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RESEARCH HANDBOOKS IN CORPORATE LAW AND GOVERNANCE

Elgar Research Handbooks are original reference works designed to provide a broad over-
view of research in a given field while at the same time creating a forum for more chal-
lenging, critical examination of complex and often under-explored issues within that field.
Chapters by international teams of contributors are specially commissioned by editors
who carefully balance breadth and depth. Often widely cited, individual chapters present
expert scholarly analysis and offer a vital reference point for advanced research. Taken as
a whole they achieve a wide-ranging picture of the state-of-the-art.

Making a major scholarly contribution to the field of corporate law and governance,
the volumes in this series explore topics of current concern from a range of jurisdic-
tions and perspectives, offering a comprehensive analysis that will inform researchers,
practitioners and students alike. The Research Handbooks cover the fundamental aspects
of corporate law, such as insolvency governance structures, as well as hot button areas
such as executive compensation, insider trading, and directors’ duties. The Handbooks,
cach edited by leading scholars in their respective fields, offer far-reaching examina-
tions of current issues in corporate law and governance that are unrivalled in their
blend of critical, substantive analysis, and in their synthesis of contemporary research.

Each Handbook stands alone as an invaluable source of reference for all scholars of
corporate law, as well as for practicing lawyers who wish to engage with the discussion
of ideas within the field. Whether used as an information resource on key topics or as a
platform for advanced study, volumes in this series will become definitive scholarly refer-
ence works in the field.
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1. An overview of insider trading law and policy: an
introduction to the Research Handbook on Insider
Trading
Stephen M. Bainbridge

In most capital markets, insider trading is the most common violation of the securities
laws. It is certainly the violation that has most clearly captured the public’s imagination.
Surely no other corporate or securities law doctrine has provided the plot line of as many
crime thrillers and motion pictures as has insider trading.

Insider trading also long ago captured the attention of academic lawyers and econo-
mists to a degree few other topics in corporate law or securities regulation can match. As
a result, it attracts scholars in fields ranging from pure legal doctrine to empirical analysis
to complex economic theory. This volume collects cutting-edge scholarship in all of these
areas by many of the leading experts in insider trading law and economics.

Insider trading jurisprudence is strongly skewed towards US law. This emphasis is
not mere academic parochialism or chauvinism, however. The USA remains the world’s
largest capital market. More important for present purposes, the USA was one of the first
jurisdictions to ban insider trading and remains the jurisdiction in which the ban is most
energetically enforced. To be sure, insider trading bans are now on the books in many
jurisdictions and there is growing global emphasis on fighting the practice. A number of
the chapters in this volume focus on these developments. Much of the volume neverthe-
less is appropriately devoted to US law. The long history and highly developed body of
US law on the subject suggest that studying the legal doctrine and policy underpinnings
of the US prohibition of insider trading will reward study not only for US corporate
and securities law scholars, but for those of all countries. Accordingly, this Introduction
provides a foundation for the chapters that follow by setting out the basic US legal rules
and the policy debate those rules have engendered.

I. ORIGINS OF THE US PROHIBITION

The prohibition of insider trading originally evolved in the USA as a matter of the state
law fiduciary duties of corporate directors and officers. Even after the federal govern-
ment took primary responsibility for securities regulation, following the adoption of the
Securities Act of 1933 and the Securities Exchange Act of 1934, federal law continued to
largely ignore insider trading until the late 1960s. Since then, however, a complex federal
prohibition of insider trading has emerged as a central feature of modern US securities
regulation.

Although the modern insider trading prohibition technically is grounded in the
federal securities regulation statutes, most notably Rule 10b-5 promulgated by the
Securities and Exchange Commission (SEC) pursuant to the authority granted it by

1



2 Research handbook on insider trading

Section 10(b) of the Securities Exchange Act, the prohibition in fact evolved through a
series of judicial decisions in a process more closely akin to common law adjudication
rather than statutory interpretation. Indeed, change is one of the key distinguishing
characteristics of the federal insider trading prohibition. Unfortunately, this process
has been rather ad hoc, which has left the doctrine with a number of problems and
curious gaps.

A. The Statutory Background

The modern prohibition is a creature of SEC administrative actions and judicial opin-
ions, only loosely tied to the text of the key statutory provision—Securities Exchange Act
§ 10(b)—and its legislative history. Section 10(b) provides in pertinent part that:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instru-
mentality of interstate commerce or of the mails, or of any facility of any national securities
exchange— ’

(b) To use or employ, in connection with the purchase or sale of any security registered on a
national securities exchange or any security not so registered . . ., any manipulative or decep-
tive device or contrivance in contravention of such rules and regulations as the Commission
may prescribe as necessary or appropriate in the public interest or for the protection of
investors.!

Notice two things about the statutory text. First, it is not self executing. Until the SEC
exercises the rulemaking authority vested in it by the statute, § 10(b) does nothing.

