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Insider Trading Enforcement is Getting Faster, More Aggressive, 
and More Sophisticated

by Michael Piazza, Esq., David Rhodes, Esq. and Shaun Hoting, Esq., Greenberg Traurig LLP

he U.S. Securities and Exchange Commission’s (“SEC”) high-
profile campaign against insider trading continues unabated. On
February 15, 2013 the SEC filed a complaint in New York federal
court alleging that trades were made based on still-confidential
material, non-public or “inside” information, that H.J. Heinz Co.
would shortly announce
that it had entered into an
agreement to be acquired
by Berkshire Hathaway and

3G Capital Partners. Compared to
many of the SEC’s recent insider
trading cases, this case is unique in
two important respects.

First, rather than follow its regular practice of conducting an extensive
non-public, pre-suit investigation to determine whether to bring a case, the
SEC instead brought suit the day after the transaction was announced. The
SEC did not even delay the filing to identify the defendants. Instead, it filed
suit against “certain unknown traders” in Heinz securities and based its
insider trading claims on an alleged pattern of suspicious trading in the
account through which the purportedly improper trades were made. The
agency claimed that, the day before the announcement, 2,533 out-of-the-
money call options were purchased in the account, which was particularly
suspicious since there had been no trading in Heinz in the account in the
previous five months. The trades resulted in profits of $1.7 million after the
announcement. Pattern-based claims like this may well become increasingly
common thanks to the SEC’s newly developed analytical software that
allows the agency to identify suspect trading patterns quickly and recognize
seemingly disparate relationships among multiple traders and across
multiple securities.

Since the SEC is identifying and reacting to potential insider trading far
more quickly (and publically) than in the past, it is important for traders to
know their obligations and to respond swiftly to the SEC’s claims. A quick
response is also important for firms employing someone allegedly related to
purported insider trading since the reputational damage associated with any
SEC enforcement action can be considerable. Indeed, a number of hedge
funds have folded in recent years after their employees were implicated in
insider trading.

The second important feature of the Heinz case is that the SEC quickly
sought, and received, an emergency asset freeze order. The Commission’s
recently departed director of enforcement, Robert Khuzami, described the
SEC as less aggressive in moving early to freeze defendants’ assets. Heinz
suggests a more aggressive approach may become the norm. In addition to
the Heinz case, the SEC has obtained early asset freezes in at least five
other insider trading cases in the past year. A broad asset freeze can
substantially impair a defendant’s ability to retain counsel and contest the
merits of the SEC’s complaint. Consequently, a defendant should quickly
and vigorously oppose any motion to freeze assets.

While the Heinz case has unique features, in other ways it is consistent
with the SEC’s aggressive stance in prosecuting insider trading. In the last
four years, the Commission brought over 200 insider trading cases against
over 400 individuals in lawsuits involving illicit profits or avoided losses of
more than $600 million. The U.S. Attorney’s Office in Manhattan has, since
fall 2009, charged more than 73 defendants with insider trading. It is also
important to note that, while the vast majority of insider trading cases result
in a settlement, the Department of Justice has won all the cases that have
gone to trial since fall 2009. Prominent among these cases were the recent
convictions of Raj Rajaratnam, former head of Galleon Group hedge fund,
and Rajat Gupta, former worldwide head of McKinsey & Co. Rajaratnam
was sentenced to 11 years in prison and a total of $152 million in fines,
penalties and forfeitures, while Gupta was sentenced to two years in prison
and a $5 million fine. These cases are also important because the
convictions were secured, in part, as a result of evidence from FBI wiretaps,
a technique that until recently was not commonly used by law enforcement
against white collar crime. Both cases are on appeal. The SEC has also
pursued firms for insider trading. Hedge fund SAC Capital Advisors recently
agreed to pay over $600 million to settle insider trading related claims
brought by that agency.

