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HeadNotes

A longstanding initiative of the NYSBA Business Law
Section came to fruition in December, when Governor
Cuomo signed the Nonprofit Revitalization Act of 2013
into law. The new law, which became effective July 1,
2014, is designed to “streamline the incorporation process
for non-profit organizations in New York, modernize the
oversight and corporate governance laws to prevent con-
flict of interest problems and fraud, enhance public trust
in the non-profit sector, provide guidance to non-profit
organizations’ boards of directors, and reduce burdens
on non-profit organizations.” In consultation with the
NYSBA'’s officers, the Section has now established a new
Not-For-Profit Corporations Committee as a forum for
attorneys who represent these organizations. The Com-
mittee’s first Chair, appropriately, is Frederick Attea of
Phillips Lytle in Buffalo, who has long spearheaded the
Section’s efforts to achieve this important reform. These
developments are discussed in more detail in the report
by outgoing Section Chair Jay Hack (see Committee Re-
ports on page 48).

The Section continues its efforts to reform New York’s
Limited Liability Company Law (LLCL). Section 206 of
the law requires a new LLC to publish a notice, within 120
days of its formation, in two general-circulation newspa-
pers (one daily, one weekly) in the county where the LLC
was formed. The notices must run once a week for six
weeks and include extensive information concerning the
LLC and its formation. If the LLC fails to publish the req-
uisite notices, under the law its authority to do business
in New York can be suspended. The cost of publication
varies around the state, but can be as much as $1,600 in
New York County. This archaic and burdensome require-
ment is obviously a barrier to small business formation in
the State, and has the adverse effect of driving new busi-
nesses to form in friendlier states, such as Delaware. But
the handful of newspapers that benefit from the require-
ment have successfully blocked reform to date.

In this regard, practitioners advising new businesses
in New York may want to consider the effect of Inn re Em-
pire Equities Capital Corp., a 2010 Southern District bank-
ruptcy case (not reported in the Bankruptcy Reporter, but
available through services such as Lexis and Westlaw).
The Empire case involved a foreign LLC, which is sub-
ject to publication requirements under Section 802 of the
LLCL that are substantially identical to those applicable
to New York LLCs under Section 206. The debtor filed in
bankruptcy after making a deposit in escrow under a real
estate option contract it had entered into with the LLC.
The contract provided that the escrow deposit belonged
to the seller, the foreign LLC, if the buyer, the debtor in
bankruptcy, failed to perform. However, it turned out that
the foreign LLC did not fulfill the publication requirement
within 120 days of qualifying to do business in New York,

as required by the statute. Ac-
cordingly, the debtor argued
that the LLC was barred
from recovering for breach of
the option contract and was
not entitled to the security
deposit because, not hav-

ing published the required
notices, it lacked authority to
enter into the contract in the
first place.

The court rejected the
debtor’s argument, essen-
tially on two grounds. First, while mandating publica-
tion of the required notices, Section 802 of the LLCL
also expressly provides that the failure to comply with
the publication requirement “shall not limit or impair
the validity of any contract or act of [the foreign LLC],
or any right or remedy of any other party under or by
virtue of any contract, act or omission of such...limited
liability company.” Thus, the court held that the plain
language of the statute makes clear that the contract may
be enforced, notwithstanding the failure of the LLC to
publish the notices. Note that while the LLC in this case
was foreign, the language of Section 802 is substantially
identical to Section 206 which applies to domestic LLCs.
Second, although the law provides for suspension of the
foreign LLC’s authority to do business, it also expressly
provides that the suspension is terminated when the LLC
files documentation of its substantial compliance with the
publication requirement—in effect, the failure to publish
can be cured after the fact, retroactive to the date the
LLC started doing business. Since the LLC published the
required notices after commencing the litigation, the court
concluded that it was “no harm, no foul.” Again, while
this case involved a foreign LLC, the statute is identical
in all material respects for domestic LLCs, and those New
York state courts that have considered similar arguments
in cases involving New York LLCs have reached the same
conclusion. So while failure to publish the required notice
puts your client LLC in breach of the law, it appears that
all is not lost; at the least, the failure can be remedied after
the fact with no substantive harm resulting.

The ability of criminals to use increasingly sophis-
ticated tools to hack into computer systems and steal
valuable personal data, including credit and debit card
numbers of unsuspecting customers, has come to the
fore as an issue of prime importance for all businesses
and their attorneys. In recent months the large discount
retailer, Target, has itself been the target of a major attack,
compromising the financial security of some 30 million
customers. Other well-publicized attacks have been made
on the Neiman Marcus department store and the Las
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Vegas Sands casino. At the New York State level Governor
Cuomo has made cybersecurity a top priority, while the
bank regulatory authorities have placed it at the top of
their agenda for forthcoming examinations of institutions
under their jurisdiction. The issue is especially compelling
for banks; when the Electronic Funds Transfer Act was
enacted in the 1970s, the banks made a deliberate policy
choice, reflected in the language of the law, to shoul-

der the responsibility for any losses that were incurred

by consumers and businesses, regardless of fault. The
concern was that the public would not accept and use the
new technology otherwise.

All of which makes this issue’s lead article especially
timely and valuable for New York business lawyers and
their clients. In “Data Breach? The Best First Responder
Is a Law Firm,” Scott Aurnou clearly and cogently
explains the role of attorneys in a data breach situation.
Mr. Aurnou, an attorney and information security consul-
tant based in New York City, notes that while it may seem
natural for a business to call a security or forensics expert
first, the better first call is to the company’s outside law
firm. The reason is that, especially with the likelihood of
litigation looming in the background, promptly interpos-
ing the firm’s attorney will establish and maintain privi-
lege. Mr. Aurnou also outlines the role of security consul-
tants, and that of the company’s in-house counsel.

Even when there is no data breach, one’s personal
information may be readily available online. When this
information is voluntarily posted on social media such as
Facebook, it would seem that there should be no ongo-
ing privacy issues. (One thinks of the famous quote from
Scott McNealy of Sun Microsystems a decade or more
ago: “You have no privacy. Get over it!”) But the issue is
not that simple, far from it: increasingly users of social
media are having “poster’s remorse” as they come to
realize the far-reaching ramifications of online informa-
tion for their careers and personal lives. Are their online
postings there forever, or can the website in question be
compelled to remove it? In short, is there a “right to be
forgotten”?

A recent decision of the European Union’s highest
court found that there was such a right, at least under
the EU’s Data Protection Directive. In “European Court
of Justice Finds ‘Right to Be Forgotten” and Compels
Google to Remove Links to Lawful Information,” attor-
neys William Long, Edward McNicholas, Alan Raul, and
Geraldine Scali of Sidley Austin discuss the significance
of this holding and its international ramifications, noting
that it is extraterritorial in application, since it applies to
non-EU businesses that sell to EU consumers. Among
other things, the authors note that the EU decision is
fundamentally at odds with the American approach to
balancing free speech and privacy concerns, since the lat-
ter places greater emphasis on free speech with respect to
dissemination of information over the internet.

The collapse of Enron in 2001, followed by the global
financial crisis of 2008, dramatically increased the pres-
sure on public companies and financial institutions to
enhance the independence of their boards of directors
in overseeing the actions of their management, and how
the firm’s officers are compensated. In “Two Reminders
for the Compensation Committee,” Howard Dicker of
Weil, Gotshal & Manges in New York City discusses rules
issued last year by the New York Stock Exchange and the
NASDAQ Stock Market, aimed at assuring that certain
key factors are considered in establishing that an adviser
is truly independent. Mr. Dicker is currently Second Vice-
Chair and Fiscal Officer of the Business Law Section, and
a past chair of its Securities Regulation Committee.

In its landmark 2010 ruling in Morrison v. National
Australia Bank, the Supreme Court abruptly reined in the
expanding application of the securities laws to extrater-
ritorial transactions by the lower federal courts, holding
that, since the securities laws do not expressly apply to
foreign transactions in foreign securities, there is a pre-
sumption against their extraterritorial application. As it
must, the Court’s mandate has now filtered down to the
lower federal courts. In “Second Circuit Holds That Mor-
rison Precludes Securities Fraud Claims for Cross-listed
Securities,” Steven Gatti and Steven Nickelsburg, part-
ners in the securities litigation and enforcement group of
Clifford Chance, discuss the recent holding of the Second
Circuit in City of Pontiac Policeman’s and Firemen's Retire-
ment System v. UBS A.G., in which the court was called
upon to consider whether the ban on extraterritoriality
applies to a foreign security, even if it is cross-listed on
a U.S. exchange, and even if the buy order was placed
in the United States. Messrs. Gatti and Nickelsburg also
discuss the background and significance of the Morrison
case, and the impact of both cases on potential liability
for foreign issuers under the antifraud provisions of the
Securities Exchange Act of 1934.

Although Morrison and its progeny have lightened
the burden for foreign issuers to some extent, access to the
U.S. capital markets for smaller domestic issuers has been
problematical, due to the cost and potential liability of
registering securities offerings. In this regard, the Securi-
ties & Exchange Commission (SEC) has proposed some
new rules that offer welcome relief. In “Regulation A:
Easier Access to the U.S. Securities Markets Is Coming,”
Guy Lander of Carter Ledyard & Milburn discusses the
proposed new rules, which would enable U.S. and Cana-
dian companies that are not already SEC-reporting issuers
to issue up to $50 million in securities in the U.S. markets
without the costs and burdens of SEC registration and the
attendant liability. Mr. Lander, a former Chair of the Busi-
ness Law Section and frequent contributor to the Journal,
notes that while it is currently possible for non-registered
companies to sell limited amounts of securities through a
private placement, the proposed new Regulation A offer-
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ing would enable free transfer of the securities after they
are issued, unlike privately placed securities. The article
clearly outlines the advantages and disadvantages of a
Regulation A offering as compared to a registered offer-
ing.

A mainstay of the Journal, and one of its most popular
features, is the comprehensive “Inside the Courts” pre-
pared by the attorneys of Skadden Arps in New York. The
current issue is no exception. Leading off with a review
of the Supreme Court’s decision in Lawson v. FMR LLC,
which held that the “whistleblower” protections of the
Sarbanes-Oxley Act (SOX) apply not just to the employ-
ees of a public company, but also to the employees of a
private company that contracts with the public company,
“Inside the Courts” goes on to provide concise summa-
ries of some 25 significant cases in areas of corporate law
ranging from fiduciary duty, to bankruptcy, to securities
litigation. It is required reading for all business practitio-
ners.

Another ongoing feature of the NY Business Law
Journal is its ability to draw upon the work of talented
law students to provide in-depth analysis of new and
cutting-edge developments. A case in point is the epony-
mous Volcker Rule, named for its original proponent, the
former Federal Reserve Chairman Paul Volcker. Simply
stated, the Rule, enacted by Congress as part of the Dodd-
Frank Wall Street Reform and Consumer Protection Act
of 2010 (“Dodd-Frank”), seeks to prevent deposit-taking
institutions, which benefit from the safety net of FDIC
insurance and access to the Federal Reserve discount
window, from engaging in proprietary (“prop”) trading
and hedge fund management—in effect, preventing them
from risking depositor funds on ostensibly speculative
trading activities in securities and derivatives. Another
aspect of Dodd-Frank aimed at reducing systemic risk in
the financial markets is the so-called Lincoln Amendment,
which forbids these institutions to act as swap dealers, ef-
fectively compelling them to “push out” this activity into
an affiliated company that is not under the federal safety
net.

But as always, the devil is in the details, and the
attempts of the Federal Reserve and other regulatory
authorities to translate these seemingly simple mandates
into specific rules and regulations have proven to be
extraordinarily complex. Among other things, the Federal
Reserve has had to decide where to draw the line between
prop trading and trading on behalf of a client, which is
permitted, and between transactions with a U.S. nexus,
which are covered by the Rule, and those that take place
“wholly outside the United States,” which are not. In
“The Counterintuitive Effects of the Volcker Rule and the
Push-Out Rule,” Richard Jones illustrates how in practice
these two provisions, and the way they have been imple-
mented, can force financial firms to make counterintuitive
choices in the way they conduct their activities. Along the
way Mr. Jones, a candidate for the LLM degree in Finan-
cial Services Law at New York Law School, provides a
useful and comprehensive survey of the origins of these
rules and the concerns they were meant to address.

Concluding this issue is the Journal’s ethics guru,
Evan Stewart of Cohen & Gresser in New York City. In
“‘Positively 4th Street”: Lawyers and the ‘Scripting’ of
Witnesses,” Mr. Stewart asks the not-so-rhetorical ques-
tion: has he been wrong all along in believing what most
lawyers understand to be a bright-line rule, that it is not
ethical to provide a witness with a written script of the
answers you want her to give? Mr. Stewart first reviews
Federal Rule of Evidence 612, which requires that writ-
ings given a witness to refresh her memory must be
shared with the other side, even if provided “before testi-
fying.” In his usual lucid and entertaining style, rife with
references to song lyrics and popular culture, he then
discusses the circumstances in which courts will require
production under Rule 612—and how close the “refresh-
ing” document can skate to being a “script” including
answers as well as questions.

David L. Glass
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Data Breach? The Best First Responder Is a Law Firm

By Scott Aurnou

News reports and articles concerning high profile
data breaches have been hard to miss in recent months.
The highly publicized cyber attacks against Target,!
Neiman Marcus? and Las Vegas Sands? are just a taste of
what’s to come.

As you might expect, a data breach—high profile or
not—can be a nasty surprise to deal with. In addition to
potentially negative publicity (sometimes very negative),
there are often significant costs associated with a breach.
These include forensic analysis of the victimized organi-
zation’s electronic systems to figure out what happened,
taking steps to fix the problem, notifying clients/custom-
ers that their data has been potentially compromised, pos-
sible statutory fines, and extra costs like credit monitoring
services for the affected clients and/or customers and
engaging public relations and crisis management firms
to try to mitigate the damage done to the organization’s
brand.

Upon discovery of a data breach, it may seem natu-
ral for an organization to contact forensics and security
experts (and possibly other vendors) immediately in
an effort to sort out the inevitable problems ahead. But
that’s actually a mistake. A breached organization’s first
call should be to an outside law firm with cybersecurity
expertise. Doing so can greatly mitigate an organization’s
ultimate exposure, not only by ensuring that the seem-
ingly endless patchwork of state, federal and perhaps in-
ternational laws are properly addressed, but also for two
critical and frequently overlooked reasons: (1) attorney
client privilege; and (2) the work product protection.

What Is the Lawyer’s Role?

In recent years, data breaches have also increasingly
led to lawsuits (Target already has plenty*). Engaging
an outside law firm with cybersecurity expertise at the
outset of a breach will preserve privilege in the face of
those lawsuits. Otherwise, every panicked email, detailed
investigative report and potentially embarrassing inter-
nal memo could be subject to discovery in a subsequent
government investigation or lawsuit and in the hands of
class action plaintiffs” attorneys determined to make that
organization pay. On the other hand...

If a data breach victim starts by retaining an out-
side law firm (a number of firms even have dedicated
data breach response teams), that firm can then hire the
information security, computer forensics, public relations
and crisis management firms needed to address, analyze
and recover from the attack. Attorney-client privilege will
protect the organization struck by the data breach from

the discovery process during a subsequent investigation
or any ensuing litigation.

Attorney Roberta Anderson, a partner with K&L
Gates’ cybersecurity practice group, agrees: “A com-
pany’s decision to retain outside counsel at the outset is
critical, since the results of a breach investigation may be
pivotal in avoiding or minimizing liability in subsequent
litigation and regulatory investigations.” She adds that
a company “must be vigilant to ensure those results are
protected from discovery.”

Likewise, the communications and materials ex-
changed between lawyers and the various firms they
engage on a victimized company’s behalf would be pro-
tected from discovery as attorney work product or mate-
rial prepared in anticipation of litigation. On the other
hand, direct communications, reports, presentations and
other materials exchanged between the company and any
forensic, security or other firms it may engage directly
will not have those protections to a large extent.

As a result, the crisis management, forensic, secu-
rity and other personnel working to help the victimized
organization recover from the attack can be compelled to
turn over investigative reports, correspondence and other
materials revealing inadequate security practices and/or
procedural mistakes that can be used against it in court
(or to exact a larger settlement from the organization).
Anderson adds that “the retention of outside counsel
sends a clear message that the company sought advice in
anticipation of potential litigation.”

A Caveat

While any attorney-client relationship can give rise to
the aforementioned privilege protections, a law firm that
doesn’t actually have the proper cybersecurity expertise
can both exacerbate the damage suffered by the victim-
ized organization and expose itself to liability—malprac-
tice and otherwise—for any additional harm arising out
of the mishandling of the breach response (typically a
fast-moving situation that can go wrong in more than a
few ways).

What if an Organization Has Its Own In-House
Counsel?

If an organization has in-house legal counsel, you
may be wondering if its communications with internal or
external IT, security or forensic personnel would be en-
titled to the same protections. It’s possible, though a num-
ber of courts have limited the scope of privilege for those
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types of communications. In Upjohn Co. v. United States,®
the U.S. Supreme Court ruled that the communications
could be privileged if 1) the communications pertain to
matters within the scope of the employee’s corporate
duties, and 2) the employee is aware that the information
is being furnished to the attorney to enable him or her to
provide legal advice to the corporation. While this may
sound sufficient, a number of courts have construed the
privilege more narrowly with respect to in-house counsel.
For example, the New York Court of Appeals has rea-
soned that it should be limited® if the counsel has both le-
gal and business responsibilities within the company and
the advice is part of an ongoing business relationship (as
opposed to periodic requests for legal advice). The short
answer is: it’s probably not worth the risk. If a court rules
against the victimized organization in subsequent litiga-
tion, it could have a tremendous (and expensive) effect on
the outcome of the lawsuit.

“The risk may be amplified in a data breach case,”
Anderson notes, “given the technical issues associated
with figuring out what happened, which could strike a
court as more ‘business’ than ‘legal.””

Not Just in Response to a Breach

In addition to those potentially chaotic hours imme-
diately after a data breach has been discovered and the
subsequent investigation, attorney-client privilege can
also serve to shield communications and associated mate-
rials with respect to security-related compliance and due
diligence practices under various state and Federal laws,
rules and regulations. It can also be used with respect to
compliance with industry standards like the Payment
Card Industry Data Security Standard (aka PCI DSS), as
well as the negotiations for and purchase of cyber liability
insurance coverage. That way, an organization can limit
its disclosures to what is required by law, rather than
being subject to potential “fishing expeditions” in the
future. Anderson adds that “outside counsel can assist in
preserving information that will assist the company, while
avoiding the potential spoliation issues—and consider-
able potential sanctions—that can be especially prevalent
when companies are dealing with electronic records.”

It’s critical for any organization with the potential
to suffer a data breach (i.e., every organization) to under-
stand the potential impact of the first phone call after a
data breach is discovered.” Going through an outside law
firm with the proper cybersecurity expertise will allow
those organizations a measure of control over potentially
damaging information that can be used against them in
subsequent litigation. Control they won't be able to get
back later.
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This article originally appeared in the Spring/Summer 2014
issue of Inside, published by the Corporate Counsel Section of
the New York State Bar Association.

10 NYSBA NY Business Law Journal | Summer 2014 | Vol. 18 | No. 1



European Court of Justice Finds “Right to Be Forgotten”
and Compels Google to Remove Links to Lawful

Information

By William RM Long, Edward R. McNicholas, Alan Charles Raul and Geraldine Scali

A recent judgment of the highest court in the Euro-
pean Union announced that search engines within the
court’s jurisdiction must respond to “right to be forgot-
ten” requests. This authoritative interpretation of the
existing data protection laws may create significant issues
for Internet intermediaries and exacerbate the differences
between the European privacy-based “right to be forgot-
ten” and the United States’ free-speech based “right to
remember.” This judgment will have a significant impact
not only on search engine companies and publishers, but
also on many other industries, including financial services
and life sciences, that need to maintain data on individu-
als for legitimate business reasons, often for lengthy peri-
ods.

Case Facts

The case arose in 2012, when the Audiencia Nacional
(the Spanish National High Court) referred a series of
questions to the Court of Justice of the European Union
(the “CJEU”) on the interpretation of articles of the Data
Protection Directive 95/46/EC (the “Directive”)—specifi-
cally, on its material and territorial scope, data subject
rights, and Articles 7 and 8 of the EU Charter of Funda-
mental Rights (the “Charter”).

This request was made in the context of a case initi-
ated by a Spanish citizen against Google Inc. and Google
Spain SL, relating to his request for deletion of informa-
tion about him displayed in Google results. The infor-
mation at issue was an announcement of the Spanish
citizen’s name in connection with a real-estate auction
of a property seized for non-payment of social security
contributions that was published in a Spanish newspaper
in 1998. The complaint made was that the information
should now be removed from the Google search result
links because the debts had been satisfied and reference to
them was no longer relevant.

Decision
The CJEU issued its judgment on May 13, 2014.

In a judgment welcomed by EU Justice Commissioner
Viviane Reding, the court found that:

¢ The activity of a search engine is the processing of
personal data within the meaning of the Directive.
To be specific, the CJEU found that search engines
automatically, constantly and systematically search
for information published on the internet by third

parties, index it automatically, save it temporar-
ily and make it available in a specific order. It then
held that these actions are “processing personal
data” within the meaning of the Directive when
that information contains personal data.

* The operator of a search engine is a “controller” of
that data within the meaning of the Directive re-
garding such processing of personal data.