Secondly, nothing in § 10(b) explicitly proscribes insider trading. To the extent the
1934 Congress addressed insider trading, it did so not through § 10(b), but rather
through § 16(b), which permits the issuer of affected securities to recover insider short-
swing profits.? Section 16(b) imposes quite limited restrictions on insider trading. It
does not reach transactions occurring more than six months apart, nor does it apply
to persons other than those named in the statute or to transactions in securities not
registered under § 12.

If Congress intended in 1934 that the SEC use § 10(b) to craft a sweeping prohibition
on insider trading, the SEC was quite dilatory in doing so. Rule 10b-5, the foundation on
which the modern insider trading prohibition rests, was not promulgated until 1942, eight
years after Congress passed the Exchange Act. The Rule provides:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumental-
ity of interstate commerce, or of the mails or of any facility of any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

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

(c) To engage in any act, practice, or course of business which operates or would operate as a
fraud or deceit upon any person, in connection with the purchase or sale of any security.’

I 15US.C. § 78j(b).
2 15US.C. § 78p(b).
3 17 CFR § 240.10b-5.
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Note that, as with § 10(b) itself, the Rule on its face does not prohibit (or even speak to)
insider trading. Indeed, it was not until 1961 that the SEC finally claimed that insider
trading on an impersonal stock exchange violated Rule 10b-5.4

B. The Disclose or Abstain Rule

The modern federal insider trading prohibition fairly can be said to have begun
with the SEC’s 1961 enforcement action In re Cady, Roberts & Co.> Curtiss-Wright
Corporation’s board of directors decided to reduce the company’s quarterly dividend.
One of the directors, J. Cheever Cowdin, was also a partner of Cady, Roberts & Co.,
a stock brokerage firm. Before the news was announced, Cowdin informed one of his
partners, Robert M. Gintel, of the impending dividend cut. Gintel then sold several
thousand shares of Curtiss-Wright stock held in customer accounts over which he
had discretionary trading authority. When the dividend cut was announced, Curtiss-
Wright’s stock price fell several dollars per share. Gintel’s customers thus avoided
substantial losses.

Cady, Roberts involved what is now known as tipping: an insider who knows confi-
dential information does not himself trade, but rather informs—tips—someone else,
who does trade. It also involved trading on an impersonal stock exchange, instead of
a face-to-face transaction. As the SEC acknowledged, this made it “a case of first
impression.”® Although Rule 10b-5 had sometimes been invoked prior to Cady, Roberts
to deal with insider trading-like issues, those cases typically had involved face-to-face or
control transactions rather than impersonal stock market transactions. Notwithstanding,
the SEC held that Gintel had violated Rule 10b-5. In so doing, it articulated what became
known as the “disclose or abstain” rule: an insider in possession of material nonpublic
information must disclose such information before trading or, if disclosure is impossible
or improper, abstain from trading.

It was not immediately clear what precedential value Cady, Roberts would have.” It
was an administrative ruling by the SEC, not a judicial opinion. It involved a regulated
industry closely supervised by the SEC. Neither the text of the statute nor its legislative
history supported—Ilet alone mandated—a broad insider trading prohibition.? There was
a long line of state law precedent to the contrary.’

In this volume, Adam Pritchard argues that the Supreme Court’s decision in SEC v.
Capital Gains Research Bureau' could have had a major impact on the development of

4 In re Cady, Roberts & Co., 40 S.E.C. 907 (1961).

3 40 S.E.C.907, 1961 WL 3743 (1961).

¢ 1Id.at *1.

7 See, e.g., Recent Decision, 48 Va. L. Rev. 398, 403-04 (1962) (“in view of the limited
resources of the Commission, the unfortunate existence of more positive and reprehensible forms
of fraud, and the inherent problems concerning proof and evidence adhering to any controversy
involving a breach of duty of disclosure, there is little prospect of excessive litigation evolving pur-
suant to [Cady, Roberts]”).

8 See Stephen M. Bainbridge, Incorporating State Law Fiduciary Duties into the Federal
Insider Trading Prohibition, 52 Wash. & Lee L. Rev. 1189, 1228-34 (1995).

® Seeid. at 1218-27 (analyzing cases).

0 375U.S. 180 (1963).
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the law of insider trading post-Cady, Roberts. In his account, Capital Gains broke ground
both in its approach to interpreting the federal securities laws and in its willingness to
incorporate fiduciary principles into the law of insider trading. The opinion’s influence
was short-lived, however, as the Supreme Court reverted to a more textualist approach
in securities cases.

