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October 17, 2008

Mr. Donald S. Clark

Secrefary

Federal Trade Commission
Market Manipulation Rulemaking
Room H-135 (Annex G)

600 Pennsylvania Avenue, N.W.
Washington, DC 20580

Re:  Market Manipulation Rulemaking, P082900
Prohibitions on Market Manipulation and Faise Information in Subtitie B of
Title Vill of the Energy Independence and Security Act of 2007

Dear Mr. Clark:

The Committee on Futures and Derivatives Regulation (the “Committee”) of the New
York City Bar Association (the “Association”) is pleased to provide this comment on the notice of
proposed rulemaking of the Federal Trade Commission (“Commission”) published in the Federal
Register on August 19, 2008 (73 Fed. Reg. 48317 — 48335, Aug. 19, 2008) io implement
Section 811 of Subtitle B of Title VI of the Energy Independence and Security Act of 2007
("EISA") (hereinatter, the Commission’s “Release”). The Committee submits herewith its June
23, 2008 comment letter originally filed in the Commission’s advance notice of proposed
rulemaking. The Committee respectfully submits that many of the points included in the
Committee’s June 23, 2008 comment letter remain relevant {o the Commission's consideration
of the issues in the proposed rulemaking and its final determinations regarding the
Commission’s proposed rule 317.3. The Committee is hopeful that it will be able to file a
second comment letter in this proposed rulemaking as well, when final approval is received.
The Committee appreciates the opportunity to comment.

Respectfully yours,

Michael 8. Sackheim
Chair

Charles R. Mills
Chair of the Energy Law Subcommitiee
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Mr. Donald S, Clark

Secretary

Federal Trade Commission
Market Manipulation Rulemaking
Room H-135 (Annex G)

600 Pennsylvania Avenue, NW.
Washington, DC 20580

Re:  Market Manipulation Rulemaking, P082900
Prohibitions on Market Manipulation and False Information
in Subtitle B of the Eneray Independence and Security Act of 2007

Dear Mr. Clark:

The Commitiee on Futures and Derivatives Regutation {the "“Committee”) of the New
York City Bar Association (the “Association”) is pleased to provide comments on the
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manner in which the Committee should carry cut its rulemaking responsibilities under Section

811 of Subtitle B of Title Vill of the Energy Independence and Security Act of 2007 ("EISA").
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-Mr' Donald 8, Clark
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The court found that “most importantly” the indictment also charged defendants with the
“dissemination of false and misleading rumors and information,” and therefore concluded that,

as applied in that case, a person of ordinary intelligence would understand that these

defendants’ specific actions in June 200 were manipulative within the meaning of the criminal
l’26

manipulation provision.

Similarly, a subsequent decision of another federal district court dismissed a CFTC civit
enforcement action involving alleged manipulation of a feeder cattle futures contract based on
lack of proof of any fraudulent acts by the defendant. The court heid: “Simply stated, itis nota
violation of the {anti-manipulation] statute to report feeder cattie sales to the USDA with the
intention of moving the [Chicago Mercantile Exchange] index up or down — rather, {0 be
unlawful, the reported sales must be sham or nonexistent transactions, or ihe reports must be
knowingly false or misleading.”® Although the CFTC continues its view that proof of deceit is
not required under the CEA, it did not appeal the dismissal of its action in Delay.®

2. Any adoption of recklessness as a scienter standard should adhere fo
settled securities law precedents that recklessness refates to the intent to
deceive, not fo an intent to affect market prices

The common objective of both Exchange Act Section 10(b} and CEA Section 8(a)2)is

to prohibit conduct specifically infended o cause a price divorced from legitimate market forces

and perceptions. Neither statutory scheme embraces a lesser standard than specific intent in

this regard, This specific intent standard should not be confused with the application of a

% 1d. at 1060,

27 GETC v. Delay, No. 05-CV5026, 2006 U.S, Dist, LEXIS 85068, at *9-10 (D. Neb.
2006},

28 The Committee notes that making a misrepresentation or actionable nondisciosure a
necessary element of manipulation would help provide market participants with fair
notice of the law's proscriptions and would diminish the potential for arbitrary
enforcement. The traditional formulation of the elements of manipulation do not provide
a meaningful, practical standard by which a trader can be reliably informed in “real time”
as to when lawful aggressive bidding to obtain the best price crosses the line into
seeking an unlawful “artificial” price. The history of fitigated CEA manipulation cases
reflects that the answer comes, if at all, only years later on the basis of economists’
opinions given with the benefit of hindsight following extensive investigation, analysis,
and litigation,




H Mr. Donald S, Clark
June 23, 2008
Page 14

recklessness standard that has been permitted to establish Section 10(b)’s scienter standard of

an intent o decsive, manipulate or defraud. In this connection, the judicial precedents make
clear that the appiication of a recklessness standard for manipulation under Exchange Act
Section 10(b) is concerned with whather the alleged violator was reckless with respect to
whether its words or conduct would deceive, not to whether it would affect market prices;.29
Section 10(bY's scienter element has been defined to be “a mental state embracing an

intent to deceive, manipulate, or defraud.”™ The federal courts of appeal have held that
reckless conduct may satisfy that scienter element.* The most commonly applied definition of
recklessness comes from Sundstrand Corp. v. Sun Chemical Corp.®:

[Rleckless conduct may he defined as & highly unreasonable [act

or] omission, involving not merely simple, or even inexcusable

negligence, but an extreme departure from the standards of

ordinary care, and which presents a danger of misleading buyers

or seflers that is either known to the defendant or is so obvious

that the actor must have been aware of if,

Establishing recklessness thus requires evidence from which it can be reasonably inferred that’
the viclator acted both with (i) an "extreme departure” from standards of ordinary care and (i}
the danger of mislsading buyers or sellers that was either known to the defendant or was 8o
obvious that the actor must have been aware of it Courts have been rigorous in requiring

2 £ g., SEC v. U.S. Environmental, Inc., 155 F.3d 107 (2d Cir. 1998) (broker-dealer
held to be primamry violator by recklessly participating in wash sales and matched
orders for stock promoter “despite the fact that someone else directed the market
manipulation scheme”); SEC v, Resch Cassin & Co., Inc., 362 F. Supp. 967 (S.D.NY.
1973) (defendant broker-dealer on notice from circumstances and market conditions
that high bids were not the expression on genuine enthusiam for the stock’s value but
rather part of purposeful coliusion to set false prices).

