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 Securities Enforcement 2010 
Year-End Review 

   Increased enforcement powers under the Dodd-
Frank Act, additional market participants under 
SEC registration, and insider trading investiga-
tions in cooperation with criminal prosecutors were 
all part of the enforcement landscape in 2010. In 
addition, the SEC’s specialized enforcement units 
started to yield results, and there was increased use 
of recorded conversations cooperating witnesses.   

 By Barry Goldsmith, Mark Schonfeld, John 
H. Sturc, and Monica K. Loseman 

 The year 2010 has been a watershed year for 
securities enforcement. The Dodd-Frank Wall 
Street Reform and Consumer Protection Act gave 
the SEC additional enforcement powers, while 
also bringing additional market participants 
under SEC registration and potentially elevat-
ing the standards of conduct for other  securities 

professionals. At the same time, the SEC, work-
ing closely with criminal prosecutors, continued 
to pursue insider trading investigations based 
on recorded conversations and cooperating wit-
nesses. In addition, the reorganization of the 
Enforcement Division into specialized units has 
started to yield enforcement actions in areas of 
priority. By all accounts, the heightened enforce-
ment refl ected this year will continue for the fore-
seeable future, putting a premium on the ability 
of in-house compliance programs to adapt to the 
changing regulatory landscape. 

 Whistles at the Ready 

 By far the most signifi cant addition to the 
SEC’s enforcement program is the creation of the 
whistleblower bounty program under the Dodd-
Frank Act. While that subject has been covered 
previously ( Editor’s note: see “New Dodd-Frank 
Whistleblower Rule,” INSIGHTS, November 2010, 
p. 2 ), we note only the more recent developments. 
After releasing its proposed rules in November 
2010, the SEC received a number of public com-
ments, including comments from the Association 
of Corporate Counsel and the Business Round-
table. The comments focused on the most contro-
versial aspect of the proposed rules: whether they 
strike an appropriate balance between encouraging 
employees to report potentially unlawful activity 
to the SEC without undermining the ability of cor-
porate compliance programs to address employee 
complaints internally. The SEC is set to issue its 
fi nal rules for the program by April 21, 2011. 
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 The SEC reports that it has already received 
several potential whistleblower tips in the lat-
ter half  of  2010. 1    The media has reported that 
a former employee of  a major fi nancial institu-
tion has submitted a whistleblower complaint to 
the SEC regarding alleged improprieties relat-
ing to management of  its credit card debt-sales 
transactions. It is too early to tell whether any of 
the alleged tips received in 2010 will ultimately 
qualify for whistleblower awards under the new 
program. But, with anticipated payouts, such as 
the $1  million bounty paid to the ex-wife of  a 
hedge fund employee under the existing  statutory 
bounty for insider trading cases, it is likely that 
the number of  whistleblower complaints will 
rise. 

 Cooperation Initiatives Show Results 

 The Enforcement Division’s new cooperation 
initiative began to take shape in 2010. Earlier in 
the year, the Enforcement Division announced 
the availability of  several different procedures 
designed to promote cooperation by individu-
als subject to investigation, including: (1) coop-
eration agreements; (2) deferred prosecution 
agreements; (3) non-prosecution agreements; (4) 
expedited immunity requests to the Department 
of Justice; (5) proffer agreements; and (6) oral 
assurances against recommending an enforce-
ment action. 

 In the fi nal days of 2010, the SEC announced 
its fi rst non-prosecution agreement since  an-
nouncing the new cooperation initiative. Carter’s 
Inc. received a non-prosecution agreement in the 
Staff ’s investigation of Carter’s Executive Vice 
President, Joseph Elles. 2    The complaint alleged 
that Elles granted excess discounts to one of the 
company’s largest customers from 2004 to 2009 
and concealed the discounts from the company’s 
accounting and fi nance departments. As a result, 
Carter’s allegedly understated its expenses and 
overstated its net income during this period. 
Elles allegedly realized pre-tax gains of  over $4.7 
million by exercising Carter’s stock options and 

selling Carter’s stock before the fraud was dis-
closed. 

 The SEC noted the following as signifi cant 
in its decision to grant a non-prosecution agree-
ment: 

•    Carter’s discovered the potential fraud on its 
own and immediately conducted an internal 
investigation;  

•   Carter’s reported the results of its investiga-
tion immediately after its conclusion and 
without prompting by the SEC;  

•   Carter’s made a “complete” report to the SEC 
(though it is unclear just what was meant by 
the term “complete”);  

•   The company cooperated in the investigation;  
•   The company took steps to remediate the vio-

lation; and  
•   The violation was of a relatively “isolated 

nature.”   

 This development provides an early view 
into what the Staff  deems to be suffi cient coop-
eration warranting some form of  formal leni-
ency, as well as what incentives the SEC may 
be willing to offer would-be cooperators. There 
are indications that a handful of  individuals 
and entities are formally pursuing some form 
of  leniency in exchange for cooperation. As 
formal cooperation gains traction, potential 
cooperators and their counsel will be in a better 
position to assess whether the rewards of  coop-
eration will outweigh the costs and risks of  not 
cooperating. 

 Statistics and Trends 

 Over the last several years, we have tracked 
certain metrics of  enforcement activity, identi-
fying notable trends, including the number of 
civil actions fi led, the number of  defendants 
named in those complaints, and the percentage 
of  defendants who settled at the time of  fi ling. In 
2010, the SEC fi led a total of  234 civil injunctive 
actions, mirroring very closely its activity in 2008 
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but representing a 27 percent drop compared to 
2009. 

 The number of defendants charged in civil pro-
ceedings declined as well, down to 602 from a high 
of 981 in 2009. This metric again refl ects a return 
to 2008 levels, where a comparable number of 
defendants—620 individuals and  entities—were 
charged in civil actions fi led in federal courts. 

