


ASIC Summer School 2008—Australia’s capital markets—what is their size and position2 (Overview)

United States...recession worries
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Australia: Strong now...but rates/world to drag in 2HO8 Drivers of growth — Commodity prices
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Tuesday

Continuous disclosure—is it time for a reassessment?

Panel discussion introduced by Belinda
Gibson, ASIC Commissioner.

Panellists: Rob Cole, Executive Vice
President, Corporate Affairs and
Sustainability, and General Counsel,
Woodside Energy Ltd; David Krasnostein,
Chief General Counsel, National Australia
Bank Ltd; Terry McCrann, Financial
Columnist and Associate Editor, Herald
Sun; Marie McDonald, Partner and Joint
Practice Head, Blake Dawson; Gerard
Satur, Head of Equities, Australia and New
Zealand, UBS Securities Australia Ltd; John
Story, Chairman, Australian Institute of
Company Directors.

MS GIBSON:

Ladies and gentlemen, before introducing
the panel, | will make a few brief comments,
if | may, about continuous disclosure—is it
the time for a reassessment? The panel
format will be that Marie will speak for 10
or 15 minutes and then each of the other
presenters will be invited to make a few
comments themselves on the position and
then we will have some open dialogue,

| hope.

‘Continuous disclosure’—our theme for
today. It is an important part of the market
integrity concept that | talked about at the
outset, the transparency. | just want to say
a few comments about where ASIC is in the
continuous disclosure space and where
we’re going to move in the next 12 months
or so. Our rules as you know, our law
requires continuous disclosure, immediate
disclosure of price-sensitive information,
within some carve-out. Those roles also
apply to unlisted entities where they’ve
issued securities on the basis of a
prospectus or a PDS (product disclosure
statement) and | think you’ll see ASIC in the
next 12 months just making sure that that is
what’s happening in the unlisted space.

Since 2004, ASIC has also had an
additional enforcement tool, which is the
infringement notice. It’'s not universally

agreed with—and I’'m sure that will be
discussed today—but one of the things
behind an infringement notice is that the
enforcement process was intended to be
certainly quicker than a prosecution and
more efficient from both the recipient’s point
of view and ours. | don’t think we've
achieved best practice yet at ASIC and
we’re going to be trying some new things in
the next six to 12 months. There will be
more letters coming out to issuers saying
‘Please explain’ and asking for some
support as to why they would say this
particular conduct wasn’t in breach of the
rules. We'll follow up those letters with
notices if we have to but we’ll do less
leaping straight into notices, which I'm very
conscious of being a burden to issuers.

The third point | just wanted to raise is we
want to encourage some better behaviour
about announcements that are issued

that meet the continuous disclosure
requirements. | think there is room in the
market—and it's very important in this
market, that those notices are three things:
(1) they need to be very clear—that’s self-
explanatory, (2) they need to be complete—
that is, when a reader receives a notice,
they can get all of the information on that
notice; they don’t have to go back to other
notices and other announcements to try and
piece together a picture, and (3) they need
to be accurate—this focuses on the false
and misleading rules that are in our law.

MS McDONALD:

I’'m going to make some comments on the
continuous disclosure obligation and then on
the enforcement regime and the remedies
available to ASIC. So if we go to the
obligation first. It rests on a notion of equal
and timely access to information. | think the
equal access part is relatively easy to achieve
and it's there to ensure market integrity.
We've got that principle around the world and,
for example, in the US there’s regulation FD
to ensure there’s no selective disclosure to
analysts and to others—that information is
broadcast generally.
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In Australia we require that information to
go to the ASX first. | think that principle is
well understood and since the Southcorp
case companies have been quite good
about ensuring that written material gets to
the ASX first and also that there is no
material information provided during
briefings.

So that's the easy bit, | think. Timely
disclosure though is more challenging.
That involves an assessment of when is it
appropriate, or when does the market or the
law require, that an announcement be
made? And that can be quite challenging
when it's an evolving situation. For
example, if a company receives notice of a
takeover proposal, does it need to say
something or not? And it often can be
challenging, not just for directors but it's
often management who are in the hot seat
there because the law requires that if an
executive officer becomes aware of the
information then the company has the
obligation to make an immediate
announcement, so there are some snap
decisions that need to be made.

I might just turn to the legal requirement to
make that sort of announcement and the
one that | find perhaps challenging in
practice being an M&A lawyer, where
information is confidential still and it's
incomplete, so there’s nothing concrete or
nothing definite to announce to the
market—there’s an exception if a
reasonable person wouldn’t expect
disclosure. Now that reasonable person test
| think is a good one, it’s there to enable
disclosure practices to move with market
expectations and with community
expectations and information that wasn’t
announceable 10 years ago may well be
announceable today.

| also think it's important that we don’t push
the reasonable person test too far. We live
in an era of ‘Big Brother’ on TV and reality
TV shows. | don’t think we should treat
corporate transactions and the ASX as
another form of reality TV. | don’t think the
reasonable person should expect to know
everything all of the time. It's appropriate to

take account of—or for directors and
management to be able to take account
of—the prejudice to a company and
certainly the ASX acknowledges this, but

| think it’s still very important that we have
regard to the effect on the company when
weighing up whether a disclosure is
required. Taking the area | work in (M&A),

if a company is perhaps part of an option for
itself, that may be known—but to require a
company to give the market updates on
how the process is going, what bids have
been received and so on, this can be very
harmful to the company, reduce competitive
tension and a director’s ability to negotiate
the best outcome for shareholders. So, |
think | would perhaps repeat a view that it is
important still to conserve shareholder
interests and that they shouldn’t become
secondary to market or investor or other
interests who want to know what'’s going on.

In a similar vein, | think the companies
shouldn’t be required to respond to media
speculation particularly if there’s no
movement in the price and the speculation
can’t be sourced back to the company. |
think it, in a sense, is self-fulfilling, that once
companies have to do that then it leads
others to put rumours around just to see
what will pop out of the company.

I might comment now on some of the
remedies available to ASIC. The
infringement notice regime was a
controversial regime when it was introduced
and it works by ASIC going through various
processes and then if it decides to issue a
notice, a company can effectively buy a
pardon by agreeing to pay one of the three
set fees, depending on the company’s
market cap.

There have been | think eight speeding
tickets issued and paid since the regime
began three or four years ago. I've got two
principal concerns with that regime. First of
all, the fine that’s payable bears no relation
to the harm that’s been done except purely
by reference to the company’s market cap,
so it doesn’t relate at all to the deficiency in
disclosure. It’s also a regime or a
mechanism that's used—or ASIC says that
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will be used—for less serious breaches of
the continuous disclosure laws. That in a
sense—well, at least it could be perceived
to send a signal that ASIC may not pursue
someone who doesn’t pay a speeding fine,
that ASIC may not pursue them through the
courts because if it's less serious, is it worth
pursuing with court proceedings? And,
indeed, there may be issues—problems of
proof of the case. If it's less serious there
may not have been material information
anyway.

So that potentially leads to the situation
where a larger company might say to ASIC
if it receives a speeding fine, ‘Thanks but no
thanks. I'm quite happy to take my chances
in court’. So, it's a regime | think that's not
tailored to the deficiency that’s been
identified and also it probably results in
smaller companies rather than larger
companies paying up.

If we didn’t have a speeding ticket regime,

| think ASIC still has a wide range of
remedies available to it. But there is a range
from the soft to hard remedies. One that
exists already is the enforceable undertaking
regime where ASIC can negotiate with a
company that it perceives to have fallen short
of disclosure obligations, to put in force
undertakings which have the benefit of
putting in place a better process for
disclosure in the future and in one case, the
Multiplex case, a fund was established to
compensate investors. So, that's a much
more tailored and appropriate response, |
think. I think there have been an equal
number almost of enforceable undertakings
as speeding tickets, so they’re being used
about equally and | can see a lot of merit in
the undertaking regime rather than speeding
tickets.

ASIC can also take the course of calling in
the company and its advisers for a cup of
tea and a very stern talking to, which can
also be effective for those who are
conscious of reputations, particularly for the
bigger end of town. There’s the public
yellow card. ASIC issued one of those in
relation to Telstra a few years ago where it
put out a press release about unsatisfactory

practices that ASIC perceived when it didn’t
think those practices warranted court
action.

There’s also taking court proceedings
themselves, and in the last few years |
wouldn’t say that the balance is tipped in
favour of the regulator at all but it is
certainly more even. There’s a civil burden
of proof for civil penalty proceedings, so
balance of probabilities. The fines have
increased. It's a million dollar fine potentially
for a company. And ASIC has had some
success in cases over the last few years
and it has some running now in relation to
civil penalty matters.

If those remedies aren’t sufficient, | thought
I'd pose perhaps one other possibility which
doesn’t exist at the moment and that is to
establish something akin to the Takeovers
Panel or the FSM (Financial Services and
Markets) Tribunal in the UK. The way that
the system works in the UK, where they
have something similar but certainly not
identical to our speeding ticket regime, is
that the FSA (Financial Services Authority),
having gone through the appropriate
processes, issues a notice to a company
but if the company doesn’t agree it can
appeal to a tribunal which is made up of
lawyers and market professionals and that
body can then make a decision on the
merits.

We could have something similar to that
here. I’'m not saying that we necessarily
need it but if a void is perceived then we
could have a tribunal of that sort here made
up of market practitioners and lawyers, if
lawyers are seen to be useful at all. And

it could order—in the same way our
Takeovers Panel makes a declaration in
unacceptable circumstances—it can make
a declaration of unsatisfactory disclosure
and potentially order remedies which go
with that, providing a speedier and again a
more tailored response.

It is not to say | necessarily think we need
that but if there was a void perceived |
personally would favour something like that
rather than a speeding ticket regime.
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Safe harbour

MR COLE:

I've been at Woodside two years now and |
wrestle with Rule 3.1 on a daily basis. |
think the fundamental difficulty with the rule
that everyone’s aware of is that it combines
an imprecise test, and this test needs to be
applied in complex factual situations, fluid
factual situations. So, a difficult test. It's not
a technical test.

But that's combined with the severity of an
obligation to immediately disclose, and my
view and the view | advocate in Woodside
is, over time it is inevitable we will fail this
test. | think there’s a wider proposition that
it's inevitable that human beings over time
will fail this test, particularly when it's going
to be judged with the benefit of 20/20
hindsight by a court and judge much later
on.

| think the real problem that this throws up
is not so much with the rule, because the
rule promotes investor confidence. The
problem that I'd like to put on the table is
that there’s no defence available to the
corporation, at least for civil liability. | think
there used to be a defence for civil liability
where there was no negligence, reckless or
intentional conduct but that just doesn’t
exist any more.

So, what I'd like to put on the table is it's
time for us to go back to the future and
have a look whether a defence ought to be
available to the corporation because there’s
a requirement to make snap decisions and
human beings wrestle with that test;
systems are in place, companies do their
best but then they have the guillotine of no
defence.

MR STORY:

| genuinely believe in the circumstances of
continuous disclosure. The business
judgment rule is entirely appropriate.

From the rarefied levels of Counsel’s
Chambers, it might not seem quite as
pressing but when you're at the sharp end in
a real pressure-cooker situation and you're

making what is essentially a commercial
judgment under very difficult circumstances
as to what and when to disclose—I| mean it
genuinely is hard and I'm sure we’ve all
battled with it. I'd like to think we get it right.
But my view is that if we followed the right
processes, if we considered all of the issues
and we’re motivated for the right reasons,
and the decision we come to is a rational
decision, then | don’t think we should be held
accountable to ASIC but, more importantly,
to the entrepreneurial-funded litigation sharks
who are constantly circling, and | think really
that’s the concern that motivates directors.

It is hard, but if people are acting
conscientiously and are making decisions
for the right reasons or following the right
process then | think there should be a safe
harbour. | think that the examination ASIC
makes after the event, with all the benefit of
hindsight, shouldn’t be so much focused on
the decision itself but on the process that
the board and management follow in
arriving at that decision, and that again
takes you inevitably back to the business
judgment rule. And if it were produced,

| think it would lead to a far better
environment because | think it would mean
that boards and management were
encouraged to focus on the processes
behind these decisions and | think from
ASIC’s point of view you finish up with a
better result.

