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UNITED STATES

~ ~ SECURITIES AND EXCHANGE COMMISSION

WASHINGTON. D.C. 20549

DIVISION OF

MARKET REGULATION

December4, 2003

RichardSpillenkothen
Director
Division ofBankingSupervisionandRegulation
BoardofGovernorsoftheFederalReserveSystem

20th andC Streets,NW
Mail Stop 177
Washington,DC 20551

DouglasW. Roeder
SeniorDeputyComptroller
LargeBankSupervision
Office oftheComptrolleroftheCurrency
250 E Street,SW
Mail Stop9-9
Washington,DC 20219

Re: Guidanceon thePotentialLiability of FinancialInstitutionsfor SecuritiesLaw
Violations Arising from DeceptiveStructuredFinanceProductsandTransactions

DearMessrs.SpillenkothenandRoeder:

As you know,on January2, 2003,thePermanentSubcommitteeon Investigations
of theSenateCommitteeon GovernmentalAffairs issuedareportexaminingtheroleof
financialinstitutions in thecollapseof EnronCorporation. Thereportrecommended
severalactionsthattheFederalReserve,OfficeoftheComptrolleroftheCurrency,and
Securitiesand ExchangeCommissioncouldtaketo stopbanksandsecuritiesfirms from
helpingU.S. companiesengagein deceptivestructuredfinancetransactions.The
SubcommitteeaskedtheFederalReserve,0CC, andSEC for a responseto thereport’s
recommendations.

In ajoint response,theSEC indicated,amongotherthings, that it would provide
guidanceto the bankingregulatorsexplainingthestatutorybasesfor potentialliability of
secondaryactors,including primaryandaiding andabettingviolationsofSection 10(b)
of theSecuritiesExchangeAct of 1934. Theenclosedmemorandumfrom theSEC’s
Office oftheGeneralCounselis intendedto providesuchguidance.Thememorandum
discusses:(1) theprincipal typesofsecuritieslaw violationsthat canarisefrom theuse
of deceptivestructuredfinanceproductsandtransactions;and(2) themannerin which
financialinstitutions thatoffer suchdeceptiveproducts,orparticipatein such
transactions,maybe liablefor theseviolations.
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I hope
regarding this

thatthis guidancewill be useful to you. If you haveanyquestions
matter,pleasedo not hesitateto contactmeat (202) 942-0090.

Sincerely,

Enclosure

cc: TheHonorableSusanM. Collins
TheHonorableJosephI. Lieberman
TheHonorableNorm Coleman
TheHonorableCarl Levin

AnnetteL. Nazareth
Director
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Michael Bloise

RE: Guidanceon thePotentialLiability of FinancialInstitutionsfor Securities
Law Violations Arising from DeceptiveStructuredFinanceProductsand
Transactions

A. INTRODUCTION

On January2, 2003,thePermanentSubcommitteeon InvestigationsoftheSenate
Committeeon GovernmentalAffairs issuedareportexaminingtherole offinancial
institutionsin thecollapseof EnronCorporation.Thereportrecommendedseveral
actionsthat theFederalReserve,Office of theComptrollerof theCurrency(“0CC”), and
Securitiesand ExchangeCommission(“SEC”) couldtaketo stopbanksandsecurities
firms from helpingU.S. companiesengagein deceptivestructuredfinancetransactions.
Among therecommendations,thereportsuggestedthat theSECprovidebanking
regulatorswith a statementthat it is the SEC’spolicy to takeenforcementactionagainsta
financialinstitutionthat offersadeceptivefinancialproductto, orparticipatesin
deceptivefinancial transactionswith, aU.S. publicly tradedcompany,therebyaidingand
abettingthatcompany’sinclusionof materiallyfalseormisleadinginformationin its
financial statementsor reports.

The SubcommitteeaskedtheFederalReserve,DCC, andSECto respondto the
report’srecommendations.In ajoint response,the SEC indicated,amongotherthings,
that it would providealetter to thebankingregulatorsexplainingthestatutorybasesfor
potential liability ofsecondaryactors,includingprimaryandaiding andabetting
violations of Section10(b)ofthe SecuritiesExchangeAct of 1934(‘~ExchangeAct”).
Thepurposeof this memorandumis to providesuchguidance,including: (1) the
principal typesof securitieslaw violationsthatcanarisefrom theuseofdeceptive
structuredfinanceproductsand transactions;and (2) themannerin which financial
institutionsthat offer suchdeceptiveproducts,or participatein suchtransactions,may be
liable for theseviolations.