 We have also tracked the percentage of defen-
dants who settled at the time of fi ling. This statistic 
is signifi cant because it is a potential indicator of 
the SEC’s willingness to charge defendants in the 
absence of settlements. Interestingly, despite the 
decline in the number of cases fi led, and defendants 
charged in 2010, the percentage of defendants set-
tled at fi ling remained constant at 24 percent, a sig-
nifi cant drop from the 35 percent level observed in 
2008. This continues a trend we noted last year—
that the SEC is fi ling more cases without settle-
ments than it did previously. This suggests a greater 
willingness by the SEC to fi le cases without settle-
ments. It also suggests that the SEC is taking on a 
greater litigation burden than it did previously. 

 Looking at the SEC’s statistics for fi scal year 
2010 (ended September 30) as compared to fi scal 
2009, the total number of enforcement actions 
rose slightly, to 681 from 664, representing a mod-
est 3 percent increase. Notably, the number of 
injunctive actions decreased 19 percent, while the 
number of administrative proceedings increased 
22 percent. With the Dodd-Frank Act giving the 
SEC the authority to impose civil monetary pen-
alties against any respondent in an administra-
tive proceeding, it is likely that the trend toward 
increased use of administrative proceedings will 
continue. 

 
Fiscal
2008

Fiscal
2009

Fiscal 
2010

Total Enforcement 
Actions

671 664 681 (+3%)

Injunctive Actions 285 312 252 (-19%)

Administrative Proceedings 386 352 429 (+22%)

 The number of  new investigations opened, 
and in particular the number of  formal orders 
of  investigation issued, continued to increase 
during fi scal 2010. However, it appears that the 
staff  did a better job of  closing investigations 
this past year, keeping better pace with investi-
gation openings in 2010. Though closures are 
not back to 2008 levels, the number of  matters 
closed in fi scal year 2010 increased by 36 percent 
over 2009. The number of  investigations pend-
ing at fi scal year end therefore remained fairly 
unchanged, at 4,294 compared to 4,316 in fi scal 
year 2009.  

 
Fiscal
2008

Fiscal
2009

Fiscal
2010

Investigations Opened   890   944 952 (+1%)

Investigations Closed 1,355   716 975 (+36%)

Investigations Pending 
at Fiscal Year End

4,080 4,316 4,294 (-1%)

Formal Orders of 
 Investigation

  233   496 531 (+7%)

 Coordination with Criminal Prosecutors 

 Another notable trend demonstrates that 
the SEC’s collaboration with criminal prosecu-
tors remained close in 2010. In fi scal year 2010, 
prosecutors fi led indictments, informations or 
contempts in 139 cases, a slight drop compared 
to 154 in fi scal year 2009, but still a substantial 
increase over fi scal 2008. 

 Remedies Obtained 

 The monetary remedies sought and obtained 
by the SEC are particularly notable. Most signifi -
cant, the amount of penalties ordered, at $1.03 
million, represents a nearly three-fold increase 
over the prior years, and is likely due to certain 
particularly large settlements discussed in this 
alert. Disgorgement, at $1.82  million, represents 
a slight decrease from the prior year, but still a 
substantial increase over 2008. In contrast, the 
emergency remedies, typically sought by the SEC 
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in cases to address alleged offering frauds, actu-
ally decreased in 2010 and returned to levels in 
2008, suggesting that the post-Madoff spike in 
Ponzi scheme cases may be abating.  

 
Fiscal
2008

Fiscal
2009

Fiscal
2010

Disgorgement Ordered $774 
 million

$2,090 
 million

$1,820 
 million

Penalties 
Ordered

$256 
 million

$345 
 million

$1,030 
 million

TROs Sought 39 71 37

Asset Freezes Sought 46 82 57

 Specialized Units and Significant Cases 

 It has been a year since the  Galleon  case was 
fi led, but insider trading again dominated the 
headlines as 2010 drew to a close. At the same 
time, the reorganization of the Enforcement 
Division into specialized units—including Asset 
Management, Market Abuse, Structured and 
New Products, Foreign Corrupt Practices, and 
Municipal Securities and Public Pensions—has 
resulted in a renewed substantive focus in certain 
activities and industries. 

 Insider Trading 

 Investigations of  insider trading reached 
unprecedented levels in the latter half  of  2010. 
As the year came to a close, the SEC and DOJ 
fi led a number of  civil and criminal insider 
trading cases, focusing most acutely on expert 
consulting networks. The networks match insti-
tutional investment managers with expert con-
sultants. At issue in these inquiries is whether 
certain industry experts provide material non-
public information to clients in breach of  a duty 
of  confi dentiality. 

 As discussed in more detail below, thus far 
the investigations have already resulted in crimi-
nal charges against at least seven individuals—
 consultants and employees—connected to an 
expert consulting network. More important, the 

heightened regulatory focus on expert consultants 
has led many fi rms to re-evaluate their policies 
and procedures concerning the use of consulting 
 networks in an effort to make sure such resources 
are used properly and reduce the risk that such 
resources inadvertently become the source of 
material nonpublic information. 

 Municipal Bonds 

 Marking the fi rst time the SEC pursued a 
state for violations of the federal securities laws, 
the SEC issued an administrative order against 
New Jersey for allegedly misleading munici-
pal bond investors as to the relative health of 
the state’s two largest pension plans, the Teach-
ers’ Pension and Annuity Fund and the Public 
Employees’ Retirement System. 3    The state alleg-
edly failed to disclose to bond holders that it had 
abandoned a planned “fi ve-year phase-in plan” to 
begin making contributions to the pension plans 
that would satisfy mandated benefi t increases for 
public employees. The state allegedly lacked poli-
cies or procedures addressing disclosure require-
ments under the federal securities laws and had 
not trained its employees on relevant obligations. 
In settling the charges with an administrative 
order and no penalties, the SEC noted the state’s 
cooperation and efforts to remediate the lack of 
controls and procedures that contributed to the 
disclosures. 

