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FOR THE FI FTH Cl RCU T
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R & WTECHNI CAL SERVI CES LTD.; GREGORY M REAGAN,
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Before H GAd NBOTHAM and SMTH, Circuit Judges, and FALLON,
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PATRICK E. H Gd NBOTHAM Circuit Judge:

Petitioners petition for review of a final order of the
Comodity Futures Trading Comm ssion affirmng violations of the
Comodi ti es and Exchange Act and assessing a civil nonetary penalty
of $2.375 mllion. W AFFIRMthe finding of liability, but find
that the civil nonetary penalty i nposed was not reasonable in |ight
of the violations at issue and that in assessing the penalty,
mtigating evidence was i nproperly excluded fromconsi deration. W

REVERSE the order inposing a civil penalty and REMAND for a new

assessnent consistent with this opinion.

" District Judge of the Eastern District of Louisiana, sitting by designation.



l.

FromApril 1993 to March 1996, the petitioners, R&W Techni cal
Services, Ltd., sold conputer software to individuals interested in
trading coomodity futures contracts. This software required users
to provide a source of real-tine financial data which the software
anal yzed each day. Based on preset formulas and the real-tinme
data, the software nmade buy and sell recommendations that the user
was advised to act upon at the open of trading the next day. In
order to help sell the software, the petitioners’ advertisenents
i ncluded cl ains of enornous profits nmade during their seven years
of trading with this system

The adverti senents characterized theseresults as “certified.”
The advertisenents clainmed that one reason R&W was selling this
proprietary software was to generate nore capital which they could
invest with their system Sone advertisenents stated that the
software was only available in “limted quantities” and encouraged
buyers to act quickly. The petitioners sold upwards of 1,000
copies of their software for prices of approximtely $2,500 per
copy. The advertisenents offered to refund the purchase price plus
10 percent if the user did not showa profit after a year of using
the system apparently, only 11 custoners ever requested a refund.

What the petitioners neglected to nention in their
advertisenents is that they never tested their systemby nmaki ng any
trades in actual markets with real noney. Instead, all of their
performance data canme from “paper” trades. In other words, the

petitioners ran their systemon real-tinme data but only pretended



to perform the trades which their program recomended. The
petitioners kept track of these virtual gains and | osses and then
presented the results as having been obtained with real cash.

On March 19, 1996, the Commodity Futures Tradi ng Conm ssion
filed a four-count adm ni strative conpl aint agai nst the petitioners
and its constituents, Gegory M Reagan and Marshall L. Wrsham
i ndividually, alleging violations of the Cormodity and Exchange Act
(CEA).! Count | alleged fraud in the solicitation of custonmers in
violation of CEA 8 4b(a)(i) and (iii). Count Il alleged that the
sellers were acting as Comodity Tradi ng Advisors (CTAs) w thout
being registered, in violation of CEA 8 4n(1). Count |1l alleged
fraudul ent sal es practices and fraudul ent advertising as CTAs in
violation of CEA 8§ 40(1) and Comm ssion Rule 4.41(a). Count 1V
charged the petitioners with failure to produce required records
and books. Reagan and Wrsham al so were charged as aiders and
abettors and controlling persons for R&W's vi ol ati ons. On Decenber
1, 1997, an Administrative Law Judge found R&W and Reagan? |i abl e
on all counts and inposed a civil penalty of $7.125 mllion.

On May 16, 1998, the petitioners tinely noved to reopen the
hearing for evidence of custoner satisfaction which mght mtigate
the penalty. On March 16, 1999, after de novo review, the
Comm ssion affirmed in part and reversed in part the ALJ deci sion.
The Comm ssion affirmed violations under Count | (fraudul ent

solicitation) and Count [IIl (fraudulent advertising). The

1 See 7 U.S.C. 8§81 et seq.
2 Wrsham died in 1996.



Comm ssion declined to reach Count Il (failure to register as a
CTA) or Count |V (record keeping). The Comm ssion denied the
request to reopen the hearing for mtigating evidence, ordered the
sellers to cease and desist fromtheir violations, and inposed a
penalty, jointly and severally, of $2.375 mllion. The sellers

then petitioned for review of the Comm ssion’s final order.

The petitioners contend that thereis insufficient evidenceto
support a finding of materiality, an elenent of fraudul ent
solicitation wunder CEA 8§ 4b(a)(i) and (iii).3 Whet her a
m srepresentation is material is “a mxed question of |aw and
fact,” involving the “application of a legal standard to a
particular set of facts.”* A deferential standard applies to
gquestions of |aw enconpassed by the agency’s expertise so |ong as
the agency’'s conclusion is reasonable.®> However, “‘[w] hen the
question is of the sort that courts commonly encounter, de novo
review is proper.’”% Because materiality in allegedly fraudul ent
transactions is a question that courts often encounter, de novo
reviewis proper at |east insofar as the application of the lawto
the Commssion’s findings of facts, which are conclusive “if

supported by the wei ght of evidence.”’

