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No.07-1311

IN THE UNITED STATES COURT OF APPEALS FOR THE TENTH CIRCUIT
UNITED STATES OF AMERICA,
APPELLEE
V.
JOSEPH P. NACCHIO,

APPELLANT

ON APPEAL FROM THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLORADO

BRIEF FOR THE UNITED STATES

JURISDICTIONAL STATEMENT
This is an appeal from a final judgment of the district court in a criminal case.
The district court had jurisdiction under 18 U.S.C. § 3231. The court entered

judgment against appellant Joseph Nacchio on August 3, 2007. Add. 1.' Nacchio

' “Br.” refers to Nacchio’s opening brief; “Add.” refers to his addendum;
“App.” refers to his appendix; “Supp. App.” refers to the government’s supplemental
appendix; and “GX” and “DX” refer to audio and video exhibits introduced at trial
by the government and defense, respectively. The audio and video exhibits are on a
CD-ROM enclosed with the supplemental appendix.

1



filed a notice of appeal on August 10, 2007. App. 1387. This Court’s jurisdiction
rests on 28 U.S.C. § 1291 and 18 U.S.C. § 3742(a).
STATEMENT OF THE ISSUES
1. Whether a reasonable jury could conclude that Nacchio, with the intent
to cheat investors, sold Qwest stock based on material inside information.
2. Whether the district court correctly instructed the jury on materiality,
non-public information, and good faith.
3. Whether the district court abused its discretion in excluding the opinion
testimony of a proposed defense expert.
4. Whether the district court abused its discretion in denying discovery, and
admission into evidence, of certain classified information.
5. Whether, for sentencing purposes, the district court correctly calculated
“the total increase in value” Nacchio “realized” from his illicit stock sales.
6. Whether, for forfeiture purposes, the district court correctly calculated
the “proceeds” Nacchio “obtained” from his illicit stock sales.
STATEMENT OF THE CASE
An indictment returned in the United States District Court for the District of
Colorado charged Nacchio with 42 counts of insider trading, in violation of 15 U.S.C.

§§ 78j(b) and 78ff and Securities and Exchange Commission (SEC) Rules 10b-5 (17



C.F.R. § 240.10b-5) and 10b5-1 (17 C.F.R. § 240.10b5-1). App. 67-68. Following
a jury trial, Nacchio was acquitted of the first 23 counts and convicted on the
remaining 19 counts. Add. 1. The 19 counts of conviction comprised Nacchio’s
stock sales from April 26 to May 29, 2001. The district court sentenced Nacchio to
72 months of imprisonment (Add. 2), assessed a $19 million fine (Add. 5), and
ordered him to forfeit approximately $52 million (Add. 85).
STATEMENT OF FACTS

Nacchio was the chief executive officer of Qwest Communications
International, a large telecommunications company, at all times relevant to this case.

In September 2000, Nacchio raised Qwest’s revenue, earnings, and growth
targets for 2001. He knew that, to meet those targets, Qwest would need to make a
dramatic “shift” in its business model from “one-time” transactions to higher-quality
“recurring revenue” streams. He further understood this shift had to happen in early
2001. During exhaustive budget reviews in late 2000, Nacchio’s executives warned
him that the targets were unrealistic, but he refused to lower them.

By early 2001, the warnings came true. In April, Qwest’s first-quarter results
showed the company had failed to make the necessary shift to recurring revenue.
Worse yet, the April reports showed that one-time transactions would “dry up” during

the second half of 2001.



Nacchio knew these reports were important. He knew they meant Qwest would
be unable to meet its public targets. He knew investors were persistently asking how
much Qwest was relying on one-time transactions in lieu of recurring revenue. And
he knew if he disclosed that information, Qwest’s stock price would plummet.
During an investor call on April 24, Nacchio withheld the information and reaffirmed
Qwest’s 2001 targets. Two days later, he began dumping his own stock at an
unprecedented pace, reaping $52 million. He then delayed disclosure of the
information for months to conceal his scheme.

I. July 2000 To December 2000: Nacchio Sets Unrealistic Targets Dependent
On A “Shift” From One-Time Transactions To Recurring Revenue

In July 2000, upon completion of a merger between Qwest and U S West,
Nacchio told employees that the newly-formed Qwest would “grow or die.” GX
514A. He explained that Qwest’s stock price would suffer if the company did not
meet its high revenue, earnings, and growth targets. GX 506A; App. 2117-2122.

In September 2000, Nacchio raised Qwest’s targets, telling the public that the
company expected revenue to grow by 15% to 17%, and earnings by 20%, through
2005. App.4781-4782. For 2001, he announced a revenue target range of $21.3 to
$21.7 billion. Ibid. He did so although his executives had not even begun the 2001

budgeting process. App. 2137-2138, 2716.



Nacchio’s senior executives—Afshin Mohebbi (then Qwest’s president of
worldwide operations and later its chief operating officer), Robin Szeliga (then head
of financial planning and later chief financial officer), and the heads of Qwest’s three
main business units (wholesale, global business, and national mass markets)—told
him that the $21.3 to $21.7 billion public target was unrealistic. App. 2122-2156,
3110-3143. Specifically, Nacchio learned that: even “if everything went right,” the
wholesale unit would fall $362 million short of its internal target, App. 2481-2482,
4940; the global business unit, “to have any chance” of making its internal target,
would need to increase productivity by 68%, App. 2602, 2617-2618; and the national
mass markets unit, even after Nacchio had threatened its top staff with termination,
would be at least $364 million short of its internal target, App. 2748; see App. 2147,
2742-2744 (gap was more likely $444 million).

Knowing that these gaps made the targets a “huge stretch” (App. 4990),
Nacchio nevertheless required the unit heads to “sign up” to the targets (App. 2486).
And he then raised the wholesale unit’s target by another $172 million. App. 2487.
Greg Casey, that unit’s head, was “outraged” (App. 2489-2490) and told Nacchio and
others the new number was “bullshit” (Supp. App. 228).

There was a minor difference between Qwest’s internal targets—which totaled

$21.8 billion—and the $21.3 to $21.7 billion public target. App. 2164-2165, 4975.



But this “cushion to the street” was at most $500 million. App. 2165. The units’
gaps easily outstripped that amount. Szeliga warned Nacchio that when she
“aggregated” the gaps, she expected Qwest to book no more than $20.4 billion of
revenue in 2001 — almost “a billion dollars” below the bottom end of the public
target. App. 2134, 2423-2424.

Mohebbi, Szeliga, and the business units further warned Nacchio about the way
the targets would have to be reached. E.g., App. 3143-3144. Qwest had traditionally
relied on “non-recurring revenue’ as a last-resort “gap filler[]” to meet growth targets.
App. 2461-2463. It earned such revenue mainly through the wholesale unit’s sale of
indefeasible rights of use (IRUs), which were property rights in Qwest’s network.
App. 2458-2459. Because revenue from an IRU sale was booked all at once, and
because Qwest had to discover new IRUs every quarter, it was “axiomatic” that IRUs
were less reliable income than “recurring revenue” — i.e., income earned monthly
from regular subscribers. App. 2463, 2466; see App. 2459-2460. Nacchio himself
had long acknowledged that IRUs were an “accounting trick[]” Qwest used to “make
[its] numbers” when recurring revenue fell short, and that recurring revenue was
“more valuable” than IRUs “in terms of what the marketplace valued in Qwest.”

App. 2461, 2464-2466.



To grow fast enough to meet the public targets, Qwest would need to make an
“aggressive pivot,” or “shift,” from IRUs to recurring revenue streams. App. 2177,
2600. The 2001 budget required Qwest to double its 2000 growth rate for recurring
revenue. App. 2203, 2599-2600. Nacchio knew this shift was “unnatural” and
probably not “achievable” (App. 2604), because Qwest had a poor “track record” in
growing recurring revenue (App. 4990). And he knew the shift would have to happen
“right out of the gates” in 2001. App. 2176-2179. Qwest needed new subscribers
early in the year so it could count on and build upon their revenue; if it failed to sign
up enough new customers early in the year, it would not later benefit from sufficient
“compounding” to reach the public target. App.2179;see App. 3166 (“[I]f somebody
at home subscribes to a telephone service that costs $1 a month, if you sell it in
January, you’re going to collect $12 because they paid 12 times. If you sell that same
product in December, you collect $1.”).