 The Municipal Securities Unit also announced 
a settled action against Banc of America Securi-
ties relating to the reinvestment of proceeds from 
sales of municipal securities. 4    Municipalities gen-
erally invest proceeds from sales of municipal 
securities until the monies are needed for their 
intended purpose. The proceeds must be invested 
at fair market value, which can be established 
through a competitive bidding process. In this 
case, the SEC alleged that the bidding process 
used to establish fair market value was tainted 
by the conduct of bidding agents that steered 
business to favored providers through various 
 mechanisms. Banc of America Securities agreed 
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to pay $36 million in disgorgement and interest, 
in addition to another $101 million paid to other 
federal and state authorities. 

 Credit Rating Agencies 

 In August, the SEC released a report detailing 
its investigation of the credit rating business of 
Moody’s Investors Service, Inc. The report con-
cerns ratings of certain constant proportion debt 
obligation (CPDO) notes. 5    The SEC found that 
Moody’s failed to disclose an error in its credit 
rating process for CPDO notes marketed exclu-
sively in Europe. Moody’s learned of the error 
when one of its New York-based analysts com-
pared the rating system output to that received 
from a U.S. investment bank and discovered an 
inadvertent error in the system’s coding. Accord-
ing to the report, Moody’s failed to disclose the 
error for fear of reputational harm and reprise 
from the European CPDO investors. 

 The SEC did not bring an enforcement action 
due to a questionable jurisdictional basis, noting 
that the allegedly wrongful conduct occurred 
in Europe and affected only European CPDO 
investments. However, the SEC noted in the 
report that the Dodd-Frank Act added to the 
Exchange Act a provision that requires rating 
agencies to “establish, maintain, enforce, and 
document an effective internal control structure 
governing the implementation of  and adher-
ence to policies, procedures, and methodolo-
gies for determining credit ratings.” 6    The report 
also noted that the Dodd-Frank Act expressly 
extended jurisdiction to U.S. District Courts over 
SEC enforcement actions that involve “conduct 
within the United States that constitutes signifi -
cant steps in furtherance of  the violation, even 
if  the securities transaction occurs outside the 
United States and involves only foreign inves-
tors” or “conduct occurring outside the United 
States that has a foreseeable substantial effect 
within the United States.” Thus, this report may 
foreshadow future enforcement actions against 
credit rating agencies. 

 What to Look for in 2011 

 The roots of broadened enforcement power 
laid down by the Dodd-Frank Act will begin to 
take shape in early 2011. The SEC must adopt 
whistleblower rules by April 2011. Although the 
SEC has said that it does not presently have the 
funding to establish a whistleblower offi ce, it is 
likely that the whistleblower bounty will lead to 
a signifi cant increase in tips received and investi-
gated. On a related note, one should also expect 
additional cases involving formal cooperation 
by individuals and entities. The rewards the SEC 
provides for cooperation will be critical to how 
individuals and their counsel weigh the costs and 
benefi ts of cooperation with the SEC in their 
investigations. 

 Insider Trading 

 Insider trading enforcement over the last 
six months has been extraordinarily active. In 
addition to pursuing traditional insider trad-
ing cases involving tipping and trading by cor-
porate employees, the SEC and the Department 
of Justice have continued to develop allegations 
 involving hedge funds, and most recently, they 
have targeted so-called expert networks. A num-
ber of high-profi le cases have been fi led or settled 
since mid-year, and more are sure to come. The 
major developments are set out below. 

 Expert Networks Take the Headlines 

 Recently, insider trading investigations have 
focused on the use of expert-network fi rms which 
connect investment professionals with expert 
consultants in various fi elds relevant to invest-
ment decision-making. At issue is whether the 
fi rms provide information that is merely diffi cult 
to obtain but lawful, or constitutes dissemination 
of material non-public information, in violation 
of insider trading laws. 

 On November 2, the Department of Justice and 
SEC announced criminal and civil insider trading 
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charges against French doctor Yves Benhamou. 
Benhamou served on the steering committee that 
oversaw clinical trials of a new hepatitis drug being 
developed by a  pharmaceutical  company. At the 
same time, Benhamou had a consulting relation-
ship with hedge funds that invested in healthcare-
related securities. According to the complaints, 
Benhamou tipped a hedge fund portfolio manager 
about adverse test results from the clinical trials, 
and the hedge fund sold its shares in the pharma-
ceutical company. The price of the pharmaceuti-
cal company shares declined when the adverse test 
results were subsequently announced. The hedge 
fund allegedly avoided a loss of $30 million. 7    

 Details of the SEC’s and DOJ’s wider pursuit 
of expert network fi rms began to emerge shortly 
thereafter, when the  Wall Street Journal  reported 
that John Kinnucan of Broadband Research, in 
an email to several clients, openly rebuffed an FBI 
overture to cooperate in an ongoing investigation 
by making recorded phone calls with one of his 
research contacts. 8    In the following weeks, Kinnu-
can received subpoenas from the FBI and SEC. 9    

 Shortly thereafter, on November 22, the FBI 
executed search warrants at the offi ces of three 
hedge funds in New York, Connecticut, and Mas-
sachusetts. 10    The U.S. Attorney’s Offi ce and SEC 
also issued subpoenas to several mutual funds 
and hedge funds. 

 On November 24, the U.S. Attorney’s Offi ce 
fi led criminal charges against an expert network 
fi rm employee, Don Ching Trang Chu. The crimi-
nal complaint alleges that the defendant arranged 
for public-company insiders to provide hedge 
fund clients with advance information on public-
company fi nancial performance. 11    

 On December 15, federal prosecutors charged 
four other individuals connected to an expert 
consultant network. Three consultants and one 
expert-network fi rm employee are alleged to have 
tipped material non-public information to hedge 
funds and mutual funds. 12    The information 

included sales data about popular technology 
products and signifi cant technology companies. 

