
Greetings, Participants! 

I am looking forward to resuming the Women’s Directorship Programme. You will note from the 

programme agenda that I have focused our upcoming discussions on three main themes that underlie 

country-specific securities regulation across the globe.  

We will first talk about what kinds of things public companies should tell their shareholders, and when 

they should do this. Then we will dive into issues of trading in a company’s securities by someone 

possessing insider information. Finally, we will round out the Module with discussion about the kinds of 

liabilities directors of public companies routinely face, and how to prepare yourself to fulfill your duties 

as a public company director. 

I have included in this packet some readings that will form the base of much of our discussion. To the 

extent you are able to, please read it or at least familiarize yourself with the contents. Doing so will 

enable the class to enjoy a much more fruitful and meaningful discussion.  

I have also requested on the next page that you do some thinking about situations you have 

encountered in your own lives that are related to the topics we will discuss. If you take some time and 

come up with examples with which you can relate the content to your specific circumstances, the 

concepts we discuss will stay with you much longer. 

See you soon. 

Beau Lefler 
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Public Company and Securities Market Regulation 

Pre-course Preparation 

Company Disclosure 

• Read the case, “Worth the Risk? Using a Variable Interest Entity (VIE) to Invest in China.”  
o It is written with an investing perspective, but think about it more from a listing 

and disclosure perspective. Skip Exhibit 1, risk factors from Alibaba’s IPO (pp 7-
12).   

o (This is a separate PDF document.) 
• Read the Company Announcements for Agria Corporation. 
• Read the following articles:  

o SEC Curiosity about Unicorns 
o Elon Musk Settles SEC Fraud Charges  

• Come prepared to discuss the public disclosure of information to shareholders (public 
and private). When and how should it be / have been done? 

 

Insider Dealing, Trading Disclosures and Market Manipulation 

• Read the sentencing of Rajat Gupta by Judge Rakoff. 
• Come prepared to discuss the temptations of insider dealing and market manipulation. 

Consider internal manipulation (by the company) or external (by other market 
participants), and the difficulty that regulators face.  
 

Director Liability 

• Read the abstract for the article, “Accountability of Independent Directors—Evidence 
from Firms Subject to Securities Litigation.”  

• Read the article, “SEC Doubles Down on Crypto Enforcement.” 
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“Worth the Risk? Using a Variable Interest 
Entity (VIE) to Invest in China.” 

 

(Separate PDF document) 
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Exhibit  99.1

Zhixin (Frank) Xue Resigned as COO of Agria;
Xue Will Remain Chairman of Primalights III Agriculture Development, Co.,
Ltd.

     Beijing, China — April 7, 2008 — Agria Corporation (NYSE: GRO) (the
“Company” or “Agria”), an innovative China-based agri-solutions provider, today
announced the resignation of  Zhixin (Frank) Xue f rom his posit ions at the Company, ef f ective April 1, 2008.
Prior to his resignation, Mr. Xue had served as the Company’s chief  operating of f icer ("COO") since
June 2007 and as a director since August 2007. Mr. Xue will remain as the chairman and authorized legal
representative of  Primalights III Agriculture Development, Co., Ltd. (“P3A”), Agria’s primary operating entity in
China. Mr. Xue has indicated his intention to continue working with Agria in f urther developing P3A’s
business.

     On March 26, 2008, Mr. Xue inf ormed the Company’s Board of  Directors (the “Board”) that he intended
to resign f rom his posit ions at the Company. Under the Company’s corporate governance guidelines, the
Board may accept or reject the resignation request of  any director and/or of f icer. The Board rejected
Mr. Xue’s resignation request on March 31, 2008 and gave Mr. Xue 24 hours to make a f inal decision.
Mr. Xue did not respond to the Board within 24 hours. Consequently, ef f ective April 1, 2008, Mr. Xue ceased
to be the COO and a director of  the Company.

     Mr. Xue is also the chairman and authorized legal representative of  P3A and has been primarily
responsible f or the management of  P3A’s operations since its inception in 2000. Mr. Xue’s posit ions at P3A
remain unchanged.

     The Board will begin the process of  considering candidates to f ill the COO position. There is no
assurance that the Company will be able to f ind a qualif ied COO easily or at all or that upon recruit ing a
new COO, such person will be able to work with members of  P3A management ef f ectively and successf ully.
In addition, if  Mr. Xue and/or other management personnel of  P3A decide to resign f rom P3A in the f uture as
a result of  the conditions set f orth by the Special Committee (as described below) or otherwise, the loss of
their services in the absence of  suitable replacements would have a material adverse ef f ect on the
Company’s business, f inancial condition and results of  operations. In such an event, the Company would
also incur additional expenses to recruit and train new personnel.

     Separately, the Company's independent auditors have been unable to begin their audit of  the Company's
f inancial statements f or 2007. Given the substantial delay in the commencement of  the audit process, there
is a risk that the Company may not be able to f ile its Annual Report on Form 20-F f or the f iscal year ended
December 31, 2007 by June 30, 2008. The Company is retracting its prior guidance f or the f ourth quarter of
2007 and f irst quarter and f ull year of  2008 as provided in a press release on February 25, 2008.

I. P3A

     P3A is a consolidated af f iliate of  the Company which conducts Agria’s corn seed, sheep breeding and
seedling businesses and holds the requisite licenses and permits f or

 

these businesses in China. P3A has f our record shareholders, consisting of  Ms. Juan Li who is the wif e of

http://www.sec.gov/Archives/edgar/data/1413257/000114554908000626/h02025exv99w1.htm


Mr. Guanglin (Alan) Lai, Agria’s chairman and co-CEO, and Mr. Zhaohua (Paul) Qian, a director of  Agria, who
together hold 70% of  the equity interests of  P3A, as well as Mr. Xue, and Mr. Mingshe Zhang who has been
involved in the management of  P3A, who together hold 30% of  the equity interests of  P3A. Agria’s
relationship with P3A and its shareholders is governed by the contractual arrangements entered into
between Agria’s wholly-owned subsidiary in China and P3A and its shareholders. These contractual
arrangements enable Agria to ef f ectively control P3A and receive substantially all of  P3A’s earnings and
other economic benef its to the extent permissible under PRC law. The Company believes that the
contractual arrangements entered into between Agria’s wholly-owned subsidiary in China and P3A and its
equity shareholders are substantially similar to the contractual arrangements entered into by other China-
based companies listed on U.S. stock exchanges engaged in businesses subject to restrictions on or
prohibit ions of  f oreign ownership in China. The Company relies on all of  P3A’s shareholders to abide by the
contract laws of  China and honor their contracts with the Company. There is a risk that one or more of  the
shareholders of  P3A may breach the existing contractual arrangements with the Company and not act in the
best interests of  the Company. If  the Company cannot resolve any conf licts of  interest between itself  and
any shareholder of  P3A or if  any shareholder breaches the existing contracts with the Company, the
Company would have to resort to legal proceedings against such shareholder, which may result in
disruption to the Company’s business. There is also substantial uncertainty as to the outcome of  any such
legal proceedings.

