FinanciaL FrRAUD
LAw REPORT

VOLUME 3 NUMBER 8 SEPTEMBER 2011

THE RAJ RAJARATNAM CONVICTION: WHAT DOES IT REALLY INDICATE?
Barry W. Rashkover, Timothy J. Treanor, and David L. Anderson 695



EDITOR-IN-CHIEF
Steven A. Meyerowitz
President, Meyerowitz Communications Inc.

BOARD OF EDITORS
Frank W. Abagnale Robert E. Eggmann Frank C. Razzano
Author, Lecturer, and Consultant Partner Partner
Abagnale and Associates Lathrop & Gage LLP Pepper Hamilton LLP
Stephen L. Ascher Jeffrey T. Harfenist Bethany N. Schols
Partner Managing Director, Member of the Firm
Jenner & Block LLP Disputes & Investigations Dykema Gossett PLLC
Navigant Consulting (PI) LLC
Thomas C. Bogle Bruce E. Yannett
Partner James M. Keneally Partner
Dechert LLP Partner Debevoise & Plimpton
Kelley Drye & Warren LLP LLP
David J. Cook
Partner

Cook Collection Attorneys

The FINANCIAL FRAUD LAW REPORT is published 10 times per year by A.S. Pratt & Sons, 805 Fifteenth
Street, NW., Third Floor, Washington, DC 20005-2207, Copyright © 2011 THOMPSON MEDIA GROUP LLC.
All rights reserved. No part of this journal may be reproduced in any form — by microfilm, xerography, or
otherwise — or incorporated into any information retrieval system without the written permission of the copy-
right owner. For permission to photocopy or use material electronically from the Financial Fraud Law Report,
please access www.copyright.com or contact the Copyright Clearance Center, Inc. (CCC), 222 Rosewood Drive,
Danvers, MA 01923, 978-750-8400. CCC is a not-for-profit organization that provides licenses and registra-
tion for a variety of users. For subscription information and customer service, call 1-800-572-2797. Direct any
editorial inquires and send any material for publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz
Communications Inc., PO Box 7080, Miller Place, NY 11764, smeyerow@optonline.net, 631.331.3908 (phone)
/631.331.3664 (fax). Material for publication is welcomed — articles, decisions, or other items of interest. This
publication is designed to be accurate and authoritative, but neither the publisher nor the authors are rendering
legal, accounting, or other professional services in this publication. If legal or other expert advice is desired, retain
the services of an appropriate professional. The articles and columns reflect only the present considerations and
views of the authors and do not necessarily reflect those of the firms or organizations with which they are affili-
ated, any of the former or present clients of the authors or their firms or organizations, or the editors or publisher.
POSTMASTER: Send address changes to the Financial Fraud Law Report, A.S. Pratt & Sons, 805 Fifteenth
Street, NW., Third Floor, Washington, DC 20005-2207. ISSN 1936-5586



The Raj Rajaratnam Conviction:
What Does It Really Indicate?

BARRY W. RASHKOVER, TIMOTHY J. TREANOR, AND DAVID L. ANDERSON

The authors discuss two important lessons from the jury’s decision to
convict hedge fund billionaire Raj Rajaratnam.

Rajaratnam, founder and principal of the Galleon Group, of all 14

counts charged against him in a criminal indictment.! The case is
widely and correctly perceived as a seminal case in the prosecution and
defense of insider trading. Many commentators have proclaimed that this
will encourage aggressive prosecutions in the future, signals the end of
the mosaic defense, and is a significant victory for the prosecutors. On a
closer look, however, this verdict was neither the easy result the prosecu-
tors might have expected nor the end of sound defenses in insider trading
cases. In many ways, this verdict stems from unique facts not present in
many insider trading prosecutions. While the full implications of the case
will have to await the outcome on appeal, two lessons are immediately
apparent.

ﬁ s has been well publicized, a New York jury has convicted Raj
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FOR THE PROSECUTION, THIS CASE WAS A MUST-WIN, BUT
NOT AN EASY WIN

In the wake of the jury acquittals in the Bear Stearns case, United
States v. Ralph Cioffi and Matthew Tannin,” many perceived the Rajarat-
nam case to be a must-win case for the prosecution. The business and
legal press covered the case for over a year. The press and prosecutors
vilified Rajaratnam based on the allegations made against him. And, the
prosecution’s evidence packed a powerful punch in the form of 40 wire-
tapped calls, co-conspirator testimony obtained under the threat of lengthy
prison sentences, and a secret $500,000 a year consulting salary to a Swiss
bank account of an alleged tipper in the name of a housekeeper.