MR McCRANN:

If | can approach it from a slightly different
perspective—I approach it as a
communicator and I’'m reminded of a
famous quote by Henry Kissinger, the
Secretary of State in Richard Nixon’s White
House years and years ago, who said that
once something is committed to paper you
can be assured that it will be photocopied.

So, my approach to this is that once
information is created the issue is going to be
the timing of the disclosure not the reality of
that disclosure and the key issue, | think, in
terms of that disclosure process is good faith
judgment by boards and management about
the nature of the information and how
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important it is in terms of market information
and the timing of that disclosure.

And | have to say | do have a bias towards
earlier disclosure rather than later
disclosure but driven by that balancing of
the interest of the corporation, which is
obviously the fundamental responsibility of
the board, and the obligations you have to
keep the market fully informed if you're a
listed company. So, | see it as a balancing
exercise although I’'m a bit chary of going to
try and formalise it with black letter
processes and rules, if you like.

MR KRASNOSTEIN:

I’d certainly add my support for the defence
and/or business judgment rule
understanding. There are a number of
situations we find ourselves in, in making
disclosure. Clearly, there’s the usually bad
but sometimes good things that happen
unexpectedly and the challenge there is
providing complete and accurate
information to the market. It's often easy to
make disclosure, it's not so easy to make it
complete and accurate, particularly in big
organisations, global organisations, many
parts of an organisation involved in
gathering the facts: people overseas,
people asleep. So, it's a constant struggle
to do that in a timely way and get it right
and get it complete.

There is another situation though, too,
which has evolved in recent times and |
think it's more of a policy issue for
regulators like ASIC and that’s encouraging
companies to constantly explore ways to
maximise value for shareholders. And that
may involve discussions with third parties; it
may go as far as a merger or other aspects
of that. And there’s a great fear on behalf of
companies and boards, particularly today,
in exploring any of those discussions for
fear of a leak, for fear of the company to
being seen to be in play when in fact there
was absolutely no intention to do that at all,
it was simply exploring and addressing
opportunity.

One of the catalysts for it have been the
growth of hedge funds and something like
US$2 trillion now in command of hedge

funds. They’re clearly the darling of the
regulators because in the wisdom of the
regulators they’re virtually completely
unregulated. Their ability to pile on to a
company’s register and destabilise it is
notorious. The Children’s Investment Fund
put ABN AMRO into play with 1% of its
shareholding. They do that for a whole
variety of reasons: borrowing shares,
derivatives and various other activities.

So, | think there’s a real concern by
companies in being seen to be in play today
with that much money sloshing around.
Hedge funds clearly do not have the long-
term interest of a company at heart. They're
a very destabilising predatory influence and
so for boards to be put in a position where
they need to resist exploring opportunities
for shareholders for fear that things get out
of control | think is a real concern and |
think things like the business judgment rule
starts to introduce a rebalancing of that.

Clearly, it is something that shouldn’t be
abused and would need to be examined;
companies would have to seriously

consider the issues, take proper advice.

Reputation risk

MR KRASNOSTEIN:

But | think the fear of having real-time
decisions judged in 20/20 hindsight, not just
by the courts but by the regulator, who not
only do you want to get along with but who
has serious impact on a company’s
reputation—the speeding fines | think for
large corporates are not about the money,
they’re about the reputational issue and a
board that wouldn’t blink twice at $100,000
loss would agonise over the reputational
damage to think that the regulator thought
they hadn’t complied with the law.

MR COLE:

I'd just like to chip in and reinforce David’s
point about reputation—that from a large
corporation’s perspective, if you only took
economic considerations into account, it
would be a no brainer. You always pay the
fine. $100,000 is a drop in the ocean. But
my experience in practice is that reputation
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is everything, particularly where a
corporation has systems in place it believes
systems have worked but it's being second-
guessed on its business judgment. In those
circumstances, a large corporation will feel
its reputation is at risk and so in almost
every occasion refuse to pay the fine and
say ‘See you in court’.

Takeovers

MR SATUR:

| think in general the investment community
has a general bias towards wanting more
information disclosed by companies on a
timely basis. But this doesn’t mean
companies should be rushed into making
disclosures when they are not ready and
when the information is not clear.

The equity markets these days are very
efficient. When companies make
announcements such as change of control
transactions, stocks can, as David would
say, come into play. When we say ‘come
into play’, the shareholder register will
change very quickly—it could change in a
couple of days. A large majority of the
shareholder register could change in a
couple of days.

Our experience is that sophisticated
investors generally, whether they be
institutional investors or hedge funds, will
look at a couple of factors which are
interesting in this debate. The first and most
important one is the probability of the
transaction going through. The second thing
and other things will be things like
competing bids, regulatory approvals and
other conditions.

So the point | think that is interesting here is
the logical question: When should a board
make an announcement about a transaction
proposal? Is it when they receive a proposal
or when they’ve had time to consider it?
The reason why | say that is the first and
most important thing investors look at when
a transaction is announced is the probability
of success. If the announcement is made
too early it's almost impossible to make a
judgment on the probability of success. So,

it's not good for the equity market. Millions
of shares change hands and the probability
of success of the transaction is not known.
In our view, that’s not good.

So, when you look at the listing rules and, in
particular, Listing Rule 3.1—once an entity
is or becomes aware of information
concerning you that a reasonable person
would expect to have material effect—the
probability of the transaction occurring is
what the equity market is focusing on and
therefore obviously it is probable that it
might have a material effect. So, it probably
takes it to the nth degree in terms of what
the equity investors are looking at.

| think interestingly in the first half of 2007
we saw a lot of private equity activity.
Private equity activity has a lower
probability of success generally because
they need to get things like control of the
whole company to get cash flows et cetera.
We saw a lot of deals that didn’t actually
complete which obviously hurt people like
hedge funds. But registers change hands
very quickly and I think that’s a pivotal point
here, not just from the corporates’
perspective but for the integrity of the equity
market.

Leakages

MR STORY:

Could I just say in this environment, the
issue which has concerned me most is that
there are regular discussions between
companies exploring the possibilities of
mergers or acquisitions, and it amazes me
that how often confidentiality agreements
are signed and it is agreed that preliminary
explorations will be undertaken and
invariably and inevitably you will read it in
Terry McCrann’s column or in the Financial
Review or wherever. How does it happen?
All | can say is that there are some advisers
who have invested interest in seeing a
transaction proceed and successfully
generated but | think it is extraordinary how
often these transactions are leaked at a
very early and preliminary and premature
stage and that seems to be accepted as
general market practice.
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MR McCRANN:

| don’t want to address how that information
comes to me, specifically. | just reiterate my
earlier point that once information is created
and the body of people that have access to
it is quite large, the degree of unofficial
disclosure has significantly increased and |
think that that’'s one of the factors which has
to be in play in terms of whether... when a
board makes decisions about the timing of
that disclosure.

MR STORY:

| agree once it's out there we are obliged to
follow through on it but it does make it very
difficult from a board’s perspective that
preliminary discussions are suddenly
appearing in speculative columns in the
newspapers and we should have a market
that is sufficiently disciplined to ensure that
doesn’t happen but we don’t seem to.

MS GIBSON:

The FSA in the UK has done a study more
in the concept of insider trading, looking at
market movement before transactions, and
they looked at why some of that might
occur. They looked at some of the big deals
and the number of people in the know
before a deal is signed or is in more than
just preliminary discussions. | think in one
outrageous example there were 2,000
people, by the time you got the lawyers, the
accountants, the target company doing due
diligence and so on. The FSA has got some
quite interesting studies that we’ll pick up on
in terms of promoting the need to know
issue in the community and making sure
that it is more constrained. That’s not
certainly going to stop the deliberate leak,

| suppose, but there is something | think the
corporates can do in terms of maintaining
confidentiality and need to do to keep the
carve out for the non-disclosure.

MR STORY:

There is—in addition to your legislative
regulatory regime—there is the ultimate
discipline in the continuous disclosure area
which is enforced by the market. The market
is unforgiving with respect to companies who
are seen to have failed in their disclosure
obligations, either in relation to the timing or
the adequacy of that disclosure. And | think,

in practice, that's probably the most driving
force to encourage us to lift our disclosure
standards.

Profit revisions

MS GIBSON:

Thank you. | wonder whether the panel
could pick up on the question of profit
revisions, either upgrades or downgrades,
because certainly when | was in practice—a
reflection of my practice was that difficult
question of when you tip over. The ASX has
given some guidance and 10% seems to
become a bright light, although | don’t think
it was intended as a bright light and |
wonder—perhaps Terry you had indicated
that you had some thoughts on profit
disclosure.

MR McCRANN:

| have two sort of conflicting thoughts.

One is, | sort of see profit guidance as the
disclosure of non-information in some
respects because it's not—it forecasts, and
within a general process of communication
between a company, | don’t see a problem
with that in terms of the annual meeting, the
interim profits and so on, to make those
observations. But get very uncomfortable
with much more precise guidance and |
know there’s this desirable interplaying
creating a more informed market between
the analyst, community and the corporation
but it seems to me you start to get on a very
sticky path when you lock yourself into profit
forecasts and then the obligation to upgrade
them on what basis? On a monthly basis,
on a quarterly basis, when it’s altered by
10% plus? I'm pretty uncomfortable with it, |
have to say.

MR COLE:

| agree. We really wrestle with it. | applaud
the guidance note in attempting to give
clarity and a bright white line, if you like.
The flip side of that is it can create an
expectation that you have to disclose
information even when it's not going to be
useful or meaningful to the market.

Just to put that in context, at Woodside we
don’t make profit forecasts. We do forecast
how much we’re going to produce, the

© Australian Securities and Investments Commission 2008

Page 70



ASIC Summer School 2008—Continuous disclosure (Panel discussion)

volume of oil and gas we produce. The way
the guidance note works, the guidance note
suggests if you don’t make a forecast you
have to monitor whether you’re within
10-15% of last year’s result. Well, it's
something that the market just doesn’t
expect us to do and it's not meaningful. We
do forecast our production and we revise
and update that but our profit at any one
time is subject to potentially wild
fluctuations based on other variables such
as oil price, foreign exchange rates. And to
follow Terry’s point, if we were to follow that
guidance we’d be in a state of continually
updating probably on a daily basis because
the profit can swing quite dramatically in
and out of the 10-15%. | applaud the idea
of giving clear guidance but really wrestle
with it in practice.

MR STORY:

It is a part of reality. If you are in a situation
coming to the end of a financial period and
you do have a pretty good idea of what range
your results are going to come in at and you
know that the market expectations are well
contrary to variance then the approach |
think—certainly the boards I'm on—we think
we should give market guidance. Market
guidance is what you like to think you're
giving them, that the market will immediately
react—regard it as a downgrade or an
upgrade—and will overreact to blazes if they
perceive it as coming in below the market
price; particularly in the current market, the
price can plummet downwards to an
extraordinary extent. If you indicate the
upside, well then the price goes well and truly
into orbit.

So, the skill in trying to craft these things so
you can lead the market to a sensible
leading is a very difficult process and at
what stage you do take that move. | mean if
you go too early you run terrible risks but if
you go too late you’re both not meeting your
obligations and you’re damaging your
reputation in the market. It's a very, very
difficult issue.

MR SATUR:
| think obviously for a lot of listed
companies they’re not really covered by

analysts so there have to be other rules as
opposed to analysts because | mean—I'd
argue even if you got one or two analysts
covering a stock it’s not enough | think to
base—I mean, consensus means nothing
then at that point.

| think there’s a general thing here with
earnings revisions and it comes back to the
board and I think all of these things
inevitably come back to the judgment of the
board. But | think to make premature
announcements when you have a volatile
business—I think that doesn’t help anyone.
And | think once again the market really has
no tolerance for boards which clearly in
hindsight made the wrong judgment. But

| think they do have some sympathy for
companies which have a volatile business
that is difficult to predict on a monthly/
weekly/ quarterly basis. | think that’s the
real thing.

