
he allegation that some US senators, 

including Richard Burr and Kelly 

Loeffler, selling equities in February 

2020 might have taken advantage of political 

intelligence around the coronavirus pandemic 

crisis has highlighted a risk for hedge fund 

managers: political insider trading. 

In March 2020, the US Securities and Exchange 

Commission (SEC) took the opportunity to 

reiterate the need for vigilance in this area, 

having previously stated the importance of 

this in relation to certain investigations and 

actions. The potential scope of political insider 

trading is broad in terms of: the types of 

information covered; the regulatory and justice 

bodies involved in enforcement; the markets 

and instruments traded; and the legal basis for 

bringing actions.

Since the 2012 Stop Trading on Congressional 

Knowledge Act (STOCK Act) – which Richard 

Burr and just two other senators voted 

against – it has been clear that various 

US laws used to prosecute insider trading 

potentially apply to US politicians, and also to 

any confidential information they may share 

with third parties, including asset managers. 

“Any information derived from politicians’ 

positions, including with respect to US, 

foreign, international or supranational 

governmental policies, may be considered 

sensitive and confidential, and they have a 

duty to treat it as such,” says Craig S. Warkol, 

a partner in the Broker-Dealer Regulatory 

& Enforcement, Litigation and Securities 

Enforcement Groups at Schulte Roth & Zabel 

in New York. A former federal prosecutor and 

former SEC enforcement attorney, Warkol 

serves as co-chair of the SRZ Broker-Dealer 

Regulatory & Enforcement Group. 

As of this writing, only one US politician – 

former congressman Chris Collins – has been 

charged with insider trading, in relation to 

sales of stock in an Australian biotechnology 

company. He was charged under federal laws 

10(b)(5).
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“Indeed, various legal and regulatory 

bodies could get involved in insider trading 

cases such as this. Insider trading cases 

are primarily brought by the SEC and US 

Department of Justice. However, nearly every 

state has its own securities laws, several 

of which are very broad such as New York’s 

Martin Act, and they too could bring cases. 

In addition, the CFTC could get involved in 

any case involving futures, though it has, to 

date, only pursued so-called insider trading 

cases involving market abuse such as front 

running,” explains Warkol.

Insider trading most often involves single 

stocks, but it can occur with other asset 

classes and instruments. “Insider trading can 

happen with any securities, whether they 

are traded on a public or private exchange 

or traded over the counter (OTC). This could 

include bonds, corporate credit or commodity 

futures,” says Warkol. In theory it could also 

apply to index derivatives, with the caveat 

that materiality matters, or as Warkol points 

out, “Is information on a single company 

likely to be material for the performance of a 

stock index? The legal basis for proving insider 

trading under 10b is in a state of flux. For 

example, since 1983, to prove insider trading 

the government had to prove a personal 

benefit to the tipper. That ruling has been 

under attack in several appellate courts and 

is likely to be revisited by the US Supreme 

Court,” says Warkol. 

Whatever the last word is on the personal 

benefit criterion, prosecutors recently have 

used another law – 18 USC § 1348 – to bring 

insider trading cases without the need to 

prove personal benefit. “Though the STOCK 

Act references 10b, the Department of Justice 

has been resourceful enough to use § 1348, 

a part of Sarbanes Oxley, in insider trading 

cases,” explains Warkol. In some cases, a 

defendant has been acquitted under 10b but 

found guilty under § 1348. “Whatever the 

status of the personal benefit requirement, 

prosecutors will choose which cases to bring 

based on conduct they find offensive,” says 

Warkol. Facing a prosecution is damaging 

no matter what. Even if individuals and 

companies are ultimately exonerated (as 

some have been), a multiyear insider trading 

case can destroy reputations, careers, 

companies and livelihoods – and cost 

millions in legal fees. 

Mitigating risks
The onus is on asset managers to be 

vigilant about the risks inherent in looking 

for informational advantages. “Lobbyists 

and political consultants may be required 

to register with the US government, but 

many are not registered and very few are 

registered with any financial regulator. If a 

consultant or even an academic discloses 

inside information, it is not going to be 

a defence to say that the asset manager, 

or even the consultant, did not know the 

information was confidential or did not mean 

to disclose it,” says Warkol.