* Processing personal data “in the context of the
activities of an establishment” of a data controller
on the territory of an EU Member State subjects it
to EU jurisdiction under the Directive. That is, the
search engine’s operation of a branch or subsidiary
intended to promote and sell advertising space of-
fered by that engine, with activity oriented towards
the inhabitants of that Member State, results in the
processing of personal data by the search engine
operator acting as a controller in the context of the
activities of an establishment in a Member State.
Such processing should therefore fall under the
scope of the Directive.

¢ The Directive must not be “interpreted restrictive-
ly” in light of its objective to ensure effective and
complete protection of the fundamental rights of
persons, in particular their right to privacy.

Individuals have a right “to be forgotten.” It found
this right on the basis of the rights of individuals under
the Directive to obtain, as appropriate, the rectification,
erasure or blocking of data which do not comply with
the provisions of the Data Protection Directive, in par-
ticular because of the incomplete or inaccurate nature of
the data,! and the right to object to the processing of their
personal data.?

Given this reasoning, the CJEU ruled that search en-
gine operators are obliged to remove from the list of re-
sults displayed following a search made on the basis of a
person’s name, links to web pages even if the publication
itself on those web pages is lawful.

In its judgment, the CJEU also referred to the right
of an individual to have respected his or her private and
family life, home and communications® and a right to the
protection of personal data concerning him or her* under
the Charter, and observed that in light of these rights,
individuals may request that information about them no
longer be made available. The CJEU, however, held that
a “fair balance” should be sought between the legitimate
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interest of internet users potentially interested in having
access to that information, and the data subject’s fun-
damental rights. The court held that, “the data subject’s
rights...override, as a general rule, that interest of internet
users [to access information].”

In addition, the CJEU noted that there could be a pre-
ponderant interest of the public in having access to the
information that could justify the retention of that link,
such as if the data subject is a public figure.

Freedom of Expression Mentioned Only Once

Interestingly, the judgment does not discuss the fun-
damental right to freedom of expression under Article 11
of the Charter and Article 9 of the Directive, under which
Member States shall provide for “exemptions or deroga-
tions” from the Directive “for the processing of personal
data carried out solely for journalistic purposes or the
purpose of artistic or literary expression only if they are
necessary to reconcile the right to privacy with the rules
governing freedom of expression.” This provision is cited
only once in the decision and is the sole reference to the
right to freedom of expression.

Sharp Contrast to United States Approach

This is a significant contrast to the U.S. approach,
where freedom of speech, including corporate commu-
nications, would be weighed much more heavily against
privacy concerns, as national legislation and precedent at
the Supreme Court demonstrate. For example, Congress
insulated internet operators from responsibility for the
content others posted on their web pages in the Com-
munications Decency Act Section 230. The Act, one of the
most seminal protections for the Internet, was passed to
enhance Internet service providers’ ability to delete or
otherwise monitor online content without themselves
becoming publishers and thereby subjecting themselves
to heightened liability. This law reflects the significant
weight accorded to free speech in the United States, and
the importance of intermediary immunity to the develop-
ment of the Internet.

Similarly, the Supreme Court held in Sorrell v. IMS
Health’ in 2011 that a Vermont statute that restricted the
sale, disclosure and use of records that revealed the pre-
scribing practices of individual doctors violated the First
Amendment. The Supreme Court held that companies’
First Amendment right to speech trumped Vermont’s
claim that the law was necessary to protect medical pri-
vacy.

Consistency with European Proposals

This CJEU decision has been widely seen within
the EU as predictable and in line with the will of the EU

Commission and Parliament to strengthen protection of
personal data of Europeans; indeed, it was declared a
“victory” by Viviane Reding.

Although an interpretation of the existing Directive,
the decision is also consistent with at least some versions
of the proposed EU Data Protection Regulation. The pro-
posed Regulation would purport to protect the personal
data of EU citizens whether processed in or outside the
EU—giving it a massive extra-territorial application to
businesses established in the EU but also to businesses
outside the EU that offer goods or services to European
customers.

Although the CJEU found an implied right to be
forgotten, the proposed Regulation includes a similar
express right for individuals to have personal data erased
where no longer necessary or where they withdraw
consent. The proposed Regulation, however, does not
expressly contemplate such a stark intermediary liability
provision as results from the CJEU judgment.

Significance of the Decision

The decision is arguably the starkest conflict yet be-
tween privacy efforts in the United States and the Euro-
pean Union, and will likely have a deep impact on search,
advertising, credit and Internet intermediary industries
as well as many other industries such as financial services
and life sciences. The decision may constitute the high-
water mark of EU data protection efforts, and it remains
to be seen whether the decision will change how Google
and its competitors operate in the U.S. and globally.
Whatever the impact on business, this decision will pres-
ent significant difficulties for the global presentation of
online information by international Internet companies.

In terms of European law, it certainly marks a signifi-
cant derogation from the fundamental right of freedom
of expression, including the fundamental right of Internet
users to receive a free flow of information (Article 11).
While the court indicated that some balancing of indi-
vidual privacy and the rights of Internet users was ap-
propriate, it provided precious little guidance on how or
when to strike that balance. The court was also entirely
dismissive of Google’s economic interests, notwithstand-
ing the fundamental rights expressed in Articles 16 (right
to conduct a business) and 17 (protection of property).
Moreover, because the court expressly found that the
original publication of the relevant information by the
Spanish newspaper was proper, and need not be taken
down, the “right to be forgotten” obligations were im-
posed only on search engines. This decision also creates a
host of conflicts of laws issues, including complicating the
proposed “one stop shop” for the European Data Protec-
tion Regulation, given that it recognized Spanish author-
ity to proceed with a complaint against a company whose
servers are located outside of Spain.
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More generally, it may prove difficult to reconcile
this decision with general expectations in the Information NEW YORK STATE

Age, anfi it may.resul"c in less.consensus on the prc?posed BAR ASSOCIATION
Regulation. It will be interesting to see whether this de-
cision will be accepted by technology companies and
citizens in Europe. In effect, the court’s judgment can be

argued as allowing and even encouraging pervasive cen- CO N N E CT
sorship of the Internet by self-interested individuals who
would prefer that truthful, public information be edited W I T H N YS B A
out of the historical record. Given that the case related
to the non-payment of apparently justly owed debts, it
could also impact the ability of companies to “remember” V|S|t us on -th e We b:

customers in their records, such as where a particular

customer failed to pay them previously, or to share such \VVAVYAVVA nys ba .0 rg
information with other companies through credit reports.

In sum, the decision signifies the most striking point

of departure yet between the U.S. and EU over data pro- FOl |OW us on TWltte I
tection—with the decision raising not only fundamental

privacy issues but also concerns as to freedom of expres- WWW. thtte I. Com/ nyS ba

sion, the right to communicate, and the right to remember
historical facts. The transatlantic divide on these issues

may bg in the process of expanding, rather th.an narrow- L ke us on Face boo k:
ing, with the prospect of global commerce being caught in

the chasm. www.facebook.com/
Endnotes nySba

1.  Article 12(b) of the Data Protection Directive.

2 Article 14(a) of the Data Protection Directive. 0
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5. 131 S. Ct. 2653.
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Two Reminders for the Compensation Committee

By Howard Dicker

Since July 1, 2013, the New York Stock Exchange and
the NASDAQ Stock Market have required that a compen-
sation committee of a listed company may select or obtain
advice from a compensation consultant, legal counsel or
other adviser only after considering six enumerated fac-
tors relating to adviser independence. The compensation
committee should ensure that, in addition to considering
the independence of any new adviser, it reconsiders the
independence of existing advisers on at least an annual
basis as suggested by the SEC.

A compensation committee is not precluded from
obtaining advice from a non-independent adviser, and the
listing standards do not require disclosure of whether an
adviser is independent. However, since January 1, 2013,
SEC rules require disclosure of conflicts of interest of any
compensation consultant, taking into account the same
six factors.

Listed companies should consider the most appropri-
ate time to consider and/or reconsider adviser indepen-
dence for 2014 and add this to the compensation commit-
tee’s annual calendar. In order to prepare, companies will
need to gather information from advisers to the com-
pensation committee, as well as directors and executive
officers. Year 2 of the independence assessment may also
be an appropriate time for the committee to review and
refresh the procedures it has in place to ensure that the six
independence factors are considered prior to retaining or
receiving advice from an adviser.

Other Key Reminders:

e In affirmatively determining the independence of
any director that serves on the compensation
committee, the board of directors of NYSE and
NASDAQ-listed companies must consider all
factors specifically relevant to determining whether
the director has a relationship to the company
which is material to that director’s ability to be
independent from management in connection with
the duties of a compensation committee member,

including but not limited to (1) sources of compen-
sation and (2) affiliate status. This requirement
applies effective as of the 2014 annual meeting or
October 14, 2014, whichever is earlier.

e The charters of NYSE and NASDAQ-listed com-
panies must include certain enumerated respon-
sibilities and authority articulated in the listing
standards, including the compensation committee’s
responsibility to consider the independence of its
advisers.

—  While NYSE-listed companies should have
implemented any necessary changes by July 1,
2013, NASDAQ:-listed companies that do not
yet have a compensation committee or formal
written charter will need to have them in place
by their 2014 annual meeting or October 14,
2014, whichever is earlier.

NASDAQ:-listed companies must submit a one-time
certification to NASDAQ within 30 days of the 2014
annual meeting or October 14, 2014, whichever is
earlier, certifying that the company has complied
with requirements relating to the compensation
committee charter and committee composition.

The certification form is available at https://
listingcenter.nasdaqomx.com.

NYSE-listed companies must continue to submit an
annual written affirmation and a CEO certification
within 30 days of their annual meeting (or within
30 days of the filing of the Form 10-K if no annual
meeting is held).

Howard Dicker is a partner in the Public Company
Advisory Group of Weil, Gotshal & Manges LLP in
New York, and is the current Second Vice-Chair and Fis-
cal Officer of the Business Law Section of the New York
State Bar Association.
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Second Circuit Holds That Morrison Precludes Securities
Fraud Claims for Cross-listed Securities

By Steve Gatti and Steve Nickelsburg

The U.S. Court of Appeals for the Second Circuit re-
cently issued an important ruling restricting the courts’
authority over securities fraud cases involving securities
listed on foreign exchanges—even if those securities are
cross-listed on exchanges in the United States. See City
of Pontiac Policeman’s and Firemen’s Retirement System v.
UBS A.G.! The case followed the landmark U.S. Supreme
Court decision in Morrison v. National Australian Bank Ltd ?
in which (upsetting years of lower court precedent) the
Court held that the civil fraud provision of the Securities
Exchange Act of 1934 (“Section 10(b)”) does not apply to
claims by foreign investors against foreign issuers to recov-
er losses from purchases on foreign securities exchanges
(so-called “foreign-cubed” claims). The Morrison Court
applied a “presumption against extraterritoriality” to
reach this result, requiring a clear indication of congres-
sional intent to allow a federal statute to apply to conduct
outside the United States. Finding that Congress made
no such clear statement with respect to Section 10(b), the
Court held that Section 10(b) is only available for “trans-
actions in securities listed on domestic exchanges and
domestic transactions in other securities.”

In a case of first impression, the Second Circuit con-
sidered whether the Morrison bar on the extraterritorial
application of Section 10(b) applied (1) to securities pur-
chased on foreign exchanges that are cross-listed in the
United States, and (2) to purchases made by U.S. investors
of foreign securities listed on foreign exchanges (so-called
“foreign-squared” transactions).

Morrison3

In Morrison, the Supreme Court considered the extra-
territorial reach of U.S. securities laws in the context of
a “foreign-cubed” class action—"foreign plaintiffs suing
foreign and American defendants for misconduct in con-
nection with securities traded on foreign exchanges.” To
address this question, the Supreme Court relied on the
longstanding principle that “when a statute gives no clear
indication of an extraterritorial application, it has none.”
The Court then determined that Congress provided “no
affirmative indication in the Exchange Act that Section
10(b) applies extraterritorially,” and therefore held that “it
does not.”

In so holding, the Court rejected the less stringent
“conduct and effects” test developed by lower courts in
the decades preceding Morrison. Under that test, federal
courts generally treated extraterritoriality as a question of
jurisdiction and concluded that they possessed the power
to decide a securities fraud claim if the plaintiff alleged

either: (1) that a significant portion of the allegedly fraud-
ulent conduct occurred in the United States or (2) that

a significant effect of the conduct was felt in the United
States. In the wake of Morrison, courts have foregone that
complex analysis and simply barred Section 10(b) claims
unless they involved a purchase or sale in the United
States or a purchase or sale anywhere of a security listed
on a domestic exchange.

City of Pontiac

In City of Pontiac, the Second Circuit considered
whether the bar on the extraterritorial application of U.S.
securities laws precludes (1) claims arising out of for-
eign-issued securities purchased on foreign exchanges,
even if the securities are also cross-listed on a domestic
exchange, and (2) claims arising out of “foreign-squared”
transactions involving foreign securities, foreign exchang-
es, and U.S. purchasers. Plaintiffs, a group of foreign
and U.S.-based institutional investors, alleged that UBS,

a Swiss bank, certain of its officers and directors, and
members of its underwriting syndicate violated Sections
10(b) and 20(a) of the Exchange Act by making fraudulent
statements in connection with the issuance of “ordinary
shares” of UBS.

The trial court dismissed the claims of three foreign
investors and one domestic investor who “purchased
their UBS (foreign-issued) ordinary shares on a foreign
exchange.”* Those plaintiffs appealed, arguing that the
Morrison bar is limited to claims arising out of securi-
ties not listed on a domestic exchange at all, and not to
cross-listed securities. Under this “listing theory,” plain-
tiffs argued that Morrison should be read to permit claims
based on purchases of cross-listed securities because such
securities are “listed on a domestic exchange,” even if the
purchases at issue were made on a foreign exchange.

The Second Circuit rejected plaintiffs” ““listing the-
ory’” as “irreconcilable with Morrison read as a whole.”
The court observed that Morrison emphasized the location
of the securities transaction at issue—i.e., where the se-
curities were purchased—and not “the location of an ex-
change where the security may be dually listed.” Thus, the
technicality that shares are cross-listed should not subject
a wholly foreign transaction to the civil fraud provision of
the Exchange Act. The Second Circuit also noted that the
shares at issue in Morrison were also traded via American
Depositary Receipts listed on the NYSE and thus were
similar to the cross-listed UBS shares. The Second Circuit
concluded that “Morrison does not support the applica-
tion of § 10(b) of the Exchange Act to claims by a foreign
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purchaser of foreign issued shares on a foreign exchange
simply because those shares are also listed on a domestic
exchange.”

As for the “foreign-squared” claim, the U.S.-based
plaintiff asserted that it had placed a “buy order” for the
shares in the United States and thus had made an ac-
tionable “purchase...of [a] security in the United States.”
The Second Circuit rejected this argument based on its
own precedent in Absolute Activist Value Master Fund Ltd.
v. Ficeto, which held that a “securities transaction is do-
mestic [for purposes of Morrison] when the parties incur
irrevocable liability to carry out the transaction within
the United Sates or when title is passed within the United
States.”® The Second Circuit held that the mere allegation
that the purchaser placed a “buy order” in the United
States was insufficient to establish that a party incurred
irrevocable liability within the United States.

Conclusion

It remains to be seen if the Supreme Court will ex-
amine the Second Circuit’s decision in City of Pontiac. For
the time being, however, the plaintiffs” effort to subject
foreign issuers to civil suit under U.S. securities law mere-

ly because the securities are also listed on U.S. exchanges
has failed. The City of Pontiac decision gives foreign issu-
ers greater certainty that cross-listing their shares on U.S.
exchanges will not subject them to liability to civil plain-
tiffs for claims involving shares listed on foreign exchang-
es. The Second Circuit’s rejection of “foreign squared”
liability similarly limits the risk that foreign issuers may
be subject to liability under U.S. securities laws merely
because buy orders are placed in the United States.

Endnotes

1. City of Pontiac Policeman’s and Firemen’s Ret. Sys. v. UBS A.G., No.
12-4335-CV, 2014 WL 1778041 (2d Cir. May 6, 2014).
Morisson v. Nat'l Australia Bank, 561 U.S. 247 (2010).
See Clifford Chance June 2010 Client Memorandum, “F-Cubed

Gets an F Grade from US Supreme Court” for further discussion of
Morrison.

4. City of Pontiac, 2014 WL 1778041, at *1.

Absolute Activist Value Master Fund Ltd. v. Ficeto, 677 F.3d 60, 69 (2d
Cir. 2012).

Steve Gatti and Steve Nickelsburg are partners in
the U.S. Securities Litigation and Enforcement Group of
Clifford Chance US, LLP.
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Regulation A:

Easier Access to the U.S. Capital Markets Is Coming

By Guy P. Lander and Bruce A. Rich

In December 2013, the U.S. Securities and Exchange
Commission (SEC) proposed new rules that would permit
U.S. and Canadian companies that are not SEC report-
ing issuers (“Reg A Issuers”) to sell up to $50 million
of their securities in any rolling 12 month period with
reduced regulation and related expense, and immediate
subsequent public trading of the purchased securities.
This proposed Regulation A offers access to capital and
the U.S. capital markets with reduced initial and ongoing
expenses, reduced legal liability, potentially higher valua-
tions, increased capital raising possibilities and improved
currency for acquisitions and employee compensation, and
with limited subsequent SEC reporting and without ongo-
ing SOX compliance. In contrast to a private placement,
Regulation A offers “free trading” securities and could be
used as either a transitional stage on the road to becom-
ing a full-fledged public company or simply as a means to
accessing the U.S. capital markets with reduced fees and
concomitant expense.

The proposed Regulation A consists of:

Tier I Offerings: Up to $5 million in a rolling 12
month period, $1.5 million of
which may be sold by stock-
holders.

Tier II Offerings: ~ Up to $50 million in a rolling

12 month period, $15 million of
which may be sold by stock-
holders.!

For offerings up to $5 million, issuers may use Regula-
tion A Tier I or Tier II, Regulation D or another Securities
Act exemption under the U.S. Securities Act of 1933 (the
“Securities Act”).

Regulation A offers significantly reduced ongoing
reporting and compliance obligations compared to a reg-
istered offering. The following reporting and compliance
obligations would NOT apply to Regulation A companies
(and their directors, officers and stockholders):

e the SEC’s proxy statement rules;
e the SEC’s tender offer rules and going private rules;

* Section 16 shareholder reporting by directors, execu-
tive officers and 10% stockholders, related short
swing profit recapture and prohibition on “short”
transactions;

* Section 13 D/G market alert disclosure by 5% stock-
holders;

¢ audit committee independence requirements of SOX;
e SOX Sec. 404 internal controls;

e director and officer loan prohibitions under SOX;

e CEO/CFO SOX certifications;

¢ conflict minerals and resource extraction disclosures
under the Dodd-Frank Act; and

* pay ratio disclosure under the Dodd-Frank Act.

Eligible Issuers

The Regulation A exemption would be available to
any company that is both organized in and has its principal
place of business in the United States or Canada, but is
NOT:

* subject to reporting under the Securities Exchange
Act of 1934 (the “Exchange Act”);

¢ an investment company;

* a development stage company with no specific busi-
ness plan or purpose or whose business plan is to
engage in a merger or acquisition with an unidenti-
fied company (e.g., SPACs, BDCs, blank check and
shell companies);

¢ disqualified under the “bad actor” provisions of the
proposed rules (similar to Reg. D Rule 506(d)); or

e an issuer of fractional undivided interests in oil
or gas rights, or similar interests in other mineral
rights.

Additionally, issuers conducting Regulation A offer-
ings under the proposed rules must also:

* have filed the ongoing reports required by the pro-
posed rules (described below) during the preceding
two years of filing a new Regulation A offering state-
ment; and

* not be subject to an SEC order revoking their regis-
tration under the Exchange Act under Section 12(j)
of that Act during the preceding five years.

Eligible Securities

Offerings under proposed Regulation A must consist
only of equity securities, debt securities and debt securi-
ties convertible into or exchangeable for equity securities,
including any guarantees of those securities. Asset-backed
securities will not be eligible to be offered under the pro-
posed rules.
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Eligible Transactions

Transactions permitted under Regulation A would
include:

* primary capital raising offerings;

¢ offerings by stockholders;

e offerings under a dividend or interest reinvestment
plan or an employee benefit plan;

* securities issuances upon the exercise of outstanding
options, warrants or rights or conversion of out-
standing securities;

¢ pledging of securities as collateral; and

¢ continuous offerings in an amount expected to be
sold within two years, as long as the offering begins
within two days after the offering statement has
been qualified.

The proposed rules would not be available for at-the-
market offerings or business combination transactions.

Investment Limitation on Purchasers

The proposed rules would limit the amount of securi-
ties that a potential investor may invest in a Tier II offering
to 10% of the greater of the investor’s annual income or net
worth, calculated in accordance with Regulation D guide-
lines. There is no similar limit for a Tier I offering. Tier II
issuers would be able to rely on an investor’s representa-
tion of compliance with these limitations unless the issuer
knew at the time of sale that the representation was false.
However, there is no limit on how much an investor may
purchase in the open market after the offering.

Integration of Safe Harbors
Regulation A offerings will not be integrated with:

e prior offers or sales of securities (outside Regulation
A); or

e subsequent offers and sales of securities that are:

— registered under the Securities Act, except as
provided in Rule 254(d);

— made under Rule 701;
- made under an employee benefit plan;
— made under Regulation S;

- made more than six months after completion of
the Regulation A offering; or

- crowdfunding offers (once rules are adopted).