3 See, e.g., Herman v. T&S Commodities, Inc., 592 F. Supp. 1406, 1416 (S.D.N.Y.
1984).

4 TSC Indus. v. Northway, Inc., 426 U.S. 438, 450 (1976).

> See Ryan v.CFTC, 145 F.3d 910, 916 (7th Gr. 1998).

5 See id. (quoting Monieson v. CFTC, 996 F.2d 852, 858 (7th Gir. 1993)).
" CEA § 6(c).




In this case, the petitioners msrepresented hypothetical
trading results as real trading results. They sold software
proclaimng that high profits had been obtained through actua
tradi ng over a period of years. These results supposedly had been
“certified.” In fact, however, no actual trades were ever nade
wth their system Instead, all results were sinmulated, and the
petitioners risked no noney in testing their system

A statenent or omtted fact is “material” if there is a
substantial |ikelihood that a reasonable investor would consider
the information inportant in naking a decision to invest.® W have
little hesitation in saying that a reasonabl e i nvestor woul d regard
as material the fact that the petitioners’ trading system “had
never been tested through actual trading.”?® Specifically,
according to the Comm ssion’ s expert, “hypothetical trading results
have many i nherent limtations.” For exanple, such results assune
a custoner can execute his trade at the opening price. They also
ignore the ability of a custonmer to steadfastly adhere to a
particular trading schene even when confronted with an initia
series of | osses.

The petitioners attenpt to characterize their nmethod as not
hypot hetical or wunreliable because their results were based on
real -tine data and not based on the benefit of hindsight. |In the
end, however, the problem with reporting hypothetical trading

results as real is that it allows an unscrupul ous seller to test an

8 See TSC Indus., 426 U.S. at 449.
9 Levine v. Refco, Inc., [1987-1990 Transfer Binder] Comm Fut. L. Rep. (CCH),
1 24,488, at 36,115 (CFTC July 11, 1989).
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arbitrarily |large nunber of potential investnent systens at little
cost and then nerely market the ones that happen to do best. Even
if each systemtested used real-tine rather than historical data,
the choice of which systemto market introduces a hindsight bias.

If real noney is used in testing, a seller cannot afford to
i ndul ge i n such cherry-pi cking, which neans i nvestors can have nore
confidence inthe seller’s clains. There is no allegation that R&W
tested nultiple systenms and only nmarketed the best, but this
rati onal e neverthel ess expl ains why any reasonabl e i nvestor would
be skeptical when hypothetical results are portrayed as real.?°

The petitioners’ advertisenents procl ai ned that the noney nade
t hrough their software sal es was pl owed back into real trades using
their system This also was a msrepresentation. The Comm ssion
found that the use of a trading systemby its developers is a sign
of authenticity, which reasonably increases consuner confidence in
buyi ng and using the system The petitioners contend that these
representations were of no additional benefit to consuner
confidence, given that the petitioners already offered a noney- back
guarantee and had placed their corporate |ogo on the product.

Act ual futures trading, however, creates exposure to
substantial risk. A claimthat one trades pursuant to the system
one sells clearly expresses a higher |evel of confidence than
merely putting a corporate | ogo on the product and offering a ful

refund. The petitioners also msrepresented the risks of futures

10 see also Inre Arnstrong, [1994-1996 Transfer Binder] Conm Fut. L. Rep. (CCH)
1 26,332, at 42,612 (CFTC Mar. 10, 1995), aff’'d, 77 F.3d 461 (3d Cr. 1993)
(rejecting an argunment identical to the petitioners’).
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trading by making bold predictions of high profits. Such clains
“amount[] to the type of guarantee of profit prohibited under
Section 4b of the Act.”! The petitioners respond that their
guarantee of profits was backed only by a refund policy, which
clearly established the only risks they insured agai nst. However,
the existence of alimted refund policy coupled wth extravagant
clains of false profits only confirns that the petitioners
m srepresented the existence of the substantial risks inherent in
futures trading. '?

The petitioners argue that the Conm ssion presented little
evi dence that actual trading would have been very different from
real t radi ng. However, even accepting the petitioners
characterization of the evidence as true does not change the fact
that their statements were fraudulent and would have nmade a
difference to a reasonable investor, even if the difference in
practice did not produce catastrophic |losses. As the Conm ssion
reasoned, a claimof “actual trading can convey to a custoner that
‘these results have been achieved,’” [whereas] the petitioners
method can only convey that ‘these results mght have been
possi ble.’”13

Because sinul ated results inherently overstatethereliability

and validity of an investnent system and because extravagant

1 Levine, T 24,488, at 36, 115.

12 'Rule 4.41(b) requires that certain disclosures about risk be nade when
presenting the performance of hypothetical commopdity accounts. The petitioners
protest that they were not charged with violating Rule 4.41(b). This is true,
but we also do not find any violation of Rule 4.41(b) was inproperly used to
buttress any fraudul ent solicitation violation.

