Financial
Fraud
[Law

Report

AN A.S.PRATT & SONS PUBLICATION JULY/AUGUST 2013

FIRST HALF 2013 INSIDER TRADING REVIEW
Michael Rosensaft




EDITOR-IN-CHIEF
Steven A. Meyerowitz
President, Meyerowitz Communications Inc.

BOARD OF EDITORS
Frank W. Abagnale William J. Kelleher ITI Sareena Malik Sawhney
Author, Lecturer, and Consultant ~ Corporate Counsel Director
Abagnale and Associates People’s United Bank Marks Paneth & Shron LLP
Stephen L. Ascher James M. Keneally Mara VJ. Senn
Partner Partner Partner
Jenner & Block LLP Kelley Drye & Warren LLP Arnold & Porter LLP
Thomas C. Bogle H. David Kotz John R. Snyder
Partner Director Partner
Dechert LLP Berkeley Research Group, LLC  Bingham McCutchen LLP
David J. Cook Richard H. Kravitz Jennifer Taylor
Partner Founding Director Partner
Cook Collection Attorneys Center for Socially McDermott Will & Emery LLP
Responsible Accounting
David A. Elliott Bruce E. Yannett
Partner Frank C. Razzano Partner
Burr & Forman LLP Partner Debevoise & Plimpton LLP
Pepper Hamilton LLP

The FINANCIAL FRAUD LAW REPORT is published 10 times per year by Matthew Bender & Company, Inc.
Copyright 2013 Reed Elsevier Properties SA., used under license by Matthew Bender & Company, Inc. All rights
reserved. No part of this journal may be reproduced in any form — by microfilm, xerography, or otherwise — or
incorporated into any information retrieval system without the written permission of the copyright owner. For permis-
sion to photocopy or use material electronically from the Financial Fraud Law Report, please access www.copyright.
com or contact the Copyright Clearance Center, Inc. (CCC), 222 Rosewood Drive, Danvers, MA 01923, 978-750-
8400. CCC is a not-for-profit organization that provides licenses and registration for a variety of users. For subscrip-
tion information and customer service, call 1-800-572-2797. Direct any editorial inquires and send any material
for publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz Communications Inc., PO Box 7080, Miller
Place, NY 11764, smeyerow@optonline.net, 631.331.3908 (phone) / 631.331.3664 (fax). Material for publication is
welcomed — articles, decisions, or other items of interest. This publication is designed to be accurate and authorita-
tive, but neither the publisher nor the authors are rendering legal, accounting, or other professional services in this
publication. If legal or other expert advice is desired, retain the services of an appropriate professional. The articles
and columns reflect only the present considerations and views of the authors and do not necessarily reflect those of the
firms or organizations with which they are affiliated, any of the former or present clients of the authors or their firms
or organizations, or the editors or publisher.

POSTMASTER: Send address changes to the Financial Fraud Law Report, LexisNexis Matthew Bender, 121 Chan-
lon Road, North Building, New Providence, NJ 07974. ISBN: 978-0-76987-816-4



First Half 2013 Insider Trading Review

MICHAEL ROSENSAFT

The new insider trading cases in 2013 reflect some bold prosecutions that fur-
ther stretch the bounds of the misappropriation theory and demonstrate heavy
reliance on circumstantial evidence.

tors. During the first half of 2013, approximately thirty new insider

trading complaints and indictments were filed by the SEC and the De-
partment of Justice (including parallel proceedings). This number obviously
does not represent the number of new investigations by either entity that did
not result in a complaint or indictment being filed. Nevertheless, looking at
these cases illustrates both how prosecutors and regulators are detecting in-
sider trading and what they see as the legal constraints of those charges. The
new insider trading cases in 2013 reflect some bold prosecutions that stretch
further the bounds of the misappropriation theory and demonstrate heavy
reliance on circumstantial evidence.

Insider trading continues to be a major focus of regulators and prosecu-

CASE CHARACTERISTICS

Unsurprisingly, the great majority of insider trading cases continue to
be filed in the Southern District of New York with approximately 50 per-
cent of the new insider trading complaints and indictments in 2013 filed
in that district.! Although Judge Rakoff was most often in the news for his
insider trading rulings, Judge Baer actually received more than a third of

Michael M. Rosensaft, a former federal prosecutor in the Southern District of
New York, is a partner at Katten Muchin Rosenman LLP in the firm’s White Collar
Defense Group. He can be reached at michael.rosensaft@kattenlaw.com.
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FIRST HALF 2013 INSIDER TRADING REVIEW

these new cases. The SEC brought parallel civil actions every time a crimi-
nal indictment was brought except in one case, demonstrating the incred-
ibly close working relationship between the SEC and DOJ. Expectedly,
following what Senior Associate Director Sanjay Wadhwa has dubbed the
SEC New York Regional Office’s “aggressive pursuit of hedge fund insider
trading,”” the majority of these new cases target hedgefunds. On the crimi-
nal side, again unsurprisingly, the U.S. Attorney’s Office for the Southern
District of New York accounted for 50 percent of all new federal insider
trading prosecutions in 2013.> Other federal criminal cases were filed in
the Central and Northern Districts of California,* the District of New Jer-
sey,” and the Eastern District of New York.°

