, and self-regulatory organizations; (3) the adequacy of cooperation
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
securities markets, and the obstacles to more effective coordination, such as
impediments to information sharing, the separation of civil and criminal
enforcement, and the use of extra-terricprial trading faciliti@SiJ (4)
impediments to the fairness and orderliness of the seourities markets and to
i~rovement5 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 criminal remedies. or both, ~o combat fraud
and
improve enforcement, including an analysis of whether existing trading
restrictions applicable to corporate management should be extended to other
persons; (5l the practices in which unregulated affiliates of brokers and
dealers are engaqed, Such as interest rate swaps, foreign currency arbitrage.
and any other activities; and (6) the nature and use of all sources of
financing
for both hostile and friendly takeovers] .
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Second. unlike the 1~63 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 was consider@d in the stUdy.
n~29



employed similar techniques with its "roundtable"
E.g., SEC, SEC Roundtable on Major Issues (Sept

n119 ~he S2C has itself
discuss10ns of maJor issues.
5
and 11. 1985) (discussions of tender offers. one-share/one-vote, .gov~rnment.

- securities markets, securities immobilization, and other issues).-

Alt:hough t:he Committee agreed to include the study provision in ITSFEA. the
Committee made several changes to the study's provisions. First, the members
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 secu~ities laws and the practices of un~egulated affiliaces
of broker-dealers. 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 a 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 might have been germane under the rules of the House, and ch@se
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members of the Committee did not wish to accentuate the breadth of the study.
n~31 Accordingly, section 7(b) (2) (A)-(C) of ITSFEA provides that the study
shall
inclUde an analysis of a range of topics related to insider tr~dingJ market
surveillance, and federal and state law enforcement efforts. However, s~ction

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 capital available to the securities markets, and
additional methods to promote those objectives." This provision was intended
to
give the SEC ehe discretion to look at virtually any securities-related topic
that it deemed appropriate. The Report accompanying the bill clarifies the
Committee'S intention that the study should be comprehensive. n132

nl30. See supra note 128 for the differences between the Special study
provisions in the Lent-Rinaldo bill, supra note 16, and ITSFEA.

n131. Th~ House considered the bill under suspension of the House' rules,
and
no amendments were permitted. Nonetheless, while drafting the bill, the
members
could not have b~en certain that the bill would not have been considered on
ehe
floor subj~ct to an open rule.

nl32. Report, supra noe~ 56, at 32 provides that:
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The Committee intends that this study go well beyond an examination ,~f the
problems of securities fraud . . The Committee intends that the
Commission



shall use Lts discretion to examine a broad range of topics from legal,
economic. or public policy perspectives. For example. the Commission ~ould

decide to ex~mine the effects of mergers and acquisitions on the economy ~nd

the
~ff~ca~1 of federal and state laws r~gulat~ng fmergers and acqu5~tionsJ Th~

Commission ~lso could study investment activities. whether or not they are
regulated currently by federal and state law. The Committee intends ~hat the
SEC include in its study the issue of the role of institutional fund manag~rs

and their impact on the market. given the increasing trend of institutL~nal

holdings in the market and the growing power of fund managers in determin~n9

the
outcome of proxy contests. The study is intended to be broad in scope rtnd in
method of analysis, commensurate with the amount of the appropriation and the
extensive expertise of the SEC's attorneys, accountants. economists, and other
professional staff.

Second, the committee believed that the legislation 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
viaws
or the views of their clients. Others viewed the panel structure as a means
to
ensure a diversity of views. ~onetheless, the members agreed to delete the
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panel provision and have the study conducted by the SEC. n133

n~33. ITSFEA, supra not@ 1, does provide the SEC with broad authority to
hire a range of people to work on the Study. Seetion 7(b) (3) of !TSF~A

provides
that the SEC "may appoint, without regard to the civil service laws, rules,
~d

regulations, such personnel as the Commission deems advisable to carry out
such
study and investtgation and to fix their respective rates of compensation
without regard to such laws, rules, ana regulations

