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LABSTRACT

This corr;paraﬁve study is concerned with the extension of insider trading
liability beyond traditional insiders, that is, directors, senior officers and major

shareholders, to non-traditional insiders. Case law of the United Stgtes is examined

prior to and following the leading cases of Chiarella and Dirks which addressed the
issue ofuliability of such insiders. Also considered are the various theories advanced
to ju;tify the regulation of insider trading; the corporate fiduciary theory, the equal
information theory, the equal access theory, and the developing misuppropriaﬁon'
theory. An evaluation of the rationdles for the extension of insider trading liability
to non-traditional insiders who may possess informational agvunmges is made. This
study then considers the insider trading laws of Ontario and gn particular the limited
effectiveness of those laws in regulating the activities.of non-traditional insiders.
The relevant Ontario case law and rationales far regulation are examined. This thesis )
suggests that developmg case law in the United States may assist in anticipating
inherent problems involved in the extension of liability to non—tradmonol insiders™ in

Ontario. ) wH
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Cette €tude comparative trcit; I'extension de la responsobilite' des initiés a
I'egard des opéraﬁons sur titres; responsabilité qui va au dela de celle d:es inities
traditionnels (c'est-a-dire, les direciéurs, certains.fonctionpaires, et les principdux
actionnaires), jusqu'aux inities pas traditionnels. La jurispi-u.dence des Etats-Uni est

T A . N . .
examinee avant et apres les arr8ts importants de Chiarella et Dirks qui s'adressent a

laresponsabilite de tels inities. Les theories diverses qui sont proposées pour justifier

’ . L . s eas ” L g e .
‘la reglementation des operations sur titres par des inities sont considerees aussi;

. c'est-a-dire la theorie d'obligation fiduciaire de la corporaﬂon,' la theorie d'e'galite'

b G des reseignements, la théorie d‘e’galife’ d'acces, et la theorie de détournement qbi se:
. developpe actuellement. Une evaluation est faite des raisons pdur l'extension de la.
respopsabilité des inities a I'egard des operations sur titres jusqu'aux inities i:us
" traditionnels qui peuvent étre renseigne’s d'avantage. Cette e’tucf;a considere les lois
. d'Ontario du sujet des opéljaiions par les }nitiés, en pcrticuiier,-leur esfficc;g:ih%° i.imitée
sur les activites des init Qés pas t'raditionnél‘s. La jurisﬁrudencé en Ontario, a ce sujet, Q
ainsi que les raisons pour la :égle:ﬁeritotion sont ‘@xaminées. Cette these suggere que
la jurisprudence qui se devaloppe aux Etats-Unis peut nous qifder a prevoir les

problems inhérents & I'extension de responsabilite aux initiés pas troditionnels en

B

-

Ontario.
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CHAPTER

INTRODUCTION ~

L

P

-

"A central feature of the capitdl market, system in an advanced economy is the

© securities industry. Investors in that industry depend -upon accurate and reliable

jnféfrﬁah’on in order to make wise investment decisions. The protection of this

investing public is the underlying purpose of :securiﬁQes legislation governing the
- ¢ s \

practices and operation of the securities market. Such legisiation must also take into _

»

v

account the economic factors involved in the operation of that market, riomely, that ’

to achieve maximum efficiency. there must be prompt disclosure of material ond
significant information relating to the securities of companies. Insider trading laws;

have developed to restrict the use of material non-public information in connection

-with the sale of securities. These laws are gpnémlly based on the premise thof the

use of such information undermines the éxpectctions of investors for faiyness and
equal 'oppor’runity in the market. fhes; expectations are t_he foundation of publLic
confidenceé in the securities market. . v )
This comparative study is concerned with an excminafion of insider trading laws

and resultant case law of the United Stétes, and Ontario. It focuses particuldrly on

. the extension of insider trading liability beyon& traditional insiders, that is, directors,

,senior officers and major shareholders, to non-traditional insiders.

-

This review of insider trading laws in these jurisdictions will examine the nature

- of the laws as they have been judicially interpreted, and the underlying. rationale for

— -

such regulation.
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The developmem of case law, especially that based upon statutory regulcmon of
. msnder trading, has occurred prmcnpaHy in the United States smce the passﬁge of the
Securities Exchange Act of 1934, A wealth of legal and economic commentary has

followed this development. This sfudy selectively reviews this commentary, in

v

particular as it relates to the landmdrk Supreme Gourt decisions in Chiarella-v.

- Unitéd States, and Dirks N S.E.C. and the implications these decisions hm;e for the

* extension of insider trading liability to non-traditional insiders.

This study suggests that American case’ law in this area may provide these
concerned with securities regulation in Ontario with cogent examples of the inherent

problems encountered in the broadening of insider liability.

Before proceeding with the review of the case law, the definition of terms -

L}

relevant to insider trading i\s NECESSATY.
' . : ~ - i Y

@ INSIDER TRADING TERMINOLOGY

()  lnsider Trading Defined —

[~
Insider trading has been defined as: -
T g -

"surchases or sales of securities of a company (or other issuer)

- effected by or on behalf of a person whose relationship to the
(issver) is such that he is likely to have access to relevant .
materia) information concerning (it) not known to the general . .
public.”

=)

qualification. -

(i) Insider Trading - key Concepts

Insiders . .

. Only insiders are prohibited from trading with materiulwi‘nside information so it

) This definition will be used in this study; subject to further discussion and

-

-is important to review what is meant by that term. The determination of ”insi&é{" ’

status depends _upén the "exjst'eﬁce~of a rélaﬂonship affording access to inside
- - . . ‘ ' ‘
2
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information intended to be available only for a corporate purpase."2 The concept of
insider includes directors, officers, shareholders and in some instances lower-level .

employees and independent contractors ("quasi® or ";empo‘rary" insiders)3.
» . ’

Qutsiders e s

Someone who does not -have the access, directly or indirectly, to information
1 4

_ intended to be available only for a corporate purpose. The securities legislation

regarding insider t‘%‘uding takes info account the unfairness involved in the market _
when on ms:der takes advanmge of materml mformqtlon knowing lt is Unavmlqble to

others in the market place ("outsnders")

Materiality . A | , X
In SEC v. Texas Gulf Sulphur ("TGS" the Court defined "materiality" as a fact

which wquld be of interest to a "reasonably prudent investor". Thev“mdteriality"
%oncepf in TGS has four different components, namely:

(@) ° Facts which, if disclgsed, would be reasonably likely to hove substantial
market effect;

o

b Facts which would be important to reasonable investors;

(c) Facts which are 'materialf upon a balanding of both the md1cated

- SN probablhty that the.event will occur and the anticipated magnnude of the

event in light of the *tofalny of the compon)\r acnvny,

(d) The importance attached to the facts by those who know of them as

R reflected by the manner in which they trade securities. .
Tipper

A- tipper is the perfon who provides the market tip to the tippee. Before a
ﬁbpex; can be held liable, it must be established-that (1) he was aware he was
commonicating material nonpublic information and (2) he ' knew or recklessly

disregarded a substantial likelihood that the berson receiving the information would

~ either trade on the basis ofﬁ it or'pass it o to another for trading purposes.ﬁ f h

3 :
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Tippee
Tippees - persons who are "tipped off" a

from an insider ‘with knowledge of its source./

O

t confidential corporate information

<3

- —
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CHAPTER I

INSIDER TRADING - CONCEPTS & LEGISLATION

(@) INTRODUCTION

Prior to reviewing the judicial interpretation of statutory regulation of insider
trading, it is instructive to review the U.S. federal common law rules relating to such

trading.

(b) _COMMON LAW RULES

"The general common law rule is that insider trading in

publicly traded corporations is permitted. Failure by an

insider to disclose information before trading is not

actionable. Neither the corporation nor an investor trading in
‘ the opposite side of a transuiﬁon to the insider has any legal
' remedies against the insider." -

This general common law rule has some exceptions. Some jurisdictions allow

suits against insiders for trading if the plaintiff can prove "special facts" - that his

~ trade was induced by express or implied misrepresentations concerning the value of

{
the securities or the identity of the purchaser.2 A commentator noted that in these
cases the "plaintiff sought to extend the tort of misrei)resen?ation to reach material
non-disclosure of corporate ini‘ormatic;n".3 In Strong v. Repide, a former shareholder

3

of a sugar company had been induced tg sell shares to a person who (urknown to the

shareholder) was the company's general manager and knew that the company was
about 1o enter an extremely profitable contract with the government. The Supreme

Court granted rescission to her under the " special facts" doctrine.

| /
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"Although tort law generally prohibits only affirmative’
misrepresentations and half-truths and does not create an
affirmative duty to offer all material information the special
facts of this case, such as the defendant's inside position and
the significance of the information, compelled disclosure.t

The special facts rule was refingd and -expanded in later cases to place on all
cotporate officers and directors a gevﬁrol obligation of of‘firmoﬂve disclosure when
dealing with shareholders in recognition of the fiduciary status that exists between
them.?

At common law, therefore, the "majority rule", or "strict" rule, did not
recognize any uffirmotrive duty to disclose when a director possessing inside
information engaged in a securities transaction with shareholders.6 But something
cqlled the "minority rule"’ has evolved. In many jurisidictions, an affirmative duty to
disclo;e was imposed on insiders in certain situations under the common law:

", . . there are two strains running through the ¢common law
cases imposing an affirmative duty: first, that there is a
special relationship between the trading parties such that a
fiduciary duty arises; second, due to one's status as an insider,

there is an independent fiduciary duty not to trade on
confidential information in the quest for personal profit."

AN

As \A'Ii“ be seen, the Supreme Court in Chiarella and Dirks, by adopting the

Cady, Roberts access test, has assimilated into fedefal law the common law minority

rule, rather than the majority rule.?

(c) INSIDER TRADING UNDER THE SECURITIES ACT

"While rooted in common law concepts and state corporations
law, the law of insider trading has developed principally under
Section 10(b) of the Securities Exchange Act of 1934 and rule
10(b)-5 promulgated thereunder."10

The original Securities Exchange Act of 1934 contains a general provision,
Section |0(b), that governs the purchases or sales of securities. [t was drafted asa ..
"catch-all" provision designed to "allow the Commission wide latitude to adopt rules

and regulations proscribing manipulative devices.”! | Under Section 10(b),

b



"t shall be unlawful for any person directly or indirectly,

. Q by use of any means or instrumentality of interstate

b . commerce or of the mails, or of any facility of any national
securities exchange'

X
(b) To use or employ, in connection with the’purchase or \
sale of any security registered on a national securities
exchange or any security not so registered, any manipulative

or deceptive device or contrivance in contravention of such

rules and regulations as the Commission may prescribe as
necessary or approprlcmz in the public interest or for the
pratection of investors. |

Section 17 (a) of the Securities Act of 193313 addressed fraud by sellers of

securities but there was no similar antifraud provision with respect to purchasers
until rule 10(b)-5 wgs created by the Commission in [942.

"The rule was promulgated in response to a specific instance
of a manipulative purchaser. Although it was designed merely
to close this purchaser loophole the rule, through
administrative and judicial interpretation, has been cast in the
role of the preeminent antifraud provision of the federal"
securities laws." 1%

The Rule states:

It shall be unlawful for any person, directly or indirectly; by
the use of any means or instrumentality of interstate
commerce, or of the mmls, or of any facility of any national
securities exchange,

(@ toemploy any device, scheme or artifice to defraud;

¢ (b)  to make any untrue statement of a material fact or to
omit to state a material fact necessary in order to make
the statements made, in the light of the circumstances
.- under which they were made, not misleading, or

(¢) to engage in any act, practice, or course of business
which operates or would operate as a fraud or deceit
upon any person, in connection wlfh the purchase or sale
of any securnty.f

The language of Rule 10b-5 specifically prohibits false and misleading statements or
an.gmission of a moteri»a! fact where some statements are made.

"There is nothing in the rule itself to indicate that any person

has an dffirmative duty to disclose material facts under rule

[0b-5. However the Commission and the courts have

e : mterpr»eted rule I?b—S as requiring affirmative disclosure in
: certain instances.”"

85‘\




Under section 16(b) of the Securities Exchange Act of 1934, 15 U.S.C. s 78p(b)

(1976) short-swing profits by certain insiders is prohibited. This rule has been called
the "insiders short-swing profit" rule and it is designed to reach more specific insider
trading practices. Li_ob@ty does not depend on any showifig that the insider actually
possessed any material non-public information.  Section |6 requires directors,
officers, and large stockholders (owning over 10% of the firm) to report trades in
equity securities of their firm on a monthly basis. Section 16 differs from section -

N 1

(1) Section 16 does not require trading on inside information
for an action to lie -/any short term profits made by
buying and selling are recoverable;

{0(b) and Rule 10b-5 in several mojor're;zecfs:

(2)  its scope is limited to the 6-month period;

(3) it makes only specific insiders liable; and

) it allows only the firm to recover.!?

"Because of its relatively narrow scope, it does not provide an
effective remedy for the full range of insider trading abuses.
However, it does evidence a congressional policy against
insider trading, and the section is limited because of
difficulties of proof rather than a judqrgent that trading not
expressly covered should be permitted.”

Rule 10b-5 has been called the Yprimary weapon in the fight against insider

trading". 19

'(di SANCTIONS CONCERNING INSIDER TRADING:

As this study focuses on the extension of insider trading beyond traditional
insiders and the supporting rationales for same, the following review is necessarily
limited in its scope.

(i) Prior to passing of Insiders Trading Sanctions Act |984

Prior to passing of the new legislation, the maximum civil penalties upon

conviction of the offence of insider-trading were: o o
-~ @

e 9



(1)  the disgorgement of profits as sought by the SEC;

(2) . the Commission had uncallcry relief in an action for an Jdnjunction
against future violations.

The maximum criminal penalty was a $IO,_000 fine and a possible five-year jail

term. The SEC is only empowered under Federal Statute to bring civil actions so that

criminal actions are prosecuted by the Department of Justice. Criticism of the mild

penalties imposed as a result of the Commission's enforcement actions stressed the
Fack of deterrence that necessarily followed:

"SEC civil actions were common but courts effectively limited
relief to disgorgement of profits and an injunction against
future violations. In light of the difficulty of catching insiders

who trade in the first place, thege SEC civil actions were not
seén as an effective deterrent."?

With regara to the disgorgement of profits, as is later noted in the Texas Guif
Sulphur case?|-the Court oédered, in addition ?o‘ an injunct?on as ancillary relief, that
the defendant disgorge to the corporation the profits réalized by them and their
tippees by h'oding on inside information. The corporation itself could not sue for

such relief since it was neither a purchaser nor a seller of securmes and was

therefore unable to maintain a claim for damages based upon Rule 10b-5. The |

corporuhon may, howéver, have been able to recover from the :nszders in a derivative

action based upon state corporate laws.22 |In Texas Gulf Sulphur, the principal

R

beneficially was the,corporation itself, because the msiders' profits were credited to

the fund that the corporate defendant agreed to pay in settlement to apused investor

plaintiffs. More recently, however, insiders have turned over profits directly to those
o ‘1 L

persons adversely affected by the insider trading.23 ’

As for the ancillary relief of an injunctian, this. can be quite a serious remedy in

its effects. If the decree probited all further misuse of inside information relating to

*

all securities transactions, a securities firm would constantly run the risk of being

held in contempt unless it had extensive safeguards against the misuse of inside

10
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information. However, most injunctions are narrowly drawn to cover only the
securities of a specific corpvoraﬁon; Hence the effectiveness of the injunction is, in

practice, limited,24

() BRIVATE ACTIONS IN PAMAGES

While initially Congress provided reldtively few civil remedies for securities
law violations, the major role that damage suits have come to play has resulted in a
hybrid of public and private enforcement. Private enforcement has developed purely
from judicial implication of civil remedies to complement or supplement Commission
regulation, and rarely duplicate methods of enfor\cement. An example of such a
combination is the high degree of voluntary ’complionce with disclosure requirements
mainly moﬁvafea \by fear of incurring liability in private suits (per Section Il.

Securities Act of 1933 para. 11, 15 U.S.C. para. 77k (}976).25 A commentator has

noted that “private actions are largely parasitic” in relation to SEC-initiated

action.? ‘
RVZ ‘

) INSIDER TRADING SANCTIONS ACT OF 198427

On August 10, 1984, in response to "bipartisan political support"28 both in the
SEC and Congress, the SEC was given a new rernedy to assist it in agressive
)

enforcement of insider trading in the form of the Insider Trading Sanctions Act. This

Act added Section 21(dX2) to the Securities Exchange Act of 1934 to give the SEC
the authority to seek civil penalties against persons who contravene the prohibition
against insider trading of up to three times the profits made, or losses avoided by the
trade,

Section 21(dX2) defines the proscribed trading in the following terms:-
Whenever it shall appear to the Commission that any person
has violated any provision of this title or the rules or
regulations thereunder by purchasing or selling a security
while in possession of material nonpublic information in a
transaction (i) on or through the facilities of a national

H
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securities exchcmge or from or through a broker or dealer, and
(ii) which is not part of a public offering by an issuer of
securities other than standardized options, the Commisston
may bring an action in a United States district court to seek,
and the court shall have jurisdiction to impose, a civil penalty
to be paid by such persons, or any person aiding and abetting
the violation of such person.

The civil penalty can be imposed only by the SEC so that private parties cannot
seek relief based on provisions of the Act.

The new Act does not set guidelines for the exerc(ise of the Court's discretion in
determining the amount of the pendlt'y. In yropo.%ing the legislation, the SEC stated

only that the amount should be determined "in light of the facts and

circumstances".2?

~

"Presumably, the issue will be resolved, much the way it is
resolved in other criminal and civil fine contexts, by taking
due account of the financial resources of the defendant, and
related common factors, Based on the strong legislative
expression of the need for deterrence and the difficulty of
detection of criminal infractions, it is appropriate - at least
insofar as the sophisticated trader is concerned - to treat the
300% civil penalty figure as the rule, not the exception."3

-Another important point about the penalty is that it may be collected in
addition to any other remedies directed against the offender so that the SEC could
obtain "both disgorgement of profits and treble profits as a penalty - for all practical

purposes, a quadruplte profits sanction.3! Since it is a civil pendalty:

(1) proof of the violation has to be only a preponderqnce of the
evidence: and = .

(2) non-payment of the penalty will not result in imprisonment.32

If one fails to pay, the Attorney General is authorized to bring an action in U.S.
District Court to recover the amount of the penalty. 1F should be noted that

Congress followed the SEC's submission, and did not legislate a definition of "insider

- trading™. .

The substantive elements of a violation of rule 10b-5 were not intended to be

affected by the new law. A commentator has noted that a "familiar canon of

E

12



statutory construction™ is that when'a statute fails to change "the prevaiting judicial
construction of some prviog enacted, provision, that failure constitutes an implied '
endorsemen;“ of judicial interpretation, at least to the extent that Congress was
aware of the construction and there was a natural opportunity for:revision.'_'33

The same commentator argues that this maxim applies to the 1984 Act:
"Congress hardly could be expected to enhance so considerably
the enforcement “capacity of the SEC when it was dissatisfied
with the substantive ground on which™the Commission could
bring its actions. Indeed, the legislative history shows thaf the
drafters demonstrated a substantial familiarity with the
prevailing law, actively considered addressing the law, but
determined not to do so0.3%

That is one theory, that refraining from statutorily defining insider trading
B . L 3
indicates that the Congress approved of judicial development of the definition:
+Another theory, is that Congress could not agree on what that definition should be.

Securities Exchange Commissioner Joe Grundfest has these comments on the passing

of the Insider Trading Sanctions Act:

"The current state of the law on it (insider trading) is a
terribly confused morass. When Congress passed the Insider
Trading Sanctions Act, it couldn't agree on how to define
insider trading, and yet it's subject to treble damages."35

This latter’ statement reflects one view of the present state of insider trading
law and the fact that case law above has attempted to define what insider trading is.
How judicial interpretation of the securities legisiation has developed will be

reviewed below.

g
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CHAPTER 1l

‘CASE LAW REVIEW

(@ PRE-CHIARELLA and DIRKS -
Shortly after Rule [0b-5 was created in 1942, the Securities and Exchange

Commission had "the obporfqniiy to' consider the rule's limitations on insider .

 trading"! in Ward La France Truck Corporation.2

() Ward La France Truck Corporation (SEC 1943)

This case involved two individuals who ;were officers, directors and controlling
6} , 'Ishqreholders of a public owned company.' They entered into a.plan to purchase
outstanding shares while they simultaneously ne‘goﬁated to seil the Company to a
{hird pafi'y. The two insiders did-not disclose to the pubiic shareholders from whom
they acquiréd shares; -- ) .

(a) the iﬁproved oﬁemﬁng condition of the truck corporaﬁon; ,

n

(b) the proposed sale and liquidation. of the truck corporatlou at a greatly
- inflated price; T

(c) + the identity of the purchasers.
S The Commission was concemed w:th the propnety of the methods used by
| mSIders in this case to purchase shares from the shoreholders 3 The Commtsslon
lswed qa report pursuant to Secnon 2l(a) of the Securities Act™ in order to draw.
aitenhon to the newly created Rule 10b-5 and its application in such situations.
| \ ) Thg Commlssron, after revjewing the facts of the case, held fhut 1here had been.
| ° " | a 10b=5 violation:. — | ‘ L

s . min this cdse, thérefore, there was a clear necessity, in order
- - not to take unfair advantage of shareholders, for the jssuer

.

:
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." and those in tontrol to make timely disclosure of the identity
. - of the purchaser, of, improved financial and operating
condition of the‘issuer, and of the full terms of the transferto . .
- ‘. Salta of the Truck Corporation's business and of its
e liquidation. "> : -

The Commission therefore held that the purchase of the securities in the‘

L)

. °  circumstances of this case, that is, without appropriate disclosure of material facts,

- - T
- W“violafiow 10b-5.
. / , L * e

\ veo,,
[ H

i . ~ \ >
/f' (i) Kardon v. National Gypsum Co. (E. D. Pa. 1947)6
£

This 'case is widely’ considered as the first to recognize an implied right of

action for a private party under Rule 10b-5; it is also notable for-its relation of that

xfw T

. right to common Iuw‘ fiduciary principles.” The plaintiffs in Kardon, Morris and
Fugene B. Kardon (father and son), and the def:endunts, Leon SIpvin and William
Slavin (brothers), owned all the ocapitai stock <ij Western Board and Paper Co. and its
affiliate Michigan Paper Stock Co. Each of the four held one fourth of the shares of
these closely held oorporohons. The defendcmts, "0 were also corporate directors,
negotiated a sale of corﬁomte ‘assets to a third party and 1hereofter, without
disclosing this material - focf, purchased the stock owned by the plomhffs and

completed the sale to the thlrd party for their own benefnt The action was' brought
\ ;
by the: Plamhffs agamst Ncmonul Gypsum Company, a Delowore corporation, and

others, to recover damages for fraudulently conspiring to induce and inducing the

. Plaintiffs to sell their stock in tﬁe two corporations for less than its true value. The

N *

Plaintiffs obfamed a decree for an occountmg.

"The plaintiffs’' case was established when the defendants' duty
and its breach were proved. This was done by showing that the
defendants were officers and directors of Western and that
they disposed of the bulk of the corporate assets to an outsider,
for their own benefit, without disclosing the transaction to the
plaintiffs or giving them an opportunity to participate in it.
B The remedy follows, which, in this case, is an accounting to
ascertain and restore to the plaintiffs. 1he|r proportionate
share of the profits, if nny. n8 “»

4
P
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The court held that the insiders were "analagous to trustees” with a duty under

"well-known and well-established equitable principles governing fiduciary

+
S

relationships."9

~ * . "Kardon was the initial application in a |0b-5 nondisclosure
) case of what may be termed fiduciary principles of corporate
trust and loyalty, The Court, relying on common law
principles, held for the first time that an insider who uses
nonpublic corporate information for personal enrichment will

be liable under rule 10b-5..."10

(iii) Speed v. Transamerica (D. Del. 195111

Transamerica was a Icﬁge, powerful investment company. Axton-Fisher was a
small tobacco . company, the controlling shares of which were purchased by
Transamerica for one million dollars. The parent corporation had made a written
offer to all minority stockholders of the subsidiary to purchase thc;ir share, at fixed
price, while at the same time entertaining undisclosed intent to liquidate the
suBsidiory and thereby realize an inventory which had appreciated far in excess of the
carrying value of inventory shown in the annual report to the stockholders. It was the

plan of Transamericaq, to capture the market value of the Axton-Fisher inventory by

~

" merging,. dissolving or liquidating Axton-Fisher, that was a crucial finding in this

case. Noh-disclosure by the controlling shareholder to the minority shareholders of

v

% o .
the increased value of the tobacco inventory in the light of the existence of such a

‘plan was held to constitute a violation of Rule 10b-5. Judge Paul Leahy of the

Federal District Court stated: ) < ?

"The rule is clear. It ds unlawful for an insider, such as a

> majority stockholder, to purchase the stock of minority
shareholders without disclosing material facts affecting the”
value of the stock, known to- the majority stockholder by
virtue of his inside positi%n, but not known to the selling
minority stockholders . . ." :

Judge Leahy held that the duty, of disclosure- arose “from the necessity of

preventing a obrpordte insider from utilizing his position to take unfair advantage of

T “

. |18



the uninformed minority stockholders. -
"It is an attempt to provide some degree of equalization of
bargaining position in order that the minority may exercise an
informed judgement in any transaction. Some courts have
called this a fiduciary duty while others state it is a duty
imposed by the 'special circumstances'."