Qwest’s budget counted on this compounding to generate “a ramp-up in
revenues for [the] third and fourth quarter[s]” of 2001. App. 3200. Mohebbi told
Nacchio that “if we don’t crank up recurring growth by April,” “we got big problems”
— “there won’t be enough one timers to close the gap in 3Q and 4Q.” Supp. App.
231. If recurring business did not “literally take off” by April (App. 4990), Qwest

would “have to bring the numbers down” (App. 3199). Nacchio understood that a



slow start in obtaining new recurring revenue would have “a snowball effect,”

dooming Qwest’s year-end target. App.2493-2494. Ata2001 kick-off event, he told

Qwest’s sales staff that “something big” had to happen “by April.” GX 559B; see

also GX 551A (Nacchio said first half of 2001 would be “absolutely critical” and

“[s]liding into home in December * * * is probably not the way you can make this

year’s numbers”).

II.  January 2001 To April 2001: Qwest Fails To Make The “Shift” To
Recurring Revenue And “Drains The Pond” Of IRUs, But Nacchio
Withholds That Information From Investors
A.  Throughout the first quarter of 2001, Nacchio received wave after wave

of bad news. In January, the head of the national mass markets unit,” Qwest’s biggest

source of recurring revenue, began “routine[ly]” telling Nacchio that the unit’s 2001

target was “not attainable” in light of early results. App. 2879-2880. By April, the

unit reported that it would miss its year-end number by $323 million. App. 2900.

Nacchio was “not pleased.” App.2921. Similarly, the global business unit reported

that it was “way off” of its recurring revenue target and had to rely on IRUs to meet

its first-quarter numbers. App.2635-2638. Nacchio “express[ed] concern,” because

this meant the unit would not be able to “ramp” up recurring revenue in the third and

>In 2001, the “national mass markets” unit changed its name to “consumer and
small business.” App. 2875. This brief uses “national mass markets” throughout.
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fourth quarters of 2001. App. 2635. Szeliga gave Nacchio the bottom line on April
9: Qwest had failed to make the shift to recurring revenue ““at the rate expected”—it
was behind the recurring revenue growth target by 19% —and the year-end gaps
would somehow have to be “filled by IRUs.” App.2210-2212,5000-5001. Nacchio
was “visibly disappointed” with this news. App. 3260.

Worse yet, Nacchio then learned during the wholesale unit’s first-quarter
review on April 13 that Qwest would not be able to fill the gaps with IRUs because
the IRU market was already “drying up” and the unit saw no IRUs in the “funnel” for
the third and fourth quarters. App. 2496, 2505; see generally App.2224-2229,2494-
2512. Casey explained that the carriers that normally purchased IRUs were going out
of business. App. 2494. Therefore, “going into th[e] second quarter” in early April,
the wholesale unit “pretty much knew the entire universe” of coming IRU sales, and
it would be “draining the pond” of those IRUs in the second quarter, with none left
for the third and fourth quarters.” App.2495-2496. Casey told Nacchio that the IRUs
were “going away’ and that, as a result, the wholesale division alone faced a $675
million gap and could not fill gaps from other units. App. 2499, 2508-2509. Nacchio

“wasn’t * * * happy” with this news. App. 2493.

> Many remaining IRUs were “swaps” — transactions in which Qwest traded
its network and thus received no cash. Like other IRUs, these transactions (of which
“accountants had a very dim view”) were “com[ing] to an end.” App. 2494-2495.

9



B.  With other carriers lowering their targets in 2001, analysts and investors
persistently questioned Nacchio and Lee Wolfe (the head of Qwest’s investor
relations group) about how Qwest could still meet its targets. App. 1557-1558, 1599-
1620. From January to April, they repeatedly asked for the makeup of Qwest’s
revenue. App. 1600, 1611-1612; Supp. App. 237 (Mohebbi told Nacchio the market
was “demanding” a revenue “breakdown”). Mark Schumacher (Qwest’s controller)
advocated disclosure of that information because the IRU sales—which comprised
39% of the company’s first-quarter growth—were an “over significant” source of
income. App. 2755, 2759. Wolfe told Nacchio “three or four times” that he should
disclose the information because investors needed it to determine whether Qwest
would “be able to continue to grow” and because it would enable them “to make an
informed decision whether to buy or sell the stock.” App. 1632-1633, 1655, 1799.

Nacchio exercised close control and “final say” over everything Qwest told the
public (App. 1536; see App. 1533-1537), and he refused the calls for disclosure,
asking Wolfe, “[C]an you guarantee me the stock price won’t go down?” App. 1655.
When Wolfe responded, “[I]t’s going to go down,” Nacchio would say, “[S]crew
them, go tell them to buy.” App. 1657, 1799. Going a step further, Nacchio directed
Wolfe to tell Qwest executives that, when speaking with investors, they could not

“engage in any conversations about the use of the one-time transactions.” App. 1829-

10



1830. Wolfe did as he was told. App. 1830, 2468.

By April 2001, investors were growing “increasingly frustrated” because Qwest
had still given them no “visibility” into the “black box™ of revenue and growth. App.
1592, 1615, 1618. As Wolfe and Nacchio regularly discussed, the investors’
questions became more “accusatory in terms of * * * ‘what are you guys doing that
enables you to continue to meet the numbers.”” App. 1618-1619.

C.  Though Nacchio was “not pleased” with the news he was receiving (e.g.,
App. 2921), he “very bullish[ly]” (App. 3579) told investors on Qwest’s April 24
first-quarter earnings call that “we are very pleased with the quarter reconfirming our
estimates for 2001 and that “[w]e see nothing to dissuade us from the plan we
announced” (GX 594A; see App. 4833). He did not mention that Qwest’s budget had
required recurring revenue to “literally take off” early in 2001. App.3579-3580. Nor
did he mention that recurring revenue growth had already fallen short by 19%, which
meant Qwest was facing a billion-dollar shortfall from its 2001 public target. Ibid.
And though investors had for months demanded a “breakdown” of Qwest’s growth
numbers, Nacchio did not tell them that IRUs comprised 39% of first-quarter growth.

1bid.
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III. April 2001 To May 2001: Nacchio Dumps Qwest Stock Based On His
Inside Information

On April 19,2001, Qwest’s general counsel’s office informed Nacchio that the
company’s second-quarter trading window would open on April 26. Supp. App. 211.
The notice “remind[ed]” Nacchio that “you may not trade in Qwest’s securities even
during the trading window if you have any material non-public information.” Ibid.
The window had been closed since February 15. App. 2029.

As soon as the window opened on April 26, Nacchio—who had made such
bullish representations two days earlier—sold 350,000 shares of Qwest stock. App.
68; Supp. App. 239. The next day, he sold another 300,000 shares. Ibid. In
comparison, Nacchio had averaged sales of about 131,000 shares per month from
1998 to 2000 — meaning that, in the first two trading days after the window opened,
he made about five months’ worth of sales. App. 3733.

Nacchio sold 210,000 additional shares in the next two trading days and

395,000 more in the following eight trading days. App. 68; Supp. App.239,242-243.

* Nacchio himself had sent Qwest’s insider-trading policy to all employees.
App. 4775-4780. The policy defined “[m]aterial information” as “information
potentially affecting the market price of” Qwest stock. App. 4775. It included a
“non-exclusive list” of examples, such as “[p]Jrojections of future earnings or losses,
which depart materially from market expectations based on prior disclosures.” App.
4780. Wolfe relied on this document in telling Nacchio he should disclose Qwest’s
revenue breakdown and the IRUs’ contribution to growth. App. 1517, 1522-1527.
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From April 26 to May 15, he sold 1,255,000 shares, reaping total proceeds of nearly
$50 million. He averaged sales of about 105,000 shares per trading day. In
comparison, he had averaged sales of about 27,000 shares per trading day from 1998
to 2000. App. 3734.

IV. June 2001 To September 2001: Nacchio Further Delays Disclosure To
Conceal His Scheme

Over the next several months, Nacchio continued to reject calls for disclosure.
App. 1641-1678, 3668-3680. In June 2001, the Wall Street Journal published a
negative article about Qwest and the telecommunications industry. App.2251-2253.
In response, and despite vigorous opposition by Szeliga (his CFO), Nacchio issued
a press release reaffirming Qwest’s 2001 targets. App. 1645-1646, 2253-2255.