 Finally, on December 29, authorities arrested 
Winifred Jiau, a consultant who allegedly pro-
vided material nonpublic information concerning 
the fi nancial performance of certain technology 
companies, making her the seventh individual 
charged in the latest string of cases involving 
expert consulting networks. 13    

 The cases involving consultant networks raise 
a number of signifi cant issues for institutional 
investors. While consultants can provide helpful 
information that does not run afoul of insider 
trading laws, there is also a risk that in certain 
cases individuals can cross the line into prohibited 
conduct. In light of the government’s focus on 
expert consultants, many fi rms are re- evaluating 
their policies and procedures on the use of such 
networks in an effort to reduce the risk of inad-
vertent receipt of material nonpublic information 
in breach of a duty. 

 Finally, another notable aspect of these cases 
is what the complaints reveal about the inves-
tigations that led to the arrests. Many of the 
 allegations are derived from recorded conversa-
tions between the defendants and cooperators 
that appear to have been developed through ear-
lier investigations, including the  Galleon  case. The 
continued use by the government of cooperating 
witnesses and recorded conversations means that 
care must be exercised to ensure that communica-
tions conform to appropriate standards. 

 Developments in Notable Cases 

 There have been recent developments in a num-
ber of cases highlighted in our mid-year review. 

 SEC v. Galleon Management 
and Related Cases 

 In  SEC v. Galleon Management , 14    the Sec-
ond Circuit held that a district court may order 
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 production to the SEC of wiretap evidence 
obtained by a defendant in discovery in a par-
allel criminal proceeding, but that the court’s 
authority is circumscribed. The defendants in 
 Galleon  had obtained wiretap evidence from 
prosecutors in the parallel criminal proceeding. 
The SEC, in its civil action, sought discovery 
of  that evidence, and the district court ordered 
its production. The Second Circuit, issuing an 
extraordinary writ of  mandamus, vacated the 
district court order. The Court of  Appeals held 
that while production of  wiretap evidence is not 
prohibited, neither is it universally permitted. In 
deciding whether production is appropriate, a 
district court must balance the SEC’s interest in 
obtaining discovery against the defendant’s pri-
vacy interest. The Court of  Appeals held that the 
district court exceeded its discretion by issuing 
the discovery order. The Court of  Appeals also 
noted that the issue could have been averted by 
staying the SEC’s civil case pending resolution of 
the criminal case. 

 Shortly after the Second Circuit’s resolution 
of the wiretap discovery dispute, four defendants 
agreed to settle charges. 15    Broker-dealer Schot-
tenfeld Group settled charges that three of its 
proprietary traders, on the fi rm’s behalf, traded 
on inside information obtained from an infor-
mant. Roomy Khan, a former employee at Gal-
leon, similarly settled charges that she traded on 
inside information obtained from various sources. 
In the related case of   SEC v. Santarlas , 16    former 
Ropes & Gray attorney Brien Santarlas settled 
charges that he passed inside information about 
fi rm clients to traders also named in  Galleon . 

 The district court presiding over the criminal 
prosecution ultimately upheld the government’s 
use of  wiretap evidence. 17    The court rejected the 
defendants’ argument that the government was 
not entitled to use wiretaps to investigate insider 
trading under the Federal Wiretap Act. Although 
the Federal Wiretap Act does not authorize 
the use of  wiretaps to investigate allegations of 
insider trading alone, wiretaps may be used to 

investigate allegations of wire fraud. And when 
an insider trading scheme was conducted using 
interstate wires, the court found, it  qualifi ed as 
wire fraud. The court further found that the gov-
ernment’s use of  wiretaps was necessary because 
the  Galleon  insider trading scheme was primar-
ily conducted through telephone conversations. 
Once the wiretap evidence was deemed admis-
sible in the criminal proceeding, the SEC revived 
efforts to obtain the wiretap recordings in the 
civil suit. 

 SEC v. Cuban 

 In an important case regarding the elements 
of proof in a “misappropriation” insider trad-
ing case, the Fifth Circuit in  SEC v. Cuban  18    
reinstated the SEC’s case against Mark Cuban, 
ruling that the district court had erred in dismiss-
ing the SEC’s case. The SEC’s complaint alleged 
that the CEO of Mamma.com, in which Cuban 
was a minority shareholder, telephoned Cuban 
to ask whether he wanted to purchase shares in 
a planned private investment in public equity 
(PIPE). The complaint alleged that the CEO pref-
aced the conversation by saying that the informa-
tion was confi dential and that Cuban agreed. 
According to the SEC, Cuban grew upset when 
he learned of the PIPE offering and said to the 
CEO, “Well, now I’m screwed. I can’t sell.” Sub-
sequently, Cuban allegedly contacted the sales 
agent and learned additional confi dential details 
about the offering. Cuban later allegedly sold his 
entire position in Mamma.com stock before the 
public announcement of the PIPE offering. 

 In July 2009, the district court dismissed the 
SEC’s complaint, holding that it did not suffi ciently 
allege an agreement not to trade in Mamma.com 
shares. The court reasoned that where an agree-
ment serves as the basis for misappropriation-
theory liability, that agreement must include not 
only a promise by the defendant to keep the infor-
mation confi dential, but also an agreement not to 
trade on it. The SEC’s complaint was defi cient, 
according to the district court, because it failed to 
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plead that Cuban agreed to refrain from trading 
on the information learned during his conversa-
tion with the Mamma.com CEO. 

 In September 2010, the Fifth Circuit reversed 
the district court, holding that it was plausible 
to infer from the complaint that Cuban had 
agreed not to trade and that his understanding 
with the CEO “was more than a simple confi -
dentiality agreement.” While it agreed with the 
district court that the “I’m screwed” statement 
in isolation did not constitute an agreement not 
to trade, the Court of Appeals found that there 
was a reasonable basis to conclude that Cuban’s 
additional efforts to gain confi dential informa-
tion by contacting the sales agent demonstrated 
that Cuban understood that he could not use the 
information for his personal benefi t. However, 
the Court declined to decide the broader issue 
of whether a confi dentiality agreement alone can 
satisfy the duty requirement of insider trading, or 
whether an express agreement not to trade is also 
required. 