Speed, like Kardon, imposed an affirmative duty to disclose upon insiders
making share purchases in connection with a liquidation plan. Speed also stressed
that the insider's duty to disclose was derived from fiduciary principles prohibiting
the wuse of insider information for their own benefit and to the detriment of
uninformed shareholders. HHowever, the Court in Speed importantly indicated a
second reason for the aftirmative duty to disclose in face-to-face transactions. The
insider's duty to disclose arose from te neceSsity of preventing him using his position
to take unfair advantage of uninformed minority shareholders. | 4

"Thus Speed marked a departure by emphasizing fundamental

market fairness and equality of information, as well as
fiductary principles of corporate trust and oncnlty."l

(iv) In Re Cady, Roberts & Co. (SEC 1961)!6
This was a very significant case in the development of case law under Rule {0b-
5 and it is relied upon heavily by the Supreme Court in the two most important cases

in this area of federal securities Iegislaiion, Chiarella and Dirks. 7 :

"The facts of Cady were that a brolggr—deoler obtained insider information
regarding a substantial cut in dividends by the Curtiss-Wright Corporation. The
information was obtained through a registered representative of the broker-dealer
firm Cady, Roberts who was also a director of Curtiss-Wright Inc. During a Curtiss-
Wright board meeting, it was decided to cut the— dividend in half because' of new
product development. The meeting adjourned to allow calls to be put through fo the

"New York Times", "Wall Street Journdl", Dow Jones, qnd the New York Stock

Exchange. There was an vnexplained delay in the news reaching Wall Street and,
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during this time interval, the registered representative called one of the partners at

his firm (Cudy, Roberts) to inform him of the dividend news. The partner at Cady,

Roberts immediately began selling shares from the discretionary accounts into the

market, Chairman Cary of the Securities and Exchange Commission held that:

N

"An affirmative duty to disclose material information has begn
traditionally imposed on corporate ‘insiders', particularly
officers, directors, or controlling stockholders. We, and the
courts have consistently teld that insiders must disclose
material facts’ which are known to them, by virtue of their
position but which are not known to persons with whom they
deal and which, if known, would affect their investment
judgment. Failure to make disclosure in these circumstances
constitutes a violation of the anti-fraud provisions. If, on the
other hand, disclosure prior to effecting a purchase or sale
would be improper or unrealistic under the circumstances, we
belleve that alternative is fo forego  the transaction.”l/
(Emphasis my own)

This has become known as the "abstain-or-disclose” rule. The Chairman based this

duty or liability on two principal elements:

"first, the existence of a relationship giving access, directly or
indirectly, to information intended to be available only for a
corporate purpose and not for the personal benefit of anyone,
and second, the inherent unfairness involved where a party
takes advantage of such information knowing it is unavailable
to those with whom he is dealing.”

Both elements had to be present to find liability since it was the Commission's

task "to idgnﬁfy those persons who are in a special relationship with a company and

privy to its internal affairs, and thereby suffer correlative duties in trading in its

4 -
securities".!? The Commission found on the facts of Cady, Roberts the requisite

special reldtionship.

Cady, Roberts has been seen to have expanded the 10b-5 duty to disclose in

fhree ways':20

M
(2

A non-insider could have an affirmative disclosure obligation;

In contrast to the face-to-face transactions in Ward La France, Kardon
and §gged, in Cady, an affirmative duty could arise in tmpersonal market
trading; ) ' )

20 .
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(3) The case confirmed a duty to disclose to persons not previously
shareholders but who, by virtue of fraud in connection with the sale,
became shareholders of the subject company.

The great significance of Cady, Roberts however is the creation of the new

"access test".20 The Commission did not follow the common law "majority rule"
which imposed no disclosure duties upon insiders in transaction with shareholders.
The decision of the SEC recognized a duty to disclose which could also apply to non-

insiders and to impersonal transactions.22

(v)  SEC v. Texas Gulf Sulphur (2d Cir. 1968)23

Judicial affirmation of the Cady, Roberts case came with the decision of the

U.S. Court of Appeals for the Second Circuit in SEC v. lexas Guif Sulphur

(hereinafter "1GS"), This case further expanded the affirinative duty to disclose.

In TGS, company officials bought TGS stock on the New York Stock Exchange,
knowing of a copper strike in northern Ontario before that information was even
known by the Company's full board of directors. The information regarding the
substantial copper strike was deemed to be both non-public and méterial. The case is
important in the definition it gave to mdteriality and the introduction of a new
category of insiders: those who have access to an issuer and yet may not be its agent

or employee ( "tippees"). But the TGS case is mainly significant because the Second

Circuit based its decision "solely on the second part of the Cady, Roberts test - the

generalized notion of market fairness and equality of information."24

"The court said that it was irrelevant whether rule 10b-5 was
'‘predicated on traditional fiduciary concepts . .. or on the
'special facts’ doctrine .. ."'" As far as the Second Circvuit was
concerned it made no difference whether the trader was an
insider or.even one with access to inside information. Instead,
the Court ignored corporate fiduciary concepts and in an
effort to implement its interpretation that rule 10b-5 was
designed to provide 'relatively equal access to information' to
those irading or exchanges, the Court created the 'possession
fest'." 4 , M
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The court held that the dffirmative duty to disclose applied not only to

directors and other insiders, but:

"this Rule is also applicable to one possessing the information
who may not be strictly termed an insider within the meaning
of section 16(b) of the Act . .. Thus anyone in possession of
material inside information must either disclose it to the
investing public, or, if he is disabled from disclosing it in
order to protect a corporate confidence, or he chooses not to
do so, must abstain from trading ih or recommending the
securities co?cerned while such inside information remains
undisclosed."Z6

Thus the TGS "possession test” imposed an affirmative duty to disclose whether
or not there was a special relationship with the corporation which afforded access to
non-public corporate information.

This affirmative duty to disclose is the now-famous "disclose-or-refrain" rule.
The rule requires that one in possession of material undisclosed information must
either publicly disclose it or if he is unable to do so, he must refrain from buying or
selling the security, The Court based its decision solely on a concept of market
fairness.

The Court then found it unnecessary to determine "precisely who has been
defrauded,’ apparently assuming a fraud ' on the market plfce'f was enough to support
an SEC injunctive action."?? Further, in addition to an injunction, the Court ordered
the defendu‘nts, as ancillary relief to disgorge to the corporation the profits realized
by them an;:l‘their tippees by trading on inside information. It is noteworthy that the
corporation itself could not sue for such relief since it © neither a purchaser nor a
seller of securities, and therefore it cannot maintain a claim for damages based on
Rule 10b-5.28

As‘for private claims for damoggg brought by investors, Harold Bloomégthal has
noted the following: ’

- '"While it is clear that a private claim for damages can be
asserted in a face-to-face transaction, the courts are divided
on whether, in anonymous transactions in'the trading markets,

those purchasing (or selling, as appropriate) more or less at the

22
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same time as and on the opposite side of the market from
insiders can recover damages from the insider (including
tippees  and those  making  selective diislosure),
notwithstanding an absence of privity between them,"

» -

Bloomenthal notes that the Second Circuit in Shapiro V. Merrill Lﬁync-:h, Plerce,

Fenner & Smith, Inc. was held that such insider trading of selective disclosure is

actionable. The Sixth Circuit, on the other hand, in Fridrich v. Bradford3|, has held

that since the insider could refrain from trading without disclosure,.in which event,
plaintiffs presumably would have traded the security anyway, trading by insiders did
not cause plaintiffs harm.

"In the Sixth Circuit view, enforcement actions by the

Commission are the exclusive remedy, and investors must run

the risk that at any given time there may be undisclosed

material _ developments relevant to -their investment
decision."

(vii) Investors Management Co., Inc. Et Al (SEC 1971)33

This is a case in which the SEC followed the TGS trend. The facts of the case

were that Merrill Lynch was the underwriter of a proposed Douglas Aircraft offering.

"During the period June |7 through June 22, Merrill Lynch and certain of its officers,

directors and employees (the individual respondents) were advised by Douglas
management of certain material adverse inside information regarding Douglas
earnings. The information concerned a shorpbdrop in earnings and the ,reducﬁc-)n of
;aa'ning forecasts. This information was given to Merrill Lynch solely because of its
position as prospective und;rwriter. Many employees and directors of Merrill.Lynch
disclosed the information to their customers (mostly large institutional investoérs),
dn_d_as a result Douglas common shares were sold on the New York Stock Exchange,
and the market price of Douglas common\s%ock dropped substanﬁolly.M

In this case, the SEC affirmed the finding of the Hearing Examiner that the
sanction of censure be applied to ihe respondents. This case was the first to hold

tippees civilly liable for trading on material, nbn—public information.3>  The

23 ,
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Commission rejected the contentions advanced by the respondents:

"that no violation can be found unless it is shown that the
recipient (tippee) himself occupied a special relationship with
the issuer or insider corporate source giving him access to
non-public inférmation, or, in the absence of such relationship,
that he had actual knowledge that the information was
disclosed in a breach of fiduciary duty-not to reveal it.

We consider that one who obtains possession of material
non-public corporate information, which he has reason to know
emanates from a corporate source, and which by itself places
him in a position superior to other investors, thereby acquires
a relationship with respect to that information within the
putview and restraints of the anti-fraud provisions."36

Thus the Commission, although not "fully embracing the possession test, placed

- minimal emphasis on the Cady, Roberts special relationship and instead founded its

decision on the second more general market fairness/equality of information test of

Cady, Roberts". 37

It is important- to note, Commissioner Smith's cpprocxch in lAvestors
Management, as it was relied on by the Supreme Court in Dirks. Smith stressed that
the affirmative duty to disclose was dependent upon two factors - a special
refationship with the corporation and culpable conduct by the insiders and tippees.
Commissioner Smith stated:

-

"| believe the emphasis in the faw should continue to be upon
the conduct of corporate insiders and their privies . . . rather
than upon a concept ., . of relative informational advantages
in the market plcxce."3é .

“

Smith stated that tippee responsibility must be related "back to insider

*
responsibility by a necessary finding that the tippee knew the information was given
to him in breach of a duty by a person having a special relationship to the issuver not

to disclose the informati'o\n."39 . .

(vii) Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc. (2d Cir. 1974)40
Shopiro was a private suit arising out of the same facts-.as Investors

Management. It was a civil action against Mertill Lynch and some of the

24



selling customers to recover damages sustained by the Plaintiff as a result of the
e ey

defendants trading or recommending trading of the common stock of Douglas
. Aircraft “Co. The Second Circuit Court held that buyers on an exchange could
recover damages from the institutional tippee sellers for [0b-5 violations.

"Relying on their previous decision in Texas Gulf Sulphur, the
court held that the tippees were ligble for damages to all
persons who bought the company's shares in the open market
from the period of the tippees' trades to the time the
information became public. In formulating such a draconian
remedy, the Second Circuit took the equality of
information/fairness of markets prong to the extreme.
Shapiro dismissed the need for the demonstration of any
relationship, with the duties attendant thereto, between the
defendants and the corporation and between the defendants
and the plaintiffs."M

Donald Langevoort has commented that Shapiro "underscored the in terrorem
potential of the insider-trading prohibition. under nal'e 10b-5."42 He further
commented thatkonce the law of insider trading was expanded to include tippees, the
'fiduciary duty' source of the law was called into question.[43

"Much as the Texas Gulf Sulphur court had suggested, the law «
could be perceived as dealing directly with the unfairness
inherent in informational imbalances of prohibiting any trading
on unshared materigl jnformation except insofar as that
advantage was attrjbutable solely to the trader's superior
foresight and skill.”

Whatever questions remained relating to the nature and source of the'duty to

disclose and to whom it was owed these cases (IGS and Shapiro) clearly emphasize

that the aim of securities laws was to promote a fair and informed market place. But

how was such fairness in the market place to be promoted? Chiarella and Dirks

would subsequently provide guidance to these important questions.

(viii) Bausch & Lomb Incorporated (2d Cir. 1977)4>

The Securities and Exchange Commission sought to permanently eajoin the
manufacturer of optical products and the chairman of its board of directors from

violating anti-fraud provisions of the Securities Exchange Act, claiming that the
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board chairman had improperly tipped securities analysts as to earning estimates and

other information not available to the general public. The District Court denied the

_ application for permanent injunction and the Commission appealed. Bausch & Lomb

and Chairman, Schuman, were alleged to be the ’ribper}‘," whereas the recipients of the
information, MacCallum and Hoitsma, were the alleged tippees.
The case was important in that it made a determination on the question of the".

permissible scope of communications between a corporate officer and securities

analysts.

3

"Many a corporate- ‘executive, conscious of the anti-fraud
provisions of the Securities Acts, may analogize an encounter
with a financial analyst to a fencing match conducted on a
tightrope; he is compelled to parry often incisive questioning
while teetering on the fine line between data properly
conveyed and material inside information that may not be
revealed without simvltaneously disclosing it to the public:."‘“S

Chief Judge Kaufman noted that materiality had become one of the "most
unpredictable and elusive concepts of the federal securities laws"47 /

"The SEC itself has despaired at providing written guidelines

to advise wary corporate management of the distinctions

between material and non-material information, and instead

has chosen to rely on an after-the-fact, case-by-case

approach, seeking injunctive relief when it-believes that the
appropriate boundaries have been reached.” 8,

In this cgse, the Court held that an estimate c;f earnings was material non-
public inforr;'\ction but thzxt Schuman did not con\;ey any significant new facts to
analysts concerning sales during tHe interviews. The U.S. Court of Appeals ag;'eed}
with the trial judge that the analysts hodn merely tested the "meaning of public
information®.4? Secondly, the Chief Judge stated that the SEC had failed to prove
that Schuman had acted with scienter. He referred to the Hochfelder0 decision, )
which held that a private cause of action will not lie under s. b)) and Rule 10b-5

without an allegation of scienter - that is, intent to deceive, manipulate, or

defraud.3! The Bausch judgment attempted to provide some guidance to corporate

ki
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representatives and securities analysts, regarding the scope of liability under Rule

10b-5.

(b) CHIARELLA V. UNITED STATES (U.S.S.C. 1980)52
In this landmark case the Supreme Court for the first time oonfronte%)(e Idd

of insider trading under rule {0b-5.53

Chior_ella was a printer by trade. In 1975 and 1976 he worked as a "markup
man” in the New York composing room of Pandick Press, a financial printer. Among
the documents that Chiarella handled were five announcements of corporate takeover
bids. When these documents were delivered to the printer, the identities of the
acquiring and target corporations were concealed by blank spaces and false names.
The true names were sent to the printer on the night .of the final printing.

Chiarella, however, was able to deduce the names of the target companies
before the final printing from other information he gathered in the documents..
Without disclosing his knowledge, Chiarella purchased stock in the target companies
and sold the shares immediately after the takeoverjattempts were made public.SI‘
Over a period of fourtéen months Chiarella saw a profit of $30,000. Eventually the
SEC began invgsﬁgoting his trading octiviaﬁes and in May, 1977 he entered into a
consent decree with the Cqmmission whereby he ag;eed to rt;turn his profits to the
sellers of the shares. He was then discharged by Pandick Press. 3

In Janyary, 1978 Chiar'ella was indicted on 17 counts of violating s.10(b) of the
Seciurities Exchange Act of 1934 and SEC Rule [0b-5. Chiarella was brought to trial
and convicted and the Court of Appeals for the Second Circuit affirmed that

conviction.35 Mr. Chiarella then took his case to the Supreme Court.

(i)  Significance of the Supreme Court Decision

The Supreme Court reversed Chiarella's ponvicﬁon on the facts presented and

L]
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in doing s-;_; "took the opportunity in elabora(e dictaq, to offer its own understanding ofs
the law on this subject. While appcrc;ntly reaf firming the law's basic premises, the
Court has raised questions about the validity of many assumptions as to what is
prohibited. In particular, Chicrélla has made the fiduciary principle of utmost
irnpcormnce."S6

Before the Supreme/}@ourt, the government argued two positions. Fi‘rsf, that
Chiarella through his sensitive position as a financial printer was a n'mrket insider
who was therefore prohibited from trading on.the basis of material non-public
information obtained in fha; capacity. Secondly, the fact that the information had
been misappropriated was a separate basis for finding his actions to be fraudulent.
The government argued that Chiarella had misappropriated confidential information
from Pandick's customers and in doing so had defrcu;ded the customer. The
government further argued thpt Chiarella had used the misappropriated information
for material gain without public disclosure. which was a fraud/ on uninformed investors
who sold him securities. Importdntly, the Supreme Court refused to consider a3hese
misappropriation arguments because these theories of liability had not been properly
presented to the jury at trial. Instead, the Supreme Court concentrated on the
"primary theory" advanced by the Second Circuit Céu‘rt: _"tﬁa’r Chiarella, as a market

- - oo \ .
insider, owed a duty of disclosure ta the sellers of target company shares.">7

(i)  Justice Powell's Majority Opinion

o

Justice Powell began his judgment with the statement: "This case concerns the
legal effect of the petitioner's silenge"258 He noted that the District Cou;t's charﬁe
permitted the jury to convict the petitioner if they found that he willfully failed to- -
,infor‘m_ sellers of target company securities that he knew of a forthcoming takeover
b'id That would make their shares more valuable. ‘ . o
| "In order to decide whether silence in such circumstances
violates s.10(b), it is necessary to review the language and
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legislative history of that statute as well og its interpretoﬁbn '
by the Commission and the federal courts,”

Jus’nce Powell found that nenher the stafute nor. Rule 10b-5 directly addressed
the issue of snence asa basxs for liability. ¢ .

Rather, the Cady, Roberts decision had "broken new groun 60 by fmdmg that .

F-3

corporate insiders breached a duty to the pubhc by taking unfair advantage of their
insider status in market trading. Justice Powell restated the two-pronged access test

of Cady, Roberts.6! He st?ted that the duty of disclosure in Cady, Rdberts was

recognized because . of "a relationship of trust. and confidence " between the

shareholders of a corporation and those insiders who' have* obtained confidential -

information by reason of their position with that corporation."6Z  This special

r

relationship creates ci duty to disclose because of:

- (@) The existence of a relationship affording access to inside information
intended to be available only for a corporate purpos@a; and

(b) the unfcnrnesg of allowing a corporate msnder to take advantage of that
information.b

The Supreme Court thus reversed the Second Circvit's opinion-and rejected the
‘position that genera!l notions of market fairness and equality of information were

sufi’icie;ﬂ to create an affirmative duty to disclose. Rather, the focus for 'Ii(;lbility

‘was the existence of a duty to disclose-

e

‘ Co "Sechon o) is apﬂy described as a catchall provision, but
what it catches must be fraud. When an allegation of fraud is
based upon nondisclosure, there can be no fraud absent a duty
to speak. We hold that a duty to disclose under s. 10(b) does

¢ not arise from the mere possessmn of nonpublic market
mformahon n64 i

Thus Jushce Powell stressed the pcramount importance of a 'duty to speak' in

_ creofmg an afflrmaﬁve dlsclosure obhgcmon under Rule 10b-5. _
In ordér for there to bé actiondble fraud under Rule 10b-5 ﬁ\eré must be a duty
to disclose arising from a relationship of trust and confidence between parties 1o a -

transaction. Absent such a fiduciary duty, there was no obligation to disclose prior.to

- fi’c}ding. ’
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. : "Chiarella was a ‘complete stranger' to the sellers and the court was
@ : unwillitig 1o recognize a 'general duty between all participants in mark N
- transactions

go forego dctions based ‘on material non-public
. information'."6 ' : .

On summary, Chiarella recogmzed that an mslder always has the g/fifinatiye

v/ :
% disclosure obhgahon when engaging m purchases or soles of a corporation's stock: .
¢ "This obhgahon arises because the director, officer. or
R control shareholder is considered a fiduciary who may not
e . persorially benefit at the expense of shareholders . . .-
- ’ b secondly, there may be an affirmative duty to disclose if there
is a special rélationship of trust and confidence between buyer ,
: and seller... However, Chiarella had no such duty because he
had no- prior dealings with (the sellérs). . -. He was not their - .
agent, he was not a fiduciary, he was not a per?n in whom the
. sellers had placed their tru§t and confidence."®
Q (i) Chief Jusfice Burger's Dissent - The Misappropriation Theory
< ’ As stated previously an important question was Ieft open in the case, namely
) - whether Chmrello's breach of du'ry to his employer and his employer's customers by
using confidential mformghon could be the bosns of criminal liability under the Rule:
The majority felf the matter hcld not been properly put to the j ;Ury at trial and could
. . therefore not be considered. Chlef Jusﬂce Burger in dlssenf felt the issue had been
) properly before the Jury and would huve upheld Chiarella’s conviction on the
T - "misappropnohon" theory. Un};ier this vu;w _the «conversmn_, by‘ an outsider of
o " nogﬁubl_ic inforrhation and the use of that misappropriated infofmd‘tibn was sufficient
i to establish fraud in connection with the purchase of securities. . ,
: o o - "Under the migappropriaﬁon fhéory‘ one. who. converts ’
- _ ‘ nonpublic- information entrusted to him in confidence has a
ot ) ‘duty not to explo:f 'his ill-gotten mf(}rmatlonol advantage by ,
- purchas;ng securities in the market' n6
, “ Burge; based his theory on the Cady, Roberts access test and he " beheved that
,- . mmn are satisfied whenever a pcrty ‘obtains .an mformahonql advanfage by
o F unlawful means."68. Jushces Blackmun ond Morsholl agreéd wnh Burger's
: a "~ misappropriation theory. '~ - A
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(iv) The Law After Chiarella:_Insider Trading

Donald Langevoort reflected on the law as it stood after Chiarellg in the

~ following passage: . | .

€3

/

"The holding of the Chiarella case is narrow: a rejection, as a

matter of statutory contruction of the idea that mere

possession of material, non-public in'i;grmaﬁon gives rise to a

duty to abstain or disclose. - While the Court emphasized the

‘pre-existing duty' matter arising from the fiduciary '
relationship of trust and confidence as the basis of the

affirmative disclosure “obligation its opinion n gd not have

meant that this was the exclusive source of duty."

Langevoort notes that this is indicated in the majority's reservation for ancther
case of the "misappropriation" theor); discussed by Chief Justice Burger. But it is
Langevoort's view that the Court's analysis created a 'framework' that will serve as a .
source of authority for future insider trading cases. Langevoart states thdt the case
reflected .the Courts "dissatisfaction with the federal statute and rule . . . that 1
provndes no clear indication of what sez:urmes-relofed uctlvny is prohibited. w70

"The opinion is a study in hne—drawmg, arbitrary if need -
be, and the lower courts and the SEC huve acknowledged
the significance of those lines in subsequent decisions.
Most important, g duty to disclose - something more
than an ad hoc ‘conclusion that fairness requires .

disclosure in a particular case - \ﬂll have to be identified
;. before liability can be imposed." .

(©) DIRKS V. SEC (US.S.C. 1983) 72 . S

Wuthm a relcmvely short time the Supreme Court found ifself with another
oppor'rumty for some _]UdICI(.Il hne-drawmg on, the extent of llabllny under Rule IOb-S
Dlrks was an officer of a registered broker-dealer that dealt primarily with

insfitutionol investors, Dirks was an onalys} who specialized in providing investment

©

. [ & .
analysis of insurance company securities to institutional investors. Dirks received.

3

‘information from a former officer of an:insurance company that its assets were

. vastly overstated as the result of fraudulent corporate practices and that various

3

regulatory agencies had failed to act on similar cimrges made by company employees.




Upon Dirks' investigation of the allegations, certain corﬁparly employees corroborated
the fraud charges, but senior management denied any \;Jrong-doing. Neither. Dirks nor
his firn; owned or traded any of the company's stock but throughout his investigation
he openly discussed the informotui.on he had obtained with @ number of clients and
mvestors, some of whom sold their holdings in the Company.

The Wall Street Journal declined to ptiblish a story on the fraud allegations as

urged by Dirks. After the price of the insurance stock fell, the New‘York Stock

Excﬁange haited trading in the stock.

State insurance authorities then impou?ded. the company's records and
uncovered evi‘dence. of fraud. Only then did the SEC file a complaint against the
Company. After a hearing concerning Dirks' role in the exposure of the fraud, the
SEC found he had aided ondh abetted violations of the anti-fraud provisions, by
repeating allegations of fraud to members of the investment community who later
sold their stock in the insurance company. Because of Dirks' role in bringing the
fraud to light, the SEC only censured him.”/3 On review, the Court of ‘Appeols
entered judgment against Dirks. Dirks argued before the D.C. Circvit Court of
Appeals that neither he nor his informants had a duty to keep their information
cofidential with respect to the fraud. Absent such a duty, th;y were free, within
the holding of Chiarella, to trade without disclosic;g.

Judge Wright disagreed and held that Rule 10b-5 may require a fiduciary to
disclose material, information acquired as a ‘fiduciory before trading or tipping, even
if it would nat be a breach of their fiduciary duty to disclose the information, Wright
held that Dirks' conduct fell within the holding as to tippees in §r_1_qg_i£97‘* and f’urther
held Dirks \Iiable on a separate ground. »

"As a registrant, he held that Dirks was subject to 'myriad
duties' not imposed on insiders or member of the public.
Although a 'high standard of ethical behaviour had
traditionally been imposed on brokers in their dealings with

customers, it was also applicable in their dedlings with the
SEC and the public at large'."/3
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However the Supreme Court exonerated Dirks of any wrongdoing, and that Court
reiterated the narrower, fiduciary theory of liabilty. Justice Powell cited Cady,

Roberts,> Smith's opinion in Investors Management, and Chiarella. The Court held

that the principle of market fairness is not sufficient to -create an offirmgti\}e‘
disclosure obligation and citing Chiarella, Powell held that possession of non-public
information does not give rise to a duty to disclose or abstain; only a specific
relationship does that:

"We were explicit in Chiarella in saying that there can be no
duty to disclose where the person who has traded on inside
information 'was not (the corporation's) agent, . . . was nota
fiduciary, (or) was’not a person in whom the sellers (of
securities) had placed their trust and confidence. Not to
require such a fiduciary relationship . . . would depat-
radically from the established doctrine that arises from a
specific relationship between two parties' and would amount to
'recognizing a general duty between all participants in market
transactions t]o forego actions based on material, non-public
anformation.” 6

v

(i) -Supreme Court's View of Who is Subject to Rule {0b-5 with regard to

T ippees:

Justice Powell noted that this réquirement of specific relationship betwee'n the
shareholders and the individual trading on inside information has created "analytical
differences" for the SEC and the Courts on policing tippees who trade on inside
information. Unlike insiders who have independent fiduciary duties to both the
corporation and the shareholder, the typical tippee has no such relationships. Powell

notes that because of this it has been unclear how a tippee inherits the Cady, Roberts

duty to refrain from trading on inside information. Reviewing the SEC position,

Powell states that their view is that a tippee "inherits" the Cady, Roberts obligation

to shareholders whenever h{g receives inside information from an insider.77

"In effect, the SEC's theory of tippee liability in both cases
(Chiarella and Dirks) appears rooted in the idea that the
anfifraud provisions require equal information among all
traders.. This conflicts with the principle set forth in Chiarella
that only some persons, under some circumstances, will be
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barred from trading while in possession of material, non-public
information. Judge Wright correctly read our opinion in
Chiarella as repudiating any notion that all traders must enjoy
equal information, before trading. The 'information' theory is
rejected. Because the disclose-or-refrain duty s
extraordinary, it attaches only where a party has legal
obligations other than a mere duty to comply with the ?gnerol R
anti-fraud proscriptions in the federal securities laws."

Justice Powell stated that the Courl)‘t reaffirmed that a duty to disclose arises
from a relationship bet;«reen the partie; and not just from one's ability to acquire
information because of his position in the market. The Justice criticized the SEC fpr
over-reaching its authority in its quest for "equal information and fairness".

