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,ABSTRACT 
r, 

This comparative study is conc~ned with the extension of insider trading 

liability beyond ~raditional insiders, that Îs, directors, senior offic~rs and major 

shareholders, to non-traditional insi~ers. Case law of the United 5tgres is examined 

prior to and following the leading cases of Chiarella and Dirks which addressed the 

issue of liability of such insiders. Aiso considered are 'the various theories advonced 

to justify the r~gulation of insider trad_ing; the corporate fiduciary theory, the equal 

information theory, the eqool oc cess theory, and the developing misappropriation 

theory. An evaluatioPl of the rationales for the extension of insider trading liobility 

to non-traditional insiders -who may p.ossess informational advantages is mode. This -
study then considers the insider trading laws of Ontario an!J in particular the IImited 

effecfiveness of those laws in regulating the activities_of non-traditional insiders. 

The relevant Ontario case law and rationales for regulation are examined. Thi$ thesis 

suggests that developing case law in the Uni ted States may assist in anticipating 

inherent problems învolveQ in th~ extension of liability to non-traditional insiders~ ln 

Ontario. 
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ABREGE 

! 
,,-I~ 

. 
, Cette étude comparative traite l'exte~sion de la responsabilit~ des initiés a 

• 
l'égard des o~rations sur titres; responsabilité qui va ou delà de celle des initiés 

traditionnels (c'est-à-dire, le5< direct~urs, cer1aÎnsfO-fonct iOll{loires, et les principaux 

actionnaires), jusqu'aux initiés pas traditionnels. La jurisprudence des Etats .. Uni est ,,' 
( 

examinée avant et après les crr3ts importants de Chi<l"ella et Dirks qui s'odres~nt à 

la responsabilité de tels initiés. L~ th~ories diverses qui sont propos~es pour justifier 

'la r-e9le~entation ~e; opéra,tions sur titres par des initi~ sont.- c0f1sider~e5 aussi; v 

c'est~dire la théorie d'obligation fiduciaire de 10 corporation,- la th~orie d'égalit~ 

des reseignements, la théorie d'égalité d'occès, et la théorie de détournement Qui se' 

developpe actuellement. Une évaluation est faite des raisons p""-'r J'extemion de la, 

resP<>(lsobilité des initif:s a l'égard des opérationo sur titres jusqu'aux ~itiés pas 

- traditionnels qui peuvent ~tre renseignés _d'avantage. Cette ~tucie considère les lois 
- , 

,d'Ontario Ciu sujet des opérations pa- les- inities, en pcrticuHer; leur efficaçlté~ limitée 

sur les' <Jctivités des~ init~és pa~ t.~aditionn~l~. La jurisprudenc~ en Ontario, à ce sujet, · 

oif1~i que les raisons pour la 1:~lementation sont 'examinées. Cette thèse suggère q"ue 
~ -

la jurisprudence qui se développe aux Etats-unis peut nous ~ider q prévoir les 

problèms inhérents à l'extension de responsabilité aux ini!iés pas trQditioonels en 

Ontario • 
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CHAPTER 1 

... ' , ) 
INTRODUCTION -

'A central feature of the capital market, system in an advanced eè:onomy is the 
, .1 1.. -, • 

securitieS industry. liwestors in that_ industry depend ·upon accurat~ and reliàble 

inf~tmaHon in order t~ make wise investment decisions. 
~ 0 

The protection of thls 

investing publi~ is the underlyinQ. pur'pose of 'securit\e8 legislatioo goveroing the . , . , ~-

practices and operation of the securitÎes market. Such Ie.gislation must abo toke tnto _ 

account the economrc factors involved in the operation of thot' market, ,!amely, that 

to <!ehieve maximum ~fficiency, there must- be prompt' disclosure of material ood 

significant informati?" relating to the securities of companies. Insider trading Ia.ws 

have developed to restrict the use ~f material non-public Information in connection 

-with the sale of sect/rities. These laws are genéralty bàsed on the premise that the . , 

use of. s'uch information ood,ermines the expectotions of investors for fairoess and 

..... equol opportunity in the market. These expectQtions are the fpundation of public 
. 

confidencè in the securities market •. 

This comparative study is concernea with an examination of insider trading laws 

and resultant case law of the United Stôtes, and Ontario. It focuses pcrticularly on 

the extension of insider trading, liability beyond traditional insiders, thot is, direcfors, 

" -.senior officers and major shcreholders, to non-tradi1jonat insiders. 

This review of Îi1sider trading lows in these jurisdictions will examine the nature 

of the lCJ'(Is as -they have been judicially interpretedJ and ,the UJd~lyirl9- ratiooole for 

suc~ regulation. 

1 
... . 
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The development of case law, especially that 'based upoo statutory-r~ulation of 
, te 

"q -

, insider tr~ing, hos o-ccurred. principally'-in the U,ited ~tates ,ince the pdsst.g~ of the_ 
, '... -

Securitie. ExchO!19! Act of 1934. A wealth of tegal an~ économie commentary has 

followed thi, development. This sfudy selectively reviews this éommentary, in 
l! 

porticular as it relates to the landmC1rk Supreme Gourt decÎsÎ6ns in Chiarella-!:-
- - /,-' 

. Unitëd States, ànd ~.Y.:. S.E.C. and the impl_ications these decisions have for the 
f -

extension of insider trading li abil it Y to non-tradifional insiders. 
~ , 

, , 

. - , 

This study suggests that American case" law ln this arec mar provide those 

eonéerned with see,urities regulation in Ontario with cogent examplès_ of the .nherent 

probJems, encountered in the broadening of insi~er liability. 

Before proceeding witli the review of the case law. the definition of ferms . 

relevant to insider trading is necessary. 
, . \. 

(a) lNSJDER TRADING TERMINOLOGY '. 

o 

Ci) Insider Trading Defined -. 
i 

f? 

Insider tradJng has been defin~d as: 
, ~ 

"purchases or soles" of securities of ,a company (or other Îssuet) 
etfected by or on behalf of a penon whose relQtionship to the 
(jssuer) is such that he is likely to .have acceSS to r~levQnt 
material information concerning (if) not knowli to the general 
public." 

• 

.. 

This .definitioo' will be -used in this study, subject to further discussion and 

qtt(lli fication. -

(H) Insider Trading - Key Concepts 
) 

Insiders 

,Only inslder~ are prohibit!!d From trading w_ith material" irside information so it 
- " 

-is important to review what is meant by that term. The determination of "insid~" ' 

status depends upon the "existence -of Q relationship affording occess to iO$ide 

'1" • 

.. 
.. ~ ._. 

- . 
l' 

1 _ :- _" • 

. , 
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inT~rmation intended to be aVoi!able onty for a corpora~e pur~e."2 The concept of 

insider includes directors, officers, 'shc:reholders and in some insfànces lower-level 
1 ~ , _ • 

- - • 'V 

~mpr()yees and independent contractors {"quasi", or "tempOrary" insiders)3 • .. 
Outsiders 

Someone who does nothave the J:!..~cess, directly or indirectly, ta informatiO!' 
, • 1 

_ in'tended -to be avoUable only for (1 corporate purpose. The securities J~9islation 
~ . '. ... ' 

regarding' insider tl'oding takes info account the unfairness involved in the market '. .. 
, , 

when an i~ider takes advantage of materÎal information ·knowing it is unavoilable to ' 
~ .. - ~ 

others jn the market" place ("o~t~iders"). 

Materiality \ \ 
0, • ' \ 

ln SEC ~ ~exas Gulf Svlphur (IITGSIt)4 th~ Ccvrf defjne~ "materialit.y" as a fa ct 
o. 

which would be of interest to Q "reasonably prudent investor". The "mdteriality" 

concept in TGS has four d~fferent components, namely: 1; _ 

(a)' Facts which, if disclQSed, woul-d be reasonably likely to have' substantiàl 

(b) 

(c) 

(d) 

market effect; '.<'f 

~QCts whi~h would be important to reasonable)nvestors; 

Facts which are 'materialf upon a baïanèing of both the ;indicated 
probability. that the.event will oc'cur and t~e aoticipated magnitude of the 
event in Iight of the totaHty of.the company activity; 

. \ . 

The imporfance atta€hed to the facts by thôse who know of them as 
re.flected. by"the manner in which they trade securities.5 

Tipper 

A~ tjpper is the per&on who provi~es the market tip to the t~ppee} Before a 
. \ 

Upper ~ 'Ile held IiQbJ~, it mUst be estoblished· that (1) he wos aware he was 

c?mmunic<:rting tn<lterial nonpublic informat.ion CI'ld (2) h~' k~ew or recklesaly 
'. : 

disregarded a su~t<1ntjal IikeUhood that the, person receiving the information would 

- either trade_ on the ba$is oi ~t or'poss it on' to another for trading purpoaea.6 , 1" 

3. " . 
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Tippee 

Tippees - persans who are "tipped off" 0 

from an insider with knowledge of its source} 

4 

t confidentiol corporote information 

) 

{ 

.' 
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CHAPTER Il 

INS~DEH TRADING - CONCEPTS & LEGISLATION 

(a) INTRODUCTION 

Prior to reviewing the judicial interpretotion of statutory regulation of insider 

trading, it is instructive to review the V.S. federal common law rul~s reJating' to such 

trading. 

(b) COMMON LAW RULES 

"The general c<immon law rule is that insider trading in 
pub Il cl Y traded corporations is permitted. Failure by an 
inslder to disc10se information before trading is not 
actionable .. Neither the corporation nor on investor trading in 
the opposite side of a transa1tion to the insider, has any legal 
remedies agair)St the insider." -

This general common law rule has sorne exceptions. Sorne jurisdictions allow 

suits agoinst insiders for trading if the plaintiff con prove "special facts" - that his 

trade WOI; induced by express or implied misrepresentations concerning the value of 
t 

the securities or the identity of the purchaser.2 A commentator noted that in these 

c~es the "plaintjff sought to extend the tort of misrepresentation to reach material 

non-disclosure of corporate informati~".3 ln Strong ~ Repide, a former shareholder 

of a sugor company had been induced tel seJl shores to a person who (unknown to the 

shcreholder) wos the compony's gener(.ll manager and knew' that the company was 

about ta enter an extremeJy profitable contraet with the government. The Supreme 

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

J 
6 
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"Although tort low generally prohibits only off ârmative , 
misrepresentotions and haU-truths and does not create an 
affirmative dut y to offer ail material infof'mation the special 
facts of this case, such as the defendant's inside position and 
the significance of the information, compelled disclosure .. ,,4 

The special facts rule was refined and -expanded in later cas~s to place on ail 
" ' 

coi"{>OTate officers 'and directors a ge~rQI obligation of at'tirmative diselosure when 

d~aling y!iJh shareholders in recognition of the fiduciary status thot exisfs between 

them. 5 

At common law, therefore, the "majority rule", or "strict" rule, did not 

recognize any affirmative dut y to disclose when a director possessing inside 

information engaged in a securities transaction with shoreholders.6 But something 

called the "minority rule,,7 has e'Volved. In many jurisidictions, an affirmative dut y to 

disclose was imposed on insiders in certain situations under the common law: 

" ••• there are two strains running through the éommon law 
cases imposing an affirmative dut y: first, that there is a 
special relationship bétween the trading parties such that a 
fiduciary dut y arises; second, due to one's status os on insider, 
there is an independent fiduciory dut y not to trode on 
confidential information in the quest for person~1 profit.nS 

As will be seen, the Supreme Court in Chi orel la and Dirks, by adopting the 

Cady, Rober~s access test, has assimilated into fede~al law the common law minority 

Tule, rather thon the majority rule.9 

\ 
(c) fNSIDER TRADING UNDER THE SECURITIES ACT 

"White rooted in common law concepts and state corporations 
taw, the law of insider trading has developed principally under 
Section 100b) of the Securities Exchange Act of 1934 and rule 
IO(b}-S promulgated thereunaer." 10 

The original Securities Exchange Act' of 1934 contoins a general provision, 

Section 100b), that governs the pvrchases or sales of securities. It WQS drafted as a ~ _ , 

"catch-all" provision designed to "ollow the Commission wide latitude to adopt rules 

,and regvlations proscribing manipulative devices.nll lXtder Section 100b), 

7 
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"It shall be vnlowful for ony person directly or indirectly, 
by use of Orly meons or instrumentality of interstote 
commerce or of the mails, or of any facility of ony national 
securities exchange: l 

(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 monipulotive 
or deceptive device or contrivance in contravention of such 
rules and regulations as the Commission may prescribe as 
necéssory or oppropriat~ in the public interest or for the 
protection of investors. ll 

Section 17 (a) of the Securities Act of f 933 '3 addressed fraud by seHers of 

securities but there was no similor antifraud provision with respect to purchasers 

until rule lO(b)-S WQS creoted by. the Commission in '942. 

"The rule wos promulgoted -in response to a specific in.~tance 
of a manipulative purchaser. Although if was designed merely 
to close this purchaser loophole the rule, through 
administrative and judicîal interpretation, has been cast in the 
role of the pre,ef1inent ontifraud provision of the federal" 
securities laws." 

The Rule states: 

It shall be unlawful" for any person, directly or indirectly, by 
the use of any means .or instrumentality of interstafe 
commerce, or of the mails, or of any facility of any national 
securities exchange, . 

.' 

(0) to employ any device, scheme or artifice to def.raud; 

(h) to make any untrue statement of a material fact ôr to 
omit to state a malerial fact necessary in order to moke 
the statements' made, in the light of the circumstances 
U'lder which they were mode, not niisleoding, or 

. 
(c) to engage in any act, practice, or course of business 

which operates or wovld operate as a fraud or deceit 
upon any person, in connection with the purchase or sale 
of any secur ity •• 5 . 

The language of Rule IOb-5 specifically prohibits false and misleading statements or 

an omiS$ion of Q material fact where some stotements ore made. .. . 
"There is nothing in the rule itself to indicate that any person 
has an affirmative dut Y to disCiose material fQcts Ulder rule . 
IQb..S. However the Commission and the courts have 
interpr.eted rule 1Ob-5 QS requiring affirmative disclosure in 
certain instances.nl6 

8 ft 



o 

\ 

-0 

Under section l6<b) of the Securities Exchange Act of t 934, 15 U.S.C. s 78p{b) 

(J 976) short-swing profits by certain insiders is prohibited. This rute hœ been called 

the "insiders short:'swing profit" rule and it is designed to reaGh more specifie insider 

trading practices. Li_ab~ty does not depend on any showif1g that the insider octually 

possessed any matarial non-public information. Section 16 requires directors, 

officers, and large stookholaers (ownîng over 10% of the firm) to report trades in 

equity securities of their firm Jn Q monthly basis. Section 16 differs from se<:!ion' 

100b) and Rule IOb-S in severol majorOrefects: 

Ù) Section 16 does nof re ire trading on inside inforrn~tion 
for an action to lie ., any short term profits made by 
buying and selling are recoverable; 

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

(3) if makes only specifie insiders liable; and 

(4) it all~ws only the firm to recover. 17 

"Because ôf its relatively n<rrow scape, it does not provide an 
effective remedy for the full range of insider trading abuses. 
However, it does evidence Q congressioncll poHcy ogoinst 
iosider trading, ond the section is timited becouse of 
difficulties of proof rother thon 0 jU~'Hent that tra<iing nol 
expressly covered should be permitted." .-

Rule IOb-S has been colled the "primary weapon in the fight ogainst insider 

trading". 19 

\ 

, (d) SANCTIONS CONCERNING INSIDER TRADING: . . ' 

As this study focu.ses on the extension of insider trading beyond troditionol 

insÎôers and the supporting rationales for same, the following review is necessarily 
\ 

limited in ifs scopè. 

(ï) Prior to pgssing of Insiders Trading Sanctions Act 1984 

Priar to passing of the new legislation, the maximum civil penalties opon 

conviction of the offence of iosidel'71rading were: ~' 

( 9 
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(1) the di$gorgement of profits as so'!9ht by the ~EC; 

(2) the Commission had ancillary relief in an action for an .InjlK1ction 
agaiost fvtur~ violations .. 

The maximum cri minai penalty was a $10,.000 fine and a possible five-year joU 

ferm. The SEC is only empowered ooder Federal Statute ta bring civil actions sa that 

cdminal actions are prosecvted bYfhe Department of Justice. Criticism of the mild 

penalties imposed os a result of the Commission's enfofcement actions stressed the 
r • 

rack of deterrence that necessorily followed: 

"SEC civil actions were common but courts effectively limited 
relief to disgorgement of profits and ~n injtKlction against 
future violations. In light of the difficvlty of catching insiders 
who trode in the first place, the~e SEC civil actions were not 
seen os an effective deterrent.,,20 

With regard to the disgorgement of profits, os is later noted in the Texas Guff 
- .. - fi.,. 

SuIPlur case2L the Court ordered, in addition to on injunction os oncillary relief, that 

the defendont disgorge ta the corporation tpe, prof its realized by them and their 

tippee.s by trading on inside information. The corporation itself covld not sue for 

such relief since if was neÎt'her 0 purchaser nor a seller of securities and was 
;) 

therefore unable ta maintain a daim for damages ba~d vpon, Rule 'lOb-S. The 

corporation may, howëver, have been abJé to recover ftom the insiders in a derivative 

action bosed upon state corporate laws.22 ln Texas Gvlf SulPhvr, the prinçi~l 
\ 

beneficially WQS the,corporatioQ itsetf, 'because the i'nsiders' profits were credited tp ., . ' 

the food that the corporate defendant agreed t.o pay in seUlement ta ot>used inves,tor' 

plaintiffs. More recently, how~ver, insiders have turned over profits direc!ly fo thos~ 
e 

persons odversety affected by the insider troding.23 . 

As for the ancillary relief of an injunction, this. can be quite a serlovs remedy in 
- . 

its effech. tf the decree probited atrfurther misuse of inside information relating to 

011 securities traosactio.ns, Q secvrities nrm woold constantly run the risk of being 
;, 

hèld in contempt unless if hod extensive sofeguards agoinst the misuse of inside 

10 
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information. However, most injunctions are narrowly ,drawn to cover only the 

securities of a specifie corporation. Hence the effectiveness of the injunction i"~ in 

practiee, Iimited.24 

(e) f?RIVATE ACTIONS IN jAMAGES 

While joit ially Congress provided relàt Ively few civil remedies for securities 

law violations, the major role that damage suifs have come fo plC2Y hos resulted in a 

hybrid of public and private en forcement • Privat~ en forcement has developed purely 

from judicial implication of civil remedies to complemer~t or supplement Commission 

regulation, and rarety duplicate methods of enforcernent. An example of Such a 

combination is the high degree of volunfary comptiance with disclosure requirements 

mainly motivated by fear of incurring liability in private suifs {per Section t 1. 

$ecurities Act of 1933 para. II·, 15 U.S.C. para. 77k (976).25 A commentotor has 

noted that "private actions are lorgely parasi1ic" in relatiOn to SEC-initiated 

actioo.2~ . 

\cV ( 

(f) INSIOER THADING SANCTIONS ACT OF 1 ?PA27 

. \ On A~gust tO, 1984, in response to "bipartisan political supportn28 both in the 

o 

SEC and Congress; the SEC WQS given a oew rernedy to assist if in agressive 
.J 

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

e Àct added Section 2l(dX2) to the Securities sxchange Act of 1934 to give the SEC 
" 

the authority to seek civil penalties agoinst persons who ccrntravene the prohibition 

against imider trading of up to three times. the profits made, or rosses avoided by the 

trade. 

Section 2 1 (dX2) deflnes the proscribed trQding in the following terms:' 

Whenever it shall oppear to the Commission that ony penon 
has violated any provision of this title or the rules or 
regulations theremder by purchasing or seHing a security 
white in possession of material nonpublic informotiôn in Q 

transaction (j) on or through the facilities of a national 
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securities exchOnge or from or throu~ 0 broker or dealer. and 
Qi) which ls not pert of a public offering by an issuer of 
.ecurities other thon standcrdized options, the Commission 
may bring an action in Q United States district court to seek, 
and the court shaH have jut"isdiction to impose, a civil penalty 
to be poid by such parsons, or any parson aiding and abetting 
the violot ion of such person. 

The civil penalty con he imposed only by the SEC 50 thaï private parties cannot 

seek relief bosed on provisions of the Act. 

The new Act does not set guidelines for the exercise of the Covrt's discretion in 
. 

determining the amount of the penalty. InJ.>roposing the legislation, the SEC stated 

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

circumstances".29 

"Presumably, the issue will be resolved, much the way it is 
resolved in other criminal and civil fine contexts, by takiOfl 
due account of the financial resources of the de fendant , and 
related common factors~ Based on the strong legislative 

-expression of the need for deterrence and the difficulty of 
deteoction of criminal infraetions, if is oPpropriate - at least 
insofar os the sophisticated trader is concerned - to treat the 
300% civil penalty figure âs the rule, not the exception.1I30 

-Another important point at>oo't the penalty is th<Jt il may be collected in 

addition to aoy other remedies directed against the offender 50 that the SEC could 

obtaÎn "both disgorgement of profits and treble profits as a penalty - for 011 practicaJ . ' 

purposes, a quadrupl'e profits sanction.31 Since if Îs a civil penalty: 

(1) proof of the violat ton has to be only 0 preponderance 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_ tf shoold be noted that 

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

trading" • 

The substantive ètement. ol a violation -of rule IQb...S were not intended to be 

offected br- the new law. A commentator has noted thot a "fomiliar canon of 

,12 
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statutory const'7'ction" is that when' a statute fails to change "the prevolting judicial 

construction of some priot enacted, provision, that foiture constitutes an Implied 

endorsement' of judicial Interpretation, at least to the extent that Congres! was 

aware of the construction and there was a natural opportunity for;revision.'.'33 

The sa me .commentator argues that this maxim applies 10 the 1984 Act: 

"Congress hardly could be expected to erihonce 50 considerably 
the en forcement . capacity of the SEC when it was dissàtlsfied 
with the substantive ground on which-the Commission covld" 
bring its actions. Indeed, the legislative history shows thof the 
drafters demonstrated a substantial familiarity with the 
prevailing law, actively. considered oda-essing the low, but, 
determined not to do 50.34 

1. 

Thot is one theory, that refraining trom statutorily defining. insider trading , 
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 GrU'ldfest has these comments on the passing 

of the [oslder Tradin5! Sanctions Act: 

"The corrent state of the law on it (insider tradIng) is a 
terribly confused morasse Wh en Congress passed the Insider 
Trading Sanctions Act, if couldn't qgree on how to define 
insider trading, and yet it's subject to trebl.~ damages'''35 

This latter" statement reflects one view of 'thé present state of insider trading 

Jaw and the fact that case law above has Qt tempted to define what insider trading is. 

( How judicial interpretotion of the securities tegislotion hos developed will be 

reviewed below. 
r 

..... 1 , 
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CASE LAW REVIEW 

(0) PRE-CHIARELLA and D1RKS ~ , a 

Shortly after Ryle IOb-5 was created in 1942, the Securities an~ Exéh(Jnge 
1 

Co~mlssion had "the opportUf\ity to: consi'der the rule's Jimit<ltions on insider. 

tra~i;,g'fl in Ward La France Truck Corporation.2 Q 
, ( , 

(j) Y"ard La France Truck Cqrporation (SEC 1943) 

This case involved two individuols who were officers, dir-ectors and cqntroHing 

shc:areholders of a public' oWned company.' 'lhey entered into q. plan to pvrchase 

outstanding shores while th<:;y simvltOne~sly ne,gotiated to sell the Company to a 

third party. The two insiders did~not disclose to the pUblic shaeholders fram whom 

they acquired shores:· 

(a) the improved ope~ati.ng condition of the truck ~o~poration; 

(b) the proposed sale and liquidation. of the truck corporation. at d greatly 
inf loted priee; . 

,(c) . the identity of the porchasers. 

The Commission was concerned with the propri6ty'of the methods used by 

i'nsiders in this casè t~ purchasè shares froni the shareho.lde~s.3 The Comm!$~ion 
- Îssued ~ report pU~svant to Section' 21 (a) of the Securities Act(4) in order to draw_ 

~ " 

attention to the newly createc:l R~le 1Of>..5 and ifs application in $llch sitU(ltions. : 
, - . 

. ' Th~; Commissi'on~ after reviewing the tacts of th~ case, held thot there had heen', 

a' I~S violation:, 

"in ihis ca'se, th~refore, there wOs a c1eœ: necessity, 'in order 
not to take unfair advant-age of s'l<reholders, for the issuer 

, , ' 
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and' t~e in ~ontrot ta moke timely disclosure of the identity 
of the purchaser, of. imp,roved finonçial and operating 
condition of ,the"issuert and of the full terms of the transfer to 
Salto of the Truck Corporation's business and of its 
Iiquidation.tt5 

The Commission therefore held that the purchose of the securities in the .. 
circumstances of this case, that is, without appropriate disclosure of materiar fa""éts, 

~ ~-\ ... 
" ~âViO'Qtio~ -10b-5. 

; "': j" ;'~. 0 

• l ' \ , ... ' 

, 
./ 

J 
f 

f • 

(jj) 
,"-J .-

Kordon v. National Gypsum Co. (E. D. Pa. 1941)P 

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

1 action for a privat,e party under Rule IOb-5; it is, 0150 notable for" its relation of th'at 
\ 

\ right ta 'common law fiduciary principles.7 The plaintiffs in Kardan, Morris and 
'- . 

'---El'JQ..ene B. Kàrdon (father and son), ,and the defendants, Leon Siavin and William 
J ' 

Siovin (brothers), owned 011 the capita1 stock of West~n Board and Poper Co. and ifS 

affilîate M!chig~n Paper St'Ock Co. Each of the four held one faurth of the shOres of 
, < 

these closely herd, corporations. The defendants, W·~O were 0150 corporate directors. ' 

n.egotiated Q sale of corj1orate e aSsets ta a third party and thereafter, wHhout 

disclosing this materiaJ' fact, purchased the stock' owned. br the plaintiffs and 

completed the sale to the third party for their own benefit. The action was' brought 
"y • ù 

by the' Plaintiffs against National Gypsum Company, ci Delaware corporation, and . . 

others, to recover damages f?r fraudvlently conspiring to induce and inducîng the 
, ' 

. Pl~int~fb to sell their stock in the two corporations for less thon ifs true value. The 

Plaintiffs obtained a decree for on occounting: , . 
, ' 

"The plaintiffs' case was established when ~h~ defendont.s' dut.r 
• and ifs breach were proved. This was done by sbowing thot the 

defendants were officers and direclors of Western and that 
they disposed of. the bulk of the corporate assets to an outsider, 
for their own benefit. wi:thout disclosing the tra,,$Oction ta the 
plaintiffs or giving them an opportunity fo participate in if.' 
The remedy follows, which, if) this case, is an accounting to 
·ascerfain and r~tore ta the plaintiffs. their proportionate 
shore of the profits, if any.na ' 

'l' 
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The court held that the insiders were "analagous to t,rustees" w;ith a dut" under 

"well-known and well-established equitabl~ principles governing fiduciary 

re lat ionsh ipS."9 

"Kordon was the initial application in a IOb-S nondisclosure 
case of what may be termed fiduèiary principles of corporate 
trust and loyal tl__ The' Court, rel ying on common law 
principles, held for the first time tOOt an insider who uses 
nonpublic corporate information for personal enrichment will 
be liable lKlder rule IOb-5 .•• " 1 0 

(j i i) Speed ~ fransamerica (D. Del. 1951)1 1 

Transamerica was a large, powerful investment c<?mpany. Axton-Fisher was a 

small tobocco, company, the controlling shores of which were purchosed by 

Transamerica for one million dollars. The parent corporation had made a written 

offer to ail tninorit>-: stockholders of the subsidiory tO,purchase their shore, ot fixed 

priee, while at the some time entertaining lXldisclosed intent to liquidate the 
~ , 

subsidiary and thereby realize on inventory which had appreciated far in excess of, the 

carrying value of inventory shown in the annual report to the stockholders. It wos the 

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

. merging,c dissolving or liquidating Axton-Fisher, thot was a crucial finding in this 

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

the increased value of the tobacco inventory in the lightO of the existence of slJch 0 

,'plan was held to constitute a violation of Rl1Ie 1Ob-5. Judge Poul Leahy of' the 

Federal District Court stoted: 

"Th'e rule is clear. It Js unlawful for on insider, stJCh a$ 0 
mojority stockho1der, to purchase the stock of minorit)(~ 
~hareholders without disclosing material focts affecting the v 

volue of the stock, known· -to~ the majority stockholder by 
virtue of his inside positjqn, but not known to the selling 
minority stockholders ••• fI 2. ' 

III 

Judge Leahy held that the dut Y of disclosure<> arose "from the necessity of . . 
preventing a côrporate insider from utilizing his position to take unfair advontoge of 

18 
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the ur'linformed minority stockholders. 

