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Moral Principle in the Law of Insider Trading
Alan Strudler” and Eric W. Orts™

[N]o stigma attaches to love of money in America, and
provided it does not exceed the bounds imposed by
public order, it is held in honor.’

[Insider trading] is a most serious offense, a fraud on
the trading public by which individual investors are
invariably victimized . . . .2

Introduction

Why is insider trading wrong? Or, more precisely, why is trading on
inside information wrong in some circumstances but not wrong in others?
Courts and commentators have struggled with these questions since the
federal courts and the Securities and Exchange Commission (SEC) held
insider trading to be actionable as securities fraud.? Despite many cases
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1. ALEXIS DE TOCQUEVILLE, DEMOCRACY IN AMERICA 62) (J.P. Mayer ed., George Lawrence
trans., Anchor Books 1969) (1843). .

2. ARTHUR L. LiIMAN, LAWYER: A LIFE OF COUNSEL AND CONTROVERSY 270 (1998).

3. Insider rading js illegal under a number of federal stamites and regulations, most notably the
fraud provisions of § 10(b) of the Securities Exchange Act of 1934 and Rute 10b-5. See 15 U.S.C.
§ 78)(p) (1994); 17 C.F.R. § 240.10b-5 (1999). For early influentizi federal securities fraug cases
under the 1934 act, see Speed v. Transamerica Corp., 99 F. Supp. 808 (D. Del. 1951) (holding that
a parenc company commitied fraud when it failed to reveal to stockholders the true vajue of a
subsidiary, the stock of which the parent company bought from stockholders); Kardon v. Nat'l Gypsum
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and a huge literature on the subject, a coherent answer has remained
elusive.*

We argue that insider trading is wrong because it is a kind of fraud.
The sparse legislaiive history of federal regulation supports this view.’

Co., 73 F. Supp. 798 (E.D. Pa. 1947) (declaring thac the directors violated § 10(b) of the Securities
Exchange Act of 1934 when they failed to disclose known material facs); In re Cady, Roberts & Co.,
40 S.E.C. 907 (1961) (concerning a broker’s use of nonpublic information gleaned from 2 coworker
who also acted as director of the corporation in question) and In re Ward Lo France Trucking Co., 13
S.E.C. 373 (1943) (discussing a corporation's failure to disclose improved eamnings prior to purchasinig
its own stock from its sharcholders). The United States Supreme Courtdescribes § 10(b) as “a catchall
provision,” but emphasizas that “what it catches must be fravd.™ Cenrral Bank v. Firsc Interstace Bank,
511 U.S. 164, 174 (1994) (quoting Chiarella v. United States, 445 U.S. 222, 234-35 (1980)). Other
stamites which make insider trading illegal include § 17(a) of the Secunides Act of 1933, 15 U.S.C.
§ 77q(a) (1994), which is substandally similar to Rule 10b-5, and the fedesal mail and wire frand
statutes, 18 U.S.C. §§ 1341, 1343 (1994); see, e.g., Carpenter v. United Staces, 484 U.S. 19, 22-23
(1987) (affirming a convicton for insider trading based on mail and wire fraud satutes where the
defendant misappropriated confidential information designed for a furure newspaper column). In fact,
Rule 10b-5 is an amalgam of the language of § 10(b) and § 17. See infra note 5.

4, See James D. Cox, Insider Trading and Contracting: A Crirical Response 1o the “Chicago
School.” 1986 DUKE L.J. 628, 634 (“The fact that such an aggressive level of regulation exists without
a coherent, lec¢ alone aruculated, philosophy of regulanon is one of the most unsenling aspects of the
federal securities laws.™); Paula J. Dalley, From Horse Trading 1o Insider Trading: The Historical
Antecedenss of the Insider Trading Debare, 39 WM, & MaRY L. REV. 1289, 1293, 1293-94 ({998)
(stating that “there is a great deal of debare on just what kinds of insider trading to prohibit” and that
where to draw legal lines “remains problematic”); Jill E. Fisch, Start Making Sense: An Analysis and
Proposal for Insider Trading Regulation, 26 GA, L. REV. 179, 179, 184 (1991) (explaining thai because
of the 2d hoc narre in which insider trading reguladon has developed, the docirine governing such
regulation is “seriously flawed” and “confused”); Roberta S. Karmel, Qussider Trading on Confidenriol
Informarion—A Breach in Search of a Dury, 20 CARDOZO L. REv. 83, 83 (1998) (asserting that
“despite the large number of articles discussing insider wading, a general consensus among commen-
utors has not developed as to why insider wradiag is unlawful™); Steve Thel, Sramuory Findings and
Insider Trading Regularion, S0 VAND. L. REv. 1091, 1091 (1997) (describing federal insidec trading
law as “conmoversial,” “complicaied,” and “unclear”); Jonathan E.A. wn Oever, Case Note, Insider
Trading and the Dual Role of Information, 106 YALE L.J., 1325, 1326 (1997) (arguing that a “final
resolution of the conroversy surrounding insider trading awaits a coherent policy rationale that would
simultaneously support and limic insider wading liabilicy ™).

5. The creaton of Rule 10b-5 is illustrative. According 1o an evewitness:

Tr was one day in the year 1943, 1 believe. 1 was sining in my office in the S.E.C.
building in Philadetphia and 1 received a call from . . . the Director of the Trading and
Exchange Division. He.said, “1 bave just been on the telephone wich fthe S.E.C.
Regional Administrator in Bostonj and he has told me abou¢ the president of some
company in Boston who is going around buying up the stock of his company from his
own shareholders at $4.00 a share, and he has been telling them dhat the company is doing
very badly, whereas, in fact, the eamnings are going to be guadrupled . . . . s chere
anything we can do about it?” So he came upsairs and I called in my secretary and 1
Jooked at Section 10(b) and I looked at Section 17, and 1 put them together, and the only
discussion we had there was where “in connectiop with the purchase or sale [of
securines]” should be, and we decided it should be at the end. We called the Commission
and we got on the calendar. . . . All the commissioners read the rule and they tossed it
on the wmble, indicating approval. Nobody said anything except Sumner Pike. “Well,”
he said, “we are agains¢ fraud aren't we?” That is how it happened.
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But the jurisprudence of insider trading has developed in a manner that
strains the very concept of fraud it invokes. This generates difficult
problems regarding both how people should treat each other in securities
transactions and what it means to be a victim of securities fraud. A moral
understanding of insider trading as a particular kind of fraud provides a
rational framework for judges, legislators, and administrators to deal with
hard cases.®

Milton V. Freeman, Conference on Codification of the Federal Securitfes Laws: Administrative
Procedures, 22 BUS. LAW. 891, 922 {1967) (quoted in Lanza v. Drexel & Co., 479 F.2d 1277, 1290
n.32 (20 Cir. 1972)).

6. We begin with the madidonal assumption that insider trading is a kind of securides fraud under
Rule 10b-5(), 17 C.F.R. § 240.10b-5(a) (1999) (prohibiring “any device, scheme, or arifice
defraud™) and Rule 106-5(c), 17 C.F.R. § 240.10b-5(c) (1999) (prohibiting “any act, practice, of
course of business which operates or would operate as a {raud or deceit upon any person™). For the
most part, we limit our analysis © Rule 10b-5 cases, though we recognize that other federal starites
and reguladions designed o curb insider trading sweep more broadly than the most expansive under-
standing of fraud. See, e.g., Securities Exchange Act of 1934 § 16(b), 15 U.S.C. § 78p(b) (1994)
(imposing liability on directors, officers, and 10% shareholders who purchase and then sell (or sell and
then purchase) secutities of their own corporation within 2 six month period); Rule 14¢-3, 17 C.F.R.
§ 240.142-3 (1999) (prohibiting any person from trading on the basis of knowledge about undisclosed
plans for a tender offer). Our philosophical analysis of insider trading may suggest limits to the scope
of liability under § 16(b) and Rule 14¢-3. Our analysis may also prove useful in the context of stare
shareholder denvative actions for insider trading. See, e.g., Diamond v. Oreamuno, 248 N.E.2d 910
(N.Y. 1969) (2llowing a shareholder 1o bring a derivatve action fot insider trading againsta corporate
officer); Brophy v. Cities Service Co., 70 A.2d 5 (Del. Ch. 1949) (allowing a shareholder to bring a
fraud action for insider wading against an employee). But these extensions lie outside the scope of our
analysis in this Article, which applies direcdy only to Rule 10b-5 insider mading cases.

Obviously, we also disagree with Richard Posner’s recent diatribe against the use of moral theory
in lega) interpretacion. See RICHARD A. POSNER, THE PROBLEMATICS OF MORAL AND LEGAL THEORY
X, 50 (1999) (asserting such broad claims as “moral theory, and such cousios of it as jurisprudence and
constitutional theory, are useless in the resolution of concrele legal issues™ and “moral theory is like
a system of mathernatics that hias never gotten past addition”). Posner himself embraces 2 strange brew
of what he describes as moral relativism, subjectivism, skepricism, and emotivism. See Richard A.
Posner, The Problematics of Moral and Legal Theory, 111 HARV. L. REV. 1637, 1645 (1998) (“1
embrace a version of moral relativism, reject moral particnlarism, and accept diluted versions of moral
subjectivism, moral skepiicism, and emotivismn, 7). It is sufficient, at one level, © respond 10 Posner's
attacks on woral theory by pointing out that he at least implicitly adopts a moral position from which
1o make his anack. Posner does not consider moral principles as relevant, butinstead considers them
“permnicious”; he believes that “judges and other practical professionals,” including legal academics,
should devote themselves to generating economic and other kinds of knowledge that will “maximize
the social uulity of law.” POSNER, supra, at xi. But “maximizing social utilicy” is itself a chosen
moral objective. See GEORGE P. FLETCHER, BASIC CONCEPTS OF LEGAL THOUGHT 156 (1996)
(“Though diey are loathe to identify their theories as ‘normative’ as opposed to ‘positive’ and scientfic,
the advocates of efficiency espouse a new morality for the law—or at least a2 hew mode of expressing
the principles of utilitarian morality.”); see also Ronald Dworkin, Darwin ‘s New Butldog, 111 BARY.
L. REV. 1718, 1732-35 (1998) (pointing out the circularity of Posner’s pragmatic moral arguments).

Other commentators bave pointed ouc the defzets of Posner’s views on the relationship becween
taw and moral theory. See, e.g., Dworkin, supra, at 1735-38 (suggesiing that a hidden social
Darwinism is the true end of Posner’s theory); Chades Fried, Philosophy Maners, 111 HARV, L. REV.
1739, 1741-50 (1998) (arguing that Posner's empirical claim that moral theory does not influence law
is “spectacularly wrong™ and that his normadve claim that moral theory should not influence law is




378 Texas Law Review [Vol. 78:375

The puzzles one confronts in trying to explain what makes insider
trading wrong are illustrated by comparing the famous case of SEC v.
Texas Gulf Sulphur Co.” with a few hypothetical situations based on simi-
lar facts. In Texas Gulf Sulphur, officers, directors, and employees of
Texas Gulf Sulphur learned of their company’s rich ore strike in Canada
and traded on this information before the mews became public.® They
were liable for breaching a duty to disclose material nonpublic information
or abstain from trading with others in public securities markets.®
Although it was illegal for these insiders to trade securities on the
information they possessed about the ore strike, other transactions made on
the basis of the same undisclosed information are less problematic. For
example, having learned of the ore strike, Texas Gulf Sulphur may itself
bargain with adjacent landowners to purchase property likely to contain ore
deposits without disclosing this information.”® If the company’s insiders
may not, without committing fraud, personally trade securities while
relying on information that their company possesses regarding an ore
strike, why should the company itself have the right to use this information
when buying land from its neighbors? What distinguishes securities fraud
from garden-variety fraud, such as fraud in the purchase of real estate?

mistaken); Martha C. Nussbaur, Siitl Worthy of Praise, 111 HARV. L. REV. 1776, 1778 (1998)
(contrasting Posner’s “sound-bite style of eridcism” of philosophical legal arguments to the preferred
method of philosophical debate, which demands a “careful reconstrucdon of an argument’s premises
before launching a critique®). We wish here only 0 make clear the limitadons of our use of moral
principle in this Aricle. A couple of different approaches are possible, depending on one's
jurisprudential and ethical perspective. First, one may say that morzl principle mauers in the law of
insider trading because moral concepts play an essential role in our legal sysem, and any adequaie
interpretation of law must come t6 terms with the law’s ethical content. Second, one may make the
ploralistic argument that a number of considerations are relevant to legitimate legal interprecation. In
the case of insider urading, as we argue here, traditionat starutory matenals are not sufficient to decide
the issue. No statutory definition of “insider trading™ is given, and the closest language that we have
speaks in general terms of “fraud” from which we begin our analysis, In addition, even if one betieves
that economic considerations should determine the correct legal resulr, then a problem arises in insider
rading cases given the indeterminzacy of the economic evidence (both theoretical and empirical). See
infra notes 24-25 and accompanying fext. Given that insider trading seems inwitively 10 be wrong, and
given that neither raditdonal legal sources nor economic considerations provide analytical answers 1o
the legal questons raised, ethical theory has a place. The moral theory of insider trading law that we
spell out in this Article comports with both of these jurisprudental oriencadons. We believe readers
who embrace legal philosophies that are more practicatly realistic than the absoludist antimoralism of
Posner’s most recent work will find our ethical approach to insider mading relevanc.

7. 401 F.2d 833 (2d Cir. 1968).

8. Jd. a1 83942,

9. Id. ac 848 (“[Alnyone in possession of material inside information must either disclose it o
the investing public, or, if he is disabled from disclosing it in order to protect a corporate confidence,
or he chooses not to do so, must abstain from trading in or recommending the securides concerned
S ¥

10. A “land acquisition program” was the apparent reason why the ore saike was kept
confidendal. Id. at 843-44. For further discussion, see infra notes 119-2( and accompanying text.
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What if the company purchases its own stock or formally authorizes its
corporate insiders to trade on the basis of the undisclosed inside infor-
mation about the ore strike? According to some theories of insider trading
and securities law, it is not clear that this behavior is either immoral or
illegal." In this Article, we offer a conceptual resolution of these
questions.

Puzzles about the concept of fraud in insider trading have become
more acute in the aftermath of the Supreme Court’s recent decision in
United States v. O’Hagan."* In this case, the Court upheld the conviction
of a partner in a law firm for securities fraud when he traded in the stock
of the takeover target of his firm’s client.”” The Court found the partner
to have “misappropriated” information “in connection with” trading
securities, and he was therefore liable for securities fraud even though he
was an “outsider” with respect to the corporation in whose stock he
traded.” The Court licensed a finding of securities fraud for insider
trading even when the partner trading securities did not make an affir-
mative misrepresentation or wrongful nondisclosure to the person with
whom he traded. The wrong seems to be the “misappropriation” of infoz-
mation from the partner’s client rather than the advantage the partner takes
“In connection with” those with whom he trades. By asserting that the
refevant wrong is committed against someone with whom the alleged
wrongdoer has not traded securities, O’Hagan stretches the concept of
fraud beyond any easily identifiable limit."

Recognizing such conceptnal problems, many commentators declare
current insider trading jurisprudence as exhibited by O’Hagan to be
confused.'® What explains the theoretical mess? We believe that as

11. In particular, the currently popular economc theory of insider trading law that emphasizes the
propenty rights in information has difficulty handling cases of a company trading in its own stock on
the basis of material nonpublic information or authorizing its own insiders to do so. See infra note 115
and subpan V(B).

12. 521 U.S. 642 (1997).

13. Jd. a1 646-47.

14. Id. at 642-43. Rule 10b-5 provides that securities fraud must occur “in connection with the
purchase or sale of any security.” 17 C.F.R, § 240.10b-5 (1599). As we discuss more fully below,
insider trading under current Jaw covers “outsiders” as well as “insiders” who rade on materia), non-
public information. See infra textaccompanyiog notes 51-59. We use the term “insider rading” gene-
rically o refer (o both types of @aders who wrongfully misuse inside information against investors with
whom they trade.

15. O’Hagan is discussed infra Pans {1 and f11. As intimated in the text, this direction in the law
is especially curious given Rule 10b-5's apparently clear requirement that a frauduient practice must
oceur “in connection with the purchase or sale of any security.” 17 C.F.R. § 240.10b-5 {1999). For
further discussion, see infra notes 80-88 and accompanying text.