II. Background of Resignation

     In late January 2008, the Board learned that Mr. Lai and Mr. Xue had been discussing payment of
$18 million in cash and transf er of  shares (which represent 22% of  the Company) owned by Brothers
Capital Limited (“BCL”) to Mr. Xue and certain members of  P3A management designated by Mr. Xue, including
Mingshe Zhang, Lv Yan and Zhonglin Han, to be commensurate with their contribution to the Company and
to provide equity incentive f or their continuing service. BCL is solely owned by Mr. Guanglin (Alan) Lai, who is
the husband of  Ms. Juan Li. The payment of  cash and transf er of  shares by BCL to Mr. Xue and members
of  P3A management team is ref erred to in this disclosure as the “proposed transaction.” Mr. Lai inf ormed
the Board that he would cause BCL to make the cash payment and transf er the shares, provided that
Mr. Xue and members of  P3A management would satisf y the conditions established by the Board f or
purposes of  ensuring P3A management’s continuing service and reinf orcing the Company’s control over
P3A. Mr. Lai inf ormed the Board that he believed the proposed payment by BCL to Mr. Xue and members of
P3A management team would provide incentive f or their continuing service and align their interests with
those of  the shareholders of  the Company. The Board was concerned about the potential adverse impact
of  the proposed transaction on the Company’s business, f inancial condition and results of  operations, as
well as whether a similar situation may occur in the f uture. On February 4, 2008, the Board approved a
payment of  $9 million by BCL to Mr. Xue and agreed to consider the proposed transaction at a board
meeting to be held in

 

the near f uture. The Board also agreed to consider the payment of  the remaining $9 million by BCL to
Mr. Xue within 30 days af ter February 4, 2008 if  certain conditions were met.

     At a subsequent meeting in February 2008, the Board f ormed a Special Committee comprised of  non-
executive directors to evaluate the proposed transaction and set f orth conditions to be met by Mr. Xue and
members of  P3A management team bef ore the cash and shares f rom BCL would be released. At the same
meeting, BCL agreed to deposit the remaining cash and shares into an escrow account administered by a
third-party banking institution.

     While the Special Committee was in the process of  evaluating the proposed transaction, on March 5,
2008, Mr. Xue inf ormed the Board that he intended to resign f rom his posit ions as the Company’s COO and
director because he did not receive any response f rom the Special Committee and did not believe the Board



or the Special Committee had the ability to resolve all important matters of  the Company. The English
translation of  Mr. Xue’s e-mail to the Board is attached hereto as Exhibit A and is incorporated by ref erence
herein. In accordance with the Company’s corporate governance guidelines, the Board may accept or reject
Mr. Xue’s resignation request. Accordingly, on March 7, 2008, the Board rejected Mr. Xue’s resignation
request. Mr. Xue agreed with the Board’s decision and withdrew his resignation request on March 8, 2008.
Meanwhile, Mr. Xue requested that the proposed transaction between BCL and Mr. Xue and members of  P3A
management be consummated in the near f uture.

III. Resignation

     In March 2008, the Special Committee was actively discussing and f inalizing the terms of  the escrow
agreement with BCL and considering and discussing the conditions to be met by Mr. Xue and members of
P3A management team. On March 25, 2008, Mr. Xue asked the Board and the Special Committee about the
status of  the escrow account. On March 26, 2008, Mr. Xue missed the e-mail update regarding the status of
the escrow account f rom the Special Committee and sent his resignation request via e-mail to the Board. In
his e-mail to the Board, Mr. Xue indicated that he was disappointed with the f act that he had not received
any written explanation f rom the Special Committee regarding the proposed transaction, and that he had
not seen any concrete measures to ensure the consummation of  the proposed transaction. At the request
of  the Special Committee, BCL placed the additional $9 million in cash and a signed blank share transf er
f orm to transf er a total of  27,808,000 ordinary shares representing 22% of  the total issued and
outstanding shares of  the Company, into the escrow account on March 27, 2008. Under the escrow
agreement entered into between BCL and the escrow agent, an independent third party, the escrow account
will automatically terminate on the earlier of  June 16, 2008, or at any time prior to June 16, 2008, upon
written instructions f rom at least a majority of  the Special Committee members, and only the Special
Committee members may authorize the escrow agent to release the escrowed cash and share transf er
f orm bef ore the escrow account terminates. A copy of  the escrow agreement will be f iled as an exhibit to
Form 6-K containing this announcement and be incorporated by ref erence therein. The escrow agreement
is expected to be amended to extend the f inal termination date to June 20,

 

2008. On March 31, 2008, the Board inf ormed Mr. Xue of  its decision to reject Mr. Xue’s resignation request
in accordance with the Company’s corporate governance guidelines and gave Mr. Xue 24 hours to make a
f inal decision. Mr. Xue did not respond to the Board within 24 hours and theref ore, Mr. Xue ceased to be the
COO and a director of  the Company on April 1, 2008. The English translation of  Mr. Xue’s e-mail to the
Board is attached hereto as Exhibit B and is incorporated by ref erence herein. Mr. Xue was provided a copy
of  this press release.

IV. Other Events

     The Special Committee will continue to discuss conditions to be met by Mr. Xue and other members of
the P3A management team bef ore the proposed transaction can be consummated. Payment of  cash and/or
shares by BCL to Mr. Xue and members of  P3A management as compensation and incentive f or their past
and continuing services in connection with the proposed transaction will likely result in material
compensation charges to the Company in the period in which the payment is made. However, these
compensation charges are expected to be non-cash charges and non-dilutive to shareholders since the
payment would be made by BCL, a major shareholder of  the Company.

   

List of  Exhibits   

 



Exhibit A:  Mr. Xue’s E-mail to the Board on March 5, 2008

Exhibit B:  Mr. Xue’s E-mail to the Board on March 26, 2008

About Agria Corporation

     Agria Corporation (NYSE: GRO) is an innovative China-based agri-solutions provider f ocusing on
research and development, production and distribution of  three dif f erent types of  upstream agricultural
products. Its diversif ied portf olio of  products comprises corn seeds, sheep breeding and seedlings,
including proprietary products developed through its own research and development capability. The
company has access to approximately 27,000 acres of  f armland in seven provinces and its extensive

 

distribution network provides direct or third party distribution in 14 provinces. For more inf ormation about
Agria Corporation, please visit www.agriacorp.com.

