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JACK L. CHRISTIAN,

Defendant.

BRIEF OF PLAINTIFF-APPELLEE
COMMODITY FUTURES TRADING COMMISSION

COUNTERSTATEMENT OF THE ISSUES PRESENTED FOR REVIEt,i

I - t'Jhether the d i stri ct court correctl y concl uded that paragon , s ,'purchases

For Delivery For A Later Date" contract r,las a contract of sale of

a commod'ity for future delivery offered and sold in violatjon of sec-

tlon 4(a) of the commodity Exchange Act,7 u.s.c. s 6(a) (.I982).

?. Whether the distrjct court correctly concluded that paragon,s and Brandon,s

fraudulent act'ivitjes in connectjon wjth off-exchange futures contracts

vjolated sect'ion 4b of the Act, 7 U.S.C. g 6b (l9BZ).

3. Whether the district court acted within jts discretion in ordering Brandon

to disgorge illegai profits.
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STATEMENT OF JURISDICTION

The comm.ission. concurs in the statement of iur"isdjction 'in

appel I ants' open i ng br"i ef .

NATURE OF THE CASE. COURSE OF PROCEEDINGS. AND DISPOSiTION BELOI''

0n June 23, .I986, the Commodity Futures Trading Commission ("Commiss'ion"

or "CFTC") filed a three-count compla'int in the United States Djstrict Court

for the Central D'istrict of Californ.ia against Marvin D. Brandon ("Brandon")

and P. I. E., Inc., d/b/a Paragon Investments ("Paragon") (co1"lectjvely "appe1 -

lants"1.U The compiaint alleged that Paragon and Brandon: (l) offered and

sold commodity futures contracts that were not executed on a board of trade

that had been designated by the Commiss'ion as a "contract market," in viola-

t'ion of section 4(a) of the Commodity Exchange Act (the "Act"), 7 U.S.C.

5 6(a) (-1982); (2) cheated or defrauded the pub'l'ic jn connect jon with the

offer and sale of those contracts, in v'iolation of section 4b(A) of the Act;

and (3) willfully dece'ived the public jn connection wjth those contracts,

jn violation of section 4b(C) of the Act. 7 U.S.C. gS 6b(A), 6b(C). The

Commjssion sought an ex parte restrajning order,U prelim'inary and permanent

U me compl ai nt al so named Jack L. Chri sti an as a co-defendant.
Mr. Christjan reached a settlement wjth the Comm"ission prior to the second
phase of tri al .

U Section 6c of the Act, 7 U.S.C. g l3a-l (1982), authorizes the
Commjssion to obtain ex parte restraining orders for the preservation of
records and assets.



.in juncti ons, appoi ntment of a recei ver, an accounti ng of assets and I i abi'l j -

ti es, and di sgorgement of i 1 1 egal profi ts.

That same day, the district court granted thd Commission's request for

a limited ex oarte temporary restrajning order to prevent removal or destruc-

tjon of records and dissjpation of assets, and'issued an 0rder To Show Cause

why the temporary restraining order should not be broadened to prohibjt the

unlawful conduct a1'leged by the complaint, and a temporary equity receiver

should not be appointed. (c.R. 10.1U Following a hearing on July 30, .I986,

Djstrict Judge I,Jill iam D. Keller granted the Comm'ission's request for a temp-

orary restrajning order prohibiting any further bus'iness act'ivity of Paragon,

and appointed a temporary receiver of all Paragon's assets and records.

(c.R.r.)
Trial on the merits then proceeded in two phases. The district court

ordered the trial of Count I of the complaint (i11ega1 sales of off-exchange

commodjty futures contracts) to be consolidated with the hearing on the

Commiss"ion's request for a permanqnt injunction. (C.R. .I2.) 0n August 26,

.l986, following complet.ion of the first phase of the trial, the district court

permanently enjo'ined Paragon and Brandon from marketing off-exchange futures

contracts, &ppointed a permanent equjty receiver of all Paragon's property

al
lJ

of all
denotes
sheet.

"C.R." refers to the Clerk's Record that contains the docket entries
documents fi l ed 'i n the proceed i ng bel ow. The number fol l owi ng "C . R. "
the document number for the cited material on the Clerk's docket
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(C.R. gZ), and entered fjndings of fact and conclusions of law. (C.R. 9.l.)

Both Brandon and Paragon appeal this order (No. 86-6374). (C.R. 102.)!J

Counts II and III of the Comm'ission's complaint, relating to fraud and

deception, were tried before the district court between November l4 and 
.I9,

1986. 0n January 5, 1987, the court'issued an order permanently enjoinlnq

Paragon and Brandon from cheating or defrauding, and from willfully deceiving

the public in violat'ion of sections 4b(A) and 4b(C) of the Act, and ordered

Brandon to djsgorge $496,495.39 in illegal profits. 0n1y Brandon appealed

from this order, wh'ich was docketed in this Court as No. 87-558.l . (C.R. 192.)

0n February 28,1987, thjs Court granted the mot'ion of Paragon and

Brandon to consolidate the two appeals.

COUNTERSTATEMENT OF THE CASE

A. Statutory Background

In 1974, Congress substantially revised the Commod'ity Exchange Act to

establ'ish the CFTC as an independent agency with exclusive regulatory iuris-
djction 0ver, among other things, transactjons involving "contracts of sale of

a commodity for future delivery."V The Act's regulatory scheme is predicated

U Defendant Christian aiso appealed to this Court the entry of
a prel"iminary jnjunction against him, which was assigned Docket N0.86-6554.
That appeal was dismissed after settlement. See note l, supra.

V ff'. Commodity Futures Trading Commission Act of .]974 
("CFTC Act"),

Pub. L. N0.93-403,88 Stat..l389 (1974); see also sections 2(a)(l) and
?{a){2) of the Act, 7 U.S.C. 55 2, 2a (Supp. V, 1975).

In 1974, Congress also vested the Commjssjon with exclusive jurisdiction
to regulate go'ld and silver "leverage" transactions referred to jn what is now
section l9 of the Act. 7 U.S.C. S 2 (Supp. V, 'I975); see also section ?17 of
the CFTC Act. The regulatory scheme applicable to leverage transactions is
d jscussed at pp . 22-32, 'infra.
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on the purchase and sale of futures contracts exclus'ively on authorized

exchanges. Thus, section 4(a) of the Act, 7 U.S.C. 5 6(a) (,l982), rrakes it

unlawful to effect a commodity futures transact'ion unless'it has beln executed

on or subject to the rules of a "board of trade"V that has been designated by

the Comm'issiori aS a "contract market." To obtajn designation, a board of

trade must apply to the Cornmjss jon under section 6 of the Act,, 7 U.S 'C' g 8

(lgB2), and satisfy the conditions and requirements of sectjon 5 of the Act,

7 U.S.C. 5 7 (.]982). Thereafter, a contract market must continue to comply

wi th those cond i t i ons of des i gnat'i on and meet other requ"i rements , such as the

obligations to furnish the Comm'issjon with its trading ru1es, keep books and

records of jts proceedings, and require warehouse operators to follow certajn

rules. See Section 5a of the Act, 7 U.S.C.5 7a (198?).

In addition, the Act creates a regjstratjon scheme for brokers. Ind'i-

viduals or firms that sol'icit, accept and execute orders for futures con-

tracts, and accept money, securitjes, or property, to margin or secrlre those

contracts, must register with the Commiss'ion as "futures commission merchants"

(FCM). An FCM must satisfy rigid minimum f inancial requ'irements an 1 comp'ly

wjth other reporting and recordkeeping requirements. See, e.9., sectjons 4d,

4e,4f,49,4i and 4k of the Act, 7 U.S.C. 55 6d, 6€, 6f, 69, 6i and 6k

/10ar\
\ r JvL r, .

U n section 2(a)(l)(A) of the Act, 7 U.S.C. g 2 t1982), the lerm "board
of trade" is defined as "any exchange or ass0cjat'ion, whether incoroorated or
unincorporated of, persons who shall be engaged in the busjness of cuying or
selling any commodity or receivinE the same for sale on cons'ignment."



To enforce this statutory scheme, the Commission is authorized to conduct

jnvestjgations and bring ictions jn federal district court to enio'in viola-

tions of the Act, and the regulations and orders issued thereunder. See

Sections 6c, 8(a) and l6 of the Act, 7 U.S.C. 55 l3a-.I, 12(a) and 20 (.I982).

Upon a proper show'ing, a d'istrict court may grant iniunctive reljef and other-

wise enforce compfiance with the Act's provisions. Section 6c of the Act,

7 U.S.C.5 l3a-l (.I982). As the Second Circuit observed, "the Commission,

like the SEC in the securities area, 'is the 'statutory guardian' entrusted

wjth the enforcement of the congressional scheme for safeguarding the pubiic

interest'in the commod'ity futures markets." CFTC v. British American Commodj-

tv 0ptions Corp., 560 F.2d 135, 14? (2d Cir. 1977).

B. The Nature of Appellants'Activit.ies

The factual record developed regarding the nature of Paragon's business,

and Brandon's 'involvement in it, is not in dispute.Z/

Paragon was incorporat6O in 0ctober 
.I984, 

and, commenced do'ing business in

January 
.1985 

by offerjng so-called "Purchases For Delivery At A Later Date"

contract (hereafter "Paragon contract") for sale to the public. Paragon,

through Brandon and others, solicited orders for the purchase of the Paragon

U m" following factual rec'itation is taken directly from: 1) the
pretrial statement of "St'ipulated Facts" filed by the pat'ties in the pro-
ceeding below (C.R. 79); Z) Paragon's customer agreement, 'its risk disclo-
sure statement, or its "360 Credit Program Agreement" (C.R. 79, Exhs. I-l
through l-.l4) and 3) Brandon's August 7, 1986 deposjtion (references to whjch
are made in C.R. 158).



contract through advertising in natjonally circulated newspapers, through the

ma'ils, and through other means and jnstrumental jtjes of interstate commerce.

(C.R. 79 at p.7). Paragon continued marketing these contracts until at least

July 24,.l986, when the Commjssjon served the di.'trj.t court's ex parte

restraining order upon Paragon and Brandon. (C.R. 79 at p.5)

As the parties stjpulated (C.R. 79), appellants offered

Paragon contract to the public subiect to the following terms

and i n the fol I owj ng manner:

and sol d the

and conditions,

W me term "spot price,"
current market price (that is,
de1 i very.

