John Amaya

Lesson: White Collar Crime
Time/Date:  12:30-1:25, Wednesday May 11, 2005
Source: Model Lesson  
GOALS:


A. To raise student awareness about “other” serious crimes
B.  To raise student awareness about the social effects of white-collar crime 

C. To provide an opportunity for students to discuss varying views on these types 

of criminals
OBJECTIVES:


A. Knowledge Objectives: At the end of this lesson, students should be able to:

i. Understand the difference between crimes of deceit v. crimes of 
violence


ii. Define white-collar crimes


iii.Understand the far reach of white collar crime laws
B. Skills Objectives:  Students will be able to:

i. Critically analyze what differences, if any, exist between the rationales 
for applying punishment for drug users and stock brokers (gangs v. Martha Stewart)
ii. Be able to articulate (both aloud and in writing) their opinions on

white-collar crime laws
iii. Defend their arguments using statutory interpretation 

C. Attitude Objectives:  Students will be able to:


i. Rationally understand the government perspective


ii. Rationally argue if government goals are being met
CLASSROOM METHODS:

A. Introduction:  

i. Show The Firm (Last 18 minutes, beginning with Mitch coming to speak 

with the Miralto brothers)


ii. Debrief Video


iii. Ask the students to identify the “criminals”



iv. Ask students about Mitch and his approach around the “sexy” crimes



v. Ask students to identify the various crimes discussed in the movie

B. Present White-Collar Basics 

i. Mail Fraud

ii. Securities Fraud 

iii. Insider Trading 


iv. Sarbanes-Oxley Act of 2002

C. Hand out Latest SEC Settlements   

i. Have students read the fact patterns

ii. Ask students to discuss whether justice has been served

iii. Ask students to write down and share with class what statutory changes 

they would make (new bills or amendments)
D. Handout Globalcorp Exercise 
i. Introduce the subject by reading the following to students and discussing 

the questions.



ii. Ask them if the agree with these sentences? If so, why? If not, why not?



iii. Give them additional information 



iii. Given this additional information, ask if they would change either or 

both of the sentences? Why or why not?

E. Business Fraud and Victims Homework

i. Have them take home and read the Enron fact pattern and do the following:

(1) Write down and bring to class two or three of the best questions you can think of which, if answered well, would help you to understand the unethical and/or criminal activities that have been going on in the U.S. business world. 

(2) Imagine that you are a member of Congress. Write down and bring to class two laws do you think would best prevent questionable and illegal business practices?
A.     MAIL FRAUD, 18 U.S.C. § 1341, a crime for anyone to use the U.S. mail or another common carrier in “any scheme or artifice to defraud, or for obtaining money or property by false or fraudulent pretences,” or to engage in counterfeiting.

1.      Elements

a.       Use of the mails, jurisdictional element

i.         Sufficient that the use of the mails was “incident to an essential part of the scheme.”  Pereira v. United States (1954).

ii.                   Test: whether mailing is part of the execution as conceived by the perpetrator.

Example)    Mailing must be in furtherance of scheme or artifice to defraud.  Schmuck v. United States (1989) (used car dealer rolled back odometers before reselling to retail dealers, knew they would have to send title application form through mail to get title, customers getting titles was essential for him to keep scheme going).

iii.                  Can be shown by circumstantial evidence that it was the ordinary business practice to use the mail or receive things through the mail.  Don’t need to show actual mailings.

iv.                 Each mailing is a separate offense.

v.                   Includes other common carriers.  Ex. Fedex, UPS.

b.      Intent to defraud.

i.                     “To act knowingly and with the intent to deceive someone for the purpose of causing some financial loss . . . to another or bring about some financial gain to oneself or another to the detriment of a third party.”  United States v. Hawkey (8th Cir. 1998) (sheriff organized charity concert, put concert on, but also diverted funds for personal use, repaid them, there was intent to defraud, contributors didn’t contribute so he could use funds personally).

ii.                   Lustiger v. United States (9th Cir. 1967) (brochures advertising Nevada property intended to make buyers believe there was readily accessible water when there clearly wasn’t, more than mere deception, buyers didn’t get what they paid for, half-truths in aggregate constituted fraud, went to “heart of the bargain”).

d.      “Fraud”
i.                     Very fluid concept, roughly “an effort to gain an undue advantage or to bring about some harm through misrepresentation or breach of duty.”