3 1n re RRW Technical Services, Ltd., No. 96-3, 1999 W 152619, at *20, Comm
Fut. L. Rep. (CCH) ¢ 27,582 (CFTC Mar. 16, 1999).
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clains understate the inherent risks in comobdities trading, a
reasonable investor would find the petitioners’ fraudul ent

nm srepresentations to be material .4

CEA 8 4b(a) prohibits any person from defraudi ng another
person “in or in connection with” a commbdity futures contract.

The Comm ssion interprets in connection with” to reach the
petitioners’ conduct, while the petitioners dispute that any
all eged m srepresentations were nmade “in connection with” any
comodity futures contracts. To resolve this dispute, we first

must determ ne the proper standard of review

1.

To the extent that a |egal gquestion involves the
interpretation of the CEA, the Conm ssion should nornmally be
accorded a high level of deference,? since the Conmission is
entrusted wth admnistering the CEA through rules and
regul ations. ' Moreover, the Conm ssion adm nisters the CEA not
only through its rulenmaking authority, but also through its

adj udi cative power.” As this court has stated, “[e]ven the

14 See CFTC v. AVCO Financial Corp., 28 F. Supp. 2d 104 (S.D.N. Y. 1998) (finding
simlar msrepresentations to be nmaterial), appeal pending sub nom Vartuli v.
CFTC, No. 98-6280 (2d Gir.); cf. CFTCv. Skorupskas, 605 F. Supp. 923, 933 (E. D
M ch. 1985) (finding simlar msrepresentations to violate CEA 8§ 4b(a)).

15 See Chevron U.S.A., Inc. v. Natural Resources Defense Council, Inc., 467 U.S.
837, 843-44 (1984).

16 See, e.g., 7 U.S.C. § 4a(j).

17 See, e.g., 7 U.S.C. 88 9, 13.



adj udi cative interpretations of policy-nmaking agencies areentitled
to Chevron deference.”!®

In the present case, however, Congress has given adjudicative
authority not only to the Comm ssion, but also to the federa
district and appellate courts, both in ternms of reviewng
Comm ssion orders and decisions and in terns of original
jurisdiction over certain types of actions.! However, the
Commi ssion remains the only governnental body entrusted wth
rul emaki ng authority in this area of law, and thus still remains
the primary authority for interpretive policy decisions.?

Al t hough the federal appellate courts have the power to revi ew
Comm ssion orders and deci sions, and al though the district courts
have been granted original jurisdictionin certain cases under the
CEA, nothing in the CEA purports to | ower the standard of revi ew of
Comm ssion orders and decisions with respect to questions of
statutory interpretation. Thus, because the phrase “in connection
wth” is a termof anbi guous scope, and because the Conm ssion is
the primary policy naker in this area, we find no reason to depart
from regular Chevron deference, despite the fact that federa
courts at sone tines may be called upon in an original action to
interpret the CEA regarding a provision whose neani ng has not yet
been interpreted by the Commssion in a rule or adjudication

However, if there is no prior interpretation by the

18 M croconputer Technology Institute v. Riley, 139 F.3d 1044, 1047 (5th Grr.
1998).

19°5ee 7 U.S.C 88 9, 13a-1, 13a-2.

20 ¢f. Salleh v. Christopher, 85 F.3d 689 (D.C. Cir. 1996) (declining to
determine relative primacy when two governmental entities asserted truly

conflicting clainms of interpretive authority).
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Comm ssion, any question of Chevron deference becones noot.
I nstead, interpretations advanced by the Comm ssion during the
litigation may be construed as offered for the purpose of
“provid[ing] a convenient litigating position”’; if so, the
Conmmi ssion’s interpretation would not be entitled to deference.?

If a federal ~court answers a question of statutory
interpretation before the Conmm ssion, then that court’s
interpretation may later conflict wwth aninterpretati on adopted by
the Comm ssion in a later rule or case. The resolution of such a
conflict, however, is not before us, since the federal cases which
have interpreted “in connection wth” have not constricted the
phrase any narrower than the Conm ssion has interpreted it inits
deci sions. Thus, we nust defer to the Comm ssion’s interpretation

unless it is unreasonabl e. ??

2.

In order for a fraudul ent statenent to be “in connection wth”
a commodities future contract as required by § 4b(a), the statenent
must first msrepresent the fundanmental risk associated with such
i nvestments.?® M srepresentations regarding the tax status of a

commodi ti es account are not actionabl e, ?® nor are m srepresentations

2l See, e.qg., United States v. Food, 2,988 Cases, 64 F.3d 984, 987 n.5 (5th Gr.
1995) (citing lrving Indep. Sch. Dist. v. Packard Properties, 970 F.2d 58, 64
(5th Qr. 1992)).