Thira, the study is contingent on Congress's appropriatin'3 $ 5 million fo~

the pro]ect- Some members feared that, unless additional funds were
appropriated for the study. the S~C would be forced to reduce other
discretionary expenditures. For example, the Committee did not w~nt the SEC
to
bring fewer enforcement cases, in order to have sufficient resources to
complete
the congressionally mandated study. While this provision does protect tbe
SEC'g
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. n~34 it may be extremely difficult for Congress to fund an
additional $ 5 million for the study in an era of federal deficit reduct~cn-

r~mains to be seen whath@r Congress will appropriate the funding for this



long-term reassessment of the nation's securities laws and markets.
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n134. Por example. in fiscal y~ar 19SP', th@ SEC earned $ 24A.9 mill ton ~n

fee revenue, or 184% of its appropriation. SEC Budget Estimate Fiscal 1.990,

at
IX-L

Assistance to International securities organizations

Section 8 of the bill amended the SEC's authorization to allow it to fund
activiti@s of th@ International Organization of Securities Commissions
("IOSCO"). The SEC indicated that it had been working with roseo to furt.her
international cooperation on enforcement activities and other securities
regulation issues. The SEC wanted to be able to pay it.s share of expenses for
Iaseo and had adequate funds to do so out of its existing appropriation.
However, the Committee on Appropriations had heen reluctant to appropriate
funds
without a specific authorization. Section 8 of ITSFEA elim~nated this
obstacle.

*f€JItCLOS 1\JIptra'*'--IT~FEA constitutes a rational congressional response to a significant
nurilber
of insider trading cases. The Majority and Minority members of the
Committee
worked together to craft a consensus hill that attempts to be balanc@d and to
impose controlling person liability under reasonahle 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 Committee 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, i~ unavailable to the SEC. The bill also
preserve.:;;
existing substantive law with respect to permitting the legieimate flow of
information from issuers to investment analysts. courts will need to
interpret
and apply the newly invented standards included in the legi5laeion and will
hav@
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 par~ies

Democratic and Republican members of the Committee had concluded that Congress



should en~ct scringent. but r~asonabl~. new proscriptions against ins~d~r

trading. The Committ@@ was able to bring together various divers@ vi~ws ~nd

forge a cons@nsus bill. It is significant that most of ITSFEA did not
originate
with the 'SEC By comparison, ITSA was developed by. and enact~d -'\t r:hQ urginq
of, the SEC. Nonetheless. Chairman Ruder endorsed the final bill with only
minor reservations. The securities industry initially opposed the legislation
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bue, because of improvements to the bill, most securities firms ceased the~r

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 prod.uct. Republicans made a-number
of
substantive contributions adopted from the Lent-Rinaldo bill that were
included
in ITSFEA. Of particular note is' the SEC'S expanded authority to assis~

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 goals.

If ITS~ fails to deter insider trading, it is hard to imagine that
Congress could increase the penalties and disincentives against insider
trading to ev~n higher levels, without seriously jeopardizing the efficiency
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of our securities markets. In th~se circumstances, Congress would need to
explo~e other m~ans of attacking the insider trading problem, such as
enact.ing
a definition of inaid.ar trading to fill any gaps in the law, or further
~xpanding enforcement and regulatory efforts.

LANGUAGE: BNGLISH



Table 1
ENFORCEMENT CASES INITIATED BY THE COMMISSION

DURING FISCAL YEAR 1996 IN VARIOUS PROGRAM AREAS

(Each case initiated has been inCluded i.n only one category Iisred belew, even.:thougn
many cases Involve multiple allegations and may fall under more than one category.

- The number of defenaants and resoondants is noteo oarenthetically.)

Progmm Area In Which a %of
Civil Actian ar Admrnistrative Civil Admtmstr3nve Total
Proceeding Was Initiated Actions jj Proceedings Total Cases

Securrties Dftenng Cases
(a) Nan-regulated Entity 51 (201) 17 ( 26) 68 (227)
(b) Regulated Entity 25 ( 87) 34 ( 551 59 (142)

Total S..currties Offenng Cases 16 (288) 51 ( 81) 121 (369) 28%

Broker-deaJer Cases
_ (a) Fraud Against Customer 18 ( 60) 43 ( 60) 61 (120)

(b) Failure \0 Supervise a( 0) 17 ( 22) 17 ( 22)
(e) Government Secunties 2( 2) 3 ( 4) S( 6)
(d) Books & RecordS 2 ( 2) 8( 11) 10 ( 13)

