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Martha Stewart Living Omnimedia, Inc.
An Accusation of Insider Trading

The sun shone brightly as the private jet touched down in
San Antonio to refuel before heading on to San Jose del Cabo,
Mexi co. Martha Stewart flipped open a cell phone to check her
nmessages. After discovering that sonmeone from brokerage firm
Merrill Lynch was trying to contact her, she returned the call.
Wthin mnutes, she placed a sell order on her entire hol ding of
| mCl one shares. Her call was nade at 1:41 p.m, Eastern Standard
Time. Just two mnutes later, at 1:43 p.m, Merrill Lynch
tradi ng assi stant Dougl as Faneui|l executed the order, selling
3,928 §hares of I mClone Systens Inc. common stock for $58 per
share.

Martha Stewart: The Person

Mart ha Kostyra was born in Jersey City, New Jersey in August
of 1941. She was the granddaughter of Polish inmgrants and the
second of six children.? Early in life, Martha devel oped a
passi on for hel ping around the house. Her nother, a
school t eacher and honemaker, taught her the basics of cooking,
baki ng, canning, and sewing. Her father, a pharmaceuti cal
sal esman and avid gardener, introduced her to gardening at the
age of three in the famly's small, but orderly, backyard.’

During her days at Nutley H gh School she nodel ed ready-to-
wear at the Bonwit Teller departnment store on Fifth Avenue in New
York. She was al so a nenber of the Honor Society and active in
the school’s Art Committee. After graduating from high school in
1959, she entered Barnard College in New York. During her
freshman year, she net her future husband, Andy Stewart, on a
blind date. At the tinme, Andy was in his second year at Yale Law
School. Hi's fam |y background seened to Martha to be far nore
gl anorous than her own. His father, George, held a seat on the
New York Stock Exchange but was forced to give it up in 1957
M dway t hrough her sophonore year, Martha and Andy were engaged,
and a year later in July of
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1961, they were married. As Andy graduated from |l aw school in
June of 1962, Martha continued her education to finish her Art

H story degree at Barnard. In Septenber of 1965, Martha gave
birth to daughter Alexis, their only child.”

Mart ha Stewart: The Prof essi onal

In 1968 Martha attended a brokeraqe course at the New York
Institute of Finance, and on August 14" of that year, she was
licensed to conduct securities transactions with the public as a
menber of the New York Stock Exchange. She joined the firm of
Per| berg, Monness, WIllianms and Sidel, where she worked for five
years before noving to Connecticut with her husband, Andy. From
the start, Martha was on the fast track and threw herself into
her work with enthusiasm Wthin two years, she was anong the
firms top sales representatives.’

Once the Stewarts noved to Westport, Connecticut, Mrtha
stepped off the fast track and adjusted to suburban living. In
January of 1977, though, she was eager to get back into business
and partnered with a friend to forma conpany called A Catered
Affair. Their business was a huge success, which led Martha to
[ aunch anot her venture naned the Market Basket, a store in
Westport that sold a variety of prepared dishes and desserts. As
her success gai ned nonentum she opened Martha Stewart Inc.,
based out of her home in Westport. As the business grew, Andy
hel ped Martha orchestrate a book contract with Crown Publishing.
The publisher later |aunched her best-selling book, Entertaining.
Mart ha published several nore book titles between 1983 and 1987,
when her marriage of 25 years ended in divorce.”®

That sanme year, discount retailer Kmart was searching for a
brand affiliation to ignite its |lagging sales. Joseph Antonini,
t he soon-to-be corporate president of Kmart, approached a friend
and savvy busi ness woman naned Bar bara Lonen- Snyder for advice.
Lonen- Snyder devised a plan to convince Martha Stewart, by then a
nationally recogni zed figure in decorating and |lifestyle issues,
to liven up the aisles at Kmart. On July 6, 1987, Stewart signed
a contract wwth Kmart in which she agreed to create and oversee
t he manufacture of a line of bedding and bath products. In
return, Kmart paid royalties on all Martha Stewart branded
products. By 1990, Martha Stewart’s |line accounted for 3% of the
conpany’s revenue and $1 billion in sales. Just over a decade
later, in January of 2002, Kmart filed for bankruptcy.’