Contacts:

   

In China:  In the U.S.:

Matt Feng, Investor Relations  David Pasquale, Senior Vice President

China Tel: 86 10 8785-9020  U.S. Tel: +914-337-1117

matt.f eng@agriacorp.com  david.pasquale@agriacorp.com

Safe Harbor Statement:

     This announcement contains f orward- looking statements. These statements are made under the “saf e
harbor” provisions of  the U.S. Private Securit ies Lit igation Ref orm Act of  1995. These f orward- looking
statements can be identif ied by terminology such as “will,” “expects,” “anticipates,” “f uture,” “intends,”
“plans,” “believes,” “estimates,” “conf ident” and similar statements. Agria may also make written or oral
f orward- looking statements in its periodic reports to the U.S. Securit ies and Exchange Commission on
Forms 20-F and 6-K, etc., in its annual report to shareholders, in press releases and other written materials
and in oral statements made by its of f icers, directors or employees to third parties. Statements that are
not historical f acts, including statements about Agria’s belief s and expectations, are f orward- looking
statements. Forward- looking statements involve inherent risks and uncertainties. A number of  important
f actors could cause actual results to dif f er materially f rom those contained in any f orward- looking
statement. Potential risks and uncertainties include, but are not limited to, those risks outlined in Agria’s
f ilings with the U.S. Securit ies and Exchange Commission, including its Form F-1/A f iled on November 2,
2007. All inf ormation provided in this press release is as of  April 7, 2008, and Agria does not undertake any
obligation to update any f orward- looking statement, except as required under applicable law.

 

Exhibit  A

English Translation

Resignation Letter



Chairman, Directors and CEO,

Up to today (March 5, 2008), the Shanxi team have overcome many dif f icult ies and f ully f ulf illed its
responsibilit ies in accordance with the requirements of  the Board of  Directors. In the meantime, the Board
of  Agria has neither substantively or ef f ectively enf orced its decision made at the February 4, 2008 meeting
involving the substantial interest of  the Company nor f ulf illed its promise with the binding timeline. The
result of  the above f acts f ully indicates that it has lost the trust of  the Shanxi team, and also inevitably
makes people question the seriousness of  its decision and its ability to resolve all important internal and
external matters of  the Company.

Based on the f acts including but not limited to the above, I also personally do not think that the current
composition of  the Board is reasonable, could ef f ectively strengthen the Company's corporate governance
or has the ability to make independent judgment, which makes it unable to f ully protect the ult imate
interests of  the Company and all shareholders. As a result, I have requested many times orally or in writ ing
to restructure the Board of  Agria.

Af ter thorough and caref ul consideration, I have no reason to persuade myself  to continue to serve as the
director and senior management of  the Company. In light of  this, I hereby resign my posit ion as the director
and the COO of  Agria, ef f ective today, f or which I only express my deep regret.

I hereby once again thank you everyone f or your past cooperation and support at work.

Best regards,

Zhixin Xue

March 5, 2008

 

Exhibit  B

English Translation

Chairman, Directors and CEO,

The March 25 deadline f or Agria’s Board of  Directors and the Special Committee to solve the problem
regarding the share and cash transf er to P3A team has passed. I didn’t receive any f ormal written
explanation f rom the Board or the Special Committee bef ore such deadline as to why the promise wasn’t
f ulf illed, nor did I receive any legally binding protection measures relating to the share and cash transf er
under these circumstances. I am deeply disappointed with this. In the meantime, I have no doubt that Agria’s
Board needs to be restructured in order to strengthen the Company’s corporate governance. I submitted
my resignation request to the Board on March 5, 2008, but subsequently temporarily withdrew the
resignation out of  my respect f or the Board and good wishes toward Agria. Now that the established f acts
have convinced me that my previous resignation was a right decision. Af ter caref ul consideration, I hereby
announce that I resign my posit ion as the director and the COO of  Agria, ef f ective immediately.

Best regards,

Zhixin Xue

March 26, 2008
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For example, private companies must still comply with 
the anti-fraud rules of the Securities Exchange Act of 
1934, including Rule 10b-5. As Chair White reminded the 
audience in her speech, these rules “apply to all companies 
and we must be vigorous in ferreting out and punishing 
wrongdoers wherever they operate.”

Similarly, private companies still owe fiduciary duties to 
their shareholders, and as such, have obligations to their 
investors beyond securities regulations. But even in the face 
of such obligations and considering its limited resources, 
does SEC scrutiny of private companies make sense?

Many sophisticated investors, including venture capital 
funds, are typically aware of the risks they are taking when 
they invest in private companies. Such investors are in a 
better position to judge whether they are being misled or 
not. But Chair White argues that the downstream effects of 
these failures are real when it doesn’t work out, intimating 
that the SEC may pursue private companies even if their 
investors don’t.

1 https://wsandco.com/do-notebook/unicorns-down-rounds-and-
independent-directors/
2 https://wsandco.com/do-notebook/regulation-crowdfunding/
3 https://law.stanford.edu/arthur-and-toni-rembe-rock-center-for-
corporate-governance/#slsnav-about-us

June 7, 2016

D&O NOTEBOOK

The SEC’s Curiosity about Unicorns
By Vysali Soundararajan (Guest Blogger)

The Securities and Exchange Commission can—and 
will—investigate private companies. As SEC Chair Mary Jo 
White discussed in a recent speech at Stanford University 
Rock Center for Corporate Governance3, the SEC’s core 
mission is to protect investors, whether public or private. 
Private companies are not beyond the reach of securities 
regulations or the “official curiosity” of SEC investigators.

(continued on page 2)

Unicorn status is much coveted in Silicon Valley, 
and for obvious reasons. However, as I’ve written 
before1, some people are concerned that the 
valuation of some unicorns might be inflated. 
As it turns out, it’s not just private investors who 
are concerned about Unicorns and other Silicon 
Valley-weighted issues, including secondary 
markets and Regulation A+ crowdfunding2. In 
the following guest post, Vysali Soundararajan, 
Senior Claims Consultant at Woodruff-Sawyer 
in our Corporate & Executive Protection Group, 
discusses SEC Chair Mary Jo White’s recent 
speech on these topics, and provides some 
important recommendations for companies  
that would prefer to avoid the SEC’s gaze. 

— Priya Cherian Huskins

https://wsandco.com/do-notebook/unicorns-down-rounds-and-independent-directors/
https://wsandco.com/do-notebook/unicorns-down-rounds-and-independent-directors/
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4  https://wsandco.com/do-notebook/coverage-sec/

From a securities law perspective, the 
theory behind the private markets is 
that sophisticated investors do not need 
the protections offered by the robust 
mandatory disclosure provisions of the 
1933 Securities Act. So, if those participants 
choose – with eyes wide open – to invest in 
private companies at valuations that may 
be ethereal or overinflated, who loses when 
the truth behind inflated valuations is 
revealed? I think we all do. Not just the VC 
and private equity funds, but also smaller 
retail investors and the next Stanford 
student whose great idea needs funding, 
but investors are unwilling to take a bet on 
her because they were burned last time.

Whatever the source of scrutiny, even the most cursory 
SEC interest in a company can escalate to an expensive 
affair. More robust investigations often cost companies 
several million—a tab that insurance will not always pick 
up. While D&O insurance usually covers SEC investigations 
of directors and officers, SEC investigations of corporate 
entities are not always covered by insurance (a topic we’ve 
visited previously4).