Offering Process

To offer securities under Regulation A, a company
must file an “offering statement” with the SEC via EDGAR

for both Tier I and Tier II offerings, and the SEC must af-
firmatively “qualify” the Offering Statement. For a com-
pany that has not previously sold securities under either
Regulation A or an effective registration statement under
the Securities Act, confidential, non-public review of draft
offering statements would be permitted before filing. How-
ever, the non-public documents would have to be publicly
filed no later than 21 days before qualification. This enables
Regulation A issuers to maintain confidentiality through
road shows. In contrast, emerging growth companies must
come out of confidential treatment before road shows.

A company pursuing a Regulation A offering would
be able to “test the waters,” i.e., seek indications of interest,
from any potential investors before filing the offering state-
ment. The company would be required to file any solicita-
tion materials as an exhibit to its offering statement. See
“Solicitation Communications” below.

As with a registered offering, if underwriters are par-
ticipating in the Regulation A offering, the offering state-
ment and underwriting arrangements would be required
to be filed with and approved by FINRA, unless an exemp-
tion is available.

Although the process for filing, review and qualifica-
tion of Regulation A offering statements would be similar
to that for full-blown registration statements, given the
reduced disclosures, the Regulation A offering process
should be somewhat faster and less costly than a full-
blown registration statement. However, that remains to be
seen.

Offering Statement

The Regulation A offering statement would be filed
on Form 1-A and consist of three parts: Part I (Notifica-
tion), Part II (Offering Circular) and Part III (Exhibits). Part
I provides notice of certain basic information about the
company and its proposed offering, including disclosure of
issuer eligibility, “bad actor” disqualification, unregistered
securities sold within the past year, and a summary of key
issuer financial information and offering details. Part II, the
offering circular, is similar to a prospectus in a registered
offering, and Part III is similar to the exhibit requirement in
a registration statement.

As proposed, disclosure required in the offering circu-
lar would cover substantially similar information to that
required on a Form S-1 for the IPO of an emerging growth
company, including two years of audited financial state-
ments for Tier 2 offerings, MD&A, risk factors, a three-year
description of the business, compensation information for
the three most highly paid officers or directors, and relat-
ed-party transaction disclosure. The information required
is intended to be similar to that required of smaller compa-
nies in a prospectus, but more limited in certain respects.

Pricing can be done by supplement rather than an
amendment, which is easier.
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Financial Statement and Audit Requirements

Need not be PCAOB-registered

Type of Offering Tier I Tier II
Financial Statements Two years financial statements Two years financial statements
(or since inception if less than 2 years)
Audits Required? No, only required to the extent that they were | Yes, required
prepared for other purposes
Audit Standard U.S. GAAS or PCAOB standards PCAOB standards
Auditor Independence Must meet Rule 2-01 of Regulation S-X Must meet Rule 2-01 of Regulation S-X

Need not be PCAOB-registered

Financial Statements

Under the proposed rules, issuers conducting Tier I
and Tier II offerings will be required to comply with the
financial statement and auditing requirements as set forth
in the table above.

Canadian issuers can use IFRS instead of U.S. GAAP.

Continuous or Delayed Offerings

The proposed rules permit continuous or delayed
offerings for, among other types of offerings, second-
ary offerings, securities offered and sold under dividend
reinvestment plans or employee benefit plans, securities
issued upon the exercise of options, warrants or rights,
and certain other continuous offerings. The proposed rules
also require amendments to the offering statement to be
filed and requalified annually to include updated financial
statements and fundamental changes to the information in
the offering statement.

Solicitation Communications—Test the Waters
Expanded to Pre- and Post-Filing of Offering
Statement

An issuer using Regulation A could “test the waters,”
i.e., seek indications of interest, from all types of potential
investors both before and after filing the offering state-
ment, unlike EGCs, which are limited to qualified insti-
tutional buyers and institutional accredited investors.
Any solicitation materials would need to be filed with
the SEC and must also contain certain disclaimers and
legends indicating that sales under Regulation A would
be contingent on qualification of the offering statement
by the SEC, and the delivery of a final offering statement.
Any solicitation materials used after filing of the offering
statement with the SEC would have to be preceded or
accompanied by a preliminary offering circular or contain
a notice informing potential investors where and how the
most current preliminary offering circular can be obtained
(including by providing a URL link to the offering circular
or offering statement on EDGAR).

The preliminary offering circular would have to be
delivered at least 48 hours in advance of a sale. A final
offering circular would have to be delivered within two
business days after the sale in cases where the sale was
made in reliance on the delivery of a preliminary offer-

ing circular. Issuers and intermediaries would be able to
satisfy the delivery requirements for the final offering
circular under an “access equals delivery” approach when
the final offering circular is filed and available on EDGAR.

The proposed rules would amend Rule 254(d) to pro-
vide that where an issuer decides to register an offering
after soliciting interest in a contemplated, but abandoned,
Regulation A offering, any Tier I or Tier II offers made
pursuant to Regulation A would not be subject to integra-
tion with the subsequent registered offering, unless the
issuer engaged in solicitations of interest in reliance on
Regulation A to persons other than qualified institutional
buyers (QIBs) and institutional accredited investors. An
issuer soliciting interest in either a Tier I or Tier II offering
to persons other than QIBs and institutional accredited
investors must wait at least 30 calendar days between the
last solicitation of interest and the filing of the registration
statement with the SEC.

Ongoing Reporting and Compliance

Tier I issuers would be required to file electronically
with the SEC certain information about their offerings
within 30 days after completion or termination of the of-
fering on a new Form 1-Z, which is an exit report. Tier I
issuers would be required to file annual, semiannual and
current reports with the SEC via EDGAR until the com-
pany becomes a reporting company or, subject to certain
exceptions, until there are fewer than 300 holders of record
of the securities of the class sold per Regulation A.

For Tier II issuers:

¢ Annual reports on Form 1-K would be required
for the fiscal year in which the offering statement
became qualified and for every fiscal year thereafter.
The annual report would update the information
contained in the company’s offering circular, includ-
ing two years of annual audited financial state-
ments. The annual report would be filed within 120
days of the company’s fiscal year end (compared
to the Form 10-K filing deadline of 60 to 90 days,
depending on the size of the company).

Semiannual reports on Form 1-SA covering the first
half of each fiscal year of the company would be re-
quired beginning with the first fiscal year for which
financial statements relating to the first half of that
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year were not included in the offering circular. The
semiannual report would consist primarily of unau-
dited financial statements and MD&A. The semian-
nual report would be filed within 90 days of the end
of the second quarter (compared to the Form 10-Q
deadline of 40 or 45 days, depending on the size of
the company) and would be filed only once a year
(compared to three times for Form 10-Q).

e Current reports on Form 1-U would be required
upon the occurrence of certain specified events,
and would be filed within four business days of the
event (similar to the Form 8-K filing requirement).
Form 1-U reportable events are a reduced number
of Form 8-K events, including bankruptcy; mate-
rial modification to the rights of security holders;
changes in accountant; non-reliance on previous
financial statements; changes in control; departure
of the principal executive officer, principal financial
officer or principal accounting officer; and unreg-
istered sales of 5% or more of outstanding equity
securities. Additionally, any “fundamental change”
to the nature of the company’s business would
trigger a Form 1-U filing. The fundamental change
required to be reported would be major and sub-
stantial changes in the issuer’s business or plan of
operations or changes reasonably expected to result
in such changes, such as significant acquisitions or
dispositions, or the entry into, or termination of, a
material definitive agreement that has or will result
in major and substantial changes to the nature of an
issuer’s business or plan of operations.

¢ Exit Reports on Form 1-Z could be filed by a Tier II
issuer to exit the ongoing reporting regime at any
time after completing reporting for the fiscal year
in which the offering statement was qualified if the
securities of the relevant class are held of record by
fewer than 300 persons and offers and sales under a
qualified offering statement are not ongoing and it
is current in its Regulation A filing obligations.

Secondary Markets

Securities sold under Regulation A would have the
status of “free trading” securities and would not be “re-
stricted securities” under Rule 144 under the Securities
Act (unlike securities sold in Regulation D or Rule 144A
private placements). Additionally, the ongoing reports
required after a company’s Tier II offering would satisfy a
broker-dealer’s obligations under Rule 15¢2-11 to maintain
records of basic information about the company and its
securities. This would permit broker-dealers to publish
quotes for the company’s stock, which should facilitate
secondary market activity in Regulation A securities.

State “Blue-Sky” Laws Preempted

State “blue sky” laws would be preempted for both
the offer and sale of securities in Tier II offerings, which

is a significant benefit. For Tier I offerings, state “blue
sky” laws would not be preempted. Blue sky laws would
also continue to cover fraudulent conduct in both Tier I
and Tier II transactions. The proposed rules accomplish
this preemption by defining “qualified purchaser” under
Section 18(b)(3) of the Securities Act to include all offerees
in a Regulation A offering, and all purchasers in a Tier II
offering.

Securities That Are “Widely Held” Trigger
Exchange Act Registration Under Section 12(g)

Under the proposed rules, when the securities of a
Regulation A issuer become “widely held,” the issuer
may become subject to registration and periodic reporting
under Section 12(g) of the Exchange Act. The Section 12(g)
threshold is: an issuer having total assets exceeding $10
million and a class of securities held of record by either
2,000 persons, or 500 persons who are not accredited
investors. For purposes of determining holders of record,
beneficial owners who hold their shares through a broker
are not counted. Such shares are instead counted at the
broker level, so that each broker who is a record holder
for one or more beneficial owners holding their shares in
“street name” would constitute one shareholder of record
(i.e., no “look through” to beneficial owners).

Canadian issuers using Regulation A could rely on
the Rule 12g3-2(b) information supplying exemption from
Exchange Act registration.

Liability

Under the proposed rules, sellers of securities would
not be subject to liability under Section 11 of the Securities
Act. However, they will be subject to liability to investors
under Section 12(a)(2) for any offer or sale by means of an
offering circular or an oral communication that includes a
false or misleading statement of fact. Additionally, other
anti-fraud and civil liability provisions of the securities
laws would apply, including Section 17 of the Securities
Act, Section 10(b) of the Exchange Act and related Rule
10b-5. As a result, underwriters in a Regulation A offering
would probably require due diligence comparable to a
registered offering.

Conclusion

The proposed Regulation A offers a real opportunity
for U.S. and Canadian issuers to access the U.S. capital
markets and obtain the benefits of “registered” securities
with less regulation and ongoing expense.

Endnote

1. All sales by selling security holders under either Tier I or Tier II
will be aggregated with all other sales of Regulation A securities
by the issuer and other security holders for purposes of calculating
the maximum permissible amount of securities that may be sold
during any 12-month period. Additionally, affiliates can use these
rules.
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Inside the Courts
Prepared by Attorneys at Skadden Arps

U.S. SUPREME COURT

Supreme Court Clarifies Scope of Sarbanes-Oxley
Whistleblower Protections to Include Employees
at Private Firms That Contract With Publicly Traded
Companies

Lawson v. FMR LLC, 134 S. Ct. 1158 (2014)

In a 6-3 decision, the U.S. Supreme Court held that
the Sarbanes-Oxley Act’s whistleblower protections apply
to employees of a public company’s private contractors
and subcontractors. The question presented was whether
Section 1514 A of Sarbanes-Oxley, which protects employ-
ees of public companies from retaliation for reporting
potential misconduct, extends to employees of a private
company that works as a contractor for a public company.
Two employees of a private investment advisor sought
protection under Section 1514A. The employees alleged
retaliation after they raised concerns related to the cost-
accounting methodologies and SEC disclosures of a fam-
ily of public mutual funds.

The court held that the plain language of the Act
“shelters employees of private contractors and subcon-
tractors, just as it shelters employees of the public com-
pany served by the contractors and subcontractors.” In
addition, the statute’s language and enforcement mecha-
nisms indicated that Congress expected the retaliator
to be the purported whistleblower’s employer, rather
than a contractor hired specifically to avoid the statute’s
provisions as the investment advisor argued. The Court
reasoned that its textual interpretation aligned with Con-
gress’s objectives of avoiding “another Enron debacle.”
Congress recognized that certain of Enron’s contractors
had retaliated against employees who objected to Enron’s
practices. Without the provision’s protections, a contrac-
tor’s employees “would be vulnerable to retaliation by
their employers for blowing the whistle on a scheme to
defraud the public company’s investors, even a scheme
engineered entirely by the contractor.”

Supreme Court Decides Scope of SLUSA “in
Connection With” Requirement

Chadbourne & Parke LLP v. Troice, 134 S. Ct. 1058
(2014)

In a 7-2 decision, the U.S. Supreme Court held
that the Securities Litigation Uniform Standards Act
(SLUSA)—which bars state law class action lawsuits
based on misrepresentations “in connection with the pur-
chase or sale” of nationally traded securities (covered se-
curities)—did not prevent a class of purchasers of certifi-
cates of deposit in a Ponzi scheme from asserting claims

under state law, even though the CDs were supposedly
backed by nationally traded stocks and bonds. The Court
explained that SLUSA’s “basic focus” is on the regulation
of securities traded on a national exchange, and both par-
ties agreed that the CDs were not covered securities. Al-
though investors were induced to purchase the CDs by
misrepresentations about securities that would have been
covered by SLUSA had they existed, for purposes of the
“in connection with” requirement, the Court held that the
“connection matters where the misrepresentation makes a
significant difference to someone’s decision to purchase
or to sell a covered security, not to purchase or to sell an
uncovered security, something about which the Act ex-
presses no concern.” In addition, the Court held that the
person purchasing the covered securities cannot be the
fraudster himself. The Court’s opinion balanced the fed-
eral interest in standardized litigation concerning nation-
ally traded securities against the preservation of state law
remedies for fraud traditionally regulated by the states.

CLASS CERTIFICATION

Texas District Court Denies Class Certification Because
Proposed Methodology for Calculating Class-Wide
Damages Did Not Track Plaintiffs’ Theories of Liability

In re BP P.L.C. Secs. Litig., MDL No. 10-md-2185, 2013
WL 6388408(S.D. Tex. Dec. 6, 2013)

Judge Keith P. Ellison of the U.S. District Court for
the Southern District of Texas denied the plaintiffs” mo-
tion for class certification in a case alleging that British
Petroleum misled investors through a series of misstate-
ments made before and after the Deepwater Horizon
spill. The alleged misstatements concerned BP’s progress
in implementing safety procedures, its ability to respond
to and contain a catastrophic deepwater oil spill, and the
magnitude of the spill. The defendants opposed class cer-
tification, arguing, among other things, that the plaintiffs
could not make the required showing of predominance
under FRCP 23(b)(3) because they could not show class-
wide damages consistent with their theory of the case. In
support of their class certification motion, the plaintiffs
indicated that they would use an event study to calculate
class-wide damages, but did not explain in detail how the
study would be conducted.

In response, the defendants argued that the plaintiffs’
proposed event study methodology would violate the
Supreme Court’s requirement in Comcast Corp. v. Behrend,
133 S. Ct. 1426 (2013), that class-wide damages must
conform to plaintiffs” theories of liability. The defendants
submitted their own event study, similar to the type used
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by the plaintiffs” expert in other securities fraud cases, to
illustrate potential disconnects between an event study
and the frauds alleged by plaintiffs. The defendants’
study revealed multiple ways in which the plaintiffs” pro-
posed methodology for calculating damages was incon-
sistent with the plaintiffs” theories of liability. In denying
class certification, the court, applying Comcast, held that
it was the plaintiffs’ burden to show that damages could
be measured on a class-wide basis consistent with their
theories of liability and that the plaintiffs failed to meet
that burden. Noting that the Comcast decision “signals a
significant shift in the scrutiny required for class certifica-
tion,” the court explained that “[w]ithout a more com-
plete explication of how Plaintiffs propose to use an event
study to calculate class members” damages, and how that
event study will incorporate—and, if necessary, respond
to—the various theories of liability, the Court cannot cer-
tify this litigation for class action treatment.”

S.D.N.Y. Denies Class Certification in RMBS and CDO
Exposure Dispute

IBEW Local 90 Pension Fund v. Deutsche Bank AG, No.
11 Civ. 4209 (KBF), 2013 WL 5815472 (S.D.N.Y. Oct. 29,
2013)

Judge Katherine B. Forrest of the U.S. District Court
for the Southern District of New York denied class cer-
tification on claims that a bank violated Section 10(b) of
the Securities Exchange Act by allegedly misrepresenting
its exposure to residential mortgage-backed securities
and collateralized debt obligations. The plaintiffs” expert
on market efficiency was rejected as unqualified because
he lacked relevant academic and career experience other
than that gained while serving as an expert in prior litiga-
tion. In addition, the expert failed to sustain the plaintiffs’
burden of establishing that the market for the bank’s
global registered shares was efficient. The plaintiffs” ex-
pert failed to consider the efficiency of the German mar-
ket for the bank’s shares, which the bank’s experts dem-
onstrated was an influential determinant of the pricing
of those shares in U.S. markets. Further, the expert failed
to take into account unique circumstances affecting the
financial industry generally at the time of the alleged con-
duct, such as the U.S. and German bans on short-selling.
The expert also chose, inappropriately, to test market ef-
ficiency only on certain days on which the bank released
earnings numbers. Because plaintiffs must demonstrate
an efficient market (rather than defendants establishing
inefficiency), they were not entitled to the fraud-on-the-
market presumption of reliance, and individual issues of
reliance predominated. Moreover, the lead plaintiff was
not typical of the class because its “in-and-out” trading
strategy likely subjected it to unique defenses related to
causation and reliance.

DEMAND FUTILITY

California Appeals Court Affirms Dismissal of
Shareholder Derivative Action Against Yahoo!

Officers and Directors for Failure to Adequately Allege
Demand Futility

Leyte-Vidal v. Semel, No. H037762 (Cal. Ct. App. Oct.
23, 2013)

The Court of Appeal of California affirmed the dis-
missal of the third amended complaint in a shareholder
derivative action brought against Yahoo! officers and
directors on the grounds that the plaintiff did not ad-
equately plead demand futility. The court agreed that the
complaint failed to allege that at least half of Yahoo!’s 12
directors were not disinterested and independent, which
would have excused demand.

The original complaint, naming 15 defendants, con-
tained numerous allegations, including insider trading,
improper financial reporting, abuse of control, gross mis-
management and waste. Following demurrer, however,
the plaintiff abandoned all causes of action except those
involving insider trading.

At the time the action commenced, only five of the
“Insider Selling Defendants” held seats on the 12-director
board. The trial court agreed with the plaintiff that those
five directors were not disinterested and independent.
However, because the plaintiff needed to plead that at
least half of the directors could not consider a demand,
the plaintiff still had to identify an additional director
who was not disinterested and independent for demand
to be excused.

The plaintiff focused on two directors, who had been
the subject of the now-abandoned allegations of mis-
management and improper financial reporting. The trial
court concluded, and the court of appeal agreed, that the
reference to those allegations was insufficient to call into
question those directors’ disinterest and independence.
As an initial matter, those allegations were “insufficient to
ascribe bad faith to the directors.” Moreover, the plaintiff
had abandoned those allegations after the initial com-
plaint, and the court refused to allow the plaintiff to sub-
sequently reintroduce them. The plaintiff further argued
that demand was excused because the other directors
were dominated and controlled by Yahoo!’s co-founder,
and therefore could not exercise their judgment in an
independent and disinterested manner. To the court of
appeal, that allegation was “circular and conclusory.” The
complaint lacked any “particularized facts that permit an
inference that because of [the co-founder’s] relationship
with each director, each acted under [his] influence in
making the challenged decisions.” The allegations dem-
onstrated merely that the plaintiff disagreed with the de-
cisions made by the co-founder and the other directors.
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EXCHANGE ACT

Ninth Circuit Reverses Dismissal of Section 10(b)
Claims in British Petroleum Alaska Oil Spill Case,
Holding Plaintiffs Adequately Pled Scienter Against BP
and One Executive

Reese v. Malone, No. 12-35260 (9th Cir. Feb. 13, 2014)

The U.S. Court of Appeals for the Ninth Circuit re-
versed in part the dismissal of a federal securities claim
brought against British Petroleum (BP) and certain execu-
tives of the company.

In March 2006 an oil leak in one of BP’s Alaskan pipe-
lines spilled 200,000 gallons of oil onto the Alaskan tun-
dra in Prudhoe Bay. A second leak occurred five months
later in a different BP oil line in Prudhoe Bay. In this pur-
ported class action, BP shareholders alleged the company
made false and misleading statements prior to and in
the wake of the first spill regarding the condition of the
pipelines and BP’s pipeline maintenance and leak detec-
tion practices. The district court granted the defendants’
motion to dismiss with prejudice. Although the district
court found some of the statements false or misleading,
it dismissed the claims because the plaintiffs did not suf-
ficiently plead scienter.

On appeal, the Ninth Circuit reviewed four allegedly
false and misleading statements. First, the panel consid-
ered a statement made two weeks after the first spill by a
BP-Alaska executive in charge of operations in the region.
The executive stated that, a year earlier, the pipe was
corroding at a “low manageable” rate. The panel agreed
with the district court that, based on the allegations and
the facts that later came to light, the statement was de-
monstrably false. However, the panel reversed the district
court as to scienter. The court stated that, given the execu-
tive’s position, she “had every reason to review the re-
sults of BP-Alaska’s corrosion monitoring to understand
what happened.... Evidence of high levels of corrosion
would be central to this inquiry.” Furthermore, the execu-
tive “had a clear motive for omitting information about
the detection of high corrosion levels.” Finally, because
the executive specifically addressed corrosion rate data
in her statement, it was unlikely she was unaware of the
true corrosion rate.