R

(ii)  Supreme Court's View of Analysts

The Court held that imposing a duty to disclose or abstain solely because a
person knowingly receives material, non-public information from an insider and
trades on it, could have an "inhibiting influence on market analysts" which the "SEC
itself recognizes is necessary to the pres&rvoﬁon ;f a healthy market 79

The Court recognized in footnote seventeenB0 that market efficiency in pricing
is "significantly enhanced by (their) initiatives to ferret out and analyze information,
and thus the analysts' work redounds to the benefit of all investors". The court states
in this same footnote that the rule is "inhergnﬂy imprecise” and k"\n*nprecision
prevents parties from ordering their actions in actord with legal requirements".

\ "Unless the parties have some guidance as to where the line is
: between permissible and impermissible disclosures and uses,

neither oorporaéT insiders nor analysts can be suré when the
line is crossed."

(i) Question: When will liability attach to a tippee who trades or becomes a

»

tipper?
The Court held that the tippee's liability is derivative from the insider's duty:
- - - - —"Thus, a tippee assumes a fiduciary duty to the shareholders of
" a corporation not to trade on material non-public information
only when the insider has breached his fjduciary duty to the
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shareholders by disclosing the information to the tippee and
the tippee knows or should know that there has been a )
breach." : ‘ o

Referring to Commissioner Smith's views in In re Investors Management, the

Court held that tippee responsibility must be related back to insider responsibility.
The next step then in determining whether a tippee is under an obligation to
disclose or abstain is to determine whether the insider's 'tip' constituted a breach of
the insider's fiduciary duty. Whether the disclosure is a breach of the duty depends in
large part on the purpose of the disclosure.83
"This standard was identified by the SEC itself in Cady,
Roberts: a purpose of the securities laws was to eliminate 'use
of insiders information for personal advantage'. . . thus, the
test is whether the insider personally will benefit, directly or
indirectly, from his disclosure. Absent some personal yain,

there has been no breach of duty to stockholders. And absent
a breach by the insider, there is no derivative breach."

Justice Powell states that this analysis requires the cour} to focus on objective
criteria, i.e. whether the insider receives a direct or indirect personal benefit from
the disclosure, such as " pecuniary gain" or "reputational benefit that will translate
into future earnings.”

(iv) Significance of the Supreme Court Decision in Dirks

Justice Powell stated that "it is essential, we think, to have a guiding principlé
far those whose daily activities must be limited and instructed by the SEC's insider-
trading rules, and we believe that there must be a breach of the insider's flduciary
duty be;fore' the tippee inherits the duty to disclose or abstain™.85 In contrast, the
Justice stated, the ruie adopted by the SEC would have "no limiting principle".86 The
great significance of the Dirks decision lies in the guidance it provided to the
founding of liability under Rule 10b-5 and in particular the liability of tippees.

In addition to-the traditional ihsider, Dirks in footnote fourteen recognized

another class of persons who have the same affirmative duty to disclose as traditional
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insiders. These are "temporary insiders" and they will be discussed subsequently. : The
SEC's General Counsel has commented that footnote fourteen of Dirks gives the

Cghmissim a " valuable new tool"87 through the Court's theory of constructive

insider.

Despite the Court's reaffirmation of the traditional fiduciary principles set out
in Chiarelfa, Wilkinson has stated that there is still ample scope for a finding of

liability:
"The only persons who escape an affirmative duty to disclose
are the tipper with a clean heart and his tippee (unless he can
be construed to be a quasi-insider) such as a cab driver or
football cogch who overhears an insider and trades

thereafter."

(d) RESPONSE OF THE SEC TO CHIARELLA: RULE l4e-3

The SEC responded to what it viewed as the restrictions imposed on regulating
insider trading by Chiarella, by the adoption of Rule |4e-3.87 This rule makes it
unlawful, once substantial steps to commence a tender offer have been taken, for any

person to trade in securities of the target while in possession of material information

relating to the tender offer with knowledge or reason to know that such information

is nonpublic and was acquired from insiders of the offeror or target.?0

"Rule l4e-~3 thus imposes a duty to abstain from trading solely
on the basis of knowing possession of material, non-public
information relating to tender offers. A faducncry duty or
other confidential relationship to the other party to d
transaction is not an JTment of the Rule |4e-3 requirement to
refrain from trading."

Rule l4e-3 thus, in essence, resurrects the possession test rejected by the

upreme Court in Dirks and Chiarella and these decisions therefore raise a significant

uestion as to the rule's volidity.92 The SEC's strategy in issuing its new ruling was

to-circumvent the Chiarella ruling. Despite the questionable authority of the SEC to

36



issue Rule l4e-3 following Chiarella, most lower courts, both before and after Dirks,

have seemed willing to sustain and apply the rule.?3 -

(e) EFFECTS ON FINANCIAL ANALYSTS FEDERATION AND
THE INSTITUTE OF CHARTERED FINANCIAL ANALYSTS

Standard of Practice Handbook p
L4

Standard | I C (Prohibition Against Use of Material Non-Public Information)
In April of 1984 (the Dirks decision was in July, 1983) the Financial Analysts
Fedegation and the Institute of Chartered Financial Analysts met and the Joint Board

of Trustees aproved a recommendation from the Professional Ethics Committee to

change Standard | IC of their Standards of Practice Handbook in view of the Supreme
Court decision in Dirks. Standard | IC was amended toread as follows:

The financial analyst shall comply with' all laws and
regulations relating to the wuse of material non-public
information.

(1) If the analyst acquires such information as a result of a
special or confidential relationship with the issver, he shall not
communicate the information (other than within the
relationship), or take investment action on the basis of such
information if it violates that relationship, °

(2) If the analyst is not in a special or confidential
relationship with the issuer, he shall not communicate or act
aon material non-public information if he knows or should have
known that such information was disclosed to him in breach of
a duty. If such a breach exists, the analyst shall make public
dissemination of such information." :
The change is the addition of; "If he knows or should have known that such
information was disclosed to him in breach of a duty” - the exact wording of Justice

Powell in Dirks in outlining tippee liability.
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(f) CONCLUSION

Through case law developed by the courts and the SEC, various theories of

liability for insider trcding.have evolved. A recent commentary has conveniently
categorized the case law into three distinct phases for analysis, namely a first phase
involving the application of fiduciary duty standard, a second phase involving the
possession theory andl a third phase involving a return to the fiduciary duty

standard.?%

The early decisihs under Rule [0b-5 based insider trading liability on the’

concept of the fiduciary duty of corporate insiders not to favour their own interests
over those of the corporation or iﬂs shareholders. The Courts therefore heid that
insiders owed a duiy of trust to refrain from trading in their corporation's Psecqriﬁes
on the basis of material, non-puBlic information gained from their relutionsizip to that
corparaﬁon unless that information is available to those with whom they trade. This

is the corporate fiduciary theory of liability, The cases of Kardon and Speed are

illustrative of this theory.
In the second phase of*case law development, the "possession theory” was

J
developed to provide the rationale for the extension of insider trading liability beyond

the bounds of the corporate fiduciary theory:

"The Courts and the SEC were able to encompass a wide range
of conduct within the scope of the Rule 10b-5 insider trading
doctrine only by changing the doctrine's theoretical
underpinnings. They did so by expanding the basis for liability
from the relatively narrow fiduciary duty owed by insiders to
their corporation and its shareholders to a broader theory
based on the niere possession of material, non-public
information.”

The development of this trend began with the SEC's administrative decision in

Cady, Roberts as discussed. The SEC held that the obligation to disclose-or-abstain

was not limited to traditional insiders because of the inherent unfairness involved
where a party takes advantage of inside information knowing that it is unavailable to

those w_ifh whom he is dealing. Using a two-pronged test of "access" and "fairness"
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the SEC extended liability in t;'oding on insid;r information to a tippee who did not
have the traditional fiduciary relationship to those with whom he traded. This test
became the "access test". The theory as with the other theories will be examined in
greater detail in subsequent chapters but briefly in this theory, liability is based on
the existence of a relationship giving access to information-intended to be available
only for a corporate purpose and secondly the inherent unfairness involved where a
party takes advantage of such information knowing it is unavailable to those with
whom he is decﬂjng. ’

Texas Gulf Sulphur picked up the "inherent unfairness”" principle of Cady and

extended liability beyond the ;‘iduciary duty test to any person in possession of
material, non-public information. The Court pronounced the "possession” test, that is
that anyone in possession of material inside information must either disclose it to the
public or if he is unable to disclose it, he must abstain from trading in the securities
which such inside information remains undisclosed. The theory will be examined in
more detail in subsequent chapters but it is important to note that the court "shifted
'the policy objective of the insider trading doctrine under Rule 10b-5 from the
pre‘)ention of thsider misconduct to the promotion of equal access to equal
information by all investors."?7 This has been termed.Ahe equal information theory.
The third phase of case law development involves a return "full circle"?8 to the
fiduciary duty standard. In Chiarella as discussed, the Court rejected the equal
information theory in favour of a brea¢h of.fiduciary duty analysis. The Court
rejected the position that general notions of market fairness and equality of
information 'were sufficient to create an affirmative duty to disclose. Rather the

Court held that liability must be founded on a duty to disclose non-public information

‘that arises from a relationship of trust between the parties, that is, the corporate

fiduciary theory. Dirks confirmed the corporate fiduciary rationale of Chiarella.

Again, this theory will be examined in more detail in subsequent chapters. Dirks also

Lo d

39



Mg

provided guidance to the circumstances in*which tippees are liable under Rule 10b-5
for trading on inside information. As discussed, the Court held that a tippee's duty to
disclose or abstain is derivative from the insider's duty.

Importantly, the Dirks case is significant as well for broadening the definition
of insider by creating a class % constructive or temporary insiders in footnote
fourteen, The Cogrt observed that unlike insiders, the )typical tippee has no fiduciary
duty to the tipper's company or its shareholders. Nevertheless, the Court stated that
ir; certain circumstances such as where corporate information is revealed
legitimately to an underwrite(, accountant, lawyer or consultant working for the
corporation, these outsiders become fiduciaries of the shareholder:

"The opinic;n emphasized that this constructive insider theory
is fully consistent with the fiduciary duty test because such
persons 'have entered into a special confidential relationship in
the conduct of the business of the enterprise and gge given
access to information solely for corporate gurposes'."

For such a duty to arise, the corporation must expect the outsider to keep the
disclosed non-public information confidential. 100

Lastly, as discussed previously, a further theory has evolved from Chief Justice
Burger's dissenting opinion in Chiarella. This is the "misappropriation theory". Under —
this theory of liability, the outsider's conversion of non-public information and the
use of that misappropriated informa’ri;n is sufficient to establish fraud in ¢onnection
with the purchase of securities. One who converts non-public inforarnoﬂon entrusted
to him in confidence has a duty not to exploit his informational advantage by
purchasing securities in the market. The insider trading case law in the period

following Dirks evidences the application of the misappropriation ﬂ'ieory as will be

discussed below.
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« o CHAPTER IV

CASE LAW DEVELOPMENT SINCE CHIARELLA AND DIRKS

(a) INTRODUCTION

-~

In Chiarella and Dirks the Supreme Court answered in the gegoti\'}e the question

whether liability for trading on the basis of inside information was grounded on the

.concept of relative informational advantage. However, two issues rémained alive.

One question left open was whether a person misappropriating and trading on the
basis of inside informoﬁon violated Rule 10b-5.

In Chiarella the majority did not consider the issue, asserting it had not been
properly puf before the jwy.l Justice Stevens.in_ a concurring judgment considered

the theory viable, but expressed no opinion _either way.2 Chief Justice Burger in

dissent felt the issue had been properly before the jury, and concluded that Chiarella

"workir;g literally in the printshoﬁ n';isappropriated -- stole to put it bluntly --
valuable non-public information entrusted to him in the utmost confidence. He then
exploited his ill-gotten informational advantage by purchasing securities in the
market. In my view, such conduct plainly violateés ss. 10'(b) and Rule 10b-5.13

- The second issue arose fron'i the Court's affirmation in Dirks in a celebrated

footnote (number fourteen) to'its decisions, that in certain circumstances persons

norimally considered outsiders in relation to duties owed to relevant shareholders may

beceme their fiduciaries and hence insiders of those shareholders. = Consequently,

liability for trading on non-public inside information so received would attach.
"[4. Under certain ciréumstunces, such as where corporate
information is revealed legitimately to an underwriter,
accountant, lawyer, or consultant working for the corporation,

47 ‘
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' i
' these outsiders may become fiduciaries of the shareholders.
G The basis for recognizing this fiduciary duty is not simply that
such persons acquired nonpublic irformation, but rather that
they have entered into a special confidential relationship in
the conduct of the business of the enterprise and are given
access to information solely for corporate purposes. See SEC
v. Monarch Funds, 608 F.2d 938, 942 (CA2 1979); In re
X . : Tnvestors Management Co., 44 S.E.C. 633, 645 (1971); Tn re
" Van Alstyne, Noel & Co., 43 S.E.C. 1080, 1N84-1085 (1969); Tn

re Merrill Lynch, Pierce, Fepner & Smith, Inc., 43 S.E.C. 933,

3 937, (1968); Caéi, Roberts, 40 S.E.C., af 9|i When such a
person breaches his ﬁducigray rela ionshigé he may be t}\x;\eme?
more properly as a tipper than a tippee. e Shapiro v. Merril
Lynch, Pierce, Fenner & Smith, Inc., 495 F.’Ergfg,' 237 (CA?
[9784) (investment banker had access to material information
when working on a proposed public offering for - the .

- ' corporation). Fer=slch a duty to be imposed, however, the < -

corporation must expect the outsider to keep the disclosed .

nonpublic information confidential, and the relatiopship at
least must imply such a duty.," (103 S. Ct. 3255, 3262 (1983)).

~

This recognition of "constructive" insiders has been af firmed and applied in the
lower Courts after Dirks.” As will be reyiewed be‘lqw, The concept has been éxpanded

to render such parties "temporary" insiders.: —

-

NSIDER TRADING AND MISAPPROPRIATION OF INFORMATION
(i) U.S. v. Newman (2d Cir. 1981)

The\misappropriation theory of liability had its mast significant exposition in

wman case.* The United States Cc;urt of Appeals, Second Circuif, on facts

ous to those in Chiarel'ld, held that ? criminal violation of Rule 10b-5 may be
ablished by an agent breaching his duty to respect client confidences.?

In an enforcement proceeding, Newman, a securities trader and manager of

over-the-counter trading department of 6 New York brokerage firm, Antoniu and

Courtois, employees of two prominent Wall Street investment banking companies,

' Morgan Stunléy & Co., and Kuhn Loeb & Co., and ﬁvo other parties were indicted by

tt ».government. It was alleged that between 1973 anfi 1978 Antoniu and Courtois

. /misaanonpubﬁc information regarding proposéd mergers and

‘. 0 ‘ acquisitions from their re&peaive employt_a:rl Further, it was alleged that they

-~ -
-\
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surreptitiously conveyed this inforrfation to Newman who in turn passed it to the
other two parties, both of whom resided and operated abroad.
Using secret foreign bank and trust accounts, Newman and the others purchased

stock in companies that were merger and takeover targets of the clients of Morgan

Stanley dnd Kuhn Loeb. Substantial gains were made when the takeover plans were
R

. announced publicly with a consequent rise in the stocks' market price.6

As in Chiarella the indictment alleged that the defendants' conduct in
misappropriating and trading on confidential information constituted criminal

violations of s. 10(b) of the Securities Exchange Act of 1934, and Rule 10b-5 thereof.

However, the Department of Justice did not allege the gravamen of"the of fence to be
a failure to disclose, but rather to be a fraud committed through Antoniu's and
Courtois' breach of fiduciary duties owed to their employers, their employers'
corporate clients, and the clients' shar eholders.’ New/mon was charged with aiding
these two defendants in violating those fiduciary duties.8

At the District Court level Newman's application to'dismiss all relevant counts

‘succeeded. The Court decided there was no clear indication in law that Rule [0b-5

extended to the non-mSIder violations of a fiduciary duty owed to an acquiring
oorporcmon in a tender offer.9 On Appeal, the Second Circuit reversed expressly
adopting the misappropriation thebry‘leff open by the Supreme Court in Chiarella.
The Second Ciré:uii Court found that a violation of an employee's duty to
respect client confidences gave rise to a Rule |0b-5 violation when the employee
traded on the converted information. !0
.The Court established three important tenets integral to its.conclusion:
(@) -in criminal or injunctive proceedings the fraud need not be perpetrated
upon the actual buyer or seller of securities to impose Rule 10b-5 liability
(this arises only in relation to a standing requirement whe ﬁe an implied
private right of action for damages under Rule 10b-5 arises),
(b) the fraud or deceit requirement of the Rule was clearly founded upon the

defendants’ misappropriation of confidential information, a fraud upon
" their employers and the employers' cliems,‘ 2 ?

47



. '
(c) the "in connection with" (the purchase or sale of any sagurity) limifation
in Rule 10b-5 is subject to flexible construction; deceptive practices -
"touching” the sale of securities are enough. In Newman the sole purpose
of the scheme was to purchase target companies' shares, and this nexus
satisfied the Rule 10b-5 requirement.! :
Of note is the Court's characterization of the fraud by the emplog"ees of Morgan
Stanley and Kubn Loeb: .
"By sullying the reputations of Courtois’ and Antoniu's
employers as safe repositories of client confidences, appellee
and his cohorts defrauded those employers as surely as if they
took their money." !4
One commentator has noted that the Court "effectively added a new weapon to
the SEC's antifraud arsenal, thereby enabling it to police insider activities* which
otherwise would be unreachable under Chiarella"l5 As well, the public opprobrium

of criminal sanction was thought to instill greater vigilance in the employers'

protection of confidential information; nor would the deterrent aspect be lost upon

"would-be perpetrators. Finally, and perhaps most importantly, the court's rigorous

enforcement in Newman was seen as an assurance to the investing p(;b“C that the
wide incidence of insider trading suspecféd was to be checked. 16

The same comme gtor expressed concern that in Newman the Court was in
effect imposing Iiab‘iliJ:: outsiders on the theory of a " fraud on the source" of the
information, labelling this as not a mere‘definiﬁor; of, but rather an expansion of the
scope of Rule 10b-5. This was thought not to be in tune with the philosophy of the
Supreme Court as expressed in Chiarella.!7 However, the majority of the Supreme
Court in ~C'hicrellq left open the question of whether the defendant W;ls criminally
liable for his breach of duty owed his employer and his employer's clients, as that
issue was not prof)erly before the jury at trial. Chief Justice Burger in strong dissent

would have found Chiarella liable on the "misappropriation theory". Therefore, the

»

development of that theory in Newman, it is submitted, does not conflict with, but is

complementary to the remedy developed in Chiarella.

LAY
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Despite the initial misgivings of sqmé commentators, it was apparent that
Newman's analysis was to take hold not only in a number of lower Court decisions (1o

be reviewed below) but more recently in the Supreme Court itseif. J

(i) . Bateman Eichler, Hitl Richards Inc. v. Berner (USSC 1985)

In this case recently decided by the U.S. Supreme Courf,'8 investors filed svit
under federal securities‘laws alleging they incurred sybstanial losses as G result of a
conspiracy between one LLozarro, a registered securities broker employed by Bateman
Eichler, and one Neaudeau, president of a corparation, to induce them to purchase
large amounts of that corporation's stock. The inducement was the divulging of false.
and materially incomplete information about the company's ventures (regarding an
illusory gold strike in Surinam) on the pretext that it was accurate, inside
‘informaﬁon. 19 ‘

The Supreme Court, affirming the Court of Appeals, Ninth Circuit, held that
the alleged defé&nce of "in pari delicto" (equal fault) did not apply 1o bar a private
damages action of the "tippees" in those circumstances. Inresolving that particular
issue the Court balanced the rights of the defrauders and the def}-ﬂuded, with the
need to protect the investing public and the national econorﬁy. In doing so, it
determined that while the defrauded "tippees" may have some culpability in
participating in the defrauders' "tipping" scheme, it did not amount to the
"substantially equal responsibility" required to bar their action. Of significance was
_the Court's holding that to preclude the suit would significantly interfere with
effective securities laws enforcement, and protection of the iﬁvesﬁng _public.20

More significantly for oyr purposes, the court went on to consider the alleged
violation of ss. 10(b) and Rule 10b-5. While accepting the District Court and Court of
Appeals assumptions of that liability, the Court reviewed its decision in Chiarella and

«

Dirks. Without expanding the principles of those cases the Court affirmed the
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requirement of a breach of the tipper's fiduciary duty, and the requirement of a
personal benefit derived therefrom, before the tippee may be liable.2!

However, the Court also noted and gave approval to its view in Dirks that
alternatively "a tippee may be liable if he otherwise " misappropriate(s) or illegally
obtain(s) the xinformaﬁon" " and proceeds to trade upon or communicate it.22 |t is
submit ted that the Second Circuit Court's application of the misappropriation theory
in Newman is compatible wi'rh; and supported by the Supreme Court's reaffirmation
of liability through misappropriation.

. Of pertinent value has been recent commentary by the SEC on this and other

cases decided after Chiarella and Dirks in a Report to the Congressional House

Commerce Committee in August of 1985.23 In ordering the annual Reports.the
Committee expressed its concerns that Dirks might have adversely affected the
SEC's successful prosecution of insider trading cases. The Report indicates clearly
that despite these initial concerns, the SEC's enforcement programme has not been
unduly hindered by the decision. This is in large measure due to the SEC's pursuit of
the.alternative grounds for liability, that is, of misappropriation and "constructive"
insider concepts, alternatives approved by the Supreme Court. To quote the SEC
itself on this most recent development,

"By, in effect, endorsing prevailing judicial interpretation of

Dirks, the court's opinion in Bateman Eichler should foreclose

a number of the arguments made in the past by defense

counsel in Commission Enforcement cases and make it unlikely

that future court decisions will interpret Dirks to narrow, to

any 3ignificw degree, the scope of insider trading
prohibitions."

(i) SEC v. Materia et al. (S.D.M.Y. 1983)

The facts of this case were in effect Chiarella revi:zi?tecl.25 Materia was an

employee of a financial printing firm, Bowne of New York City, Inc. (Bowne). Bowne

printed inter alia proposed tender offers for use by its corporate clients. As even the
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hint of an upcoming offer could send the target company's stocks price soaring,
sensitive ipformqtion ic'ienﬁfying these targets was blacked out, to be filled inon the
eve of publication. As a "copyholder" at Bowne, who assisted in the proofreading of
such drafts, Materia was able to divirfe the identities of at least ;our tender offer
fargets between December 1980, or;d September 1982, I.n each case he purchased
stock of the target company within hours of discovering its identity, and within &1}3 -
- after the offer had been made public -~ would sell his holdings at substantial

gains.26 h

The SEC filed an enforcement action alleging violation of inter alia s. 10(b) of

the Securities Exchange Act of 1934, and Rule 10b45 thereunder.:?7 Significantly,
the complaint alleged that Materia had misc;ppropriated material nonpublic
information frorﬁkhis employers and its clients. -

At the Dnstrt:ct Court level, the Court found Materia had, in fact, stolen
conﬁdentml data from Bowne, which he traded to his benefit. In doing so, he had

breached a fiduciary duty at common law owed his employer, rather than upon any-

duty to selling shareholders. Chiarella and Dirks were thus distinguishqble.;28

However, the Court's finding "indicates an adherence to the principle of
Chiarella and Dirks -- namely, that one with_access to nonpublic corporate :
information cannot use such-information to make secret profits."2?

By adhering to that princjple, the Court affirms and indeed clarifies that
application and consequent effect of the Chiarella and 9_‘Lk_§ opinior;s, but in founding
fiability upon the misappropriation theory in cases such as Materia disciplines those
who might otherwise be exempt from control. .

The -Second Clrcun affirmed the District Court in Materia, citing Newman with
approval. In giving further justification for the use of the misappropriation theory of
hablhty, and in answer to Materia's claim that Bowne suffered no harm as a result of

his mlsappropnahon of cluenf information, the Court asserted-



"Among a financial printer's most valuable assets is its
reputation as a safe repository for client secrets. By
purloining and trading on confidences entrusted to Bowne, it
can not be gainsaid that Materia undermined his employer's
integrity . . . we are driven to the c%clusion that, . .

Materia perpetrated a fraud upon Bowne.">Y
In noting that the Supreme Court in Chiarella "did not disavow" the question of
liability ‘through misappropriation, the Second Circuit  affirmed that theory's
compatibility with Chiarella and with Dirks as well. The Court in its final words gave
forcefully its view of the law's intent:
", . . the question of Anthony Materia's liability was settled
fifty years ago. Determined to combat fraud in the securities
market place Congress chose to enact a comprehensive yet
open-ended statutory scheme, capable of ongoing adaptation
and refinement . . . We do not believe the drafters of the
Securities Exchange Act of 1934 — envisaging as they did an
open and honest market -- would have . countenanced the
activities engaged in by Anthony Materia."3
Nor, wou or;e equally submit, the activities of Vincent Chiarella., Materia is
seen by the SEE as a key decision, calling the Second Circuit's opinion "perhaps the
single most important_opinien in insider trading since the Dirks decision,"32 The SEC
noted the Second Circvit's view that the misappropriation theory was not inconsistent
with Diri(s, and further the important extension of the theory to found liability in the

SEC's civil enforcement cases.33

(iv)- SEC v. Musella et al. (S.D.N.Y. 1984)34

New;nan was again applied in this "case, providing the basis for granting a
preliminary injuricﬁon against one lhne, office manager of a large New York law
firm, Sullivan & Cromwel»l (Sullivan),  Ihne, privy to nonpublic confidential
information through his employment regarding company clien’t; of his firm, tipped
information regarding tender offers pionned by those clients to several persons
{including the named de;endant Musgllc_l). These ofher persobs traded on tht’

information, as did lhne. The securities traded were those of the target compuniés.
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The Court noted that on the principle of Chiarella, lhne as a tipper must be
found to owe, and have breached, a fiduciary duty to the shareholders and
corpordtions whose securities were traded. The Court could not found such a duty on
the facts.3?

However, it acceded to the SEC's submission that lhne owed a fiduciary "duty of
silence" to the Sullivan firm and it:«s corporate clients. Referring inter alia to

Newman and the District Court in Materia (the Appeal was yet to have been decided),

the Court concluded that,

", . . the general principle emerges that Rule 10b-5 liability
may be imposed on those who trade on the basis of material
non-public information tainted by the breach of an insider's
fiduciary duty, regardless of whether that duty runs to the
sellers of the securities involved. By endorsing the alternative
"misappropriation" theory of Rule 10b-5 Newman . . . the
Second Circuit gave legal effect to the common sensical view
that trading on the basis of improperly obtained information is
fundamentally unfair, and that distinctions premised on the
source of the informaté'on undermine the prophylactic intent of
the securities laws."3

Of note was the Court's consideration as well that under footnote fourteen of
Dirks (liability as a constructive insider) lhne might well have been thus
cutegorized.37 -

(v) SEC v. Switzer (W.D. Okla. 1984)38

In the judicial decisions rendered since Dirks, this case is the only one the SEC
has lost. |t was lost plainly on its particular and peculiar ‘fact pattern which it is
submitted defines the outer boundaries of ir;sider trading liability.