A. The customer placed a predetermined l5% deposit on purchases of
prec'ious metals for delivery at a later date of the type and quan-
t'ity offered by Paragon and selected by the customer. The contract
price and delivery date were determined at the t'ime of the purchase
and the customer would be required to pay the remajning balance
prior to taking possession of the prec'ious metals (C.R. 79 aL p.4);

B. The customer could choose a contract term of 90 days, 180 days or
360 days from the date of purchase to the date of de'livery (C.R. 79
at p. a);

C. The customer could either take delivery of the precious metals
upon payment of the full price or require Paragon to repurchase the
customer's right to obtain precious metals under the Paragon con-
tract at any time prior to the delivery date (C.R. 79 at p.4);

D. The purchase price was determined by Paragon by g{ding
a 3% commjssion and a surcharge over the spot price!/ on the date
the customer placed the order; the surcharge varjed accordjng to the
90-day, the 180-day, or the 360-day, duratjon of the contract
(C.R. 79 at p.4);

E. The price, type and quant'ity of a partjcular transactjon tvas
agreed upon at the tjme of the purchase and was documented by
a written confjrmatjon statement sent by Paragon to the customer
(C.R. 79 at p.4) ;

as used throughout thjs brief, means the
cash price) of the prec'ious metal for immediate
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F. If the spot price of the precious metals declined and'if Paragon
determined that'the customer)s equity in the account was "insuffj-
cient" the customer would be required to deliver additional funds to
paragon to ref'lect the d'ifference between the current spot price and

the ipot price on the date of the customer's initial transact'ion
(C.R. 79 at pp. 4-5);

G. Customers were informed that the precious metals they purchased
for later delivery .in all likelihood would not be held 'in inventory
until the agreed date of delivery. Customers were informed that,
'instead, Paiagon may acquire the precious metals for delivery to
them through ihe puichase of futures contracts (C.R. 79, Exh. l-A);

H. In sol'icitations by Brandon and other employees of Paragon, the
Paragon contract was offered as an opportunity to speculate and to
profit from fluctuat'ions in the market value of precious metals, and

customers were jnformed that they could require Paragon to repur-
chase the'ir contracts, thereby elim'inating the customer's obligation
to take delivery of the metals (C.R. 79 at p. 5);

I. |'1ost customers who purchased Paragon contracts may not have had
any expectatjon that they would take delivery of the meta1s pursuant
to the contract (C.R. 79 at p. 5). In actuality, less than 3% of
Paragon's customers took delivery of the metals pursuant to
Paragcin's contract (C.R.158, August 

.l986 Reporter's Transcript
["A.R.T."] at 49.);

.1. Nothing in Paragon's promotional f iterdture, the Paragon contract
'itse1f, or its risk disclosure statement referred to the Paragon
contract as a "leverage" contract, agreement, or instrument
(C.R. 79, at p.6) ; and

K. The Paragon contract is not for a durat'ion of ten years or longer
(C.R. 79 at p.6).

It js also undisputed that Paragon had never been designated by the Com-

miss'ion as a contract market pursuant to section 5 of the Act, id., and that

Paragon had never been negistered with the Commission'in any capac'ity. Id.

at.3. Moreover, the Paragon contract was not executed on or subject to the

rules of a contract market, and was not executed through a member of a coR-

tract market. (ld.) From January'1985 until Jul! 24,.l986, Paragon accepted

money from customers for the purchase or sale of various precious metals pur-

suant to the terms of the Paragon contract.



Brandon was Paragon's president, chief financial officer, sole share-

holder, and one of jts two djrectors. (c.R. 79, at p.2). (His wife was the

other director.) Id. Brandon's responsibilities included the design and

djrection of Paragon's sales program, formulation of contract documents, book-

keeping, and general supervision of business operations. Id. During the time

relevant to the complaint (January .l985 
through June 

.l986), 
Brandon had not

been registered wjth the commission in any capacity. (c.R. 79,, at p.3.)

C. The Proceedings Below

l. The Trial and Decision on Count I of the Comolaint

0n August l3-.]5, .l986, a bench trial was held on Count I of the Commis-

sjon's complajrlt charging defendants with violating section 4(a) of the Act by

offerjng and selling futures contracts other than on a Commission-designated

contract market. The Commission's affirmatjve case was presented through

Dr. Betsey Kuhn, who testified as an expert witness on the subject of the

economjc purposes and the essential elements of a futures contract.%

% At the tjme of the tria1, Dr. Kuhn was a senior research econom'ist inthe commiss'ion's Div'ision of Economic Analysis. She holds a ph.D. jn
Economics from Stanford Unjversity (where she wrote her dissertation onfutures contract_nrargin requirementd;., received a graduate fellowship from the
Ch'icago Mercantile Exchange, and had'been a scholai in resjdence at theRockefeller Foundation jn Bel1.agio,.lta1y (where she wrote a research paper onthe hedging effect'iveness of domestic versus international futures markets fordeve].oping countrig:), since jojning the commission,s staff in 1977,Dr. [{fn's_responsibil ities included-anaiysis of commod'ity coniracts.Specifically, she had been responsible for determining whltfrer particular
instruments, regardless of labels by those who market"tnem, .".'in the
economic sense futures contracts, -commodity options, leverige contracts, orcash forward contracts. (C.R.l58, A.R.T. at 23-30:)
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Dr. Kuhn established at the outset that the principal economic purposes

of a futures contract are to enable participants to assume or to shift the

price risk of commodities (c.R. .l58, A.R.T. 30). Dr. Kuhn exp'lained that jn

order to achieve e'ither result, the contract must have three essential

elements: the price must be fixed at the t'ime of in'itjat'ion; the contract must

call for deferred delivery of the commod'ity; and the contract must allow the

participants the opportunity to settle their obligations either by making or

taking delivery of the commodity, or by "offset," e.g., via cash settlement,

resale of the contract to the company, or any other procedure that allows the

customer to settle hjs ob]igations under the contract without making or taking

deljvery. (C.R. .158, A.R.T. at pp. 3?-42, 46.) Dr' Kuhn further testifjed

that the right to offset one's obligation under a deferred contract is what

distinguishes a futures contract from a cash forward contract, wh'ich is

excluded from the Commission's jurisd.iction by sectjon 2(a)(l)(A) of the Act.

Id. at 34.1U The offset feature is also what allows the contract to be used

either for speculating (assumption of price risk) or for hedg'ing (shifting of

pri ce ri sk to another person) . J-d.

In addjtion to describ'ing the essential elements set forth above,

Dr. Kuhn testifjed that futures contracts also common]y have certain

non-essential characteristics wh'ich facilitate their trading and reduce the

risk of default among participants. These "facil itating characterist'ics"

incl ude: a central ized rnarketp'lace; competit jve trading (e.9. , by open outcry

l-0./ ggssuse the appel l ants do not assert that
a cash forward contact, we have omitted discussion
cash forward contracts. For such a discussjon, see
Group, 680 F.2d 573 (9th Cir. .I982).

the Paragon contract 'is

of the characteristics of
CFTC v. CoPetro Market'inq
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in a trad'ing ring or pit on the floor of a commodity exchange); a ciearing-

house (a separate organizatjon establjshed within the exchange to assure the

dai'ly settlement and clearance of al1 trades); standardized contract terms and

conditions; and margin deposits tied to the price movements jn the underlying

commod'ity. (C.R. l58; A.R.T. at 63.)

Against this background, Dr.Kuhn analyzed the Paragon contract and found

that it possessed all of the essential economjc elements of a futures con-

tract: deferred delivery, establishment of a price set at jnitiation, and the

opportunity for settlement by offset. (C.R. .l58, A.R.T.34-38).lll She also

observed out that the Paragon contract, l'ike an exchange-traded futures con-

tract, had facjlitating characteristics such as margin requ'irements and stan-

dardjzed terms concerning quant'it'ies of precious metals and duration of con-

tracts. (C.R. .l58, A.R.T. at 63-65.) Accordingly, she concluded that

Paragon's contract was a futures contract. (C.R. .l58, A.R.T. at 67.)

Based on the ev'idence, the djstrjct court's Augugt 26, 1986 opin'ion found

that:

IT]he Paragon contract has the essential characteristics of
a futures contract and that the contract is standard'ized and
has a margin requirement. See also, I'CFTC v.] CoPetro, supra,
at 579-81. Both Dr. Kuhn and defendants' expert, Dr. Teweles,
testified that the trading of a futures contract on a desig-
nated contract market is what makes a contract lega'l and not
what makes jt a futures contract. See also, In re Stovall
11977 -80 Transfer B inderl (CCH) tl 20, 941 at 23 ,t79 . 0n'ly
?% to 3% of the purchasers of the Paragon contract took
def ivery of the precious metals. The Paragon contract was
undertaken primarily to assume the rjsk of price changes in

lV Specifically, Dr. Kuhn found that the "offset" element of a futures
contract was fulfilled by paragraph IV(B) of the Paragon contract whjch
provided that, 'in lieu of taking delivery, a customer-could satisfy his
obligation under the contract by requiring Paragon to repurchase t-he contract
at any tiqe prior to the delivery date (C.R. 158, A.R.T. at 46).
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the underlying metal, and not to make or take delivery of the
precious metals. The Paragon contract contajns standardized
terms. The contract offered and sold by defendants nreets the
Ninth Circuit's definition of a futures contract as set forth
in Commodity Futures Trading Commiss'ion v. CoPetro Marketinq
Group. inc., 680 F.2d 573 (9th Cir. 1982).

(C.R. 9l at p.l0). Moreover, because it was not traded on a Commission-

designated contract market, the court concluded that Paragon's contract was an

off-exchange futures contract offered and sold in violatjon of section 4(a) of

the Act. Id.

The district court also rejected appellants'defense that Paragon's con-

tract was a "short-term leverage contract" beyond the Commjssion's regu'latory

jurisdiction. The court found that Paragon's contract did not meet the Com-

mission's definition of a "leverage contract" in l7 C.F.R. $ 3l.a(w) because

the Paragon contract was for a durat.ion of less than ten years, and did not

provide for period'ic payments by the customer or accrual by Paragon of a vari-

able carrying charge or fee on the unpaid balance of the contract. Recogniz-

'ing that Congress mandated CFTC regulation of leverage, and that the Commis-

sion was charged with the responsib'ility to define"leverage, the court ruled

that "Ic]ontracts which do not meet the Comm"iss'ion's definit'ion of leverage

contracts as set forth in l7 C.F.R.g 3.l.4(w) are not leverage contracts."

(C.R. 91, at pp. l3-.l4. ) Concomitantly, the court recognjzed the Commjss'ion's

clear authority to take enforcement act'ion under the Act against off-exchange

commodity futures transactjons "masquerading as 'leverage' contracts. "

(C.R. 9l, at p.14. ) Accordingly, the djstrict court concluded that "It]here

is no basjs jn fact or law for defendants'defense that they are offering and

se1'l i ng a 'short term I everage contract' whi ch 'is unregul ated by the Commi s-

sion." Id.
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The djstrict court then turned to the issue of remedy. in this regard,

it found that Paragon's and Brandon's business operation vlas "carefully organ-
t

ized, large-scale, long-term, and systematically carried out." (C.R. 9l at

p.ll.) Finding a likelihood of future violat'ions, the district court perma-

nently enjoined Paragon and Brandon from violating sect'ion 4(a) of the Act,

and appointed a permanent equity receiver to administer Paragon's estate.

(c.R. 92.)

2. The Trial and Decis'ion 0n Counts II And III 0f The Complaint

As noted, Counts II and III of the Commissjon's compiaint, alleging fraud

and decept'ion, were the focus of a separate bench trial held on November 14,

l7 and 
.l9, .l986.

At these hearings, the Commissjon presented the testimony of seven'indi-

vjduals who had purchased Paragon contracts. Some of the witnesses test'ified

that they were told by Paragon salesmen that when customers purchased

a Paragon contract, Paragon immediately acquired or held the precious metals

'in storage. (C.R. 2A9, November 1986 Reporter's Transcript ["N.R.T."] at

pp. 46, 1?4-26). Another witness, Lloyd Frankl in Wi'lson, test'if ied that he

was told by a Paragon salesman that, upon executing customer orders for the

Paragon contract, Paragon would acquire "C0MEX" silver on his behal f.12/

(C.R. ?09, N.R.T. at pp. .l65-,I66. ) Another former Paragon customer, Loring

Chapman, testified that a Paragon salesman represented that Paragon would keep

1U "ggv4Ey" is an acronym for the
a Commjssion-designated contract market
metals located in New York.

