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Ain inside information 1s tne knowledgze of

material corporate facts not publicly disclosed
permitting an insider to make a personal, inequi-

table profit by dealing in the securities of

I8

& company . Disclosure is nccessary to enable

the general public to trade on an equal basis.
Insider trading rejulations conbvaining disclosure
requirewments, trading pronibitions and sanctions
are designed to balance the interests of investors
and insiders.

The American solution is dominzted by two statu-
tory prdvisions and elaborate Jjurlisdiction.

The Cenadian federal and provincial statutes
provide detailed and advanced regulationé.

The British Jurisdiction api:lies the principle

of fiduciary duty supplemeted by some statutory
provisions of the Companies Acts and the City \
Code on Take-Uvers and liergers, a voluntary solution.
Tne dest-German Insider Frading Guidelines are
also based on a voluntary agreemeht of the par-
tles 1nvolved. '

The purpose of Lhis research is To compare how
these considerably different systems are dealing
with common provlems.



I'information d'initié est la connaissance des

faits corporatifs materiels, qgul ne sont pas
connus au public - et utilisés par 1'initié pour
faire un profit injuste et personel a l'occasion

]

o

i'une trounsactlion sur les actions de sa corpo-
ration. Leur divulgation est necessaire pour
permettre au public de conclure un marché sur
une base égale. Les régleunentations des trans-
actions d'initié, lesquelles contiennent des
prescriptions de rapport, des prohibitions de
transacyvions d'initié et des sanctions sont des—
tinées & mettre sur un pied d'égalité les intéréts
des investisseurs et des initiés.

La solution Américaine eslt gouvernée parxdeux
lois principales et posscde un vaste clhamp
d'application.

Les statuts fédéraux et provinciaux Canadiens
sont detaillés cb tell€JOJT qucrncs. _;

La Jurwsdjct¢on un?LaLSG fait us *“o du principe
du devoir fiduciaire, 1equel est complété par
quelqgues provigions des Companies Acts et du

o1ty Code on Take-Overs and Lcrgers, qui- est une

J
reglémentation volontaire.

Les directives Allemandes sont aussi fondées sur
un accord volontaire des parties concernées.

L'intention de cette recherche est d'établir

une comparaison de ces systémes differents et
S

Ge leurs solutions des mémes problémes fondamentaux.
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A: Introduction

An inside information is the knowledge of facts

not available to the generul publicq. The basic
problem to be aealt with can be outlined very illus-
tratively by descrining an archetyplcal situation of
the use of inside information as it occured in a
leading American case2. Texas Gulf Sulphur is a
publicly held American corporation with its secu-
rities listed and traded on the New York Stock
Exchange. In 1964, the compeny made an extraordi-
nary mineral discovery on its Canadlan property

near Timmins, Ontario. The information about this
development was withheld by the company officials
for several months in order to enable LGS to acquire
the adjoining land. In tih: meanvine, several of=-
ficlals purchased shares of TGS stock on the open
mariket and one of them advised his friends and
associates to purchase this stock. Furthermore,

the board of directors, without knowledge of the
importance and potential profitability of the new
discovery issued stock options being exercisable '
at the current market price of the stock to certain
key management officials, who were aware of the
Timmins discovery. Subsecuently, the company issued
a press release discounting as unfounded rumors

that there had been a significant ore strike.
Several days later news confirming the extent and
significance of the discovery was released to the
public and the price of TGS stock increased sub-
stantially. Before the end of the'press conference
at whicix this news was made public, certaln direc-
tors instructed their brokers to purchese the com-
pany's stock or suggested that others with whom

they were associated to do the same. On the basis of the
information aboult the Timi:ins ore discovery the '

M"insiders" of 1GS were able (o make a considerable

1) Black's Law Dictionary, 715, 5th cd. 1879 o
2) 88C v. Texas Gulf Sulphur 401 »2d 85% (2nd Cir. 1968)
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personal profit. Since this information was not
avallable to the general public, there was no ex-—
pecvancy of a sudden price hike and therefore no
reason to ‘acqulre TGS stoclk. Their unequaliy'ad-
vantaceous vosition as corporate officials en-—
abled the TGS "insiders" to make use of an inside
information for their personal profit.

This ineguality is the fundamental issue of the
problem. Its elimination or diminuition has been
or should be the goal to be achieved by legisla-
tive or Jjudicial efforts. All investors should
have equal access to the rewards of participation
in securities transactionsa. They should be sub-
ject to identical market risks and opportunities.
Information should enable Lhem to trade on an equal
footing. this so-called"theory of the equal risk

and opportunity" for every investor is the funda-

‘mental issue of the following comparative studye.

In NHorth America, this subject is not a very

recent one. There is already a considerable body
of literature and an abundance of cases, articles
and essays dealing extensively with nearly every
aspect of the use of inside information. On the
other hand, in Great Britain.and West-Germany this
topic has not drawn very much attention and has
been neglected so far. The German language does not
even have an expression of its own for this pheno-

3

menon. This certainly raises the question why the
problem of the use of inside information has got
extensive coverage 1n the U.S. and to a certain ex-
tent in Canada, but not in the two European coun-— 4
tries, which will be examined. s11 four countries being
subject of this study are highly industrialized

with flourishing capital merkets trédlng actively

in all kinds of securities. Therefore it might be

presumed that the problem or the uvse of inside infor-

%) SEC v. Texas Gulf Sulphur, 401 F2d 8325, 851
(znd Cir. 1€68)
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mation affects each securities market to a certain
extent. This, however, is not the case. .
There may be two esplanations for this discrepancy.
At Tirst, the approach might be fundamentally dif-
fercnt. The use of inside informztion may not be con-
‘sidered to be wrong. Therefore there is no need to
regulate it. No one is really hurt by the exploita-
tion of an inside information . because the negli-
gible quantity of inside transactions affects the
securities market only Sthtly% Insider trading
might even have a stabilizing impact by reflecting
the true value of securities. Accordingly, one

may argue the least regulated narket is the best
one. '

Un the other hand; it cannct be denied that insider
trading has a considerable impact on the evaluation
and the price development of stock”. At least it
can be stated, that intensive accumulation of stock
by ins%der§ may outperform the morket for a limited
periodb. Intensive insider tradins may be an indi-~
cation for abrupt and counsiderable price changes.7
Insiders tend to buy more frequently beiore large
price hikes and sell more and as fast as possible' :
before price decreases in order to avoid losses or
to make a handsome profit. dhercfore the first ar-
gument thalt there is nothing wrong with the use of
inside informatiocn is far from being convincing.
The neced to regulete insider trading cannot be
disputed seriously. If the opportunity is unequal
an investor will lose his confidence in the com-
pany itself and particularly in this type of invest-
ment. Regulating insider trading is to create equal
opportunities for every investor in order to main-

4) H.G. uanne, "Insider Trading and the sStock Market"
G95-99 (1466)

5) Lorie, niledcrhoffer "iredictive and statistical,
properties of insider trading” 11 Journal of Law-
and Iconomics 35 (1968)

6) didem 35, 52 (1968)

7) idem 75, 4G (1963)
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tain the confidence of the investing public in the
integrity of the securities mglhcu8. This confidence
is a necessary prereguisite to atiract investors
providihg capital resources for o continuous ex-
pansion and economic developiient of the company.

In addition, the necessity of regulating the use of
inside information is also a matter of competition
between different securitvies markets and stock ex~
changes. An investor who is ocutmanocevered in one
market or country wiII'pernaUS try another chance
by investing in cecurities traded on another stock
exchange. lieglecting to regulate the activities of
insiders means to weaken the competitive position

‘of the stock exchange or market concerned. This

will result in a loss of customers and capital to
the concurrence providing an equal opportunity.
Thercfore an additional Jjustification to regulate
the use of inside information can be found-in

the competition among several stock exch&ngés or
markets. , o S
It has to be admitted that the creation of perfect
equality, which means that every potential investor
has access to the same information at the very same
moment, is an utopian goal. ‘herefore the question

to ve examined has to be raised dirferently: Yo what
extent do the different regulations provide an equal
opportunity and a fair share of risk? |
Becavse of its elaborate case law aAmerican experien- -
cés will often serve as the starting point for focusing
on a problem. Consequently, it will be tried to apply th
solutions of the three other systems to fundamental
issues which have been raisea oy the U. $. jurisdiction.
By this means, a comparative analysis will test the ap-
plicability and flexioility but ulso prove the deficien-
cies of the four different solutions.

&) Fleischer, "Iederal corporatvion law, an assess-—
meut, 7¢ Harvard L. Zev. 1146, 1174 (1965)



"he regulatory pattern

LThe solutions can be distinguisned in three major
groups: Lhe first and most important one consists
of a variety oi statutory regulations. bécondly,
we find the application of sone vasic common law
principles. “he third solution based on a totally
different philosophy 1s a systein of voluntary
self—regulation.

I. Great Jdritain
'he sritish "system" is a patchwork containing all
three elements. '

1) The Jompanies xacts of 1967 and 1976_',

wome saleguards are provided by the Conpanies act

. There
is no supervizing institution resembling the North
American vecurities Commissicon. "he m

of 1967 E and the Companies act of 1976 10

zin enforce-
ment power ‘is given to the company itself . Be-
cavse of its limited applicability, which will be
illustrated later on, both Conpanies Acts do not

play an important role within the British regula-
tory pattern.

2)The Common waw principle of fiduciary duty

“he British solubion of the problem of insider tra-
ding is still dominated by vhe application of the
principle of fiduciary duty. In order to define

the legal nature of a director's duty in the con-
text of the use of inside information, certain L
analogies have been drawn. s alrector's duty may'"

40

regemble in some aspects, but 1is also somewhat

9) Great Britain Stabutes, Companies Act 1967, chapte:
10) Great Britain Statute Uompanies ict 1976.. chankan
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different from that of either nau ugent11.or a
trustee12.'Trustees, agents ana clirectors,
however, have one auty in comuon: JSroadly speakiﬁg
they are all vound by a' fiduciary duty.
It is generally agreed that there is no precise
valid definition of this principle. This term has to
be defined by different classes of fiduciary situ-
ationsjj. The category wiicn 15 ’mpbrtant in the
context of the use of inside information concerns
persons having control of nroperty of another person.
the application of this concept, however, raises a
difficult question: Is an information " property"

in the equitable meaning? In Joardman v. yhippv1

[

Lord llodson held that confiacential information could

be considered as the property of a trust.

This concept of an informaticn which can ve the sub-
ject of an equitable prcyprietary interest has been
widely criticised. Information i wvasically

a mental or physical concept , but property is a
legal idcajb. On the other hand, an informotion or
idea huas been recopnized to be able to be the sub-.
ject of a property interest in cases of patents and
copyrights. Property generally extends to every
species of valuable right and interest 16. Since:
an information is considered to be a valuable and
marketable commodity, it scems to be a logilcal
conclusion that the property concept may cover
also certain types of inside information. As 1t

‘M) Gore-irowne on sompanies £7-5,45 ed. 1977

12) Gore- Browne.on Companies 27-5, 45 ed. 1977

1%) Sealy, "Some principles of fiduciary obligation "

<3 N

T4) 1967 2 w U, 46, 1115 1566 3 «11. w.R. T21;
3 w.l.X., 1009 (H.L.)

15) L.E.Falmer, D.D.Frentice, D.welling “Canadian-
Company Law" 6-48, 2nd ed, 1978

16) Rlack'a Tow Niatdawows- 4707

1655 Cambridge L.d. 6Y, 73
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is in the cose of copyrights and patents;.the ex-
tent and type of informetion to be covered must

be clcarly defined. A possibility might be to
protect every information which is likely to af-
fect materially the market value of certain secu-
rities. Uespite the quoted hint in Boardman V.
Phipps' it is not clear how far the courts of
equity are prepared to go in applying the legal
construction of property to mental concepts as in- -
side informaotion. This is a fundamental uncertainty
affectingy the applicability of the principle of
fiduciary duty to directors and other types of
insiders.

In its application, this category of a fiduciary
duty contains four specificationsq7. Directors
having centrol of property have to act "bona

Jide", that rneans according %o iheir own

cpinion in the best interest of the company.‘

They have to act within the given scope of their
authority and are not ullowed to fetter their .
future discretion. The most important specification
in the context of the use of inside information is
the requirement that directors have to avoid a
conflict of duty and personal interest. No fidu-
ciary may profit personally from the position
entrusted o him by anocther person at the other's

()

xpense .

Generally, the principle of fiduciary duty is
applicable to insider trading situations. It
faces, however, difficult conceptual guestions

and - as we shall see- a very limited applica-
bility. '

17) L.L.8. GOWeryn mhe ppinciples of modern company law"
520 pp. 5rd od. 1669

18) Jones, "Unjust enrichment

and the fiduciary duty
of loyalty" 84 L.Q.R. 472 (1988) |
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5) whe City Code on rake-(Overs and sergers:

The third element of the British regulations is.

tue "City Code on Take~Overs and Mergers". This

is not a Code in the original sense, since it is not en-
acted by a body having a legislative mandate. It is

a self - regulatory solution created by the parties
involved in the trade of securitiss on the stock
exchange, l1.e. by the "City VWorking rarty", a

bedy convencd by the Governor of the Bank of Eng-

land and composed of the major financial insti-

tutions in the city of London 19. Its duty is the
enforcement of good business standards and not

the enforcement of law 20, 21. Its mailn objectives .
are the similar and equal treatment of all share-
holders and the prevention of thecreation of a
false market in the case of a take-over attempt22,
which is one of the most attractive and dangerous
situations for the use of inside information.

The provisions of the City Code can be distinguished
in two categories. at first, they are a codi- '
ficaticn of good standards of coummercial beha-

vicr, which have to be observed in take-over
situations. vecondly, there are rules, which

are concrete examples of upplication of the ge-
neral principles as well as rules of procedure.
special attention shoula be focused on the so
-called "rractice wotes" providing helpful in-
terprétation guidelines of the wrovisions of

the entlire Uity Code.

196. Cooper; R. (ridlan "Iaw and procedure of the

stock exchange " 935 (1971) |

20) Weinber: and Blanlk on Take-Overs and Mergers,

, 2901-2702 4th ed. 1979

21) CGore- Browne on Compﬁnies? 29-4.,4% ed. 1977

- 22) The City Code on Take-Overs and Mergers, revised
cd. April 1876, Issuing ilouses Ass. London 1976
General principle No. 5
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The Code is administered by the "ranel on' Take
-Overs and Mergers", whose role is merely super-
visory. Il is a permanent institution also avail-
able for consultations before and during the course
of a take-over transaction. Its role includes
prevention measurcs as well as some limited sanc-
tions for misbehavioer. The major advantages of

the Panel's procedures are considered to be its
flexibility and informalitygﬁ— the opposite of

a statutory pattern, This, nowever, does not
compensate its major shortcoming: the lack of

power to undertake investigations on its own
initiative or at least to organize a hearing.

These omissions became rather obvious in the "Per-
gamon FPress " arfair24, where the Panel finally -
recomnended to the Department of Trade to under-
take an investigation.

another major disadvantage of such a self-
regulatory solution is the impossibility to

enforce the rules, which are subject to the
Fanel's control. fy
The British patchwork of some statutory provisions,
the application of the principle of fiducilary duty
and the additional self-regulatory solution of the_ 
City Code is far from providing a perfect safe-
guard system. Its elements, however, have to be
regarded in collaboration and completion to each
other. If a ziven situation is not covered by one

L

of the provisions of the Companies Acts, the prin-

2%) Preniice, "Take-over bids - The City Code on
Take-Overs and Hergers " 18 HcGill L.J. 385, 414
(1972)

24) Perganon Piress Ltd. v. Faxwell (1970) 1 W.L.R. 1167
Davies, "An affair of the city : A case sbtudy
in the regulation of talke~overs and mergers"

56 i1.T.R. 457, 458 pp. 495 (1973)
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ciple of fiauciary duty may be likely to vpe applied.
The mere establishment of the City vode, however,
demonstrates already that the "professionals"

involved in the securities' trade do not con-

sider the statutory and case law regulations to

be sufficient. Otherwise an additional code of vehavior

would not have been necessary.

IT. U.bh.a.

It is somewhat surprising, that particularly
the United vtates as the dominating and tra-
ditional advocate of the "free enterprise
philosophy were the first country in the
world which sought to enact legislation re-
gulating the conduct of 1ts securities in-
dustry. ‘'he development started with the
enactment of state securities laws commonly

25u . ’

referred to as "3lue Sky laws

25) They were named so because they were
designed to prévent slick Eastern salesmen from
selling Kansas farmers a fee simple in the blue
sky. Today mocst of the states have a regulation
of this type. Its abundance of widely diffe—
rent provislons, exemptions and administrative
procedures makes any useiul generalization about
state securities regulation very difficult. Re-—
cause of 1its limited applicability and diminued
importance with regard to the prevailing federal
regulations, they will be neglected for the pur-
pose of this research.
for a more aetailed information see: : o
- L. Loss; L. Cowett, "3lue Sky Law"pp. 3,4
bibliography p. 442 (1958);

D. Katner, "“Securities kegulations", 5 (1975)



%:: - As far as the problem of insider trading is con-
‘ cerned, the two dominating statutory provisions are.
section 16 of the Yecurities Exchange act of 193426

and oiC-rule 10b-5 based on section 10 b SEA%/

1) %he role of the 5.L.C. .

'he SLC has been created as a “watchdog of Wall
5treet”.28 as a federal agency it is its major
responsibility to administrate, supervize and
enforce the various securilies laws. The Securities
and Lxchange Commission has ovroad rule making powers unde
the various stabtutes it administers and nas e~
erciszed this suthority extensively. SEC~- rule

10b-5 which since 1842 became an important device
against che abuse of inside information is pro-
bably the most illustrative example of this ad-
ministrative rule making power. The rules serve
various purposes: They Gefine somc of the ge -
neral terms used in the statutes or prescribe‘
certain procedures29. The forms to be submitted
for the various statements and reports , which

have the legal nature of rules,define, for instance,
the extent of disclosure and obther requirements.b
The SEC expresses its views and positions in state-
ments of policy, the so-called "releases™ and in
"No-Action'letters"” providing an additional source
of some sort of informal law making and interpre-
30

tation They provide important guldelines for

26)hereinafter referred to as LEA, 15 U.S.C. §78v(1964)
27)CTFR § 240 10b=5 (1964)
28) Gadsby, "llistorical development of the SEC- the

. - government viecw" 28 George Washington L.Rev. 6,

| 6 (1959)

D. Ratner, "Securities tepulation " 17,18 (1975)

30) U. Ratner, "Securities regulation " 18 (1975)

\,
.Y




individuals or {irms intcndins Lo carry out a
transaction in a specified maenner. The SEC has
also a broad power to exempt certain securities,
versons and institutions from statutory and ad-
ministrative requirements. o1 4S8 to the SEC's reme-
dial PO:SlOlllthS they will be referred to later
on. '

2) Lection 16 SLa

The major wevice to recgulate the use of inside
information is section 16 SEAi. The act was de-
signed to protect the investing public by main-
taining fair and open narlkets Lor the trade of
securities and by preventing the abuse of the
market fa01llt1es.’ v
Section 15 (a) SEACC is a IOJOruln° or dis-
closure provision requiring an insider to re-
vort “She aquisition and changes of ownership .
of eyuity securivies of his company.

ection 16 (b) QLAjB an autonatic
short -~ swing llabllity provision providing for
corporate recovery of profits from insiders.
If the purchase and sale of securities, which are
subject of “the reporting ‘requirements of sect.
16 (a) SEA,occures within a six months period,
sect. 16 (b) will be the basic liability provision.
Sect. 15 (¢) BEA provides for some trading prohi-
bitions and sect. 16 (d) SEA exempts a specified
group of persons from the disclosure and liability
provisions.

31) Coolk;¥eldman "Insider Trading under the Secu-
rities Exchange Act" &5 Hervard L.Rev. 385, 288;
612, 632 {1953)

32) 48 Stat. 896 (1934); 15 U.S5.C. & 78p (a) (1964)

33) 48 Stat .81 (1994) 15 U.S.C. § 78 (1958) as

amended 15 U.3.C. & 78 {(1964)
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3) The promulgation of sLC~ rule 10b-5

Since particularlysec%ion 16(b) visa has according

to its formulation certain inherent limits - it

does not provide for a civil liability - the SEC

and the American courts have promulgated and in-
terpreted S&C rule 10b-5 based on sect. 10 (b)

QLAD4 as a broad antifraud device covering also
insider trading situations. 1ts broad formulation
gave the LEC and lthe courts the possibility to

extend it fexibly. The l&u&Ud”O of the rule is

nearly identical with that of section 17 (a) of

the Securities Act of 193%. A direct application

of this section, however, turned out to be un-
satisfactory, because tihere were too many loop-

holes remaining. Interpreted extensively by the courts
of all levels, it became an effective and flexible
antifraud device. as far as the problem of the use of
inside information is concerned, rule 10b-5 became
‘the legal basis for a private cause of action, which
is not provided by section 16 sha. » '

I'ne apleCdthn of this broad antifraua dev1 e, how-
ever, is creating some specitic problems. Since the
Tob-5 liability is based on a kind of fiduciary re-
lationship 34athe courts refer to some of its basic
elements in order to establish a sort Of'relatiOnShip

between the buyer and the seller ol securities. These

34) 15 Stav. 896 (1934); 15 U.3.C. § 78 p (1964)

%4a) Jenuing gs, "Insider trading in corporate secu-

rities :A'survey of hazards and disclosure ob-
1i

ligations under rule 10b.5" 62 Nw. Univ. L. Rev.
802, 815 (1€ 68)
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elements are materialityBéb, scienter34cwand privity34d.
Sy apmlying these principles, however, the courts ran
into difficulties to prove a certain state of mind or

e connection vetween a vendor and a nurchaser of stock
in the almost anonymous stock market. That is why they
subsequently abandoned these impracticable require-
ments. ‘hese difficulties demonstrate that the pro-
ﬁulbation ol rule 10b-5 was a possible but not the op-.
timal device 10 cover insider trading situations. Rule
10b-5 started to develop 1ts owil peculiarity. Conse-
The likelihood of a successful claim has been increased
as well b the suosequent erosion of the named princips
les.

%4b) SEC V. TYexas (ulf pulphur

401 F2d 83%, 850 (énd Cir. 1958)

54.) Kohler v. Konler Co. 31$ I2d 634, 642 (7th Cir.
' 1963%)
Texas Continental Life Insurance v. Banker's
Bond Jo. 187 ¥ Supp. 14, 235 (W.D.Ky. 1966);
Texas uontlnental Life Ins. v. Dunne %07 Fed
42, 249 (6th Cir. 19562); Nyzel v. Fields 386
2d 718, 734-735 (8th Cir. 1967) see detailed A
discussion in Bromberz, A."Securities Law" vol.III
8.4. (p.544) supp 1977
%4d) w. Painter, "Federal Regulation of Insider
Trading” 112 (1968)
Texas Continental Life Ins. v. Dunne 307 F2d
242, =49 (6th Jir 1962); Ruder, "Pitfalls in the
develovment of a federal law of corporations by
implications through rule 1Cb-5" 59 Hw. U. L.

AR

M

b

x

Rev. 105, 196~206 (1964); Fainter,"Inside in-
formation, growingzg pelns for the development
of federal corporation law under rule 10b-5"
65 Coluwmbia L.Rev. 1561, 1372-1%82 (1965)
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in order to iimit this develorment smerican courts in-
trodtced theﬂso—called " due diligence". burden or "duty
of due care“34e urging the plaintiff to exercise due ca~
€:> re in mcking nis investmenl declsion upon which he
| pased his claim. In other words, the plaintiff's fai-
lure to mcet the duty of due care will preclude any re-
covery under rule 10b-5. Theoretically, this require-
ment has some roots' in rationals such as waiver, .
laches, estoppel, scienter andlgegligence, reasonable
reiiance and even materiality34i. i‘hereby at least some
of the elements formerly aocandoned are reintroduced.
The duty of due care serves the same purpose to set up
a standard of state of mind the plaintiff has to meet.
‘he extent is to be determined by the vparticular cir-
cumstances of the case. This reintroduction of formerly
erased requireménts shows that the american jurisdic-
tion has recognized that it might have gone already too
far by trying to cover every alleged fraudulent or si-
milar device by the broad wording of LEC-rule 10b=-5.

4) “he supplementary application of

sommon Law principles

Nevertiueless, there is still room for the direct
aprlication df Common Law princinles, if the sta-
tutes do not cover a specific situation. In two
recent cases American state courbts relied ’

on bLthe princinle of fiduciary duty. In Diamond.

V. Ureamun035 two directors sold their shares

e ol

34e) Comment, "The dve diligence requirement for
) &
plaintiffs and rule 10b-5, 1975 Duke L.J. 753
Wheeler, "Plaintiff's duty of due care under

rule 1Cb~5:An implied defense to an implied
renedy" 70 Nw. U. L.zev. 567 (1975);
Comizent, "The duo diligence requirement for
plaintiffs and rule 1Cob-2" 1975 Duke L.J.
755, 757 Dp- L
$47) affilioted Ute Citizens 406 U.S5. 128 (1972)

T

35) viamond v. Ureamnuno, 245 Wk 2d 910 (1969)“ji7f;




on the basis of a confidential information, that
there would se a sharp drop in coriorate earnings.
The plaintiff was a shareholder filing a derivative
action to compel an account for profits allepgedly
aquired as a :result; of a breach of fiduciary duty.
In schein v. Chasen® the Diamond reasoning

was cxtended to permitAcorpor;te recovery from a
brokerage firm, one of its employees and a mutual -
- fund having received a fip. It was  held that third
parties outside the corporate structure become i
automatically fiducilaries througn the aquisition

of confidential information which is owned by some-
one else. The basis of breach of fiduciery duty

was necessary, because SEC- rule 10b-5 was not
applicable, since neither the corporation nor

the stockholder were buyers or sellers having

suffered a loss. Only the president of the odrpo-
ration came within sect. 15 (b) 3EA, but he did not
realize any profit. The court assumed a

"common enterprise” between the corporate officer
concerned and the outsiders , who used confidehtialw
corporatc information for thelr own personal en-
;richment97. This seems to be ,an adaption of one

of the earlier approaches, the so-called "special
facts docurinej8“, to a tipping situation. This
doctrine imposed a fiducilsry relationship bet-
ween a director and an individusl shereholder,
usually if there was a close relaticnship bet-

: ween the persons invelved.

