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When Is Insider

Trading Subject

To Criminal
Prosecution?

‘Pillow talk’ and other ‘bad stories’
are often the deciding factor.

BY DOUGLAS RAPPAPORT,
JOSHUA SOHN
AND NEHA DEWAN

IN RECENT YEARS, criminal prosecutions
for unlawful insider trading have increased.
Both the legal and financial press have closely
tracked this increase, routinely providing front-
page coverage detailing the nefarious schemes of
alleged insider-trading defendants. These reports
also detail the risk of criminal prosecution faced
by virtually anyone who trades in violation of the
federal securities laws. These stories and cases,
however, often fail to address the factors that
determine whether a particular scheme will be

prosecuted criminally as well as civilly.

Until relatively recently, enforcement of insid-
er trading was the exclusive domain of the Secu-
rities and Exchange Commission (SEC) except
in the most extreme cases. Although the securi-
ties laws also provide the Department of Justice
(DQYJ) with criminal enforcement authority for
unlawful insider trading, up until recently, the
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DOJ exercised this juris-
diction sparingly. When
it did so, the prosecu-
tions were typically of
high-profile defendants
such as Ivan Boesky and
Michael Milken in the
late 1980s.

In recent years, how-
ever, prosecutions of
criminal insider trading
defendants have run the
gamut from low-level
employees with four-
figure illicit gains to
corporate CEOs engaged
in multi-million-dollar
schemes.! Simultaneous-
ly, other alleged insider traders have faced only
civil enforcement actions by the SEC, despite
earning far greater illicit profits than many of
those subjected to criminal charges.

Because both civil and criminal-insider-trad-
ing cases rely on the same regulatory framework,
one cannot merely look to the statutes to explain
these seemingly inconsistent results. Instead, the
common element that appears to run through
these criminal prosecutions is the “bad story”/
negative facts that suggest a high level of cul-
pability and/or an elevated need for deterrence.
This attribute, more than any other, appears to

tip the balance from a solely civil enforcement

action by the SEC to a parallel criminal prosecu-
tion involving the DOJ. As a practical matter,
this specter of criminal prosecution requires
attorneys and compliance officers who practice
in this area to treat every insider-trading case as
a potential criminal matter from inception and
to tailor their defense strategy accordingly.

The Law of Insider Trading

Both the SEC’s and DOJ’s primary weapon
against insider trading is the same: §10(b) of the
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Securities and Exchange Act of 1934 (“§10(b)”)
and Rule 10b-5 promulgated thereunder.? Under
these provisions, insider trading takes place
when someone trades a security on the basis of
material, nonpublic information, with scienter,
in violation of a duty. The two most common
theories of insider trading are: (1) classic insider
trading by corporate employees, officers, and
directors; and (2) insider trading by non-issuer
defendants under the misappropriation theory.

Under the classic theory of insider trading,
the government must prove that: (1) a corporate
insider obtained material nonpublic informa-
tion due to his or her position in the company;
and (2) the insider, or his tippee, traded in the
corporation’s securities based upon that informa-
tion.> Under the misappropriation theory, the
trader must have: (1) obtained information that
was material and nonpublic; (2) used this infor-
mation to trade securities; and (3) violated a
duty owed to the source of the information by
trading on it.*

The basic elements of proof for insider trading
are the same for civil and criminal enforcement
actions. Criminal enforcement differs from civil
only in the areas of intent and burden of proof.’
To impose criminal sanctions, the government
must prove that the defendant “willfully” per-
formed each element of the offense, whereas
civil liability may attach if the defendant acted
“recklessly.”® Insider trading can be a difficult
crime to prove because the evidence tends to
be largely circumstantial, which may partially
help explain the historical trend toward civil
enforcement by the SEC.?