16. See Victor Brudney, O'Hagan’s Problems, 1997 Sup. CT. Rev. 249, 260 (arguing that
O’Hagan “generates—and obscures—several trouplesome questions™ in the “cangled jurisprudence™ of
insider mading); Karmel, supra note 4, at 84 (argoing that O*Hagan “did not develop a broad doctrine
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insider trading taw has evolved, courts and commentators have had to face
the fact that the traditional concept of fraud is difficult to apply in many
insider trading cases.  Typical cases involve no overt fraudulent
misrepresentation, but rather a failure to disclose information.
Traditionally, the Jaw of fraud by nondisclosure imposes a duty to disclose
only in a narrow set of circumstances, such as when fiduciary relationships
are involved.'” Courts and commentators have strained to find some kind
of fiduciary relationship to be the basis of a duty to disclose in insider
trading cases.'® These efforts have failed because insider trading cases
ordinarily involve no breach of a fiduciary duty sufficient to explain the
occurtence of fraud. We argue that there are good moral reasons, even in
the absence of a fiduciary relationship, to recognize a duty to disclose in
certain circumstances when people with material nonpublic information
trade with those who lack such information. In this Article, we explain the
theoretical basis of a moral and legal duty to disclose material nonpublic
information before trading on it in securities markets—and the limits of
such a duty.

To this end, we address conceptual questions about fraud in insider
trading through the use of an analytical framework we take from ethical
theory. We propose a general theory of insider trading that uses moral
concepts to specify duties of disclosure owed by those who trade with each

ot policy radonale that will assist the lower courts in distingnishing berween lawfol and unlawful
outsider rading™); Richard W. Painter eval., Don’t Ask, Just Tell: Insider Trading After United Stztes
v. O’Hagan, 84 VA. L. REV. 153, 155 (1998) {referring vo O'Hagan as “z confusing opinion that Jeft
many gquestions unresolved”); Saikrishna Prakash, Our Dysfunctional Insider Trading Regime, 99
CoLuM. L. REV. 1491, 1493 (i999) (arguing that O'Hagan “underscotes the astonishingly
dysfunctional nanire of the currenc insider trading regime”™); Larry E. Ribstein, Federalism and Insider
Trading, 6 Sup. CT. ECON. REV. 123, 125 (1998) (arguing that O'Hagan’s approach bas “serious
problems” that “leave(] the way open to further confusion and an unpredictable expansion of insider
trading liability *); Carol B. Swanson, Reinventing Insider Trading. The Supreme Court Misappropriaies
the Misappropriarion Theory, 32 WAKE FOREST L. REV. 1157, 1160 (1997) (stating that “the Court’s
decision {in O’Hagan) cepresents a valuable oppormnity lost, leaving imporant old questions
unanswered, creating roublesome new issues for fuaure consideration, and advancing policy rationales
not consistent with the holding®); see also supra note 4. But see Joel Seligman, A Masure Synthesis:
O’Hagan Resolves “Insider” Trading's Moxt Vexing Problems, 23 DEL. J. Corp. L. 1, 1-2 (1998)
(arguing that the “baiku-like references” \n O'flagan may be read as providing “a reladvely . clear
synthesis of insider trading law”™); Ellion J. Weiss, United States v. O'Hagan: Pragmarism Returns o
the Law of Insider Trading, 23 J. CORP. L. 395, 397-98 (1998) (claiming that O Hagan “effectively
resojved” important tensions in the Court’s precedents).

17. See, e.g., W. Page Keeton, Fraud—Concealment and Non-Disclosure, 15 TEXAS L. REV. 1,
11-34 (1936) (Adiscussing simations in which nondisclosure constmes fraud).

18. See, e.g., Barbara Bader Aldave, Misappropriation: A General Theory of Liability for Trading
on Nonpublic Information, 13 HOFSTRA L. REV. 101 (1984) (arguing that when insider trading oceurs,
a fiduciary duty is ordinarily breached, chough this ducy will not always be owed 10 a person involved
in a securilies transaction); see also infra Pans 11 and I {discussing critically various judicial theories
of insider trading law).
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other in public securities markets. We agree with the criticisms of some
defenses of insider trading law on general grounds of “fairmess” as too
imprecise. 'Y We respond to these criticisms by offering a more sustained
analysis of the moral principles that underlie insider trading law than has
previously been given. Our analysis provides 2 more precise understanding
of what exactly is unfair about trading on inside information. We rely on
the standard deontological view that what makes an act morally justifiable
is the respect it expresses for the autonomy, rights, and dignity of those
persons affected by it, and not merely the social welfare or the utility that
the act produces.”

19. See, e.g., FRANK H. EASTERBROOK & DANIEL R. FISCHEL, THE ECONOMIC STRUCTURE OF
CORPORATE LAW 254-55, 261-62 (1991) (asserting that proponents of the “faimess™ argument against
insider trading inappropriately concenirate on extreme episodes of insider rading and mischaracterize
the factual justifications for the disparate treamment of managers and swockholders); Frank H.
Easterbrook, Insider Trading, Secret Agents, Evidentiary Privileges, and the Production of Information,
1981 Sup, CT. REV. 309, 323-30 {cridcizing the typical faimess argument for its lack of content).

20. See ALAN DONAGAN, THE THEORY OF MORALITY 17-31 (1977) (noting that deontological
moral theory is based on the inherent rationality of all persons and the idea hat by doing wrong the
actor acts against his own rationality); IMMANUEL KANT, GROUNDWORK OF THE METAPHYSICS OF
MORALS 17, 46-51 (Lewis White Beck trans., Bobbs-Mermill 1959) (1785) (arguing that ratonal beings
must always be realed as ends in themselves and naver as a mere means w an end); F.M. Kamumn,
Nonconsequensialism, the Person as an End-in-Iiself, and the Significance of Stonus, 21 PRIL. & PUB.
AFFAIRS 154 (1992) (asserting that as ends-in-themselves, persons are valuable regardless of their
utility, and vespecting this principle may mean sacrificing the maximizatdon of udlity); Alan Strudler
& David Wasserman, The First Dogma of Deontology: The Docirine of Doing and Allowing and the
Notion of Say, 80 PHIL. STUD. 51 (1995) (arguing that the moral distinction between doing and
allowing within deontological moral theory serves to undergird respect for autonomous choice).

Classic examples of deontological claims include the following: (1) As the judge presiding over
a trial in a small racist town, you realize that an angry mob will lynch severa) innocent people unless
the mob's passions are quelled by a conviction in your trial. An innocent person is being tried, and
it would be socially beneficial to have a scapegoat. You know that the defendant is innocent and that
the real perpetrator cannot be found. Even if convicting the snsiocent persen would prevent a
murderous riot, the conviction would be unequivoeally wrong on a deontological account, no mater
how great the social benefits. See DONAGAN, supra, at 203-04. (2) Legistadon is proposed 1o allow
one or more persons to be involuntarily killed in order to use various of their organs in surgical
transplants o keep many more people alive. The immorality of this policy does not depend on a com-
parison of lives lost or some other calcutasion of socjal udlity. Intendonally killing 2 person o redistsi-
bute organs o others is wrong because it violates a basic duty owed 1o fellow human beings. See
CHARLES FRIED, RIGHT AND WRONG 13941 (1978) (assertng that a person’s “moral endtement to
her bodily integrity™ outweighs the need of the prospective organ recipients, even if the redistribution
takes place pursuant to some “fair scheme”). (3) Subjecting a small minonity of people in a society
W serve as slaves—even if they voluntarily consent as adulss—cannot be jusnfied by a calkcnizacon of
the possible increase of happiness or udlity of the majority of people in the society. Slavery is wrong
not because it is assumed to decrease aggregate happiness, pleasure, or udlity, but because it violates
a basic moral principle of human dignity. See JOHN RAWLS, A THEORY OF JUSTICE 152-57 (1971)
(explaining that in “the original position” it would be irrational for individuals to assent to a system
in which the worst possible outcome was intolerable to them); see also LEO KATZ, ILL-GOTTEN GAINS:
EVASION, BLACKMAIL, FRAUD, AND KINDRED PUZZLES OF THE LAW 185-88 (1996) (giving
deontological examples in zrguing against the morality of insider mading).

For the purposes of this Article, we idensfy uilitarianism as the main normadve aliernagive to
deontological theory, We do so for two reasons. First, proponents of economic analysis, the dominant
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We argue in particular that insider trading law protects the autonorny
of public securities traders from unfair and wrongful deception. We main-
tain that a deontological theory of insider trading specifies a relevant set of
circumstances when such unfair and wrongful deception occurs.

Much of the scholarly debate about insider trading among economiists
and lawyers has focused on whether insider trading is economically
harmful and whether its prohibition is therefore socially beneficial.”!
Distinguished scholars in law and economics disagree fervently about the
economic costs and benefits of insider trading rules. Some argue for the
legalization of insider trading because they believe such trading would
provide an appropriate form of corporate executive compensation and
improve allocative efficiency by transferring important information quickly
to the securities markets.” Others respond that an insider trading
prohibition protects investors, supports investor confidence in the securities
markets, and encourages productive decision making within firns.? This

zpproach to insider trading, often regard uilitarianism as the moral foundadon of economic analysis.
See IEFFRIE G. MURPHY & JULES L. COLEMAN, THE PHILOSOPHY OF LAW: AN INTRODUCTION TO
JURISPRUDENCE 264 (1984) (observing that Jaw-and-economics scholars anempt to jusdfy their prescrip-
nons by arguing thac they promote socia) udlicy). Second, utilitarianism has historically been perceived
as the strongest competitor to deontology. See FLETCHER, supra note 6, at 152 (describing uuli-
tarianism and Kantian deoruology as having “dominated moral and {egal philosophy for the last two
hundred years™); SHELLY KAGAN, NORMATIVE ETHICS 70-105 (1988) (surveying normative ethical
theory). Because of considerations of space, we have had © make some editorial choices about moral
theories we discuss and to omit discussions of theonies other than deontology and uiilitarianism. We
intend no slight to virue ethics, moral development theory, social contract theory, or any of the other
moral theories we do not discuss.

21. For an analysis of insider rading that includes a component rooted in moral theory, but that
emphasizes a social rather than zn individual perspective, see Steven R. Salbu, The Misappropriaton
Theory of Insider Trading: A Legal, Economic, and Ethical Analysis, 15 HARV. J.L. & PUB. POL’Y 223
(1992) {rejecting the misappropriation theory). )

22. See, e.g., STEPHEN M. BAINBRIDGE, SECURITIES LAW: INSIDER TRADING 127-39 (1999);
EASTERBROOK & FISCHEL, supra note 19, at 256-59: HENRY G. MANNE, INSIDER TRADING AND THE
STOCK MARKET vii-viii, 80-90, 110, 116-19 (1966); Dennis W. Carlton & Daniel R. Fischel, The
Regulation of Insider Trading, 35 STAN. L. REV. 857, 861-72 (1983). Bur see WILLIAM K.S. WANG
& MARC 1. STEINBERG, INSIDER TRADING § 2.2, at 14-29 (1996 & Supp. 1999) (casting doubi on these
economic arguments); John C. Coflee, Jr,, Is Selective Disclosure Now Lawful?, N.Y. LJ., Suly 31,
1997, at 5 (arguing that insider trading creates less efficicut markets): Ronald I. Gilson & Reinier H.
Kraakman, The Mechanisms of Market Efficiency, 70 VA. L, REV. 549, 629-34 (1984) (claiming that
insider mading without disclosure distorts informatonal efficiency of markets); Roy A. Schotland.
Unsafe ar Any Price: A Reply to Manne, Insider Trading and the Stock Market, 53 VA. L. REV. 1425,
1442-57 (1967) (arguing thac no empirical evidence supports Manne's economic arguments in favor of
insider trading).

23, See, e.g.. WANG & STEINBERG, supra note 22, § 2.3, at 29-39; see also BAINBRIDGE, supra
note 22, at 149-69 (reviewing economic arguments that insider trading injures investors and issuers and
violates established property nights); Robert J. Haft, The Effect of Insider Trading Rules on the Internal
Efficiency of the Large Corporarion, 80 MICH. L. REV. 1051, 1053-67 (1982) (arguing that insider
trading law enhances the “internal efficiency™ of corporate enterprises); Morris Mendelson, The
Economics of Insider Trading Reconsidered, 117 U. PA. L. REV. 470, 477-78 (1969) (arguing that
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debate, however, is notoriously inconclusive.* A primary reason for
continuing disagreement is the immense empirical difficulty in trying to
ascertain the economic efficiency of particular legal rules in a world in
which securities markets have become very large and complex.”

Our working hypothesis is that economic amalysis is not the best
approach to understanding insider trading because the core controversies
in this area of law are really about ethics and not economics. The hard
problems in insider trading law are paradigmatically moral, such as
whether nondisclosure of material nonpublic information deprives a parti-
cipant in a public securities market of the ability to make an autonomous
choice, or whether an inside securities trader uses information that is
stolen, converted to an improper use, or otherwise morally tainted.

‘We do not say that economics is unimportant. On the contrary, ethics
and economics seemn strongly linked in securities regulation.®® Before
arguing about economic costs and benefits, however, we maintain that a
threshold issue should be addressed: whether the acts proscribed as insider
trading are morally wrong. Even if economic arguments conclusively
favored unfettered insider trading, moral arguments would potentially give
an independent reason for prohibiting insider trading to “satisfy such
noneconomic goals as fairness, just rewards, and integrity.”” Most

insider mading incresses the cost of capital for firms known to engage in it); Joel Seligman, The
Refornudarion of Federal Securiries Law Concerning Nonpublic Information, 73 GEO. L.J. 1083, 1115
(1985) (stating that the “primary policy reason” for insider trading law is “to make investors confident”
and “guarantee the integrity of the market™). Cf. SEC v. Anmr, 15 F. Supp. 2d 477, 481 (D.N.J.
1998) (“There is perhaps no more insidious drain oun the overall welfare of society than greed
unchecked. ™).

24. See, e.g., WANG & STEINBERG, supra not 22, § 2.4, at 3% (concluding that “the supposed
beneficial and barmful effeces of insider trading on society are quite speculative™): Stephen M.
Bainbeidge. Insider Trading, in ENCYCLOPEDIA OF LAW & ECONOMICS (forthcoming) (manuscript at
2-3, on file with authors) (“Most obsecvers of the Jiterature likely would conclude that neither side has
carried the field™); Cox, supra note 4, at 635-55 (finding economic arguments on both sides w be
unpersuasive); Easterbrook, supra note 19, at 338 (arguing that economic-based arguments afe “closely
balanced” because some cases of insider trading are “unambiguously detrimental” w shareholders, other
cases “unambiguously beneficial,” and sdll others “difficult to judge™); Haft, supra nowe 23, ar 1053
(describing arguments for and against insider trading as “hody debated” but concluding that none have
“achieved vniversal acclaim™).

25. See Cox, supra note 4, at 654 (*Unforwnawely, itis not . . . easy to estimaie the costs and
benefits of insider trading. for the problem of quantification is substanaal.™); Easterbrook, supro note
19, at 338 (finding thac “the questions uldmately are empisical™); see also Peter M. DeMarzo et al.,
The Oprimal Enforcemen of Insider Trading Regulations, 106 J. POL. ECON. 602, 603 (1998) (arguing
that previous economic analysis has not taken account of enforcement costs).

26. Securities markets may most effectively advance economic goals when trading occurs in an
ethical chimate. For example, the economic arguments in favor of insider trading law that rely on argu-
ments about promoang investor confidence depend in part on an assumpgdon that investors are more
likely to invest funds in markets that are felt generzlly 10 be ethical or fair. See supre note 23 and
BCCOMpanying text.

27. Schotland, supra note 22, at 1439,
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courts and commentators, along with Congress, the SEC, and the general
public, “share the intuition that—regardless of the economic
consequences—it is simply unfair for those with inside information to
trade” on it.® OQur goal in this article is to provide a solid analytical
foundation for this widely shared moral intuition.

In adopting a deontological approach to the law of insider trading, our
method is both radical and conservative. It is radical compared with many
previous attempts to justify insider trading law because most of these
theories rely on corporate law concepts such as fiduciary duty or economic
analysis to cabin the scope of insider trading liability.® We go back to
the roots of fraud to find a fundamental justification for the law against
insider trading. Our method is also conservative, however, because we
offer a justification for what we believe are the correct results reached by
the most important Supreme Court insider trading cases, including
Carpenter v. United States,® Dirks v. SEC,* and United States v.
O’Hagan?* We argue that our theory succeeds in situations where the
Court’s own account fails to give a coherent and persvasive rationale.

Our analysis makes a few assumptions. We assume the applicability
of common terms and standards adopted by the courts, including an under-
standing of insider trading as involving “material nonpublic”
information® and “scienter” of the party accused of fraud.* These

28. Jesse M. Fried, Reducing the Profitability of Corporate Insider Trading Through Pretrading
Disclosure, 71 S. CaL. L. REV. 303, 308 (1998); see also Chiarella v. United States, 445 U.S. 222,
248 (1980) (Blackmun, J., dissenting) (criticizing the majoricy opinion for downplaying the “inherent
unfaimess™ argument against insider trading); United States v. Carpenter, 791 F.2d 1024, 1029 (2d
Cir. 1986), aff'd by an equaolly divided courr, 484 U.S. 19 (1987) (referring io the “fundamendal
unfairness™ of insider trading); Xim Lane Scheppele, “It's Just Nor Right”: The Ethics of Insider
Trading, LAW & CONTEMP. PROBS., Summer 1993, at 123, 150-68 (developing 2 contracterian ethical
theory of the unfaimess of insider wrading).