MR KRASNOSTEIN:

What is interesting, the environment that
the large corporates live in versus maybe
the other end of the spectrum, some small
real estate developer or mining company in
WA, the reality for those companies who
are closely scrutinised domestically by
analysts, by the media, shareholders,
institutional shareholders and so on, almost
has nothing to do with the regulatory
environment. That's an issue but it's not
what drives the health and survival of the
company and its board and management.
Maybe if you're a smaller company and
you're less insulated from that, you are
worried about what the regulator does, or if
you’re not worried, the regulator is really the
sole player in the market that’s going to
ensure compliance. But in the very efficient
transparent market that we live in now, a lot
of these issues—issue of what does the law
say is almost an afterthought.

MS McDONALD:

And going to the M&A context that the
clients that we work with are more
concerned—or the directors are more
concerned—about doing the right thing by
shareholders in the market and reputation
and, with all respect to the regulator, that’s
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a much more secondary consideration
although | think there still is that residual
concern about liability and other issues.
But that is right down the bottom of the
spectrum of what they’re worrying about.

You do end up also with this desire for
disclosure. A somewhat artificial situation
arises with M&A deals, at least where you
say to people, ‘Send us that proposal after
four o’clock, preferably on a Friday and give
us the weekend and maybe a trading halt if
we need it'. Why should we be doing that?
That’s a very strange situation to be
delaying a discussion because of a concern
about needing to make an announcement.

Trading halts

MS GIBSON:

We’ve got a few companies that are
suspended because the trading halt can
only be two business days and I'd like to
know what your view is on that. | can tell
you my concern with the trading halt
situation is that it stops trading and
disclosure. | think if we did an assessment
of the preponderance of trading halts, the
number that start at 9.00 a.m. on Friday
morning and finish probably at 10.00 a.m.
the following Tuesday is disproportionate.
It is using that time to do a deal.

My concern with trading halts and non-
disclosure is that the trading halt only really
stops those practices that are on the active
and traded market and perhaps not on the
over-the-counter market. So, | wonder if the
panel could talk about trading halts and
whether that’s a good opportunity to have
trading halts, where we are in suspension
and continuous disclosure and so on.

MR McCRANN:
I'd have a very specific issue with trading
halts and that’s the non-disclosure of the

reasons for the trading halt in most cases and

| don’t see what rationale there is for that. I'm

not talking about a specific detailed disclosure

but a general indication of what is the issue
which has prompted the trading halt on the
basis that there’s going to be no trading.

What's the problem with making a further
disclosure rather than simply having the fact
of the trading halt?

MR STORY:

I’'m just an old company director and | see it
as an opportunity to take the heat off and I'd
hate to see them go. | acknowledge the
anomaly that there is still potentially trading
going on, but there are circumstances
where you are involved in the
consummation of a transaction and to have
to go out with disclosure as negotiations go
up and down would be an impossible
situation. So, a trading halt does enable a
sensible round of negotiations at the end of
a difficult transaction where the big issues
are being knocked off. And if the market
knows you're in that situation and trading is
continuing to operate—I think trading would
be in a most hopelessly haphazard
uninformed—I mean that would be a
serious lottery unless you were giving five-
minute despatches from the front. | think
trading halts are very sensible.

MR SATUR:

| think you can in all honesty argue both
ways. | think that is a good argument with
some of the stocks which are currently at
trading halt; at the epitome of negotiation
there are a lot of insider trading issues if they
are trading because any information can
move a stock widely. On the other part of the
coin I'd say does it mean the companies can
use trading halts for the wrong reasons when
it's not quite a company-essence trading
transaction or something like that and you've
got to be a little bit sceptical about situations
like that, which is probably more towards
Terry’s point—give us a reason why you've
got the trading halt.

In general | think it comes back to the
continuous disclosure point that | made
earlier. | don’t think markets where investors
really have no idea what’s happening and
there’s not enough clarity, | don’t think that’s
a good market for anyone. There will be
winners and losers but | don’t think that’s
good for the integrity. So | suppose trading
halts for reasons where there are some real
situations which are company transforming or
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something like that, | think that’s important
probably to have a halt.

MR STORY:

| think it should be said that trading halts
are a privilege and not a right. | mean you
have to apply to the ASX for a trading halt
and it's up to the ASX as to whether you're
granted a trading halt. It's a while since I've
been involved in that sort of area but | had
the feeling they were given fairly readily.
Now whether ASX is being a little bit too
lenient in granting trading halts, | honestly
don’t know, but they should only be granted
in the appropriate circumstances.

MS McDONALD:

| think there’s also an issue around how
long a trading halt can last for. It's only
allowed to last for two days at the moment
but if you're in the middle of a company-
transforming transaction it takes more than
two days to not have those last few issues
and in fact the knowledge that you've got to
come out of trading halt can drive decision-
making and cause decision-making earlier
and possibly not as advantageously for the
companies. So, another possibility is to
have longer halts or take a deep breath and
go for suspension and hope the world
doesn’t fall in.

Relationship between companies
and brokers

MS GIBSON:

Gerard, if | could put this question to you.
Increasingly, we're seeing major listed
entities phoning brokers to adjust their
earnings estimates rather than making
continuous disclosure. This is letting the
market know. Brokers are then contacting
their clients to provide advance warnings
of their earnings estimates adjustments.
This is an interesting question for a regulator,
I must say. Do you see in this a suitable
market practice that enhances continuous

disclosure? It's probably hard for you to say...

MR SATUR:

| think corporates, in all honesty, sometimes
the not-so-big corporates I'd say can get
themselves into trouble about information

that comes out into the market and they
don’t understand the ramifications that can
have.

| think the answer to your question is if
you—if a corporate comes to a situation
where they think they need to adjust the
market’s earnings and it's material to
consensus, | think they’'ve got to announce
to the market. And I think the analysts know
that and we’ve had situations where a
corporate has said something to the
analyst, the analyst has been smart enough
to say ‘We don’t really want to comment on
this’ or ‘Have another talk to the
company’—do you know what | mean?—
and generally ask the company if they think
they should announce something to the
market. It’s a fine line and | think in general
companies like to keep the market informed
and that’s what boards like to do. But | think
there’s always that line of materiality where
they shouldn’t be going to the analyst, if it's
that material they should generally be going
to the market.

MR McCRANN:

That brings us to this word ‘granularity’. |
rather take a simple view, in the sense that
if the company makes any sort of disclosure
it should make that generally. If a
management wants to tell an analyst that
their forecasts are widely off the beam |
think it needs to make that disclosure
generally. And in the world of the internet
and the ASX, the way the ASX operates, |
don’t see this as a major problem.

Now there’s obviously a problem in terms of
the size of the corporation. If you're talking
about companies outside the top 200 they
don’t have that sophistication and that
process of inter-relating with the investment
community. That is an issue but it's a
functional issue rather than an issue of
principle.

Infringement notice regime

MS GIBSON:

There’s a question to me from the floor on
the infringement notice regime, noticing the
criticism and asking me to comment what
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ASIC is going to do about it and what was
our research into the efficacy of
infringement notices. | think that that is a
study in fact being done by Treasury now
rather than us, is their review. | have not
formed the view that the infringement notice
regime isn’t working although | have formed
the view that we must be able to do it more
effectively and efficiently and would
propose to continue with that. There are
other revenues and other avenues that I'd
like to talk to the panel more offside of that,
particularly the yellow card, the public
yellow card which is acknowledged as a
fortunate tool but | think recipients of yellow
cards sometimes don’t think that that should
be in the public domain either.

But | would like to ask the panel to perhaps
give me their comments on how they think
the infringement notice regime is working
and whether either it should be abolished or
improved. Perhaps, John, could we start
with you?

MR STORY:

| think it's a blunt and ineffective instrument
in the area where decisions are based on
shades of grey. A speeding ticket is
appropriate where you've got a radar, which
gives you relatively convincing evidence
that you are speeding. It's very hard to have
a radar in the area of continuous disclosure;
| simply think this regime is inappropriate for
continuous disclosure and | don’t think it's
achieved its objective.

MS McDONALD:

| probably declared my hand, Belinda, but |
could also say | think it also operates unfairly
and there was criticism from lawyers when it
was introduced that ASIC was prosecutor,
judge and jury as well and | think the fact that
a decision isn’t made by an independent
body which reflects market views and market
practices is also a criticism of it. So, | would
be all in favour of getting rid of it and focusing
on other alternatives.

MR KRASNOSTEIN:
| echo those views with probably one
qualification, which is | think certainly for the

top ASX 200 companies that those
comments would be absolutely right. | don’t
have any perspective of the full spectrum of
companies that ASIC has to deal with and
where there were some of the smaller listed
companies, the speeding fine regime has a
different effect and has a different value. |
don’t know how they see it. | don’t know the
level of aggravation and time and cost
facing ASIC in dealing with them.

MS GIBSON:

| could perhaps give you some feedback on
that. There’s some feedback from the west
that the infringement notice regime of itself
is not bad, that the notices and the cost of
meeting it is a problem compared perhaps
to a prosecution that might occur. It’s still
less than that but certainly I've heard one or
two say that they’d rather just pay their
$33,000 and be done and move on and one
might hope learn their lesson and not incur
it again and in that sense perhaps it is
effective.

MS McDONALD:

Then in that case why not have an
enforceable undertaking from them to
improve their disclosure practice in the
future and actually change behaviour? That
would be better than just paying a fine and
buying their way out.

MR McCRANN:

| have a problem conceptually with the idea
that you should penalise shareholders for
the sins of the board or management. It
might not be major in terms of the sum but
it's still ultimately paid by shareholders. I'd
be more inclined to think in terms of a name
and shame or a combination of naming and
shaming without necessarily having a
punitive imposition— an enforceable
undertaking. Also counselling companies
that genuinely—particularly when you're
getting to the smaller realm—don’t know
what the practice is and the necessity.

MR SATUR:

That might be a good one because the
embarrassment of being counselled might
get boards to act more appropriately, yes.
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The use of a regulatory ‘yellow card’

MS GIBSON:

Can we perhaps go to naming and shaming
and the yellow card and your thoughts on
that. Yes, just so people know, that's a
letter that ASIC issues publicly that says
‘We’ve looked at your practices, we don't
like them, we think you should do better
next time and’—it probably doesn’t say
‘We’ll go after you next time’ but perhaps
that’s implicit in it. But that’s a very public
statement and it would not have happened
with the due process of the law, you could
assume that ASIC would do all proper
inquiries and appropriate inquiries but it
would be internal inquiries. It's not our
practice usually to say when enquiring into
how a particular company has carried on its
business, so the yellow card is a very public
way of doing that and | can envisage some
outcry.

MR STORY:

It puts a very high onus on ASIC to get it
right and if ASIC is perceived in the
marketplace to be getting it wrong and to
have acted arbitrarily or unfairly it means
your credibility is on the line because
people who are named and shamed and
have the view that they’ve been done over
I’'m sure will be quick to respond. It does
open a bit of a can of worms, | think.

MS GIBSON:
It shows a legitimate tool in the armoury or
a theoretical one?

MR KRASONSTEIN:

No, | think it's a very legitimate tool.
Obviously it depends on how it's used in
practice. But if you look at our market,
Australia ranks third in the world in
corporate governance, a lot of work goes
into that. It's not just something companies
do to put on a show. It is among the top
companies a very, very serious issue with
boards; a lot of time and attention is put into
it. It is something that is taken into account
by analysts. For those companies that are
quite regulated, you know banks being a
prime example, it's an issue of great
concern with the regulators.

So, a respected regulator like an ASIC,
whether they get it right or wrong, is a
separate issue but a regulator like ASIC
with a significant national and international
reputation who forms a view like that and
publishes it has an enormous impact on
boards and management. So, | wouldn’t
underestimate the power of that as a tool.
| can’t comment on whether it's better or
worse than a speeding fine or whether a
speeding fine contains the same elements
plus a monetary penalty or not. But itis a
very significant part of the armoury, | would
say.

MS McDONALD:

But | think it could only be used fairly
sparingly and after the most careful—which
I’'m sure it would be—but the most careful
consideration because it does have
enormous reputational impact and so one—
if it was going to be used, one would expect
to see them used rarely.