The ‘Bad Story’

Given the virtually identical statutory
framework, what determines if a case is pursued
solely through civil enforcement or through
criminal prosecution as well? Quite often the
determination comes down to the defendant’s
“story”—the facts and circumstances surround-
ing the alleged unlawful trading. The more
egregious the story—the more aggravating
facts associated with the alleged conduct—the
greater the possibility of criminal charges.

Such aggravating factors may include: (1) the
number of alleged conspirators involved in the
scheme; (2) the scope of the violation; (3) the
amount of profits; (4) the strength of proof (e.g.,
incriminating e-mails); and, (5) the perceived
deterrent value of criminal prosecution (e.g., does
the case involve a securities-industry profession-

al). This last factor, perceived deterrent effect,
may help explain why cases that have particularly
exotic or salacious facts or involve well-known
Wall Street banks appear most likely to draw the
attention of criminal prosecutors.

In a handful of recent cases, prosecutors have
indicted participants in far-flung insider-trading
schemes involving multiple firms and trades,
even though the central defendants garnered
only modest profits. For example, Randi and
Christopher Collotta were prosecuted despite
garnering only $9,000 from a larger insider trad-
ing conspiracy.® The government alleged that
Ms. Collotta, a former Morgan Stanley attorney,
utilized her position to gain nonpublic informa-
tion that she passed to her husband.’

The couple tipped a broker who traded on the
information and tipped others.!® Although the
broker paid the Collottas only $9,000 from his
profits, the larger conspiracy netted illicit profits
of $8 million and included 13 co-conspirators.!!
The Collottas each pleaded guilty to one count

What determines if a case is pursued
solely through civil enforcement or
through criminal prosecution as well?
Quite often the determination comes
down to the defendant’s ‘story’—the

Jacts and circumstances surrounding

the alleged unlawful trading. The more
egregious the story, the greater the
possibility of criminal charges.

of conspiracy and one count of securities fraud.'?
The Collottas were sentenced to serve six months
home confinement followed by probation, and
agreed to forfeit the $9,000.13

Like the Collottas, another husband and wife
team was also recently prosecuted for insider trad-
ing. Jennifer Wang, a former Morgan Stanley vice
president, and her husband, Ruben Chen, were
criminally charged with making illegal profits
based upon tips given from Ms. Wang to Mr.
Chen regarding imminent corporate acquisitions.
Mr. Chen subsequently traded on the information
in accounts created in the name of Ms. Wang’s
mother, who lives in Beijing, China.'* The defen-
dants profited from these trades in the amount
of $600,000."

Ms. Wang and Mr. Chen each pleaded guilty to
one count of conspiracy and three counts of insider
trading.'® Both husband and wife were sentenced

to 18 months in prison.!” The prosecution of Ms.
Wang and Mr. Chen and the Collottas illustrate a
subgenre of insider trading cases commonly referred
to as “pillow-talk” cases, in which prosecutors
and regulators have pursued husbands and wives,
boyfriends and girlfriends, and others involved in
intimate relationships.'® Indeed, in 2007, the SEC
commenced at least seven different cases involving
married couples, and a number of others involv-
ing unmarried couples in intimate relationships.

The insider trading conspiracy perpetrated
by David Pacjin, Eugene Plotkin, and a host of
others provides another, somewhat more exotic,
chapter in the pillow-talk cases. Mr. Plotkin and
Mr. Pacjin, two former Goldman Sachs traders,
received tips on impending mergers from Stan-
islav Shpigelman, an analyst at Merrill Lynch
whom the two had recruited to assist them.!”
Mssrs. Plotkin and Pacjin also planted two
employees inside one of the printing plants used
by Business Week in order to obtain advance
copies of its “Inside Wall Street” column.?

Using the information gleaned from Mr.