New endorsements have recently been developed to 
address this gap. These endorsements provide coverage 
for SEC inquiries and investigations of entities, on a look-
back and/or look-forward basis, when followed or preceded 
by a related securities class action. Unfortunately, insurance 
carriers are unlikely to offer this product on private company 
policy forms due to the normally much lower premiums and 
retentions that the private company market demands.

Wrangling Unicorns

The good news for most private companies is bad news for 
unicorns; SEC curiosity into private companies has largely 
been piqued by companies with billion dollar valuations. 
For those private companies that have significant 
valuations—or aim to—Chair White recommended 

enhanced internal controls, transparency and corporate 
governance mechanisms:

Being a private company obviously does 
not mean that you can disregard the 
interests of investors. Indeed, being a 
private company comes with serious 
obligations to investors and the markets… 
the resulting candor and fair dealing 
should be fundamentally the same.

Relevantly, Chair White recognized that private companies 
are not required to have the same level of internal 
controls over financial reporting that companies must 
have; nevertheless, she was highly encouraging of these 
compliance activities for unicorns, stating:

And beyond any specific regulatory 
requirements, some of the principles 
that characterize public companies – 
transparency with investors, controls 
on financial reporting, strong corporate 
governance – have applicability and 
relevance to private companies, especially 
those pre-IPO companies that aspire to 
go public, and should not be overlooked 
or avoided, whether or not mandated by 
federal law or an SEC regulation.

As gatekeepers, the board of directors watches over the 
business, communicates expectations and asks the tough 
questions. This is true of the board of directors of any 
company. However, as Chair White emphasized, companies 
with sizeable valuations need to be particularly mindful of 
the makeup of their boards.

(continued on page 3)
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She elaborated with a list of questions that private 
companies should ask themselves when evaluating  
their boards:

• “Is your board expanding from founders and venture 
seats to include outsiders with larger, and ideally 
public, company experience?”

• “Do you have the right regulatory and financial 
expertise on your boards to appropriately make 
decisions on behalf of all investors?”

• “Do you have the relevant expertise in the particular 
industry in which your company functions to bring to 
bear different viewpoints and spot critical issues?”

• “Is your company, in short, being run and governed for 
the benefit of all of your investors.”

(Our private company guide to D&O insurance5 is a good 
place to start on how to ensure that your private company 
directors are protected through insurance.)

New Types of Capital Formation

While the focus may be on unicorns, those private companies 
without magic horns are not out of the woods just yet. The 
SEC is also looking toward how private companies are 
managing capital formation, such as through Regulation A+ 
crowdfunding6 and secondary market trading.

With secondary market trading, the SEC is particularly 
concerned about the effect of private company valuations 
on secondary market actors. Protecting small investors 
has always been of particular importance to the SEC, 
so companies should expect scrutiny in this area to be 
sustained and intense.

Secondary Trading Market

To recruit the best and the brightest, startups usually offer 
equity-heavy compensation packages to potential 
employees. This places enormous upward pressure on 
companies to inflate stock value so as to woo—and keep—
their superstars.

But there may be situations in which these stock valuations 
don’t always align with what other employees or investors 
have been told, or what the open market might fairly predict.

In Chair White’s own words:

In the unicorn context, there is a worry 
that the tail may wag the horn, so to speak, 
on valuation disclosures. The concern 
is whether the prestige associated with 
reaching a sky high valuation fast drives 
companies to try to appear more valuable 
than they actually are.

(For more on what happens when valuations go wrong 
and how independent directors can respond, check out an 
earlier post here7.)

Separately, private companies often severely restrict the 
transfer of shares, making company shares nearly illiquid, 
but are not always sufficiently transparent about these 
restrictions to their employee investors.

Chair White admitted that investors in these markets may 
not be interested in selling until the big IPO event. Still, she 
emphasized that the SEC would continue scrutinizing these 
and similar practices to make sure that secondary market 
actors have transparency around both value and trading.

To address these concerns, private companies should 
develop mechanisms to monitor recruiting behavior, 
company disclosures and trading practices.

Valuations should be fair, true and accurate.
Disclosures should be thorough.

Written policies and procedures should be in place to 
address compensation, insider trading and financial 
reporting.

We also recommend implementing a formal whistleblower 
program. The SEC has positioned itself as the 
whistleblower’s advocate8.  

(continued on page 4)

5  https://wsandco.com/do-notebook/priv-comp-do-guide/
6  https://wsandco.com/do-notebook/regulation-crowdfunding/
https://wsandco.com/do-notebook/unicorns-down-rounds-and-
independent-directors/
7  https://wsandco.com/do-notebook/unicorns-down-rounds-and-
independent-directors/
8  http://www.sec.gov/news/speech/chair-white-remarks-at-garrett-
institute.html
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If the SEC becomes more visible in its efforts to regulate 
private companies, whistleblower complaints by private 
company employees will proliferate. Developing a formal 
mechanism to allow employees to raise concerns about 
management and governance will mitigate the risk that 
employees will seek other avenues to air their grievances 
and seek relief.

The curious eye of the SEC can be turned away if its gaze 
finds only good governance and disclosure. Moreover, 
good governance controls and transparency is good for—
and looks good to D&O insurance carriers as well.

In the face of increasing scrutiny by the SEC, private 
companies should revisit these issues with their board, 
advisors and outside counsel.

This content originally appeared as a guest blog post in “D&O 
Notebook: Directors & Officers Liability Blog,” Woodruff-Sawyer & 
Co., June 2016.  www.wsandco.com/do-notebook/secs-curiosity-
unicorns/ 
 
The views expressed in this briefing are solely those of the author. 
This briefing should not be taken as insurance or legal advice for 
your particular situation. 

Woodruff-Sawyer is one of the largest independent insurance 
brokerage firms in the nation, and an active partner of Assurex 
Global and International Benefits Network. For over 98 years, we 
have been partnering with clients to deliver effective insurance, 
employee benefits and risk management solutions, both nationally 
and abroad. Headquartered in San Francisco, Woodruff-Sawyer has 
offices throughout California and in Oregon, Washington, Colorado, 
Hawaii and New England.  
 
For more information, call 844.WSANDCO (844.972.6326) or visit 
www.wsandco.com. 
 
Priya Cherian Huskins can be reached at 415.402.6527  
or phuskins@wsandco.com. 

http://www.wsandco.com/do-notebook/secs-curiosity-unicorns/
http://www.wsandco.com/do-notebook/secs-curiosity-unicorns/
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8/26/2021 SEC.gov | Elon Musk Settles SEC Fraud Charges; Tesla Charged With and Resolves Securities Law Charge
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Washington D.C., Sept. 29, 2018 —

Elon Musk Settles SEC Fraud Charges;

Tesla Charged With and Resolves

Securities Law Charge

Settlement Requires Musk to Step Down as Tesla’s Chairman;

Tesla to Appoint Additional Independent Directors; Tesla and

Musk Agree to Pay $40 Million in Penalties

FOR IMMEDIATE RELEASE 
2018-226

The Securities and Exchange Commission announced today that
Elon Musk, CEO and Chairman of Silicon Valley-based Tesla Inc., has agreed to settle the securities
fraud charge brought by the SEC against him last week.  The SEC also today charged Tesla with
failing to have required disclosure controls and procedures relating to Musk’s tweets, a charge that
Tesla has agreed to settle.  The settlements, which are subject to court approval, will result in
comprehensive corporate governance and other reforms at Tesla—including Musk’s removal as
Chairman of the Tesla board—and the payment by Musk and Tesla of financial penalties.