MR COLE:

| expect with the larger corporations at least
you’d encounter the same response that
infringement notices attract and if the larger
corporation’s reputation is at risk, that
intangible is enormously valuable and it
would resist at every stage of the process a
letter like that being published. So, | accept
what David says, it's another legitimate tool,
I’'m just not sure how effective it would be in
practice.

MS GIBSON:

So, it's something that one would negotiate
with the target and say ‘I'm minded to give
you a yellow card and here are my other
alternatives’—negotiation.

MS McDONALD:

The target might well say to you, ‘I'd

ather see you in court. We think we’ve
done the right thing, it's an unfair situation
to put us in where you name and shame us
and we don'’t actually have appropriate
determination’.

MR KRASNOSTEIN:
But | think the point we made earlier is
relevant, which is—and | think John made
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the point—that a lot of these issues are in
the grey. The black and the white take care
of themselves. A lot of the agony both from
the company’s perspective and the
regulator’s perspective occurs in the grey
and having a range of solutions to deal with
it | think is valuable and you can’t predict
every single circumstance but | think if the
regulator only has black or white remedies
in a grey environment it's probably not good
for either the regulator or the regulated to
try and have to squeeze into one of those.

MR McCRANN:

You have to bring it all back to the
underlying dynamic, isn’t it, which is to
reinforce good faith behaviour so that it's
not about penalties or specific one-off
situations, it's about reinforcing across the
community good faith behaviour in the
context of accepted principles about what
we’re trying to achieve.

MR KRASNOSTEIN:

And it allows a regulator to take into
account the market punishment for getting
it wrong, which is hugely significant. We
see this in sentencing of white-collar
criminals, for example, where courts take
that into account. So, a company that’s
been severely caned by the market in terms
of its share price allows the regulator to say
‘Okay, we’re going to take that into account
in our intervention’. This may be quite liked
from a regulatory perspective because it
takes into account what has already
occurred, which | think is probably a good
thing.
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Tuesday

Insider trading on the rise—perception or reality?

Panel discussion chaired by Tony D’Aloisio,
ASIC Chairman, with an introduction by
Peter Hunt, Executive Chairman, Caliburn
Partnership Pty Ltd.

Panellists: Chum Darvall, CEO, Australia
& New Zealand, Deutsche Bank Group;
Jenny Seabrook, Executive Director,
Gresham Investment Partners; Andrew
Sisson, Managing Director, Balanced
Equity Management Pty Ltd; Jon Webster,
Partner, Allens Arthur Robinson.

MR HUNT:

| believe it goes without saying but this is a
notoriously difficult subject to talk to. When
ASIC first approached me to ask me about
speaking today | had two immediate
reactions—well three. The first one was it’s
nice to be asked. The second one was how
on earth would | know whether insider
trading is on the rise in Australia? There’s
no database | can refer to. The nature of
our markets is that you don’t even know
who the counterparty is in most cases, let
alone the background of the counterparty.

And on the question of could ASIC be doing
more? Frankly, we've had insider trader
legislation in this market now for about

30 years and there have been so many
conferences, papers, committees, inquiries,
all talking about what more the then
regulator could do and yet the record of
successful prosecutions on insider trading
in Australia remains pretty poor. If you think
about that 30-year period and you average
out the successful prosecutions | think it
works out, it's like one a year, that despite
the rapid rise we’ve seen in the marketplace
or the size of the marketplace.

Having had those reactions | started to think
a bit more deeply on the subject and draw
from overseas experience and there is
some really interesting work that’s been
done by the FSA (Financial Services
Authority) in the UK on market cleanliness.
They came out with a report last year which

looked at what they talked about as ‘informed
price movements’ ahead of takeovers and
ahead of profit statements and their findings,
in my view, weren’t that surprising.

What they concluded was that between the
years 2000 and 2005 of the sample of
takeovers that they looked at, about 30%
had what they described as being informed
price movements ahead of the takeover
announcement. In other words, signs that
insider trading could be taking place.
Interestingly, when it came to profit
statements they found a very different
trend, a trend which looked like informed
price movements ahead of company profit
statements—they were actually coming
down from a high point of about 30% in
1998 to 2000 to about 1% in 2005.

So, the extent that that analysis really does
give an indication of what's happening to
insider trading in the UK, what it seems to
be saying is that with M&A it’s still pretty
bad in terms of informed price movements
ahead of announcements. But with
corporates, in terms of their normal profit
statements, it's getting a lot better.

In my view, it’s hard to see why the
experience in the UK would be any different
in Australia. If you think about the cultural
links, the business links, the comparisons
between markets, the ethics of business,
it's very hard to see why our experience
would be any better than the UK’s. And I've
got to say as a market practitioner now with
not quite 30 years but certainly heading that
way, it is frustratingly commonplace when
you're advising a company on an M&A
transaction to see informed price movement
ahead of the announcement and when that
happens it's detrimental to your client, and
when it happens ahead of a share
placement it's detrimental to your client.

So, is it getting worse in our community?
When you look at the arguments for and
against, as you'll see, | come down very
much in favour of the fact that it's getting
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worse. But let me just give you the
arguments for and against. The arguments
in favour of insider trading getting worse
are, firstly, the greater sophistication of
markets, which has led to more instruments
and the greater ability to arbitrage between
markets. Secondly, it's greater market
liquidity—an easier ability to hide insider
trading. Thirdly, it’s the greater importance,
the much greater importance, of trading to
investment banks—remuneration structures
within investment banks and broking firms
which encourage short-termism because of
the annual bonus cycle and the global
pervasiveness and complexity of financial
institutions.

And | defy anybody to properly understand
what’s taking place around the world at the
moment with the sub-prime contagion.
Financial institutions have just become too
complex and complexity, again, enables
people to hide things. The advent of online
brokers, the more complex over-the-counter
markets, the emergence of hedge funds,
their global nature and lack of transparency,
the aggressiveness of some of them, the
location of many of them in offshore tax
havens and their fee structures which again
encourage people to take undue risk in
order to get short-term gain.

The size of deal teams. The FSA in one of
their reports found that one deal had 2,000
people working on it ahead of a transaction.
The greed and short-termism that’s
pervasive in this market and, in my view,
it's getting worse. And, finally, the lack of
positive role models in our market.

When | contrast that with the ‘no’ case—the
‘no’ case is around, firstly, the success of
ASIC in some successful prosecutions and
I’m thinking obviously of things like the
Simon Hannes and the Rene Rivkin
prosecution. It's a long time between drinks.
The greater governance focus among our
corporates and the sensitivity within
corporates, at least the larger corporates to
inside information—to confidential
information. The emergence of compliance
officers within financial institutions. More
market education. The development of the
continuous disclosure regime and overall a

much greater level of market sensitivity
towards insider trading.

If you look at the ‘yes’ case and you look at
the ‘no’ case then, in my view, the ‘yes’
case wins hands down. There’s much
greater opportunity for insider trading in our
market and my own view is that we’re in
danger of an environment where that
insider trading is going to get worse and it’s
particularly the case where you get
intermediaries involved with M&A.

| also believe that these trends are
significantly significant that unless we have a
step change in the way that we think about
insider trading, the way that we pull the
various levers to try and minimise it in our
markets, we are going to see a continuation
of what | think the trend is and that’s a
worsening of insider trading in our markets.

I've sort of nailed my views clearly to the mast
on the level of insider trading and the trends. |
should say here that | don’t think the current
system for dealing with insider trading is
broken, it’s just getting left behind. You've got
the cumbersome nature of the litigation
process which, frankly, to a market
practitioner like myself appears to come from
a different era, and you contrast that with the
real-time movements in markets and at the
end of the day it's an unequal challenge for
the regulator to make significant inroads in
insider trading unless it pulls a lot of levers in
a pretty holistic fashion.

Let me just start talking about these levers
which | think need to be drawn down
perhaps more firmly than is taking place at
the moment. The first one—and this one is
so obvious that it sort of stares you in the
face—we need within the regulator an
absolute centre of excellent in interpreting
markets. The regulator—and it'’s an
extraordinary difficult proposition to
achieve—needs to know as much about
markets as market participants. In that
context it does worry me that the important
market surveillance function seems to have
been delegated down to the ASX.

To me, you need the learnings, the
education, the knowledge base firmly in the
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regulator. Whenever you get two
organisations working in alliance there are
always cracks between the two. By moving
it squarely within the regulator you get the
centre of excellence within the regulator.
And | make that comment even before |
start talking about at least the perception of
conflicts of interest in having the ASX
perform that role.

Let’s also in terms of a centre of
excellence—a centre of excellence in terms
of market interpretation—Ilook far more
positively about exchanges between ASIC
and the private sector. Let’s have more
private sector people go into ASIC from
markets and let's have more ASIC people
actually out there on secondment in
financial institutions, so you really can build
up the knowledge base within the regulator.

Like the UK, we need to develop sound
measurement data. | think the FSA has had
a good go. Why not adopt that at first
instance in Australia? It's a good way of at
least getting a feel for the level of insider
trading in our community and then
measuring it year-on-year and frankly
measuring the performance of the regulator
against that.

Once we use that methodology we can start
to improve it. | can hear all sorts of
arguments about why the methodology is
inadequate. The methodology for analysing
insider trading will always be inadequate
but unless you make a start in developing
methodology you don’t even have the
measurement techniques available to you
to really analyse what could be happening
in Australian markets.

The third area is we need to improve the
litigation process. The insider trading
legislation itself generally appears to deal
with the concept of insider trading pretty
well. However, as | said before, the
prosecution record in Australia is pretty
poor. Markets are constantly moving and
they’re moving at ever-increasing rates.
Yet, as | said before, the litigation process
is cumbersome, tired and appears to come
from a different era and for a market

practitioner it’s just anathema how slow the
process is.

If difficulty of proof is the problem then let’s
start thinking laterally. Why aren’t we
thinking more aggressively about having a
specialist tribunal made up of market
participants of good standing who can
actually look at the facts and give a view on
the facts? Now there will be all sorts of
issues about fairness but actually that sort
of system, having opinions from people who
actually understand markets, is probably
much quicker and far more valuable,
frankly, than going into a costly litigious
process through the courts.

Should the evidentiary rules that we use in
litigation differentiate between market
practitioners, company officers and third
parties? If we're serious about insider
trading and dealing with it, let's make
potential insider traders extraordinarily
nervous about what they’re thinking of
doing. If the time it takes to litigate and the
high amount of resources involved is the
problem then let’s think actively about
introducing into Australia a US-style of plea
bargaining for criminal processes and let’s
be far more active in our thinking about civil
penalty settlements to really shorten the
civil penalty process. If the criminal burden
of proof is too hard to meet, then let’s really
start pushing civil penalties but let’s be
serious about civil penalties.

Six figure penalties—to market practitioners,
to many market practitioners—although it's
a lot of money to most people, is relatively
small. Let’s seriously think about decent
seven-figure sums and let’s think about
prohibiting people that suffer civil penalties
from actually interfacing with the market in
any way other than indirectly through fund
managers. Now while that isn’t as strong

as the criminal process, | tell you that would
deter a lot of people—that large financial
penalty, but in addition not being able to
access markets—from thinking about insider
trading.

We need to use compliance officers within
financial institutions far more aggressively.
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Compliance officers have the unique role in
financial institutions supporting the Chinese
wall of defence but also, frankly, giving a bit
of acceptability to the myriad of conflicts
that are an inevitable part of today’s modern
integrated financial institution.

Let’s put the compliance officers—and I'll
hear a gasp around the room when | say
this—under a positive statutory duty to
report directly to ASIC, not indirectly
through their management but directly to
ASIC if they suspect insider trading within
their organisation or they see suspicious
circumstances and let’s then back this with
a positive statutory duty on all employees of
financial intermediaries to report any
suspicious circumstances to their
compliance officer.

If you start changing the role of the
compliance officer—he’s not the employer
of the organisation but he’s also got a
statutory obligation to ASIC—then maybe
we’ll get a greater free flow of information
back to ASIC and, to make serious inroads
on this, we’ve got to change the
remuneration structures of compliance
officers within investment banks.