Commodity Exchange, inc.,
for go1d, sjlver and other pl ecious
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h'is funds segregated from Paragon's general funds bank account. (C.R. 209,

N.R.T. at 180.)

The Comm'ission also presented the testimony of James Andreozzj, a CFTC

supervisory futures trading investigator, an expert jn the customary bus'iness

practices of precious metals dealers and, 'in particular, the extent to which

those companies "covered" (i.e. hedged) the'ir exposure to price risk by taking

positions in the futures markets. (C.R. 209, N.R.T. at 2"I7-"I8.) Andreozzi

explained that precious metals merchand'isers who have committed to deliver

metals to customers would be subject to disproport'ionate risk of adverse price

changes jn the metals unless they covered their obligations by acquiring the

phys.ical commodity or by taking equivalent positions jn the futures markets.

See id. at 2.l4-15. Andreozzi further test'ifjed that precious metals dealers,

processors, and merchandjsers, fike Paragon, normally covered at least 90% of

the'ir metals commitments to customers. Id. at 2.l9.

The parties agreed, however, that Paragon held no metals in storage for

purposes of cover. Id. at 246. Moreover, based on his exam.ination of Para-

gon's records, Andreozzi testified that to the extent Paragon ever covered its

obligations to customers, jt did so by means of exchange-traded futures con-

tracts executed through Commjssion-licensed brokerage firms. Id. at 247-257.

Andreozzi's analysis showed that the most cover Paragon had ever achieved was

27.08%, and that, on at least two days, Paragon had absolutely no cover. Id.

at 257. And on some occas'ions, Andreozzi found, Paragon was actually taking

pos'itions in the futures markets opposjte to its customer positjons. Id.

at 265. By not adequately covering its comm'itments to customers, Andreozzi

concluded that Paragon was betting against'its customers that the price of
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metals would not rise, jd. al 262, and that Paragon was paying off some custo-

mers with monies received from other customers. Id. at ?94.

Finally, the Commission presented the expert testjmony of Bob H. Agnew,

a CFTC supervisory auditor, on the subject of accounting methods and practices

of futures professionals. Agnew testifjed that, after 0ctober 
.I985, 

Paragon

fa'iled to mainta'in a general ledger to keep track of revenues and expenses.

Id. at 305. Moreover, based on his examination of Paragon's records, Agnew

determined that Paragon failed to segregate customer funds from the general

funds of the firm. id. aL 328-29. Agnew also testified that Paragon comm'in-

gled customer funds wjth Brandon's personal funds, id.at 330, and that

Brandon had rece'ived disbursements from Paragon in excess of $600,000 between

January 
.l985 

and October 
.l986. Id. at 3.l2-"l3.

Based on all the evidence presented, the district court found that

Paragon and Brandon failed to cover customer obligations adequately.

(C.R. .l89, at p.3) Spec'ifically, the district court found that:

Brandon conducted Paragon's cover program. Brandon djd not
cover customer obligations jn an appropriate manner. In some
metals and currencies Brandon purchased no cover. Brandon
covered silver, the principle Isic] metal sold to Paragon cus-
tomers, at most 27% during 1986. In the case of the Brjtjsh
pounds , Brandon actual 1y took pos'i t i ons oppos'i te to those of
hi s customers.

(C.R.189 at p.3.) The lower court further found that Paragon and Brandon

cheated or defrauded, and wjllfully deceived, the public by misrepresenting

that customers were purchasing precious metals, that customer monies would be

segregated from company funds, and that Paragon had the financ'ial abjlity to

meet customer obl igations. Id. at p.4. Final1y, the court found that Paragon

and Brandon defrauded the public by failing to disclose material facts. These

material facts included:
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l) that the defendants did not purchase suffjcient metals on behalf of
customers and did not suffic'iently cover customers' purchases through
purchases of futures contracts;

2) that defendants did not, for most of the time, segregate customer
funds from their or^rn funds;

3) that defendants d'id not keep adequate books and records; and

4) that defendants did not have the financial ability to meet their
customer ob1 igat.ions, and Brandon m'isappropri ated customer funds for hi s
personal use at a time when Paragon t,las unable to meetits customer oblj-
gati ons .

Id. at 4-5.

Fi ndi ng a 1 i kel i hood of future vi o1 ati ons, the dj stri ct court permanently

enjoined Paragon and Brandon from making or engaging in fraudulent misrepre-

sentati0ns and wjllful deceptions. (C.R.lBB.) In addition, after allowing

Brandon to keep $96,7?O as a reasonable salary for manag'ing the firm from

January 1985 through June 
,l986, the court ordered,Brandon to disgorge the sum

of $496,495.39 to the trustee in bankruptcy for Paragon's estate. U.ly

SUMMARY OF ARGUMENT

The distrjct court properiy exercised its equjtable powers to enjojn

Paragon and Brandon from cont'inuing to sel'l i11ega1 off-exchange futures con-

tracts, and from continuing to engage in fraud and deception. Concern'ing

Count I of the comp'laint, the d'istrict court correctly determjned that Paragon

and Brandon unlawfully offered and sold contracts of sale of a commodjty for

future delivery'in violation of sectjon 4(a) of the Commodjty Exchange Act.

W On August 4, 1986, Brandon
Paragon jn bankruptcy under Chapter
The Chapter 1i trustee js the same
permanent equ'i ty rece'i ver .

fr'led a voluntary petition to place
ll of the United States Bankruptcy Code.

i nd i v'idual who a1 ready served as the
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The record establjshed that the Paragon contract had all the essential

elements of a futures contract: price set at initiatjon; deferred delivery;

and the opportunity for offset. It ajso had standardjzed terms and conditions

and margin requirements. Like the contracts found to be "futures contracts"

in the semjnal case of CFTC v. CoPetro Market'inq Group, 680 F.2d 573 (9th Cir.

1982), the Paragon contract was offered as an opportunity to speculate and

profit from fluctuations in the market value of a commodity, without any

expectation of taking delivery.

The lower court also properly rejected the defense that the Paragon con-

tract was a "leverage" contract. As wjll be explained, the Commission

possesses exclusive reguiatory jurjsdjct'ion over a "leverage contract,"

including the authority to defjne the elements of such a contract. S'ince the

Commissjon has defined "leverage contract" to be a standardized contract for

the long-term (ten years or longer) purchases or sales by a customer of

a commodity which meets other specifjcations, see 17 c.F.R. 5 3l.a(w) (.l987),

the district court was unquestionably correct in conclud'ing that future

de'livery-type commodity contracts that do not meet the durational requirements

(ten-years or longer) of 17 c.F.R. 5 3-l.4(w) are not leverage contracts.

The Commjssion remajns empowered to take enforcement act'ion aga'inst any

such contracts "masquerading" as leverage contracts by having them declared

"off-exchange, futures contracts" prohjbited by section 4(a) of the Act.

r,I'ith respect to Counts II and III of the complaint, the djstrict court

correctly determined that section 4b of the Act proscribed Paragon's and

Brandon's fraudulent and deceptive activities even though the Paragon contract

itself was not executed on any Comm'issi0n-designated contract market.

Although appellants cla'im that former section 4b of the Act (in effect when



-18

the complaint was brought) was not broad enough to reach off-exchange futures

contracts,'it js clear from the legislative history of the i986 amendments to

that provision that Congress understood that former section 4b appfied to

fraud in connection with such off-exchange futures.

As will further be shown, Paragon and Brandon violated former sect'ion 4b

even under the terms of thejr own narrow construction. Appellants represented

that Paragon would most 1ike1y coverits commitments to customers through pur-

chases of futures contracts, jn lieu of purchas'ing the metals outright. By

failjng e'ither to cover those positions through the acquisition of futures

contracts, or to disclose that Paragon wou1d not cover those commitments by

taking an adequate number of positions'in the futUres markets, paragon and

Brandon committed fraud "'in connect'ion wjth" orders to be made on or subject

to the rules of any contract market on behalf of others. This was a violat.ion

of section 4b(A) and 4b(c) of the Act, t u.s.c. g 6b(A) and 6b(c)(1g}z). In
any case, assuming arguendo that "former" section 4b did not reach appellants,

fraudulent activities, "current" sect'ion 4b should be appf ied jn th.is case.

Thus, under any reading of section 4b, the district court,s determinatjon

should stand.

Fina11y, the district court acted well withjn jts discretjon jn ordering

Brandon to disgorge $496,495.39 to Paragon's trustee in bankruptcy. Because

Brandon was allowed to retain $96,720 as a reasonable salary for managing

Paragon, the disgorgement order cannot be characterized as punit'ive. In addi-
t.ion, the I ov\'er court' s grant of authori ty to Paragon' s bankruptcy trustee to
enforce the d'isgorgement order as a judgment creditor was a reasonable exer-

cise of its equitable powers to provide complete relief jn light of the custo-
mer protectjon purposes of the Act.
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ARGUMENT

I. THE DISTRICT COURT CORRECTLY DETERMINED THAT THE APPILLANTS UNLAHFULTY
0FFERED AND s0LD coNTRACTS 0F sALE 0F A coMMoDrTy ron ruiunt-DELIvtRy
SUBJTCT TO REGULATION UNDER THE COMMODITY EXCHANGE ACT.

A. The District Court Correctly Concluded Th at
- Exch

The Paragon
t.

The distrjct court determ'ined that the Paragon contract was a contract of
sale of a commodity for future delivery, and that Paragon,s and Brandon,s

off-exchange offer and sale of that jnstrument vjolated section 4(a) of the
Act' Thjs determjnation was correctly based on the ieasoning of this Court,s
deci si on i n CFT , 680 F.2d 573 (9th Cir, l9B2)

("CoPetro"), and should be affirmed.

CoPetro addressed whether a contract for deferred delivery of gasoline
that enab"led purchase)s to speculate jn the fluctuating market price, without
any expectatjon of takjng delivery, was a futures contract. The Court jn

CoPetro i ni ti a'l1y observed that

in determining whether a particular contract is a contract ofsale of a commodity for future deliverv or.. which the commis_sion has regulatory jurisdic-tion by viitu. of i.u.s.C. g-z'(.I976), no bright-rine definition ir riii-or cnaraiteriiingelements is determinative. The trans..iion il;;' b;";;.i"i'u,a whole with a criticar eye toward its underrying-purpo;.]
680 F'2d at 58.l. Upon analysis, the Court determjned that the Copetro con-
tracts were futures because they possessed many of the same characterjstjcs of
lawful exchange-traded contracts: they were promoted and used as a vehicle for
specu'lation, they had relatively standardized contract terms, and they pro-
vjded the opportunity for offset. Moreover, the fact that copetro unilater-
ally set the contract prices did not dissuade the court from.its holding that



20-

CoPetro's contracts were futures. As the Court stated, "the fact that public

auct'ion dia n6t determine CoPetro's prices is merely a result of CoPetro's

failure to seek Comm'issjon ljcensing for organjzed exchange trading in petro-

I eum futures. " Id.1!/

Based on the stipulated facts and Paragon's promotional and contractual

materia1s, there is ample support for the district court's findings that

Paragon marketed and sold off-exchange futures contracts in vjolation of the

Act. As the district court correctly determined on the basis of expert test'i-

mony, the Paragon contract had all of the essential characterjstics of

a futures contract: price set at initiation; deferred delivery; and the

opportunity for offset. (C.R. 'I58, A.R.T. at pp.34-48.) it had also had

14,/ 6pps'llants argue (App.Br. l3) that the Paragon contract was, like
most leverage transactions, a principal -to-principal transaction, and not a
broker-to-broker transactjon as are most exchange-traded futures contracts.
But, in her testimony in this case, Dr.Kuhn established that jt was
immaterial whether the Paragon contract was a principal-to-princ'ipa1
transaction or a broker-to-broker transaction. As she explained, there is no
economjc distinction between a "principal" transaction, traded off an
exchange, and a "broker" transaction executed on an exchange. id. at 2ll. In
her v'iew, trading on an exchange is what makes a futures contract 'legal, not
what makes jt a futures contract. (C.R. .I58, A.R.T. at p. l8l.) See also
In re Stoval'1, 11977-.l980 Transfer Binderl Comm. Fut. L. Rep. (CCH) T 20,941
at p. 23,779 (Dec. 6, 1979) ( "Stoval I " ) .