B. DISCUSSION

1. Principal SecuritiesLaw Violations Arising from DeceptiveStructured
FinanceProductsandTransactions

Thetypesof securitieslawviolations thatmayarisefrom theuseofdeceptive
structuredfinanceproductsandtransactionsdependupontheuniquefactsand
circumstancesofeachcase. Thefollowing discussionhighlightstheprincipalcategories
ofsecuritieslaw violationsthat arisefrom commonfactpatterns,and is not intendedto
be an exhaustivelist.

a. Antifraud Violations

Deceptivestructuredfinancetransactionsmaygiverise to violationsofthe
antifraudprovisionsof thefederalsecuritieslaws- particularlySection10(b)ofthe
ExchangeAct and Section17(a)of theSecuritiesAct of 1933(“SecuritiesAct”). Section
10(b)of theExchangeAct andRule lOb-5 thereundermakeit unlawful for any person,in
connectionwith thepurchaseorsaleof any security,to employany device,scheme,or
artifice to defraud;to makeany untruestatementofamaterialfactor to omit to statea
materialfactnecessaryin orderto makethestatementsmade,in thelight ofthe
circumstancesunderwhichtheyweremade,notmisleading;orto engagein any act,
practice,orcourseofbusinesswhich operatesorwould operateasa fraud ordeceitupon
anyperson. Section17(a)of theSecuritiesAct prohibitssimilarmisconductin theoffer
or saleof any securities.

To provean antifraudviolation baseduponamisstatementoromissionof afact,
thefactmustbe material. Basic, Inc. v. Levinson,485 U.S. 224, 233 (1988);TSC
Industries.Inc. v. Northway,Inc., 426 U.S. 438,449 (1976). A fact is materialif thereis
asubstantiallikelihoodthat areasonableinvestorwould considerthe information
importantin makingan investmentdecision.Basic,485 U.S. at 23 1-32; TSC Industries.
426U.S. at 449. For example,misrepresentationsconcerningafirm’s financial resources
or its ability to meetits obligationsmaybe material. SEC v. ChampionshipSports
Management.Inc., 599 F. Supp.527. 532-33(S.D.N.Y. 1984);SEC v. North Am
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Research& DevelopmentCorp., 375 F. Supp.465, 470 (S.D.N.Y. 1974).affd, 511 F.2d
1217 (2d Cir.), cert. deniedsubnom.. White v. SEC,423 U.S. 830 (1975).

To proveaviolation of Section10(b)andRule lOb-S.theSECalsomustprove
that thedefendantactedwith scienter.Aaronv. SEC,446 U.S. 680, 691 (1980). Scienter
is establishedby showing“a mentalstateembracingintent to deceive,manipulateor
defraud.” Ernst& Ernstv. Hochfelder,425 U.S. 185, 193 n. 12(1976). A numberof
U.S. Courtsof Appealsalsohaveheldthat recklessnesssatisfiesthescienterrequirement.
See,e.~,Hollinger v. Titan CapitalCorp.,914 F.2d 1564, 1569 (

9th Cir. 1990)(en bane).
A showingof scienteralso is necessaryto establishaviolation of Section17(a)(l)ofthe
SecuritiesAct, but ashowingofnegligenceis sufficientto establishaviolation of
Sections17(a)(2)or (3) of theSecuritiesAct. Aaron, 446 U.S. at 695-6.



The “in connectionwith” requirementof Section10(b) requiresonly that there
bea nexusor relationshipbetweenthe fraud and a securitiestransaction. Oneway that
requirementcanbe satisfiedis by showingthat thereexistsa reasonableexpectationthat
publicly disseminatedstatementswill causereasonableinvestorsto buy or sell securities
in reliancethereon,regardlessof the existenceof contemporaneoustransactionsby or
onbehalfof the violator. SEC v. Savoy Industries,Inc., 587 F.2d 1149, 1171 (D.C.
Cir. 1978), citin~gSEC v. TexasGulf SulphurCo., 401 F.2d 833, 860-61(2nd Cir.
1968),cert. denied,394 U.S. 976 (1969). Thus, a company’sissuanceof false and
misleadingstatementsmaybe “in connectionwith” thepurchaseor saleof securities
irrespectiveof whetherthecompanyis thenengagedin an offering of securities. ~
SEC v. Jakubowski,150 F.2d675, 680 (7th Cir. 1998),cert. denied,525 U.S. 1103
(1999)(misrepresentationssatisfy “in connectionwith” requirementif they influencean
investmentdecision).