"It is an attempt to provide sorne degree of equali.zotion of 
borgolning position in order that the minority moy exercise on 
informed judgement in any transaction. Sorne covrts have 
called this Q flduciary dut y while others stale it is 0 dut y 
imposed by the 'special circumstances,.,d 3 ' 

Speed, Hke Kardon, imposed an affirmative dut y to disc\ose upon insiden 

making shore purchases in connectlon with Q liquidation plon. Speed also stressed 

that the insider's dut y to disclose was denved from fiduciary principles prohibiting 

the use of insider in format ion for their own benefit and to the detriment of 

uninformed shareholders. However, the Court in Speed importantly indicated a 

second reason for the affirmative dut y to disclose in face-to-face transactions. The 

mSlder's dut y to disclose orose trom t~e neceSsity of preventing hirn using his position 

to take unfOir advontage of un informed minority shareholders. 14 

Civ) 

"Thus SPfe? marked a departure by emphasiLing fundamental 
market OIrness and equality of information, os weil as 
fiduclary principles of corporate trust and loyalty." 1 ~ 

ln Re Cady, Roberts & Co. (SEC 1961)16 

This was a very significant case in the development of· case low lKlder Rule 10b-' 

5 and it is relied upon heavily by the Svpreme Court in the two' most important cases 

in this arec of federal seeurities legislotion, Chiarella and Dirk-s. 17 

'The tacts of .Cady were that a br~7r-dealer obtoined insider information 

regording a substontiol eut in dividends by the Curt iss-Wright Corporation. The 

information was obtained through a reg~tered rcpresentativ~ of th~ broker-deoler 

Finn Cady, Roberts who was a1so a director of Curtiss-Wright Inc. During a Curtiss--

Wright board meeting, it was decided to eut the dividend in hait becouse of new 

product development. The m~eting adl.0urned to Qllow colis to be put through !O the 

"New York Times", "Wall Street Journal", üow Jone~, a,nd the New York Stock 

Excharrge. There 'was an unexplained deloy in the news reflching WaJ 1 Street and, 

19 
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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, 

Hoberts immediately began selling shores trom the discretionary accounts into the 

market. Chairman Cary of the Securities and Exchange Commission held thaf: . 
"An affirmative dut Y to disclose material information has besm 

, traditiooally imposed on corporate 'insiders', particularly 
officers, directors, or controlling stockholders. We, and the 
courts have consistently tleld thet insiders must disclose 
material facts> which ore known to them, by virtue of their 
position but which are not known to persons with whom they 
deal and whieh, 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 hond disclosure rior to ef ecUn a urehase or sale 
wou lm 1'0 er or lXlrea Istle un er t 

This has become known as the "abstain-or-disclose" rule. Thé Chairmon bosed this 

dut y or liability on two principal elements: 

"first, the eXistence ot a relationship giving access, directly or 
indirectly, to information intended to be available only for a 
corporate purpose and not for the persona 1 benef it of anyone, 
and second, the inherent unfairness involved where a p(J"ty 
takes advantage of such information knowing if is unavailable 
to those with whom he is dealing." 18 

80th elelllents had to be present to find liability since if was the Commission's 

fask "to id~ntify those persons who CD"e in a special relotionship with a company and 

privy to ifs internai aHairs, and thereby suffer correlative duties in trading in ifs 

securities".l9 The Co~mission found on the tacts of Cady, Roberts thé requisite 

special relationship. 

Cady, Roberts has been seen to have expanded the IOb-S dut y to diselose in 

fhree ways;20 

(1) 

(2) 

.A non-insider could have an affirmative disclosure obligation; 
-

ln contrast to the face-to-face transaGtions in Ward La France, Kordon 
and ?J?eed, in Cady, an affirmative dut y could arise m impersonal market 
.trading; , '-

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

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

"access test")O The Commission.did not follow the comlllon law "majority rule" 

which imposed no disclosure dvties upon insiders in transaction with shareholders. 

The decision of the SEC recognized a dut y to disclose which could al$O apply to noo

insiders and to i.mpersonaJ transactions.22 

(v) SEC ~ Texas Gulf Sulehur (2d Ciro 1968)23 

Jvdicial affirmation of the Cady, f'~oberts case came with the de~ision of the 

U.S. Court of Appeols for the Second Circuit ln SEC v, f exas Gui f Sulphur 

(hereinafter "1 Gsn). This case fvrther expanded the affirmative dut y to disclose. 

ln T GS, company off icials bough t r GS stock on t he New Y ork Stock Exchange, 

knowing of a copper stri~e in northern Ontario before that information wos even 

known by the Company's full board of directors. 1 he mformat ion r~garding the 

substantial copper strike was deemed'to' be both non-public and material. The case is 

important in the definttion it gave to rndteriality and the introductton of a new 

category of insiders: those who have access to an issuer and yet may not be its agent " 

or ernployee ("tippeestl
). eut the TGS case is" lTIainly signiiicant because the Second 

Circuit basad its decision "solely on the second port of the Cady, Roberts test - the 

generalized notion of market fairness and equality of information.n24 

"The court said that if was jrrelevant whether rule IOb-S was 
'predicoted on traditional fiduciary concepts ..• or on the 
'special foctsJ doctrine ••• f As far as the Second Circuit was 
concerned it made no difference whether the trader WQS an 
insider Of, even one with access to im~ide information. Instead, 
the Court ignored corporote fiduciory concepts and in an 
effort to implement ifs interpretation that -rule IOb-S was 
designed to provide 'relativety equol access to information' to 
those trading or exchanges, the Court created the 'possession 
test l

•
n24 1 
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o The court" het4 that the affirmative dut y to disclose applied not only to 

dlrectors and other insiders, but: 

rrthis Hule 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 anrone 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 trom trading in or recommending the 
secvrities copcerned while such inside information remains 
undisclosed."l6 

Thus the TGS "possession test" imposed an affirmative dut y to disclose whether 

or not there was a special relationship with the corporation which àfforded access to 

non-public corporate information. 

This affirmative dut y 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 50, 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,'appcrently assuming 0 fraud ' on the market place"was enough to support 
l:-

an SEC injunctive oction.,,27 Further, in addition fo an injunction, the Court ordered' 

the defendonts, as ancillary relief to disgorge to the corporation the profits realized 

by them and'their tippees by trading on inside information. It is noteworthy that the 

corporation itself could not sue for such relief since if if neither a pvrchaser nor a 

seller of securities, and therefore if cannot maintoin a daim for damages based on 

Rule 10I>-5.2B 

As'for privafe claims for damages brought by,investors, Harold Bloomenthal hos 
#> iii , " 

noted the following: 

'"While if is clecr that a private daim for damages cOn be 
asserted in a face-to-face transaction; the c~ts are dividëd 
on whether, in anonymous transactions in'the trading markets, 
those pvrchasing (or selling, as appropriate) more or less at the 
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sorne time as and on the opposite side of the market from
o 

insiders can recover' damages ,trom the insider (including 
tippees and those making selective di~çlosure), 
notwithstanding an absence of privity between them.,,2' 

Bloomenthal notes that the Second Circu-it in Shapiro ~ Merrill Lynch, Plerte, 

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

actionable. The Sixth Circuit, on the other h<J1d, in Fridrich !!. Bradford31 , hos held 

that since the insider could refrain trom trading without disçlosure,.in which event, 

plaintiffs presumably would have traded the security anyway, tradin'9 by insiders did 

not cause plainti Hs harm. 

"In the, Sidh Circuit view, enforcement actions by the 
Commission are the exclusive remedy, and investors must run 
the risk that at any given time there moy be undisclosed 
material developments relevant to ·their investment 
decision.,,32 

(vii) Investors Management Co., tnc. [t AI (SEC 1971)33 

This is a case in which the SEC followed the TGS trend. The Focts of t.he case 

were thot MerriU Lynch was the underwriter of a proposed Douglas Aircraft offering • 

. During the period June 17 through June 22, Merrill Lynch and certain of its officers, 

directors and empl9yees (the individual respondents) were advised br. Douglas 

management of certain material adverse inside information regarding Douglas 

e(Jroings. The information concerned a shorp drop in earnings and the .reduction of 

earning forecasts. This information was given to Merrill Lynch solely bec,ause of ifs 

position as prospective underwriter. Many employees and directors of Merrill.Lynèh 

disclosed the information to their customers (mœtly large imtîtutionaI invest6rs), 

àn~ _as a result Douglas com~on shores tere sold on the New York Stock Exchange, 

and the market price of Douglas common styck dropped su~stontially • .34 . • 

ln this case, the SEC affirmed the finding of the Heoring Examiner thot the 

sanction of censure be applied to the respondents. This case was the first to hold 
" 

tippees civilly liable for trading on material. noo..public information.35 The 
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Commiuion rejecfed the content ions advanced by the respondents: 

"that no violation can be fOUld mless it is shawn that the 
recipient Oippee) himself occUfJied a special relationship with 
the issuer or insider corporatë source giving him access to 
non-public information, or, in the absence of such relationship, 
that he had actual knowledge that the information was 
disclosed in a breach of fiduciary dufy-not .to revecl it. 

We consider that one who obtains possession of material 
non-public corporate information, which he has reason to know 
emanates ~rom a corporate source, and which by itself places 
him in a position superior to other investors, thereby acquires 
o relationship with respect to that information within the 
putviewand restraints of fhe 'cnti-traud provisions.n3'6 

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

, minimal emphasis on the Cady, Roberts sp~cjal relationship and instead founded its 

, decision on the second more general market fai~nesslequality of information test of 

Cady, Roberts". 37 

--

~ 

It is important- to note, Commissione'r Smith's approocn in liwestor! - , 

Management, as it was reli~d on by the Supreme Court in Dirks. Smith stressed that -

the affirmative dut y to disclose was dependent upon two factors - a specÎal 

relationship with the corporation and cvlpable conduct by the Însiders and tippees. 

Commissioner Smith stated: 

"1 believe the emphasis in the tow should continue to be upon 
the conduct of corporQte insiders and their privies :. • rather 
than upon a concept • ~ • of relative informational Cldvantages 
in the market place.,,30 • 

.. 
Smith stoted that tîppee responsibility must be reJafed "bock to insider 

responsibiUty by a ne~essary finding that the tippee knew the information WQS given 

to him in breach of a dut y by a person having a special relationship to the issuer not 
~ . 

to disclose the information."39 

(vii) Shapiro v. Merrill Lync~, Pierce, Fenner & Smith, Inc. (2d Cir .. 1974)40 

Stlapiro WQS Q private suit arising out of th~ sorne tacts, as Inv~tors 

Management. It was a civil action against Mer"ril! Lynch and $Orne of the 
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selling customers to recover damages sustoined by the Plaintiff as a result of the 

defendqnts trading or recommending trading of the commoh stock of Douglas 
" 

Aircraft Co. The Second Circuit Court held thot buyers on an exchange could 

recover damages From the institutional tippee seJlers for IOb-S violations. 

"Relying on their previovs decision in Texas Gulf Sulphur, the 
court held that the tippees were liable for damages to ail 
persons who bouçjlt the company's shores in the open market 
From the period of the tippees' trades to the time the 
information became public. In formulating such a draconien 
r,emedy, the Second Circuit took the equality of ~ 
information/fairness of markets prong to the extreme. 
Shapiro dismissed the need for the demonstration of any 
reJationship, ~ith the dutie~ attendant thereh), between the 
defendants and the corporation and between the defendant s 
and the pla inti ffs otl 4 1 

Donald Langevoort hâs commented that Shapiro "underscored th~ in terrorem 

potential of the insider-trading_ prohibition_ lKIder r'te IOb-.'>."42 He further 

commented thot once the law of insider trading was exponded to inc1ude tippees, the 
~ 

'fiduciary dutyt source of the law ';Nos called into question.43 

"Much as the Texas Gulf Su/phur court had suggested, the IQw~: 
courd be perceived as dea(mg directly with the unfairness 
inherent in informotional imbalances of prohibiting any trading 
on unshared materLal jnforrnation except insofar as that 
advantage was attrjbutable solely to the trader's superior 
foresight and skill.,,44 

Whate.ver questions remained relating to the nature and source of the 'dut y to 

.disclose and to whom if was owed these cases CT GS and Shapiro) clearly emphasize 

that the aim of seGurities laws was to promote a fair and -informed market pl~ceo But 

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

would subsequent Iy provide guidance to these important questions. 

1 

(viii) Bausch & Lomb IncQrporated (2d Ciro (977)45 

The Securities and Exchange Commission sought to permanently enjoin the 

manufoct~er of optical products and the chairman of ifs bocrd of directors from 

violQ~ing anti-fravd provisions of the Securiti~ Exchonge Act, claiming that the 
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ba<rd chalrman had improperly tip~9 secvrities analysts as to earning estlmates and 

, 
other information Rot available ta the general public. The District Court denied the 

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

. '. and Chairman, Schuman, were alleged ta be" the tippersV whereas the recipients of the 

information, MacCallum and t-foitsma, were the alleged tippees. 

The casè was important in that it made a determination on the question of the-, 

perrnissible scope of communications between a corpor'Ote officer and securities 

anafysts. 

"Many a corporate' "executive, conscious of the anti-traud 
provisions of the Securities Acts,. may analogize 'Of! encounter 
with a financial analyst to a fencing match conducted on a 
tightrope; he is compelled ta perry often in~isive questioning 
while teetering on the fine line between data properly 
conveyed and material inside inf.ormation that may not be 
revealed without si rnvltaneously disclosing it to the public.,,46 

Chief Judge Kaufman noted that materiality hc1d become one of the "mast 

unpredictable anli etusive concepts of the federal securities lawsl147 

"The SEC itself has despaired at providing written guidef.ines 
to advise wary corporate management of the distinctions 
between materiat aAd nOflri1)aterial information, and instead 

• hos chosen ta rely on an after-the-fact, case-by-case 
approach, seeking injunctive relief when it ·believes fhaf the 
appropriate boundaries have been reached.,,48., 

ln this case, the Court held that an estimate of e<rnings was material non-
" .., 

• 
public information but that Schuman did nof convey any significant new facts to 

analysts concerning soles during the interviews. The U.S. Courf of AppeaJs agreed> 

with the trial judge that the analysts had merely tested the "meaning of public 

information".49 Secondly, the Chief Judge stated that the SEC had foiled to prove 

that Schuman had acted with scienter. He referred to the Hochfelder50 decision, 

which he Id thaf a private cause of qction will not lie IXlder s.IO(b)" and Rule IOb-S 

without an allegatton of scienter - that is, intent to deceive, manipvlate, or - . . 
def raud. 5 1 The Bausch judgment attempt.ed to pro\(ide sorne guidance ta corporate 
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representotives and securities analysts, regarding th~ scope of liability under Rule 

IOb-5. 

(b) CHIARELLA V. U\lITED STATES (U.S.S.C. 1900)52 

ln this IQndmark CQse the Supreme Court for the lirst tim. confronter" "A 
of insider trading under rule 1 Ob-. 5. 53 

Chiarella was a printer by trade. 1'1 1975 and 1976 he worked os a "markup 

man" in the New York composing room oJ Pandick Press, a financial printer .. Among 

the documents that Chiarella handled were five announcements of corporate takeover 

bips. Wh en these documents were delivered to the printer, the identities of the 

acquiring and target corporations were concealed by blank spaces and taise nomes. 

The ,true names were sent to the printer on the night .of the final printing. 

Chiarella, however, was able to deduce the nomes of the larget companles ~ 

before the final printing from other information he gathered in the documents. 

Without disclosing his knowledge, Chiarella purchosed stock in the torget companies 

and sold the shores immediotely after the t(Jkeover~ ottempts w'ere mode public. 54 

Over a period of fourteen months Chit;U'elta saw a profit of $30,000. Eventuolly the 

SEC began investigoting his trading activities and in May, 1977 he enféred into-o 

consent decree with the Commission whereby he ogreed to return his profits ta the 
" ' 

sell ers of the shores. He was th en dischorged by Pandick Press. 
., , 

ln Jan!<dory, J 978 Chiarella wos indicted on 17 counfs of violating s.IO(b) of the 
t\ 

Securities Exchange Act of 1934 and SEC Rule IOb-S. Chiorella WQ5 brovght to trial 

and convicted and the Court of Appeals for the Second Circuit affirmed that 

conviction.55 'Mr. Chhrella then took his case to the Supreme Court. 

(j) Significance of the Supreme Court Decision 
~ 

The Supreme Court rever~d Chiarella's ,convi.ction on the facts preaented and 

27 

-, 

.\ 



o 

-. . ' 

, , 

in doing sI "t~ the opportunity in elaborot_e dicta, to olfer its own understanding of" 

the law on this subject. While appcrently reaffirmi.ng the faw's basÎ.c prernises, the 

Court has raised questions about the validity of many assumptions .as' to what is 

prohibited. In particulor, Chicrella has made the fiduciary principle of utmœt 

importance.n56 

Before the Svpreme';::ourt, the government argued two positions. Fint, that 
• 

Chiarello through his sensitive positiQn ~s a financial printer "";os a market insider 

- who '!Vos therefore prohibited from trading on _ the bosis of material non-public ') 

infôrmation obtained in that capocity. Seoondly, the tact that the information had 

been misapproprÎated was a separa te bosis for finding his actions to be f~audulent. 

The government argved that Chiarello had rnisappropriated confidential information 

from Pandick's customers and in doing 50 hQd defrauded the customer. The 

government further argued that Chiarella had used the misappropriafed information 

for material gain wlthout public disclosure· which was a fraud on uninformed investors 

who sold him securities. Importdntly, the Supreme Court refused to consider these 
~ 

misappropriation arguments because these theories of lîability h~d not be_en properly 

presented to thê jury at trial. Instead, -the Supreme Court concentrated on the 
, 

"prjmary theory" advariced by the Second Circuit Court: _ "that Chiarella, as a market 
. \ . 

insider, qwed a dut y of discl~ure to the sellers-of target company shares.tr57 

'(ii) Justice Powell's Majority Opinion 

Justice Powell began his judgment with the statement: "This case concerns the 
, , " 

legol effect of the petitioner's silence":58 He noted that the 'District Court's charge 

J)e.rmitted the jur-y to convict the petiti~er if they found that he' wiftfully failed to' 
, 

~nform sellers of target company :iecurities that he knew of à forthcomit\g takeover . . 
bid lhot would moke their stures more valoabfe. 

r ~ 
"In order to decide whether .,ilence in such circumstances 
violotes s.IO(b); if is necessary to reyiew the language and , 
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legisJative history of thot statute as weil as its interpretatioo . 
by the Commission and the federal courts."~9_ . . 

Justice Powell found thot neither the statute nor: Rvle. tOb-S directly ad«i-essed 

the issue of silence as a basis for liability. l ' •. 
Rather, th~ Cady, Roberts decision had ~broken n~w groun~'60 by fil)din~-,t~at 

" . - , 

corporafe insiders breached' a dut y to thé publi'c by taking unfair advontage of their 

insider status in market trading. Justice Powell restated the two-pronged ~ccess test 

of Cady, Roberts.61 He stated that the dut y of disclosure in Carly, R~berts was 
, ; . 

recognized beçause, of "a reJationship of' trust., and confidence' between the' 

shareholders of a corporation and those insiders who' have' ?btained confidential 
1 

information by reason of their position with that corporation.,,62 This special 

relationship creates a dut y to disclose because of: 
\ ' 

o (a) The existence of a relationship affordjng Çlccess to inside information 
intended to be available only for a corporate purpos~; and 

(b) the unfairnes~ of a' lowing a C'orporate insider to take advant.oge of that 
information.6 ' , 

The Supreme Court thus reversed the Second Circuit's opinion' and rejected fhe 
, 

~position that general notions of market fairneSs and eql!ality of information wer:e 
. -

sufficienl ta create an affirmative dut y to disclose. Rather, the foc us for Ii~bitity 
~ , 

was the ~xisten~e of a dut y to dlsclose: 
, 
~ -

. "Section ro(b) is aptly described as 'a catchal1 proviSion, but 
what if catche~ must be 'frG1Vd. When an allegofion' of fraud is 
based upon nondisclosurè, there can he no frau.d absent 0 dut y 
fo speak. We hold that 0 dut y ta discl'ose tXlder s. 100b) ooes 
nof wise from th~ mere possession of nonpublic market 
information.1164 -- \ , 

Thus Justice Powell stressed the paramoûn~ importance of a 'd~ty ta speak' in 

~ creoting on affirmative disclosure obligation tA:lde~ Rule 1 <Jb..S-. 

ln ordér for there to ~ acti'ondble frciu~ uride,= Rule_ IOb-S there must be a dut y 
... - ~ ~ , 

-ta dis~lose ~isi~g from a .relatianship 'of -tru~t ~nd cOnfiden~ betweeo p<rties to a ' 
-- ' 

transac}iofi. Absent 5u~h a f1duckl"Y dut y, there _was no obl.igatiOn fo disclqse prior.!o 

, frading. 

- 1. 
" . 



.0 
.'Ii' 

" 

" , 

/ 

• 1 

• 

. ' ; ; 
. _ .... , 

.. 

. . 
: \ . ._.-'" 

"Otiar~JJa was <1 'complete stranger' to the se Il ers and the court was / " 
lW1willmg to reco9nize a 'general dut y ~etween aU participants in ~c:r2.r ~ . 

. transactions to forego actions based . on moterial non-j?»0li.c 
< jf\formation, • .,65 f. • / • 0 

On summary, ChiarelJëi recognized thaf on insider. a/ways has the cp"firmatiye 
1 0 

disclostJre obligation when engaging in purchases er sales of a corporationt~ stock: 

41 "'This obligation arises because the director, officer. or 0 

controt shcreholder IS considered a fiduciory who may not 
personally benefit of· the e,xpeose of shareholders •• • 
sécondly, there may he an affirmative dut y to disclose if there 
is a special ré(otionship of truSt and confidence between buyer 1 

<lnd seller.'. However, Chiorella had no 5uch dut y becaus~ he 
hod no, prior dealings with (the setlèrs) •• ' ... He was not their " 
agent, he wcis nof Q fiducior}(, he wos not a perwn ,in whom the· 

. sellers had placed their tr'u~t and confidence .. "66' . 

(i jj) Chie(Justice Burger's Dissent - The Misappropriotion Theory 

As stated previously Or) important question was left open in the case, namely 

whether Chiare'lIa's breach of d~ty to his employer and his employer's customers by .. 
using confidentia! informÇltion could be the basis of criminal liability lKIder the Rule': 

- . 
The mojQrlty fe,1f the ~ëJtter h~d ~Qt heen, properly put to the jury at. triai and could 

tdherefore ~ot he con~id~ed. Chief Justice Burge~ in dissen~ felt the issue had been 
, ' .. .. ..... 

prOJ>e.rly before the jur'y and . would have' upheld ChiarelJa's -conviction On the 

n~isappropriation" th~ory. 'ti,~er this ~i~w. the ,conv~rsion·._ by, on outsider of 

", 

D nonPublic inforrf1àtion and the use."of th et mj~appropriated înfo~mdtiQn was $vfficient 
,'" - "'" _; _. ~ 1 

to -e$tablish froud in oonneetion' with the purchase of securities. 
,1 . 

"lklder tl1f; misoppropriation theory' one, who. converts' 
nonpublic- information entrusted to him in <:;onfidence has a 
·duty no! to expl.Q!t 't)i$ ill-goften iii1~rmotional a<;fvantoge by 
porchoslng-secuntles in the m(Jrket'.~ , 

Bur.geI bosed his theory ~on the Cady, Robérts acce~ test and he " beli~ve(j that 

~&,or. ore s..lisfied, wher:ever- ap<r'~ Obtoi~an informll'i~QI ad""n;a~e by' 

- unlawf91 ~."68 .. ~ Justices Blackmun on? Mdi"shall Clgreèd with BUrger's 

misapRi"opria.tion theory. 

-0 
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'(Iv) The Law Alter Chiare;Jla: Insrder Trading 

Donald Langevoort reflected on the law QS it stood ofter Chiore_lIq in the 

", fotlowing passage: 

"The holding of the Chiarella ease is narrow: a rejeetîon, as a 
matter of statutory contruetion t the idea that mere 
possession of matedal, non-pubfic Inf mation gives rise to a 
dut y to obstoin or diselose. -While t e Court emphasized the 
'pre-existing dut y' matter orising tram the fiduciary 

_relationship of trust and confidence as the b<!sis of the 
affirmative diselosur~ -obligation its opinion ne~d not have 
meant Jhat this was the exclusive source of duty.,,69 

Longe voort notes that this is indicatesJ in the mojority's reservation for ano~her 

c~se of the "misappropriation" theory diseussed by Chief Justice Burger. But it is 

Langevoort's view that the Courtls analysis created a 'frameworkl that 'will s~rve as a 

source of authority for future insider trading cases. Langevoort states thdt the case 

reflected -the Courts "dissatisfaetion with the fe~ral statute and ..rule ••• that 

provides no clear indication of what s~urities-related octivity is prohibited.,,70 

"The opinion Is a study in line-drawing, arbitrary if need 
be, and the lower courts and the SEC h .... v.e acknowledged 
the significance of those lines in subsequent decisions. 
Most important, Q dut y to discJose - something more 
thon an ad hoc 'conclusion that fairness requires. 
disclosure in Q particular cas~ - 'l/f"ll have to be identified 
before , liabilit y ean be imposed.'" '-- : . 

. " ' 72' 
(c) OIBKS V. SEC <U.S.S.C. 1983) 

, Within a .relotiv_ely ~hort Ume the SUpreme Court found if~lf with another 
, . . 

opportunity for sorne jl/dicial Une.:.drawing on, the extent of liability lWlder Rule 1Ob-5. 
~ 

Dirks wos on officer of a r,egistered broker-dealer thm deolt primarily wlth 
10. '. ' 

institutional irivestors. Dirks wos an analyst who speciali;zed in' providing investment 
t- _ 

anolysis of insuronee company securities to institut!onal investors. Dirk! received 

Information from 0 former office( of on· insurance company that its assets were 
. . 

_ vastty overstoted as the resul1 of froudulent corpordfe praetices and that VQ~lous .... ~ ~ 

, . 
regulotory agencies had failed to act on similar charges made by company employees. 

, 
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Upon lJirks' investigation of the allegations, certain company employees corroborated 

> 

the fraud charges, but senior management deniee ony wrong-doing. Neither. Oirks nor 

hi~ firm owned or traded any of the company's stock bJt thr.oughout his investigation 

he openly discussed the information he had obtoined with a number of clients and 

investors, s0l"!1e of whom sold their holdings in the Company. 

The Wall Street Journ~1 declined to p~blish a story on the fraud at!~gations as 
, " 

urged by Oirks. After the priee of the insurance stock fell, the New ~YOTk Stock 

Exchange halted trading in thè s,tock • 

State insurance authorities then impounded. the company's records and 
~ 

uncovered evidence. of fraud. Only then did the SEC file a cornploint against the 

Company. Àfter a hearing concerning Dirks' role in the exposure of the froud, 'the 

SEC found he had aided and abetfed violations of the anti-fraud provisions, by 

repeating allegations of fraud to members of the investmenf community who later 

sold their stock in the insuronce company. Because of Dirks' role in bringing the 

fraud' to light, the SEC only cehsured him,73 On review, the Court of Appeals 

entered judgment against Ditks. 
, 

Dirks argued before the D.C. Cir.cuit Court of 

Appeals that neither he nor his informants had a dut y to keep their IOformation , 

~fidential with respect to the froud. Absent such a dut y, they were free, within 

the holding of Chiarella, to trode with6ut disclosing. 
'" 

Judge Wright disa9reed and h~ld that Rule IOb-5 may require a fiducîary to 
->-

disclose material. information acquired as a fiduciary before trading or tipping, ev en 

if it would not be ~ breach of their fiduciary dut y to disclose the information. Wright 

~ . he Id that Dirks' concluct fell within the holding as to tippees in Shapiro74 and further 

held Dirks liable on a separate ground. 

"As a registrant, he held that Oirks wos subject to 'myriad 
duties' not imposed on insiders or member of the public. 
Althou~ a 'high standard of ethicol behoviour nad 
traditionally been imposed on prokers in their dealings with 
customer~ it was also applicable in' their dealings with the 
SEC and the publ.ic at large'."75 
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However the Supreme Court exonerafed Dirks of any wrongdoing, and that Court 

reiterated the narrower, fiduciory theory of liabilty. Justice Powell cited Cady, 

Roberts,) Smith's opinion in Investors Management, and Chiarel/a. The Court held 

thot the principle of market foirness is not sufficient to 'creote an affirmative' , 

disdosure obligation and citmg Chiarellaz Powell held that possession of non-public 

information does not give rise to a dut y to disclose or abstain; only a sp(lcific 

relationship does that: 

"We were explicit in Chiorella in saying that there can be no 
d\Jty to disclose where the person who has t rcrded on inside 
information 'was not ,(the corporaHon's) agent, .. . was not a 
fiduci ary, {or> was' not a person in whom the sell ers (of 
securities) had placeçi their trust and confidence. Not to 
require su ch a fiduciary relationship . . would dep<rt-
radically from the established doctrine that arises From a 
specifie relationship between two parties' and would amount ta 
'recognizing a general dut y between a.l1 participants ln market 
transactions ~o forego actions I;)aséd on material, non-public 
Jnforrnation." 6 

(j) 'Supreme Court's View of Who IS Subjec1 to Rule IOb-S with regard fo 

Tippees: 

Justice Powell noted that this r~uirement of specifie relationship between the 

shoreholders and the individual tl"oding on inside information has created "analytical 

diffel'ences" 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 re!at.lonships. Powell 
o 

notes that because of this if has been unclear ~ow a tippèe inherits the Cady, Roberts 

dut y to refrain from trading on inside informàtion. Reviewing the SEC position, 

Powell states that their view is that a tippee "inherifs" the Cady, Rober1s obligation 

to shareholders whenever h1 receives insîde lnformatioo from QI1 insider.77 

"In effect, the SEC's theory of tippee tiability in both eases 
(Chiarella and Dirks) appears rooted in the idea that the 
antifraud provisions require eql)Ol infotmation among ail 
traders., This conflicts with the-principle set fodh in Chiarella 
that only some persans, U1~ sorne cir~umstances, _ will be 
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barred from trading while in possession of moterial, non-public 
information. Judge Wright correctly read our opinion in 
Chiorella os' repudiating cny notion that ail traders must enjoy 
equal information, before trading. The 'information' theory is 
rejected. Because the disclose-or-refrain dut y is 
extraordinory, if attaches only where a party has legal 
obligations other thon a mere cluty to comply with the ~Hnera' 
anti-fraud proscriptions ln the federal securities laws." 