~
(el°ther orO) 7 ( 8\ i( 8)

Total Broker-deaier Cases 22 i (4) 18 (1001 100 11M) 22%

I
Issuer Financial Statement

and ReportIng Cases
(a) Issuer Financial

Disclosure 23 ( 76) 49 ( 71) 72 (147)

I
(b) Issuer Reporting Ottler 3 ( 4) 1 ( 1) 4 ( 51

Total Issuer FinanCIal Statemenr
and Reporting Cases 26 ( 8m 50 ( 721 i6 (1521 17%

I Other Regulated Entrty Gases
(a) Investment Advisers 8 ( 21) 34 ( 47) 42 ( 68)
(b) Inwestment Companres 2( 4) 4 ( 5) 6( 9)
(c) Tmnsier Agent 0(' 0) 1 ( 1) 1 ( 1)

I (d) SROs o( Q) 2 ( 21 2 f 2)
Total Other Regulated Entity Cases 10 ( 25) 41 ( 551 51 ( 80) 11 'l'.

Contempt Proceedings 32 ( 47) o( 0) 32 ( 47) 7%

I Insider Tmding Cases 29 ( 92) o( 0) 29 ( 92)
~.,c,.

I
DelinqUEnt Riings

(a) Issuer Reoorting 5 ( 4) 1 ( 1) 6 ( 5)
(b) Forms 3/4/5 2 ( 51 7 r 111 9 ( :6)

i otal Delinquent Fiiings Cases 71 91 a ( 121 15 I 211 3%

I MarKet MamoulaMn Cases 4 ( 13) 7 ( 15) 11 ( 28) 2·',.
Fraud AgaInst RegUlated Enuties 3 ( 10) 1 ( 1) 4 ( 11) 1~a

I Corporate ConlTOl Cases 0(. OJ 3 ( 3) 3 ( 3) .01".
Miscellaneous Disc/osureJ .-

-I ,

Reoornng 3 ( 7) 2 ( 2) 5 ( 9) 1~

GRANO TOTAL 212 (635) 241 (346) 453 (9B1) 100% !i

I This category Incluaes InlunC:lvt! aCllons ana civil and commal contemor::Jroce=:::ngs.
.i'.

11 ~...
j
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531.672.75 representing his losses avoided from sales of Kendall srock. plus
prejudgment interest (In the Matter of Thomas J. MacConnack?3).

The Commission alleged that Akhilesh Chandoke. the former president,
chief executive officer, and director of Automated Telephone Management
Systems, Inc. (AT~n; Frank Mzyk, ATM's fonner controller and principal
accounting officer: md David Jacobs, its fanner 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. Automated Telephone
Management Systems, Inc. 34). ATM allegedly recognized S1.3 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 rhem 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 fanner ATM director, consented to the
entry~ of an injunction and an order requiring him to pay a civil penalty of

V5,OOO (SEC v. Eqrl v: Young35
).

Insider Trading
,

Insider trading occurs when a person in possession of material non-public
infonnation 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 pennanent injunctions. The rTSA penalty provisions authorize
the Commission to seek a civil penalty, payable to the United States
Treasury, of up to rhree times the profit gained or loss avoided against
persons who unlawfully trade in securities while in possession of material
non-public infonnation or who unlawfully commUnIcate matenal non-public
information to others who trade. Civil penalties also can be imposed upon
persons who control insider traders. During 1996. the Commission brought

42 cases alleging insider trading violations.
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In emergency situations, the Commission will take action to protect the

malkets when the identity of potential violators has been concealed or is

olhcrwisc lInkl¥lwn. In SEC \I. Certain Purchasers of fhe Commoll Stock of
eBlIl/lillstries, II/c. ,36 Ihe Commission filed a complaint alleging that

ullknowlI persolls, acting through the offices of foreign financial institutions

(three Swiss and one German), made highly profitable purchases of common
stock issucd by eBl lullustrics just days before the public allllOUllccmcllt of a

pfllposcd takeover of CBI hy Praxair, Inc. Because the price of cm stock
rosc hy ovcr 50 percent following the public anllOUllcement, the defendants

stood 10 rcalize suhslantial profits. The courl 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 comt entered

all injullction hy default against the two individuals and seven companies that

had been ident;ried 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 Commis.sion also filed an action, SEC v. Certain Purchasers of Call
OpliOI/S of Dllracell llItematiollal. II/c., J7 alleging that unknown persons

purchased call options prior to the public announcement of a merger

agreement between Duraccll International and The Gillette Company The
defencla;lls' 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 Commission filed an action against six individuals, alleging that they

cngaged in insider lrading 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
rIlJll'lX). Kathlccn Lane learned of the proposcd mcr.gcr from her spouse,