In an attempt to show that the Paragon contract was a ieverage contract,
notwjthstanding its failure to meet the minimum ten-year durational
requirement of l7 C.F.R. 5 3.l.4(w), appellants (App.Br. 17) cite Dr. Kuhn's
testimony that there were n0 economjc differences between the Paragon contract
and leverage transactjons regulated by the Commiss'ion. In fact, however,
Dr. Kuhn testified that there is no economic distinction between leverage
contracts and futures contracts. In other words, leverage contracts are,
econom.ically speaking, futures contracts that become leilally distinguishable
from off-exchange futures contracts if and only if they have a durat'ion of ten
years or longer and otherwise meet the defjnjtion of leverage in Commission
regulatjon 31.a(w), 17 C.F.R. 5 3l.a(w) (.l984). (See C.R. 158, A.R.T.
at pp. 67-68, 2.l5.)
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standardjzed terms and condjtions and marg'in requ"irements. Id. at 63-64. As

in the case of the gasoline futures contracts sold iri Copetro, ',the contracts

here represent speculatjve ventures jn commodity futures whjch were marketed

to those for whom delivery was not an expectatjon." 680 F.2d at 5Bl. Accord-

ing1y, this court should affirm the district court,s determ.ination that
Paragon and Brandon vjolated sectjon 4(a) of the Act through off-exchange

sal es of futures contracts.

Appellants attempt to chal'lenge the lower court's conclusion that the
Paragon contract was a futures contract by claiming that the paragon contract
was not sujtable for hedging--'i.e., risk shifting by commercial dealers, pro-

cessors, and other handlers of the commodity. (App. Br. at l5_.I6. ) The

suggestion that the Paragon contract could not be used for hedging is f1at1y
contradicted by the record evidence. Although Dr. Kuhn observed that the
standardized quantity terms of Paragon's contract are probably too small to
attract much interest by large commercial firms interested.in hedging, she

explained that the Paragon contract could nevertheless be used for hedging.
(c.R. .l58, 

A.R.T. 32-33, 2lo. ) l'1oreover, Dr. Teweles, appe'llants, own expert
witness, testified that even leverage contracts could be used for hedg.ing.

Id. at 243.

In any event, there is no 1ega1 basis for appellants, clajm that there is
a requirement that a contract be used significant'ly by hedgers before it may

qual ify as a futures 6sn1va61.-15./ In Copetro, this Court found that the

15/ Demonstrating that a contract maytwo alternative methods for satisfyirg fhia'legal prerequ.isite for obtain.ing contract

be used for hedging is one of the
"economjc purpose" test, which js
market designation. See Commodity

(Footnote Continued)



-2?

contracts at i ssue there were off-exchange futureb contracts where they were

used almost exclusively by speculators, without findjng that the contracts

were sujtable for hedgi ng.}il Thus, on this separate basis, appellants,

"hedging" argument must be rejected.

B. The Legislat'ive History And Commjss,on,s
Support The District Court,s Conclusion

Leverage Regul ations
That The Paragon

As stated above, the lower court rejected appellants, "leverage', defense

to the charge of offerjng and selling unlawful off-exchange futures contracts.
Notwithstanding Paragon's and Brandon's cla'im that they were marketing

a "short-term leverage contract" assertedly beyond the Comm.ission,s regulatory
jurisdiction, the court found that the Paragon contract was not a'leverage
contract because jt djd not meet the definjt'ional requirements of CFTC regu'la-

tion 31.a(w), 17 c.F.R. g 31.4(w). specifically, it found that the paragon

contract did not meet the defjnjtion of "leverage contract" because, inter
alia, jt was for a duration of less than ten years. Recognizing that Congress

required the commission to regulate leverage transactions, and deregated to
the Commjssion the responsibility for defining leverage, the court concluded

that "[t]here js no basis in fact or law for defendants'defense that they are

(Footnote Contjnued)
Futures Trading comm'ission Gu'iderine No. 1, comm. Fut. L. Rep. (ccH) ![ 6045 atp'6a7a' Thus, a finding that a futures.ori.i.t may be ured ftlr hedging, asa prerequjsite for contract market designation, 

-is 
w"hat qu.iiries the futurescontract for legal status, not r+hat makis it .'frtu.., .ont"u.i.

-?. J-61 see ilso stov?rJ,.lupra, where the commission concruded thatoff-exchange futures violatTofis had o..rr..d-nitnout any express or impliedfindins that the contracts at jssue coutd be used io.-hlagi;;:-"[1977_.;980Transfer Binderl Comm. Fut. L. Rep. (CCH) {-20,9+f



offering and selling a'short-term leverage contract'whjch is unregulated by

the Comm'ission." (C.R.91, at p.14.)

Appeilants nonetheless maintain that the Paragon contract cannot be

a futures contract because jt is a leverage contract. Specifically, they take

issue with the d'istrjct court's conclusjon (C.R. 9.l, at 14) that "Ic]ontracts
which do not meet the Commjss'ion's definit'ion of leverage contracts as set

forth in l7 C.F.R.g 3.l.4(w) are not leverage contracts." This conclusjon js

asserted to be jncons'istent wjth the CFTC's ovvn officjal explanat'ion of .its

leverage regulatjons, as well as the legislatjve intent. (App. Br. .l6.) 
As

a corollary, appe'llants contend that the Commission regulates only those

leverage contracts with duratjons of ten or more years, and has left it to the

states to regulate less than ten-year leverage contracts. (App. Br. 11.)

These assertions are at odds with express language of the Commodity

Exchange Act, its legislative h'istory, the commjssion,s regulations, and

agency statements interpreting those regulatjons. As will be demonstrated,

s'ince the Commission defined ".leverage contract" in 1984 as an instrument of
a duration of ten years or more, there is no such thing in law as a "leverage"

contract that is less than ten years. Rather, all future delivery-type com-

modity instruments that have the same elements as the Paragon contract and are

less than ten years in duration are futures contracts.

legislative Enactments Affecting Leverage Regulation From 1974
Throuoh 198?

Leverage-type contracts were first developed in the late .l960s 
and ear'ly

.l970s 
as a means for permitting individuals to make'long-term,,installment"

purchases of gold or silver coins and bullion from coin dealers. The customer

initially paid a percentage of the purchase price, t+as charged for jnterest,

I.
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commiss'ions and other "carrying charges" on a periodic basis and was subject

to marg'in calls jf the price of the commodity decf ined jn the commerc.ial mar-

ks15.17 Leverage contracts were promoted as a hedge against inflat.ion for
the jndivjdual customers who found futures markets unsuitable, purportedly

because of the larger quantities traded, and the high volatjljty and the

short-term nature oi futures contracl5.l-8/

The 
,I974 

amendments to the Commodjty Exchange Act vested the CFTC wjth
exclusive jurisdiction over leverage transactions jn gold and silver bull.ion
and bulk coins- section 2(a)(l) of the Act and 217 of the GFTC Act, 7 u.s.c.
gS 2, l5a (.I976). In granting this iurisdiction to the Commission, Congress

did not define the term "leverage contract," but jnstead, provided a general

description of leverage as "a standard'ized contract commonly known to the
trade as a margjn account, margin contract, leverage account, or leverage con-
tract." Sectjon 217 of the CFTC Act, I lJ.s.c. g 15a (.l976). In addit.ion to
granting the Comm'ission general regulatory authority over leverage, sec-

tjon 217 also provided that jf the Commiss'ion determjned that any leverage
transaction const'ituted a contract for future delivery, such transactions
should be regulated as futures contracts. Id.

^ 
W +ec 'ore the Senate

3rd cons. z,t sestlffiT at.149{197^4)1statemenmai,Internat.itrnalPrecjousl,letal s Corporation) .

L8J

IoIe!_trJ, 95th Cong.,
Metal s Corporation);

2dsess.7t9@
Corporation).

n Aqricul
Research and

tri
(.I978) (statement oi Internat ional prec.ious

uDcomm. o
omm. on Aor Iture, 95th Cong.,

Preci ous Metal s

9t

2d Sess. 625
Heari n

H
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In .l978, 
Congress replaced section 2"l7 of the CFTC Act with a new sec-

t'ion 19 of the Act, 7 U.S.C. 9 ZZ.JA Sectjon 19 extended the Commissjon's

exclusive jurisd'iction and comprehens'ive regulatory authorjty over gold and

silver leverage transactions to those involving a1l other commodities (except

those aEricu'ltural commoditjes regulated prior to 1974, for which leverage

transact'ions were prohibited). In the .I978 legislation, Congress left the

term "leverage contract" undefined, and expanded the CFTC's exclusive regula-

tory authority to include any contract that the Commiss'ion determjnes,,serves

the same function," or is "marketed or managed in the same manner" as a lever-

age contract. The 'I978 legislation also preserved the Comm'ission,s author.ity

to regulate as futures any leverage transact'ions jt determjned to be futures.

Sect'ion 19(d) of the Act, 7 U.S.C. g 23(d).

2 The Commi ssion's Activit"ies In Leverage Regulation From 1975 Throughi

In the meantime, from .l975 
through 1979, the Commjssion studied the offer

and sale of leverage contracts in the Unjted gt3tg5.2V The studies revealed

that leverage customers were inadequately protected, ppimar.ily due to the fact
that many of the advantages of futures contracts ,traded on Commiss.ion-

lV ths Futures Trading Act of .I978, pub. L. No. 95-40s, s 23, 92 stat.865, 876-77 (1973)

4/ hs Commission commenced operations as a fu'i1y independent regulatoryagel9y.o1 April 21,1975. in February 1976, the Commjision iAofted a ruleprohibiting fraud in connection witn ihe offer and sal. oi goii"and sjlverleverage_contracts" see 4r Fed. Reg.3191 (1976) (o;itinariy Jodifiedat l7 C.F.R. g 30.01 (1e76)).
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designated exchanges were not present in the sale of leverage contracts. In

addition, it found that leverage transactjons required a substantial initial
investment by the customer, 0 large percentage of which went jmmedjately to

the leverage merChartt jn the form of commjssjons, mark-ups, and other fees.