During Qwest’s second-quarter earnings call on July 24, Nacchio again refused
to disclose the breakdown of IRUs and recurring revenue. App. 1652. He confided
in Wolfe that he “didn’t want to muddy what he felt was * * * a good news quarter.”
1bid. On the call, Nacchio pretended that the growth target for annual earnings he had
announced back in September 2000 was “17 percent, or 17 plus” (App. 1658), when
in fact the target had been 20% (App. 4782; supra p. 4). Investors “were beside[]

themselves” at this dissembling (App. 1661), and Prashant Khemka (a Goldman

> Nacchio sold 75,000 more shares (for nearly $3 million) through the rest of
May 2001. App. 68.
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Sachs analyst) warned Wolfe and Nacchio: “Agreed that most investors are fools, but
at least don’t tell * * * them in their face.” Supp. App. 225; App. 1661-1670, 3674-
3675.

Following the July 24 call, investors again demanded a revenue breakdown so
they could determine the “[q]uality” of Qwest’s revenue. Supp. App. 226; App.
3676-3677. Khemka, who had been seeking that information “throughout” 2001 and
was “not getting answers” (App. 3663), sent an angry letter to Wolfe and Nacchio
telling them there was “a big credibility issue now surrounding Qwest” because of the
“opaqueness in * * * your revenue breakdown.” Supp. App. 224 (“[T]he lack of
transperancy [sic] is going to hurt you because investors don’t know how many
cockroaches you still have in your bag.”). The “revenue breakdown” to which
Khemka referred was how much Qwest was relying on IRUs (including “swaps™)
instead of recurring revenue. App. 3677-3680. Wolfe discussed Khemka’s letter
with Nacchio, who did not respond to it. App. 1662, 3680.

Nacchio decided in August 2001 to disclose some of the information, but told
Wolfe he wanted to “spin” it because investors “would not be happy,” they “would
be surprised at the magnitude of the [IRUs],” and “the stock price would go down.”
App. 1652-1653. So he released the bad news over time. On August 7, he told some

investors that Qwest “was going to disclose its use of the one-timers.” App. 1672.
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He then waited until August 15 to actually report past IRU information in the
company’s second-quarter SEC 10Q filing. App. 1651-1652. From the 10Q,
investors learned for the first time that Qwest had relied on IRUs to make its first- and
second-quarter numbers. App. 1672-1673. Wolfe told Nacchio that analysts were
“very surprised by the magnitude” of the IRU revenue and had revised their existing
models to ensure Qwest received “no credit for [IRU] revenues.” App. 1673-1676;
App. 1819 (without IRUs, Qwest was “only growing 6 or 7 percent as opposed to
[the] 12 percent” it had reported). Nacchio told Wolfe: “[S]ee, this is what happens
when you disclose.” App. 1676. And the August disclosures still did not reveal that
there were no IRUs in the funnel for the third and fourth quarters or that Qwest had
planned on, but failed to make, a dramatic shift to recurring revenue.

Nacchio waited even longer to lower Qwest’s public target. In August, Wolfe
overheard Nacchio discussing with Drake Tempest, Qwest’s general counsel, the
need for a further delay “to give the sense that [there] was something new that caused
the lowering of the targets.” App. 1677 (emphasis added). Nacchio said he wanted
investors to think that “lowering the targets was something that * * * [he] would not
have reasonably known” about earlier. App. 1678. On September 10, he finally
issued a press release (App. 4933) taking the target down to $20.5 billion —

essentially lowering it by the billion-dollar amount Szeliga had reported back on
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April 9. App. 2258-2259.

Even under that new target, however, Qwest missed its third-quarter numbers,
largely because “the one-time transactions had dried up.” App. 1681, 3442. Qwest
also missed its numbers in the fourth quarter, when it was unable to complete any
IRU sales. App. 2512, 2714. In January 2002, Khemka asked Nacchio how he
intended to restore Qwest’s credibility. App.3683-3684. Nacchioresponded: “Never
believe a word of what management says at the time of a merger.” App. 3684.

SUMMARY OF THE ARGUMENT

1. Viewing this evidence in the government’s favor, areasonable jury could
conclude that: Nacchio dumped his stock on the basis of the dire reports he had just
received; the information was material; and Nacchio knew as much.

a. The evidence shows that the inside information was a “significant factor”
in Nacchio’s decision to sell. At the earliest opportunity after learning of (and
expressing disappointment with) Qwest’s first-quarter failures, Nacchio sold more
than a million shares in a matter of days. In prior years, he took several months to sell
that many shares. His alleged concern that his options would expire more than two
years later cannot explain such precipitous selling. He could have exercised his
options without selling — which he presumably would have done if he were as

bullish on Qwest as he told investors.
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b. Reasonable investors contemplating whether to buy or sell Qwest stock
would certainly consider Qwest’s first-quarter failures important. Nacchio knew, and
they did not, that Qwest’s budget required a shift from IRUs to recurring revenue by
April; the shift did not occur by April; Qwest had relied on IRUs to meet its first-
quarter numbers; and its current IRU funnel showed no IRUs for the second half of
the year. These were not vague “forecasts” (Br. 6-8). They were hard facts about the
present quality and sustainability of Qwest’s revenue — facts that Nacchio and his
executives agreed would, if disclosed, surprise investors and cause Qwest’s stock
price to plummet. And plummet it did as Nacchio trickled out some (but not all) of
these facts — it fell by half even before Qwest lowered its 2001 target.

C. Nacchio knew these facts were important to investors. His executives
told him as much, and there was no evidence Qwest’s general counsel and audit
committee ever told him otherwise. Nacchio himself emphasized how “critical” the
shift to recurring revenue would be. He likewise acknowledged that recurring
revenue was “more valuable” to investors than IRUs. That is precisely why he
refused the calls for disclosure and lied to investors about how “pleased” he and his

executives were with the first-quarter results.
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2. The district court’s instructions correctly stated the law and sufficiently
covered the issues presented.

a. As Nacchio does not dispute, the court correctly instructed that
materiality depends on whether a “reasonable investor” would “consider * * *
important” the information Nacchio knew. The court properly refused Nacchio’s
additional “reasonable basis and “bespeaks caution” instructions, which improperly
focused on Qwest’s public projections instead of Nacchio’s inside information.
Additionally, the “reasonable basis” instruction was based on SEC regulations having
nothing to do with insider trading, let alone materiality of inside information. And
the “bespeaks caution” doctrine does not apply for a slew of reasons. Nor did the
court err in refusing to instruct on “probability/magnitude” and “total mix” principles,
because Nacchio never requested those instructions and this Court does not require
them.

b. The court correctly instructed that, to prove the information at issue was
“non-public,” the government did not need to show that Qwest was required to
disclose it. Nowhere did this instruction “direct[] the jury to ignore” whether others
at Qwest believed the information was material or whether Nacchio relied on their
beliefs (Br. 9, 35-36). The instruction said nothing about materiality or mens rea.

And the court instructed the jury to consider all facts and circumstances bearing on
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Nacchio’s state of mind.

C. The court correctly instructed on good faith. The court did not instruct
that “any dishonest act” defeats good faith (Br. 9). Rather, it instructed that engaging
in “insider trading” with the “intent to defraud” would not demonstrate good faith,
even if Nacchio harbored an honest belief about some unrelated matter. This
longstanding fraud principle is reflected in the leading pattern instruction, which the
court used as a model. Several courts have approved virtually identical instructions.

3. The court did not abuse its discretion in excluding the proposed opinion
testimony of defense expert Daniel Fischel. The defense only belatedly told the
government what topics Fischel would cover. And though directed to do so, the
defense never disclosed the bases and reasons for Fischel’s opinions. Nonetheless,
it urged the court that the summary it had provided was sufficient to satisfy Rule 702.

The court properly found that the defense failed to establish the reliability of
Fischel’s opinions. Nacchio does not even challenge that finding. The court also
properly found that the defense’s violation of Fed. R. Crim. P. 16 warranted
exclusion. Finally, the court properly excluded the proposed fact-laden testimony
under Rules 403, 602, and 702.