2 See Chevron, 467 U.S. at 843-44.

23 See, e.q., Kearney v. Prudential-Bache Securities, Inc., 701 F. Supp. 416,
424-26 (S.D.N.Y. 1988).

2 See id.
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regardi ng comi ssi ons. 2> The plai n | anguage of 8§ 4b(a) requires the
m srepresentation to have sone connection with the trading of
comodity futures contracts. At issue is how tenuous that
connection can be.

Wiile it is clear that the petitioners’ advertising clains
m srepresented the fundanental risk associated with commodity
futures investnents and tradi ng systens, the unusual aspect of this
case is that the petitioners executed no trades for custoners
They only sold software. In essence, the petitioners provided
i nvestnment recommendations, but did not have any additional
discretion to make trades on behalf of their custoners. The
petitioners generally profited only fromthe sale of software and
not fromthe trading of their custoners.?®

In Saxe v. E.F. Hutton & Co.,? another fraud case under the

CEA, a broker solicited the opening of a discretionary account by
m srepresenting the experience and skills of another broker who was
to trade for the account.?® |In the instant case, the petitioners

m srepresentations regarding the reliability of their system are
anal ogous to the broker in Saxe m srepresenting another broker’s

track record. Unlike the broker in Saxe, however, the petitioners’

25 See Wl iansport Firemen Pension v. E.F. Hutton & Co., 567 F. Supp. 140 (MD.
Pa. 1983).

26 |n point of fact, however, one of the first sales R&W nmde was to a
comodities broker who financed the purchase by paying R&W a portion of each
comi ssion he charged his custoners whenever he nmade a trade based on R&W s
system Cearly, any misrepresentations in that particul ar sal e woul d have been
in connection with comodity futures contracts because R&Wsold the systemw th
the intent of being paid fromcomi ssions made using the recomendati ons of the
software. However, this apparently was an atypical sale and not the basis for
t he Conmi ssion’s general conplaint.

27 789 F.2d 105 (2d Gir. 1986).

28 |d. at 110.
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custoners only purchased recomendati ons fromthe petitioners. The
petitioners had no authority to execute any trades on their
custoner’s behalf, whether at the custoner’s request or at the
petitioners’ discretion. In one sense, then, the “connection”
between the fraud and trades in Saxe is two | evels closer than in
the current case. The broker in Saxe had both the custoner’s noney
and the custoner’s perm ssion to execute trades.

In dayton Brokerage v. CFTC, ?° however, the Eleventh Circuit

found m srepresentations to be “in connection with” comodity
trading regardless of whether the account was discretionary or

traded only at the request of the custoner. ( ayton Brokerage is

thus only one | evel renoved fromour case, in which the petitioners
made recommendations but did not have any direct stake in the
t radi ng.

Moreover, although the petitioners did not profit from
custoner trading by receiving conm ssions, the petitioners did not
give their advice away and necessarily expected their custoners to
make trades. This expensive software had no purpose except as a
devi ce for choosing which trades to nake. In the end, then, the
question i s whet her the phrase “in connection with” can reasonably
be read to reach the petitioners’ fraud.

Under the Commission’s interpretation, fraud in the sale of
investnment advice wll be “in connection with” the sale of a

comodities future contract if the fraud relates to the risk of the

29 794 F.2d 573, 582 (11th Gir. 1986).
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trading and the primary purpose of purchasing the advice is to
execute trades. Under this interpretation, the fraud here can be

understood as nore simlar to the fraud in d ayton Brokerage and

Saxe than first appears. The only purpose for depositing noney in
a commodity account is to subsequently nmake trades, either on one’s
own initiative or at the recomendation or discretion of the
br oker. Simlarly, no one spends several thousand dollars on a
sophi sticated software package wthout seriously intending to
execut e trades.

These scenarios contrast markedly wth other sales of
i nvestment advice. For exanple, namgazine and newspaper articles
of ten di spense i nvestnent advice on a variety of topics. A person
may buy a newspaper or nmagazine to read such articles with no
intention to follow through on any of the recommendati ons. Such
sources are invariably used not only for educational and research
pur poses, but also entertainnment or |eisure purposes. The sane,
however, cannot be said about petitioners’ software. As the
Comm ssi on not ed bel ow

unli ke the cases that have found the connection between

the fraud and trade |acking, the m srepresentations in

this case are neither incidental nor secondary to the

futures trading but are directly related to that trading.

In fact, the gravanen of the <claim is that the

respondents m sled potential purchases of their system

concerning trading profits and trading risks in order to

i nduce custoners to trade, and there i s anpl e evi dence to

show that they did trade.?*

There are additional reasons to construe 8 4b(a) broadly

30 |n re R&W Technical Services, Ltd., No. 96-3, 1999 W 152619, at *23, Comm
Fut. L. Rep. (CCH) Y 27,582 (CFTC Mar. 16, 1999).