Thereareanumberofwaysin which deceptivestructuredfinancetransactions
mayviolatetheantifraudprovisions. Forexample,an issuermayfalselycharacterizethe
natureofthe transactionin apressrelease,shareholderreport,oron theInternet. An
issueralsomaydeceiveinvestorsby includingmateriallymisleadingstatementsrelating
to a structuredfinancetransactionin thereportsthatit files with theSEC. Thesemight
includean issuer’sfinancialstatementsthat reflectinflatedearningsorcashflow, or
reduceddebt,asaresultofa structuredfinance transaction.As discussedbelow,a
financial institutioncouldbe primarily or secondarilyliable for its role in suchafraud.

b. ReportingViolations

Section13(a) of the ExchangeAct requiresall issuerswhosesecuritiesare
registeredwith the SECto file periodic reportscontainingsuchinformation as theSEC
shallprescribeby its rulesand regulations. Pursuantto Section13(a), the SEC
promulgatedRules 13a-1 and 13a-13,which requireissuersto file with theSECannual
and quarterlyreports,respectively. Rule 13a-11 furtherrequiresissuersto file current
reports(on Form 8-K) upontheoccurrenceof certainevents. Financialstatements
incorporatedin any of thesefilings mustcomplywith RegulationS-X, which in turn
requiresconformity with GenerallyAcceptedAccountingPrincipals(“GAAP”).

Courts uniformly haveheldthat “the requirementthat an issuerfile reports
underSection13(a)embodiestherequirementthat suchreportsbe true and correct.”
SEC v. Savoy Industries,587 F.2d 1149, 1167 (D.C. Cir. 1978). In addition,Rule
12b-20requiresthat suchreportscontainany additional informationnecessaryto ensure
that the requiredstatementsin the reportsarenot, under thecircumstances,materially
misleading. Thus, the tiling of a periodicreportthatcontainsmaterially falseand
misleadingstatementsor that omits materialfacts necessaryto makethestatements
thereinnot misleadingconstitutesa violation of thereportingprovisionsof the
ExchangeAct. No showingof scienteris requiredto establishaviolation ofthe
reportingprovisions. SavoyIndustries,587 F.2dat 1167.



Issuersthat include inaccurateor misleadinginformationconcerningstructured
finance transactionsin reportsfiled with theSEC may violate thereportingprovisions.
Reportingviolations often occurin connectionwith financial fraud cases. In such
cases,an issuermayconcealthetrue natureof a fraudulenttransactionthroughfalse
financialstatementsin SECreports. In the-courseof working with an issuer,a
financial institutioncould aidand abetorcausethe issuer’sviolation.

c. Recordkeepingand InternalControlsViolations

Section13(b)(2)(A)of theExchangeAct requiresissuersto makeand keep
books,records,and accountswhich, in reasonabledetail, accuratelyandfairly reflect
thetransactionsof the issuer. Section13(b)(2)(B) furtherrequiresissuersto deviseand
maintainan adequatesystemof internal accountingcontrols. Scienteris not requiredto
establishaviolation ofSection 1 3(b)(2)(A) or(B). SEC v. Tiffany IndustriesInc., 535 F.
Supp.1160(E.D. Mo. 1982).

Rule 13b2-1prohibits,directly or indirectly, falsifying orcausingto be falsified,
any book,record,oraccountsubjectto Section1 3(b)(2)(A) oftheExchangeAct. Rule
I 3b2-2prohibitsanofficerordirectorof anissuerfrom makingmateriallyfalsestatements
oromittingto stateamaterialfact necessaryto makestatementsmadenot misleadingto an
accountantin connectionwith anaudit or in connectionwith thepreparationof any
documentto be filed with theSEC.

Section13(b)(5)oftheExchangeAct prohibitsany personfrom knowingly
circumventingorfailing to implementa systemof internalaccountingcontrolsor
knowingly falsifying any book,record,or accountrequiredto bemadeandkeptby
Section13(b)(2)ofthe ExchangeAct. Liability underSection13(b)(5)requiresa
showingofscienter. SEC v. PictureTelCorp. etal., ExchangeAct Rel. No. 45665,2002
SECLEXIS 799 (March28, 2002).

Like reportingviolations, recordkeepingandinternal controlsviolationsoften
ariseasa resultof financial fraud. An issuerthatengagesin a deceptivestructured
financetransactionmaytakestepsto concealthe fraud, includingmanipulatingbooks
and recordsand bypassinginternalcontrols. As discussedbelow, liability may accrue
to a financial institutionfor an issuer’sviolation of theseprovisions.

2. PotentialLiability of FinancialInstitutions for SecuritiesLaw Violations
Arising from DeceptiveStructuredFinanceProductsand Transactions

a. PrimaryLiability

Dependinguponthespecific factsat issue,it is possiblefor afinancial institution
to haveprimaryliability for securitiesfraud for offering deceptivestructuredfinance
productsto, or participatingin deceptivestructuredfinancetransactionswith, an issuer.
Thereis precedentto supportthe impositionof primaryliability both on personswho
makefraudulentmisrepresentationsandon thosewho know offraud andassistin its
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