Second, the court considered statements by the same
executive in the wake of the first spill that “*[s]imilar
problems have not been found in other lines downstream
and elsewhere in Prudhoe Bay.”” These statements were
false, the panel explained, because other pipelines, includ-
ing the line that produced the second leak, did exhibit
similar problems. The court also concluded that the plain-
tiffs adequately alleged scienter. The court analyzed scien-
ter from two perspectives: (i) evidence of contemporane-
ous knowledge and (ii) the “core operations inference.”
As to evidence of contemporaneous knowledge, the
executive had received a report from a federal agency that

drew comparisons between the construction, operation
and maintenance of the two pipes. In addition, later dis-
closures contradicting the executive’s statement “can be
circumstantial evidence of scienter.” Under the “core op-
erations” analysis, the court considered two factors. First,
the court asked whether it would be “absurd” to suggest
that management was without knowledge of the matter.
The court answered this inquiry in the affirmative, con-
cluding that it was “absurd” to think the head of Prudhoe
Bay operations did not know the comparable conditions
of the two pipes. Second, the court asked whether the al-
legations “’suggest that [the] defendants had actual access
to the disputed information.”” Again, the court answered
in the affirmative, determining that the executive’s spe-
cific statements indicated that she likely had access to the
disputed information. Because the allegations were suf-
ficient under the “absurdity” and “actual access” analyses
applied by the court, the panel held that the plaintiffs
adequately alleged scienter under the “core operations
inference.”

Third, the court considered a statement by BP’s CEO
that the first spill occurred ““in spite of the fact that we
have both world class corrosion monitoring and leak
detection systems.”” While that statement appeared to be
false, the plaintiffs did not allege facts showing, directly
or circumstantially, that the CEO knew of the problems
when he made the statement. Therefore, there was no

strong inference of scienter.

Finally, the panel considered a statement in BP’s an-
nual report, issued nearly four months after the first oil
spill, that “Management believes that the Group’s activi-
ties are in compliance in all material respects with ap-
plicable environmental laws and regulations.” As to this
statement, the panel said it could find “no reasonable ba-
sis for management’s ‘belief’ that BP was in material com-
pliance with applicable ...laws and regulations.” In addi-
tion, “we find it most unlikely that top management was
unaware of facts undermining its belief in compliance.”
BP argued that its statement was not false because it
prefaced the statement with management “believes,” and
used the qualifier “material” to describe its level of com-
pliance. The court disagreed. The court acknowledged
that BP’s ongoing discussions with regulators suggested
some “effort” to achieve compliance, but stated that
those efforts did not negate the “pre-existing, significant
violations” alleged in the complaint. As to scienter, the
panel once again inquired whether it would be “absurd”
to suggest that management was without knowledge of
the matter. The court noted the “significant federal and
state government intervention into BP’s operations after
the March...[oil] spill.” Further, the annual report itself
discussed the spill. Moreover, the former CEO requested
updates on BP’s response to the spill, which the court
viewed as “direct evidence of its prominence in the eyes
of BP’s top management.” Given that, the panel said, “we
find it ‘absurd’ that management was not aware of BP’s
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significant, existing compliance issues that rendered the
statement misleading.” Put in context, the panel said, the
statement appeared to be made with the intent to down-
play BP’s noncompliance with regulations, which further
raised the inference of scienter.

The panel remanded the case to the district court for
further proceedings.

Northern District of California Denies in Part Motion
to Dismiss, Holding That Defendants’ Failure to
Disclose Certain Adverse Reactions Rendered
Statements About Drug’s Safety False and Misleading

Bartelt v. Affymax, Inc., No. 13-01025 (N.D. Cal. Jan.
21, 2014)

Judge William H. Orrick of the U.S. District Court for
the Northern District of California granted in part and
denied in part the defendants” motion to dismiss claims
brought under Rule 10b-5. The plaintiff alleged that Af-
fymax, a pharmaceutical company, and four Affymax
officers violated federal securities laws by making false
and misleading statements about the company’s primary
drug, which eventually was recalled because of safety
concerns. The company’s stock dropped following the
recall.

The allegations focused on three instances in which
the defendants made statements about the drug’s safety
and efficacy despite knowing “that there were serious ad-
verse reactions” to the drug, including patient death. The
court held that the first two statements could not support
a 10b-5 claim. The defendants made the first statement
prior to the time they allegedly learned of the “adverse
reactions,” so they could not have knowingly misrepre-
sented the seriousness or impact of the adverse reactions.
The second statement was neither false nor misleading
because the statement contained accurate and specific
disclosures regarding the drug, negating any purported
falsity.

The court held that the third statement could support
a 10b-5 claim because the plaintiff adequately pleaded it
was materially false and misleading. In that statement,
the defendants said that the drug’s “safety and efficacy
were established,” and, according to the plaintiff, im-
plied that the issue with the drug was simply dose ef-
ficacy, rather than safety. According to the plaintiff, this
statement was misleading because the defendants knew
about the adverse reactions and failed to disclose them.
The defendants argued that they did not have a duty to
disclose information about the adverse reactions because
the occurrence of adverse reactions is not a material fact.
A fact is material “’when there is ‘a substantial likelihood
that the disclosure of the omitted fact would have been
viewed by [a] reasonable investor as having significantly
altered the “total mix” of information made available.””
The defendants cited Matrixx Initiatives Inc. v. Siracusano,
131 S. Ct. 1309 (2011) for the proposition that the “mere

existence of reports of adverse events” does not alter

the “total mix of information” available. In Matrixx, the
Supreme Court explained that “[t]he fact that a user of a
drug has suffered an adverse event, standing alone, does
not mean that the drug caused that event.” Rather, “some-
thing more is needed” to make the existence of reports of
adverse events something a reasonable investor would
view as altering the “total mix of information made avail-
able.” According to the defendants, the plaintiff failed to
establish the “something more.”

The court disagreed. In Matrixx, the Supreme Court
held that it was substantially likely that a reasonable in-
vestor would have viewed adverse event reports “about
more than 10 patients who had lost their sense of smell
after using [a drug]” as having significantly altered the
total mix of information because “in some cases...reason-
able investors would have viewed reports of adverse
events as material even though the reports did not pro-
vide statistically significant evidence of a casual link.” Us-
ing the same rationale, the court here determined that it
was “substantially likely that a reasonable investor would
have viewed over two dozen fatal, life-threatening and
other adverse reactions to” the drug as altering the total
mix of information made available. Therefore, the plaintiff
had adequately pleaded that the statement was materially
false and misleading.

Finally, the court rejected the defendants” argument
that the company made adequate public disclosures in
other ways, such as on the drug’s package insert, so as to
negate the misleading nature of the statement at issue.

Northern District of California Denies Motion to
Dismiss Exchange Act Claim, Holding Plaintiff’s
Contractual Right of First Refusal Could Qualify as a
Contract to Sell or Purchase Securities

Integral Dev. Corp. v. Tolat, No. 12-06575 (N.D. Cal.
May 30, 2013)

Judge Jeffrey S. White of the U.S. District Court for
the Northern District of California granted in part and de-
nied in part a motion to dismiss claims brought by a soft-
ware development company against its former employee.
The court refused to dismiss the plaintiff’s Rule 10b-5
claim, but dismissed the state securities claims brought
under California law.

Tolat, the defendant employee, left plaintiff Integral
after negotiating employment terms with one of Inte-
gral’s competitors. Integral had a right of first refusal to
purchase shares held by Tolat when he left the company.
When discussing with Integral the right of first refusal
to purchase his shares, Tolat allegedly failed to disclose
to Integral that the price the competitor was offering for
the shares in the competitor’s stock purchase agreement
was artificially inflated. As a result of the fraudulently
inflated price presented to Integral, Integral allegedly was
not able to exercise its right of first refusal. In his motion
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to dismiss, Tolat argued that because no actual contract to
purchase securities was formed and no actual purchase of
securities was ever consummated, Integral lacked stand-
ing to bring a claim under 10b-5. In addition, Tolat argued
that Integral could not allege damages because it never
actually purchased his shares. The court disagreed, hold-
ing first that Integral’s contractual right of first refusal
could qualify as an underlying contract to sell or purchase
securities. Moreover, Integral sufficiently pleaded facts
that it suffered economic loss as a result of Tolat’s conduct
to survive a motion to dismiss.

As to Integral’s state securities claim, the court ex-
plained that the relevant California Code sections do not
provide a private right of action unless there is a com-
pleted sale of a security. Because Integral could not allege
a completed sale or securities purchase, Integral lacked
standing to sue under California law.

FIDUCIARY DUTIES
Books and Records

Delaware Court of Chancery Denies Books and
Records Review in Connection With HP’s Acquisition
of Autonomy

Cook v. Hewlett-Packard Co., No. 8667-VCG (Del. Ch.
Jan. 30, 2014)

Vice Chancellor Sam Glasscock III of the Delaware
Court of Chancery denied a Section 220 request by a
Hewlett-Packard Co. (HP) shareholder seeking to review
books and records related to government investigations
into the company’s acquisition of Autonomy Corp. (Au-
tonomy). The government investigations stemmed from
HP taking a goodwill impairment charge after the acqui-
sition due to accounting improprieties that occurred at
Autonomy prior to the acquisition.

The plaintiff’s stated purposes for requesting the doc-
uments were to (i) investigate wrongdoing at HP, (ii) com-
municate with HP’s board about possible wrongdoing
and (iii) determine whether HP’s board was disinterested
and acted in accordance with its fiduciary duties when ac-
quiring Autonomy. HP voluntarily produced some board-
level documents, but the plaintiff demanded more. The
court held that documents “necessary and essential to the
Plaintiff’s stated purpose of investigating wrongdoing on
the part of HP’s officers and directors are the documents
that the Plaintiff ha[d] already received: board and com-
mittee minutes for meetings at which the board discussed
the Autonomy acquisition, and documents reflecting
presentations given at those meetings.” The court denied
the plaintiff’s request for additional broader categories
of documents, including “all documents produced by, or
sought from, the Company by all government authorities
investigating wrongdoing by the acquired entity,” stating
that the requests “amount[ed] to a fishing expedition.”

Derivative Litigation

Eighth Circuit Holds Colorado River Abstention
Inappropriate in Shareholder Derivative Suits Alleging
Securities Exchange Act Violations

Cottrell v. Duke, 737 F.3d 1238 (8th Cir. 2013)

The U.S. Court of Appeals for the Eighth Circuit
held that Colorado River abstention was not appropriate
in a case in which shareholders alleged that Wal-Mart
corporate officers violated Section 14(a) of the Securities
Exchange Act because the federal courts have exclusive
jurisdiction over such claims. The shareholders claimed
that the defendants violated the Securities Exchange Act
and breached their fiduciary duties by causing Wal-Mart
to disseminate false and misleading statements regarding
the effectiveness of oversight over compliance issues at
Wal-Mart, permitting the company to violate foreign and
federal laws and participate in a cover up, among other
actions. Because shareholder derivative lawsuits were
brought in both state and federal court, Wal-Mart moved
to stay the federal court proceedings in deference to the
ongoing state court case. The district court granted the
motion, citing both Colorado River principles of abstention
and the court’s inherent power to control its docket.

Citing holdings in the U.S. Courts of Appeal for the
Second, Seventh and Ninth Circuits, the Eighth Circuit
held that Colorado River abstention is not appropriate
when a plaintiff raises a claim over which federal courts
have exclusive jurisdiction, such as a claim under the Se-
curities Exchange Act. The Eighth Circuit noted it could
not find a circuit court that has held otherwise, and also
rejected the defendants” attempt to avoid precedent from
other circuits by pointing to the derivative claims. The
court reasoned that, although the pleading requirements
for derivative actions incorporate a state-law demand re-
quirement, it could not simply assume that state demand
requirements would dispose of the controversy for the
purpose of determining that the state and federal actions
were sufficiently “parallel” for Colorado River abstention
to apply. Further, the Eighth Circuit held that the district
court abused its discretion by using its inherent power
to control its docket as an alternative justification for the
stay.

Mergers and Acquisitions

Delaware Court of Chancery Dismisses Claims That
Answers Corp. Board Acted in Bad Faith to Sell the
Company

In re Answers Corp. S’holders Litig., No. 6170-VCN
(Del. Ch. Feb. 3, 2014)

Vice Chancellor John W. Noble of the Delaware Court
of Chancery granted the defendants” motion for sum-
mary judgment and dismissed claims of breach of the
duty of loyalty in connection with a merger. The plaintiffs
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claimed that the board of Answers Corp. breached its
fiduciary duties by acting in bad faith to sell the com-
pany by (i) purposefully engaging in a limited shopping
process; (ii) failing to act in the interests of the company’s
stockholders after circumstances changed to indicate the
offer price was too low and (iii) exerting willful blindness
to ignore alternatives to the transaction.

The court rejected all of these claims and granted the
defendants” motion for summary judgment. The court
stated that it “generally grants boards latitude to deter-
mine how to conduct an appropriate sale process. Thus, a
board may reasonably prefer ‘a discreet approach relying
upon target marketing by an investment bank’ to con-
ducting a public auction. Prior decisions also support
some leeway in determining which potential acquirers to
target. Finally, a plaintiff’s inability to explain a Board’s
motivation to act in bad faith may also be relevant in ana-
lyzing bad faith claims.” With respect to the plaintiffs’
claims that the market check was flawed, the court re-
marked that “Lyondell counsels that there is a vast differ-
ence between a flawed, inadequate effort to carry out fi-
duciary duties and a conscious disregard for them.” Thus,
even a limited market check that lasted only two weeks
over the holidays and only focused on strategic buyers
“does not constitute a complete abandonment of fiduciary
duty and thus is insufficient to survive a bad faith aban-
donment of duty claim.” Moreover, the court found that
the board could take a variety of factors into account
about the company’s financial prospects when determin-
ing whether to accept a deal, remarking that “[s]uch con-
siderations are within the purview of a disinterested
Board in assessing whether to pursue the proverbial bird
in hand over the one in the bush; particularly here, be-
cause no allegations have been made concerning the
Board’s motives for favoring [one] bidder or presenting
some other motive for failing to maximize shareholder
value.” Ultimately, the court concluded that “[a]lthough
Plaintiffs identify a variety of ways in which they believe
the process could have been better conducted, they offer
no evidence of that extreme set of facts required to show
that the board utterly failed to attempt to comply with its
duties.” The court also dismissed claims that certain
board members were interested or were dominated and
controlled and lacked independence. The court also re-
jected claims for aiding and abetting against the buyer.

Delaware Court of Chancery Rules That Pre-merger
Communications Pass to Transaction’s Surviving
Corporation

Great Hill Equity Partners IV, LP v. SIG Growth Equity
Fund I, LLLP, 80 A.3d 155 (Del. Ch. 2013)

Chancellor Leo E. Strine Jr. of the Delaware Court of
Chancery held that, pursuant to Section 259 of the Dela-
ware General Corporation Law (DGCL), the buyer of a
Delaware corporation owned and controlled pre-merger
privileged communications between the selling corpora-
tion’s outside counsel and its stockholders and represen-

tatives regarding the negotiation of the transaction, which
were contained in the corporation’s computer systems.
The opinion arose from an ongoing dispute wherein the
buyer claimed that it was fraudulently induced to acquire
the Delaware company.

Chancellor Strine noted that this case presented an
issue of statutory interpretation in the first instance. Un-
der Section 259 of the DGCL, following a merger, “all
property, rights, privileges, powers and franchises, and all
and every other interest shall be thereafter as effectually
the property of the surviving or resulting corporation....”
Chancellor Strine reasoned that if the Delaware legisla-
ture had intended to exempt attorney-client privileged
communications from the property and rights to be trans-
ferred under Section 259, it would have so provided. He
also distinguished a decision of the New York Court of
Appeals, Tekni-Plex, Inc. v. Meyner & Landis, 674 N.E.2d
663 (N.Y. 1996) relied on by the seller, which concluded
(without citation to Section 259) that pre-merger attorney-
client communications regarding the merger negotiations
did not pass to the surviving corporation for policy rea-
sons under New York attorney-client privilege law.

Chancellor Strine further explained that “the answer
to any parties worried about facing this predicament in
the future is to use their contractual freedom in the man-
ner shown in prior deals to exclude from the transferred
assets the attorney-client communications they wish to
retain as their own. ... Absent such an express carve out,
the privilege over all pre-merger communications—in-
cluding those relating to the negotiation of the merger
itself—passed to the surviving corporation in the merger,
by plain operation of clear Delaware statutory law under
§ 259 of the DGCL.”

Offerings

Northern District of Illinois Dismisses Suit Alleging
Breach of Fiduciary Duty Against REIT Board

Becker v. Inland Am. Real Estate Trust, Inc., No. 13-cv-
3128, 2013 WL 6068793 (N.D. lll. Nov. 18, 2013)

Judge Harry D. Leinenweber of the U.S. District
Court for the Northern District of Illinois dismissed with
prejudice a case against the Board of Inland American
Real Estate Trust, Inc., a public, nontraded REIT incorpo-
rated in Maryland, alleging that the company’s directors
breached their fiduciary duties by selling shares through
a dividend reinvestment program “at inflated prices that
did not reflect the true value of Inland American.” The
shareholders also brought claims for a constructive trust
and unjust enrichment. The court rejected these claims,
concluding that the directors acted in their managerial
capacity when they established the price charged for
shares, and thus that Maryland law imposed on them
only the duties of loyalty, good faith and reasonable care.
The plaintiffs” allegations did not support a determination
that the directors breached these fiduciary duties because
the prospectus cautioned investors that the stock offer-
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ing prices were “arbitrarily determined by [the] board of
directors” and that the real value could be higher or lower
than their estimate and because plaintiffs did not contend
that any of the financial information disseminated by the
board was false. The court also rejected the shareholders’
claims for a constructive trust and unjust enrichment be-
cause these rested upon the claim for breach of fiduciary
duty.

MATERIALITY

Second Circuit Affirms Dismissal of Claims Alleging
Canadian Solar Recognized Revenue From a Sham
Transaction

Tabak v. Canadian Solar Inc., No. 13-1681, 2013 WL
6697923 (2d Cir. Dec. 20, 2013)

The U.S. Court of Appeals for the Second Circuit af-
firmed by summary order the dismissal of claims that
Canadian Solar Inc. violated Section 10(b) of the Securities
Exchange Act by allegedly recognizing revenue from a
sham transaction. Because the manufacturer’s alleged in-
flation of earnings was de minimis—only 2.7 percent of the
company’s third quarter revenue and .9 percent of its total
annual revenue—the alleged misstatements were immate-
rial as a matter of law. The plaintiffs also pointed to other
alleged false statements concerning improper revenue
recognition from other sham transactions and the timing
of a stock offering in relation to the alleged misrepresenta-
tions. The plaintiffs, however, failed to allege any facts to
support their allegations that the additional transactions
were shams, and thus failed to meet the fraud pleading
requirements under the PSLRA. Further, the timing of
the stock offering did not affect materiality. In addition,
the plaintiffs failed to adequately plead scienter, because
the alleged attempts to avoid stock dilution by company
insiders were not sufficient to demonstrate motive to de-
fraud investors.

MISREPRESENTATIONS

District of Rhode Island Upholds Section 10(b) Claims
Against CVS in Connection With Caremark Merger

City of Brockton Ret. Sys. v. CVS Caremark Corp., No.
09-cv-554, 2013 WL 6841927 (D.R.l. Dec. 31, 2013)

Judge Joseph L. Laplante of the U.S. District Court
for the District of New Hampshire (sitting by designation
in the District of Rhode Island) upheld claims brought
against CVS for alleged violations of Section 10(b) of the
Securities Exchange Act for purportedly misrepresenting
the success of the company’s computer system integration
following its merger with Caremark. The district court’s
prior determination that the plaintiffs failed to sufficiently
alleged loss causation was reversed in part and remanded
by the U.S. Court of Appeals for the First Circuit for con-
sideration of whether the plaintiffs also properly pleaded
an actionable misrepresentation or omission and scienter.
On remand, the district court held that the plaintiffs had

adequately alleged that CVS’s statement that its re-pricing
was unrelated to service issues was misleading, given
CVS’s alleged re-pricing of half of its contracts to retain
customers dissatisfied with its post-merger service. In ad-
dition, even though several other alleged misstatements
potentially were inactionable puffery, the court declined
to make that determination on a motion to dismiss where
the plaintiffs had alleged at least one misrepresentation.
The court further determined that the plaintiffs adequate-
ly alleged sufficient facts to infer that CVS’s CEO acted
with the requisite state of mind when he denied that the
unsuccessful system integration caused the re-pricing of
certain accounts.

District of Vermont Dismisses Section 10(b) Claims
Against Green Mountain Coffee Roasters

La. Mun. Police Emps. Ret. Sys. v. Green Mountain
Coffee Roasters, Inc., No. 11-cv-289 (D. Vt. Dec. 20,
2013)

Judge William K. Sessions of the U.S. District Court
for the District of Vermont dismissed with prejudice
claims that Green Mountain Coffee Roasters violated
Section 10(b) of the Securities Exchange Act by allegedly
misrepresenting the company’s inventory levels and
obsolescence reserves. The company’s representations
that it was increasing production capacity and inventory
to meet higher product demand were not false because
the plaintiffs failed to allege that the company’s financial
disclosures understated the inventory levels the company
maintained when those statements were made. Even if
the company’s statements about inventory status were
inconsistent with actual inventory levels, the court could
not credit the plaintiffs” reliance on various confidential
witnesses because the allegations based on confidential
witnesses” accounts were not linked to specific state-
ments made during the class period. Furthermore, the
confidential witnesses” accounts were not sufficiently par-
ticularized because the plaintiffs failed to show that the
witnesses had the requisite knowledge to demonstrate the
falsity of the statements.