Justice Powell sta,ted that the Cou~ reaffirmed that a dut y to disclose arises 

" from a -r~lationship between the parties and not just from one's ability to acquire 

information because of his position in the n;l<Ïr1<et. The Justice criticized the SEC for 

over-reaching ifs aUfhority in ifs quest for "equal information and fairness" • 

.ft 

(ij) Supreme Court's Vlew of Analysts 

The Court he Id that imposing a dut y to d.isclose 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 
h 

itself recognizes is necessary to the preservation of a healthy morket."79 
t> 

The Court recognized in foofnote seventeen80 that market efficiency ,in pricing 

i~igniliÇ.(JJ)tly enhanced by (thei,) initiatives to ferret out and analyze ,lAformation, 

and thus the analysts' work redounds to the benefit of 011 investors". The court states 

in this sorne footnote- that the rule is "inherently imprecise" and "'Imprecision 

prevents parties from ordering their actions in accord with legal r.equirements". 

"Unless the parties have sorne guidance as to where the line is 
between permissible and impermissible disclosures and uses, 
neither corporat~ inslders nor analysts can be suré when the 
line ls crossed. ,,81 

(Hi) Question: When will liabillty attach to a tippee who trades or becomes a 

tipper? 

The Court held that the tippee's liability is derivative from the insider's dut y: 

- -- Jtlhus, a tippee œsumes Q fiduciory dut Y to the sh<J"eholders of 
, a ôorporation not to trode on material non-public information 
only when the insider has breached his flduCÎ<J"Y dut y to the 
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shareholders by disclosing the information to the t ippee and 
the t ip~e knows or should know that there hos been Ci 
breach ... 82 , 

Referring to Commissioner Smith's views in ln re Investors Management l the 

Court held that tippee resLlonsibîlity must be related bock to insider responsibility. 

The next step then in determininy 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 dut y depends in 

large part on the purpose of the disclosure.83 

"This standard was ident ified by th~ SEC itself in Cady, 
Roberts: a purpose of the securities laws was to eliminate 'use 
of imlders information for personal advantage'. •. thus, the 
test is whether the insider personally will benefit, directly or 
indirectly, tram his disclosure. Absent sorne personal yain, 
there has been no breach of dut y to stockholders. And absent 
a breach by th.e insider, there is no derivotive breach."84 _ 

Justice Powell states that this analysis reqvires the cour,t to focus on objective 

criteria, i.e. whether the insider receives a direct or indirect personal benefit trom 

the disclosure, su eh as " pecuniary gain" or "reputational benefit that will translate 

into future earnings." 

(iv) Significance of the Supreme Court Decision in Dirks 

Justice Po~e" stated that "it is essential, we think, to have a guiçting principle 

for those whose daily activities must be Iimited and instructed by the SEC's Însider

trading rules, and we believe that there must be a breach of the insider's flduciary 

dut y before" the tippee inherits the dut y to disclose or abstain".85 ln contrQst, the 

Justice stated, the rule adopted by the SEC would hav.e uno 1imiting principlelt
•
86 The 

great significance of the Oirks decision lies in the guidance it provided to the 

founding of Iiability under Rule IOb-5.and in pcrticulor the liQbiJity of tippees. 

ln addition tao_the traditiorlal ihsider, Dirks in footnote tourteen recognized 

another class of persons who have the SQme affjrmative dut y to disclose as traditional 
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insiders. These are "temporary insiderslt and they will be dis«ussed subsequently. \ The 

SEC's General Counsel has commented thaf footnote fourteen of Oirks gives the --
ioinmission a ,,'vaJuable new tool"87 throvg, the Courtls theory of constructive 

insider. 

Oespite the Court's reaffirmation of the traditional fiduciory principles set out 
-

in Chiarella, Wilkinson has stoted that there is still ample scope for à finding of 

liability: 

"The only persons who escape an affirmative dut y to disclose 
ore the tipper with a cleon heart and his tippee (unless he con 
be c~:>nstrued to be a quasi-insider) such os a cab driver or 
football coach who overhears on insider and trad es 
thereafter .,,88 

(cl) HESPONSE OF THE SEC ro CHIARELLA: RULE 14e-3 

fhe _SEC responded ta what it viewed os the restrictions imposed on regulating 

insider trading by Chiarella, by the adoption of Rule 14e-3.89 This rule makes if 

unJawful, once substantial steps to commence a tender oHer have been taken, for any 

person to trade in securities of the target while in possession of materia) information 

reJating to the tender offer with know'ledge or reason to know that sueh information 

is nonpublic and was' acquired From insiders of the offeror or torget .90 

"Rule 14e-3 th us ~mposes a dut y to abstain from trading solely 
on the basis of knowing -possession of moterial, non-pubHc 
information relating to tender offers. A fiduciary dut y or 
other confidential relat ionship to the other party to Ci 
transaction is nof an eJyment of the Rule 14e-3 requirement to 
refrain from trading." 

Rule 14e-3 thus, in essence, resurrects the possession test rej eeted by the 

upreme Court in Dirks and Chicrella and these decisions ~herefore raÎse Q signi ficant 

uestion as to the rule1s validity.92 The SEC's strafegy in issuing ifs new ruling was 

to-circumvent the Chiorella rufing. Despite the questionable authority of the SEC to 

. .-
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issue Rule 14e-3 following ChiareUa, most lower courts, boih before and after Dirks, 

have seemed willing to sustain and app!y the rule.93 

(e) EFFECTS ON FINANCIAL ANAL YSTS FEDERATION AND 

THE INSTITUTË OF CHARTERED FINANCIAL ANAL YSTS 

.. 
Standard of Practice Handbook I~' 

IV 

Standard tiC (Prohibition Against Use of Material Non-Public lniormotion) 

ln April of 1984 (the Dirks decision was in July, 1983) the Finoncial Analysts 

F edeÇ,gtion and the Institute of Chartered Financial Analysts met and the Joint Board 

of Trustees aproved a recommendation from the Professional Ethics Commit tee to 

cnCllQe Standard 1 1 C of their Standards of Practice Handbook in view of the Supreme 

Court deGision in Dirks. Standard 1 _1 C was amended to read os follows: 

The financial analyst shall comply with' 011 laws and' 
regulations refating to the use of material non-public 
informat ion. 

(1) If the analyst acquîres such information as a 'resulf of a 
special or. confidential relationship with the issuer, he sholl not 
communicate the information (other thon within the 
relationship), or take investment action on the bcÎsis of such 
information if it '(iolates that relotionship •. 

(2) If the onalyst Îs not in a special or confidential 
relationship with the issuer, he shall not communi cote, or oct 
on material non-public information if he knows or should have 
koown that such information wos disclosed ta him in breaçh of 
a duty. If such a breach exists, the anatyst shall make public 
disseminotion of such information.n94 , 

The change is !he ciddition of; "If hè knows or shoutd have known that -sueh 

information was disclosed to him in br~och of 0 dut y" - the exact wording of Justice 

Powell in Dirks in outlining tippee .Uabifity. - ~ 

. 
b 
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(f) CONCLUSION 

Throog, case law developed by the covrts and the SEC, various theories of 

liability for insider trading have evolved. A recent commentary has conveniently 

categorized the case law into three distinct phases for analysis, nomely a first phase 

involving the application of fiduciary dut y standard, a second phase involving the 

possession theory and a third phôse involving a relurn ta the fiduciary dut y 

standard.95 ' 

The early decisidhs vnder Rvle IOb-S based insider trading liabillty, on the' 

.' 
concept of the fidvciary dut y of corporate insiders not to favovr their own interesh 

over those of the corporation or Jts shareholders. The Covrts therefore- held that 
1 

insiders owed a dut y of trust to refrain From trading in their corporation's secl.1rities 
'" 

on the basis of material, non-public information gained from their relationship to that , 

corp~ration unless that information is available to those with whom they trade. This 
. 

is the corporate fiduciary theory of liabiJity. The cases of Kordon and Speed ore 

il lustrat ive of this theory. 

ln the second phase al'" case law development, the "possession theory" was 
J 

developed to provide the rationale for the extension of insider trading liabiJity beyond 

the bounds of the corporate fiduciar y theory: 

"The Courts and the SEC were able to encomposs a wide ronge 
of condvct within the scape of the Rule IOb-S insider trading 
doctrine only by changing the doctrine's theoretkal 
vnderpinnings. They did so by expanding the basÎs for liobillty 
fram the relatively n(J"row fiduciary dut y owed by tnsiders to 
theïr corporation and ifs she.-ehOlders to a broader theory 
bosed on the mare possession of material, non-public 
information.tt96 

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

C-ody, Roberts as discussed. The SEC held that the obligation to disclose-or-obstain 

wcs not limited to traditional insiders becavse of the inherent unfairness involved 

where Q PCI"ty tokes advantoge of inside information .knowing that it is ooavailable to 

those ~ith whom he is dealing. Using Q two-pronged te~t of "access" and "fairness" 
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. 
the SEC extended Iiability in trading on insider information to a tippee who did not 

have the traditional fiduciary relationship to those with whor;n he traded. This test 

became the "access test", The theory as with the other theories will he examined in 

greater detai! in subsequent chapt ers but brief Iy ~n this theory, liability is based on 

the existence of a relationship giving access to informatipwfntended to he avoUable 

only for a corporate purpose and secondly the inherent unfairness involved where a 

party takes odvantage of such information knowing if is unavailable to those with 

whom he is dealing. 

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

extended liability beyond the fiduciary dut y test to any .person in possession of 

material, non-public information. The Court pronounced the "possession" test, thot is 

that anyon~ 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 sueh insïde 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 potiey objective of the insider trading doctrine W Ulder Ryle IOb-5 From the 

prevention of ihsider miseondud to the promotion of equal access to equal 

information by 011 investors.n97 This has heen termed.Ahe equ<:,1 information theory. 

The third phase of case law development involves a return "full circle,,98 to the 

fiduciary dut y standard. In ChiarelJa as discussed, the Court rejected the equol 

information theory in fovour of a brea(!h of. fiduciary dut y anolysis. The Court 

rejected the position thaf general n'tltions of market foirness and equality of 

information were sufficienf to creote on affirmative dvty to disclose. Rather the 

Court held that liabitity must be founded on a dut y to disclose non-public information 

'tho1 arises From a reJationship of trust between the parties, that ;5, the corporate 

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

Again, this theory will he examined in more detoil in subseqUent chapters. ~ also . ~ 
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provided guidance to the circumstances in'which tippees are liable under Rule IOb-5 

for trading on inside information. As discussed, the Court hetd thot a tippee's dut y to 

disclose or obstain is derivative from the insider's duty. 

Importantly, the Dirks case is signifieant as weil tor broodening the definition 

of insider by creating a class àft constructive or temporary insiders in foofnote 
1 

fourteen. The Coyrt observed that unlike insiders, the typical tippee has no fiduciary 

dut y to the tipper's company or its shareholders. Nevertheless, the Court stated that 

in certain circumstances such os where corporate information is revealed 

legitimately to an underwriter, accountant, lowyer or consultant working for the 
'. 

" corporation, these outsiders become fiduciaries of the shareholder: 

"The opinion emphasized that this constructive insider theory 
is fully consistent with the fiducicry dut y test because su ch 
persons 'have entered into a special confidential relotionship in 
the conduct of the business of the enterprise and ore given 
access to information solely for corporate Rurposes,.n99 

For such a dut y to arise, the corporation must expect the outsider to keep the 

disclosed non-public information confidential. IOO 

Lostly, os discussed previously, a f.urther theory has evolved from Chief Justice 

Burger's dissenting opinion in Chiarella. This is the "misappropriation theory". Under

thi, theory of liability, the outsider's conversion of non-public information and the i -, 

use of that misappropriated information is sufficient to establish fraud in connection 

with the purchase of securities. One who converts non-public information entrusted 

to him in confidence has a dùty nof to exploit his informational advontage by 

purchasing securities in the market. The insider trading case law in the period 

following Dirks evidences the application of the misoppropriation theory as will be - . , 
discussed below. 

40 

r ... 



o 

. 0 

- -, 

CHAPTER III 

FOOTNOTES , 

1. H. T. Wilkinson, "The Affirmative Dufy to Disclose After Chiarella and Dirk3" 
(1985) 10 J. Corp. L. 581 ot 583. -

2. t 3 S.E.C. 373 < 1943). 

3.. Wilkinson, ~upro, note 1 at 583~ 584. 

4. 13 S.E.C. at 373, 374. 

5. Ibid. at 381. 

6. 73 F. Supp. 798 CE.D. Po. 1947). 

7. Wilkinson, supra, note 1 ot 584. 

8. 73 F. Supp. ot 802. 

9. Ibid. at 803. 

10. Wilk inson, supra, note 1 of 584. 

II. 99 F. Supp. 808 <O. Del. 1951). 

12. ibid. Qt 828, 829. 

13. Ibid. of 829. 

14. Wilkinson, ~ note' af 584. 

15. Ibid. of 585. 

16. 40 S.E.C. 9Q7 (J 961). 

17. Chiarella v. United States. IO~ S. Cf. 11080980); Djrkl!!. S.E.C., 103 S. Cf. 
3255 (198:J). 

t 7 A. 40 S.E.C. of 911. 

18. Ibid. af 912-

J 9. Ibid. 

20. Wilkinson, supra, note 1 at 585.~ 

21 • Ibid. af 586 • 

22. Ibid. 

41 

.. 



,·0 

• 

/ 
23. 401 F.2d 833 (2d CÎT. 1~68) (en band, cerf. denied, 394 U.S. 976 (1969). 

24. Wilkinson, ~ note 1 af 586. 

25. Ibid. 

26. 401 F. 2d at 848. 

27. D.C. L-angevoort, ttlnsider Trading and the Fïduciary Principle: A Post-Chiarella 
Restatement" (1982) 70 Cal. L Rev. 1 of 9. -

2B. t1.S. Bloomenthal, Securities Law Handhook, (New York: Clark Boardman Co., 
l4d., 198~ at 334 •. 

29. Ibid. at 335. . 

30. 495 F. 2d 228 (2d, Ciro J 974). 

31. 542 F. 2d 307 (6th Ciro 1976),.s!!!:. denied 98 S. Ct. 649 (1977). 

32. Bloomenthat, ~ note 28 at 335. 

33. 44 S.E.C. 633 (1971). 

J4. Ibid. at 633, 634. 

35. Wilkinson, ~ note J at 587. 

36. 44 S.E.C. at 644. 

37. Wilkinson,~, note 1 at .587. 

38. 44 S.E.C. ot 648. 

39. Ibid. at 651 • -
40. Shapiro, ~ note 30. 

4 t. Wilkinson, ~ note 1 at 588. 

42. l--angevoort, ~ note 27 ot 10. 
, 

43. Ibid. 

44. Ibid. -
45.. 565 F. 2d 8 (2d Ciro 1977). 

46. Ibid. at 9. .. ; 

47. Ibid. at 10. -
48. Ibid. -

42 

.. 



-

'·0 
,-

'0 

. 
.' 

;. 

. ~;.:.:....:- - --.. -- ~ 
, - ,--

-'1 --
., ,. . --

, 

49. Ibid. at Il. - r 
50. Ernst & Ernst Y:: Hochfelder, 425 U.S. 195, 96 S. C~. 1375 (~976). 

, - , 

51-. -565 f. 2d at 14. ' 

52. '100 S. Ct. 1108 (1-980). .. 
53. LongevO?rt, ~ t;lpte 27 at 3. 

54. 100 S. Ct. of 1112. 

55. 588 F. 2d l358 (2d Cir. 1978). 

56. Langevoort, ~ note 27 at 3. 

57. Ibid. at 12. 
~-

58. 100 S. Ct. at 1113. 

59. Ibid; -
60. -L~gevoor~, ~ note '27 ot 12. 

61. 100 S. Ct. at 1114. 

62. Ibid; -. 
63. Wilkinson, supra, note 1 at 590. 

64. 100 S. Ct. at 1118. 

65. . S.M. Bëck, "Of 'Secretaries, Analysts and Printers: Sorne Reflections on .Insider 
Trading" (1983-84) 8 Cano Büs. L J. 385' ot 389. -

66. Wilkinson, supra, 'note 1- at 590. 

67. Ibid. at 59 {. 

68. Ibid. - , 

69. Langevoort, supra, note 21 at 16. 

70. Ibid. 
,.. 

71. Ibid. at 17. -
72. 103 S. Ct. 3255 (1983). ., 

13. Ibid. ~t 3256, 3257. 
~ , 

: 
- . , 

14. 495 F. 2d 228. 

75. Beek, ~ note 65 at 391 ~ -

43 

,-



-,d 
·V 

" 

o 

'e·', 

~ -- -
--< . 

-- - - -

76. 103-5. Ct. 3261. 

, '77. Ibid. of 3262. -
78. Ibid. at 3263. -
79. rbid. -
80. Ibid. 

81. Ibid. 
, -

'82. Ibid. af 3264., -
83. Ibid. at j265. 

84. Ibid. 

85. Ibid. at 3266. -
86. Ibid. -
87. Beek, s~rQJ note 65 at 393. 

88. Wilkinson, SlDra. note 1 at 594. 
::.:;s;.:..;;:; ~' 

89. 17 C.F lIR: para. 240 14e-3 (1984). 

. ... , . . ~-_._., .. 
~~ -~ -~ :- -::;; ,-

.\ 
\ 

Il 

... . 

90. R.M. Phillips and R.J. Zutz, ftThe l-nsider Trading Doctrine: A Need FQr 
Legislative Repaît<" (1984) 13 Hof~tra L Rev. p5 at ?5. 1 

91. lbid. 

,92. Ibid~ 

93. R.A. Prentice, "The Impact of Oirks on Outsider Trading" (1985) 13 ~c. Reg. L 
J. 38 at 44. - ','" . 

94. ' T,he Institute of 

95. Phillips, ~ note 90 of 13. 

96. Ibid. af 74. -
97. Ibid. ct 76. -
98. Ibid. of 73. -
99. Ibid. at 82. 83. -, .. , 

JOQ" - Ibid. at 83. -
"-

• 0 



o 

~-. 

," 

--'i ," ,- '-

'-

- - .-J 
CHAPT ER IV 

CASE LAW DEVELOPMENT SINCE CHIARELLA AND DIRKS 

(0) INTRODUCTION 
, 

ln Chiarella and Dirks the Supreme Court answered in the '.;'egative the question 

whether liability for trading on the hasis of inside information waS grounded on the
O 

. concept of relative informational advantage. However J two issues rèmoined olive. 

poe question left open wos whether a person misappropriating and trading on the 

basis of inside information violated Rule IOb-5. 

ln ChiareIJa the majority did not consider the issue, QSserting it had not been 

properly put before the j.vry.1 Justice Stevens. in a concurring judgment considered . . 
the theory viable, but expressed no opinion either way..2 Chief Justice Burger in 

dissent" f~lt the issue had been properly before the jury,. and concluded that Chiarella 
. . 

" "working literait y in the printshop misappropriated -- stole to put Jt bluntly --

v~:duable non-.publtc information entrusted to him in the utmost confidence. He then, 

exploited his ill-gotten informatîonal advantage by purchasing secudties in the 

market. In my view, such conduct plainly violotès ss.IO'(b) and Rule IOb-S.,,3 

The second issue arose from the Courtls affirmation in Dirks in a celebrated 
" . 

footnote {number fourteen) t.o rits decisions, that in certain' circumstances persons 

norinally considered outsiders in relation to duties. ow~d to relevant shareholders may 

become their tiduciaries and hence insiders of th~se shcreholders. ' C;ons"equently, . , 
liability for trading 9n npn-public inslde inf~rmafion so received woold attach. 

" t 4. Under certain circumstances, such as where carporate Q 

information ia revealed legitimately to an Ulderwriter, 
accounJant, lo'!'yer, or consultant working for the corporation, 

" 
<1 
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fi' 
these outsiders may beeome fiduciaries of the shareholders. 
The basis for recognlzing this fiduciary dut y is not simply that 
such persons acquired nonpubl ie irtformat ion, but rather that 
they have entered into a special confidential r~lationship 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); l,;--re 
rnv~tors Man~ement Co., 44 S.E,C. 633, 645 (1971); Tri'rê 
Van Aistne, el.& Co., 43 S.E.C. 1080, 1"84-1085 (196"9J;Trl 
re MerrilL nch pierce Fenner & Smith In'C. 43 S.E.C. 93j, 

, ; a 0 erts . Wh en such a 
person breac es 15 1 uClary relationship, he may be treated 
more properly as ~ tipper thon a t-i]Spee. See Sha1iro v. Merrii! 
L~ch, Pierce, Fenner & Smith, Inc., 495 F.2d28, TI? (CA2 
14) (investment bânker had oecess to marerial informotion 
when working on a proposed public offering for' the 
corporation). Pw~ch a dut y to be imposed, however, the 
corporation must expect the outsider to keep the disclosed 
nonpublic information confidential, and the relatiof1ship at 
leost must imply such a duty." (103 S. Ct. 3255, 3262, (1983». 

This recognition of "constructive" insiders has been affirmed and applied in the 
, l 

lower Courts after Dirks.· As will be reviewed belGY/, the concept has been expanded - , . 
to render su ch parties "temporary" insider$., 

NSIDER TRADING AND MISAPPROPRrA TIaN OF INFORMATION 

(j) U.S.v. Newman(2d Cir. 1981) 

Th>~isappropriation 'th~ory of liability had its most significant expositian in 

wman case.4 
o -

The United States Court of Appeals, Second Circuit, on facts 

ous to those in Chiarella, held that a cri minai violation of Rule JOb-5 may be 
(5, • 

~ ___ ablished by an agent breaching his dut y to respect client confidences.5 

, ' 

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

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

Courtois, employees o,f two prominent Wall Street investment banking companies, 

Mor:gan Stanléy & Co., and Kuhn Loeb & Co., and ~o other parties were indicted by 

t~vernment. It was alleged thaï' between 1973 an~ 1978 A'ntoniu and Çourtois 

.- / misoppropriate .. fidential nonpublic information regarding proposed ,mergers and 

acquisitions fr~ their reSpective employ~r/. Further, it was arJeged that--r.:Jhey , 
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surreptitt~usly conveyed this inforll'fation to Newman who in turn passed it to the 

other two parties, both' of whom resided and operated abroad. 

Using secret foreign bonk and trust accounts, Newman and the others purchased 
'1 

stock in companies thç,Jt were merger and takeover targets of the clients of M()~gan 

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

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

As ili Chiarel'Ia the indictment alleged that the defendantst conduet in 
, 

misappropriating and trading on confidential information constituted eriminal 
1 

violations of s. IO(b) of the Securities Exchange Act of 1934, and Rule IOb-S thereof. 

However, the Department of Justice did not allege the gravamen of 'the offenee to be 

a fait ure t9 disclose, but rother to be a fraud cornmitted through Antoniu's and 

Courtois' breach of fiduciary duties owed to their employers, their employers' 

corporate clients, and the clients' shareho~ders.7 Newman was chorged with aiding , 

these two de fendants in violating those flduciary duties.8 

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

'succeeded. The Court decided there was no clear indication in law that Rulé IOb-S , ' 

extended to the non-insider violations of a fiduciary dut Y ow~d to an acquiring 
'h ' 

corporation in a tender offer.9 On Appeal, the Second Circuit reversed, expressly 

adopting the misappropriation thebry'left open by the Suprerne Court in Chiarella. 
, 

, 1 

The Second Circuit Court found that a violation of an employee's dut y to 

respect client confidences gave rise to a Rule 101>-5 violation wh en the employee 

traded on the converted information. 10 

,The Court estabtished three important tenets integral to ih.conclusiom 

(0) . in cri minaI or injunctive proceedings thé., fraud need nof be perpetrated 
upon the octual royer or seller of securitles to impose Rule IOb-S 1iability 
(this <lfiseS only in relption to a stilnding requirement wherf cm implied 
private right of action for damages IA'lder Rule IOb-S arises), 

(b) the frcud or deceit requirement of the Rule WQS clearly fovnded vpon the 
defendants' misappropriation of confidentiel information, a fravd upon 

: their employers and the employers' clients, 1 2 
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(c) the "in connection with" (the purchase or sale of any s~urity) limitation 
in Rule IOb-S 15 subject to flexible construction; deceptive proctices '. 
"touching" the sale of 'securifies ore enough. In Newman the sole purpose 
of the scheme was to purchase target companies' shares, and this nexus 
sotlsfied the Rule IOb-5 requirement. 13 . . ~ 

Of note is the Court's characterization of the froud by the er.nploYees of Morgan .. 
Stanley and Kuhn Loeb: 

'!By sullying the reputations of Courtois' and Antoniu's 
employers os safe repositories of client confidences, appellee 
and his cohorts defrauded those employers as surely os if they 
took their money."14 

., 
One comrnentator has noted that the Court "effectively added a new weapon to 

the SEC's antifraud arsenQI, thereby enabling it to police insider octivities" which 

otherwise would be unreachable under Chiarella." 15 As weil, the public opprobrium 

of criminal sanction was thought t~ instiJ 1 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 

en forcement in Newman wos seen as on assurance to the investing public that th~ 

wide incidence of insider trading suspect~d was to be checked. 16 

The' sorne comm~or expressed concern that in Newman the Court was in 

effect imposing liabm(y on '~utsiders on the theory of a " fraud on the source" of the 

information, labelling this os not a mere-definition of, but rather an expansion of the 

scope of Rule IOb.-S. This was thought not to be in tune with th~ philosophy of the 

Supreme Court as expressed in Chiarella. 17 However t the majority of the Supreme 

Court in -Chicrella left open the question of whether the defendant was criminolly 

lIable for his breach of dut y owed his employer and his employer's clients, as that 
1 

issue was 'lot properly before the jury ot trial. Chief Justice Burger in strong dissent 

would have foond Chiorella liable on the "misappropriotion theory". Therefore, the 

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

complementary to the remedy developed in Chiarella. 

, Q 
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Despite the initial misgivings of some commentators, ft was apparent that 

Newman's analysis was ta take hold not only in a nUll,lber of lower Court decisions (to 

be reviewed beJow) but more recently i.n the Suprerne Courtïtsetf. 
l 

(j j) . Sateman Eichler, Hill Hichards Inc. ~ Bel'ner (USSC 1985) 

ln this case recently decided by the U.S. Supreme Court, 18 inve:stors filed suit 

under federal securities laws alleging they incurred s}Jbstanial losses as a result of a 

conspiracy between one Loz<rro, a registered securities broker employed by Oateman 

Eichler, and one Neaudeau, president of a corporation, to induce them to purchose 

large amounts of that corporation's stock. The inducement was the divulging of false. 

and materially incomplete information atiout the ,company's ventures (regarding an 

illusory gold st rike in Surinam) on the pretext that it was accurate, inside 

information. 19 

The Supreme Court, affinning the Court of Appeals, Ninth Circuit 1 held that 

the alleged def~nce of "in pari delicto" (equal fouit) did not apply'"to bar a private 

damages action of the Htippees" in those circumstances-. InJesotving tllat particutar 

issue the Court balanced the rights of the defrauders and the defr-ouded, witll th~ 

need ta protect the investing public and the national economy. In doing so, it 

determined that while the defrouded "tippees" may have some culpability jn 

participating in the defrauders' "tipping" scheme, if did not amount to the 

"substantiallyequal responsibility" required to bar their action. Of signi ficançe was 

the Court's holding that fo preclude the suit would signifieant Iy Interfere with 

effective securities laws enforcement, and protection of the i~vesfing public.20 

~ore significantly for ovr purposes, the court went on to consider the olleged 

violation,of S5. 100b) and Rule 1Ob-5. White accep~ing the District Court and Court of 

Appeals assumptions of that liability, the Court revlewed ifs decision in Chiarella and 

Dirks. Without expànding the prindples of those cases the Court affirmed the 
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re",irement of a breach of the tipper's fiduciary dut y, and the requirement of a 

persona( benefit derlved therefrom, before the tippee may be liable.21 

However, the Court also noted and gave approval to its view ih Dirks that 

alternatively "a tippee ma)' be liable if he otherwise " misappropriate(s) or iJlegally 

obtaÎn(s) the information" " and proceeds to trade upon or cornmunicate it.22 It is 

submitfed that the Second Circuit Court's application of the misappropriation theory 

.. in Newman is compatible with, and supported by the Svpreme Court's reaffirmation 

of liability through misappropriation • 

. Of pertinent value has been recent commentar)' by the SEC on tfolis and other 

cases decided after Chiorello ond Dirks in a Report to the CongressionaJ House 

Commerce Committee in August of 1985.23 ln ordering the onnuol Reports, the 

Committee expressed its concerns thot Dirks might have adversely offected the 

SEC's successful prosecution of insider trading cases. The Report indicates cleorly 

that despite these initial c;oncerns, the SEC's enforcemenf programme has not been 

unduly hindered by the decision. This is in large measure due to the SECts pursuit of 

the·alternative grounds for liobility, that is, of misappropriation ond "constructive" 

insider concepts, alternatives opproved by the Supreme Court. To quote the SEC 

itself on this mast recent development, 

"By, in effect, endorsing prevailing judicial Interpretation of 
Dirks, the courtls opinion in Saternen Eichler should foreclose 
êi'flümber of the arguments madë in the post by defense 
counsel in Commission Enforcement cases and make It oolikely 
thot future 'court deçisions will interpret Dirks to narrow, to 
any significm! degree, the scape or-Insider trading 
proh ibi t ions. It 

OH) SÈC v. MateriClet al. (S.D.r-J.Y. 1983) -..-

The facts of this case were in effect Chiorellâ revisited.25 Materia was an . , 
employee of-a finoncial printing fkm, 80wne of New York City, Inc. (Bowne). Bowne 

prlnted inter alia proRosed tender offers for use by its corporate clients. As even the -- -
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hint of an vpcoming offer could send the target company', stocks priee soaring, 

sensitive information identifying these targets was blaeked out, to he filled in 'on the - ' 

eve of pvblicotion. As a Itcopyholderlt at Bowne~ who assisted in the proofreading of 
- ~ 

su ch drafts, Materia was able to diviik the identîties of at (eost four tender offer 

fergets between December 1980, and September 1982. In each case he purchased 

stock of the target company within hours of discovering its identity, and within days -

- after the offer had been mode public -- would sell his holdings at subsfant ial 

gains.26 

• The SEC filed an enforcement action alleging violation of ~ alia s. IOili) of 

the Securities Exchange Act of 1934, and Rule IO~5 thereU1der.~7 Significantly, 

the complaiflt alleged that Materia had misappropriated material nonpublic 

information frorq his employers and its clients. 