29. See supra notes 18, 22-25 and zccompanying text. For an argument in favor of limiting
federal insider wading law to violations of fiduciary duties, see M. Breen Haire, Note, The Uneasy
Docirinat Compromise of the Misappropriarion Theory of Insider Trading Liabiliry, 73N.Y.U. L. REV.
(251, {253-54, 1289 (1998).

30. 484 U.S. 19 (1987).

31. 463 U.S. 646 (1983).

32. 521 U.S. 642 (1997).

33. Matenality is required for proof of federal secunties fraud, including Rule 10b-5 insider
trading cases, The test is whether “there is a substantal likelihood thzt a reasonabie shareholder would
consider (the undisclosed) informadon imporant”™ in making a decision. Basic, Inc. v. Levinson, 485
U.S. 224, 231 (1988); see also SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 849 (2d Cir. 1968)
(stating that materiality balances the “probability that the evemt will occur and the anticipated magnitude
of the event in light of the totality of the company zctivity”); SEC v. Hoover, 903 F. Supp. 1135, 1148
(S.D. Tex. 1995) (discussing the Basic materiality standard adopted in Rule 10b-5 insider trading
cases). Insider trading also necessarily involves trading on “nonpublic” informadon. Cf. Rule 14e-3,
17 C.F.R. § 240.14e-3 (1999) (probibiting trading on the basis of “material nonpublic information™
about a tender offer). See also Lampf v. Gilberson, 501 U.S. 350, 361 (1991) (defining insider
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elements suggest the usefulness of an ethical rather than an economic
analysis of insider trading, but we do not develop these concepts further in
this Article.®  “Causation” in securities fraud is another important
element established by the courts that we do not develop here, though the
concept seems to have important moral implications.* Neither do we
enter the important debate about whether wrongful insider trading should
be punished with criminal as well as civil penalties.”

Our Article proceeds as follows. In Part I, we examine the impli-
cations of a constraint imposed by a deontological approach to insider
trading law: the requirement of a wrong to a victim. In Parts II and I,
we analyze the two leading theories that support insider trading liability in
Rule 10b-5 cases, which the Supreme Court calls the “iraditional theory”
and the more recently developed “misappropriation theory.”® In Part IJ,

rading as “purchasing or selling a security while in possession of material, nonpublic information™).
Effectve public disclosure of inside information eliminates the potennal for the wrong. See, e.g.,
Texas Gulf Sulphur, 401 F.2d at 853-54.

34. Scientey, in the form of either intent or recklessness, is a required element of proof in federal
securities fraud. See Emst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1985) (defining scienter
as referring to “2 mental stace embracing intant to deceive, manipulate, or defraud™). Rule 10b-5
insider trading cases are no exception. See /n re Time Wamer Inc, Securides Lidg., 9 F.3d 259, 268
(2d Cir. 1993) (stating that scienter is 2 “necessary element of every 10b-5 action™); WANG &
STEINBERG, supra mnote 22, § 4.4 (collecting cases). Most appellare courts have adopted 2
“recklessness” standard. See WANG & STEINBERG, supra note 22, § 4.4.2, ar 168.

35. Materialiry is probably best understood as a mora) Jimitation on insider trading liability because
it addresses the issue of whether particular informadon is important enough to acwually cause a wrong
if it is traded on without disclosure. Scienter requires a cutpable mental state, and culpability is 2 mans-
parendy moral concept. In this Article, however, we adopt the maditional legal underscandings of
materiality and scienter without entering into a discussion of the complex set of ethical and legal issues
that these elements raise.

36. See Virginia Bankshares, Ine. v. Sandberg, 501 U.S. 1083, 1100 (1991) (requiring causation
in private actions alleging securities fraud for proxy misrepresentation). An unresolved issue in Rule
{0b-5 insider trading cases is whether liability requires proof of acral “use”™ or miere “possession” of
inside information when trading. Compare United States v. Teicher, 987 F.2d 112, 119-21 (24 Cir.
1993) (arguing that “knowing possession™ without a “causal connéction” between possession and use
is sufficient for insider trading liability), with Unjted Saates v. Smhh, 155 F.3d 1051, 1066-69 (9th Cis.
1698) (holding that “use™ of inside informanon as well as “possession” must be proven). Compare
also DONALD C. LANGEVOORT, INSIDER TRADING: REGULATION, ENFORCEMENT, AND PREVENTION
§ 3.04, 2t 3-23 10 3-24 (1996), and 7 LOUIS LOSS & JOEL SELIGMAN, SECURITIES REGULATION 3504-
0S (3d ed. 1991) (both arguing in favor of a “possession™ rule), with ALAN R. BROMBERG & LEWIS
D. LOWENFELS, SECURITIES FRAUD & COMMODITIES FRAUD § 7.4, at 610, 620, 621 (2d ed. 1996)
(arguing for “nonuse” of inside information as an “affirmatdve defense™) and Allan Horwich,
Possession Versus Use: Is There a Causation Element in the Prohibition on Insider Trading?, 52 Bus.
Law. 1235, 1237-38, 1242-78 (1997) (arguing for a use and causation requirement for liabilicy).

37. For a discussion oa that debaie, see, e.g., Fisch, supra note 4, ac 237-38, 51 (argning on
moral grounds that criminal penaldes for insider trading should be “reconsidered” and preferring “civil
disgorgement™); see also John C. Coffee, Jr., Paradigms Lost: The Blurring of the Cruminal and Civil
Law Models—And What Can Be Done Abour It, 101 YALE L.J. 1875 (1992) (arguing against currem
tendency toward “overcriminalization” in white collar crime and that criminal prosecutions should, at
the least, require a higher standard of scienter than applied in civil cases).

38. United States v. O’Bagan, 521 U.S. 642, 651-33 (1997) (distinguishing between the
“traditional’ or “classical theory’ of insider trading liability” and the “misappropriation theory™).
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we discuss the traditional theory that relies on a breach of fiduciary duties
as the touchstone of insider trading liability and argue that this theory is
deeply flawed. In Part III, we discuss the misappropriation theory and
distinguish between two versions of the theory, which we call “frand-on-
the-investor” and “fraud-on-the-source.” Although we agree with the
result that the Supreme Court reaches in O’Hagan, we argue that the fraud-
on-the-source misappropriation theory which the Court advances cannot
identify a relevant victim of a wrong to support a claim of securities fraud.
In part for this reason, O’Hagan provides neither a satisfactory theory of
insider trading nor a sufficient guide for future cases.

In Part IV, we show that our theory, based on a deontological
“equitable disclosure rationale,” justifies a fraud-on-the-mvestor approach
that resolves some problems and inconsistencies found in previously
advanced theories of insider trading. We distinguish two rival justifications
for insider trading law that have previously been put forward: an “equal
informaiion rationale” and an “illicit acquisition rationale.” We find
significant problems with each of themn and suggest instead an “equitable
disclosure rationale,” which supports our fraud-on-the-investor theory with
moral arguments that emphasize respect for autonomy and concern about
fairness.” On our theory, one has a duty under the law of fraud to
refrain from trading securities on the basis of material nonpublic infor-
mation without effectively disclosing the information unless one has a
superior equitable right to the information which may derive from intelli-
gent analysis, skiliful observation, or even luck.

In Part V, we show how our fraud-on-the-investor theory can justify
the major insider trading decisions of the Supreme Court. We also demon-
strate that our theory of insider trading has some important conceptual
advantages. First, our approach gives theoretical guidance in deciding hard
cases of insider trading on material nonpublic information acquired by
“moral luck.,”® Second, we develop a novel analysis of some leading
cases which we believe are best understood as involving the “frontrunaing”
or “self-frontrunning” of investors in securities markets. These cases
involve situations 1n which a financial adviser trades in advance of infor-
mation given to its clients,* a reporter trades on information contained
in a news story in advance of its publication,” a judicial clerk trades on

39. . David Chamy, Hypothetical Bargains: The Normative Struciure of Contract hterpretation,
89 Micy. L. REV. 1815, 1823-40 (1991) (discussing principles of autonomy and faimess as justi-
fications and methods of construction in contract law).

40. For a collection of philosophical essays on this topic, se¢ MORAL LUCK: PHILOSOPHICAL
PAPERS (Daniel Swmen ed., 1993). For example, we describe Dirks v. SEC, 463 U.S. 646 (1983),
in these terms. See infra subpart V(A).

4). See SEC v. Capiml Gains Rescarch Bureay, Inc., 375 U.S. 180 (1963).

42. Sge Carpeneer v. Uagited States, 484 U.S. 19 (1987): United Smates v. Libera, 989 F.2d 596
(24 Cir. 1993).
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information about an important court decision before it is announced,” or
a corporation trades in its own shares or authorizes its directors, officers,
or employees to do so without prior disclosure of material nonpublic
information.

1. The Deontological Requiremnent of a Wronged Victim

Deontological moral theory imposes a simple but severe constraint on
a system of justice. It requires that ordinarily a person may be penalized
for an act only when that act involves committing a wrong against
someone. If nobody is wronged, if there is no victim, then ordinarily no
actionable offense occurs.

43. See Chiarella v. United States, 445 U.S, 222, 242 1.3 (1980) (Burger, C.J., dissenting). For
a recent thriller based on the hypothetical of a Supreme Court clerk geing tricked into disclosing inside
information to a person posing as a former clerk, see BRAD MELTZER, THE TENTH JUSTICE (1997).
44. For a discussion of the importance of the victim in retnibudve jusdce, see Jean Hampton,
Correcting Harms Versus Righting Wrongs: The Goal of Retribution, 39 UCLA L. REV. 1659 (1992)
(arguing that retribution is jusdfied when wrongful conduct results in a “moral injury“—an injury that
harms the “zcknowledgement and realization of the value of the victim™); Alan Saudler, Mass Tors
and Moral Principles, 11 LAW & PRIL. 297, 315-21 {(1992) (arguing on deontwlogical grounds that an
essendal point of imposing harsh qeatment in law, whether in criminal or WK law, is 0 resore a
vicdm’s moral stas as inviolabie, and that unless this point is respected, law wrongly compromises
the dignity of those it affects). We will not take up the issue of whether there exists a peculiar class
of wrongs that involves no victims, i.e., so-called pure moral offenses such as incest or sodomy
berween consenting adules. See generally JOEL FEINBERG, HARMLESS WRONGDOING (1990) (assessing
the possibility of wrongs without vicdms and wrongs without harms). Such wrongs, if they exist, are
the exception rather than the rule, and they bear liale resemblance o our target: the wrong that occurs
in securides fraud. Unlike so-called pure moral offenses, securities fraud involves a person atemptng
to ke advanmge of others. We think il is important 16 ask who is the viedm of such fraud.
_Kane's position on the necessity of a victim for a moral wrong is cormplex and perhaps even
confounded. On occasion, he makes remarks which seem to indicate that no vicdm is required for a
moral wrong. For example, in his essay, On a Supposed Right to Lie Because of Philanthrophic
Concerns, Kant examines cthe ethics of telling a lie to a person up to no good. Kant’s analysis:

[Altthough by telling a cerain lie 1 in fact do not wrong 2nyone, 1 nevertheless violate the

principle of right in regard o all unavoidably necessary smtements generally (i.e. the

principle of right is thereby wronged formally, though not materially). This s much

worse than commiming an injustice against some individual person, inasmuch as such a

deed does not always presuppose that there is in the subject a principle for such an act.
IMMANUEL XANT, ETHICAL PHILOSOPHY 166 (James W. Ellington wans., 1994) (1785). In these
remarks, Kant apparendy says that sometimes a deceptive act may be wrong because ic violates an
abswact moral principle and not because it wrongs some individual. Should Kant therefore be regarded
as denying the necessity of a vietim in wrongdoing? We think not. Before considering our
explanation, consider why the explanation is difficult.

Kant's moral theory contains two candidates for the starus of a fundamental moral principle: the
principle of universalizability and the respect-for-persons principle. The universalizability principle
provides, roughly, that an action is wrong for an agent when she canrot wil} a maxim prescribing the
action as a universal law. See CHRISTINE M. KORSGAARD, CREATING THE KINGDOM OF ENDS 140-46
(1996). The respect-for-persons principle provides, on the other hand, that an action is wrong when
conunitting it involves treating a person as a mere means rather than an end. J4. Kant's quoted remark
is best construed as an applicadon of the principle of universalizability: the principle of universali-
2ability does not rely on the idea of a victim in any obvious way. As the distinguished Kant scholar,
Christine Korsgaard, plausibly argues, it is the respect-for-persons principle (which she calls the
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This deontological constraint of a wronged victim suggests a moral
limit to the expanding scope of insider trading law.* Our strategy will
be to examine the leading Supreme Court cases on insider trading with a
view to identifying the underlying moral principle on which the cases may
be said to rest. We show that the Court has embraced a variety of very
different theories of insider trading at different tumes and in different cases.
Scrutiny of these theories reveals that they are driven by rival moral
principles. Selecting among these principles advances the task of construct-
ing a coherent jurisprudence of insider trading. This task requires both (1)
an analysis of the normative principles that the Court uses in its various
legal theories of insider trading, and (2) an investigation of the connection
between legal principles employed by the Court in insider trading cases and
defensible moral principles.

We do not, of course, contend that the Court has self-consciously
crafied deontological moral explanations for its decisions. The Court states
the principles it employs in non-philosophical, commonsense terms. We
suggest instead that the power and coherence of these principles are
augmented by identifying the most persuasive rationale to explain the
Court’s insider trading cases.*

II.  The Traditional Theory: Corporate Fiduciary Duty

What the Supreme Court calls the “traditional theory™ of insider
trading under Runle 10b-5 identifies the relevant wrong in insider trading as
a violation of a fiduciary duty owed by a corporate director, officer, or
employee to the corporate insider’s principal, namely, the corporation or

Formula of Humanity). and not the universalizability principle (which she calls the Formuta of
Universal Law), thar best explains the wrongness in wrongful deception. /4.

Moreaver, because the respect-for-persons principle analyzes a wrong as a parucular morally
problematic way of reating a person, it always requires 2 vicdm. On the most plausible rational recon-
strucon of Kantian deontology, we believe that the role of the victim is essenual in most wrongful
scdons. How, then, should one undersmand the import of the passage from Kant we quote? We agree
with Sally Sedgwick that it forms part of an unartfully expressed and overstaied dialectical response
10 Xant's intellectzl foe, Benjamin Constant. See Sally Sedgwick, On Lying ond the Rote of Content
in Kanr’s Ethics, 82 KANT-STUDIEN 42 (1991). The debate between Kant and Constane, though impor-
tant in other contexts, is not worth exploring here. For our purposes, what matters is that Kant insists
on the outh and generality of the respect-for-persons principle, and that principle analyzes a wrong in
a way that presupposes the existence of a victim.

45. Kawz also recognizes the deontologicat necessity for wrong to a victim in insider rading law.
See KATZ, supra notwe 20, at 171.

46. This methodology combines philosophical analysis with the reality of legal doctrine. Cf. Scon
Brewer, Scientific Expert Testimony and Intellectual Due Process, 107 YALE L.J. 1535, 1541 (1998)
(“There is an imporant heudstic relaton between . . . abstract philosophical analysis , . . and the
rather concrete analysis of doctrine: Each keeps the other intellectually honest. Philosophical analysis
without demjled facts is blind; recitation of deailed facts without philosophical analysis is ignorant.™),
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its shareholders.”” The traditional theory can be summarized as the
following principle:
Insider trading is wrong because whenever it occurs, the inside
frader breaches fiduciary duties owed 10 the trader’s principal,
namely, the corporation or the corporate shareholder with whom he
engages in a securities transaction. By trading without disclosing
material nonpublic information to the principal, the insider violates
a duwty owed 1o the principal corporation or its sharerolders.

Under the traditional theory, the person one harms and the person to whom
one owes a duty are one and the same. We maintain that the traditional
theory fails for at least two reasons. It does not coherently identify
relevant victims for many of the most important insider trading offenses,
and it does not adequately explain the nature and scope of the duties it
invokes.