Therefore, it is worth vetting and selecting 

consultants carefully, which may include 

background checks. Asset managers should 

review their policies and procedures, conduct 

adequate due diligence and beware of any 

red flags. “Having been a prosecutor, I can 

tell you that the government uses hindsight, 

which is always perfect, to look for things 

that may jump out as a problem, such as 

consultants that charge exorbitant fees or 

have undisclosed business interests,” Warkol 

commented.  

Once political intelligence consultants have 

been selected, there is ongoing monitoring 

to do, and in principle, this should be 

similar to the routines used to monitor 

expert networks – but in practice it is not 

always adequately implemented. “Everyone 

developed policies around expert networks 

after a series of high-profile cases focused on 

experts, but they have not always done the 

same for political intelligence. In a recent 

case, the SEC explicitly pointed out that the 

firm had extensive policies for experts but 

not for political consultants,” says Warkol.
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As a best practice, asset managers should 

consider requiring calls with consultants to be 

chaperoned, typically by in-house compliance 

staff, in the same way as expert network 

contacts are overseen, and contemporaneous 

notes should be made. 

This recordkeeping is also the responsibility 

of asset managers. “Documenting the 

provenance of information is just good 

compliance practice. You don’t want to be in 

a situation where prosecutors are trying to 

subpoena congressional committee briefing 

notes to see where you got your information, 

as happened in one recent case,” explains 

Warkol. 

In all of this, a delicate balance needs to be 

struck whereby asset managers should be 
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able to inform the policymaking process 

without trading on inside information. 

The situation is complicated because 

politicians, think tanks and lobbyists will 

share information with constituents, trade 

groups and so on in the normal course of 

their work in gauging the potential impact 

of new proposed legislation. They need to 

sound out opinions and canvass responses 

to possible new laws. “If managers do 

inadvertently end up in possession of inside 

information on a security, they must avoid 

trading,” says Warkol. It is not defensible 

to carve out the inside information and 

argue that a trade was based only on 

public information, and this is inconsistent 

with the legal standard that prohibits 

trading while in possession of nonpublic 

information. THFJ
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aggregate client orders while accommodating 

differing arrangements regarding the payment 

for research that will be required under MiFID 

II. After MiFID II goes into effect, some clients 

within a given aggregated order may pay 

total transaction costs that include the cost 

of execution as well as research services, 

while other clients may pay different amounts 

in connection with the same order (i.e., for 

execution only) because of varying research 

arrangements or because the investment adviser 

elected to pay part or all of the research expenses 

for such clients with its own funds. 

This no-action letter allows investment advisers 

to continue to aggregate client orders while 

accommodating differing research payment 

arrangements, provided that:

•  The investment adviser implements procedures 

designed to prevent any account from 

being systematically disadvantaged by the 

aggregation of orders; and 

•  Each client in an aggregated order will continue 

to pay/receive the same average price for the 

purchase or sale of the underlying security and 

will pay the same amount for execution.

Division of Trading and Markets No-
Action Relief
The third no-action letter4 allows an investment 

adviser that pays for research through an RPA to 

continue to rely on the safe harbor provided by 

Exchange Act Section 28(e) when the investment 

adviser makes payments for research to an 

executing broker out of client assets — alongside 

payments to the executing broker for execution 

— with the research payments credited to an RPA 

administered either by the executing broker or 

a third-party administrator. This no-action relief, 

however, will only apply if the following four 

conditions are satisfied:

•  The asset manager makes payments to the 

executing broker-dealer out of client assets for 

research alongside payments through an RPA to 

that executing broker-dealer for execution;

Implications
While the steps taken by the SEC no doubt 

temporarily reduce the burden on US broker-

dealers and asset managers of complying 

with MiFID II, preserve investor access 

to research, and accommodate the EU’s 

changes without materially altering the US 

regulatory approach, it remains to be seen 

whether this interim approach to addressing 

conflicting US and EU requirements will be 

viable in the long run. 

In addition, investment advisers subject 

to SEC regulations that will be directly or 

indirectly covered by MiFID II will have to 

finalize any needed amendments to their 

expense review and allocation policies to 

confirm that they satisfy MiFID II as well as 

the new conditions and expectations set 

forth by the SEC and European Commission 

guidance. THFJ

October 2017

•  The research payments are for research 

services that are eligible for the safe harbor 

under Exchange Act Section 28(e);

•  The executing broker-dealer effects the 

securities transaction for purposes of 

Exchange Act Section 28(e); and

•  The executing broker-dealer is legally 

obligated by a contract with the asset 

manager to pay for research through use of 

an RPA.