Shpigelman and their Business Week sources,
Mssrs. Pacjin and Plotkin executed their trades
using accounts in the names of various indi-
viduals, including Mr. Pacjin’s exotic-dancer
girlfriend and his Croatian-seamstress aunt.?!
In all, more than 15 individuals were involved
in the scheme, which yielded over $6.7 million
in illicit trading profits. The case led to guilty
pleas from six people, including Mr. Plotkin, who
was sentenced to more than 4; years in prison,
Mr. Shpigelman, who was sentenced to three
years, and Mr. Pacjin, who cooperated with the
government and served nearly two years.

Like Ms. Wang, Mr. Plotkin, Mr. Pacjin, and
others, the defendant in United States v. Naseem
worked at a well-known investment bank and
apparently believed, incorrectly, that using tippers
located abroad would somehow prevent enforce-
ment officials from uncovering the scheme. Hafiz
Naseem, a banker in Credit Suisse’s Energy
Group, passed confidential, material nonpub-
lic information regarding possible transactions
involving nine publicly traded companies to Ajaz
Rahim, the former head of investment banking
at Faysal Bank in Karachi, Pakistan.?? Mr. Rahim
then traded on the tips in an overseas account
in Bahrain.?®

Through this scheme, Mr. Naseem and Mr.
Rahim netted approximately $7.8 million in illicit
gains, including over $5 million from trading
related to the private equity buyout of TXU, a
Texas energy company.?4 Prosecutors charged Mr.
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Naseem with 29 counts of insider trading, and
he was ultimately found guilty on all of them.?’
In February 2008, Mr. Naseem was sentenced
to 10 years in prison and ordered to forfeit $7.5
million in illicit gains.?

Last, United States v. Guttenberg involved a
conspiracy that included 13 people, including
employees of Bank of America, Morgan Stan-
ley, and Bear Stearns. Mitchel Guttenberg was
a member of UBS’s Investment Review Com-
mittee which reviewed securities upgrades or
downgrades prior to their release.?’” He sold
material nonpublic information pertaining to
upcoming upgrades and downgrades to David
Tavdy, a trader at Assent LLC, and others.?8

In exchange for this information, Mr. Gutten-
berg received hundreds of thousands of dollars.?’
Mr. Tavdy and the other individuals used the
information to make hundreds of trades, pur-
portedly yielding illicit gains in excess of $17.5
million.’® Mr. Guttenberg pleaded guilty to two
counts of conspiracy to commit securities fraud
and four counts of securities fraud.>! Mr. Tavdy
pleaded guilty to one count of conspiracy to
commit securities fraud and two counts of secu-
rities fraud.’> Mr. Guttenberg has not yet been
sentenced. Ultimately, 12 of the 13 Guttenberg
defendants pleaded guilty.”> Authorities called
this conspiracy one of the most pervasive insider-
trading schemes since the 1980s.%*

Lessons for Practitioners

These examples make clear that in today’s
enforcement environment, virtually every civil
insider-trading investigation carries with it the
risk of a criminal investigation and prosecution.
Defendants have challenged parallel civil and
criminal investigations on the ground that they
force potential defendants to make the Hobson’s
Choice between asserting their Fifth Amendment
rights to protect themselves in the criminal case or
waiving their rights in order to bolster their posi-
tion in the civil case. These challenges, however,
have rarely been successful.’> Absent egregious
misconduct by the relevant government agen-
cies, courts see little constitutional impropriety
in this approach.*

The possibility of “parallel proceedings” should
inform counsel’s approach to insider trading cases
from the moment of retention. When deciding
how to defend the case, counsel must consider the
prospect of potential criminal prosecution when
making threshold decisions such as whether a

client should testify before the SEC or invoke his

Fifth Amendment right against self-incrimination.
The attorney should also consider the shadow cast
by the “bad story” in developing his client’s defense
and presenting his case to enforcement personnel
and investigators. Calling attention to sympathet-
ic facts and presenting a persuasive narrative can
make the difference between civil enforcement
proceedings and the threat of prison time and
other severe criminal sanctions. These consider-
ations will become even more important as pros-
ecutors and courts become even more aggressive
in their pursuit and punishment of insider trading.
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