Briefly, Switzer was a well-known sports personality in Oklahoma, with various
financial interests in the oil and gas industry. He allegedly overheard at a track meet

one Mr. Platt, a corporate insider of Phoenix corporation, tell Platt's spouse of a
h

i}mm@hl to liquidate the said corporation. This was heard days before the public

" announcement was made. This was clearly inside nonpublic information, and was
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found by the Court to be "material®, i.e. that it would likely affect the investment

. decision of a reasonably prudent investor. On the basis. of the overheard information,

Switzer and others to whom he gave the information, purchased Phoenix shares prior
to the public announcement, and profited by selling them thereafter.3?

Significantly, Platt had no share in the profits made by the defendant and his
associates, nor were any of them insiders aside from Platt. Switzer and associates
were -never employees of Phoenix, nor did they have any relationship of trust of
confidence with it.40

The Court considered Dirks applicable to the facts of the case, giving it
straight-forward application, without judically ncrrowiqg nor broadening the Dirks
principles. Noting that any duty which Switzer could found to have breached must
derive from Platt as an insider of Phoenix, the Court concluded that Plat t's discussion
of possible liquidation of Phoenix by a certain date, to his spouse, was made only to

allow,*her to arrange her home time schedule. Thus Platt was found not to have

_ breached any fiduciary duty he owed to Phoenix. As Platt breached no such duty,

Switzer could not acquire nor be liable upon a similar derivative duty. Any
information passed by h:m onto his associates was therefore not in violation of Rule
10b-5. Further, the Lourt found the even if under Dirks Platt had breached his
fiduciary duty by talking aloud about the company's inside affairs (whiéh, it is
submit ted seems to be the more reasonable conclusion to draw'), it could not be found
that either Switzer nor his associates knew or had reason to know the inform&h’or{
received was material, nonpublic information disseminated by a corporate insider for
an improper purpose.‘*l )

It is to be noted that the SEC has commented in its Report to Congress that the

Court in Switzer made its findings on the basis that the SEC had failed to prove the

. elements of its case. The principles of Dirks remained unchanged.#2
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(vi) U.S. v. Reed (5.D.N.Y. 1985)

This co-se, a criminal prosecution, alleged that the defendant received from his
father, a director of Amax Inc., material, nonpublic information regarding a potential
merger between Amax and another company, S;ca!. This information was expected
by the father to be kept confidential by his son. The son however traded in Amax catl
options on the information making a large p;rofit upon announcement u)‘f merger
negotiations. Father and son were allegea in the Indictment to share an intimate
relationship of trust and confidepce antedating the alleged disclosures.#3 The
allegation thus was that the defendant misappropriated the information from his
father, an insider. | ’

The District Court extensively reviewed the case law on misappropriation,

including Newman and Materia. It noted that no duty of disclosure to the sellers of

the sef:urities is a prerequisite to misappropriation liability, but that there must at
least be a duty of fidelity and confidentiality to some person(s} "rooted in a fiduciary
relationship of trust or confidence between the misappropriator and the person or
entity to whom the duty is owed."44 , .

On the defendant's motion to dismiss inter g_l_i_g: that part of the Indictment
alteging misappmpri-ation upon breach of this dlleged duty between himself and his
father, the Court der;ied the motion. It allowed the indictment to stand, determining

that the ultimate question as te whether misappropriation had occurred depended

_upon the facts supporting this alleged "confidential relationship". - The Court noted

that such did not depend on an express agreement but could be determined "where the

evidence reveals that conclusion to be in accord with the expectations-and behaviour
of the parties."“5 Thus

"it remains open to the Government to prove at trial that
Reed and his father were bound by an agreement or
understanding of confidentiality, express or implied, or that
some regular pat tern of behaviour by defendant and his father
generated on the part of those two men_a justifiable
expectation of confidentiality and fidelity."“6
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As the SEC in its Report to Congress has noted, the significance of Reed is in
its application of the misopproprioﬁon theory to information obtained from an’ iﬁsider
of a corporation whose shares were traded; nor is the theory limited to cases of strict
fiducigry duty. Findlly, it was noted that for the fitst time the Court held t—hqt

insider trading in options was subject to legal proscription.l‘7

(vii) U.S, v. Winans (D.C.N.Y. 1985)

This, again a criminal prosecution, provides valdable comment by the District
Court upon the nature and effect of the misappropriation theory, and its consistency
with_Q_i_;_'_lgg as regards insider trading liability.%8

The facts are unusual. The defendunf. was chafged wit;\ others w‘ith
par;ri‘c'i.pqﬁon in a scheme to trade in securities based on information misappropriated
from the Wall Street Journal (WSJ). . Winans was employed by the WSJ as a writer of
a daily market gossip feature, " Heard on the Street". The column highlighted certain
stocks, providing both negative 4nd positive comment'ory and information- thereon,
and took a point of view with regard to investing % those schks. Winans, among
others, testified before the Court that the column had an effect on the pricé of
stocks it mentioned. The information allegedly stoler) from the WSJ by Winans was
the timing, tenor and ¢ontent of 1hese‘colurpns before their publication. Winans
conduct regarding the columns was allegedly in breach of a fiduciary duty owed to his
employer, Dow Jones & Co., parent company of the WSJ, contrary to inter alia, Rule
10b-5.49

Briefly, Winans dehberate(ly arranged with one Brant, a wealthy and well-known
broker, to leak the "Heard" columns (their timing, tenor and content) to Brant prior
to their publication. Brant would then trade in specified securities armed with the
column's information.90 While the initial attempt at this schemé brought in a loss,

the subsequent prior release to Brant of some twenty-seven articles resulted in net
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profits of almost $690,000, among a number of participants. Subsequ.ent discovery of
thé scheme brought Winans and others before the New York District Court.3}

In extensive reasons, the District Court considered the nature and application
of the misappropriation theory, upon which the-U.S. government based its case.

* Canvassing the authorities, including Newman and Materia the Court rejected Winan's

argument that those cases required a fraud against the employers and employers'

clients (tender offerors in those cases). In view of the Winans court, the third parties

i

who were defrauded in Newmdn and Materia were only incidental to, and not’

essential elements of the uppliccﬁ;on oi the misappropriation theory,>2
The Court also concluded that the theory did not require that the victim be a
buyer or seller of securities. 4
Te the defendant's argument that Dirks was the controlling case ( which if
applicable w;;ld\have founded no liability upon Winans, as he was not a temporary
inside‘r, owed né tiu'ry to the corporations he wrote obot‘n, nor was a tippee of any
corporate inside information), the Court simply asserted ﬂ';qt,
" . . the duties that Dirks addressed are not ones under
scrutiny in Newman, Materia or here. y Dirks simply did not
address the misappropriation theoryy the Court having found

that Dirks ghd not . "misapproporiate or illegally obtain
information". . ’

_Here, the Gourt noted that employer/employee fraud was the focus, an entirely

i

different relationship that that at issue in Dirks.>%

The Court pointedly asserted as well that the misappropriation theory did not

resurrect the "parity of information" theory the Supreme court rejected in Chiarella

and Dirks. Referring to Professor Brudney's work on the areq, the Court defined that
theor;f ;esseﬁtial ly to aver "that .ull inv&stors:shbutd have relatively equal daccess to
material informc_n‘ic;n in order to preserv; :rhe market's infegrity.';5,5 As regards ﬂ’m
misappropriation theory of liability, the Court affirmed its consistency with Dirks in

that the focus of the theory ™is not whether the defendant had an iﬁformaﬂonal

: B Y |
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advantage that others could not legally obtéxin, t;ut on how the defenaant ‘gained the
advantage, which must be f'rcn.vdulenﬂy."56 This focus Opon conduct accordmg to the
Court was the essential focus of the Supreme Court's rulmg in D:rks. That Court
looked to whether the gns:derpersonally benefnt’ted from the ?ISClOSUT?, and such

conduct if found on the facts would then support a finding of breach of that insider's

»

. duty to shcrel?olders:S? ~ .

In all the circumstances of the Winans case, the Court concludedhis conduct to

<

be fraudulent upon the WSJ#

"What made the conduct here a fraud was that Winans knew he
was not supposed to leak the timing or contents of his articles
or trade on that knowledge. He knew that these columns were
likely to affect the price of the stocks to his benefit. This is
true even if he had not known of a written pohcy, he had
knowledge of a Wall Street Journal.practice, that is, a rute of
conduct, which makes' this a clear breach of a fiduciary
dui’y."5 ’

The harm to WSJ was that the "fraudulerﬁ tak‘ing and misuse of the confidential -
informoﬂon stolen frpm (it) placed immedia;ely in jeopardy probably its most
valuable asset -- its reputation for fairness and integrify."59

Winans was thus found guilty of (among ofhér ’charges)ﬁ securities fraud by
| mi;opgpropriuting material non-public informatien from the WwsJ.60 )

With co-defendants from trial (one Felis, and one Carpenter), Winans appealed

to the Appeals Court, Second Circluit.él He contended, inter alig, that he could not

be held fiable for Sécti.on 10(b) and Rule |0b-5 violations of the Securi"ties Exchange
Act of 193# because he was not a corporate insider or'"quasi-insider" dn;! did not
'mlsnpproprlafe material non~pubhc information from such insiders or "quasi-insiders."
‘ The Court re_;ecied Winans' appeal and confirmed that "Section 10(b) and Rule
10b-5 proscnbe an employee's unlawful misappropriation from his “employer (a
fmoncml newspaper) of material non-public information in the form of the

. ‘nengnper's forthcommg pubhcahon schedule, in connection with a scheme to -



o
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purchase and sell securities to be analyzed or otherwise discussed in future columns

3

e
e

in that newspaper . . 62
The Court emphasized the underlying purpose of the securiﬁe&legisloﬁo; it was

charged with interpreting: L
"The fairness and integrity of conduct within the securities
markets is a concern of utmost significance for the proper
functioning of our securities laws. In broadly“proscribing -
"deceptive" practices in connection with the purchase or sale
of securifies pursuant to section 10(b) of the Securities
Exchange Act of 1934 Congress left to the courts the difficult
- task of interpreting legislatively defined but broagly stated
principles insof ar as they apply, in particular cases."6

The Court reviewed the arguments Winans and his co-defendants put- forward,
and confitméd the effectiveness of the misappropriation theory of liability.

"The core of appellants' argument is that Newman and =
Materia are inapposite because in those cases the information ~
was misappropriated by employees who owed a duty of
confidentiality not only to their employers, but also to their
employers' clients, the corporations whose securities were
traded. In'other words, appellants argue, the misappropriation
theory may be applied only where t information s
misappropriated by corporate insiders or” sé-called quasi-
insiders, Dirks v. SEC, 463 U.S. 646,.655 n.14 (1983), who owe
to the corporation and its sharéholders a fiduciary duty of

. ahstention or disclosure. Thus, appellants would have us hold
“+= that- it was not enough that Winans breached a-duty of
confidentiality to his employer, the Wall Street Journal, in
misappropriating and trading on  material nonpublic
information; he would have to have breached a duty to the
corporations or shareholders thereof whose stock they
purchased or sold on the basis of that information.

Appellants read Newman-arid Materia and interpret the
misappropriation theory too narrowly. Notwithstanding the-
existence of corporate clients of the employers in Newman
and Materia, the misappropriation theory more ~broadly

~ - proscribes the conversion of "insiders" or others of material
nop-public infoamqtion in connection with the purchase or sdle
o?é;zuriﬁes."é \ )

Of note are the Courf's comments on the effect of Dir}ks as regards the tCourt's
génerol development of alternate grounds of liability:

"Although Dirks disapproved of certain trading by insiders or
quasi-insiders who owe a fiduciary duty to investors, courts
are not thereby constrgined from recognizing other
misconduct, To give Dirks such preclusive effect would
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suggest that one application of a statute cannot admit of
another application not raised in the first case. As the district
court correctly stated, "(i)t is not accurate to say that Dirks
wrote the book on insider or outsider trading; it wrote one
chapter with respect to one type of fravulent trading."” 612 F.
Swpp. at 842, Indeed, the chapter that Dirks wrote derives
from prior jurisprudence in which "fine distinctions and rigid
classifications™ were appropriately foresaken to facilitate the -
" recognition of significant doctrinal reasons, for holding
members of particular, even if new, groups liaBle. See In Re
Cady, Roberts & Co., 40 S.E.C. 907,911 (1961) (liabilify not,
restricted to "traditional" insiders such as officers, directors
_and controlling stockholders), cited approvingly in Dirks, 463
US. at 653. Given the braad remedial purposes of the
- securities laws, the Supreme Court has "repeqtedly recognized
that securities laws combatting fravd 'shougg be construed 'not
technically and restrictively but flexibly'."

It is apparent that the Second Circuit Appeals Court was concerned to justify
its rejection of Winans appea! not only on its own view of the Iélw, but as a view
apparently in accord with the intention of the Supreme Court in Dirks not to allow
technic'al defense to win the day. This is an importantvéffirmotion of Materia and
Newman, and the misappropriation theory. |

These then are the major cases that have proceeded from the principles of

Chiarella and Dirks, and based upon the Supreme Court's: approval of the place in

insider trading jurisprudence of the misappropriation .t‘heory,‘h‘ is submitted that the
d’evelopmem‘ of that theory in the cases has been compjémem‘_ary to, and consistent

with the Supreme Court's view of Rule 10b-5; The position can be no better stated *

than by a then Staff Attorney with the SEC, H.T. Wilkin;c;n: 3

LThe affirmative duty to disclose under rule 10b-5 is
alive and well. Dirks and €Chiarella reaffirm that insiders and
quasi-insiders have an affirmative duty to disclose wh
trading in their company’s.stock. The Supreme Court's r
decisions also reaffirm . concept advanced both i
common law minority rule cases and in early interpretati
10b-5: the affirmative duty to disclese rests upon fiduciary
notions of trust and loyalty which proscribe the use of
nonpublic information by an insider and one with access to

. such informatjon, for .personal benefit. Jn light of this
interpretation, the misappropriation thedry is consistent with
" the Supreme Court's reading of 10b-5. The misappropriator’
- also breaches duties of corporate trust and’ loyalty to his -
" employer when he uses information intem‘:\ied solely for

60°
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legitimate business purposes.to reap secret profits. In light of
the Supreme Court's emphasis on Cady, Roberts, with its
formulation of the access test, it would not seem to matter
from whom the misappropriator receives information. The
violation of 10b-5 occurs when one usurps nonpublic corporate
information in violation of official duties and then trades ir
reliance of such information for personal gain."66 ,

() INSIDER TRADING LIABILITY --
“CONSTRUCTIVE" OR "TEMPORARY" INSIDERS

" As has already been noted, the Supreme Court in Dirks. posited in a footnote

reference (number fourteen), that wiSh respect to its finding of liability upon those in

" breach of fidtﬁary duties, that certain persons working in some capacity for a

* corpordtion as outsiders, could become fiduciaries of the shareholders -- that is,

where those persons have entered into a special confidential relationship in the_
conduct. of the enterprise's business, and have been given access to information of a
nonpublic, corporate-purpose character, those persons become "constructive"
insiders.87 It has been pointed out that when this opinion was announged, then
;General Counsel for the SEC hailed the decision for giving the Commission "a
valuable new tool" through the Court's "theory of the constructive insider". 68 This
new tool has not uppeared as usefoul fo the SEC's enforcement proceedings as the
miscppropriation theory has, if volume of cases decided is an indicator, However, the
Courts have utilized the constructive insider theory,A preferring the oppellutioh of

"temporary" insider.

@ SEC v. Lund (C.D. Cal 1983)

“The SEC brought this action under Rule I0b-5 against the defendant for
purchasing shares in .a publicly traded company, P & F Industries (P & F) after
receving material nonpublic information regarding P & F entering into a joint-venture

wnh anoth\er larger company. This information allegedly came from a long-time

- friend and business associate, one Horowu'rz. Horowitz was a P & F msnden Lund,

6l
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President of a company ;a!l;d Verit, recéived the information from Horowitz, a
Board Memb;zr of Verit, who was gnquiring as to whether Verit would be interested in
providing capital investment for the possible venture. Instead, after hearing of the
l'ikely date the venture was to go through, Lund personally bought shares in P & F,
subsequently making a large ' profit when the price rose following public
annoupcement of the joint venture.6?

In finding Lund liable for his trading in P & F, the Court first determined the

fnformoﬁon 1o be material, non-public and that Lund knew that the information from

Horowitz was such. The core issue was whether Lund's failure to disclose the

information he received or to refrain from trading in P & F stock was a violation of

-

* Rule 10b-5. Reviewing the pertinent cases, the Court rioted Dirks, ‘and footnote

fourteen thereto.?0 The Court concluded from that reference, that such persons so
found to be "insiders" could be called "temporary insiders"./! Assuming the duties of
an insider temporarily, by virtue of the special relationship with the corporation, they

become liable for trading on the basis of nonpublic information received in that

' relationship.72 ‘ #

The Court in Lun‘d's cose concllud‘ed that he was a temporo}y insider of P & F
when he frudéd ‘on the basis of the information concerning the joint ventureil Lund
and Horowitz were old friends and more importantly old bué%ness associates who
of ten exchanged information about their corporation. Horowitz sat o‘n the Board of
Verit. It was because of this special relationship that Horowitz told Verit through
Lund of the joint v’enture. The information was made available to Lund solely for

corporate purposes. Finally, the two men's relationship was such that there was a

' clear implication that the information was to be kept confidential. In these

circumstances Lund knew or should have known that the information he received was

. confidential and had been disclosed only for legitimate corporate purposes.’/3
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In this case then the alternative ground of liability as a "temporary insider" was
established. Thus one who it was possible to allege was a "tippee" without the

derivative duty in Dirks could on the facts be characterized a "tipper" and be liable.

(i) SEC v. Gaspar (S.D.N.Y. 1985)

On the facts of this case, the Court foynd the defendant liable on the
misappropriation theory, for a breach’ of his duty to his employer. lHowever, the
Court also concluded that the defendant could be considered a "temporary" insider of
the cc;mpany he represented on behalf of his employer, who was intending to acquire
ancther target company.

It is the Court's findings as to his "temporary insider" status that are of
interest, Gaspar was emﬁloyed with an investment banking firm, Baird, as inter alia
an oil industry analyst; on béhalf of Baird he represented DKM, a company interested
in acquiring an oil company, Clark. In that capacity, Gaspaxi received certain
information from DKM which he knew to be confidential. Shortly Vput, Gaspar
in"xported important information regarding DKKM's position on acquiriné Clark to a
colleague who then traded upon the information.” The Court reviewed footnote
fourteen of the Dirks decision, and also had Lund to follow as'well. The Court found

Gaspar to be a "temporary insider"” of DKM: ,

~

"Gaspar obtained access to confidential information solely for
the corporate purpose of his representation of DKM . . . By -
revealing . . . the information . . . Gaspar breached his duties
of trust, loyalty, and confidentiality which he bwed to both
Baird and DKM during the relevant timeJt/3

‘As for the personal gain required under the Dirks rule, while Gaspar himseif
made no monetary gain, the Court held that he gained a reputational benefit from his
colleague in the discussions that ensued once the information was given. At the very

£

leest: the Court found the disclosure to be a gift within the Dirks case.’6

aQ
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(d RECENT DEVELOPMENTS.IN lNSlDER TRADING

()  SEC v. Levine (S.D.N.Y. 1986)

In this recent case the SEC alleged in its complaint filed May 1986 that Levine,
an investment banker employed as a mergers and acquisitions specialist, secretly
purchased and sold securities of some fifty-four companies over a five-year period.

The transactions were arranged through a Bahamian bank account.”?

As a result of his scheme he allegedly earned an estimated $12.6 million in

Iy

illieit profits.

This case did not go before the courts. Levine submitted an Offer of
Settl‘emenf accepted by the SEC, which was confirmed in New York District Court
June 5§, ll986. Without admitting or denying the SEC 'ollegatibns, the defendant,
agreed to the entry in Court of a permor;ent injunction against future violations of
the antifravd provisions. Further, he agreed to repatriate and disgorge all monies on*
deposit at his Bahamian bank to well over $10 million.

The dllegations of the SEC were contained in a civil injunctive action filed in’
May 1986 in the U.S. District Court for the Southern District of New York. Levine
(with his Bahamian broker one Meier and ;wo companies Levine created to further his

-

schemes), was alleged to have violated the anti-fraud provisions of the SEA of 1934,
Section 10(b) and 4(e), and Rules 10b-5 and l4e-3 promulgated thereunder.’8
It was charged that Levine made his enormous profits through the systematic
betrayal of client confidences. The Commission alleged Levine came into possession
of material non-public information concerning mergers, tender offers, leveraged buy-
outs and other extraordinary corporate fransactions that would greatly increase the
price of the securities involved.’? Further al legations were that:
"Levine learned of these jmpending transactions, in many
cases, through his employment as an investment banker whose
firm had been retained to represent one of the corporations
involved in the subject transactions. The Commission dlleges
that Levine, in willful disregard of his duty not to trade or
communicate the information he received to another who
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would trade, repeatedly placed orders for accounts in the

- nameof Diamond, DH and 1G] through the Institution for the
purchase of the securities in question before the public
dnnouncement of these extraordinary corporate
transactions."

- 5

As Levine entered into the Offer of Settlement with the SEC, this preéluded Qa
direct finding of liability. 1t is clear that in his position of trust I(which included at
the time of the investigation his being a Mandging Director of Drexel Burnham
Lambert Inc.), Levine was liable as the traditional insider to his main employer and
its clients, and also "temporary insider" (of footnote fourteen per Dirks) for those
companies upon whose confidential information he gained personal profit. )

The impact of the SEC's success in bringing Levine's excesses to light is
measured mainly by the reocotion of large institutional investors on Wall Street of
which he was a part. The ;irst senior banker brought up on insider-trodiné] charges
and so effectively caught thereby, Levine's deterrent effect on those of like mind,
but with less grandiose schemes, may be considerable.

o

(i) SEé_v_._ First Boston Corporation (S.D.N.Y. 1986)8!

In this recent case, one of WgH Street's premier investment banks, First Boston
Corporation (hereafter "FBC") admitted that it had turned a $122,000 profit, by
trading in CIGNA Corporation securities after confidential information entrusted to
the firm's corporate-finance advisers leaked to its own stock-trading desk. However,
FBC did not admit or deny the allegation of the SEC that it had breached the anti-

fraud provisions of the Securities Exchange Act of 1934, but consented to entry of a

Final Judgément of Permanent Injunctfon and Other Relief requiring the
disgorgement of the above-mentioned profi'rs.82

Thg facts indicate tha? FBC's procedures as regarded internal protection of the
confidentiality of restricted corporate information from its own trading br?nch were

s

inadequate. , . -
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On January 20, 1986, the Treasurer of CIGNA Corporation (hereafter "CIGNA")
contacted a managing director in FBC's Corporate Finance Department and discussed
CIGNA's consideration of increasing its property-casualty loss reserves by $1 to $1.5
billion. At that meeting, FBC investment bankers realized that such action could
adversely- affect CIGNA stock prices. JAcc_ording!y, the CIGNA information was
properly recognized as sensitive and FBC's legal department added CIGN;\,fo FBC's
"restricted list". Under FBC's procedures, that meant, inter alia, that CIGNA's

securities were not to be traded on FBC's account.83-

On the 29 January, 1986, an FBC managing director in the Corporate Finance
Department was informed by CIGNA's Chief-Financial Officgr that the corporation's
Board would announce the discussed addition to the loss reserves on 30 January, 1986.
Such information was conveyed to FBC in confidence, and in the context of an
\ investment banking relationship between CIGNA and FBC.

The FBC mqnqginé director informed one of the firm's research analysts of the
impending decision; that. analyst-in turn told the Head equity trader of FBC, who,
although in possegsiop of FBC's restricted list, did not review it but instead ordered
that a FBC trader sell such CIGNA securities as were owned by FBC in anticipation
" of a sharp decline in their price. The end result of trading by FBC on CIGNA's ’
securities before the January 30th announcement were the pr‘ofit§ of $132,000 noted

above,

The disgorgement of those profits, und a $246 000 fine under the Insider Trading

Scnchons Act of 1984 were the penalhes lmposed on Flrs‘r Boston Corporaﬁon.

This case illustrates how crucial the maintenance of confidentiality of insider
information is within major institutional investment companies. While certainly not
in the category of the planned and deliberate violations of Levine, FBC's lack of

aying dve attention to its own employees' activities regarding trading on

fidential information resulted in what was nevertheless a violation of insider

66
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trading rules. The maintenance of a strict internal division in such investment
institutions between personnel who deal in underwriting and corporate manoeuvres

and personnel who sell securities (creating what is termed "the Chinese Wall") was

underlined by the FBC incidemﬂ -

(iii) U.S. v. Solomon et al. (1986)85

~

1

As yet to be reported, this case invo.lves those members of the financial
community employed in "arbitrage" - traffic in bills of exchange or stocks to take
advantage of different prices in other markets, which may also include the practice
of switching short-term funds from one }gvestment to another to get the best return.
On Wall Street, "arbitragers" deal mainly in takeovers ‘to make their profits, and have
been described as "sophisticated market players (who) are not traditional "insiders",
but their stock in trade is -informqtion'. They have . . "sophisticated networks" that
often include barkers, |awyers, and executives whc; c;re brivy to inside inf'ormcf:llon."‘86

It is of interest that arbitragers were cultivated by lLevine, and that the SEC's
invstigations recently resulted in the U.S. government's . indictment of two

arbitragers, Andrew Solomon of Marcus Schlon & Company, on;i Robert Salsbury of

Drexel Burnham (the latter company Levine's employer). With three other

defendants, dubbed the "Yuppie Five", they are alleged to have profited from trading

on confidential information stolen from the law firm of one-of the defendants, who
tipped such information to the arbitragers. That information dealt with expected
takeovers, and part of the takeover specialist's armoury includes dwtabilization' of
the takeover target by channeling its shares into the hands of c1rbifrage,erss.87

TR Solomon case marks the first intrusion by the SEC into this specialized
group, which views itself as a tip-oriented business. Charging arbitragers breaks new
ground for traditionafly they have seen themselves to be tippees and "essentially . . .

outsiders with no fiduciary or other obligations to companies whose shares they Buy

P

or sell."88
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Solomon and Salsbury have entered guilty pleas in the case and are still to be
sentenced.99 While awaiting furth;ar details to be r;zported of their part in the
scheme alleged, it remains tg be seen whether the SEC will be able to successfully

prosecute such orbitragérs upon bases other than those found in the fiducihry-

relationship rule of Dirks.

ki

Finally,‘it should be noted that in the wake of the Levine investigations a new
development in private legal remedy for improper insider trading will soon be tested.
A dar;lage suit has been brought by Litton Industries Inc. (herafter "Litton") against
Levine on the grounds that his manipulation of ltek Cor;):)ration stock, prior to
Litton's announcement of a substantial tender offer for 1tek in January 1983,
“artificatly }nflated" that stock's price.90 Ctaiming th.cn‘ as ®result the corporation
was forced to pay "substantiqlly more" for ltek than it otherwise would have, Litton
is seeking thirty million dollars in damages.?!