-~

56) Schein v. Zhasen 315 o 24 739( Fla. 1975)
- 478 T 2a 817 ( 2nd Cir. 1973)
37) 478 F2d 817,822 (Zud Cir 197%)

ot

38) Strong v.e Repide 21% U.3. 419, 431 (1909
3 B ’

tlagnusson "Insider trading:’fhe basis of liability"

1 queen's Intramural L.J. 53, 54 (1968) - -
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The applicability of the concept of fiduciary duty-
in the U.5. has been diminued somehow by the expansive

scope of section 16 (b) olia and the broad interpretation

of wiC - rule 10b-5. Wevertheless, if certain situ-
ations are not covered by the named federal statutory
provisions, american ‘state courts are still prepared
to use this Common Law principle as an additional and
supplenmentary aevice. ‘

ITL. Canada
1) The legislative development

he problem of insider %rading was not faced by
Canadian legislative bodies before 1963.

In that year, the Attorney General of OCntario
formed a committee led by J.HKimber, Ghe chairman
of the Onbario Securities Comaission, an adminis-
trative bedy formed already in 1937 according to
the model of the American SH5C. This commission was
charged to determine the deficiencies of the exis~ .
ting secusities regulations and to recommend up ¢
-to-date provisions. The use of inside information.
was one of its dominating issues. The XKimber Com-~
mittee based the need for legislation on the ideal
of a free and open market with prices based on
full possible knowledge of all relevant facts

in orcer to maintain the confidence of the inves-
ting public in the integrity of the market39
Its recommendations received rapid legislative

enactment with the Ontario Securities Act of 1966,
which became effective in lisy 1¢967. The act intro-
duced disclosure snd reporting requirements for
corporate insiders and a civil 1li. bility remedy for
improyper use of inside information. The Ontario

%39) Ontario, Attorney Gencral's Comnmittee on
Securities Legislation, Report 2:02 (1965)
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vecurities Act was foliowed by the four western pro-
. . 404 .
vinces ana served ws a model “for amenaments to the
: : . ) 1 N . .
ﬁ :; - vanada Corporations ncté', for the Canada Business Cor-
42 45

porations act “and the wuebec becurities act

, parti-
cularly as far as the insider trading regulations were
cdncerned4? wuebec also established a securities com=-
mission while contol and enforcement on the federal

-level 1is executea by the Corporations Branch of the
Department of Consumer and Corporate sffairs.

In comparison to the broaa language of section 16 LEA
and bul-rule 10b-5, the Canadian statutes are far
more elaborate and explicit. Undoubtedly, their enac-
tors have been able to profit from american ex-

‘periences and have tried to avoid some interpretation
problernis created by the wmore general wording of the
american regulations.

2) The relationship between rederal and

Frovincial securities regulations

ln contrast to the U.S.,the existence of Federal |

oL

and Provincial laws dealing with the same subject

405 Lavid L. Johnston, "Canadian Securities Regu-
lation" 16 (1977) , -

41) R.S8.C. 1970 C. %2 as amended by c. 10 (1st. supp.)
(1969-70) c. 70, cited as the Canada Corporations
Act (CCA); 1964-65 c. 52 5.1 , “

42) 8.C. 1974~75 c. 3% amended by 1978-79 c. 9 ;
1978-79 ¢c. 11; cited as the Canada Business
Corporations Act (CBCA)

4%) nevised Statutes of wubbec, c. 67 (1973)

44) In fact, Ghere are two Cnlario enactments regu-
lating insider trading, the 2nd is the Ontarlo
Business Joriorations Act R.S.0. 1970 c¢. 5%
amended 1971 ¢c. 26 ; 1972 ¢. ¢.138 (OBCA)
Because there is no substantial difference

o

in terms of the manner of regulating the prac-—
tice of insider trading,it is referred only to
the Ontaric Securities Act 3.0. 1978, c. 47

BIRGENIE
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natter creates the additionsl problem of their re-
lationshiip to each other. The regulation of tra-

ding in securities falls generally within Provin-

cial legislative au¢hor1ty45 ;46 Uander certain

clrcunstances, however, Federal and rrovincial in-
sider trading provisions operate concurrently47
The important factor is the place of registration
of the company either under the law of one of

the provinces or under federal recpulations re-

guesting registration Yor certain companies. In

the latter case of so-called Dominion Companies

the solution of the question of choice of law is
merely a question of fact where the actual steps of
the trade took place48 There is a reasonable ten-
dency to give the broadest coustruction to Pro-
vincial legislation and to apply its provisions,

if only one act of an operation, which is mainly
extraprovincial, takes place within the partlcular
prov1nce.4“ The constitutional issue

of thelrelationship between federal and provincial
securities regulation in Canada is far from being
solved. It gives federal and different provincial . |
courts the possibility to claim Jurisdiction based
on the same facts at the same time according to

the motto:" First claim - first serve'. This is

45) Taskin's Canadion Consbitutional Law 359, 4th ed.
1973 o

46) ‘fhe fedcrnl re”ul tory power in this field is the

result of a preeminence of section 91 of the
British North America Act ovaer section 92 allowing
the application of either the "property and civil
rights " clause or the "trade and commerce" clause.
47) Tederman, "he concurrent operation of Federal o
and PFrovincial Laws in Cesnada' 9 McGill Law
Journal 185, 195 (1973)
48) Menitoba v. Rosenbaum (1950) 41 D.L.R. 152 (Mani-
toba K.B.); Lymburn v. Mayland (1922) 2 D.L.R. 6
49) Taskin's Canadian Constitutional. Law 360 ‘
{th ed. 1973.
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a very unsatisfactory solution , but justi-

fies a uoreexhaustive analysis of at least two
Canadian provincial regulations - those of Ontario
and «uebec.

3) The applicability and development

of Common Law praonciples
As we have already seen in the U.S., the Canadian
courts also apply the general principle of fidu- .
ciary duty in cases which are not covered by either
a Provincial or a Federal statute?O;S1 The
leading case in this context is Canadlan aero Ser-
vice v. O'Malleysz. Here the statutory provisions
were unapplicable, because the defendants had re-
signed from theirvpositions as corporate officers
before they formed another ccmpany to pick up a
corporate opportunity of which they had learned
duriny their employment with Canadian Aero Ser-
vice. In this case, however, the court held that
the equitable principle of fiduciary duty hadbeen
already overzealously applied and based its decision

‘on the "theory of corporate opportunity", which

concerns an arising business opportunity which
should be aguired for the company. If diverted
by the insider, the opportunity 1s subject to a
constructive trust for the benefit of the corpo-
ration. An insider may pick up a business oppor-
tunity only, if his company is definitely unable
to do so. This 1is the only situation which is not
deemed. 0 be a corporate opgsortunity and prevents

the application of the constructive trust construc-—

50) Zwicker v. stanbury (1Y..) 2 S5Ck 438; (1954)

1 D.L.Re 257 v :
51) Peso UYilver iines v. Cropper 55 D.L.R. (2d) 1(1966)
52) 40 D.L.Rr. (3d) 371; (1974) SCR 5y2
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ion. QEQis cxamplc demonstrates tnat Canadian

ourts are not only prepared To apcoly the principle

f fiduciary duty, but also to expand it, if sta-

utory provisions- are not met. This possibility, however,

s just a supplementary solution. ‘ s

IV. 'he Feaeral Republit of Germany

In the ﬂﬂu\ral Republic of Germany the approach

t
1

i

o uhe problem has been fundamentally different.

) The legislative history

henever a discussion to introduce some regulatory
P

attern came up, the american mnodel was totally re-

fused in favor of a complete meii -regulatory bolutlon54

1

n vwest-Germany, the problem of insider trading is

not considered to be very urgent. vince only a few

o]

n

ases have been reported so far, there seems. to be
o need for an immediate drastic 9ct10n55

The initiative to examine the use of inside in-

T

ormation in Germany had been taken by the

"Bérsensachverstindigenkomnission”, a commission
of experts consisting of representatives ‘of the
major private and public financisl and credit
institutions, the Federal Reserve Bank?Gseveral

important industrial associations, the stock ex-—

C

hanges and some economic experts, a permanent

insvitution advisins the Ministar of Finance57.

55

-}

57) LErnst, Jle Ins siderlirace” 2, (1977)

5) Slauchter, "The corporate opvortunity doctrine®
18 Sw. L. J. 95, oo (1064) |

) K. lopt. M. Will.,"Xuropidisches Insiderrecht"ﬂ1ﬁ(19?3)

5) Jentoch, "Die heufussung der Insider-Regelungen',
Baniz=Betrich 1976, 186, | -

. Hoffmann, "Der“Aufsichtsrat” & 511 (1979)

%) Bundesbank, in Germany an independent institution

directing the financial and monetary policy and

not responsible or acting upon directives of the

Tederal or a provincial government.
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""hey recommended in 1970 the first draft.of the
58
H/

the "Handler-und
Beraterregeln"59 and a "code" of procedure, the
"Verfanrens ordnun%ot After a few years of experience
and mainly as a result of the itheinstahl case 51

"Tnsiderhandelsriclhtlinien

several shortcomings and loopholes were eliminated
by amendments in 1976‘62

2) The legal nature of the Insider ira-

ding Guidelines and its scope of re-

gulation.
The lepal nature of the Insider Yrading Guide-
lincs is similar to the British City Jode. Since
it is a voluntary agrcement among the major as=
sociations of the West-German industry, trade and
commnerce, there is no legal eniorcement6j
Accordiny; to the different branches they belong to,
West-German firms are organized in associations
representing them in common issues and forming
mainly a counterpart against the trade unlons64
The Guldellnes contain rules of zood behavior L
disapproving generally the use of inside information.
They apply to members oif the board of directors,  the
supervisory board, major sharenoclders and some
specified employees. The HuBR are mainly designed
for seccurities dealers, brokers and financiél and
investment advisors. The VerfO regulates the pro-
cedure. in case of alleged violations.

Firms of an association, which vecame a party of

58) in furtherance referred to InshdR or Insider
Prading Guidelines

0
6]

50) in furtherance referrcd to as HuBR
60) in furisherance referred Lo as VerfO
1) Der ietrieb (DB) 1975, 2288

62) k.Hopt; M.Will,"wuropiisches Insiderrecht" 117 (1973]

now

1o
64) for a detailed listing of the members see
D. Hoifmann, "Der Aufsichtsrat" § 511 (197G)

6%) H. Bremer, "Die Sachverstandizenkommission ”’2'7(’]9'76)i
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the azrecuent are obiiged to puarantee that the
board members, major shareholdcrs and specified
employees subnit to the Guidelines by signing a
declaration ,5, wvhich - in the case of a director
for instance- becomes a part of the employment
contract which he has made with the oompany6§

The recognition of the guidelines has been quite
successful. Now 91% of the pursons deemed to be in-
siders of companies registered on one of the stook
exchanges have submitted to the guidelines.67

On the other hand, representatives of the trade
unions, who were elected to some supervisory
boards have been more reluctant to sign the
fequired declaration. The unions are still
opposing a voluntary solution and favour legal

. Y
sanctions 1iristead.

-

3} wnforcement

The guidelines are enforcea by invesvigation com-~ '
mittees established on every stock exchange and
headed LY an incependent judge of the local court
of appeal, who is experienced in

matters of trade and commeroe.69 These commissions
may start an investigation upon request or their
own initiative. Wnhile 1t is normally not their duty

to investigate 1n facts and circumstances ‘of a

65) § 5 InshdR

65) iI. Bremer, "Die 3achverstindigenisomnission” 28 (1976)

67) trnst, "Die Insidalrage’ %, (1977)

68) D.Hoffmann, “Der Aufsichtsrat' & 513 (1979)

69) In Germany, there are generally separate chambers
for matters of trade and comuerce at the civil

court. (Kammer I{ir Handelssachen)
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case, they may recuest the delivsry of data and

‘:} - material by the parties involved7o.,The commis-—
sions are not entitled to inquiry 1n cases which
are or have been subject to tricl in any kind of
court even if no legal sanctions were finally im-
posed. A possible sanction is the publication
of the results of the inguiry. The Guidelines
also provide for accountability of profits to = ~~
the company?TTo the particular problems of this
sanctuary system it will be referred to in a
subsecguent chapter. ' ' | S

The commissions do not reuuire a nuge adminis-

QO
trative body since its members mest only in case
of an actual inquiry. This, however, has not
happencd very irequently so far. Between 1976 and
HMarch 1980 there have been ouly 14 inquiries
started by ouc of the commissions. In none of
chiern sufficient proof was found or submibtted
to Justify the start of an oificial procedure.72
This, in contrast to the numerous cascs which K
arose particularly in the U.S3., soncwhat asto-
nishing figure may be the result of a basic dif=-
ference:In the United States, the common type of
stock consists of registered shares. his type
permits to identify easily the owner of securities
and a change of ownership. In Canada and Great usritain,
registered shares are also the type most frequently
used.
In west-uermany, stock consists commonly

, ol bearer shares. The chang

®

of ownership is

:
achieved as soon as the cervificate 1s handed over
al

to the purchraszer. Thus it is almost impossible

70) § 4 b Verfo
-~ | 71) § 5 Verfo
- ?2) Borsenzeitung, :arch 7, 1980
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o folloy the course of stock and prove insider -
V trading75; This point will beewmphasized further
ﬁ:E on. It 1s probably one of the crucial deficiencies
of the West-German regulatory pattern.

4) Advantvages and inconvenients of

a voluntary solution

The system of the Federal kepublic of uermanyz'
and the British"City Code on Taeke-Overs and Mer—
sers" raises already the yuestion of the advan-
tages and inconvenients of a voluntary in com-
parison to a statutory solution. ‘
The basic purpose of the voluntary T'egulatlons
is exactly the same. “he German "Jorsenreform-
kommission™ also emphasized the necessity to
“maintzin the investor's con§¢denue in a rebvidr
and fair securities mam{et.ﬂr he crucial questlon,
however, was how to achieve thilis goal. YThe issue
is the same - the means of realization are
quite different. Generally, & certaln interest
of the Wegst-German securities industry to avoid Vi
a statutory rcgulation can haraly be denied.(5
Its representatives are eager to point out
that the moral deterrent eflect of a voluntary
agrecment is far vetter than that cf statutory
sanctions. It is argued that the actual abuse
of inside information camn only be prevented by
a bilateral accord of the parties involved in
vhe securities' trade who are convinced that

7%) Wlzler;Hoffmann "Schiitzen die Insider~Vorschriften
den Insider" Zeitschrift fiir des gesamte Kredit-
wesen (4fK) 1995, 310

74) Jentsch, "Die Heufassungy der insider - Regelungen"
Pank-3etrieb 1976, 186, 186
- 75) Bundesvesroband der Deutschen Industrie (BDI)

circular to all members dated Sept. 17, 1976
urging all mewbers to sign tne requested declaration
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cy
insider trading is 1mmoralf rersons or insti-

tutions violating this agreement will be-

come outlaws who will loose their personal
revutation and the puolic's confidence in their
integrity. This result might be a more effective
sanction than a~fine'or'evenVimprisonment. ,
It is estimated,that the institutions supervizing
a voluntury agreement will be able to maintain a
Yigher standara ofvconduct?(ja The validity

of this hypothetical argunment, however; is

hard to prove.

Lepal sanctions may result in a sort of negative -
solidarity leading to a search fcr loopholes and -
deficliencies instead of obeyagce7{ Yax laws are
a good cxample for this tendency.

in a "voluntary" investigation nore informationr
night be piven than in public or court hearings[
because there 1s no or less pressure by .the public
opinién and media. OUn the other hand,

the principle of public legal investigation may
destroy trade and banking secrets and thus dete-

riorate the investor's confidence in the securi-

o . . . .
ties indust y.7/ This might be & convincing ar-

gument against certain extensions of disclosure

requirements, but not ngainst the principle itself.

76) Ernst, '"Die Insiderfragze" 13 (1977)
76a) mrnst, "Die Insidertrage” 15 (1977)
79) Yrnst, “Die Insiderfraxe" 16 (1977)
78) Jentsch, "Die Neufassung der Insider-Regelungen'

Dank-Betrieb 1976, 186, 189

79) krnst, "Die Insidewir.;mc" 20 (1S77)
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Voluntary solutions may provicde riore flexibilitby
and adaptablity to economic developments than
statutes which can hardly cover every imaginable
situation59 rhis, however, mainly depends on the
actual Tormulation of & statutory provision and

a possible narrow or extensive interpretation

by the courts - as the example of the imerican ,
Sil- rule 10b-5 shows. Thererfore it is questionable
only & voluntury solutién sight be aole t0 main-
tain the investor's confidernce i the integrity of
the cecurities market ana the customers' interest

Co : . .,.81,82
in investing in ito ° 2

V. The basic philosophy of regulations:
The need to balance the interests of
voth parties

“his brief exposure of she rejulutory pattern of
the Lour ditferent countries shows wlreaqy con- V¢
sideranle differences in the nmeans and philosophy
to aoproach the problem of insicer trading.-fhe
ditferent types of sclutions use aiffereant ways

in order to achieve a comnoi poal: Yo improve the
position of the investing pupblic in order to create
an equal opvertunity for everybody!

There is @ need to valance the iaterests of both -
siaes involvea in the proovlem of tihe use of in-
sice information, of those who iuavest in the se-

urities and on the other hana of hYhe insiders who

why

are responsible to manage the compunies successiully.

L]

80) Dorsenzeitung FHarch 7, 1480
1) krnst, "Jie Insiderfrage" 17 (1977)

87 ) Ernst, "Die Insiderfrage” 18 (1977)
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Undocubtealy, the investing public Yias to pe protected

against the use of insice inlormation. On the other.

hand, tight regulations and restrictions may paralyze

a manager's initiative and diminue his eflorts for

the company. That is why the interests of these two
opposing groups have to ke balanced. Thus the question
to be answered cannot be exciusively how to achieve
equality and fairness of trade, ovut also how to avoid
to impose too nmuch burdeiun by recuircaents and sanctions
on an insider. according to the ailrferent approaches.
existing in the four ccouintries this balauce is shifted
differently.

- o~

C: ikey problems and solutions

I. The nature of an inside information

In order to be able to examine now these contrasting in-

v
Y

terests are finally valancea v, the four juris-
dictions it is necessary to determine ithe character
of an inside inforration. )

The statement that an inside informavion is an
inform=tion not publicly disclosed 1is covering

the problem only partially and very broadly.-

But 1t may serve as a starting point in an at-
tempt to elaborate a valid definition covering

the basic problems. This simple statement de-
monstratves that Uthe natuie of an inside infor-
mation 1is linked with the term " disclosure'.

An information beinz disclosec to the general
public cannot be an inside one. an insider is a
person having access to an inrormation not publicly
disclosed. By narrowing down the problems of dis-
closure it will be tried to develop a definition of
the term "inside information'".
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By definition, disclosure is said to be the impar-
tation of waat 1s secret 8§. Thus lifting an in-
side information means revealing certain know-

ledge. But in between total secrecy and full re-
velation there arc some important steps leading

to several fundamental questions.

1) ihe scope of persons concerned

The fairst one concerus the group of persons who
are having; valuable information. Data or opinions
expressed by a clerk or typist ray be of a total-
ly different value than those to be obtained by
the chairman of the board or a ma,jor shareholder.

A clerk's statement hardly bothers anybody and

is very unlikely to affect the wmariket value of
a company's stoclz. That is why 1t may be suffi—
cient to impose a auty of disclosure only on-
some ke¢y rigures of a company.

2 ) The material market impact

''he character of an information is another key
factor. The acquisition of a new office buil-

ding oy a conmpany, ifor instance, will not attract =
nuch interest among the investing pudblic. sut the
publication of a considerable ore or oil disco-
very on a company's land or the mere expectancy

of huge losses will respectively either boost or
drop the marker price of tne shares concerned.
Yhat is why only intormations having a certain
market imnact should be deemed to be an information
to be disclosed. But to what extent? To return

to tne example of the ore discovery, a poten-

- 8%) Blacl's Law Dictionary 412, 5th ed 1979
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tial investor aefinitely wants to know whether
it is a verified claim or stilla mere expectancy or
wnethor it is a conmcrplally mincable body of
mlnbraLo or not. According to the extent and the
quality of an informiatien its market impact

will be quite c'iifa“?erent.84L This problem has been
generally articulated in terms of "materiality"

of facts or informstion. 85 Typical facts being
regarded to be material include an extraordinary
discovery of natural resources, & substantial
reduction in dividends or a mergei proposal re-
sulting in substantial changes in the market price
of the shares of the merzing companics

%) The timing of disclosure

An additional issue arising is the timiug of dis-
closure. A loup delay in the publication of a
material information may still allow insiders %o
trade before the general public will get access
to the same information. A delayced information
may be o worthless information. This is the case,
for instance, if directors withhold an information
about a discovery of some natural resources .in order
to enable the company to acquire opticns on the sur-

G4)w. rainter,Federal Regulation of Insider Trading"
172 (1953). _

85) Tleischer, " Securitiles trading and corporate
informetion practices" 51 Virgminia L.Rev. 1271,
1288-89 (1865)

£6) Horthern Trust Co. v. Essaness Theatres Corp.
105 F Supp 954 (N.D. I11.1952)



-2y -

e v . : 8 . ; .

%:; , rounding land. ! vhat is why disclosure only
rnakes sense within a specified short time
liwmit.

4) the problem of partial disclosure

another iwmportant implication in this context
iz the request for full and not'only nartial
disclosure. u partial and incoaplete infor-
mation may be nmlsleading and confusing and
result only in a deterioration cof the market.
That is why an insider should ve obligfed to
reveal all he knows without -~onmitting maverial
particulars whicn may altfect ana influence an
outsider's decision.

5) Dissemination

Zven the most complete disclosure will not be o
efiective until the information iz distributed ‘
broadly enough to reach all trose affected by it
in en understandable manner. Important factors
coverning this problem are the choice of the
medium of publication itself, its distribution,

its quantity and level of reacers, listeners

87) W. rainter, "Fecderal Regulation of Insider Trading"
170 pp. (1968); SEC v. Texas Gulf Bulphur 401 Fad
855 (2nd Cir. 1968) ; Fleischer, "Securities
Prading and corporate information practices"
51 Va. L.Dev. 1271, 1291 (1€55)
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and viewers and its reputation., ss far as the
information itself is conceruea it may aepend
on the rature gquality and complexity of a cer-
tain information, the class of security,its
distripution and the type of corporation in-

volved. inother important element is the avail-

‘wbility of alternate and perhseps nore effective

means of publication and disclosnre.a renerally,
the way of digssemination should ne considered

to be adequate , if the means chosen ror pub-
lication are likely 30 reach the audience the
information is designed for.

6) Leakage

The distribution of an infoimation may not occur
intentionally. The stock exchange is always a
creative playground of rumours, fairytales and
gosslp, walch may be created by some leakage of
corporate information. FKevertheless, they have |
an impact on the market. In huge public companies
and corporations.it 1s almost impossible to keep.
an information,  which is not or not vet designed '
for publication totally secret because of the in-
volverent of many persons. The persons spreading
runours are very often not well informed. Butbt does

a company have the duty to deny, specify or af-

firm or il necessary even correct an incorrect
Anformation.affecting the market value of its

stock?” Un the other hunca, an unauthorized leaking

of an infermation 1s notv enousn to nmeet disclosure
stondards. 1t recuires sone turther confirmation,

but does not allow an inciaer toe trade on this basis.

88) u. Johnston, "vomment:Gren v. Charterhouse Group
Canada ILtd. ¢t al. " 571 Can. Bar Rev. 676,687(1973)



7) asttempt of a definition

These are the basic ﬁroblems to determine

the nature of an inside. intormation. Thus an in-
formation which is supposed to have a material im=-
vact on the securities nuariet and is completely
and intentionally revealed by the right person or
institution at the right time by an appropriate
means of publication is not deemed to be an in-
side information. Not to comply with one of
these elements creates an inside information pro-
hibiting an insider to trade in the securities
concerned. ‘

I1. Disclosure requirenents

wince the cern disclosure is the key element of

e
the definition given above, the disclosu

]

& DPro-
visicns are the starting point of the comparison
of the four aifferent jurisdictione. ’

1) Definition of the term "insider"

af first, it has to ve stated thut the meaning
of trne fterm "insider" differs according to dif-
ferent purposes. an insider for disclosure re-
adremcnts does net necescarily have to oe the
the sarie perscon as for liwoility purposes and
vice versa. That is why the following chapter
faces exclugively the derinition of the term in-

sider for disclesure reguirements.
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a) U. S. a.: Sec. 16 (a) BEa

vec. 16 (a) SEA imposes a reporiving duty on every
officer or director of a company having issued »
equity securities registered on a stock exchange ?ﬁ,
well as every person who is dircectly or indirectly
the beneficial owner of more than 10% of any class

of any equity security.

b) Canadian statutes

vec. 100(1) CCA defines "insider" as a director
or officcr of a corporation and a2 person who be-

~neficially owns or exercises control over equity

shares of a public company which carry more than
10% of the voting rights attached to all its oub-
standing equity shares. '

The crucial term in these two definitions is the -
deteruination of an equity security depending on
the gtock or bonds the compeny hus registered.
These sections do not apply to any of the securi-
ties - even egquity securities - of ' a company having
only rezistered convertible bonds.

in order to avoid this result, the definition of
“share" in sec. 121 (1) C3Cs contains an exten-
sion to currently convertible securities and
currently exercisable options and rights 0 acquire
shares carrying voting rights. It also includes
rersons being avble to gain influence in a corp-
ration bhecause of their mere ability to obtain
equity shares. This extension, however, may have
an opposite effect, because the Getermination of

89) L. Loss. “iecurities liepulation” vol.II 1039
2nd ed. 1951



5
9%) vec. 27, 31, 3 Ci 67; 25 (2) C& 76

O

- 33 -

number of "ghares" issued. Thereiore a shareholder
of a corgoration having issued a considerable
nuinber of convertible bonds, who holds more than
10,5 of the outstanding voting shares, may hold
less if conversion or acquisition rights are taken
into accountgo. _

The insider definition-of sec. 1(1)(17)0SA con-
Yains basically the same elemcnts as sec. 16(a)
SEA and sec.. 100(1) CCA with two alterations:

The term corporation has been replaced by"repor-
ting issuer" so thet the reporting requirements
anply also to unincorporated associations. In-

stead of "eyuity shares" the OSA uses the expres-

sion '"wvoting securltles”.9

The definition of sec. 158(c) WSA is subsbantially

the same as the one in sec. 100(1) CCA. In ad-
diticn, the Canadian federal sbtatutes extend the
insider definition to persons who may have access
to corporate informavion becausce of a special re-
lationship with one part of & group of corpora-
vions under common control9

c) British regulations

In Great sSritain, the Companies Acts provide faor
disclosure by directdrs, their spouses and chil-
dren and shareholders with 5% or more of the
voting suares of a listed commany.95

S0) .anisman, "Insider !rading uncer the Canada
dusiness Corporaﬁions act", .icGill Univer-
sity, ..eredith iMemorial Lectures 151 (197%)
Sec. 1 (1) (44) 03A '

) .
2) sec. 100 (2) CCA; 121 (2) and(5) CBCA

P
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Rule 17 and Practice Note Ir.9 of the ult; Code
on Take-Overs and lMergers require disclosure by
ewery director and any person "acting in concert"
with the offeror. Acting in concert with someone
"includes all persons who, pursuant to an agree-
ment or understanding actively co-operatve through
the acquisition by any of them of shares in a
compeny to obtain or consolidate control of that

]

Q4. . P
compuny”’." This definition

covers members of a
group holding more than 2C%h of its shere capital,
close relatives and reluted trusts cor pension

]

funds of a coupany and each of its directors as

well as agents, investment companies or 1“1nanc1al
advisers9)

d) West - uvermany

The West-Cerman guidelines are lacking any type

of disclosure reguirement. § 2 InshdR givés a
zeneral definition of the term "insider" appli-
cable to trade prohibitions and liability pur-
poses. It will be referred to in the special sec-
tions devoted to These probiens.

e) Comparison

at first, the comparison ol the persons and
institutions mentioned proves orne obvious re-— _
sult: bach regulation incluaes directors, corporate
officers and major shareholders of a margin from

5 to 25k equity ovnership. The efforts to extend
the scope

94 ) einberys and Blank on Tc““—wVCfs and |

2, 4t ed. 1979

g5) Weinbers; and Blank on lake~Uvers and
914, 4tn ed. 1979

O
n
-

——
[

ergers
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of definition beyond this "inner circle" of per-
sons havingy access to inside information éomply
with the recent developnent of the securities
industry. Affiliated enterprises, investment
companies, banks and financial advisers now are
in a comparable »ocition to wcguire and market.
inside information. On the other hand, a repor-
ting auty imposed on this group of persons and
institutions may involve congiderable workload
for them. Brolers, banks and financial advisers
use to ac¢uire an abundance of corporate infor-
mations wanich can impossibly be completely regis-—

- tered and reported to a securitiecs commission.