The Making of Martha Stewart Living Ominedia

In July 1991, Martha Stewart and Tinme Publishing Venture,
Inc. printed the first issue of Martha Stewart Living, a nonthly
lifestyle magazine. Martha |later teamed up with Sharon Patri ck,
a graduate of Stanford University and the Harvard Busi ness
School. A business plan for Martha' s conpany energed during an
adventurous trip in which the two clinbed Africa s Munt
Kilimanjaro. The plan included a strategy to buy back her
magazi ne with a conbi nati on of cash and stock (unregistered stock
at the time of the arrangenent). Wthin two years, on Cctober
19, 1999, Martha Stewart Living Ominmedia was born. As she stood
on the bal cony overl ooking the main trading floor of the New York
St ock Exchange, Martha watched her net worth soar instantly from
$614.7 nmillion to $1.27 billion.®

Martha Stewart Living Ominedia is a | eading creator of
“how to” content and rel ated products for homemakers and ot her
consunmers. It was valued at $295 mllion in 2001 and produced
$21.9 mllion in profit. Leveraging the well-known “Martha
Stewart” brand nanme across a broad range of nedia and retai
outlets, the conmpany provided consuners with ideas, products and
ot her resources to raise their quality of living. Martha Stewart
Li ving Omi nedia (comonly known by its ticker synmbol as MSO
owns and manages multiple nmedia, including four core nmgazi nes,
an Emy awar d-w nni ng donmestic arts television program a weekly
segnent on CBS This Morning, and 34 book titles, which together
have sold nmore than 10 million copies. Additionally, MSO nanages
a weekly askMart ha® newspaper colunm, syndicated in nore than 230
newspapers; a radio program airing on nore than 330 stations
t hroughout the United States, and a website, nmarthastewart.com
with nore than 1.7 mllion registered users.® From 1994 to 2002,
Mart ha earned countl ess accol ades ranging fromw nning siXx
Daytime Emmy Awards to being counted anmong “ Anmerica s 25 Most
I nfluential People” in Tinme Magazine's June 1996 issue. The
nost rel evant acconplishnment in light of the issue at hand,
however, was when Martha Stewart was el ected to the NYSE Board of
Directors on June 6, 2001."

Known wi dely as the “Diva of Donesticity” or “ Donestic
Doyennes, ” Martha conbined the attributes of a skilled
busi nesswoman with the culinary instincts of Julia Childs by the
1990s. Wth such notoriety, however, cone both admrers and
abhorrers. She appeals to sonme as the girl next door, while
others think she will do literally anything to get ahead. Proxy
statenents filed in April 2001 show that Martha Stewart Living
Omi nedi a paid about $2.7 mllion to Martha in salary and
bonuses. I n addition, she received another $2 million in
royalties for allowi ng her nane to appear in various conpany



publications and tel evision programmng. And then there are the
$30.6 mllion in Cass B shares of which Ms. Stewart is the sole
owner, giving her ultimate control of the conpany.™

Merrill Lynch

Pet er Bacanovic joined Merrill Lynch Pierce Fenner and Smith
as a broker in 1993. He had previously worked for two years as a
Marketing Director at InClone Systens, Inc. H s personal and
prof essi onal contacts quickly grew, as Peter used his good | ooks
and social savvy to gain entree into the fast-paced, heady world
of New York’s Social Register. By the md-1990s, his client |ist
featured a nunber of New York’s social elite, including nenbers
of the Waksal famly (Samuel, Aliza and Jack) as well as Martha
Stewart, whom he had met shortly after coming to New York.? 1In
2001, Bacanovic hired a young man naned Dougl as Faneuil as his
assistant at Merrill Lynch. Faneuil, who graduated from Vassar
in 1997, was also visible in another of New York’ s social scenes.
He fit Bacanovic’s requirenent for an assistant who understood
both the financial and social needs of his clients. According to
New York Tines reporter Al ex Kuczynski, “ People who know M.
Faneuil and M. Bacanovic . . . all said that M. Faneuil was
consi dered an_easy- goi ng person who | ooked to M. Bacanovic as a
role nodel. ” *®

On Decenber 27, 2001, Dougl as Faneuil executed a trade for
Martha Stewart, selling 3,928 shares of |InCl one Systens, Inc.
The sal e was based Jon what Stewart clained was a st andi ng st op-
| oss order of $60." M. Faneuil later changed his official
statenent to Federal investigators on June 19, 2002,
contradicting the prior claimof a stop-loss order. Just two
days later, Merrill Lynch suspended both Faneuil and his boss,
Bacanovic, with pay and declined to comment on the details of the
internal investigation. Bacanovic’'s tight network of clients,
whi ch at t|nes was his strength, would soon prove to be a
liability.*

| MCl one Systens, |nc.