13



rather than narrowmy. Oiiginally, 8 4b(a) only applied to nenbers

of a contract nmarket. In 1968 it was extended to reach “any
person. " 3! In fact, “[t]he legislative history [of 8§ 4b(a)]
indicates a progressive trend toward broader application of the
CEA. "% |n 1974, Congress gave the Conmi ssion even greater
enforcenent powers, in part because of the fear that unscrupul ous
i ndi vidual s were encouragi ng amateurs to trade in the comodities
mar ket s t hrough fraudul ent advertising.®* Renedial statutes are to
be construed liberally,® and in an era of increasing individua
participation in commodities markets, the need for such protection
has not | essened.

The Commi ssion’s positioninits earlier adjudication of this

case is consistent with CFTC v. AVCO Fi nanci al Corp. * and does not

conflict with any earlier interpretations by the federal courts.
The petitioners defrauded custoners regarding the reliability of a
system whose only intended use was as a neans of selecting
comodity futures contracts. To say that such fraud is “in
connection with” commodity futures contracts is not unreasonable.
Gven the standard of review, we nust affirm the Conmm ssion’s

findings of liability under 8§ 4b(a).

31 See Pub. L. 90-258, 82 Stat. 27 (1968).
32 Saxe, 789 F.2d at 111; see also Hirk v. Agri-Research Council, Inc., 561 F.2d
96, 103-04 (“The plain neaning of such broad | anguage [as ‘in connection with']
cannot be ignored.”).

33 See Saxe, 789 F.2d at 111.

34 See Moni eson v. CFTC, 996 F.2d 852, 859 (7th Cir. 1993).

35 28 F. Supp. 2d 104 (S.D.N. Y. 1998), appeal pending sub nom Vartuli v. CFTC,
No. 98-6280 (2d Gir.) (finding nearly identical m srepresentations in

the sale of software to be “in connection with” futures contracts).
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L1l
The petitioners were also charged with violating CEA 8 40 and
Comm ssion Rule 4.41(a), which prohibit Commodity Tradi ng Advi sors
(“CTAs”) from defrauding clients and prospective clients through
various schenes including fal se advertising. At issue is whether

the petitioners were functioning as CTAs.

A CTA is defined as any person who “for conpensation or
profit, engages in the business of advising others, either directly
or through publications, witings, or electronic nedia, as to the
val ue of or the advisability of trading in [futures contracts].”36
Excluded fromthis definition is any “publisher or producer of any
print or electronic data of general and regular dissem nation,
including its enployees.”?® However, the publisher exception only
applies if the CTA's “furnishing of such services . . . is solely
incidental to the conduct of their business.”®*® The Comm ssion
argues that “such services” refers to “any advisory services,”
while the petitioners argue that it refers only to “personalized
advi sory services.”

The plain | anguage of the statute, however, shows that the
phrase refers to “any advisory services.” Section 8 la(5)(A) (i)
defines a CTA as any person who “engages in the business of

advi sing others, either directly or through publications, witings,

3 7 USC §1a(5)(A.
377 U.S.C § 1a(5)(B).
% 7 uUscC §1a(5)(0.
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or electronic nedia.” Absent any other distinctions, the |ater
reference to “such services” can only refer to both the direct and
indirect provision of advisory services. This mght appear to
vitiate the entire publisher exception, since the publishing of
such advice may often be the primary business of a publisher.
However, the exclusion still protects incidental publishers of such
advi ce, such as general nmagazi nes and newspapers, even if it does
not excl ude publishers who specifically concentrate on commodities
and futures advice. To accept the petitioners’ interpretation,
however, would allow any | arge publishing conpany to offer highly
personal i zed tradi ng advice on the side — such as a 1-800 nunber
trading hotline — w thout having to conformto the rul es regul ati ng
comodity tradi ng advi sors, so long as the service was “incidental”
to their regular inpersonalized publishing activities. For these
reasons, the Commssion’s interpretation is the correct one.?*
Alternatively, we note that the petitioners’ software
publ i shi ng was nei ther “generally” nor “regularly” di ssem nated, as
required in order to neet the publishing exception.* |In Lowe v.

SEC,“* the Suprene Court dealt with an even broader publisher

%9 Even if we accepted that the statutory definition of CTA was anbi guous, we
woul d defer to the Commission’s interpretation under Chevron since it is not
unreasonable. Simlarly, the fact that Congress i ncl uded “sel | i ng subscri pti ons”
within the listed activities of CTAs, and referred to a CTA's “subscribers”
supports the notion that Congress intended to regul ate inpersonal publishers,
since the selling of subscriptions necessarily involves the publishing of
i npersonal advice. Legislative history of the CEA al so supports the idea that
Congress intended to protect the cormodities markets fromthe i nproper influences
of inpersonal advisors. See H R Rep No. 93-963, at 37 (1974) (describing CTAs
as “individuals who are involved either directly or indirectly in influencing or
advi sing the investnent of customers’ funds in comodities” (enphasis added));
id. at 54-55, 68 (expressing concern for potential market mani pul ati ons occurring
when advi sors nmake i nper sonal i zed, i dentical reconmendations to their custoners).
40 See 7 U.S.C. § 1a(5)(B)(iV).