Nacchio suffered no prejudice from any error. Fischel still testified, as a

summary witness. The government called no experts. The two analysts who testified
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as fact witnesses for the government were forbidden to opine about materiality, and
only the defense sought to elicit opinions from them. And even then the court made
clear that it would permit the defense to “call its own analysts [to] disagree” with the
government’s analysts.

4. As explained in the classified excerpt, the court properly denied
discovery, and admission into evidence, of certain classified information.

5. Under U.S.S.G. § 2F1.2 (2000), the court correctly determined that
Nacchio “gained” $28 million through his sales — $52 million in gross receipts
minus option costs, taxes, and fees. Using this net gain does not mean Nacchio was
“wrongly punished * * * for the normal appreciation in Qwest’s shares from 1997 to
20017 (Br. 10). If he had obeyed the law, he would not have sold any stock in April
and May 2001. Accordingly, his gain from violating the law was the full $28 million
he pocketed.

6. In ordering Nacchio to forfeit $52 million in “proceeds,” the court
correctly refused to deduct the option costs and fees associated with his sales. Insider
trading 1s an “unlawful activit[y]” under 18 U.S.C. § 981(a)(2)(A). That provision

defines “proceeds” as the gross receipts of the offense.
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ARGUMENT

L. The Government’s Evidence Was Sufficient

On review for evidentiary sufficiency, this Court views the evidence—and all
reasonable inferences—in the government’s favor and may overturn a jury’s verdict
“only if no rational trier of fact” could have found the defendant guilty. United States
v. Wiles, 102 F.3d 1043, 1063 (10th Cir. 1996).® Under this standard, the evidence
suffices to show that Nacchio sold Qwest stock based on material inside information
with the requisite intent to defraud.

A. The inside information was a “significant factor” in Nacchio’s
decision to sell.

1. Rule 10b5-1 provides that an insider sells stock “on the basis of” inside
information if he sells while merely “aware” of the information. 17 C.F.R. §

240.10b5-1(b). The district court chose a tougher standard, instructing the jury that

% Nacchio’s unsupported suggestion (Br. 3) that a “vindictive” press led to a
“prejudicial” jury does not change this deferential standard. The court conducted
what the defense at the time called “painstaking” voir dire. Supp. App. 184
(quotation omitted); App. 1253. Nacchio did not even use all of his peremptory
challenges. Supp. App. 185. Most potential jurors perceived the press’s pre-trial
coverage as “neutral.” Supp. App. 202-210. The court reminded the jury daily not
to read about the case. This Court must presume the jurors followed instructions.
Wiles, 102 F.3d at 1062-1063. The jury deliberated for several days and acquitted
Nacchio of 23 counts. Afterward, the court found that publicity had not inflamed the
jury. App. 1253-1255.
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the inside information had to be a “significant factor” that was “actually used” in
Nacchio’s decision to sell.” App. 4559.

2. A reasonable jury could conclude that the April 2001 reports of Qwest’s
first-quarter failures were at least one “significant factor” in Nacchio’s selling spree
when the trading window opened two weeks later. United States v. Larrabee, 240
F.3d 18, 23-24 (1st Cir. 2001) (“suspicious timing” and “unusual * * * pattern” of
trades sufficient to show defendant “used” information).

Nacchio’s statement in October 2000 about his intention to sell (DX 1560)—a
statement made shortly after he raised Qwest’s 2001 targets without a budget to
support them (App. 2137-2138, 2716)—does not prove otherwise. The jury did not
have to credit that misleading announcement, which bent the truth in several ways.®
Most importantly, when Nacchio announced he would be exercising his $5.50

options, he said he would “dribble [them] out” every quarter before they expired in

"Rule 10b5-1, enacted in 2000, abrogated prior cases requiring proof that the
insider “used” non-public information. 65 Fed. Reg. 51716,51727 & n.97 (Aug. 24,
2000).

® Nacchio claimed, “I have to sell,” but he had a deadline for exercising
options, not for selling shares. App. 1891, 3774. He claimed, “I can’t just exercise
and hold,” but he knew he could; he had exercised and held before. App.3753-3754,
4022-4023. He claimed he had a “short window,” but he had almost three years.
App. 3739. And he claimed he had to sell “a million a quarter,” but it was
substantially less (7.4 million in 11 quarters).
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June 2003. DX 1560. “Dribbling” hardly describes unloading 860,000 shares ($34
million) in four days, or 1,255,000 shares from April 26 to May 15. App. 68.
Also, if Nacchio were so “bullish” (Br. 13), a concern about expiration could
not explain his decision to sell. Bullishness would have led him to exercise his
options and 4old the stock — to avoid expiration and to realize the appreciation he
allegedly expected.” App. 1681-1682, 3774. Alternatively, he could have avoided
expiration by remaining in the Rule 10b5-1 trading plan he had entered in February,
which would have enabled him to sell 11,500 shares per day—even outside Qwest’s
“short trading windows” (Br. 11)—and to exercise all of his $5.50 options well before
they expired. App. 1884, 3738-3739; Supp. App.213-223. Nacchio says (Br. 13-14)
he cancelled the February trading plan because it would have forced him to sell below
$38 per share. Even if true, that would not explain why he dumped 860,000 shares
in the first four days after the window opened on April 26. The jury could conclude
that the timing shows he decided to cash out of a large amount of stock, quickly, upon
learning that: Qwest had failed to make the shift to recurring revenue; there were no
IRUs in the funnel for the second half of 2001; and Qwest expected to miss its public

target by nearly a billion dollars.

? The defense suggested (App. 4303) Nacchio could not exercise and hold
because he would have had to pay taxes. But he had more than enough cash to pay
them. App. 3004-3006 (Nacchio was “sitting on well over $70 million of cash”).
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The jury could also rely on testimony from Nacchio’s executives that when he
learned these facts, he was “visibly disappointed” (App. 3260), “concern[ed]” (App.
2635), unhappy (App. 2493), and “not pleased” (App. 2921)."° And the jurors could
rely on Nacchio’s deceitful conduct during the April 24 call two days before he
started dumping stock. App.3579-3580. They could find that his statement, “We see
nothing to dissuade us from the plan we announced” (GX 594 A), misrepresented his
(and his executives’) knowledge. They could conclude that this misrepresentation
was an effort to prop up the stock price before his selling spree. SEC v. Warde, 151
F.3d42,47,49 (2d Cir. 1998) (defendant’s “deceptive conduct” supported inference
that he traded on inside information).

That Nacchio still held $90 million in options in mid-2001 (Br. 12) does not
negate scienter. He started the year with just over 4.4 million vested $5.50 options.
App. 4765. He sold about &alf of those by the end of May — with the majority of
sales from April 26 to May 15. App. 4027, 4765. During that timeframe, he sold at
a daily rate nearly four times greater than his rate from 1998 to 2000. Supra p. 13;

cf. Larrabee, 240 F.3d at 23-24 (evidence showed “use” of information where trade

' Nacchio cites testimony from David Weinstein, his financial advisor, about
his (Nacchio’s) allegedly “bullish” view of Qwest. Br. 13. But Nacchio never
discussed Qwest’s internal business or budgets with Weinstein. App. 2946. The jury
could conclude that he misled Weinstein the same way he misled other investors.
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“was nearly twice as large as any * * * previous trades™).

Nacchio stopped selling stock after May, but the jury was entitled to conclude
that he did so because the stock price plummeted (infra pp. 31-32)—eventually
leaving most of his options “under water” (App. 4039-4040)—and because he wanted
to avoid detection. His desire to avoid detection is confirmed by his discussion with
his general counsel about the need to further delay disclosure so investors would
think the information was not something he had known all along. App. 1677-1678.

Nacchio cites no case requiring proof that an inside trader dumped all his
shares. Such a rule would capture only the clumsiest of criminals, and it is not the
law. United States v. Smith, 155 F.3d 1051, 1069 (9th Cir. 1998) (“[a]Jny number of
types of circumstantial evidence might” demonstrate “use” of inside information,
including “unique trading patterns or unusually large trading quantities”); Larrabee,
240 F.3d at 23-24.

B.  The inside information was material.

1. Under Rule 10b-5, materiality “depends on the significance the
reasonable investor would place on the withheld * * * information.” Basic Inc. v.
Levinson, 485 U.S. 224, 240 (1988). Because this “fact-specific inquiry” (ibid.) is
“peculiarly [suited] for the trier of fact” (TSC Indus., Inc. v. Northway, Inc.,426 U.S.