According to the SEC’s complaint against him, Musk tweeted on August 7, 2018 that he could take
Tesla private at $420 per share — a substantial premium to its trading price at the time — that funding
for the transaction had been secured, and that the only remaining uncertainty was a shareholder vote. 
The SEC’s complaint alleged that, in truth, Musk knew that the potential transaction was uncertain and
subject to numerous contingencies.  Musk had not discussed specific deal terms, including price, with
any potential financing partners, and his statements about the possible transaction lacked an adequate
basis in fact.  According to the SEC’s complaint, Musk’s misleading tweets caused Tesla’s stock price
to jump by over six percent on August 7, and led to significant market disruption.

According to the SEC’s complaint against Tesla, despite notifying the market in 2013 that it intended to
use Musk’s Twitter account as a means of announcing material information about Tesla and
encouraging investors to review Musk’s tweets, Tesla had no disclosure controls or procedures in
place to determine whether Musk’s tweets contained information required to be disclosed in Tesla’s
SEC filings.  Nor did it have sufficient processes in place to that Musk’s tweets were accurate or
complete.

Musk and Tesla have agreed to settle the charges against them without admitting or denying the SEC’s
allegations.  Among other relief, the settlements require that:

Press Release
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Musk will step down as Tesla’s Chairman and be replaced by an independent Chairman.  Musk
will be ineligible to be re-elected Chairman for three years;

Tesla will appoint a total of two new independent directors to its board;

Tesla will establish a new committee of independent directors and put in place additional
controls and procedures to oversee Musk’s communications;

Musk and Tesla will each pay a separate $20 million penalty.  The $40 million in penalties will be
distributed to harmed investors under a court-approved process. 

“The total package of remedies and relief announced today are specifically designed to address the
misconduct at issue by strengthening Tesla’s corporate governance and oversight in order to protect
investors,” said Stephanie Avakian, Co-Director of the SEC’s Enforcement Division. 

“As a result of the settlement, Elon Musk will no longer be Chairman of Tesla, Tesla’s board will adopt
important reforms —including an obligation to oversee Musk’s communications with investors—and
both will pay financial penalties,” added Steven Peikin, Co-Director of the SEC’s Enforcement
Division.  “The resolution is intended to prevent further market disruption and harm to Tesla’s
shareholders.”

The SEC’s investigation was conducted by Walker Newell, Brent Smyth, and Barrett Atwood and
supervised by Steven Buchholz, Erin Schneider, and Jina Choi in the San Francisco Regional Office
and Cheryl Crumpton in the SEC’s Home Office.

###

Related Materials

Chairman Clayton statement

SEC Complaint - Tesla

SEC Complaint - Elon Musk

https://www.sec.gov/news/public-statement/clayton-settlements-elon-musk-and-tesla
http://www.sec.gov/litigation/complaints/2018/comp-pr2018-226.pdf
http://www.sec.gov/litigation/complaints/2018/comp-pr2018-219.pdf
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SENTENCING MEMORANDUM AND ORDER

'Must Not One Judge The Man As A Whole?'
The US district court judge explained that while giving Rajat Gupta a lighter sentence of two years, he wanted to
ensure that others must "be made to understand that when you get caught, you will go to jail"

JED S. RAKOFF

UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 

------------------------------------- 
UNITED STATES OF AMERICA, 

v- 
RAJAT K. GUPTA, Defendant.

 ------------------------------------- 
JED S. RAKOFF, U.S.D.J. 11 Cr. 907 (JSR)

SENTENCING MEMORANDUM AND ORDER

The Court is called upon to impose sentence on Rajat K. Gupta, who on June 15, 2012, was found guilty by a
jury of one count of conspiracy and three counts of substantive securities fraud, in connection with providing
material non-public information to Raj Rajaratnam. Federal law requires a court to state, not only orally but in
writing, its reasons for imposing a sentence “different from” a Guidelines sentence. 18 U.S.C. § 3553(c)(2).
See also United States v. Rattoballi, 452 F.3d 127, 128-29 (2d Cir. 2006). This will be a non-guidelines
sentence, and, accordingly, the Court will both read this Sentencing Memorandum in open court and docket it
promptly thereafter.



Imposing a sentence on a fellow human being is a formidable responsibility. It requires a court to consider,
with great care and sensitivity, a large complex of facts and factors. The notion that this complicated analysis,
and moral responsibility, can be reduced to the mechanical adding-up of a small set of numbers artificially
assigned to a few arbitrarily-selected variables wars with common sense. Whereas apples and oranges may
have but a few salient qualities, human beings in their interactions with society are too complicated to be
treated like commodities, and the attempt to do so can only lead to bizarre results.

Nowhere is this more obvious than in this very case, where the Sentencing Guidelines assign just 2 points to
Mr. Gupta for his abuse of a position of trust -- the very heart of his offense -- yet assign him no fewer than 18
points for the resultant but unpredictable monetary gains made by others, from which Mr. Gupta did not in any
direct sense receive one penny.

It may be worth remembering that the Sentencing Guidelines were originally designed to moderate
unwarranted disparities in federal sentencing by enacting a set of complicated rules that, it was hypothesized,
would cause federal judges to impose for any given crime a sentence approximately equal to what empirical
data showed was the average sentence previously imposed by federal judges for that crime. See generally
Kimbrough v. United States, 552 U.S. 85, 96 (2007). From almost the outset, however, the Guidelines deviated
from this goal. For example, even though a perceived racial disparity in sentencing was one of the evils the
Guidelines were designed to combat, in actuality the Guidelines imposed in narcotics sentencing a huge racial
disparity that dwarfed any prior such problem. Specifically, the Sentencing Commission, based on limited and
faulty data, originally determined that an ounce of crack cocaine should be treated as the equivalent of 100
ounces of powder cocaine for sentencing purposes, even though the two substances were chemically almost
identical and, as later studies showed, very similar in their effects. Since, however, 85 percent of crack
cocaine offenders were black, while most of those who dealt in powder cocaine were Caucasian or Hispanic,
the result of the 100-to-1 ratio was to force upon the courts a gross racial disparity in narcotics sentencing.
See id. at 97-98. It was only in 2010 that the ratio was changed from 100-to-1 to 18-to-1; and even then as
much on the basis of conjecture as evidence. See generally Dorsey v. United States, 132 S.Ct. 2321, 2326
(2012). For the Sentencing Commission had no more empirical basis for imposing the ratio of 18-to-1 than for
earlier imposing the ratio of 100-to-1. In both cases, the numbers were plucked from thin air.