41 472 U.S. 181 (1985).
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exception within the Investnent Advisers Act of 1940. The Court
defined regular dissemnation to require that “there is no
i ndi cation that [di ssem nation] ha[s] been tined to specific market
activity.”*? In this case, the petitioners’ recommendations were
provided by software that was programed to “speak” only when
certain market conditions were net. Thus, the petitioners’
reconmendations were tinmed to particular market activity and not
“regul arly” dissem nated. Moreover, a publication is only of
“general” dissemnation when it is circulated for sale to the
general public at large in an open nmarket.* The record here
i ndicates that the petitioners advertised that the software would
only be sold in limted nunbers. While that may have been a
selling tactic, such clains cut against their argunent that their
software was “general ly” di ssem nat ed.

The petitioners contend, however, t hat under Lowe,
“inpersonal” publishers of investnent advice cannot be CTAs. In
Lowe, the Court found that publishers of inpersonal advice were not
i nvestment advisors under the I|nvestnent Advisers Act of 1940
(1 AA), ** which defined investnent advisor to include persons who
advi sed others indirectly through publications.* The Court found
that the |l egislative intent behind the | AAwas to regulate only the
busi ness of dispensing personalized advice and not to regul ate

i npersonalized publishing activities; t heref ore, i nper sonal

42 1 d. at 209.

See id. at 210.

* See id.

4 See 15 U.S.C. § 80b-2(a)(ii).

17



publishers were not included in the definition of “investnent
advi ser. "4

The petitioners in this case were inpersonal publishers. The
software they of fered provi ded i npersonal reconmendations as to the
buyi ng and selling of commodities. Such recommendati ons were not
based on any know edge regarding the user’s personal financia
si tuation. Admttedly, this is a nore sophisticated form of
publishing than a weekly newsletter, but in substance it is the
sane as if the petitioners operated their proprietary software at
home and faxed reports to their subscribers on a daily basis.

Just because Lowe found that the | AA excl uded such publishers,
however, does not entail that the CEA nust. The statutes are
different, and Lowe read the statute to avoid constitutional
concerns. Had inpersonal advisors been included in the definition
of an i nvest nent advi sor, there woul d have been an unconsti tuti onal
prior restraint in regulating them since the publication of
i npersonal advice about specific investnents is fully protected
speech under the First Amendnent.?#

The Conm ssi on does not contest that such regul ati ons woul d be
a prior restraint, but instead argues that we need not consider
that constitutional question because the validity of the CEA s
registration requirenents is not before us. The petitioners are no
| onger charged with registration violations, and even if the

regi stration requirenents are unconstitutional, the rest of the CEA

46 | owe, 472 U.S. at 204, 207-08, 210.
47 See id. at 210 n.58.
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woul d remain intact under a severability clause. *®

I nstead, the Comm ssion argues that the CEA can define
i npersonal publishers as CTAs, even if the CEA cannot i npose
registration requirenents upon them Then, once the CEA has
defi ned such advi sors as CTAs, the CEA can inpose liability on them
for violations of the CEA's antifraud provisions, since liability
for fraud would not run afoul of the First Amendnent.

In general, statutes should be construed so as to avoid
constitutional questions.® However, the constitutional question
in this case has already been avoided because the registration
requi renents are not before us. W find, then, that the
petitioners fall within the plain neaning of the definition of CTA
and thus are subject to the CEA's antifraud provisions which apply
to CTAs. However, we do note that |ower courts have split on this

i ssue. %t

In order to apply 8 40 and Conm ssion Rule 4.41 to the
petitioners, their advertising schene nust have been used to

defraud potential “clients.”® The petitioners argue that their

48 See 7 U.S.C. § 17; cf. Taucher v. Born, 53 F. Supp. 2d 464 (D.D.C. 1999)
Sfi nding that the CEA s registration provisions are unconstitutional).

9 See Lowe, 472 U.S. at 225 (White, J., concurring) (citing Zauderer v. Ofice
of Disciplinary Counsel, 471 U S. 626, 651 (1985); Village of Schaunberg v.
Ctizens for a Better Env't, 444 U. S. 620, 637-38 (1980); Schneider v. State, 308
U S 147, 164 (1939)).