Moreover, because of a lack of public understanding concerning leverage trans-

actjons, the broad discretion held by the merchants in sett'ing prices and all

other contract terms, and the wideiy advert'ised prom'ise by the leverage mer-

chants of iarge potential profits to be gained by customers, the Comm'issjon

determ'ined that the marketing of leverage transactions was high'ly susceptibie

to overreaching and fraudulent activities.ZJ/

2y See, e.g., 44 Fed. Reg. 6737, 6739 (.l979) (customer complajnts and
prel iminary investjgat'ions indicated a I ikel ihood that "cold-canvas telephone
911ls .and mjsrepresentations were being employed to se11 leverage contracts");
44 Fed.R"g. 55820,55822 (.l979) (preliminary Commission investigations had''indicated I ikel'ihood that "high pressure 'bo'iler-room' sales techniques were
being emp'loyed"). See also 43 Fed. Reg . 23729, 2373A (.l978).

Furthermore, the Commission found that the offer and sale of leverage
transactjons'in the U.S. was fraught with unsound, if not fraudulent prai-tices. At least eleven firms purporting to engage in the market.ing of
ieverage contracts had experienced fjnancial failure from 1973 to lgll,
involving a total loss in excess of $17.5 million to at least 3,500 customers.
commjssion Advisory to the Media, released April 27, lglg, at 2. Many of
these fjrms'customers had made allegations of fraud. Durjng 1979 and 1980,
three add'itional firms claiming to market leverage contracts-went bankrupt or
experi enced seri ous fj nanc'i al di ffi cu1 ty. In these j nstances, there were
allegations of fraud, undercapital ization, or failure to segregate customers
funds or to cover ob1 igations. see, e.g., CFTC v. Trendinq-cyiles for
CoqT0qf!jg!.= In!i, [1980-1982 Transfer Binae )
1_?1,013. (S.0. Fta.19q0);_CFTO v. premex. rni., C.A. ts_C_lts iN.D. lii.1978);_Minnesota v. Federal Gold ang Silver, inc., Ug77-1980 Tiansfer Bjnderl
comm. rut j.' tt,n co**iss.ion also foundthat as similar firms-expinded their businesses into the sale of not only gold
and silver but also of other commod'ities, fraud and abusive practices con-"tinued_to spread in the marketing of these additional commodjties. 44 Fed.
Reg. 6737, 6739 (1979).
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0n the strength oi tn j s 'i nformat i on , the Comrn.i ss i on proposed temporary

moratorjum rules to protect the pubfic untjl the Commissjon could resolve the
issue of the appropriate approach to take jn regulating thjs fjeld. 43 Fed.

Reg' ?37?9 (.I978); 44 Fed. Reg. 6737 (1979). After recejpt and anatysjs of
pub11c comments, the commjss'ion adopted rules imposing temporary moratoria on

the entry of new firms into the business of marketing leverage contracts jn-
volving goid, silver and any other commodities. see l7 c.F.R. sg 3.l.0.l,3.l.02
(19i9) (currently, 1t C.F.R. SS 31.1, 3t.Z (1987)),

In september 1978, the commission's Office of General counsel prepared
a memorandum for the commission tpubljshed at 44 Fed. Reg.l34gg (1g7g)) which
concluded that the form of leverage transactjons then being offered to the
public were in fact futures contracts and, according'ly, h/ere required to be

effected through the facilities of a designated contract market in accordance
with the predecessor of what is now section 4(a) of the Act, T l).s.c. s 6(a)
(19821'22/ 0n the basjs of thjs memorandum, the commjssjon jnitiated a rule-
making proceeding to soljcjt comments on the appropriate approach to the regu-
lation of leverage tranSactjons. 44 Fed. Reg. 

.]3494 (1g7g). After analysis
of the comments, the commissjon announced a proposal to determine, effective
January 1, .l980, that leverage transact'ions for the delivery of goid and sjl-
ver bulljon or bulk co'ins "of the type presently being offered to the public,'
were futures contracts. 44 Fed. Reg. 4417t (1979).

0n November ?0,1919, the commissjon postponed untjr June 30, 19g0 the
effective date of its determinatjon to treat these leverage contracts as

24 iss 7 U.S.C. SS 6, 6h (1976).
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futures contracts. 44 Fed. Reg. 69304 (.l979). Thereafter, on May 28, 'I980,

the Commissjon again extended the effective date untjl 0ctober i, 1982, in

order to al'low Congress an opportunity to enact legislation regarding the ap-

propriate regulatory framework for leverage transactions. Comm. Fut. L. Rep.

(CCH) Newsletter No. 
.I25, p. 'l (June 4, l9B0).

Legislatjve And Regulatory Developments Affecting Leverage From 1982

Throuqh the Present.

In .l982, 
Congress amended section l9 of the Act. These amendments con-

tinued the ban on agricultural leverage transactions but aiso requ'ired the

Commission to regulate leverage involving a1l other commodjt'ies as an entirely

'separate class of transactions, as distinct from futuvs5.?Y Congress again

did not provide a s.tatutory definjtion of leverage. Rather, the House and

Senate conferees explic'it1y stated that nothing in the .l982 legislation "af-

fectls] in any way the Commission's authority under existing 1aw to define the

terms leverage contract, leverage transaction, or leverage . ."ZU

In enacting the .I982 
amendment to section 19, Congress specifically re-

jected a b'ill that would have granted the states registrat'ion authority over

leverage merchants as well as the authorjty to proceed against.leverage

3.

Z3J me Futures Trading Act of 1982, Pub. L. No.
??94, 23?? (.I982), reprjnted jn .I982 U.S. Code Cong. &

2322.

U U.n. Conf . Rep. No. 964, 97th Cong., 2d Sess.
Conference Report" ) , repri nted 'i n .I 

982 U. S. Code Cong.
4068-69.

97-444, 5 234, 96 Stat.
Ad. News [96 Stat.]

5t (1982) ("1982
& Ad. News 4055,
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sellers on the basis of state securities or commodities antifraud slltutg5.?V

Instead, 'it reaffjrmed the Commjssion's exclusive jurisd'ictjon over leverage

contracts, including any contract that serves the same functjon or is marketed

jn substantially the same manner as a leverage contract. And, although

Congress repealed the Commjssion's authority to regu'late leverage transact'ions

as futures contracts, the House and Senate conferees stated explicitly that

the repeal "is in no way to be construed as limiting or circumscribing the

Commjssion's authority to take appropriate action under any provisjon of the

Commodity txchange Act against transactjons masquerad'ing as leverage con-

tracts ."26/

At the same t'ime that Congress preserved the Commiss'ion's exclusive regu-

latory jurisdiction over leverage transactjons and rejected proposals that

would have granted states any regulatory authorjty over leverage, Congress

also enacted a new sect"ion l2(e) of the Act to declare "open season" on jlle-
gel, off-exchange commodity enterprises . 7 u.s.c. S l6(e). There, congress

specifjcally provided that pther federal and state offjcials were free to take

appropriate action under thejr own laws "against persons selling certain off-
exchange commodjty investments and against persons engaged in act'ivitjes

zy Seg s.Rep.No.384, 97th cong. 2d sess. st-53 (.l982) ("l9gz senate
Report " ) .. _ There, the Senate Comm'i ttee on Agri cul ture, Nutri t i ori , and Forestrystated: "The committee did not adopt S. ??10 and NASAA INorth Amerjcan
Securities Administrators Association] proposals for the same reasons Congress
plage! exclus'ive iurisdiction over leverage transactions under the Commisijonin 1974. In order. to avoid regulatory inions'istencjes and unnecessary
duplication of both governmental and industry effort, tne Committee .intends
for the current exclusive iurjsdictjon of thl Commissjon over leverage
transactions to continue. "

?il 1982 Conference Report at 5.l.
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requ'iring reg'istration or designat'ion by the Commiss'ion who have not been so

registered or designated.'UJ Thus, section l2(e) made it possjble for both

the Commissjon pursuant to sectjon 4(a) of the Act and state authorities under

the'ir own laws to proceed against the same v'iolator for the unlawful offer and

sale of off-exchange futures contrag1s.28/

l,lith the .l982 legislatjve changes in mind, the Comm'ission'in June "l983

initiated a comprehensjve rulemak'ing to regulate offer and sale of leverage

contracts. 48 Fed. Reg. 28668 (.l983) (not'ice of availability of proposed

rules). The Commission proposed to defjne the term "leverage contract" as:

a standardized contract for the long-term (ten years or long-
er) purchase by a customer of a commodity wh'ich provided for(l) the injtial and maintenance payments of a percentage of
the spot-price value of the commodity, (?) pgriodic payment of
a carrying charge or a fee on the unpaid balance, (3) delivery
of a commod'ity in an amount and form which can be readjly re-
sold jn normal commercial or reta'i1 channels, (a) delivery of
the underlying commodity after sat'isfact'ion of the balance due
on the contract by the customer, (5) repurchase of the con-
tract by the person or firm who sold the contract to the cus-
tomer upon demand by the customer, and (6) determ'ination of
the contract purchase and repurchase price by the person or
firm who sold the contract and who acts as a principal in ev-
ery contract.

Id. at 28668-69. (Proposed Rule 3l .4(w).)

After an analys'is of the data, comments and recommendatjons received, the

Commission on January .l6, 
1984 adopted final rules establishing a comprehen-

sive regulatory scheme designed to govern leverage transactjons involvjng gold

ilJ 1982 Senate Report at ?7-?8. Excepted from this state authorjty were
leverage transactjons subject to regulatjon under secticn 19 of the Act. See
7 u.s.c. 5 16(e)(2)(lesz).

(1982), reorinted'in .l982 u.s. code cong. & no. News lail,3gsz.
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or silver bullion or bulk coins, copper, platinum, deutsche marks, Japanese

y€h, Swiss francs and Brjtish pounds. 49 Fed.Reg. 5498 ('1984). In the final

ru1es, the Commissjon adopted the definition of "leverage contract" exactly as

proposed.Z9/ In doing so, the Commissjon stated that:

It]hrough its definition jn these 'interjm final rules of
a leverage contract, the Commission is exerc'ising its exclusjve
regu'latory jurjsdjction over transactions that fall w'ithjn the
scope of Sectjon 19 of the Act. In adopting that defjnition,
the Commiss'ion has exercised jts authority to specify the stan-
dardized contracts that Congress expected to be regulated under
Section 19 of the Act. H. Rep.No. 954,97th Cong. 2d Sess. 5I
(.1982). . In contrast, those transactions that do not meet
the Commjssion's defjnition of a leverage contract are not
w'ithjn the Commission's regulatory jurisd'iction under Sec-
tion l9 of the Act and are not subject to Commjssion registra-
tjon and regulaticn pursuant to Part 3l. Thjs "bright ljne"
distinction between transactjons subject to exclusive Commis-
sion jurisdictjon under Section l9 and those not subject to
Commjssion regulatjon thereunder js one of the salutary effects
of the comprehensive defin'ition adopted by the Commiss'ion.
Those transactjons not subject to exclusjve Comm'issjon jurjs-
diction under Sectjon l9 are open to regulat'ion and enforcement
by the states. See Sectjan 12(e)(2)(C) of the Act.