Intuit's chief financial officer, and tipped her son and daughter who in turn

tipped the threc other defendants Seven months later, Lane learned that the

merger plans were to be abandoned and communicated this information to

Iier son and mie of his tippees. The defendants consented to the entry of
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injunctions and orders requiring the payment of a total of $472,342 in
disgorgement and penalties.

The Conunission charged a psychiatrist with insider trading in the

securities of Lockheed Corporation (SEC v. Menyn Coope,J9). In 1994,
Mervyn Coopcr 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 conceming a major transaction involving
Lockheed, which Cooper tipped to Kenneth E. Rottenberg, who opened a

brokerage account in which he and Cooper jointly purchaseJ 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 $117 .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 conunon stock of
Arctic Alaska Fisheries Corporation (SEC v. Donald 101m Tysoll40).
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 defendal1ls

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 ~ommon stock

of Skybox International, Inc. (SEC v. /llIgo AIda Sal/lis/ro"). Sallustro,
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the managing director of Panini S.r.L., a European subsidiary of Marvel
Entertainment Gro1,lP Inc., misappropriated infonnation concerning a. ~ -
possible acquisition of Skjbox, and purchased" Skybox srock 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
totai profits of $152,718. The defendants consented to Ehe entry of
injunctions and orders requiring total payments of $165.980 representing
disgorgement plus prejudgment interest and $102,608 i.~ civil penalties.

Regulated Entities

The NASD Proceedings

Under the Exchange Act, the Commission exercises oversight of SROs in
the securities business. Administrative proceedings were instituted during
the year against the NASD to address its alleged failure to comply with
certain of its own rules and its failure to enforce compliance by market
makers on the Nasdaq system with NASD rules and the federal securities
laws (In the Matter of National Association of Securities Dealers, Inc. 42).

In settling the proceedings, the NASD agreed to provide for more diversity
on its Board of Governors and certain policy making committees, improve
the process by which it disciplines member finns and admits new merp.bers,
and strengthen its enforcement efforts and enhance its surveillance regarding
market making activities. The NASD also represented that 525 million had
been authorized to enhance its market surveillance systems and that an
additional 575 million would be committed for this purpose over the next .
five years. The Commission released a report of invesrigation regarding the
NASD and the Nasdaq market43 detailing a number of problem areas
including the amicompetiIive pricing convention used by market makers, by
which most stocks were quoted only in even eighths (i.e., S.25. $.50, $.75),
so that spreads were never less that S.25. The repon also discussed
regulatory deficiencies at the NASD.
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approved by Seaboard's vice president of compliance. This matter was
pending at the end of the year.

Michael ,C. Robertson, t~e former investment adviser to the fmployees'
Retirement Fund for Fort Worth, Texas and the investment adviser to the
Oklahoma Police Pension Retirement System, and his advisory firm, M.e.
Robertson & Associates, Inc., were charged in administrative proceedings
with making materillly false and misleading statements regarding the receipt
of compensation from broker-dealers and mutual funds in connection with
their advisory busiI:ess (In the Matter of Michael C. Robertson61

).

Robertson and his finn 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 $l8,205.12 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 pubiishes the SEC Docket, which includes announcements
regarding enforceme::r actions. SEC litigation releases describe civil
injunctive actions and report certain criminal proceedings involving
securities-related violations. These releases typically report the identity of
the defendants, the I:'lrnre of the alleged violative conduct, and the
disposition or status .Jf the case. The SEC Docket also contains, Commission
orders instirnting ad:::mistrative proceedings, making fmdings, and imposing
sanctions in those pr2ceedings, 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 si[;= (http://www.sec.gov). The Commission's
Enforcement Compla~m Center may be reached through the Enforcement
Division page of the ',vebsite and e-mail messages may be sent directly to the
division at enforceme:1t@sec.gov.
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