2.      Penalties

a.       Penalty increased under Sarbanes-Oxley 2002 from fine and/or 5 years imprisonment to fine and/or 20 years imprisonment.

b.      If a financial institution is affected, penalty is $1M fine and/or 30 years.

B.  SECURITIES FRAUD
1.  The Securities Act of 1933 and the Securities Exchange Act of 1934 create all kinds of civil liability for violating securities laws, rules, and regulations.

2. 15 U.S.C. § 78ff makes it a crime to “willfully” violate any of those laws or rule or regulations under those laws, and also a crime to “willfully and knowingly” make a false or misleading statement with respect to a material fact.

i.      Willfulness: conduct that is deliberate and intentional as opposed to accidental or inadvertent, does not require specific intent to disregard the law.

2.      Defenses of Good Fith and No Knowledge.

a.      United States v. Bilzerian (2nd Cir. 1991) (defendant bought stock with “personal” funds, but really he had investors, didn’t disclose them; if you assert good faith belief that actions were lawful and this is based on attorney’s advice, attorney-client privilege is waived and conversation is subject to cross-examination).

b.     No knowledge proviso: if a person does not have knowledge of a specific rule or regulation that he violates, then he can only face a fine, not imprisonment.

1.      If defendant knows his conduct is in violation of the law in general, it doesn’t matter that he didn’t know a specific rule.  The no knowledge proviso is inapplicable.  United States v. Lilley (S.D. Tex 1968) (defendants bought and sold stock to show liquidity of the market).

C.     INSIDER TRADING: § 10(b) of the SEA of 1934 prohibits the use, in connection with the purchase or sale of any security, of any manipulative or deceptive device or contrivance in contravention of SEC rules.  Rule 10b-5 says it is unlawful for any person, through interstate commerce, mails, or national securities exchange, (a) to employ any device, scheme, or artifice to defraud, (b) to make any untrue statement or omit a material fact, or (c) to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.  Insider trading constitutes a scheme to defraud.

i.                     True insiders: directors, executive officers, other automatic fiduciaries to the shareholders.

ii.                   Constructive/Temporary insiders: people entrusted with material nonpublic information who become fiduciaries to the shareholders.  Ex. lawyers, accountants, 

D.      SARBANES-OXLEY SECURITIES FRAUD, 18 U.S.C. § 1348, a crime to knowingly execute or attempt to execute a scheme or artifice (1) to defraud another person in connection with any security of a designated issuer; or (20 to obtain money or property through false or fraudulent pretenses, etc., in connection with the purchase or sale of any security of a designated issuer.

i.  Based on mail fraud.

ii. No jurisdictional requirement, but needs fraud
SEC Settlement

KPMG Settles SEC Securities Fraud Action Related to Xerox Audit

Big Four accounting firm KPMG settled the SEC civil fraud action related to its auditing work on behalf of Xerox Corp. in the late 1990s by agreeing to the entry of a cease-and-desist order, the payment of a civil penalty of $10 million, and to disgorge its fees from the Xerox engagement of $9.8 million plus interest -- a total payment of $22.475 million.  The SEC's Litigation Release describes KPMG's role in the Xerox accounting fraud:

[F]rom 1997 through 2000, KPMG permitted Xerox to manipulate its accounting practices to close a $3 billion "gap" between actual operating results and results reported to the investing public. During this period, Xerox used topside accounting actions at the end of financial reporting periods to increase equipment revenue and earnings through the improper acceleration of revenue from long term leases of Xerox copiers and through manipulation of excess or "cookie jar" reserves. Most of Xerox's topside accounting actions violated generally accepted accounting principles (GAAP) and all of them inflated and distorted Xerox's performance but were not disclosed to investors. These undisclosed actions overstated Xerox's true equipment revenues by at least $3 billion and overstated its true earnings by approximately $1.5 billion during the four-year period. 

SEC Settlement

Lawyer Sentenced to 170 Months in Prison for Defrauding Clients

Nikolai Tehin, an attorney in San Francisco for over 30 years, was convicted last October of six counts of mail fraud and nine counts of money laundering for stealing settlement funds his law firm, Tehin + Partners, received on behalf of clients. He has received a sentence of 170 months, a very substantial term of imprisonment in a white collar crime case.  A press release issued by the U.S. Attorney's Office for the Northern District of California described Tehin's conduct as akin to a ponzi scheme in which he used funds for his personal expenses and then took money from later settlements to repay clients whose case settled earlier.  In one case in which Tehin represented low-income, mostly Latino plaintiffs complaining about their living conditions -- the Vintage Ranch case -- a $2 million settlement was siphoned away.  According to the press release:

In early 2001, Mr. Tehin settled the Vintage Ranch lawsuit for $2 million. After attorney's fees and costs, the clients were entitled to approximately $1.3 million.  However, within just two months of receiving the final settlement check in the case, Tehin had actually stolen and spent the entire $2 million on unauthorized personal and business expenses before any of the Vintage Ranch plaintiffs received any of their settlement funds. 