At the DIst1ict Court level, the Court found Materia had, in fact,' stolen 
• ' r 

confidential data from Bowne, which he t raded to his benefit. ln doing so, he had 

breaehed a fiduciary~ dut y at common law owed his employer, rather thon upon any' 

dut y to selting shareholders. Chiarella Gnd Dirks were thus distinguishable.2B 

However, the Court's finding "il)dicates an adherence to the principle of 

Chiarella and Oirks -- namely, that one with. access to nonpublic corporate

information cannot use such- in format ion to make secret profits.1I29 

By adhering to that principle, the Court affirms and indeed c1arÎ fies that 

application and consequent effect of the ChiareUa and ~irks opinions, but in founding 

liability upoo the misappropriation theory in cases such as Materia disciplines those 

who might otherwise be exempt from control. 
-

The -Second Circuit -offirmed the District Court in Materia, citing Newman with 

àpproval. ln giving further justi fieation for the use of the misappropriation theory of 

Iiability, and in answer to Materia's c19im that Bowne' suffered no herm as Q result of 
t 

his misappropriation of client information, the Court osserted; 
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"Among a finoncial printer's most valvable assets is its 
reputotion as a sofe repository for client secrets. By 
purloining and trading on confidences entrusted to Bowne, it 
con not be gainsaid that Materia I.Xldermined his employer', 
integrity ••• we are driven to the cQl}clusion that, ••• 
Materia perpetrated a fraud upon Bowne."J4_, 

ln noting that the Svpreme Court in Chiarella "did not disavow" the question of 

liabitity ,through misoppropriation, the Second Circuit affirmed that theory's 

compatibility with Chiarello and with Dirks as weil. The Court in its final words gave 

forcefut Iy ifs view of the low's intent: 

" ••• the question of Anthony Materia's Ijability was settled 
fi ft y years ago. Oetermined to combat frood in the securities 
market place Congress chose to enact a comprehensive yet 
open-ended stotutory 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 engage.d in by Anthony Materia.,,31 

, 

Nor, wou(d one equally submit, the activities of Vincent Chiarella. Materia is 

seen by the SE~ as a key decision, calling the Second Circuit's opinion "perhaps the 

single most important_ opiniQn in insider trading since th~ Dirks decision.'i32 The SEC 

noted the Second Circuit's view that the misappropriafion theory was not inconsistent 

with Dirks, ~nd further t~e important extension of the theory to found Ii~ility in the 

SECs civil enforcement cases)3 
" 

G (iv)' SEC Y!. Musella et al. (S.O.N.Y. t 984)34 

Newman was again applied in this -case, providing the bosrs for gronting a 

prelimlnory injunction against one thne, office manager of a large New York law 

flrm, Sulliwn & Cromwell (Sullivan). Ime, privy to nonpubJic confidential 
l 

information through his employment regording company clients of ,his firm, tipped 

information regarding tender offers planned by those clients to several persons 

{including the named defendont Musellçü. These other persons traded on tht 

information, QS did Ime. The securities traded were those of the target companies. 
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The Covrt noted that on the principle of Chiarella, Ihne as a tjpper must he 

found to owe, and have breoched, a fiduciary dut y t~ the shareholders and 

corporations whose securities were traded. The Court could not found such a dut y on 

the facts.35 

However, it acceded ta the SEC's submission that Ihne owed a f~duciory "dut y of 

silence" t.o the Sullivan firm and its corporate clients. Referring inter alia ta 

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

the Court concluded that, 

" .•• the general principle emerges that Rule IOb-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 dut y , regardless of whether that dut Y runs to the 
sellers of the securities involved. By endorsing the alternative 
"misappropriation" theory of Rule IOb-5 Newman • • • the 
Second Circuit gave tegal effect fo the common sensical view 
that trading on the basis of improperly obtain€d information is 
fundamentally unfair, and that distinctions premised on the 
source of the informatjon undermine the propt:lylactic i ntent of 
the securities laws.,,3 

Of note was the Court's consideration os weil that under footnote fourteen of 

Oirks Oiability as a constructive insider} Ime rnight weil have been thus 
. 

categorized.37 

(v) SEC-~ Switzer <W.D. Okla. 1984)38 

ln the judicial decisions rendered since Dirks, this case is the only one the SEC 

has ~ost. It was lost plainly on ifs p<J"'ticular and peculiar 'fact pattern which it is 

submitted defines the outer boundaries of insider trading liability. 

Briefly, Switzer was a well-known sports personality in Oklahoma, with various 

financiol interests in the oil and gos' industry. He allegedly overheard at a track meet 

O{le Mr. Plott, a corporate insider of Phoenix corporation, tell Platt's spovse of a 
," 
~aJ to liquidate the said corporation. This WQS heard days before the public 

aonouncement was made. This was clearly inside nonpublic information. and wos 
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CI found by the Court to be "materiaf"t i.e. that it would likelyaffect the investment 

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

Switzer and othen to whom he gave tHe information, purchased Phoenix shores prior 

to the public announcement, and profited by selling them thereafter.39 

Significant Iy, Plott had no shore in .the profits made by the defendant and his 

associates, nor were any of them insiders oside trom Platt. Switzer and associates 

were never employees of Phoenix, nor did they have any relationship of trust of 

confidence with it.40 

The Covrt consîdered Dirks applicGble to the facts of the case, giving it 

straight-forward application, without judically ncrrowi~g nor broadening the Dirks 

prlnciples. Noting that any dut y which Switzer could found to have breached must 

derive from Platt as an insider of Phoenix, ,the Court concluded thot Plott's discussion 

of possible liquidation of Phoenix by a certain date, to his spouse, was made only to 

allo~'her to arrange her home time schedule. Thus Platt was fOlA)d not to have 

_ breoched any fiduciary dut)' he owed to Phoenix. As Platt breached no such dut y, 

Switzer could not aCQuire ~or be liable upon a similor derivative duty. Any 

information passed by him onto his associates was therefore not in ~iolQtion of Rule 

IOb-S. Further, the Court found the even if lXIder Dirks Plott had breached his 
~ ---- -

fiduciary dut y by talking aloud about the companys inside QUoirs (which, it is 

submitted seems to be the more reasonabte. conclusion to dra"';), it could not he foœd 

that either Switzer nor hJs QssoCÎates knew or had reoson to know the inform(]tio~· 

received was material, nonpublic information disseminated by a corporate insider for 

an improper purpose.41 _ 

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

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

, elements of its case. The principles of ~ remained unchanged.42 
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o (vi) U.S. v. Read (S.D.N.Y. 1985) 
- , ~ 

This case, a cri minai prosecution, alleged foot the defendont received from his 

father, a director of Amax Inc., materlal, nonpublic information regording a potentiol 
( 

merger between Amax and onother company, Socol. Thi~ information was expected 

by the father to be kept confidential by his son. The son however traded in Amax coll 

options" on the information making 0 large profit upon announcement ..p.f merger 

negotiations. Fother and son were allegea in the Indictment to shore on intimate 

relotionship of trust and confideJ1ce antedoting the alleged disclosures.43 The 

allegation th us wos that the defendont misoppropriated the information from his 

father, an insidar. 

The District Court extensively reviewed the case law on misappropriotion, 

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

Hie securities is a prereqvisite to misappropriation liability, but that there must at 

least be a dut y of fidelîty and confidentiality to sorne person(s) "rooted in a fiduciary 
" 

relationship of trust or confidence between the rnisappropriafor and the person or 

entity to whom the dut y is owed.n44 

On the defendant's motion to dismiss inter olio' that port of the Indicfment --
alleging misappropriation upon breach of this alleged dut y between himself and his 

father, the Court denied the motion. It alJowed the indictment to stand, determining 

that the uftirnate question as J~ whether misoppropriation had occurred depended 

_ upon the facts supporting this olleged "confidential relati?Mhip". 1 The Court noted 

that ~\Jch did not depend 01.1 an express agreement but could be determÎned "where the 

evidence reveals. that conclusion to be in accord with the expectotions-and behaviour 

of the pcrties."45 Thus 

"'rI .......... .Jo- , 

"it remoins open to the Government to prove at trial thot 
Reed and hi, father were bound br on agreement or 
undcrstanding of confidentiolity, express or implied, or that 
sorne regular pattern of behoviour by defendant and his fother 
generated on the port of those two men _ a ~stifioble 
expectation of confidenfiolity and fidelity.,,46 

t' _ 
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As the SEC in ifs Report to Congres! has noted, the significance of Reed is in 

ifs application of the misappropriation theory to information obtained from an insider 
, -

of a corporation whose shores were traded; nor is the theory limited to cases of strict 

fiduciQrY duty. Finally, if was noted that for the first time the Court held that 

insider trading in options was subject to legQj proscription.47 

(vii) U.S, ~ Wil1ans (D.C.N. Y. 1985) 

This, ,again a criminal prosecution, provides valOable comment by the District 

Court upon the nature and effect of the misappropriation theory, and its consisfency 

with ~ as regardsJnsider trading liability.48 

The tacts are unusual. The de fendant was charged with others with 

partiCipation in a scheme to tra~e in secur~ties based on information misapproprioted 

from the Wall St~eet Journal (WSJ) •. Winans wos employed by the WSJ as a writer of 

a daily market gossip feoture, " Httard on the Street". The column highlighted certain 

stocks, Rroviding both negative and positive commentOrY and information~ thereQn, 

and took a point of view with regard to investing ~ those stocks. Winans, among . ~ 

others, testified before the Court that the column had an effect on the priee of 

stocks it mentioned. The information allegedly stole~ from the WSJ by Winans was 

the timing, tenor and tontent of these' columns before their publication. Winans 

condoct regarding the columns was ollegedly in breach of a fiduciary dut y owed to hfs 

employer, Dow Jones & Co., p(J"ent company of the WSJ1. contrary to inter olia, Rule 

1 Ob-5.49 

Briefly, Winons deliberat1Y arranged with one Brant, a wealthy ?~d weJl-known 

broker, to leak the 'IHeard" columns (theit timing, tenor and content) to Brant prior 

to their publication. Brant would then trade ir:! specified securfties armed with the 

column's information.50 While the initial attempt at' this schem~ brought in a loss, 

the subsequent prior release to Brant of sorne twenty .. seven articles resulted in net 
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profits of almost $690,000, Qmong a number of participants. Subsequent discoveryof 

the scheme brought Winans and others before the New York Distrkt Court. 51 

ln extensive reasons, the District Court considered the nature and application 

of the misappropriation theory, upon which the-U.S. governmeryt bosed ils case. 

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

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

clients <tender offerors in those cases). In view of the Winans court, the third port~es 

who were defrouded in Newmdn and Materia were only incidental to, and not 
. 

essentiol elements of the application of the misappropriation fheory.52 

The Court .also concluded that the theory did not require ·that the victim be a 

buyer or seller of securities. / 

T ~ the defendant's argument that Dirks was the controlling case ( which if 
.-. 

applicable would\hove folXtded no liability upon Winans, os he was not a femporary 
- \ 

insider, owed no dut y to the cQrporafions he wrote about, nor was a tippee of any 

corporate inside informat!on), the Court simply osserted that, 

" ••• the duties that Oirks addre~sed are not ones under 
scrutiny in Newman, Ma1ërTëï or here. J Dirks simply did not 
adc:ress the misappropriation theory;, the-roort haying found 
thot Dirk~ d~d not. "misappfoporiate or illegaqy ohtain 
informat ion". 5.. . 

. Here, the Court noted thot employer/employee fraud was' the focus, an entirely 

different relationship that that ot issue in ~.5Z. 

The Court pointedly asserted as weil thot the misappropriation theory did not 

resurrect the "parity of information" theory the- 5up:eme court rejected in Chiarefla 

and Dirks. Referring to Professor Brudney's wo~k on _tf:\e area, the Court defined that 

theory essentiolly to aver "thot 011 investors:shovld have relatively equal OC cess to 

material informati~ in order to preser:e ~h~ market's integrity.~5? As- regàrds the 

misappropriation theory of liability, the Court affirmed ifs çonsistency with Dirks in 

thot the focus of the theory "is not whefher the defendont had a!, informationol 
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odvantage that others could not legally obtain, but on how the defendant :gained t~e 

odvantage, which must be' fraudulentl'y_"56 This focus opon ~du'Ct according to the 

Court \vos the e..sent ial focus of the Sopreme C~rt's ruling in Dirks. Thot Court 
, -

1000ed to whether the insider :personally benefitted fro~ the disclosure, and such 
• ~ 1 & ~ 

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

dut Y t~ shcre~lders.57 
, 

ln ail the circumstances of thé Winans case, 'the Court conclude~'his condllct to 

be fraudulent upon the WSJf 
, . 

"Whot mode 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 t~at know~edge. He knew that these columns were 
Uke(y to affect the priee o.f the stocks to hts benefit. This is 
trua even if he had 17I0t known of a written poliey; he had 

,knQwleqge of a Wall Street Journo'l, practice, that is, ÇI rute of 
condUct., which makes' this a clea preach of a fiducfary 
dut y .1t5ts . ' 

The horm to WSJ was that the "fraudulent toking and misuse of the confidentlol ' 
~. 

information stolen fr?~ O.t) place~ immediately in jeopardy probably it~ mas! 

valuable asset -- ifs reputation for fairness and integrity_"59 

Win ans was -thus fOlKld guilty of (a~TlOng other' charges) securitie~ fraud by 

mi~op'propriating mate.riol non-p~blic informati6f1~~o~ the WSJ.60 . 

With co-defendanh From trial (one Felis, and one Carpenter), Winans appealed 

to the Appeals Court, Second' Circ,uit.61 He contended, inter .ali<;I, that he could not 
. " 

be held Hable for Section 100b) and Rule IOb-S violations of the Securities Exchange 

Act of 1934 because he was not a corporate inslder or "quasi-insider" ànd did not 

-misappropriate ~ateriQI non-public information From such insiders or "quqsi-insiders.1t 

The Court rejected Winans' ,appeol and confir",ed that "Section IO(b> and Rule 
, . 

1Ob-5 proscribe an employee's unlawful misappropriation trom l'lis -employer (a 

f!"oncial newSfl<lPer) of material non-pubtic information in the form of the . , 

- ,newseaPer'~ forthcoming,p~blication schedule, in coonection ,with a scheme ,to-

, . 
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purchase and sell securities to be analyzed or otherwise discussed in future columns 
.\.' 

in that newspaper ••. "62 .;. 

"" The Court emphasized the underlying pu~pose of the securiti-ea..legislation it was 

charged with interpreting: 

"TJçje fairness and lntegrity of conduct within the securities 
markets is a con cern of ufmost significahce for the proper 
functioning of our securities lows. In broadly Il proscribing .
"deceptive" proctices in connection with the purchase or safe 
of securities pursuant to section IO(b) of the Securities 
Exchange Act" of 1934 Congress left to the courts the difficult 
task of interpreting legislatively defined but broadly statèd 
principles insof or as they opplX in particular cases.,,63 

The Court revièwed the arguments Winans and his co-defenoonts put- forward, 

and confi?m~d the effeciiveness of the misapproprÎation theoryof liability. 

"The core of appellants' argument is that Newman and 
Materia are inapposite because in those cases the information ,.
WQS mÎsappropriated by emptoyees who owed a dut y of 
confidentiality not only to their employers, but olso ta their 
employers' clients, the corporations whose securities were 
traded. ln' other words, appellants argue, the mjsappropriation 
theory may be applied only where tb: information is 
misoppropriated by corJ)"orate insiders or s6-colJed quosi
insiders, Oirks v. SEC, 463 U.S. 646,.655 n.14 (1.983), who owe 
to the corporation and its sharéholders a fidu.ciary dut y of 

, ab.stent ion or disclosur-e. Thus, appellent s would have us hold 
-" .~ that - it wos not enovgh that Win ans breached a rduty of 

confidentiality ta his employer, the Wall Street Journal, in 
misappropriating and trading on material nonpubljc 
information; he would have to have breached a dut y ta the 
corporations or sharehotders thereof whose stoc\< they 
purchased or sold on the basis of thot informat ion. 

Appellants reod Newman~ Materia ~nd Interpret the 
misappropr.iation tneorYJoo ncrrowly. Notwithstanding the
existence of corporate clients of the employers in Newman 
and Materia, the misappropriat ion theory more broadly 
proscrÎ6es tFie conversion of "insiders" or others of material 
n~':publiè inf0f.n1<;Jtion În connection with the purchase or ,die 
o\.~urities."6 , -

Of note'ore the Courtls comments on the effect of Di)~S as regàrds the 'Courtts 
, ~ '" .------.. 

generoJ development of alternàte grounds 'of Iiability: 
1J 

"Althoug, Dirks disapproved of cerfain trqdirig b~ insiders or 
quasi-insiders-wlio 'owe a fiduciCl"Y dut y to investors, courts 
ore nof thereby coostr~ned from recognizing other 
misconduct. T 0 give ~ such prec1usive effect would 
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suggest that one application of a statute cannot, admit of 
anotner application not raised in the first case. As the district 
court correctly stated, n(j}t is not accorate to say that Oirks 
wrote the book on insider or outsider trading; it wrotëOiië 
chapter with respect to one type of frauulent trading." 612 F. 
Supp. at 842. Irdeed, the chapter thot Oirks wrot~ der ives 
from prior jurisprudence in which "fine distinctions and rigid 
classifications" were apptôpriateJy foresaken to facilitate the J' 

recognition of significant doctrinal reasons.; for holding 
members of particular, even if new, groups liatfle. See ln e 
Cod);, Roberts & Co., 40 S.E.C. 907,911 (1961) Clia a aty no" 
restricted to "traditlonal" insiders such os officers, directors 
and controlling stockholders>, cUed approvingly in Dirks, 463 
U.S. at 653. Civen the broad, remedial purposes of the 
securities laws, the Suprem~ Court has·nrèpeQtedly recognized 
that securities Jaws combatting frajJd ,should be ëonstrued 'not 
technically and restrictively but flexiq(y,.n65 

',," 

ft is apparent tllat the Second Circuit Àppeals Court was concernea to justi fy 

its rejection of Winans appea! not only on ifs own view of the law, but as a view 

apparently in accord with the intention of the Supreme Court in Oirks not to allow 

technical defense to win the day. Thi~ is on important ~ffirmotion of Materia ànd 
. 

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 Cour,t's' OJ;>prqval of the place, in 

_ insider trading ju~isp~udence of the mlsappropriation .theoI"Y,' it is submitted that the 
, , 

development of that theory il;l t~e cases has been compjemen~ary to, and consistent 

with the Suprerne Court's viewof Rule lOb-Si, The pOsition ca!" be no better stated \. 

thon by a th~n Staff Attorney with the SEC, H.T. Wilkin~n: 

"!!'The affirmative dut y to' disclose under rule IOb-S is 
alive and weil.· Dirks and 'Chiorella reaffirm that insiders and 
quasi-insiders have an affkmotÎve dut Y to disclose, wh 
trading in their company's. stock. The Svpreme Court's r nt 
decisions aise reaffÎrm ,0 concept advanced bath' the~ 
éommon law minority rule. cos es an~ in early interpretati "s of 
IOb-S: the affirmative ~uty to disclose' Tests upon fiduciary 
notions of trust and' loyat,t.y. which proscribe the use of 
norlP';'blic ,informatJon by an ins1der and one with access to 

~ such informatJon, fQr ,-personal benefit. ln light of this 
interpr-etatioo; the ,misappropriation thedry, is, consistént' with 

. the Svpreme Coùrtls -readrng or 1Ob-5. The misappropr.:iator· 
also ,breaches d~ties, of corporate trust and' to~lty to his' "'; 
employer when he US(!$ information intended $Olely for . \ 
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Jegitimate business pvrposes Jo reap secret profits. In Iight of 
the Svpreme Court's emphasis on Ca~, Roberts, with its 
formulation of the acscess test, it wour not seem ta matter 
from whom the misappropriator receives information. The 
violation of IOb-S occurs when one usurps nonpublic corporate 
information in violation of official duties ana then trades in 
renance of sueh information for persona! gain."66 

INSIDER TRADIN<; L1ABILITY -

"CONSTRUCTIVE" OR "TEMPORAFiY" INSIOERS 

, As has olready been noted, the Supreme Court in Dirks~ posited ,in a footnote 

reference (number fourteen), that with respect to its f inding of liability upon those in 
, ~ 

'breach of fid~ary d\Jties, that certain persons working in sorne capacity for a 

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

". 

... where those persans have entered into a speci,al confidential reLationshil' in the_ 

, . 

conquct- of the enterprise's business, and have been given access to information of a 

nonpublic, corporate-purpose choracter, those persans become "constructive" 

insi ders. 6 7 It nas been pointed out that whe~ this opinion was announ<;ed, then 

J:;.ereral Counsel for the SEC haiJed thé decision for giving the Commission "a 

voluable new tool" through the Court's "theory of the çonstrvctive insider".68 This 

new tool has not oppeared os usefùl to the SEC's enforcel)1ent proœedings as the 

misoppropriotion theory has, if volume of cases decided is an indicotor. I-Iowever, the 

Courts have utilized the constructive 1nsider theory, preferring the appellatio~ of 

"temporar y" insi der. 

(0 SEC v. Lund (C.D. Cal 1983) ---
The SEC brought this action under Rule IO~5 against the d~fendalt for 

, 
purchasipg shores in ,a publicly traded company, P & F Industries (P & F') after 

receving material nonpublic information regording P & F entering inta a jojnt-~enture 
1 • 

with anot~er larger: company. This information allegedly came trom a long-time 

frlend and business associate, one Horowitz. Horowitz was 9 P & F insider~ Lund, 
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President of a company s:;olled Verit, received the information from Horowitz, a 

Board Member of Verit, who was ~nquiring as to y.rh«her Verit woufd be iflterested in 

providing capital investment for the possible venture. Instead, of ter hearing of the 

Ïikely date the venture WQS to go through, Lund personally bought shares in P & F, 

$v~sequently moking a 'large profit when the priee rose following public 

annou(lcement of the joint venture.69 

ln linding Lund liable for his trading in P & F, the Court first determined the 

information to be material,.non-pubHc and that Lund knew thot the information trom 

Horowitz was such. The core issue vias wnether Lund's fait ure to disclose the 

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

RuJe 1 Ob-5. Keviewing the pertinent cases, the Court rloted Dirks, 'and footnote 

fourteen thereto.70 The Court concluded trom thot reference, thot su ch perspns 50 

found to be "insidersll covld be co lied "temporary insiclers")1 Assuming the duties of 

on insider tempororily, by "irtue of the special relationship with the corporation, they 

becorne Hable for trading on the basis of nonpubJjc information received in thot 

relationship.72 
, . 

The Court in Lund's case conc\uded that he was a temporary insider of P & F 

when he ttaded on the basis of the information concerning the joint venture. LlKld 
,4)-

and Horowitz were old friends and more important Iy old business associates who 

often exchanged information about their corporation. liorowitz sot on the Board of 

Verit. It was pecaus'e of this special relationship that Horowitz .told Verit through 

LlIicl of the joint venture. The information was made ovailable to Lund solely for 

corpQ[ate purposes. Finally, the tWQ men's relationship _was such that there was a 

cle~ implication that the information was to be kept confidential. In these 

CÎrcumstances Lund knew or should hllve known that the information he received was 

, conflden'tial and had been disclosed only~for legitimate ,çorporote purposes.7~ 
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ln thîs case then the alternàtive ground of liabiHtyos a "temporary insider" was 

estabtished. Thus one who if was possible to all.ege was a "fippee" without the 

derivative dut y in Oirks could on the ,facts be choracterized a "tipper" and be Hable. 

(iO SEC ~ Gasp,ar (S.D.N.Y. 1985) 

On the facts of this case, the Court Joynd the defendant. Hoble on the 

misappropdation theory, for a breach of his dut y to his employer. However, thè 

Court olso concluded that the de fendant could be considered a Htemporary" insider of 

" 
the company he represented on behalf of his employer, who wos intending to acquire 

another target company. 

It is the Court's findings os ta his "temporary insider" status thot ore of 

interest. Gaspar was employed with an j'nvestment bonking Finn, Oaird, <1S inter alia 
-~ 

an oil industry analyst; on b<!half of Boird he represented DKM, a company interesfed 

in acquiring an oil company, Clark. In that capoc if y, Gaspar received certain 

information from DKM which he knew ta be confidentiel. Shortly put, Gaspar 

imparted important information regording DKM's position on acquiring Clark to a 
• 

cotleague who then traded upon the informat ion. 74 The Court reviewed footnote 

fovrteen of the Dirks decision, and also had Lvnd to follow as 'weil. The Court fOU1d 

Gaspar to be a "ternporary 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 'owed to both 
Baird and DKM during the relevant time.,,75 

'~s. for the "personal gain required under the Dirks rule, while Gaspor himself 

mode no monetary gain, the Court held thaf l)e gained a reputational benefit From hi! . ' . 
colfeqgue in the discussions thaf ensued once the information was giyen. At thl very 

leGSt: the Court found the disclosvre to be a gift within the ~ case.76 
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o (d) RECENT DEVELOPMENTS ·IN fNSJDER TRADING 

(U SEC v. Levine (S.D.N.Y. 1986) .--
ln thi, r~-ent c~e the SEC alleged in ifs complaint fiJed May (986 that Levine, 

~ 

on investment banker employed as a mergers and acquisitions specialist, secretly 

purchased and sold securities of some fi ft y-four companies over a five-year periode 

The transactions were arranged through a Bohamian bonk occount)7 

As a result of his scheme he Qllegedly earned an estîmated $ (2.6 million in 

ilficit profits. 

ThiS case did not go befor-e the courts. Levine submitted an OHer of 

Seftlement accepted by the SEC, which WQS confirmed in New York District Court 

June 5, 1986. Without admitting or denying the SEC "ollegations, the defendant. 

agreed to the entry in Court of a permanent injunction against future violations of 

the Gntifravd provisions. Further, he agreed to repotriate and disgorge 011 monies on" 

deposit at his Bohamian bonk to weil over $10 million. 

The ~llegations of the SEC were contained in a civ,iI injunctive action filed in 

May 1986 in the U.S. District Cqur,t for the Southern District of New York. Levine 

(with his BohamiQn broker one Meier and two companies Levine created to further his 

scf"!emes), was alleged to have violated the anti-fraud provisions of the SEA of 1934,. 

Section 10(b) and 14(e), and Rules 101>;-5 and 14e-3 promulgated thereunder. 78 

ft was charged that Levine made his enormous profits throogh the systematic 

betrayal of client confidences. The Commission alleged Levine came into possession 

of material non-public information concerning mer~ers, tender offers, leveraged buy .. 
, " 

outs and other extraordincry corporate transactions that would greatly increase t~e 

priee of the securities involved.79 Further allegations were that: 

"Levine lecrned of these impending transactions, in many 
cases, through his employment as an investment ban~er whose 
firm h,ad been retained ta represent one of the corporations 
involved ln the subject transactions. The Gommission <llieges 
that Levine,. in willful" disregard of his dut y not to trade or 
comm~icQte _the information he received to another who 
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"would trode, repeatedly placed orders for accounts in the 
_ n<li'i'RPof Oiamond t OH and tGl through the Institution for the 

purchase of the securitles in question before the public 
dnnouncement of these extraordinory corporate 
transactions."OO 

1 T 

As Levine entered into the Offer of Settlement with the SEC, this precluded a 

direct finding of liability. It is, clear that in his position of trust (which included of 

the time of the investigation his ~ing a Manoging Director of Drexel Burnham 

Lambert Inc.), Levine was Hable as the traditional insider to his maÎn employer and 

ifs clients, and al50 "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 reaction of lorge institutional investors on Wall Street of , q 
~ 

which he was a part. The first senior banker brought up on insider-trading charges 

and 50 effectively caught thereby, Levine's déterrent effect on those of like mind, 

but with less grandiose schemes, may be considerable. 

(ij) SEC ~ First Boston Corporation (S.D.N. Y. 1986)81 

ln this recent case, one of Wall Street's premier investment bonks, First Boston 
, 

Corporation (hereofter "FBC") admitted that it had turned a $132,~eO profit, by 

trading in CIGNA Corporation securities of t'er confidential information entrusfed 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 J 934, but consented to entry of 0 

. ' 

Final Judgement of Permanent Injunction and Other Relief requiring the 

disgorgement of the above-mentioned profits.82 

The lads indicate that FBC's procedures as regarded internat protection of the 
, , 

confidentiality of restricted corporate information ,trom its own trading branch were 
~ 1 

inodequate. 
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On January 20, 1986, the Treasurer of CIGNA Corporation (hereafter "CIGNA") 

contacted a managing director in FBC's Corporate Finance Depa-tment and discussed 

CIGNA's consideration of increasing ib property-casualty loss reserves by $1 to $1.5 

billion. At that meeting, FBC investmert bankers realized that such action could 

odversely affect CIGNA stock priees. Aecprdingly, the CIGNA information was 
. , .. 

properly recognized as sensitive and FSqs legal depQ"tment added CIGNA.to FBC's 

"restrieted Iist". Under FBC's procedures, that meant, inter alia, that CIGNA's 

securities were not to be traded on FBC's oceount~83. 