That is why i1t is probably undcsirable to extend
the disclosure requirements beyond the group of
persons mentioned in S€C. 15 (a) SEA, the Cana-
dian statutes and,the'Companies Acts. For the
purpose of disclosure it seems to be sufficient
to cover the "inner circle” of insiders. Despite
the difficulties to properly determine insiders
beyond this circle, the gain of & Iittle bit more infor-
mation about possible abuse of inside informa- AR
tion would lack any relationship to the burden
and workload involved. Thus the definitions of
seC. 16 (a)simiA, 10C(1) GCA, 121{1)CBCA,1(1)(17)
084, 139(c)SA; and Sec. 31, 5% CA 67,26(2) CA 76
can ve considered to be sufficient. The more
broad wording of the City Jode provisions is ne-
cessary Lo include everybody involved in a take-
over attempt. This group of persons acting "in
concert" in the course of such an undcrtalking
is easily detverwminable and limilted. Therefore
these provisions are not likely to create many
problems. |
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2) Content of the reports required

The second problem in this context concerns the
content of the reports to be riled.

Under sec. 16 (a) SEA an insider has to report
his holdings of all the. issuer's eguity securi-
ties and any change in 1t.

In Canada, the content of the reqguired report is
the sane under both federal acts 96. The insider
has to indicate his "insider interest" meaning

his holdings, which have to be distinguished in
securirties owned beneficially and equity shares
over which control or direction is exercised.

In the case of indirect ownership the report has
to disclose the intermediary and if control or
direction is exercised, the capacity in and .the
means by which it is exercised , has to be lllustra-
ted.

A report of changes of an insider's holdings has
to contain basiceally the same informations as the
initial report 97, Detailed information is requi-
red about each transaction, tuae number of securi-
ties bought and sold and the price at which it
was eflfected.

Even more claborate information is required, if
tne insider acquircs securities by the exercise
of an option, by a transaction not taking place

in toae open market,where neither a purchase or

C
Ch
N

Canada vorporations Regulations, foxm 7
Canada upusiness Corporations iezulations, Iorm 24
07) Canada Jorporations Renulatiouns, Iorm 2

Caneda Business Corporations iegulations, Form 25
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sale 1s involved ond if the insider sells to and
purchascs directly from the issuing Corporation98
Lasically the same reyuirements apply in Ontari099
and Québecqoo;

Under sec. 27 and sec. 31 U.. 67 and sec. 40 Cia-T6
British insiders have to disclosc particulars of
all interests and occurrences regarding interests
i.e. holdings and dealings in the securities of
the company or associates.

The Uity Code regulres detailed disclosure by the
dircctors of the offeror and any person acting in
concert with the offeror of shereholdings in the
offcree oompany. The same rule applies vice versa
to directors of the offeree company and persons |
acting in concert with it, if the considcration
offered inciudes equity securities in the offeror
‘company.qoq The term "interest" is considered

to have the same meaning as in the Companies Acts
of 1976 and 1967102.

As Tar as the content of required reports is con-
cerned, the regulations show no basic differences

N
They all ask for more or less detaliled disclosure -

of all holdings of the coupany's and affiliated

companies' securlitvies and any change in it.

3) Time limits

Because of the importance of the timing of dis-

closure, the statutes set certain time limits
D

within the reporlts have tco be submitted.

o

G8) ¢anada Corp. Rez. Form 2, Lastruction Nr. Y
Canada Bus. Corp. leg. Form 25, Item 8, Instruc-
tions Hr. 7-9 »

99) O(nturio Seceurities ﬂeguiations, rarv VII, sec.
147-150, Lorms Hr. 56 and 37

100) sec. 141-147 QSA

101) City vode rule Nir. 17; practice note Nr. 9

102) W@einbers and Blank on lae-Uvers and lergers
2525  4tn ed. 1979
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In the U.S. the insider usually has ten days after
the actual date of purchase or cinange in the owaer-
ship of the securities to deliver the revuested
data:105 These reports, however, have 1o be received
and not only posted within this specified ten

day poriod.qu
In Canada, the insider roport nust be filed with-
in ten days of the end of the montvh in which the
105. Accordingly, this:
period may sum up to a moxinmum of 41 days =~

enough time for some undisclosed trading. The only
exception applies to the acguisition of 20% owner-
shir in voting securities under <cec. 103 CSA,

which has to be reported within tareedays after

the date of &scqyuisition.

Under sec. 27(3) CA 67 a director has to give the
notification within five business days of the oc-
currence. In the case that he is not aware of

this fact at tnat time, the report has to be
submitted within five business days after he Dbe-
comes aware of the factqo6. The City Code does
not contain a specific time limit. It provides

-only, that the requested disclosure has to be

made in the offer document. That means that dis-
closure is not required at the time of pending
take-over negotiations, which may last for a long
time. vec. 17(4) CC only provides for a state-
ment in the document of the offeree company ad-
vising its shareholders on an offer to list
dealings in the shares in qguestion during the

period commencing twelve months prior to the

10%) sec. 16 (a) SWA

104) L.Loss, "3ecurities Repulation', vol. V, %002
2nd ed. wmupp. 1959

105) sec. 100 (1) CCA; 122 OBCA; 102 OSA; 141-144 QSA

106) read with sec. 27 (12) Ci ©7 and sec. 24 CA 76
excluding weekends, legal and bank holidays.
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beginning of the offer period. This provision,
however, hardly improves the position of the
shareholders and the investing public. At the
time of the notification insiders might have al-
recady dealt extensively, but for the shareholders
particularly of the offeree company the same chance
is gone. ‘ '
The possible 41 day period of the Canadian sta-
tutes and the deficient formulation of sec.
17(4)CC leave enough time to an insider to deal
in the securities of his company on the basis of
inforiuation due to disclosure later on. These pro-
visions are weakening considerably the efficiency
of these disclosure provisions.

4) Publication

The mere collcction of information by the rgspon—'
sible institutions does not mean anything without
effective publication, dissemination and diges-
tion.

In the U.S. tine reports are made available to the ppblic

both at the ©iEC's office and at the stock exchan-
Gesqo7. They are published in a monthly pamphlet
to be obtained at every exchange and regional

SHEC office and is widely distributed amoung bro-
kers, investnent firms and financial services.

In Canada, all reporis filed are also made avail-
1 i . X

able for public inspection o5 . The publication

in a nonthly periodical is either authorized or

. 10¢ . . .
mandatory . As a matter of fact, Uanadian finan-

cial rublications 2nd even newspapers now report
resularly inpertant develonments from insider

. 7
reporcs.j 0

107) 3EC-rule 24b - 5 (a)
108) sec. 100.2.(1)CCA;5 259 CR-A, 157 O84; 148 QSA .
109) sec. 100.2.(3)CCA; 123 CBCA; 116 OSA; 148 wSA
110)  Anistan , "Insider Trading under the Canada
Business Corporations Act FMcGill Univers.

iieredith Memorial Tecifnrmae ARA 204 Fa0orN
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Thc British Compa nLcs Acts vrovide for Ghe col-
lection of the informaticns delivered by the di-
rectors in a register to be kept up to date by

the companies themselves and open for public in-

R ¢ . .
spection . 1f the dircctors' reports contain -

O

informutions about securities listed on a recog-
nized stock exchange, which is the usual case,
this institution has to be notified immediately
to the sanc extentqqg. The stock exchanges are
autliorized to publish the informations in an ad-
cyuave ma 1ne”1q9

Generclly it can be stated that these provisions

3

provide for an adevuate and suificient publication,

Q_l

issenination and digestion of the reported in-

)

v

sider activitles. Anotiacr guestion, however, is,

wheth these publications are actually read by -
the persons concerned.

5) Luiorcement

The sanctions for enforcing complilance with sec.
16 (a) SEA are criminal prosccution and mandatory,

- s 114
inJjunction . Against ezchar

nge uembers or re-

cistered broker dealers admlnistrative discipli-

nary action might be taken.

In Canada, the Minister or the Securities Commis-.

sions are ~uthorized to appliy vo o court for an
rder forcing an insider to obey tne sbtatutory

provisions.quThe failure to file an insider re-

1) sec. 27 CA 67

112) sec. 25. CA 716

11%) Veinbers and Blank on Talke-Uvers and Mergers
2519 4th ed. 1979

1M4) SEC v. Great American Industries Inc. 259 F Supp
99 (1856); BEC v. Gobonda Mining Co. 291 F Supp
125 (1908)

115) sec..i00. 3. (5) CCA; 245 CDCA; 122 0SA; 154 QSA

,-
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port or the subnission of a false and misleading
statement will be munished as a criminal offenseqqs.
The penalties rance from a fine of 1000 Dollars

in se¢. 100. 3(1)CCA which is now increased by

sec. 122(2);(10)CBCA to 5000 Dellars to 25,000

for non-individuals and companies in Cnbtario and

possible ilmprisomsent belbween a maximum of six

In Britain, the sanctions for non-compliance under
the Ca 67 and Ca 76 are comparaole. The maximum
penalty to be imposed on a director falling to notify
or submitting false or misleading stutements delibe-
rately or recklessliy is a fine nob exceeaing 200 bds.
or un to two years imprisonment o2 both117.

A failurec to recowd information submitted 118

or to inform the stock exchqngeqqgmay lead to a
renalization of the company and every officer
intentionally authorizing vhe default by a fine not
erceeding BOOvlbunds and an additionegl default

fine for each day the default continues.

These vartially harsh and severe sanctions agalnst
non-conpliance with the disclosure provisions

have undoubtedly a deterrent effect.
6) Exemptions

The svatutes,however, authorize the administra-

tive bodies to grant certain exemptions from the
reporting requirements. Under sgect. 16 (a)SEA

these exerptions are linited to some administrq@iye_

116) sec. 1G0. 3. (1) CCi; 122 (9);(10); 243 CBCA;
118 084; 160 QSA |

119) sec. 27 (8) Ci 67

118) sec. 29 (12) CA 67

119) sec. 25 U & | g
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simplifications of some reporbtin; duties in or-
der tooavoid multijple submission of the same re-
port.q“o = _
The Canadisn commissions respectively the liinis-
ter have the general authority to cexempt a person
totally or parti?%%y from the reporting duties

~upon application ,_ even witin rcurospective

12 . . 123
cffect or upon his own motion <~

In Yuébec, cxemptions may only be granted in case
of a conflict with cnother Jjurisdiction or if
other regulatidns heve a substantial similarity

to uebec's roquirementsq24and if it is not
opposing Lo the public interest J5

The possipbility to exempt a person based on a
cormmiosion's discretion is said to bve frequently
o 126 . .
plica “Uparticularly in cases oI lnter—-corpo-

ratbe holdings. Yhe guiding principle tc grauat

these ervenptions is the test of access to specific
confidential intormation. The debternination of
persens having access to this trpe of inrormaution
dependg on the structure of a proup of companies. \
the comyanies involveo will alvieyvs be highly inter-
eshed bto exempt as nany percons as pessinvle.

In additicn, the Untario nectrifies Ccmmlssion
requests affidavits from specifited non-exenpted

insiders who nave to guarantec not to transfer

120) L. Lbss; "Securities Regulation" vol. V,)OOO
2nd ed. uupo. 1669

121) sec. .100. 1. (10) CCA; 117 (2) (a)(II) OSA

122) sec. 122 (8) CBCA

125) sec. 117 (2) (a) and (b) 0SA

124) sec.. 149 GSA

125) D. Johnston, "GCanadian Zecurities Regulation”

292 (1977)
126) D. Johnston, "Csnadian Securities Regulation”
92 Fn. 67 (1977)

(AW



confidential inforration to cxecupted persons
within an interlocked corporate spructure127.
In Great JSritain, there are no conmparavle exempting
provisions Lo ve found. 7
The possibility to grant certain exemb%ions does
not only diminue the administrative workload and
expensés for Commigsions and companies and avoids
he submission of multiple reports, but also pro-
vides a ccertain flexibility, which may avoid in-
justice and clashes between different Jurisdictions.
This is particularly necessary in Canada, where |
we have concuricnt application of Federal and Pro-
vincial repulations. i Irequent use, however, is |
Iikely to wealen tae whole cystem. -

7) Comparison

With one exception - West Ucrmany which has.no
disclosure regulations at all- the reporting provi-
sions are rééembling to each other. They enable

the administrative bodies to control the actual
ownership of insiders' securities and every change"
in it and impose some severe sanctions in case of
non—compliance. The City Code and the Canadian
statutes are deficient as fdr as the reporting
periods are concerned. |

But do they really achieve the goal - to ensure
disclosvre in order to create an equal opportunity
for every investor? That has Tto be doubted, be-
cause the provisions examined provide only for

the disclosure of how it may be called "secondary
information" If an insider reports to have pur-
chased or sold securities in his conmpany, he might
have already reacted to some initial "primary" in-

formesion. Theprimary" information 1s the initial

information about come coniidential corporate facts

127) . Johnston, "Canadiun Securities Regulation"

295 (1977)
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which ave likely to affect not only the insider's but
also every potenticl investort decision to invest

in this particular security . Secondary informa-
provides only for disclosure of possible insiders'
reaction to it. The reportvinginsider complying

with the disclosure provisions might have already dealt
in the securities concerned, before an "outsider"
will get a chance do do the same. Thus disclosure -
of secondary information combined with a certain
time lag to submit the required reports is far from
improvine the position of the investing public.

The reporting duties may only facilitato to acertain
extent the‘proof of an actual violation of insider
trading prohibitions. v

It hns to be admitted that the ochievement of dis-
closure of the so-called orimary information in

the original scnse igs an utoplan goal, be-

cause the actual moment of acguisition of an ini-
tial primary information can hardly be dectermined,
proven and controled. Disclosurc cannot take place
at the same noment the information is acquired.

Thus the guestion becomes a problcewm of the value
of secondary information. It might be helpful to
a certeln extent to distribufe it widely among pro-
fessional dealers, prokers and financial advisers,
who will be able to assess secondary information
and advise customers accordingly. The normal in-
vestor is not supposed to read these publications
anyway. But it is at least doubtful whether the
disclosure of uerce gecondary information Jjusti-

fies the estublishment of huge ana costly adminis-
trative vodies and imposc considerable workload

on  an administration and the insiders. There

is haraly any Jjustifilable relationship between

this buiden and the result to be achieved. That

is why it appears to be more logical to restrain
from any sort of reporting duties and 1its adminis-
trative efforts and expenses involved .- as West—
Germany doecs.
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IIf. Yrading prohibitiouns

In addition to provide for a detailed disclosure

of shareholdings and dealings the regulations
impose certain restrictions on insider trading.

They either prohibit completvely the use of inside
information or forbid expressly certain transactions
being attractive as such or methods and schemes to.
circumvene the dl°CLOSUTC ant lizbility provisions.

R wry

1) Express grohibition of certain transactions

a) U. S. A.: Bec. 16 (c) oiia

P w128 . C L - )
Sec. 16 &c) SEA contains & prohlcltl(nl of snort
oL 12\« .
soles or "sules ag ainsl the vox" L widers 7. 1n

crder to hide nis intentions the sceller who ovie

e

and pousesses stocek which he 1 thecrefically anle

te deliver aveids discleosure and cubscquent liability
by ol dertivering the grarcg. ile verrows-some other

sheck Lo make Lhe aelivery. Thore ic @lso the possi

M

bility that the lasider aoes

neh evern owil the secie
rities sola but vorrows in order to ve able to deliver.
rhe iransaction is completed by elther buying ’
slock or uveing the existing stock to repay

e 13 . . . T
the Lenders DO. This scneme known as "selling

ageinst the box™ is not a short sale in the ori-
ginal sense because the customer does not have

to repurchuse the stock but may deliver any secu-
rity beinz " in his box " at that time. The shares
acquired are not and those being sold remain re-
gistered under tre naume ol the insider. In this
case, the insider is totally indistinruishable

128) 15 U.8.C. & 78 p (c)
12S) L. Loss, "Securities Regulation vol. 11,1090

2nd ed. 1961
1%0) L. Loss, "Securities ker
1240 'n. 26, 2nd ec. 1957

|' 2

ulation’y vol.II,

()\
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from any other short seller, because he .is entitled
to deliver any tynce of security he wants. Thus

sec. 16 (a) and (b) do not upply.qu' sec. 16 (c)
SEA is exacly desigued to prohibit this circum-
vening scihiciie.

the basic problem of this prrobivition is the de-
finition of the term "ovinersnip'". a4 person "owns"

the securities only il he has o surplus of the
securities concersed but net if the shares existing on
on his account ana the borrowed cues are at even and
in the cunue of & surplus of sorrovica snures132.

L suller v, ﬂilbert1jj it die arpgred tnat the term
ovnership has 1o be interrresec nrowaly to include

" o suostantial property interest sufficient for the

. . . . - 134, .
rurroses of entvering in a contract cf sale 34”.
h) Canudian statutes

In contrast te Ontaric anda Quenece she Canndian Yederal
. . 'ITL . P » . N .

statutes  ““are resenbling te sec.10 (¢) Lisdh. Lhese

sections are clearly inapplicavle 1f there is no in—’

)
tention to sell short and the securities are actual-

N 1%6 . o .

1y deliverea 3. in contrast to sec. 16 (c¢) visa the
13 : . e - . .
2 contalns a aefense against unfair application

of this short sales prchivition.

151) cook, .seldman, "Tnsider Tracing wnaer the .he-
curities wxchange ~ct', 56 rarverd L. kev.
612, 637 (1953)

152) vooir, seldman, wisider rroain under nhe secu-
rities wrxchange act', 0O linrvara L. iev. 612,
636 (1u53%) '

15%) 244 2 Supp 196 (0T 194h)

1%4) 244 ¢ Svpepn 196, 214 (Buad 15065)

155 Sce. 100. & CCA; 124 C3BCA

1%36) Anismnan, “Insider Lrading uncer the Canada
mnginess Corrcrations .aet", ..etrlll University,
Meredith Memcrial Lecturcs 151, 205 (1975)

1577 wee. 1¢l. 6 (1) (b) Cua :
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Uertain transactions, which are clearly outside
the legislative intent are exempted Lfrom section
16 (c¢) S5EA. They include sales by a broker who has
. 1% ] o '
no personal interest ’8, underwriting transac-

tions which are also exenpted from sec. 16(b)
SPA'159 140

and the isguance of securities
Sec. 124(1) CBCA has modified the prohibition by
precluding the sale of shares by an insider, which
are not fully paid or the salec of shares held on |
marsin. This provision, however, may be casily
overcome by & bridging bani loan to pay off the
margin lmmediately before the sale of the shares
or oy fvll noyment or the sharers with borrowed

funds. thereby this provisicn can be

easily cir-
141

curivened.,
c) bkxercice of optious

A secona cuategcory of traailng prebivitions intro-
drreea in Canaca and Great sriftian concerns the
evercise of coptions by ingicers.

The CCA and the'CBCAqqurohibit the purchasc of

a "putor a " call by an insider in respect of
securities in his corporation. A "put' is a trans:\
ferable bearer option to deliver and a'callis
an opticn to demand delivery of a specified nuu-
ber or amount of securities at a cpecified price
145. These provi-
sions arc desipned to prevent insider trading in
option dealings.

within a2 specified time period

A
e

158) SEC-rule X-16c=1; 17 T
134) SEl-rule Z-16c-2; 17 CIR

240 16-c=1 (1949)
240 16=-c=2 (1949)

o &

140) BiC-rule £-15¢=3; 17 CiR % 240 16-c-3(supp. 1952)

141) Anisman, "Insider Trading under ‘the Canada
Dusiness Corporatiocns Act', lcGill Univers.
lieredith lemorial iectures 151, 205, (1975)

142) s€C. 10G. 6 (£) CCA; 124 (2) CBCA

4%) se 100. 6 (6) CCA; subsect. 2 (1) definitions

Q

e
By
@)
Pl
» —



- A -

Sec. 25 Ca 67, contains a similar prohibition.
The use of the word"buy" in the statutes“mentioned,
e:: : however, opens certain loopholes. It does not pre-
~vent a director either to purchase a right o
subs:ribe shares or debentures or the accuisition
of convertible stock144, the sranting of an op-
tion to a third person -or the accuisition of an
option without consideration, which is not deemed -
to be a purchasc. These are delfinit=2ly some short-
corings of the Canadlan and Sritish restrictions
to prevent option dealinrss by insiders.

LI o

2) Total prohibition of insider tracing

A different means of restriction is a total pro-
hibition of insider dealing and the cranting of

certain specified exemptions, a method chosen by
the voluntury solutions, the Uity Code and the
Yest-German insider trading guidelincs.145;146
Thus the guestion has to be: Which dealings'are
prermitted rather than vrouibited?.

Under the City Code an insider moy deal in the
securities of his company, 1if the take-over or
merzer offer is not considered to be price sen-
sitiveqq? or if he complies with the disclosure
rrovisions of sec. %1 CC. ,

£ 1(2) InshdR exempts dealinss made upon instruc-
tions or directives and those which are specified4‘
by the by—laws of The corporation 148. This pro-
vision also exempts trades, which fit in a long

. s . 14
term cntrenreneurisl conception of The coupany 2

T44.) Weinberg and Dlank on Take-Overs and Mergers
2526, 4th ed. 1979
145) rules 7 and %0; practice notelr. 9 City Code
145) 4 1 InshdR
- 147) rule 50 City Code
- 148) § 1 (2) (a) InshdR
149) € 1 (2) (b) InshdR

S~
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This latber exception, however, does not permit

short tern speculation profits. It is 6651 ned

to allow the reallzutlon'Long—term entrepreneurial
econonic vrojects. "he third exempbtion 150applies

to banizs and professional econoric advisers who

use to deal to safegunrd the interests of their custo-
riers or within the scopne, of their usual securities

business. This »rovision was intrcduced in order
not to exclude professional dealers from trading

in a specified security in the usual course of

3) vomparison

The comparison. of the two basically different ap-
proaches nay baclk the argument that the statutory
provisions encouraze the search for loopholes.

The American and Canedlan federal statutes and

the Companies Act 67 are expressly prohibiting
some svecified types of transactions. Accordingly,
every other transaction not expressly listed
is permitted. Yice versa,a total prohibition
granting certain exemptions specifies the trans- )
actions allowed. All other transactions not express-—
ly permitted are generally ° prohibited. This
difierent approach has an ilmportant impact on

knew unlnown schemes, which may be designed to
circumvene existing rezulations. They are gene-
rally sermitted under the fmerican and Cana-
dian express restrictions method but prohibited
vnder the botal restriction approach, because they
are not cupressly listed. The first system requires
continuous legislative updating of provisions, '
while a total prohibition is flexible enough to
cover new schemes arising, wnich may be expressly
permivbea 1f they turn out to e harnless.

150) ¢ 1 (2) (¢) InshdR
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Thie American and Canadian approach may be preferable
from the insider' s point of view, who deflnltely
@:; : knows, whether an intended undertaling is prohi-
’ bited or not. Under the German approach and that
of the City Code he has to assume, that it is
prohihited if not expressly exempted. The total
pronibition methed has- zdvantages for the inves-
“tingz public, which can be sure not to be outper-
formed by some new circumvention schemes. This
problem is acctually the first point where the
different solutions are balanced in favour of
either the insider or the investing public. |
The enectors of the SEA, the Canadlian Federal Sta-li
"tutes and the Companies Acts have chosen not to o
tle too much the hands of the insiders, whereas
the Gernmnan solution of insider {rading prohi-
bition and that of the City Code are strengthening
the position of the investing public.

IV. banctions

Despite the ex cistence of disclosurc provisions
and trsding prohibitions insiders keep on trading
in securities of their companies. That is why all
the jurisdictions examined provide for a selectlon
of sancitions penalizing The actual abuse of in- '
sicde information. This has generally to be con-
sidered to be the most interesting and difficult
section within that context, since the sanctuary
and liability principles have been subject to
considerable extensions and iumportant developments
in order to adapt the repulations and its inter-
vretations by the courts of the different Jjuris-

- .¢ictions tc expanding necessities of the problem.
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1) Liability

The nost effective sauction -is to pro-
vide for a type of liability, if an insider has

‘actually traded in the securities of his company.