The information that was allegedly tipped in these new investigations
is overwhelming information about mergers and acquisitions, with approxi-
mately 63 percent of the new insider trading complaints and indictments
involving such information. This is not surprising since a proposed merger
or acquisition is almost certainly non-public, material information. That
said, this concentration in mergers and acquisition most likely also reflects
a prosecutorial bias towards these insider information cases, given the way
the SEC, in particular, identifies insider trading cases by focusing on key
company events that greatly affect stock prices. Certainly there is other
valuable inside information about a company, such as earnings releases,
investor information, or new developments that can also greatly affect a
company’s stock price; but trades based on insider information about merg-
ers and acquisition tend to be both easier to identify and easier to prove.

To prove insider trading, the insider information must be material —
that is, information that would have been “viewed by the reasonable inves-
tor as having significantly altered the total mix of available information.”
The SEC has in fact been burned multiple times when courts have deemed
insider information immaterial — especially when rumors of the insider
information already existed in the public domain.® Thus, with dozens of
analyst reports being issued daily about earnings and performance, it is not
surprising that the SEC and federal prosecutors tend to concentrate their
prosecutions around mergers and acquisitions, which are much cleaner
events to recognize as material and thus less prone to a materiality attack.

The industries involved in the tipped information varied wildly in the
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new 2013 cases, although there were concentrations in technology com-
panies and healthcare/pharmaceutical companies. This is not surprising
in the tech sector, given the relatively higher volatility of tech stocks and
abundance of mergers.

The person doing the tipping was, in approximately two-thirds of cas-
es, a real insider: an officer, board member, or employee of the company at
issue. In the other third of the 2013 cases, the tipster was an attorney or a
third party such as an auditor, investment banker, or a contractor involved
in investor relations.” Although it is difficult to track insider versus outsider
tipsters across the years, it seems that there is an increased focus by prosecu-
tors and regulators on “outsiders,” reflecting the ever-growing reach of the
misappropriation theory. As investigative techniques become more aggres-
sive and the misappropriation theory widens, more third parties are liable
to be caught in insider trading nets in the latter half of 2013.

EVIDENCE AND THEORIES

Despite the increased use of wiretaps in insider trading cases, only eight
percent of the new complaints and indictments specifically mentioned any
recorded calls. That said, the courts have continued to affirm prosecutors’
use of wiretaps without much ado, even where the wiretap was aggressive.
As one example, in a surprisingly quiet summary order, in January 2013,
the Second Circuit upheld the judgment of conviction of James Fleishman,
who was convicted for conspiracy to commit securities fraud and wire fraud
based in part on a “trunk line” wiretap.' The wiretap order was not of
Fleishman’s phone, but of a third party: a 1-800 number conference line
that Fleishman and others were alleged to have used to facilitate their crimi-
nal activities. Fleishman had his own PIN number, but the wiretap was not
restricted to Fleishman’s PIN, or even to the alleged co-conspirators’ PINs,
but the order allowed the government to listen to 104 different PIN num-
bers, the majority for which there was no probable cause in the application
that those particular PIN numbers were being used to facilitate criminal
activity. The district court and Second Circuit both quickly affirmed this
wiretap under the theory that it was the 1-800 number as a whole that was
the “communications facility” and the PIN numbers were basically irrel-
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evant. Although the government is always required to minimize its wire-
tapping, once there was probable cause to believe any one person used that
1-800 conference line in furtherance of criminal activity, every single PIN
number of that conference line could be intercepted. Despite this being re-
ally an unprecedented, aggressive use of wiretaps, the Second Circuit gave it
no more than a summary order, signaling its increasingly expansive support
of the use of wiretaps.

While the type of wiretaps courts are upholding may be expanding, in-
sider trades are still overwhelmingly identified in the way they have been for
years: first through scrutinizing the trading history surrounding significant
company announcements, and then pairing findings with phone records
that show contact between the traders and the insiders. This accounted for
the evidence against the insider traders in 30 percent of new cases. Other
law enforcement techniques referenced in the new complaints, but to a
lesser degree, included: obtaining text messages, gathering emails, and, in
one instance, involved an undercover FBI agent purchasing insider draft
earnings reports from an individual at an investor relations firm."" That
said, according to the complaints, the majority of the investigations started
with the SEC or DOJ prosecutor simply scrutinizing who made money in
trading surrounding key company announcements.