The court also dismissed claims that statements about
the company’s reported obsolescence reserves were false
for the same reasons. In addition, the court determined
that the plaintiffs failed to adequately allege a “cogent
and compelling inference of scienter.” Stock trades made
by company insiders amounting to approximately $50
million were not unusual because in both absolute and
percentage values the sales were relatively small, and the
trades were made pursuant to 10b5-1 trading plans sever-
al months before the alleged misstatements occurred. Nor
did the company’s secondary stock offering support an
inference of scienter because a stock offering to raise cash
generally does not support a motive to commit fraud.
Further, company executives were not reckless because
reliance on the core operations doctrine was insufficient
where plaintiffs failed to allege supplemental facts sup-
porting the theory. While the Second Circuit has neither
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accepted nor rejected the core operations doctrine follow-
ing the passage of the PSLRA, the court noted that plead-
ing a core operations theory, without more, is insufficient
to support scienter. This decision has been appealed to the
Second Circuit.

PSLRA
Lead Plaintiff

S.D.N.Y. Holds That Grouping Unrelated Plaintiffs
Would Defeat Goals of PSLRA Appointment Process

In re Lightinthebox Holding Co., No. 13 Civ. 6016
(S.D.N.Y. Nov. 21, 2013)

Judge P. Kevin Castel of the U.S. District Court for the
Southern District of New York denied motions to appoint
a group of investors as lead plaintiffs in a securities fraud
action against a Chinese online retailer. Two groups of
individual investors (each referring to themselves as the
LightInTheBox Investor Group) proposed to join together
as a single group with the largest financial stake in the
litigation for purposes of becoming lead plaintiffs. The
group proposed to make decisions regarding the litigation
by majority vote. Although the PSLRA does not expressly
prohibit groupings of unrelated plaintiffs, the court held
that appointing such a group as lead plaintiffs would
defeat the goals of the PSLRA’s appointment process. Do-
ing so would encourage lawyers to direct the litigation
by hand-selecting groups of smaller plaintiffs to compete
with larger, more sophisticated investors for lead plaintiff
appointment. Moreover, allowing decisions to be made by
majority vote of the group would result in plaintiffs with
smaller financial stakes voting together to control the
litigation to the exclusion of the investors with the largest
losses.

Pleading Standards

Magistrate Judge Says Preliminary Injunction Does
Not Satisfy PSLRA's Heightened Pleading Standard

Takiguchi v. MRI Int’l, Inc., No. 13-01183 (D. Nev. Dec.
11, 2013)

Magistrate Judge Cam Ferenbach of the U.S. District
Court for the District of Nevada held that the prior is-
suance of a preliminary injunction does not satisfy the
PSLRA’s heightened standard for lifting the automatic
stay of discovery that is triggered when a defendant files
a motion to dismiss.

The plaintiffs accused defendants of running a Ponzi
scheme for more than 15 years. When the alleged scheme
purportedly came to light, the plaintiffs sued under the
Securities Act, the Exchange Act and various Nevada
state laws. The district court judge issued a preliminary
injunction, freezing the defendants” assets and ordering
expedited discovery for 90 days because there was reason
to believe defendants might hide money or destroy docu-
ments.

The question before the magistrate judge was wheth-
er the plaintiffs could continue to conduct discovery after
the 90-day period ended. Under the PSLRA, discovery
is permitted “only after the court has sustained the legal
sufficiency of the complaint.” The plaintiffs argued that
the district court’s granting of the preliminary injunction
satisfied that standard because that court decided that the
plaintiffs were “likely to succeed on the merits” of their
state and federal claims. The magistrate judge rejected
that argument. First, the court dispatched the plaintiffs’
argument that “because its policy objectives have been
satisfied, the PSLRA does not require any discovery stay.”
The court reasoned that policy concerns and pleading
standards are different issues that trigger separate in-
quiries. Second, in this case, the preliminary injunction
and the PSLRA pleading standard focused on different
moments in time. To satisfy the heightened PSLRA plead-
ing standard, the complaint must have alleged that the
defendants actually knew a statement was false when
made. The preliminary injunction, on the other hand,
was predicated on the defendants’ failure to comply with
regulatory freezes on defendants’ assets. Finally, the court
noted that the preliminary injunction largely focused on
the plaintiffs’ state law claims without examining the se-
curities claims in detail.

SCIENTER

Second Circuit Affirms Eastman Kodak Officers Did
Not Misrepresent Company'’s Liquidity Position

Jones v. Perez, No. 13-2195-cv (2d Cir. Dec. 26, 2013)

The U.S. Court of Appeals for the Second Circuit af-
firmed by summary order the dismissal of claims that
officers of Eastman Kodak Company violated Section
10(b) of the Securities Exchange Act by misrepresenting
the company’s liquidity position. Although the company
ultimately declared bankruptcy despite previous optimis-
tic statements by company officers, the plaintiffs failed
to adequately allege facts giving rise to a strong infer-
ence of scienter. Statements indicating that the company
was comfortable with its liquidity were not intentionally
misleading and did not require the company to disclose
that a portion of its cash was committed overseas, that
certain patents were proving difficult to sell or that the
company missed certain internal revenue targets. In ad-
dition, a press release indicating that the company had
“no intention to file for bankruptcy” was not analogous
to a guarantee that the company never would do so, and
allegations that the company actually intended otherwise
were based on information from confidential witnesses
without direct knowledge of the matter. Moreover, the
statement was forward-looking and accompanied by suf-
ficiently meaningful cautionary language; thus, it was
protected by the PSLRA safe harbor. Further, the plaintiffs
failed to sufficiently allege the defendants believed that
certain statements of opinion were false when made, even
though the officers” predictions about the company’s
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year-end cash position and ability to sell its patent portfo-
lio and transition its business from film to digital photog-
raphy products subsequently proved to be incorrect.

SECURITIES ACT CLAIMS

Second Circuit Affirms Dismissal of RMBS-Related
Sections 11 and 12(a)(2) Claims Because of Statute of
Limitations Expiration

Freidus v. ING Groep, N.V., No. 12-4514 (2d Cir. Nov.
22, 2013)

The U.S. Court of Appeals for the Second Circuit af-
firmed the dismissal of claims that a financial services
company violated Sections 11 and 12(a)(2) of the Securi-
ties Act for allegedly misrepresenting the quality of loans
in the pools underlying certain residential mortgage-
backed securities. The panel held that the claims were
untimely under the applicable one-year statute of limita-
tions. Information disclosed by the company in Septem-
ber 2007 was sufficient for a reasonably diligent plaintiff
to discover the alleged misstatements related to a June
2007 offering. The plaintiff did not file suit, however, until
February 2009. Additionally, the plaintiffs failed to plau-
sibly allege that ING did not believe its opinion that the
loans underlying its residential mortgage-backed securi-
ties were of “relatively high quality” when it made the
statement, even though the statement may have subse-
quently proved to be inaccurate or incomplete.

SECURITIES FRAUD PLEADING STANDARDS

S.D.N.Y. Upholds Claims That Former MF Global
Directors, Executives and Advisors Violated Section
10(b)

In re MF Global Holdings Ltd. Sec. Litig., No. 11 Civ.
7866 (S.D.N.Y. Nov. 12, 2013)

Judge Victor Marrero of the U.S. District Court for the
Southern District of New York upheld claims that former
directors, executives and advisors of the now-bankrupt
MF Global violated Section 10(b) of the Securities Ex-
change Act and Section 11(a) of the Securities Act by mis-
representing the company’s exposure to certain European
sovereign debt holdings and its liquidity and by the un-
timely reporting of a valuation allowance against deferred
tax assets. The plaintiffs’ complaint sufficiently identified
the allegedly misleading statements and the reason each
statement was false and misleading, including the date,
publication and speaker of each. In addition, although
the company’s statements regarding its deferred tax as-
sets were subject to a “very subjective standard” and thus
were opinions, the plaintiffs sufficiently alleged that the
statements were false and that executives actually knew
that the company should have taken a valuation allow-
ance but did not. Further, general risk disclosures were
not sufficient to render the allegedly false opinions imma-
terial given the specific information allegedly known by

executives but concealed from investors. Additionally, al-
legations regarding the risks related to the company’s in-
vestments in European sovereign debt were not fraud-by-
hindsight because market players affirmatively reacted
when the risks were disclosed, and the complaint alleged
particular knowledge of the risks that was concealed by
executives. The plaintiffs also sufficiently alleged a strong
inference of scienter by circumstantial evidence, including
the executives’” knowledge of GAAP standards (for claims
arising from the company’s treatment of deferred tax as-
sets) and internal reports criticizing the company’s inter-
nal controls and liquidity management (for claims arising
from the company’s exposure to European debt and the
liquidity crisis). Finally, the underwriter defendants” affir-
mative defense, based on reasonable reliance on the com-
pany’s public filings, was not a basis for dismissal at this
stage because the plaintiffs sufficiently alleged “red flags”
that the underwriter defendants could have discovered.
However, the affirmative defense could be reconsidered
at summary judgment.

STANDING

Second Circuit Vacates Summary Judgment in Favor
of Bankrupt Hedge Fund’s Auditor in Connection With
Alleged Section 10(b) Violation

CILP Assocs., L.P. v. Lipper Convertibles, L.P., Nos. 11-
4904-cv, 11-4905-cv, 11-5104-cv, 11-5106-cv (2d Cir.
Nov. 8, 2013)

The U.S. Court of Appeals for the Second Circuit va-
cated summary judgment in favor of a bankrupt hedge
fund’s auditor on claims that the auditor violated Section
10(b) of the Securities Exchange Act. The plaintiffs—Ilim-
ited partners in the fund—alleged that they had relied on
the auditor’s audit opinions stating that the fund’s alleg-
edly inflated financial statements complied with GAAP
and GAAS when purchasing their interests in the fund.
The district court granted summary judgment to the audi-
tor on the sole ground that the plaintiffs had not suffered
any injury distinct from the fund’s injuries and so lacked
standing to bring direct claims.

The Second Circuit vacated summary judgment,
holding that the plaintiffs” evidence created a factual dis-
pute as to whether they were directly injured when they
purchased their interests in the fund. Although the fund’s
financial statements indicated that it used a particular fair
value methodology for valuing its securities portfolios,
the fund’s principal trader—who was responsible for
valuations—previously had admitted that he deliberately
used his own unique methodology that valued the securi-
ties differently. In addition, an independent report of the
fund’s assets, which concluded that the fund was overval-
ued in each year between 1995 and 2001, was evidence of
direct injury, even though the report failed to specifically
value the fund at particular dates and times. A jury rea-
sonably could find that the report’s own methodology for
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valuing securities during the relevant period was reliable
because it was relied upon by a New York state court dur-
ing related bankruptcy proceedings. Further, at summary
judgment, the plaintiffs were not required to demonstrate
the precise valuation of the securities at each relevant
date, and the report included month-to-month valuations
that indicated significant inflation during the relevant
period.

WHISTLEBLOWER PROTECTIONS

Second Circuit Holds That the False Claims Act Does
Not Relieve Attorneys of Ethical Duty to Maintain
Client Confidentiality

United States v. Quest Diagnostics, Inc., No. 11-1565-cv
(2d Cir. Oct. 25, 2013)

The U.S. Court of Appeals for the Second Circuit af-
firmed the dismissal of a qui tam action brought pursuant
to the False Claims Act alleging that a medical laboratory
violated the federal Anti-Kickback Statute by offering
certain discounted services to induce referrals for services
billable to Medicare and Medicaid. The district court had
dismissed the action because one of the qui tam plain-
tiffs—the laboratory’s former general counsel—violated

his ethical duty of confidentiality by divulging informa-
tion gained through his position. The Second Circuit
affirmed, holding that the False Claims Act does not
relieve an attorney of his ethical duty to maintain client
confidences and that the attorney violated New York’s
ethical rule prohibiting an attorney from using confiden-
tial information to the disadvantage of a former client.
Although an exception to the rule allows for the release of
information an attorney reasonably believes is necessary
to prevent a client from committing a crime, the court
held that the information disclosed—including informa-
tion dating back to far before the beginning of the alleged
misconduct—exceeded what was necessary under the
circumstances. Certain documents alone, if disclosed to
the government, would have provided a sufficient basis
for the government to prevent further criminal conduct.
The attorney need not have participated in the qui tam
action at all, much less made broad disclosures of con-
fidential information throughout discovery and in his
deposition. Further, the district court’s decision to dismiss
the entire action was justified because the prejudice to the
defendant likely would continue through the remaining
plaintiff and counsel who were privy to the wrongfully
revealed confidential information, even though those par-
ties did not violate any ethical duties.
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The Counterintuitive Effects of the Volcker Rule and the
Push-Out Rule: Discrimination Against Illiquid Assets and
Hedging Exemptions Increasing Systemic Risk

By Richard Jones

Introduction

Two pieces of legislation that are meant to answer
the ills of moral hazard are section 619 of the Dodd-
Frank Wall Street Reform and Consumer Protection Act!
(“Dodd-Frank Act”), the so called Volcker Rule, and sec-
tion 716 of the Wall Street Transparency and Accountabil-
ity Act, i.e., the Lincoln Amendment or the “Push-Out
Rule.” These sections operate in tandem to delineate the
scope and the procedures covered banking entities must
take in dealing with derivatives and other financial in-
struments. Statutory support for this contention is seen
when one looks at 716(m) of the Push-Out Rule, which
states that an insured depository institution® shall comply
with the prohibition on proprietary trading in derivatives
as required by section 619 of the Dodd-Frank Act.* Both
these provisions, since their inception and even now, have
been subject to attack by the financial services industry
and Congress. For example, the Volcker Rule’s repeal has
been used as a bargaining chip by some Congressmen as
a condition precedent to allowing new Wall Street reforms
to be implemented,® and a massive lobbying effort was
mounted by the financial services industry five days be-
fore the Volcker Rule’s notice of proposed rule making’s
(NPR) deadline.® Similarly, some members of Congress
have considered repealing the Push-Out Rule.” Given the
fact that both these pieces of legislation address propri-
etary trading, some discussion about their effects seems
warranted.

At its most basic level there are three types of laws:
reactionary, preventative and those laws which are a com-
bination of both. Reactionary laws are often enacted due
to a loophole that has been abused in a particular legal
regime. On the other hand, preventative laws are enacted
for fear or concern that a particular practice will spiral out
of control. Lastly, there are hybrid laws which combine
elements of both. To understand what category the Vol-
cker Rule and Push-Out Rule fall into, consideration must
be given to the “but for cause” of both provisions, i.e., the
financial crisis of 2007-2008.

Roots of the Financial Crisis

Essentially, investment banks and insurance com-
panies started pooling together residential subprime
mortgages and dissecting them into tranches of mortgage
backed securities. The final product was the collateralized
debt obligation (CDO). Issuers of these CDOs erroneously
thought that the housing market would not go down in

the foreseeable future due to misleadingly high evalua-
tions from credit rating companies, and they began issu-
ing credit default swaps (CDS).® A counter party investing
in a CDS paid a premium to the protection seller to guar-
antee that the CDO would not fail. The protection buyer
did this to hedge against defaulting loans or alternatively
to bet that the CDO would fail, and the protection seller
did this since it believed the housing market would not
fail and thus that it would in effect, by collecting premi-
ums, be able to enjoy receiving free money. Because the
protection seller believed the housing market would not
fail, it did not reserve sufficient capital to honor its guar-
antees.’ Consequently, when the housing bubble burst,
the issuers of the CDS could not pay the principal of the
amount they guaranteed. Moreover, since the CDS market
and the derivatives market in general were largely un-
regulated, the government and the financial community
really had no idea of the size of the CDS market, which
ultimately led to a credit squeeze.'? Thus, the OTC mar-
ket in CDS set the fuse for the mortgage crisis, the credit
crisis and the systemic financial crisis that might have
destroyed the U.S. economy had it not been for a multi-
trillion dollar taxpayer intervention.!!

Was Proprietary Trading Central to the Crisis?

After all the dust settled after the 2007-2008 financial
crisis, the president on January 21, 2010 stated that the
2007-2008 crisis began when banks took huge reckless
bets in pursuit of quick profits and massive bonuses, i.e.,
proprietary trading.!> However, this contention was se-
verely weakened when the Volcker Rule’s namesake, Paul
Volcker, stated that proprietary trading played virtually
no role in the crisis even though he had prophesized that
proprietary trading would cause the next financial crisis.'®
In fact, conventional wisdom, as mentioned above, sug-
gests that the cause of the financial crisis was unbridled
optimism in the subprime housing market.!

Surprisingly, banking organizations that have signifi-
cant proprietary trading revenues have very small bank
deposit arms;!'® conversely, most banking organizations
with significant deposit bases have insubstantial trading
profits.!® The firms most affected by the rule would be
Goldman Sachs, Morgan Stanley, Citigroup, JP Morgan
and Bank of America with their proprietary trading rev-
enues at 7%, between 2-3%, less than 2%, less than 1%,
and less than 1% respectively.!” Even more telling is the
fact that a government study on proprietary trading re-
vealed that four out of the six bank holding companies
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studied profited from proprietary trading.!® Nonetheless,
despite the relatively small amount of revenue that is de-
rived from these activities, the losses sustained during the
financial crisis were large.! With this information, it ap-
pears the Volcker Rule and the Push-Out Rule take a more
preventative than reactionary approach due to the infamy
that credit default swaps achieved during the 2007-2008
financial crisis.

Justification for the Volcker and Push-Out Rules
The Volcker Rule

Despite the above information, some have justified
the restrictions on proprietary trading as follows: continu-
ing explicit and implicit support by the Federal govern-
ment of commercial banking organizations can only be
justified to the extent those institutions provide essential
financial services, and speculative trading for the benefit
of limited groups of highly paid employees and of stock-
holders does not justify the taxpayer subsidy implicit in
routine access to Federal Reserve Credit, FDIC deposit
insurance or other emergency support.?’ In other words,
leaving proprietary trading untouched would exacerbate
moral hazard rather than eliminate or reduce it.

The Push-Out Rule

According to its author, Senator Blanche Lincoln, the
Push-Out Rule was designed to put a halt to the specula-
tive mindset of banks using risky swaps.?! In her view,
banks were never intended to perform these activities,
which have been the single largest factor to these institu-
tions growing so large that taxpayers had no choice but to
bail them out in order to prevent total economic ruin.?? In
light of this, the Push-Out Rule has two goals: (1) getting
banks back to performing duties that they were meant to
perform (taking deposits, making loans for mortgages,
small businesses and commercial enterprises) and (2)
separating out the activities that imperil these financial
institutions.?®

Mechanics of the Volcker Rule

Under the Volcker Rule, or 12 U.S.C. § 1851, banking
entities?* are prohibited from proprietary trading. Propri-
etary trading is defined as “engaging as principal for the
trading account of the banking entity or financial com-
pany in any transaction to purchase or sell or otherwise
acquire or dispose of any security, any derivative, any
contract of sale of a commodity for future delivery, any
option on any such security, derivative, or contract, or any
other security or financial instrument that the regulators
may by rule determine.”? Central to the definition of pro-
prietary trading is the definition of a trading account. The
statutory scheme defines trading account as “any account
used for acquiring or taking positions in securities and
instruments principally for the purpose of selling in the
near term (or otherwise with the intent to resell in order

to profit from short-term price movements) and any other
account determined by the regulators.”?® However, there
are several permitted activities, such as dealing in govern-
ment securities, hedging, market making and transactions
done on behalf of customers on the theory that these
permitted activities are relatively safe or tied to tradi-
tional banking activities.” These permitted activities and
exceptions are subject to several requirements. However,
even permitted activities may not be conducted if such
activities result in any of the following: a material conflict
of interest, a material exposure to high risk assets or high
risk trading strategies as defined in rule making, a threat
posed to the safety and soundness of the banking entity
or a threat posed to U.S. financial stability.28 Furthermore,
once a violation of the Volcker Rule becomes known to
the banking entity, the banking entity must terminate
such activity. Similarly, the same must be done after a suc-
cessful enforcement action by the applicable agencies.?

Mechanics of the Push-Out Rule

Section 15 U.S.C. § 8305 codifies the Push-Out Rule.
Essentially, the Push-Out Rule states that no federal as-
sistance may be provided to any insured depository in-
stitution (which would include certain banking entities)
that is a swaps dealer.?? Nonetheless, even if an insured
depository institution is a swap or security-based swap
dealer, it will not be subject to the prohibition against
federal assistance if it limits its swap activities to the fol-
lowing: (1) hedging or similar risk mitigation directly
related to its activities, or (2) making a market in swaps
involving rates’! or reference assets that are permissible
under the National Banking Act,*? other than un-cleared
credit default swaps.3® Failure to limit swap activities to
these purposes results in the banking entity losing its ac-
cess to federal assistance. However, the prohibition on
federal assistance does not prevent an insured deposi-
tory institution from establishing a swap entity affiliate
provided that the insured depository institution is part of
a bank holding company or savings and loan company
that is supervised by the Federal Reserve (“Fed”) and the
swaps entity affiliate follows Federal Reserve Act sections
23A and 23B and any other requirements that the Com-
modity Futures Trading Commission, the Securities and
Exchange Commission and the Fed deem necessary and
proper.3* Additionally, the Push-Out Rule only applies
to insured depository institutions after the end of the
transition period,* which means pre-transition swaps are
grandfathered. Lastly, the insured depository institution
must comply with the prohibition on proprietary trading
in derivatives mandated by the Volcker Rule.*

Joint Effect of Both Rules

As a result, the Volcker Rule and the Push-Out Rule
combined state that any swap-dealing banking entity that
receives federal assistance must divest its impermissible
swap-dealing activities into a separately capitalized af-
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filiate or lose federal assistance while complying with the
Volcker Rule. Practically, as this article will demonstrate,
swap-dealing banking entities that receive federal assis-
tance may lawfully engage in proprietary trading only if
they do so without using derivatives. Consequently, the
Push-Out Rule limits the types of swaps a swap dealer
can make a market with or hedge with while the Volcker
Rule details the compliance regime the swaps entity must
follow to avoid the stigma of being labeled a proprietary
trader. The rest of this article will discuss the trading ac-
count definition of the Volcker Rule, the interaction that
the Push-Out Rule has with the Volcker Rule, how the
Volcker Rule compliance regime is filled with uncertainty
as far as less liquid instruments are concerned, and how
the Volcker Rule and Push-Out Rule, while addressing
moral hazard, still leave opportunities for systemic risk
by affecting particular markets in the financial services
industry.