For many months following the settlement, Mr. Tehin's Vintage Ranch clients complained repeatedly about how long it was taking for them to be paid.  Ultimately, tensions increased to the point where nearly a dozen of the unpaid clients marched in front of Mr. Tehin's office building, in San Francisco's Financial District, holding signs with slogans such as: "Taking Money from the Poor, Shame on You Nick Tehin and Pam Stevens" and "Bank Records Don't Lie, You Took Our Client Trust Fund." 

When the Vintage Ranch clients did ultimately receive their money, they were paid not with their own settlement funds, but with funds belonging to other clients of Tehin + Partners.

Other clients from whom Tehin stole settlement money included two medical malpractice victims and two claimants in a will contest.  

Globalcorp
Introduce the subject by reading the following to students and discussing the questions.

A. A man with a pistol points it at a liquor store clerk, demands all the cash in the register and flees with $2500. Later the robber is caught, tried and sentenced to 10 years in prison.

B. The chief financial officer of Globalcorp designs a financial strategy that makes it appear as if the company has a profit of more than $1 billion when in fact it has lost money. The officer is caught, tried and sentenced to one year in prison.

C. Do you agree with these sentences? If so, why? If not, why not?

D. Some additional information about the Globalcorp officer's behavior: Before the release of Globalcorp's statement of earnings for the year, its stock price was $31 per share. After the release, fraudulently showing that the company made more than $1 billion, the stock price doubles. The officer, who had bought one million shares at $31, then sells them and makes a profit of $31 million. When the fraud is discovered, the stock price drops to pennies per share. Tens of thousands of employees who have bought Globalcorp's stock at $31 and have most of their pension money for retirement invested in it now find their pensions virtually worthless. Seventeen thousand of the company's employees also lose their jobs when the corporation is forced to apply for bankruptcy.

E. Given this additional information, would you change either or both of the sentences? Why or why not?

STREET LAW

Business Fraud and Its Victims
The Enron debacle was the first major corporate scandal to rivet public attention. Beginning as a natural gas company operating a pipeline, Enron grew rapidly in the deregulated marketplace it and other energy companies lobbied Congress to create. It bought up electricity-generating plants and branched out from the energy field into broadband cable, newsprint, and other industries. But by late 2001 it was filing for bankruptcy and the company and a number of its top executives were under investigation for multiple potential frauds. One was hiding debts through hundreds of offshore subsidiaries to make it appear as if its profits were much greater than they were and thus to drive up its stock price. 

A second was manipulating the California energy market to make huge profits and, again, to drive up its stock price. It is uncertain whether such acts are illegal or just ethically questionable. But one Enron finance officer pleaded guilty in August 2002 to wire fraud conspiracy and money laundering, and indictments of other officers are expected on various charges.

Since the Enron revelations, an avalanche of other major corporate scandals and accusations of white collar crime have been reported almost daily involving companies such as Dynegy, CMS Energy, AOL Time Warner, and Merck.

Three members of the Rigas family, founders of Adelphia Communications, a cable provider, have been indicted for hiding $3 billion in loans to themselves and overstating the number of their customers. Four former top executives of Rite Aid have been indicted on charges of securities and accounting fraud. Dennis Kozlowski, the ex-CEO of the conglomerate Tyco, has been indicted for tax evasion, and the company is under investigation for improper merger and accounting practices.

The list goes on and on. Some other highly questionable and/or illegal practices include:

· Investment firms telling investors to buy stocks in corporations that the investment firm itself does work for - while privately bad-mouthing the same stocks as "horrible" and "a piece of junk." Example: Merrill Lynch, an investment banking firm which recently paid a $100 million fine to New York and other states for such practices, has also been questioned about its participation in fraudulent Enron transactions.

· Buying or selling stocks based on insider information on which it is illegal to profit. Example: Samuel D. Waksal, former head of ImClone Systems, a bio-pharmaceutical firm, has also been indicted for bank fraud, forgery, and destroying records to obstruct a federal investigation.

