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Loose Lips Still Sink Ships: Inadvertent Tipping Risks Under
the New Administration

Although the markets happily march to new heights under the current
administration’s promises of fewer regulations and the prospect of imminent tax
reform, no one should approach this year’s holiday season with a relaxed attitude
toward protecting material nonpublic information. To the contrary, for corporate
directors, officers, employees, and service providers, it’s time for renewed
resolve to talk about something other than work secrets over the holidays. We
expect that the SEC and federal prosecutors will continue pursuing cases against
traders who misappropriate material non-public information from unwitting
family members, friends, or employers.

Combatting insider trading has long been an important enforcement priority, and
President Trump recently tweeted the current administration’s mantra: “I will cut
Regs but make penalties severe when caught cheating!”’* Securities and Exchange
Commission Chairman Jay Clayton also told Congress in September that insider
trading remains a top enforcement priority.> And the United States Supreme
Court’s U.S. v. Salman decision this time last year reaffirmed that insiders who
provide a tip merely as “a gift of confidential information to a trading relative or
friend” may be liable.® This year, the Court of Appeals for the Second Circuit
held that — even if the tipper and tippee are not relatives or close friends — this
“personal benefit test” for tipper liability is met if the person communicating the
material nonpublic information expected the tippee to trade on it.* That opinion
effectively ended a period of uncertainty created in 2014 by the Second Circuit’s
U.S. v. Newman decision. It is now clear that tipping cases are alive and well.

In keeping with prior annual installments, which have become their own sort of
holiday tradition,® this Client Alert provides highlights of inadvertent-tipping
cases from the past twelve months. We focus on risks for “inadvertent tippers”
because people who read our missives typically do not set out to violate the law.
These fresh examples demonstrate how carelessness can turn into career-
threatening encounters with the SEC or the Department of Justice. In a happy
turn of events, this year also gave us a positive example of one senior executive
who held fast to best practices and ultimately helped his close friend—and
perhaps himself—avoid sanctions.
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Spouses Stealing Company Secrets

The most painful cases seem to involve spouses who trade based on information learned, or discovered, at home. This
year, the SEC brought several cases against husbands who allegedly used confidential information obtained from their
wives to trade ahead of market-moving company announcements.

In one case, a husband allegedly traded ahead of a pending merger.” In another case, a husband allegedly
misappropriated non-public information about the FDA-approval status of a particular drug.®

A third example involved the husband of a corporate law firm associate, who was arrested on July 12 and charged by
federal prosecutors and the SEC with using information obtained from his wife to trade ahead of two merger
announcements. The defendant’s wife worked on teams at her law firm that facilitated the separate acquisitions of
Mattress Firm Holding Corp. and of Stillwater Mining Company. On October 30, the husband pled guilty to one count
of securities fraud and agreed to forfeit $119,428.50, representing proceeds from his trades. He is scheduled to be
sentenced in March 2018.°

The criminal complaint in the third example cited documents from certain telephone service providers and records from
the wife’s law firm detailing the time she worked on the two matters. The government also obtained information from
an internet service provider that apparently included the defendant’s internet browser and search histories. Based on that
collection of information, prosecutors were able to match up the timing of merger negotiations, the couple’s
communications, the husband’s online activity, and his trading. Of particular interest, the government alleged that the
husband searched for the phrase “insider trading with international account” the day before he purchased some of the
options at issue. The government alleged that the husband then viewed online articles titled “U.S. Insider Trading
Enforcement Goes Global” and “Want to Commit Insider Trading? Here’s How Not to Do 1t.”*°

Throughout the proceedings, the defendant and his wife insisted the wife did nothing wrong. To date, she has not been
named in the government’s charging documents, although media reports suggest she no longer works at the law firm.**

Failure to Be Forthright with FINRA

In addition to cases involving family members, the SEC has continued filing charges against friends and business
contacts who misappropriated material non-public information. For example, the SEC brought related cases this year
against two accountants in circumstances underscoring that the failure to be honest with regulators from the outset will
leave the government less willing to give even inadvertent tippers a complete pass.

One of the two respondents worked for an accounting firm that provided tax accounting services to Sun Healthcare
Group Inc. Between April and June 2012, the accountant doing work for Sun Healthcare disclosed material non-public
information to the other respondent, who was also a personal friend, regarding the pending acquisition of Genesis
Healthcare Inc. The accountant disclosed the information to her friend while consulting him regarding tax issues
relating to the pending merger. The deal was announced publicly on June 20, 2012.*

The SEC’s charging documents alleged that the accountant working with Sun Healthcare expected her friend to keep the
information in confidence and that the friend knew the information should not be used for trading purposes. The friend
nevertheless purchased shares of Sun Healthcare stock and tipped a third person. After the merger was announced, the
friend and his tippee sold Sun Healthcare stock and realized gains of a combined $39,082. The SEC’s settled
administrative proceeding against the friend required him to disgorge the $39,082, plus interest, and to pay a matching
civil penalty of $39,082. The friend was also barred from appearing or practicing before the SEC as an accountant.*®
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Separately, the SEC also brought an administrative case against the accountant who divulged the information, not for
acting as a tipper but rather for improper professional conduct under the SEC’s Rules of Practice. This charging
decision followed from the accountant’s failure to disclose information in a FINRA inquiry about trading after the
merger. As is common following any publicly announced merger, FINRA contacted the accountant—presumably an
insider for purposes of the transaction—to ask if she recognized any names among a list of those who traded company
securities in advance of the announcement. The friend’s name appeared on FINRA’s list. According to the SEC, the
friend confessed to the accountant that he had traded based on information from their confidential conversations and
that he had tipped another person. According to the SEC, the accountant nevertheless told FINRA she had no
information about any of the traders on FINRA’s list.**