Perhaps as a consequence of the DOJ’s focus on insider trading in recent
years and the resulting increase in media coverage of insider trading cases,
the federal Sentencing Guidelines were amended in 2012 to increase the
recommended term of imprisonment for insider trading.  A new base level of
15-21 months imprisonment (subject to adjustments) applies where the
offense involves a “scheme to engage in insider trading that involves
considered, calculated, systematic, or repeated efforts to obtain and trade
on inside information.” (2012 Sentencing Guidelines Manual §2B1.4.) This

new base level is considerably higher than the base level of 0-6 months
(subject to adjustments) that previously applied to such schemes. The 2012
amendment may lead to substantially increased sentences for participants in
qualifying schemes, particularly for those participants who did not reap
substantial gains and would thus not be subject to the substantial increases

in recommended sentences that large
gains can cause. Where an insider
trading scheme does not meet these
new criteria, such as where trading was
merely fortuitous or opportunistic, the 0-
6 months base level still applies. The
Sentencing Guidelines were also
amended to impose a higher base level

on many professionals such as traders, brokers and lawyers.
Ever more aggressive and sophisticated enforcement of insider trading,

coupled with bigger sanctions for violations, means that firms and
professionals in industries that might expose themselves to inside
information are at greater risk. Training and preparation are the best way to
mitigate the risk. Key personnel should know how to spot insider trading and
how to respond (and how not to respond) if it occurs or if inquiries are
received from the SEC or DOJ. Firms should have programs to prevent
insider trading and should update them regularly. Training, preparation and
robust internal controls may help prevent or at least detect a rogue
employee’s insider trading. As recent examples make manifest, the
alternative can be the demise of an entire firm.
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n February 27, 2013, the United States Supreme Court issued its
opinion in Amgen, Inc. v. Connecticut Retirement Plans & Trust
Funds, 568 U.S. ___ (2013), in which it held that plaintiffs in a
typical securities fraud class action based on the “fraud-on-the-
market” theory are not required to prove the materiality of alleged
misrepresentations or
omissions in order to
obtain class certification

under Federal Rule of Civil Procedure
23 (Rule 23). The Supreme Court’s
holding in Amgen resolved a growing
Circuit split on the issue of whether
plaintiffs must prove, or only plausibly
allege, materiality in order to obtain
class certification in actions arising
under Section 10(b) of the Securities
Exchange Act of 1934 and Securities and Exchange Commission Rule 10b-5.

In Amgen, the plaintiffs alleged that Amgen made certain misrepresentations
and omissions about the safety, efficacy and marketing of two of its drugs,
resulting in the artificial inflation of Amgen’s stock price. Plaintiffs alleged that
they experienced losses once the truth was revealed and the stock price
declined. In asserting their claims and seeking class certification, the plaintiffs
relied on the fraud-on-the-market presumption of reliance. Under this
presumption, which was first approved by the Supreme Court in Basic v.
Levinson, the reliance of individual plaintiffs on the integrity of the market price
may be presumed – i.e., plaintiffs do not need to prove the reliance of each
individual class member. Underlying the presumption is the premise that publicly
traded securities trade in an efficient market in which all publicly available
information is incorporated into the market price. Because only material
information can affect market price, the fraud-on-the-market presumption cannot
apply absent a material misrepresentation or omission.

The district court granted class certification, holding that plaintiffs relying on
the fraud-on-the-market presumption need not prove materiality at the class
certification stage in order to satisfy Rule 23(b)(3)’s requirement that “questions
of law or fact common to class members predominate over any questions
affecting only individual members.” The district court also rejected Amgen’s
argument that defendants should be permitted, at the class certification stage, to
present information rebutting materiality. The Ninth Circuit affirmed, holding that
in seeking class certification for claims that rely on the fraud-on-the-market
presumption, plaintiffs “must plausibly allege – but need not prove at this
juncture – that the claimed misrepresentations were material.”

In affirming the Ninth Circuit’s decision, the Supreme Court held that Rule
23(b)(3) requires only proof that common questions predominate; it does not
require plaintiffs to prove that each element of their claim, including materiality,
is susceptible to classwide proof. Specifically, the Court held that while plaintiffs
“certainly must prove materiality to prevail on the merits,” failure to prove
materiality “would not result in individual questions predominating. Instead...[it]
would end the case, given that materiality is an essential element of the class
members’ securities fraud claim.”

The Court also rejected Amgen’s policy-based argument that allowing class
certification without first determining materiality may pressure defendants “to
settle rather than incur the costs of defending a class action....” Pointing to the
enactment of the Private Securities Litigation Reform Act of 1995 (PSLRA),
which imposed heightened pleading standards for certain securities fraud
claims, and the Securities Litigation Uniform Standards Act of 1998 (SLUSA),
which preempts certain state law securities actions, the Court noted that
Congress already has taken steps to “curb abusive securities-fraud lawsuits.”
Finally, contrary to Amgen’s argument that requiring proof of materiality at the
class certification stage would conserve judicial resources, the Court opined that
Amgen’s approach would require a “mini-trial” on the issue at the certification
stage.