While this example is drawn from the area of narcotics, the fundamental point is equally applicable to the
instant case. Here, as there, the numbers assigned by the Sentencing Commission to various sentencing
factors appear to be more the product of speculation, whim, or abstract number-crunching than of any rigorous
methodology –- thus maximizing the risk of injustice.

Another example of the deviation of the Guidelines from the original goals of the Sentencing Commission –-
and one more directly relevant to the instant case –- is the huge increase in the recommended Guidelines
sentences for securities fraud cases. The Guidelines’ calculations for this offense are no longer tied to the
mean of what federal judges had previously imposed for such crimes, but instead reflect an ever more
draconian approach to white collar crime, unsupported by any empirical data. Take the hypothetical but typical
case described by Professor Kate Stith of Yale Law School, involving a typical securities fraud defendant who
pled guilty to inflating the financial figures of a public company, thereby causing at least 250 shareholders to
collectively suffer a reduction of more than $12.5 million in the value of their shares. In 1987, such a defendant
would have faced a Guidelines sentence of 30-37 months; but by 2003, the same defendant would have faced
a Guidelines sentence of 151-188 months, a more than 500% increase. See Kate Stith, Federal Sentencing:
The One-Way Ratchet, New York City Bar Association First Annual Conference on White Collar Crime (May
2012). Was such a crime really 500% worse in 2003 than it was in 1987? Had any of the factors that underlie
rational sentencing so radically changed as to warrant such a huge increase?

In fairness, this vast increase in white collar sentencing was partly mandated by Congress, reacting in turn to
public outcry over such massive frauds as Enron and WorldCom. But in implementing the Congressional
mandate, the Sentencing Commission chose to focus largely on a single factor as the basis for enhanced
punishment: the amount of monetary loss or gain occasioned by the offense. By making a Guidelines
sentence turn, for all practical purposes, on this single factor, the Sentencing Commission effectively ignored
the statutory requirement that federal sentencing take many factors into account, see 18 U.S.C. § 3553(a),
and, by contrast, effectively guaranteed that many such sentences would be irrational on their face.

This Court has already had occasion to comment on the unreasonableness of this approach in United States



v. Adelson, 441 F. Supp. 2d 506 (S.D.N.Y. 2006), and hereby adopts by reference the observations made
there. But there is no better illustration of the irrationality of this approach than the instant case: for of the total
of 30 Guidelines points calculated by the Probation Department and endorsed by the Government as reflecting
the proper measure of Mr. Gupta’s crime and punishment, no fewer than 20 –- or two-thirds of the total -– are
exclusively the product of Rajaratnam’s and his companies’ monetary gain, in which Mr. Gupta did not share in
any direct sense.

It might be argued that the Guidelines still work to minimize disparities. But if the sentences so calculated are
the product of placing an overwhelming emphasis on a factor that may be central to some frauds but largely
incidental to others, the effect is to create, in the name of promoting uniformity, a sentencing disparity of the
most unreasonable kind.

The heart of Mr. Gupta’s offenses here, it bears repeating, is his egregious breach of trust. Mr. Rajaratnam’s
gain, though a product of that breach, is not even part of the legal theory under which the Government here
proceeded, which would have held Gupta guilty even if Rajaratnam had not made a cent. While insider trading
may work a huge unfairness on innocent investors, Congress has never treated it as a fraud on investors, the
Securities Exchange Commission has explicitly opposed any such legislation, and the Supreme Court has
rejected any attempt to extend coverage of the securities fraud laws on such a theory. See, e.g., Chiarella v.
United States, 445 U.S. 222, 232-235 (1980). Prosecution of insider trading therefore proceeds, as in this
case, on one or more theories of defrauding the institution (or its shareholders) that owned the information.
See, e.g., Dirks v. SEC, 463 U.S. 646, 660-64 (1983); Carpenter v. U.S., 484 U.S. 19, 25-27 (1987). In the eye
of the law, Gupta’s crime was to breach his fiduciary duty of confidentiality to Goldman Sachs; or to put it
another way, Goldman Sachs, not the marketplace, was the victim of Gupta’s crimes as charged. Yet the
Guidelines assess his punishment almost exclusively on the basis of how much money his accomplice gained
by trading on the information. At best, this is a very rough surrogate for the harm to Goldman Sachs.

The Court is nonetheless mandated to calculate the defendant’s Guidelines range, see 18 U.S.C. § 3553(a)(4)
(A), even if, as the Court now holds, the non-guideline sentence that it intends to impose would not vary one
whit if the Guidelines calculation was that proposed by the Government, that proposed by the defendant, or
anywhere in between.

The parties agree that the base offense level for the offense of which Mr. Gupta stands convicted is 8 points,
and that 2 points must be added for abuse of trust. To these 10 points must be added the number of points
corresponding to the amount of monetary gain resulting from the offense. Such gain is defined in the official
comment to the pertinent section of the Guidelines as “the total increase in value realized through trading in
securities by the defendant and persons acting in concert with the defendant or to whom the defendant
provided inside information.” U.S.S.G. § 2B1.4 cmt. As Judge Holwell pointed out in connection with Mr.
Rajaratnam’s sentencing, this “phrase is not a model of clarity.” United States v. Rajaratnam, No. 09 Cr. 1184
(RJH), 2012 WL 362031, at *14 (S.D.N.Y. Jan. 31, 2012). Nonetheless, it seems reasonably clear to this Court
that the comment limits the calculation to gains made or losses avoided in trades that were based, in whole or
in part, on the inside information.

In the instant case, however, it is also clear to the Court, both from the jury’s split verdict and from the Court’s
own assessment of the evidence, that the trades in question were those made by Rajaratnam and his Galleon
funds on September 23, 2008 and October 24, 2008, directly and immediately as the result of tips from Gupta.
In the former case, Gupta, late on the afternoon of September 1 23, tipped Rajaratnam about Warren Buffett’s
soon-to-be-announced infusion of $5 billion into Goldman Sachs, whereupon Rajaratnam caused various
Galleon funds to purchase large quantities of Goldman stock just before the market closed. When the Buffett
investment was announced the following morning, the stock surged, causing Galleon to realize an immediate
gain of $1,231,630. In the latter case, Gupta, on October 23, tipped Rajaratnam that Goldman Sachs would
soon report third quarter losses, whereas many analysts were predicting a profit. On the next day, Rajaratnam
sold 150,000 shares of Goldman. Thereafter, as word began to seep out about Goldman’s reduced prospects,
the stock began to fall, and when the poor third quarter results were finally made public on December 16,
2008, it fell still further. Based on all the evidence, the Court concludes that it is more likely than not that
Rajaratnam, in the absence of Gupta’s tip, would not have caused Galleon to sell its valuable Goldman stock
until the morning of December 17, 2008. The tip thus enabled Galleon to avoid losses of $3,800,565. [1] Taken
together, therefore, the September and October tip-based trades resulted in an illegal “gain” of $5,032,195.This
figure, while large, is less than one-third of the $15,355,409 gain calculated by the Government and endorsed



by the Pre-Sentence Report of the Probation Department. But in the arbitrary world of the Guidelines, this big
difference makes little difference. Instead of adding 20 points to Gupta’s Guidelines score, it adds 18 points,
still overwhelming all other factors.