The basic American liability provisions are sec.

16 (b)SEA and for the purpose of a private cause

of action rule 10b-5.

The Cenadian liability regulations are to be found
in sec. 100.4 CCA, 125 CBCA, 1371 0SA and 1571 QSA.
In Great Britain, there are no statutory liabi-
lity provisions.Here we find an extensive applica-

ticn of the principle of fiduciary duty.

Iac West-German liability provision is § uInshdR.

n) The extension of the definition for liability purpos:t

'In‘order to cover the full scope of the

liability »rovisions, 1t is necessary to have another
look at th.: delfinition of the term "insider", which
for liability purposes gocs far beyond the one

used for the reporting reoulrements. Transactions

Dy persons not deemed to be insiders within the

scope of the reportinzg duties motivated directly or
indirectly occur as well, but would likely pass
unnoticed-./]S/I The definiticn adeguate for disclo=-
sure purposes covers only the top of an iceberg.
Therefore courts and legislabtors have conside-.
rably expanded the"insider " definition for liability
purposes in order to include persons having access
to inside informetion in- and outside the corporate
structure. heJ will be dealt with according to
the different groups they belong to.

151) W. Paintér, "Fedefal Regulation'of Insider
Trading" 136 (1968)
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aa) intra-corporate extensions

(1) 3 2 InshdR

Since the German definiftion particularly applies
to liability situations, this regulation |

has to be introduced here. According to § 2
InshdR, "insiders" are deemed Lo be the legal re-
présentatives, i.e. executive directors and mem- _
bers of tie supervisory board of a corporation.and
the naried persons of joint comron domestic enter- -
prises, if they hold a positicn giving them access
to inside information. Shareholders. holding more

than 25% of the eguity shares, their legal repre-

sentatives and members.of the sunervisory board
are deemed to be insiders as well. The definition
covers also emplcecyees of the company, of a Jjoint
common domestic enterprise and of a 25% eqguity
shareholder, if they hold a position giving then
access to inside information. There are unfortunatgly
no general criteria to determine who actually be- .

’

lonzs to the group of persons having access to
inside information. This basically depends on the
structure of a company and its interloclking with
other firms and the usual circulation of infor-
\ation within the corporate structure,
q52banking'institutions,
the members of the supervisory board, exccutives -

Under certain circumstances

and emnloyees being able to acquire confidential

corporite information becone ingiders too. This
somcwhat unique reguirement is the result of the

exposed and close relationsihip German banks have
to corporate customers. They provide several ser-
vices being executed in lioth America by brokerage

firus, trusts and financiazl and investment advisers.

152) ¢ 2 (1) InshdR
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simply 1listing a rew key positions proved to be
154 In Coloy v. Clune 155 the 2nd
Circuit derined an officer to be " a corporate em-
ployee performing important cxecutive duties of
such character that he would be likely, in dis-
charsing these dulies,to obtein confidential in-
formution about the company's allfairs Lthat would

insufficient.

aid him if he engaged in personal narket transac-—
tions". This definitvion covers every corporate
employee having - even Jjust occasionnally- ac-
cess to confidentizl information. |

In Lockheed aircraft Corp. v. wathman' 20 .

the Court, however, held an assistant treasurer
nct to te an officer, wvecause the work he performed'
did nol correspond exactly to the dutics to be
executed by The original treasurer, ignoring the
fact that the assistaunt vTreasurer tempora?ily
substitued for the treasurer and the Lockheed by-
laws listed the assistant treasurer as an officer.
This court merely looked at tne function of the
enployee and not a possible or zctual access to |
confidential infovmation.

)

. . i . iy )
The ~inber cvommitvec 57&130 1

qe
<

the emphasis on
access to inside information

o
E.)J

those pcrsons .
wilo tole vart in che formulati of corporate
decisions. The same applies to the German guide- -

. 158
lineg '~ .

154) SJook, Feldman,"Insider Tradins under the Secu-
rivics Exchange Act" 66 Harvard L.Rev. 385;'
596 (1953)

155) Colby v. Clune 178 r¥2d 872,373 (2nd Cir. 1049)

156) Locrheed Aircraft Corp.v. Rathman 106 F Supp
810 (8.D. Cal.1952)

157) Ontario, Attorncy General's Committee on

Securities Legislation, Report 2.06;2. 10(1965)
158) § 2 (1) InshdR
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Since the British Companies acts ao not provide

for any liapnility at all, thne Courts merely recourse
to the principle of fiduciary auty, narticularly to
the specific reguirement to avoia a conflict of duty159
and personal interest. YThe application of this prin-
ciple narrows the scope of persons o de covered down
to every employee without regard to his actual or
possible access to confiadential information. This co-
verage 1is even broader than the other regulations
exanined.

(3) rartuners and assocliauves

A problem related to the uefinition of directors,
officers and other corporate employees is the pos-
sible liability of partuers ana perhaps the part-
nership ilself. .

although directors of a corpeoration who are at the
sare time members of w partnership usualiy are indi-
viduals representing their own interests, there are -
situations where a purtnership owning substantial
holdings in a ccrporation.elects w« member to re-—
present 1its interests on the corporation's board

of directors. In this special situation,the question

arises, whether the partnership and its members

ma;y be subject to liability. ‘ ,
The first American case dezling with that subject.‘
mateer of a nossible liability under sec. 16 (b)
ohia was Rattner v. Lehman Bros.16O In his con-
curring Judrsement, Mr. Justice iand stated, that

if a firm "deputed" a partner to represent its

159) Jones, "Unjust enrichment ana the fiduciary
duty of loyalty", va L. Q. R. 472 (1968).

\

160) 193 rod 564 (2na Cir. 1452)
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interests as a director on the board of another

firm, the othﬂr partaners would not be liable.

This was the or1”1n of the so -called"deputiza-

tion theory" 101. Lehman dros., an investment banking
and brokerage partnership, realized short-swing
profits by tradin; in commdn stock of"lonsoli-

dated Vultee Aircraft Corp.", wuile a Lehman partner,
Mr. Herta, was at the same time a director of Vultee.
Unfortunately, this decision gives no clear explana-
tion of what was meant by"deputization".

In a series of subsequenﬁ cases, the courts assuged _
the existence of the deputization theory162’ 1692 164,
which as a question of facts had to be adapted case by -
case. In sarquette Cement manufacturing Co. v. uuareds16?
for instance, the Court held the mere positioning of an
indreas' partner on Marquette's voard and the engagenment
of the trust in snort swing speculations involﬁing Mar-
quette stock to be enough evidence to show a deputization
of Andreas t0 wmarquette's boarda of’Qirectors.

In Feder v. Martin sarietta Corp.Tbb the Second Circuit
elaborated six iactuai indications to point out a deputi-
Zd110111 6:7 ) . ‘

The series of american cases dealing with the provliem of
liability of partners fails to provide clear standards
for a determination of aeputization. wnvery court em-
phasized aifferent facts. Yhe determination hus to oe

maae case by cuase, & method implying severe evidentiary

161) Vapner, "Deputization under scct. 16 (b):The
inplications of Feder v. kartin Marietta Corpora-
tion" 78 Yale L.J. 1151, 1154 (1929)

162) slau v. Lehman 286 F2d 7e6(2nd Cir. 1960)

16%3) wmarquette Cement Manurscturing Co. v. andreas
239 ¥ wvupp. Y62 (1465)

164) Feder v. wartin wmarietta Corp. 406 12u 260
(2nd Cir. 1969) |

165) 234 ¥ Lupp. 962 (1965)

166) 4C6 2d 260 (2na Cir. 196y)

TRYY 406 F2d 26U, 265 (2nd Cir. 1969)
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proolewms for the pluintiff1bb. sut 1f a partner sitting
on the board of ancthier corporation is deemed to be de-
putized he has to disgorge all his profits. deriveda from
this »osition. ' '
Under sec. 100(1) CCA any partner of the berson
acting by or for the partnership is deemed to be

an associate for liability purposes.

Bince a partner does not meet the definition of

an "affiliate" under sec. 125(1)(b)CBCA, a partner

nmay be covered only by the general definition |

of sec. 125(1)(f) CBCA deeming a person receiving
specific confidential informestion from an insider

to be subject to liability. Here, however, a re-

ceipt or exchange of inside information must be

proven. it imposes no automatic liabhility of a

partner as sec. 100(1)CCA does.

wuébec has chosen a similar construction by using

the formulation"every person related td the in-
¢
sider16JL

. . . . 170 . .
he regulation of Untario ! is more problematic,
because it refers to " every pefson in a special .

relationship with a reporting issuer."™ But if we

apply the definition of a reportin:;; issuer to one

of the American cases mentioned above, it has to
be stated, that the term"issuing corporation”
applies to the corporation, on wnose board one

of the partrers is sitting ane covers this per-
son, but not the guestion razised by the American
cascs, whether one partnsr may be deemed to have
a special relationship to the corporation on
whose board of directors another partner is sit-
tinz. A generalization of the term special rela-

168) TLusardi,"The liability of corporations and
partnerships under sect. 16 (b) of the Se-~
curities lixchange Act of 1954 " 11 B.C. Indus.
& Commerce L.Rev. 272, 282 (1970)

16y) sec. 151 QSa

170) sec. 131 (1);(2) 0SA
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tionship is difficult to undertake. The result
is likely to resemble the Anerican “deputization"
approach producing a case by case declsion based
on the »arbticular facts.
as for as Sritish law is concerned, it is diffi-
cult to apply the principle of ficuciary duty to-
every fellow paftner. A partuer is not'always involved in
a confiict of duty and interest. He has no duty, if
he does not get any information personally. Yhe si-
tuation, however, may arise, 1if oue purtper is hol-
ding shares for another as & ”nominee"17'— an approach
approach resembling to the aeputization theory or
¢ntario's "special relaticnship" fermula.
Section 30 CJ applics to all persons concerned
with the discussion and considera blon of any
proposed offer. If a partnecrship vecomes a finan-
cial adviser of one of the partics involved in

taile ~ over attempt, not cach partner is necessarily
informed avout this project. Under this approach,
howcvor only minimal knowledge about the under-
taking might be likely to cover a fellow partner.
A person concerned with the take-over bid is not ™
allowed to deal in shares of the corporations in-
volved convrary to any advice given to the share-
holders without giving suvifficient public notice
of his intention' 2. This situation is unlizely
to occur very often. wuike the other solutioné,
sect. 50 CC does not impose an automatic liabi-
1lity on fellow partners.
The Gerran guidelines do not 1ncladn an express
or general reference covering situations des-— '

cribed by the Anerican cases cited above.

171) Repal (llastings) Ltd. v. Gulliver (1942)
1 A11l. B.R. 378; 1967 2 A.C. 134 (H.L)

1725 Practice note Kr. 9 City Code
Weinberg and Blanl on Taie-Uvers and llergers
2717C 4th ed. 1979
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With two exceptiors - the CCA providing for an
automatic Jlicbility and the InshdR not déaling
with the subject atv ull~ the probuiem ol Tthe
liability of fellow partners is governed

by broad crinciples permitting a flexible case
bv case aprroach and a wide range of equitable
case law solutions. This flexibllity allows the
courts to balance the interests ol the parties
involved according to the specilic facts of the
case. The reverse side is the lack ol a clear
standard of determination.

e i 4

(4) intercorporate holdings, affiliates aud subsidiaries.

A similar problem may arise within a corporate
entity. In order to facilitate the acdministrative
procedure, only an insider of eitiier the head

company, one sub31a1ary or affiliate of a éonglo-

merate of imercorporate holdings or trusts is

usually reguired to file a repori. This, however,

docs not permit insiders to deal with the stock

of the named bodies. Ior liability purposes, the

v

reoulations are .penerally more exbended and speci~

fied.

in the U.8., sect. 16 (b)SFA dmposes liability,
if tne holding company is more than a 10% bene-
ficial owner. A problemn, however, arises, if

the ownership rate is just velow the 10% mark.

In this context, we find another example of the

. he most ela-
borats Gest 1s to be found in the

expanded scope of ugc—rulc 100~

Jonmmission's
opinion in the Cady, Roberts case.ﬂj stating

two priuncipal elements: ".'irsy, a2 relationshlp

175) 40 SiS 907 (1961) o
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pivins access, directly or indircctly, to infor-~
metion intended to be available only for a cor-
pocratce purpose and not for the personal benefit
of unyone aznd secoud, the inherent unfairness
involved where a party takes advantage of such
174",Despibe the fact that this

case concerned the.activities of a broker-dea-

information

ler, the principles of access to confidential
information and unfaizness are also appllcable

within corporate holdings. The Commission, how-

ever, did not clearly explzin the nature of a

relctionship giving access to inside information175
A position within a corporaie holding might be

‘a classic examplo to 1llustrate this sort of re-
lationship.

The Canadian stabules include associates, affiliates
and. subsidiaries in the statubtory deilnltlons176
and presumptions. ‘he broad Untario provision
requiringe a special relationship is covering
this problem as we11177ﬂ o
For liability puposes unaer British law, the fi-
duciary duty is owed to the company only. This
principle cannot be extended to associated bodies
e. g. holding companie5178ahd uooldlar1e5179

2

A7H) 1o s

Lo

~

207, 912‘(1Q61)- gquoted and followed
BC v. fexas Gulf Sulr 401'F2d 833, 848
(2nd Cir. 1986)
175) Fleischer, "Securities trading and corporate
information practices:Phe implications of the

CD

by

v

Texas Guli Sulphur proceeding” 51 Va. L.Rev.
1271, 1281 (1965)
17G) sec. 10C. 4(1); 100(1);(2) CCA; 125 (1)(b); -
2 (¢)(d) C3CA; 151 uBA
177 sec. 151(1);(2) 08A .
178) Bell v. Lever Bros.Ltd. (19352)A.C. 161, 228(H.L.)
Persamon Fress Ltd. v. Haxwell (1970) 1 W.L.R. 17¢
179) Lindg:en v. L&P Estates Ltd. (1968) Ch. 572 (C.A.
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nor does it operatz in favour of any person simply

becsuse he is a peison to whom the company itself

‘stands in a fiducisry rol%tionshipW&U

This limitation is based on the holding in Per-
cival v. hright1&1, where directors purchased
shares from the members of their company with-

out disclosing that negotiations were in progress
for the sale of the company. The Court estéb;ished
the principle, that a director's fiduciary duty is
owed to che company itsell and not to the indi-
vidual shareholder. The directors are not trus-
tecs for individual shareholders and may purchase
their shares without being obliged to disclose
pendingz negotiations for the sale of the company's.
undertaking to individuval shareholders.

Under certain circumstances, however, a fiducilary
relationshin between a director and an individual
shareholder may be established. The Irivy UounqiljBQ
distiguished allen v, llyatt trom the Percival
holding on the facl, that there was a kind of au-
thorization by the shareholders Lo negotiate on
their behalf with a take-over bidder. Since
Allen v. Hyatt had been distinguished on mere
facts, the principle established oy the Per-
cival holding is still the bindiiug auvthority

cf Common law. , ,

The result, however, might be diflferent, if a
director exercises his power in accordance with

the instructions of an outsider, which 1s the case,

Tor instance, 1f a holding company has a "nominee”

director on the board of one of its subsidiaries183.

180) wilson v. Bury (Iord) (41880) 5 Q.B.D. 518 (.4.)

181) (1902) 2 Ch. 421

182) Allen v. Hyatt (1914) 17 D.L.R. 7 (P.C.)

18%) Bcotiish Co-operative lnolesale Soc. Ltd. v.
Meyer (195%) A.C. 32+ (H.L.)



N

Here tine liability also extends to the iustruc-
ting party.

“The German definition of $2(1)(b) InshdR includes

legal representatives and members of the super-
visory board of affiliated companies having ac-
cess to inside information.

(5) Comparison

The provisions and cases imposing liability on
persons within the corporate structure show two
basic lines of approacies to deal with the problem.
vome rules are leading to o kind of automatic lia-
bility, ir a porson belongs to a certaln class of .
insiders. The majority prefers a more flexible

case by case approach emphasizing the actual ac-
cess to inside information and a xind of unfair-

ness. The only Jjurisdiction hwving already dif{fi-
culties Ho extend the scope of liability beyond
che class of direciors and corpofate officers
is the one of Great Britain as a result of the .,
limitation in"Percival v. Wright". The evasion

to the''nominee” construction is extremely limited
end implies- as the deputization theory- severe
evidentiary probleus for the plainciff. The
Percival holding still being the law and authority
in Great Britain is a cledar obsuacle to adapt'
the fiduciary principle %o mocdern economic needs .

and 1s a proof of its very limited applicability.
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pp) ILxtra-corporate extensions

These tendencics nmay become even more obvious,

if the governing principles are applied to in-
clude persons acting outside the corporate struc-
ture in the insider definition for liability pur-
poses. '

(1) Professional financial advisers

The first group to be examinoed in this conbext

is that of professional financial advisers like
brokers, investment dealers and similar functions
executed by banks and trusts. These "prolfessional
insiders " usually live on a knife edge. On one
side, they have to accuuulete as many up-to-date
informations as possible in order to be able to
advise their clients effectively and successfully.
)n the other hand, they have to obey the restric-
tions concerning inside information. ‘

Two questions have to be distinguished in this |,
context. A financial or investment adviser may
malte use of an inside inﬁormation either for

nis own versonal profit or in favour of one of
his customers. Only the latter possiblity imple-
ments a conflict of duties he owes to two clients.
The leading American case dealing with

this subject matter and claiming a violation of
BEC-rule 10b-5 is 1In the Hatter of Cady, Roberts
&~Co.154 +holding that a pardtner ina brokerage
firm, who had learned of a dividend cut from

an employce of the cornoration concerned'vio—' 4
lated section 17 of the Pecurities Act of 1933155

184) 40 sLC 907 (1961)
185) 48 Stat 84 (1955); 15 U.3.C. § 77 q (1958)
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and rulc 10b-5 under sec. 10b SEZA in executing
sell orders on the Hew Yor Stock Ixchange prior
to the public announcement of the reduction.

As alreacy mentioned, the decision established
tile "access" and"unfairness' test.-

The principles involved have been further illus—_
trated by the recent case f"shapiro V. Ferrill

. 8 o .
o Lynch raising the question whether sec.

10b SEA and rule 10b-5 were violated bya prospec—
tive manazing underwriter of « debenture issue
and its officers, directors and employees, when

they divulged material inside information to cus-

. tomers for the purpose of protecting the latters!

investments in the stock of the issuer. Based on

. . S 187
its holding in B5EG v. Texas Gulf sulphur ,

the Court stated a viclabtion of the named section

and rulg¢ because anyone in possession of material
inform:bion must either disclose it or obstain
from trading in the sccurities concernsd~ a strong
public policy consideration indeed. This inter- _
vretation made the flexiole Cady, Koberts approgch
almost meaningless, because tne Shepiro holding
looks at the desirable result and not to the
actual access to inside information and a possible
unfairness of the deal concerned. oince you have
acquired the confidentiel information- no matter
by which means- you obviously had access to it.
And if this information is vsed to trade in the
securities concerncd it 1s aubtomatically - Geemed

to he unfair, becavse it was not simultaneously
disclosed to all clients and the genéral public.
Following this cdecision, a broler who has acquired
inside informetion- intentionaslly or not- has
either to disclosc 1t or o obstain from using

86) Shapiro v. Merrill Lynch, Fierce; Fenner &Smith
Inc. 495 F2d4 228 (2nd Cir. ) '

/

187) 401 F24 853, 848 (2nd Cir. 1968)



it. 'd'ne Cady, Roberts test mipht have bgen too
vague and included ill-cdefined risits for pro-
fessional fimancial advisers. Shapiro turned to
the other extreme leavins no room at all for this

group of persons to execute their functions. There--

by the court has successfully cut off the business

community and particularly the investing customer
from a principal source of competeat and impor-
tant advice. This sort of "protective overkill®
does definitely not serve the best inbterest of

either Uhe securities industry and the investing

‘public.

(2) Pipping

The guestion of liability of finuncial advisers
beiny a kind of intermediary between The sécuri—
ties industry and the investiug public is leading
directly to one of the key qguestions of the prob-
len of insider trading: The lizbility of a"tipper"
and a "tippeet These expressions, of course, come,
from"tip", a slang expression for a piece of non
-public information upon which one may act to his
advantage due to the fact that it is not general-

)

1y known . A tipper is a person who transmits
an inside informction to a tihnird party, a btippee
is the onc who receives and makes use of 1t. A

partner or financial adviser may be either one ,
but not exclusively. Tipping is a key mechanism
for the exchange and mariieting of inside infor-.
mation. Lt has to be distinguished from total
disclosure, since involves only a selective ‘trans—
mission and disgenination of meterial non-public

188) Steele, " Liability of tiniees under rule 10b-5

A% of 1934" 30 Wash.
and Lee L.Rev. 527, 529 Fn. 7 (1973)

of the Becurities Lxchanse
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information189. )
he rationcle for holding tipping to be a vio-
lation of sec. 10b SEA and SEC-rule 10b-5 was

to ensure squal access of all investors to matb erlal
information190and to the rewards of trading in
ordcer to eliminate informal inecuities in the
market. It also contains elements of breach of

g kind of fiduciary responsibility.

Generally, Gtwo approacnes Lo deal with the problem:
of tlpuer's and tippee's lizbility can be distin-
suilshed. B

i'he first one is an objective test resulting in

c sort of automalbic lisbility for anyone in pos-
session of materiul undisclosed information, re-
pardless how he learned of 1t1y1. This opinicn
imposes liability on the tipucr as well as on the
tippee because of the mere possession of the in-
formation regardless whether it is used for actual
tradin; or nob. ' |
A sccond opinion bases the liability for tipping
and tue subsegyuent use oi the information on cer-
tain criteria, a more fact-oriented subjective M
approach. At llruu, there nmust be a distinction
between the vwo major grouvs involved. A tipper's
liability does not mean an auvtomatic liability

of the tippee and vice versa. Une may argue,

that a tipper cannot be held Liable, if the tip-~
pee aocs not make use of the information, in other

words, that tippee brading 1s an esse ntial element

89) .. sromberg, "Securitbies Lawy vol. II 7.5 (2)
‘ supp. 1879
190) . jromberg ,”“ecurltjc Law" vol.II7.5.(3)(a);

832, 849-852 (Qnd Cir. 1968)

A

191)

Shepiro v. Lerrill Lynch, Pierce, Fenner & Smith
Inc. 495 F2d 228 (&nd vir. 1574)

REnTal

DA Ve Texas Gulfl sulphur 407 ng 855, 848"
(Znd. Cir. 1968)
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e 192 X .
for a tipper's liability . Un the other hand, it
can be justified to pcnalize the tipper; not be-

cause the tippee acts upon his tip, but because
he creates an opgorsuniby and a danger, which

. ) , - , 1
v result in a damagze to a thira ilanocent party 93

A
1

w5
o

gsoon as the information is passed to the tlppee,
the tipper looses any control, how and to what
cxtent his information will be c.ploited. That

is why bthe act of Lipping itself violates rule
Tub~5. I vhe tippee actually trades or nobt may
influcnce the assessment and measurc of damages
but not the original cause oi accion.

The main issue in this countext is to prevent the
‘use of inside information for personal purposes
on any level. That is why the transmission of
information should not be a violavion, if it is
done with regard ta a corporate purpose194.'The
traunsler of an information to a lawyer for ad-
vice or GO a consulting engineer or laboratory
for the evaluation is made for a corporase pur—
‘pose and not for private use. In this situation,\
the opporsunity is not created intentionally, K
even 1f there is a chance for a couple of people
to use the knowledge for private purposes. The
inclusion of these situations in the liability
provisions would hinder a lot ol important busi-
ness activities.

‘“he liability, however, does not only cover the =i
persons included in the traditional insider de-
finition as directors, corporate oflicers and

4

major sharcholders, but also any other person

192)Brunel] "Securities law- rule 10b-5 - civil
liablllty of tippers and tippees :5hapiro v.
Merrill Lyuch, Pierce, ienner & Smith Inc."
. 16 B.. Indns., and Comaegrce L.Rev. 503, 507»§ﬂ974)
193) | A. Bromberg,"Securities Iaw" wvol. II, 7.5(3)(0)'
supn. 1077
194) A. Bromberg, "Securities Law", vol. II. 7.5(3)(4)
S sudnp. 1977
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having access to confidential information 97 196.
~m@ Generally, every tipver who passes on some inside

information is tc¢ be held liable.

On the other hand, there must be a limit to a

tipper's liability, because he will rarely be

able to control the further exploitation of the

information by the tippee, how many other persons

will be informed and how the news will finally

spread. iy holding tipping as such to be a violation,

the tipyer is treated eyually to any original in-

sider. That is why the extent of a tipper's lia-
bility should not exceed the one imposed on an
original insider, i.e. tine accountability of pro-
fits I7. |

Various factors have to be considered for the more
complex problem of a tippee's liability. The variety
of protlems involved and the possible ineguity
arising from the strict objective approach re-
quire a more comprehensive and {lexible assessment
of factors.

The first one is tie specification of an infor- '
mation referring to its character, extent and
quality. A recommendation like "Dow Chemical will
be a good buy" has a different cuality from”Dow
Chemical will double its dividend on July Ist".

The more specific the information,the more likely

and attractive will be its use 1or speculative

private pursoses.

Closely relatved to the character of an informa-

tion 1s the problem of its probability or accuracy, .
which highly depends on the source and its reliability138

\J
~
o
o
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O
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16 088 V. Licht 25% I Supp. 595 (SDNY 1967)

1 v. Merrill ILynch, Pierce, Fenner & Smith
Tnc. 405 F2d 228 (2nd Sir. 1974)

197) A. sdromberg,"securities Law", vol.IL 7.5  (4)supp.19’

198) a. Sromberg, "securitics Law" vol.II 7.5 (6)(e)

supp. 1977
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An information may loose some specification in

a chain ol tippers zud tipoees because of gene-
raliszution, distortion,fdsification or misunder-
standing. ‘that is why it may be arruable to impo-
se a lesser responsibility on remoter tippees
than on those closer to the original source.

The second critberia should be the knowledge or
reason to know that the informution stems from a
compaiy source and is not yet made pUb1i0199.

This factor can be influenced by the following

circutistances: The nature and the timing of the
information, the manner by which it was obtained,
facts relating to the informant including his
relationship to the recipient and to the source

of information and the tipree's sophnistication

and ixnowledse of the issues and related facts.