438,450 (1976)), it may “be resolved as a matter of law” only “where the information
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is so obviously * * * unimportant to an investor * * * that reasonable minds cannot
differ.” Garcia v. Cordova, 930 F.2d 826, 829 (10th Cir. 1991).

Contrary to Nacchio’s recitation of “rules” (Br. 16-19),"' materiality cannot be
reduced to “a rigid formula.” Basic, 485 U.S. at 236 (“Any approach that designates
a single fact or occurrence as always determinative * * * must necessarily be
overinclusive or underinclusive.”). A reasonable jury may consider a range of
factors, including: the information’s effect on market value when disclosed, SEC v.
Cochran, 214 F.3d 1261, 1269 (10th Cir. 2000); its specificity, Elkind v. Liggett &
Myers, Inc., 635 F.2d 156, 167 (2d Cir. 1980); “the reaction of [insiders] exposed”
to it, id. at 166; the facts on which it is based, Flynn v. Bass Bros. Enters., 744 F.2d
978, 988 (3d Cir. 1984); and the qualifications of those who prepared it, ibid. These
factors apply whether the information is “hard,” “soft,” or in between. Garcia, 930
F.2d at 830 (“predictive information” may be material depending on its “importance,
reliability and investor impact”). Because current information often affects
anticipated future performance, “the same precise data, viewed through two different

lenses, can at once be both ‘soft” and ‘hard.”” Smith, 155 F.3d at 1064 n.22 (present

""Nacchio relies heavily on SEC Rules 3b-6 and 175. By their terms, however,
these provisions do not apply to an insider who trades on omitted information. 17
C.F.R. § 240.3b-6(b) (Rule applies to issuer’s affirmative ‘“forward-looking
statement[s] * * * made in a document filed with the [SEC]); 17 C.F.R. § 230.175(b)
(same). Nor do the provisions mention, let alone define, materiality. Add. 98-99.
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revenue figures affecting ability to meet projections could be characterized as “hard”
or “soft”).

2. Under these principles, the jury could conclude that areasonable investor
would “consider * * * important” (App. 4558) the information to which Nacchio was
privy.

a. Nacchio sold with first-quarter results in hand. On April 9, he learned
that Qwest had not “crank[ed] up recurring growth” quickly enough for sufficient
compounding (Supp. App. 231; App.2179,2210,5000-5001), and that it would have
to double its reliance on IRUs to meet its growth targets (App. 2215)."> On April 13,
Casey told him that would be impossible, because there were no IRUs in the funnel
for the third and fourth quarters — purchasers had already gone out of business and
Qwest was already “draining the pond” of all remaining IRUs. App. 2494-2496.

These were “objective and verifiable” accounts “concerning then-present
factual conditions.” Grossmanv. Novell, Inc., 120F.3d 1112, 1123 (10th Cir. 1997).

They were reported by Nacchio’s top executives after close study of their units. None

'?Nacchio says (Br. 22) Szeliga’s April 9 report showed “2001 revenues would
reach $21.56 billion.” But the report (App. 5000-5001) simply “plug[ged] in” the
amounts Qwest would need to reach its target of $21.56 billion. App. 2508; see App.
2210-2211, 2653, 3257-3260. The ‘“current estimate” remained $21.56 billion
because only Nacchio had authority to reduce Qwest’s targets, and he did not do so.
App. 2210, 3134-3135, 3144-3145, 3886-3887.
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of'the units’ gaps stemmed from “sandbagging.” App.2430-2431,2482-2483,2612-
2613, 2749. Neither Nacchio nor anyone else ever “debate[d]” (Br. 22) the factual

99 ¢¢

basis for the executives’ reports. Nacchio “rhetorical[ly]” “challenged” Casey, “[ A]re
you ready to take down the numbers?” App. 2493. But he “accepted” Casey’s
“assessment of the IRU market.”"> App. 2508. As for IRUs, Casey had never before
given Nacchio such an “adamant” warning. App. 2509, 2581 (“Th[e] market was
drying up. There was nothing there. It was qualitatively and quantitatively different
than what I had said in the past[.]”). The jury could credit these undisputed, detailed
reports as evidence of materiality. Cf. Virginia Bankshares, Inc. v. Sandberg, 501
U.S. 1083, 1090 (1991) (finding “no serious question” about materiality of corporate
directors’ statements).

Nacchio himself acknowledged IRUs were an ‘“accounting trick[]” and
recurring revenue was “more valuable” “in terms of what the marketplace valued in
Qwest.” App. 2464-2466. He further predicted, correctly (infra pp. 31-32), that “the

stock price would go down” when the IRUs were disclosed because investors “would

be surprised at the magnitude.” App. 1652-1653.

" Szeliga’s testimony (App. 2230) was not to the contrary. The meetings
followed a general pattern: the executives gave Nacchio detailed reports showing that
his targets were unattainable; and he would listen without disputing the facts
underlying the reports. App. 2147-2148, 2482-2483, 2493, 2742-2743, 2867.
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Nacchio’s senior executives reached similar conclusions about the
information’s significance. App. 1632-1633, 1655, 1799 (Wolfe); App. 2177, 2240
(Szeliga); App. 2759, 2765-2766 (Schumacher). Szeliga believed it material that
Qwest’s first- and second-quarter revenue mix was not “as portrayed” to investors.
App. 2246, 2309. Wolfe believed it material “that we were using one-timers to make
our numbers.” App. 1622. Their views, and Nacchio’s own selling spree, are further
evidence of materiality. Basic,485 U.S. at 240 n.18 (“trading (and profit making) by
insiders can serve as an indication of materiality” (emphasis omitted)).

The investors’ conduct is also telling. They persistently demanded a revenue
breakdown, and when they finally got it, they “stripp[ed]” the IRUs to reflect that
Qwest had been growing by only 6% or 7%, not the 12% Qwest had reported. App.
1819 (Wolfe). These growth numbers were crucial — Nacchio himself had remarked
that Qwest needed to “grow or die” (GX 514A) and would get “whacked” (GX 506A)
if it missed its growth targets.

b. These April reports about the present quality of revenue and growth
obviously bore on whether Qwest would “meet its year-end numbers eight months in
the future.” Br. 19. On April 9, based on all the units’ data, Szeliga expected Qwest
to book $20.4 billion in 2001. App. 2423-2424. This $900 million (4%) shortfall

from the $21.3 billion public target was hardly so “small” (Br. 24) as to be legally
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immaterial."

In Ganino v. Citizens Utilities Co., 228 F.3d 154 (2000), the Second Circuit
rejected an argument that a 1.7% effect on annual revenue was immaterial. /d. at 162.
Relying on Basic, the court emphasized the “fact-specific” nature of the inquiry and
that “[q]ualitative and “quantitative[]” circumstances together can show materiality.
Id. at 162-163. So, too, here. Nacchio told his staff in January 2001 that in the
existing telecommunications market, even a $50 million, or 0.2%, miss in the $21.3
billion target would cause the stock price to drop at least 15% to 20%. GX 559A.

Nacchio’s cases (Br. 24) do not hold that a 4% miss under these circumstances
is legally immaterial. /n re Convergent Techs., 948 F.2d 507, 514 (9th Cir. 1991) (no
material misstatement in press release regarding company’s second-half revenues;
though company missed third-quarter prediction by 10%, it made up difference in
fourth quarter, such that second-half revenue was “pretty much what the * * * press
release predicted”) (cited in In re Apple Computer, Inc., 127 Fed. Appx. 296,304 (9th
Cir. 2005)); City of Philadelphia v. Fleming Cos., 264 F.3d 1245, 1268 (10th Cir.

2001) (existence of lawsuit against company not material where damages claims were

'* Nacchio erroneously suggests this “billion dollar risk” related only to the
“initial $22 billion budget target.” Br. 24 (citing App. 2268). Szeliga clarified that
Qwest expected to miss the initial $22 billion target by $1.6 billion, which reflects
total expected revenue of $20.4 billion. App. 2422-2424,4936. Also, a $900 million
shortfall from a $21.3 billion target is a miss of 4.2%, not 1.4% (Br. 24).
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presumed “inflated by plaintiffs”).