On the 29 January, 1986, an FBC managing director in the Corporote Finance 

Department was informed by CIGNA's Chief ·Financial Officer that the corporation's 

Board would announee the diséussed addition to the loss reserves on 30 January, 1986. 

l' Such i.nformation wos conveyed to FBC in confidence, and in the context of an 

inv~stment bonking relationship between CIGNA and FBC. 

The FBC mon?ging director informed one of the firm's research analysts of the 

impending decision; that analyst· in turn told the head equity trad~ of FBe, who, 

although in possession of FBC's restricted Iist, did not review it but instead ordered 
• • J 

tha' Q FBe trader sell sueh CIGNA securities as were owned by FBCln anticipation 
, 

of a sharp decline in their priee. The end result of trading by FBC on CIGNA's 

securities before the January 30th announcement ~ere the profit~ of $132,000 noted 

above. 

The disgorgemenf of those profits, and a $246,000 fine under the Insider Trading 

Sonctions Act of 1984 were the penalti~s i~posed o~ First B~ton CorporaAon.84 
, " 

This case iltustrafes haw cruciol the maintenance of confidentiality of insider 
. 

information ÎLw.itlful major institutionol investment companies. While certoinly not . 
in the category of the plonned and deliberate viol~tions of Levine, FBC's lack of 

~
Yi~9 due atlenlion 10 iIS.?WO e,;,ployees'. oetivilies r~garding 1 rodlng on 

fidential information resulted in what was nevertheless a violation of insider , 
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trading rules. The maintenance of a strict internai division in such investment 

institutions between personnel who dE;ol in IXld~rwriting and ~rporate manoeu~;es 
and personnel who sell securities (creating what is termed "the Chinese Wall") was 

Ulderlined by the FBC inCid~ . e 

(j i i) U. S. v. Solomon et al. (1 986}85 --------:-
As yet to be reported, this ease involves those members of the financial 

community employed in "arbitrage" - traffie in bills of exchange or stocks to take 

advontoge of dif ferent priees in other markets, which moy al50 include the practice 
- h . 

of switching soort-term funds from one Investment to another to get the best return. 

On Wall Street, tlarbitragers" deol moinly in takeovers to make their profits, and have 

been descJj..bed as "~phisticated market players (who) ore not traditionol "insiders", 

but their stock in trade is informatio~. ~hey have. : :"sophisticated ne~works" that 

of t,en include barîkers, lawyers, and executives wh~ ~e privy to inside inf'ormaion.ttS6 

It is of interest that arbitragers were cuJtivated by Levine, and that the SECts 

invstigotions recently resulted in the U.S. government's _ indictment of two 
, 

arbitragers, Andrew Solomon of Morcus Schlon & Company, and Robert Solsbury of 
.. 

Drexel Burnharn (the latter company levine's employer). With three other 

defendonts, dubbed the "Yuppie Five", theyare alleged to have profited trom trading 

on confidentiol information stolen from the law firm of one of the defendants, who 
. . 

tipped such information to the arbitragers. That information deolt with expected 

takeove'rs, and part of the. tokeover specialist's armoury includes destabilization of 

the takeover target by channeling ifs shores into the hands of arbifragers.87 

T!jê Solomon case marks the 'first intrusion by the SEC into this specialized 

group, which views itself as a tip-oriented business. Charging arbitragers breoks new , 

ground for traditionaflty they hove seen themselves to be tippees and "essentiolly ••• 

out~iders with no fiduciary or other obligations to companies whose shcres they boy 

or sell. tt88 
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Solomon ond Salsbury have entered gl!ilty pleas in the case and are still to be 

sentenced.89 While awoiting further details ta be reported of their pat in the 

scheme alleged, it remoins to~ he seen whether th~ SEC wUI be able to successfully 
, --

prosecute such arbitragers upon bases other thon those fot.Xld in the fiduciary-

r.elatlonship rule of Dirks. 

Finally, it should be noted that in the wake of the Levine investigations a new 

development in privote legal remedy for improper insider trading will soon be tested. 

A damage suit hos been broug,t by Litton Industries Inc. (heratter "Utton") ogainst 
, \ 

Levine on the grolKlds that his manipulalion of !tek Corporation stock, prior to 

Litton's announcement of a substontial tender offer for ttek in January 1983, 

"artificaHy inflated" that stock's price. 90 Ctaiming that as d'lresult the corporation 

was forced to pay "substontiolly more" for Ifek thon if otherwise would have, Litton 

is seeking thirty million dollars in damages.91 

- ~ 

What success Lifton will have must, of course, await a Court's ruling. It hos 

been noted that securities lawyers feel Lifton will have difficulty proving thot 

Levine's insider trading was materiolly responsible for driving up the priee of stock 

and tender offers re Itek, os tjle takeover hod been rumored widely for months prior ~ 

to its announcement. 92 

What provisional conclusion con be ma~ "regarding lhe legacy· of Chiarella and 

~? Many predicted dire cori~~nces in terms of the SEC's expected inability to 

enforce insider trading re'1ulations due tb - the restrictive principlé of Iiability 

espoused in these two cases. 

It is instructive to note thdt despite these fecrs, the SEC has been able to 

regulate effectively, utilizing alternative grolKlds Qf Uability. T~at is, the subsequent 

development of case law has not l?een throug, the .'qppli cat ion of Chiarella and Oirks, 

but rather has evolved into two al'tern<ltive modes of fOlKlding liabiHty on insider 

troding ~ the Oirks "construètivett or "tempofary" inSider of footnote fourteen, and 
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the application of the misoppropriation theory. Thus, white the corporote fiduciary 

theory. of liability in Chiarella and Dirks remains unchallenged, these two alternative 
.... - , . 
theories of liability continue ta evolve. The balance to be struck among these 

appa-ently competing theories of Iiability will be convassed in th)! concluding 
" 

Chapfer. 
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CHAPTER V 

ANAL YSIS OF RATIONALE Or INSJDER TRADING RgèuLA TlON '<'\, , 

INTRODUCTION 

The Ivre of insider trading is ~lwoys ther~. ihfo;matiorl Îs the {nost ftpreci~s . ~ , \ .. \ ~ ~ 

, ' 
commodity" ,on Wall Street and odvo'nce infor~otion ,of "tomorfow's merger, t~nder 

, . ' 
, \ 

" ( . 
offer, or sensationally'good-or-bad earnings re~rt: oHers a ~ut to riches that is 

" , 

growing irresistible".t Insider trading is a sympt6m,of very ~xtreme competition for 

information that goes on in the market place. Henry G. Manne, author of Inside( 
, . " 

" 

Trading And The Stock Market,2 'commented . .on ,the significance of such market 

information: 
" , 

"In man y ,'espects, the entire stock markef IS Q cor'ni:>tex 
<rr.angement for the marketing of information. Ir, an 
investment market characterizèd by greot risk, ct high, 
premium will normally be paid for relioble information. •• As \ 
a market is subjected to more uncertctintYt information' obàut ' 
the possibility of chonge ~uid its actual occurrence beèome \ 
more valvable. The different amounts ,off profit of different 
individuals will reflect thejr different., degrees ' of. 
sOphistication and the reliability of fheir information. Tbe,' 
stock market is, par excellence, the orbiter Qf the value of 
information.,,3 , '\ 

~ . 

, ,. , 
The extent to which insider trpding should be regulated depends very, much (;>1'" 

, . 

'your theory of how the morket place ought to function. Those - who believe in 

maximum market efficiency want the least regulatory interference with thè' .flow of 
o , , 

information. Those who argue for fairness in the mcrkef place want regulation of 

in5tders with acœss to information that Is l'lot availabJe'to other investors. There ore 
~ .... <- ~ -..... (J ... 

the competing interests of lapge, institutional investors vèrsu.s the interests of small, 
1 
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indiviclool investors. T 0 whot extent should insider trading ~ regulated? ln this 

chapter we will examine the opp,osing views. The present Chairma~ of the Ontario 

Securities Commission' has commented t'hat: 

"The scope of the rule that one opts for' in' insider fradin9-
depends UpOli the rationale chosen to justify its prohibition.n4 

fi " 

With this in rnind, we will DOW examine the various rationales for the regulation 

or de-regulation of insider trading. 

" 

'(b) ARGUMENTS AGAINST THE REGULAriON OF INSIDEK TRADING 
'-"" JItt 1 

(0 Insider Trading as a For", of CO~F'ensotion for Entrepreneurja~ Activity= 

Henry Manne, proponent of this theory, advocates unregulated in~ider trading os 

an appropriate form of compensation for entreprenellrial activity. 
, . Manne" 

distinguishes entrepreneurs,trQ.-ro.. cQpital ists, ~ho risk their \inoncial resources, and 

" " flKl(lagers ~ho do the pr ·ctable.~ 

"The dynq ic, radical, destructive competition of, new 
products, ne rnethods or ne:g organizations (are) ail ·thé 
hardwork of e ent repreneurs.". . 

" ' 
Manne views insi er trading as a reward for the entrepreneur. In his vi.ew, 

rewards of bonuses 0 stock options Iimit the employee to a "specifie reward no 
1 

matter how grect his innovation.,,7 There is no su'ch 'limitation on the effectiveness 

of insider trading os compensation: 

"Insider trading meets ail the éonditiorls for appropriately 
compensating entrepreneurs. It readily allows corporate 
entrepreneurs to market their innovations. As we have seen, 
this is not Q direct mlB"keting of the idea but rather a "sale" of 
information about an innovation. Thus, olthough we do not 
allow entrepreneurs a direct propriefary ipterest in their 
'ideas, we con allow them recovery for their ideas by 
permitting them to exploit informdtion about the existence of 
the ideos.in Q market ~sed primarily on information."S 

, 

A valid criticism of this theory and one that, has been voiced by' several 

oommentàtors is that irlSider trading is hcrmful becausé it creates a "moral 
, , 
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hazardtl9 by allow!ng insiders t~ profit on ~d news and by permitting 

management to be rewarded for faitures: 

, , "There is no.·reason whatsoever to give extra compensation ". 
. eoch time management scores a signifieant, faiture, and every 
reason to bar anything which could dit ute the in ce nt ive to 
avoid faitures, even if one allow$ thttt trading profits are ' 
probably far from sufficient to induce the affirmative cre9tion 
of fallures. Further, insider trading on bad news ",creates the 
sa]Tle problem Il as trading on goOO news in terms of stock 
market performance, except thm there is an added dimension: 
insiders ore able to eose out of thejr investment 5 whilst 
sfockholders are lèft to hold thè baby." lU 

Ir 

(ii) lnsider Trading: Economie Considerations - Improving Priee Performance 0 

" . 
ln Stock Market 

J' 

" Manne calls for an economic consideration of insider tradiog. He argues that 
o 

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

continuity in the market place as price changes between consecutive transactions 

.would be graduai whereas if insider trading is bcrred th~re will be sudden priee jumps 

-on public disclosure of information. Thus, pers ons trading on inside information have 

a positive influence on prices in the market place.! 1 

"Manne's theory depends on the notion that insider trading will 
drastically improve price performance ln the stock market by 
causing prices to reflect underlying values more accurate~ 
and initiating graduai rather thon sudden price movements.,,1 

\ 

The same commentator recently has referred to an empir,ical study which 

indicates that such market impact is' in fact unsubstantial. 13 Professor H. Wu, 

in ·Co~porate I;"ider T~ading ln The Stock Market 191'-1961"14, fou~d tha! the 1 

. ,total market transactic;>ns by 011 insiders in their corporations' shores amounted 

to only one percent of the total New York Stoèk Exchan~e volume 15 and 

further that: 

"There is no indication ,that public trading, volume was 
offected by insider trading. Thus, substantiol i::lBOct of 
insider trading on stock priees coul~ not be expected." ~ , 

, " 
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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, inve:stment 

analysts in their search for relevant market information, follow.lnsider trading. 

reports closely. 

Another contention of Manne is that de-regulation would not ~ignificantly harm , 
investors. 17 This is a theory that is e)Çpres~d by other· eoonomi.sts, and acodemics 

1 r. , 

such QS Professor Michael P. Dooler .18 

Gin Insider Trading - Who Is+tarmed?/Ineffective RégulQtion 
, 
1 

Dooley ~serts that a correct assessment of the .demand for insider trgding 

prohibit ions' determines "not only the quant i ty of the 1 enforcement but al50 .the 

legitimacy of the substantive regulation ifself .,,19 Inves to;s .must be the primary 

be~eficiaries of insider trading regulations 

regulatÎon".20 Dooleyosserts,that: 

"to ~vstifY the existence \. the 

(Q) The legal sy~teîTl has been ineffective in regulafing insid~r trading; 

Cb) To' regulate insider trading - the demand for regulation ml..'st be derived 
from direct or. indirect harm that insider tradin.g causes 'investors; 

(c) The Courts and the SEC have exceeded their authority under existing 
, securities laws .since evidence demonstrafes that insider trading does not 
harm inves~ors.ll • 

Dooley reviews the incidence of insider trading enforcement and finds that 
" 

there is a low rote 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, 
l' • 

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 Iimited re50urces for enforcemem, insider trading has 
certain charocteristics that place it low on the SEC's 1ist of 
priorities. T 0 faeil itate discussion' thus far, the offence of 
insider ,trading has been sketched with c1ear, simple Unes. In 
the reality of an adversarial proceeding however, the line 
between legality and illegality bp.cotnes bl\l"red, and pr_oving 
that given behciviour should be chcracterized as Q violation is . . 
-, -
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seen Q$ a 
success.,,22 

difficult, complex undertaking of uncertain 

Dootey asserb thot the combination of the complexity of insider trading 

regulations and the "scarce" enforcement personnel of the SEC has led to very 

ineffectlve regulation of insider trading by the legal system. 

Dooley then argues thdt it is difficult, to show a "causal connection" between 

insider trading and marke~ losses suffered by investors. His premise is that the 

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

society: ' 

"The existing system cannot be justified' by showing that 
insidér trading. is "wrong' in the sense of being lXld~sirable, 
unethical or even uofair .. Insider trading must he shown to 
harm investors, directly or indirectly, in a pcrtic!.Ilar way to . 
fair within the proscriptive scope of Section lO(b)."Z3 , 

Dooley challenges the fationale of regûlatin~ insider tradirrg by asserting that 
, 1 

1 

since direct harm cauSed by insider trading connot be evidenced in exact numbers 

, that if cannot be pra'ven that significant harm i8 ~uffered Cr outside investors. 

Manne made a s~milar argument that de-regulation wovld not significantly harm 
, , 

, "Iong-term" investors. Manne categorized investors as: , , 
(i) long term - that is, those investors whose market decision was a 

function of time; 

(ij) short term those investors whose market "decision was a function of 
prices; and, 

(iii) those investors transacting on both bases (j) and (jO)4 

He argues that it is the ~hortter~ Învestors who lose on the basis, of prièe, 

whereas those who gain do so on a 'time basis' and· it is these invest6rs,. thaf is the 

long-term investors, that Manne argues we should be concerned with: 

"Thus, there is bath a plus and a minus for outside -selTers from 
insider trading. The' plus is the higher priee received by' those 
who woufd otherwise have sold at the stable, lower priee, 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 moka one safe assumption. Those sellers who lose will 

18 1 
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tend ta be those whose trodes are a function of prices; and 
those who gain will tej1d ta bé fhose whose t rades ore a 
function of time only.,,2!> '1 

Manne argues that concern should be concentrated on the long-term investor 

rather thon the short-swing trader. Who is the IQng-term investor? Jenny CoUreil ln 

"Insider DeaHng ln The U.S." has vtewed it as follows: 

"The long-term inveStor is rouch Jess likely than the trader to 
sell because of price changes effected by insiderS. He is more 
Hkely ta become a sE}.lIer because of . ehanged finanCÎol 
cireumstances or death.nl6 ~ . 

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

assvmption' that tong-term investors transact on a 'time' basis rather. thon being 

, i!)fluenced by the price~ of the se,curity: 

, ' 

"In reality, most investors tend to own more thOn one security " 
and if they require cash, they will indeed consider price in 
deciding when to sell:, even long-term investors reach points 
at which they decide ta tto.ke a profit' or 'cut the 1 os s' , and a 
prospective buyer for a long-term investment wi Il oHen hold 
off on his purchase vntil he considers that thé priee is right. If 
insider dealing on undisclosed information causes any priee 
movement or defay on disclosvre, usually the Jong-term 
investors will still be hurt, and 01ten s1gnificantly.n27~ 

But svrely the most powerful challenge fa Manne an,d Dooleyls thesls that there 

ls no direct quantifiable harmJis that the harrn may be ta the market itself. 'Potential 
. ~ 

invesfors may not have confid~nce in the market if they see' that sorne market 
• • l \ 

participants are permitted to trade on thè basis of information not generally , 

avaHable~ One must consider the impact on the public's confidence in the stock 
, , . 

markets and the. financÎal hèalth of those markets Î5 only maintained ff the public 

considers them to be safe places for investment. 

(iv) lrisider Trading: Delay ln 'Publication 

An argument odvanced in favour of insider trading regulqtion is t,hot insider 
\ 

- trading harmsooutside investors because it creates on "incentive for insiders to delay 

the publication of information to exploit if thel11selves.,,28 

- ... J'.' 
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The argument gOO$ that f~~rable informat ion "ripe for r~leasen at the ctose 

of, business on Monday could be delayed until the close of business on Weâlesday to 

alfow insiders to purçhase on Tuesday. Ali persons then who sold in ignorance on 

Toesday are worse off.29 Dooley challenges this argument: 

"This contention not only conveniently ignore,s that ail those 
outsiders who bougl;tt on Tuesday are better off, but it Is also 
overinclusive. Merely because insider trading con result in, <_ 

Uldue delay' does not mean that it always does or even that 
such delay will occur often enou~ to justify a limited rule 
.prohibiting insider trading that results in delay.If,30 " 

, '. 

1 • • 

,Danie,1 R,. Fischel refers to this 'timing of-disclosure' argument as weil in "The 
, . -

Regulation Of Insider Trading".3) Fischel argues thqt there is little empirical basis 
, , • 'II' 

to support the contention that insider trÇlding Causes the disclosure of information to 

1 be âe1ay,ed.32 He views insider trading as an -'addifional method for commvnicating' . ' . . .-
informa'tion': 

"Our analysis de~nstrtltes', moreover, 'that delay'lng disclosure 
of information may be beneficlal in $ome situations. For 
example, sorne valuable information should he kept from 
compétitors if it is to retain its value. Furthermore, the 
argument assumes that 011 information con be disclosed. But 
information su ch ,os revÎsÎ'ons of probabilities of future states 
cannot necessarily be conveyed direçtly. ln cases where 
disclosur.e otherwise would be either lKldesirable or impossible, 
insider trading gives firms an additional method for 
communicating information. Finally, insrtler trading in some 
cases may accel~rate the speed of disclosure because the 
ability fo profit Îs' dependent on information reaching the 
market. Thus insiders, if allowed to trode, may have ~trong 
incentives to commmicate information 'Jo the market.,,3j 

Economists therefore argue that -there will be no delay in information reaching 

'the market if insider trading is recognized as a,form of disclosure • 

.., 

(v) (osider Trading: Fundamental Difference Between Legar And Economie 

. " Definitions " 

Daniel Fischel h'Os pointed out that th~re is a 'fundamental' difference between 

'the legol and econ6n1ic definitionS ,of ,insider.:trading: 
,. , 
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"Insider trading in on economic sense is trading by partieS who 
are better informed thQn their trading p<rtners. Thus, Insider 
trading in an economic sense includes 011 trades where 
information is asymmetric. lhis definition includes ail trodes, 

, whether or n9t in securities, where one of· the parties has 
superior informatiqn. By contrast, federal law has focused on 
purchases Or sales by certain insiders withio a 6-month period 
or on, tr<lding on the basis of 'material' information by a 
broader more amorphous group of insiders or their t Îppees. 
Jnsider trading iri an economic sense need not be i1legal. The 
law ,never has attempted to prohibit· ail. trading by 7 knowledgeable insiders.,,34" a 

Fischel has stated in his case comment 35 on Oirks :!! Securities and Exchange 
1 

Commission that the majority and dissenting opinions in this case both evidenced a 

"disregard for principles of economics,,)6 Fischel orgues that questions such as the 

effect of. insider trading on a firm's investors and the role of the analyst in 

communicaling information to the market are 'economic, and not legal questions: 

"It is impassible to formulate rational legal rules governing 
these situations 'without some understanding of the economic 
consequences of different kinds of <lctions. Without such an 
understanding, tegal analysis is reduced to a vacuous r~citation 
of cliches and talisl"flanic phrases devoid of analytical content. 
If insider trading is ,beneficiat to investors because if increases 
their wealth, for example, if woutd be irratÎonal to interpret 
the fiduciary dut y owed fo investors, the supposed 
benefiéiarif1s of fiduciary duties, as prohlbiting the 
practice.n3 / 1 

ft Îs important to note this discrepancy between economic. theory and tegal 
'. 

theory~ in the eva(uatio", of insider trading. Fischel takes a strong position namely 

that any analysis in this ar~a must be based on economic principles, almost it wou1d , 

.' , 

appear to the exclusion of a consideration of legal principles oL regulation and 

control. Other commentàtors have argued for thi,s emphasis on economic issues , 

imbedded in the problem of insidèr regulation. Professar H. Wu in "An Eoonomist 
...' , , , 

Looks At, Section 16, Of The Securities Exchange Act Of 1934,,38 states that the 

Securities and Exchange Commission should ha.ve economic as weil as legal counsel: 

"The Commis~iOfl, dominated by lawyers in zealous porsuit of 
"fairness" and "protection of investors", too often faila to 
recognize the economic ramifications of such regulation. The 
public int.erest., i~ undoubtedly related to the ef ficient 
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functionlng of the eèonomy; it is best served by regulat ion 
that takes into account Qoth economic and equity 
considerations. As William L. Cary, former Chairman of the 
Commission hos said ••• there has been too much dominance of 
lowyers ~nd legol t,hinking i~ the work of the Securities and 
Exchange Commission ••• The ,Commission con never afford to 
he without eeonomie as weil as legal counsel.,,39 ' 

~ 

With this in mind, consideration should ,he given ,to the econ'Omic theories 

reloting to the efficient functioning of capital markets. An illustration of this 

opproaeh is the consideration of the mast common argument against insider trading, 
1 

namely that if is unfair or immoral t from the eeonomist's point of view. 

'(vi) Fairl1ess Argument - Economists' View 

The mast powerful argument against insider trading is that if is unfair to . . 
outside investors. Flsehel refers tQ sorne commentators Iike Schotland who argue 

that even if if Is fOlKld thaf unregulated insider trading brings economie gains, those 

gains> must he foregone if' order to obtaÎn non-~conomic goals sueh os t'airness, just 
, , 

rewards and integrity.40 Fischel ootes that what Îs usually left, unsaid is howand why 
" -

insider trading is unfair. Fischel's premise is thaf insider trading should be vi~wed as 

a desirable compensation scheme which benefi$ Însiders and outsiders alike rather 

,thon one' in which insiders profit of the expense of outsiders. lnsider trading by 

providing incentives to incredse the value of the firm increases thé size' of the pie sa 

that everyone benefits: 

"A more power fui response to the argument thot insiders 
, 'Profit at the expense of outsiders is that if insider trading is a 

desirable compensation seheme~ it benefits insiders and 
outsiders alike. Nobody would argue seriously that salaries, 
options! bonuses and other compensation devices allow inside~ 

, to protit at . the expense of outsiders because these su ms 
otherwise would have gone to shcreholders. Compensating 
managers in this fast'lÎon ina-eases the size of the pie, and thus 
outsiders as weil as insiders profit from the incentives 
managers ore given to inaease the value of the firme Insider 
tradir;lQ does not come 'Çll the expense' of outsiders for 
precisely the sorne reason.n4 

i:, 
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Fisehel therefore sees no tension between fairness and efficiency. The basis of 

Fischel's theory however is that the firrn as a matter of contreet should be able to 

allocate property rightsrin valuoble infqrmation to manogers or investors, that is to 

~say that shareh,olders would Y9luntarily- enfer .into contractuol ~rangements with 
. , 

insiders giving them propert» rights in information. He argues that the parties' self-
l-> 

interest will Jead them to reach by private agree(.Tlent the "optimal allocation of what 

is simply ~ne element of a compensation arrangement .,,~2 

1t will be noted that Fischel's theory of the use of insider trading as a 

c,?mpensation scheme, is similor to Mann'e's' çmd therefore the problem of "bad news" 
1'" \ 

or r:ewarding management for failures U'ldermine's ~ischel's theory as it does Manne's. 

There is also the objection that personS' in corporations who are not entitled fo 
1 

exploit information will nevertheless have aeceSs to this information.43 

(vi j) Efficient Capital Market - Information Effects 
> 

It is instructive in examining thé rationales ,surrolKlding insider trading tci ," 
~, 

examine the economists' vision of the functioning of c~pital mar~ets. Economists 
. , 

have evolved an "Efficient Capital Market Hypothesis" which has been described by 

Ch;istopher Paul 5aari in IIThe Efficient Capital Market Hypothesis, Economie Theory , 
r '-t .1 - 1 

and The Regulation Of The 5ecuritÎ'es Industry", as follows: 

", The stJe~nt that security prices fUllY reflect available 
,information .: whÎch i~ to soy that capital mar~ets are. 
eff{cient - is of greàt significance in two respects~ On a· 
societal level" it implies that the market Oses 011 avaitab'e, 
information to allocate resources. Capital will flow' ,to the 
most profitable investments which, in a market, economy, are 
reflections Qf society's values. Market efficiency'af the samè ' 
time is signifieant to the individool investor. lklder conditions 
of efficiency, no investor, using only i~formatjO(l also 
generally available to other investors, can systematical.ly 
identify and aequire undervalued (or overvalued) securities. 

Despite its significance as a general assertion,' the 
statement that security priees fully reflect available 
information is nof sufficiently precise as such to l>e 
empirically tested and verified. T 0 provide an empirica,lly 
testable assert!on, Uree factor~ must he specified with 
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particulority: the determinants of seeurity values, the 
processes of securlty priee information -and the eharaeteristics 
of priees thot "fully reflect" avoilable information. 

Investors moy purchase asset~,-including securities, for mony 
réasons. t-Jothing theoreticolly compel, investors ta value 
assets by any pcrtieulor method. Thus, assumptions Il)ust he 
made about investor behavior fo develop any theory of asset 

, valuatiolt. Eoonomists 'OHen hypothesize that investors value 
ossets aecording to the future monetary rewards - or 
"e.xpected ret'urns" - ÇlSsociated with those assets, after 
9dj~stin9 for "risk", the degree 'of ç~rtainty with whieh the 
expeeted retUTns con be predicted. BOsed on this -œsumption, 
economists have developed what is known as portfolio theory,. 
which can ,be combined with other economic theoF~o expIa in 
priee determination in capital "markets. The iJfiplieatjons of 
portfolio theory for security priee determinotion combined 
with the ECMH assertion that prices fully 'refleet ail avaiJable 
information yield the proposition that, in an efficient market, 
an avaiJable information i~ used to determine expected returns 
on securities, and f~erefore to estoblish security priees. _ If aH 
ovailable information is ineorporated into security priees, 
investors cannot use aVÇlilable information to idel)tify 
mispriced securities. Priees that reflect a/l available 
information are sometîmes referred to as "fair game priees". 

·If seèurities markets operate in accordonce with the ECMH, 
s'ecurities prices ore such thot the èxpected returns are equol 
for air securities having the same degree of risk. The'realized 
returns on 011 securities in the same risk category need nof 6ë 
equal; realized returns may and will vary. Nevertheless, ex · 
awe, ail securÎties in the same risk category have the ~~më 
c anges of gain or loss; theïr expected returns are equal." 

. '. 

, The Efficient Capital Market Hypothesis demands for the aehievement of ~ '-

m~ximum etfid ency., rtthe most prompt disclosure of material and significant, 

'ihformation r-elating to the securities of companies whieh can pœsibly be 'madell •45 

ihe lnformational effects of su ch prompt disclosure are that priees will more 

aceurately reflect sueh information, that, is the objectjve is that the price of 

securities always eonveys the most accurate information in an efficient mar4<et. 

Information vdth 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 that their analyses are reflected in mœ-ket priees "which 

thereby tend to èlpproach a collective analytical judgment as to the "intrinsie' valuef 

of the securiti~. 46 
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Econ~_ists criticize the insider trading regulations for causing Q "reporting 

gap" by' their "abstain or disclose" rule~ with respect to material pnd significant 
< 

information. T:-'3t. is, the legal rult:s surrounding insider trading interfere witn the 

efficiency of the capital market: 

"ihese combined gaps clearly detract from the efficiency of 
securities markets. They permit securities transactions to 
occur in markets in which not ail material information exists. 
lmprovements -in- efficiency can ·occur only if reporting i$ 
required promptly aHer the occurrence of an event which is of 
significance in determining the consensus of professiooal 
analysts or others as to seeurity values. If tnese gaps cannot 
be sharply reduced by requirements for more rapid disclosure, 
on argument con be made for permitting significant 
informatio" to reach the market even if indirectly injeeted 
into the market by. nolders of signifieant undisclosed 
infor:mafion. Such indi rect disc\Osure would be immediately 
expressed in the volume of trading and the price movement of 

'the securi fi es which is the subj ect of the informati'on.n47 . 

Economists argue that possible u~fairness to ind~vidual invesfors who do not 

possess .such inside ,i~formation, and who may suffer a pecuniarY,loss, may be 

outweighed by the benefit to the large number: of investors in permiHing such 

information tf, reach securities markets. 