In this context, the proposition his been nade

to shilt the burden of prooi, that the information
was already public at the tine ofktradingZUU'or
that the tippee knew, thnav the specific information

. . 201 -
was gilven in breach of trust v » to the defendant.

This alteration, however, may not only imply some

severe evidentlery problems, but would also narrow the'
ilexibility of the whole apvroach. o
The (uird criteria to be taken into consideration

for the assessment of a btippee's liability con-

cerns the degree of diffusion of an information

or tvhe tippece's positive knowledge of its non

-public charccter. It is argueble, that an information
overheard in o locker-room discussion, for instan-

ce, is already made public because of the con-

199) Steele, "Liability of tippces under rule 10b-5
of the becurities ELxchange Act of 1934" 30 Wash.
and Lee I..Rev. 527, 540 (187)

200) A. Bromberg, "Securities Law" vol.II ).5 (6)(c)"
subp. 1977 ' .

201) L. Loss, "Securities ie;uvletion” vollIIl 1450-1451
nd ed. 1861
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text and locality nhis disclosure has been nade .
It may loose its non-public character by this

rticule

m
[

& r means of dissemination. This, of course,
rziscs the question of the extent of dissemination,
the necessity to publish an information by par- = =~ "
ticular means or the quantity or class of share-
holdcrs to be informedgoB, inother words when an
information may ve considered to be sufficiently
disclosed.

Another problem involves the citent of the use

of an information by a tippece. He may receive

some inside informuation and trade in the securities
conzerned, but motivated by sonmc other reasons
prevailing and not or less influenced by the con-
fidenlial information. This consideration assunes
the actual use of an 1nside information as a basis

| . It is
however, cxbtremely difficult to prove which.mobtives =~
were declsive for an investment decision. In this
case, the burden of proof should be imposed on

the defending tippee, since it is more likely,

that his trading was influenced by the confidential
information rather then other motives prevailing.
These are the criterias influencing the '

determination of a btippee's liability, a tendency '

being only sugsgested by some authors mentioned

so far, but not yet adopted by the American juris—-'
diction, which seems still to prefer the strict o
objuctive'auvtomatic” liability approach.

202) w. prainter, "Federal Resulation of Insikr Trading”
e (1968) o

20%) 4. sromberg, "Securities Law" vol.II 7.5 (6)(4)
supn. 1977 .

204) a. sromberg, "Securities law' vol. II 7.5(6)(L)
supn. 19775 C

205) Steele, "Liability of tippeecs under
‘rule 710b-5 of the Securities kichange Act of 19341
50 Yash. .and Iee L.Hev. 527, 540 (1673) .
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The situvation in Canada, as fer as the tpeatment'

of the tipping problem is coucerned, is as fol-
lows: Sec. 125(13(£)CBCA provides, that a person
receiving confidential informetion from an insider
is .deemed to be one as well. This provision, how-
ever,concerns only the intentional transfer of an
iniormation, but not the locker room situation.

In addition the person receiving the information -
has to now that his counterpart is giving the
information as sn insider described by the section.
The Untario provisions cover the tipping
situntions too206, since tley hold every person
informing the purchaser or vendor of a material
fect or cihange other than in Uhe ordinary course

of business. The other vasnadian statules are
lachzing similar provisions.

that, however, does not nean that it is 1mnosulble

to impose any sort of liability on persons involved

in the tipping process. Canadian courts have gone
Tfar beyond the rulings of the british counuerparts
by applying the fiducieory principle to persons

B
'

who recieve non- public information from a fiduciary’
whom they know or ought o have reason to know J
that he is breaching his duty to6 tae corporation

by giving 1t207; 208 A person receiving such an in-
formation partilcipates in the breach by either S
making use of it for his personal profit or

informing ¢ third party. Therefore he becomes

206) sec. 131 (1);(2) Ouu

207) Iiquid Veneer company v. scott (1912) 29 R.C. P.,
655 (Ch)

208) Uanadian Aero Service v. O'talicy
(1974) 5.C.R. 592; 4C D.L.R. (3d) 371



i,

O

-~ 12 -

liable as a constructive trustec o account to
the corvoration for his f*0¢1t°209. This is a
good example of tne interfercnce and collaboration
of svatutory law and the application of common
law principles in the case, thst the statutes

do noct cover a specific situation.

The british courts—as already mentioned - are
bound by the principle expressed in ‘Percival v.
Wright -, that the fiduciary duty is owed to the
company onliy. That is why the British courts are
not prenared to cover the tipping problem at all.
A tipper, wno is an officer, director or employee
of the compaay, can be held lieble, but not the

tippee, who owes no duty-to the company. There

is also no possibility to cover cn intermediary,
who only transfers sowme information. The Canadian
courts have tried to overcome tris omission by

stressing vhe constructive trust br1n01plo, a hol-

ding which has not been followed by the ﬁrltlsn

Courts. From a counceptual pelant of view, the prin-
ciple oi .a ccustructive trust is severely sitretched,
if a constructive trust may be ercected for an idea
or information instead of property. On the other
hand, it is posSible to inttrprete it as a legal
recognition of an informution being a valuable
market comuodity. This excessive interpretation of
the trust principle, introduced by Canadian Courts,
but rofused in Great Britain, clearly demonstrates.
the difficulties of Common Law and Eouity to deal .
effectively with modern economic problems as tip-
pinge. |
As a result of the rheinstahl-case, the West-Ger-
man guidelines put financial advisers who haye
sccess to inside informatios into a pOSitiondqo

Z0%) Canada wsafeway v. ‘baipson (1951) % D.L.R.
205 (B.C.5.C.1950) ; D. Johmston,” Canadian
Securities Regulation® 171-17C

210) § 2 InshdR
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egual to an insider. This regulation, however,
covers only a small part of the whole tibping
problem, which is - despite this exception- :
not regulated av all.
As far as the coverage of the tipping problem is
concerned, considerable variations are to be found.
Undoubtedly, we have the most deficient solutions
in Great Britain and West-Germany. he principle
of DPercival v. YWright is definitely too narrow
to include persons oubtside the corporate struc—

‘ture. Since tipping is considered to be one of the key

problems of insider trading, the omission to
regulate this arca is a major shortcoming of the
British and West-German solution. Wwhis lLoophole
opens & wice range for speculative abuse. Statistic
data are not available, but 1t may be estimated,
that the transfer of inside information to and its
use by outsiders ozcurs quite frequently. If this
problemn is not regulated, however, The problem is
only shift.:d from one group originally deemed

to be insiders to persons outside the corporate
structure. The director,for instance, will be !
pencalized for using inside information. His

tipped wife will not. That is why a jurisdiction
omitting to regulate this problem, does not eli-
minate existing inéqualities, but virtually creates
new ones by permltving to transfer tvhe confiden-
vtial information to a third person, who is not
subject to any‘sort of liability. This possibility
maies existing regulations rather ineffective,
because persons deemed to be insiders will

achieve basically the same result by tipping a
third party and sharing and distributing profits ac-.
cordinyg to a separate apreement.

The CBOA and Cntario provide effective regulations.

In addition, the Canadian courts have tried to

FEERT

overcome a deficiency in some statutes by stressing
the constructive trust principle- a questionable
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solution, but bettcr than no regulation at all.
The Amcerican courts have probably gone'élready
too far by imposing ‘a sort of automatic liability
on all persons involved in the tipping process.

A more flexible aprroach taking into account all
the different steps and problems involved, would
be preferable.

(3) Relatives

Surprisingly, the American courts have not followed
the Tipping line of cases while dealing with the
liability of spouscs and other relatives. This

group of persons may be generally a part'of the
tipping problem. The courts, however, did not impose
the same kind of auvtcmatic liebility as they did
in other tipping situations, but werely looked
at the particular facts of the case. In Blau v.
Potter 211the court refused to agyregate an of-
ficer's trading with the trading of his wife,
because he received no personal benefit from

his wife's <ealings. She naintained a separate o
brokerage account with her own funds and conducted
the trades entirely without his censent, contri-
buted none of theses funds to the maintenance of
the household nor commingled her funds with his '
ones and never discussed cowmpany affairs with her
husband. .
An opposite result has been achieved, where the
wife's income was used To pay housenold and other
expenses and where the wife also loaned the hus-

band funds to finance his purchase of securities -
212

and both shared a common investunent adviser

211) CUH Yed. Sec. L,rep. 24.115 (SDEY 1973)
212) vhiting v. Dow Chemical Co. 525 24 680 (2nd Cir.
1975) |
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In a similar holding® 1§an insider was held to be

the veneficial owner of his wifc's shares, because,

as president of a family corporation he had perso-~

nal control over his wife's securities and transactions
and could benefit from them as a result of his
interest in a family estate plan. In the light of

tlie tippeajurisdicﬁion.these reasonings do not

appear to be consceyuent, bubt are definitely a

step into the right direction towards a more flexible
approach to deal with tipring situations I
In canada, spouses and otuer close relatives are
likely to be treated similar to tippers and tip- .

pees under the broad formulations of sec. 125(1)(L)

CLod, 151(1);(2)08A and the exteusion of the con-
structive trust theovry, which mignt be even more
suitable in such acase of a very close relation-
ship between two persons as husband and wife.

The. British ard German regulations do not cover
this problem at all crcating the same problems

as the laclk of effective tipping regulations.

(4) lominee shareholding

0y

A related problem being a more subtle form of
circumvening and outimancevring insider trading
rogulations.bv the use of another name is that

of nomince shareholding. Under these inequitable
circunistances even the British jurisdiction saw fit
to extend the fiduciary principle in order to cover

. . 274
tne nominor's activities .

In Csnada and the U.S., this loopnole has been
closed by the introduction of the term "indirect.

beneficial ownership including the transfer of

21%) Altanil Corp. v. rryor 405 I Supp. 1222 (S.D.Ind.
1975) | |

214) Scottish Co-operative wWholesale Zoc. Ltd.
v. Meyer(195G) A.C. 324 (H,L.}
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title to a nomineequ“. The German guldelines

do not contain zuny refercnce to this problem.

(5) Couwparison

‘the problem of defining the term "insider" for
liability purposes has, shown countsiderable difie-
rences he NP’H the four Jjurisdictions examined.

The L.5. and Canada clearly put the emphasis on _
the effective protection of the investing public.

The automatic approach of the ishapiro and Texas Gulf .
decisions and the éxtensivestreo.,aaT of the con—
structive trust principle are designed to extend

-liabilitvy cven Lo remote tippees outside the cor-

vrorate structure. These solutions take into ac-
count to tie the hands or at least o hinder the
activities of financial advisers and otherAkey
personnel. These inconveniences, however, have to
be borne by a few people in order Lo acn;evé ef-
foctive protection of the :eneral public. Despite
some minor points ol crivicism, the American and
sanadian solutions are quite satisfactory. \
Just the cpposite has to be stated for the incom-
plete coverage of potentisl insiders outside the cor-
porate structure by the German and British solu-
tions. fThe ratic decidendi of rercival v. Wright
makes 1t impossible to expana liability to persons
outside the cormorate structure. The German guidelines
provide for a liability of financiasl advisers,
but completely fail to face the tipping problem.
Since tipping, nowever, 1s 2 key problem within
the context of the use of inside information,

,

the lack of any regulotion definibtely results

215) bec. 15 (a)sBA; 100.1(1){a)CCA;1(1)(17)(iii) OSA;

Cook, Feldman;"Insider Trading under the Secu~—

rities Hxchanze Act " 65 Harvard L.Rev. 385,
405 (1955%)
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in an inconplete and insatisfactory protection
of the investing public. As a consequence, these
shortcomings undoubtedly weaken the effectivity

of existing gulations, because they

can easily
be avoided by transfering the confidential infor-
mation to a third party. Thus The Dritish and Ger-
man regulations 2re far from improving the situ-

ation of the investlng public.
b) Yrausactions covered

Another ker problem for liability purposes con-
cerns the transactiors to be covered. The modern
securitics indussry has developed s0 many sophis-—
ticated trancaction possipilities and devices,
which were nhardly foresecable by the enactors

of the statutes . That is why we have to look
t the dificrent types of transactions to be.co-

€

vered by resulations and possible interpretations
Dy The courts.

Generally, transactions may be executed in dif-

ferent tywes of securities. It is, however, not
Sy
neccssary o refer to trancactions according to '

different classes and types of securities, since
all the definitions try to cover the scope exhaustlvely
Desnlbe soue minor alterations and differences

in formulation and listing of the securities to

be covered, there is virtuvally no preblem from

a comparasive point of view. If necessary, dis-
tinctions will be made with reference to the special
problen dealt with.

ct. 5(a)(LI)33A; 3(1) definitions CCAj;
2{1) 1L1(1) definitions COBCA; 1(1)(40) OSA;
112 (e) wsi; 27 (1)(a) GA 67; 455(1) CA 48
§ (2) InshdR
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tenerally, the regulations penalize the use of
inside information to acguire or sell securities.
At first sight the scope of at least these typcs
of trancsactions appears ©o be obvious.

But not cvery transaction in corworate securities

is executed by a mere purchase or sale. There
are snecial situgtions like the conversion of
preferred stock into common shares, the exer~.

se of warrants and preemptive rights to sub-
scribe to stock and exchinges of securities pur-—.
suant to mergers and consolidaticons resulting
also ina change of ownership in securities.
The use of inside information may influence
these transactions too. The following chapter
w1ll examine how the difcrent provisions and
Jurisdictions are dealing with these special
problems.

NN

aa) lhe problem of defining purchase and sale.

Under sec. 16 (b) SEA it is even not undis-~
puted, what is deemed to be a ”purohdse“or"sale"

¢

within the meaning of that section, since it re-
auires that the beneficial owner be "such both

at the time of purchase and salet HEven if this
problem may concern at first glance only. the pe-
riod of tiwme for which an ingider status is re-
quired, it is nevertheless the starting point

of the American legal discussion. In Stella v.
Graham-Faige bMotors Cor \.¢17 a purchaser increased
his holdings from 6,25 % o 21 %. At the time of
purchaseeraham—Palxeuid not hold 10: of the stock
in quesvion. ievertheless, the court held him
liable in order to avoid that =2 person purchases

217) 104 T Supp. 957 (8DLY 1952)
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a larze block of stock, sells it out until his
ownership is reduced to less than 10% and then
repeats the process ad infinitumzqﬁ. Such a con-
struccion may permit major stockholders to avoid
the sanctions of section 16 (b 3i#A. Such schemes
were held to be covered by the congressional in-
tent in enacting this provision.
The Stella approach  based on policy considerations
ratiher than on legal arguments huas been refused
by two recent decisions 319. They took the view,
that the lecislative intent of sec. 16 (b)SEA
was not vo include a transaction whereby a person .
holdins previously less than ‘109 increases his

holdings to more than that margin. The issue now

seens Go be settled by a decision of the U.S.

<Y 1 <4 2’) 5 H) 3
supreme vourt “O. it was held that 1t was not

Conpress' inteut to cover tais gpecific situationzaq
since the size of holdings of less than 10% prior
to the transaction did not include the potential
Tor accegs Go corporate inside information.222

“his decision, however, afiirmed the legality of

a scheme particularly desiszned to circumvene the '

prescripvions and sanctions of sec. 16 (a)and(b)

SEA, if it is possible for an insider to acquire

more than 10%, sell to a percentase short of this

marzln, increase nis holaings bty using an inside
information and sell again in.order to maké a hand-
sorie profit. Even if all these transactions occur
within a six months period tie insider never holds.

morc than 10 at the time of the purchase and sale. .

This is exectly the method the court of the Stella

decision vried to venulize. I

218) 104 I Supp. 957, 959 (=DWY 1952)

212) Allis-Chalmers Iifg. Co. v. uuli wWestern Industries
Inc. 527 #2d 335 (7th ¢ir. 1975); Provident
Securities Co. v. Foremost-McKesson Inc. 506
124 601 (9th Cir. 1974) '

220) I'oremost-McKesson Inc. v. lrovident Securities Co.
4235 Ulis. 222 (1976)

221) 42% U.3. 252,252 (1976)
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fhe pousibility to avoid liebility under sec. 16(b)
SuA by splitting cale transactions into’ two parts
was reconsidered by the Supreme Court in Reliance
EleétrichD. This case concerned an owner of more -
than 10% of Dodge Mfr. Jo's stock, who sold enough
shares to a broker to reduce his holding to 9,9%
for the purpose of immunizing the disposal of the
remainder from liaBility under sec. 156(b) SEA.
Thereby the Supreme Court reviged the decision of
the Districy Couxrd et imposing liability only |
il tune two sales were interrclated parts of a
single plan. It also reviewed the legislative his-

tory of %the section and applied a sort of obJjective

22 . . s .
- approach’ 5.belng consistent with Uhe congressional .

intent and expressly referred to the possibility
that sect. 16 (b) may be avoided by careful plan-
ning and splitting of the sales 2L6. This view may’
be Justified on the basis, thalt sec. 16(b)'SEﬁ

wis not designed to be a broad antifraud prov151on,
so that an extensive interpre etation in this direc-
tion was not necessary. This limited appllcablllty

of sec. 16 (b) SEA, however, required a broade- '
ning of other sections, particularly section 10(b)
8iA and rule 10b-5. '

This problem of defining "purchase" and "sale"

is somewhat unique, since the Canadian,British
and German regulations have not adopted this
"shert-swing" liability provision, which requires
purchase and sale to take place within a certain
period of time.

22%) Reliance s£lectric
404 Udis. 418 (1972
220 506 B Cupp. 538, 592
225) 404 U.s. 418, 425 (1
226) TLustovader, "Splitv sale

Additional Jjustification for the Bupreme Court

Co. v. pmerson Blectric Co.
9 )

schiemes under 16(b):

lajority's approach in Reliance ilectric Co.
v. Emerson Electric Co. 45 Yemple L.4. 501,
511 (1972); Butla, "Reliance zlectric Oceidental
Latraleum and sect. 16 (b) :Interpretive quandar;
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bh) conversion of securities

The second issue in the context of the transactions,
Lo be ccovered concerns the cenversion of securltles
from one c¢lass or type into another.

In the U.S,Pthe question arose in IPark&Tilford

v. Schulte~“’ . iHere the defendants being trustees
of a Tfamily trust lhkeld preferred and common stock
represenving a controling interest in the company.
Because of a spectacular rise in the market price
of the common stock based on a rumour about the
distribution of a liquor dividend, they converted
their preferred into cowmmon stock, which was sold

again within the six months period. Judge Clark

hetd a counversion of preferred into common stock
fallowed by a sale within cix months to be a "purchase
and sale' covered by the statubtory language of |
section 18 (b)BEA. He relied on the definiton of
purchose in sec. 9(a)(15)ouﬂ including”any,con—'
tract ve buy, purchuse or oblherwise acquire228ﬁ
The defendantus werc heid to have acguired the
stock witnin the meaning of the act,.because
they did not own it before having exercised the
ontion but afterwards they did. Clark's opinion
was based on a broad inte'éretation of the term
"geculsition' in sec. 5(3)(15)

A
1

SEA. This decision
imvlements vhat no director or officer or 10%
beneficial cwner may be «llowed to buy preferred
or sell comiion shares without risking that a con-

version within the next six months would perhaos lead

bo sec. 16(b) liability. <27

227) 165 F2A 984 (2nd Cir. 1974)
228) 160 Tad 984, 437 (2nd Cir. 1974)
229) L. LossyBecurities Rerulation” vol. II 1067-
1065 (2ad ed. 1961); Meeker, Cooney, '"The prob-
lem of definition in deteriiining insider lia-
bilitics under sect. 16 (b) 45 Va. L.Rev. 949 (19
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This restvrictive WJ_J has been reversed by a more.
progmatic approach”™ 250 .The lerrsiolo decislon in-
troduced the argzument of economic egqguivalence.
Because the preferrsd and the comumon stock were ,
selling on the stock eichange at equivalent prices,

the exchange was held to be equivalent to a pur-

251

chage or sale. This argument, however, was Ire-

D350
jected in a subsequent case”7° Despite one. return

50 the sbtrict apvroach of rark & Wilford” ))a nore
flexible view now scems Lo prevail. Surprisingly,

the same court, which laid down the restrictive

view in Park & Tilford, rcversed its opinion in

Blaw v. wan 25’. The crucial point in this case

was, wrether a conversion of preferred into common
stock constituted a”ﬁﬂle” of tne preferrcd, which _
could Dbe linked with the preferred's prior purchase295,
a auestion which was answered in the affirmative.

by the Third Circuit in the lieli-~Coil decisionm.

The District Court had based its finding on-the
argumens, that the preferred and common stock had

not becen'economic equivalents) beczuse of a high

dividend return, increased vcting rights and a \

better marketability of the common shares. The
Circuit Couvrt refused the arguinent of economic
eguivalence by stating, that the increased lelacnd
and voting rights are irreleveut for the dete
wination of a difference, since they are already
reflected in the market price of the preferred

250) Terraiolo v. Newman 259 red 342 (6%h Cir. 1058)

W. Painter,"Federal kesulation of Insider Tra-

ding " 45 n. 47 (1968)

231) 259 i-d d 42, 94; (Gth Cir. 1958)
2s2) Petieys v. Horthwest Airlines Inc. 246 ¥ Supp.

226 (.D.kinn. 19565)
1

25%) Heli-Uoil Corp. v. usebster 552 12d 156 (%rd Cir,

eoh) 567 Fad 507 (2nd Cir. 196%); 535 U.S8, 1002 (1969)
255) 363 F2d 507, 520 (1966)
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stock. There wes elso no real difference bet=-
ween the marketability of preferred and common.
stoci, begause one was easily exchangeable into
226 and therefore eyually resaleasble.
wevertheless, by

the obner

following this line of argumenta-

‘tion, the court adaltted the persuasiveness of

the ecconomic equvalence reasoning in certain si-
‘l)-‘ M - " - - - - K3
237, 1% finally based its finding on

tuations
R - _qed8 . et
SaC=rule 1160-9 xempting an actual conversion,
if not more than nominal cash is paid or received
on exercise of the conversion privilege from 16(b)
liability=?. , |
In Blau v. Max lactor & 00.240, a decision of

the Winth Circuilt, the corporation had issued
common stock and class "A" stock. Although each
class wags carrying equivalent rights, the direc-
tors could declare a lower dividend on the common.
Since the common stock was excnaugcable for the
class "A" at any time, the stoclktholders and direc-
tors excnansed their common for class"A" stock.
The directors thneresiter sold their class "A" o
the public within six months. The court held that
therc was no purchase, because the different clas-
scs of stock were of an economic eqguivalence and
frcely exchangcable. It concluded, that the actual
exchange was only a step in the whole process of
the sale. “his decision Justified the apblicatibn
of the economic eguivalence argument better than
i'erraiolo, where the two types of securities in-

volved did not carry the same rights. This reasoning
241

was followed in another subsevuent decision
Tne flexible apaoroach confirmed by the three lat-
ter cases mentioned may lead Lo the couclusion,

256) sey ¥24 507, 522, 525 (1966)
257) 565 vad 507, S25-524 (1766)

2758) 5EC Bec. Liz. Act. Release io. 78256;CCH Fed. Sec.

L.Rep. 77.529 (1965)

2%9) 355 Fad 507, 525 (19%635)

240) 342 124 304 (9bn Uir. 1965)

2u1) Petievs v. Butler 367 wed 528 (8th Gir. 1966);



Tl

o

- HA - - )

that not cvery ccenversion from one type. of stock
to another has necessarily to be within the scope
of 16(b) liability. The American Jurisdiction,
however, is far from being settled. An express SEC
statement or a Supreme Court decision seems +to be
necessary to resolve the conflict between the
different existing- approaches. o
Similar problems are likely to occur in (Untario,
since se€c. 131 OSA penalizes the insider, who

242 245 Iy
sells = or "purchases” " securities of a
reporting issuer. The conversion of rights, how-

ever,is included in the detailed definition of

"securities" in sec. 1(1)(40)(VI)OSA. This de-

finition seems %0 eliminate this particular prob-
lem. ‘here is, however, no case giving further
interpretations.

The other Canadian statutes do not face this prob-
lem. They 5enérally prohibit every transaction
relating to or being in conuection with (capital)
securities of the company or corporation244

These broad wordings cover any type of conVersion\of
securities. '

In contrast to the American and Canadian regulations,
the purchoese of debentures to be converted into
sharcs 1s not expressly prohnibited by the CA 6?245.
Hevertheless, the recourse o the general prin-

ciple of fiduciary duty may still be open to fill
this sap. -

242) Sec. 151 (1) OSA
245) Sec. 131 (2) 084

244) Sec.. 100.4(1) CCA; 125 (5) CBCA; 151 (SA

245) Sec,, 25 (&) CA 67; Palmer's Company Law
61-10 (1975); Gore-browne on Companies 27-24,
43rd ed. 1677 ’
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In Geroany, the acjuisition of debentures or op-

tion rights is prohibited, since bthese fights

arc covered by the definition of insider securities246.
An insider, however, may convert uebentures or ex- |
ecute options pefore getting into this position247.
Therefore the acquisition of debentures or options
is vossible, but a subsequent conversion by using
inslde information will be penaclized.