Nor does Shaw v. Digital Equipment Corp., 82 F.3d 1194 (1st Cir. 1996),
impose an “extreme departure” standard. Br. 18, 24. Shaw assumed as true the
plaintiffs’ allegation of “an extreme departure from publicly known trends” (82 F.3d
at 1211) but nowhere adopted that as a materiality standard. Instead, like Ganino,
Shaw emphasized that a “bright-line rule[]” would be contrary to Basic’s fact-
intensive approach. Id. at 1210.

C. Nacchio states (Br. 1) that Qwest’s stock “fell [so] sharply” in 2001 that
“ImJany shareholders lost paper fortunes.” He then argues (Br. 27) that Qwest’s
belated disclosure of its failures “had no discernible negative effect on its stock
price.” The first statement is correct; the second is not.

On April 24, 2001, the day of the first-quarter earnings call, Qwest’s stock
closed at $37.30. App. 4761. Nacchio dumped 1,255,000 shares (~$50 million) in
the next 12 trading days, at prices between $37.23 and $41.12. App. 68; Supp. App.
239, 242-243. By July 24, Qwest had ‘“a big credibility issue” because of the
“opaqueness in [its] revenue breakdown” (Supp. App. 224), and the stock price had
dropped about 27%, to $27.05. App. 4762. Nacchio trickled out news of the IRUSs’
magnitude in August. App. 1651-1653, 1672-1674. By September 7, the price had

fallen another 33%, to $18.14. App. 4763. Nacchio lowered Qwest’s targets on
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September 10 (App. 4933), and Qwest later missed those lower numbers (App. 1677-
1681). By the time Qwest had announced its third-quarter miss, its stock had fallen
another 34%, to $12 — less than a third of what investors had paid Nacchio for his
stock in April and May. App. 1678.

Nacchio mentions (Br. 27) stock prices from the day after certain disclosures.
He suggests (ibid.) those prices fully incorporated the news, such that the jury was
required to ignore the overall plunge. But none of his cases can support that
proposition,'’ and this Court should reject it. First, it conflicts with Basic’s fact-
intensive approach. 485 U.S. at 248 n.28 (refusing “to adopt any particular theory of
how quickly and completely publicly available information is reflected in market
price”); No. 84 Employer-Teamster Joint Council Pension Trust Fund v. Am. W.
Holding Corp., 320 F.3d 920, 934 (9th Cir. 2003) (rejecting, as contrary to Basic,
proposed rule that information is immaterial if disclosure has no “immediate” effect
on stock price; rule would ignore “realities of the market,” which does not “instantly

react”). Second, the evidence contradicts Nacchio’s next-day rule. App.3588-3592;

" In re Burlington Coat Factory, 114 F.3d 1410, 1425 (3d Cir. 1997) (citing
Roots P’ship v. Lands’ End, Inc., 965 F.2d 1411, 1419 (7th Cir.1992), which
suggested earnings news was incorporated into stock price over two months after
release); In re Merck, 432 F.3d 261, 269-270 (3d Cir. 2005) (rejecting claim of
materiality where stock price rose for five days after disclosure, declined by 1% over
next five days, and rose again over next month).
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Supp. App. 227 (analyst needed one week to prepare report discussing Qwest’s
disclosure). Third, such a rule would reward Nacchio for trickling out the disclosures
to avoid detection. Supra pp. 14-16. Had he disclosed the information all at once,
the stock might have plunged all at once.'°

Nor was the market “attuned” to Qwest’s problems (Br. 25-27). The
“warnings” Nacchio quotes were vague boilerplate far removed, in both time and
content, from Nacchio’s new and specific inside information.'” Nacchio himself
thought the warnings were meaningless — he often joked that they meant, “[D]on’t
believe anything we tell you.” App. 1823-1824. As the district court recognized
(App. 3786-3787), the “bespeaks caution” doctrine does not apply to such boilerplate.
Grossman, 120 F.3d at 1120-1123 (doctrine inapplicable unless warnings are
“substantive and tailored,” “sufficiently specific,” and “proximate in time” to
predictions). Nor does it protect omissions of present fact. Id. at 1123 (“risk

29 ¢¢

disclosures” cannot “immunize” “present factual conditions”); infra pp. 42-43.

' Nacchio’s attempt to blame the drop on the September 11 attacks (Br. 28)
ignores that the stock dropped over 50%, from $37 to $18, by September 7. App.
4761-4763.

' Though Nacchio said on the April 24 earnings call he was “not pleased” with
the national mass markets unit’s performance (Br. 26), he did not disclose the
recurring revenue shortfall, instead touting the unit’s “enormous upside” (App. 4807).
And though Qwest’s SEC filings said Qwest had IRU revenue (Br. 26), they nowhere
disclosed how much. App. 4682 (10K stated Qwest “[o]ccasionally” sold IRUs).
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Qwest’s so-called “cautionary statements” thus do not undermine the jury’s finding
of materiality.

C. Nacchio acted with the requisite intent to defraud.

1. 15 U.S.C. § 78ff(a) requires the government to prove Nacchio “willfully”
engaged in insider trading. Knowledge of materiality is not required. United
States v. Chiarella, 588 F.2d 1358, 1371 (2d Cir. 1978), rev’d on other grounds, 445
U.S. 222 (1980). Again, the district court chose a tougher standard, instructing that
the government had to prove Nacchio acted “with the intention or purpose to deceive
or cheat” and to “disobey * * * or disregard the law.”"® App. 4560.

2. A reasonable jury could find Nacchio intended to cheat investors. First,
his own statements clearly reflect his knowledge of materiality:

. He said it was “absolutely critical” (GX 551A) Qwest make the shift to
recurring revenue “by April” (GX 559B);

. He said recurring revenue was “more valuable” to investors than IRUs
(App. 2464-2466);

. He said investors would be so “surprised” when the IRUs’ magnitude
was disclosed that “the stock price would go down” (App. 1653);

'S This stringent standard and the evidence that meets it—showing Nacchio
meant “to deceive or cheat” investors—refute his rhetoric (Br. 1-3) that it was unfair
to prosecute him. United States v. O’Hagan, 521 U.S. 642, 666 (1997) (Section
78ff(a)’s “requirement * * * of culpable intent” “destroy[ed] any force” to claim that
insider-trading prosecution based on misappropriation theory was unforeseen or
“unjust”).
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. He said the market was so “mercurial” that if Qwest missed its 2001
target “by $50 million,” its stock price would fall “15% to 20%” (GX
559A); and

. He issued an insider-trading policy stating that “information potentially
affecting the market price” of Qwest’s stock was “[m]aterial” (App.
47175).

Second, Nacchio’s executives made clear that the information was material:

. Mohebbi and Wolfe told him the market was “demanding” a
“breakdown” of Qwest’s numbers (Supp. App. 237; App. 1600, 1611-
1612);

. Wolfe told him investors needed to know the IRUs’ contribution to
Qwest’s growth in order “to make an informed decision whether to buy

or sell the stock™ (App. 1799); and

. Wolfe told him the stock price would go down when the information
was disclosed (App. 1657)."

Knowing all of this, Nacchio stonewalled investors, App. 1799 (“[S]crew them,
go tell them to buy.”); then lied to them, GX 594 A (“We see nothing to dissuade us
from the plan we announced.”); then sold stock; and then decided (with his general

counsel, Drake Tempest) to delay disclosure so the investors would not know how

" These executives told Nacchio he should disclose Qwest’s problems (supra
p. 10), should “not * * * be too bullish” with investors (App. 1630), and should not
reaffirm the targets (App. 2254-2255). Nacchio notes (Br. 28) that no executive
further told him to lower the public targets. But this was Nacchio’s decision to make,
not theirs. App. 2493 (Casey explained, “It really wasn’t my place to take down the
numbers for the company.”); App 3143-3145 (Mohebbi “express[ed] * * * concerns”
about Qwest’s public targets, but only Nacchio had authority to lower them).
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long he had been aware of Qwest’s problems, App. 1677-1678. The jury could
conclude that he took these steps to prop up the stock price before he dumped 1.3
million shares, and to avoid detection thereafter. United States v. Wenger, 427 F.3d
840, 854 (10th Cir. 2005) (evidence showed intent to defraud where investment
advisor told clientele to buy stock while he sold).