What success Litton will have must, of course, await a Court's ruling. It has
been not.ed that securities lawyers feel Litton will have difficulty proving that
Levine's insider trading was materially responsible for driving up the price of stock
and tender offers re Itek, as the takeover had been rumored widely for months prior

[

to its announcement,?2

What provisional conclusion can be made regarding the legacy’ of Chiarellc; and
Dirks? Many predicted dire con'sgclg’epces in terms of the SEC's expected inability to
enforce insider fradingy regulations dve tb.the restrictive princir.ile of liability
espoused in these two cases. oL -

It is instructive to note thdt despite these fears, the SEC has been able to
regulate effectively, utilizing alternative grounds of liability. That is, the subsequent

development of case law has not been through the gpplication of Chiarella and Dirks,

but rather has evolved into two alternative modes of founding liability on insider

trading - the Dirks "constructive” or ™emporary” insider of footnote fourteen, and

-
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the application of the misappropriation theory. Thus, while the corporate fiduciary

| theory. of liability in Chiarella and Dirks remains 9nchalle;nged, these two alternative

theories of liability continue to evolve. The balance to be struck among these
qppaenﬂy competing theories of liability will be canvassed in the concluding

Chapter.
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(@) INTRODUCTION

CHAPTERYV

ANALYSIS OF RATIONALE OF INSIDER TRADING REGULATION &,

bW

N j ‘ ® . ) )
The lure of insider trading is always fher‘e. lhformmiorr is the most "precious

commodity" on Wall Streef and qdvance mformo’rlon of "’romorrow's merger, fender

offer, or sensationally' good-or-bad earnings repqrt offers a Wuf to riches fhcrf is

Ve
\

growing irresistible". ' Insider trading is a symptom.of very extreme competition for

information that goes on in the market place. Henry G, Manne, author of Insider

Trading And The Stock Market,2 “c'ommenfed’ on the significance of such market

information:

"In many respects, the entire stock market is a corplex ..
arrangement for the marketing of information. In an
investment market characterizéed by great risk, a high,
premium will normally be paid for reliable information... As \
a market is subjected to more uncertdinty, information about - -
the possibility of change and its actual occurrence become |

. more valuable. The different amounts ofiprofit of different
individuals will reflect thejr different, .degrees of ‘
sophistication and the reliability of their information. The -
stock market_is, par excellence, the arbn‘er of the value of

mformcmon." . \

The extent to which insider trading should be regulated depends very much onf

your theory of how the market place ought to function. Those  who believe in
J i -

maximum market efficiency want the least regulatory interference with the flow of

information. These who argue for fairness in the market place want regulation of .

insiders with access to information that Is not availableto other investors. There are

the competing interests of large, institutional investors versus the interests of small,

i
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mpanagers who do the pr

-

>

ipdividuql investors. To what extent should insider tmdi‘ng be regulated? In this
chapter we will examine the opposing views. The present Chairman of the Ontario
Securities Commissiofy has commented that:

"The scope of the rule that one opts for in' insider trading -

depends upon the rationale chosen to justify its prohibition."4 ‘

¢ -
With this in mind, we will now examine the various rationales for the regulation

or de-regulation of insider trading.

(b))  ARGUMENTS AGAINST THE REGULATION OF INSIDER TRADING

~n . . , . » 2
(i) Insider Trading as a Form of Compensation for Entrepreneurial Activity:

Henry Manne, proponent of this theory, advocates unregulated insider trading as

an appropriate form of compensation for emrepreneUridI activity. Manne -

distinguishes entrepreneurs from. capitalists, who risk their (inoncial resources, and

'ctable.f"

ic, radical, destructive competition of  new
methods or nesz organizations (are) all the
e entrepreneurs."?

+

Manne views insider frading ds a reward for the entrepreneur. In his view,

"The dyna
products, ne
hardwork of

rewards of bonuses of stock optior)is limit the employee to a "specific reward no

matter how great his innovation."? There is no such limitation on the effectiveness

of insider trading as compensation: ol

"Insider trading meets all the conditions for appropriately
compensating entrepreneurs, It readily allows corporate
entrepreneurs to market their innovations. As we have seen,
this is not a direct marketing of the idea but rather a "sale" of
information about an innovation. Thus, although we do not
allow entrepreneurs a direct proprietary interest in their
ideas, we can allow them recovery for their ideas by
permitting them to exploit informdtion aboui the existence of
the ideas in a market based primarily on information."

A valid criticism of this theory and one that.has been wvoiced by"several

commentators is that insider trading is harmful becausé it creates a "moral

75



@

hazard"? by allowing insiders to profit on qu news and by permitting

management to be rewarded for failures:

i .

"There is no.reason whatsoever to give extra compensation ™
each time management scores a significant failure, and every
reason to bar anything which could dilute the incentive to
avoid failures, even if one allows that trading profits are *

- probably far from sufficient to induce the affirmative cregtion
of failures. Further, insider trading on bad news creates the
same problem as trading on good news in terms of stock
market performance, except that there is an added dimension:
insiders are able to ease out of the(gr investments whilst
stockholders are 1&ft to hold the baby."!

©

"

(ii) Insider Trading: Economic Considerations - Improving Price Performance ,

_ In Stock Market .

Manne calls for an economic consideration of insider trading. He argues that

o

'the stock market is improved by insider trading. He states that there would be more °

continuity in the market place as price chariges between consecutive transactions

_would be gradual whereas if insider trading is bared there will be sudden price jumps

.on public disclosure of information. Thus, persons trading on inside information have

a positive influence on prices in the market place.I !
"Manne's theory depends on the notion that insider trading will
-~ drastically improve price performance in the stock market by

causing prices to reflect underlying values more accurate%y

and initiating gradual rather than sudden price movements."

The same commentator recently has referred to an empirical study which
indicates that such market impact is in fact unsubstantial.!3 Professor H. Wu,
in "Corporate Insider Trading In The Stock Market 1957-1961"14, found that the

. .total market transactions by all insiders in their corporations' shares amounted
to only one percent of the total New York Stock Exchange volumel3 and

further that:
"There is no indication that public trading volume was

affected by insider trading. Thus, substantial inlpoct of
insider trading on stock prices could not be expected.” 6
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The conclusion reached by Professor Wu should be put in perspective in that it

is a study that is now over twenty years old. Further, in practice, investment

analysts in their search for relevant market information, follow insider trading -

o

reports closely.
Another contention of Manne is that de-regulation would not significantly harm
investors.!7 This is a theory that is expressed by other economists, and academics

such as Professor Michael P, Dooley.|8

(iii) Insider Trading - Who Is-Harmed?/Ineffective Regulation A

Dooley asserts that a correct assessment of the .demand for insider trading

‘prohibifions‘defermines "not only the quantity of the 'enforcement but also the

legifimacy of the substantive regulation itsetf."!? Investors must be the primary

regulation”.20 Dooley asserts.that:

o

beneficiaries of insider trading regulations "to justify the existence %the

@ The legal sys,te‘;n has been ineffective in requlating insider trading;

(b) To regulate insider trading - the demand for regulation must be derived
from direct or indirect harm that insider trading causes investors;

(¢) The Courts and the SEC have exceeded their authority under existing
. securities laws fince evidence demonstrates that insider trading does not
harm investors. ! :

Dooley reviews the incidence of insider trading enforcement and finds that
there is a low rate of enforcement. He then examines various factors that he views
as the cause, notably budget constraints, the fact that a large part of the SEC's
limited resources are consumed by routine regulation, such as reviewing registrations,
reports and over-seeing the market. But he states that it is in the nature of the
offence of insider trading itself that the problem lies:

"Given limited resources for enforcement, insider trading has
certain characteristics that place it low on the SEC's list of
priorities. To facilitate discussion thus far, the offence of
insider trading has been sketched with clear, simple lines. In
the reality of an adversarial proceeding however, the line

between legality and illegality becomes blurred, and proving
that given behdviour should be characterized as a violation is

- 77.
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seen as_a difficuit, complex undertaking of uncertain
success." :

Dooley asserts that the combination of the complexity of insider trading
regulations and the "scarce" enforcement personnel of the SEC has led to very
ineffective regulation of insider trading by the legal system. ’

Dooley then argues that it is difficult to show a "causal connection" between
insider trading and market losses suffered by investors. His premise is that the

demand for regulatory laws musi be derived from the harm such activity would cause

society:

"The existing system cannot be justified by showing that
( insider trading is 'wrong' in the sense of being undeasirable,
unethical or even unfair. Insider trading must be shown to
harm investors, directly or indirectly, in a pa‘tic%ar way to .
fall within the proscriptive scope of Section 10(b).”

[ ]

Dooley challeng'es the rationale of regulating insider trading by asserting that

since direct harm caused by insider trading cannot be evidenced in exact numbers
. that it cannot be prdven that significant harm is suffered E; outside investors.
Munne made a similar argument that de-regulation would not s:gmf;canﬂy harm

' "Iong-term" investors. Manne categorized investors as:
’

¢ (i) long term - that is, those investors whose market decision was a
* function of time;

(ii) short term - those investors whose market “decision was a function of
) prices; and.

(i) those investors transacting on both bases (i) and (i .24
He argues that it is the short»—terr;l investors who lose on the basis of price,
wher;as those who gain do so on a 'time basis' and-it is these investors, that is the
long-term investors, that Manne argues we should be concerned with:

"Thus, there is both a plus and a minus for outside sellers from
insider trading. The plus is the higher price received by those
who would otherwise have sold at the stable, lower price, and
the minus is the number of sales that now occur but which
otherwise would not have occurred. It would be extremely
difficult to obtain accurate data on this question, though we
can make one safe assumption. Those sellers who lose will
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tend to be those whose trades are a function of prices, and
those who gain will Eegud to be fhose whose trades are a
function of time only." u

Manne argues that concern should be concentrated on the long-term 'in\lestor
rather than the short-swing trader. Who is the long-term investor? Jenny Coftrell in

"Insider Dealing In The U.5." has viewed it as follows:
' "The long-term investor is much less likely than the trader to
sell because of price changes effected by insiders. He is more
likely to become a seilger because of -changed fihancial -
circumstances or death.” .

-*

The same commentator has asserted that this contention rests on the ‘false

assumption' that l,ong~term investors transact on a 'time' basis rather. than being

<
!

_influenced by the prices of the security:

"In reality, most investors tend to own more than one securlty

and if they require cash, they will indeed consider price in

deciding when to sellr even long-term investors reach points

at which they decide to 'take a profit' or 'cut the loss’, and a

prospective buyer for a long-term investment will often hold

off on his purchase until he considers that the price is right. If

insider dealing on undisclosed information causes any price

movement or delay on disclosure, usually the__long-term

investors will still be hurt, and often significantly."
But surely t&;e most powerful challenge to Manne and Dooley's thesis that there
_is no direct quantifiable hclrm,is1 that the harm may be to the market itself. Potential
investors may not tmve confi‘dénce in the market if they see that some market
participants are permitted to trade on the basis of information not generally
available, One must consider the impact on the public's confidence in the stock
markets and the financial health of those markets is only maintained if the public

considers them to be safe places for investment. K

(iv) Insider Trading: Delay In Publication

An m‘gurﬁent advanced in favour of insider trading regulation is that insider
» \ \ . .
- trading harms’ outside investors because it creates an "incentive for insiders to delay

the puBlicaﬁon of information to exploit it themselves."28
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The argument goes that favourable information "ripe for release™ at the close

!

G of. business on Monday could be delayed until the close of business on Wednesday to
allow insiders to purchase on Tuesday. All persons then who sold in ignorance on
Tuesday are worse off.2? Dooley challenges this argument:

"This conténtion not only conveniently ignores that all those
outsiders who bought on Tuesday are better off, but it js also
overinclusive. Merely because insider trading can result in,
undue delay does not mean that it always does or even that
such delay will occur often enough to justify a limited rule
.prohnbmng insider trading that results in delay."3

Daniel R, Flschel refers to this "tfiming of: dlsclosure' argument as well in "The

Regulcmon Of Insider Trading".” 3 ' Fischel argues that there is little empirical basis
i
to support the contention that insider trading causes the disclosure of information to -

, be 'deia):,ed.32 He views insider trading as an 'additional method for communicating
information':

"Our analysis demonstrates, moreover, that delaying disclosure
of information may be beneficial in some situations. For

_ exarople, some valuable information should be kept from
competitors if it is to retain its valve. Furthermore, the
argument assumes that all information can be disclosed. But

" information such as revisions of probabilities of future states
cannot necessarily be conveyed directly. In cases where
disclosure otherwise would be either undesirable or impossible,
insider trading gives firms an additional method for
communicating information. Finally, insider trading in some
cases may accelgrate the speed of disclosure because the
ability to profit is 'dependent on information reaching the
market. Thus insiders, if allawed to trade, may have g’rrong ‘ .
incentives to commumcate information¥o the market."3

Economls'fs therefore argue that there will be no delay in information reaching

.

the market if insider trading is recognized as a form of disclosure. ﬁ '

(v) Insider Tr:1ding: Fundamental Difference Between Legal And Economic
Ce Definitions

{

Dumel Fischel has pomted out tho’r there i |s a 'fundamental' dlfference between

1he legal ond economic deflmtlons of msuder tradmg.
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“Insider trading in an economic sense is trading by parties wha ;
are better informed than their trading partners. Thus, insider
trading in an economic sense includes all trades where
information is asymmetric. This definition includes all trades,
whether or not in securities, where one of"the parties has
superior information. By contrast, federal law has focused on
purchases or sales by certain msnders within a 6-month period
or on trading on the basis of 'material' information by a
broader more omorphous group of insiders or their tippees.

Insider trading in an economic sense need not be illegal. The -
- law never has attemgted to prohibit - all. trading by
"/ knowledgeable insiders."

MF ischel has stated in his case comment33 on Dirks v. Securities and Exchange

Commission that the m)ajori’ry and dissenting opinions in this case both evidenced a
"disregard for princiPles of economics".36 Fischel argues that questions such as the
effect of insider trading on a firm's investors and the role of the analyst in
communica’ﬁng'informdﬁon to the market are economic, and not legal questions: -

K "t is mpossnble to formulate rational legal rules governing
. these situations without some understanding of the economic
consequences of different kinds of actions. Without such an
understanding, legal analysis is reduced to a vacuous recitation
of cliches and talismanic phrases devoid of analytical content.
If insider trading is .beneficial to investors because it increases
their wealth, for example, it would be irrational to interpret
the fiduciary duty owed to investors, the supposed
beneﬁcncm%s of fiduciary duties, as iprohibiﬁng the
prachce "3 o -

It is important to note this disc‘r;epancy between e;:onomic.theory and legal
theory- in the evaluation of insider trc}&ing. Fischel takes a strong position namely
that any analysis in this area must beq based on economic principles, almost it would
appear to the exclusion of 6 consideration of legal principles of. regulation and
control. Other co;nmen’rd’rors have argued for th[s emphasis on economic issues
imbedded in the problem of insidér regulation. Professor H. \;ﬁlu in "An Economist |
L‘ooks At Section 16-Of The ‘Securities Exchange Act Of [934"38 states that the
Securities and Exchange Commission should have economic as well as legal counsel:

 nThe Com'miséio‘n, dominated by I;:wyers in zealous pursvit of
"fairness" and "protection of investors", too often fails to
0

recognize the economic ramifications of such regulation. The
public interest is undoubtedly related to the efficient
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functioning of the economy; it is best served by regulation
that takes into account both economic and equity
considerations. As William L. Cary, former Chairman of the
Commission has said ... there has been too much dominance of
lawyers and legal thinking in the work of the Securities and
Exchange Commission ... The Commission can pever afford to
be without economic as well as legal counsel.”37"

. With this in mind, consideration should be given to the economic theories
relating to the efficient functioning of capital markets. An illustration of this
. 1

‘ approac'h is the consideration of the most common argument against insider trading,

‘ » . -
namely that it is unfair or immoral, from the economist's point of view.

" (vi) Fairness Argument - Economists' View

" The most powerful argument against insider trading is that it is unfair to
outside investors. Fischel refers tq some comm;entators like Schotland who orgue'
that even if it is found that mregulated insider trading brings economic gains, those
gains° must be foregone in order to obtain non—économic goals such as fairness, just

rewards and integrity."0 (—' ischel notes that what is usually left unsaid is how and w'hy

insider trading is unfair. Fischel's premise is that insider trading should be viewed as

a desirable compensation scheme which benefité insiders and outsiders alike rather

-

.than one in which insiders profit at the expense of outsiders. Insider trading by
providing incentives to increase the value of the firm increases the size' of the pie so

- that everyone benefits:
"A more powerful response to the argument that insiders

" profit at the expense of outsiders is that if insider trading is a
desirable compensation scheme, it benefits insiders and
outsiders alike. Nobody would argue seriously that salaries,
options, bonuses and other compensation devices allow insiders

. to profit at the expense of outsiders because these sums
otherwise would have gone to shareholders. Compensa’nng
managers in this fashion increases the size of the pie, and thus
outsiders as well as insiders profit from the incentives
managers are given to increase the value of the firm. Insider
trading does not come ;2‘ the expense' of outsiders for
precisely the same reason.

% ' - .
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Fischel therefore sees no tension between fairness and efficiency. The basis of
Fischel's theory however is that ﬂ)e firm as a matter of contract should be able to

allocate property rights.in valuable infarmation to managers or investors, that is to

say that shareholders would voluntarily en_t'er,into contractual arrangements with

. insiders giving them property rights in information. He argues that the parties' s'e!f-:

interest will lead them to reach by private agreement the "optimal allocation of what
is simply one element of a compensation arrangemem."l}2 ‘ .

It will be noted that 'Fischel's theory of the use of insider trading as a
compensation scheme, is similar to Manne's’ gnd' therefore the problem of "bad news"
or rewarding ménagement f;r failur:as undermi:we's Fischel's theory as it does Manne's.
There is also the objechon that persons’ in corporahons who are not entitled fo

exploit information will nevertheless have access to this mformohon.“

(vii) Efficient Capital Market ~ Information Effects

It is instructive in exé:mining thé rationales _;urrounding insider trading to
examine the economists' vision of the functioning of capital markets. Economists
have evolved an "Efficient Capital Market Hypothesis" which f{qs been described by
Chr'istopher Paul Saari in "The Efficient Capital Market Hypothesis, Economic Theory .
and The Regulation Of Th Securities Industry”, as follows:  * |

" The stcf{ement that securny prices fully reflect available
,information - which is to say that capital markets are
efflClenf - is of great significance in two respects. On a-
societal level, it implies that the market uses all avcnl‘able,
information to allocate resources. Capital will flow' to the
most profitable investments which, in a rharket. economy, are
reflections of society's values. Market efficiency af the same"
time is significant to the individual investor. Under conditions
of efficiency, no investor, using only information also
generally available to other investors, can systematically
identify and acquire undervalued (or overvalued) securities.
Despite its significance as a general assertion, the
statement that security prices fully reflect available
information is not sufficiently precise as such to be
empirically tested and verified. To provide an empirically .
testable assertion, three factors must be specified with

4
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particularity: the determinants of secumy values, the
processes of security price information and the characteristics
of prices that "fully reflect” available information.

Investors may purchase assets, including securities, for many
reasons. Nothing theoretically compels investors to value
assets by any particular method. Thus, assumptions must be -
made about investor behavior to develop any theory of asset . .- ,
valuatich. Economists often hypothesize that investars value i
assets according to the future monetary rewards - or
"expected returns” - associated with those assets, after
adjusting for "risk", the degree ‘'of certainty with which the
expected returns can be predlcted. Based on this assumption,
economists have developed what is known as portfolio theory,
which can be combined with other economic theopy-fo explain
price determination in capital ‘markets. The ipfplications of
portfolio theory for security prlce determination combined
with the ECMH assertion that prices fully reflect all available
information yield the proposition that, in an efficient market,
all available information is used to determine expected returns
on securities, and therefore to establish security prices. If aH
available information is incorporated into security prices,
investors cannot use available information to identify
mispriced securities. Prices that reflect all available
information aré sometimes referred to as "fair game prices".

_If securities markets operate in accordance with the ECMH,
securities prices are such that the expected returns are equal
for all securities having the same degree of risk. The realized
returns on all securities in the same risk category need not
equal; realized returns may and will vary. Nevertheless, ex

® ante, all securities in the same risk category have the E me
changes of gain or loss; their expected returns are equal.”

¢

The Efficient Capital Market Hypothesis demands for the achievement of

maximum ef\ficieﬁcy., "the most prompt disclosure of material and significant.

information relating to the securities of companies which can possibly be made".43

The ‘informational effects of such prompt disclosure are that prices will more

accurately reflect such information, that. is the objective is that the price of

securities always conveys the most accurate information in an efficient market.

Information wjth respect to companies is constantly subject to analysis by market
professionals and financial analysts. Their role will be considered in due course, but
it is important to note here ffhut their analyses are reflected in market prices "which
thereby tend to approach a collective analytical judgment as to the Mintrinsic' valuet

of the securitiesn.46
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Ecoh'dm_isfs criticize the insider trading regulations for causing a "report'ing
o gap" by their "abstain or disclose” rules with respect to material and significant

information. That is, the legal rules surrounding insider trading interfere with the *

efficiency of the capital market:

"These combined gaps clearly detract from the efficiency of
securities markets. They permit securities transactions to
occur in markets in which not all material information exists. 4
Improvements ‘in- efficiency can-occur only if reporting is
required promptly after the occurrence of an event which is of
significance in determining the consensus of professional
analysts or others as to security values. If these gaps cannot
be sharply reduced by requirements for more rapid disclosure,
an argument can be made for permitting significant
information to reach the market even if indirectly injected
into the market by  holders of significant undisclosed
information. Such indirect disclosure would be immediately
expressed in the volume of trading and the price movement of
‘the securities which is the subject of ’rhe mformuhon.“

Economists argue that possible unfairness to gndwlduol investors who do not
possess such inside information, and who may suffer a pecuniary loss, may be
outweighed by the benefit to the large number of investors in permitting such

information t# reach securities markets.

L) +

It is interesting to note that economists view the 1930's securities Iegislatibn

from a dlfferent perspective than that of the regulators. [ Economists emphasize the

purpose of the legislation as being "to improve the economic finctioning of the

Ve

capital markets to achieve better resource ollocstibn'ﬂ.aa The SEC percéives the
primary purpose of the securities laws to be the prote;cﬁon of investors, although
there has been some recognition of the economist's per{specﬁve. Economists have
with great complexity made their argument that a consi%eraﬁbn of economic factors
alone should govern proper trading-in the- market place. But the issues of proféctic;n
of the iﬁvesting public and the maintenance of public confidénce in the mc;rket place
must also be addressed. It is submifted that these pa'tlcular perspectives of
~ economnsts and regulotors may not be as dlvergent as first gppears. As has been

o noted in a Canadian context by the Kimber Re;:oorf"9 the two views may be
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compchble in the followmg way: f

"Esrobhshment of . conditions and practicés in the cdpnal
market which best serve the investing public will normally be
consistent with the best interests of the whole economy. For
example, disclosure of financial information which depicts
adequately the operahons and financial position of companies
is vital to the investing public; such disclosure also provides

" the capital market with the information r})_ecessary to make a
more satisfactory allocation of resources."

It is a question of balancing the need for a free and open and therefore efficient
securities market with the need to protect the invesﬁng} public from abuses to that

system. This balancing of'goals will be discussed in miore detail in the §éction to

follow dealing with Regulators' views and rationales for insider trading. .

(viii) Role of the Financial Analyst: Economic Analysis ~

Any consideration of the economic theories regarding insider trading should not
conclude without an -examination of Fischel's analysis of the role of the

financial/investment analyst in the market place. The functioning of investment

{

analysis toock on great significance following the U.S. Supreme Court declision in

Dirks. As discussed previously, Dirks was an mvestmenf analyst and the Supreme

b

Court gave important consideration to his liability as an ‘analyst for al leged mslder

?

trading as a non-'rradmonal msuder. Of course, the Supreme Court's decxston absolved
Dirks of such liability but in reachmg thet conclusion, the Cour'r exammed the
financial analyst's role in the market place. Fischel's view is 1hnt although the,

¥’y

majority opinion refers to the important role of the financial analyst in the operation ..

of .capital markets, "much of its (the Court's) analysis rqfle&t;; a lack of t}rdérstupding

¥
. ]

of the Implications of this principle."!
The majority opinion in Dirks ostatgc‘l that trading by it:_tsidei':i'bn the, Easis of
insider inform fion is a breach of fiduciary duty. Furthq, Fischel states the Court:

"asspmes that both analysts and insiders act illegally in most
.cases if valuable information is communicated to analysts,

o r S
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of ms;de mformafton“ 53 beca(;se ot\ the benef:ts thex bnng to the market, h

“Who in turn disseminate it to their clients. .The insider’
breaches his fiduciary duty by communicating the information
to qnalets; the analyst who doés not abstain from 'using. the_

informati g%n is a pcrnczpqnt after the fuct in the insider's
breach." 5

" Even ﬁwough-' Dirks is clewlyhconside'red a fa%ufpblé decision for ﬁndncial:" S

analysts in that it restricts their potential hqbihfy wader insider 1rodmg laws (cs -
* . discussed prewously, the Court held that only the anolysi's rece;p* and use of”k
mformohon from an ins;der who recewes a durec* or md;rect personal beneht"-f‘

' “conshtutes a vnoiohon of law by bo1h the ms:der and the unalyst), Fxschel .:.

i

nevértheiess objec’ts 1o thrs decision. He argues that analysts should be cétﬂplete:ly

, mfetfered in their use ofn mside information, "free of legal rules resfnclmq the use_' .

of analysts in séveral WGYSc Anulysts serv& 05 conduns for the lmi’lsmns;um of -

market mformcmon as weH as servmg asq mom!ormg fbnchon.y*

"Because managers' may. dtssemmate ialse lnformahon about
the firm, or may attempi to" cencecl“ negative information, -
analysts have incentives' to engage 'in some search themselves

‘, IS St

"+ What are these benef;ts‘? Fsschel stctes thm the morket benefits from the worki -

. before making r;ecommendahom ‘to. their clients.  This- .

n'»omtormgD octmty is d naturol complement 1o the role -of

. analysts ug commumcahng anfprmﬂhoﬁ ubout the htm ta ‘
. mvestors. K

; 1

Fischel- stmes that the use of onolysis benems fwms and mvegtms uliké. The)* .

enable firms to commmtcate mformahog motc cheoply thon uf al nf@tmaﬂm hcd ho
be dlsclosed publiclx, dnd xmporlam ly'smce—melysfs“ﬁ'?e—d. conmﬂﬁvﬁ dddmmgé

Nt
over tpvestors in mietpretmg, venfymg ond seekmg oul miotmqhon. mvmion vnll

' engage in ‘a less wasteful sea‘ch for mformahon if_they ‘cen rely on "analysty’
recommendations.56  Another commentator, Harry Heller has referred 1o the .
operanon of molysis in the Efficient Gapital h«ket. ~ T e

; N
X "Indeed there is empirical evidence that this iypc of mmr
analysis ‘and forecasting of .earnings results in changes in the
volume and market values of the securities and is an essential
basis for, the assumgtions underlying the Efficient Copital’

. o - .
-
.
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Market Hypothesis itself. A market in which all the available
information is, in fact, available, tends to reach market values
which reasonably portray intrinsic valves." -

Fischel argues that the effect of applying insider trading laws to the investment
analysts is to raise the.cost to firms and investors of' using them to communicate
valuable inforr}mutioh. Fir:ms voluntarily transmit infor:mation to anaiysts as an
efficient method of communicating information, and the application of insider
trading laws 'to analysts interferes with this, he argues, so that firms will have to rely
on more costly means of transmitting information, and this higher "cost operates

vltimately to the-detriment of investors.