In any case, when the Second Circuit turned Cady, Roberts into the law of the land in
the seminal Texas Gulf Sulphur decision,! it opted not to rely on fiduciary principles but
rather on a purported policy requiring that investors have equal access to information.
In March 1959, agents of Texas Gulf Sulphur Co., a mining corporation, began aerial
surveys of an area near Timmins, Ontario. Evidence of an ore deposit was found. In
October 1963, Texas Gulf Sulphur began ground surveys of the area. In early November,
a drilling rig took core samples from depths of several hundred feet. Visual examination
of the samples suggested commercially significant deposits of copper and zinc. Texas
Gulf Sulphur’s president ordered the exploration group to maintain strict confidentiality,
even to the point of withholding the news from other Texas Gulf Sulphur directors and
employees. In early December, a chemical assay confirmed the presence of copper, zinc,
and silver. At the subsequent trial, several expert witnesses testified that they had never
heard of any other initial exploratory drill hole showing comparable results. Over the
next several months, Texas Gulf Sulphur acquired the rights to the land under which this
remarkable ore deposit lay. In March and early April 1964, further drilling confirmed that
Texas Gulf Sulphur had made a significant ore discovery. After denying several rumors
about the find, Texas Gulf Sulphur finally announced its discovery in a press conference
on April 16, 1964.

Throughout the autumn of 1963 and spring of 1964, a number of Texas Gulf Sulphur
insiders bought stock and/or options on company stock. Others tipped off outsiders. Still
others accepted stock options from the company’s board of directors without informing
the directors of the discovery. Between November 1963 and March 1964, the insiders were
able to buy at prices that were slowly rising, albeit with fluctuations, from just under $18
per share to $25 per share. As rumors began circulating in late March and early April, the
price jumped to about $30 per share. On April 16, the stock opened at $31, but quickly
jumped to $37 per share. By May 15, 1964, Texas Gulf Sulphur’s stock was trading at
over $58 per share—a 222 percent rise over the previous November’s price. Any joy the
insiders may have taken from their profits was short-lived, however, as the SEC sued them
for violating Rule 10b-5.

In what quickly became a leading opinion, the Second Circuit agreed with the SEC that
Rule 10b-5 had been violated. The court held that when an insider has material nonpublic
information the insider must either disclose such information before trading or abstain
from trading until the information has been disclosed. Thus was born what is now known
as the “disclose or abstain” rule.

The TGS opinion rested on a policy of equality of access to information. The court
concluded that the federal insider trading prohibition was intended to assure that “all
investors trading on impersonal exchanges have relatively equal access to material

' SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir.), cert. denied, 394 U.S. 976 (1968).
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information.”'? Put another way, Congress purportedly intended “that all members of the
investing public should be subject to identical market risks.”"

Accordingly, under TGS and its progeny, virtually anyone who possessed material
nonpublic information was required either to disclose it before trading or abstain from
trading in the affected company’s securities. If the would-be trader’s fiduciary duties
precluded him from disclosing the information prior to trading, abstention was the only
option.

In Chiarella v. US,* the United States Supreme Court rejected the equal access policy.
Vincent Chiarella was an employee of Pandick Press, a financial printer that prepared
tender offer disclosure materials, among other documents. In preparing those materials
Pandick used codes to conceal the names of the companies involved, but Chiarella broke
the codes. He purchased target company shares before the bid was announced, then sold
the shares for considerable profits after announcement of the bid. He got caught and was
indicted for illegal insider trading.

Chiarella was convicted of violating Rule 10b-5 by trading on the basis of material
nonpublic information. The Second Circuit affirmed his conviction, applying the same
equality of access to information-based disclose or abstain rule it had created in Texas
Gulf Sulphur. Under the equal access-based standard, Chiarella clearly loses: he had
greater access to information than those with whom he traded.

The Supreme Court reversed. In doing so, the court squarely rejected the notion that
§ 10(b) was intended to assure all investors equal access to information. The court said
it could not affirm Chiarella’s conviction without recognizing a general duty between all
participants in market transactions to forego trades based on material, nonpublic infor-
mation, and it refused to impose such a duty.!

Chiarella thus made clear that the disclose or abstain rule is not triggered merely
because the trader possesses material nonpublic information. When a 10b-5 action is
based upon nondisclosure, there can be no fraud absent a duty to speak, and no such
duty arises from the mere possession of nonpublic information.!s Instead, the disclose
or abstain theory of liability for insider trading was now premised on the inside trader
being subject to a duty to disclose to the party on the other side of the transaction
that arose from a fiduciary relationship between the parties.!” As applied to the facts
at bar, Chiarella was not an employee, officer, or director of any of the companies
in whose stock he traded. He worked solely for Pandick Press, which in turn was
not an agent of any of those companies. Pandick did work mainly for acquiring
companies—not the takeover targets in whose stock Chiarella traded. He therefore had
no fiduciary relationship with-—and thus no duty to disclose to—those with whom he
traded.!®

12 Id. at 847.

B Id. at 852.

1445 U.S. 222 (1980).
15 Id. at 233.

16 1d. at 235.

7 Id. at 230.

18 1d. at 232-33.