Trading Account Definition

As per section 619 of the Dodd-Frank Act and now
12 U.S.C. § 1851, central to the definition of proprietary
trading is the definition of a trading account. A trading
account is any account used for acquiring or taking posi-
tions in securities and instruments principally for the
purpose of selling in the near term (or otherwise with the
intent to resell in order to profit from short-term price
movements) and any other account as determined by
the Federal Banking Agencies, the CFTC or the SEC.¥”
Under the Volcker Rule’s notice of proposed rule-making
(NPR),? the trading account definition is subject to three
prongs (the “intent test”; the “market risk test”; and the
“registration test”) with only the “intent test” being sub-
ject to a rebuttable presumption. Each will be discussed in
turn.

The Intent Test

The intent prong holds that a trading account is
“any account that is used by a covered banking entity to
acquire or take one or more covered financial positions
principally for the purpose of short-term resale; benefiting
from actual or expected price movements; realizing short-
term arbitrage profits or hedging any of the foregoing.”’
The intent test largely tracks the statutory definition and
is the least problematic.

If a banking entity were to engage in arbitrage with
securities for its own account or even have the purpose
to engage in arbitrage profits, this would be prohibited
proprietary trading unless the covered financial positions
were government securities under 12 U.S.C. § 1851 (d)
(1)(A). However, the Volcker Rule NPR does not seem to
allow trading in options or other derivatives referencing
enumerated government obligations. This supposition
is further bolstered by the fact that the agencies have
requested comment on whether this should be permis-
sible.*? Here is an example of the interaction between the

Push-Out Rule and the Volcker Rule. Despite proprietary
trading being allowed in government instruments, swap
dealing banking entities are prohibited from proprietary
trading in derivatives referencing such government secu-
rities.4! Treasury bond futures are derivatives, and thus
the remorseless effect of section 716(m) of the Push-Out
rule is apparent: a banking entity may not engage in pro-
prietary trading with derivatives even if they reference
government securities.

Along with the intent prong is the accompanying re-
buttable presumption effectively stating that when a posi-
tion is held for 60 days or less, that position is presumed
to be a trading account.? This means that if a banking
entity were to hedge interest rate risk with a derivative
called a plain vanilla interest rate swap with a tenor of
five years and then close it out because of a change in
heart on the future of interest rates within 45 days, it may
rely on this rebuttable presumption.®3 To rebut it, the
banking entity would presumably use the swap agree-
ment itself as evidence over a hearsay objection since this
would qualify as a legally operative fact.*

The Market Risk Test

The Volcker Rule NPR’s market risk test was issued
in contemplation of the Final Market Risk Capital Rules
being promulgated. As a result, the applicable regulators
have stated that they do not plan on applying the Volcker
Rule in a manner that lacks short-term intent.*> Under the
Volcker Rule NPR, the market risk test defines a trading
account as follows: “any account used by a covered bank-
ing entity to acquire or take one or more covered financial
positions, other than positions that are foreign exchange
derivatives, commodity derivatives, or contracts of sale of
a commodity for future delivery, that are market risk capi-
tal rule covered positions, if the covered banking entity, or
any affiliate of the banking entity that is a bank holding
company, calculates risk based capital ratios under the
market risk capital rule.”#¢ Essentially, this means that a
trading account includes any account used to acquire or
take one or more covered financial positions other than
positions that are (1) foreign exchange derivatives, (2)
commodity derivatives (3) or contracts for the sale of a
commodity for future delivery unless the position is oth-
erwise held with short-term intent if such positions are
subject to market risk capital charges.*” The applicable
regulators justify the market risk test on the theory that
the Volcker Rule’s statutory definition of trading account
is substantially similar to the “covered position” defini-
tion under the proposed revisions of the market risk capi-
tal rules (MRCR).*8 The agencies emphasize that they will
not apply this rule in a way that lacks short-term intent
for the purposes of the Volcker Rule.*

Despite this substantial similarity, this article would
argue that they are different in several respects. First, the
fact that under the proposed MRCR foreign exchange de-
rivatives are treated as covered positions without regard
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to short-term intent, whereas short-term intent is a condi-
tion precedent to trading account status under the Volcker
Rule NPR, should highlight how different the congressio-
nal intent is between the statutory Volcker Rule and the
MRCR. Arguably, this fact alone should indicate that the
MRCR exceeds the congressional intent to focus on short-
term gain as the dispositive factor in identifying a trading
account.

During the Volcker Rule NPR, the agencies stated
that they would avoid using the MRCR in ways that con-
tradict short-term intent and that they were basing the
market risk test on the definition of covered position.™
As the final market risk capital rules have been issued, a
discussion is warranted.>! Under the final MRCR there
are two principal definitions relevant to the market risk
test: trading positions and covered positions. Each will be
discussed in turn.

Trading positions under the final MRCR are positions
held by the bank for the purpose of short-term resale
or with the intent of benefiting from actual or expected
short-term price movements or to lock in arbitrage prof-
its.>2 Covered positions are trading assets or liabilities,
whether on or off balance sheet, as reported on the sched-
ule RC-D, or the Call Report or the Schedule HC-D of
the FR Y-9C that are (1) trading positions or function as
hedges for covered positions assuming the position is free
of restrictive covenants on its tradability, or the bank is
able to hedge the material risk elements of the position
in a two-way market; or (2) a foreign exchange or com-
modity position, regardless of whether the position is a
trading asset or liability (excluding any structural foreign
currency positions that the bank chooses to exclude with
prior supervisory approval).>* However, (1) and (2) are
not subject to covered position status if they meet any
of seven criteria, one of which is an equity position that
is not publicly traded, other than a derivative that refer-
ences a publicly traded equity.>

Under the Volcker Rule NPR, covered financial posi-
tions apply to any security. The use of the word any is
meant to capture publicly traded securities and interests
as well as equity that is not publicly traded. However,
under the market risk test a dispositive factor, in deter-
mining covered position status, could be whether or not
the security is publicly traded.® These differences further
illustrate why the market risk test should be deleted. Ulti-
mately, the deletion of the Volcker Rule’s market risk test
would not affect the NPR’s trading account or proprietary
trading definition since in any event the market risk test,
whenever it contradicted short-term intent, would not be
applied.

Again, the intent test gives trading account status
to any account used to acquire or take covered financial
positions principally for the purpose of short-term resale;
benefiting from actual or expected price movements;
realizing short-term arbitrage profits or hedging any
of the foregoing. Similarly, under the MRCR, covered

positions are positions held by the bank for purpose of
short-term resale or with the intent of benefiting from
actual or expected short-term price movements or to lock
in arbitrage profits or hedges of any of the foregoing.>®
The only immediate difference between the two is that
the Volcker Rule’s intent test uses the word principally,
whereas the MRCR does not. Since the statutory Volcker
Rule is functionally reflected more in the intent test than
the final market risk rules and the agencies will not apply
the market risk rules in a manner that contradicts short-
term intent, if there is conflict between the two, the intent
test should win. Therefore, the market risk test, whether
implemented in its MRCR NPR form or final MRCR form,
is superfluous in light of the intent test, and its deletion
will hardly change the trading account definition.

The Registration Test

The registration test of the trading account definition
is the most problematic. Unlike the previous two tests
it does not even appear to focus on short-term intent.
Under the registration test a trading account is “any ac-
count that is used by a covered banking entity to take at
least one covered financial position for any purpose if the
covered financial position is either a dealer in securities
or municipal securities, a government securities dealer,
a swap dealer registered with the CFTC or a securities-
based swap dealer registered with the SEC only to the
extent such activities cause such a dealer to be registered
as such.””” Simply put, if the activities of the banking
entity cause it to be registered as an interest rate swap
dealer, then the registration test would only apply to the
extent that interest rate swap dealing activity caused the
banking entity to be registered as such. However, if the
interest rate swap dealer were to enter into a foreign cur-
rency swap, then the registration test would not apply.
Nevertheless, the intent test and the market risk test may
very well apply.

The policy justification for this treatment is that all
assets or other positions held by firms that register or file
notice as securities or derivatives dealers as part of their
activity are generally held for sale to customers upon re-
quest or otherwise to support the firm’s trading activities
and so would appear to involve the requisite short-term
intent and be captured within the statutory definition of
a trading account.”® However, such an overgeneralizing
interpretation leads to untenable results. For instance,
long-dated swaps have a minimum tenor of one year.>
Throughout the Volcker Rule NPR, the “near term” is
not defined by asset class, despite the Financial Stability
Oversight Council’s (FSOC) recommendation to do s0.%

Nonetheless, there are two parts of the Volcker Rule
NPR that shed light as to the duration of short-term
intent. The first is found in the market risk test. Under
this prong the agencies state that relevant accounting
standards indicate that short term is measured in days or
hours rather than months and years.®! The second part
of the Volcker Rule NPR that sheds light on short-term
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intent is the rebuttable presumption under the intent test
that holds that any position held for 60 days or less is
presumed to have short-term intent.®? On its face, neither
of these parts even addresses investment durations that
are at least one year, as is the case with long-dated swaps.
Consequently, this part of the trading account is overly
inclusive and exceeds congressional intent. Hopefully,
the registration test is recalibrated to focus on short-term
intent (or at least less than one year) in the finalized Vol-
cker Rule. Otherwise, swap and security dealers may find
themselves having trading accounts, and if they assume
any risk as principal, then they risk being labeled propri-
etary traders.

Permitted Activities

Under the Volcker Rule there are several permit-
ted activities that banking entities are allowed or even
encouraged to engage in. These permitted activities are
justified on the ground that they are perceived to be rela-
tively safe or tied to traditional banking activities.®® For
the purposes of detrmining permitted trading on behalf
of customers, the market making related activity exemp-
tion will be discussed to indicate how the Volcker Rule
discriminates against illiquid assets. Additionally, the two
rules” hedging exemptions will be discussed to show how
they have the potential to threaten the financial stamina
of a banking entity rather than strengthen it.

Permitted Trading on Behalf of Customers

Under the “permitted trading on behalf of customers”
exception, the term customer is not defined. However,
if a client, counterparty or customer appears to fall into
any of the three safe harbors,* the entity is deemed to
be a customer. For the purposes of this article, the “risk-
less principal customer exception” will be discussed. As
per the Volcker Rule NPR, the prohibition on proprietary
trading does not apply to the purchase or sale of one or
more covered financial positions if the covered banking
entity is acting as riskless principal in a transaction in
which the covered banking entity, (1) after receiving a
customer order to purchase or sell one or more covered
financial positions, (2) purchases or sells the covered fi-
nancial position for its own account to (3) offset a contem-
poraneous sale to (or purchase from) the customer.®®

The apparent policy behind this provision is to ad-
dress the ills of embedded proprietary trading in the
context of positioning. Positioning is the process whereby
a bank fills in an order for a customer but does not pur-
chase an offsetting position.®® Sometimes, not entering
into an offsetting trade or order is associated with betting
against the customer’s market expectations in a process
known as “embedded proprietary trading.”%” Under the
“permitted trading on behalf of a customer’s” exception,
the contemporaneous offsetting position requirement
effectively eliminates this type of activity. However, en-
tering into a contemporaneous offsetting transaction as-

sumes there is one to enter into. In highly liquid markets
this condition is easily satisfied; however, with illiquid
instruments the answer is not as definitive.

For example, in the OTC derivatives markets a client
will initiate a transaction involving a bespoke swap and
the banking entity’s trading desk will provide a client
with a price, and upon execution, will hold the derivative
in its portfolio.®® Since this is a customized derivative,

a contemporaneous offsetting transaction is impossible
because the parties to the swap are obligated to hold and
honor their contractual duties for the tenor of the swap.
Moreover, even a matching swap® may not happen until
the distant future since a counter party must be willing to
enter into the swap contract. Therefore, the trading desk
as principal would have to dynamically hedge away its
exposure to the market during the meantime or face the
alternative of being fully exposed to the whims of the
market.”? Despite the fact that this transaction was cus-
tomer initiated, the lack of a contemporaneous offsetting
order or even a contemporaneously matched swap makes
this type of transaction ineligible for the “permitted trad-
ing on behalf of customers” exemption. Technically, the
banking entity could be labeled a proprietary trader since
the trading desk is engaged as principal in the purchase
or sale of a covered financial position with the requisite
short-term intent under the registration test regardless

of the tenor of the swap. For this reason there should be

a permitted activity definition that unambiguously ad-
dresses this void in the Volcker Rule NPR.

A similar problem arises in the context of the corpo-
rate bond market. This market is so fragmented and so
diversified that a contemporaneous offsetting order may
not be available.”! For example, when a customer wishes
to sell a bond, the dealer takes the bond into his inven-
tory, where it is held until it can be resold on reasonable
economic terms. During this holding period, the dealer
is exposed to the risks the bond carries with it and will
try to reduce its exposure to the market by hedging away
such risks. Dealers may be left holding these positions for
significant periods of time.”? Although the transaction is
initiated by the customer, the lack of a contemporaneous
offsetting order ruins reliance on this permitted activity.
Consequently, here too the trading desk risks being la-
beled a proprietary trader.

Market Making Related Activity Exception

As noted above, the Volcker Rule does not necessar-
ily welcome permitted trading on the behalf of customers
in less liquid assets. However, there may be some hope
for allowing this under the present Volcker Rule NPR.
The potential answer lies in the market making related
activities exemption. The line between market making
and impermissible proprietary trading is often hard to
discern in practice. For instance, assume a banking entity,
at Hedge Fund Beta’s request, goes out and buys a block
of securities worth $10 million for Hedge Fund Beta. As-
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sume further that the banking entity believes that another
hedge fund, Leveraged Hedge Fund Beta, will purchase
the same amount as well. Based on this belief the entity
orders $20 million in securities for both hedge funds.
Shortly thereafter, Hedge Fund Beta comes to pick up its
securities. Furthermore, Leveraged Hedge Fund Beta, as
the banking entity’s trading desk predicted, requests and
comes for its block of the securities as well. The question
arises whether this is impermissible proprietary trad-
ing?73

With regard to the statutory and NPR permitted ac-
tivity of market making, the answer lies in the clause “not
to exceed the reasonably expected near term demands of
clients, customers or counter parties.””* Consequently, the
relationship and the reasonableness of how the trading
desk acted to respond to the near-term demands of Lever-
aged Hedge Fund Beta will be dispositive in determining
if this is impermissible proprietary trading or not. How-
ever, under the Volcker Rule NPR there are other criteria
that must be followed.

To qualify for the market related activity exception,
several criteria need to be satisfied: (1) there is a vigor-
ous compliance regime to monitor and control market
making related activities; (2) the trading desk or other
organizational unit that conducts the purchase or sale
holds itself out as being willing to buy and sell, includ-
ing through entering into long and short positions in the
covered financial position for its own account on a regu-
lar or continuous basis (taking into account differences
in asset classes”®); (3) the market making related activity
conducted by the trading desk is not designed to exceed
the reasonably expected demands of customers, clients or
counterparties; (4) the banking entity relying on the mar-
ket making exemption is registered or states its reason for
exemption under the U.S. securities or commodity laws;
(5) the market making related activity of the banking en-
tity is designed to generate revenues primarily from fees,
commissions, bid-ask spreads or other income not attrib-
utable to appreciation in the value of covered financial
positions it holds in trading accounts or the hedging of
such positions; (6) the compensation arrangements of the
person performing the market making related activity are
not designed to encourage proprietary risk taking; and (7)
the banking entity uses the metrics provided in Appendix
B to distinguish proprietary trading from permitted mar-
ket making activities.”® For the purposes of this article,
requirements (2) and (5) will be discussed.

Market making related exemption number (2) (the
bona fide market making requirement) requires that the
market maker make continuous, two sided quotes hold-
ing oneself out as willing to buy and sell on a continuous
basis; have a pattern of trading that includes both pur-
chases and sales in roughly comparable amounts to pro-
vide liquidity; make continuous quotes on both sides of
the market; and provide widely disseminated quotes with
respect to exchange traded instruments.”” Again, this ap-

proach assumes liquidity of the instrument. With less lig-
uid instruments, the standard for market making involves
holding oneself out as willing and available to provide
liquidity by providing quotes on a regular, but not neces-
sarily continuous, basis and having transaction volumes
and risk proportionate to historical customer liquidity
and investment needs.”® However, a customized interest
rate derivative by definition has no quoting system on
both sides of the market. Similarly, there may be little to
no data on historical customer liquidity and investment.
So it would be unduly myopic to use this type of scant
historical data as a proxy for determining if impermissible
proprietary trading is being conducted in the guise of
market making.”

The problems bespoke derivatives encounter with
the market making related exception are also felt in the
securities world in the context of corporate bonds. Unlike
the more liquid equities market, corporate bonds are not
typically traded on exchanges. Consequently, the second-
ary OTC market is the dominant epicenter where market
making in these bonds typically occurs.®

Requirement (5) states that the market making related
activity of the banking entity must be designed to gener-
ate revenues primarily from fees, commissions, bid /ask
spreads or other income not attributable to appreciation
in the value of covered financial positions the entity holds
in trading accounts or the hedging of such positions. Such
a requirement is problematic for several reasons. Oppo-
nents claim market makers rarely earn fees or commis-
sions acting as a principal and instead earn these sums
acting as an agent, which falls outside the scope of the
Volcker Rule.8! Similarly, the use of the bid /ask spread is
problematic since resting firm offers and indicative bids
are hard to estimate and are only available for highly
liquid securities in relatively small transaction sizes.®? In-
deed, for certain less liquid instruments, a market maker
may have to hold onto a security for an extended period
of time and profit based on price movements. Here is
another example of how the Volcker Rule discriminates
against less liquid assets.

Intermediation of customer trading with corporate
bonds and one-off bespoke instruments such as swaps
is clearly ineligible as permitted trading on behalf of the
customer’s exception. However, intermediation may be
applicable under the theory of bona fide market making
in the context of block positioning. Essentially, under the
‘34 Act, satisfaction of this test would require the follow-
ing: (a) the entity engages in the activity of purchasing
from time to time a block of stock, long or short, for a
customer where the stock has a current market value of
$200,000 or more in a single transaction or several trans-
actions at approximately the same time; (b) the entity has
determined in the exercise of reasonable diligence that
the block could not be sold or purchased by others on fair
and equivalent terms; and (c) the entity sells the shares
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comprising the block as rapidly as possible commensu-
rate with the circumstances.®

At the outset it is important to note that the agencies
would use this as guidance in the context of financial in-
termediation.? If a strict interpretation were adopted, this
interpretation would be inapplicable to swaps since the
hallmark of stock is that it can be pledged, hypothecated
and confer voting rights.®> Consequently, a broad inter-
pretation must necessarily be construed to support inter-
mediating customer trading with these financial instru-
ments. Part (a) of the block position requirement could
be satisfied if the agencies adopt a lower dollar threshold
for the notional amount of the bespoke swap in light of
the infrequency of the transaction. Moreover, the agencies
have stated that the size of a block will vary among asset
classes, and thus such an approach is consistent with the
language appearing in the preamble.8¢ Broadly construed,
part (c) could be satisfied with the requirement that with
customized derivatives the trading desk will seek to en-
ter into a matched swap as quickly as possible to reduce
the principal risks of the associated swap or will hedge it
while it looks for a match. A similar approach should be
adopted for other asset classes, such as corporate bonds,
taking into account the illiquidity of the instrument and
the infrequency of the trades in adjusting the size of the
block. In the proposed NPR there is no clear-cut excep-
tion for this, so the agencies need to provide certainty on
this matter or else banking entities may feel less inclined
to enter into these agreements for fear of being labeled a
proprietary trader.

Risk Mitigating Hedging Exemption

Another permitted activity is the risk mitigating
hedging exemption found in the statute and the Volcker
Rule NPR. In an age where systemic risk is a reality, bank-
ing entities should be encouraged to hedge risks. Indeed,
the FSOC study notes that “hedging is an integral part
of the market making function that is permitted under
the Volcker Rule and that it functions as a tool of firm-
wide risk management.”®” Nonetheless, it is quite easy
to disguise proprietary trading as hedging.?® To address
these concerns several criteria must be met to satisfy the
hedging exemption: (1) there must be a vigorous internal
compliance program to support hedging activity; (2) the
hedged transaction must be made in accordance with
such a compliance regime; (3) the hedged transaction
must be designed to hedge or otherwise mitigate one or
more specific risks the underlying positions pose; (4) the
hedged transaction must be reasonably correlated based
on the facts and circumstances to the underlying posi-
tion’s risks; (5) the hedged transaction must not give rise,
at the inception of the hedge, to significant exposures
that were not themselves hedged in a contemporaneous
transaction; (6) any transaction in reliance on the hedg-
ing exemption must be subject to continuous review and
management after the position is established; and (7) the
hedged transactions must not be designed to reward pro-

prietary risk taking.%’ Lastly, for any transaction in which
the underlying position is done at a different level than
the hedged transaction, the hedged transaction must be
contemporaneously documented and must list the spe-
cific risk the hedge is designed to reduce with respect to
the individual or aggregated underlying positions.”