"Analysts, according to the current legal rules, may search for
information themselves and analyze publicly available
information, but they may not receive '‘inside' information
unless they publicly disclose it. Public disclosure, of course, is
not a realistic possibility, because it will cause the
information to lose its value., Nobody will pay an analyst for
information that he must publicly disclose before selling it to
his clients. Firms might not communicate information to
analysts, moreover, if analysts must disclose it, since the
desire to avoid digclosure might be the firm's reason for using
an intermediary." 8

But Fischel qualifies this pessimistic view by r‘ﬁng that the magnitude of the
effect on analysts and ~1he market depend’s on how efficiently inside:r trading laws
deter the_transmission of information and he notes that because of Jthe materialﬁity—
requiremen'r59 legal rules may have only minimal deterrent effect.

Fischel notes that proponents of insi‘der trading laws might view his arguments
regarding increased costs to investorsin obtaining informafion as “irrelevant" since
"the legal prohibition against insider trading has never focused on efficient -methods
of compensating corporate managers or of communicéning information to
in;/estors."éo In the following section on the regulators' view of insider 1raciing, wé
see their focus, nam’El‘;/ on considerations of fairness, particularly the "perceived
unfairness of one group of investors having access to valuable information in advance

P

of others."6!
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(c) THE REGULATORS' VIEW: . . ) .,
RATIONALES SUPPORTING INSIDER TRADING REGULATION

"To judge by some public comments, ,many on Wall Street
regard insider trading as nothing more ‘serious than exceeding
the 55-mph speed limit- - a law that nobody believes in or
follows. There is even a modest body of legitimate academic
opinion that supports the notion that, to make the markets
more efficient, insider trading shoyld be legal anyhow. The
faster the information gets into the public domain, the
argument goes, the smoother the market process."

We have looked at fhe'orguments against the regulation of insider tmding. It is
instructive now to examine the rationadles suppérting such reguiation. Such rotiopg,les
are founded on principles of fair dealing in the market place, the protection of 'rhe
investing public and the promotion of public confidence in the stock markets wh.ich

are an essential patt of any country's commercial and financial structure.

(i)  Fairness in the Market Place

Promotion of fair dealing in the market place is one of the key arguments in
favour of the regulation of insider trading. A recent commentator in this areq, Jenny
Cottrell, makes reference to the wording of the original legislation in this area,

nameély the Securities Exchange Act of 1934 and she notes that this act calls for "fair

c———

dealing" in not one but six sections,63—h}vice calls for a "fair and orderly market"64
and cites protection of investors as one of its domingnt goals.

As well as the wording of the legislation which calw!s for fair dealing, it is
important to note that the ir;vestind public as a whole, has an expectation that this
element of fairness in the market place will be protected and promoted. -A
commentator on the present climate on Wall Street has noted the following:

"Efficiency is certainly to be desired but the myopia of many
on Wall Street reeks of political naivete. Beyond the canyons
of Wall Street, fairness is what people want from the stock
market. As long as people believe they have an even shot at
0 getting rich - as long as a level playing field exists - the public

witl put up with nearly anything, mclu%mg astentatious
displays of wealth by Wall Street hot shots."6
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Economists, academics and many investors know that the market is full of

arbitrcry}pdvantage. Those who can u’fofb‘rd it buy the best information in terms of
using the resources of the investment and financial analysts for example. But it is
not this type of ‘advantage that challenéés thi; sense ;»f fairness. The capitalist
economic system is full of arbitrary advantage to some players but the public views it
as a fair game because all are playing within the rules, taking the same ;'isks. Insider
trading threatens this sense of f—c;rness, this idea of the "level playing field". Since
q
the insider has access to information that is not available to the general public, if he
is atlewed to trade on this infor;'notion, it is unfdir to other investors in that he is not
taking a risk as other investors are: 6
"This is an extension of the fair game*model. Since the insider -
is not taking a risk, he is not playing within the rules.
Referring back to the fair game analogy, this would be similar
to let't'i&q one player ruthmage through the deck to pick his °
cards. ~
Arthur Levitt Jr., chairman of the Amerrcan Stock Exchbnge has commented
recentlyn that "there is a growing perception that in an increasingly unregulated
marketplace, the little guy’stands to lose. The" notion that a small group of investors
isjaking'advantage of its position of power is very dongerous.i'67
Market commentators have noted that aside from inside tradi)n'g cases, the
small i;westor was beginning to resent "Wall Stree.t greenmailers squeezing a higher

price for their stock from corporate managements that was available on the

market."68, As well, program trading has made individual investors nervous. Large

institutional investors can lotk in profits by trading stock - index futures and huge

blocks of equities but this program trading makes the market extremely
unpredioz:taliw'69 and it is considered one of the factors in the sharp drop on the New

York Stock Exchange in September, 1986.

'q The mandate of the U.S. Securities and Exchonge Commission is to ensure that

the nation's capital markets 6pera're with fairness and- integrity so that investor
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confidence is promoted. The recent hlg'bly publicized case of Denms B. Levme, noted

previously, illustrates the SEC's success in uncovering a large msnder-tradlng scheme.
On May 12, 1986 Levine was charged with using confidential information to gain
$12.6 million in illicit profits ;rom trading the securities of 54 companies. He
subsequently entered an offér to’sett!e ‘but has plead gu~ifty to four felony charges. -

This case is very important to the SEC in that it very visibly demonstrates that the

SEC is enforcing insider trading regulations: - ‘ -

"In breaking such a complicated and sensitive case, the SEC
not only demonstrated its sleuthing tenacity but also laid to

" rest any doubts about-its willingness to carry its'catygaign
against insider trading into Wall Street's inner sanction." PR

. S
Levine, a managing director of an investment bank, is-the first senior banker to
be caught by the insider trading regulations. The case represents a significant

victory for trhe SEC enforcement branch, with one commentator calling ‘it "a real

'stunner, a grand-slam home run®./l  But other commentators _have noted that: the

Levine scandal has reinforced the widespread suspicion that there is something rotten

on Wall Street:72 Peter A. Cohen, chairman and chief ex'ecutivé officer.of Shearson
' Ly d

Lehman Brothers, where Levine worked as an investment banker before becorr’ming a

’

managing director at Drexel, has called the Levine affair "the Worsf disaster for Wall

Street in the last 10 years."/3 The reason for this view is that a scandal of insider
trading like Levine can produce a backlash. Public confidence can turn against

1

investment bankers and others who use inside information for their own personal gain.
i . 3 > d

(i) Promohon of Public Confidence in the Morke;

¥

One of the least quantifiable but most important rahonoles for the regulcmon
of insider trading is that such regulations promote pubhc cmfldgme ln the stock
market, confidence that the market is fair and equitql/>le. What *contributes to public

confidence in the marketplace is the knowledge that insider trading regulations are

‘" there to protect investors from being cheated by‘insi&ers with better access ‘to
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information, and the assurancg\ﬁ\at the SEC will actively enforce such regulotions)‘
o " Professor Dooley would argt;e that if confidence weré the issue, corporations womitd
‘signal their internal enforcement rules to the market.’4 ";‘L\e problem withnthis
* contention is credibility and quantifiability. In terms of crec;ibility, it is not clear
that the market would trust corporatic;ns and with regarq to quantifiability, any gains
from a corporation's extraordinary measures to earn trust would be hard to measure.
The Levine case illustrates quite dramatically the importance of this intonéiﬁle
' ‘ . factor of public-confidence. The case has created concerns on Wall Street that unless
something is done to indicate that market' players are cleaning up their. act, that
Congress may feel compelled to react legislatively in response to the public outcry
over such blatant cases of insider trading. Samuel L. Hayes Ill, a professor of
investment banking at the Harvard Business Schoo] has commented that "the public is
ready to believe there is something wrong on Wall Street because of an underlyin,g
disgust over the windfall ;;r"ofits individuals and institutions are making," but Hayes
has stated that if the Levine scandal widens or others are uncovered,
"It could create ar\r, environment where legislators feel the.y
must clamp dqwn_igd restore the public's confidence that the
markets are fair."/2 .
Over the past ‘decade the U»\S. -government has reduced its intervention in the
market on the basis that a free finoﬁgial market is more efficient and therefore more
“beneficial to the economy’. As we f\\bve noted, some ;narket economists favour de-
reéulaﬁon of ir)side'r trading. But it issimportant f‘o remember that Congress gave the—
SEC expanded authority an;i toughened penc:lfieﬂs~ wi’r;“{reloﬁﬁ to insider abuses in the

1984 Insider Trading Sanctions Act. Any wedkening -of pyblic confidence in the

o markets would Yave an’effect on capital investment and one thing that shakes public

-confidence is unchecked insider trading. Arthur Levitt, Jr., as indicated, chairman of

!

the American Stock Exchange has noted that:
o N ) .



"If the investor thinks he is not getting a fair shake, he is not
going to invest ard that is going to hurt capital investrgent in

- the long run."

‘ So significant are the repercussions of Levine in the mar commdnity that

fouéher enforcement of insider trading laws has been recent}¥ discussed publicly by

senior investment managers. Frederick H. Joseph, chief/executive officer of the

investment bank for which Levine worked, Drexel Burnharh, in a recent interview to

s

"Bisiness Week" had yet to find the words to convey jyst how strongly he felt about
the "importance of integrity” on Wall Street. To prevent Tasider abuses, he said that

he would be "for tougher enforcement (of existing laws) and maybe even for new

Iegislcl'fio;u."77 s

"A call for a government crackdown would sound odd coming
from almost anyone on Wall Street, bastion of self-regulation
that it is . . . Joseph's hard-line position reflects the mounting
unease ‘not only at Drexel but throughout the securities
industry_ _as anti-Wall Street sentiment builds on - Main

Stréet."

Joseph and other main players in Wall Street were summoned to Wush-ington last
year to appear at Congressional hearings on bil !s to curb hostile take-overs. Congress
to date has failed tc; enact any new laws, but in the wake of Levine, many Wall Street
firms are re-examining their internal controls. Like the stock exchanges, the major

brokers have the computer capacity to track all the trades théy handle. As well,

many firms require that employees trdde with the firm exclusively or ‘provide—

POt

duplicate confirmations of transactions with other brokers. Bfokerage houses also
° employ internal auditors who question employees about their trading activities./?

This new emphasis on self-regulation indicates how nervous Wall Street firms

e

are about punitive government action. Wall Street players are trying to de-limit the
effects of -the Levine case and to present this case as an aberration. But a

commentator has noted recently that:

. ", . .evidence is mounting that the safeguards of investment
° , firms, Wall Street law firms and the SEC itself are not
sufficiegft to protect investors from insider-trading abuses.
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Further, the wave of takeovers and mergers has produced an
o environment in which opportunities abound for making huge
. profits from non public information. As long as surveillance
., stays at its present level of effectiveness, the street will be
vulnerable g% the charge that the Levine case is not an
aberration." -

Ay

, Thomas C. Newkirk, fhew SEC's l‘itiéaﬁon)/direcfor who is heading the Levine
inves’rigl:’rion has.commented that "if people cré trading on inside informof‘ion' in the
belief that they are g;)ing to get away with it, this (case) is a challenge to -the way
they are doing business."8! | -

The SEC in enforcing mstder-tradmg cases like Levine, is sendmg a powerful

message to mv&sfment bankers and other market profmslonols. They are not to

profit from inside information supplied to them by-their clients nor are they to pass

7
L

this igforma'rion around to others.

2

The enforcement of insider trading regulations also sends a message.to the -

¢
T« investing public that the market is being policed for such abuses and that investors

¢an therefore have confidence that they will be protected from those who trade with

A o
- ¢

unfair advantage due to access to undisclosed inside information.

- Ll

Despite the technical "arguments of market economists for an unfettered . .-

°

market - system as discussed previously, it is submitted that. the admit-fedli;'
empirically unquantifiable adverse impact of insider trading violations on the

inve;fing public and indeed on institutional investors themselves, justifies the

of

regulation of insider trading to preserve market confidence. This is certainly 3

legitimate rationale for such regulation. That is, economists have not shown a

i
L Te

- sufficiently significant gain 16 compel a different view, ~
-

»



/ LY * 4 ~
5

(d OUTER_LIMITS //OF‘ THE RATIONALE FOR REGULATION™ OF INSIDER

TRADING: THE NON-TRADITIONAL INSIDER | {2

(i) Professor Brudney's Analysigof the nDisclose-or- ?eflain" Rule | \
- , P /\

/

-

- i i
“We have thus seen at one end of the spectrum|that the need! ]
to encourage private pursvit of information sets limits on the %‘
. persons and information subject to the disclosyre obligations |;
of fhe unhfraud rules; and at the ofher end, that _corporate

po—

thorough . %", and persuasive analysns"m of the issues/ surrounding the ¢ bice “of

rahonale to justify the prohibition of insider trading. !

* Professor Brudriey notés that since the Texas Gulf Sulphur decision85, the

[}

“"disclose-orrrefrain” rule has been applied by the courts ip their interpretation of rule

¥ .
10b-5.- This rule states that persons, or at least some persons, who possess material

non-public information about the value of a firm's secutities cannot buy or sell the
securities unless they first disclose the information.86 Professor Brudney in
examiping the’ uun'sfstermtic extension of this rule to outsiders or non-traditional
insiders, considers whether there is a "satisfactory rationale” for the extensions of
disclosure obligations or whether in fact these disclosure obligations should be limited

in scope:

4



. "The task is to find the principle which defines and limits the
o coverage of7 fhe concepts embodied in the’ antifraud
provisions. n8

. Professor Brudne); refers to the SEC's reliance on the ;heory of equality-of-
information theory, but he'points out that the rationale for applying the insider

trading prohibitions was expressed by the commission In re Cady, Roberts & Co.-by

T reference to two principal elements. \

- "First, thre existence of a relationship giving access, directly
or indirectly, to information intended to be available only for
a corporate purpose and not for the personal benefit of
anyone, and second, the: inherent unfairness involved where a
party takes advon'rqge of such information knowing it is
unavailable to those with whom he is dealing."8 .

Professor Brudney's view is that Cady, Roberts access-to-information theory

eprovides the proper rationale for the application of the "disclose-or-refrain" rule
rather than the equality-of-information theory. Brudney's analysis is that ¥
- trading prohibitions are "primarily designed to.protect the investing public/ from those

who pos:#s an informcnioncll“hdvan'rage."89 His view was that the application of the

"disclose-or-refrain" rule to trading on corporation information by insiders was based

not only on notions of fidelity and efficiency but also on considerations of equity.

Brudney's important contribution to insider-trading ,jheory in contained in the -

-

-

. following passage:

"The inability of a public investor with whom an insider’ .
. transacts on inside information ever lawfully to erode the
. insidler's  informational advantage generates a sense of - .

— unfairness.. The insider-has acquired from the corporation
relevanf and material corporate information and those with
whom he deals cannot acquire it from the corporation
lawfully, at least without the corporahon's consent, which the
- insider has reasons to know has not been given and will not be
1 given. Allowing the insider the informational advantoge in
dealing with outsiders- is ‘thought to be "unfair,” in the

language of Cady, Roberts, presumably because he has a -—
_ lawful monopoly,.on access to the information involved. The
unfairness is not a function of merely possessing more
information - outsiders may possess more information than
. other outsiders by reasons of their diligence or zeal - but of
o : the fact that it is an advantage which cannot be competed

|
|
I : VL 26 " -
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away since it depends vpon a lawful privilege to whlch an
outsider cannot acquire access." X . P

‘The essential element which makes an informational advantage unusable by
those who possess it in dealing with those who do not, is the inabilit); of the latter to
overcome this advantage lawfully, no matter how great their diiiqence or how large
their resources.?| The unfairness does not arisemfrom‘having more 'ﬂmformc;tion, but
in havir‘sg info'rmation access to which is barred to an outsider. This highlights the

contrast between the equality-of-information theory and the equal-access theory.
1

The latter theory does not extend so far as to require actual equality or sharing of
. - f
information. Brudney would only bar trading on information whgﬁ one party has an

"unerodable informational advantage", 92 that is an informational advantage that one
‘ v

party has that cannot be overcome legally by an outside investor. This, argues

Brudney, is the proper application of the "disclose-or-abstain" rule. The trading

advantage that comes from buying investment advice, or through diligence and
resources is not prohibited. These are advantages that can be overcome lawfully: |

“In sum, the logic of the disclose-qr-refrain rule precludes
exploitation of an informational advantage that the pyblic is - -
unable lawfully to overcome or offset. And while historically ‘
the antifraud provisions may be aresponse only to unerodable
informational advantages held by corporate insiders or market
professionals (or regulars) even when dealing at arms length,
the principle it embodies extends to protecting public
investors against transactions by all who possess such, .
informational advantages. It does not detract from this
conclusion that there may nevertheless by systematic
inequality of lawful access to information by reason of
disparities among individual investors with respect to power,
wealth, diligence, or intelligence. The values of efﬁciency in
pricing and resource allocation served by encouraging pursuit

of information about the worth of securities are djluted, if not

¢ desfroyed by a rule purporting to offset those dlsparmes by

requiring universal sharing of |nformat|on."93_ »

The question of how to determine whether information was obtained lawfully -

4 *
K @ 1

was examined with'great difficulty in Dirks. Beck has commented that the Supreme
Court in Dirks appeared to confuse equality of information, with access to

confidential information.?4 Beck notes that it is important o remember that the

t
°
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theory of eqt;’al atgcess is not an "egalitarian one" - the argument is not "fic;'%lﬂeq;::cllityL
of information in the n“'lcn'ken;lqce."95

One recent commentator in discussing Brudney's theory ‘hos used the at{hlogyvf
.a card game fo explore this theory.-' Insider trading is compared to a.card game where
one player is allowed to peek at the cards still in the deck:

"The other players will be at such a disadvantage that it might
not be considered 'fair' because different rules apply to
différent players. If a goal of the securities markets is fo give
equal access - (although at differmg costs) to material
information for persons trading ‘with each other, an
informational advantage should be denied to those who seek to
use non-public information that they are precluded by legal
restrictions from disclosing to public investors. Under this
analogy, if you peek at the cards, you shouAd not be allowed to
play that hand or to help another player. nd

-~

<

©

]

(ii) Supreme Court's Consideration of Brudney's Theory in Dirks

Brudney's theory is a significant one as evidenced by the Supreme Court's-.

reference to it in their formation of guiding principles for those "whose daily
activities must be limited and instructed by the SEC’s mSIder-trcdmg rules."?7 The
Court in determining whether a tipper had vnolqted his Cady, Roberts duty focused on

o

’objecﬁve criteria of whether or not the insider received a direct or indirect Bersonol

benefitf from ‘the disclosure, such as monetary gain .or a reputational benefit that

/ would translate into future earnings. The Court in examining the bg;nefit gained by

’

- the insider referred to Brudney in this passage:

=

"The theory presumably is that the insider, by giving the
infermation out selectively, is in effect selling the information
to its recipient for cash, retiprocal information, or other
things of valve for himself, including possibly prestige or
status or the like.”

The Court then said there then would be objectivefdcts and circumstances that
the Court could exami’ne‘ in determining whether an inference could be drawn that the

insider received some personal benefit from the disclosure. Brudney was therefore

——

7
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useful to the Court in its development of realistic working guidelines to the

ndisclosure-or-refrain' rule.

]

(iii) Chairman Beck's Comments on Bfudney's Theory dhd Extension of
Disclose or Abstain Rule Beyond Tradi'rjonol Outlines

* As commented earlier, Chairman Beck found Brudney's analysis very useful in
examining the rationale chosen to justify the reyulation of insider trading. Brudney
comments that neither the disclose-or-refrain rufe nor the insider trading prohibitions
are expressly confined to offering protection to public investors against only

corporate insiders and market professionals, as opposed to non-traditional insiders or
. ) —r

LY

"outsiders":

"But to give a broader reading to the disclose-or-refrain rule

requires a principled basis on which to justify the broader

coverage and set limits to it. The notion here offered - that

the rule forbids exploiting unerodablé informational
advantages that one trader has over another - derives both .
justification and appropriate limits from the policy of the
legislation." v

Beck approves of Brudney:s rationale for justifying the broades coverage of the
insider trading rules to. non-traditional insiders since Brudney's fheoryvprovides a
guiding principle as to where file limits to such extended liability should be drawn.
However, Beck notes that the "arguments set out above for extending the disclose or
abstain rule beyond the traditional categories of insiders to 'outsiders' who poésess ‘.
material non-public information" are not generally accepted by those bodies which

consider legislative reform:

*  "The major securities law codification projects in the United
States and Canada both skirted around the issve. The
American . Law Institute's Federal Securities Code does not
extend liability beyond corporate insiders, those given access
to inside information, and their tippees. For other cases, the
Code resorts to an ad hoc fairness test by inviting the courts
to rely on the Code's anfi-fraud prohibition (similar to Rule
10b-5) "to the extent that a sufficiently egregious or shocking
or offensive case of trading while silent cannot be rationalized
on an 'insider' analysis". The Proposals for a Securities Market
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Law for:Canada do not discuss the issue directly except to

note that the definition of .insider that it employs is broader -
! than the OSA and is based directly on the CBCA with the

important addition of a residual category that includes those

whose relationship to a company dives them access to

confidential information. While the precision and breadth of

the definitions in s. 12.02 of the Proposal are admirable, it is a

matter of regret that neither they nor the Code deal directly

with  the "inherent unfairness" theory advanced by '

Brudney." 100

Beck then applies Brudney's "inherent fairness theory" to Chiarella and Dirks’

and finds it a useful analysis. Chiarella, a printer and outsider with no_direct

" connection with the of feror-principal, possessed information that was not available to
¢/~\‘_\’ *

the market and the information could not be legally acquired by those in the

/'narkeiiplacé. He therefore possessed an "unerodable informational advantage" and

/ should have'been held liable. Dirks is considered an easier case by Beck as he was a

/
o

0

market professional, a registrant and a classic tippee. His information came from

someone he knew to be an insider, he used that information to his advantage and to

w

the detriment of those who purchased from his tippees.

"Although market-place purchasers could be said to have bz,en
-— able to acquire lawfully the non-public information in the
R . sense that a company may not assert a claim of confidentiality
with respect to its own fraud, the reality was that 1hey (as
opposed to a market professmnol) had no way of acqumn% the
nformaticen to which the tippers and tippees were privy. nl
e

efore Beck applying Brudneys theory finds that liability shovld have been
imposed on the msnder (Secrist) and the tippee (Dirks). \
~ It is submitted that Beck's respect for Brudney‘s\ "inherent unfairness theory"

may play a part in any proposals to amend the present Ontario Securities legistation,
<

in particular as the proposals relate to an extension of the law beyond the-category of .

traditional insiders, to outsiders who may possess unerodable informational

&

advantages. Perhaps Ontario may see a legislated "inherent unfairness" test based on
7 ) '

Brudney's rationale of unerodable informational advantage.

———

f
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CHAPTER VI ~©

THE REGUL ATION OF INSIDER TRADING IN ONTARIO

)

(@’ INTRODUCTION ,,

Regulation of insider trading in Ontario, as in most of Canada, is primarily by

statute. Such legislation evolved to supplant a line of English case law which
declared that a director (i.e. the traditional insider) would not in ordinary
circumstances owe a fiduciary duty to shareholders. This view, originating with

Percival v. Wright (1902)! was condoned and affirmed in the present day by Berger, J.

of the B.C. Supreme Court in Roberts v. Pelling (1982)2. Further, the B.C. Court

noted that at common law no such fiduciary obligation existed as between

-—

shareholders.3 Thus, investors could not found liability, at least as against the

issver's directors and officers, upon a fiduciary relationship. Legislative reinedy was
necessary.

In the United States, in <;ontrast, common law development recognized the
existence of a fiduciary rélaﬁonshipn between corporate insiders, in cases such as

Strong v. Repide.4 However, insider trading regulation has, of course, proceeded

essentially from statute, primarily the Securities Exchange Act of 1934, as reviewed

above.

N

(b) LEGISLATION IN ONTARIO ‘

-—-

In Ontario,*the governing statute regulating inter aliq, insider"trading is the

Securities Act (hereinafter the "OSA") proclaimed August |, 1981.9 The present Act

is the most recent result of a series of amendments and revisions of insider trading
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provisions founded upon the seminal securities legislation of 1966,6 which resulted .

from-the recomm'endoﬁpns of the 1965 Kimber Report./ .

@

Part XVII of the OSA governs insider trading, and contains provisions
establishing a continuous disclosure system for "reporting issvers” in Ontario.
"Reporting issuer" is defined in the OSA in s.1(1)38 as follows:

"reportmg issuer" means an 1ssuer,

i.  that has issued voting securities on or after the st dcy of
May, 1967 in respect of which a prospectus was filed and
a receipt therefor obtained under a predecessor of this
Act or in respect of which a securities exchange take-
over bid circular was filed under a predecessor of this

. Act.

ii. that has filed a prospettus and obtained a receipt therefor .
under this Act or that has filed a securities exchange
take-over bid circular under this Act.

iii. any of whose securities have been at any time since the

«  15th day of September, {979 listed and posted for trading
on any stock exchange in Ontario recognized by the
Commission, regardless of when such listing and poshng
for trading commenced,

iv. to which the Business Corporcmons Act applies and which, -
for the purposes ot that Act, is offering its securities to

«  the public, or

v. that is the company whése existence continues following
the exchange of securities of a company by or for the
account of such company with another company or the
holders of the securities of that other company in
connection with,

(a) a statutory amalgamation or arrangement; or

(b) a statutory procedure under which one company
takes title to the assets of the company that in turn
loses its existence by operation of law, or under
which the existing companies merge into a new

. company,

where one of the amalgamating or merged companies or
the continuing company has been a reporting issver for at
least twelve months.