With one exception, all the resulations and juris—
dicticns expressly prohibit the conversion of

ripgnts invo common stock. Thus thie sbtandard to

~

insiders and the protection of the in-
vesting public are quite similar.

cc) Acquisition and sale of stock purchase rights

To go one sGep backwards, a comparable vuestion |
concerns the acoulsit.ion and sale of stock pur-

chase rishts by insiders. Une may argue that these
rignts have an egual and comparable value to stock
and therefore the trade of warrants, options and
subscription rights has to be eliminated as well.l
On the other hand, if the ccnversion of these rights
is already prohibited, these rights cannot effectively
be used to the detriment of other sharenolders. The
latter position was actuelly taken by the court '

in Shaw V. Dreyfus2&8. In this case, a director

and magor shareholder received a laryge number of
varrants evidencing rights to subscribe for ad-
ditional shares of common stock. A part of these
rignts he sold throush a brokerage firm realizing

approximotely %,000 Pollears from the sale, the

- other part he exercised receiving thereby 5,000

shares ol comwmon stock. Thore was no guestion,

¥ 2 InshdR

247) InshdR, Comment Nr. 1; Jentsch,"Die Neufas-
'sung der Insider-Regelungen’, Bank-Betrieb 1976, -
186, 187 (1976)

248) 172 Pzd 140(2nd Cir. 1949)

r:
o
S
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that the accuisition of the 3,000 shares by exer-
cising the option rights was a purchasc within
the meaning of sec.. 15 (b) SEA. The quesbion con-
cerned the sale of the warrants. It was hneld,

that " inside informaticn which the directors may

have, canitot possibly be used to the detriment of

other sbtocizholders in voting to grant rights to

all stoclk holders with rezard to the proportion

of their existing holdin:is, all are treated equallyt
Their precmptive right to be offered the new stock
is essentially analogous to a stocik dividend.
‘the Court also relused the appellant's reference
to sec. 3(a)(15)SEA, because it understood "pur-
chase" as . to acquire something by one's own act

or agreement for aprice. The granting of warrants,
however, is no acquisition since no consideration

is given for the receipt of tie rights. The rights

are meve offers by the corvoration, which may be

converted intc contracts to purchase by acceptan06249
Therefore the decision might be different, i1f the
right is not grented but bought by giving some

sort of consideration. )

A

! \
25Oinvolved the qguestion of matching

different securities raising the issue, whether

P

A recent decision

so-called "put" and Vcall" options are themselves
eguity securities, whose purcinase and sale would

permit the application of sec. 16(b)SEA. A'put™

is an option to sell and a "call'" is an option

to buy a security within a certain period of time
at a specified pricegbq. Cenerally, they are sold
independently of the underiying security. They |

permit an opportunity for spcculation on a small

249) 172 F2d 140 142 (2rd Cir. 1949)

250) Miller v. General Cutdoor Advertising Co.
357 P24 944 (2nd CGir. 1964) '

251) Michaely,Lee,"Fut and call options:Criteria
for applicability of sect. 15{(b) of the Secu~
rities Exchange Act of 19354" 40 Notre Dame
Lawyer 259 (1965) giving a detailed deséription

R ) -

i wikh finte instrument.
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amount of capitnl. It was held, thaﬁ,ubecause this
instrument implemented an enccuragement for specu-
laztion and thus could give rise to short-swing .
profits, it should be included in the definition’
ol an equity security.

A solution similar to the holq¢nv in = Shaw v.
Dreyfus has been enacted in Ontario, since the
purchase and sale of stock acguisition rights are.’
included in the definition of = secur1ty252

CA .

The other Csnadian statutes cover this problem by
the broad definition of the term "transaction" or .; -
express p?ohibition25é S
The CA 67 bL‘Lmr-,tkc—:s it an offence for a director or
his spouse or infant children %o buy options in
quotod shares or deoenoureo of the company or

oi certain rcelated compa nies bPC“f;ed in sect.
2”(2)0} o7. It ponallzos the purcnasc of ”ca11255"
and "double 77” options. '
The penalization of option dealings does not ex-
tend to the acquisition of ortions in securities
of privatc companies or in unyuoted securities ..
o)

-

. 2583 . s \ '
a public companyasﬁ In addition, the purchase
a richt to subscribe for shares or debentures
directly from the cormpany and the purchase of
Gebentures carrying the right to subscribe for
. i bt 2995260
uagrou of the cemvany is permitted a

i

O

252) Sec. 4(1){40)(vii)CsA

253) Sec. 100.5(2)CUh;124(2)CECA

254) Sec. 25(1) CA 67

255) BSec. =5(1)(a) Ci 67

256) Sec. 25(1)(b) Ch

257) Sec. 25(1)(e) CA

258) Sec. 25(2) Ci 67

259) Sec. 25(4) CA ©7 |

260) see generally Gore-trowne on Companies 27-24
4%rd ed. 1977; Lennington's Company Law 542
4th ed. 1979

ah
~3J
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In Germany, there is no cdditional regulation for
the acquisition und sale of stock purchase rights.

As far as the acguisition and sale of stock
purchase rights and its conversion into stock is
concerned., the other Jjurisdicti ns, particularly
Canada, seem to have learned from the unexact
formulation of the American ¢c..16(b)SEA by enactlng
detailed and expreés provigcions. Therefore trans-
actions other than direct aznd obvious sales and
purchases create problems only for U.S.courts. -

'ncre are no major dlgferences concerning the
transactions involved. The American approach is
creating; some uncerteinties and needs to be settled.
ThO‘British regulation provides some detailed re-
sulations for sbock acquisition rights and the
p0s5s51ibility to apply the principle of fiduciary
duty to conversion cases and «ffiliated problems.
The Canadlan statutes are speciflically designed °
to cocver the whole range of problems. The German
resmlation can be reduced to a prohibition of the
conVorsion, but not the vurchase and sale of stock

qusition rights. The provisions and cases examined

provide some detailed guidelines for the insiders
concerncd and-despite some minor exemptions- ad-
equéte protection of the investing public.

dd) Take-over bids, tender-offers, mergers,

corporate reorganizations

Similar problems arisc f{rom tale-over bids or
teonder - offers, mergers anu corporate reorga-
nizations, bécause these operatious usually in-
volve a kind of excheange of the securities of

pony into those of anot.er. ,
After the apwroval and public ancouncement of a
merger or consolidation between different companies
the securities concerned are trcalted ) like conver-

tible ones.‘ﬁb/I The interzsting period, however,
251) © n,ﬂeldman,”lnsider Trading under the Secu~-

rities Exchange Act' 66 Larvard L.Rev.0612,626
(1953) .
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being attractive for the use of inside informa-

tion in order to acquire stock of another partner
with whom the insider's company is negotiating

a luerser, corporule reorganization or similar
transaction, is the pewriod of pending negotiations,
which arc commonly exccuted exclusively by insiders.
It has been argued, that this situation does not
encourage an insida to abuse confidential informa-
tion for his personal profit, because all the
stoskholders have To approve the transaction. 262
This argument 1s highly theoretical,because the _
majorit; of sharcholders of lerge public compauies ‘
and corporations usually follows the recdmmendations
of the board of directors. The board might even be
authorigzed to approve its own Jdecision by cdlec-
ting enougn proxy votes.

he second argument, that the insider has no advantage
bocauge - he acaulires the swares of another or new
corporation on the same basls us bthe other share-
hoildersz 18 even less persuasive. Noboly and nothing
wrrevents an iunsider of an oifcree conpany to pur-
chage a suvstaniial caount of suares of the offeror
coupany in anticipation or on the basis of actual
Tonowledge of a lavorable.cxcluiangpe rate before the
process of aporoval and exchunge gets under way.

in addition, the goal of the provisions prohibi-
ting or venalizing insider trading is not excluSively

kholders butb alsO’Qf'the

O\

%

general investing public.
Uespite the fact that there are types of mergers

of relatively minor gionificance to the stockholders
of a particular company -~ a take- over of a small
machine shop by GM for incstance is unlikely to
affect the market price of GI stock and thus in-

2562) Lang,Kabz,"Tiability for short-swing trading
in corporate reorganizations" 20 Sw. L.J. 472
(1965)

26%) Georse,R.J.jr."ihe application of section 16(b)

to mergers; a hidden heazard" 47 Texas L.Rev.
.t oA Al Y /4(‘)&0\ ! -
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attractive for inqide C“Ul””lon(64—‘it is hard
to deny that mergers or ccensolidations involve
a great Qpportunlty for the abuse of ingside informa-
tion. '

(1) U.s.

The American cases dealing with this particular
problem busically belong o the line of "conver-
sion" decisions exuamined above. In its intention
to apply sec. 16(b)BEA to wmerger situations, the
courts have uscd familiar arguments. v
Blau v. Hodgkinson265, a nerger case, generally.
follows tune 'Yrule of thumb"or objective approaéh
established in rark & Tilford and Heli-Corp..
Here, the parent corporation intending to simplify
the corporate ocrUCUure acquired the stock of one
of its subsidiaries and distributed the parent's
stoclt in exchangce. The defendonts were im&oftant
stockholders of the subsidlary and directors of the
pareut cenpany. The court held, that the acguisition
of stock of the parent company by the director .
coustituted a purchase within Tle meaning of 'sec. g

16 (b ) Shs db6, because they had the choilce to accept

_the cash value of their assets instead of receiving .
stocl of the pareunt company. ‘hus they received

something totally differcnt from that they sur-
rendered- stock in a different corporation.

264) These cases are now coveroed by skC-rule 16-7;
17 0.7 R. & 240 ; 15b=-7(1950) holding that, when

a subsidiary whichi is at least owned at a 85%
nargin (assets or equity sccurities) receives

its parents' securitites, is ncither considered

a purchuese by the subsidiary's stockholders or

a sale by the parent. The receipt by the parent

of the subsidiary's stock, however, is regarded to
be a sale by the subsidiary, see Cook, IFeldman,
"Insider Trading under the 3ecurities Exchange Act"
36 larvard L.Rev. 671z, 627 (1953)

00 T Supp.351 (SLHL 1951)

cima etz L oeTsnTos o AT AN
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Blaw v. Mission Corp. involves Lhe exchange of

B A

stock in a third corporat}on between a parent and

a wholly-ouvned subsidiaryd§7 iiission having acguired
Tidc Water Ass. Oil Co. transicrrod the Tide wWater
stock o the recently incorporated and wholly owned
liission Development Co. in exchange for newly
issued sharces of the latter one. mission proceeded
to distribute shares of Development as dividends

to its own stockholders. By a second subseguent
similer transaction rission reduced its holdings

in Develooment to 60%. The cuestion raised by the
court wags wnether the exchanges of Tide Water stock
resulved in asale by Mission. It held taat the
ransaction in gquestion was not a sale, because:

J

the stock of Developmentv nad no public owanersilp

0}

AN

no indepcendent mariet value, but was merely

a transfer between corporate pou?ebsgﬁn. It can
be arvvea, however, that the first transaction
was only the initial ster in a chain of events
designed to give sowe lnsiders an unfair trading
advantoage. At lezast since its Ireristration on

the New York Stock Exchange there was a public '
market for Development stock. Thus the stock
xenanged for Tide Water stocit in thie second trans~
action h.od an independent market value and could
hardly be considered zs an exchange only between
corporate noakcts. The court based the liability“

of the directors for profits derived from the

second tiassaction on bthe arzument that after the
first transaction Develowmment was no longer an

" alter czo" of Mission, because Develcpment's

stvocl was independently tradcd at a price substan-
vrally Sifdcerent from iicsion's. Lherefore the

econd trausaction cons

ne of sect. 16(b)3E

tituted 2 sale within the
69

267) Blau v, Mission Corp. 212F2d 77 (2nd Cir. 1954)’

547 UuB. 1016 (1954)
258) 212 24 77, 80 (2nd Cir. 1954)

-
A v e N
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In Booth v. Varian .ssoclates the court faced the ques:
tion whether an exchange of shares pursuant to the
acgusition constituted a purchase- not a sale as

in Blau v. Mission Corp.27o’ 211 varian Assoc,
acduirecd 80% of somac Taporatories stock from the
"defendants still holding the remainder. In 1959,

they becume directvolrs of Varian and agreed to sell
their remaining Bomac stock in reburn for Varian '
shares. The actual exchange took place in 1962 ‘
and the defendants sold their newly obtained Va-
rion svock within six months. The court recjected
‘the arpument that the defendant's "purchase" of

the varian stock did not occur in 1962 but in

1959, because they hoed no investment in the new
Varian shares until 1S6z. Therefore the transaction
took place within the required six months period.
‘These two latter cases denonstrate, that_the courts
“have been prepared to avandon the objéctive ap-
vroach of Rlau v. Hodgkinson imnosing a kind of
avtomatic liecbility. They rather looked at the
specific facts to determine whetuner insiders. R
achieved a ¥xind of urnfair trading advantage. This
nore f}exible approach was followed by Robert v.
Faton 272 ilolding that a reclassification of stock
did not constitute a purchase emphasizing - similar
to the argumentation in RBlau v. lMission Corp. — |
that “here is no room for abuse of inside infor-
mation, when a security is received, which has no
pre-existing market value. This might be true at -
the date of the receipt, but there is still enough
room for insider spreculation, if a director knows
that newly established stock will be registered and
traded in the near future, this information may
cause him to bur belore.

270) Booth v. Varian Associates 334 I'Zd  (1stCir.1964)

379 U.5. 961 (1965) see also

271) Pistel v. Christmen 155 T Supp. 830 (SDNY 1955)
272) )

212 F2d 82 (2nd Cir. 1954) ;348 U.8. 827 (1954)




o

- 43 -

In Marquette Cement® ? the defendants telied on the
subjective approach of Roverts v. Eaton. & _ ‘
plan of reorzanization was asgreed with North American.
Cement Co., whereby North American would sell all R
its assets to Harquette in exchenge for the latter's
stock. ‘The defendant, a stockholder of North American
Cement, subscquently became a director of Marguette.
After the exchange took place, the direcctor sold

his stocli within a s3ix months period. The issue

of this caose was, whether the director’'s acquisition
of narquette stock, pursuant to the reorganization,
constituted a “purchase" within the scope of

sec. 16(b) SEA. The court neld the defendant

" liazble by distinguishing Marqueuvte trom Roberts v.

Taton on three reasons: It held that - in contrast

to Roberts v. Baton - the circumstances making

a manipulation impossible, werc not present. Here

a block of stock was acyuire. by a seperate interest
sroup at a special price. The defendants did not retain
the samec interest in the corporztion concerned be-
fore and after the transaction. The most convin-
cing argument was tnat Marquette coimon stock had '
lonz been traded on the NYSE and had a tobtally
independent market value274. In order to impose
liability, the court did not return to the strict
objective approach, but achieved this goal by
flexibly distinguishing the instant case from
"Roberts v.e bkaton'. R
A very illustrative case for this flexible approach'
is Newmark v. General Inc.2!”. RKO held a o
controling interes®t,in Frontier Airlines, which

was negotiating a merger with Central Airlines.

b
~J
U
N\

Marquette Cement lifs.Co. v. Andreas 239 F Suppe.

962 (SDNY 1955)

274) 23G I Supp. 962, 956 (SDHY 1965)

275) 2594 F Supon. 358(3hiY) aff'd 425 F2d 348 (2nd Cir.
c

ert. den. 400 U.G. 854 (197C) 1970)

L
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In order to maintain control of the merging com-
panies, REOC approached several of Central's major
stoclkhoiders and purchased ovntions Lo buy 494 of
outstanding Central stock. Within six months both™ "~
Airlines merged. Pursuant to the merger plan ,
svock in the new corporation was issued to the
shareholders of foruer Fronticr and Central.The.
issue was, whether the exchange of the Central
stock purchascd by RKO prior to the merger into
stock of the new corporation resulted 1n a'sale”
within the meaning of wsec..16(b)H5TA. Relying on
Blau v. Lamb +the court imposed liablility, be-
caouse the trawsaction in question allowed the

unfair use of inside informaticn that sec. 16(b)

: Sly
sLEA was designed to prevent°/§ It also refused

the "economic equivalence'’defence, because the par-
ticipation RXO held prior to and after the trans- ’

action was considerably differont27?

the flerivlie apprcach of RKC and similar

decisions was affirmed by the wupreme Court in e
Kern County Land Co. v.Cccidental Petroleum Corp. 278

L d
3

Iin thls case, the respondent bouzht more than
105 of tne outstvanding stock of the petitioner's
predecessor, Cld Kern, during a take-over campaign. -
lHe wos blocked in his effort to mein control by a:
defensive merger between Old Xern and Tenneco, by;f‘5
which 01d Kern stockholders received new TénnecoT
stock on an équal to equal basis. low the respon- 
dent faced the dubilous question either to sell

his shares and becoining subject Lo shori-swing v
liebility or to keep them and litigate the guestion,
whether his purchase and the subsequent exchange ‘of‘
0ld Kern into new Tenneco stock would be considered 
to be a "sale" imposing liebility under the same )

275) eG4 i
277) 294 F Supp.
278) 411 U.8. 58

HBuUpPp .

b




“section. That is wvhy he negotiated a binding op-

tion to sell to Tsnneco ab a date over six months
after Lhe tender offer expired all the new Tenueco
stock he was entitled to. Since the option was
exercilsed wmore than six months after the respondent
had acgquired the Kern shares, the only guestion
the court had to decide was, whether the granting
of an option was ifself a "sale" and whether the

-actual exchange of 0ld Kern shares for enneco

stock was a "sale" within the scope of sec. “16(b)
STA. The court answered both questions in the ne~
gsative by emphasizing the lack of any potential

for speculative abuse of inside information. Unlike

in RXO, therespondent tried to gain, but was

finally unable to control the nerging corporationsz7?
The option agreement was held not to be a szale |
becuise the position of Occidental as a minority
shareholder did not offer a possibility Lor spe-
culative abuse of inside informa tlon.280

By facing the special facts of cvery individual
nerger, take-over attonpt or corporate reorganization,
the Americon courts have now refused the strict
objective approach of Yark &Tilford and Blau v.
Hodgkinson -being too0 unfquible to achileve equi-
table solutions. They rather emphasized the in-

tent of sec. 16(b)SBEA by looking for a potential

or actual speculative abuse of inside information.
Consequently, the liability under sec. 16(b)SEA

does not have necessarily to be imposed automatically.
(2) Canada

It is questionable, whethcr the Cocnadian
svatutory regulatlons permit the same kind of
flexibility. The situations discussed by the Ame-
rican courts can generally be distinguished into '
two grouns.

279) 411 U.S. 582, 599 (1973)
280) 411 U.B. 582, 6071 (1975)
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At fi rsb, there are reorganizations of the corpo-
rate structure including cifiliated 0T subsidiary
,M; ' companies. Canadian statutes will have little

| difficulty to cover the speculative abuse of inside
information in these ceses, since This poss1blllty
is eliminated by deflnltlon“d1 | .
The second situation concerns ¢ross—-over profit’:u_
ta?inw in merger cases. Insiders of the offeree ?fff
company acquire stock of the offeror company or
vice versa expecting a price hike or a favorable
cxcenoenge reve while the vake-over neyotvioations
are still pending.

The CJA contea 1nf %n"l ler reporting Eaaand liabi~
1lity provisions™ DCovoring cross-over situations.
This reguluation provides, tThet an officer, who
will beceone a dircctor of the merged company is

deemed to have veen an insider of this company

a2

o~

already for the trevious six monbths. For diffi-
cult takeover attenpls involving huge public com-
ponies or corporations even this period seems to
be too shortv, because a lot of merger negotiations
use to last longer. ’ Ty

The Québec Securities Act contains similar pro-

204
visiong“<!

The CHCUA gocs one step further and expressly in-
cludes amalgations as well as business acquisi-
285 ' :

tions ol assets™ <
o The broad langucse of thp OSA mav create some
inverpretation problewrs’ by rendering an insider
liable for trading with Enowledge with respect
50 the weporting issuer. The diificulity, however,

nas been solved by expressly 1nulnolnp taxe—overs,

“317) Sec. 100.4(71) CCA125 (1); ()) CBCA; 131 (1);(2)
special relatlonsnlp—; 157 «SA

’82) Sec. 10C. 1 (5, C.A

28%) Sec. 10G. 4 (%) CCA

284) Sec. 155 Q34

285) Sec. 125 (3) (a);(b)(4);(5) CBCA

286) Sec. 131 (1);(2) 0s:
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amnalzations and 1 ers in the definition of a
(

[0

ors
porting issucn ?

These Canadian sbtatutory provisions, however,

iupose a kind oi asuvbomatic liability the American

Jurisdiction finally abandoned. Since the Canadian

regulations are that detailed, it is unlikely,

that Canadian courts will be able to follow the

American approach. This, however is still a specu-

lovive assumption,because there are no Canadian

precedents ceovering this problem so far. Bus

the strict American approach nas proven to have

some difficulties in findi inz eyuitable solutions

for complicated Take-overs, mergers and corporate;

reorgonilzations, perticularly if there is no real

potential for speculative sbuse. In these situations,

however, the Canadian statutcs have to be applied.

fhereby its enactors have probably tied the hands

0f the securities industry more than necessary.

(3) tGreat Britain

As the name already implies, the"City Code

on Take~Qvers and Mergers" is expressly designed

to cover the named situaticns. Its mere issuance
may be an ad dlulonal argument, that particularly
the"profecsionals® orgunlzed in the City Working
Yarty consider these situations to be dangerous
and atbtractive for the use of inside information..
since 1t 1s referred to 1t in tue gencral context,

a detailed examination in thla chapter is unneces—.
Sary.

The Lrivish Companics icts Go not provide for any
disclosure or liability in a talke - over or mer-
ger situatvion. By no means the insider is preven=
ted from taking advanteme of nis knowledge of
pending tvalke- over negotiations and dealing in
the securities of the other company involved.

287) sec. 1 (1) (38) (v) 034
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In such & case, hcwever, the holding company would
be entitled to claim the insiders profits derived
irom the deal based on the general equitable prin-
ciple of fiduciary duty28§ This result, however,
can only be achieved, if the fiduciary duty is
owed to one of the merging companies, which will .
bc the case in the majority of situations.

(4) West-Germany

The germans learned from cexperience. In
1975 the inyuiry commission of the Dusseldorf

Stock Ixchange launched an investigation against

the August-Thyssen-Hutte-AG and the Dresdner Bank AG,

one of .est-Gerimany's majoxr banlk corporations,
for having used inside information to deal in
stock oi tle Rheinstahl—AG, a corporation Thyssen
was ncegotiating to take over. The comwission
based 1its suspicion on the very active trading
and the considerable price hike of Rheinstéhl
stock before the official publication of the
take-over. The vresdner bank AG was involved be-
cause it was suprosed to finance the undertaking:
At this time, neither the cross-over profit situ-
ation nor the position of ‘a financial adviser was
covered by regulations of che InshdR. Even if
there would have been provisions similar to the
amendments of 1976, the commission saw itself
uunble to prove anybwrongdoing by either Thyssen
or Dresdner DBank personnel. That is why financial
adviserg a.e now treated egually to original in-.
sidersgyg As a result of the experiences of the
Rheinstahl case, cross-over situations are now

R . o . )
covered by two meansT’ According to § 2 (2) (¢)

288) legal (Hastihgs) v. Gulliver (1942) 1 All.E.R.
398 (H.L.); Phipps v. Beardman (1967) 2 A.C. 46

289) reported in Der Retrieb (DB)1973, 2228, 22354
290) % Z InshdR

291) Holzler, Hoffmann,"Schiitzen die Insidervorschrif-

ten den Insider? 2ZfK 1975 , 310
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InshdR securities of a company vo be merged, amal-’
gated, reorganized or taken over are deemed to

be insider securitics.Informations concerning a
take-over attempt or tender - offer, amalgation,
intepration, transfer of assets, reorganization‘
or-dissplution are regarded to be inside informa-
tionsggé These regulations now cover the majo-
rity of imaginable ‘situations in this context.
The long-term entreprenesurial plenning exemption,g95
however, provides the commissions with some kind
of flexible device to avoid inequitable hardship.
In the conbtext of conversion of secu- o
‘rities,the acyuisition and sale of stock purchase
‘rights, tender - offers, mergers zand corporate
roorganizationsinw)approaohes to deal with these
problems can be distinguished. The flexible inter-
pretation of statutory provisions facing the special
facts of a particular case is more likely to deal
effectively with these complex and sometimes tricky
situations.rather than statutory provisions lea-
ving no wroom for interprctation. The Canadian re-~
sulations definitely vrovide effective protectionx

of the investing public, but lead to a kind of
automatic liability, which may create some dif~
ficulties in order to find equitable solutions in
sorie cases. rerticularly the couwplexity of modern
take-over and merger situatulons require a certain-
flexibility, whicli has been developed by the American
Jjurisdictions and toa linmited extent in Germany
and Great Britain. This still remains to be done

in Canada.

2¢2) 4 2 (3) (¢) InshdR
L2 (3) (4) Inshdlk
3 2 (3) (e) InshdkR
29%) 4.1 (2) (b) InshdR
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€) The type of ligovility

If an insider 1s held to be liable for having
violated one of the provisions or principles,

the ncxt question will be: To whom does that lia-
bility exist? Basically, there are two possibilities:
First, the accountability of profits derived from - .
the use of inside information to the company con-
cerncd and secoundly, the private cause of action- e
designed to reimburse an individual shareholder

for damages suffered by the insider's transaction.

arm s

‘aa) Accountapility to the company

This type of liability is to be found in all
four Jjurisdictions.
Section 16(b)SEA provides that any profit reali-~
zcd shall be recoverable by the isSuersz.' '
Since this section applies only, if the insider
is an officer, director or 10% shareholder having
traded within a six months period, bthere are two
. other alternative ways, by which the insider's
profits may bpe recovered by the company. The SEC
may bring an injunctive action against an insider
for having traded in violation of rule 10b-5.
reguesting a decree ordering the defendant to
turn over his profits to the company295.‘Additionally,
in certain states a corporation may be able to .
recover insider trading profits under the common.

P

. . e . ‘ Q . )
law principle of fiduciary duty<oP°

.

244 snolouc v. Delendo Corn. 135 Fed 231, 255
{(Znd Cir 1645 )cerit. deu 320 U.S. 751 (1943%)

80 ve Texas Gulf Sulpnur Co. 312 F Supp.?77
SDEY 1970) aff'd 44& F2d 501 (End Cir. 1971);
550 ve Golconda Mining Co. 327 I Supp. 257
(SDNY 1971) '
< 296) Diamond v. Ureamuno o4 N.i, 2d 494; 301 N.Y.S.

- 2d 75, 248 N.E. 2d 910 (1969); Schein v. Chasen
313 So. 24 739 (Fla. 1975); 478 r2d 817 (2nd
Cir. 1973)

o

2495)

)
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o 24" e
The Canadian statontes j/hold an lnsider.account-
able to the company or the reporting issuer for

any benefit or advantage received or receivable.