Despite this extraordinary evidence, the jury deliberated for 12 days
before convicting Rajaratnam. Although the replacement of a juror for
medical reasons accounted for a portion of this time, jury deliberations
continued for six days after the juror was replaced. The length of these
deliberations suggests that the jury did not find this to be an easy case to
decide, took the defendant’s arguments very seriously, and closely scruti-
nized the prosecution’s evidence.

In the end, the prosecution’s victory depended on aggressive investi-
gative techniques that now will be examined on appeal, most obviously the
court-authorized wiretaps — a tactic rarely used in securities fraud cases
— obtained by prosecutors against Rajaratnam and others. The court ad-
mitted those wiretaps over strenuous defense objections — objections bol-
stered by extensive hearings, conducted outside the presence of the jury,
on the basis for the wiretap application using a procedure established in
Franks v. Delaware.* The Franks hearing transcript and the defense ob-
jections preserve for appeal the defense challenges to the prosecutors’ use
of these wiretaps in this case.

The wiretaps effectively allowed the prosecutors to bring witnesses
into the courtroom without subjecting them to cross examination. For
example, one of Rajaratnam’s alleged co-conspirators, Danielle Chiesi,
spoke so colorfully in wiretapped calls that the court edited what the jury
was permitted to hear. Because the prosecutors did not call Chiesi as a
witness at the trial, however, the defense did not have an opportunity to
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cross-examine her. The jury also heard statements from Rengan Raja-
ratnam, the brother of the defendant, but he too was not subject to cross-
examination. These issues will surely be the subject of much discussion
in the court of appeals.

THE MOSAIC DEFENSE SURVIVES THE RAJARATNAM VERDICT

Some commentators suggested that the Rajaratnam verdict marks the
demise of the mosaic defense to inside trading, but this verdict does not
support that conclusion.

The mosaic defense sets forth the view that a market participant may
trade while aware of “a non-material piece of [nonpublic] information
[where]...that piece helps the analyst complete a ‘mosaic’ of information
that, taken together, is material.” In the Rajaratnam case, the court pro-
vided a charge that permitted the jury to acquit the defendant if it conclud-
ed that Rajaratnam was truly trading on a mosaic. The court instructed
the jury that it must find that the information at issue was material at the
time it was disclosed, explaining that “[w]ithin the particular context of
the purchase and sale of securities, material information is information
which a reasonable investor would have considered significant in decid-
ing whether to buy, sell or hold securities and at what price to buy or sell.
Put another way, there must be a substantial likelihood that the fact would
have been viewed by a reasonable investor as having significantly altered
the total mix of information then available.” The court continued, saying
“[t]he law permits analysts and investment advisors to meet and speak
with corporate officers and other insiders in order to ferret out and analyze
information useful in making decisions” and that “the receipt of material,
non-public information does not itself violate the law.” These instructions
show that the mosaic defense remains viable as a matter of law.

The court also permitted Rajaratnam to present expert testimony to
advance the mosaic defense. During the trial, Professor Gregg A. Jarrell,
a former SEC chief economist, took the stand for two days. He presented
his views to the jury with the assistance of a PowerPoint presentation that
was several hundred pages long. Professor Jarrell addressed each stock
that Rajaratnam was accused of trading on illegally and explained why
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those trades were reasonable, based on piecing together a mosaic of pub-
licly available information. Professor Jarrell further ended each presenta-
tion with regards to a particular company with an analysis of whether the
alleged insider information created a statistically significant market effect,
and summarized Rajaratnam’s trades in that company’s shares as a whole
over time compared with the specific trades in question, showing how Ra-
jaratnam and the market reacted to the different pieces of information. In
this way, Professor Jarrell gave the jury a real basis to consider the mosaic
defense to the insider trading charges.

In the end, the mosaic defense failed for Rajaratnam, not because it
lacks viability as a defense, but because the wiretap evidence made it seem
that Rajaratnam was more impressed with the tips he received than the
legitimate research to which he had access, which the jury may well have
concluded served to establish both the materiality of the inside informa-
tion and the defendant’s scienter. The materiality of this information was
only reinforced by wiretapped statements argued to reflect consciousness
of guilt.

The true test of the mosaic defense will await another day and another
courtroom, in a case where the outcome is not driven by the unique facts
presented in the Rajaratnam case.

NOTES

' United States v. Raj Rajaratnam, 09 CR 1184 (RJH) (S.D.N.Y.).

2 1:08 CR 00415 (FB) (E.D.N.Y).

3 438 U.S. 154 (1978).

4 See Securities and Exchange Commission, Adopting Release for Regulation
FD, Rel. No. 34-43154.
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