 Victories for Hedge Fund Personnel 

 In two closely watched insider trading 
cases involving hedge funds, defendants scored 
 signifi cant litigation victories. In September 2010, 
a hedge fund manager and his co-defendants won 
summary judgment in  SEC v. Obus . 19    The SEC 
had alleged that defendant Brad Strickland, an 
employee of GE Capital Corp., tipped his friend, 
defendant Peter Black, about an acquisition 
of SunSource, Inc., and that Black then tipped 
his boss, defendant Nelson Obus, who alleg-
edly directed the purchase of SunSource stock. 
The alleged tip occurred during a conversation 
between Strickland and Black, which the defen-
dants argued constituted a due diligence inquiry 
into SunSource on the part of Strickland, who 
noticed that Black’s employer was invested in 
SunSource. 

 The district court dismissed the claims against 
all defendants, fi nding that the SEC failed to 

adduce enough evidence to demonstrate that 
defendant Strickland breached a duty under 
either the classical or misappropriation theories 
of liability. The record was bereft of any facts to 
support that Strickland owed a fi duciary duty to 
the target, SunSource, under the classical theory, 
because Strickland was not an insider of Sun-
Source and could not have become a temporary 
insider because his employer was not a fi duciary 
but rather just one of many banks that was con-
sidering a loan to SunSource. The court pointed 
out that fi nancial institutions typically owe no 
fi duciary duties to borrowers, and that the arms-
length negotiations between transacting parties 
are antithetical to the concept that either party 
would owe a fi duciary duty to the other. The 
court also dismissed the SEC’s claims under the 
misappropriation theory, fi nding that the evi-
dence, viewed in the light most favorable to the 
SEC, established that, although Strickland owed 
a fi duciary duty to his employer, he did not breach 
that duty. 

 The court also found that the SEC failed to 
adduce any evidence of deceptive conduct. In 
fact, the court noted, defendant Obus openly 
spoke with SunSource’s CEO both before and 
after he directed the purchase of SunSource 
stock, therefore negating any inference of decep-
tion by someone secretly in possession of material 
non-public information. Furthermore, the factual 
record was insuffi cient to prove that Obus subjec-
tively believed that the information he allegedly 
received was obtained in breach of a fi duciary 
duty. 

  SEC v. Berlacher  represents another notable 
victory for hedge funds. 20    As part of  a larger 
federal investigation of  hedge funds alleged to 
have acted on inside information in shorting 
PIPE investments, the SEC charged hedge fund 
manager Robert Berlacher with insider trad-
ing. In a 2007 complaint, the SEC alleged that 
Berlacher, his investment advisory entities, and 
the hedge funds he managed illegally profi ted 
by short-selling four companies’ shares while 
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in possession of  pre-announcement knowledge 
about those companies’ planned PIPE offerings. 
In September 2010, the district court dismissed 
the insider trading charges. The court found 
that the SEC had not proven the materiality ele-
ment of  insider trading because it failed to show 
that disclosure of  the offerings actually affected 
stock prices. 

 A Focus on Professionals 

 The year also brought several insider trading 
cases involving professionals, including public 
accountants and lawyers. The latest such case 
involved charges against an investment banker 
involved in an insider trading scheme with an 
attorney in Ernst & Young’s Transaction Advi-
sory Group. 21    Banker Richard Hansen allegedly 
received material non-public information con-
cerning fi ve undisclosed pending acquisitions 
involving Ernst & Young clients by way of a 
mutual friend. 

 In another case involving a “big four” partner, 
the SEC settled insider trading charges against 
former Deloitte & Touche LLP partner Thomas 
Flanagan and his son Patrick Flanagan for trad-
ing in securities of several Deloitte clients. 22    
According to the SEC complaint, Thomas Flana-
gan illegally traded nine times between 2005 and 
2008, each time based on non-public information 
obtained from clients. The trades resulted in ille-
gal profi ts of more than $430,000. Flanagan also 
relayed the information to his son who illegally 
profi ted as well. The Flanagans agreed to pay 
approximately $1.1 million to settle the charges. 
Thomas Flanagan also settled contemporaneous 
administrative proceedings for violating auditor 
independence rules. 

 Testing the Limits of “Inside Information” 

 In September, the SEC fi led insider trading 
charges against two railroad company employees 
and their relatives. 23    The case has sparked some 
debate about the contours of the materiality of 

information that employees observe in the course 
of their employment. The SEC alleges that the 
defendants made more than $1 million in prof-
its by trading on and tipping material non-public 
information about the planned takeover of their 
employer. The defendants allegedly gleaned the 
information from observations made on the job: 
they noticed people dressed in business attire tour-
ing the rail yards, heard other employees discuss 
a possible acquisition, and assisted in responding 
to requests for asset valuations. The SEC alleged 
that the defendant employees signed their employ-
er’s code of conduct prohibiting them from trad-
ing or tipping while in possession of material 
non-public information about their employer, 
including merger and acquisition information. 
By trading on and tipping information learned 
while at work, the SEC claims, the defendant 
employees breached their fi duciary duties to their 
employer. In November, one defendant settled 
the SEC’s claims against him, and in  December, 
the others moved to dismiss the claims. 

 Investment Advisers 

 The post-Madoff regulatory focus on invest-
ment advisers continued. Recent cases against 
investment advisers refl ect an emphasis on pro-
tection of elderly, unsophisticated and more 
vulnerable investors as well as on breaches of 
fi duciary duties and accurate and timely disclo-
sure to investors. 