It is not clear from the charging documents whether the accountant intentionally sought to evade insider trading
accusations by not flagging her friend’s trades for FINRA. Based on how long these types of trade-inquiry lists can be,
it is possible the accountant even overlooked her friend’s name. But once she knew about the friend’s trades, the
accountant no doubt should have taken a closer look at the list and considered hiring counsel and/or affirmatively
cooperating with regulators. Based on the fact that the SEC noted her cooperation in the charging documents, it appears
the accountant did at some point take these steps, although she may have avoided being charged altogether had she
flagged her friend’s name in response to FINRA’s inquiry. Ultimately, she was also barred from appearing or practicing
before the SEC, with the right to reapply after one year. The SEC reasoned that misleading FINRA was “improper
professional conduct” for an accountant and a violation of the SEC’s Rules of Practice.™

The Tempted Therapist

Over the years, the SEC has brought inadvertent-tipping cases even in the most confidential settings. We reported
several years ago about a tip that was misappropriated by a fellow Alcoholics Anonymous member.*® Just last week, the
SEC charged a therapist for trading on information he learned from a client during therapy sessions.*’ According to the
SEC’s complaint in the case, which was settled upon filing, the therapist provided his patient with a “Therapist
Information and Disclosure Statement” when they began the counseling arrangement, providing assurance of the
therapist’s obligation to maintain the confidentiality of the information shared by the patient during counseling sessions.
In July 2015, the patient allegedly confirmed with the therapist again that everything discussed during their sessions
would remain confidential. The patient then disclosed that the patient’s employer, zulily, Inc., was in discussions to be
acquired by Liberty Interactive. Over the next several weeks, the therapist purchased more than $28,000 of Zulily
shares, each purchase coming after another counseling session with the patient. After the deal was announced on August
17, 2015, the therapist allegedly sold all of his Zulily shares, making a profit of $10,227.73.

Without admitting or denying the SEC’s allegations, the therapist agreed to disgorge his profits, plus interest, and pay a
matching $10,227.73 civil penalty. As awkward as it may seem in the moment, even therapists and other trusted
personal advisors need reminders that keeping information confidential includes not using the information to trade
ahead of big corporate news.

A Terrible End for the Tipsy Tipper

This year also brought an update on a case we first highlighted in 2014, involving a now-former law firm partner who
represented King Pharmaceuticals.'® The SEC’s complaint alleged that, during an August 2010 dinner at his home with
his financial advisor, the attorney “drank several glasses of wine and became intoxicated. He blurted out to [the
advisor], ‘It would be nice to be King for a day.”” The advisor then conducted trades for himself and others, realizing a
profit after Pfizer, Inc. announced it was acquiring King Pharmaceuticals.*®
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In an indictment unsealed in August 2016, the U.S. Attorney’s Office for the Eastern District of New York charged the
partner (and the advisor) with securities fraud and securities fraud conspiracy.?’ The criminal case ultimately went to
trial in March of this year. During closing arguments, the partner’s attorney argued that the comment made at dinner
was accidental and that the advisor had later deduced on his own that the merger was in the works. Federal prosecutors
argued, however, that the partner likely said more about the pending merger during the dinner conversation. So, after
nearly seven years of scrutiny, the case hinged in part on a jury’s speculation into how much the partner may have
divulged about the pending merger or whether the single statement noted above was deemed sufficient.?

At sentencing, the federal prosecutor argued that insider trading by lawyers was a “profound problem.” The government
sought a prison term of 51 to 64 months. The partner was instead given three years of probation, a $50,000 civil fine,
and was ordered to disgorge profits from the trades in his account. All this, based on what may have been a single
sentence uttered in a brief lapse of discretion. According to media reports, the partner’s own attorney wept during the
sentencing proceedings, stating that deterrence for lawyers is “absolutely served” when the charges are first filed. %

Best Practices Just Might Save You

Once in a while, the law illustrates how to do things correctly, even though the enforcement process leading to the
lesson was painful beyond words. After several years of investigation and administrative litigation, an SEC
administrative law judge this past April dismissed insider trading allegations against an Atlanta-based commercial real
estate developer. The SEC’s Division of Enforcement had argued that the chief operating officer of a company in
discussions to be acquired leaked information regarding the pending transaction to a friend, who in turn tipped the
developer. After a hearing on the merits, however, the administrative law judge found no evidence that either of the
alleged tips took place.”®

From the Division of Enforcement’s perspective, the circumstantial evidence and legal position seemed strong. The
trades at issue took place in advance of an announcement that NCR Corporation would purchase fellow point-of-sale
technology firm Radiant Systems, Inc. through a tender offer. (Insider trading involving a tender offer does not need to
involve a breach of duty, making it easier for the SEC to prove a violation.) The SEC alleged that Radiant’s COO
leaked details about the pending deal to a longtime friend, who then passed that news on to the developer. During the
two weeks before NCR and Radiant announced their transaction publicly, the COO, his friend, and the developer
communicated frequently by phone, text, and in person. Also during that time, the developer purchased approximately
$2.1 million of Radiant stock, selling all of it after the deal was announced, and realizing gains of approximately
$744,000. This circumstantial evidence formed the SEC’s case.