What we need in our markets is an active
debate between ASIC and people in the
marketplace about what best practice
should be in the management of price-
sensitive information. This is not something
that should be left to the ASX. It's
something that should be dealt with directly
by ASIC. And when | talk about
intermediaries I'm talking about not just
investment banks: law firms, accounting
firms, PR firms and so forth.

Then let’s have a part-time or full-time
compliance officer in every intermediary
that actually is in the business of receiving
price-sensitive information. It can be a part-
time role. And let’s have that part-time or
full-time compliance officer report annually
to ASIC on compliance with best practice.
And then let’'s have ASIC develop lead
tables on compliance in Australia the extent
to which individual institutions actually
achieve best practice. And then let’'s have
ASIC also have spot audits of these

organisations to see if they're getting
accurate information from the compliance
officers. I'll tell you, if you had that sort of
regime—the sort of best practice that the
Securities Exchange has been trying to
introduce now, or push now, for many
years—it would have far greater teeth to it
and far greater buy-in by people in the
marketplace.

And, we need to educate people far more
effectively. | can tell you, there is nothing
more effective than having somebody from
ASIC appear in front of people from the
marketplace, people from corporates, and
talk about insider trading. It's great to have
lawyers offer to do that. It's great to have
compliance officers do that. But you get to
another level when the corporate regulator,
the corporate policeman, comes out and
starts explaining to people in the
marketplace what will happen if ASIC has
suspicions that you are involved in insider
trading and how that could affect your
careers, it is far more powerful than, as |
say, having other intermediaries undertake
that task.

Lastly, we need to extend the tipping rule,
the third arm of the insider trading regime.
It seems to me absurd that the tipping rule
has two legs to it. You’ve not only got to
establish the passing of price-sensitive
information but you’ve also got to establish
the recipient: you expect or have
reasonable grounds to believe the recipient
will trade on that information. Why doesn’t
the tipping rule simply say that if you pass
unauthorised price-sensitive information to
a third party that alone gets you squarely
within the insider trading regime. | tell you,
if you did that, all this nonsense we see
day-in day-out—of people leaking stuff to
the media, leaking stuff to their mates—
would start coming down pretty
dramatically, pretty quickly.

| suspect, as | look around the room, some
of you are going to be saying ‘Hey, this guy,
he’s gone too far, he doesn’t understand
the issues, it will never work'—all those
tired arguments have frankly come out of
every conference paper, every conference
that you see on insider trading. My view is
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this, it's quite simple. Unless you take these
sorts of arguments seriously, unless ASIC
endeavours to really make them work,
we’re not just going to see insider trading at
current levels, given the ‘yes’ arguments
that | outlined earlier which revolve around
greater opportunity in the marketplace and
acceleration in the marketplace, we’re going
to see a worsening in insider trading in our
markets.

At the end of the day we compete in a
global environment and | think as
practitioners in this market we want people
investing in this market to have confidence
that there’s a level playing field in terms of
information. Some people will have a
greater ability to utilise information available
in the marketplace but you’re not competing
in the market against people who are using
inside information to deal with. Unless we
actually take this issue seriously and
actually push some of these arguments
really hard, as | say, | actually think it is
going to get worse not better.

Panel discussion

MR D’ALOISIO:

| didn’t miss any of the subtleties in those
messages. But just to kick off with each
panel member on the first issue of whether
insider trading is on the rise and perhaps
we can start with Jon at this end—what’s
each panel member’s response to what
Peter has put and the sort of data Peter
has relied on in terms of saying that the
judgment is that insider trading is on the
rise? | suppose there’s an issue of what
was the starting point and how much has it
risen but I'll leave panel members to
comment on that. Jon?

MR WEBSTER:

Being a lawyer | guess | can only comment
on what | read in the press and last Friday
we saw in the Financial Review that there
was an article which said that the ASX had
referred six issues relating to insider trading
to ASIC during January and there had only
been eight for the previous six months. If
that press is right then—although you're
only looking at a narrow snapshot of one

month—perhaps you could say that there
was a rise in insider trading.

From a case law point of view we certainly
haven’t seen a rise in prosecutions. There
have been a number of insider trading
cases over the last 20 years and | haven'’t
noticed a perceptible increase in regulatory
action so far as the courts are concerned
but I'm sure there are other things that the
regulator is doing apart from launching
prosecutions.

MR DARVALL:

I’'m not actually entirely sure whether it's on
the increase or not. | don’t think we have
the data and that to me is the key issue. We
need more data of many kinds. Peter
pointed to the work that the FSA has done
and I'd support the gathering of data of
price spikes, other abnormalities,
prosecutions et cetera and the comparison
of that data across jurisdictions because |
think then we’ll have some objective
measure about whether—we’d have more
to hang our hat on about whether it's on the
increase or not.

MR D’ALOISIO:

| think what the FSA has done is it’s inferred
from the stock movement leading up to the
particular transaction—M&A transaction—
and it's inferred from that that there must
have been insider trading going on or it
must be something to look at. The difficult
issue is we know stocks move for all sorts
of reasons, so how do you actually get data
that starts to tell you that this is rising
beyond what would be normal reasons.

MR DARVALL.:

| would agree. We can'’t really infer that a
stop spike necessarily says there is the
presence of insider trading but | think we do
need to go back and get a whole range of
data and build up on that much as you
would in the objectives you set within a
business to try and collate more and more
data points, if you will, some of them might
infer, some of them might be hard data as
for successful prosecutions et cetera. But
we as a finance industry need more
information. It's very hard to get information
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on the detail of the most successful
prosecutions of insider trading in the last
10 years, for instance.

MR D’ALOISIO:
Peter, what's your response to Chum’s view
on the difficulty of information?

MR HUNT:

The first comment is that, yes, of course it's
difficult because an insider trader is not
going to put his hand up and log the fact
that he’s insider trading, he’s been involved
in an insider trading transaction. But unless
you—as the FSA are trying to do—use the
best indicia possible you don’t even start.
And, yes, the indicia they use can be
criticised but the reality is they’ve actually
gone about it, | think, in a pretty sensible
way and once you have the methodology
explained then people have an opportunity
of looking at that methodology and seeing
how it can be improved and then what
happens is that year after year after year
you constantly improve the methodology.

It will never be accurate but it will hopefully
give us a better indication than we have at
the present time and if you have the numbers
out there, even if they’re only indicative or
draft numbers, at least what you’re doing is
you’re focusing the community far more on
the fact that the regulator is getting very
serious about understanding the level of
insider trading in our community.

MR D’ALOISIO:

Just to put the other view, the problem
you've got is, if you come out with a report
that says 30% of the market engages in
insider trading, if those stats don’t improve
dramatically in the next couple of years,
unless you’re confident of that data, you
then risk undermining the integrity of the
market.

MR HUNT:

| don’t think you do, because | think people
within the marketplace know, as much as
you can possibly know, that insider trading
is taking place. The number of transactions
that I've been involved in where you're
keeping the thing absolutely tight and as

you get closer and closer to announcement
date more people get involved and then
suddenly you see a spike in the market just
at the time you didn’t want a spike in the
market. | can’'t say 100% that’s insider
trading but I'm pretty sure it is.

MR D’ALOISIO:

We’ll come back to some of the
minimisation steps we can take. Jenny, did
you want to comment on—your views about
what Peter was saying about it being on the
rise and how we actually get better data
around that?

MS SEABROOK:

| don’t know about getting better data but |
would certainly say 2007 was a year where
insider trading was on the rise and | think
the reason for that was the markets were
obviously highly liquid, there was an
opportunity for people to trade in and trade
out. The opportunity was there to take
advantage of the situation. As the markets
closed down, as we've seen in the last
month or so, sometimes those opportunities
aren’t there any more and one of the
reasons why | was obviously asked by
Belinda to come to speak today was
because of the Western Australia
experience. And there are a lot of smaller
companies in Western Australia that rely on
passing information to get some interest in
their stock because there isn’t interest.

But I'm lucky enough also to be involved in
larger transactions like Peter where | would
say quite honestly it's not unique to the
smaller end of the market. There are some
outrageous practices at the larger end of
the market where leaks occur. So, | think
insider trading is honestly part of the system
in Australia. It's unfortunate. | think it occurs
much much more in a highly liquid market
than in a tighter market. | think in tougher
markets the better practitioners usually
come to the fore and those that are rough
around the edges can’t do the transactions
that they’ve done in the past. So, | think
we’ve got an opportunity to take a step back
in these tighter markets and take some of
the steps | think that Peter is suggesting,
which | think are very encouraging.
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MR D’ALOISIO:
Andrew, your views on the primary
question, coming from your end of town.

MR SISSON:

We’d certainly be concerned that insider
trading is at a level which is of a major issue
to the market. Again and again you see
price movements that are unexplained and
usually if we’re thinking of selling and the
price goes up you'd say, well, why don’t we
sell? Well, usually we do hold back and wait
a quarter of an hour, 20 minutes and see in
fact if the company is saying ‘There’s a
reason for this’ or if the ASX puts a
speeding ticket on them and says ‘Can you
explain this price movement?’

So, normally we are very aware of the risk
that we’re trading into a market where
somebody else knows something that we
don’t know.

MR DARVALL:

In my remarks, I’'m not saying that insider
trading is not evident or of concern and/or
infiltrating the market. There has been
concern about price movements around
takeovers for a long, long time. And
therefore my concern is, this is a concern
for the market that has existed for a long,
long time but to say that it is getting worse
or better at the moment is almost
impossible to tell.

MR D’ALOISIO:

It's interesting you say that, Chum, because
certainly I've been asked the question
myself—moving aside from being the
facilitator to speak as Chairman of ASIC for
the moment—and because it's been so
difficult to get the data as to whether it's
increasing or not, the view we've taken is,
irrespective of the outcome of the issue let’s
put the resources into it and tackle it pretty
hard.

MS SEABROOK:

| don’t know whether everyone’s aware
about the numbers of companies that are
actually in the smaller end of the market.
Actually, 25% of ASIC’s listed companies
are Western Australian companies that
have a market capitalisation of less than

$100 million. So, it's a very high proportion
of those companies that are listed on the
stock exchange. And those companies
need to be able to market themselves; they
need to get turnover in their stock. That’s
one of the reasons why they’re listed: they
need to create value for their shareholders
and part of the way they create value is to
improve their share price.

How do they go about that if there’s a
limited audience to hear their message?
Part of the mechanisms they use if they
haven’t got access to brokers or research or
a liquid register with retail in the institutional
investors—they typically have a broker
who’s aligned to the stock; they typically
have a tightly held register and a group of
supportive shareholders. Now those players
actively receive inside information about
what's happening in the company. They
can’t help but do that because they’re trying
to pursue the interest of creating value for
their shareholders when there is no other
avenue.

And so | think that—I'm a little bit like Peter,
that we need to actually look at what's the
source of the problem and see if we can
change some of the systems in place;
improve the education for some of the
people and | don’t think the—we’ll probably
go on to the way we can change the
mechanism later but | think there are plenty
of avenues—Peter has named about 10
and | think | could name a number as well—
that could improve the ways we deal with
the system to ensure people understand
that insider trading isn’t the way to go. And
for the smaller end of the market, there are
ways they can get their message out that
doesn’t involve insider trading. Or if they’re
going to go through that route, the risk of
them getting caught is actually higher than
they anticipate at this point in time.

MR D’ALOISIO:

One question from the floor just to finish this
off is, when talking about insider trading
people often think about the securities of a
company. What's the panel’s experience
with insider trading on other financial
products? It says here ‘like government
bonds or FX or foreign exchange or
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derivatives’. Any comments on insider
trading in other areas?

MR DARVALL:

Maybe | could comment on foreign
exchange. | think—my personal view is that
the foreign exchange market is so deep, so
liquid that one can ponder about insider
trading but, frankly, | think people who
attempt to insider trade in foreign exchange
would be more than likely to get it wrong
with the market overwhelming them with
sheer volume and it is very, very rare that
there is a single event that will move
currency consistently in one direction.

MR D’ALOISIO:
In your research, Peter, did you come
across—do you want to comment?