 Disclosures Regarding Valuation of Assets 

 During 2010, the SEC took enforcement 
action against investment advisers and fund man-
agers for allegedly infl ating the value of  assets in 
their funds. In October 2010, the SEC charged 
two hedge fund managers and their investment 
advisory business with allegedly overvaluing 
 illiquid fund assets that had been placed in a 
“side pocket.” A side pocket is a type of  account 
that hedge funds use to separate particular invest-
ments that are typically illiquid from the remain-
der of  the investments in the fund. The SEC 
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alleged that the hedge fund managers overvalued 
the assets in the side pockets to avoid recognition 
of  losses on the investments and in turn received 
fees based on the infl ated values. 24    

 The SEC fi led similar allegations against an 
investment adviser for overvaluing an investment 
in a manner inconsistent with the valuation pro-
cedures set out in the fund’s offering materials. 
According to the offering materials, the fund’s 
assets were supposed to be valued by a clearing 
broker or independent pricing service. Instead, 
the adviser allegedly used the acquisition cost of 
the securities to value the assets, which the adviser 
allegedly should have known was based on erro-
neous information. The SEC is seeking injunctive 
relief, disgorgement of profi ts, prejudgment inter-
est, and fi nancial penalties. 25    

 In September 2010, the SEC charged former 
chief  investment offi cer and former product engi-
neer of State Street Bank with making misstate-
ments about the Bank’s exposure to subprime 
mortgage investments. 26    State Street Bank settled 
with the SEC earlier in the year, and it agreed to 
pay $300 million in penalties. 27    

 Pay to Play 

 One of the more notable “pay to play” cases of 
2010 involved charges against Quadrangle Group 
principal, Steven Rattner. 28    The SEC alleged that 
in order to secure investments from the New York 
State Common Retirement Fund, Rattner made 
kickback payments and granted certain favors, 
including arranging for distribution of a low-
budget fi lm produced by the Fund’s chief  invest-
ment offi cer and his brothers. Rattner settled the 
charges, agreeing to pay $6.2 million and agreeing 
to a two-year bar from associating with an invest-
ment adviser or broker dealer. 

 Short Selling Ahead of Public Offerings 

 The SEC has continued its efforts to combat 
abusive short-selling with its use of amended 

Rule 105 of Regulation M. The rule prohibits 
short selling before a secondary offering, usually 
for a period of fi ve days, while purchasing that 
same security in the offering. The rule applies 
regardless of the investor’s intent. In September 
2010, the SEC charged a fi rm with violating Rule 
105 four times and charged further that the fi rm’s 
policies to prevent short-selling were poorly 
implemented and inadequately designed. That a 
different person within the fi rm shorted the stock 
than the person who purchased in the offering 
was not a defense. 29    

 The SEC’s order instituting proceedings 
alleged that the “separate account” excep-
tion, which allows purchase of  a security in an 
account that is “separate” from the account 
from which the security is sold, did not apply 
here because the portfolio managers had access 
to each other’s reports and data, reported to the 
same chief  investment offi cer, and the two port-
folio managers were allowed to consult with one 
another. The investment adviser agreed to pay 
approximately $2.653 million in disgorgement, 
fi nes and prejudgment interest in settling the 
charges, without admitting or denying the SEC’s 
allegations. 30    

 In May 2010, the SEC brought and settled 
actions against two individuals for violating Rule 
105 of Regulation M. 31    In November 2010, the 
SEC brought a Rule 105 action against New Cas-
tle funds for short sales in offerings of Wells Fargo 
and Anarko Petroleum Corp. 32    Most recently, on 
December 7, 2010, the SEC charged and settled 
a case against Gartmore Investment Limited, a 
London based manager of investment funds, for 
short-selling abuses that transpired in 2009. 33    

 Ponzi Schemes 

 Following its December 2008 enforce-
ment action against Bernard Madoff, the SEC 
 continues to bring enforcement actions against 
managers and individuals engaged in a variety 
of Ponzi schemes. For example, in October 2010, 
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the SEC charged two Florida-based hedge fund 
managers with fraudulently funneling large quan-
tities of investor money through a Ponzi-type 
scheme. According to the compliant, the invest-
ment advisers promised investors that proceeds 
from their investments would be used to fi nance 
the purchase of consumer electronics to be sold 
to “Big Box” retailers; however, the note proceeds 
were instead used to pay off  earlier investors. 
Throughout the investment period, the advisers 
continued to falsely report that the funds were 
generating steady profi ts. At the time of its col-
lapse, the fund was holding more than one billion 
dollars in worthless notes. 34    

 Broker-Dealer Cases 

 Financial Crisis 

 During the second half  of 2010, the SEC con-
tinued to pursue signifi cant cases related to the 
fi nancial crisis. 

 In July 2010, the SEC fi led a settled action 
against Citigroup Inc. and several of its offi -
cers. The SEC’s complaint alleged that Citigroup 
represented that its sub-prime exposure was 
approximately $13 billion and declining, when its 
exposure was allegedly over $50 billion. 35    The dis-
closures omitted two categories of assets backed 
by sub-prime products, including “super senior” 
tranches of CDOs and “liquidity puts,” which 
accounted for approximately $43 billion in addi-
tional sub-prime exposure. Without admitting or 
denying the SEC’s allegations, Citigroup agreed 
to a settlement including a $75 million penalty. 
As part of their settlements, the executives agreed 
to pay $100,000 and $80,000, respectively, and 
both consented to the issuance of an administra-
tive cease and desist order. 

 The initial settlement as to Citigroup was 
rejected by the district court. 36    However, in 
 October 2010 the court accepted a second pro-
posed settlement that contained the same mon-
etary penalty but also ordered that remedial 

disclosure procedures Citigroup had initiated 
would remain in place. 37    

 Also in July 2010, Goldman Sachs settled 
the SEC’s previously fi led complaint concerning 
 disclosures made in connection with the sale of a 
collateralized debt obligation. 38    Without admit-
ting or denying the allegations of the complaint, 
Goldman agreed to pay $550 million, acknowl-
edged that the marketing materials for the CDO 
were incomplete and agreed to review its approval 
processes for the offering of certain mortgage 
securities. 