Tempest’s alleged “approval” of Nacchio’s sales (Br. 29) does not negate this
evidence. Tempest signed forms representing that Qwest had approved Nacchio’s
10b5-1 trading plans. App. 5157, 5172. Nacchio entered the first such plan in
February 2001 (App. 5157) but withdrew from it in March (App. 4803), before
receiving the negative April reports. Nacchio was not in a trading plan when he
dumped 1,255,000 shares from April 26 to May 15. App. 68, 1981-1982. Nothing
suggests Tempest, or anyone else, approved those sales. Nacchio did enter a second
10b5-1 plan on May 16 (App. 5172), selling 75,000 shares (App. 68, 1981-1982), but
the jury could conclude that he had a pre-existing intent to defraud and simply
obtained Tempest’s rubber stamp for a few more sales. Nor would the jury have to
credit Tempest’s approval — he did not have all the information Nacchio did (e.g.,
App. 2681-2682, 2925) and did not stop Nacchio from misleading investors by

delaying disclosure (App. 1677-1678).
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Nor can Nacchio claim good-faith reliance on Qwest’s auditors. Br. 29-30.
Nacchio was not on the audit committee and took no part in any meeting it held
concerning IRU disclosure. App. 2388, 2853. Furthermore, Qwest’s auditors did not
settle the IRU disclosure issue until “mid May,” after the bulk of Nacchio’s sales.
App. 2851. Most importantly, Qwest’s auditors addressed whether QOwest’s
disclosure positions were consistent with generally accepted accounting principles
(GAAP) and auditing standards (GAAS). App. 2387. There is no evidence they
addressed the “fact-specific inquiry” of whether a “reasonable investor” would
consider Nacchio’s inside information significant in deciding to trade.*® Nor is there
evidence that the audit committee ever opined on the recurring revenue shortfall or
the empty IRU funnel, let alone in Nacchio’s presence. Nacchio suggests (Br. 31)
this was “proprietary information” that Qwest did not have to disclose. But even if
that were so, Nacchio could not trade using Qwest ’s proprietary information. Garcia,
930 F.2d at 829 (where, for corporate reasons, “disclosure cannot be made, the insider
is obligated to abstain from trading”); SEC v. Texas Gulf Sulphur Co., 401 F.2d 833,

850 n.12 (2d Cir. 1968) (en banc) (same).

** The jury heard from two members of the audit committee — Szeliga
(Qwest’s CFO) and Schumacher (Qwest’s controller). Both made clear they believed
the IRUs’ magnitude was material for insider-trading purposes. App. 2177, 2246,
2309, 2765. As for Qwest’s lawyers and outside auditors, Nacchio did not present
testimony from them.
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II. The Jury Instructions Were Correct And Complete
Because “a district judge has substantial discretion in formulating [jury]

99 ¢¢

instructions,” this Court’s review “is confined to determining whether,” “as a whole,”

they “sufficiently cover the issues presented” “and constitute correct statements of the
law.” United States v. Davis, 953 F.2d 1482, 1492 (10th Cir. 1992). Refusal to give
a particular proposed instruction is reviewed for abuse of discretion. Br. 32.
Instructions to which the defendant did not object are reviewed for plain error. Fed.
R. Crim. P. 30(d).

A.  The materiality instruction was correct and complete.

The district court instructed that omitted information is material if “a
reasonable investor would consider it important” in deciding whether to buy or sell
Qwest’s stock. App. 4558. That was a correct statement of the standard. Basic, 485
U.S. at 240. Nacchio contends (Br. 33-35) the court was required to add (1) his
“reasonable basis” instruction, App. 755-757; (2) his “bespeaks caution” instruction,
App. 758-761; and (3) the government’s “probability/magnitude” and “total mix”

instructions, App. 741-742. He is mistaken.”'

! Nacchio cites no insider-trading case in which a “reasonable basis”
instruction or a “bespeaks caution” instruction has been given.
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1. Nacchio’s “reasonable basis” instruction would have focused the jury on
Qwest’s public targets and statements by (a) telling the jury that, “[i]n this case, the
forward-looking financial statement[s] consisted of the September 7, 2000 projection
* % * and each subsequent affirmation of that projection”; (b) requiring proof that the
targets and statements were material; (c) telling the jury the targets and statements
could not be material unless they were made “without a reasonable basis” or “other
than in good faith”; and (d) discussing whether Qwest had a “duty to correct” the
targets and statements. App. 755-757. That would have been wrong for several
reasons.

First, Nacchio was charged with trading on inside information. He was not
charged with making misstatements or failing to correct past misstatements.”* Thus,
the instruction would have identified unnecessary legal tests, improperly required
proof beyond what was required, and misled the jurors.

Second, the instruction would have been hopelessly one-sided. It would have
proclaimed that projections are “inevitably inaccurate” and that “things almost never
go exactly as planned.” App. 755. It thus would have invited the jury to disregard

as immaterial all of the bad news Nacchio had received. That would have flouted

> Qwest’s public targets and statements may have been relevant, but by no
means were they the “sole” evidence of materiality (Br. 33).
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Basic’s fact-intensive approach (485 U.S. at 240), under which a company’s internal
predictions of a public shortfall may be material. E.g., Smith, 155 F.3d at 1064-1066;
Folger Adam Co. v. PMI Indus., Inc., 938 F.2d 1529, 1534 & n.8 (2d Cir. 1991); ¢f.
Stransky v. Cummins Engine Co., 51 F.3d 1329, 1333 (7th Cir. 1995) (investors
“invest with the future in mind”). The court did not abuse its discretion in declining
to give an instruction that would have filtered the evidence “through the rose-colored
glasses of the defense.” Davis, 953 F.2d at 1492.

Third, the proposed instruction was based on SEC provisions that only protect
certain forward-looking statements filed with the SEC. 17 C.F.R. §§ 230.175,
240.3b-6.> The cases and instructions Nacchio cites (Br. 16, 34) address protections
only for such statements.”® But insider trading is not premised on statements; it
involves trading in violation of an insider’s duty to shareholders. O’Hagan, 521 U.S.

at 652. Extending these provisions to protect trading on undisclosed information

» As discussed (supra note 11), these “reasonable basis” provisions say
nothing about materiality. And, logically, a statement’s “reasonable basis” does not
show it is immaterial to investors — it bears instead on whether the statement is

misleading.

* The plaintiffs in Wielgos (Br. 7, 16-18, 34) challenged registration
statements; they did not allege insider trading. Wielgos v. Commonwealth Edison
Co., 688 F. Supp. 331, 334 (N.D. I11. 1988), aff’d, 892 F.2d 509 (7th Cir. 1989). The
Seventh Circuit concluded that those “forward-looking statements,” filed with the
SEC, qualified for protection under SEC Rule 175. 892 F.2d at 513.
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would ignore their text and undermine their purpose of “promot[ing] greater
accessibility to * * * information for all investors.” 44 Fed. Reg. 38810, 38813 (July
2, 1979); cf. 69 Fed. Reg. 67392, 67402 (Nov. 17, 2004).

Anyhow, the proposed instruction was unnecessary. Nacchio argued his good-
faith/reasonable-basis theory to the jury using the mens rea and good-faith
instructions. App. 4452-4453; see United States v. Bryant, 892 F.2d 1466, 1468
(10th Cir. 1989) (reversal warranted “only when the failure to give a requested
instruction serves to prevent the jury from considering the defendant’s defense”
(quotation omitted)).”> He acknowledges (Br. 16) that the reasonable-basis
protections require “good faith.” Because the jury found beyond a reasonable doubt
that Nacchio’s insider trading was in bad faith, any error was likewise harmless
beyond a reasonable doubt.