MR HUNT:

No, because the major focus is on equities
and equity-type derivatives. You would think
equities, equity derivatives and now | guess
more than ever company debt would be the
areas that you'd see the greatest risk of
serious arbitrating and | agree with Chum.
Look at the Forex markets and they’re so
deep and broad that even if you had inside
information you wouldn’t actually be
confident that it would actually lead to the
result you thought it would lead to. There
are so many factors affecting those
markets.

MR D’ALOISIO:

We will finish with a question for the panel
that if you were the ASIC Commissioner,
Belinda Gibson, what are the two things you
would really concentrate on in relation to
minimising insider trading? So, I'll give you
time to think about that as we explore some
of the areas that Peter identified but also to
feed in comments from the floor.

This question was directed to you, Peter,
from the floor. Should ASIC have the

ability to use telephone intercept as an
investigation and evidence-gathering tool

in insider trading? And my guess is that’s
from somebody from ASIC. But a related
question is the compulsory recording of
broker calls to assist in tracking what's
going on. What's the view about that sort of

level of intrusion from ASIC, your view and
the panel’s view?

MR HUNT:

My view is that with market practitioners
that's—and here I'm talking about brokers,
the people who are taking the orders—the
price you pay frankly for being a market
practitioner is to accept some degree of
intrusion and one of the problems we have
at the moment is that you get some
investment banks who are focused on best
practice and they record and other
investment banks in broking houses frankly
don’t want to spend the money and they
don’t record and what you therefore have in
the marketplace is a lack of observance of
best practice or what best practice should
be and probably not even agreement as to
what best practice should be.

So, the first step is to agree what best
practice should be. | think it probably is to
record all telephone conversations. If that is
best practice then insist that every market
practitioner has telephone recording and tie
the compliance officer to that who then has
compulsory reporting obligation to ASIC.

MR D’ALOISIO:

It's an interesting question for us in asking
for intercept powers. What would be the
reaction in terms of the disruption of
businesses and issues of legal professional
privilege and so on? Perhaps comments
from the panel?

MR SISSON:

Tony, certainly we know of cases where
brokers three or four years ago in fact were
recording all phone calls and in fact have
discontinued that process and so | don’t
think it's a matter of trying to save money.

| must admit | personally think that it's very
reasonable that they be insistent that they
be turned on.

MR DARVALL:

| come from an institution that believes that
the dealing room should be recorded and
frankly it's not the industry norm and parts
of my remarks about how to address in a
practical sense some changes would be to
look at brokers and investment banks and
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see what ASIC might regard as best
practice including why a minority of
intermediaries record their dealing rooms
and why the majority don't.

MS SEABROOK:

| think we’re naive to focus solely on
brokers. | think the practice is wider than
brokers. | wouldn’t have an objection to us
being recorded as corporate advisers. |
don’t think lawyers should have an
objection either. When people are involved
in dealing with inside information and they
understand that’s privileged then there is an
opportunity to use that to your advantage.
So, | think that when you’re in a certain part
of the profession you should be exposed to
that sort of thing.

MR WEBSTER:

From a civil liberties point of view there’s a
question of balance and whether you're
going to be taping people in their private
conversations in order to perhaps deal with
an issue which can be identified in other
ways. | see other alternatives as perhaps
being better than having widespread wire
tapping which raises different issues rather
than just dealing with insider trading. It
might be a great way to deal with that but
from the point of view of taping a large
number of people it's something that
doesn’t immediately appeal to me.

MR D’ALOISIO:

It should assist, although you would think
people would then work out ways of getting
around that—you don’t use a taped line, so
you’d have to look at that pretty carefully.

If we move to another one of the ideas that
Peter floated, which was the use of a
compliance officer as the central point of
knowledge, if you like, of knowledge control
and if the compliance officer, as |
understood it, Peter, sees that there’s
something untoward they immediately tap
into ASIC. What's the panel’s views on that
sort of thing?

MR DARVALL:
My view—and | think Deutsche Bank’s
view—would be that you already have a

positive obligation as a corporation to report
to ASIC anyway and to put a positive
obligation on an individual when you
already have a positive obligation as a
corporation is over-reaching and
unnecessary.

MR HUNT:

Can | just respond to that? We have a
culture in Australia in markets of spinning,
and that is, if you want to say something,
you spin it to actually get the result you're
looking for. The problem frankly with a
compliance officer going through his
managing director or a superior before it
goes to ASIC is that there’s a real risk that
the information will be spun. The benefit of
actually having a positive duty on the
compliance officer to report to ASIC is that
then he can actually say to his CEO or
whatever, ‘Listen, | know it's unfortunate, |
know it’'s going to embarrass us, but | have
no other choice but to report to ASIC’ and
suspicions actually can be just as powerful
as actually finding something and with most
insider trading it will only be suspicions.
Without that positive duty | think you’re
taking away one of the critical tools that
would be really useful in this environment
and he’ll be your man in every financial
institution in Australia.

MR DARVALL.:

If | could point out that you really do want
your compliance officers having the ability
to move through the firm in an open and
free manner and if you do impose this kind
of obligation on individuals you will soon
find that their access to information and the
way they are perceived by the rest of the
firm is detrimentally lowered and that’s why
| think we should—if it needs more teeth—
put more emphasis on the need for the
corporation to report.

If | could make a few comments about
compliance officers. | think the compliance
function is now highly developed in many
financial institutions but compliance officers,
they can’t operate alone, they need
management support and beyond that they
need cultural support and | think you lose
cultural support—that is, the support of the
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whole firm—if you essentially make them an
arm of ASIC.

MR WEBSTER:

Tony, if | could state it from a legal point of
view. We already have the whistle-blowing
provisions in the Corporations Act which do
permit employees and others to raise
issues with ASIC as well as with
appropriate people within the organisation
and | think that combined with appropriate
codes of conduct for corporations is
adequate without actually imposing a
positive obligation on people.

MR D’ALOISIO:

Thank you. We're close to short of time so
I'd like to finish with a couple of suggestions
or one suggestion—a key suggestion from
each of you of what ASIC should
concentrate on in trying to minimise the
risks of insider trading. Perhaps if we start
with Jenny.

MS SEABROOK:

| have three suggestions. In terms of
companies that are joining the ASIC list |
think there’s a lack of education of directors
and management about what their
responsibilities are in terms of continuous
disclosure and insider trading. So, | would
urge ASIC and ASX to require that those
people actually do a course. They
physically have to do the course rather than
delegate it to someone and they need to do
a refresher every two years and if a new
person joins the team then they have to do
it. When you’re in a manufacturing business
you can’t actually go on to the floor unless
you've completed a safety course. Why
can’'t we use that analogy in the listed
company environment in terms of insider
trading?

The second point | would make is in relation
to those small cap companies. | think
they’re an area that ASIC could focus on
and do some analysis on and Peter raised
the point of being at the leading edge in
terms of understanding what is happening
in the marketplace. If you did some analysis
of those companies that are capitalised at
$100 million or less then you’d clearly
identify some companies that have—are

highly liquid, their share registers are very
tightly held and there’s a difficulty in getting
trading in those stocks. How can you then
proactively create an environment where
they can get trading? That’s what we have
to answer to be able to solve some of the
problems in relation to these issues.

The third area where | think you need to
look at it before rather than after is for those
brokers and licensees whose sole activity is
trading and they can only rely on public
information. Actually, does that business
model work? Because to me, they actually
do need inside information to be able to be
in business, and so do we need to ask
about licensing people in those
environments?

MR SISSON:

Tony, | don’t have any particular magic bullet.
| guess I'm looking from the other side of the
fence. | think though a couple of suggestions
have made a lot of sense and one is | think
ASIC needs to have people inside it who are
very conversant with market practices, who
have worked in those markets for a period of
time at a reasonably senior level, and who
really understand what’s going on and
whether that be via employment or whether
that be via secondment, | think to have those
sort of people inside the organisation would
be a big help.

But the only other thing | must admit | fail to
understand is that in some of these cases
of price spikes the volumes and the price
have been so aberrant, so out of line with
the previous period, somebody has been
buying those shares in real quantity at
prices that are out of line. | fail to
understand why the investigative powers of
ASIC can’t get to the bottom of some of
those cases because you see it happen
time and time again and yet the number of
prosecutions that come out of it is minimal
and | guess my only feeling from the
outside is why can’t some of these people
be nailed. Nail a few of them and it will
make a big deterrent effect.

MR D’ALOISIO:
The other view on—Peter also floated the
idea that tribunals are a different way of
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dealing with things more quickly. | want to
develop that a bit about the value of a civil
proceeding versus a criminal proceeding;
incarceration versus fines. In sort of a
spectrum of what you're saying, where
would you put the focus?

MR SISSON:

| do think there has to be a criminal aspect
to the whole thing and of course then that
does rely on a higher standard of proof. So,
| guess I'd really only be wanting to go
down that route if the feeling really was that
the more direct criminal approach really
was not going to succeed. | guess I’'m not
convinced in my mind that it couldn’t be
more successful than it is at the moment.

MR WEBSTER:

Tony, | guess that raises the issue of civil
penalties and as Peter mentioned, higher
civil penalties would have a deterrent effect
as well. Peter also raised what | think is an
interesting issue of financial rewards. You'll
be aware that there is a bounty reward
system in the US which they’ve had for a
number of years where the SEC is
authorised by the Securities Exchange Act
to pay up to 10% of the amount recovered
as a result of information that’s led to a civil
penalty being imposed. And while we did
look at—the (indistinct) committee looked at
it in 1989—it is almost 20 years ago and it
may be worthwhile looking at it again to see
whether attitudes have moved on in relation
to it.

MR D’ALOISIO:

When you look at penalties itself you have
several: you've got criminal—jail—and
you’ve got lesser penalties. | think the issue
is also who bears that, who actually bears
that penalty in a sense that if the penalty is
on the corporation that will help presumably
improve the corporation’s compliance
systems but shareholders will ultimately be
bearing that, so we’re talking about
individuals, | think is what you're saying.
And in relation to individuals | guess as a
judgment, is a civil penalty which is
sufficiently high a way to go or is it jail?

MR HUNT:

Isn’t the answer, Tony, very simple. If we
continue with the current record of
successful criminal prosecutions, it's very
hard to get anywhere and the reality is
people keep saying that Simon Hannes’
case, that’'s an example of a successful
prosecution. You won't find many situations
where people are that stupid.

If you can’t get there on the criminal and
you can’t change the rules to actually
enable you to be more successful then it
seems to me the only alternative is to go
into the civil domain. It would be great
frankly to put these guys behind bars.
That’s the greatest deterrence possible but
if you can’t achieve it because the rules are
too hard then the civil penalty regime just
seems to cry out for more development in
this whole area of insider trading.

MR DARVALL:

Tony, it's simplistic to say this, but if you
want to go to the regime that has in its
different ways been able to have more
successful actions against insider trading it
is the US regime, so | think that might be a
simplistic observation but the variety of
penalties that they have and the methods
that they use must indicate a greater
flexibility to attack the issue.

MR D’ALOISIO:

But just coming back, we sort of digressed,
| was going around the panel to get your
views on the couple of things we could do.
Jon, in addition to what we’ve covered,
what are your views on where our
resources should go in the next period?

MR WEBSTER:

| guess it's always a difficult one, isn't it,
Tony, as to where your resources should
go. | think from the discussion today there is
a concern about insider trading and | think if
ASIC is willing to spend more money,
perhaps have a few failures but at least
send a message to the market that it will
take action where it sees an issue, that
could be salutary.
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MR DARVALL:

I've spoken about data collection. The
notion of greater training, endorsed by
ASIC, for directors and people potentially
holding insider information, | think is a good
idea. | would extend the compliance fence,
as | said, around those people who are
handling primary inside information
because there is a great disparity between
the professionals (that is, investment banks,
large investors and brokers) and lawyers,
accountants, publicists and printers. And |
think we need to map who is handling
primary inside information and then cast a
wider fence around them.

MR HUNT:

| think the prerequisite for being successful
in this territory is that centre of excellence
within ASIC in interpreting markets. Unless
you’'ve got that, unless you’'ve got
understanding within ASIC which is equal to
the understanding in the market itself, you
try to fight this thing with your arms behind
your back. What would my core focus be if |
had to just focus on one? It would be really
driving hard to make sure that you had
within ASIC the very best people either
seconded in or there full-time who are able
to really understand how markets were
working and the inter-relationships between
markets.
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Tuesday

US experience of insider trading enforcement actions

A presentation by Linda C. Thomsen,
Director, Enforcement, US Securities and
Exchange Commission (SEC).