Notably, although the continued validity of the fraud-on-the-market
presumption was not challenged in Amgen, the concurring opinion of Justice

Stay on the Inside Line: Recent Developments in Securities Litigation
Securities fraud plaintiffs do not need to prove materiality to obtain class certification

by Tim Mast, Larry Cerutti, Thomas Bosch, Partners and Natalie Diamond Sacha, Associate, Troutman Sanders LLP

Alito and the dissenting opinions of Justices Thomas, Kennedy and Scalia
indicate that the Court may be receptive to such a challenge in the future.
Indeed, Justice Alito issued a one paragraph concurring opinion solely for the
purpose of noting that the fraud-on-the-market presumption “may rest on a
faulty economic premise,” and suggesting that “reconsideration of the Basic

presumption may be appropriate.”
Likewise, Justice Thomas, who was
joined by Justices Kennedy and Scalia
in his dissent, concluded that the
“Basic decision itself is questionable.”
Justice Thomas noted that there is
disagreement regarding the efficient-
market premise underlying the
fraud-on-the-market presumption and
reiterated concerns first raised by
Justice White in his dissent in Basic

that “the Court is not well equipped to embrace novel constructions of a statute
based on contemporary microeconomic theory.”

Finally, Justice Scalia, in his dissent, offered perhaps the most strident
criticism of the fraud-on-the-market presumption in noting that the presumption
“is to be found nowhere in the United States Code or in the common law of
fraud or deception; it was invented by the Court in [Basic].” Moreover, Justice
Scalia criticized the majority’s holding that plaintiffs do not need to prove
materiality at the class certification stage, stating “[t]oday’s holding does not
merely accept what some consider the regrettable consequences of the four-
Justice opinion in Basic; it expands those consequences from the arguably
regrettable to the unquestionably disastrous.”

Although the majority decision in Amgen sometimes will make it easier for
plaintiffs relying on the fraud-on-the-market presumption to obtain class
certification, the concurring and dissenting opinions indicate that the Court may
be willing to reconsider the continued viability of the presumption itself. These
concurring and dissenting opinions lend support for renewed attacks by
defendants on the presumption and, ultimately, could lead to a significant blow
to plaintiffs in typical securities fraud class actions.
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uch has been written about the JOBS Act, including its “on-ramp”
provisions for emerging growth companies and its crowd-funding
provisions. This article focuses on the JOBS Act’s mandate to
eliminate the prohibitions on general solicitation and advertising
from offerings of securities to accredited investors.

One of the more exciting provisions of the JOBS Act for
businesses that raise capital privately (i.e., through unregistered
offerings of securities) is Section 201(a), which requires the

Securities and Exchange Commission (“SEC”) to remove the restrictions on
general solicitation and advertising in offerings in which securities are sold only to
“accredited investors.” The prohibition on general solicitation and advertising has
always severely limited the ability of private capital raisers to find new prospective
investors, and this limitation became even
more painful following the Internet’s
exponential growth as a medium of social
interaction and product and service
advertising. Upon implementation, the
benefits will be felt at the state as well as the
federal level because the Section 201(a)
mandate applies to Rule 506 of Regulation D,
making securities issued under this new
provision “covered securities” and thus
exempt from the application of state “blue
sky” laws (other than notice requirements). Almost as exciting as the substance of
the provision is the further mandate that Section 201(a) be implemented by SEC
rule making within 90 days after the JOBS Act signature into law on April 5, 2012.
Unfortunately, the SEC has not met the rule making schedule.

On August 29, 2012, the SEC proposed a new subsection (c) to Rule 506;
however, as of this writing new subsection (c) has not yet been adopted, and the
prohibition on general solicitation and advertising in Regulation D offerings remains
in place. Although commentators and practitioners are hopeful that it will be
coming soon, the SEC yet to provide guidance on when the final rule will be
adopted.