50 CFTC v. Schor, 478 U.S. 833, 841 (1986).

51 Conpare Commodity Trend Serv., Inc. v. CFTC, 1999 W. 965962 (N.D. Ill. Sept.
29, 1999) (including inpersonal publishers within the definition of CTA), on
remand from 149 F. 3d 679 (7th Gr. 1998), with G nsburg v. Agora, Inc., 915 F.
Supp. 733 (D. Md. 1995) (excluding such publishers fromthe definition of CTA).
52 See CEA § 40(1); Commission Rule 4.41(a), (c).
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custoners were not clients because no personal relationship existed
between the petitioners and their custoners. \Wile the CEA does

not define “client,” the petitioners urge that the comon neani ng
of the termrequires a personalized rel ationship.

In ternms of Comm ssion Rule 4.1, the Comnm ssion has previously
interpreted it to apply to advertisenents directed to nere
subscri bers of i nvest ment advice.® The Commi ssion’s interpretation
of its own rule would, of course, be “controlling . . . unless it
is plainly erroneous or inconsistent with the regulation.”>%

The petitioners’ argunment regarding 8 4o, however, finds
superficial support in cases such as Lowe, which distinguished
bet ween the inpersonal publisher-subscriber relationship and “the
i nvestment adviser-client” relationship.* Lowe's distinction was
made based on the | AA Act and not the CEA. However, even the CEA
makes a di stinction between clients and subscri bers. For exanple,
8 40 and Rule 4.41(c) apply only to clients, while Rule 4.33(a)
specifically applies to clients and subscri bers.

The petitioners, however, failed to raise their argunent
regarding the definition of “client” before the Conm ssion and
instead sinply argued that 8 40 did not apply to them because they
were not CTAs. W have held that “[a]s a general rule, in
considering a petition for review froma final agency order, the

courts will not consider questions of |aw which were neither

53 See, e.g., In re Armstrong, [1994-1996 Transfer Binder] Conm Fut. L. Rep.
(OCH) T 26,332, at 42,612 (CFTC Mar. 10, 1995), aff'd, 77 F.3d 461 (3d Gr.
1996) .

>4 Bowl es v. Seminole Rock Co., 325 U.S. 410, 414 (1945).

° Lowe, 472 U.S. at 210.
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presented to nor passed on by the agency.”% Because we find no
conpelling reason to address this question of interpretation for

the first tinme on appeal, we do not decide the issue.

| V.

An agency’s refusal to reopen the record is a procedural
matter which is reviewable for an abuse of discretion.® In the
present case, the Comm ssion refused to hear testinony that
denonstrat ed wi despread custoner satisfactionwth the petitioners’
pr oduct .

The reason the petitioners did not give such evidence at the
ALJ hearing was because both the ALJ and enforcenent counsel had
i ndi cat ed t hat whet her the software worked as adverti sed was not at
i ssue. The ALJ even excluded the D vision s custoner wtness
testinony as irrelevant. Yet after the hearing, the ALJ nade
findings of fact based on an assunption that no trading schene
could work as the petitioners advertised.®® Wen the Comi ssion
then refused to hear evidence of custoner satisfaction, the
Comm ssion stated that excul patory evidence, including evidence of
custoner satisfaction, was not material because the Conmm ssion
agreed that the efficacy of the systemwas not at issue.

However, evidence of the efficacy of the petitioners’ system

56 Myron v. Martin, 670 F.2d 49, 51 (5th Gr. 1982).

57 See Al aska Steanship Co. v. Federal Maritinme Comm, 356 F.2d 59, 62-63 (9th
Gr. 1966).

%8 See In re R&W Technical Services, Ltd., Conm Fut. L. Rep. (CCH) T 27,193, at
45,727 n.75 (CFTC ALJ Dec. 1, 1997).
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was relevant in assessing sanctions.?® The Comm ssion now portrays
the petitioners’ failure to adduce evidence at the ALJ hearing as
a tactical decision.® Such a characterization is hard to square
wth the fact that the ALJ and Division stated that the efficacy of
the systemwas not at issue. Further, we see no tactical advantage
the petitioners m ght have gained by hol ding back evidence that
their custoners were satisfied and had nmade rat her than | ost noney.

When the Conm ssion conducted its review, its review was de
novo. Thus, there was no need to exclude the defendant’s
mtigating evidence based on deference to prior factual findings.
Because of the relevance of this mtigating evidence, and because
the ALJ appears to have msled the petitioners as to the
adm ssibility of this evidence, the Commssion abused its
discretion in refusing to reopen the record to hear this evidence,
especially given that the ALJ originally inposed over a$ 7 mllion
penalty based on a finding that no such trading system could

provide a “trader with any significant market advantage.”®?

V.
Sanctions are reviewed under the abuse of discretion

standard. ®® The standard is that the sanction nust be rationally

9 See In re Gossfeld, [1996-1998 Transfer Binder] Conm Fut. L. Rep. (CCH 1
26,931, at 44,468 & n.30 (CFTC Dec. 10, 1996) (in assessing civil noney
penalties, the |l oss suffered by customers i s one pertinent factor), aff’din part
and appeal dismissed in part, 137 F.3d 1300 (11th Gr. 1998).