Many, many thanks to ASIC for organising
this Summer School and to everyone here
for attending. A special thanks from me to
all of you who are fellow regulators or fellow
law enforcers. | am, of course, delighted
and honoured to be here and | take our
collective presence here as a testament to
all of our collective commitment to work
together to protect investors and markets.

As | thought about coming here, not
surprisingly | thought about how long it
would take me to get here and that | would
travel nearly halfway around the world to
get here. But then | immediately contrasted
that with two other thoughts: one historical
and one more pertinent to all of us here.
The historical one was | remembered that it
was a much longer and more difficult
journey for Australia’s early settlers to get
here, on the one hand, and on the other
hand, and more to the point of all of us
here, how more quickly and more easily
information, misinformation, securities and
moneys can now travel that very same
distance.

| am going to talk about the American
experience with insider trading and | need
to prove to you all that | am in fact a pointy-
headed bureaucrat by saying that my views
are my own and do not necessarily
represent the views of the Securities and
Exchange Commission, any individual
commissioner of the Commission or any of
my colleagues on the Commission staff.
That being said, | feel free to say that,
Peter, if you’re anywhere, from my
perspective you did not go too far.

While | am going to talk historically about
insider trading | thought | would give you a
thumbnail sketch of where we are. We have
been in the business of bringing insider
trading cases for not quite half a century
now and last year, our fiscal year that

ended on 30 September 2007, by the end
of that year of our 655-ish cases that we
brought last year, 47 were insider trading
cases and that was a relative constant from
the year before and in truth we are relatively
constant at somewhere between eight and
12% of our case load being insider trading
cases.

However, in the 47 cases that we brought
there were 110 defendants or respondents,
which was a significant increase—16% or
so—over the prior year. Of those cases, just
about two-thirds, a little less, involved facts
that were around merger and acquisition
activity consistent with what we just heard
in the last panel. Ten of those cases
involved multiple deals, so the notion of
insider trading rings, which we are worried
about, is evident in our cases.

The dollars involved have gone up over
past years. The international aspects of the
cases have also gone up and in a trend that
| find disappointing, to say the least, the
number of securities professionals, industry
professionals et cetera has also gone up,
so there’s plenty for us to do. But now to
give a more historical view of how we got
where we are, | think it’s fair to say that
there is a comparatively thin line that
separates initiative and impropriety—

maxi and malfeasance if you will.

The story of insider trading in the United
States is the story of how and where we
draw that line and that has made its
development both illustrative of the
American business temperament to a
certain extent and highly dramatic. Insider
trading lies where ingenuity, aggressive and
ambition end and venality, greed and
unfairness begin and charting the borders
between these two realms has been a long
and delicate process for American courts.

Of all financial crimes, insider trading has a
unique hold on the American psyche and |
suspect we’re not alone in that. Other types
of schemes are either too complex for
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people to understand or too mundane and
boring, frankly, to excite them. But insider
trading in its most basic form possesses all
the elements of great drama. It starts with a
secret, a piece of precious information that
can make its owner rich. Then comes the
betrayal, an individual turning away from
duty towards self-enrichment. Then you
throw into the mix complicated personal and
family ties which, for whatever reason, are
almost inevitably present in these kinds of
cases and, finally, spice up the entire story
with some old-fashioned detective work
since it is usually a note that someone
finds, a record of a telephone call or the
painstaking analysis of a mountain of
trading records that breaks the case open.

These are stories that have beginnings and
middles and ends and their progress has all
the rising and falling action of a good
thriller. They are morality plays writ small,
filled with greed and hubris. | suspect that’s
part of the reason why Oliver Stone’s 1987
movie ‘Wall Street’, a story of a promising
young businessman’s seduction by insider
trading is as popular today as it was

20 years ago. And whether it's the real Ivan
Boesky or the fictional Gordon Gekko, the
fall of the mighty has been one of America’s
favourite spectator sports. | don’t know that
| like it but it is something we all thoroughly
enjoy.

And although the lure of insider trading
crosses all areas of the economic and
social strata it is often the mighty, the
people with the least need and the most to
lose who are drawn into its web. That is the
conundrum of insider trading. Blue collar
workers may dream of finding the key to
quick riches but it is those at the top of the
corporate or professional ladders who most
routinely have access to such valuable
information and who have the alpha
personalities needed to put their schemes
into operation.

And whether it is arbitrage or extraordinaire
Ivan Boesky, Biotech’s CEO Sam Waksal
or one of the smartest guys in the room, as
they were described at the collapsed
energy giant Enron, our recent legal history
is liberally sprinkled with the names of

CEOs, law firm partners and other major
players who succumb to the temptation to
turn their access to corporate secrets into
unlawful gains for themselves and their
friends, family and associates. It is these
stories that fascinate so many of us. For
better or worse these become the object
lessons that teach us the limits of ambition.

Take, for example, the case of James J.
McDermott Jnr, formerly the CEO of Keefe
Bruyette & Woods, at the time probably the
pre-eminent investment banking house for
clients in the financial services industry.

Mr McDermott ultimately was sentenced to
five months’ imprisonment, ordered to pay
over $220,000 in disgorgement and
penalties and was banned from the
brokerage industry as a result of tips on
impending bank mergers that he passed to
his lover, an adult film actress and exotic
dancer who, in turn, not surprisingly,
passed this information on to another
boyfriend. It's true. You can’t make it up.

One of America’s most powerful and
influential women, Martha Stewart, CEO of
the Omnimedia conglomerate that bears
her name and culturally omnipresent
television and print celebrity, ultimately
served five months in a federal prison camp
after becoming embroiled in an insider
trading scandal and subsequent cover-up.
Ms Stewart sold shares of Biotech company
ImClone Systems after being tipped by her
stockbroker that CEO Sam Waksal,
awaiting a US Food & Drug Administration
decision on ImClone’s Marquis drug, was
selling his holdings and in the pattern of
conduct we see all too often, Ms Stewart’s
prison time was handed out not for the
trading but for repeated falsehoods she told
investigators in trying to cover up her
activities. And, of course, Mr Waksal and
his family had their own problems on the
insider trading front.

Just two weeks ago the SEC brought a
settled enforcement action against four Hong
Kong residents who paid more than $24
million in disgorgement penalties as a result
of trading prompted by an insider tip from
David Lee Kwok Po, a prominent Hong Kong
businessman and member of Dow Jones
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board of directors, about an upcoming offer
for Dow Jones by Newscorp.

It fascinates us to think why do they do it?
We can never fully know their motives
although | suspect we can speculate or we
can make a relatively decent educated
guess about why Mr McDermott felt
compelled to share information with his
exotic dancer friend. But, clearly, it is not
simply the law of easy money since people
like these are smart, frequently have a lot of
money, are savvy and hard working. Their
drive and determination, their desire, their
willingness to risk are all qualities we want,
admire and need in our corporate leaders
yet somehow they go awry and they over-
reach.

Insider trading law and the actions of those
charged with enforcing it can be seen as an
expression of society’s ambivalence
towards the aggressive corporate culture it
values. It is the legal system’s response to
the question ‘How do we encourage the
development of strong and effective
business leadership while simultaneously
instilling an equally strong and effective
sense of business ethics?’ Insider trading
jurisprudence at its most thoughtful
embodies compromise. It is in microcosm
the struggle of the American psyche
between the egalitarian belief in a level
playing field for all and the opposing belief
that those whose hard work takes them to
positions of power are entitled to reap the
benefit of their work and position.

Now one of the interesting things about
American insider trading law is that it is not
specifically proscribed by an insider trading
statute or rule. Instead, over the past half
century or so, the parameters of illegal
insider trading in the United States have
grown up by and large around court
interpretations of the general anti-fraud
provisions of the Securities Exchange Act
s10(b) and Exchange Act Rule 10(b)(5),
provisions which, to use a short hand, cover
‘...manipulative or deceptive devices in
connection with securities transactions’.
Insider trading is just one specialised form
of those violations.

In our insider trading jurisprudence, judicial
opinions have created a body of common
law crystallised around certain key concepts
which act as guideposts for investors,
corporate officers, brokers, lawyers and
others, including those of us charged with
pursuing these actions, dividing the
permissible from the forbidden.

In a nutshell, insider trading is the purchase
or sale of securities with scienter or guilty
knowledge while in possession of material
non-public information in breach of a duty
arising out of a fiduciary relationship or
other relationship of trust and confidence.
Under the so-called classical theory of
insider trading, or the first theory in some
ways, a corporate insider either
permanent—as in a director or an officer—
or a temporary—like a consultant working
on a deal, for example—violates a duty to
corporate shareholders to either disclose
his intent to trade or abstain from trading on
the basis of material non-public information.

The tippee of a corporate insider assumes
the tipper’s duty to shareholders if the
tippee knows or should know that the tip
constitutes a breach of the tipper’s duty.
This breach of duty to shareholders
constitutes the deception necessary for
liability under our general ANFR (Advance
Notice of Final Rulemaking) statute in a
classical insider trading case.

There’s more to be said, of course, about
insider trading theory but let’s stop here for a
moment. The theory which I've just given you
in a thumbnail sketch developed over time
but was solidified in a pair of early 1980s
United States Supreme Court decisions: the
seminal Ciarella and Dirks cases, both of
which demonstrate how the developing law
of insider trading uses the concept of duty as
a fulcrum of sorts to balance the twin virtues
of enterprise and loyalty.

The defendant in Ciarella worked at a
financial printer responsible for printing deal
announcements. Using information
contained in the announcements he
deduced the identities of takeover targets
and purchased shares before the final
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announcements drove up their prices. His
criminal conviction in the Lower Court was
premised on his failure to either disclose the
information to target company shareholders
or abstain from trading. The Lower Court
imposed a disclosure abstain obligation on
all who would come into possession of
inside information. This the Supreme Court
rejected, holding that merely possessing
non-public information did not make trading
illegal.

In order to constitute insider trading the
trader must either owe a fiduciary duty or
derivatively assume the duty of his tipper.
The mere fact that a trader held an
advantage, that the trade was somehow
unfair did not make a trade a fraud under
the securities laws. The court’s majority
opinion acknowledged winners and losers
in the ongoing tug of the business war but it
also implicitly affirmed the old adage that
with great power comes great responsibility,
that those whose access was gained in the
exercise of shareholders’ trust would be
prohibited from using that access for
personal gain.

More to the point, the Ciarella case put into
high relief the issue of duty and the
question of how the common law of insider
trading would deal with those like Ciarella
who owed no direct fiduciary duty to the
issuer or its shareholders. We’'ll see in a
minute how the law came to be developed
on that point.

Dirks, the other case from early on in this
debate, presented another interesting
clause on classical theory. Raymond Dirks,
a stock analyst was told by a former
corporate officer about a massive fraud at
the officer’s former employer, information
which Dirks then relayed to his clients. In
Dirks, the Supreme Court premised tippee
liability on the motives of the tipper, that is
to say the tippee was only under a duty to
disclose or abstain when the tipper sought
an improper benefit from passing on the
information. Where the tipper acted from
altruistic or at least non-personal benefit
motives there could be no liability. Once
again duty was key. The court found that
Dirks did not breach a direct or derivative

duty and therefore his conduct did not break
the law.

Although these two cases generally helped
to solidify the common law of insider trading
for us, there was still problematic conduct
that was not yet addressed by the courts.
What of a situation where a trader’s duty
ran not to the issuer or its shareholder but
to others and what of situations where a
trader owed no duty at all? How, if at all,
would the law allow law enforcement to
reach such conduct?

Classical insider trading theory did not take
into account (as Ciarella made clear) the
situation in which an individual stole
confidential information and illicitly used it to
his advantage. How could federal common
law handle these matters? By developing a
different but complementary approach. This
approach—this new approach—is called
‘the misappropriation theory’ and it bars
trading or tipping by those who
misappropriate or take or steal material
non-public information based on the breach
of a pre-existing relationship of trust and
confidence owed by the trader or tipper not
to the issuer or the shareholders but to the
source of the confidential information. The
misappropriation theory therefore covers
people who are not corporate insiders but
who seek to profit by stealing sensitive
information from those with whom they
share, for example, an employment
relationship or a family relationship.