From a deontological perspective, a strength of the traditional theory
is the clarity with which it identifies at least some victims who are wronged
by insider trading. For example, suppose that Ethel is an officer of Acme,
Inc. She knows that her firm is about to release a very profitable product
that will improve Acme’s stock price, but neither the public nor Acme’s
shareholders know about the forthcoming product. Nonetheless, Ethel pur-
chases shares of her company through an over-the-counter exchange, and
these shares happen to have been owned by Fred. Under the traditional
theory, because Fred owns stock in Acme, and Ethel stands in a fiduciary
refation to Acme, Ethel stands in a fiduciary relation to Fred. As a
fiduciary to the corporation and derivatively to Fred, Ethel cannot engage
in a securities transaction with Fred unless she discloses all information
that Fred may- reasonably deem relevant to the transaction.®® If Ethel
does not disclose what she knows about the new product, she commits
insider trading punishable as securities fraud. On the traditional theory, an
insider who trades in the stock of the insider’s corporation occupies a
fiduciary relation with the person on the other side of the transaction. This
fiduciary relation creates a duty to disclose before trading. If a transaction
oceurs without prior disclosure, it is fraud. The identity of the victim and

47. See United States v. O'Hagan, 521 U.S. 642, 651-52 (1997). See also Vicror Brudney,
Insiders, Outsiders, and Informarional Advantages Under the Federal Securities Laws, 93 HARV. L.
REV. 322, 343, 347-48 (1979) (describing “corporate insiders” o include “directors, officers, and
executive employees™ and describing “tippees” who gain access o the same informadon).
Nonexecutive employees have also been held to owe fiduciary duties sufficient to suppon liability for
insider trading. See SEC v. Texas Guif Sulphur Co., 401 F.2d 833, 843, 852 (2d Cir. 1968) (holding
geologist employees liable for insider wading).

48. Whether it would be reasonable for Fred o deem the information relevant 10 his decision
implicates the materiality requirement for securites fraud. See supra note 33 (describing the test for
materiality).
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the wrongness of Ethel’s act are logically linked-—the victim is the seller
of stock, Fred, who is directly harmed, or at least put at risk, by Ethel’s
act, and what makes Ethel’s act wrong must be understood in terms of
what she does to this victim.

As other scholars have observed, the traditional theory fails to explain
why the fiduciary duty concept borrowed from the law of agency and cor-
porations should be applied in the context of securities trading.® It is not
self-evident that corporate insiders should be regarded as standing in a
fiduciary relationship to shareholders when trading stock. In fact, the
rraditional theory relies on an incorrect legal assumption. Technically,
corporate directors, officers, and employees do not owe fiduciary duties 1o
shareholders but rather to the corporation as a legal entity.®® But the
problems with the traditional theory run deeper. Even if the theory’s
reliance on the fiduciary concept borrowed from state law could be
defended, it would not suffice to vindicate this theory as a basis for
existing insider trading law.

The traditional theory cannot account for all of the relevant cases that
the Supreme Court recognizes as insider trading. Traditional theory was
devised to handle a distinctive category of securities fraud, namely,
“insider trading” understood as fraud committed by people who are
corporate insiders, including directors, officers, and employees who owe
fiduciary duties to a corporation and its stockhaolders. The problem is that
the Supreme Court has recognized that “outsider trading” on material
nonpublic information by people who are neither insiders nor tippees may
also count as federal securities fraud.*' A simple but notorious example
of outsider trading is Carpenter v. United States™® In Carpenter, R.
Foster Winans, a reporter for the Waill Street Journal, traded on infoi-
_mation that would appear in his forthcoming columns containing stock
market gossip.”> When he did so, he acted in contravention of the Wil
Street Journal’s employment policy.* He therefore used information that
he stole from his employer. But notice that Winans’s “inside information”
did not come from the firms in whose stock he traded. He was an outsider

49. See, e.g., EASTERBROOK & FISCHEL, supra sote 19, at 269 (describing the use of fiduciary
ducy to distinguish insiders from outsiders as “questionable™ and “not 2 usefu) Jine™ of thoughy).

50. Shareholders rpay enforce comorate fiduciary duties under state corporate law, bue they do so
derivatively on behalf of the corporation. See, e.g., Edc W. Ons, Shirking and Sharking: A Legal
Theory of the Firm, 16 YALE L. & PoL’Y REV. 265, 310 n.241 (1998).

51. Perhaps the first to yecognize the distinction becween insider and outsider Irading was Viceor
Brudney. See Brudney, supra note 47, 2t 339-47. As discussed infra subpart V(B), we describe these
outsider arading cases as a type of frontrunning or “scalping,” which Brudney also sees as problematie.
See id. at 368-71.

52. 484 U.S. 19 (1987).

53, Id. at 23.

54, .
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.to those firms, and thus owed no fiduciary duty to them. Thus, the

rraditional theory, which rests on the borrowed concept of fiduciary duty,
cannot explain the wrongness of his action.®

United States v. O’Hagan® presents another case of outsider trading.
In O'Hagan, the defendant, James O’Hagan, was a partner in a law firm
representing Grand Metropolitan PLC, which planned to make a tender
offer for Pillsbury Company. After learning of the prospective tender
offer, O’Hagan bought Pillsbury stock and call options resuliing in profits
of more than $4.3 million.”” O’Hagan was neither a corporate insider at
pillsbury nor the beneficiary of a tip from such an insider. He was an
outsider with respect to Pillsbury. If he committed securities fraud, it was
not insider trading, but outsider trading. Had O’Hagan used his stolen
information to purchase stock in Grand Metropolitan and not Pillsbury, his
action would have neatly fit the traditional conception of insider trading,
and he would have been liable under the traditional theory.”® But he did
not. The Court nevertheless argued that it would be nonsensical to proceed
against someone like O’Hagan for trading on information stolen from his
client only when that inforrmation is about the client, but not when it is
about the target of the client’s activity.”® The Court found, and we agree,
that the traditional theory is inadequate to cover outsider trading.®

Ironically, the traditional theory also fails to account for a vast nwnber
of insider trading cases that involve no outsiders. Suppose that a corporate
insider possessing material nonpublic information about his company sells
shares to a person who is not yet a stockholder of the insider’s firm.
Because the prospective purchaser of stock had no relationship with the
firm before the transaction, the corporate insider viofates no corporate
fiduciary duty.® Hence this is a case of wrongful insider trading that

55. One might acgue that Winans is an “insider” with respect 10 the Wall Streer Journal and that
the wrong of stealing the information supports a finding of insider trading. We address this version
of “fraud-on-the-source” misappropriarion theory in greater detail infra subpan JI(B). A significant
conceprual problem with this theory is that even though it convincingly identifies exploiting misappro~
priated information as a wrong, it casinot explain why thar wrong amounts to fraud.

56. 521 U.S. 642 (1997).

57. Id. at 648.

58. Even though O’Hagan did not personally work on the Grand Metropolitan maner, parmers in
his firm did. Jd. at 647. Therefore. if he had taded in Grand Meuopolitan’s stock O'Hagan would
have arguably qualified as a iemporary insider under the traditional theory. See also Ditks v. SEC,
463 U.S. 646, 655 n.)4 (1983) (noting that when information is legitimately revealed to an ouvtsider,
the outsider may become a fiduciary of the corporation and its shareholders).

59. O’'Hagan, 521 U.S. at 659 (stating that “it makes scant sense 10 hold a Jawyer like O"Hagan
2 § 10(b) viotawr if he works for a law firm representing the target of a tender offer, but not if he
works for a law firn represanting the bidder”).

60. Seeid. at 665-66 (embracing misappropriation theory rather than traditional theory as the basis
for the majority opinion).

81. See BAINBRIDGE, supra note 22, at 9 n.6; Alison Grey Anderson, Fraud, Fiduciaries, and
Insider Trading, HOFSTRA L. REV. 341, 356 (1982) (highlighting the shoricomings of traditional theory
in cases where the insider trading invoives prospective sharebolders); A.C. Pritchard, United States v.
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involves no breach of a fiduciary duty.® One might respond to this
problem by suggesting that the prospective shareholder will soon be a rea]
shareholder, and it is therefore fair to extend the company’s fiduciary
obligations (o soon-to-be-shareholders.® But this extension would be an
evasion. Until the sale of secunties is completed, the company stands in
no fiduciary relation to a prospective purchaser of stock who does not yet
own stock. The prospective purchaser is a stranger to the company, and
no fiduciary duties are owed to strangers. Although we agree that it would
be unfair to allow trading on inside information against strangers to the
company in these circumstances, the traditional theory cannot adequately
expiain the nature of this unfaimess.

Finally, the traditional theory cannot easily handle insider trading in
publicly traded bonds rather than stock. Because the traditional theory
presumes a fiduciary relationship, and because creditors, such as
bondholders, ordinarily are not considered to have enforceable fiduciary
duty claims against a corporation, the traditional theory leaves creditors
unprotected from insiders who trade in public debt.** The traditional
theory gives no sound reason for making a distinction between insider
trading in public debt and insider trading in stock. Because the roles of
debt, equity, and hybrid debt-equity instruments in the capital structure of
the firm are to a significant extent interchangeable, and because various
kinds of debt qualify as “securities” subject to federal law, there seems to
be no relevant difference between stock and public debt for purposes of
insider trading law.* Because firms finance themselves through issuing

O'Hagan: Agency Law and Justice Powell's Legacy for the Law of Insider Trading, 78 B.U. L. REV,
13, 26 (1998) (criticizing “classical theory™ for failing to resolve insider crading cases involving
prospective shareholders). A similar problem is raised by the purchase or safe of stock options to
“incipient shareholders.” See Donald C. Langevoont, Insider Trading and the Fiduciary Principle: A
Post-Chiarella Restarement, 70 CAL. L. REV. 1, 41-42 (1982) (arguing that stock opnons present
another challenge to traditonal theory due to the difficulty of establishing a fiduciary ducy with a
prospective buyer).

62. For a case supponing the proposition that a corporate insider has no fiduciary relationship with
the firm regarding prospective shareholders, see Marhart, fnc. v. Calmat Co., No. 11820, 1992 WL
212587, at *1 (Del. Ch. Aug. 19, 1992) (holding that “fiducizcy duties run to stockholders, not
prospective shareholders™).

63. See Chiarella v. United Staces, 445 U.S. 222, 227 n.8 (1980) (Burger, C.J., dissenting).

64. See BAINBRIDGE, supra note 22, at 90 (noting that the traditional theory requiring a fiduciacy
relationship is “especially problematic™ in cases of “insider trading of debt securities™ because of the
usual rule that corporate fiduciary duties are not owed to debt-holders); see also Lawrence E. Mitchell,
The Fairness Rights of Corporate Bondholders, 65 N.Y.U. L. REV. 1165, 1175 (1990) (explaining that
bondholders have been dealt with in the rraditonal manner.of creditors, with the law assuming aoms-
length dealings between them and the corporation, and limiting credirors to the terms of their conmact
for their remedies); Orts, supra note 50, at 306-08, 323-35 (discussing the general rule chat creditors
have no exira-contractual protection against 2 corporation and exceptions 1o if).

65. See Orts, supra note 50, 2t 306-09; see also Note, Insider Trading in Junk Bonds, 105 HARV.
L. REV. 1720, 1738-39 (1992} (arguing on economic grounds that insider rading law should not
distinguish between equity and high-yield public debr).
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public debt as well as equity, both of which are often traded in securities
markets, a formal legal distinction between debt and equity in insider
irading law does not make sense.*

It appears, thep, that the fiduciary duties emphasized by the traditional
theory cannot support the duties to disclose of all people who engage in
wrongful insider or outsidet trading. There are at least three possible
responses.  First, one might declare the cases of tippees, prospective
shareholders, outsiders, and public bondholders beyond the scope of insider
trading. But this approach would condone much behavior that has been
recognized by courts and commentators to be wrongful. Second, one
might expand the set of fiduciary relations relevant to finding duties to
disclose. This is the approach adopted by “fraud-on-the-source™ misappro-
priation theory.® Third, one might declare that a duty to disclose may
exist even in the absence of a fiduciary relation. This is a version of
«fraud-on-the-investor” theory.® In Part I we explain how different
proponents of misappropriation theory embrace each of these latter two
responses, and we investigate the pitfalls attending themn.

II. Two Judicial Versions of the Misappropriation Theory

Dissatisfaction with the traditional theory of insider irading under Rule
10b-5 has led to the emergence of the misappropriation theory, which
expands the categories of insider trading law. “Misappropriation” refers
to the theft or otherwise improper use of information belonging to another
for the purpose of securities trading.®® There are two different types of
misappropriation theory: fraud-on-the-investor and fraud-on-the-source.
Both versions of misappropriation theory identify a broad class of insider
and outsider traders as wrongdoers. Both also have difficulty in explaining
the nature and scope of the wrong that insider and outsider traders commit.

Although the theory of insider trading we propose in Part TV of this Anticle does not expressly
address insider trading in bonds, the fact that our theory does not rely on the idea of a fiduciary duty
indjcates that it is at least consistent with Jiability for insider trading in publicly traded bonds. This is
an advantage that our theory holds over the iradivonal theory.

66. Anexception may apply to face-to-face debtiransactions between corporate insiders negotiating
on behalf of a corporation with large banks or other instiutional creditors. In these simations, there
is no obligation (o disclose material nonpublic corporate information to sophisticated creditors who may
negotate for any nceded representations or disclosure. Nondisclosure of inside information in these
circumstances would be in the corporate interest. Our argument is only that insider trading liability
under the same criteria as applied to trading in publicly held stock should exiend to publicly held debt
that qualifies as a “secunity.”

67. See infra subpart III(B).

68. See infra subpart JI(A).

69. In agdition, we argue that insider trading liability should extend ¢o the misuse of one’s own
information for securities trading in cases of what we call “frontunning” and “self-frongunaing.” See

infra subpart V(B).
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A.  Fraud-on-the-Investor Misappropriation Theory

“Fraud-on-the-investor misappropriation theory” is the name that we
use to identify the first version of misappropriation theory to be taken
seriously in the Supreme Court. Chief Justice Burger offered this theory
in his dissenting opinion in Chiarella to fill the normative gap left by the
traditional theory.™ It purports to explain how corporate outsiders like
Winans and O'Hagan are properly found to have committed securities
fraud.

In Chiarella, a financial printer divined the true identity of five
companies who were takeover targets of a client bidder. The printer
purchased stock in the target companies and made about thirty thousand
dollars in profits over fourteen months.” From a moral point of view,
Chiarella’s act appears to be no better than an act of insider trading in
which a corporate executive trades on information regarding his or her own
firm. If the CEO of a takeover target company in Chiarella had purchased
stock in the target company for the CEO’s own personal account, the CEO
would have violated a corporate fiduciary duty to the company and
committed insider trading under the traditional theory. Trading on material
nonpublic information about an impending takeover for one’s own self-
interest seems to be morally problematic behavior—both the CEO and the
printer are taking advantage of the identical information. But according to
the majority opinion in Chiarella, the printer owed no fiduciary duty to
those with whom he traded. Because “he was not a corporate insider and
he received no confidential information from the target company” and had
no “duty to disclose” the information before trading on it,”* the Court
reversed Chiarella’s conviction for insider trading.”

Burger’s response in his dissent in Chiarella was to abandon the
fiduciary duty requirement. He asserted that “a person who has

70. See A45 U.S. 222, 239-43 (1980) (Burger, C.J., dissenting) (arguing that the purchase of
securities based on misappropriated public information violates securities law). Three other Justices
appeared to agree with at least some version of Burger's misappropriation theory. See id. at 238-39
(Brennan, J., concurting); id. at 245-46 (Blackmun, J., joined by Marshall, J., dissendng).

71. Id. at 224. Althbough he figured out the puzzle of blank spaces and false nameés in the
documents, Chiarelia was obviously not a very sophisticated rader given the modest returns he gained
for his misk.

72. The Court said:

[T]he element required t0 make silence fraudulent—a duty to disclose—is absent in this
case, No duty conid arise from petitioner’s relationship with the sellers of the target
company’s securities, for petitioner had no prior dealings with them. He was not their
agent, he was not a fiduciary, he was not a person in whom the sellers had placed their
trust and eonfidence. He was, in fact, a complete stranger who dealt with the selfers only
through impersonal market mransactons.

Id. at231-33,

73. Id. a1225,237. This same argument was advanced on behalf of O'Hagan 17 years later, but
the times and the law had changed, and the Court affirmed O'Hagan's conviction under the different
fraud-on-the-source misappropriation theory discussed infra subpan TI(B).
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misappropriated nonpublic inforration has an absolute duty to disclose that
information or to refrain from trading.””* Burger’s fraud-on-the-investor
version of misappropriation theory may be restated as follows:

Insider trading is wrong because it violates a general duty each
person owes not 1o trade on misappropriated material nonpublic
information. If a person trades Securilies on the basis of such
information—even. with someone to whom he owes no fiduciary
duty—he commits securifies fraud.

Fraud-on-the-investor misappropriation theory assumes the existence of a
general duty not to trade on misappropriated confidential information, but
the Supreme Court has not accepted the idea of such a “general duty.””

In Part IV, we argue that Burger’s argument for the fraud-on-the-
investor theory is incoherent because it relies on a pair of flawed and
mutually inconsistent rationales. We then offer a revised rationale derived
from deontological theory as a superior justification for a fraud-on-the-
investor theory that unifies the traditional and misappropriation theories.
Before doing so, however, we set forth the Court’s current misappro-
priation theory, which relies on fraud-on-the-source as its guide.