European Commission Views
In a coordinated action, the European 

Commission published FAQ guidance addressing 

two concerns surrounding the application of 

MiFID II to EU asset managers and non-EU 

managers contractually required to comply 

with MiFID II unbundling rules (“Third-Country 

Delegates”) when they obtain research from 

third-country (i.e., US and other non-EU) broker-

dealers. 

The European Commission issued the following 

welcome clarifications:

•  EU managers and Third-Country Delegates 

may continue making combined payments for 

research and execution as a single commission 

to third-country broker-dealers, as long as 

the payment attributable to research can 

be identified separately. To this end, EU 

managers and Third-Country Delegates that 

operate an RPA for research payments must 

maintain a clear audit trail of payments 

to research providers and must be able to 

identify the amount spent on research with a 

particular third-country broker-dealer; and 

•  In the absence of a separate research invoice 

from a third-country broker-dealer, the EU 

manager or Third-Country Delegate should 

consult with the broker-dealer or other third 

parties with a view to determining the charge 

attributable to the research. In this case, the 

manager must also ensure that the supply 

of and charges for those benefits or services 

should not be influenced or conditioned by the 

levels of payment for execution services. 

FOOTNOTES

1.  Securities Industry and Financial Markets 
Association (Oct. 26, 2017) [SEC No-Action 
Letter].

2.  Section 202(a)(11)(C) of the Advisers Act 
generally excludes from the investment 
adviser definition any broker or dealer who 
performs investment advisory services (i.e., 
who, for compensation, engages in the 
business of advising others, either directly or 
through publications or writings, as to the 
value of securities or as to the advisability of 
investing in, purchasing, or selling securities, 
or who, for compensation and as part of 
a regular business, issues or promulgates 
analyses or reports concerning securities) and 
whose performance of such services is solely 
incidental to the conduct of his business as a 
broker or dealer and who receives no special 
compensation therefor.

3.  Investment Company Institute (Oct. 26, 
2017) [SEC No-Action Letter].

4.  Asset Management Group of the Securities 
Industry and Financial Markets Association 
(Oct. 26, 2017) [SEC No-Action Letter].

FOOTNOTES

[1]  Available here, https://www.sec.gov/litigation/complaints/2018/

comp-pr2018-190.pdf.

[2]  On July 27, 2018, Ligand was sued for $3.8 billion by investors in 

eight funds. This followed multiple class-action lawsuits, alleging 

securities fraud, filed against Ligand beginning in 2016.

[3] 15 U.S.C. § 78j(b).

[4]  17 C.F.R. § 240.10b-5(a)-(c). Rule 10b-5(a), (b) and (c) prohibits any 

act or omission resulting in fraud or deceit in connection with the 

purchase or sale of any security.

[5] 15 U.S.C. § 80b-6(4).

[6]  17 C.F.R. § 275.206(4)-8. Section 206(4) of the Advisers Act prohibits 

an investment adviser from, directly or indirectly, engaging in any 

act, practice, or course of business that is fraudulent, deceptive, or 

manipulative. Rule 206(4)-8(a)(1) prohibits an adviser to a pooled 

investment vehicle from making any untrue statement of a material 

fact or omitting to state a material fact necessary to make the 

statements made, in the light of the circumstances under which they 

were made, not misleading, to any investor or prospective investor in 

the pooled vehicle.

[7]  Investor alert available here, https://www.investor.gov/additional-

resources/news-alerts/alerts-bulletins/updated-investor-alert-

social-media-investing-0. See also SEC v. Craig, where the defendant 

manipulated the share price of two publicly traded companies by 

tweeting false and misleading information. Available here, https://

www.sec.gov/news/pressrelease/2015-254.html. See also SEC 

v. McKeown and Ryan, where the defendants used their website, 

Facebook and Twitter to pump up the stock of microcap companies 

and later profited by selling the shares of those companies. Available 

here, https://www.sec.gov/litigation/litreleases/2010/lr21580.htm.

[8]  Available here, https://www.fbo.gov/index.php?s=opportunity&

mode=form&id=cb35eb83b39b56d47aa531bd800dfcac&tab=co

re&_cview=0.