In Great Britain, the accountability of R
profits was established by the leading case of
Regaul (Hastings) wntd. v. Gulliverad®, In this

case, the plaintiff company owned a cinema and
intended to purchase two others in order to sell
the whole undertaking. I'or this particulur purpose,
they Tormed a subsidiary company to take a lease

of the two ofther cinemes. Eut the owner of the
cinemas insisted, that the subsidiary company
-snould have paild-up capital, which was greater ,
than the plantiff company could afford to subscribe.
The ordinary directors, wno rcefused to give personal
guarantees, subscribed at par for part of the
balance themselves, tne reumainder was taken up

by "outsiders" in' the nawme of the chairmen and

by the plointiff's solicitor. Later the original
plan was albered and instead of selling the whole
undertaking, all shares in both companies were
s0ld. The former directors made a considerable
profit. ‘fhe plaintiff company sued its former
directors, the chairman and the solicitor for

an account of their profits on tie resale. Based

on the jpencral principle of fiduciary duty,'it

was held, that a person in o fiduciary capacity

is not allowed to meke a profit out of vproperty

in regard o which the fiduciary relationship

isbos. It was found, vhot they all had acted honestly

throughout the whole transaction, but nonetheless
the ordincry dircciors, who had taken their shares.
as beneficial owvners, were held liable to account
tnelr profits to the plointiif. The court did not

207) vec. 100.4 (1) Cuhy 125 (5) (b) CBCA; 131(4).
Osay 1 51 QA o
298) (1942) 3 AlLL.3.R. 370, 589; (1967) 2 A.C. 134,149

-
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sonsider the meve facts, that the B,OOO shares

in the subsidiary had never been the company's
property and the company virtually lacked the funds
to acquire them. It was held that only disclosure
to and approval by the general meeting would have
'saved them. On the other hand, the chairmman escaped
liability because the outsiders, who bcnnflclally
owncd the shareg, for which he had subscrlbed

owed no fiduciary duty to the company.The soli-
citior escaped also although owing fiduciary duties
to the compény, his breach thereof could be and was
erffectbively sanctioned by the company.

Rezal was followed by the House of Tords in Boardman
v. Phipps 299 | fhe apprellont Boardman was a T
trustee's solicitor and J.Fipps a beneficlary of
2 trust. A substantizl part of the trust holding
yas shares in a privaeve counpsny, which at the
date of the testator's death were not a profitable -
investmenu. Boardman and T. Phipns, & brother of

J. Phipps, intended to obtain countrol of the com-
pany by purchasing the outstanding shares.

During the negotiations with 1ts directors beiﬁg
The controlling shareholders, they obtained cer-
tain valuable 1nf01maulon about the company. They
acquired a part of the shares for thpmoelveo,'a‘
deal wnich turned out to be hizhly profitable

for the trust, Boardman and T.*hlpnu. By a capifal
distribution and a laterresale, both made a profit
ol more than 75,000 Founds. 4 majority of the House
of Lords neld Boardman and T.FPhipps liable to ac-
count thuse profits. By purpcrting to represent

¢ trust in their negotiations with the directors,

they had placed themselves in a special fiduciary
position. This special positicn =2nd the information
they nad acguired as Tidvciaries enabled them to .
buy the shares. It was held to be irrclevant, that

they hod acted honestly and ouviously in a manner

299) (1967) 2 £.C. 46



the A
.

- 103 - . )

hichly veneficial to the trust.Their liability was:
based on the possibility of a conflict-between -
thelr psrsonal interest and ftheir duty owed to
their principal - the trustBoo,The mere possibility
of a conflict of inverest was neld to be sulfficient
to assume an actual breach of a fiduciary duty.

In addition, Lord Hodson held, that a confidential
information could'prdperly be regarded as the pro-
perty of the trust3U1.This concept of an infor- |
mation as a corporatie asgset has been subject of
strong criticism, because iniormation is deemed
to be a nmental, but property a legal COﬂcePtBOZ.
The view of the majority has been affirmed by the
recent decision of IDC v. Cooleyﬁos. In this case,'

the defendant Cooley had been appointed as a direc-
tor by IDC, an industrial entcrprise providing

comprchensive construction services. The contract

had been ccncluded with régard to Cooley's con-
tacts to gas boards in order to obtain comstruc-
tion Jjobs oiffered by the boards. The defandant
was approached and appointed privately by Fastern
Gas to run four construction projects. Before .,
he accepted this appointment, Jooley resigned

from his IDC Jjob presenting a false statement of
health. IDC sued Cooley for an account of profits
obtained by breach of fiduciary duty. Roskill J.
stated a plain conflict of interest. The ‘defen- -
dant was held to have abused nis position as a
director of & company breaching a fiduciary duty.
It did not matter that IDC never would have been
awarded this construction job, because Hastern
Gas principally did not desl with this type of

construction firm. Cooley ccouired the appoint-

300) (1967) 2 A.C. 45, 1C5 per Lonrd Cohen
501 (1967) 2 A.C. 46, 111,

(1567) 2 A.C. 46, 127/-128
$02) Yalimer, Prentice, Welling ”Canadianvcdmpany Law"

6-43, 2nd ed. 1578
50%2) (1972) 2 4ll.L.R. 162
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ment and thus the profits while still employed

by IDC. Therefore he was in breach of fiduciary -
o , ' duty, because he Tailed to pass all the relevant
- ' informations received to the plaintiff company.

Therefore he was held liable to account to his

former employers for all the benefits he had re-

ceived and would recelve under the contract with

the Gas Board. Since the fiduciary duty is owed

to tihc company only, tiie accountability of profits

o the company is the logical consequence of this

principle.

The German liability provision of § 4 InshdR

has been modeled after § 88 Aktiensesetz. It pro-

" vides, that advantages derived Ifrow a prohibited

use of inside information by an iusider or a person

or institution in an equal position are accountable

to the comvany. The term “advantane™ does not

only cover profits but alsc losses being avoided

by an insider transaction. ‘The basis of the claim

is the voluntary recognition of the guidelines

by the insider, which becomes a part of his em-

ployment contract with the company. : g

Since there 13 no contract between a person in a

position equalbto an insider - like banks and. other

financial advisers are deemed to be- the contract

between this persbn or institvution is considered |,
to be a contract in favour of a third party ac-
cording vo § 328 DBGB. This construction gives the
corporation, whose shares have been traded in violaé”
tion of the insider trading prohibitions an original
cause of action against one of the contracting par-
ties.
Generally, the accountability to the company is un-
disputed. Its existence, however, raises the question,
whether the company itself rcally suffers a damage,
when its stock is traded by vse of inside infor-
@:;, mation. It is clear thau tue company is usually

the source of the informetion, but the company it-

-
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sell rarely tradcs in its own ghares. In Germany it
is even prohibited to do so. Therefore.the company :
cannot miss any chance or suifer a detriment by the
transactions concerned, because the shares arec the.
object, but the company usually is not a party of
the trade. Thus the accountability of profits to

the company is no compcnsation for a loss occured.
The only imaginable indirect detriment could be a}w?
certain damoge of reputation, which may result in’ :
a cortain decrease of its stock value. This may
influence Ghe acceptability and marketavility of

the stocl, a damage, however, which hits the share—f
hdders but not the company itself. This sanction is
lacking any compensatory effect. That is why it 1is
highly questionable to entitle the company to oo
recover the vnrofits, particularly if it is the

only legal person or institutiton which has the right

to account for profits as it is in Great Britain =~

and the ederal Republic of Germany.

bp) Civil liabiiity

Cn the other hand, who is actually sufferiﬁg some

damage? It is the individual shareholder or a mem=-

ber of the investing public, who does not get an

egual opuortunity to deal on the same basis of

infor..ction. A potential iunvestor, for instance, would

have acquired this tyiee of steck 2s such or far

less expensive or a shareholder would have sold
carlier for a better price. That is why the private

" cause of action being available in the U.S. and

Canada gained much more importance in recent years.

In the U.S., the private right of recovery is

baged on an extensive interpretation of rule 10b=5

by the jurisdiction. They have developed different

rationales Ior a c¢ivil liability under this rule.

The most freguently uscd 1s tue so-called tort
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—doctrine304. It stems from the rule that a violation
of a duty imposed by specifio or genefal law and not
only by mere agreement of the parties is tortious,x%.
if it results in an injury that the rule concerned was
intended to prevent and that the injury was suffered
by a menmber of a class of persons that the rule was.
designed to protept. Consequently, an insider's lia-
bility should be limited to the detriment the plain-

tiff actually surfered.

The second one - the policy rationale - assumeS'that
the courts are charged with the auty of making re- °
medial legislation like the securities laws fully -
effective by aeveloping the necessary remedies which
Congress may have overlooked | |
This are the basic justifications for the introduction
of a private cause of action in the U.S. ‘

This right, however, does not entitleevery shareholder
or potential investor who might have missed a chance
to"instigate an action against an insider. -
Since rule 10b-5 provides that the alleged fraud has
to be in connection with the purchase or sale of a -
security, it was held in Birnbaum v. Hewport Stéel 
5U5, that the plaintifi has to be either a sel-
ler or a purchaser of securities. This case involved

Corp.

the sale of control of a steel company to an outsider,
the selling shareholder received a premium for his
shares. The plaintiff minority shareholders weré?held
to be unqualified to bring «an action under rulei10b-5
vecause tney had neither purchased nor sold shares.
Several courts, however, tried to abandon this so-cal-
led Birnbaum-doctrine and held, that the critical fac-
tor should not be the actual purchase or sale of some
securifties but the fraud respectively the non-dis-

closure, which arfectea or would have affected the. -

, ‘ 6
tecision to purcnase or Lo “PJLD()

%04) A. Bromberg,"Securitics law' vol. I 2. 4(1)(a)
supp. 1977

‘3U5) Rirnbaum v. Hewport steel Corp. 195 “2& 461 464
(2né Cir. 1952)

306) Stockwell v. Reynolds & Co. 252 ¥ Supp. Eﬂii}ff
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)

)

A seller is injurel just es much when he. suffers a loss

on the sale of securibtbies, which he has been indu-
ced o retain as wien he is induvced to sell them’ol.

L . 508 , o
The Securities Commission arguedj ~¥, that the ge-

‘ncral purpose of the SEA is to protect security hol-

ders, who may suffer losses and should have a re-
medy, even though they'may not have sold or pur-
chased stock. The courts, however, did notv go so

far to srant a cause of action ¢o the "abo?ﬁed"
purchaser who just might have bought stockpoy.

This result, however, creates a certain inequity

for potential investors, but may obe Jjustified on

the reason, that a private czuse of action must

e limited to some extent.

In Blue Chip stamps v. Manor Lrug stores the U.S.319
suprepme vourt has upheld the sirnbaunm doctrine in.
orcer to preveut an undesirable ana unmanageable
opening of the private cause of action to all sorts
of potential plaintiffs. On the other hand, the nBlue
Chip holding is far from restoring the privity require
ment, since it does nct reguest that the plaintiff
must have purchased or sold shares directly from or
to the defendant. Thus the private action for

307) 252 F Supr. 215, 219 (SunY 1965) ,
308) Vine Beneficial Finance Co. Inc. 374 F2d 627-

V.
nd Cir. 1967); Futual Sheres Corpv. Genesco

( "\
384 124 540 (2nd Cir. 1967): wWeltzen v. Kearns
271 2 Jupp. 616 (SDEY 1067) '

30Y) Hirsh v. HMerrill Lynch, Pierce, Fenner & Smith
Inc. 311 F Supp. 1283(3DEY 1970) '
Lanning v. Serwold 474 724 715 (9th Cir. 1973)
Asiton v. Thornley Realty Co. 546 i' Supp. 1294
(SDNI 1972) aff'd 471 24 o497 (2nd Cir. 1973)
Flount Clemens Industries Inc. v. Bell 464 F2d
539 (9tnh Cir. 1872)

310) Blue Chip Stamps v; Yanor bYrus Stores 421 U.S.

722 (1975)
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recovery of profits under rule 10b-5 is available
for sharéholders, even il they may not have sold or
purchased stock imucdiately in connection with a
non-disclosure, but not for every potential "ab-

[t

orted" investor, wiho unissed a clancee.
11

5

w

The Canodian statutes provide for a vrivate
liability " o compensate any person for any direct
logs guffcred by that person as a result of the
transactiont The language implies a sort of cau-
sution bebtween the transaction ond the loss suf-
fercd. iroblems may stem from the interpretation

of tne term"directt It has been introduced to

limit the types and scope of losses to those having
“a connection to the wvransaction in questionjjz.

ce) The preblenm of double recovery

The language of tihe Uanedlan statutes and -the ex-
tension of rule 10b-5 by Lmerican courts have es-
tablished two distinct causes of action. This pos-~
sibility of double recovery, however creates a
subsequent problem:'Surprisingly, it has not beeﬁ
statved explicitly, whether there is also double
recovery, whcther the insider nay be compelled

to pay double danages also, l.e. to disgorge pro-
fits to tie company and to compensate another per-
son for a loss suffered as a result of the same
transaction. It may be argued, that, 1f there are
two rights of action to be execused by two inde-
pendent parties, these parties should be entit-

i L . . %1%
led to conforce their respective rights separately’ 2

On the other hand, the insider may defend himself

S11) Sec. 1G0.4(1) CB4; 125 (5)(a) CECA; 151 GSA;
difierent wording, sawme result 137 (1);(2) osa

312) Green v. Charterhouse Group Canada Ltd. (1976)
68 D.L.R. (3d) 592; 12 C.R. (2d) 280 (Ont.C.A.)
Green v. Charterhouse Group Canada Ltd. (1976)

58 D.L.R. (54) 5925 12 C.k. (2d) 280 (Ont.C.A.)

&,
!
S
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by arguing, bthet damages paid to a private party
under rule 10b-5 will- eliminate the profit, so

that nothing will be left to be accounted to the
compuny514. This result, however, presumes that
the private action is instizated before the suiti:“
‘of the corporation. And with regard to the ques-'
tion raised above,vwhy should an insider pfofit

be subject to double recovery, if only one plain-
tiff suffered some measurable damage? This area

is far from being settled by Aumericen and Canadian
courts. There are, however, some hints that there
is no %?soluto rule of law precluding double re-l
covery” 2. )
By being exposed to double liability, an insider
will be punished more than neccssary. This result
is violating at least two basic principles of
tortious liability. At first, only a parﬁy having
suffered some measurable damage should be entitled
to a claim. Secondly, thie zmount of damages to

be paid should bc a compensation for a loss actually

suffered. It should result in a restitution, i.e.
the plaintiff should be put into the same position
as whether the violating event never occured. As
far as the COmpany itself is concerned, there is

no restitution necessary, because it usuvally suf-
fers no damagec. Thus the Canadian sbtatutes and the
American courlts have definitely gone too far. The .
possibility of an independent cause of action to

be enforced by two separate parties creates a new
inequity for the insider. This should be eliminated

-as soon as possivle. It might be possible to give

514) L.Loss, "Securities Reculation™ vol. III, 473
2nd ed, 1961

FecCandless v. Furlaud 295 U.8. 140, 167 (1935)
Baumel v. losen 283 T Supp. 128, 145 (D.Md. 1968,
Pappas v. tloss 257 F supp. 345 (D.N.J.1966)
Diamond v. Creauuno 48 WN.u. (2d4) 910 {(1969)

(SN
JU
O
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the private right of recovery a certain priority
over the accountability to the company or the

lutter possibility should be eliminated anyway.

dd) Comparison

On the other hand, a total luck of a private cause of
action as the situation is in Britain and Germany is
quite unsavisfactory too. Here the person who actualliy
suffers scme danage is not entitled to claim any compen-
satlon.

The German guidelines are unclear as far as this
question is concerned, because they provide for
"additional civilSanotions5qb.”This reference,

‘however, does not mean the introduction of a ge-

neral private cause of action. Since the insider
guidelincs become a part of the cemployment contract
between the company and 1its director, the employer

‘may instigate a civil action because of a violation

of obligations thereunder.

The German and British liebility solutions providing
merely for 2n accountability of profits and avoid;ng
losses to the company create another type of hard-
ship, silace theyvbenefit a party not harmed by

the alleged violation of imsider trading prohibi-
tions, but they do not compensate a private investor,
who might have suffercd a substantial loss. It can-
not be the goal of cffective and equitable insider
trading provisions to protect the company but to
exclude the private investor. The compensation of

a private party is a key element to improve the
position of the investing public. It can also bé
considered as a sort of compensation for the lack

of an equal opportunity. |

The Canadion regulations and the American Juris-
diction have gone far beyond that zoal by impo-

sing unnecessary hardship on an insider, while

Gredh Britain and iWest Germany do not achieve it.
Thus both ty:es of liability solutions have to

be congildered to be culte unsatisfactory.

516) % 4 (1) InshdR "Unbeschadet weitergehender
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d) Computation ol damages

Anotvher problem to be raised in this context is
the computation of damages.Should the plaintiff
be.entitled to recover only net profits or losses
derived from the transaction in question or is

he to be ccmpensated also for every possible loss.
of a bargain?

aa) Section 16 (b) LA

Under sec. 16 (b) SEA the law scoms to be settled. -
The adopted test reguires the court to match the ‘
lowest or lower,purchase price against the highest ;
31I.The court rejected the so-called
"first-in first-out rule", which is the usual method -

or higher one

of compubation for tax purposes, whenever the stock -
actually purchased and sold is not identifiable
as well as the possibility of averagzing purchase
and sales prices of a six nmonths period. Under the
"Smolowe"test, however, an insider who in the ave-
rage rmade no profit at all or even suffered a net\
loss, has to pay damages, neczuse Tthis method over-
evaluates a high sales price, but underevaluvates

318

a low purchase nrice . This way of computing a

profit has a nore penalizing rather than a com-

PSR

. , %04
Interest snould be included"u

peusatory effect. Certain expenscs may be set ofi’j19

3177) Smolowe v. Delendo Corp. 156 F2d 231 (2nd Cir.
1945) 5 Gratz v, Claurhton 1387 F2d 46 (2nd Cir..
1951) cert. den. 341 U.S. 920 (1951)

51v) tunter,® Section 15 (b) of the Securities Ix-

chanme Act of 19%54: An alternative to" bur-

ning down the barn in order vo kill the rats"

52 Cornell L.U. 69, 82 (1%66) o

Arkansas Iouisiana Gas Co. v. W.R. Stephens Ins.

Co. 141 F Supp. 841 (W.D.Ark. 1956) '

520} Blau v. Mission Corp. 21z ¥2d 177 (2nd Cir. 1954)

s
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In unusual situaticns the computation is not to

be based on purchase or sales prices'of stock, but
on the actual value of what the lnsider gave in
exchange521. In this particular case, the defen-
dant was held liable for repayment to his corpo-
ratlion of profits larpger than he otherwise would
have made by application of the rule that the cost
basis for determining the profits realized is fixed
by the value of the assets, which the insider trans-
fers for his corporation stock rather than the price
or value of the stock received by the‘purchase. This
holding, nowever, raises the question of evaluation
of the‘assetsconcerned.

All tvhese Awerican tests go far beyond the necessity
to compensate a defendant for damages actually suf-.
fered. They result in a kind of penalizing effect
for the insider. '

bb) rule 10b-5

As Tar as the computation of 10b-5 liability is con=-
cerned, the law is not quite so clearly determinable.
some of the cases have applied a more or less strict -
out-of-pocket measure of damages, which takes into '
account the difference between the price actually
paid aund the real or actual value at the date of

a
>.,)' .. + A - . .
he salej“%Thls method prevailing does not only -

ot

focus actual or possible gnins of the defendant, -
but also losses of the plaintiff. his rule, how-

%21) Park & Tilford v. Schulte 160 F2da 984 (Z2nd Cir.

1647)

%22) Kohler v. Kohler Co. 208 I Supp. 808 (E.D. Wisc.

1952 )aff'd 319 Fed 554 (7th Cir. 1963);
Fgtate Counsclling iservice ine. v. Merrill Lynch,
Fierce, Fenner, & Smith Inc. 503 I2d 527, 535
10%h Cir. 1962); Iiyzel v. Iields 385 Fz2d 718 (8th
Cir. 1967); Gottlieb v. sandia Am. Corp.304
I Supp. 980 (E.D.Pa. 1969)
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ever,contains two crucial factors. The first diffi-
culty is the determination of the of the hypothe-
tical value of stoclk, which would have becen pur-—
chased in an unmanipulated morket. This value

can only bec estimated. The problem is increased

by the requirement, that The determination is to

be made for the date of the original transaction.
ther courts have adopted a more {lexible approach.
They accented the out-of-pocket approach as a '
starting point, but eilther permitted a subjective
determination of what thovplaiqgiff would have

223

«done had there been disclcsure or allowed even

recovery of unjust enrichment <t fhe latter result

-

was acnieved by a drastic reduction of the plain-
t1ff's burden o prove an enrichizent of any sort.
These hg}dings also show a tendency to punish the .
*nsiderjng Doubts and uncertainties are inter-
preted in favour of the plzintiff. This attitude
now seenmns to govern the Awmerican jurisdiction as
far as 10b-5 liabliilty is concerned.

On the other hand, the American courts did not go
so.far to award damages for a possible loss of ah
bargain, because such a compubtation would be to-
Lally speculative526.It is aduitted, however, that _
such a tyse of recovery mipznt be Jjustified in cases,
‘where a contractual obligation or riduciary relation-

%23) liyzel v. Fields 386 F2d 718, 744~ 745 (8th Cir.
1967) '
Affiliated Ute Citizens v. U.S. 406 U.S. 128,
155 (1972); Janigen v. Taylor 344 F2d4 781, 786
. (1si circuit 1965) cert. den. 382 U.S. 879 (1965)
Speed v. Transamericana Corp. 71 ' Supp. 457
(D.Del. 1%47) 99 ¥ Supp. 8C8 (D.Del.1951) 135
P Supp. 176 (D.Del. 1955) aff'd 2%5 F24 369
(3e2d Cir. 1956)
g:hﬂ %25) Navin "Insider's liability under rule 10b-5 for
B the illegal purchase of actively traded securitie:
78 Yale Law J. 864, 883 (1959) |
Snith v. Bolles 1%2 U.S. 125 (1889)
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ship exists betwesn the parties in addition to a
5§27

cc) Canadian statutes

The USA is dealing dijﬁgrently with the problem

to measure the damagesjﬁb.bamages are to be assessed
on the bzsis of the average mariiet price of the
securities concerncd in the twenty trading days
following: the general disclosure of the material
information. The court, however, 1is free to con-
sider any other computation method being relevant

in the circumstences of a particular case. This

averaging computation method does not follow the
kmerican "penalizing" apuroach, but merely tries
to esteblish a guideline to measure actual losses
and the neccessary compensation. |

The other Canadian statutes eward damages, - -if they

II

L . LY
stem from direct jpzses” 2J. These provisions are

designed to compensate a plaintiff for losses actually

fered rather than fulfilling his expectatlon‘y
interests or restituting unjust enrichment in the
hands of anﬂln31cer>99.an adjective "direct" is
liniting the scope of a possible award of damages
to those actually sufiercd and excludes losses so
covered as a result of factors like price fluctua-
tions unrelated to the insider's conduct and af-
fecting the securities market generally. The for-
mulation also excludes an epectation or lost bar-

zain interest. The Canadian solutions come close

52°7) ieas,"The measure of demages in rule 10b-5 cases
involving actively traded gsscurities" 26 Stan-
ford L.Rev. 371, 383 (1974)

526) Sec. 131 (6) 0SA

329) Sec. 100.4(1) CZA; 125 (5)(a) CBCA; 151 GSA

' 3%0) Green v. Charterhouse Group Canada Ltd. (1976)

68 D.L.R. (3d) 592; 12 U.k. (2d) 280 (Ont. C.A.)
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to the original tort approach to restore .the for-
- mer position of the plaintiff - an approach which
S, .
laclks vhe penalizing effect of the American holdings.

dd) The British approach

Since the British soluticn provides only for an

ccecountability ol yprofits to the comrany the problem

to evalusate these profits is net vhat serious, he courts,
howvever, have been relatively strict to enforce

this accountability. In cases of doubts and uncer-~
tainties, they held in favour of the plaintiff

company. The assumption is based on vhe highest

market value. The insider has to prove, that he

paid the full market prioe)jq-This approach resembles
more to the American approach. The tendency to

punish the insider is inherent in the principle

of accountability to the company anyway. The British
computation method remains couseguently. S

ee) West-Germany

As far as Germany is concerned, there 1s no M
express statement to what extent the commissions

are prepared to account liability, because no case
nas been decided yet and the guidelines fail to
cover this problem. It can only be estimated, that
the commissions follow the basic approach of the
German regulation not to impose unnecessary hard-
ship on an insider. This may result in a strict

and limited award avoiding any sort of punishment.
This, however, renzins to be seen.

e) Proof and its ourden

in order to be able to recover some damages, the
plaintiff usually has to meet certain standards

of proof. In an enonymous open merket trade, a
531) R.

Pennington, Company Len:, 534, Ath ed. 1979 '

r
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single ghareholder or potentvial investor may

run into severe difficulties, particularly if the
company concerned refuses to cooperate. In this
case, the plainviff might be unable to get ac-
cess to corporate boclks or transcripts of trans-
actions. With the exception of Germany, this dif=-
ficulty is somewhat facilitated by the dicsclosure
and reporting vrovisions allowing a plaintiff to
follow the course of an insider's activities-to

a certvain extent. The main problem in this'conteXt,
nowever, 1s not only to prove a kind of insider
activity, but the actual use of 1inside informa-
tion for personal benefits.

aa) vection 16 (b) LEi

Thig, however, does not have to be established
under sect. 16 (b) SZA, which imposes a.éort of
"automatic" liability as soon as the statutory
requirements of a-purchase and sale within a

six months period is met o °. Tt is notb necessary.
to prove the actual use of inside information.:),
The plaintiff has only ©to show, that some short
~swing trade occured within this specified period.
The necessary data may be obtained by the SEC or 
stock exchange registers being open for public
inspection. The proof beconmes more difficult, if
the insider trades in unregistered securities.
That i1s why it has been sugiested to shift the

(bR

burden of proof to the defendant or establish a

zind of rebutivable presumption of guilt.

omd

"z
,

252) Munter," Section 16 (b) of the Securities Ex-
ch'nze Act of 1954 @ An alternative to'"burning
¥ill the rats""

down the barn in orac:r to
52 Cornell L.Q. 09, 89~ 90 (1966)
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bb) Rule 10b-5

In order to obtain damages undcr SiC-rule 10b-5
the plaintiff must show the following: A purchase
or sale, an interstate contact or use of means

of interstate communication, the failure to dis-

close material inside informat;%p hy the defendanthB.
354

reliance on the nofi-disclosure and resulting
damases. Thus the burden to prove all material
facts in order to establish 10b-5 liability is
completely imposed on the plaintiff. The most
crucial factor in this context is the requirement,
that the pleintitff has to show, that the defendant.