49 Fed. Reg. 5498-99 (.l984).

Any rema'in'ing doubt about the 1ega1 status of less than ten-year instru-

ments (including those that might otherwise fjt the Commission's definition of

leverage contract) wou'ld have been djspelled by a March l9B5 interpretive

statement pub'lished by the commission's Office of General counsel:

29/ gn February 1, .I985, the Comm'ission amended the definition of
"leverage contract" 'in regulation 31 .a(w), wh jch had theretofore been l'imited
to standardized, iong-term (ten-year or longer) purchases of a commodity, to
include standardized long-term {ten-year or longer) sales of a commodity. See
50 Fed. Reg. 22 (.l985). Because the Paragon contract was not a standaraizeO
ten-year (or longer) contract to sell a commodity, this February 1985
amendment to the-definjtion of leverage contract-has no bearjng on any of the'issues 'in th j s appeal .
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Various 'instruments which call for the future delivery of com-
modities and which do not meet the definition of a "leverage
contract" as contained 'in the Commission's interim final lever-
age regulations, are commodjty futures contracts. As such, the
off-exchange offer or sale of these jnstruments is unlawful
under sect'ion 4(a) of the Commodjty Exchange Act, as amended

{"Act"), 7 U.S.C. 5 6(a) (.I982), and may also properly be pro-
hibjted under the laws enacted by the states.

50 Fed. Res. I I 656 (l 985) .

In late .l986, 
more than two years after the Commjssion defined the term

"ieverage contract," Congress revjewed the Comm'ission's regulation of leverage

and again revjsed section l9 of the Act. At that time, Congress banned'lever-

age transactions in all commodities except gold and silver bullion and bulk

coins, and piatinum.3-q./ The 
.l986 revisjons to section l9 also required the

Commission, after a study and report to Congress, to, in effect, lift the

exjsting moratoria and thus to permit the entry of new fjrms'into the leverage

business. Significantly, jn the legislat'ive hjstory of these revjsions,

Congress expressed no dissatisfactjon with the Commission's definition of

leverage contract as a ten-year or'longer instrument in l7 C.F.R. I 3.|.4(w),

and left that definit'ion undis1uy6g6.3-1./

3-0/ thg Futures Trading Act of 1986, Pub. L. N0.99-641, S 
.l09, .l00 

Stat.
3556, 3560-6.l (.l986), Ieprinted in .I986 

U.S. Code Cong. & Ad. News [100 Stat.
3s60-6.l l.

3-1,/ See H.R. Rep. No. 624, 99th Cong., 2d Sess. 36-37 (.l986) reorinted 'in
.I986 U.S. Code Cong. & Ad. News 6005, 6037-38 ("currenily leverage trading by
the two registered firms takes place under a set of Federal regulatjons that
are as strong, 'if not stronger, than futures regu'lations"); S. Rep. No. 291,
99th Cong., 2d Sess. 7-8, f7, 25-26 (1986).
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4. The Foregoing Legislatjve And Regulatory Developments Dispose
0f Appellants' Claims That The Paragon Contract Was Leverage
And Bevond The Co_runission's Requlatory Jurisdict'ion.

It is clear from the above legislatjve and regu'latory history that the

defjn'itjon of the term "leverage contract" as used in original section 217 of

the CFTC Act, and later amended tw'ice in sectjon 19 of the Act, had never been

precisely fixed until 1984, when the Commiss'ion adopted the definjt'ion of "le-
verage contract" as a ten-year (or longer) standardized deferred delivery in-

strument. Equal'ly c1ear, Congress never retreated from jts position, jnit'ial -

1y taken in .I974, that the CFTC was to have exclusive regulatory jurisdictjon

over all leverage ti^ansactjons that could lawful'ly be sold off exchanges.

Thjs js underscored by Congress'rejection r,f a bill, djscussed above, that

would have granted the states regulatory aulhority over leverage mspsh3n15.32./

Thi s hi story comp'letely di sposes of ap1;e1'lants' asserti on that the para-

gon contract could be cons'idered a "l everage contract" notw'ithstanding its
fajlure to meet the Commiss'ion's definjt'ion (which, as explajned above, re-

quires a duration of at least ten years1.33/ As for transactions not meeting

the prescl^'ibed duration, transactions "masquerading as 'leverage contracts,',

and other s'imjlar off-exchange instruments, the foregoing d'iscussion shows

that Congress'intended that both the Commissjon and the states would take en-

forcement action against thsrn.34/ 7 u.s.c. g l6(e) (l9gz). Accordjngly, this
Court should affirm the district court's conclusion that contracts, j.ike the

32/ See I 982 Senate Report at

U Rppet I ants do not assert
definition of ")everage contract,'

3.4,/ See l9B2 Senate Report at

5l-s2.

that the Paragon contract meets thejn l7 C.F.R. 5 31.4(w) (.le84).

27 -28.
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Paragon contract, which do not meet the Comm'ission's definjtion of "leverage

contracts" in l7 C.F.R. 5 3l.a(w) are not leverage contracts.

II. THE DISTRICT COURT CORRECTLY DETERMINED THAT APPELLANTS' FRAUDULENT
CONDUCT VIOLATED SECTION 4b OF THE COMMODITY EXCHANGE ACT.

The district court found that Paragon and Brandon violated section 4b of

the Act by defrauding and willfully dece'iving customers. Appellants do not

challenge the evidentiary bases for any of these findjngs of fraud and decep-

tion. Rather, their sole argument is that they cannot be held ljable under

section 4b of the Act because, at the time of thejr challenged activjties,
sectjon 4b on its face, appellants assert, only appl'ied to fraud connected

with transactions executed on Commission-designated contract markets. Thus,

the argument runs, because the Paragon contract vlas not executed on any

contract market, section 4b could not reach appellants, activitjes.
This attack on the lower court's assertion of jurisdiction is wjthout

substance. As discussed infra, the legislative history of subsequent amend-

ments to section 4b makes clear that Congress understood that former sec-

tjon 4b had comectly been applied by the courts to reach off-exchange futures

transactions. Moreover, former section 4b in any case reached the transac-

tjons at issue here because appellants'fajlure to djsclose that paragon would

not adequately cover its comm'itments through the acquisjtr'on of futures con-

tracts after representing that they would do so was fraud "jn connectjon with"

orders for futures contracts "to be made" on or subject to the rules of a con-

tract market for or on behalf of Paragon's customers. Finaily, even if it is
assumed arguendo that former section 4b djd not reach appellants, activities,
the 1986 amendments to section 4b should be appl ied retroactively in
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accordance w'i th the Supreme Court' s dec'i s i on

R'ichmond, 416 U.S. 696, 7i6 ( 1974) .

in Bradley v. School Board of

A. Former Section 4b 0f The Act Governed Fraud In Connection With The
Sale 0f 0ff-Exchanqe Futures Contracts.

At the time the complaint was filed, section 4b of the Act prov'ided, in

pert'i nent part, as f ol I ows :

It shall be unlawful for any person, in qr in connection
with any order to make, or the making of, any contract of sale
of any commodity for future de'livery, made, or to be made,
gn,oI_suE.iect to the rules of any contract market, for or on
behal f of any other person

(A) to cheat or defraud or attempt to cheat or defraud such
other person;

(C) willfully to decejve or attempt to decejve such other
person by any means whatsoever

7 U.S.C. $ 6b 1.l982) (emphasis added). 0n November 10, .l986, after the com-

plaint in this proceeding was fjled, Congress amended sect'ion 4b to delete the

language "on or subiect to the rules of any contract market" to clarify that

sectjon 4b, among other things, l.tas intended to govern fraud in connection

with the sale of off-exchange futures contra615.3V

U/ Although this Court has construed the same words, "on or subject tothe rules of any contract market," restrictively in determining whethei a
company marketjng off-exchange futures contracts was a "commodity broker', and,
-qn !ha! bas js, could be forced to. l iquidate 'in bankruptcy, see In re Copetro
Marketing.Group, 680 F.zd s6z (9th cir. lgg?) ("copetro Eint<ruptcv'L, *ot :
case should not govern a constructjon of seciidn qb in the dil;Ay'ajfierent
context of fraud ljability. In CoP.etrQ Bankruptcy, this Court conltrued the
scope of the term ucommodity brokeii'as useA jn ll u.s.c. s l0l(5), d;fin"J-.,a "futures comm'iss'ion merchant. " "Futures commission nrerclant,; in turn, naidefined by section 2(a)(l)(A) of the commodity Exchange Act, t'u.s.c. S z, as

(Footnote Continued)
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Appellants would have thjs Court read the words in former section 4b,

"0n or subieci tb the rules of any contract market," as ljmiting its scope to

fraud involving exchange-traded futures contracts. Congress has expressly

disavowed such a narrow constructjon. Where, as here, there has been an

amendment intended to clarify the language of a statute, it is appropriate to

look to the legislative history of the clarjfy'ing amendment to determjne the

meaning of the statute before clarification. E.g., CFTC v. savaqe, 6ll F.zd

?70, 282 (9th Cir. 1979).

in reporting on S. 2045, the Senate version of a bill that was ultimately
enacted as the Futures Trading Act of r996, the senate committee 0n

(Footnote Conti nued)
a person "engaged,]l tqliciting ol in accepting orders for the purchase orsale of any commod'ity for futuie de]ivery bn oi sub ject i; IIe i"ulei ;i gxJcontract.market." The CoPetro Bankruptcv Ccrurt corrctuOeO that Copetro wlT-nota commod'ity broker because-its;if-eilffig. iuir".s contracts were,,not on orsubiect to the rules of any contract mark6t." 680 F.2d at 869. The Courtfound that this..reading of-the words "on.0r subject to the iri;. of anycontract market" was warranted because the customer protection goa'ls o? theCommodity Exchange Act were adequately served by the'rtuiuio"v prohibitionagainst off-exchange futures (formerly, sectioni + and 4h of ifrb Rct, nowsectio! 1(9)) anO.because no provisjoir of the Bankruptcy CoOe-would besubverted by holding that CoPbtro was not a commoJiiv ni.f,... "iA. 

at 569-70.

The CoPgtno Bankruptcv case is clearly distinguishable from this one.Although-applying the tArms "on or subject to the iutei of-.ny-.ontractmarket" from sectjon 2(gJ(l) of the nci literally in thai.il"., the CopelroBankruptcJ court carefullv qlplained. that "ttlhil .is not a care ;h";;=yvirtue of a resttjglive_read'ing gf.the statute, a wrongdoer escapes t.iaUititv' .''- l-d.at 570 n.7. A restrictive readjng of tne fingrig. of section 4b
!grg:_ylljke cgPqlro Bankfuptcv, would enabte sianoon t.;;;;;;-rrauo--- -"
liabjlity, jncluding,he.ower court,s injunction prJtiuiiing'him fromqlgaglng in fraudulent and dg!gptjve activities. iParagon Jia not appeal thedistrict court's.January 5, l9B7 order enjoining it from further fraudulentand deceptjve activitjg;.)_ As expla'ined inii.,'rrch a result would be at oddsnot on'ly with congressjonal jnteni (as evTdenc.a ny th'. i;Eiiriiive h.istory ofthe .I986 

amendments to sectjon 4b),'but atio wiilr well-r.iited-judicialprecedents establish'ing that section 4b should not be construed"restrictively.
See also note 38, jnfri.
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Agriculture, Nutrition, and Forestry unequ'ivocally rejected any notion that

sectjon 4b had previously been limited in scope to contracts executed on

a contract market:

The committee bill deletes the phrase "on or subject to the
rules of a contract market" from sectjon 4b of the Commodity
Exchange Act to make clear that the proscription aga'inst fraud
and other abus'ive practices jn sectjon 4b applies to the offer
or sale of all commodity futures contracts, whether or not the
contracts are traded on exchanges designated as contract mar-
kets by the commjssion. Therefore, the bjll ensures that per-
sons may be hdld liable for fraud under sectjon 4b in connec-
tion with the market'ing of i11ega1, off-exchange futures con-
tracts in the United States.