The significance of becoming a reporting issuer, i.e. a capital market user that

is permitted special access to Ontario capital markets, is that unlike those not so
qualified,

"reporting issuers’'in good standing may sell their securities in
certain circumstances without a prospectus, such as on a
private placement basis, and such securities, subject to hold
periods in some cases, may be resold by such purchasers into
the secondary market without the need for a - further

praspectus. . . ."8
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The filing of a base disclosure document (e.g. prospectus) setting out all
material facts regur:ding the issver's affairs qualifies it-as a rept;ﬁng issuer, which
subsequently must comply with part XVIl's continuous disclosure obligations. While
the’parﬁculars of the timely and periodic disclosure obligations in the OSA are
ou';side the scope of this thesis, Section 74, wherein those obligations are def_in‘ed, is
one -‘foundation of the sturdy partnership formed with Section 75, which provides for
prohibitions against persons il legally 1—r<-Jding on material inside information.

Together these sections provide protection of what one commentator has noted
as "the integrity of the capital markets by ensuring fairness and equality of access to
material information upon which investment decision; are based. . ."? That these
Sections act in concert to this end has received approval from the Ontario Securities
Commission, which asserted the legislated objective to be that "all investors should
have an equal opportunity to consider ull»'moterial facts and changes in reaching
investment decisions.”10 Thus, there is imposed on such issuers by these disclosure
rulfsu the duty to equitably dedl with investors so that they may "trade with
confidence that others do not possess meaningful material information about an
issuer that gives them an unfair advantage in the market plc|ce."I | Q ¢

(c) SECTION 75 AND REGULATIONS OF INSIDER TRADING:
THE GENERAL STATUTQRY SCHEME

Initially, one must turn to this Section of the OSA to understand the present

tenor of insider trading proscription in Ontario.
75(1) Trading where undisclosed, change. - No person or '
company in a special relationship with a reporting issuer shall,

(@) purchase or sell securities of the reporting issuver
with the knowledge of a material fact or material
change in the affairs of the reporting issver that he
or it knew or ought reasonably to have known had
not been generally disclosed; or -

(b) inform, other than in the necessary course of
business, another person or company about a fact or
change which he knows is a material fact or
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3)

(a)
(b)

(d

(2)
to have contravened clause (IXa) if such purchaser or vendor
proves that he did not make use of knowledge of the material
fact or material change in purchasing or selling the securities.

(c)u

material change before the material fact or
material change has been generally disclosed.

Exception. - No purchaser or vendor shall be .found

Interpretation. - For the purposes of this section, a

person or company is in a special relationship with a reporting
issuer where,

the person or company is an insider or an affiliate of

the reporting issuer;

the person is a director, officer or employee of the
reporting issuer or of a company that is an insider or

an affiliate of the reporting issver; .
the person or company has engaged, is engaging in -
or proposes to engage in any business or professional
activities with or on behalf of the reporting issuer

and thereby has acquired knowledge of the material

fact or material change; or’ ’

the person or company is an associate of the
reporting issuer or of any person or company .
referred to in clause (a), (b) or (c). 1978, c.47, 5.75.

Section 75 imports @ number of important terms upon which liability will be

based, should the transactions under scrutiny fall within the definitions of those

terms. Before specifically considering these terms, the overall impact of Section 75

has been succinctly stated as prohibiting two matters: -

"first, special relationship persons may not buy or sell

securities of the reporting issuer with knowledge of dny

undisclosed material fact or material change; second, such

persons are prohibited from passing on such information

("tipping") to other people other than in the necessary course
Q of business."

lﬂln/geneml then, Section 75 is seen to prohibit "persons' likely to be in a

preferential position with respect to material corporate information concerning an

issuer (and therefore possibly in a unique position to exploit information in the

securities of the issuer) from trading to the disad\x:ntage of other investors or

potential investors." 13

*In concert with Section 75 is Section 131 of the OSA which subjecf; to potential

° civil liability, for any wrongful trading, a person or company in a special relationship

1

-
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0 L with a reporting issver: —

t
.

A31(1)  Liability of person or company in special
relationship with_a, reporting issuer where material fact or
change undisclosed. - Every person or company in a special .
relationship with a reporting issuer who sells the securities of
the reporting issuer with knowledge of a material fact or
material change with respect to the reporting issuer that has
not been generally disclosed and every person or company in a-
special relationship with' a reporting issuer who, directly or
_indirectly, other than in the necessary course of business,
communicates -knowledge of the material fact or material
change to another person or company who thereafter sells
securities of the reporting issuer is liable to compensate the |
purchaser of the securities for damages as a result of the
trade unless,

(@) the person or company in the special relationship
with the reporting issuer had reasonable grounds to
believe that the material fact or material charge
had been generally disclosed;

(b) the material fact or material change was known er
oeught reasonably to have been known to the
purchaser; or

: (c) the person or company in the special relationship e
with the reporting issuer proves that he or it did not

0 make use of the knowledge of the material fact or
material change in selling the securities or in
communicating knowledge of the material fact or
material change, as the case may ‘be.

Section |_3I(2) applies the same prohlbmons .as above to purchasers of
securities, while Section 131(3) covers acgess to information congerning mutual fund

investment programs or portfolios. After covering details of accountability for gain

el

by such insiders to the issuer, and measure of damages,“‘ s. 131 sets out the

-

definition of "special relationship" in subsection 7:

¥)) Interpretahon. - For t\he purpose of this section, a
person or company is in a special relahonshlp with a reporting

issuer where, g
(a) the person or company is an insider or an aff iliate of

the reporting issuver;
{b) the person is a director, officer or employee of the
reporting issver or of a company that is an insider or
‘ an affiliate of the reporting issver;

(c) the person or company has engaged, is engaging in
. or proposes to engage in any business or professional
o ' activities with or on behalf of the reporting issuer
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and thereby has acquired knowledge of the materlal
fact or material change; or '

(dy- the person or company is "an associate of the

- reporting issver or of any person or company

; refer{ed )to in clause (a), (b) or (c). 1978, c.lﬂ
131(6, 7 )

&

This same definition is found in Section 75@3). Significantly, the pérsons

- -\

embraced by the term "special relationship" are a wider group than that found in the
il n - a
definition of "insider" pursuant to s. t(1)17. of the OSA:

'insider' or ‘insider of a reporting issuer' means,
i. _ every director or senior officer of a reporting issver,

ii. every director or senior officer of a company that is itself
an insider or subsidiary of a reporting i$]¢~:uer, ’

iii. any person or company who beneficially owns, directly or
indirectly, voting securities of a reporting issuer or who
exercises control or direction over voting securities of a
reporting issuer or a combination of both cqrying more
than 10 per-cent of the voﬁng rights attached to all
voting securities of the reporting issuer for the time being
outstanding othei than voting securities held by the —

-~  person or company as underwriter .in the course of a A
distribution, and )

. iv. a reporting issuer where it has purchased, redeemed or
- "other acquired any of its securities, for so long as it holds
any of its securities;

L
/

“This "insider" defir{iﬁon is referable to the t;'c;diiional ‘insiders of prior,
Igg';slaﬂve prohibition and case law developed frbm the recommendations of the
Onfarlo Kimber ReporfIS and is included in s. 75(3)} |

“In embracing then this wider group, s. 13 l(7X¢) is no'reworthy as it draws wnhm
insider trading prohlbmons persons whose busnness or ‘other dealmgs with fhe issuer

-~ ) 2 | . . )
give them confidential information. As has been commented, this particular group,

under the Canadidn Business Corporations Act for e>((0mple, is only partially drawn

into proscribed insider troding "by extending civil liability to persons employed or

retajned by the company. nlé

However, ‘it has also been noted by the same commenta;\ors that while s. 131(1)

»0

and (2) of the OSA covers "(p)ersons vfho do the tipping off (tippors) and certain

1
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associated persons who derive benef.it and advantage from a ti.p", the "class of
persons known as tippee.v; - that is, persons who are 'tipped off' about a confidenﬁui
fact with knowledge of its source™ are not so éavered.|-7 (That Ii&\i;atién is a
sig;lificunt one, as will be discussed later in relation to a recent decision of the

Ontario Securities Commission in 80ng Danvuke (1981).)

(d SECTION 75 AND ENFORCEMENT OF INSIDER TRADING PROHIBITIONS .

Before reviewing the specific definitional elements contained within Section 75

" upon which liability is founded, it is instructive to note that in contrast to prior

n

secvrities acts wherein the sanction against insider trading was couched in terms of a

statutory cause of action for dclmages,18 Section 75 offences dre enforced through

penal sanction, pursuant to s. |18 of the QSA. This secti‘op provides inter alia for

substantial fines to companies, and fines-and/or irﬁgrisonment for individu&ls found
guilty upon summary-conviction of a Secti‘on 75 offence.

The civil action san(_:fion is preserve~d unders. 131,

In either case, it is not necessary for the Crown or pla'mti‘ff, (&s‘the case dy

be) to prove that the special relationship person who illegally traded "made use of"
. -

. the confidential information. Prior to the present Act, the 1966 Ontario Iegi‘slation\

in forrper s. 113(l1) made liable any insider "who, in connection wifi;l a transaction
rel;lting to the capital securities of the corporation, rﬁak.es use of any specific
confidential information for his own benefit or advahtqge thq’t, if generollx*k'nown,
might reasonably be expected to affect materially the valve of such\securities. . ."

. A decision by the Ontario Court of Appealwﬂgove a restrictive interpretation
to the requirement of "makes use of" and determined that such was not ‘met when
defendants .in the particular case were not influenced to trade or to shape’the
trénsucﬁon in a. particular way by what inforrpation they knew (in the facts of the

case, information of an imbending m_ergec). As noted by a commentator on the

\
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case,20 this particular emphasis set too narrow a view of "making use of" the ¢

) \
defendants .could have been argued to have done so by buying a person's shares

- Y
without disclosing information of the impending merger so that the sale would not act
. Y N * N N R -
to upset such negotiations.

8
The Court of Appeal in effect made the "makes use of" requirement a defence,

i.e. in requiring only that the plaintiff show that the insider had materf&l inside

— - A o S
. information, and then traded in shares with a person who did not have such
- A

information, the onus then shifted to the defendant to show the information was not a
factor defermiﬁative of his action. Sections 75 and 13! :':r.eate liability now without
the necessity of showing the defendant "made use of" the information. Rather, the
"making use of“vfactor has be:en retained, b,ut as a’ statutory ;iefence - the defendant
"is exonerated if he can prove he did not make use of the alleged material
information. (See Section 75(2)). It is important to note that the defence of S;:ﬁon

75(2) is’ available to vendors and purchasers uncier Section 75(1Xa), but not to

&

inforr;lers under Section 75(1 Xb). e

Due to the similarity of s. 75 to s. 1 13(l) of the former Securities Act, arecent

r

- case from Alberta considering s. 112 of the then Alberta Securities Act2l (in all
material respects the same as former s. 113(1) in Ontario), is noteworthy for the

views of the Judge at trial.22 The facts as succinctly stated in the headnote of the

3

Alberta Court of Appeal judgment were as follows:
m "The respondent, C, was the president of the respondent N

Ltd. B was the chief executive officer of H Ltd. The two
companies, which were both in the natural resources business,

decided to merge their operations, H Ltd. buying all producing N
properties from N Ltd. N Ltd. became en§jtled to purchase -
certain shares from H Ltd. at a specified price. C also
acquired shares of H Ltd. and became its employee. In 1975, B
and C had a falling out and C resigned from H Ltd. Several
actions were commenced, but were settled. The minutes of
settlement required B to pay N Ltd. a stated sum of money, N
Ltd. was to surrender its rights under the stock option
-agreement and N Ltd. and C were to sell their shares to B.
Before the minutes of settlement were signed, B negotiated
with another company for the sale of all H Ltd.'s shares. He

13



. did not reveal this to C. B then died and N Ltd. and C brought
. o \ = this action against B's executors for damages. 'They were
successful at trial."

in considering whether or not "B" (Bodrug) "made use of" any specific

| .
confidential information, the Court }ound that it was incumbent upon the defendant

n

to prove that the information in question was not one of the factors inducing him to
enter into the transaction.23 In finding against Bodrug, the Court quoted with

~ approval a recognized commentator's formulation of the applicable test:
\ -

‘ . \ ~ "One does not have to find a single or even principal motive
for the transaction; rather, one asks whether the knowledge of
the information was one out of fossibly many factors in
assisting or influencing the insider." 4 ‘

(It should be noted that the "made use Sf" requirement has been now completely

i

repealed from the Alberta Securities Act, s. 171 J24A

-

AR (e) SECTION 75 - THE SPECIAL RELATIONSHIP
o : AND SPECIFIC DEFINITIONAL ELEMENTS

As discussed, Section 75(3) and Section [31(7) defin;a "special relationship"

persons. Within the definition are included affiliates and associates of any person or

. company that otherwise is a special rnelationship person. ,The effect, as has been

y notéd, i;- "that many unsuspecting special relationships exist." For exam;)lg, the
sp‘_ouse“of a partner of a law firm approached though not necessarily engaged, by an

issver to i iomwith a takeover proposal may be a special relationship

son as regards the issuer, as Indeed, all of the partners of such pc;’tner would be if

they acquired kno;NIedge of m&teria facts and (:hcnges.25

est that the special'relationship criteria are

This account might be taken to su
Tng abuses, despite the precondition that

drawn broadly enough to regulate insider

s

the’ person trading must be related to the issuer through traditional insider links, as

éxPressed in Section 75(3). However, just ds the development of present case-law in

o ) the U.S. (vide Chiarella ondlDirks) has/emphasized the need to regulate insider
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trading among those not so-linked (resulting in the collateral development of insider

‘liability based on, for example, the rr_misapproplfiation theory and the relation of

.

employee to employer regarding misuse of confidential information), so too it is

argued by commentators in Canada that the scope'of special relationship persons

should broaden to regulate persons now "outsiders" under the O.S.A.
Victor Alboini asserts that the foundation of Part XVII is "equality of
information” n the present market place.’ On that basis, he argyues that the extension

of the scope of special relationship persons is justified and expected to grow in the

future:

"It might reasonably be extended to include certain outsiders
(i.e. any person whether or not related to the issuver) who
know'n—g%'y buys or sells securities of a reporting issuer with the
knowledge of a material fact or material change in the affairs
of a reporting issuer, where he knows that the information had

not been generdlly disclosed.

In effect, therefore, outsiders, with no connection with the
issver through traditional insider links, would be liable if they
knew (not.ought reasonably to have known) they had material
undisclosed information and they purposely traded with it.
Such growth is reasonable, for if equality of information is the
touchstone, the source of the information or the relationship
of the person trading or tipping to the issuer should.-not be
determinative of liability as is presently the case." .

Two factors present themselves in Alboini's argument for extension of insider

liability: that the rationale of equality of information is the preferred justification,

as evidenced by the continuous disclosure aims of the O.S.A.; and that this extension

L4

to "out siders" would be tempered with a direct knowledge requirement on the part of

outsiders as regards the receiving of, and trading upon material information to their

odvagtdge.
3

To be sure, this extension of insider liability to such outsiders can be justified if
one adopts, as does Alboini, the rationale for regulation of "equalit'y of .information".

On the basis of that rcmonale, neither the  source of the information nor the

*

reloilonshlp of the person tradmg or tipping to the issuer should be a precondition to

liability. Under present OSA regulation, such preconditions are the case.

i
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Discussion earlierbfocused uvpon the different rationales given, for either
extending or delimiting insider trading regulation.2’ . In Ontario, recent comments by
the Ontario Securities Commission (hereinafter "OSC") clearly indicates the OSC's
preference for the "equality of informc;tion" view, and also its concerns ovel?'/the
types of trading activity not caught by Section 75 as presently drafted. in Joseph
Burnett (1983),28 the alleqqtions by Commission staff were inter alia that Burpett,,
while in a special relationship with Crown Trust, violated Section 75(1)b) of the OSA
by informing certain persons of a material change in the affairs of Crown T}ust.29 An
agreement was entered into August 24, 1982, between Burnett and a group of
investors, Cohen and Ellen, for: the sale to Burnett of a large number of common
shares of Crown Trust, amounting to 32% of the outstanding common shares.
Immediately prior to completion of the agreement, a temporary "cease-trade" order
was issued by the Commission relating to the Crown Trust shares, pursuant to s.123(3)
of the OSA. Upon receiving noﬁce)of the order, the parties to the agreement, with
BNA Realty Inc. ("BNA"), entered into an escrow agreemeni dated ‘Sepfember 9,
1982. The shares which were the subject of the agreement were deposited in trust
with counsel for the purchaser, the price to,be paid deposited with counsel for the
ven;iof. Burnett the apparent purchaser recited in the escrow agreement-that:

", . . it had been the intention throughout that the actual
;L)_l:zt.:'l'mser of the Crown Trust shares wopld .be BNA Realty

Further reciting that all the issued shares of BNA were owned by one Theodore
Burnett (brother to Burnett) and that "BNA is not an assc;ciate of mine within the
meaning of the Securities oAct,“ the escrow agreement also pr,ovidegi that BNA had
the right at any time to sell the Crown Trust shares to a third paty.30 On October
7, 1982, the escrow shares ‘were sold to,Grey‘mac C‘redit Corporation, at a substantial
price. The Commission held that de;pite formalities of agreement to the .contrary,

BNA was not the beneficial owner of the shares in Crown. Trust, and that "Burnett

N
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masterminded the acquisition of the Crown Trust shares . . . and that Burnett
di.recfed BNA's affairs as if he controlled BNA." The Commission agreed to look
through the form of Burnett's relationship to BNA, finding that Burnett "simply used
BNA as an instrument to acquire a significant position in Crown Trust."3!

The allegation of the breach of Section 75 claimed that Burnett, in a special
relaationship with Crown Trust, during the course of a luncheon on August 24, 1982,
advised two business acquaintances of his intent to acquire an interest in Crown

Trust. His friends accordingly purchased shares in Crown Trust on August 25th and

N

27th, confirmation of Burnett's intentions having been made.32

For the Commiscion to found liability it had to be shown that:

(a) ® Burnett was in a special relationship with Crown Trust at the material
times; and

(b)  the information communicated by Burnett constituted "a material change-
in the affairs" of Crown Trust pursuant to Section 75(1Xa).

Commission staff argued Burnett was in a special relationship with Crown Trust
by becoming an insider, upon two graunds. First, that Burnett beneficially owned or
exercised control or direction over voting securities of Crov'vn Trust carrying more
than 10% of th;': voting rights attached to all voting securities of Crown Trust
outstanding. This was alleged to arise from ﬂ':; August 24th agreement ‘between
Burnett and Cohen and Elten.

( Secondly, the staff argued Burnett became an insider by acqui;'ing more than
10% of thélvoting‘ shares of Crown Trust, and that as a directer-of BNA, Burnett was
deemed to bg an insider of Crown Trust for -the six months p}evic;us to the time BNA
became such.33

The Commission could not accept either argument ‘f‘or:

"both submissions 'require a finding, either. that Burnett
beneficially owned the Cohen and Ellen shares, or that BNA
beneficially owned (them). In .our view, beneficial ownership
of the . . . shares did not pass to either Burnett or to BNA.

This block of shares was put into escrow. Although by the
terms of the escrow certain rights were conferred upon BNA

17 .
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concerning the .. . sh%es such rights fell short of constituting
beneficial ownership."

Further, as regarded the alleged "tipping" by Burnett of his acquaintances, the
Commission found it was done "at a time prior to hissexecution of the agreement with
Cohen and Ellen related vendors and therefore, even if Burnett did become an insider
of Crown Trust by virtue of the agreement concerning Cohen and Ellen block, he
acquired this status after he "tipped" his business acquqintonces."%

Clearly here the shortcomings of Section 75 gave Burnett a technical victory.
However, the Commission firmly stated its preferences in regard to such activity and
at the same time affirmed its view of the proper rationale for insider trading
regulation:

"We do, however, wish to comment that, definitions of
"material change" and "special relationship" aside, the
principle of equality of information in the marketplace
.. obligates any person or company which intends'to acquire a
significanf interest in a company, in circumstances where
possession of such information puts the person at an advantage
over other participants in the marketploce, not to inform
others of this intention, except in the necessary course of
business, Although we have concluded that Burnett was not
techniically in a special relationship with Crown Trust, we wish
to éxpress our strong disapproval of Burnett's conduct in
informing three of his business acquaintances of his intention
concerning Crown Trust, information which enabled these

business acquaintances to acquire shares of Crown Trust, and
apparently subsequently dispose of the shares at a profit."

Admonition by the Commission, as strongly put here as i} was, could not
overcome the techﬁ'icql limitations of Section 75, nor amount to a legal prohibition of
what surely was insider tipping of significant nature and effect. Nevértheless, in its
forthright language, the Commission could be seen to be servmg notice of pursuing
poI|<:|es on the basis of equahfy of mformohon in the market place.

Another case before the Commlss:on further illustrated the limitations of

Section 75 and the "special relationship™ prohibitiom, In Barbara Danuke (1981)33 the

facts involved Danuke as a securities salesperson and as such a "registrant™ under the

OSA (at that time, the 1978 Securities Act), allowing her to deal in securities.

[N
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Danuke on May 12, 1981 became aware through a conversation with a Toronto-
Dominion Bank ("T.D:") of ficer, of the T.D.'s imminent announcement of its intentiqn
to offer to purchase all assets of the T.D. Realty lnve%%ments g’TDRI“). This would
be ~done by oc\quiring a!l outstanding TDRI trust uﬁits, at $24.00 a unit. T.D.'s
intention, at the time of the conversation, had not been publicly disclosed._

Danuke, igwmediately after this conversation, relayed the same information to
three persons, MacDonald, Scott and Seitz, )fellow employees and registrants in the
same investment company. Each of the four purchased sizable trust units of TDRI
for their personal accounts and those of their clients on the Toronto Stock Exchange
on the same day, May 12, 1981. T.D. announced its intentions publicly after the clo‘se

of the market on that doy.36

The allegation of the Commission's staf f was directed m‘- Danuke's conduct and

that of her colleagues as registrants:

™

t "The conduct of Danuke, MacDonald, Scott and Seitz . .. was

contrary to the public interest and fell below the stanc'igr7d of

conduct that may reasonably be expected of registrants.

The Commission discussed the registrant's characterization of the information
received from the T.D. officer as mere "rumour", and found that the information .
given to Danuke was clearly instrumental in the subsequent purchase; of TDRI units
by them.38

In finding that Danuke i;nd her colleagues took advantage of insider
informationy the Commission could not censure them as "tippees" under Section 75
for that section could not proscribe the particular dealings the registrants had made
upon the information r‘eceived from the_T.D. officer. Outside the definition of
"special relationship", as regarded the issver, the T.D., Danuke and the other
registrants could not be effectively disciplined for improper insider trading, which

was the gravamen of their offence. More obliquely, they were disciplined on the

more general basis of their duty owned as registrants:

119



°

«" 1t is the concept of honesty and integrity, of fair dealing as

between classes of investors, which is the issue here. It is in
the public interest that registrants conduct themselves in
accordance with these precepts and not take advantage of
inside information.

It is the Commission's view that all registrants ought to
understand that they have a duty not to attempt to profit,
directly or imdirectly, through the use of inside information
that they believe is confidential and know or should know
came from a person having a special relationship with the
source of the informcnion."38

The "special relationship” which the Commission found was that between the
T.D. officer and the T.D. The information regarding TDRI was clearly a "material
fact," and its announcement had a "significant effect on. the market price of the
units." The information was clearly "inside information" for it was not generally
disclosed until announced later on the |2th of Mcly.l‘0

‘As such, the T.D. officer pursuant to Section 75(3) was in a "special
relationship" with the T.D. and was prohibited from informing anyone, except in the
ordinary course of business, of the T.D.'s proposal regarding TDRI.

Despite the present lack of effective prohibition under Section 75 of such
trading as Danuke made, Stanley Beck has pointed out the importance of the OSC
clar;}ying "that it wiill discipline a registrant-who uses or communicates material,
non-public information even though such registrant is not ip a “"special relationship”
under the GSA.M4

It is submitted ‘that the need for reform of Sec;fion 75 to embrace tippees is
evident, and no longer need be a-matter of oon;roversy. There are already in place
both federal and provincial epactm;}\ts which proscribe insider trgding as regards

tippees, which offer legislative precedent for the OSA.
In Section 125(1) of the Canada Business Corporation Ac:t,l‘2 the definition of

"insider" proscribes, in subsection (f) the tippee's trading on insider information:

125(1)  "nsider" defined. - In this section "insider" .
means, with respect to a corporation, LA

(@) the corporation;

(b) an affiliate of the corporation;

-
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(c) adirector or an officer of the corporation;
(d) a person who beneficially owns more than ten per
cent of the shares of the corporation or who
b exercises control or direction over more than ten -
per cent of the votes attached to the shares of the
corporation;
(e) a person employed or retained by the corporation;
and
(f) a person who receives specific information from a
person described in this subsection or in subsection
(3), including a person described-in this parograph,
and who has knowledge that the person giving the
information is a person described in this subsection
- or in subsection (3), including a person described in
this paragraph.

More recently, the new Quebec Securities Act?3 also proscribes such trading, in

Section 226, read with Section 189, recently amended to broaden insider liability:

226. Every person who carries out a transaction contrary
to section 187, 189 or 190 is responsible for the harm suffered
by the other part to the transaction.

I89. The prohibitions set out in sections 187 and 188 also.
apply to the following persons:

(1) the senior executives referred to in section 94 and
95 - '

(2) dffiliates of the reporting issver;

. (3) the person responsible for the management of a
mutual fund or an unincorporated mutual fund, for giving it
advice on financial matters or for distributing its shares or
units, and any person who is an insider of such a person;

(4) every person who has acquired privileged
information in the course of his relations with or of working

- for the reporting issver, as a result of that person's functions
or of his engaging in business or professional activities;

(5) every person having privileged information that, to

- his knowledge, was disclosed by an insider or a person referred
to in this section; '

(6) every person who has ocquured privileged
information that he knows to be such ooncermng a reporhng
issver;

' (7) every person who is an associate of the reporting
issver, of an insider of the latter or of a person contemplated
‘in this section.
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(f) SECTION 75: THE "SPECIAL RELATIONSHIP" AND
' ]
THE NON-TRADITIONAL INSIDER SITUATION

To gauge the effectiveness of, and limitations to Seétion 75 in non-traditional
insider activity, it is useful to draw comparative examples from the U.S. experience.
Whereas in Ontario the bulk of insider activity appears to relate to more traditional
insiders, such activity undoubtedly also involves those non-traditional or "outsider"
traders of which we have few examples in the case law. Clearly, we can derive from
American examples the problems the present or amended Ontario legislation can be
expected to deal with.