Although the defendant propounds a number of other theories for still further reducing the gain figure, see
Sentencing Memorandum of Rajat K. Gupta at 55-67, the Court rejects these arguments, essentially for the
reasons given by Judge Holwell in rejecting similar arguments at the time of the Rajaratnam sentencing, 2012
WL 362031, at *13-15, as well as the additional reasons set forth in the Government’s two sentencing
memoranda submitted in this case. Thus, the Court concludes that the total offense level is 28, the criminal
history category is I, and the Guidelines range is 78 to 97 months’ imprisonment.

But this Guidelines range does not rationally square with the facts of this case, not only for the reasons
already stated but also because it does not take adequate account of the factors this Court is required by law
to consider in imposing sentence. The Court therefore turns to the bedrock of all federal sentencing, section
3553(a) of Title 18, entitled “Factors to be considered in imposing a sentence.” The very first factor is “the
nature and circumstances of the offense and the history and characteristics of the defendant” (emphasis
supplied). Thus, at the very outset, there is presented the fundamental problem of this sentence, for Mr.
Gupta’s personal history and characteristics starkly contrast with the nature and circumstances of his crimes.

All the evidence before the Court -– not just the letters written on Mr. Gupta’s behalf but also the objective
facts of record –- establish beyond cavil that Mr. Gupta has selflessly devoted a huge amount of time and effort
to a very wide variety of socially beneficial activities, such as the Global Fund to Fight AIDS, Tuberculosis and
Malaria, the Public Health Foundation of India, the Indian School of Business, the Pratham Foundation (which
provides quality education to underprivileged children in India), the Cornell Medical School, the Rockefeller
Foundation, and many many more. As well summarized in his counsel’s sentencing memorandum, such
activities are but illustrations of Mr. Gupta’s big heart and helping hand, which he extended without fanfare or
self-promotion, to all with whom he came in contact.

While some have suggested that the large volume of poignant letters submitted on Mr. Gupta’s behalf are
simply the strategem of a rich, well-connected defendant endeavoring to derail the Court from focusing on his
crimes, this is simply not the case, for the facts recited in most of the letters are well documented and,
indeed, undisputed by the Government. The Court can say without exaggeration that it has never encountered
a defendant whose prior history suggests such an extraordinary devotion, not only to humanity writ large, but
also to individual human beings in their times of need. The Guidelines virtually ignore this measure of the man,
but here as elsewhere the Guidelines must take second place to section 3553(a), which requires a court to
take account of a defendant’s character in imposing sentence. And how could it be otherwise, for on this day
of judgment, must not one judge the man as a whole?

But when one looks at the nature and circumstances of the offense, the picture darkens considerably. In the
Court’s view, the evidence at trial established, to a virtual certainty, that Mr. Gupta, well knowing his fiduciary
responsibilities to Goldman Sachs, brazenly disclosed material non-public information to Mr. Rajaratnam at
the very time, September and October 2008, when our financial institutions were in immense distress and
most in need of stability, repose, and trust. Consider, for example, his tip to Rajaratnam on September 23,
2008. With Goldman Sachs in turmoil but on the verge of being rescued from possible ruin by an infusion of $5
billion, Gupta, within minutes of hearing of the transaction, tipped Rajaratnam, so that the latter could trade on
this information in the last few minutes before the market closed. This was the functional equivalent of stabbing
Goldman in the back.

So why did Mr. Gupta do it? Since motive is not an element of the offenses here in issue, it did not need to be
proved at trial, and so one can only speculate. Having finished his spectacular career at McKinsey in 2007,
Gupta, for all his charitable endeavors, may have felt frustrated in not finding new business worlds to conquer;
and Rajaratnam, a clever cultivator of persons with information, repeatedly held out prospects of exciting new
international business opportunities that Rajaratnam would help fund but that Gupta would lead. There is also
in some of the information presented to the Court under seal an implicit suggestion that, after so many years
of assuming the role of father to all, Gupta may have longed to escape the straightjacket of overwhelming
responsibility, and had begun to loosen his self-restraint in ways that clouded his judgment. But whatever was
operating in the recesses of his brain, there is no doubt that Gupta, though not immediately profiting from
tipping Rajaratnam, viewed it as an avenue to future benefits, opportunities, and even excitement. Thus, by any



measure, Gupta’s criminal acts represented the very antithesis of the values he had previously embodied.

So how does a court balance these polar extremes? In arguing for a non-guideline sentence in the Pre-
Sentence Report, the experienced Senior U.S. Probation Officer Emily Frankelis had this to say: “We believe
the defendant’s commission of the instant offenses was aberrant behavior – not aberrant as defined by the
U.S. Sentencing Guidelines, but rather as defined by Merriam-Webster: ‘ . . . atypical.’” The Court agrees, and
finds that the aberrant nature of Mr. Gupta’s conduct by itself would warrant a non-guideline sentence, even
aside from the other factors favoring leniency. But in order to find just the right sentence, the Court must also
consider two further mandates of section 3553(a): first, “the need for the sentence imposed” to afford specific
deterrence, general deterrence, “just punishment,” and the like; and, second, the requirement that any
sentence imposed be “sufficient, but not greater than necessary, to comply with [these] purposes.”

As to specific deterrence, it seems obvious that, having suffered such a blow to his reputation, Mr. Gupta is
unlikely to repeat his transgressions, and no further punishment is needed to achieve this result. General
deterrence, however, suggests a different conclusion. As this Court has repeatedly noted in other cases,
insider trading is an easy crime to commit but a difficult crime to catch. Others similarly situated to the
defendant must therefore be made to understand that when you get caught, you will go to jail. Defendant’s
proposals to have Mr. Gupta undertake various innovative forms of community service would, in the Court’s
view, totally fail to send this message. Moreover, if the reports of Mr. Gupta’s charitable endeavors are at all
accurate, he can be counted on to devote himself to community service when he finishes any prison term,
regardless of any order of the Court.

At the same time, no one really knows how much jail time is necessary to materially deter insider trading; but
common sense suggests that most business executives fear even a modest prison term to a degree that more
hardened types might not. Thus, a relatively modest prison term should be “sufficient, but not more than
necessary,” for this purpose.