Rather than alleging the developer heard about the deal directly from the COO, the government instead argued that the
developer was aware of the relationship between Radiant’s COO and the close friend, and that he “knew or had reason
to know that the information [the developer received from the friend] had been acquired directly or indirectly from
Radiant, or an officer or employee thereof.”%

The SEC did not charge the COO or his close friend with tipping, but did charge the developer for trading, thereby
ensnaring all three in years of government investigation leading to the developer’s administrative trial. Ultimately, the
administrative law judge dismissed the SEC’s charges against the developer, finding that the frequent calls, texts, and
meetings the SEC cited were consistent with the three individuals’ typical communications patterns, and that the COO’s
business practices demonstrated his extensive efforts to maintain the confidentiality of material non-public information.
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“[The COO] knew that as an officer of Radiant, he could not pass insider information to others
and that dismissal for cause and imprisonment for a term of years could result from trading on
insider information. He also understood that he should avoid the appearance of improper trading
and even a Commission investigation could have serious repercussions. [The COQO] was further
aware during the merger negotiations that if he were to divulge insider information, he could lose
the millions of dollars he stood to gain from the merger with NCR. He also agreed that his
business reputation would be harmed if it were determined that he divulged confidential
information. [The COO] thus additionally acknowledged that in 2011, he was “careful not to get
even close to the line in violating this policy.””

The decision also tracks several best practices that led to the administrative law judge’s finding that the COO did not
actually leak news of the pending tender offer to the close friend.

“[The COO] took care to comply with Radiant’s insider trading policy. He testified that, as a general matter, if
he received a business call while with a friend, he would ‘step away’ from the friend. And if the call concerned
inside information, his practice was to ‘make sure that [he] was in a closed environment in front of nobody.””

The administrative law judge also found that the friend “radiated peace and calm [and] was unshakeable and credible in
his testimony” when he denied having, or passing, information about the tender offer. Combined with the SEC’s lack of
direct evidence of what was conveyed during the communications at issue, and with the COQ’s and friends’ credibility

during the hearing, the COQ’s typical practices with non-public information were enough to show that the SEC had not
met its burden.

Conclusion

With this year’s examples in mind, senior executives, lawyers, accountants, consultants, and others who encounter
material non-public information in their day-to-day work should take the following points to heart.

e Establishing best practices and sticking to them is critical. Even when government investigators refuse to
concede their theories, being able to point to consistently observed best practices with nonpublic information
may be your most valuable defense.

e Your spouse may not be as familiar as you are with the host of risks posed by trading on material non-public
information. Take this opportunity to sensitize them.

e If you ever slip up and divulge material nonpublic information, make sure to let your confidant know that it is
for their ears only and that they should neither trade on the information nor share it with others — even other
family members or close friends.

e Take particular care around those in your friend and family circles who you know are active traders. What some
see as just an interesting tidbit of corporate trivia could strike active traders as a tempting source of quick
profits.

e It is not wise to ignore a name you recognize on one of FINRA’s post-merger trading inquiry lists. If you see a
name you recognize, you should provide the information you have and, if necessary, seek counsel.
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e Executives should choose accountants, brokers, consultants, lawyers, and other advisors — including therapists
— who demonstrate that they are sensitive to the risks created by trading on confidential information.

e Do not be fooled by the media focus on large-dollar insider trading cases against money managers and
professional investors. Insider trading cases are filed every year against individuals whose profits (or losses
avoided) were minimal and who are not involved in sharing stock tips as part of their line of business.

e Remind others on your work teams involved with nonpublic information that it is everyone’s responsibility on
the team, regardless of seniority, to keep the information confidential.

e Consider updating your company’s insider trading policies to reflect recent case law. Many corporate policies
focus more on trading than they do on tipping. This year’s cases are useful in reminding executives, employees,
and directors once again of the dangers of talking shop outside of the office.

* k* *

Celebrating more than 130 years of service, King & Spalding is an international law firm that represents a broad array of clients, including half of the Fortune
Global 100, with 1,000 lawyers in 20 offices in the United States, Europe, the Middle East and Asia. The firm has handled matters in over 160 countries on six
continents and is consistently recognized for the results it obtains, uncompromising commitment to quality and dedication to understanding the business and culture
of its clients. More information is available at www.kslaw.com.

This alert provides a general summary of recent legal developments. It is not intended to be and should not be relied upon as legal advice. In some jurisdictions, this
may be considered “Attorney Advertising.”
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