Special attention will be given to requirements (4) and
(5). Each will be discussed in turn. Requirement (4) im-
poses a reasonable correlation—not perfect correlation—
requirement based on the facts and the circumstances.
While risk management teams may routinely hedge indi-
vidual risk or aggregated risks posed by their underlying
positions at the portfolio level, it is quite common among
managers to engage in scenario hedging. Scenario hedg-
ing involves hedging against tail risks, i.e., remote but
devastating movements in a portfolio of assets that follow
events like a major financial institution’s collapse.”’!

The problem with Requirement (4) is that low prob-
ability tail events may have little or no correlation with
the specific risks posed by the underlying positions. Yet
banking organizations routinely stress test their balance
sheets against these types of scenarios as mandated by the
Federal Reserve” so it would appear that scenario hedg-
ing would be consistent with this practice. Admittedly,
this type of hedging could be allowed by the Volcker Rule
NPR’s Requirement (3) of the hedging exemption if the
hedge is established slightly before the disastrous risk.”?
However, the allowance of such hedging only slightly be-
fore the risk drastically diminishes the utility of this tool
by potentially decreasing the amount of time a risk man-
ager has to implement a risk mitigating plan designed to
address the impending tail risk at hand. Consequently,
the rule should be rewritten as follows: a position should
qualify as a hedge if it is reasonably correlated to a specif-
ic risk or the banking entity can sensibly show through its
stress testing program that the position reduces tail risk.”

Doubtless one can see the opportunity for proprietary
trading in disguise in this context; however, the docu-
mentation requirement of the hedged transaction’s risk
mitigating purpose should allay some of those concerns.
Moreover, perhaps such hedging strategies are justified
based on the fact that such tail risks are typically fatter®®
than they appear to be and banking entities are inhabit-
ants of a “black swan”? world. Without such a rule ad-
justment, the hedging exemption could arguably increase
systemic risk or make banking entities more susceptible
to such risk.

Requirement (5) has several problems as well that
can only be avoided with some interpretative maneuvers
since it is arguably meaningless in its present form if
taken literally. Requirement (5) of the hedging exemption
requires that the hedged transaction must not give rise,
at the inception of the hedge, to significant exposures
that were not themselves hedged in a contemporaneous
transaction.”” Yet with any hedged transaction there is
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always one risk at the inception of the hedge that gives
rise to new risks that are not themselves contemporane-
ously hedged, i.e., counter party risk.”® Counter party
risk is significant since the efficacy of the hedge depends
on the counter party meeting its obligation and not de-
faulting. The agencies in trying to address concerns for
correlation trading added the condition that the hedged
transactions must not give rise to any risks that are not in
and of themselves contemporaneously hedged.” But this
qualification is equally problematic. For instance, assume
that a banking entity acquires an underlying position(s)
and then subsequently hedges the underlying position(s).
Here the banking entity would have counter party risk
which is not hedged. Even if the banking entity were to
purchase insurance in the form of an un-cleared credit
default swap (which is wholly permissible under the Vol-
cker and Push-Out rules) the banking entity is exposed to
the insurer’s counter party risk.!% For every insurer of a
CDS this problem exists no matter how many insurers the
banking entity deals with.!%! Therefore, requirement (5) is
impossible to meet. Consequently, requirement (5) should
be rewritten as follows: the hedged transaction should
not give rise to any new risks that are not in and of them-
selves hedged, other than counter party risk.

Analysis of the Push-Out Rule

The above discussion of the Volcker Rule is meant to
illustrate the interplay between the Volcker Rule and §
716(m) of the Push-Out Rule, which states that an insured
depository institution (such as a commercial bank which
is also a banking entity) shall comply with the prohibition
on proprietary trading as required by § 619 of the Dodd-
Frank Act. Similar to the Volcker Rule is an exemption
from the mandates of the Push-Out Rule if the insured
swap dealing banking entity limits its swap activity to
hedging and other similar risk mitigating activities di-
rectly related to the banking entity’s activities. Since the
second exception for the use of swaps referencing rates or
assets under 12 U.S.C. § 24, Paragraph 7, has already been
mentioned, only the hedging exemption will be discussed
in detail below.

The hedging exemption is justified on the ground
that “on a firm wide basis banking entities need to hedge
interest rate risk and credit risk.”1%2 Banks generate
substantial amounts of interest rate risk by originating
loans to businesses and to households. Interest rate risks
arise through the mismatches between interest bearing
assets (loans) and obligations (debts and deposits).1®
Consequently, banks often use credit and interest rate
derivatives to manage credit risk and for business risk
management functions.!™ Legal precedent for the use of
derivatives can be found by collectively looking at North
Carolina v. Variable Life Insurance Co.'®® and the OCC’s In-
terpretive Letter 684.1%

Section 716(d)(2) of the Push-Out Rule allows the
use of derivatives in acting as market maker for swaps

and security-based swaps with respect to assets listed
under 12 U.S.C. § 24, other than un-cleared credit default
swaps.!?”” Given the notoriety credit default swaps instru-
ments received during the most recent financial crisis,
this is prudent legislation. However, from the statutory
language, it appears that un-cleared credit default swaps,
or any swap for that matter, can be utilized for hedging
purposes under § 716(d)(1), and by implication under the
Volcker Rule as well.1%

Historically, the use of derivatives by banking enti-
ties has always been qualified by safety and soundness
concerns and risk management.!”” Consequently, the ex-
ception for un-cleared CDS is quite odd. Clearing houses
reduce operational risk and promote market integrity
and stability by interposing themselves between the buy-
ers and sellers of OTC transactions traded on a platform
by becoming a buyer to every seller and a seller to every
buyer.!l? When a buyer expresses an interest in entering
into an OTC derivatives contract, the clearing house finds
a counter party and interposes itself between the buyer
and seller. By migrating trades across a clearing house
platform, the clearing house mitigates risk exposure by
increasing transparency in the industry.!'! Moreover, it
guarantees the obligations of its counter parties, so in
theory all is well even if one counter party defaults.

Un-cleared credit default swaps by definition lack the
protections of a clearing house platform, but their use as
hedging devices directly related to the bank’s activities
justifies them. It is worth mentioning here that the road
to hell is often paved with good intentions. Given the in-
famy that credit default swaps achieved during the finan-
cial crisis, it is questionable whether this is good policy.
For instance, in the event the protection seller’s business
fails, a clearing house is not present to guarantee the ob-
ligations of the failing counter party. Consequently, there
is a distinct possibility that the protection seller will not
make the financial institution whole in the event a credit
event occurs, such as the failure of the financial institu-
tion. CDS are not the bane of a business’s existence, but
they still should be subject to clearing requirements so
that their use and efficacy as hedging devices utilized by
the banking entity are further enhanced.

Again, any swap dealing activity that does not con-
form to the two permissible swap uses under 15 U.S.C.
§ 8305 must be pushed out to a separately capitalized
affiliate or cease entirely, lest the insured depository insti-
tution lose access to federal assistance. Luckily, this ulti-
matum only applies to swap dealers and security-based
swap dealers.!!? Therefore, if the banking entity qualifies
for an exception under the swap dealer or security-based
swap dealer test, it need not worry about this choice.!'®
Similarly, major swap participants and their security-
based counterparts are also exempt from this ultimatum
only if they are insured depository institutions. However,
all insured depository institutions must still comply with
the Volcker Rule.
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Conclusion

Generally, the aims of the Volcker Rule and Push-Out
Rule are admirable; however, the impact these two pro-
visions have on the business of banking seems counter-
intuitive. Throughout the permitted activities under the
Volcker Rule, there is a systematic bias against dealing in
less liquid instruments even in the context of a permitted
activity. For instance, the permitted trading on behalf of
customers is so inflexible that it precludes banking enti-
ties from tailoring bespoke financial products for custom-
ers or making a market in corporate bonds. Negative ex-
ternalities of this would entail banking entities being less
inclined to make a market with less liquid securities, lead-
ing to an increase in volatility for a variety of assets. Fur-
thermore, investor transaction costs would increase, and
asset value would decline, since it will be harder to sell in
the secondary market.!* Additionally, the trading account
prongs, especially the registration test, have the ability to
capture long-term investments (in direct contravention
of short-term trading intent), creating an environment of
uncertainty in the banking industry.

In the case of bespoke interest rate derivatives, such
derivatives are instrumental in providing liquidity need-
ed to allow end-users to manage their interest rate risk
effectively. Consequently, a restrictive definition of “on
behalf of customers” or “market making” may adversely
affect liquidity and the ability of dealers to intermediate
interest rate risk transfers from the customer to the mar-
ket. As banks are within the class of end-users using such
interest rate derivatives, this narrow construction could
jeopardize the safety and soundness of banking entities
managing interest rate risk due to the Volcker Rule’s dis-
crimination against such instruments in favor of highly
liquid equity markets. Additional externalities include
less regulated entities picking up a market share in activi-
ties such as murky offshore hedge funds, leaving the U.S.
exposed to systemic risk outside U.S. jurisdiction.!'> All
this reflects the systematic bias against a banking entity’s
activities with less liquid instruments.

Both the Volcker Rule and the Push-Out Rule’s hedg-
ing provisions have the counterintuitive effect of arguably
increasing systemic risk rather than reducing it. Scenario
hedging is potentially disallowed but for the narrow
exception for anticipatory hedging under the Volcker
Rule.® Moreover, the hedging exemption, if taken liter-
ally, would render it useless. Similarly insured deposi-
tory institutions, despite the benefits of clearing, are still
allowed to hedge with un-cleared credit default swaps,
which, after the most recent financial crisis, is question-
able at the very least and imprudent at the very most. All
these effects arise from the belief that derivatives are in-
herently evil due to their potential for speculation. How-
ever, what is systematically neglected under the Volcker
Rule is the risk mitigating benefits of derivatives and their
ability to satisfy a customer’s need for tailor-made instru-
ments to address the risks their assets pose to them. Con-

sistent with the FSOC study, different metrics should be
determined by asset classes,''” or generous interpretations
should be entertained in light of the Volcker Rule NPR’s
one-handed approach for liquid instruments.

Based on the foregoing, the Volcker Rule and the
Push-Out Rule, while addressing moral hazard, fail mis-
erably with regard to systemic risk. With regard to moral
hazard, the Push-Out Rule does this by forcing a swap
dealing entity to make an unpleasant choice between
engaging in permissible swap activities or losing its life-
line of federal assistance. The Volcker Rule does this by
creating a hard-coded compliance regime with permitted
activities in which failure to comply could result in ter-
mination of activity or disposal of the investment.!'® This
regulatory regime functions as a huge disincentive that
could adversely affect particular markets. One can only
hope that the finalized Volcker Rule is more amenable to
the financial services industry, and more specifically, the
business of banking.
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33, 53 (2011) (describing a similar example). at 24-25 (as available on bloomberglaw.com in response to Volcker
' Rule NPR).

74 See12US.C.§ 1851 (d)(1)(A) (2010). ule NPR)

o . . . 92.  Board of Governors of the Federal Reserve System, http://www.

75. iged Pég{;ﬁ:;iﬁ?};nwpf&prﬁeetgga Fll;fgérslga ig‘})g‘e]gtael% ;ﬁi;e;tjig; federalreserve.gov/newsevents/pressbcreg/20111122a htm.

77 Fed. Reg. 8332, 8356 (Feb. 14, 2012) (stating the test for liquid 93. 5.66 supra note 89, at 8361 (stating that ifa banking entity was highly
instruments as follows: making continuous, two-sided quotes likely to become exposed to a particular risk and there was a sound
and holding oneself out as willing to buy or sell on a continuous risk management rationale for hedging the risk slightly in advance
basis; a pattern of trading that includes purchases and sales in of actual exposure, then such a procedure would be consistent with
roughly equal amounts to provide liquidity; by making continuous the hedging exemption).
quotations that are at or near the market on both sides and 94.  See supra note 91, at 24-25.
fﬁgiﬁﬁi‘:ﬂ?;ﬁﬁﬁﬁ flggg‘;;feaiytaﬁ;egiarﬁfrdl gsléciiﬂiee 95. ?ee Def;’nition?ofl—“at Z"ails, FIINZN?AL TIMfEs LE?COE, http:/ /lexicon.
t.com/term?term=fat-tails (defining “fat tail risk”).

instruments the test is holding oneself out as willing and available ( ] . ) .
to provide liquidity by providing quotes on a regular but not 96.  See Black Swan, INVESTOPEDIA,.thp: / /www.investopedia.com/
mercenarily continuous basis; with respect to securities, regularly terms/b/ blackswan.as:p (defining “black swan events” as an event
purchasing covered financial positions from or selling the positions Or occurrence that deviates beyond what. 15 normally e>.<pecte<.:1 ofa
to clients, customers or counter-parties in the secondary market situation and that would be extremely difficult to predict. This term
and transactions whose volume and risk are proportionate to was popularized by Nassim Nicholas Taleb, a finance professor
historical customer liquidity and investment needs) and former Wall Street trader) (also note what happened when the

. ' previously successful hedge fund Long Term Capital Management

76.  Seeid. at 8355-58. (LTCM) was driven into the ground as a result of the ripple effect

77. Id. caused by the Russian government’s debt default. The Russian

78, Id. government’s default represented a black swan event because none

79.  See Comment Letter on the Volcker Rule’s Notice Of Proposed of LTEM,S com]:;tflter models could have predicted this event and

: it t ts.
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See Prohibitions on Proprietary Trading and Certain Interests In,
and Relationships With, Hedge Funds and Private Equity Funds, 77
Fed. Reg. at 8361.

Spencer Winters, The Volcker Rule’s Hedging Exemption, 111 MiCH. L.
REv. FIRST IMPRESSIONS 90, at 95 (2012).

See supra note 96, at 8361.

Winters, supra note 43, at 95.

Id.

Financial Stability Oversight Council, supra note 60, at 13.
Id.

Id.

513 U.S. 251 (1995). Under 12 U.S.C.A. § 24 para. 7 there is no
explicit authority for the banks to use derivatives as hedging
devices. However, the North Carolina v. Variable Life Insurance Co.
case, in its infamous footnote 2, stated the following: “We expressly
hold that the business of banking is not limited to the enumerated
powers in 24 Seventh and that the Comptroller therefore

has discretion to authorize activities beyond those expressly
enumerated so long as his interpretation is reasonable.” 513 U.S. at
258 n.2.

See O.C.C. Interp. Ltr. 684 (Aug. 4, 1995) (stating that it is legally
permissible for a national bank to hedge the financial exposure
arising from otherwise permissible banking activities that involve
physical delivery of commodities in connection with such hedging
activities subject to approval by the O.C.C. due to the safety and
soundness concerns posed by derivatives).

See 15 U.S.C.A. § 8305(d)(2).

See LONG, supra note 14, at 9-28 (Chapter 9: Derivatives Reform).
See also 15 U.S.C. § 8305(d)(3) (notice how the statute states this
limitation applies only to (d)(2) without mentioning its application

to (d)(1)).
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109. See O.C.C. Interp. Ltr. (Aug. 4, 1995) (stating that it is legally
permissible for a national bank to hedge the financial exposure
arising from otherwise permissible banking activities that involve
physical delivery of commodities in connection with such hedging
activities subject to approval by the O.C.C. due to the safety and
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110. Kiristin N. Johnson, Governing Financial Markets: Regulating Conflicts,
88 WasH. L. Rev. 185, 216-17 (2013) (describing the advantages and
disadvantages of centralized clearing).

11, Id.
112. See 15 U.S.C. § 8305(b)(2)(B).

113. Swap dealer exceptions would include the de mimimis exception,
found in 7 U.S.C.A. § 1a 49(C) and a situation where a person
enters into swaps for such person’s own account, either
individually or in a fiduciary capacity, but not as part of a regular
course of business found in 7 U.S.C.A. § 1a (43). Security-based
swap dealers face similar exceptions.

114. Settele, supra note 81, at 565.
115. WYMAN, supra note 71, at 14.

116. See Prohibitions on Proprietary Trading and Certain Interests In,
and Relationships With, Hedge Funds and Private Equity Funds, 77
Fed. Reg. 8332, 8361 (proposed Feb. 14, 2012).

117.  Financial Stability Oversight Council, supra note 60, at 15.

118.  See Prohibitions on Proprietary Trading and Certain Interests In,
and Relationships With, Hedge Funds and Private Equity Funds, 77
Fed. Reg. at 8408.
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“Positively 4th Street"":

Lawyers and the “Scripting” of Witnesses

By C. Evan Stewart

George W. Bush once famously said: “Fool me
once,...shame on...shame on you. Fool me—you can’t get
fooled again.”? Well, if a very prominent attorney is cor-
rect, shame on me, and I did get fooled again. I have al-
ways thought it was unethical to give a witness a written
script with “answers” on it; and I have always thought
that such a document, once given to a witness, was a
document to which my adversary was fairly entitled. Am
I wrong on both counts?

Back to the Future

Recently, I wrote about the wide divergences in wit-
ness preparation practices between American lawyers and
our English “cousins.”® But I had thought our practices in
America had been pretty well settled for quite some time.
Let’s start first with the waiver issue, because that is close
to my heart.

I'had been a lawyer less than three months when I
was summoned to an all-firm meeting at the top of 30
Rockefeller Plaza. There, for the first time, I saw Sam
Murphy, Donovan Leisure Newton & Irvine’s most
famous litigator,* explain to a stunned group of lawyers
(i) that a senior partner at the firm had lied about destroy-
ing documents sent to (and reviewed by) a client’s expert
witness, and (ii) what the possible effects this inexplicable
act might/would have on the client (then concluding the
country’s most significant antitrust trial, Berkey Photo v.
Eastman Kodak) and the firm.> The inexplicable act had
come on the heels of the trial judge putting counsel on
notice that any materials shown to testifying experts
would have to be produced to the other side pursuant to
Federal Rules of Evidence 612 (“Writing Used to Refresh a
Witness’s Memory”).6

Rule 612 reads, in whole, as follows:

(a) Scope. This rule gives an adverse
party certain options when a witness uses
a writing to refresh memory:

(1) while testifying; or

(2) before testifying, if the court decides
that justice requires the party to have
those options.

(b) Adverse Party’s Options; Deleting
Unrelated Matter. Unless 18 U.S.C. §
3500 provides otherwise in a criminal
case, an adverse party is entitled to have
the writing produced at the hearing, to
inspect it, to cross-examine the witness

about it, and to introduce in evidence
any portion that relates to the witness’s
testimony. If the producing party claims
that the writing includes unrelated mat-
ter, the court must examine the writing
in camera, delete any unrelated portion,
and order that the rest be delivered to
the adverse party. Any portion deleted
over objection must be preserved for the
record.

(c) Failure to Produce or Deliver the
Writing. If a writing is not produced or
is not delivered as ordered, the court
may issue any appropriate order. But

if the prosecution does not comply in

a criminal case, the court must strike
the witness’s testimony or—if justice so
requires—declare a mistrial.”

Thus, the key provision at issue here is (a)(2) (“before
testifying”), which gives the court discretion to order
production when “justice requires” it.

In the wake of the Berkey Photo decision® and the
searing impact of what happened during that litigation
and trial,” many, many courts have reflexively ruled that
any written materials used to refresh a witness’s memory
(including work product) are fair game under Rule 612.1°
A number of other courts—influenced both by the con-
cerns of the U.S. Supreme Court’s ruling in Hickman v.
Taylor vis-a-vis the attorney-work product doctrine,!! as
well as by Judge Jack Weinstein’s learned treatises on
evidence!>—have ruled that the court’s discretion should
take into account several factors, including (i) the extent
to which the witness was influenced by and/or actually
relied on documents to refresh his or her recollection, and
(i) the extent to which privileged or “core” work product
material would be revealed as a result of disclosure.!3

The leading case applying this “balancing” test—and
not ordering disclosure—is Sporck v. Peil, decided by the
Third Circuit in 1985.1* That case involved several hun-
dred thousand documents, a select number of which
counsel picked out, compiled, and presented to a witness
prior to a deposition. When this preparatory process was
revealed at the deposition, opposing counsel moved for
the documents’ production. The trial court granted that
motion. The Third Circuit reversed, however, and did so
principally on two grounds: (i) the attorney’s selection
of the materials reflected his core work product; and (ii)
there was no evidence that the witness relied on the docu-
ments or that they had influenced his testimony.
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Whether or not a subset of already produced ma-
terials shown to a witness before testimony should or
should not be subject to production,® that type of witness
preparation is light years from a “script” of questions and
answers counsel has prepared and shown to a witness in
advance of testimony. Such a “script” would surely be a
significant crutch on which a witness would be heavily
relying, and it also would clearly constitute the sort of
coaching that has caused courts employing the “balanc-
ing” test to order production.!®

Furthermore, even Judge Weinstein (who is a major
proponent of the “balancing” approach) urges that my
prominent colleague at the bar desist:

In the present state of uncertainty [i.e.,
the policy conflict between Hickman v.
Taylor and Rule 612], attorneys should
not refresh prospective deponents or wit-
nesses with material containing counsel’s
theories or thought processes. Not only
may such documents ultimately fall into
opposing counsel’s hands if Rule 612 is
satisfied, but there are too many risks of
unethical suggestions to witnesses when
they see such material.'”