A classic example of a non-classical insider
trading case is the 1986 criminal insider
trading case United States v. Wynans. R.
Foster Wynans was a reporter at the Wall
Street Journal who contributed to a column
called ‘Heard on the Street’. Mr Wynans
was charged with operating a scheme
during which he would trade in stocks that
were to be the subject of upcoming Wall
Street Journal columns, columns that would
likely move the market for those stocks.
The District Court, in its opinion, applied the
misappropriation theory to Mr Wynans’
actions. It held that while Mr Wynans owed
no duty to the shareholders of the
companies in whose stock he traded he did
owe a duty to his employer, the Wall Street
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Journal. The court held that Mr Wynans’
behaviour was a fraud on his employer from
whom confidential information about timing
and contents of articles was taken. The
court additionally held that Mr Wynans’ duty
to his employer need not be imposed by
explicit Federal or State statute but could be
and was in this case inherent in the
employer/employee relationship itself.

As time went on it became clear that not all
Federal Courts agreed with the approach
taken by the court in the Wynans case.
Some courts embrace the misappropriation
theory, others rejected it and for many
years we operated with that split among our
courts. Ultimately, the Supreme Court took
up the issue and resolved it in the late
1990s in the O’Hagan case. O’Hagan
involved an attorney whose firm
represented a client contemplating a tender
offer for the shares of Pillsbury Company.
Using non-public information he acquired
through his law firm, Mr O’Hagan loaded
up on Pillsbury stock and call options.
Pillsbury securities soared in value after
the announcement of the tender offer and
Mr O’Hagan realised a profit of some

$4.3 million. He was convicted at the trial
stage but that conviction was overturned
by an intermediate appellate court, which
rejected the misappropriation theory. An
appeal was taken to the Supreme Court.

One of the interesting things about the
O’Hagan case which is often times
forgotten is that equities matter in these
cases and Mr O’Hagan engaged in insider
trading it appears because he had, before
he engaged in the insider trading, stolen
clients’ funds and he was in the need to
make up that loss. So, he was not exactly
the most sympathetic of characters. | love a
defendant who’s not sympathetic, just by
the way.

Getting back to the opinion. In its 1997
opinion, the Supreme Court reversed the
appellate court and expressly endorsed
the misappropriation theory of insider
trading. In so doing the court held that the
misappropriater, despite owing no duty to
shareholders of the company whose stock

he trades, in fact is engaged in a fraud in
connection with his securities trading—it’s
just a different kind of fraud, a fraud on the
party from whom the information was stolen
in breach of the misappropriater’s duty to
the source. It is the breach of this duty that
constitutes the deception which is required
under the Federal securities laws.

The basic concepts at the end of all of that
case development have evolved over the
last half a century or so and they involve
three fundamental keys to insider trading.
The first is materiality: Is the information in
question sufficiently important to the
reasonable investor? The second: Is the
information non-public? Is it inaccessible to
the mainstream investor?

And, most importantly, as | think | have
suggested, is the question of duty. What is
the relationship between the alleged insider
trader and the issuer, between the
misappropriater of non-public information
and its source? These are the moving parts
in this clockwork. The genius of insider
trading, if you are inclined to think in such
terms, is its flexibility, its ability to
accommodate changing business practices,
conditions and situations.

For example, just a few short years ago,
before the mainstreaming of internet
business, who could have imagined that
statistics like web page hits or views could
have large impact on the earnings of major
companies and they do? The use of online
disclosures also raises questions about how
public a piece of information is or when it
becomes public. The varieties of corporate
and transactional relationships are also
changing as are the duties they engender.

Take, for example, the evolution of the
PIPE (private investment and public equity).
These PIPE transactions are typically
entered into by struggling public companies
in need of capital. The equity is typically
offered at a discount and when the PIPE
becomes public the result is often a decline
in the price of the outstanding shares. We
have seen instances where some of those
solicited to participate in a PIPE have used
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that information to short the stock in
anticipation of the impact of the PIPE.

This behaviour is similar to what we have
seen from time to time in connection with
merger and acquisition transactions. A party
or a potential party to a transaction
anticipates the market reaction to the
transaction and trades ahead of it and just
like we didn’t do with trading ahead of
merger and acquisition transactions, we
have successfully brought insider trading
cases based on trading ahead of PIPEs.

One of the more recent cases that
illustrates both how creative insider traders
can be and how flexible the law can be in
response, is SEC v. Sonia Manishevitz filed
in 2006 and currently in litigation. Two
former employees at Goldman Sachs were
allegedly the hub in a series of insider
trading schemes which used various
artifices to obtain material non-public
information about a number of companies.

These two are alleged to have co-opted, for
example, a Merrill Lynch mergers and
acquisition analyst who provided them with
tips on upcoming mergers in return for a cut
of the anticipated profits. The two also
enlisted printing plant workers who relayed
non-public information about imminent
business week columns prior to their
publication. And one of their more creative
ploys was to use an individual serving on a
Federal grand jury that was examining
allegations of accounting fraud by a public
company who agreed to leak information on
those grand jury proceedings to them.
These two individuals are also alleged to
have concocted a number of other schemes
including a plan to extract non-public
information from bankers through the use of
exotic dancers (a recurring theme
apparently).

One of the accused architects of this
particular plot is a graduate of the
prestigious Harvard University who became
employed by the equally and some would
say more prestigious Goldman Sachs
before the age of 25 and once again we are
confronted with someone who was on the
fast track, who was looking for and taking a

shortcut. Now all of that flexibility is
wonderful and we use it but it has its limits
and no law is infinitely elastic. There are
times when conduct cannot be reached by
existing laws and times when new
developments call for additional laws.

We saw this in the late 1960s with the then
developments including some abusive
developments associated with cash tender
offers. In 1968 Congress enacted new
legislation to address a variety of issues
relating to hotly contested takeovers and
gave the Securities and Exchange
Commission related rule-making authority.
As time went on after that Act was enacted
it became clear, and especially during the
merger mania of the 1970s, that information
about takeovers was almost always not
simply material but dramatically material.
Whenever news of a tender offer became
public the information almost surely move
the market.

So clear was the temptation to insider trade
that the Commission refused to rely on
subtle interpretations of the duty
requirement, enacting in 1980 a separate
rule, Exchange Act Rule 14(a)(3), which
prohibits persons in possession of material
non-public information relating to a tender
offer from buying or selling securities
subject to the tender offer without regard to
the existence or absence of any duty owed
to the issuer or shareholders or the persons
from whom the inside information was
obtained.

One example of this kind of case—it’s a
very little case that got virtually no notice,
but it is a case where neither the classical
nor the misappropriation theory would have
breached the conduct, is a case we brought
in 1998 (right after O’Hagan was decided by
the way), SEC v. Allstrom. This case has
stuck with me from the time we brought it
and | think it's because it includes the kind
of personal drama | alluded to earlier and
the kind of personal story that makes these
cases memorable.

A mother of young children, including a
newborn, came down with the flu with all of
the attendant, ugly symptoms that can be
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associated with the flu. Under normal
circumstances, her husband would have
stayed home to help her take care of the
children but these weren’t normal
circumstances. He was an executive of a
company that was about to be taken over
and he was a key participant in the deal
which he carefully and repeatedly explained
to his wife as he left for the office. But she
was still sick, the children still needed to be
attended to, so she called her neighbour,
Mrs Allstrom and asked Mrs Allstrom for
help and no doubt in a perfectly
understandable effort to salvage her
husband’s reputation in the eyes of her
neighbour, she explained why he couldn’t
be there that day. Mrs Allstrom agreed to
help and that evening when she went home
she explained to her husband what she’d
been up to all day, including explaining why
her neighbour’s husband had not been able
to stay home himself. Mr Allstrom traded on
the target shares, making a small profit
when the tender was announced.

Now Mr Allstrom’s conduct is certainly
problematic and undoubtedly crummy
across the board. But if you think about the
theories under which we operated, it could
not be reached under classical or
misappropriation insider trading theories.
Mr Allstrom simply had no duty to the
source of the information nor did he owe
any duty to the target company or its
shareholders. You could not say that he
had assumed a tipper’s duty since the
information all along the way was not
conveyed for any kind of improper personal
gain. But in this particular instance because
the deal was a tender offer we were able to
bring a case and Mr Allstrom eventually
settled an action with us.

As we look to the future, | think it is fair to
say that insider traders, or particularly the
kind of high achievers that I've been talking
about, are smart and they will always be
looking for new ways to gain an edge. Wall
Street, big corporations, hedge funds, white
shoe law firms will continue to attract the
best and the brightest and these best and
brightest will inevitably be exposed to
morsels and in some instances frankly huge

chunks of precious valuable information. It
would be foolish not to expect some of
those individuals working in high pressure,
high profit environments to try their luck at
evading the gaze of regulators and
prosecutors and, as many have discovered
to their dismay, we are not fools.

As we look again to the future, there are
two related factors that have recently begun
to change the nature of insider trading
enforcement and they are technology and
globalisation. The old assumptions about
the logical places to look for connections to
neighbours, to family, to co-workers may
not always bear fruit in a world where you
can whisper to someone half a world away
and equally easily trade in a market just as
far away.

With these changes come new legal issues.
What if an aspiring insider trader doesn’t
have to bribe nightclub strippers to charm
corporate secrets out of bankers? What if
he can just walk into a room full of
confidential information, take what he wants
and let himself out the back door? In the
age of the hacker this is the unfortunate
reality. A computer expert can hack into
corporate databases and trade on the basis
of what he finds there, often without being
detected.

Putting aside for the moment the issue of
how technologists and others will deal with
this and defend themselves from such
intrusions we need to ask how the insider
trading law will deal with them. Indeed, we
have been asked. The hacker owes no duty
to the hacked company’s shareholders nor
does he owe a duty to a law firm,
consultancy, financial printer or any
employer from whom he spirits information.
And if traditional notions of duty can’t deal
with him, what is the common law to do?
Create a new kind of duty, impute to the
hacker an existing insider’s duty, or is this
simply too far a stretch for our insider
trading law’s flexibility?

We are starting to confront these kinds of
issues and in our first case of this sort we
went back to first principles and looked to
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the statute itself. In late 2005 we brought an
action against a 24 year-old Estonian trader
who used his computer programming skills
to infiltrate a United States commercial
newswire service and steal confidential
information about upcoming corporate
earnings, mergers and other
announcements before their public release.

The trader unleashed a spider program that
surreptitiously entered the proprietary files
of the newswire services. The spider
electronically crawled through the files and
transmitted information back to the trader’'s
computer in Estonia where he and others
placed trades in their US online brokerage
accounts. For over 10 months, sitting at a
desk thousands of miles away, the trader
made trades in advance of 360
announcements by more than 200
companies and reaped illegal profits in
excess of $13 million. Did the trader have
an actionable duty to anyone? We could
certainly discuss it and argue about it.

But duty, it turns out when we went back
and reread the statute, is not what the
statute requires. Duty is a subset of the
statutory requirement of deception, so in
this case we alleged that the trader had
engaged in deception by, among other
things, using the spider to fool the newswire
service into believing he was authorised to
access the information on its servers. |
expect we will see more cases like this and
these cases will be the source of more case
law development. Indeed, we are in the
midst of exploring the deception issue in a
matter currently pending in Federal Courts
in New York.

Now how this particular case will turn out,

| don’t know. Nor do | know the precise
details of the matters that will come our way
in the coming years. But come our way they
will, that | do know and when | say ‘our way’
| am confident that | mean ‘our way’ not ‘my
way’ not the ‘United States way’ but all of
our collective way.

To state the obvious, our markets are global
and the crooks know it but so do we and |
look forward to our collective efforts and our
collective successes in policing our
market—all of our markets—protecting all of
our investors and bringing the full force of
all of our laws against anyone who breaks
those laws, harms those investors or
threatens those markets. Thank you very
much.
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