B.  Fraud-on-the-Source Misappropriation Theory

Fraud-on-the-source misappropriation theory, as embraced in Justice
Ginsburg’s majority opinion in United States v. O’Hagan,” agrees with
the majority in Chiarella that liability for securities fraud in insider trading
requires the existence of a fiduciary duty. It differs from traditional
theory, however, in considering the fiduciary duty to be independent from
the relationship between a corporate insider (or tippee) and the shareholder
or bondholder investors in the corporation. Ginsburg’s fraud-on-the-source
theory comports with Burger’s frand-on-the-investor theory that an insider
trading violation must involve both (1) “fraud” and (2) trading on infor-
mation that has been stolen or otherwise “misappropriated.” But
Ginsburg’s theory adds a requirement that the information must be
misappropriated from a person to whom one owes a fiduciary duty.”
According to fraud-on-the-source theory, then:

74. Id. ac 240 (Burger, C.J., dissenting).

75. See United Suates v. O'Hagan, 521 U.S. 642, 663 (1997) (“There is no ‘general duty between
al) panicipants in marker transactions 10 forgo actions based on material, nonpublic information.’”
(quoting Dirks v. SEC, 463 U.S. 645, 655 (1983) (quoting, in wm, Chiarella, 445 U.S. at 233))).

76. 321 U.S. 642 (1997).

77. Justice Ginsburg's majority opinion describes “misappropriadon theory” as holding that “a
person comumits fraud ‘in connection with' a securifies transacion . . . when he miszppropriates
confidendal information for securities wading purposes, in breach of a duty owed to the source of the
information.” Jd. a 652 (emphasis added).
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Insider trading is wrong because when it occurs a person, acting as
a fiduciary, violates duties owed to his principal. Each fiduciary
owes a duty not to use material nonpublic information that belongs
o the principal without informing the principal of that use and
obtaining the principal’s consent. When a fiduciary trades on
material nonpublic information that belongs to the principal without
informing the principal of the trade and without consent, the
fiduciary commits fraud against the principal. Moreover, if this
fraud ogainst the principal occurs in connecrion with the purchase or
sales of securities, then if Is securities fraud.

Fraud-on-the-source theory therefore differs from the traditional and fraud-
on-the-investor theories in that fraud-on-the-source identifies the defrauded
party in an insider trading case as the source of the information the violaror
uses in a securities transaction. Both the traditional and fraud-on-the-
investor theories identify the person with whom the violator frades as the
defrauded party.™

Traditional theory and fraud-on-the-investor misappropriation theory
have a relatively easy time addressing the deontological concern of identi-
fying a relevant victim in many insider trading cases. Each theory identi-
fies somebody who is relevantly wronged: the party whom an insider or
outsider defrauds in a securities transaction. Fraud-on-the-source theory,
in contrast, has a much harder time identifying a relevant victim. In fact,
we believe that it can identify no relevant victim.

Two candidates for victims stand out under fraud-on-the-source
theory: the party whom the defendant defrauds by misappropriating infor-
mation and the party with whom the defendant engages in a securities
transaction. Neither party, however, satisfies the deontological constrains
of a wronged victim. Consider first the party from whom information has
been misappropriated, for which Carpenter v. United States” provides a

78. The problem of identifying relevant individual victims in securities fraud transactions is
complicated by the face chat public securities markets are liquid, complex, and anonymous. As Leo
Katz argues, when someone purchases shares on the basis of inside information, the victim is often not
the immediate seller of the shares. This seller ofien would have sold anyway. However, the wrong
still occurs o someone, “if not the person who sold the stock, then the person who would have bought
the stock if the insidec had not bought it.” KATZ, supra note 20, at 172. For our purposes, and for
case of explanation, we follow convention and refec (0 a defrauded invesior genencally (and somewhat
simplistically), though we agree with Kawz that the narure of secunties markets makes it “nearly
impossivle™ to identfy the particular individuals who are the victims of insider trading. See id. It is
sufficient for deonwlogical theory that here clearly are individual victims even though it may be diffi-
culcor even impossible o identify exactdy who they are. Note, interestingly, that the continuing evolu-
tion of electronic mading may further complicate idendfication of vieums. Cf. Roben A. Prentice, The
Fusure of Corporate Disclosure: The Internet, Securities Fraud, and Rule 10b-5, 47 EMORY L.J,
(1998) (wamning that the pervasiveness and volume of the internet creares dangerous secunties
siluarions).

79. 484 U.S. 19, 22 (1987).
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concrete example. Under fraud-on-the-source theory, Winans, the defen-
dant reporter, committed fraud only against the Wall Street Journal, which
was Winans’s employer.® Even though Winans would have been guilty
under fraud-on-the-source theory, the Wall Street Journal was hardly a
vietim of securities fraud. Arguably, Winans may have harmed or put at
risk the W&l Streer Journal’s reputation for honest reporting, but this is not
a securities fraud. Because the Journal did not engage in a securities trans-
action with Winans, it is impossible for the Journal to have been the victim
of a securities fraud. In this respect, the fraud-on-the-source theory also
violates the principle that the fraud occur “in connection with™ a securities
transaction.® ‘

Perhaps, then, the victim of securities fraud in Carpenter was not the
Wall Streer Journal, but ipstead the investors with whom Winans traded
stock. If they were victims, there must have been some way in which they
were wronged. But on the Court’s own account, Winans owed no duty to
the people with whom he traded.® In general, outsiders owe no relevant
duties to the people with whom they engage in trading under the fraud-on-
the-source misappropriation theory. Thus there is no way to say that the
outsiders commit a wrong.

In summary, the fraud-on-the-source theory says the Wall Street
Journal suffers a wrong in Carpenter, but the Journal cannot be the victim
of a securities fraud because it does not enter a securities transaction with
Winans. The theory also declares that Winans owes no relevant duty to the
persons with whorn he traded securities. Because the fraud-on-the-source
theory cannot identify a victim, it is inconsistent with deontological moral
theory.

There are two other possible defenses against the charge that frand-on-
the-source theory violates deontological constraints. One might argue that
because the wrong against the principal subsequently harms a third party
participating in 2 securities market, the wrong is “in connection with™ a
securities transaction and therefore identifies a relevant victim.® Or one
might argue that even if no wrong occurs, forbidding outsider trading is
nonetheless justified on economic or social policy grounds.*

Neither of the above arguments succeeds. Even if the wrong done
against the Wall Streer Journal was done in connection with the purchase
or sale of securities, it does not follow that the wrong involved securities
fraud, and the Supreme Court has consistently held that even securities

80. See supra wext accompanying notes 52-55.

81. See supra notes 14-15 and accompanying text.

B2. Carpenter, 484 U S. a1 22.

83. See supra notes 14-15, 81 (reciting the “in connection with™ requirement); see also United
States v. O’Hagan, 521 U.S. 642, 656 (1997) (embracing the “in connection with” ranonale).

84. See supra notes 21, 23 and accompanying (ext.
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fraud cavght by the broad reach of Rule 10b-5 must be “fraud.”® Tpe
wrong committed in fraud-on-the-source theory is theft rather than fraud,
and theft cannot become fraud without another step being taken, namely,
the use of what has been stolen to deceive someone.® Moreover, ope
may impose adverse treatment agamst a person only for a wrong he
commits against some victim. Even if substantial economic or other social
advantages would flow from ignoring this constraint, it would be wrong to
do s0.¥

Fraud-on-the-source theory identifies the prohibited act underlying a
securities fraud committed by misappropriation, but it fails to identify a
relevant victim of fraud. The theory therefore needs repair. Consider
again how the fraud-op-the-source theory evolved. The Supreme Court
started with the jdea that instder trading liability under Rule 10b-5 involved
the breach of a fiduciary duty owed to a purchaser or seller of securities.
The Court then noticed that some cases, such as outsider trading, did not
involve a breach of a fiduciary duty to a purchaser or seller of securities.
So the Court expanded the category of insider trading by arguing that as
long as a fiduciary duty is breached “in connection with” the purchase or
sale of securities, the act amounts to securities fraud. The problem, from
a deontological perspective, is that this argument does not identify a
relevant wrong to a victim because the breach of duty is not “in connection
with” and directly related to a defrauded party.® It is time to reconsider
how insider trading wrongs its victims.

IV. A Deontological Fraud-on-the-Investor Theory of Insider Trading

In this Part we advance and defend a revised fraud-on-the-investor
theory of insider trading liability rooted in deontological theory. The core
idea is that insider trading is fraudulent when a person takes wrongful
advantage of an investor with whom he trades securities by failing to
disclose material nonpublic information. Our fraud-on-the-investor theory
offers a distinctive account of the nature of the relevant wrongful advantage
and a distinctive reason for imposing a duty to disclose in insider trading

85. See O’Hagan, 521 U,S. 21656 (*The [misappropnation] theory does not catch all conceivable
forms of fraud irvolving confidenwial information; rather, it catches fraudulent means of cepitalizing
on such information through securities ransactions.”); see also supra note 3.

86. This is also the essence of Jusdce Thomas’s dissent in O’Hagan. 14d. at 691 (Thomas, 1.,
concurring in judgment in parr and dissenting in parr) (“[U)se of nonpublic information tw wade is not
itself a viojadon of § 10(b). Rather, it is the use of fraud ‘in conpection with’ a securibes transacnon
that is forbidden.” (citations ominted)). As will become clear below when we presem our own version
of frand-on-the-investor theory, we agree with borh Justice Ginsburg’s result and Justce Thomas's
criticism of her reasoning in O'Hagan. See infra Pan V.

87. See supra note 20 and accompanying ext.

88. See supra notes 14-15, 81, 83 and accompanying text.
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cases. We argue that a duty to disclose material nonpublic information
pefore trading securities should not depend on the presence of a fiduciary
relationship. We' therefore reject arguments for a refurn to traditional
theory as the sole grounds for legitimate insider trading liability.® We
also reject fraud-on-the-source theory for failing to identify a relevant
victim of securities fraud.® Because the Supreme Court maintains that
insider trading liability must involve a species of fraud,” and because
fraud requires identification of a victim,” we retumn to Burger’s fraud-on-
the-investor theory in his Chiarella dissent and the influential precursors
he identifies in this opinion. We rebuild a general fravd-on-the-investor
theory of insider trading on this foundation and offer a coherent rationale
to support it. In essence, we argue that a person has no right to trade
securities on ill-gotten or otherwise morally tainted information, and that
faijure to disciose the use of such information before trading breaches a
duty to disclose and serves as a predicate for fraud.

A. Precursors: From Keeion 1o Brudney to Burger

The seeds of our fraud-on-the-investor theory of insider trading are
found in Burger’s defense of misappropriation theory in Chiarella and two
Jaw teview articles on which his opinion relies.”® In Fraud—Concealment
and Non-Disclosure, W. Page Keeton grappies with a longstanding problem
in theories of frand by nondisclosure.® He focuses on when nondis-
closure of material facts operates as an “implied misrepresentation” or
deception sufficient to justify liability.® We find his arguments useful
because insider trading liability presents the same issue of fraud by
nondisclosure. Most insider trading cases do not involve lies or direct
misrepresentations. Instead, courts determine that the trader with inside
information has a “duty to speak” in some circumstances.” In Insiders,
Outsiders, and Informational Advantage under the Federal Securities. Laws,
Victor Brudney draws the important distinction between insider and
outsider (rading discussed above.” He focuses also, as Keeton did in a
more general framework, on the jmportance of informational advantages

89. See supro Part 11

90. See supra subpan II(B).

91. See supra mowes 3, 85 and accompanying text.

9. See supra Part I and text accompanying notes 78-86.

93. Chiarella, 445 U.S. a1 240, 241 n.1 (Burger, C.J., dissenling).

94. Keeton, supra note 17.

95. Id, ar 12, 11-12.

96. See Central Bank v. First Interstate Bank, 511 U.S. 164, 174 (1994) (“When an allegation of
fraud is based upon nondisclosure, there can be no fraud absent a2 duty 1o speak.” (quoting Chiarella,
445 U.S. a 234-35)); SEC v. Texas Gulf Sulpbur Co., 401 F.24d 833, 865 (2d Cir. 1968) (Friendly,
1., concurring) (“Silence, when there is a duty to speak, can itself be a fraud.”); see also Keeton, supra
nole 17, at 24 (discussing cases imposing a duty o sptak and a duty of disclosure).

97. Brudney, supra note 47.
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in securities markets.” We build on Keeton’s and Brudney’s arguments,
as well as Burger’s insight, in constructing our deontological theory of
insider trading.

Burger’s own fraud-on-the-investor misappropriation theory is sugges-
tive but analytically unclear. In his Chiarella dissent, Burger vacillates
between two competing rationales. On one hand, he invokes the SEC’s
early case of In re Cady, Roberts & Co.,” which adopts what we will cal)
the “equal information rationale” for the law of insider trading.!® Qp
the other hand, Burger emphasizes the misappropriation of information “by
some unlawful means.”® We will call this approach the “illicit acqui-
sition rationale.”  Unfortunately, Burger does not clearly distinguish
between these two rationales. And as we will show, each has its own
distinctive problems and advantages.'®

B The Equal Information Rationale

According to the equal information rationale, fraudulent insider trading
occurs when one party to a securities transaction possesses significantly
better information than does the other party to the transaction. For this
rationale to be persuasive, it must explain why taking advantage of an acute
asymmetry of informatjon is wrong in the trading of securities.'® It
must explain also why the use of unequal information amounts to fraud.
We argue that taking advantage of unequal information may be wrong
under some very special circomstances, but that it is not inherently wrong.

According to proponents of the equal information rationale, including
most prominently the SEC (at least in the early days of federal insider
trading law), the purpose of insider trading regulation is to assure that al}
participants in securities markets have equal access to information about the
coropanies represented by securities traded in the market.'™ In re Cady,

08. Id. at 326-39, 341-46, 353-67.

99. 40 S.E.C. 907 (1961).

100. See Chiarella, 445 U.S. at 241-42 (discussing Cady in support of the “equal information
rationale”). Justice Blackmun's dissenting opinion in Chiarella also adopts a version of the equal infor-
mation rationale when he argues that the “principle” of the “structural dispanity in access to material
informadon” is a “cridcal” factor in deciding 0 impose a duty (o disclose. [d, at 251.

101. /d. at 240,

102, Sustuce Powell’'s majonity opinion in Chiarelle did not address Buyrger's misappropriation
theory on the merits. It tejected the argument instead on procedural grounds, observing simpty that
the jury had not been instrucizd on a misappropriation theory. Jd. at 237 n.21.

103. Our emphasis on “significant™ amd “acute” informationat dispanty is in deference w the tradi-
tional element of “materiality” required for securides fraud. See supra notes 33, 35.

104, See, e.g., SEC v. Texas Guif Sulphur Co., 401 F.2d 833, 848 (24 Cir. 1968) (arguing for
protection of “the justifiable expectation of the securities markeplace thar all investors tradiag on
impersonal exchanges have relatively equal access ¢ matetal information™). For leading proponencs
of this view, see Scheppele, supra note 28, ar 150-68 (advanting “an ‘equa) access’ approach to the
ethics of insider trading™): Seligman, supra note 23, at 1090, 1137-40 (arguing for a “paricy of
informarion™ approach).
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qberts & Co.'® adopted this approach when the SEC sanctioned a
sroker-dealer named Robert Gintel who traded on advance information
rovided by the director of a corporation (who was also at the same time
» Cady, Roberts executive) that a quarterly dividend would be cut .0
Gintel received the information before the information had been disclosed
10 the market, and Gintel sold the company’s stock short.'"”’ In appro-
ving a fine imposed by the New York Stock Exchange and a suspension
" from trading,'® the SEC held that the duty to disclose material nonpublic
. information or refrain from trading “rests on two principal elements”: (1)
«the existence of a relationship giving access, directly or indirecily, to
information intended to be available only for a corporate purpose and not
for the personal benefit of anyone,” and (2) “the inherent unfairness
involved where a party takes advantage of such information knowing it is
unavailable to those with whom he is dealing.”'® Because the broker-
dealer knew the information was confidential, argued the SEC, it was
unfair 1o trade on the information before it had been disclosed to the
market.""

Although this reasoning may sound compelling at first, it is
misguided. The equal information rationale fails for several reasons.
First, it cannot work in practice because securities markets depend in their
very nature upon some traders having better information than others.
Markets are not perfectly efficient, and a relatively efficient securities
market requires “a critical mass of persons believing that it is worthwhile
to try to beat the market” with better inforrmation.'"! Even the most
efficient markets will therefore be characterized by a dynamic flux in the
distributjon of information, not by equality of information."'"

Second, informational disparity in securities markets is not only
inevitable but arguably desirable on economic grounds.'? For example,
informational inequality is likely to encourage the development of traders

105. 40 S.E.C. 907 (1961).
- 106. Id. at 909.

e 107. 1d. at 916.

. 108. Id. ac917-18.

= 109. /4. at 912.