Sjnce Congress has hjstorjcally confirmed that all futures
trading must take p'lace on designated exchanges, it ltould be
anomalous'lf Jection 4b were read narrowly, so as not to apply
to the sale of unlawful futures contracts. The amendment, how-
ever, removes all doubt as to the appljcability of section 4b.

S. Rep.No. ?91,99th Cong. 2d Sess. 5 (.l986). Similariy, reporting on

H . R. 46.1 3 , the compan j on bi l l to S. 2045, the House Commi ttee on Agri cu'l ture

expl ai ned:

The Committee bill would make a technical amendment to sec-
tion 4b of the Commod'ity Exchange Act Several courts
have entered iniunct'ions against violatjons of section 4b in
cases brought by the Commission involv'ing the off-exchange sale
of futures contracts. Nonetheless, the current 'language of
sectjon 4b could be 'interpreted narrowly to Iimit its authority
to exchange-traded futures, resulting in a court's refusal to
apply sectjon 4b to the sale of off-exchange futures contracts.
The proposed amendment would simply codify the Commissjon's
'interpretation of sect'ion 4b and make 'it consistent with other
antifraud provisions sf the Act and Commission rules, wh'ich are
not I'imited to transactions conducted on a contract market.

H.R. Rep.No. 6?4,99th Cong. 2d Sess. 8-9 (.l986) (emphasis added). In the

face of these pronouncements, jt is abundantly clear that Congress understood

that former section 4b governed fraud'in the sale of uff-exchange contracts,

that the words "on or subject to the rules of any contract market" were not

intended to limjt former section 4b's scope to transactions executed on
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contract markets, and that former section 4b was not to be g'iven a narrow con-

struct.i on .

Apart from these expressions of legislative intent, section 4b must not

be gjven a narrow construction where to do so would frustrate the customer

protection purposes of the Act,3.-0./ spd allow wrongdoers to escape liabjl'ity.

Compare CFTC v. Savage, 6ll t.?d ?70 at 28.I-82 (9th Cir. 1979) with In re

CoPetro Marketjnq Group, 680 F.2d 566,570 n.7 (9th Cir. 1980). As the Su-

preme Court has recognjzed, the Commod'ity Exchange Act js remedial 1eg'is1a-

t'ion. Merrill Lvnch Pjerce Fenner & Smitlr v. Curran,456 U.S.353,387 n.85

(l9BZ). As such, its antjfraud provisions are entitled to a liberal construc-

tjon. See Lorenz v. Sauer,807 F.2d 
-I509, l5ll (9th Cir. .l987). "IT]he lan-

guage of 5 4b must be read'flexibly, not tnchnically and restrictively,"'

Le'ist v. simplot, 638 F.2d 283 (2d cir' .I980), 
aff 'd sub' nom', Merrill Lvnch

Pi erce Fenner & Smi th, 456 U. S. 353, 396 (l ! 82 ) ; see al so Herman & i'laclean v.

Huddleston, 459 U.S. 375, 386-87 (.I986). Ar cordingly, the d'istrict court's

determination that section 4b reached all of'Paragon's and Brandon's fraudu-

lent activities should be affirmed.

36/ gs16 the Second Circuit and th'is Court have recognized that a primary
goal of the Commodity Exchange Act is the protection of customers. CFTC v.
Brit'ish American Commoditv 0ptions Corp., 7BB F.2d 9?, 94 (2d Cir. .l986);

In re CoPetro Marketjnq Grouo, 680 F.2d 566, 570 (9th Cir. l9BZ).
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B. By Mjsrepresenting That They intended
Customers Through The Futures Markets,
That They tJould Not Sufficiently Cover
Futures Contracts, Paragon And Brandon

To Cover 0b1 igations To
And By Failjng To Disclose
Those 0b1 igat'ions Through
Committed Fraud "In
To Be Made, 0n 0r Subject ToConnection t,lith" Transactjons Made, 0r

s0f Behal f her Per

Even'in the absence of legislatjve h'istory of the l986 amendments, appel-

lants'activit'ies would still fall withr'n the reach of former sect.ion 4b.

Contrary to appellants'assertion, former sectjon 4b's scope was not so narrow

as to reach only fraudulent transactjons executed on contract markets. Rath-

€F, sect'ion 4b, by its terms, broadly proscribed all fraud commjtted

in connectjon wjth orders and contracts that are made, or to be made,

on or sub.iect to the rules of any contract market" for 0r on behalf of A-Ly

other person. 7 U.S.C' S 6b (1982). Thus, former section 4b reached any ac-

tivity that defrauds a commodjty'investor who is induced to invest on the ba-

s'is of any material mi-.representation, or nondisclosure of materjal fact, made

in connection wjth orders for futures contracts that are made, or to be made,

on a contract market on his behalf.

In the instant case, the district court determjned that the appellants,
failure to disclose that they did not sufficiently cover their obligations to
customers through trades executed on Commjssion-desjgnated contract markets

was an independent violation of section 4b. (c.R. 1g9 at p. 4-5.) There is
ample support in the record for this determjnation. Paragon told customers

that once they had purchased a Paragon silver contract, paragon would buy

silver on their behalf:n the C0MEX futures exchange, a Commission-des.ignated

contract market. (c.R. zog, N.T.R. at 165.) These representations were

consistent with language in Paragon's Risk Djsclosure Statement djstrjbuted to
customers, whjch stated:
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Prec.ious metals purchased by you for lqter delivery may_not,
and in all likelihood will not, be held'in the Paragon Invest-
ments inventory on the date of purchase or ai- any time until
the agreed datl of delivery. Rather, Paragon investments may

acquiie precious metals for delivery to you throug! the pur-
chase of'futures contracts and/or options on such futures con-

tracts. (C.R. 79 at Exhibits 1 -8. )

The clear import of this language is that Paragon would secure their cus-

tomer obligat.ions through positions to be acquired'in lawful futures contracts

traded on Commission-designated contract markets. In other words, prospect'ive

customers who read this risk djsclosure in deciding whether to'invest, and who

might otherwise have been alarmed by the likelihood that Paragon would not

store the metals they had purchased jn'inventory, could readily have reljed on

these assurances that Paragon would alternatively cover its comm'itments

through the futures markets. Under these circumstances, Paragon's fa'ilure to

disclose that 'its comm'itments to customers would not be suffic'iently covered,

or hedged, through transact'ions on a contract market was fraud "in connect'ion

with" an order made "or to be made" on a contract market "on behalf of" the

customers, and, therefore, governed by former section 4b of the Act.W

The case law also supports this reading. in CFTC v. Morse,76? F.Zd 60

(8th C'ir. .|985) ("Morse"), section 4b liability was affirmed even though the

investnient sold to the public lvas not made, or to be made, on a contract

32,/ Ssg6Llse Paragon represented that 'it woul d probably acqu'ire futures
contracts, jn lieu of-holding and storjng the actual metals, as a means of
"covening" its obligations, and because Paragon did'in fact "cover" as much as

27.A8% oi its customer obligations in the futures markets, these orders for
futures contracts were represented to be made "for or on behalf of any other
person," namely, on behalf of Paragon's customers. These contracts, although
in Paragon's name, were made on behalf of its customers because they provided
ParagonTs customers greater assurances of Paragon's solvency and of Paragon's
ability to perform its repurchase and/or deiivery obligations under the
Paragon contract.
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market. In Morse, the defendant offered a "spot" jnvestment instrument to the

public wh'ich enabled investors to purchase a controlling interest in gold or

s'ilver at a price pegged to the prevailing commercial rate. Investors were

required injt'ial1y to pay oniy 30% of the purchase price to Morse, with the

rema'inder of the purchase price carried as a loan with daily interest at the

preva'i1ing rate. Morse represented to these investors that he would hedge

their investments by the purchase of futures contracts in go'ld and silver.

Instead, he converted r.o his own use funds which should have been used to

hedge his customer obligations jn the futures markets. Morse also used part

of the funds to speculate in other commodities, and sometimes he even traded

opposite his customers in the gold and s'ilver markets.

In upho'ld"ing a lower court finding of fraud, the Eighth Circuit effec-

tively ru-led that former sectjon 4b of the Act reached fraudulent actjvity in

connectjon with off-exchange commodjty investments where misrepresentations

were made that the investments would be hedged in the futures markets. There,

section 4b liability turned on Morse's misrepresentation to customers that he

would hedge the'ir investments in the lawful futures markets. 76? F.2d at 6?.

The factual pattern jn Morse is almost identical to this case. As in

Morse, Paragon to1d at least one customer that his investment would be secured

by positions taken on the COMEX (C.R. 209, at p. -l65). As 'in Morse, the dis-

trict court here found that Brandon (who personally conducted Paragon's cover

program) djd not adequately cover or "hedge" customer sbl'igations:

In some metals and currencjes Brandon purchased no cover.
Brandon covered silver, the principle lsicl metal sold to
Paragon customers, at the nast 27% during .I986. In the case of
the British pound, Brandon actually took positions opposite
those of his customers. (C.R. 189 at p. 3.)
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This Court should reach the same result.W

C. Current Section 4b 0f The Act Should Be Appfied To
Annell ants' Fraudulent Activities

The d'istrict court's January 5, i987 opinion does not specificaliy state

whether the court's findings of sect'ion 4b violations were predicated on for-

mer section 4b or the current version of section 4b. Nonetheless, appellants

argue that the lower court in effect erroneous'ly applied the .l986 
amendments

to section 4b retroactively to their mjsconduct.

It is well-established that a court is required to apply the law in

effect at the time it renders its decision, unless doing so would result jn

a manifest justice or there is statutory directjon or legislative h'istory to

the contrary. Bra4lev v. School Board of Richmond, 4.l6 U.S. 696,716 (.l974)

("Bradley"); NLRB v. Best Products, Inc.,765 F.2d 903, 9.I3 (9th Cir. .l985).

Citv of Great Falls v. U.S. Dept. of Labor,673 F.2d 
-I065, .l068-69 (9th Cir.

.l982) (discussing balancing approach for determining "man'ifest iustice").

W yy asserting that section 4b has no application to the'ir activities,
appellants stress that none of their transactions with their customers "were
executed on a contract market" (App.Br. at 20). Such a read'ing of section 4b
would strip the provisjon of its reach to fraud "jn connection wjth" any order
or contract "made or to be made" on behalf of another person. Courts have
rejected such a restrictjve view. Thus, section 4b has been appfied to
soliciting activjties occurring well before an order t,ras ever placed for
a futures contract. See Saxe v. E.F. Hutton & Co.,7B9 F.zd .l05, ll0-ll
(2d Cir. .I986); Hirk v. Agri-Research Council, Inc., 561 F.2d 96, .l03-04

(7th Cir. 1977). As we have shown, in purveying the Paragon contract,
appellants misrepresented to their customers that the'ir rights would be
secured by C0MEX futures contracts acqu'ired with the.ir funds. Thus, these
m'isrepresentations, too, were made "in connect'ion with" crders to be oade on
the C0MEX on behalf of Paragon's customers. For this reason, the present case
is distinguishable from CoPetro Bankruptcy, t,lhere the "commodities represented
by those [gasoline] futures contracts," 680 F.2d at 569, were not traded "on
or subject to the rules of a contract market." id.
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in the present case, the djstrjct court reached jts decisjon wjth respect to

appellants' sectjon 4b violations after the l986 amendments became effect.ive.