· Companies employing their own "independent auditor" to do well-paid non-audit consultant work. This create conflicts of interest for the auditor, whose responsibility is to protect shareholder interests. Example: The auditing firm Arthur Andersen was recently convicted of "obstruction of justice" for its role in the Enron disaster. Arthur Andersen was auditing Enron's books even as it was collecting millions in consulting work from the same company.

· Booking sales several years before they will be paid. Example: Computer Associates.

· Offering incentives for wholesalers to buy more of their products than retailers are selling. Example: Bristol-Myers Squibb.

Most of these practices have been aimed at artificially and often illegally pumping up a company's profits, which in turn results in pumping up a company's stock price. Top executives usually hold options to buy a stock at a fixed price and stand to gain many millions by selling it when the stock price goes up -- and before it goes down after its questionable practices become public. 

Federal Reserve Chairman Alan Greenspan in his July 2002 testimony before Congress on the mounting corporate scandals said: "Too many corporate executives sought ways to harvest...stock market gains. As a result, the highly desirable spread of shareholding and options among business managers perversely created incentives to artificially inflate reported earnings in order to keep stock prices high and rising." Greenspan supports changing the rules for stock options, for he sees them as a major contributor to the "infectious greed" that "seemed to grip the business community."

Enron executives Kenneth Lay, Jeffrey Skilling, and Andrew Fastow cashed in for millions before Enron's stock tanked, causing investor losses of $60 billion. Joseph Nacchio of Philip Anschutz of Qwest, a telecommunications company, profited to the tune of $226.7 million and $1.453 billion respectively, leading two dozen Qwest executives who also profited handsomely. Qwest's stock price, once valued at $66 per share, closed at $1.49 on July 29, 2002 after revelations of the company's improper accounting.

A terrible result of corporate unethical and criminal behavior is the effect on employees and investors in companies like Qwest, Enron, WorldCom, and many others. Some 600 top Enron executives received $100 million in bonuses as the company was collapsing in the fall of 2001. Twenty-nine leaders of the company collected $1 billion in stock sales, knowing that Enron was in serious trouble though issuing optimistic reports about its future. But thousands of Enron employees who were required to invest in company stock and had more than half of their retirement money in it lost both their pensions and their jobs. And many thousands more investors, some of whom were deliberately ill-advised by their advisors at companies like Merrill Lynch, lost untold millions.

Where were the directors of such companies while executives were cooking the books? Many, like the executives, sold their shares before the company collapsed, raising serious questions of corporate governance and oversight.

Where was the government while Scott Sullivan at WorldCom was pretending that operating expenses were capital expenses? Not paying much attention. Withdrawing responsibility by deregulating the energy, cable, and other industries. Underfunding regulatory agencies like the SEC, which was created after the 1929 stock market crash specifically to protect investor interests. It was the lack of such protection that contributed to the crash. Fed Chairman Greenspan now says that his view had always been that government regulation of accounting was "unnecessary and indeed most inappropriate. I was wrong."

One of the reasons cited for the government's lack of attention are the substantial contributions that corporations like Enron, WorldCom, and Merrill Lynch make to the campaigns of politicians running for public office. Recent legislation to ban "soft money," or unlimited contributions to political parties, was intended to address this problem.

Another reason for the government's inattention is that regulatory agencies like the SEC are swamped with work and have inadequate resources to do their jobs. By law the SEC has the responsibility of reviewing the financial records of 17,000 public companies, overseeing thousands of mutual funds, vetting all brokerage firms, ensuring the proper operation of exchanges like the New York Stock Exchange, and watching for all kinds of corporate and market manipulations and possible misdeeds. Yet the SEC has only about 100 lawyers to study documents of those 17,000 public companies. And because the SEC's lawyers and examiners are paid up to 40 percent less than comparable employees in other federal agencies, the turnover rate at the SEC is 30 percent, double that of the rest of the government.

What's more, white collar crime is often very difficult to prove. Laws regulating companies and accounting rules can be ambiguous and criminal intent hard to demonstrate. Juries are often unfamiliar with complicated financial concepts and lawyers for corporations are experts at creating reasonable doubt.


ASSIGNMENT: 

(1) Write down and bring to class two or three of the best questions you can think of which, if answered well, would help you to understand the unethical and/or criminal activities that have been going on in the U.S. business world. 

(2) Imagine that you are a member of Congress. Write down and bring to class two laws do you think would best prevent questionable and illegal business practices?
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