| MCl one Systens, |ncorporated was founded by Dr. Sanue
Waksal in 1984 as a bi opharmaceutical conpany dedicated to
developing br eakt hrough biologic nedicines in the field of
oncol ogy. In addition to his role as Chief Executive Oficer of
| MCl one Systens, Dr. Waksal founded SC|ent|a Health Goup in late
2000, an incubator for biotechnol ogy firnmns. During 2001, two
i ssues were energing concurrently at InClone and Scientia. At
| MCl one Systens, a prom sing new col on cancer drug, Erbitux, was
under review by the United States Food and Drug Admi nistration
(FDA). And at Sciencia Health G oup, |eadership issues were
tearing at the structure of the firm



Dr. Waksal’'s brother, Harlan, assumed the role of |nCl one
CEO in the autum of 2001, just weeks before indications surfaced
in early Decenber that the FDA might reject Erbitux.” Just one
nmonth earlier, Sarmuel Waksal fired Scientia President Janes Neal
after just eight nonths with the firm For his part, Neal clains
the reason for his termnation was that Dr. Wksal “felt
hanpered in his ability to engage in illegal, unethical and
fraudul ent conduct.” The reason for the term nation offered
earlier by Dr. Waksal involved Neal’'s conpensation plan and its
interference with potential investments in the conpany.” By the
time InClone |learned that the FDA rejection was “99% i kely, ”
Sam Waksal was $80 mllion in debt, with his |InCl one shares
staked as collateral .?

The Case Unf ol ds

In |ate October of 2001, Bristol-Mers Squi bb made a tender
of fer of $70 per share for |InClone stock. At that tinme, Martha
Stewart was interested in unloading her nearly 5,000 shares of
the stock. Because the offer was oversubscribed, however, she
was able to sell just 1000 shares.® Apparently, just one nonth
later in Novenber, Martha told her broker to afix a $60 stop-I|oss
order to her remaining I nClone shares. Her broker, Peter
Bacanovi c, renenbers the request to have taken place sonetine in
Decenber . #

On Decenber 4, 2001, Lily Lee, an InCl one enployee, net with
the FDA to discuss issues facing the conpany’ s new oncol ogy drug,
Erbitux. After her neeting, Lee wote an internal neno detailing
her discussions with FDA officials, suggesting that the drug
m ght not receive approval. At this point, news of the decision
was neither official nor public, and sone within the conpany
still held out hope for Erbitux.® |nClone CEO Harl an Waksal was
apparently not anong them He sold his shares for $50 mllion
just two days later. He later clained that the Board of
Directors knew of his intention to sell those shares weeks before
he executed the trade.”

How the Ginch Stole Christnas

The hol i day season turned ugly for the Waksal famly as
Harl an | earned on Christnmas Day from Brian Marki son of Bristol-
Myers Squi bb that the rejection of Erbitux was “99% |ikely. ”
He waited until the next day, Wednesday, Decenber 26" , to share
the news with his brother, Sanuel. Harlan has said that he did
not share the news sooner with others because he “did not feel
it was appropriate to weck Christmas for the people of the

conmpany.” *



Sam Waksal flew hone imediately fromhis vacation in the
Cari bbean. Know ng that he could not sell the shares hinself
wi t hout approval fromthe I nCl one General Counsel, Saminstructed
his accountant to transfer 79,797 shares to his daughter, Aliza.
That night, he also called his father. He also knew that the
conpany did not plan to announce the FDA rejection until after
the markets closed on Friday, Decenber 28" According to a
Federal conplaint filed | ater against Dr. Wiksal, he al so knew
there would be a “blackout” that day, a period during which no
insiders could sell their shares before the news became public.®

It is not clear how quickly the accountant reached anyone at
Merrill Lynch or to whom he spoke. Public docunents show t hat
Dr. Waksal, his daughter Aliza and his father, Jack, raced to
unl oad nore than $15 million of the company’s shares in trading
on Decenber 27" Merrill Lynch was unable to execute Dr.
Waksal s trade order without specific authorization fromthe
| MCl one General Counsel, however. Desperate to save his
i nvestment, Samthen shifted his 79,797 shares of stock to Bank
of America, only to find that they, too, would not execute the
trade. One bad decision |l ed to another, and Sam forged the
signature of the InC one General Counsel in a last ditch effort
to sell his shares, which later led to charges of bank fraud.?”

That same day, in the mdst of all this turnoil in the
Waksal famly, Martha Stewart and some friends cruised through
the clear, blue skies over Texas in her private plane, en route
to San Jose del Cabo, Mexico. About m dday, the corporate jet
| anded in San Antonio to refuel before continuing on to its
destination. The exact sequence of events that took place next
is still unclear. What is known is that Martha Stewart responded
to a nmessage fromeither her broker or his office. Wuo spoke
wi th whom and what nechani sns for conmunication were used (i.e.:

| apt op, cell phone, etc.) is still subject to investigation. At
the tinme of her trip, Peter Bacanovic was in Mam, and his
assi stant Dougl as Faneuil was in the office at Merrill Lynch in

New York City. What is also known is that Martha placed a cal
at 1:41 p.m (EST), and her trade of InCl one stock was executed
by Dougl as Faneuil at 1:43 p.m for $58 per share.?