110. Id. a1 915.

11)1. Donald C. Langevoort, Theories, Assumptions, and Securities Regularion: Market Efficiency
Revisited, 140 U. Pa. L. REV. 851, 852 n.6 (1992); see also Gilson & Kraakman, supra note 22, at
622-25 (reflecting on the *efficiency paradox”™ of informatdon and markecs); Sanford J. Grossman &
Joseph E. Stiglie, On the Impossibitity of Informarionatly Efficient Markets, 70 AM. ECON. REV. 393,
405 (1980) (observing that ~brecause informacon is cosdy, prices cannot perfectly reflect the
information which is available, since if it did, those who spent resources to obuin it wonld receive no
compensation”).

112. See Gilson & Kraakman, supra now 22, at 622-26.

113. As we argue above, we do not believe that economic arguments are decisive in the insider
3 wading context. See supra notes 21-26 and accompanying text. But we include a discussion of
1 economic arguments here because we are aware that many readess find them credible.
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specializing in particular industries and companies. This specializatigy .

arguably improves the overall informational efficiency of securities mareg

by enhancing the transfer of information to them through the pric 1

mechanism.'* This argument is merely another version of the econom;e

argument that society should encourage people and businesses to seek oy
valuable information by establishing disclosure rules that provide incentiveg
to invest time and effort to search for such information.'"

A third, and more important, reason to reject the equal informatioy
rationale is that an informational advantage may be morally deserved or a
least morally neutral. From a deontological point of view, not all infor-
mational disparity is wrongful, and sometimes it is morally deserving of
protection. If one works hard to discover or produce valuable information,
or otherwise legitimately acquires a right in information, then one deserves
to enjoy the benefits, including the right to use that information to a
bargaining advantage.''® A person might also deserve to take advantage

114. See Brudney, supra nole 47, at 341 (arguing thar incentives for profiting on informaton in
secunties markets will improve the accuracy of pricing and enhance the allocative efficiency of the
marke1s); see also Easterbrook, supra note 19, at 326-27, 329-30 (arguing against the equal information
rationale on economic grounds).

115. See Anthony T. Kronmar, Mistake, Disclosure, Informarion, and the Law of Contracts, 7).
LEGAL STUD. 1, 2 (1978) (arguing that “a legal privilege of nondisclosure is in effect 2 propernty night™
but only “where special knowledge or informadon is the fruit of a deliberate search. . . . (Tihe
assignment of a property right of this sort is required in order to insure production of the information
at a socially desirable level”).

Some scholars and judges argue that the economic need to protect the unequal propery rights
to informadon justifies the prohibidon of insider trading. See United States v. Chestman, 947 F.2d
551, 576-77 (2d Cir. 199]) (Winter, J., coocurming in part and dissenting in parn) {“Information is
perhaps the most precious commodity in commercial markets. . . . If the law fails w protect propery
rights in commercial informaton, therefore, tess will be invested in generating such information. ”);
JONATRAN R. MACEY, INSIDER TRADING: ECONOMICS, POLITICS, AND POLICY 7-12 (1991) {(assenting
that “the fragile and ephemeral nature of insider information” suggests that the need to protect propety
nghts in this comumodity is pardcularly stong); BAINBRIDGE, supra pote 24, at 17-19 (arguing that
“protecting property vights in information” is the Jeading economic justification for the regulation of
insider wading faws): Easterbrook, supra note 19, at 330-39 (discussing the protection of business
propenty as a justification for insider trading laws). This js the “business property ” rationale for ingider
tading law. See Kenneth F, Scom, Insider Trading: Rule 10b-5, Disclosure, and Corporaie Privacy.,
91]. LEGAL STUD. 801, 805, 814-15 (1980). We are not persuaded by the business property approach,
a1 least as it is developed by Scou, because it relies oo heavily oa ungrounded economic speculation
about the incentive consequences of various property oights regimes. See supra notes 24-25 and
accompanying ext. In addirion, we believe the business propeny rationale is inadequate to deal with
some of the tougher questons of insider rading Jaw, such as those presenied in frontrunning apd self-
frontrunning sinations. See infra subpan V(B); see also Scon, supra, a1 815 (recognizing limiations
to the business property rationale). We agree that a property right in information may justfy an advaa-
tage in securities rading, but only if it is morally deserved, or at least not morally tinted.

116. See Alan Swudler, Moral Complexity in the Low of Nondisclosure, 45 UCLA L. REV. 337,
375 (1997) (arguing that information one has acquired by the dint of one’s labor or through oder legic-
mate means is information which one has a presumpnve right o nuse and which may give ane 2
“desecved advantage” in market transactions); sez also MARVIN A, CHIRELSTEIN, CONCEPTS AND CASE
ANALYSIS IN THE LAW OF CONTRACTS 70 (3d ed. 1998) (arguing that “ap individual who spends nme
and money developing information about the intrinsic value of certain property does not and should not
have 2 legal duty to disclose her findings {o the property’s present ownes™). For general philosophicat
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of information acquired by mere chance or luck.'"” Nothing is inherently

wrong with disclosure rules that permit a general condition of disparity of
information among people who engage in exchanges. On the contrary, it
would be morally wrong to require everyone to sit on a level playing field
when trading securities or anything else. The equal information rationale
is not, therefore, a coherent justification for a misappropriation theory of
insider trading law, and the Supreme Court has rightly rejected it.!'®

These considerations suggest a path toward a resolution of one of the
hypothetical puzzles of Texas Gulf Sulphur with which we began.'® If
Texas Gulf Sulphur absorbs significant costs to do a legitimate search for
valuable information about whether there are minerals under some neigh-
boring land, then the company should not have a legal obligation to
disclose that information before making an offer to purchase the land from
its owner. The corporation may legitimately use its inside information
about an ore strike to purchase rea] estate without disclosing this infor-
mation to the owner because the company invested in geological surveys
to get this information and therefore deserves to take advantage of it in
bargaining.'® Not only does it make economic sense to allow Texas
Gulf Sulphur to profit from this undisclosed material information, it also
makes moral sense.'!

accounts of the moral principle of desert, see FLETCHER, supra note 6, at 95-108, and GEORGE SHER,
DESERT (1987); see also JOHN LOCKE, THE SECOND TREATISE ON GOVERNMENT 17 (Thomas P.
Peardon ed., Bobbs-Merrill 1952) (1690) (“Whartsoever then he removes out of the state that nature has
provided and left it in, he has mixed his labor with, and joinzd o it something that is his own, and
thereby makes it his propery.™).

117. We expand on this difficult problem in our discussion of what we call the “equitable
disclosure rationale” infra subpart 1V(D).

118. The argument advanced by the Second Circuit Cour of Appeals in Chiarefla that “the federal
securities laws have *created a system providing equal access to information necessary for reasoned and
intelligent investment decisions'” was expressly rejected by the Court. Chiarella, 445 U.S. at 232
(quoting United States v. Chiarella, 588 F.2d 1358, 1362 (2d Cir. 1978)). As the Court explained,
“not every inseance of financia) unfairness constdwies fraudulent activity under § 10(b).” J7d. The
Court also noted that “neither the Congress nor the [SEC) ever has adopted a parity-of-information
rule,”  Id. at 233; see also United States v. O'Hagan, 521 U.S. 642, 658 (1997) (noung that
*informanonal disparity is incvitable in the securities markets™); Dirks v. SEC, 463 U.S. 546, 658-59
(1983) {“It is commonplace for analysts to *ferrct out and analyze information”. . . . It is the nature
of this type of informadon, and indeed of the markets themselves, that such information cannol be made
simulzneously available 1o all of the corporaton's stockholders or the public generally.” (quoting an
SEC repor)). On this poim generally, Keeton writes that “law cannot hope o put all parties 1o every
coniract on an equality as to knowledge, experience, skill, and shrewdness.” Keeton, supra note 17,
at 22-23,

119, See supra text accompanying notes 7-30.

120. Texas Gulf Sulphur obwined the information through zerial geophysical survey and st
drilling samples. Texas Guif Sulphur Co., 401 F.2d at 843-44.

121. But ¢f. Eastesbrook, supra now 19, at331-38 (rejecting ducy and faimess arguments in favor
of an economic analysis in assessing liability under insider @ading laws): Kronman, supra note 115,
at 20-21 (discussing Texas Gulf Sulphur in economic terms). Although we agree with the results
reached by Easterbrook and Kronman, we disagree with their appeal to a utilitarian or social welfare
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C. The Hlicit Acquisition Rationale

Despite the fact that Burger invokes the equal information rationale
in his Chiarella dissent, he adds an important twist that really amounts to
a different and competing approach. Burger argues that trading on securi-
ties with an “informational advantage™ is wrong only when the advantage
is obtained “not by superior experience, foresight, or industry, but by some
unlawful means.”"® This is the illicit acquisition rationale, which proves
more tractable than its cousin, the equal information rationale.'?
According to Burger, “a person who has misappropriated nonpublic infor-
mation has an absolute duty to disclose that information or to refrain from
trading.”'® Trading on such information is wrong because it results in
an “ill-gotten informational advantage.”'” Burger relies on Keeton, who
develops similar arguments to deal with nonsecurities cases of fraud by
nondisclosure, and Brudney, who applies similar arguments to insider
trading.'®

To illustrate the illicit acquisition rationale, consider another
hypothetical based on the facts of Texas Gulf Sulphur. What if the com-
pany trespassed in order to obtain the geological information from the
neighboring landowner and then negotiated with this landowner without
disclosing the information? Keeton poses exactly this example (though
based on cases decided before Texas Gulf Sulphur).'” After he points

caleuladon to detenmine whether property rights in information are “deserved.” On our analysis, Texas
Guif Sulphur morally deserves to r2ke advantage of its information about an ore sirike. This does not
mean, however, that corporate insiders or the company itself has a similar right w0 wade securities on
this information. See infra subpart V(B).

122. Chiarella, 445 U.S. at 240.

123. For a lucid exposition and defense of the illicit acquisiton rationale, see Donna M. Nagy,
Reframing the Misappropriarion Theory of Insider Trading Liabiliry: A Post-O'Hagan Suggestion, 59
OHlio ST. L.3. 1223, 1288-1309 (1998).

124, Chiarella, 445 U.S. at 240.

125. Jd. at 245,

126. See id. at 240 & n.l (citing Keewon and Brudney). Brudney considers why it makes sense
to deny corporate insidess their informarionat advantage in trading in their own company’s secugities.
One plausible answer remms o the wraditional theory: “Denying insiders the informational advantage
could rest merely upon the narrow premise that they are not entitled t it in dealing with corporate
stockholders because they acquired the information as agenis or fiduciaries of the swockbolders in the
course of pursuing the laner's business.” Brudney, supra note 47, at 344; see also Pritchard, supra
note 61, at 17, 47-54 (advancing a similar “agency theory” of misappropriation). As we show above
in Pan 11, however, and as Brudney agrees, “such denial 2iso rests on a broader base.” Brudpey,
supra note 47, at 344-45. Brudney then makes an economic argument o justify a rule of disclosure.
See id. But we believe an ethical argument along these lines is stronger. Brudney agrees that “a sense
of unfairness” arises when an insider uades on an informatonal advantage of a sort that the party on
the other side of the wansaction cannot “lawfully . . . erode.” /d. at 346, It is because of the fact that
inside information is Yawfully protected for the proper and legal use of the corporztion itself that a
corresponding lega) duty arises for insiders not to misuse this information for improper purposes of
their own. See Infra subpart V(B).

127. See Keeton, supra note 17, at 25.
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ouf that many common law cases allowed a mining or investment company
to purchase real estate from an unknowing seller without disclosing infor-
mation about a valuable mineral discovery, Keeton argues that the situation
is different if A trespasses on B’s property to obtain the information. In
this circumstance, Keeton argues that 4 has a legal duty to disclose this
information before purchasing." A does not deserve to take advantage
of the information that it has obtained by committing a wrong against the
landowner.

Onpe defense of the illicit acquisition rationale argues that it supports
a general duty to disclose material nonpublic information in insider trading
cases.’® The illicit acquisition rationale has the virtue of applying to
both insiders and outsiders who trade on material nonpublic information
because both insiders and outsiders can obtain information illegally—by
trespass, theft, violation of contract, or whatever. For example, the
rationale covers both the corporate executive who steals material nonpublic
information from the company and trades on it and the newspaper reporter
like Winans in Carpenter who violates agreements to keep information
confidential,

Although it has strengths, the 1illicit acquisition rationale is not self-
evident, and it has significant conceptual limnitations. Its proponents defend
the rationale by appealing to econosnic considerations' or their own
intuitive sense of fairness,” but these defenses fail for familiar reasons:
(1) the econormic consequences of insider trading rules are disputed and
perhaps unknowable,™ (2) the relevance of economic concerns camnot
be established without determining whether insider trading morally wrongs
those who are its alleged victims,™ and (3) an intuitive sense of fairness
" is too vague and unreliable to serve as a basis of legal decisior
 mazking."* To sustain the illicit acquisition rationale, it is necessary tc

128. See id. at 25-26; see ailso Nagy, supra note §23, at 1289-91 (supporting Keeton's argume

that 2 duty to disclose exists when informuation is obrajned through wrongful or illegal means). O

old English case addressing the issue is Phillips v. Homfray, 6 L.R.-Ch. App. 770 (1871}) (denyi
+ specific performance of a contract for sale to a purchaser of land who had respassed to test
subsurface coal). Sze afso Mallon Oif Co. v. Bowen/Edwards Assoc., 965 P.2d {085, 112 (Cole. 19
(recogrizing an éxception 1o the rule of nondisclosure in sale of land cases “when the buyer acqy’
~ the information {about oil and gas reserves) through improper means, such as trespass™ (ct'
. RESTATEMENT (SECOND) OF CONTRACTS § 161 illus. 11 (1981))).
129. See Nagy, supra note 123, at 1288-96.
130. See John F. Barry W, The Economics of Outside Informaiion and Rule 10b-S, 129 U.
- L.REV. 1307, 1315-19 (1981) (noting chat information-gathering improves market efficiency and
the incentive to conduct entrepreneurial market research is heightened to the extent thai the inform
gathered js protected through nondisclosure).

13). See Brudney, supra note 47, at 346,

132. See supra notes 24-25 and accompanying text.
;133 See supra notes 44-45 and accompanying text,
134. See supra note 19 and accompanying texe.
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identify a moral principle or set of principles more precise than a simple
appeal to an intuitive sense of faimess.

The illicit acquisition rationale succeeds at most in showing that it is
wrong for someone to trade on wrongfully acquired information. Buf not
every wrong is a fraud. The illicit acquisition rationale does not show how
trading on wrongfully acquired information amounts to fraud, and it does
not connect the wrongful acquisition of this information to a victim in 2
securities transaction.”® The wrong identified is probably best under-
stood as a violation of a principle proscribing unjust enrichment. This
principle, alluded to by Burger in Chiarella,” states simply that one
should not be allowed to gain from one’s wrongdoing, and that because any
gain one makes from wrongdoing is tainted, one should not be entitled to
k.CCp it.‘”

Unjust enrichment theory has been skillfully deployed by Ronald
Dworkin'® in his famous discussion of the case of Riggs v. Palmer.'™
That case concerned a grandson who stood to become a beneficiary under
a will and murdered his grandfather to accelerate his inheritance.'”
Dworkin argues that Riggs demonstrates the role of moral priociple in
law.”" Because it is morally abhorrent that a person should gain by his
own wrongdoing, the law of wills should be interpreted to disqualify the
wrongdoing grandson from inheriting a portion of his grandfather’s
estate.'? Similarly, a person who steals material nonpublic information
to use as the basis for making decisions about buying and selling securities
also attempts to gain by his wrongdoing. If the thief succeeds, he is
unjustly enriched. One might therefore argue that just as the court in Riggs
interpreted the law of wills to block unjust enrichment, the law of securities
fraud should also block unjust enrichment from trading on stolen
information.

135. See supra notes 3, 85-87 and accompanying tex (discussing the need for fraud and a vicdm
in a securities transacdon for insider trading liability). '

136. See Chiarella, 445 U.S. a1 241 (assesting that insider wading is wrong because it serves no
nseful funcion except the insider’s own enrichment) (Burger, C.J., dissenting); see afso Langevoort,
supra note 61, at2 n.3 (idenufying the unjust enrichment principle as a justification for insjder tzding
law).

137. See DAN B. DOBBS, LAW OF REMEDIES 366 (1993) (describing the equimble principles
underlying the concepr of restmtion).

138. See RONALD DWORKIN, TAKING RIGHTS SERIOUSLY 23 (1977).

139. 22 N.E. 188 (N.Y. 1889).