If is interesting to note that economists view the 1930'5 securitjes legislation 

from' a different perspective thon that of the !,egulators. : Economists emph~size the 
, 

purpose of the legislation as being "to irnprove the e!conorriic f~nctioning of the 

capital markets to achieve b~tter resource allOCfltion't48 The SEC percèiv~s the - , 

prifJlary purpose of the securities laws, to be the prote,cUon of investors, although 
i 

there has been sorne recognition- of the econom!st's pe~spective. tconomisfs have 
\ ~ 

with great complexity made their argument that a consi1eratiOn of economic facto~s 

alone should govern proper tradin~l'in the- market place. But the issues of protéction 

of the investing public and the maintenance of public confidence in the market place 

must also be addressed. It is submi{ted that these pœ-ticular perspectives ,of 

economists and regulators may not be as divergent as first oppecrs. As has been . 
noted in a Canadian context by the Kimber Report49 the two views may be 
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-a>r:n~tible in the following way: 
:-

, . 

"Éstâblishment of, conditions and pj.o'ct~c~ in the Cdpit~l 
mcrket which best- serve the investing public will normo!ly be 
consistent with the best interests of the whole economy. For 
example~ disclosure of finandal information which depicts 
Qd~tely. the operat.ions' and fina~ial positipn of companles 
Îs vital to the invesJing public; such disclosurè also_ provides 
the capital market with the information rtecessary tG moke a 
more satisfactory allocation of resources."!>O 

~ 

ft is a question of baloncing the need for a free and open -and therefore efficient , . 
-

securities market with the heed ta proteet the investing public from abuses J~ that, 
, , 

'System. This balancing of goal~ will be qiscussed in more detoil in the :SèctiGn ta 

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

(viii) Raie of the Financial Analyst: Economic Analysis 

Any consideration of the eèonomic th~~ries regarding ÎJlsici~ trading sho~ld no' 

-conclude wlthout an -examination of Fischel's analysÎs of the "role <?f the 

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

• analysis took on great significonce, following the IU,S, S\Jpi'eme C~rf declsion in 

Dirks. As discussed previously, Dirks was an 'invesfment analyst and the Supreme, , - --...... ~- - .. ~ 

l' 

Court gave important consideration to his liability as an 'anaIY$t- for a/leged- insider , , 

trading as a non-tr'aditional i~sider: Of course, the Supr~me Court's d~cjsio~ o~SoI~d 

Dirks of such liability but in reaching_ thQt conclusion, the Court examined the 
1 

financial analyst's raie in the market place. .Flschel's viiw is that Qlthough tpe, 
• t'. 

mojority opinion refers to the important role of the financiol an,alyst io the operation,. 1 

of . capital m<l'kets, "much of its (the Court's) analysis reflecl~ Q lack of ~d.~rsfanding . , 

of the ImplicationS of this principle.n51 
- . ' 

. The mojority opinion in Dirks ,stated that trading by insiderS' on the. ~is of 

insider informlton is Q breach ~UCiar'~ duty. Further, F~sc~e" states' the Court: ' 
, ". 

"~mes that bath molysts and insiders oct illegally in most 
,caser if valuable information is ~mmtKlièbted to ~QlystsJ 
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-~o in tum aisseminate it to· their clients. ,The lnsider' 
breaches hi! fiduciary dut y by communicotirig t~e inf5>rmatiot:' 
to o.nalysts; 'the analyst who doés. not abstQir) fram 'usin9~_the_ 
informÇ1~r is 'Q _p<rtlcipant "aBer' the foét in lhe 'insider's 
breach!'. : '- % -

'Even though-' ~ is cJe<rly -considered a faVoutJlblè decision f<?r f!nônciaf" :-:: 

analy~ts ,i~ ~at it restricts their gotentiàl' liqbiltt; ooder 'Nider 'trading Iowa (as: 

'. di~cus~d previ~~ly, the' Court held that onJy' the _ analyst's recelpt and use ~r \ -' . 
information from an )nsider 'Who -nrc~i"e~- ~ ,di~e~r !>T' In,dire~t ;persoooi '~f,'I_~fit~':'<\ '.~<: 

. èonstilutes a ";610tl';" of IQW by bath the inside; and the onalys!), Fj.ci."i.'. :\:. 

nevèf-theless obj~ct~' to ·.th~ dedsiO'1_ He' ~~~es thot ~"otysts should 1?e ~~Pt~j.;- >:·u~ ~: 
, ' ~ 1 ~ ~_ ~ .. * t .. "', \ 

. \!.-

unfetfered in thêir v~ pf., ipsid~ iriforrnotion,' "t~ee" of lego' rules resfricting, the ~Se-~ /:<. -: \. 
'of i~side iOfo~mofion,.,,?~.~~{,I~e ri(,,!he be~fjt5 th~; brin~ to the n'lOl'k!!t. " :' ·D __ :"~>",-".\ 

fi • .. • t" • • • , .. • • • ' • ~ l' 

Wh~t are these benefib?'; Fts'cnél:~iates-thât; the ~ket beneHt~ riOOl the ~'Qrk-" -" _:' . 

pf onalysts i'n s~~ral' ~o~·~,:- ~alx"t's' ~~~~:~!, ~d~itS for the J rOllSuiÎssioo. ,of .-: ';, ,: "-> 
1 ~.... ~ •• , ,~ ~. cf '. v;, " '. ."''', t 

market informationu as well as ~ervi.n9_ o~ a fno~itQring. f:unttioô.54 
""1'" • • .~ • • J.',i~· .... .... .' ".:-. '~'" 

"Because mo~ager;' ,moy,'. ais~'~Jl~t~, i~i~ infor.m~tiOn about " . " 
the firm, or moy Çltt~mpr to "canèeaf' negQtiv~ inforrnatloo. . _ " .' 
anolysts have incentives'.to ~gage"Ùl sOm~'seorch thernselve.s ' "- ,'~ 
before making raJ!èbrnmendations 'to>theij _ clients. This:',.: ,';' ," 
monitoring" ~ctivity. \5 â 'notu.rol; èQrilpiement to the rolc ',of ' . , 
onalysfs in commU{li~éItioo 'lnf(?rri1ation ~t th~ f.irm- 10 ' , -', •. 
investors.n55 "....' ; "., :.' 'f " ' 

- • • - • ," .. ' ....... ~;.. • .. ,~~ 8 : "': .... 1. j <:'. ~ ,~ 1:1 0-

Fischel" stotes thot the 'use of. 9noIYs~~ benem>~ 1 irms ood În~jt{,ln uJik,è. lheY . 
(} -0" <' " ~ ri : r. J'a • .. .. &1. 1 • ". .. .. _.. '" : 

enable firms to comm\,nicat~ informotiQfl'foœè chcaply thao if olVi,..fqtnlùHotlhad ta 

, ,1 

J. 

- .. ~ f). t\' _ e b (1 i. • i ... ... li 1 

,"- \1" Q. J • t'" "" 1 

,; be ~isèl,œed pùblicl)C, d.nd inÎportQn'~Y:5!~':~Olysts~'~mp<JfO!tWI~~ 
, OVet" i~vestors in intefPl'eting; 'Yerifyi~9 and œeking out 'inlormqUoo. inv.œlur~ :stU 

: engog~ in 'Q 1e!S. wosteful sedch, for inf~tion it I~: 0;": teiy' on . ~f;,~" 
• 0 

recommendations.56 Anolher commentator, Herry Helier ho.t tef«red to.th4a '. 

operation of ooalY515 in the Efficient Cq>itol1&wket; , , . . - .. 
" .. 

o ~-
"Indee~ there ia empirlcof evidenœ 1001 thb type of conI1On,: 
anol)'Jis < and forecastlng of .ecrrunga ravit. ln c:hcI9t in the 
Y!)lurne and market wh,. of the setWin. and li an ..,tloJ 
batls for, the QI.IÙmp'lION ~Iying the Eff4dtnt ~tol' 
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a" i ., 

b • 

" 87 
, 

. '" , 

• 

o 



• 

o 

o 

, 
" 

Market Hypothesis itself. A market in which ail the available 
information is, in fact, avoilable, tends to reach market values 
which reasonably portray intrinsic values."S7 

Fische'l argues thqt the effect of applying insider trading lavis to the investment 

analysts is to raise the 'cost to firms and investors of using them to communicate . , 
valuable information. Firms voluntarily transmit information to analysts as an , 

eff)cient 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 

o~ more costly means of transmitting information, and this higher > cost operates 

ultimately to the·detriment of investors • . 
... 1 

"Analysts, according to the current legal rules, may search for 
information themselves and analyze publicly available 
information, but they may nof receive 'inside' information 
unless they public\y 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 I?ublicly disclose before selling it to 
his clients. Firrns might not communicate information to 
analysts, 1110reover, if analysts must disclose it, since the 
desire to avoid di~c1osure might be the firm's reason for using 
an intermediary." 8 

But Fischel qualifies this pessimistic view by r\ting that the magnitude of the 
, 1 

effect on analysts and the market depends on how efficiently insider trading laws 
), 

" -
deter theJransmissioll of information and he notes that 'because of the materiality 

requirement S9 1egal rules may have only minimal deterr~nt eftect. 

Fischel notes that proponents of insider trading laws might view his argum~nts 
, 0 

regarding increased casts tQ investors--in obtaining information os "irrelevant" since 

"the legal prohibition against insider trading has never focused on efficient -methods 

- . 
of compensating corporate _ !:1)goagers or of communicati ng information to 

C • • 

investors.,,60 ln the followjng section on the regulators' view of ilisider trading, we 

see their focus, .non'lêIY on considerations of fairn~s, pcrticularly the "perceived 

unfairness of one group of investors hoving access to valuable information in advance 

of others. ,,61 

" • 
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(c) THE REGULA TORS' VIEW: 
..". 

RA TIONALES SUPPORTING INSIDER TRADING REGULATION 

"To judge by some public cC:;»fflments, ,many ~n Wall Street 
regard insider trading as nothing ·m'Ore serious than exceeding 
the' 55-mph speed Iimit· - a low that nobody believ~ in or 
follows. There is even a modest body of legitimate acodemic 
opinion that supports the notion that,. to make the markets 
more e~ficient, insider trading sl)ovld be legal anyhow. The 
faster the information gets into the public domain, the 
argument goes, the smoother the market process. ,,62 

. ' 

We J:tave looked at the arguments against the regulation of insider trading. It is 

instructive now to examine the rationales supp~rting 'such regul'ation. Sucll rotiop.a1es 

are founded on principles of fair dealing in the market place, the protectioÎ'l of the 

investing public and the promotion of public confidence in the stock markets which 

are an essential pert of ~ny country's commercial and financial structure. 

(j) F airness in the Market Place 

P,romotion of fair dealing in the 'market place is one of the keyarguments in 

fovour of the regulation of insider trading. A recent commentator in this areo, Jenny . , 

Cottrell, makes reference to the wording o! the original legisJqtion in this area, 

" 
nomèly the Securities Exchonge Act of 1934 and she notes that this oct calls for "fair 

, '0 ~ 

dealing" in not one but six sections,6Ttwice calls for a ~fair and orderly market,,64 

and cites protection of investors as one of its domintJnt goals. 

As weil as the wording of the Ieç,islation which colis for fair dealing, it is 
, ... 

important to note' that the i~vesting public as a whole, has an':. expectation that this 

element of fairness in th~ mark~t place will be protected and promoted. . A , . 
commentator on the present c1imate on Wall Street has noted the following: , 

"Efficiency is certainly to be desired but the myopia of many 
on Wall Street reeks of politicol naivete. Beyond the canyons' 
of Wall Street, fairness is whot people want From the stock 
merket. As long as people believe they have an even shot at 
getting rich - as long as a level playing field exists - the public 
will put up with neœ-Iy anything, including œtentatious 
displays of wealth by Wall Street hot shots."65 
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E~onomists, academics and many inves~ors know that the market is full of 

arbitrCD"'Y advantage. Those who can aUord it buy the best information in terms of 
~ 1 • ~ '" 

using the resources of the investment and financial analysts for e~ample. But it is 

not this type of 'advantage that challenges this sense of fairness. . . 
The ?apitalist 

economic system is full of arbitrary advantage to some players but the public views it 
• 

as a fair gome because ail are pf.oying within the rules, taking the same risks. I,nsider ~ 

-trading threatens this sense of fairness, this idea of the "Ievel playing field". Since ", . , 
the insider has occess to information thof is not ovailable to the general public, if he . 
is atiGwed to trade on this infor~ation, it is unfalr to other investors in that he is not 

taking a risk as other investors are: 