There are, however, still other factors set forth in § 3553(a) that the Court must, and has, considered, of which
perhaps the most difficult, but most important one, is the concept of “just punishment.” While all the other
factors under section 3553 partake to a lesser or greater degree of policy considerations, “just punishment”
taps a deeper vein. Human beings, as social animals, are programmed to respect moral values. This is why
people without shame or guilt are considered psychopaths, and also why violations of the moral order raise
such deep passions in the human breast. As people have come to understand that insider trading is not only a
sophisticated form of cheating but also a fundamental breach of trust and confidence, they have increasingly
internalized their revulsion for its commission. While no defendant should be made a martyr to public passion,
meaningful punishment is still necessary to reaffirm society’s deep-seated need to see justice triumphant. No
sentence of probation, or anything close to it, could serve this purpose. After carefully weighing all these, and
other, relevant factors, the Court concludes that the sentence that most fulfills all requirements of section
3553(a) is two years in prison. Rajat K. Gupta is therefore sentenced to 24 months’ imprisonment, concurrent
on all counts, to be followed by one year of supervised release, on the terms stated from the bench and here
incorporated by reference. The otherwise mandatory forfeiture has been waived by the Government, but Court
imposes a fine in the sum of $5,000,000. The Court will defer the determination of restitution for up to 90 days,
as permitted by federal law. A formal Judgment embodying these terms and incorporating this Memorandum
by reference will issue shortly. Meanwhile, Mr. Gupta is ordered to surrender to the designated prison by 2
p.m. on January 8, 2013.

SO ORDERED. 
JED S. RAKOFF, 
U.S.D.J. 
Dated: October 24, 2012, 
New York, New York

[1] If the Court were assessing the evidence without the  benefit of the jury’s verdict, it might find that the
Government had proved, at least by a preponderance of evidence, that some of additional Galleon trades were
also, as the Government alleged, the product of Gupta’s tips. But a decent respect for the jury’s assessment
of the evidence, albeit under a higher standard, properly informs this Court’s assessment.

United States of America V Rajat K. Gupta
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In a speech before the Aspen Security Forum on August 3, 2021, Securities and Exchange Commission

(“SEC” or “Commission”) Chair Gary Gensler urged lawmakers to provide him with the power to police

cryptocurrency trading, referring to it as the “Wild West.”[1] While he noted that the views he was sharing

were his own and not those of the SEC, Chair Gensler made clear his concerns that the markets are “rife

with fraud, scams, and abuse” where, in many cases, investors are unable to get the data they need in order

to make an informed decision.[2] These statements come after many months of the market wondering

where Chair Gensler would fall on cryptocurrency enforcement, especially given the omission of digital

assets from the SEC’s recently published regulatory agenda, which listed a number of the Commission’s rule

proposals for the next year.[3] Nevertheless, it is clear that the SEC plans to regulate cryptocurrency

markets to the maximum extent possible using its existing authority. And the two enforcement actions

brought by the SEC in the days following Chair Gensler’s speech illustrate the Commission’s clear intention

to double down on crypto enforcement.[4]

The SEC’s Approach to Digital Assets

The SEC and its staff have generally been skeptical of digital assets. To date, the application of the securities

laws to digital assets has been guided by SEC officials’ speeches,[5] SEC staff (as opposed to Commission)

guidance,[6] the DAO Section 21(a) Report, [7] and enforcement actions.[8] The Commission has stood

behind its staff’s guidance, applying the Howey test[9] to digital assets to determine whether the asset is an

investment contract and therefore a security. There have been many calls for regulatory clarity as it applies

to digital assets, decentralized finance (“DeFi”) products, and nonfungible tokens.[10] Commissioner Peirce

has proposed token safe harbors and legislation has been proposed to clarify the regulatory landscape for

digital assets, but no regulations or legislation to clarify the regulatory landscape of digital assets has been

enacted.

Chair Gensler’s Regulatory and Enforcement Approach to Digital Assets

There has been an expectation that Chair Gensler would focus on enforcement and regulation of digital

assets. Given that, it’s worth noting that Chair Gensler taught courses at the MIT Sloan School of

Management on blockchain technology and digital currencies. In statements before being nominated as the

SEC Chair, he stated that if the “crypto world is going to be part of the future,” it has to come within a
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regulatory scheme that “guard[s] against illicit activity” and “protect[s] investors[,]”[11] and that while

crypto markets are “rife with scams, fraud, hacks and manipulation,” regulation could promote consumer

confidence in those markets.[12] Yet he has seemed to remain critical of digital assets.

In what is arguably the first significant public commentary on cryptocurrency since his confirmation, Chair

Gensler’s August 3 statement sets forth a clear path of active enforcement and regulation, and calls for

legislation of what he deems the unregulated crypto market, which he notes has had explosive growth and a

purported value of $1.6 trillion, with 77 tokens worth at least $1 billion each.[13] He explained that no single

crypto asset “broadly fulfills all the functions of money,” which he defined as a store of value, a unit of

account, and a medium of exchange. Rather, he views crypto assets as primarily providing “digital, scarce

vehicles for speculative investment,” and thus can be seen as highly speculative stores of value.[14] He

stated that crypto assets are not generally used as a unit of account. Nor does he believe that cryptocurrency

has been used much as a medium of exchange, except in cases in which it has been used to “skirt our laws

with respect to anti-money laundering, sanctions, and tax collection.”[15] He stated that the crypto industry

is like the “Wild West” and that there is not enough investor protection. This is even more telling in light of

his apparent view that investor protection is paramount of the SEC’s tripart mission — to protect investors;

facilitate capital formation; and maintain fair, orderly, and efficient markets.[16]

Chair Gensler further indicated his agreement with former Chair Clayton when the latter testified that “to

the extent that digital assets like [initial coin offerings, or ICOs] are securities — and I believe every ICO I

have seen is a security — we have jurisdiction, and our federal securities laws apply.” Because Chair Gensler

appears to agree with former Chair Clayton’s concern that “many tokens may be unregistered securities,

without required disclosures and market oversight,”[17] it is clear that Chair Gensler intends to continue to

implement the SEC’s prior views on these assets and ICOs no matter the type of token or product that is

traded. In particular, Chair Gensler noted the numerous cases the SEC has brought in this area, prioritizing

cases involving fraud or other significant harm to investors, and that the SEC has not yet lost a case. Chair

Gensler also expressed concerns about platforms that offer crypto tokens or other products that are priced

off of the value of securities and operate like derivatives as well as concerns with DeFi,[18] stable coins, and

investment vehicles providing exposure to crypto assets. He made clear that he has “urged” SEC staff to

continue their aggressive efforts to protect investors with respect to unregistered sales of securities.

Notably, Chair Gensler stated that he believes certain rules related to crypto assets are well-settled, such as

the test to determine whether a crypto asset is a security — the application of the Howey test. But he sees

gaps in this space, and called on Congress to enact legislation targeted at preventing transactions, products,

and their platforms “from falling between regulatory cracks” in an effort to protect investors from what he

believes is a “volatile sector.”[19]

Conclusion

Market participants should consider themselves forewarned that Chair Gensler views the digital asset

industry as the “Wild West” and investors need to be better protected, which likely means an even more

active enforcement initiative in this area. All market participants in this industry would be well-advised to

ensure that they are operating within the confines of the many applicable laws, regulations, and best
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practices — to include those that arise from securities laws, commodities laws, tax laws, and Treasury

regulations. 
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