140. Riggs, 22 N.E. at 189.

141. See DWORKIN, supra note 139, at 23.

142. Seeid. at 23. Posner argues unpersuasively that Riggr instead can be understoed as a mager
of sttutory interpretation in which the “probzble intentians™ of the legislators cannot be assumed o
have meant to include a “murdering heir.™ See POSNER, supra note 6, at 140-41. This interpremiive
strategy, however, merely removes the ethical jssue one step. Even a Posnerian judge deciding Riggs
must assume a porm of ethical, or at least not psychopathic, legisiators.
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Although the unjust enrichment answer provides a defense of the illicit
acquisition rationale rooted in a moral principle, it cannot explain the
prohibition on insider trading. The principle of unjust enrichment suggests
that insider trading is wrong because of the unconscionability of allowing
a person to profit from his own wrongdoing. But the unjust enrichment
principle, taken as a full explanation of the prohibition against insider
trading, would prove too much. If one accepted unjust enrichment as the
basic justification for what is wrong with insider trading, there is no reason
why the principle should apply only to the illegal acquisition or misuse of
information. Unjust enrichment may occur not only in connection with
wrongfully obtained information, but also in connection with anything else
one has illegally obtained. The implications would be drastic. For
example, suppose Ted embezzles money rather than stealing information
from his employer, Beta Corporation, and then uses this stolen money to
invest in securities purchased from Carol. Ted is unjustly enriched, but his
use of stolen money for trading is not fraudulent with respect to Carol.
The reason is that she has not been misled and now possesses the funds
used in the transaction. Beta Corporation, the “source” of the embezzled
funds, has a legal claim against Ted for theft, but not for securities fraud.
Therefore, the principle of unjust enrichment cannot fully explain why
trading on misappropriated information qualifies as securities fraud, unless
the federal law of insider trading is to be greatly expanded to address every
kind of unjust enrichment.'*

The idea of “fraud” is important in insider trading [aw not only
because the Supremne Court has recognized the concept as a limit to
expanding liability,' but also because “the proscription of fraud”
expresses one of the basic purposes of federal securities regulation.!®

143. Justice Thomas also distinguishes between embezzled money and stolen information in his
O’Hagan dissent when he correctly calls the majority opinion o task for failing o explain why the
fraud-on-the-source theory satisfies the “in connection with™ the sale or purchase of securities
requirement. O'Hagan, 521 U.S. at 680-82.

A recent vaniation in economic theory of “unjust enrichment™ recasts the argument in terms of
“inefficient enrichment.” See Eric Kades, Windfalls, 108 YALE L.J. 1489, 1515 (1999) (arguing that
in the Jaw of contracts “unjust enrichment cases are appropriately decided on efficiency grounds™).
Under this approach, insider trading is considered 2 windfall, but whether o redistribute the windfails
of insider trading depends on an economic analysis of whether insider wrading is good or bad for
society. Jd. ar 1554-57, This approach therefore runs into the same empirical and theoredcal diffi-
culdes that we describe above with respect to other economic theories of insider trading. See supra
notes 21-25 and accompanying text. Also, like some other economic theories of law, this approach is
blind to the normatve assumptions it makes when assuming that an economic approach is superior to
an cthica) one. See supra note 6.

144, See supro note 3, 85 and accompanying text.

145, See William C. Tyson, The Coucepmal Problems with the Law of Insider and Outsider
Trading 1 (June 8, 1999) {unpublished manuscript on file with the Texas Law Review) (identfying
“public disclosure of information” and *proscription of fraud” as recurrent themes that run through the
Securities Exchange Aces of 1933 and 1934).
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Protecting the property rights of newspapers from theft by reporters or the
property of corporations from theft by their employees are not basjc
purposes of federal securities regulation. '

In summary, the point of unjust enrichment is to block a person from
enjoying a wrongfully obtained benefit by forcing the disgorgement of ill-
gotten gains.¥” The point of the law of fraud is to protect people from
becoming victims of trickery or deception."® These two points are logj-
cally distinct. An adequate moral theory of securities frand in insider
trading must show not merely why corrective action should be takep
against someone who wrongfully gains from using stolen information in a
securities transaction; it must also show an essential link between taking
such corrective action and vindicating the rights of a victim of securities
fraud."® Unjust enrichment does not provide a justification for describ-
ing insider trading as a kind of fraud. At the heart of securities fraud by
insider trading is the idea of deception."® A person who has been
defrauded is a victim of deceit. The unjust enrichment principle contains
important insights for finding sotutions to conceptual problems of insider
trading law, but it is only a starting point. Additional analysis is required
to get from unjust enrichment to fraud.

D.  An Eguitable Disclosure Rationale

Having canvassed a number of the justifications for insider trading law
presented in various Supreme Court opinions and by commentators, we are
now in a position to offer a more satisfactory justification. We call it the
“equitable disclosure rationale.” It draws on some of the themes raised in
the equal information and the illicit acquisition rationales, but we believe
it is stronger becanse it advances an analysis of the particu]ar kind of fraud

146. A second basic purpose of federal secunities reguladon is to promole “the public disclosure
of information™ relevant o investors. Jd.; see also LOSS & SELIGMAN, supra note 36, at § (describing
“a recurrent therne™ ip federal securities smwites a5 “disclosure, again disclosure, and sull more
disciosure™). One recent proposal for the reform of insider trading law recommends tightening regulas
disclosure requirements as an antidote to some forms of insider trading. See Fried, supra note 28, at
306. Although there is merit in this proposal, we do not believe a disclosure strategy zlone is sufficient
o counteract all forms of present and fucure insider trading. An antifraud strategy is also needed.

147. See DOBBS, supra note 137, a1 366.

148, For an argument that tort law essentially serves the role of vindicating victims, see Strudler,
supra note 44, at 315-2). See generolly Fleming James, Jr. & Oscar S. Gray, Misrepresemation, 37
MD. L. REvV. 286, 286 (1977) (part 1), 37 MD, L. REv, 488 (1978) (part 2) (bolh asserting that the
interest protected by the law of fraud is the interest “in not being cheated™).

149. This is not to say that the converse is also true, If a securities frand js proven, then the prin-
ciple of unjust enrichment may be invoked by the SEC in favor of an appropriate and just remedy.
Under § 21A of the Insider Trading Sanchons Act of 1984, 15 U.5.C. § 78u-1, the SEC may salso
recover civil penalties in an amoum up to “three cdmes the profit gained or loss avoided” by the insider
rading. J1d.

150. See supra note 6 (quodng Rule 10b-3).
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iwolved in insider trading, namely, fraud-on-the-investor. 511t is also
aroundéd in a traditional deontological argument emphasizing respect for
autonorny and fairness in securities trading.

1. The Deontological Argument from Principles of Autonomy and
Firness.—AL the core of deontological moral theory is its prohibition
oainst interfering with a person’s autonomous decision making. On the
‘deontological view, human choice is a source of value, and so long as a
person cornpetently makes choices in a manner that does not wrong others,
‘morality requires that one refrain from interfering with these choices.™
Even if one knows that a person, if left alone, will make a choice that is
Jgss than optimal, it does not follow that it would be acceptable to interfere
with that choice. Suppose, for example, that your friend, Jim, confronts
a"chmcc about which of several offers of employment to accept. Suppose
farther that Jim seems committed to accept the offer from Firm A, and that
‘e does not understand, but you do, that the offer from Firm A is much
“worse than the offer from Firm B. On the deontological view, you may,
of course, attempt 5o persuade Jim by rational means that he should change
is mind about which offer to accepi. If you fail to persuade him,
-ﬁowever you may not interfere with his choice, even if he would be
appier if you interfered. You may not, for example, covertly use your
connections with Firm A to get them to withdraw their offer, even if that
would be better for Jim in the long term. Deontological theory provides
that the wrong of interfering with autonomous choice cannot be corrected
by benefits to society, or even by benefits to the person who is wronged.
-Matters of moral principle prevail over a calculation of costs and
enefits. '

)51, See supra note 2 and accompanying text. Cf. Nagy. supra note 123, ar 1227, 1287-96
idvancing a “fraud on investors™ theory of insider wading on grounds of an illicit acquisition
donale); The Supreme Court, 1996 Term—Leading Cases, 11) HaRV. L. REV. 197, 410-11, 416-17,
20-21 (1997) (arguing for a “fraud-on-the-marketplace-traders theory ™ of insider mading on economic
nd legal interpretation grounds).

v 152, See, e.g., Alasdair Maclntyre, Truthfulness, Lies, and Moral Philosophers: What Can We
Leam From Mill and Kant?, in 16 THE TANNER LECTURES ON HUMAN VALUES 336 (Gareth B.
slerson ed., 1995) (disunguishing between “wo rival moral traditions with respect to truth-telling and
ing, one for which z lie is primarily an offense against aust and one for which it is primarily an
ﬁ_’cnse against ruth™). Of course, the importance of respect for avtonomous choice is not unique 10
contological theory. Even utilitarian theorists argue against interfering with auronomous choices. See
iwreace Haworth, Auronomy and Urility, in THE INNER CITADEL 155-69 (Joha Christman ed., 1989).

contological theory is distdnedive in that it requires that we arrange our affairs so that we respect
uonomy. Utilitarian cheory, on the other hand, suggests that pleasure as well as a variety of other
oods may have value distinct from autonomy, and that opdmal moral policy may require tradeofts
tween these various sources of value. See id.

153. See supra nows 6, 20 and accompanying text.
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Lying is a form of deception that sometimes compromises autonomy
in ways that are clearly wrongful from a deontological point of view.'s
For example, if acting from purely benevolent motives you lie to Jim,
telling him that Firm A just telephoned to withdraw its job offer, you
would interfere with his deliberative processes in a manner which is
wrongful on a deontological view. Lying, however, is only one form of
deception. It is characterized by active misrepresentation. Wrongful
deception can also occur without active misrepresentation. It can occur
through nondisclosure: a wrong of omisston rather than commission. For
example, suppose that you are Jim’s roommate as well as his friend, and
Firin A4 calis to offer Jim a job. You intentionally fail to mention the call
to Jim, and when he asks whether anyone has called, you change the
subject. Perhaps this nondisclosure or avoidance is not quite as bad as a
direct lie, but it may cause just as much harm to Jim, as well as being a
wrongful act. Much of the same explanation for what makes [ying wrong,
on a deontological account, also explains why nondisclosure is sometimes
wrong: both lying and nondisclosure can wrongly infringe individueal auto-
nomy of choice.

Nondisclosure about material facts that are otherwise assumed in an
economic exchange, including an exchange of securities, is ordinarily
wrong for the purely moral reason that it compromises the autonomy of the
person denied disclosure. We believe an exception to this generalization
applies, however, when nondisclosure 1s necessary in order to protect
deserved property tights in information.’” To establish our position, we
begin by examining the application of normative principles to some compa-
ratively simple examples of disclosure issues not involving securities. We
then consider application of these principles to securities law.

Consider a famous pair of nondisclosure cases from the law of
mistake.” If Buyer purchases an object in Junk Store, and Buyer
knows, but Junk Store’s owner does not, that the object is worth much
more than the label indicates, then Buyer does nothing legally wrong by
taking advantage of the apparent bargain. If, on the other hand, Buyer
purchases an object in Antique Store that has a similarly inviting price tag,
but where the owner knows the value of the objects he sells and has made
a mere clerical erTor in writing the price on the object’s tag, Buyer does
something legally problematic. How should one understand the relevant
differences between Junk Store and Antique Store? Is there a moral
principle that distinguishes these two cases?

154. See Thomas E. Hill, Jr., Autonomy and Benevolent Lies, 18 J. VALUE INQUIRY 251, 265
(1984) (arguing that tuch-elling enhances “one’s oppormnity to live in rational control of one’s life”
because the antonomous actor can identify those who will tell the muth).

155. See supra notes 116-17 and accompanying text.

156. This example is adapted from Kronman, supra note 115, at 31 (citng itlustrations from che
RESTATEMENT OF RESTITUTION § 12, cmt. ¢ (1938)).
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There i1s a plausible deontological interpretation of the difference
petween Junk Store and Antique Store. In both Junk Store and Antique
" grore, Buyer takes advantage of the owner’s ignorance about a fact in the
“trapsaction, but only in Antique Store does Buyer’s action seem unfair to
the owner. In Junk Store, the Buyer profits from superior knowledge, but
“in Anitique Store the Buyer knows that the owner has made a simple
mistake. This suggests that one potential function of nondisclosure law is
to prevent a person from taking unfair advantage of another person’s
jgnorance.'”  We maintain that Buyer in Antique Store takes an unfair
'advantage, but that Buyer in Junk Store does not. In Junk Store, Buyer did
" something to acquire a legitimate informational advantage over Junk Store’s
owner—Buyer became an expert, but Junk Store’s owner did not. In
Antique Store, Buyer and Antique Store’s owner were relatively equal with
respect to their expertise; only a simple clerical mistake prevented the
Antique Store’s owner from exploiting his expertise. Only in Junk Store
did Buyer acquire a legitimate right to use the information.

The relevance of this distinetion is captured in the following equitable
disclosure rationale:

If one possesses material nonpublic information which one has no
more right to use than does the person with whom one makes an
exchange, then one Is wrong to use that information 1o the
disadvantage of the other person. 1o avoid wrongly taking
advantage of the other person, and thereby committing fraud, one
must disclose the relevant information before making the exchange.

This equitable disclosure rationale has important implications for insider
trading law because it tracks differences between securities traders who
steal or otherwise misuse inforrnation and those who acquire information
through entrepreneurial means or even mere luck. But first we must
address why this rationale should be accepted.

One argument in favor of the equitable disclosure rationale appeals to
moral intuition. A standard approach in contemporary moral theory pur-
ports to identify plausible moral principles by testing candidate principles
for their ability to cohere with “mora) intuitions,” or intuitively plausible
moral judgment, about a spectrum of relevant cases.® If the equitable
disclosure rationale fits with a general sense of the “unfairness” involved
In insider trading cases, then one might conclude that it is confirmed by its

157, Cf. Aan Smudler, Incommensurable Goods, Rightful Lies, and the Wrongness of Fraud, 146
U. PA. L. REV. 1529, 1560 (1998) (providing an extension of this argument with respect to the law
of nondisclosure in general).

158. See W. DAVID ECROSS, FOUNDATIONS OF ETHICS 187-89 (1939) (referring to the intuitionist
view and its appeal o inwitions 1o establish moral principles); see also Scheppele, supra note 28, at
123 (referring to the moral intition of Professor Manne s famous Jaw studens who declared simply that
insider trading was “just not right™ and siempting to “fill out the rezsoning behind this inmition”).
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consonance with moral intuitions. Appeal to moral intuition, however, jg
not the only way to conduct argument in moral theory, and moral philo-
sophers are increasingly skeptical about the sufficiency of mere appeal to
intuition."® Fortunately there are deeper theoretical reasons to think the
equitable disclosure rationale is correct. The plausibility of the rationale
derives in part from its consonance with the deontological motion of
autonomy. The equitable disclosure rationale forbids a person from inter-
fering with another person’s autonomous deliberations by withholding
material nonpublic information unless the interference results from the
defense of legitimate rights to use the information in trading.

On our account, then, two deontological ideas drive the law of
nondisclosure: respect for autonomy and concern for fairness. These ideas
are intertwined. Consider a sales transaction between a buyer, Ralph, and
a seller, Alice. Any advantage that Ralph gains over Alice by violating her
autonomy is an unfair advantage unless Ralph is protecting legitimate
informational rights of his own. If Ralph fails to disclose important
information that he possesses, then he violates Alice’s autonomy because
his nondisclosure interferes with Alice’s ability to make a rational choice
about the purchase urnless a requirement to disclose would be inconsistent
with Ralph’s rights in the information.”® Suppose that Ralph steals the
information that he uses to get a bargaining advantage over Alice in their
sales transaction. Ralph’s advantage does not derive from his rights in
information, and jt follows that Ralph’s use of that information wrongly
interferes with Alice’s autonomous choice. Ralph has an unfair advantage
over Alice by using stolen information. Thus, the use of stolen infor-
mation ordinarily compromises autonomy and triggers a duty to disclose
before trading. Any time someone trades on stolen information, the trader
violates an equitable duty to disclose. The violation has nothing to do with
whether the trader is a fiduciary and nothing to do with the source from
whom the trader steals. The wrong is against the victim whose autonomy
the trader unfairly violates. In simpler terms, the victim is cheated.'®

159, See, e.g., THOMAS NAGEL, OTHER MINDS 123-24 (1995) (arguing for both a method of
“reflective equilibriumn™ that idenuifies principles with “intuitve moral plausibility of their own” and
for a more general theory that “should mot merely summarize but slluminate and make plansible the
parncular judgments that it explains™); RAWLS, supra note 20, at 34 (suggesting that intidonism Jeaves
no rational way to resolve conflicts).

160. In more complex examples, which are common in cases involving business organizations,
Ralph may also legiimately withhold important information from Alice if he is protecing the rights
of an organizational entity or other person zs an 2agent of the organjzaton. Conversion of the
information for his own personal use, however, is inconsistent with this right, and there are also limits
to the organizanon's own uvse of inside information when trading with investors. We address these
issues of what we will call “frontruaning” and “self-frontrunning™ in subpart V(B).