%0 See In re Interstate Secs. Corp., [1990-1992 Transfer Binder] Comm Fut. L.
Rep. (CCH) ¢ 25,373, at 39,261 (CFTC Aug. 27, 1992).

61 'R&W Techni cal Services, {1 27,193, at 45,727 n.75.

62 See Ryan v.CFTC, 145 F.3d 910, 916 (7th Gr. 1998).
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related to the offense.®® Gven that the Conm ssion should have
considered evidence of the efficacy of the system and custoner
satisfaction, the penalty nust be reassessed in |ight of such
mtigating evidence. The inproper exclusion of evidence aside, the
original penalty was unreasonably excessive.

The penalty may be determ ned by focusing on the “relative
gravity of . . . msconduct” in light of factors such as:

(1) the relationship of the violation at issue to the

regul at ory purposes of the Act; (2) respondent’s state of

m nd; (3) the consequences flowng from the violative

conduct; and (4) respondent’s post-violation conduct. %
Furthernore, “[t]he level of sanctions should reflect ‘the
particular mtigating or aggravating circunstances presented by the
uni que facts of the individual conduct at issue.’”% On occasion
penalties in simlar cases have been “a guide to the appropriate
| evel of a civil nonetary penalty.”® However, an undue focus on
past penalties fails to account for changes in policy or inflation,
and thus may underm ne deterrence.® Federal courts have also
rejected the notion that uniform sanctions nust be inposed by an
adm ni strative agency for simlar violations.?®8

Even i f sanctions need not be precisely uniform they nust be

rational, and neither inflation nor expressed policy changes can

explain the magnitude of the penalty in this case. At oral

63 See Monieson v. CFTC, 996 F.2d 852 (7th Gr. 1993).
% Gossfeld, T 26,921, at 44,467-68.
65 1d. (quoting In re Premex, [1987-1990 Transfer Binder] Comm Fut. L. Rep.
géx}g { 24,165 (CFTC Feb. 17, 1988)).
I d.
7 See id.
68 See Butz v. Qdover Livestock Comm Co., 411 U S. 182, 187 (1973); Mbnieson,
996 F.2d at 864.
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argunent, counsel for the Conm ssion was unable to say that there
had ever been a fine greater than $100,000 in a case in which there
had been no denonstration of harmto others. One case allowed a
civil penalty of $1.8 million, but only after a defendant conmitted
extensive solicitation fraud, his custoners suffered | osses of nore
than $2 mllion, and the defendant violated a cease and desi st
order.

In calculating a civil penalty, “the financial benefit that
accrued to the respondent and/or the | oss suffered by custoners as
a result of the wongdoing are especially pertinent factors.”’ In
this case, the Conm ssion had no evidence of custonmer |osses and
thus focused exclusively on the gain to the petitioners when
approving a $2.735 mllion sanction based on estimated gross
revenues. When a penalty is designed for deterrence and not
restitution, however, the proper neasure of gain to the defendant
is net profits, not gross revenues.’?

Thus, the |l ack of denonstrated harmin this case suggests that
the petitioners’ violations, while actionable, were not so
egregious as to warrant a $2.375 million penalty. Presumably, the
petitioners’ systemworked better than the one at issue in CFTC v.

AVCO Financial Corp.” In both AVCO and the present case, sellers

portrayed hypothetical results as real results.” The evidence of

%9 see Grossfeld, T 26,921.

0 See id. Y 44,468 & n. 34.

L See CFTC v. AVCO Financial Corp., No. 97 ClV. 3119, 1998 W 524901, at *1
(S.D.N. Y. Aug 21, 1998) (reducing $4.15 nillion penalty based on gross revenues
to $700, 000 penalty based on net profits).

2 28 F. Supp. 2d 104 (S.D.N. Y. 1998), appeal pending sub nom Vartuli v. CFTC
No. 98-6280 (2d Cir.).

3 See id. at 115-17.
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actual losses suffered by AVCOs custoners shows why such
nm srepresentations would be material to reasonabl e i nvestors. ™ The
| ack of any denonstrated losses in this case nmakes plain that a
$2.375 mllion penalty is capricious and indefensible. Even the
Comm ssion’s w tness, whose testinony denonstrated that the system
did not performas well in practice as in theory, earned a $60, 000
profit in one year using the systemand stated that no other system
wor ked better.

The Comm ssion has never inposed a penalty this |arge on any
i ndi vi dual and has never inposed a penalty of even the sane order
of magni tude absent denonstrated harmto others. Thus, on renmand
a new assessnent of the penalty should begin with the petitioner’s
net profits, which then should be adjusted |ower based upon any
mtigating evidence the petitioners present with regard to custoner
sati sfaction.

AFFIRVED in part, REVERSED in part, and REMANDED

4 See id. at 112-13.
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