 Sales Practices 

 The SEC continued its trend of pursuing 
actions against registered broker-dealers and 
associated persons who defraud elderly 39    and vul-
nerable investors. 40    In addition, in August 2010, 
the SEC and FINRA jointly released a set of 
best practices when dealing with elderly investors 
which includes better training, education, inter-
nal practices, and review mechanisms for the par-
ticipating broker-dealer.  41    

 Supervision 

 In a signifi cant litigation decision, on Sep-
tember 8, 2010, SEC Chief Administrative Law 
Judge Murray issued an initial decision dismiss-
ing claims against the respondent, a former gen-
eral counsel of a major regional brokerage fi rm 
in a case regarding the application of the “failure 
to supervise” provisions of Section l5(b)(4)(E) 
of the Exchange Act to chief legal offi cers of 
 brokerage fi rms and investment advisers. 42    The 
Division of Enforcement alleged that the respon-
dent had failed reasonably to supervise a regis-
tered representative who allegedly manipulated 
the price of a security and separately was alleged 
to have engaged in unsuitable and excessive trad-
ing in the accounts of retail  customers. Relying 
on the SEC’s Section 21(a) report in  In Re Gut-
freund,  51 S.E.C. 983 (1992), Chief Judge Mur-
ray found that the broker was subject to Urban’s 
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supervision, but concluded that Urban was not 
liable because his conduct was reasonable. The 
Division petitioned for Commission review of the 
initial decision. Urban fi led a conditional cross 
petition arguing that the broker was not subject 
to his supervision, a position which is supported 
by the Association of Corporate Counsel, the 
Securities Industry and Financial Markets Asso-
ciation, and the National Society of Compliance 
Professionals as  amici curiae . The Commission 
accepted both petitions for review but has not set 
a date for oral argument or decision. 

 Microcap Stock Abuse 

 In October 2010, the SEC charged over a 
dozen penny stock promoters and their compa-
nies with securities fraud in connection with their 
participation in illegal kickback schemes aimed 
at manipulating the price and volume of micro-
cap stocks and illegally generating stock sales. 43    
These schemes, brought to light through FBI 
undercover operations, involved the payment of 
kickbacks to brokers or pension fund managers 
who used client accounts to buy publicly traded 
stock of microcap issuers promoted or controlled 
by the defendants. Some of the defendants also 
face criminal charges. 

 Public Company Reporting 

 Subprime Mortgage 

 The Commission reached several signifi cant 
settlements with public companies relating to 
their fi nancial disclosures leading up to and dur-
ing the fi nancial crisis of 2008. 

 As noted above, in October 2010, the SEC set-
tled an action fi rst brought in June 2009 against 
Countrywide CEO Angelo Mozilo for alleged 
misstatements made in relation to Countrywide’s 
exposure to subprime mortgages. 44    Mozilo con-
sented to a $22.5 million penalty. The SEC alleged 
in its complaint that Countrywide misled inves-
tors in its 2005–07 annual reports by promoting 

its risk management and quality control over 
mortgages, while at the same time Mozilo was 
allegedly issuing internal warnings about the high 
level of risky assets the company held and was 
referring to its subprime products as “toxic.” 45    
Mozilo’s  settlement with the SEC also perma-
nently prohibits him from serving as an offi cer or 
director of a publicly traded company. 46    Country-
wide’s former Chief Operating Offi cer and CFO 
also consented to settlements. 

 The second half  of 2010 additionally marked 
several settlements in connection with the SEC’s 
case as to New Century, once one of the coun-
try’s largest subprime lenders. In July 2010, the 
Commission accepted settlement offers from the 
company’s co-founder and former CEO, former 
CFO and former controller. 47    

 Third-Party Liability 

 In a decision with implications for the SEC’s 
ability to charge aiding and abetting liability, the 
federal district court in Connecticut dismissed 
the SEC’s aiding and abetting complaint against 
Joseph Apuzzo, the CFO of Terex Corporation. 
The SEC’s complaint alleged that Apuzzo assisted 
the CFO of United Rentals, Inc. (URI) to artifi -
cially infl ate URI’s revenues by participating in 
roundtrip transactions. URI entered into “minor 
sale-leasebacks” with another third party, and 
Apuzzo executed contracts with the third party to 
guarantee the re-sale price of the equipment subject 
to the leaseback. URI agreed to indemnify Terex 
for any losses incurred to the third party. In order 
to recoup its payments to the third party, Terex 
submitted infl ated equipment invoices to URI. 

 The SEC alleged that Apuzzo knew that the 
purpose of the agreements was to artifi cially 
infl ate URI’s revenue and that he substantially 
assisted the scheme by committing Terex to vari-
ous agreements and submitting false invoices. 
The court, however, found that Apuzzo could 
not have “substantially assisted” the scheme if  he 
was not a proximate cause of URI’s violations. 
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The court noted that while Apuzzo was a know-
ing and willing participant, he was not a driving 
force of the scheme, had no power to authorize 
URI’s conduct, was not ultimately responsible for 
URI’s accounting, and had no duty to disclose 
the agreements to URI’s auditor. The court’s 
application of the “proximate causation” analy-
sis to aiding and abetting liability could prove to 
be a limiting factor in the SEC’s future pursuits 
against third parties. 

 Executive Compensation Clawbacks 

 The SEC continued to make use of the claw-
back remedy under section 304 of the Sarbanes-
Oxley Act to recover executive compensation 
from senior executives following restatements 
by corporations resulting from misconduct. In 
the second half  of  2010, the SEC exercised the 
clawback remedy in a settlement with corporate 
executives of  Navistar International Corpora-
tion. 48    In 2007, Navistar restated its earnings for 
fi scal years 2002–04, correcting 16 items in all. 
While certain other executives settled to charges 
of  fraud, the CEO and former CFO settled only 
to allegations of causing the company’s fail-
ure to maintain a reasonable system of internal 
accounting controls. In the settlement, the CEO 
and CFO agreed to return to the company their 
2004 bonuses. 