Elisse Walter and others at the SEC have suggested that certain additional
conditions may be imposed, such as filing Form D in advance of any sales as a
condition to the exemption, and expansion of the Form D itself to gather additional
information. However, none of these conditions are found in proposed Rule 506(c),
so for now it appears likely that whenever the final rule does come out, it will be
substantially similar to the following, contained in proposing Release No. 33-9354:

§ 230.506 Exemption for limited offers and sales without regard to dollar
amount of offering.

(c) Conditions to be met in offerings using general solicitation or general 
advertising.

(1) General conditions. To qualify for exemption under this section, sales 
must satisfy all the terms and conditions of §§ 230.501 and 230.502(a) and (d).

(2) Specific conditions.
(i) Nature of purchasers. All purchasers of securities sold in any offering 
under this § 230.506(c) are accredited investors.
(ii) Verification of accredited investor status. The issuer shall take 
reasonable steps to verify that purchasers of securities sold in any offering 
under this § 230.506(c) are accredited investors.

Because the definition of “accredited investor” in Rule 501(a) of Regulation D
already includes a caveat that the issuer of securities must have a reasonable
belief that the purchaser fits within one of the accredited investor categories, the
effect of proposed Rule 506(c)(2)(ii) is that, in an offering where general solicitation
and/or advertising is used, the issuer must take “reasonable steps” to form a
“reasonable belief” as to each investor’s accreditation. In proposing Release No.
33-9354, the SEC staff specifically declined to provide any safe harbors for what
constitutes “reasonable steps,” stating instead that, in their view, “Whether the
steps taken are ‘reasonable’ would be an objective determination, based on the

Reinvigorating Accredited Investor Only Offerings – Proposed New Rule 506(c)
Permits General Solicitation and Advertising

by Gregg Amber, Partner, Rutan & Tucker LLP

particular facts and circumstances of each transaction.” Thus, it is not clear at this
point exactly what “reasonable steps” might be, nor is it clear what the SEC
intended to add by providing for “reasonable steps” in addition to a “reasonable
belief.”

The staff did, however, suggest several factors that should be considered by
issuers, including:

� Nature of the purchaser/type of accredited investor;
� Information the issuer already has about the purchaser; and
� Nature and terms of offering (including minimum investment).
As an example, an issuer might not need to perform any additional investigation

if it were issuing securities to CALPERS or a similar organization/entity for which
there is publicly available information about its level of assets, or to a named

executive officer of a public company for
whom several years of income information
were likewise available. Another example
where limited investigation might be
acceptable would be in the case of an offering
with a very high minimum investment, where it
would be highly unlikely that any non-
accredited investor could afford to invest.

Although no bright lines have been drawn
as to what will constitute “reasonable steps,” it
seems clear from the SEC’s proposing release

that mere reliance on a representation, written or otherwise, of a prospective
investor as to his, her or its accredited investor status will be insufficient. While
completion of a detailed financial questionnaire will probably be helpful, reliance
on a prospective investor’s questionnaire answers, with no back-up data, will also
likely not be sufficient. As a consequence, issuers using general solicitation and/or
advertising and relying on Rule 506(c) should request that, unless the prospective
investor falls into a category of person or entity similar to those described in the
previous paragraph, the prospective investor provide additional information that
the issuer can use to verify the questionnaire answers and/or subscription
agreement representations. For example, issuers may request audited, reviewed
or compiled financial statements from an outside accounting firm, tax returns, bank
or brokerage statements, real property appraisals, confirmatory letters from estate
planning attorneys or financial advisors, or other information from independent
sources that confirms the answers provided by the prospective investor.

Issuers considering Rule 506(c) should note that nothing in proposed Rule
506(c) changes the general anti-fraud prohibitions of the securities laws. Offerings
in which general solicitation or advertising is used will be to accredited investors
only, so there is no specifically mandated disclosure as would be the case if there
were sales to non-accredited investors; however, the anti-fraud disclosure
requirement must be observed, i.e., all information about the issuer and its
business that would be material to a reasonable investor’s investment decision
must be provided, and no material information may be omitted.
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About Snell & Wilmer

Snell & Wilmer is a full-service business law firm with more than 400
attorneys practicing in nine locations throughout the western United States and
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Tucson, Arizona; Denver, Colorado; Las Vegas and Reno, Nevada; Salt Lake

ompanies and their executives who utilize “Rule 10b5-1 Plans” to
reduce the risks from insider trading claims when trading in
company securities should evaluate plan use given recent
increased scrutiny by the media and securities regulators. Since the
adoption by the Securities and Exchange Commission (SEC) of
Rule 10b5-1 (the Rule) in 2000, executives and directors at public
companies have widely used plans to take advantage of the
affirmative defense to insider trading suits created by the Rule.