.had been inpossession of some Ltype of confiden-—

tial information at the time of the alleged viola-
ion and made use of 1it.
In adcdition, the plaintilt nas Lo show that he has

cxerclisea the necessary duly ol que careBéB.
cc) Canada: fhe implications of Green v. Charterhouse

In Canada, the position of the plain-

tiff has becn strengthened considerably,since the

court in Green v. vharierhouse Group Canada Ltd.jj6

4]

nifted the burden of proof from the plaintiff to
the defendant insider, who now has to show that
he in fact did not make use of an inside informa-
tion in the transaction in question.'The plain-
tiff 5%1l1l has to submit some evidence, that the

defendant was in possession of some confidential

33%) ©EL v.e Texas Gulf SulphurCo. 401 F2d 855;
8U83-853 (2nd Cir. 1958
5%34) Idst v. Pashion Park Inc. 340 F2d 457,463
(¢nd Cir. 1985) '
3%5) see anhove, p. 13 b - ST
336) Green v. Charterhouse Group Canada Ltd. (1976)
68 D.L.R. (5d) 592, 619; 12 C.R. (2d) 280 (Ont.C.
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information -, This shifting of the burden of
proof is an important improvement of the posibion
of a plaintiff providing him with considerable
assistance once some basic preliminary facts are

evident.

id) Great Britain : ) o

In Great Britein, the plaintiff ccompany has to
establish two evidences : that the director's
transactions were so related to the affairs of

the conipany, that it can properly be said to have
been done in the course of their manogement duties.
and in ubilization of their opportunities and  ”
specilnl knowledge as directors and that the trans-
actions resulted in a personal PTOfit’3b- The sub-
nissicn of the necessary evidence is far easier
for the company since it has access to all rélevant
sources orf information. ‘Yhe probvblem of the burden
of nroof is not that virulent, because there 1s no
private cause of actiom.

ee) West-Germany _ \

In Germany, the situation is far more complicated.
formal notice submitted by a private person or

company may causc a commission to get an inquiry
uvnder way. This notice has to contain some infor-
nation claiming a conclusive violation of the In-
siderhandelsrichtlinien or the Hindler-und Berater-
er;eln?3Y | $he notification has to refer to specific
persons and events, the date of the alleged violation
and the date on which the notifying person obtained
the concrete knowledse about the events in question.

5%7) D. Johnston,"Canadian Securities Rebulatlon"
504 (1577)
338) Regal (Hauulnuo) 156.. v. Gulliver (1942) 1 All.E.L
578, 59 992
530) & 5 (2)(a) VerfoO
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Jartherwore, t1e cormnisgion htu (o) examine the
conclusiveness of the notifl 1caglqn. Under German
procedural law con c1us1ven@un)4u is a procedural
concent which applies 1f, based on the submitted
factsythe alleged violation does nol apvear to be
unllkeWy The commission may set up an official in-~
guiry, if it gets vo know of credible and concrete
.informations backing a &USplClon341 It is, however,
not a commission's duty to investigate in facts,
which have to be cubnitted by the plaintiffsqz.

The commission is entitled to ask for delivery
of relevant documents or require informations %o
be subritted by the persons or institutions spe-
‘cified in the notification. ‘hat means, that basically
all the neceszary evideuce has to be subuitted by
the plaintiff. As already mentioned, without any
registration of insider property in securities of
his company ond under the prevalling ‘system of bea—
rer sharcs, already the duty to identify the per-
sons invelved in insider trading activities will
be almost impossible to fulfill by a person out-
side the corporate structurc. Even if he would be:
able tc narrow dovm e chain of persons, it still
remains for him to prove that these insiders were
in possession and made use cf material confiden-
ti.1 information for personal profits. These dif-
ficulties vo prove an alleged violation seem to

be almost i1nsurmountable.and are one of the key
reasons, why no official investigation has been
started since The introduction of the new guide-
lines in 1976. The necessity to improve the status
of a single shareholder or potential investor
became quite obvious in the Rheinstahl cooe543

340) In German:schliissigkeit der hlage
341) 4 4 (a) Verfo

342) & 4 (b) VerfO

343) 1973 DB 2283

A
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whicih involved some 160 alleged violations but
no concrctve evidence. Hevertheless, the amendment
to the rezulations in 1976 has failed to deal
cffccvively with the problcem of proofX and its

burden.

e,

Y

tf) Cocmparison

With the ec:ception

o]

proof has bcen shi

-

f Canada where the burden of
6.

4
9

[Ged te the defendant +the ne-’
cessary cvidence has to be submitted by the plain-~
tiff. Tahis rule may create some considerablevprob—
lems for an outsider having no access to corpo-
rate information. As far as the protection of
the investing public is concerned, the Canadian
decision or Green v. Charterhouse Group Canada
Ltd. 1s cuite progressive. It should be considered
by the other Jurisdictions to follow this example
as well. '

1) Defences

aa) Non-existence of an inequality

—

]

he liebilibty provisions are designed o compen—
a

[6)]
ct

e another party for an unegqual exploitation of
a confidential iniormation. Therefore the best
Gefence available to the insider is to prove,
that this inequality did not in foct exist or
could have been avoided54£.

~In America, this goal is achleved by the "scienter”
and "due dilirence" requircments denying liablity,
if the wlaintiff has failed to make use of all

" possible sources of information he had or could
have had access to, in other words, if he could
have acquired the same information as the insider
at the same ﬁime, but neglipenvly failed o do s0.

4:; . ' For this uype of negli ence, of course, the insider

- cannot be blamed and held liable.

544) D. Johnston, Canadian Securities Regulation 3C1(197Y
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bb) Canadian statubtory defences

The Canadian statnves have intoduced another

type of delerice s JThe CBCA provides for liability
unless " the informetion was known or in the exer-
cise of reasonable dilisence could have been known"
to the plaintiff, a standard probably a little bit .
higher than under the CCA,where the information
"ought" to have been known54§ This distinction

may introduce two differcnt standards. These two
wordings basically focus on the cqual access to-

the information in question . If{ both parties have
or could have had access to the same information

at the sare time, no one has a reason to Compla1n34]

Here tGhe chance of an equal opportunity theoretically

-exisived. One party neglinently failed only to

make use of it. This Canadian approach contains
some similarities cven in vhe wording of the sta-
tutes bo the American "due diligence" burden. They
contain no hint, waich svandurd of reasénable care
is recuired, but it may be assumed to be quite low.
In addition, they contain a temmnoral gualification.

i

the informution must or could have been known to
the plaintiflf at the time of the insider's trans-.
action. This wording may create some difficulties.

In case of an open market transaction people trading
at the same time cun be awarc of the same informa-.
tion only, if it has been published before. Here,

the defence is unnecessary, because it is no longer
an inside information. Therefore this defence applies
only to face-to-face transactions and situations,
where the plaintifi has access To corporate data

7,’\‘

: L . . Jo. O s
cquivalent to that of an ingider? 0. Thereby the

345) Sec.. 100. 4(1)VUA- 125 (5)(a) CBCA; 131(1); (2)
(a=c) OSA; 151 Q3A

%406) same wording sect. 151 SA

%47) Green v. Charterhouse CGroup Canada Ltd. (1976)
68 D.L.R. (3d) 592; 12 O.R. (24) 280 (Ont. C.A.)

3487 P. Anisman,lnsider trading undenthe Canada
Business Corporaticang 4ct  HeGill Univers.
Meredith Memorial Lectures 151,253 (1975)
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applicability of the defence is narrowed considerably,
which should be desimned %o cover stock exchange
Q: "~ trade as well. |
~ The OvA conbains two additional defences. The R
insider will be held liable unless he had rea-
sonable grounds. to believe, that the material fact
or chence had already been disclosed 7. Here a ",
subjective standard applies. The problem, however,
dces not concern the mere disclosure of an infor-
mation, bubt its digcestion and dissemination. Under -
the third defence, the insider may prove, that
even in the case of acturl knowledge, he did not
malke uge of an inside information. This latter
.provision is rather difficult Yo handle, because

it implies extensive iuvestigation into the defen-

O

ant's motives. The mere statement, that other
reasons prevailing were motivating the insider's
decision to trade in the securities concerned

cannotv be considered sufficient. ‘
A1l these defences arce based an the same assumption:
If the plaintiff actually had or could have had

an egual onvortunity to acgquire the same infor-
mation completely at the szme time, there is no :
basis for an insider's liability.

cc) The Common Lew theory of a corporate opportunity
The British Jomumon Iaw Jurisdiction hes focused»)g;f
the problem of possible defences differently. '
Undef its theory of corperate cpportunity, the
question is not, whether the plaintiff had or .
could have had access to the same type and quality
of irnformation in order to put himself in a :
position egual to an insider. The theory of cor-
porate opportunity concerns an arising business '
opportunity, winici shouls be ecyuired for the

349) Sec. 131 (1)(a);(2)(a) 034
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COM“&HYBSU:But if the company is objectively un-
able to do so, the fiduciary duty owed to it is
raised. Thus the allezed insider has to establish
the deience, that there was no way for the company
itself to malke use of Tiie cornoratc opportunity
and that he was thercfore free o acgulire it
for himself. This might be the case,for in-

stance, il the company 1s unable to finance
' 51 . .. .
', but the insider finds some

partners providing the necessary funds.

an undertakingj

Some cases decided under the nrinciple of fiduciary
duly seem to be consistent also with the scone |
of this doctrine. The decision of IJC v. Cooley352
appcears to be conéequent. The prospective contract
with the Gas Board was a corporete opportunity: /
within the scope of its definivion, because IDC

had been highly interested in being awarded that _
construction Jjob and there might have bech still'.w
a chance to elter the nind of the Gas poard's
exacutives. Consegyuentvly, IDC wes not completely
unable to obtain the contract. Thus Cooley was qot
entitled to take advantege of this situation. °
This defence, however, has to be regarded within
tnc context of'the whole fiduciary principle,

which iwposes the duly owed exclusively to the
company. Thus the company is the only institution
being sivle to weive thils particular duty. There-
fore this defence is of a very narrow and limited
applicability.

dd) West-vermany

The Goermen zuldelines do not contvain an express

provigion or reiersnce to a defence. But it may

s

550) Canadilan aero service V. O'talley 40 D.L.R. (34)
371 (1974) . | |

351) Teso Silver iiines Ltd. v. Jropper 53 D.L.R. (24)
1 (1966)

552) IDY v. Cooley (1972) 2 ALl L.k. 162
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be “;L'Ndbet, that if a person actually had or
counld have had rusuonuble access Lo the same in-
A formation, the cloim would simply be refused as
| ‘ 390 s . . ,
no% conclusive? and the commission will not
consider to instipgate an investigation.

g) Comparative Conclusion

Y L
AS L

~a
‘../

o as the key element of liability 1s concerned,
we have seen a congiderable variety of soluvions:
and inberpretations. Lvery jurisdiction faces se-
veral shortcomings or difficultics.
The American jurisdiction has to face its major
problems in adapting the broad wording of the
general antiiraud rule 10b-5 to the special cir-
cumstances of insider trading cases. In addition,
it shows a tendency to penalize the insider more
than necessary rather than merely looking for
compensation or restitution of damages actually
sulfered. The major part of tine prov151ons and
case law authorities, however, are effectively
designed (o ilmprove the position of the investing
public.and to deter en insider from trading in
the securities of his company.
The Canadian lia bility provisions have largely
profited from Americun cxperiences and preceqents.
aud therefore avoided Uo make the

k CALL

same faults.
Generally, they scem to follow
to penalize thc

the American ten&ency
insider in order Lo improve tne
deterrent effect of the statutes. The major achie-
vement of the lanadian Jjurisdiction i1s probably
the shifting of the burden of proof to the defen-

dant. This recsults in aconsiderable improvement

of the position of the privabte outsider plalntlff;
The major difficulty of the British law is, that
1t holas on vhe prinéiple of Percival v. Wright,
@:;‘ ~ which does not permit an exlension of the insider

definition for liability purposcs beyond the

353) § 3 (2)(a); 4 (a) Verfo
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sroup of persons inside the corporate structure.
Lut as particulerly the American cases-have proven,
a major pert of the problem of tihe use of inside
information concerns persons who don't work for -
the company itself, but acquire informeation by

some intermediary. By failing to cover professional
advisors and the whole tipping problem, the British
solution is lacking any sort of regulation for a

. key section of the wnole problem. As far as the

effectiveness of the British liability provisibns'
is concerned, 1t has to be cousidered to be very
deficient.

the second major point of criticism is the lack of
any civil cause of action.The mere accountability
of profits tc the company fails to compensate

a varty who has actuwally suffered a measurable
loss, but benefits the coumpany which mostly has

no dawmage or detriment at all. This system definitely
penalizes and deters an insider, but fails to im=
prove the situation of the investing public. '
With tae exception, tunat the insider definition

is covering professional finuancizl advisers, a ix
similar résumé applies to bhe Jest-German guide-—
lines. In comparison vo tie sKZritish patchwork of
solutions, the situation of the German plaintiff -
is even worse because of the almost insurmountable
difiiculty to prove an alleged violation. There-—
fore the German ligbility sciution is even more
unsatisiactory and incomplete.

The British and German liability provisions pro-
vide very little protection of the investing A _
public apd hardly deter anybody from using inside
information.

2) Cther sanctions

Liability, however, is not the only sanction to
be imposed in case of violation of the insider:

trading provisions. FHevertieless, it is the key

element of the iAmerican and Canadian solutions.




- 126 - f

As shown above, Britain and West~Germany do not go -
that far as far as liability is concerned._TheyV'“/

™~ “try to achieve similar goals by other sanctuary means
' and punishments.

2) Criminal offence

Under the British Companies Act of 1967 the direc-— .
tor, who deals in options to buy or to sell quoted
shares or debentures of his own company, shall be
guilty of an offence, i.e. a felony or violation.
of criminal law. On sunrary conviction, the in-
sider can be imprisonned up to three months or
has to pay a fine not exceeding 200 Founds or both,
while on conviction on indictment the imprison-
sent mey be up to two years and/or a fine not
expressly 1imited554. This has to be considered as
a very severc and harsh sanction since no direc-
vor wants to risk to zet a criminal record, which
is supnogsed to ruin his career. The weapon of im-
prisonnent has not been usced very freguently so far
and only.in some extreme casecs. The courts more-
over relied on bthe imposition of fines. The mere' ex-—
istence of this penalty, however, may have a suf-
ficient deterrent effect
The CCA and the OSA contain similar provisions
penalizingy the reneral non-~compliance or.contrar
vention of the insider trading prohibitions as ‘

an oitencean vroviding for an imprisonment for

a term of not more than one year in case of summary
conviction of an individual or a fine up to 2000
Dollars respectively 25,000 Dollars in case of a
non-individual legal entity ‘
The (SA ContaiHSBB) a ;eneral offence clause with-

out specifying; possible punishments.

4) Sec. 25 (1)(e)(i);(ii) ca 67
5) Sec. 118 0S84
356) Sec. 162 QSA
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These Canadian provisions raise the guestion of the
relationshlp of this criminal offence to the lia-
bility sanction. Cenerally, the criminal prosecution
is to be impesed independently and sevarately.

If we assune an additional possible tax liability,

the Canadian insider may become subject. to a quadruple
punishment. lle may go to Jjail, may have to recover '
his profits to botli- the company and a private plain- |
tiff, may have to pay & fine and taxes - a sum of
harsh sanctions indeed. This, howecver, is only
a theoretical possibility. These variety of sanc-
tions (gives the courts enough flexibility to pro-
duce equbtable solutions. The mere existence of

these four sanctions to be aplied independently

from each other demonstrstes, that the Canadian
lerislators put some emphasis on a vossible se-
vere punishnmient of an insider in order to achieve
a sufficient deterrent effect. To deter somebody
efficiently, 1% 1s necessary to go beyond the
he:essary compensation of people having suffered

a wmeasurable loss. or tae courts it’is‘definitely
an adventage to be able to dispose of a catalogue,
of different sanctions in order tc find equitable
soluticns. As fer as the variety and flexibility
of possible sanctions are concerned, the Canadian
provisions are the mostv efficient ones.

b) Suspension of the right to trade

Another possibility to punish an insider having
made uee of inside informotion is the temporary

or even permanent suspnension of his right to trade
on a sbtocl cxchange. A good American example was
the Cady,Robercs case)b[ , Which was originally

a disciplinary proceeding brought by the SEC for
violation of the antifraud »rovisiors of sec,

357) 40 S8 S07 (1961)



15 (b) S¥A and tec. 17 (a) of the Securities Act
of 193%. in addition of a fine of %0CQ Dollars
imposed by the MNew York Stock Exchenge, one of
Cady's partners, a Mr. Gintel, was suspended fer
20 days from trading thero

A suspension is also pOSSlblO in cases of violations

vy g , .
of the Jity bodej) and the West-German gulaellnesssg,
This sanction, however, can only be considered as .-
an additional punishment. In case of a Lemporary

suspension, the dealer concerned may loose some

busincss and incone during this specified period.

¢) Publication of a violation

ML,

The wmore import.nt implication may be the publication
ol tuis nmeasure in tne circulars of the stock

. Thereby the

inalder is featured as a ixnd of "outlaw" émong

-

wehnange ana the findncial press

honorabdle and respect ble meizbers of the business
comunity. Thus a spension may have a long term
impact on the business reputetion of a person
concernad. .
The German guidelines also provide for a publica-
tion of a proven violation,as the exclusive sanc-
tion available. Since it is a vonlunbtary agrce-
ment without legal enforccment, the com:issions

-~

cannos llﬂ 2082 any remedial or criminal sanction.

o

Generally, tne consent of the person concerned

is a necessary prerequsite for the publication of |

the result of an inuuiry. The consent is not ne-
essary in case of a severe violation of the guide-
linco, if a public interest for publication prevails

over the nrotective interecst of bthe person involved.

dlere, however, the vioiavor s to be notified

358} Cooper, Cridlan,'"Law and procedure of the
stock exchange" 31 {1971)

359) Jentsch, "Die Heufassuug der Insider
1976 Bank-Betrieb 186, 109

Regélungén"
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in advance of the intent to publish the comunission's
repcrs in order to cnable him to prevent-it by
a court injunchion.
In tae countext of vhe German voluntary solution,
2 nublication of the report of the inguiry is ,
considercd to he a sufficient and elfective uanctlon..
against the abuse of inside information. This as— '
SUi) LLOP ic also bascd on the dexribed outlaw ef-
fect, which might be even incrcased by the fact,
that the insiders acve agreed voluntarily
roSpect tihie provisions of the puldelines as a code’
hehaviour. The damage of his repubtation and
1to lonﬁ term impact on his husiness career is re-
garded to be a more effective means to prevent
people from using imide informetion rather than a
fine or even wprlbonmeqtj b Because the subm1531on 3
uniier the guidelines becomes a part of the em- )
ployuent contract, a violation ol the guidelines
may be a reagson for an oxdinary or even exXtra-
ordinzry cancellavion of this contract between
the cmpioycr and the inszider. These are the pos-
sible cavantages of a publication as a sanctuary
measure.

i

But its effectlvity as the exclusive sanction may
be at least doubtful. Generally the raeports are
published once and finally disappear in a remote
shelf of wvhe stock exchange's library. The outlaw .
effcet may last for a couple of months, but after -

a certain period only a few persons wlll remember that
the partacr they are now tradin;: with has once been in-

volved in some sort of prohibited insider $rading.

In its rzosult, The publication is & very short
-living sanction being inherent in some other types
anyway, since court rulings arc 2lso published and |
distributed anong tne business comwunity . After

sonie montus vhere will be alwost no damase left .
to the insider' reputation and business. He will
even be able To enjoy tne berefits of the deal, if

550 Tronst,"Die Insiderfrage" 20 (1977)
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his company docs not insist o a recovery of the

[

roiits. Because of its short-l;ving.butlaw effect
the publicction alone cannot be considered to have a
sufficient deterreut iupact on West-Germany's
businessmen.

%) Comparison

The most importart element of the American sunctions
is the short-swing liability provision ol sec. 16
(b) EA and the private causc of action developed |
under wiuC-rule 10b-5. The Cenadian statutes offer
the widest variety of nossible sauwctions from lia-
bility provisions to finegs and ilmprisonnent.for
being convicted of o criminal offence. In Britain,
the punilshment of insider trading as a criminal
offence is likely to deter the business pommunity f
irom trading on the basis of confidential infor-
mation. The posgsible harsh and severe peﬁalization;
however, does not suke up completely for the basic
shortcoming of the British sanctuary system:The
lack of ary possibility to compensate a private
investor for a loss suffered by the transaction

in guestion. The West-Geraan regulations providing‘
only for an accoﬁntability of profits to the com-
pany and a publicatilion of a commlssion's report

are definitely very deficient. The deterrent effect
is highly cuestionable. They are lacking any sort
of compensation and thus hardly improve the posi-
tion of the invesbting public. With regard to the
theory of creatiug an equsl opportunity, the Ger-
man sancivuary provisions nave to be considered as

a failure. '
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D: General Conclusion

Despite the fact, that possible sanctions are a

key element of every rezulation, their effectivity
canuot be evaluated on this basis alone. In order

to be able to answer the starting guestion,how |

the different Jjurisdictions are balancing the .
interests of the‘parties involved, we have %o take5
into account all elements examined. ,
Despite the questionable value of the reporting
provisions,a sonmewhat narrow avnproach to the prob- -
lem of trading prohibitions and the obvious dif-
ficulties to adapt the broad antifraud rule 10 b-5
to insider trading situations, the American solu-.
tion based on sec. 16 SEA , SEC - rule 10b-5 and,

1f neccssary, a recourse to the Common Law Drln-’
cinle of fiduciary duty, is vealing eifec sively -

with the provlems of the

<
6]

se of inside 1nforma—
tion. By providing for almost total disclosure,
prohibiting certain transactions and liability
provisions covering a wide range of persons and
possible transactions, these regulations undoubtedly
improve considerably the situation of the 1nvest1ng
public end are able to maintain its confidence in

the integrity of the securities market. With Te- ’
rard to a possible double recovery and the methodsf
of computation of profits, the American ¢ourts ..

have gene beyond the necds ol actual compensationff'
and have imposed a sort of penalizing effect on 077

the insider. On the other hand, bthis may‘result

in ‘a desired deterrent effect. By its extensive
interpretations of the vuvnderlying provisions, A

the decislons have clearly puiv the emphasis'oni

the protection of the private investor.- an ar~

pument, which can be backed pariicularly by the

avtomatic liability apiroach to the whole range

of tipping problems. As far as the matter of compe-

tition to other systens and marksts is concerned,vy

the American jurisdiction scems to be well prepared.

to meet their challenqe.
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For the Canadisn legilslators, bGhe American pro-

visions and cecxperiences have gerved as a model.
They have veen able to achieve a result of similar

cficctivity and pretectiveness, but avoided to
adopt the broad wording of the American statutes )
and ivs problems. The cffectivity of the detailed "
disclosure provisions 1s somewhat weakened by a .
subnission period of a maximum of 441 days, which |
ig definitely too long. As far as trading prohibitions
arce concerned, the Canadian statutes followed the '!
unllexible American approacih. Despite some unflexi-
bility in telie-over situations, the Canadian pro- '
vigions vre prevared to cover ciflectively the variety
-of imapineble trassactions and include in its lia-
bility prov1sions the major problematic groups |
acting in- and outside the corporate structure.

They also went beyond the mere comnensatory as-

pect and followed the punishment tendency.. As in :
America,. the cuphasis of the Canadian rederal and =
rrovincial statutes is to ensure the effective
protection of the general public. The position

of tne plaintiff has becn considerably strengthenedf‘
by the shifting of the burden ol proof to the de-. )
fendant. By avoiding some probleis arigsen in the
U.S. and providins more detailed and elaborate
resulations, the Canadian Federal and frovwnc1al
solutions, which :differ only siightly from each
other, now are the most advanced and effective
provisions to cover the problem of the use of in-
side informaetion. They reclly may serve as a model
for ovher, nore deficient Jurisdictions. ‘
Just Tthe opposite has to be stocted, if we resume
the British pnatchwork of regulations, wnose major h
shortcomings are tiae lack of any civil cause of '
acuvion and the impossikbility to expand the insider
definition beyond the group of persons

@::ﬂ' inside the corporate structure. .. deterrent




effect i achieved by making the usc of inside
inform WELOH @ crininal offence. In Britailn, the

o position of the investins public is improved only
in some isolated ficlds. rdrtlculd ly the limited
scope of the insider definition for liability pur-
poses leaves oo many important groups of potential
ingsiders acting OULULQG the corporate structure |
totallly uncovered. As lonr; this loophole is not
closcd, the provection of the invosting public
remaing inefiicient and incomplete. The inbterest
of an investor requires some compensation for losses
actuallr suffered by the insider's transactions.
is lonm as there is no provision for scme sort

of civil liability, che interest of the investing

pubdlic is not metb. The ineifi iciency of protection

1s iucreased by tne 1m;oss¢blllty to enforce the

o+

provisions of the Uity Cole and the lack of a safe-~
guarding institution like the bIET supervising and
controling insiders' activities on the securities
market. 'Whus the British patchwork is very unlikely
to be able to improve or even maintain the confi-
cence of the investing public in the integrity .
of the securities marlket, since there are too many
unregulated problems and loopholes to circumvene

the regulabed ones. Thercfore the British solution
to deal with the problem of fthe use of inside infor-.
mation is quite unsatisfactory and seems not to be
preparca at all to meet the concurrence and chal-
lenze of other securities narkets. ,
The same result has basically to be stated for -

an evaluation of the West-German Insider Trading
Guidelines. Their only advantage 1s the omission .-
of any costly roorting cuty. The position of the
investing public secems Lo be strengthened by a

total nrchibition of insider trading. The guide-
lines' cifectivity is considerably diminued by the -
any civ1l liability provision and the‘impose»
51b1litv,; to nake then & subject of legal cnforcex ks




ment. Despite a rrovision for accountability of
profits To thie ccnpany, there are no effective
and enforceable sanctions. The tipping problem

™m
is unsolved. In addition, the plaintiff has to
face elmost ingurmountavle evidentiary problems.
To sum up 1t has to be stated, that the West-Ger-
man guidelines »rovide no effective solution at all.

They leave the investing public almost unprotected.

Cn the other hand, it is unliliely that they deter

ol
any insider: from.using confide
1

e

ntial information -
for his own profit. This result has mainly to be
blemed on the decision to chose a oompletely'volun—‘}}

tary, legally unenforczable solulbion. An imdrove=-:

[

-

-ment of the situation, however, would reguire a
- botal chonge of the approach to deal with the
nprovlem of the use of inside information in the
federal Republic of Germany.
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