Is It Ethical?

So if such a “script” is going to fall into the hands of
opposing counsel 99.99 out of 100 times, left is the ques-
tion of whether the practice of “scripting” is ethical.

First, the good news: assuming that the “answers” are
not suggesting (or more) that the witnesses present false
testimony, such a “script” will likely skate past suborning
perjury.!® Now, the bad news: there is a New York Court
of Appeals decision directly on point. In In re Eldridge,

a lawyer was suspended for writing out answers for
witnesses; the court declared that a lawyer’s duty is “to
extract the facts from the witness, not to pour them into
him; to learn what the witness does know, not to teach
him what he ought to know.”1?

While Eldridge is from the Gilded Age, it would ap-
pear to still be good law,? although most reported deci-
sions of disciplinary cases of late involve subornation of
perjury or similar lawyer misconduct seeking to promote
false testimony.?! That said, a plaintiffs” law firm in heated
asbestos litigation in the 1990s was “excoriated” by one
trial judge for conduct that included scripting witnesses.??
There, the law firm used a document to prepare clients
for depositions in personal injury suits against asbestos
manufacturers, and the document included these direc-
tives:

¢ “Itis important to emphasize that you had NO
IDEA ASBESTOS WAS DANGEROUS when you
were working around it.”

¢ “It is important to maintain that you NEVER saw
any labels on asbestos products that said WARN-
ING or DANGER.”

* “DO NOT say you saw more of one brand than an-
other, or that one brand was more commonly used
than another.... Be CONFIDENT that you saw just
as much of one brand as all the others.”

* “Unless your...attorney tells you otherwise, testify
ONLY about INSTALLATION of new asbestos ma-
terial, NOT tear-out of the OLD stuff.”

e “If there is a MISTAKE on your Work History
Sheets, explain that the “girl from [the law firm]”
must have misunderstood what you told her when
she wrote it down.”

The foregoing—excerpts from the 20-page docu-
ment—would appear to be skating up to (or over) the line
of “counsel[ing] or assist[ing] a witness to testify falsely”
(a violation of Rule 3.4(b)). Nonetheless, and for all the
hubbub about sanctions and a possible criminal refer-
ral, the law firm got very lucky and ultimately escaped
without any official penalty.?® Even so, the publicity about
what had happened brought enormous scrutiny down
upon the law firm, caused it to take a huge reputational
hit, and earned it general scorn from legal academic ethics
experts.?*

So the take-away on “scripting” is what? Maybe if I
do it I won’t get caught? But even if I do, maybe I will get
lucky (like the asbestos lawyers) and not be sanctioned?
That is not the professional advice I would be giving to
those who want to lead a long, happy, and prosperous
career at the bar. But, a chacun son gofit.

Conclusion

A number of years ago, my law school dean wrote
of the legal profession’s “terribly insecure” world, in
which lawyers “are caught in a rat race that makes money
and status the only shared goals.”?® One area which he
specifically identified as a place to stem the tide and make
lawyers “more accountable for their conduct” was to
“police the extent to which witness coaching has the effect
of creating a coordinated or fabricated story.”?® That does
not seem to be too much to ask.

Endnotes

1. Bob Dylan’s classic song was recorded on July 29, 1965, and
released by Columbia Records on September 7, 1965 (a single only,
it reached #7 on the U.S. Billboard Hot 100). The invocation of this
song was “inspired” by the attorney referenced herein.

2. President George W. Bush, Nashville, Tenn. (Sept. 17, 2002). Of
course, he also once posed the rhetorical question: “Rarely is the
question asked: is our children learning?” Florence, S.C. (Jan. 11,
2000). Dubya’s quote in the text should not be confused with The
Who’s most famous lyric: “Meet the new boss, same as the old
boss.... We won't get fooled again.” “Won’t Get Fooled Again”
(Who's Next, MCA 1971).
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3. See C.E. Stewart, Mad Dogs and Englishmen, NY Bus. L. J. (Summer 17.  See WEINSTEIN & BERGER, supra note 12, at §10.05 (3), 10-30
2013). (emphasis added).

4. See C.E. Stewart, Jumping on a Hand Grenade for a Client, FED. BAR 18. 18 U.S.C. §1622. Another federal statute to keep in mind is 18
CounciL QUARTERLY (November 2009). U.S.C. § 1512 (witness tampering). In the classic movie ANATOMY

5. See]. STEWART, THE PARTNERS (Simon & Schuster 1983); S. Brill, OF A MURDER (Columbia Pictures 1959), my cousin Jimmy Stewart,
i L L, 00 D15 19} SN s, i e sl s e e
But For Fortune..., FEDERAL BAR COUNCIL NEWS (Feb. 2005). See Richard H. Underwood, Perjury! The Charges and the Defenses,

6. Berkey Photo, Inc. v. Eastman Kodak Co., 74 ER.D. 613, 617 36 DUQ. L. Rev. 715, 781-82 (1998). There seems to be a broad
(5.D.N.Y. 1977). consensus that such conduct is more than one bridge too far. See

7. FeD. R. EvID. 612 (emphasis added). Rule 612 was adopted January CHARLES W. WOLFRAM, MODERN LEGAL ETHICS § 12.43 (1986); Peter
2, 1975 (effective July 1, 1975) and amended December 1, 2011. Id. A.Joy & Kevin C. McMunigal, Witness Preparation: When Does It

Cross the Line? 17 CRIM. JUST. 48, 49 (2002).
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1977). 19. 82N.Y. 161,171 (1880).
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million dollars. 1996); Goodsell v. The Mississippi Bar, 667 So. 2d 7 (Miss. 1996); In
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Laboratories Inc., 81 ER.D. 8 (N.D. IIL. 1978); James Julian, 1246 (N.J. 1987): See lllsq Joseph D. P%OrkOV\{Sl‘(L Professional Conduct
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11. 329 U.S. 495 (1947). See C.E. Stewart, “Good Golly Miss Molly!: The created the document, and (ii) no lawyer at the firm saw it or
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Establishment Universal Trading & Agencies, Ltd. v. Beatrice false expert testimony).

Foods Co., 92 ER.D. 779 (S.D.N.Y. 1982); In re Comair Air Disaster 25.  See R. Cramton, Furthering Justice by Improving the Adversary System

Litigation, 100 ER.D. 350 (E.D. Ky. 1983); Boring v. Keller, 97 ER.D. and Making Lawyers More Accountable, 70 FORDHAM L. Rev. 1599,

404 (D. Colo. 1983); Levacadia, Inc. v. Reliance Inc. Co., 101 ER.D. 1603 (2002).
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2007 WL 1029671 (S.D.N.Y. April 6, 2007). attention of the uUs. Securlltles ar.1d Exchange Comm15510n. See R.
Morvillo, Ethics and Preparing Witnesses for SEC Testimony, N.Y.L.J.

14.  See Sporck, 759 F.2d 312; Al-Rowarshan Establishment Universal (April 3,2004) (“scripts should be avoided”).

Trading & Agencies, Ltd., 92 ER.D. 779; In re Comair Air Disaster

Litig., 100 ER.D. 350; Boring, 97 ER.D. 404; Levacadia, Inc., 101

ER.D. 674; Nutramax Lab., Inc., 183 ER.D. 458; In re Riv. Astigmine C. Evan Stewart is a partner in the New York City

Patent Litig., 2007 WL 1029671. office of Cohen & Gresser LLP, focusing on business

15.  Compare Sporck, 759 F.2d 312, with Nutramax Lab., Inc., 183 ER.D. and commercial litigation. He has published over 200
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Report of the Section Chair

The Business Law Section is pleased to report a
victory in its long-sought revisions to New York’s Not-
For-Profit Corporation Law. In December 2013, Governor
Cuomo signed the Nonprofit Revitalization Act of 2013,
which aims to “streamline the incorporation process for
non-profit organizations in New York, modernize the
oversight and corporate governance laws to prevent
conflict of interest problems and fraud, enhance public
trust in the non-profit sector, provide guidance to non-
profit organizations’ boards of directors, and reduce
burdens on non-profit organizations.” A subcommittee
of the Business Law Section’s Corporations Law Com-
mittee has worked for many years to bring about this
change. The law took effect July 1, 2014. In this regard, I
am pleased to announce that at its spring meeting, and
after consultation with the NYSBA executive officers,
the Section Executive Committee voted unanimously to
establish a new standing committee, the Not-for-Profit
Corporations Committee, and to appoint Frederick Attea,
Esq., of Phillips Lytle in Buffalo, as the inaugural Chair of
the Committee. Mr. Attea was instrumental in the effort to
secure passage of the new law. Section members who are
interested in not-for-profit corporations law are welcome
to join the Committee—simply send an email to Business
Law@NYSBA.org. Membership in this and all other Sec-
tion Committees is free of charge to all Section members.

The Section continues to set its sights on reform of
New York’s franchise law to conform more closely to the
Federal Trade Commission’s franchise rule in order to
facilitate the offering and sale of franchises in New York.
The Section also was on the front lines in reacting to the
SEC’s proposed rules under the JOBS Act to permit the
sale of securities through crowdfunding. In December, the
Section presented an educational program, both live in
New York City and via webcast, detailing the implications
of the proposed rules. Participants from 6 foreign coun-
tries, 24 states and the District of Columbia tuned in. An
archive of the program is available to Section members
at www.nysba.org/CrowdfundingWebcast. If you don’t
already have them, get your free NYSBA web site log-in
credentials to see the program.

The Section continues to boast a strong and growing
membership, with over 4,000 members as of this writ-
ing—the second largest Section in the Association. In the

gl_

CoMMITTEE REPORTS

past year, the Section’s outreach to new NYSBA members
inviting them to join for a free introductory year of mem-
bership has met with a good response. Active Business
Law Section committees support the needs of the diverse
practices represented among the membership.

In order to recognize the importance of the many
hours of volunteer service provided to the Section and its
Committees by its members, the Section has established
the David S. Caplan Award for Meritorious Service.
Named in remembrance of the former Chair of the Tech-
nology and Venture Law Committee, the first award was
presented to David L. Glass at the 2014 Annual Meeting.
Mr. Glass, at various times, has held every executive offi-
cer position in the Section; he was the Chair of its Banking
Law Committee; and he is currently Editor-in-Chief of
the Section’s NY Business Law Journal. All the members of
the Section are invited to submit nominees for the award.
Submissions should be sent to the Chair of the Business
Law Section ¢/o NYSBA, One Elk Street, Albany, NY
12207.

The Section’s Annual Meeting program, held in coop-
eration with the Corporate Counsel Section, focused on
business lawyers and corporate counsel “Competing Ethi-
cally in a Global Marketplace.” The Business Law Section
Fall Meeting at the Cranwell Resort in Lenox, MA dealt
with (among other topics) cyber security and liability,
and implementing a successful social media strategy in
unregulated industries. The Business Law Section Spring
Meeting in May included four CLE programs presented
by its Banking Law, Bankruptcy Law, Private Investment
Funds and Technology and Venture Law Committees. The
Section also hosted networking and diversity events in
conjunction with the Westchester Black Bar Association
and the Metropolitan Black Bar Association in 2013.

The Section’s Legislative Affairs Committee is also
actively working on developing a legislative program to
present in future legislative sessions. Proposals should be
sent to the Legislative Affairs Committee, Business Law
Section, c/0 NYSBA, One Elk Street, Albany, NY 12207.

As my term as Chair of our Section comes to a close,
let me take this opportunity to welcome James Everett of
Albany as the incoming Chair.

Jay L. Hack, Outgoing Chair, Business Law Section
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Banking Law Committee

A meeting of the Banking Law Committee was held
during Annual Meeting week on January 29, 2014. The
theme for the meeting was community banking issues,
and senior officers from the New York offices of the
Federal Deposit Insurance Corporation and the Office of
the Comptroller of the Currency and from the Federal
Reserve Bank of New York discussed several areas of
particular concern to community banks, including capital
requirements, banking trends and the Volcker Rule appli-
cability to community banks. The members were not shy
about asking questions, and even after the formal part of
the meeting was over, the speakers were kind enough to
stay around and speak with members who had additional
questions.

A meeting also was held in conjunction with the
Section’s May meeting in New York City, featuring a
panel discussion by key regulators and industry rep-
resentatives before a packed house. The speakers were
Jonathan Rushdoony, Regional Counsel of the Office of
the Comptroller of the Currency, which regulates national
banks (OCC); Ashby Hilsman, Regional Counsel of the
FDIC; Greg Rozansky, an attorney with the New York
Clearing House Association; and Roberta Kotkin, General
Counsel of the New York Bankers Association. Key topics
included cybersecurity; the OCC’s “heightened expecta-
tions” program, whereby large banks will be expected to
enhance their risk management framework, including the
adoption of the “three lines of defense” model (front line
management, compliance, and internal audit) as well as
more vigorous Board oversight; and more pro-consumer
initiatives at the State and City level.

Our next meeting is scheduled for September at the
Section’s annual Fall Meeting, to be held this year at the
Equinox in Manchester, Vermont.

Kathleen A. Scott, Chair

Bankruptcy Law Committee

The Bankruptcy Law Committee met at the Fall and
Annual Meetings. At the fall meeting, Scott Bernstein,
Bruce Mael and Kevin Newman spoke regarding Attor-
neys’ Fees for Creditors in Bankruptcy Cases. At the An-
nual Meeting, Bankruptcy Judge Cecilia Morris, Matthew
Spero and Robert Raicht presented at an informative and
interactive meeting regarding Sellers’ Rights in Bank-
ruptcy.

Kevin Newman, Chair

Corporations Law Committee

At the Annual Meeting in New York City on January
30, 2014, the Corporations Law Committee and the Secu-

rities Regulation Committee held a joint meeting, which
attracted over 20 participants from the two committees.
David N. Feldman and Peter W. LaVigne, Chair of the
Securities Regulation Committee, presented on “Regula-
tion A+ Proposal: Making the Grade?” and “Offering
Exemptions under the Securities Act of 1933: a Compari-
son,” respectively. Jeffrey Bagner of the Corporations Law
Committee gave a presentation on Recent Developments
in Delaware Law. The presentation highlighted recent
Chancery Court decisions addressing (i) fiduciary duties
of constituent directors, (ii) application of the “entire fair-
ness” standard of review, (iii) enforceability of letters of
intent, (iv) the validity of forum selection bylaws and (v)
attorney-client privilege in the context of a merger.

Richard De Rose, Chair

Derivatives and Structured Products Law
Committee

No report submitted.

Franchise, Distribution and Licensing Law
Committee

Since our last report the Franchise, Distribution and
Licensing Law Committee has had two significant oc-
currences. On January 29th, 2014, the Committee held
a meeting in conjunction with the Annual Meeting of
the Business Law Section. An (unusually) robust group
of 23 franchise attorneys, ranging from those with long
time experience in the field to younger folks seeking to
learn about this area of law, attended the meeting, which
was held at the New York Midtown Hilton. The meeting
featured a presentation by Michael H. Seid, founder and
Managing Director of MSA Worldwide (together with
your Chairman), regarding the means, methods and cri-
teria utilized in evaluating whether a business is suitable
for formulating a franchise program. The presentation,
which included a variety of forms of agreements and oth-
er franchise related documents, was designed to qualify
for CLE credit, which was likely a factor in the increased
attendance at the meeting. Mr. Seid, one of the foremost
franchise consultants in the industry, provided a variety
of anecdotal examples and general information, which
proved to be of great interest to those in attendance.

On March 13th, your Chairman, together with
Tom Pitegoff and David Oppenheim, former Chairs of
the Committee, and Kevin Kerwin, Associate Director
of Governmental Relations at the New York State Bar
Association, met with representatives of the New York
State Attorney General’s Office to discuss the status of
proposed modifications to the New York Franchise Sales
Act that had been previously drafted by a subcommittee
of the Franchise, Distribution and Licensing Law Section.
The purpose of the meeting was to discuss the proposed
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modifications to the current statute, with a goal of reach-
ing a consensus with the Attorney General’s Office with
the hope, if possible, of presenting a “united front” to the
New York State Legislature in seeking to formulate a bill
amending the present statute. Our Committee is seeking
to make the New York law more “friendly” to the fran-
chise industry, generally, and to make it consistent with
the Federal Trade Commission Rule, the federal statute
which regulates franchise offerings. The meeting, which
was held at 120 Broadway, in Manhattan, was productive
and will, hopefully, set the stage for further discussions
with the Attorney General’s Office with respect to this
proposed legislation, which is now on the Bar Associa-
tion’s “list of priorities.” For further information regard-
ing the Committee and its activities or with respect to the
next Committee meeting, please contact Committee Chair
Richard L. Rosen (rlr@rosenlawpllc.com or at 212-644-
6644).

Richard L. Rosen, Chair

Insurance Law Committee

The Insurance Law Committee met on January 29,
2014 in conjunction with the Annual Meeting of the Busi-
ness Law Section and received a presentation on current
federal and international developments in insurance
regulation, including designations of non-bank systemi-
cally important financial institutions by the federal Finan-
cial Stability Oversight Council and recent activities of the
Federal Insurance Office and the International Associa-
tion of Insurance Supervisors.

Thomas M. Kelly, Chair

Legislative Affairs Committee

The Legislative Affairs Committee is proud to make
two announcements. First, the Business Law Section’s
years of work on modernizing New York’s Not-for-Profit
Corporation Law has finally paid off, resulting last De-
cember in the enactment of the Nonprofit Revitalization
Act of 2013.

The last meeting of the Legislative Affairs Committee
took place on January 29, 2014, in conjunction with the
NYSBA’s Annual Meeting. Frederick Attea (Partner, Phil-
lips Lytle LLP) participated by conference call and gave
a lively description of his years of work on the nonprofit
law project for the NYSBA and the Business Law Section.

Second, in November 2013, the NYSBA announced
that the Business Law Section’s proposed revision of the
New York Franchise Act had been selected as one of the
Association’s 2014 legislative priorities.

Like the Not-for-Profit Corporation Law, the New
York Franchise Act (NYFA) is enforced by the New York
State Attorney General’s Office. Mr. Attea’s discussion at
the last Committee meeting of his work on the nonprofit
law change was especially instructive for the Committee’s
pending effort to modernize the state’s franchise law.

Representatives of the Business Law Section met
March 13, 2014, with key staff in the New York Attor-
ney General’s Office to discuss the NYSBA'’s proposed
changes to the NYFA. I attended that meeting along with
Richard Rosen and David Oppenheim. The three of us
were among the five subcommittee members who drafted
the franchise report for the Business Law Section in No-
vember 2009. Kevin Kerwin, Associate Director of Gov-
ernmental Relations at NYSBA, organized and attended
the meeting. The meeting was productive, but only the
first step in a long process. We plan to follow up with the
Attorney General’s Office and then to meet with state
legislators.

Thomas Pitegoff, Chair

Not-for-Profit Corporations Committee

After a struggle lasting more than ten years, mem-
bers of the Business Law Section of the New York State
Bar Association, working with other members of NYSBA
and the NYSBA staff, were able to secure passage of the
Non-profit Revitalization Act last year, upgrading the
New York Not-for-Profit Corporation Law. Our members
who were active in the effort noted that there was no
single “home” within NYSBA for attorneys working for,
or providing legal services to, not-for-profit corporations.
After consultations with NYSBA executive officers and
to meet that perceived need, our Executive Committee
has established a new standing committee to focus on the
legal needs and interests of not-for profit corporations.
The inaugural Chair of the committee is Frederick Attea,
Esq., of Phillips Lytle in Buffalo, who was instrumental
in the effort to secure passage of the statute last year. If
you work for or provide services to not-for-profit corpora-
tions, or if you are otherwise interested in the legal affairs
of such corporations, we invite you to join the committee.
If you want to join the committee, send an e-mail to
BusinessLaw@NYSBA.org. Membership in this and all
other Business Law Section committees is free to all mem-
bers of the Section.

Jay L. Hack, Outgoing Section Chair

Public Utility Law Committee
No report submitted.
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Securities Regulation Committee

See report of the Corporations Law Committee,
above.

Peter W. LaVigne, Chair

Technology and Venture Law Committee

At the Spring Meeting, the Technology and Venture
Law Committee presented a discussion of Recent Devel-
opments in Intellectual Property Law and Early-Stage
Financings. Yuval Marcus, a partner at Leason Ellis,
spoke about patent, trademark and copyright issues and
cases, including Alice Corp. v. CLS Bank (whether claims
to computer-implemented inventions are eligible subject
matter for patent purposes, a matter recently decided in
the negative by the U.S. Supreme Court) and Petroliam
Nasional Berhad v. GoDaddy.com, Inc. (whether the Anti-
cybersquatting Consumer Protection Act provides for
a cause of action for contributory cybersquatting; cert.
petition pending before the U.S. Supreme Court). Shalom
Leaf, the Chair of the Committee, spoke about current
developments in angel and venture financings.

The Committee plans to present panel discussions of
transactional issues in the upcoming months.

Shalom Leaf, Chair

LOOKING FOR PAST ISSUES

OF THE

ABA Business Leaders
Conference

James R. Silkenat (in the middle), President, American Bar
Association, 2013-2014, a partner in the New York office of
the national law firm of Sullivan & Worcester and a member
of its Corporate Department, along with Jay L. Hack (on the
left), outgoing Chair of the Business Law Section of the New
York State Bar Association, and James Everett (on the right),
incoming Chair of the Business Law Section.

The ABA Business Leaders Conference provided an opportu-
nity to state and local bar leaders to share ideas on mem-
bership recruitment, involvement, and outreach. Jay Hack
described New York’s efforts.

NY BusINESS LAw JOURNAL?
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