Plans can be particularly helpful as class action securities plaintiffs suing
companies and insiders, in order to establish a key element of their case, often
point to executive trading occurring in close proximity with the timing of
company disclosures at issue in the case.

The Wall Street Journal recently conducted an investigation examining such
plans and published a series of articles within the past several months calling
into question certain plan practices by some participants. The investigation
found that of roughly 20,000 executives or trades sampled, around 1,500 of
them recorded gains (or avoided losses) of 10 percent in the week following the
trade, compared to only 800 who posted a loss of 10 percent. Executives who
traded irregularly recorded average gains (or avoided losses) of over 20 percent
in the week following their trade, a result that executives who traded on a more
regular pattern were much less likely to achieve.

The FBI and SEC in turn opened investigations concerning seven executives
whose trades the Wall Street Journal highlighted as suspicious, while the U.S.
District Attorney’s office for the Southern District of New York subpoenaed five of
those seven executives. The Wall Street Journal also reported that the SEC will
be conducting broad computerized surveys akin to the Journal’s investigation.
The Council of Institutional Investors has publicly requested new Rule
guidelines or revisions for 10b5-1 Plans, while various shareholders have
proposed to companies the adoption of what they consider to be best practices
concerning plan use.

Under the current Rule, plans must be in writing and specify, or set forth a
formula for determining, the number of securities to be traded, the trade price
and the trade date. Typically, this is implemented as a contract with a securities
broker. Alternatively, the plan can grant a broker sole discretion over how, when,
and whether to trade, but this is used less frequently. The plan can only be
adopted when the executive is not aware of material nonpublic information, and
the executive is acting in good faith and not as part of a plan or scheme to
evade the prohibitions of the Rule. The executive cannot deviate from the plan
and cannot engage in offsetting hedging transactions in connection with sales or
purchases made under the plan.

In general, plans work well for executives who have a long-term stock
strategy, such as diversification, or for planning for a known event, such as
college funding. They are not suitable for every executive, particularly those who
prefer to have flexibility and control over their trading or who want to make a
one-time trade.

Some of the current issues being discussed regarding plans, either as Rule
changes or as “best practices” implementation, include:

� Establishing a sufficient waiting period prior to trading under a
plan. The Rule does not currently mandate a waiting period between plan
adoption and implementing trades. A sufficient waiting period is important to

“Plan B” for Rule 10b5-1 Plans?
by James J. Scheinkman and Lulu Chiu, Snell & Wilmer LLP

establish good faith.
� Further limiting the executive’s ability to make amendments to or

cancel a plan. Although the current Rule bars an executive from amending a
plan while possessing material nonpublic information, the Rule does not
expressly prohibit the executive from cancelling a plan at any time, including
while he or she possesses material nonpublic information. Frequent
amendments or cancellations, however, place doubt on whether an executive
implemented a plan in good faith.

� Limiting the adoption of multiple or overlapping plans. Although an
executive’s use of multiple plans may be justified under certain circumstances,
having more than one plan may raise questions as to motivation.

� Company involvement and tracking of plans. The Rule does not require
executives to provide the plan to the company. However, having the plans
furnished to the company can further demonstrate good faith, and the
company’s ready access to the plans is very useful when in the midst of
addressing the securities law implications of a significant company development
or crisis.

� Public Disclosure of Plans. Company disclosure of plans in a Form 8-K or
other filings also may be helpful to support a good faith determination. It also
may be beneficial from an investor relations standpoint to avoid stock analyst
and investor alarm over insider sales when the inevitable subsequent Form 4
filings occur.

While identification and evaluation of “best practices” is very appropriate,
companies should be wary of “one size fits all” approaches. Rule 10b5-1 Plans
should be viewed in the context of, and as a part of, a company’s overall insider
trading policies. Moreover, companies should keep in mind that executives may
be reticent to use plans if the requirements imposed for use are overly
burdensome and restrictive. Careful thought should be given to establish those
policies which best advance for a particular company and its executives the
goals and purposes of having these plans.
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expectations. Visit www.swlaw.com for more information.
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