What actually led to the sale of InClone stock by Martha
Stewart on Decenber 27, 2001 is anong the questions that have
come under scrutiny. Wo did she talk to and what exactly did
they say? Did she know that the Waksal famly was simultaneously
dunping their shares? D d she know why? Martha contends that
the sale was in response to the alleged $60 stop-loss order that
she clains to have placed in Novenber of 2001 with her broker,
Bacanovic. |If this is true, why was her stock not sold
i medi atel y when the share price di pped bel ow $60 for the first
time since placing the order, to $59.98 at 11:07 a.m that sane



norni ng? At the same tinme that her shares were being sold,

Mart ha placed a call to Sam Waksal and | eft a nessage, which was
recorded on his phone log as “sonmething is going on at |InCl one
and she [%hrtha] wants to know what. ” Her call was never
ret ur ned.

Also on the plane with Martha that fateful day was Mariana
Pasternak. Early the next norning, Mriana s ex-husband, Bart,
sold 10,000 shares of InClone stock. Later that sane day, at
2:55 p.m, InClone received official notification fromthe FDA
that it was, indeed, rejecting Erbitux. The conpany waited to
release this information to the public until 4:30 p.m, when the
mar kets cl osed. ®

On Monday, Decenber 31%, 18.5 nmillion shares of |InCl one were
traded, leaving the closing price at $46.46 per share.®™ About a
week | ater, the SEC requested docunents fromthe conpany
regarding its investigation into possible insider trading by the
Waksal family. 1In the mdst of this investigation, Wksal was
al so sued by a former executive at Scientia concerning issues of
“illegal and unethical conduct.” *

Hands in the Cookie Jar

In early June 2002, news broke of the investigation into
Martha Stewart’s InC one trade.® On June 12", Martha rel eased a
statenent asserting that she had no insider information and sold
the stock sinply because a pre-existing agreenment with Merrill
Lynch and broker, Peter Bacanovic. She clained that the sale was
“entirely proper and lawful.” *

At about the sane tine, information also began to | eak out
regardi ng sal es of MSO stock by both Martha and her associ ates
totaling approximately $79 nillion.* Some sharehol ders becane
di sgrunt| ed because these trades were nade prior to information
about Martha's investigation being made public. MSO stock began
a steady fall and closed on June 25, 2002 at $13.60 per share, an
all-time | ow since her conpany went public in 1999. Her paper
| osses were approximated at nearly $200 million.™

“1 Just Want to Focus on My Sal ad”

Soon after news of the investigation was made public, Mrtha
made her regul arly schedul ed appearance on the CBS Tel evi si on
Network’s The Early Show, in a segment on how to prepare
appeti zi ng sutmmer sal ads. Jane C ayson, the show s anchor, asked
Mart ha a poi nted question about InClone. Stewart continued to
chop cabbage in between gestures made with a knife in hand. She
replied that she hoped “t he scandal woul d be resol ved soon” and



that she woul d be “exonerated of any ridicul ousness. ” After
t hi s appearance, she cancel ed future segnents on the show. *

By md-July 2002, Martha Stewart was the subject of three
separate investigations. The United States Departnent of Justice
was | ooking into the possibility of obstruction of justice, which
carries a maxi numprison termof five years. The Securities and
Exchange Conmi ssion was investigating the possibility of insider
trading, with securities fraud carrying a prison termof as many
as ten years. A separate investigation began in the U S. House
of Representatives Conmittee on Energy and Conmerce. Prosecutors
want ed to know precisely what Stewart knew when she sold the
shares. The Committee had al ready conbed t hrough phone | ogs,
cell phone records and a flight log for Stewart, as well as
transacti on docunents.”

Cooperating Key Wtnesses

On June 19, 2002, Douglas Faneuil retracted an earlier

statenent he made to Merrill Lynch investigators regardi ng how
Pet er Bacanovic canme to sell InClone stock for Martha Stewart.
M. Faneuil initially supported her version of the events,
telling federal investigators that she had previously arranged a
“stop loss agreenent ” to sell the stock when it fell in value.
M. Faneuil then changed his story, casting doubt on Ms.
Stewart’s account.* Two days later, Merrill Lynch put both

brokers on paid | eave because of what it called “ factual issues
regarding a client transaction.” * Douglas Faneuil’s testinony
could be central to any decision to charge Ms. Stewart with
obstruction of justice.