"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 bock to the fair gome analogy, this would be similor 
to 1 etting one player rurhmag~ through the deck to pick h is 
~~~66 , 

• Arthur Levitt Jr., chairman of the Amerrcan Stock Exçht.nge bas commented 

recently~ 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 
" . 

is,taking'advantage of ifs position of power is very dangerous.~,67 

Market commel)totors have noted that aside from inside trading cases, the 
'" 

small investor was beginning to resent "Wall Street gre~nmailers squeezing a hi~er 
o 

priee for their stock from corporate managements that was available on the 

market.,,68. As weil, program trading has made individuol investors' nervous. Large 

institutional investors con 10& in profits by trading stock - Jndex futures and huge 

blocks of ~quifies but this program trading makes the ':T1arket extremely 

unpredicta~ and if is considered one of the factors ih the sharp drop on the New 

York Stock Exchange in September, 1986. 

the mandate qf the U~S. Securities and Exchange Commission is to ensur:e that 

the nation's capital markets operate with fairness and· integrity 50 that inveinor 

• 
1 
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confidence is promoted. The recent highly pvblicized case of Dennis B. Levine, noted 

, ~ 

pre~iously, illustrates the SEé's suc cess i~ uncoveri9g a lorge insid~r-trading scheme. 

On May 12, 1986 Levine was chcrged with using confidential i'flformation ·to gain 

$12.6 million in illicit profits from trading the securities of 54 companies. He 

subsequent Iy entered an offer ta:- settle "but has plead guifty to four felony charges •. 
v • 

This case is very important to th~ SEÇ in that it very visibl,y demomtrates that the 

SEC is enforcing insider trading regulcitions: 
," 

"In breaking such a comp'licated and sensitive case, the SEG 
not only d~monstrated its sleuthing tenacity but also laid to 
rest any doubts abOlft~s willingness to ccrry its' ca~~ign 
against insider trading into Wall Street's inner sanction." ~. 

- " 

". . '. "-.. Levine, a managing director of an investment bank, is-tlie first senior banker to . . 

he' caught by the insider trading regurations. The caSe represents a significant 

victory for the SEC enforcement branch, with one commentator calling ït "a reat 
\ . 

\ stunner, a grand-s'Jam hOQ'le run".7 J But . other commentators have noted that- the 

Levine scandai has reinforced ·the widespread suspicion that there is somethjng roUen 
- , 

on W~II Street; 72 Peter A. Cohen, chairman à~d chief executiv~ officer. of Shearson 
~ ~ 

Leh~an Brothers, where Levine worked as an investment banker before becorhing a 
-

managing director at Drexel, has called the Levine affair "the worst disaster for Wall 

Street in the last 10 years.,,73 The reason for this vie~ is t~at a scandai of insider 

tra~ing like Levine can prodl1ce a backlash. Public confidence can turn against 

investment oonkers and others who use inside information,for their own personal gain. 
• ~ l .p, 

(i i) Promotion of Public Confidence in, the Markej / ' 

One of the lecst quantifiable/but mast important rat ional es' for the regulation 
l ,'1 

of, insider trading is that such regulations promote ~blic confid~nc~ i~ the stock 
, . ~ 

1 t \ 'î 

market, confidence. that the mcrket is fair and equitQble. Whot i'contributes to public 
"" et 1 f, ' 

confidenCe' in the marketplace is the knowledge th'~f insider trading regulatJons are 
, ' . 

there to protect investors from being cheated by ~ insiders with bett~ acces~ 'to 
" ,i. 
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information, and the assuranc~at th~ SEC wiJI actively en force such regulations.)' 

Professor Dooley would argue that if confidence were the issue, corporations woutd .. -. -
'signal their internai enforcement rules to the market. 74 The problem with this 

..,~ 

contention is credibility and quantifiability. In terms of credibility, it is not c1ear 

that the market would trust corporations and with regard to quantifiability, any gains .. 
trom a corporation's extraordihary measures to ecrn trust would be hard to measure. 

The Levine case illustrates quite drarnatically the importance of this intangible 

factor of public ·confidence. The case has created concerns on Wall Street that unless 

something is done to indicate that market players are c1eaning up their" act, that 

Congress may feel compelled to react legislatively in resp?nse to the public outcry 

over su ch blatant cases of insider trading. Samuel L. Hayes III, a prof essor of 

investrnent banking at the Harvard Business School has commented that "the public is 
-

ready to believe there is something wrong on Wall Street because of an underlying 

disgust over the windfall profits individuals and institutions are making," but Hayes . ' 

has stated that if the L~vine ~candal widens pr others are uncovered, 

"It could crèate ari, environment where legislators feel they 
must clamp down t6 restore the public's confidence that the 
markets are fair.tt75 , -, 

Over the past 'decade the U.S. 'government has reduced its intervention in the 
\ -

market on the basis that a free financial market is f11.Ore efficient and therefore more 
, , ' 

. 
-beneficial to the economy. As we have noted, some market economists favour de-

regulation of il1sider trading. But it is:impodant to remember that Congress gave the

SEC expanded authority and toughened penalti~s- wit~'~relati~ to insider abuses in the 

1984 Insider Trading Sanc1>ions Act. Any weakening 'of plblic confidence În the 

markets would\ave an"effect on capital investment and one thing that shakes public 

, conf idence is UhC\ecked in.ider 1 rading. Arl~ur Levi", Jr., Os indicaled, -~hairmart of 

the American S.tock Exchange hàs noted that: 
~ 

. , 
, ' 
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"If the investor tHinks he is not getting a fair shake, he is not 
going to invesf and that is going to hurt capital invest)"t in 
the long roo.1'I76 

50 sig~ificant are the repercussions of Levine in the mar com~~ity that , 
, " 

tougher enforcement of insider trading laws has beel1 recent discussed publicly by 

senior investment managers. Frederick H: Joseph, chief executive officer 'of the 

investment bonk for which Levine worked, Drexel Burnh , in a recent interview to 

"B~siness Week" had yet to find the w~rds to conve~ jlst ~ow strongly he felt about 

the "importance of integrity" on Wall S~reet. T 0 prève~Sjder abuses, he said 'that 

he would be "for tougher enforcement (of existing laws) and maybe even for new 

legislation." 77 
, 

"A oall for a government crackdown would sound odd coming 
from almost anyone on Wall Street, bastion of self-regulation 
that if is ••• Joseph's hard-line position reflects the mounting 
lKlease . not only at Orexel but throughout the securities 
industry. as anti-Wall Street sentiment builds on - Main 
Strëet .,,78 ' 

Joseph and other main players in Wall Street were summoned to Washington last 

year to appear at Congressional hearings on bil~s to curb hostile take-overs. Congress " 

to date has failed to enact any new laws, but in the wake of Levine, many Wall Street 

firms are re-examihing their internai controls. Like the stock exchanges, the major 

brokers have the computer capacity to track ail the trades t~y handle. As weil, 
. ' 

many firms réquire that employees trdde with the firm exclusively or 'provide-
, " 

duplicate confirmations of transactions with other brokers. Brokerage houses also 
• 

employ internai auditors who question employees abouJ their trading activities.79 

This n~w emphasis on self-regulation indicates how nervous Wall Street firms 

cre about punitive government action. Wall Street players <re 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: 
~ 

n ••• evidence is mounting that the safeguards of investment 
firms, Wall Street law firms and' the SEC itself are not 
suffic~ to protect investors from insider-trading abuses. 

~ 
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F urther, the wave -of takeov~rs and mergers has produced an 
envirenment in which opportunities abolKld _ for making huge 
profits from non public information. As long as ,surveillanCe 
stays at it~ present level of effectiveness, the' street will be 
vulnerable tiô the charge that the levine case is not an 
aberration." 

• Thomas C. Newkirk, the SEC's IItigation ,direct'or who is heading the levine 

investig~tion has-commented that "if people ar~ trading on inside informat;onïn the 
, 

belief that they are going to get away with it, this (case) is a challenge to the way 

they are doing business."SI 
w ~ 

The SEC in enforcing insider-trading cases like Levine, is sen ding a powerful 
, , 

message to investment bankers and other market profes.sionals. They ar~ not to . -, 

profit from inside infc;>rmation supplied to them by-their client.s nor are they to pass 

this information Cl"olKld to others. 

The enforcement of insider trading regulatio~ also sends a message to the 
{ 

investing public that the market is being police.d for such abuses and that investors , " 

éan therefore have confiden~e'that they will be protected From thos~ who trade with 

unfair advantage due to access to undisclosed inside information. 
p-, 

Despite the technical -arguments of market economists for an urfettered , . , 
\1 

• market· system as discussed pr,eviously, it is submitted that, the odmit-tedly 
. 

empirically unquantifiable adverse impact of insider trading violations on {he 

,1 
investinQ public and indeed on institutional investors themselves, justifies the 

regulation' of insider trading to _preserve market confidence. This i; certainly ~ 

legitimate rationale for such regulation. That is, eoonomists have not shown a 

. sufficiently signifieant gain to compel a different view. /"'" 
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OUTER LlMltS /6F THE RA TIONALE TION- Off INSIDER 

TRADING: THE NON-TRADrTlONAL'lNSIDER Il, 
1 / r " U " 

(j) Professar Brurlne 's Anal si~of the "Dis~/ose-or~ ellain" "Rule, 
.,. 1 ' ~ " _, 1 

"VIe have thus seen at one end of -the $pectrum that the n~ed: 
to èncourage private pursuit of information set Iimits on the Il 

, persons and information subject to the disclos re obligations I,i 
of the antifraud rules; and at the other end, hat corporate 
insic;ters and their satellites are subject to t e disclose-or
refrain <J:,ul@ with re.spect to materictVnon--publi corporate and (', 
non-corPorate information, and that securitie professionals ,\ 
dealing with their clients have~imilar obligatio • But who in ,: 

0< addition to those persons shou/d be subject to he disclose-or- \" 
refrain rule with res~ct to what informat1o and on what \ 
principle or principles?"S2. - : 

If is clecr that the insider-trading provisions of th U.S. securitie~ legislation 

,reslricts corporate insiders who would traCte on the basis of inside in~orm~tion, but . " 

·"exte.nsi!>n of the law t? outsiders who' ~ay pœsess oth r informational advqntages" 

, haSt so far, been unsystematic.,,83 Professor Victor B dney in oonsidering what • 

rationale should determine the scope of the disclose-or-a 
il 

useful gui ding "'principles. The present chairman f tt}e Ontario S 

Comm",ission, Stanley Beck, has referred to Professor 'Br . dney's theory as ~he 'most 

tho;~gh • Il D. and persuasive onaly~is"B4. of the issues surrounding 

rationale t~ jllstify the prohibition of insi~er trading. 

Professor Brudriey notés thçJt S'ince the ...;.T...;..e.;..;.xa.;;.;s;......;;~.;.....;~!;.....,,;u~r decision85, th~ 

""disciose-orrrefrain" rule has been applied by the courts i their interpretation of rule 
t' . . ' . 
lOb-5.' This rule states that' persons, or at least sorne p rsons, who passess material 

nOÎl-public information about the ~alue of a firm's secu ities cànnot buy or sell the 

securities unless they.JiTSt disclose the informatio .86 Professor Brudney in 

exami"ing the' .un,s~stematic 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 fa ct these disclosure obligations should be limited 

in scope: 

.. 
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"The 'task is to find the principle which defines and limits the 
coverage of the concepts eqlbodied in the· antHraud 
provisions."S7 1 

....... - - (1 

Professor Bruqney refers to the SEC's reliance on the theoty of equality.of-

. information theory, but he ~ points out that the rationale f~r applying the i~sider 

trading prohibitions was expressed by the éommission ln re Cady, Roberts & Co.' by 

reference to two principal elements: , 
"First, tlle existence of a relationship giving access, direcJly 
or lndirectly, to info'rmation intended to be available ooly for 
a corporate purpose and not for the personal benefit of 
anyone, and second, thè- inherent unfairness involved whère a 
party takes advantage of such information knowing it is 
ooavailable to those with whom he is dealing."SS 

Professor Brudney's view is that Cady, Roberts access-to-information theory 

provides the proper rationale for the application of the "dJsclose-or-refrain" rule 

rat,her than the equality-of-information theory. Brudney's ànalysis is that ~nsider 

,trading prohibitions are "prirnarily desi!J1ed to-protect the investing public from those 
( 

who posas:(s an informational1:Jdvantage."S9 His view was t,hat the application of the 

"disclose-or-refrain" rule to trading on corporption information by insiders ,was ba5ed 
" 

not only on notions of fidelity and efficienc;y but also on considerations of equity. 

Brudney's important contribution to insider-trading, Jheory in contaÎned in the 

following passage: 

, ' 

"The inability of a public investor with whom an insider' 
tra~~acts on inside information ever lawfully to erode the 
insiaer's informational advantage generates a' sense of 

_ unfoirness.' The insider r has acquired from the corporation 
refevanf and material corporate information and those with 
whom he deals cannot ocquire it from the corporation 
lawfully, at least 'without the corporation's consent, which the 
insider has reasons to know has not been given and will not be 
given. Allowing the insider the informotional advantage in 
dealing with outsiders' is 'thought to be "oofair," in the 
Ic;mguage 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 zeol - but of 
the foct that it is' an advontage which connot be competed . ) 
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away since it" depends upon a 91awful privilege to which an 
outsider cannot acquire access." 0 . 

"The essential element which makes an informational advantage unusable by .... , . 
o • 

those who possess it in dealing with those who do not, is the inability of the latter to 
-

overcdme this advontage lawfully, no matter how great their dili~ence or how large 
l ,-' 

their resource.s.91 The unfairness does not arise from having more information, but 
< ~ 

in having information access to which is barred to an outsider. This highlights the 

contrast between the equality-of-information tl'leory and the equal-access theory. , 
The latter theory does not extend so fqr as t~ require acfual equality or sharing of 

- 1 

information. Brudney would only bar trading on infor~ation wh~ on~ par.ty has al") 

"unerodable inforinational advantage",92 that is an informationql adwntage that one 
t r 

p..oDy has' that cannot be overcome legally by an outside investor. This, argues 

Brudney, is the proper application of the "dfsclose-or-abstain" rule. The trading , 

advantage that comes from buying investment advice, or through diligence c,lnd , . 

re'~ources is not proo,ibited. These are adwntages that can be overcome lawfully: • 

"In sum, the logicc of the disclose~r-refrain rule precludes 
exploitation of an informational advantage that the ~lic is 
œable lawfully to overcome,or offset. Ana white historically 
the antifraud provisions may be a" response only to unerodable 
informatipnal 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 ail who possess such, 
informational advantages. It does not det roct From this 
cOQClusion that there mây nevertneless 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 ~ted, if not 
destroyed, by a rule purporting to offset those CHsparities by 
requiring universal sharing of information."93. of. 

I~\ • 

The question of how to determine whether information was obtained lawfully. 
,< 

was examined with'great difficulty in Dirks. Beck has commented that the Supreme ' 
, 

Court in ~ appecred to confuse equality of information, with access to 

confidential information.94 Beek notes that it is imporhlnt JO remember' that the 

97 

, . 



-------------.,..~-----~-----;;;:---_ .. _- ----Q- -_._--- .. _. __ ..... ---

o 

• -. 

'0 

theory of e~al ~~ce~s is not a~ "egalitarian one" - the argument lS not '''f;l.b~alit~ 
of information in \he rharketplace.,,95 

One recent commentator in dis€ussing Brudney's theory has used the analogy-of 

a card game fo explore this theory.· Insider trading is comp<red to a.cara game Where 

one ployer is allowed to peek at the cards still in the deck: 

"The other players will be at such a disadvantage that it rnight 
not be considered 'fair,' because different rules apply tp 
différent players. If a goal of the securities markets is to give 
equal access J (although at differing cosls) to material 
information for persons trading 'with each other, an 
informational advantage should be denied to those who seek ta 
use non-public information that they are precluded by legal 
restrictions from disclosing ta public' investors. Under this 
analogy, if you peek at the cards, you should [lot be allowed ta 
play that Qand or to help another p.layer.,,96 

, <> 

(ii) Sopreme Court's Consideration of Brudney's Theory in Dirks -
Brudney's theory is a significant one as evidenced by the Supreme Court's'-

rèfetence to it in their formation of guiding principles for those "whose dail)! 

activities must be limited and instructed by the S~C's insider-trading rules.,,97 The 

Court i~ determining whether a tipper had violat~d his C~dy, Roberts dut y fOéused on 

objective criteria of whether or not the Însider received a direct or indirect personal 
-" . 

benefif from 'the disclosure,' such a~ monetary gain .or a reputational benefit thQt 
" 

would translate into future ecrnirygs. The Court in examining thè ~efit gained by 

the insider referred to Brudney in this passage: 

"The theory presumably is that the insider, by giving the 
information out selectively, ia in effect selling the information 
to its recipient for cash, reciprocal informat ion, or other 
things of value for himself, including possibly prestige or 
status or the Iike.,,98 

The Court then ~aid th~re then would be objective-iàçJs ànd circumstances that 

the Court could exami!1e in determining Whether an inferenœ could be drawn that the 

insider rèceived some persona 1 benefât trom the disdosùre. Brudney was therefore 

.... 
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useful to the Court in ifs development of realistic working guidelines to the 
'. 

"disclosure-or-refrain" rule. 

• • 
(jij) Chairman Beck's Comments on i3fudney's Theory -dhd Extension of 

Disclose or Abstain Rule Beyond Tradit~onal Outlines 

. As commented earlier, Chairman Beek found Brudney's analrsis very u'Seful in 

examining the rotionale ~hosen to justify the re~ulation of insider t"ading. Brudney 

comments that neither the disc\ose-or-refrain rule nor the insider trading prohibitions 

are expressly eonfined ta offering protectiol) to public investors against only 

-
corporate insiders and market professionals, as opposed to non-traditiooal insiders or 

"out si ders": 

"But to give a broader reading to the disclose-or-refrain rule 
requires a principled basis on which to justify the broader 
eoverage 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 poliey of the 
legislation." 99 " 

'-...--' 

Beek approves of Brudney:s rationale for justifying the broade~ coverage 'o~, the 

" insider tra'ding rules to.- non-tradi~Jonal insiders since Brudney's theory' provides a 

guiding principle os to where me limits ta sueh 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 possess \.." 

material non-public information" ore not generally accepted by those bodies whieh 

eonsider legislative reform: 

"The major seêurities law codification projects in the United 
StateS and Canada both skirted oround the issue. The 
American. Law Institute's Federal Securities Code does not 
extend Ijability beyond corporate insiders, those gi ven access 
to imide information, and their tippees. For other cases, the 
Code resorts to an ad hoc fairness test by inviting the courts 
ta rely on the CodËTs OOti-fraud prdtibition (similor to Rule 
1Ob-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 Proposais for a Securities Mcrket 
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Law for' Canada do nof di'Scuss the issue directly excèpt 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 inqludes those 
whose relationship to a company gives them access to 
confidential information. White the precision and breadth of 
the definitions in s. 12.02 of the Proposai are admirable, it is a 
matter of regret that neither they nor the Code deal directly 
with the l1inherent unfairness" theory advanced by 
13rudney." 100 ., 

Beck then applies Brudney's "inherent fa.irness theory" to Chi~rella and DiTks' 

and finds it a useful analysis. Chiarella, a printer and outsider with no_ direct 

connection with the offeror-principal, possessed information that was not avoilable to 
.~,,--, 

th/arket and the information could not be legally acquirecl by those in the 

~arket'Placè. He therefore possessed an "unerodable informational advantage" and 

/ should have'been hel~ liable. Dirks is considered an easier cose by Beck as he was a 

./ market prof~sional, a registrant and a c1assic tippee: His information came from 

someone he knew ta be an insider, he used that information ta his advantage and ta 

o the detriment of those who purchased from his tippees. 

- "Although market-place purchasers could be said ta have t:en 
able ta acquir~ lawf~lly the non-public information in the 
sense that a company may not assert a claim of confidentiality 
with respect to Hs own fraud, the reality was that they (as 
opposed to a market professional) had no way of acquirinq the 

-;nformaticn to which the tippers and tippees were privy." rul 

Th~6re Beck applying Brudne(s theory finds that liability should have heen . 

imposed on the insider ~Secrist) <;Incl the tippee (Dirks). \ 

.-.., It is submitted that 8eck's respect for Brudney's\ "inherent unfairness theory" 

may play a part in any proposais to amend the present Ontario Securities legislation, , 
\:. 

in p.articular as the propôsals relate to an extension of the law beyond the-cotegory of 

traditional insiders, to outsiders whô may possess unerodable informational 

advantages. Perhaps Ontario may see a legislated "inherent unfairness" test based on 
t . , 

Brudney's rationale of unerodable informational advantage. 

: 
, ' 
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CHAPTER VI 

THE REGULATION Of INSIDER TRADING IN ONT ARIO 

" (a)' INTRODUCTION 

Regulation of insider trading in Ontario, as in most of Canada, is primarily by 

statute. Such legislation evolve'd to supplant a line of English case law whicb 

declored that a director (i.e. the traditional insideç) would not in ordinary 

circurnstances owe a fiduciary dut y to shareholders. This view, originating with 

Percival ~ Wright (1902) 1 was con~ned and affirmed in the present day by Berger, J. 

of the B.C. Suprerne Court in Roberts ~ Pelling (982)2. Further, the B.C. Court 

noted that at common law no such fiduciary obligation existed as between 

shoreholders.3 Thus, investors could not found liability, at least os against the 

issuer's directors and officers, upon a fiduciary relationship. LegislatÎve remedy was 

necessary. 

ln the United States, in contrast, common law development recognized the 

existence of a fiduciory rëlationship between corporate insiders, in cases su ch as 

Stro.!lQ Y=. Repide.4 However, insider trading regul~tion has, of course, proceeded 

essentially from statute, primarily the Securities Exchange Act of 1934, as reviewed 

above. 

(b) LEGISLA nON IN ONT ARIO 

ln Ontario, 'the governing statute regulating ~ alia, insider\trading is the 

Securities Act <herëinafter the "OSA") proclaimed August 1, 1981.5 The present Act 
< 

is the most recent result of a series of amendments and revisions of insiéler trading 
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provisions founded upon the seminal securities legislation of 1966,6 whicR- resulted • 

from:the recom~ndatipns of the 1965 Kimber Report) 

Part XVII of tbe OSA governs insider trading, and contains provisions 

estabUshing. a continuous disclosure system for "reporting issuers" i!, Ontario. 

"Reporting issuer" is defined in the OSA in s.l( 1)38 as follows: 

"rèporting issuer" means an issuer, 
, , 

i. that has Îssued voting securities on or after the 1 st day of 
May, J967 in respect of which a prospectus was filed and 
a receipt therefor obtained under a predecessor of this 
Act or in rëspect of which a securities exchange take
over bid circular was filed under a predecessor of this 
Act. 

ii. that has filed a prospeètus and obtained a receipt therefor 
U1der this Act or that has fiJed 0 securities exchange 
take-over bid circular un der this Act. 

iii. any of whose securities haVe been at any time since the 
15th day of September, 1979 listed and pasted for trading 
o~n any stock exchange in Ontario recognized by the 
Commission, regardless of when such listing (J'ld posting 
for trading commenced, . 

iVe to which the, Business Co~rations Act applies and which, . 
for the pt.irposes of thOf ct, Îs offerÎng its securities to 

,\ the public; or 
v. that is the company wh6se existence continues folJowing 

the exooange of securities of a company by or for the 
account of su ch company with another company or the 
hoJders 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 
Joses ifs existence by operation of Jaw, 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 issuer for of 
least twelve months. 

The significance of becoming a reporting issuer, i.e. 0 capital mar~et user that 

is permitted special access tô Ontario capital mCD"kets, is that unlike those not sa ' 

qualified, 

"reporting issuers 'in good standing may seH their securities in 
certain circumstances without a prospectus, su~h as on, a 
pri,vote placement basis, and such securities, subject to hold 
periods in sorne cases, r:nay be resold by such purchasers into 
the seconckry market without the need for a - further 
prospectus. • • ."8 
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The filing of a base disclosure document (e.g. prospectus) setting out 011 

material facts regar:ding the issuer's affairs qualifies it'as a reporting issuer, which 

subsequently must comply with part XVII's continuous disclosure obligations. While 
. 

the particulars of the timely and periodic disclosure obligations in the OSA are 
o ' 

outside the scope of this thesis, Section 74, wherein those obligations are defined, is 

one ~folK1dation of the sturdy p<rtnership formed with Section 75, which provides for 

prohibitions against persons illegally 1rading on material inside information. 

Togeth.er these sections provide protection of what one commentator has noted 

l' as "the i~tegrity of ~e capital markets by ensuring fairness and equality of access to 

material information upOl) which in'testm~nt decisions are based ••• ,,9 That these 

Sections act in concert to this end hos received approval from the Ontario Securities 

Commission, which asserted the legisloted obj ective to be that "ail investors should 

have an equal opportunity to consider ail material facts and changes in reaching 

investment decisions." 1 a Thus, there is imposed on su ch issuers by these disclosure 

rules the dut y to equitably deal with investors so that they may "trade with - " " 
oonfidence that others do not possess meaningful material information about an 

issuer that gives them an unfair advantage in the market place." Il .; 

(c) SECTION 75 AND REGULATIONS OF INSIDER TRADING: 
t 

L THE GENERAL STATUTQRY SCHEME 

lnitially, one must turn to this Section of the OSA to undersfand the 'present , , 

tenor of insider trading proscription in Ontario. 

75(1) Trading where undisclose(f change. - No person or 
company in a special relationship with a reporting issuer shall,. 

(a) purchase or sell securities of the reporting issuer 
with the knowledge of a material fact or material 
change in the affairs of the reporting issuer that he 
or it knew or ought reasomibly to have known had 
not been gener,a1ly disclosed; or 

(b) inform, other thon in the necessary course of 
business, another person or company about a f,act or 
change which he knows is a materia' fact or 
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material change before the material fact or 
materjgl change has been generally disclosed. 

(2) Exception. - No purchaser or vendor shall be, found 
to have contravened clause (I)(a) if'such purchaser or vendor 
proves that he did not make use of knowledge of the material 
fact or materia! change in purchasing or selling the s~urities. 

(3) Interpretation ... For the purposes of this section, a 
person or company is in a special relationship with a reporting 
issuer where, 

(a) the person or company is ari insider or an affiliate of 
the reporting issuer; 

(b) the pers on is a director, officer or employee of the 
reporting issuer or of a company that is an insider or 
an affiliate of the reporting issuer; 

(c) the pers on or company has engaged, is engaging in 
or proposes to engage in any business or professional 
activities with or on behalf of the reportJng issuer 
and thereby has acquired knowledge of the material 
fact or mater ial change; or . . 

(d) 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, s.75. 

Section 75 imports a number of important terms upon which liability, Vlill be 

based, should the transactions under scrutiny fall within the definitions of those 

térms. Before specifically considering these terms, the overall impact of Section 75 

has been succinctly stated as prohibiting two Q1atters: 

"first, special relationship persons may not buy or sell 
securities of the reporting issuer with knowledge of àny 
undisclosed matetial fact or material chan-ge; second, such 
persons are prohibited from passing on such information 
("tippingn ) to other people other than in the necessary course 
of business." 12 , 

-- \ 

ln. general Jhen, 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 ~xploit information in the 
.\ ' 

seçurities of the issuer) from trading to the disadwntage of other investors or 

potential investors." 13 
- , 

ln c~ert with Section 75 is Section 131 of the OSA which subjects, to potential 

civil li ab ility, for any wrongful trading, Q person or company in Q special relationship 
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with a reporting issuer: 

.131.( 1) lJability of persofl or compony in special 
relotionship with~ a, reporting issver where materJal foct or 
change undisclosed. - Every person or company in a special . 
-relotionship with a reporting issuer who sells the seCurities of 
the reporting issuer with knowledge of a material fact or 
mciterial change with respect to the' reporting issuer th9t 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, 
cemmunicates -knowledge of, the mOferial fact or material 
change to another person or company who thereafter sells 
securities of the reporting 'issuer i5 liable to compensate the < 

purchaser of the securities for damages as a result of the 
trade unless, 

~ , 
(a) the person or company in the special relationship 

with the reporting iss.uer had reasonable' grounds to 
believe that the material fact or material change 
had been generally disclosed; 

, 

(b) the material fact or material change was known or 
ooght reasonably to have been known to the 
purchaser; or 

(c) the person or company in the special relationship 
with the reporting issuer proves that he' or it did not 
make use of the knowledge of the material fact or 
material change in selling the securities or in 
communicating knowledg.e of th~ rDaterial fact or 
matarial change, as the case may be. 

Section 131(2) applies the same prdlibition~ as above to purchasers of . . 
securities, while Section 131(3) covers acc:;:ess to inf.ormatlon conc:;:erning mutual fund 

investment programs or portfolios. After covering detail~ of accountability for gain 

by such insiders to the issuer, and measure o~ damag~s, 14 s. 131 sets out the 

definition of "special relationshiptl in subsection 7: 

(7) Interpretation. - For the purpose of this section, a 
person or company is in a special relationship with a reporting 
issuer where, 

(a) the person Qr company is an insider or an affiliat.e of 
the report i ng issuer; 

(b) the person i5 a director, officer or employee of the 
reporting lS5uer or of a compony that i5 an insider or 
an affiliate of the r~porting issuer; 

(c) the person or company has engaged, is engaging in 
or proposes to engage in any business or professional 
activitJ~ with or on behalf of the reporting issuer 
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and thereby has àcquired kn~ledge of the material 
fact or material change; or i ~ , 

the person or co~pany is' an assoclate of the 
reporting issuer or of any person or company 

: referred to in clause (a), (b) or (c). 1978, c.47, 
50131(6, 7). 

This same definition is found in Section -75(3). 
'" 

Significantly, the persons 
--\, 

embraced by the te~m "special relationship" are a wider group than that fO\XId in the 
, - . 

" definition of "insider" pursuonf to s. ~(J) 17. of th~ OSA: .. 
'insider' or 'insider of a reporting issuer' means, 

~ , 
i. every director or senior officer of Q reporting issuer, , 
i i. every director or senior officer of a company that Î'S itsel f 

an insidèr or subsidiary of a reporting iSsuer, -
" 1 

iii. any person or company who beneficial/y owns, directly or 
indirectl)'l,' voting securities of a reporting issuer or who 
exercises control or direction over voting securities !>f a 
reporting issuer or a combination of both cCfrying more 
than 10 pero cent of the voting rights attached to 'ail 
voting securities of the reporting issuer for the ti(lle being 
outstanding other than votJng securities held by the 
persan or company as underwriter' in the course of a 
distribution, and . 

iVe a reporting issue .. where it 'has purchased, redeemed or 
. other acquired any of its securirties, for so long as it holds 
anyof ifs sec,urities; 

, . 

, - . 
'This "insider" defirdtion is referable to the traditional insiders of prior, 

_1E!:91slative pronibition and case law developed fr:~m the recommendations of the 
1 

Ontario K·imber Report 1 S, and is included in s.75(3)~ 
. . 

" ln embracing then this wider group, s~ 131(7X~) is noteworthy as it draws within 
, , . 

insider trading prohibitions persons whose business or'other dealings with th~ issuer 
....- • 1 • , , ' 
give them confidential information. As tla'à been commented, this particular group, 

1 

under .the Canadid~ Business Corporations Act fo~, e~ample, is only partially drawn 

into proscribed insider trading "by edending civil liobility to persons employed or 

retained by t~e company." 16 . 

HOwëv~r, "if hos also been noted by th~ sorne' commentatbrs that whi 1 e s. 131 ( t) 
• .1:' . 

and (2) of the OSA cov~rs ~(P)ersons ~ho do the ipping off (tippors) and certain 
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. associated ,persons who derive benefit and advantag~ from a tip", the "class of . 
persons known as tippees - that is, persons who

o 
are 'tippèd off' about a confidential 

fact with knowledge of ifs source" are not 50 c~vered. t7 (That limitation is a 

significant one, as will be ~iscussed later ln relation' to a rebent decision of the 

Ontario Securities Commission in Barbara Danùke (1981).) 
• 

(d) SECTION 75 AND ENFORCEMENT OF INSIDER TRADING PROHIBITIONS , 

Before reviewing the specifie definitional elements containèd within SeCtion 75 

upon whfch liability is foul)ded, if is instructive to note tha~ in contrast to prior 
q' 

secorities acts wherein the sanction against in,sider trading was cou~ed in terms of a 

statutory cause of action: for damages,18 Section" 75 offences cire enforced through 
, 

.penal sanct.ion, pursYant to s. 118 of the OSA. Th is sect ion provides inter alia for 
'\. "-.-

substantial fines to COmpOflleS, and fines--.~nd/or i~prisonment for individuals found 

guilty upon summarY'conviction ,of ,0 Section 75 offence. 

The civil action sanction is preserved under s. 131. 

ln either case, it is ,not n,ecessary for 'the Crown or ploi.ntiff, (as T,he case may 

be) to prove that the special relationship person 'who i1t~gàlly traded "maae use 'of" , -~ \ 

. th.e confidential inf.ormation. Prior to the present Act, the 1966 Ontario legi'sl at ion, 

in former s. 113(1) made liable any insider "who, in connection with a transaction 

relating to the capital securities of the corporation, mak,es u$,e of any specifie 
" ' 

, , . 
conf ident ial informat ion for h is own benef it or advanta,ge tho/, if generally,-known, 

might reasonably be expected t~ affect materially the value of such\s~urities ••• !' 

. A decision by the Ontario Court of Appeal 19 gave Q restrictive interpretatiori 
, '(/ 

to the requirement of "makes use of" and detèrmined that sueh wos not 'met YAlen 
. , 

defendants ,in the particuLar case were not influenced to trade' or to shape the 
, . 

transaction in a pcrticular way by whot information they knew (in the tacts of the . , . 
case, information of an imper:ading merger:). As noted by Q com~entQtor on the 
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case,20 this particular emphasis set tao narrow a view of "making use of"; the t.t 
\ 

defendants, .could have been argued to have done so by buying d person's shares . , 
without disclosing information of the impending merger so that the sale would not act , 
to upset such negotiations. 

(J 

The tourt of ~ppeal in effect made the "makes I,.Ise oJ" requirement a defence, 
, --. 

i.e. in requiring only that the, plaintiff show that the insider had materie.1 inside 
_ -'. ' 0 ') 

information, and then traded in ,shares with a pers~n who éUd not have such 
'\ 

information, the onus th en shifted to the !=Iefendant to shQw the information was not a 
, ~ 

factor determinative of llis action. Sections 75 and 131 cr.eate liability now without 

the necessity of showing the defendant "made use of" th~ information. Rather, the 
. 

"making use of" factor has been retained, but as a statutory defence - the defendant 
, ~ . 

,is exonerated if he c(;m prove he did not make use of the alleged material 

information. (See Section 75(2». If is important to note that the defence of Section 

75(2) i$' avoUable to ven dors and purchasers lKlder Section 75(1 Xa), but not to 

informers under Section 75(1 Xb). 

Due to the simi/arity of s. 75 to s. 113(1) of the former Securities Act, a recent 

case from Alberta considering s. 112 of the th en Alberta Securities Act21 (in ail 

material r~spect.s the same as former s. 113(1) in Ontario), is noteworthy ,for the 

,vi~ of lhe...Judge at triol.22 The tacts as succinctly stated in the headnot~ of thé 
-

Alberta Cou~t of f\ppeal j udgment were as follows: 

, . 

"The rèspondent, C, was the president of the respondent N 
Ltd. B was the chief executive officer of H Ltd. The two 
c6mpanies, Which were both in the natural resources business, 
decided to merge their operations, H Ltd. buying ail producing 
properties from N Ltd. N Ltd. became ent.[tled to purchase 
çertain shares from H Ud. at a specified priee. C also 
acquired shares of H Ltd. and became its employee. In 1975, B 
and Chad 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. WQS to surref1der ifs rights under the stock option 
'agreement and N Ud. and C were to sell theïr shares to B • 
Before the minutes' of settlement', were signed, B negotiated 
with another company for the sale of ail H Ltd.'s shcres. He 
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did not reveal this to C. B then died and N Ltd. and C brought 
this action against B's executors for damages. . They were 
successfûl at trial." 0 

ln considering whether or not "B" (Bodrug) "made use of" any speciflc 
\ 1 -

cJ"fidential information, the Court found that it was incumbent upon thè defendant 

to prove that the information in question \vas not"one of the factors inducing him to 

enter into the transàction.23 ln 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 Qsks whether the knpwledge of 
the information was one out of ~ossibly many facJors in 
assisting or influencing the insider." 4 . 

(lt should be nOJed that th~ "made use df" requirement has been 

repealed from the Alberta Securities Act, s. 171.)24A 
---

(e) SECTION 75 - THE SPECIAL RELATIONSHIP 

AND SPECIFie DEF1NITlONAL ELEMENTS 

now completely 

As u discl:'ssed, Section 75(3) and Section 131(7) define ~specia\1 relationship" 

persons. Within the definition are included affiliates and associates of any person or 
o 

. company that otherwise is a speéial relationship person. "The effect, as has bE:en 

noted, is. "that many unsuspe~ting special relationships exist." For exampl~, the 

spouse of a partner of a law firm approached though not necessarily engage d, by an .. '" 

ith a takeover proposai may be a special relatiÔnship 

" 
son as regards the issuer, as deed, ail of the pcrtners of such pertner would be if 

!hey acquired kno~ledge of m~eria facts and changes.25 

This account mig~t be taken to su est that the special'relationship criteria are 

drawn broaciiy enooç#l to regulate in.ider ~lng a~se •• despite the pfeconditi~ th~ 
the person trading must be related to the ~uer t1lrough traditional insider links, as 

1 

expressed in Section 75(3). However, j ust s the development of present case-law in 
- ~ "" 

the U.S. (vide Chiarella and Dtrks) ha 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 n:tisappropriation theory and the relation of 

employee to employer regarding misuse of confidential information), so too it is 

argue,d by commentators in Canada thàt the scope' of specioJ relationship persons 

should broaden to regulate persons now "outsiders" under the O.S.A. 

" Victor Alboini asserts that the foundation of Pa"t XVII is "equality of 

information" ~n the present market place. On that basis, he argues that the extension 
• 1 

of the scope of special relationship persons is justi fied and expected to grow in the 

future: 

"It might reasonably be extended to include certain outsiders 
(i.e. ?~5 person whether or not related to the issuer) who 
knowmg y buys or sells securities of a reporting issuer with the 
knowledge of a material fa ct or material change in the affairs 
of a reporting issuer, where he knows that the information had 
not been generally disclosed. 

ln effect, therefore, outsiders, with no connection with the 
issuer through traditional insider links, would be liable if they 
knew (not .ought rèasonably to have known) they had material 
lKldisclosed information and the y purposely traded with it. 
Such growth is reasonable, for if equalityo 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.,,26 _ 

T wo 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 
f 

o 

to "outsiders" would be tempered with a direct knowledge requirement on the pert of 

outsiders as regards the receiving of, and trading upon material information to their 
o 