 In 2011, expect executive compensation claw-
backs to become an even more common occur-
rence, as the Dodd-Frank Act expanded the 
scope of Section 304. Under § 304, the clawback 
applied only to CEOs and CFOs. Now, pursuant 
to § 954 of the Dodd-Frank Act, the SEC can 
obtain clawback remedies against any current or 
former executive of the restating company. 

 Other Financial Disclosure Cases 

 In July 2010, the SEC fi led a settled action 
against Dell, Inc. and several of  its offi cers for 
allegedly misstating earnings and failing to dis-
close certain information. 49    The SEC alleged that 

Dell failed to disclose payments received from a 
supplier for not using components produced by 
the supplier’s competitor, which the SEC alleged 
enabled Dell to meet earnings  estimates. The 
SEC also alleged the improper use of  reserves to 
cover earnings shortfalls. As part of  the settle-
ment, Dell agreed to pay a $100 million penalty. 
Michael Dell, the company’s Chairman and 
CEO, and Kevin Rollins, the former CEO, each 
consented to a $4 million penalty, and former 
CFO James Schneider consented to a $3 million 
penalty. 

 The Commission charged several other com-
panies and executives with violations resulting 
from fi nancial misstatements. In July 2010, the 
SEC commenced a settled action against Sunrise 
Senior Living, Inc. and two of its offi cers for alleg-
edly making improper adjustments to its reserve 
for health and dental benefi ts, thereby misstating 
earnings. 50    

 In August 2010, the SEC fi led charges against 
International Commercial Television and its for-
mer CFO, claiming the company improperly and 
prematurely recognized revenue for sales of  a 
skin care product on the Home Shopping Net-
work before they were actually sold or delivered 
to customers. 51    The SEC alleged that the com-
pany also recognized revenue from sales before 
the expiration of  its free trial period and did not 
reverse revenue from products that had been 
returned. The company settled for a $1.1 million 
penalty. 

 Finally, the SEC fi led charges against LocatePlus 
Holdings Corporation in October 2010 for alleg-
edly misstating its reported revenue in 2005 and 
2006 by improperly recognizing millions of dol-
lars of revenue from a fi ctitious client. 52    

 Vendor Payment Claims 
and Revenue Recognition 

 The SEC pursued several fi nancial mis-
statement cases in late 2010 involving revenue 
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 recognition and vendor payments. The most 
signifi cant was against Vitesse Semiconductor 
Corporation and four of  its former senior execu-
tives for alleged improper revenue recognition 
from 2001 to 2006. 53    According to the SEC com-
plaint, the executives engaged in an “elaborate” 
channel stuffi ng scheme by recording invalid 
accounts receivable for product shipped at 
period end to its largest distributor even though 
the distributor had an unconditional right to 
return all of  the product. The complaint alleged 
that the executives then masked the right of 
return through undisclosed side letters and oral 
agreements, failed to timely record credits to the 
invalid accounts receivable when the distribu-
tor returned the product, and misapplied other 
cash receipts to its aged accounts receivable to 
disguise the transactions. The company settled 
charges with the SEC and agreed to a $3 million 
penalty. 

 Parallel criminal securities fraud charges were 
separately fi led against Vitesse’s founder and 
former CEO Louis Tomasetta and former CFO 
Eugene Hovanec, and the executives pleaded 
not guilty. Former CFO Yatin Mody and former 
director of accounting, Nicole Kaplan, pleaded 
guilty to securities fraud charges and are cooper-
ating with the government. 

 Vitesse’s former Controller and CFO Yatin 
Mody and former Director of Accounting Nicole 
Kaplan also pled guilty to criminal charges of 
securities fraud. Mody and Kaplan also entered 
into a bifurcated civil settlement with the SEC, 
agreeing to disgorgement and injunctive relief  
and deferring a determination of whether addi-
tional penalties are appropriate. 

 Auditor Liability 

 The close of  the year brought a decision in an 
administrative proceeding against an audit part-
ner and audit manager, a decision that is notable 
for the fact that the ALJ found that the partner’s 
single negligent act did not warrant sanctions, 

while the audit manager’s conduct warranted a 
one-year bar. 54    The SEC alleged that the part-
ner and manager, in their audit of  AA Capital 
Partners, Inc. and AA Capital Equity Fund, 
LLP, failed to evaluate adequately a related party 
loan. Specifi cally, the company recorded a $1.92 
million receivable for a loan made to a co-owner 
for AA Capital to pay personal taxes relating 
to AA Capital. In reality, there was no such tax 
liability, and the co-owner used the proceeds for 
other personal expenses. The auditors discussed 
the receivable with AA Capital’s CFO but did 
not perform additional procedures relating to 
the loan. 

 The ALJ found that the audit manager failed 
to obtain suffi cient competent evidential mat-
ter regarding the loan and failed to exercise due 
care in evaluating the transaction. Given that the 
transfers were not in the ordinary course of AA 
Capital’s business, and given inconsistencies in the 
brief explanations provided, the ALJ found that 
the audit team should have done more to inves-
tigate. The ALJ also found that the auditors vio-
lated GAAP because the transaction should have 
been disclosed as a related party transaction. Ulti-
mately, the ALJ concluded that the audit manager 
engaged in highly unreasonable conduct where 
circumstances warranted heightened scrutiny. 

 As to the audit partner, however, the ALJ 
found that his supervision and planning of 
the audit was adequate and reasonable under 
the circumstances. The ALJ found that the 
audit  partner failed to question AA Capital’s 
 disclosures, which omitted reference to the tax 
loan as a related-party receivable. But the ALJ 
found that the partner’s single mistake did not 
rise to the level of  “highly unreasonable” con-
duct, especially given the level of  professional 
judgment involved in evaluating disclosures.    
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