Gur review should start with the Chiarella*¥ and Dirks®5 fact situations, and
the application of Section 75 to them. In Chiarella, the printer defendant would not
be an insider under the OSA, for he would not be in a special relationship with a
reporting issuer pursuant to Section 75(3). Further, Chiarella's employer engaged in
business activities with the offeror (pursuant to Section 75(3)(c), but it was the
offeree who was the reporting issuer whose shares were purchased. As has been
noted, "(e)ven if the employer was in a special relationship with the of feree, and its
associates therefore included by Section 75(3Xd), the definition of associate in
Section 1(1)2 does not include an employee . . ."#6 Chiarella avoids liability once
more.

As for Dirks, the same commentator has made persuasive argument for
liability, but argument it remains, so that no clear picture of liability emerges under
the OSA:

"Dirks was a tipper and s. 75(1Xb) makes it an offence to tip
and s. 131(13 imposes civil liability on a tipper, if in a special
relationship, when his tippee trades. But was Dirks in a.
special relationship with Equity F'undmg” The only paossibility
would be to argue that Dirks "engaged in . . . any business or
professional activities with or on behalf of the reporting
issuer" within s. 75(3Xc). The case could be made that Dirks,
as a securities analyst, was engaging in a professional activity

with Equity Funding when he investigated its affairs. That
could be said to be the case every time an analyst deals with a
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listed compan>;, even though the company has not retained
him. It might also be argued that the activity is "on behalf of"
the reporting issuver as it is to an issuer's advantage to be open
to analysts, even if the ultimate report is not always to its
likingg The case is far from clear (some contmﬁ%ual
relationship may be reqx{jred) but it is certainly arguable.” .

That commentator also reviewed-the case of Materia*8 where, like Chiarella, a
financial printer purchased, but did not sell, shares bmsed on information obtained
from his work with respect to a takeover bid. As discussed above,l‘9 the defendant
was found liable on the misappropriation theory for violating his duty to his employer
- but no liability under the OSA arises.

(

In the case of a word processor in a law firm who used confidential information
therefrom in respect to takeover bids>0 (and was found liable for breaching his duty
to his employer), there again would be no liability under the OSA. "The law firm is in
a special relationship with the client under Section 75(3)c), as are its associates

under Section 75(3)(d). Associate (OSA, s.1(1)2) is defined to include partners but

does not include employees and the secretary is therefore free of liability. In any

event, the 'reporting issver' would be the offeree, not the offeror who retained the

law fifm."3!

Further examples have been analyzed with ‘the same effects22 but the end
result is the clear "need for major amendments to the OSA".23 The nature of those
suggested amendments, and the rationale will be discussed in the concluding Chapter
- but the limitations of Section 75 to the trading of non-traditional insiders are

8

evident.

(g SECTION 75: CONSIDERATION OF OTHER CONSTITUENT ELEMENTS

(i)  "Material facts" and "material changes"

Both these elements appear in Section 75 ("Material change" alone appears in

Section 74). Dealing with each in the order they are defined in the OSA:

¥
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"Material Change" is defined in section 1(1)2] as follows:

"material change" where used in relation to the affairs of an
issuer means a change in the business operations or capital of
the issuer that would reasonably -be expected to have a
significant effect on the market price or value of any of the
securities of the issuer and includes a decision to implement
such a change made by the board of directors of the issuver or
by senior management of the issuer who believes that
confirmation of the decision by the board of directors is
probable.

"Material Fact" is defined in Section 1(1)22 as follows:

"material fact" where used in relation to securities issued or
proposed to be issued means a fact that significantly affects,
or would reasonably be expected to have a significant effect
on, the market price or value of such securities.

As a material change is only such when it \"wou‘ld reasonably be expected_ to

~

have a significant effect on the market price or value of any of the securities of the
issuer" clearly materiality is closely aligned to the investment decision process:

"The reference to 'any' of its securities means that the issver

must consider the effect on each class of securifies, including

those that may be the most volatile of its issued securities and

most subject to change. The effect of focusing on price or

value of the securities as the appropriate #€st may be to .
exclude, as material changes, matters that may influence, and

may therefore be material to, an investor in making an
investment decision but do not have the probable effect of
significantly aglering market price or value of any securities

of the issuer."

The second part to the definition of material change deals with proposed

3 , .
-chunges, or decisions which might effect a material change but-at a future time. It is
the decision itself, not the future actual change, which is reportable. "Under this

- -1
part of the definition, a proposed change can only become a material change when

‘the board of directors decides to implement it, or, at the earliest, when senior

management decides to implement- it and believes confirmation by the board of

directors is prq‘bcble."55

The Ontario Securities Commission in its reasons in Joseph Burnett noted;

"An intention by a person or company to do something, which
once implemented would constitute a material change in the

L
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. Sechon 74.

affairs of the reporting issver, but which at the time the
intention is formed, for reasans beyond the control of the
person or company is still not capable of achievement, z not
ordinarily a material change in the affairs of the issuer." _ N

The concépt of "material change" should be distinguished from "material fact".
Undisclosed material facts concerning a reporting issuer may not require timely
disclosure under Section 74, although they do restrict trading under Section 75(1).

In Royal Trustco Ltd., Kenneth A!Ian White and John Merton Scholes (1981)37 -

the Ontario Securities Com /,rmssuon explored this distinction. The facts were that twd
Royal Trustco Ltd. senior officers were held to have disclosed certain moterlol
information to some shareholders, but not to others in an effort to ward off an
attempted take-over of Royal Trustco Ltd. by Campeav Corporation.  The
Commnission found as a fact that the Qf'ficers‘ had told at least one major shareholder,
that, because\friend‘ly hc;;\ds secured at least 60% of the shares' subject to: the
takeover, the Campeav bid wouid not succeed; _further that these officers told the
" same shareholder that the dividen’ds‘ currently paid on the shares, subject of the bid,
might well be increased.

Each event, the Commissi—on decided, oons'rifuféd improper disclosure of

material facts.”8 No finding was made that these disclosures were material changes,

(or proposed material changes), subject to the timely public.disclosure obligation of

1
-

N

Slmllarly, the Commission found -in the Dapuke cases9 that the mformatlon.
N which the Toronto-Dominion Bank of ficer passed regarding thot Bank's intended take-
over .bid“ of TDRI units was a material fact, and as such insider information purs@nf ;
to Section 75.

As one commentator has noted, ‘the Royal Trustco cdse "serve(s) to illustrate

the difference between material facts and material changes. While there was no ..

question that the information pertaining to the likely success of the take-over bid

was- material information for traders of Royal Trustco shares, the_ information™

Y -
-
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involved an external state of affairs not direetly relating to the internal business,

operations or capital of Royal Trustco,"60 l:Ience, a finding of "material fact" was

) .
made. o .

1
4

<

2

For a "special relationship" person dealing with an issuer, the\ same

. ' 4
commentator noted the importance of whether "material changes' or "material facts"
are involved.

"Probably the most significant difference in the definitions is
that the effect on market price or value is referable to any of
the securities of the issuer in the definition of "material
change", whereas it is referable to particular securities in the
definition of "material fact". Therefore, a "special
relationship" pérson, should he be contemplating trading
securities of a reporting issuver, need only be concerned about
material facts that are referable to securities he is proposing
to trade, whereas he must be concerned about all material

{ changes in 'rhe business and operations or capital of _the
reporhng issuer whether referable to the securities he is
proposing to trade or }vhether referable to other securities of ".
the reporting issuer. n6

(i) The knowledge element and its relation to the disclose or refrain

from trading rule

Section 75(Xa) prohibits any person or company in a special relationship with a
reporting issuér from purchasing or selling securities of the reporting issver wi‘tlh

knowledge of a material fact or material change in the affairs of the reporting issuer

b

that he or it knew or ought reaeonobly to have known had not been generally

disclosed . ) -~ : ‘

This 'rwo-port reqmremenf as to the. s'ro're of mind of the specm| relationship

e

person |mposed vpon that person the obhgqtlon of uscerfommg beyond basic enquury

- whether materml information has been disclosed. To what extent that .enquiry must

v -

) proceed will depend on the status of that person vis-o-vis the reporting issuer-, i.e. it

~

can be assumed thaf a dlrector thereof wnll have a hea\ner onus of enquiry. than, for

example, an affiliate's employee.62 “
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'An important question arises as to when c_i#cumstances will be such that a

special relationship persoﬁ’, yho becomes aware of undisclosed material information,

has no alternative but torefrain from treding in the reporting issver's securities. The

)
”

following observations have been made on this issue:

-"If the material information is. a material fact, there is no
obligation for the reporting issuer to disclose it on a timely
basis under s. 74. If the special relahonshlp person cannot
cause disclosure by the Teporting issuer, he is faced - with _
causing disclosure himself, and this may not be available
depending upon his position or relationship with the reporting
issuer, and also may-not be advisdble if he does not have and
cannot obtain adequate information concerning the material
fact but onlf has knowledge in a general way that it exists. If
disclosure’.is made, whether generally or privately, to the

-~ other ‘party to -the trade in an’ aftempt to assume equal .

" information to the parﬂes to-the trade so as to avoid liability’
under s. 75, there is a’risk of litigation if the information
conveyed is inaccurate or if the reporting issver is concerned
that the information remain confidential. In any event, such
disclosure would have to zatisfyvthe "ordinary course of -

- business” test in s. 75(1Xb)."63 ‘

'In Kaiser Resources Ltd. and Robert Stanlake (1981)64 the Commission applied
the prohibition in Section 75(| Xa) to embrace employees in a special relationship with
their combanydfrom exercising employee stock optidns: previously created. BCRIC
Enterprises Ltd. made.d take-over bid for all issueci and outstqndihg shares of Kaiser

Resources Ltd. The Commission found that_certain Kaiser employees exercised stock

options to purchase Kaiser shares when there was no doubt of an’ imminent BCRIC

»'mkeover of Kmser. Finding thof each employee was aware of that circumstance and

that pubhc unﬁouncement of the arrangement would significantly impact on the
market price of Kaiser's shares, the Commission held ih‘at'Sect'!on 7b5(l)(a‘) ag‘plied to
a purchase of securities through employee stock arrangement, even though such
arrangements had beeg organized for some fime previously for the employees'
benefit.63 . (No sanctions were imposed as the employees were given the benefit of
the doubt as to their understanding of the_parameters of the then newly-enacted

’ 3

Section 75.) . -
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o . °(iii) -Section 75: The "Generally Disclosed" Element

- In referring to information becoming "generally disclosed" the reciuirements of
- p
Section 75 thereto are not satisfied merely by compliance, for example, with Section

74(1) and (2) (by issuance of a press release or report as the case may be). What is

[

required has been succinctly stated by the Commission in what is known as the
National Sea (1976) decision.66

"(Adn insider is not in all cases free to trade as soon as a press

release with respect to the specific confidential information is

put over the Dow Jones wire. The appropriate standard is a
two part one: the information must be disseminated to the .

trading public and the trading public must have it in its

possession for a period of time that will allow it to digest such

information given its nature and complexity. There can be no

firm rule as to what interval this will normally be. It very

- much depends upon the nature and complexity of the

information, the nature of the market for the stock, the place

of the market for the stock, the place of the company's

0 operations and the place of dissemination of the news release.

We do feel confident in saying, however, that an insider may

not trade with the release of the news as was literally the case

here. A safe working rule would be that an insider should wait

an minimum of one full taagi_}ng day after the release of the

s inforfnation before trading.”

What is the most noteworthy of the Commission's views is its requirement that
there be sufficient time not only for dissemination of the information, but for its

proper appreciation by the trading public.

—

(iv) Section 75(1Xb): Prohibition Against Tipping

~

Section 75(1Xb) prohibits a person or company in a special relationship from
informing anothel" person or compdny about a fact or change 'I;nown to the informer
= to be a material fact or material change before the material fact or ma*eriul change
has been generally disclosed. This prohibition does not agply where a person or

company in a special relationship with a reporting issuer informs another person or

company of a material fact or material- change in the necessary course of business.
2 . L “

o /\ Whether such information is in the netessary course of bu;‘ir)as is a question
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that will depend on the circumstances of each case and that may be less than obvious

in some cases.

.In the Divisional Court appeal of the Royal Trustco Ltd. case discussed

above,68 the Court affirmed the Commission's findings of discfosed material facts,
and held that such facts had been disclosed to the shareholder not "in the ordinary
course of business."6? '

As a commentator has noted, the "fact that (the Royal Trustco LLtd. officers)
were doing their very best to defend against a tokeover bid that they did not believe
to be in the best interest of Royal %}rusfco was not a sufficient.purpose to be in the
ordlnqry course of business. This conclusion was reached notwnthg’mndmg the fact
that the Commission very clearly said in _their decision that they effectively had no
quarrel with the defensive tactics odop¥ed by Royal Trustco in connection ,wi'rhﬁthe
Campeau bid."70  As, was further noted, ™plerhaps disclosure of material facts or

material change information to a shareholder, at any time, that clearly gives that

shareholder an investment decision advantage, can never be considered to be in the

w

"necessary course of business"."7 !

(h) BREACHES OF SECTION 75: ADMINISTRATIVE REMEDIES

Additional to the penal and civil remedies discussed above, under Section 118

¢
and 131 of the OSA, are the administrative remedies available to the Ontario
Securities Commission for abuses of insider trading. These take three forms: Section

122, Ordgr for Compliance; Section 23, Order to Cease Trading and Section 124,

Removal of Exemptions.

>

Section 122: Order for Compliance, reads as fol l\c\>ws:

‘ ' 122.(1) Order for compliance. - Where it appears to the
Commission that any person or company has failed to comply .
with or is violating any decision or any provision of this Actor
the regulations, the Commission may, notwithstanding the
impasition of any penalty in respect of such non-compliance or
violation and in addition to any other rights it may have, apply
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to a judge of the High Court for an ordef,

(@) directing the person or company to comply with the
decision or provision or restraining the person or
company from wviolating the decision or provision;
and i
~ (b) directing the directors and senior officers of the.
person or company to cause the person or company
to comply with or to cease violating the decns|on or
provision,
and:upon the application the judge may make such order, or
such other order as he thinks fit. *

Section 123; Order to Cease Trading, states:

G

123.(1) Order to cease trading. - The Commission may,
where in its opinion such action is in the public mteres'r, order,
subject to such terms and conditions as it may impose, that
tradmg shall cease in respect of any securities for such period
‘as is specified in the order.

(2) lIdem. -" The Commission may issue a cease trading
order under subsection (1) notwithstanding the delivery of a .,
report to it pursuant to subsection 74(3).

— (3) Temporary Order. - No order shall be made under
subsection (1) or (2) without a hearing unless ia the opinion of
the Commission the length of time required for a hearing -
could be prejudicial to the public interest, in which event the
Commission may make a temporary order, which shall not be
longer than fifteen days from the date of making thereof, but
the order may be extended for'such period as the Commtssnon
considérs necessary where satisfactory information is not
provided to the Commission within th;e fifteen day period.
1978, c. 47, s. 123.

v

[

Section |24: Removal of Exemptions, states:

124.(1) Commission's discretion to remove exemptions. -
The commnssxoh may, where in its opinion such action is in the
public mteres'r, order subject to such terms and conditions as
it may impose, that any ‘or all of the exemptions contained in
sections 34, 71, 72 and 88 do not apply to the person or
company named in the order.

(2) Temporary order and hearing. - No order shall be -
made under subsection (1) without a hearing unless in the
opinion of the Commission the length of time re:qunred for a
hedring could be prejudicial to ﬂle_.publlc interest, in which
event a temporary order may be mdde which shalknot be for
longer than fiftéen days from the date of the making thereof
'unless thef hearing is commenced in which case the
Commission may extend the order until the hearing is
cancluded.

. (3) Notice. - Notice of a temporary order made under
subsection {(2) shall be given forthwith together with the notice
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of the hearing under subsection (2) to every person or company
who in the opinion of the Commission is directly affected
thereby. 1978, c. 47, s. |124.
The important exemptions referred to in Section 124(1) relate generally to:
I. exemption of trades registration (Section 34);
2. from filing a prospectus (Sections 71, 72); and
¥ W

3.  exemption of take-over bids, and issuer bids (Section 88).

Two cases of the imposition of these remedies by the Commission serve to

illustrate their use.

In the Royal Trustco Ltd. decision, Section 124(l) was used to impose upon the

two senior Royal Trustco officers deprivation of exemptions they were otherwise
entitled to. The effect was to deny them the right to trade in any securitie.s in
Ontario, for the period of the deprivation (60 day% for one officer, 30 days for the
other).”2

The consideration of, and ultimate decision not to impose a similar deprivation

was made by the Commision in the Frederick Clark case (1981).73 Reviewing the

actions of certain persons wi;h regard to an announced take-over bid by B.C.
Resources Investment Corporation ("BCRIC") for all the issued and outstanding shares
of Kaiser Resources Ltd., the Commission focused upon trading in options contracts
by, inter alig, Clark, prior to the announcement by BCRIC. Evidence appeared to
indicate that one Glanville, an employee of Kaiser and therefore in a special
relationship with it, had tipped his uncle Clark about the announcement prior to its
p;Jinc disclosure. In reviewing whether to deny to either party Section 34
exemptfons, the Commission's majority determined such would not be in the public
inter;est. fhis was based upon the rather unique factor that B.C. and Ontario's
securities regulators had qppointed an investigator to review the actions of the two
parties. His findings Jexonerofed them of any intentional wrongdoing.7l‘ As has been

noted:

PSS

131



N

"The conclusions of the Commission both as to Glanville and

Clark suggest that a breach of s. 75 requires an intention to
manipulate or some kind of fraud, for the offence to exist. L
Proof of an intent to 'manipulate the markets or at least
affirmative evidence of the absence of such circumstances

may well be, therefore, important to establishing a breach of

s. 75. In the minority reasons of Knowles onc% Bray, any such
requirement for intention is, however, dénied." 5

Thus, while“considering remedial questions, at least the majority of the

Commission appeared to add a requirement of specific intent to Sectjgp 75. Given

L}

the dissenting options to the contrary, it would appear to remain as yet an open

El

question. )

(i)  CONCLUSION

A review of the statutory scheme of the OSA and the resulting decisions,
primarily of the Ontario Securities Commission, indicates that regulation of insider
trading in Ontario has proceeded with basic uniformity of purpose to achieve through
Section 75 the continuous disclosure ethic sought under- Section 74, The rationale for
controlling insider trading, both stated and implied, centres upon equality of
information in the financial market place. Whether this rationale will support
extensions of insider trading prohibitions to the non-traditional insiders or indeed

2 .
"outsiders” will be canvassed below. However, it is clear -that basic legislative

amendment of Section 75 is nécessary to equip the Commission with wider powers of

proscription into trading that involves tippees, and other such traders. Consideration

of the extent of such amendment will also appear below.
i
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> CHAPTER Vi

CONCLUSION

(@) SIGNIFICANCE OF CHIARELLA AND DIRKS WITH RESPECT TO THE
EXTENSION OF LIABILITY TO NON-TRADITIONAL INSIDERS

This study has focused on the extehsion of insider trading liability to non-
traditional insiders and the various rationales that, have evolved to support such an
extension. The issue of what par‘ﬁculor categ;)ries of "outsiders" should be subject to
the duty to disclose or refrain from trading was'oddressed by the U.S. St;preme Court

in the landmark cases of Chiarella and Dirks. As discussed Chiarella expressly

rejected the broader liability implications of the Cady, Roberts "access test" and

Texas Gulf Sulphur's "possession test". The Supreme Court "refocused Section 10(b)

insider trading rules on common—law_fraud and fiduciary concepts“.l The Court
rejgcted the position that general notions of market fairness and equality of
information were sufficient to create an affirmative duty to disclose. Rather the
Court narrowed the basis of liability by stating that a duty to disclose arising from a
relationship of trust and confidence l:etWZén the parties had to exist in order for
there to be actionable fraud under Rule [0b-5. --
In Dirks the Supreme Court had another opportunity to address the scope of
Rule 10b-5. This decision addressed the scope of a tippée's duty to disclose or refrain
from trading on inside information. As discussed the Supreme Co;th held that a
tippee acquires the disclosure duty when he obtains material, non-public information

from an insider who breached a fiduciaryl duty to shareholders by tipping the

information.
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Dirks therefore confirmed the corporate fiduciary rationale of Chiarella.

", . . the Court confirmed its disavowel of the possession .
theory, and reaffirmed the fiduciary duty test as ‘the
foundation of the insider trading doctrine regardless of
whether ‘the information emanates from market seurces

outside the corporation or -from internal corpordte sources."

There are some commentators who argue that this narrowing c;f the 'scope of
insider trading liability in Dirks has struck a balance between the two competing
goals of the l’934 Act, that is protection of the investing public and enhancement of
market efficiency.3 But ';1 is this writer's view that the combined effect of Chiarella
and Dirks has significantly limited the ability of the SEC and the courts to apply tt‘le
%nsider trading doctrine to persons viho are not corporate insiders and who do not
otherwise owe a fiduciary d.uty to the corporation and its shareholders - in other
words the non-traditional insiders. The SEC has sought to avoid the full impact of
Dirks and Chiarella by relying on the newly fashioned theories of liability of
misappropriation and constructive or temporary insiders. The development of these
competing theories of liability are symptoms of the inconsistencies in the
development of insider trading and the absence of an explicit, consistent rationale of
liability. Following these cases, there is no general duty among all participants in
market transactions to forego actions based on moferial,gnon-public information.

As discussed in the case law, the SEC and lower courts have quickly embraced
the misappropriation theory which arose out of Chief Justice Burger's dissent in
Chiarella. The SEC has been successful in the use of this théory to apply Rule 10b-5
to insider trading not only by employees but also by tippees of an employee who had
profited together with the employee from trading on the basis of misappropriated
information. Commqm‘ators have arqued that the misappropriation theory is
inconsistent with the rationale of the Supreme Court decisions. The requirement of
fraud in connection with the sale or purchase of securities is missing under the
misappropriation theory because a general duty to disclose merely upon possession of

( .

illegally obtained information is imposed:
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1 4

"The misappropriation theory is an attempt to ensure a more
equitable yand -fair market through absolute equality of
informatidn in the stock market. The Supreme Court, however
has refused to allow the promotion of fairness through
excessive restrictions on the workings of the market as.
illustrated in both Chiarella and Dirks."

Thus the rationale of liability of the misopprobriation theory of equal

/information conflicts with the oorpbrate fiduciary basis of liability as set out in

Chiarella and Dirks. The constructive or insider theory of liability is a ltheory

enunciated by Dirks in footnote fourteen. However Dirks indicated only that the

<

. concept applied to professionals such as underwriters, accountants, lawyers and

consultants who were working for the corporation. In a sense, these persons are
temporarily employed by the corporation and thereby subject to many of the sarlne
duties as p;rmanent employees. However as discussed it is doubtful that the Supreme
Court intended the concept to be used as broadly as in the Lund case who had never
occupied such a professional status.b

The insider trading case law that has developed after Dirks indicates the need
for legislative reform. Such reform would resolve the present situation in which
conflicting theories or rationales of liability, particularly as they relate to the non-
traditional insider, are evolving unsysfematically7. The result is uncertainty in .the
market place as to what behaviour will attract liability. This on-going debate in the
United States over the most appropriate rationale for liability can provide those
concerned with regulation of insider trading in Ontario with guidance and illustrations

of the kind of problems one encounters with the extension of liability to non-

traditional insiders.

(b) OQUTSIDERS AND ONTARIO'S SECURITIES LEGISLATION

A review of the statutory scheme of the OSA and the resulting decisions
primarily of the Ontario Securities Commission indicates that regulation of insider

trading has procéeded with basic uniformity of purpose to achieve through Section 75
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-

o " the continuous disclosure ethic sought under Section 74. The Eationqle for controlling

insider trading in’Ontario is the equdlity of inforinqtion in the market place. As
discussed, it is evident ’tha’f‘ Section 75 should be amended to equ‘ip ﬂ;e Commission
“with wider powers of proscription into trading that involves tippees. What is the
appropriate rationale for th;a extension of such insider trading prohibitions? -

It is submitted that the Dirks decision does provide vélid criticism of the equdi
informofion theory in that this thedry provides too broad a basis for insider trading
liability in that liability arises from one's ability to ocquiré information because 'of

' one's positjon in the morket‘ place. The Supreme Court, it is submitted, correctly

¥ stressed the need to estalish guiding principles for those who operate in the markef

V place. The efficiency demands of the capital market sho_uld be considered in any

rationale of iiability and too broad a basis for liability will lead to inefficiencigs in

- the market place. Those trading in information will be uncertain as to what

behaviour would be caught by insider trading rules and this ur;cqrtdinty would result
in delays in disclosing information, and a decrease in the pool of informati(;n.

It is this writer's view however that the Supreme Court went too far ir:

narrowing the scope of liability in that the corporate fiduciary theory it espoused

does not provide for the extension of liability to non-traditional insiders. A more

appropriate and effective rationale for possible amendment proposals for Ontario's

securities legislation is Brudney's access theory. As discussed, his theory is based on
the inherent unfairness ’involved in a market where one party who possesses
information that is not legally available to others is dllowed to trade. Brudney's
theory focuses on the unf;lirnass created in the market place rather than on the abuse
of position by a fiduciary. In Brudney's view insider trading prohibitions are designed
primarily to protect the investing public from those who possess an informational
- advculwtoge. The “appeal of Brudney's theory lies in the guidance he provides as to

~

o where to draw the- line as to who apart from insiders and those in a spectal —-
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answer as to where the line is drawn is based on the inability of third parties to
overcome lawfully the superior knowledge of those with whon; they tmfie.a The
securities market functions well with @ minimum amount of uncertainty and
maximum ‘amount of information. Brudney's theory offeré 5more certainty than the

equal information® tHeory and fewer restrictions with rfegard to non-traditional

insiders than the corporate fiduciary theory. It is thus suggested that his theory may

. providéan excellent rationale for any amendment of the OSA that extends liability

beyond traditional insiders.

As a legislative guide Ontario could well profit from its observation of the

effects of Quebec's recent amendments to“its‘ Securities Act to extend liability 'to

inter alia tippees.

Given the restrictions of the present legislation, it is likely that proposals for

. amendments providing for the widening of the liability net to include tippees and

other outsiders will be forthcoming. The rationale provided for such an extension of

liability may well reflect developments in this area jn the United States.
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