Ne'ither section 4b in its current form, nor the legislat.ive history, contajns

any directive that the .l982 
amendments were to be applied prospectively on1y.

Thus, under Bradlev, the court below would have been required to apply the
.l986 

amendments to section 4b retroactively unless such a retroactive appli-
cation would cause "manifest injustice" to appellants.

Appellants make no showing that retroar.tive appljcat'ion of sectjon 4b

would work a manifest jnjustice upon them. This js not surprising, as no

court has ever held that former section 4b was inapplicable to fraud committed

in connection with off-exchange domestic futures contrac15.3.g/

To the contrary, the Commission, pursuant to jts authority to seek
jniunctions to enforce compljance wjth the Act, routjne'ly invoked former

section 4b whenever there was evidence of fraud in conjunction with the sale
of off-exchange futures contracts. Federal district courts repeatedly have

enjoined fraud in connection wjth off-exchange futures under former section

W ta the extenl^!tlt appelllftt rely on patmer Trading co. v. shearson
!.1v9en-9!ong,_L1977-l980TraniferBi1der]tomm.ffiH)T20,900
!N.?. Ill._\et?l^('iatmgr,,),_qnd.ol.. ,608|'.|,Pp.5l0,520(S.0.t't.v.l985)(,'jrassertjonthat former sectjon 4b did not r6ain orf hinge rriiru, thejr rer.iance ismisplaced. Neither case invorved the appliciiidn of section 4b tooff--exchange futures in the United Statbi. ait[ur, those cases involved the
1pP]jcabjlity of sectjon 4b to the forejgn ruiures and optjons. palmer anddeAtucha correctly dec'ided that secfionJb does not apply to fore.igninstruments, as,Congress made clear jn lgBZ when it eirlcied section 4(b) ofthe Act,7 U.s.c. S-6(b) (.l982), whictr creiteJ-. r.p."ate regulatory schemefor foreign instrumenis.
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4b.!A And, at least one Court expressly has found

of the Act in conjunction with off-exchange futures.

vi ol ati ons of Secti on 4b

See CFTC v. National

Coal Exchange. Inc., [980-.l982 Transfer Binder] Comm. Fut. L. Rep. (CCH)

n?1 ,4?4 (l.J.D. Tenn. 1982).

For these reasons, appellants cannot clajm surprise by retroactive appli-

cation of section 4b, or that such application would upset legitimate expecta-

tjons based on settled law to the contrary in this area. And, as an equ'itable

exception to the Bradley ru1e, "manifest injustice" cannot be jnvoked by those

who have perpetrated fraud on the publ ic. Accord'ing'ly, even jf it js assumed

that the lower court applied the current language of section 4b, such applica-

tjon was ciearly appropriate.

III. THE DISTRICT COURT ACTED WITHIN ITS DISCRETION IN ORDERING BRANDON TO
DISGORGE HIS ILL-GOTTEN GAINS.

As explained above, the district court ordered appellant Brandon to dis-

gorge $496,495.39 to Paragon's trustee in chapter 11 bankruptcy. (c.R.l88

at p.4.) The court computed the fjgure by tota'l1ing Brandon's withdrawals

from Paragon frohr 
.l985 

through June 23, .l986, 
and then subtract'ing a $5,000

ioan by Brandon and a reasonable salary for Brandon's management of the firm

($90,7?0), whjch Brandon was allowed to keep. The lower court's order also

,^ ^ ry _S?e, e.g., CFTC y. .Fjrst American Currency, CA No. 85-Zg7l t.lBM (Gx)
{C,D. Cll .) _(pre'liminary 'injunction December S, lge5); CFTC v. F jrst
InternationEl Trqd jlg cpmnanv, c.A. No. B5-t E5s (N.0. cal ;prel tminary
iniunct'ion June 6, .l985); 

CFTC v. F'irst National Monetary Corb., No. B5--7ZS1O

IF,D, M].!, ) (p".t iminary injunction .tuly
!i lvel= Bu]l lgn, No. 84 c 10501 {N.D. Il I . ) (temporary restrain ing ord€r
Jan. ll, 1985).
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provided that the bankruptcy trustee would be "entitled to enforce th'is 0rder

as a third party beneficiary and shall have the rights of a judgment

credi tor" on behal f of the bankrupt's estate. Fi na1"ly, the order prov'ided

th'at the court would retain iurjsd'iction to ensure comp"ljance with jts dis-

gorgement order.

Appellants acknow'ledge that the remedy of disgorgement lies wjth'in the

'inherent equi tabl e powers of di stri ct courts 'in acti ons brought pursuant to

sectjon 6c of the Act. (App. Br. at 22.) Nevertheless, they argue that the

djstrict court abused its d'iscrdt'ion by empowering the trustee in bankruptcy

to enforce the d'isgorgement order with the same authority as that of a judg-

ment cred'itor. l'loreover, they assert that the Commi ss jon does not have stand-

ing to seek what amounts to a money judgmenl against them. As a separate mat-

ter, appe'llants urge that the disgorgement rrder is punitjve because it has

the same effect as a money judgment that mar be satjsfied from any of

Brandon's assets, and may even be assessabl: against h'is future earnings.

None of these contentions has any merit.

"IC]ourts have un'iformly recognjzed thrt the authority granted by Sec-

tjon 6c of the Act, 7 u.s.c. 5 l3a-1, permits courts to order djs-

gorgement, and restitut'ion." cF]!_y",_S!qrErskds, 605 F. supp. g?3,943 (E.D.

Mi ch . I 985) ; see al so , 788

F.2d 92 {2d Cir. .I986); 
CFTC v. Copetro l,larl.et jng Grpup, 690 F.Zd 573, 5g3

(9th cir. 1982); CFTC v. Hunt, 591 F.zd 121-,1zzs (7th cir. lgtg), cert.
denjed,442 U.S. 921 (.I979). Moreover, as this Court observed jn Copetro,

unl i ke other statutes,

section 6c is very broad. It does not list specific types of
mjsconduct U9 specifjc remedies for each; instead, jt provides
the court with authority to issue a broad variety of orders.
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680 F.2d at 583.

In CoPetro, this Court affjrmed a district court's order of djsgorgement

of funds derived from j11ega1 sale of off-exchange futures, the same violat.ion
found in thjs case. It recognized that disgorgement js necessary to deter
future vjolations, because otherwise "it would frustrate the regulatory pur-
pose of the [Commodity Exchange] Act to allow a vjolator to retain his ill-
gotten gains'" 680 F.2d at 583. It is thus clear that the commiss.ion has

standing, pursuant to section 6c of the Act, to seek not on'ly the express rem-

edies set forth in that statute but also the ancillary equitable remedjes

avajlable to the d'istrict court, including disgorgement and rest.itutjon.
By orderjng Brandon to disgorge h"is ii1-gotten proceeds to paragon,s

bankruptcy trustee, the district court duly exercised its equitable authority
to order restitutjon, and to implement that order through the most practica'l
means available' By authorizing the bankruptcy trustee to enforce the djs-
gorgement order wjth all the rights of a jucigment creditor, the court afforded
the trustee the opportunity under Fed. R. Civ. p. 69, not otherwise ava.ilable,
to depose Brandon to identify and locate as:ets that could be the source of
disgorgeable funds. Thus, this authorizaticn arose out of practical neces-
s jty, and was cons jstenr with a court of eqL ity's 'inherent power to provide
a complete and effective remedy. As the supreme court has recognized:

I'Jhen.congress entrusts to an equity court the enforcement ofprohibitions contained in a regul.tory enaitment, it must betaken to have acted cognizant 6f the "hiilorrc po*.r-o|-*qritvto provide comprete reTief in.lighi oi ih; statutory-pr"doi...As thjs court.long ago.recognizel, ,ihe;l-ti inherent jn thecourts of Equity a j[risdiciion to give errect to the poricy orthe legisl ature. , -

, 36.l U.S. 288, 291-92 (.l960). Where, as here, the

is the protection of commodity
primary goal of the Commodity Exchange Act
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authorizing the

same rights as
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district court ciearly

bankruptcy trustee to

a judgment creditor.
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rr can

acted wel I

enforce the

t^tithin its discretion in

disgorgement order with the

Fina11y, Paragon's and Brandon's claims that the ',money judgment,' nature

of the disgorgement order is "draconian" and impermissibly punit.ive (see App.

Br. 24) are without substance. Appe'llants do not argue that the district
court erroneously calculated the amount of i11ega'l income Brandon received

from Paragon during 1985 through June 23, .I986. 
Rather, their argument ap-

pears to be that the district court's disgorgement order is defective because

'it does not require the trustee to trace, locate, and identjfy "dollar for
dollar" the actual funds that Brandon j'l1ega11y received from paragon. In

other words, they argue that the djstrict court is wjthout power to order d'is-

gorgement if, for instance, Brandon had spent the illegai jncome, or the

trustee could not trace any funds jn his possession or control d.irectiy to the

actual, unlawful income he recejved from Paragon. The argument falls by its
mere restatement. Taken to its conclusjon, wrongdoers who spent or otherwise

di ss'ipated i 1i ega'l'ly obtal ned assets vsoul d be immune from the di sgorgement

remedy, and the deterrence value of the disgorgement remedy would be seriously
underm'ined. Such a rule would have the jncongruous effect of encouraging

vjolators to spend or conceal thejr jllegally obtained'income before a dis-
gorgement order could be entered. To our knowledge, no ccurt has ever
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recognized such a rule, and appellants o

proposi tion.!!
no case law jn support of the

8-
I

I

ffer

Because the djstrict court allowed Brandon to retain $96,720 as a reason-

able salary for the ejghteen-month period beginning January 
.l,..I985, the djs-

gorgement order t,tas more than equitable to Brandon, and cannot be character-

ized as pun'itive. Accord'inglJ, the concl us jon 'is inescapable that the d'is-

trict court acted Well with'in its discretion in ordering Brandon to disgorge

$496,495.39 to Paragon's trustee in bankruptcy.

CONCLUS ION

The district court's orders should be affirmed in all respects.

4! m:s is not a case where "tracing" is at all relevant, because
Brandon is not being required to d'isgprge kw.[g]_ income earned from'i11ega1
proceeds. See SEC v_. Manor..Nursjnq Centers, 458 F.?d 1082, ll04 (2d Cir.
1972) (disa1'lowing disgorgement of proceeds lawfully earned from i11-gotten
gains). The djsgorgement order is ljmjted to the precise dtnourt that Brandon
i11ega11y received from Paragon, $496,495.39. For example, under the terms of
the disgorgement order, Brandon is not required to disEorge any interest he
may have earned on the $496,495.39.
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Respectfu] 1y submitted'

Assistant General Counsel

The Commission knows of no related cases, as defined bJ Cir.cuit

Ru:le 28-2.6, presently pending in thjs Court.

;;;i;,;i ffi;;;iTounser