advantage. 

\ 1 \ To he sure, this extension of insider Iiability to such outsiders can be justified if 

one àdopts, às does Alboini, the rationale for regulation of "equality of ·information". 
Q 

On the basis of that rationale, neither the' source of the information nor #te 

rela~ionsh1p of the ;erson t~ding or tipping to the issuer shotld be a prerondition to 
, " 

liability. Un~r present OSA regulation, such preconditions are the case. 
r:! 1 1 ~ 
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Discussio,:, earlier focused upon the different rationales given, for either .. 
extending or delimiting insider tradIng regulation.27 ln Ontario, recent eomments by 

• 
the Ontario Seeurities Commission (hereinafter "OSC") c1early indicates the OSC's 

--../ 
preference for the "equality of information" view, and 0150 its coneerns over the 

types of trading activ~ty not eaught -br Section 75 as presently drafted. In Joseph 

Burnett (t 983),28 ih-e alle9,ations by Comm ission s taft were inter alia that BurQeH ~ 

while in a special relationship with Crown Trust, violated Section 75( \)(b) of the OSA 

by informing certain persons of a material change in the affairs of Crown Trust.29 An 

agreement was enter;ed into August 24, 1982, between Burnet t and a group of 

investors, Cooen and Ellen, for the sale to Burnett of a large number of common 

shores of Crown Trust, amounting to 32% of the outstanding common shores. 

ImmediatelyQprior to completion of the agreement, a temporary "cease-trade" order 

was issued by the Commission relating to the Crown Trust shores, pur suant to s.123(3) 

of the OSA. Upon receiving notice)of the order, the parties to the agreement, with 

BNA Realty Inc. ("?NAn), entered into on escrow agreerneht dated 'September 9, 

1982. The shores whieh were the subjeet of the agreement were deposited in trust 

"" 
with counsel for the purchaser, the priee to be paid deposited with eounsel for the 

vendor. Burnett the apparent purchaser recited in the eserow agreement-that: 

n ••• it hod been the intention throughout that the actuol 
purchaser of the Crown Trust shares would .be BNA Realty 
Ltd." 

Further reciting that 011 the issued shores of BNA were owned b~ one Theodore 
. -

Burnett (brother to Burnett) and that "BNA is not on associate of mine within the 
o 

meaning of the Securities Act," the escrow agreement also pr,Ovided that BNA had 

the right at any time to sell the Crown Trust shares to a third party.30 On October 

7, 1982, the escrow shares were sold to.Greymac Credit Corporation, at a substantial 
, . 

priee. The Commission held that despite formalities of agreement to the .contrary, 

BNA was not the beneficial owner of the shores in Crown· Trust, and that "Burnett 
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masterminded th~ acquisition of the Crown Trust shores ••• and that Burnett 

directed BNA's aUairs as if he controlled BNA." The Commission a~eed to look 

throug, the form of Burnett's relationship to BNA, finding that Burnett "simply used 

BNA as an instrument ta O'cquire a significant position in Crown Tr.ust.,,31 

The allegation of the breach of Section 75 claimed that Burnett, in a special 
" 

relationship with Crown Trust, during the course of a luncheon on August 24, 1982, 

advised two business acquainta'nces of his intent to acquire an interest in Crown 

Trust. His friends accordingly purchased shares in Crown Trust on August 25th and 

'27th, confirmation of Burnett's int~ntions having been made.32 

For the Commi~~ion to found liability it had to be shown that: 

(a) 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 Crpwn Trust pursuant ta .Section 75( 1 Xa). 

Commission staff argued Burne~t wal> in a special relationship with Crown T~ust 

by becoming an insider, upon two grounds. First, that Burnett beneficially owned or 

exercised control or direction over voting securities of Crown Trust carrying more 

thon 10% of the voting rights attached ta ail voting securities of Crown Trust 
,J _ 

outstanding. This was alleged ta arise tram the August 24th agreement between 

Burnett and Cohen and EUen. 

Secondly, the staff argued Burnetf became an insider by acquiring more than 

10% of thé voting shàres of Cr'own Trust, and that as a directer-of BNA, Burnett was 
, 

deemed ta be an insider of Crown Trust for -the six months previous ta the time BNA 

became such.33 

The Commission could not accept either argument for: 

"both submissions require a finding, either, that Burnett 
beneficially owned the Cohen and Ellen shores, or that BNA 
beneficially owned (them). In .our view, beneficial ownership 
of the • • • shores did not pass ta eifher BurneU' or to BNA. 
This black of shares was put into escrow. Although by the 
terms of the escrQW certain rights were conferr:e~ upon BNA 
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concerning the ••• sh9res such rights fell short of constituting 
beneficial ownership."33A . 

Further, as regarded the alleged "tipping" by Burnett of his acquaintances, the 

Commission fOlKld it was done "at a time prior to his~execution of the agreement with 

Cohen and Ellen related vendors and therefore, even if Burnett did beeome an insider 

of Crown Trust by virtue. of the agreement concerning Cohen and Ellen block, he 

acquired this status after he "tipped" his business acquaintances.,,34 

Clearly here the soorteomings of Section 75 gave Burnett a technical vie tory. 

However, the Commission firmly stated 'its preferences in regard ta 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 
obJigates any person or company which intends' to acquire a 
significant interest in a company, in circumstanees where 
possession of such inf~rmation puts the person at an advantage 
over other participants in the marketplace, not ta inform 
others of this intention, except in the necessory course of 
business. Although we have concluded that Burnett was not 
technically in a special relationship with Crown Trust, we wish 
ta éxpress our strong disapproval of Burnett's conduet in 
informing three of his business acquaintanees of his intention 
concerning Crown Trust, information which enabled thes"e 
business acquaintances to acquire shares of Crown Trust and 
apparent Iy subsequent Iy dispose of the shores at a prof it .,,~4A 

Admonition by the Commission, as strongly put here as i) was, could not 

overcome the techriical limitations of Section 75, nor amount ta a legal prohibition of 

what surely was insider tipping of signi ficant nature and effect; Nevéttheless, in ifs 

forthrigt~t language, the Commission could be s~en ta be serving notice of pursuing 1 

policies on the basis of equality of information in th~ market place. 

Another case before the Commission further i Ilustrated the limitations of 

Section 75 (J1d the "special relationship" prohibitio"t ln Barbara Danuke (1981)35 the 

tacts involved Danuke as a securities salesperson and os 5uch a "registrant" under the 

OSA (at that time, the 1,978 Securities Act), allowing her to deal in securities. 
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Danuke on May 12, 1981 becam~ aware through a conversation with a Toronto

Dominion Bank ("T.D:") officer, of the T.D.'s imminent announcement of its intention 
, 

~Î..~ 
to offer to purchase ail assets of the T.D. Realty Inve~meAts ("TORI"). This would 

d 
be clone by acquiring ail ovtstanding TDRI. trusf ~its, at $24.00 a unit. T .D.'s . , ' 

intention, of the time of the conversation, had nof been publicly disclosed. 

Danuke, immediafely after this conversation, reJayed the sorne information to 

three persons, MacDonald, Scott and Seitz, fellow employees and registrants in the 

same investment company. Each of the four purchased sizable trust ooits of TORI 

for their personal accounts and those of their clients on the Toronto Stock Exchange \. 
, 

on the same day" May 12, 1981. T.D. annbunœd its intentions publicly after the close 

of the market on that day. 36 

The allegation of the Commis$ion's staff was dir~cted at Oanuke's conduct and 

that of her colleagues as registrants: " ' l "The conduct of Danuke, MacDonald, Scott and Seitz ••• was 
contrary to the public interest and fell below the standgrd of 
conduct that may reasonably be e~pected of registrants."J7 

\ 

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 purchases of TORI units 

by them.38 

ln finding that Danuke and her colleagues took advantage of insider 

information,~ the Commission could not censure them as "tippees" lXlder Section 75 

for that section could not proscribe the particufar dealings the registrants had· made 

upon the information received From the~T.D. officer. Outside the definition of 

"special relat ionship", as regarded the issuer, the T.D., Danuke and the other 

registrants could_not be effectively disciplined for improper insider trading, which 

was the gravomen of their offence. More obliquely, they were disciplined on the 

more general basis of their dut y owned as registrants: 
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." It is the concept of honesty and integrity, of fàir dealing as 
between classes of investors, which i5 the issue here. It is in 
the public interest that registrants conduet themselves in 
aecordance with these precepts and not take advantage of 
inside information. 

It is the Commission's view thdt ail registrants ouçtlt to 
understand that the y have a dut y nol to attempt to profit" 
directly or i~irectly, 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 information.,,3' 

The "special relationship" which the Commission found was that between the 

T.D. officer and the T.D. The information re9arding 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 w.as not generally 

disclosed until anl)ounced later on the 12th of May.40 

"As such, the T.D. officer pursuant to Section 75(3) was in a "special 

'tif relationship" with the T.D. and was prohibited from informing anyone, except in the 

ordinary course of business, of the T.D.'s proposai regarding TDRI. 

Despite the present lack of effective prohibition under Section 7S of 5uch 

trading as Danuke made, Stanley Beck has pointed out the importance of the OSC 

clarifying "that it will discipline a registrant-who uses or communicates material, 

non-public information even though su ch registrant is not in a "special relationship" 

under the QSA.,,41 

If is submitted 'that the need for reform of Section 75 to embrace tippees is 

evident, and no longer need be o-matter of controversy. There are already in place 

both federal and provincial enactments which proscribe insider trading as regards 

tippees, which offer legislative precedent for the OSA. 

ln Section 125(1) of the Canada Business Corporation Act,42 the definition of 

"insider" proscrib~s, in subsection (f) the tippee's trading on insider information: 

125(1) "Insider" defined. In this section "iruider" 
means, with respect to a corporation,-

. (0) the corporat ion; 
(b) an affiliate of the corporation; 
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(c) 
(d) 

(e) 

(f) 

a director or an officer of the corporation; 
a person who beneficially owns more thon ten per 
cent of the shares of the corporation or who 
exercises control or direction over more than ten 
per cent of the votes attached to the shares of the 
corporation; 
a person employed or retained by the corporation; 
and 
a p~rson who receives specific information from a 
person described in this subsection or in subsection 
(3), including a person described -in this paragraph, 
and who has knowledge that the person giving the 
information is a pers on described in this supsection 
or in subsection (3), including a person described in 
this paragraphe 

Mor.e recently, the new Quebec Securities Act43 also proscribes such trading, in 

Section 226, read with Section 189, recent'ly 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. . 

189. The,prohibitions set out in sections 187 and 188 al50. 
apply to the following persons: 

(1) the senior executives referred to in section 94 and 
95; / ' 

(2) affiliates of,the reporting issuer; 
. (3) the person responsible for the management of a 

mutual fund or an unincorporated mutual fond, for giving it 
aclvice on financial matters or for distributing its shores 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 issuer, as a result of that person's fonctions 
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 acquired privileged 
information that he knows to be su ch concerning a reporting 
issuer; t_ 

(7) every person who is an associate of the reportil19 
issuer, of an insider of the latter or of a person contemplated 

'in this section • 
.; 

" 
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(t) SECTION 75: THE "SPECIAk-RELATIONSHIP" AND 

"f,HE NON-TRADITIONAL INSIDER SITUA liON ~ 
\ 

To gauge the effectiveness of, and limitations to Section 75 in non-traditional 

insider activity, if is useful to draw comparative examplés 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 con be 

expected to deal with. 

<'ur, review should start with the Chiarella44 and Dirks45 fact situations, and 

" the application of Section 75 to them. In Chicrella, the printer de fend ont would not 

be on insider under the OSA, for he would not be in a special ?relationship with a 

report ing issuer pursuont to Sect ion 75(3). F urther, Ch i arella'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 shores were purchased. As has been 
... 

noted, "(eNen if the employer was in a special relationship with the offeree, and its 

associates therefore included by Section 7s(3Xd), the definition of associate in 

Section 1(1)2 does not incfude an employee ••• ,,~6 Chiarella avoids liability once 

more. 

As f9r Dirks, the sorne commentator has mode persuasive argument for 

liability, but argument it remains, 50 that no clear picture of liabiljty emerges lI1der 

the OSA: 

"Dirks was a tipper and s. 7s0Xb) makes it on offence to tip 
and s. 131(1~ imposes civil Iiability on a tipper, if in a special ' 
relationship, when his tippee trades. But was Dirks in a. 
special relationship with Equity Funding? The only possibility 
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 anolyst, was engaging in a professionol .activity 
with Equity Fooding when he investigated ifs affoirs. Thot 
could be soid to be the cos~ every time an onolyst deols with a 
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, 
listed company, even though the company has not retained 
him. It might also be argued that the activity is "on behol f of" 
the reporting issuer as it is to an issuer's advantage to be open 
to analysts, even if the ultimate report is not always to its 
liking. The case is far from clear (some contra&~ual 
relationship may be req~red) but it is certainly arguable." • 

That commentator also reviewed-the case of Materia48 where, 1 ike Chiarella, a 

fif'tancial printer purchased, but did not sell, shares. qgsed on information obtoined . . 

from his work with respect to a takeover bide As discussed above,49 the defendant 

was found liable on the misappropriatiôn theory for violating his dut y to his employer 

- but no liability under the OSA arises. 

ln the case of a word processor in a law firm who used confidential infprmation 

therefrom in respect to takeover bids50 (and was found liable for bteaching his dut y . 

to his employer), there again would he 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.l( 1)2) is defined to include partners but 

does n~t include employees and the secretar~ is therefore free of liability. In any 

event, the 'reporting issuer' would be the offeree, not the offeror who retained the 

law firm.,,51 

Further exomples have been analyzed with The sorne effects52 but the end 

result is the clear l'need for major amendments to the OSA".53 The nature of those 

suggested amendments, and the rationale will he discussed in the -.concluding Chapter 

- but the limitations of Section 75 to the trading, of non-traditional insiders are 

evident. .' 

(g) SECTION 75: CONSIDERATION OF OTHER CONSTITUENT ELEMENTS 

(j) "Material facts" and "materiol changes" 

80th these elements appear in Section 75 ("Material change" alone appears in 

Secfion 74). Dealing with each in the order they are defined in the OSA: 
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"Material Change" is defined in section I( 1)21 as follows: 
. 

"material change" where used in relation to the Qffairs 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 priee 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 issuer or 
by senior management of the issuer who believes that 
confirmation of the decision by the bo<rd of directors is 
probable. 

"Material Fact" is defined in Section 1( 1)22 as foll6ws: 

"material fact" where used in relation to securities issued or 
pr.oposed 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 ls only suc~ whef.l it "wouJd reasooably be expected to' 

have "0 significont effect on the market price-or value of any of the securities of the 

issuer" clearly materiality is closely aliÇ1led to the investment decision process: 

"The reference to 'any' of its securities means that the issuer 
must consider the effect on each class of securi1Îes, including 
those that may be the most volatile of ifs issued securities and 
mast subject to change. The effect of focusing on price or 
value of the securities as the appropriate tést may be to 
exclude, as material changes, matters that moy InflUence, and 
may therefore !le moteriol to; an investor in making an 
investment decision but do not have the probable effect of 
significantly ~4ering markét price or value of any securities 
of the issuer." 

~ 

The second part to the definition of moteria' change deols with proposed ., 
o 

"changes, or dedsions which might effect a material change but-at a future time. If is ,.-

the decision itsetf, not the '.future actual change, which is reportable.. "lklder thi~ ~ 
~ 0 l ./"" 

part of the definition, a propos~d change can only become 0 material change when 

'lhe bo<rd of directors decides to implement it, or, at the earliest, when senior 

management decides to implement· if and believes confirmation by the board of 

directors is probable.ttSS 
,', 

The Ontario Securities Commission in. ifs reasons in Joseph Burnett noted~ 

"An intention bya persan or company to do something, which 
once imptemented would constitute a' moteriol change in the 
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affairs of the reporting issuer, but which at the time the 
intention is formed, for rea.sons beyond the control pf the 
person or company is still not capable of achievement, dg not 
ordinorilya material change in the affairs of the issuer." , 

The concept of "material change" should be distinguishea from "materidl fact". 

Undiscloséd material facts concerning a reporting issuer may not require timely 

disclosure un der Section 74, although they do restrict trading under Section 75(1). 

ln' Royol-Jrustco Ltd., K~nneth Allan White and John Merton Scholes (1981)57 

" , 

the Ontario Securities C7ission explored this distinction. The facts were, that two 

Royal Trustco Ltd. senior officers were held to have disclosed certain material 

information to sorne shŒ'eholders, but not to others in an effort to ward aff an 

aftempted take-over of Royal TrustcQ Ltd. by Campeau Corporation. The 

Comlif\ission fou~d as a fact that the Qflicers had told at least one major sliareholder, . 
that, because, friendly hands secured at least 60% of the shores subject to' the 

,- . 
takeover, the Campeau bid would not succeed; further that these officers told the 

sorne shcreholder that the dividends currently paid on the shores, subject of the bid, 

might weil be increased. 

Each event, the Commission decided, constituted improper disclosure of 

material facts.58 No finding was made that these disclosures were material changes, 

(or proposed material changes), subject to the timely public.disclosure obligation, of 

Section 74. • r 

-
- Similarly, the Commj~sion foun~ ·in th~ DQr)oke cose5r that the - in'formation, 

. 
. which the T oronto-Dominion Bank officer passed regarding that Bank's intended take-

(jver .bid of TDRI units ~as a material fact, and as such insider informatiOn pursuant 

to Sect ion 75. 

As one commentator has noted, 'the ~oyal Trustco cèlse "serve(s) to illustrate 

the differï:mce b~tween materi~1 facts and material changes. White there was no 

ques'tion that the information pertaining to the likely suceess of the take-over bid 
, , 

was- matarial information for traders of Royal Trustco shores, theQ< info~mation~--
.. 
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involved an external state of ~ffairs not directly relating to the internai business, 
, 

operations or capital of Royal Trustco~,,60 Hence, a finding of "material fact" was 
) 

made. 

For a l'special relationship" person dealing with an issuer, the same-- \ '. . .. 
commentCÏfor n~ted the,impOrtance of whethe~ "materi~1 chang~ior hmgterial, facts" 

are involved. ' ~ , " 

'lij) 

"Probably the most significant diff~rence in the definitions is 
that the effect on market priee or value is referable to any of 
the securities of the issuer in the definition of "material 
change", whereas it is referable to particl,llar securities in the 
definition of "material fact". There10re, a "spedal 
reiationship'i p4rson, should he be contemplating trading 
sec,urities of a reporting issuer, need ooly be concerned about 
material facts that are referable to securities he is proposing 
to' trade, whereas he must be concerned about ail material 
changes in th~ business and operations or capital of the 
reporting issuer whether referable to the securities he is 
proposing to trade or whether referabte- to other seçurities of -, 
the reporting issuer.,,61 -

\ 

The knowledge element anâ its relation to the disciOse or refrain 

from trading rule 

Section 750)(a) prohibits any pers on or compa."y in a spec~al,relationship with a 

reporting issuér from purchasing or selling -securities of the reporting issuer with , - , 

knowledge of a mQter ial fact or material change in the affairs of the reporting issuer 

that he or it knew or ought reaSonably to have known had not been generally 

disclose.d •. 

This two-part requiremenf as· to the- state, of mind of the spe.cial relationship 
- --~---

p'erson imposed upon that person the obligation of ascertaining ~yond f?asic enquiry 

, whether material information has been disclosed. To what extent that,enquiry must 
~ 

proceed, will depend on the statu~ o~ that per~n vis-a-vis the. reporting issuer." i.e. it 
" , 

- ca~ be ~ssu~ed thçrl- a .director thereof will. have' a heavier anus of enquiry, thari, for 
. '\ -;" 

example, an affiliate's employee.62 
" 
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An important question arises as to when ci~cumstances \.vil L be s~ch that a 

special relatio~ship' per~ -rho beéomes aware of undisclosed material information, 

has no alternativê but to refrain from trading in the reporting issuèr's securities. The . ' , 

following observations have been J1'l<ide on this issue: \ .' 
- "If the' material information is. a material fact, there is no 
obtigation for the reporting isSuer to disclose it on a timely 
basis under s. 74. If tne special relationship person cannot 
cause disclosure by the 'reporting issuer, he is fqœd· with 
causing disclosure hirnself, and this may not be avqilable 
depending upon his position or relationship with the reporting 
issuer, and alsa may· not he advisdble if he does nof have and 
éannot obtain adequate information concerning the material 
fact but only has knowledge in a general way that it exists. If 
disclosure', is made, whether generally or privately, tQ the 
other 'party to ,the trade in an - aftempt to assume equal 

. information fo the parties to·the trade ~o as to avoid liabiJity' 
under s. 75, there is aO risk of Iitigation if the information 
conve$'ed is inaccurate or if the reporting issuer is concerned 
that the information remain confidential. In any eV~Jlt, such 
disolosur~ would have to ~atisfy ~ the "ordinary course of • 
business" test in s. 75(1 Xb}.n63 . 1 

ln Kaiser Resourc~s Ltd. and Robert Stanlake (J 981)64 the Commission applied 

the prohibition in Section 7S( 1 }(a) to embrace employees in a special relationship with 
o 

their company from exercising employee stock optidns previously created. SCRIC -
Enterprises Ud. made.ci take-over bid for, ail issued and outst(jmdï'ng shores of Kaiser 

Resource~ Ltd." The'cCommission found that certain Kaiser employees exercised stock 

options to p4rchase Kaiser shores when there 'was no doubt· of an' imminent SCRle 

,~Qkeover of Kâiser. Finding that each employee was aware of that circumstance and' 
. \ ' 

that public an?louncement o~, the crrangement w~ld signif,cantly impact on the 

market priee of ~aiser's shcres, the Commission held th~t' Sect!on 7 .. 5(1)(0) applied to 

a ~rchase of securities through employee stock <rtangement, even tliough such 

arrangements had bee~ organized for sorne time p,reviously for the employees' . . 
benefit.65 ,(No sanctions w~re imposed (JS the.employees were given the bene fit of 

tne doubt as to their unders.tancjing of the"parameters of the' then newly-enacted 

Section 75.) 
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~ • Ci H) .Section 75: Thè nGenerally Disclosed" Element 

ln referring to information becoming ngenerally disclosed" the recluirements of , 
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 he). What is 
1 

required has been succinctly stated by the Commission in what is known as the 

National Sea (1976) dec ision. 66 

"(A)n insider is not in 011 cases free to trade as soon as a press 
release with respect to the specifie oonfidential information is 
put over the Dow Jones wire. The appropriate standcrd 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 ta digest such 
information given its nature ana complexity. Ther, can he no 
firm rule as 10 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 ' 
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 Iiferally the case 
here. A safe working rule wovld be that an insider should wait 
an minimum of one full t~ad~ng day after the release of the 
inforfnation before trading. ,6' 

What is the most noteworthy of the Commissipn's views is ib re"",irement that 

there be suUident time not only for dissemination of the information, but for ils 

proper appreciation by the trading public. 

(iv) Section 75(1 Xb): Prohibition Against Tipping 
.-

Section 75(1Xb) prohibits a person or company in a special relationship from , , 

informing another per,son or eom~ny about a tact ~r change 'known to the informer 

to be a ma.terial fact or material change betore th~ material tact or material change 

has been generally disclosed. This prohibition does not apply wher~ a p~rson or 
, ' 

company in a special relationship with a reporting issuer informs another person or 

company of a material fact or material- change in the neeessary course of business. 
,n. ". L .. 

Whether such information is in the n~ess~y course of bu~~ess is a question .ct 

128 

\,' 

. 
1: 



• 
\ 

9 

that will depend on the circumstanees of eaeh eaJe and that may be less thon obvious 

in some coses. 
, 

,In the Divisional Court appeal of the Royal Trusteo Ltd. case diseussed 

above_68 the Court affirmed the Commission's findings of disc(osed material facts, 

and held that such tacts had been discJosed to the shareholder ~ "in the ordinary 
• 

COJJrse of business. ,,69 

As a eommentator has noted, the "faet that (the Royal Trusteo Ud. offieers) 

were doing their ver)! best to defend against a takeover bid that they did not believe 
~ " 

to Qe in the bes't interest of RoYOI Trustco was not a sufficientopurpose to be in the 

ordin~y course of' business. This conclusion was reached notwit~tanding the 'oct 

that the Commission very c1ecrly said in their decision that they effectively had no 
A ~ 

qucrrel with the defensive tactics adopted by Royal Trustco in oonnection .with the 

Campeau bid.tr70 As, was further noted, "(p)erhaps disclosure of mate ri 01 tacts or 

materiol change information to a shareholder, at any time, that c1early gives that 

shareholdèr an inv~stment decision advantage, con never be considered to be in the 
~ 

nn~cessory course of business"."71 

~ 

(h) BREACHES OF SECTION 75: ADMINISTRATIVE REMEDIES 

Additional to the penal and civil remedies discussed àbove, rnder Section 1 18 

and 131 of the OSA, ore the administrative remedies available to the Ontario 1 

Securities COl)lmission for abuses of insider trading. These take three forms: Section 

122, Ord7r for Compliance; Section ~2'3, Order ta Cease Trading and Section 124, 

fJemovol of Exemptions. , 

Section J 22: Order for Coc:.pliance, reads as foll~ws: 
" 122.(1) Order for compliance. - Where it appears to the 

Commission that any pe~son or company has foiled to comply. 
with or is violating any decision or any provision of this Acfor 
the regulations, the Commission may, notwithstanding the 
imposition of any penalty in respect of such non-complianee or 
violat~on and in addi~ion to any other rights it may have, apply 
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to a judge of the High Court for an ordd," 

(a) djrecting the person or company to comply with the_ ...,-__ -
decision or provision or restraining the person or 
company from violating the decision or provision; 
and 

- (b) directing the directors and senior officers of the, 
person or company to cause -the perS<>n or company 
to comply with or to cease violating the decision or 
provision, - ' 

and, upon the application the judge may make such or.der, or 
such other order as he thinks fit. 

Section 123: Order to Cease Trading, states: 

123.(1) Order to cease trading. - The Commission may, 
where in its opinion such action is in the public interest, order, 
subjecf to such terms and conditions as it may impose, that 

, trading shall cease in respect of any securities for such per.iOd 
'os is speci fied in the order. .' 

(2) Idem. -' The Commission may issue a cease tracflng 
order under subsection (1) notwithstanding the delivery of a .... 
report to it pursuant to subsection 74(3). 
_ (3) T emporary O~der. - No order shall be mode under 

subsection (1) or (2) without a hearing unless 10 the opinion of 
the Commission the length of time required for a heor,ing 
could be prejudicial to the public interest, in which event the 
Commission may make a temporary order, which sholl not be 
longer thon fifteen days From the date of maktng thereof, but 
the order moy be extended for"sûch period as the Commission 
consid~rs necessary where satisfoctory information is not 
provided to the Commission within_ th~ fifteen day periode 
1978, c. 47, s. 123. ~-,./ 

Section 124: Removol of çxemptions, states: 

124.,( 1), COl1)mission's discretion to remove exemptions. -
The commissiolimay, where in ifs opinion such action is in the 
public interes't, order,~subject to such terms and conditions as 
it moy impose, that ony"or 011 of the exemptions contained in 
sections 34, ~ l, 72 and 88 do not opply to the person or 
company named in the order. 

(2) Temporary order and' hearing. - No order shall be' 
made IXIder subsection (1) without ÇI hearing unless in the 
opinion of the Commission the length of time r~quired for a 
hearing could be prejudicial to the public interet, in which 
event a temporory order may be"ma"de which shol".not be for 
longer thon fiftèen do ys from th~ date of the l1)oking thereof 
'unless theW hecring is, commenced in which case the 
Commission moy extend the order unt il the heoring is 
cQncLud~,d. 

(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 he<J"ing under subsection (2) to every personorcompany 
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 general'y to: 

1. exemption of trades registration (Section 34); 

2. from filing a prospectus (Sections 71, 72); and 
i 

3. exemption of take-over bids, and issuer bids (Section 88). 

Two cases of the imposition ol these remedies by the Commission serve to 

illustrate their use. 

ln the Royal Trustco Ltd. decision, Section 124(1) 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 securities in 

Ontario, for the period of the deprivation (60 days for one officer, 30 days for the 
1t 

other).72 

The consideration of, and ultimate decision ~ to impose a similar deprivation 

was made by the Commision 'in th~ Frederick Clark case (1981).13 Reviewing the 
. 

actions of certain 'persons with regard to an annouriced take-over bid by B.C. 

Resources Investment Corporation ("BCRIC") for ail the issued and outstanding shares 

of Kaiser Resources Ud., the Commission focused upon trading in options cq,ntracts 

by, inter alia, Clark, prior to the announcement by BCRle. 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 

public disclosure. In reviewing whether to deny to either party Section 34' 

exemptions, the Commission's majority determined such would not be in the puolic 

interest. This was based upon the rather unïque factor that B.C. and Ontario's 
1 

securities regulators had appointed an investigator to review the actions of the two 

parties. His findings 'exonerated th~m of any intentional wrongdoing.74 As has been 

noted: 
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"The conclusions of the Commission both as to Glanville and 
Clark suggest that a breach of s. 75 requi-res an intention to 
manipulate or some ki~d of fraud, for the offenee to existe 
~oof of an intent to manipulate the markets or at least 
affirmative evidence of the absence of such circumstances 
may weil be, therefore, important to establishing a breach of 
s. 75. In the minority reasons of Knowles and Broy, any such 
requirement for intention is, however,d~nied.1I7S 

Thus, while considering remedial questions, at least the majority of the 

Commission appe<.red to add a requirement of specifie intent to SecUiP 75. Given 

the dissenting options to the contrary, it would appear to rernoin as yet an open 

question. 

(j) CONCLUSION 

A review of the statutory scheme of the OSA and the resutting decisions, 

primarilyof the Ontario Securities Commission, indicates that regulation of insider 

trading in Ontario has proceeded with basic uniformity of pur pose to achieve through 

Section 75 the continuous disclosure ethic sought lX'Id~r- Sec.tion 74. The rationale for 

controlling insider trading, both stated and in1plied, centres upon equali ty of 

information in the financial market place. Whether this rationale will s~port 

extensions of insider trading prohibitions to the non-traditional insiders or indeed 
) 

"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 am~ndment will also appedr below. 
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CHAPTER VII 

CONCLUSION 

(a) ,SIGNIFICANCE OF CHIARELLA AND DIRKS WITH RESPECT TO THE 

EXTENSION OF LlABILlTY Ta NON-TRADITIONAL INSIDERS 

This study has focused on the extension of insider trading liability to non

traditional insiders and the various rationales that have evolved to support such an 

extension. The issue of what particular categories of "outsiders" should be subject to 
, 

.the dut y to disclose or refrain from trading was adciressed by the U.S. Supreme Court 

in the landmark cases of Chi-arella and Oirks. As discussed Chiarella expressly 

rejected the broader liability implications of the Cady, Roberts "access test" and 

Texas Gui f Sulphur's "possession test". The Supreme Court "refocused Sect ion 1 O(b) 

insider trading rules on common-Iaw fraud and fiduciary concepts". 1 "(he Court' 

rejected the position that general notions of market fairness and equality of 

information were sufficient to create an affirmative dut y to disclose. Rather the 

Court ncrrowed the basis of liability by stating that a dut y to disclose arising from a 
J <:>' ' 

relationship of trust and confidence between the parties had to exist in order for 

there to be actionabJe fraud lK'Ider Rule fOb-5. 

ln Oirks the Supreme Court had another opportunity to address the scope of 

Rule 10b-5. This decision addressed the scope of a tippée's dut y to disclose or refrain 
( 

from trading on inside information. As discussed the Supreme Court held that a 

tippee acquires the disclosure dut y when he obtains material, non-public information 

from an insider who breached a fiduciary dut y to shcreholders by tipping the 

inf~rmation. 
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Oirks therefore confirmed the corporate fiduciary rationale of Chiarella. 

" ••• the Court confirmed its disavowel of the possession 
theory, and reaffirmed the fiduciary dut y test as "the 
foundation of the insider trading doctrine regardless of 
whether 'the information emanates from market s~urçes 
outside the corporation or'from internai corpordte sourc-es."2 

T~ere are some commentators who argue that this narrowing of the $cope of 

insider trading liability in Dirks has struck a balance between the two competirig 

goals 01' the 1934 Act, that is protection of the investing plÎ)lic and enhanc'ement of 

market efficiency.3 But it 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 the 

insider trading doctrine to persons who are not corporate insiders and who do not 
. 

otherwise owe a fiduciary dut y to the corporation and its shareholders - in other 

words the non-traditional insiders. The SEC has sought to avoid the full impact of 

Oirks and Chiarella by relying on the newly fashioned theories of liability of 

misapp'ropriat,ion and constructive or temporary insiders. The development of these 

competing theories of liabilitr are symptoms of the inconsistencies in tne 

development of insider trading and the absence of an explicit, consistent rationale of 

liabifity. Following these cases, there is no general dut y among ail participants in 

market transactions to forego actions based on material,~on-public information.4 

As discussed in the case law, the SEC and lower courts have quickly embraced 

the misappropriation theory which arase out of Chief Justice Burger's dissent in 

Chiarella. The SEC has been successful in the use of this théory to apply Rule IOb-S 

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. Comm~ntators have argued that the misappropriation theory is 
, . 

inconsistent with the ra'tionale of the Supreme Court decisions. The requirement of 

frood in connection with the sale or purchase of securities is missing lJ1der the 

misa&;>propriation theory because a general dut y ta disclose merely upon possession of 
( 

ilJegally obtained information is imposed: 
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"The misappropriat ion tneory is an attempt to ensure a more. 
equitable )and- -fair market through absolute equality of 
informati6n in the stock market. The Supreme Court, however 
hos refused ·to allow the promotion of fairness through 
excessive restrictions on the workin~s of the market as. 
illustrated in both Chi <relia and Dirks." 

, 
Thus the rationale of liability of the misappropriation theory of equal 

information coriflicts ~ith the corporate fiduciary basis of" liability as set out in 

Chiarella and Dirks. The constructive or insider theory of liability is a theory 

enunciated by Dirk, in foofnote 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 s~nse, these persons are 

temporarily employed by the corporation and thereby subject to many of the same 

duties as permanent employees. However as discussed if is doubtful that the Supreme 

Court intended the concept to be used as broodly as in the Lund case who had never 

occupied such a professional status.6 

The insider trading case law that has developed after Dirks indicates the need 

for legislative reforme S!Jch 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 Iiability. This on-going debote 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) OUTSIDERS AND ONT ARIO'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 procèeded with basic uniformity of purpose to achieve through Section 75 
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the continuous disclosure ethic sought un der Section 74. The ratlan<lle for controlling 

insider tradir-tg in Ontario is the equdlity of information in the market place. As __ 

discussed, it is evident that Section 75 should be amended to equip the Commission 

. with wider powers of proscription into trading that involves tippees. W~at is the 

appropriate rationale for the extension of such insider trading prohibitio~? -. \ 
It is submitted that the Dirks decision does 'provide valid criticism of the equàl 

information theory in that this theory provide$ too broad a basis for insider trading 
. " 

liability in that liability arises From one's abilHy to ac,quire information because of 

one's position in the market place. The Supreme Court, if is submitted, correctly 

stressed the need to estalish guiding principles for those who operate in the markef 

place. The efficiency demands of the capital market should be eonsidered in any 

rationale of Iiability and too broad a basis for liability will lead to inefficienci~s in 

the market place. Those trading in information will be uncertain <;Is to what 
-

behaviour would be caught by insider trading rules and this unc~tdinty would result 

in delays in disclosing information, an~ a decrease in the pool of information. 

It is this writer's view however that the Supreme Court went too far in 

norrowing the scope of liabi~ity in that the corporote fiduciory theory it espovsed 

does not provide for the extension of liability to non-traditional insiders. A more 

appropriate and effective rationale for possible amendment proposais for Ontario's 

securities legislation is Brudney's aecess theory. As discussed, his theory is bosed on 

the ~nherent 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 unfairness created in the market place rather than on the abuse 

of position bya fiduciary. In Brvdney's view insider' trading prohibitions are designed 

primarily to proteet the investing public from those who possess an informational 

advantage. The "oppeal of Brudney's tlJeory lies in the guidance he provides as to 

where to draw the· line os to who apart from insiders and those in a special 
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conf ident ial retationship should be subject to insider trading liability. Brudney's 

onswer os to wnere the line Îs drown is based on the ïnability of third parties to 
, 

overcome lawfully the superior knowledge of those with whom they trade.8 The 
'. 1 

securities market functions weil with a minimum amount _ of uncertainty and 
, 

, . ' 

maximum amount of information. Brudney's theory offers more certainty thon the 

equal information' lHeory and fewer reStrictions with regard to no~-traditional 

insiders thon the corporate fiduciary rheory. lt is thus suggested that his theory may 

providl aft excellent rat ionale for any amen.dment of the OSA that extends lia bili t y 

beyond traditional insiders. 

As a legislative guide Ontario could weil profit from ifs observation of the 

effects of Quebec's recent amendments toits Securities Act to extend liability 'to . ~ 

l!:!!!!: ~ t ippees. 

Given the restrictions of the present legislation, it is Hkely that proposais for . , . 
. arnendments pr<~viding for the widening of the liability net to inclvde tippees and 

other outsiders will be forthcoming. The rationale provided for such an extension of 

liability may weil reflect developments in this area jn the United States. 
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3. E.A. Milton "The Supreme Courtls Highwire Act:. Balancing SEC Enforcement 
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