0 Emst & Ernst v. Hochfelder, 425 U.S. at 193 n.12.

' The Supreme Court has not specifically ruled on the question of whether
recklessness satisfies the scienter standard.

2 553 F.2d 1033, 1045 (7th Cir. 1977).

B SEC v. Steadman, 967 F.2d 636, 641-42 (D.C. Cir. 1992) (citing Sundstrand Corp. v.
Sun Chern. Corp., 553 F.2d 1033, 1045 (7th Cir. 1977), cert. denjed, 434 U.5. 875
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proof of truly extreme departures from ordinary care to support a finding of reciklessness. 3
Consistent with these precedents, in the context of establishing manipulation, recklessness
pertains to whether, based on a person's extreme departure from ordinary care, it can be
inferred that a person was aware of the danger of misleading others. It does not relate to the

violator's perception of whether conduct would have an impact on rmarket prices.

D. An Anti-Manipulation Rule Should Not Expressly or Impliedly Create New or Alter
Existing Disclosure or Other Legat Obligations

The Supreme Court has held that Section 10(b} and SEC Rule 10b-5 thereunder do not
by themselves create new disclosure or other obligations > Rather, the Supreme Court has
held specifically with respect to disclosure obligations that a nondisclosure cannot be actionable

(1977)). Accord, e.g., R2 Invesiments, LDC v. Phillips, 401 F .3d 638, 643 (5th Cir.
2005); Howard v. SEC, 376 F.3d 1136, 1143 (D.C. Cir. 2004}, Southland Sec. Corp. v.
Inspire Ins. Solutions, 365 F.3d 353, 366 (5th Cir. 2004) {scienter is "an essentially
subjective state of mind” that “must actually exist in the individual making. . . the
misrapresentation”).

¥ See, e.g., Rockies Fund v. SEC, 428 F.3d 1088 (D.C. Cir. 2005); Monetta Financial

Servs. v. SEC, 390 F .3d 952, 856-957 (7th Cir, 2004); Howard v. SEC, 376 F.3d 1136,
1143 (D.C. Cir. 2004); SEC v. Steadman, 967 F.2d 638, 642 (D.C. Cir. 1992) (declining
to find scienter absent evidence the defendants had acted in “bad faith”); SEC v. Morris,
2005 WL 2000665 (S.D. Tex. 2005); SEC v. Price Waterhouse, 797 F. Supp. 1217
(S.D.N.Y, 1992). In one case, the SEC opined that even being "alarmingly cargless”
would be insufficient to establish reckiessness. In the Matter of KPMG Peat Marwick
LLP, 54 SEC 1135, 1183 (2001), petition for review denjed, 289 F.3d 109 (D.C. Cir.
2002). An especiaily high standard applies to proving recklessness i an omissions
case because “more than a conscious failure to disclose must be shown. Rather there
must be proof that the non-disclosure was intended to mislead.” Reiss v. Pan American
World Airways, Inc., 711 F.2d 11, 14 (2d Cir. 1983)(emphasis added). Courts have
consistently held that it is insufficient to show that the defendant was in possession of
the omitted information; rather, “it is the danger of misleading buyers that must be
actually known or so obvious” that it reasonably can be concluded that the actor must
have been aware of it. City of Philadelphia v. Fleming Cos., 264 F.3d 1245, 1260 (10th
Cir. 2001) {(emphasis in original) (quoting Schiifke v. Seafirst Corp., 866 F.2d 935, 8946
g?th Cir, 1989)).

5 E.g., United States v. Chiarella, 445 U.8. 722 (1980). For example, the duty of
corporate insiders to disclose all material facts before trading in their company's
securities is a duty of a fiductary at common law; it is not created by Section 10(b) or
SEC Rule 10b-5. /d.
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under SEC Rule 10b-5 in the absence of a duty at common law or an express statufory or

reguiatory duty to disclose all material facts.”®

The same principles should apply to whatever anti-manipulation rule the Commission
adopts here, The Commission should not promulgate a rule that purports to impose disclosure
obligations on market participants where no disclosure abligations otherwise exist under current
law. Indeed, a disclosure regime, which makes sense in the context of issuers who can
disclose information about thair business and operations, simply makes no sense, and has no
historical precedent, In the commodities markets. The Commission's release proposing a
specific ant-maniputation rule should make this clear. Any suggestion to the contrary that an
anti-manipulation rule contemplates new disclosure obligations in the wholesale crude oil,
gasoline and petroleum distifiates markets would be inconsistent with Supreme Court precedent
and very harmful to those markets by creating substantial legal uncertainty affecting contractual
and legal obligations between counterparties.

Very truly yours,

-

Michael 5. Sackheim
Chaimnan

% Ea.,id.
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#This member of the Committee did not participate in this comment letter.

NY§ 64708551