Mari anne Pasternak is another w tness who i s cooperating
with investigators. Mariana, a friend of Ms. Stewart and a real -
estate agent in Westport, Connecticut, was en route with her to
Mexi co when Martha ordered her broker to sell those |InCl one
shares.” Additionally, Mriana s ex-husband, Bart, sold 10, 000
of his own shares of InCl one stock before the FDA rejection of
Erbitux was made public. He later clained to have made an
i ndependent investnent decision. He has also stated his
Wil lingness to cooperate with investigators.™

Dr. Waksal |ndicted

On August 7, 2002, Sanuel Waksal, InClone’s forner CEOQ was
i ndi cted on charges of securities fraud for trying to sell shares
and for tipping off others to sell stock before the FDA rel eased
information on the rejection of Erbitux. Dr. Waksal was al so
charged with bank fraud, perjury, and obstruction of justice for
al l egedly ordering the destruction of docunents which were
subpoenaed by the SEC as part of the InCl one probe. According to
the indictnent, Dr. Waksal also conspired with two people he



all egedly tipped off about the FDA announcenent to testify

fal sely before the SEC.* Then a week later, on August 14, 2002,
| mCl one Systens Inc. sued Sanuel Waksal in an attenpt to recover
the $7 mllion sever ance whi ch was paid in the Fall of 2001 when
he resigned as CEO *

Stewart Under |nvestigation

That same nonth, Martha's | awers delivered various records
totaling approximately 1,050 pages to the House Energy and
Commerce Conmittee. The docunents were received on the day of
t he deadline, August 20" at 4:00 p.m, with only an hour to
spare. Later that nonth, on August 21 2002, Martha Stewart
Li ving Omi nedi a share price reached $8. 91, down some 5496from
June 6, 2002. The 52-week | ow was reached on August 8" mhen t he
share price hit $6.29 before closing up slightly at $6. 78. "

To add insult to injury on August 22, Howard Rosen, an MsSO
sharehol der, sued Martha and several of her associates for
selling stock in MSO before the investigation of her InClone sale
becanme public. John Doerr, a well-known venture capitalist, his
firm (Kl einer Perkins Caufield & Byers), and six other top MSO
executives were also naned in a suit for selling shares prior to
t he June announcenent of the Stewart investigation. |In addition,
a class action lawsuit was filed by MSO sharehol der, Conrad Hahn
M. Hahn clained that his | oss from stock depreciation was a
result of brand equity damage due to Martha Stewart’s persona
conduct . By the end of August, both InCl one and MSO stock had
endured a beat|ng and closed the nonth at $8.30 and $7.45
respectively.”’



Martha Stewart Living Omnimedia Inc
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Figure 1. Conparative Stock Price Mwvenent. Mrtha Stewart
Living Ominedia (M5O share price (top line) and |InCl one
Systens, Inc. share price (bottomline) from Decenber 2001 to
Sept enber 2002.

What’s Next for Martha and MSLO?

The House Energy and Conmerce Conmittee ended their
investigation by referring the matter to the United States
Department of Justice on Septenmber 10, 2002.* As news of House
Committee Chairman Billy Tauzin’s (R-Louisiana) decision reached
Martha Stewart’s office in New York, a nonment of relief was
foll owed by continued uncertainty. The stock price of her

10



conmpany rebounded over the next few days in response to the news.

Yet ,

she and her advisors knew that this was just the end of one

phase and the begi nning of another. Wuld a Justice Departnent
investigation end with indictnents for either insider trading or
obstruction of justice? Could her domestic publishing and retai
enpire be saved? Wuld the Martha Stewart brand nane be forever
tarni shed as a result? Wuld she be | ooking at holiday
decorating in a U S. Federal Prison Canp?

Di scussi on Questions

What are the legal risks to Martha if she speaks out now?
What are the reputational risks if she remains silent?

Should Ms. Stewart consider stepping down fromher role as
Chi ef Executive of Martha Stewart Living Ominedia as she
concentrates on her personal problenms? Wuld sonme distance
fromthe conpany’s day-to-day operations inprove or
jeopardi ze the firmis position in the marketpl ace?

What are the risks inherent in building a brand around the
nanme of a living person?

What are the critical issues at this juncture in the case
and how woul d you rank order then?

What sort of help does MSLO need in order to address these
i ssues goi ng forward?

How should Ms. Stewart and her senior team address their
rel ati onships with CBS Tel evision? Wth Kmart Corporation?
Wth Crown Publishing?
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