The aggressiveness of prosecutors and regulators in combating insider
trading is apparent in the batch of new insider trading cases. First, in SEC
v. Moore,"* the SEC may be further pushing the boundaries of what is mate-
rial, non-public information. In that case, the SEC has alleged that Moore
was an investment banker and learned through his business relationships
that a former and potential future client was working on a large acquisi-
tion and was traveling to London frequently. Although that information
in and of itself was not enough to inform Moore’s trades, according to the
complaint, Moore paired that information together with his seeing the cli-
ent at a charity event with the CEO of a United Kingdom engineering firm,
where Moore allegedly ascertained that that UK firm must be the target of
the acquisition. According to the SEC, Moore violated a fiduciary duty to
his own employer by using the information he learned from a former client
and coupling that with the public information he observed at the charity
event.”” This complaint seems to invite a mosaic theory defense — that
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even if the information gleaned through Moore’s employer were insider in-
formation, it was only pairing it with the public information at the charity
event that made it material. However, the SEC seems unconcerned.

In addition, prosecutors and regulators are further expanding the mis-
appropriation theory to satisfy § 10(b)’s requirement that there be a “decep-
tive device or contrivance.”'* As noted in SEC v. Dorozhko," the Supreme
Court, in a series of cases that began with United States v. Chiarella'® and
continued with United States v. O’Hagan," has held that where the insider
trading allegations turn on the defendant’s nondisclosure of insider infor-
mation (as opposed to affirmative misrepresentations), the government
need prove that the trader violated some fiduciary duty to the source of that
¥ In classical insider trading contexts, the company insider
violates a duty to the shareholders by trading on the inside information
without disclosing it to them. Under the misappropriation theory, the SEC
and Department of Justice have successfully cited almost any breach of
privacy or a fiduciary agreement as a basis to bring insider trading charges
against third parties."”

The SEC has stretched further to find the limits of the misappropriation
theory in the first half of 2013 with SEC v. Begelman.”® In that case, Mark
Begelman is alleged to have gone to a corporate retreat as a member of the
World Presidents” Organization (“WPO”).*! According to the longstanding
policy of the WPO, its members are mandated to “operate in an atmosphere
of absolute confidentiality.” During that retreat, however, it is alleged that
Begelman learned of an upcoming merger from another member of the WPO
and traded on that information “[i]n breach of the duty of trust and confi-
dence he owed to the [WPO member].”** In short, Begelman was accused of
violating the confidentiality rules governing the World Presidents” Organiza-
tion during their Florida Keys retreat. It is clear that the SEC is willing to
aggressively latch onto any confidentiality or privacy violation to fulfill the
Supreme Court’s mandates in O’Hagan. It remains to be seen whether courts
will place any limits on that reach or if anyone further presses that point.

information.!

PROFITS AND PENALTIES

The amount of profits these defendants made from their trades was
surprisingly low in some circumstances. In Begelman, for instance, the de-
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fendant, an executive in his own right, made a little less than $15,000 with
his alleged insider information.”® The average amount of profits alleged in
all new insider trading cases in 2013 was a bit higher at a little under $1.5
million, with the largest amount being $6,900,000.* The total amount of
alleged illegal profits in new insider trading cases was a little over $32 mil-
lion.

The penalties for cases that were settled, at least from the SEC, were
very predictable. In 75 percent of 2013 cases, the SEC settled the case for
an amount equal to twice the profit gained from the illegal trade plus inter-
est. In two cases, the SEC settled the case by just requiring disgorgement of
the illegal profit with no additional penalty, and in one case they imposed a
penalty of two times profit. Presumably because the parties agreed to settle
these cases, the SEC did not seek the maximum penalty of three times prof-
its in any of the 2013 matters.” In one of the two cases where the SEC did
not impose a penalty, the defendant was already subject to criminal penal-
ties, which most likely led to their decision.?® It is unclear what led to the
reduced penalties in the second case,”” or why the SEC imposed additional
penalties in SEC v. Bertini,*® although that is the only 2013 settlement filed
in the Northern District of California, and it may simply reflect a regional
difference.

LOOKING AHEAD

Between the continuing remnants of the Galleon prosecutions, the SAC
Capital investigation, and the seemingly never-ending stream of additional
investigations, it is clear that insider trading cases will continue to abound in
the latter half of 2013. The SEC notes on its webpage that “insider trading
continues to be a high priority area for the SEC’s enforcement program,”
which will no doubt continue at the helm of Chairman and former U.S. At-
torney Mary Jo White. U.S. Attorney for the Southern District of New York
Preet Bharara is similarly focused, as demonstrated through comments of the
recent insider trading sentencing of Anthony Chiasson:

With his sentence today, Anthony Chiasson chose to be part of a cor-
rupt circle of friends that cheated the market to gain an unfair trading
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advantage, and for that, he lost his career, his reputation and now he has
lost his liberty. Such catastrophic losses should deter those who would be
tempted to break the law....

He then ominously added: “but for those who are undeterred, we are not
going away.”*
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