2. Nacchio’s “bespeaks caution” instruction was likewise erroneous and
unnecessary. First, it would have mandated acquittal “[1]f the materiality of the

September 7, 2000 guidance has not been proven.” App. 759 (emphasis added). And

> United States v. Lake, 472 F.3d 1247 (10th Cir. 2007), does not change this
standard. In Lake, the defendants’ good-faith theory turned on whether, as a factual
matter, they correctly understood SEC regulations. Id. at 1253, 1261-1263. The
district court did not inform the jury what the regulations required, leaving the jurors
unable to “fairly appraise * * * mens rea.” Id. at 1263. In contrast, Nacchio’s good-
faith defense rested on his allegedly bullish views (App. 4452-4453), and was not
unusually “dependent on an understanding of an applicable law.” 472 F.3d at 1263.
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itwould have told the jury that warnings are relevant to the materiality of “projections
in a disclosure statement.” App. 758. That is nonsense. Again, Nacchio was not
charged with trading on the basis of the public targets announced in September 2000
(App.4781-4782). He was charged with trading on material inside information. The
instruction was properly refused on this ground alone. Davis, 953 F.2d at 1492
(instruction properly refused where it “would preclude the jury from finding the
elements of [the] charged offenses™); United States v. Quarrell, 310 F.3d 664, 676
(10th Cir. 2002) (defense instruction must be “correct statement of the law™).

Second, the “bespeaks caution” doctrine does not create a new materiality rule.
It stands for the “unremarkable proposition” that warnings may be relevant in
determining whether “forward-looking representations” are “materially misleading.”
Grossman, 120 F.3d at 1120. Nothing in the court’s instructions forbade Nacchio
from arguing Qwest’s “warnings” to the jury, which was directed to consider “all the
evidence.” App. 4544.

Third, the doctrine does not apply to omissions of “then-present factual

conditions.”*® Grossman, 120 F.3d at 1123. Nacchio traded on verifiable, then-

*% Indeed, because the doctrine derives in part from the civil requirement of
proving reliance (Provenz v. Miller, 102 F.3d 1478, 1493 (9th Cir. 1996)), it is not
clear that it applies af all in the criminal context, where reliance is not required
(O’Hagan, 521 U.S. at 664-665).
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present facts: recurring revenue had not “taken off” by April, Qwest had relied on
IRUs to meet its first-quarter numbers, and it was already “draining the pond” of all
remaining IRU opportunities.

Fourth, the warnings here were far too generalized to support a special
instruction. Grossman, 120 F.3d at 1120 (doctrine does not apply unless warnings
are “substantive and tailored” to risks); see Davis, 953 F.2d at 1492 (proposed
instruction must be “supported by sufficient evidence for a jury to find in defendant’s
favor”). For example, Wolfe provided no special cautions during the April 24
earnings call; he stated merely that the participants’ statements were “subject to risks
and uncertainties.” App. 4804. Obviously, that was not “tailored” to the specific
problems Qwest was then facing. Nacchio himself had paraphrased the warning as,
“[D]on’t believe anything we tell you.” App. 1823-1824.

3. Nacchio’s proposed instructions did not include the
“probability/magnitude” and “total mix” principles he now claims were required (Br.
35). Nor did he object to their exclusion. Add. 34-35. Review is thus for plain error.
Fed. R. Crim. P. 30(d).

The court did not err in not including any “probability/magnitude” instruction,
because this Court does not require it. Garcia, 930 F.2d at 829 n.1 (courts are “not

* % * obligated to apply that test” outside “context of merger negotiations™). Nor did
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it err in not including an instruction about “total mix,” because that concept is merely
the reasonable-investor standard “[p]ut another way” (7SC, 426 U.S. at 449), and the
court correctly instructed on the reasonable-investor standard. Nor has Nacchio even
attempted to show that any error “affected the outcome of the * * * proceedings.”’
United States v. Cotton, 535 U.S. 625, 632 (2002).

B. The “non-public information” instruction was correct.

The court instructed that, “[t]o prove * * * the information was non-public,”
the government need not “additionally” show “Qwest was required to disclose” it,
because a “corporation has no general duty to disclose all of its non-public or its
proprietary information.” App. 4559 (emphasis added).

Nacchio does not claim the instruction misdefined “non-public information.”
Nor does he contend that Qwest had a duty to disclose all of its information. Instead,
he suggests (Br. 35-36) the instruction misled the jury about materiality. But it said
nothing about materiality, and its reference to Qwest’s non-absolute “duty to

disclose” did not transform it into a materiality instruction. Basic, 485 U.S. at 235

(company’s “duty to disclose” distinct from “definition of materiality”).

*"Nacchio complains (Br. 8) that the jury was “left * * * on its own” to decide
what a reasonable investor would consider important. That does not suffice to show
error, let alone prejudice, for “jurors are not children.” United States v. Rivera-
Gomez, 67 F.3d 993,999 (1st Cir. 1995). Rather, they have “unique competence” in
applying the reasonable-investor standard. 7SC, 426 U.S. at 450 & n.12.
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Moreover, even if the instruction had said what Nacchio imagines—that “the
duties of Qwest as speaker and Nacchio as trader” were different (Br. 36)—it would
have been correct. Basic, 485 U.S. at 240 n.18 (contrasting company’s “duty not to
mislead” with insider’s “duty to disclose or abstain™); SEC v. Geon Indus., Inc., 531
F.2d 39, 48 (2d Cir. 1976) (Friendly, J.) (though company may have “good reasons
to delay disclosure, they do not justify insider trading * * * during the waiting
period”™); In re K-tel, 300 F.3d 881, 898 (8th Cir. 2002) (“Materiality alone is not
sufficient to place a company under a duty of disclosure.”).?®

Finally, the court’s instructions in no way “directed the jury to disregard”
evidence about the views of Qwest’s lawyers, auditors, and executives, or how those
views might bear on Nacchio’s state of mind. Br. 36. The court instructed the jury
to consider “all * * * facts and circumstances * * * which logically may aid you in

determining [Nacchio’s] state of mind.” App. 4562.

% Nacchio points to Casey’s testimony (App. 2549-2551) that disclosure of
certain IRU information could have given other companies a competitive advantage.
Br. 31. But even if Qwest’s delaying disclosure served shareholders’ interests,
Nacchio’s trading on the information violated his duty not to “tak[e] unfair advantage
of uninformed stockholders.” O’Hagan, 521 U.S. at 652; see Texas Gulf Sulphur Co.,
401 F.2d at 850 n.12.
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C. The good-faith instruction was correct.

As part of its detailed good-faith instruction (App. 4561-4563), the court stated
that “[a] defendant does not act in good faith if even though he honestly holds a
certain opinion or a belief * * * he also knowingly employs a device, scheme or
artifice to defraud.” Nacchio’s challenge to this statement (Br. 38-39) reads it in
isolation (contra Davis, 953 F.2d at 1492) and rests on several mistaken premises.

1. The instruction was not “unprecedented” (Br. 38). It was essentially
identical to the leading pattern instruction. 1A FEDERAL JURY PRACTICE &
INSTRUCTIONS § 19.06, at 855 (5th ed. 2000) (quoted in United States v. Janusz, 135
F.3d 1319, 1322 n.1 (10th Cir. 1998) (“A defendant does not act in ‘good faith’ if,
even though he honestly holds a certain opinion or belief, that defendant also
knowingly makes false or fraudulent pretenses, representations, or promises to
others.”)). Several courts have affirmed instructions using virtually the same
language. E.g., United States v. Goodchild, 25 F.3d 55, 59-60 (1st Cir. 1994); United
States v. Pelullo,964 F.2d 193,213 & n.19 (3d Cir. 1992) (instruction “made it clear”
defendant could not be convicted without requisite intent); United States v. Behr, 33
F.3d 1033, 1035 & n.7 (8th Cir. 1994); United States v. Tarallo, 380 F.3d 1174,
1191-1192 (9th Cir. 2004) (instruction ensured defendant would not be convicted for

mere “puffing”). The only difference here was that the court—in response to a
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defense objection (App. 4177-4179)—used the phrase “device * * * to defraud”
instead of the “false * * * pretenses” language. Nacchio does not challenge that
substitution.

2. The instruction did not permit the jury to convict based on “any
dishonest act unrelated to the insider-trading charge” (Br. 38). It did not say any
dishonest act defeats good faith. Nor can the phrase “device, scheme or artifice to
defraud” be construed to include any dishonest act, because the court instructed that
“[t]he particular type of device, scheme or artifice to defraud at issue here” was
“insider trading.” App.4556. Also, the court emphasized: “[ T]he Government must
establish beyond a reasonable doubt * * * [Nacchio] acted with the intent to defraud
charged in the [i]ndictment.” App. 4561 (emphasis added). The indictment related
only to insider trading. App. 64-68. The instruction thus foreclosed the jury from
finding guilt based on any unrela