161. CF. BAINBRIDGE, supro note 22, at 5 (suggestng that people who trade with those who have
inside informaton “probably feel they were cheated™).
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2. Why Failure to Disclose Material Information Compromises
Aumﬂomy.—Our account may provoke controversy for at least two reasons.
First, it assumes that the wrongness of nondisclosure of material nonpublic
;nformation in a sales context can be explained in terms of the violation of
mdjvidual autonomy. Second, it assumes that when nondisclosure would
otherwise compromise autonpomy and prove wrong in a sales context, it
might nonetheless prove morally acceptable when the nondisclosure pro-
tects legitimate rights in information.

As we already observed, it is commonplace since Kant that moral
- theory emphasizes the importance of respect for autonomy in understanding
the norms of deception.'” The most obvious implication is a severe
- stricture against lying. Lying interferes with the most fundamental efforts
* of a person to make rational judgments, and hence lying is a deontological
paradigm of wrongful action.'® If deception by lying is wrong because
it interferes with autonomous choice, however, deception by nondisclosure
can be wrong for similar reasons.

Deception through nondisclosure and deception through lying can both
cause the victun to have a false belief. Lying is ordinarily a more causally
significant factor than nondisclosure in causing a false belief.’ But our
use of the word “ordinarily” acknowledges that in some circumstances
deception by silence or nondisclosure may be just as wrong as deception
by lynlg 165

Deontological reasoning faces similar complexity in assessing the
morality of causing harm. Ordinarily, it is more obvious that one is
morally responsible for harm that one personally inflicts on another person
than for harm that one merely allows to befall another person; hitting
someone is ordinarily more obviously wrong than standing by and allowing
someone to be hit.'® It also seems true, however, that one may

162. See supra note 152 and accompanying text.

163. We forgo the ternptadon to add to the debate about whether lying under oath in court is worse
than tying to one's friends and family, and whether lying about sex is worse than lying about great
maners of state.

B 164, This common empirical assumption underties the now famous distinetion berween perjury and
“not being particularly helpful” in swom testimony.

165. See THOMAS M. SCANLON, WHAT WE OWE TO EACH OTHER 317-22 (1998) (observing that
the potential recipients of information only care about whether they have been deceived and not about
the means by which they were deceived). It is not unusual for philosophers to qualify their argumenis
k3 with the term “ordinanly,” which is used almost as commonly 2s lawyers use the word “reasonable.”™
: See, e.g.. Nicholas Rescher, Moral Luck, in MORAL LUCK, supra note 40, at 157-58 (“Moral evalua-

tion as we acrually practice it generally reflects the ordinary course of things. . . . Moral apprisals
are standardized in being geared to the situations of the ordinary common run of things.” (emphasis
in onginal)).

166. Cf Barold F. McNiece & John V. Thomton, Affirmarive Duries in Tort, 58 YALEL.J. 1272,
1273 (1949) (asserting that posiive actions create a new fisk of hann, bur passivity merely fails to
benefit the unformnate individual).
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sometimes be responsible for harm that one merely allows to occur, and
sometimes it is as wrong to allow harm to occur as it is fo cause hamy
more actively.' No area in moral theory is more rife with contraversy
than the debate about the differences between causing harm and allowing
harm to occur.'® We cannot expect to resolve the controversy in this
area as a means to gefting a solution to our problems about the ethics of
deception in the law of insider trading. Instead we want only to point out
the following conceptual symmetry. Even if actively causing harm is, all
other things being equal, worse than passively allowing harm to occur, it
does not follow that allowing harm to occur is not often quite wrong,
Similarly, even if, other things being equal, lying is usually worse thap
nondisclosure, occasions may nevertheless arise where nondisclosure is just
as wrong as lying. The conceptual problem is to identify the circumstances
when nondisclosure is wrong.

There are obviously relevant moral differences between a typical lie
and a typical instance of deception by nondisclosure. Often nondisclosure
is nothing more than a simple omission of a true statement relevant (o
another person’s choice; in such a case, it may not interfere with the
principle of autonomy. For example, if Rob knows that his neighbor,
Laura, intends to purchase a car at Acme Auto, and he knows that Laura
could get a better price at Beta Auto, then providing that information might
well improve Laura’s deliberative process. It would be a distortion to say
that Rob interferes with Laura’s autonomy by not providing this
information. In this case, Rob does not interfere with Laura’s autonomy
because he is not involved in a morally relevant causal interaction with her.
The matter becomes more difficult, however, if Rob is selling his own car
to Laura, and Rob knows of a superior alternative down the street. In this

167. This line of thinking underlies the gradual repudiadon of “no duty 1o rescue”™ in favor of an
affirmative duty o prevent obvious harm, 2t least when it is very easy to do so. See, e.g., John
Kieinig, Good Samaritanism, 5 PHIL. & PUB. AFFAIRS 382, 383-84 (1976); Sau) Lavinore, Waiting for
Rescue: An Essay on the Evolution and Incenrive Structure of the Law of Affirmative Obligations, 72
VA. L. REV. 879, 900-01, 936-37 (1986). Currently, in tort law a person ruzy owe a dufy to rescue
another if he is responsible for puaing the other in peril. See W, PAGE KEETON ET AL., PROSSER AND
KEETON ON THE LAW OF TORTS § 56, at 377 (5th ed. 1984) (recognizing that when a defendant’s
actions have created a perilous simation, there is a duty imposed on the defendant to make 2 reasonable
effon to give assistance). By insisting that a possessor of ilf-gotten inforrmarion must disclose before
trading, we may seem o impute the equivalent of a ducy to rescve. One may wonder why a person
owes such a duty to the person with whom he trades securides, who is almost elways an anonymous
stranger. To sty within the bounds of our analogy: A person owes a duty to this stranger because his
act of trading wnjusnfiably puts the sianger in economic penl.

(68. See, e.g.. JYONATHAN BENNETT, THE ACT ITSELF 118-19 (1995) (arguing that there is no
moral difference between causing harm and allowing harm © oecur), Frances M. Kamm, Harming
Some to Save Others, 57 PRIL. STUD. 227 (1989) (proposing a theory 10 explain the moral difference
benween causing harm and allowing harm to oceur); Judith Jarvis Thomson, Killing, Lerting Die, and
the Trolley Problem, 59 MONIST 204 (1976) (describing the difficulties of asserting that causing harm
by killing is always morally worse than causing harm by alowing someone o die).
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case, Rob lacks the excuse that he engages in no relevant causal interaction
with Laura. His negotiation with her may count as a relevant causal
interaction. But respecting Laura’s autonomy does not require providing
her with tnformation that is already accessible to her, because a normal
adult can be expected to uncover on her own such information; respect for
a person’s autonomy is instead consistent with expecting that person to
uncover easily accessible information. Therefore, Rob has no duty to
provide the information. '®

The hypothetical case of Rob and Laura resembles a famous and con-
troversial Supreme Court case, Laidlaw v. Organ.'™ Decided in 1817,
this case involved a few American merchants who learned, through the
brother of one of the merchants who happened to be on a U.S. navy ship
immediately after the Battle of New Orleans, that a peace treaty had been
signed with the British ending the War of 1812."" The merchants then
bought a large quantity of American tobacco at the market price without
revealing the news about the war to the seller of the tobacco. The
announcement of peace ended the naval blockade of New Orleans, and the
price of tobacco shot up thiriy to fifty percent.!”? The tobacco seller
claimed fraud by nondisclosure, The Court reversed a directed verdict for
the buyer merchants on the grounds of conflicting testimony about the
merchants’ response to the seller’s alleged question “if there was any news
which was calculated to enhance the price or value” of the tobacco.'™
The case is more well-known, however, for the Court’s observation in
dicta that “non-disclosure of the treaty of peace would not constitute a
frand.”"™  Laidlaw therefore asserts that a buyer, in negotiating a
purchase, need not disclose material information about market conditions.

169. Note that this line of argument bears a resemblance o the equal jnformation rationale, but
with different implicatons. One version of the equal information ragorale would require Rob 1o reveal
the information to Laura unless Laura has “equal access™ 1o the information. See, e.g., Brudney, supra
note 16, at 251. We agree, but emphasize the interference of Laura’s amonomy in making a choice.
Rob and Laura may both have information about the market for automobiles, and on our account each
has a sight to discover and use this market information when bargaining with the other. We therefore
stand the “equal access” rationale on ils head. In sitations whese eithes pary may rightfully acquire
unequal informaton, such information may be used in bargaining. But information thac is wrongfully
acquired or used results in 2n inequitable nondisclosure.

170. 15U.S. (2 Wheat,) 178 (1817).

171. See Keeton, supra note 17, at 21-22; Kronman, supra note 115, at 10; see also DOUGLAS
BRINKLEY, AMERICAN HERITAGE HISTORY OF THE UNITED STATES 133 (1998).

172. See Krosunan, supra note 115, ac 10.

173. See id. The merchants’ response was either “no” (and therefore fraud by direct lying) or
silence (which would rzise an intermediate guestion in the law of fraud 2bout the effect of silence in
response to a direcdy mererial inquiry). See id.

174, See Keeton, supra note 17, at 22 (summarizing the Court's observaton). Against an early
version of the equal information rationale, the defendant’s lawyer argued that it was “a romantic
equality ” because “(pjartes can never be precisely equal in knowledge, either of facts or the inferences
from such faces.” Laidlaw, 15 U.S. at 193-94.
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If true, this proposition would lend comfort to Rob, who prefers not to
disclose market conditions to Laura.

On the surface, Laidlaw may seem to be a hard case for our equitable
disclosure rationale. Surely the tobacco seller’s deliberative processes
would have been enhanced by disclosure of news of the peace treaty. By
not providing that information, aren’t the merchants interfering with the
tobacco seller’s right to make an autonomous choice and therefore violating
the equitable disclosure rationale? We think not. Although it is ofien
wrong to interfere with a person’s autonomous decision making by failing
to disclose information that the person would find useful, this equitable
principle is balanced by the right to protect one’s own legitimate interests
in information.'”

From a moral point of view, the difficulty in Laidlaw, as compared
with cases where a person obtains an informational advantage through
work, skill, or intelligence, is that the merchants in Laidlaw seem to gain
an informational advantage as a matter of mere luck.'” The next question

175. Kronman offers an argument with a sumilar conclusion on economic grounds. See Kronman,
supra note 115, at 11-13. We do not address whether affirmative lies may be justified on the grounds
of protecting one's rights to information because this problem does not ordinarily arise in insider
mading cases. Some scholars have argued in favor of a right w lie in some securities cases. See
Marcel Kahan, Games, Lies, and Securities Fraud, 67 N.Y,U. L. REV. 750, 794 (1992) (arguing that
lies during merger negotiations should be exempt from federal secunities laws); Saul Levmore,
Securities and Secrers: Insider Trading and the Law of Contracts, 68 VA. L. REV. 117, 139-41 (1982)
(arguing for a standard of “opdmat dishonesty™ that would allow transactional lies in some situations).
Bur see Basic, Inc. v. Levinson, 485 U.S. 224, 236 (1988) (rejecting this view in merger situagons).
For a moral defense of lies in some nonsecurities conexts, see Sirudler, supra note 157.

We acknowledge that our position has & superficially paradoxical impticaton: Tt suggests that
autonomy wil) be compromised by illicidy acquired inforrnaton but not by properly acquired
information, even when the contear of the informaton is exactly the same. For example, suppose that
in Laidlaw e tobaceo buyer had stolen the information about the end of the war. On our account, the
buyer’s fatlure 30 disclose would then constitute a violation of the seller’s antonomy and therefore
amount to wrongfu) deception. Because the seller's decision to self at a particular price would seem
1o be equally affected by withholding the informaton, whether it was solen or properly acquired, one
might suspect that we are mistaken @ think that whether nondisclosure of informadon is wrongful
depends on whether of not the information 15 itl-goren. This doubt is misplaced. Although it is not
easy 10 say exactly what respect for autonomy requires in commercial rading situations, respecting a
person’s autonomy does not reguire sacrifice of one’s own rights. If 4 person, because of innocent
ignorance, trespasses on one's land, one may force the espasser off one’s land without compromising
the wespasser’s autonomous choice. On the other hand, if a person crossing some land does not
threaten one's property rights, it would be wrongful to interfere. Reflection on this example demon-
strates that a person’s autonomy may be copstrained by another person's property rights. Thus, the
wrongful acquisition or use of inforrmation may compromise one's autonomy even when the rightful
acquisition and use of the very same informeation would not. Respect for autonomy does not mandate
a rule of full and compiete—or equal—disclosure of important informadon.

176. The Juck was in the happenstance of the merchant’s brother Jearning of the advance news of
the peace weaty. Laidlaw, 15 U.S. at 182-83, Arguably, the merchants had prepared themselves by
working in the business of buying and selling tobacco to take advantage of this good forune, which
reminds us of the old American football adage that “Juck s what happens when preparation meets
opporwunity.” Even so, Laidlaw presents a rather clear case of circumstantial or situational fuck.
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is whether this difference between obtaining an informational advantage by
luck as compared to effort, skill, or intelligence is morally relevant. This
question translates into a crucial one in the law of insider trading: When
a securities trader acquires material nonpublic information by luck, does
the trader have a moral and legal right to keep this information secret, or
does respect for the rights of others in the market require the trader to
disclose this information?

3. Why Trading on Inside Information Gained by Luck Is Not Always
Wrong.—There is nothing untoward or uncommon about acquiring propetty
rights through mere luck. Whether one acquires a one-hundred dollar bill
by stumbling upon it when somebody had the misfortune to lose 1t on the
street, or one acquires it through diligent and arduous labor, the right to
possess the one-hundred dollar bill stands on par under the common law
of property.'” Lotteries are recognized in most states, and gambling of
some kind is legal in almost all." Wealth, intelligence, and talent can
be inherited by good fortune. The mere fact that personal property has
been acquired by luck does not undermine morally strong ownership
claims. Indeed, a burgeoning literature in moral philosophy suggests that
moral rights and other advantages often unavoidably and quite properly
derive from luck." Becavse luck in finding or otherwise acquiring
personal property is often recognized as creating a legitimate right in that
property, we maintain that it 3s coherent and morally defensible for
Laidlaw to declare that information acquired through luck need not be

177, This is the well-known “finder’s rule.” In most cases, the finder of abandoned property has
a nght to the property superior to everyone except the original owner, and the passage of rime (along
with the relevant statute of limitations) converts the findes’s property right into a superior one even with
respect o the first owner. See Levmore, supra note 167, at 904. The resule is different, of course,
if the one-hundred dollar bill is found in a wallet that identifies the true owner,

178. See Naomi Mezey, Note, The Distribusion of Wealth, Sovereignty, and Culture Through
Indian Gaming, 48 STAN. L. REV. 711, 711-12 (1996) (observing that lotteries are played in 37 states
and some form of gambling is lega) in 2}l states except Hawaii and Uwrh).

175. For two of the most influendal reaments of the topic in contemporary philosophy, see
THOMAS NAGEL, Moral Luck, in MORTAL QUESTIONS 24, 24-38 (1979) and BERNARD WILLIAMS,
Moral Luck, in MORAL LUCK: PHILOSOPHICAL PAPERS 20, 20-39 (1981). Nagel disanguishes four
kinds of moral luck: (1) constitutive luck which determines “the kind of person you are” in terms of
“inclinations, capacity, 2nd temperamene,” (2) eircumstandal luek which involves “the kind of problems
and situagons one faces,” (3) causal antecedent luck in which prior circumstances determine future
events, znd (4) causa) future luck, which is “luck in the way in which one’s actions znd projects m
ouL™ NAGEL, supra, at 28; see also MARTHA C. NUSSBAUM, THE FRAGILITY OF GOODNESS: LUCK
AND ETHICS IN GREEK TRAGEDY AND PHILOSOPHY 1-8, 322-40 (1986) (discussing classical Greek
thought about moral luck); MORAL LUCK: PHILOSCPHICAL PAPERS, supra; Margaret Urban Walker,
Moral Luck and the Virtues of Impure Agency, 22 METAPHILOSOPHY 14, 14 (1992) (“Moral luck
consists in (he apparent and allegedly problematic or even paradoxical fact that factors decisive for the
moral standing of an agent are factors subject to Juck.™).
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disclosed in a sales transaction.'® The same rationale applies by analogy
to the law of insider trading.

Despite the fact that it may be acceptable for a person to acquire
property rights through mere luck, fairness may require limiting windfall
advantages that a person receives through such acquisition. Consider, for
example, the law of inheritance. People who are lucky enough to have
rich parents inherit more money than those who do not, and liberal social
institutions grant some deference to this phenomenon.'®  Estate and
inberitance taxes may nevertheless fairly impose some limits on the extent
to which a person can enjoy such good fortune.”™ Indeed, one plausible
interpretation of John Rawls’s classic work, A Theory of Justice, argues
that his defense of the principles of justice rests mainly on the contention
that social institutions should adjust the comparable advantages that a
person obtains as a matter of luck in the inheritance of social and natural
endowment.'® .

In any event, it would be virtually impossible to limit the full impact
of luck when dealing with issues of disclosure in market transactions.
Consider Laidlaw. If a tule required disclosure in this case, then the
tobacco merchants would not enjoy the benefit of their good fortune in
discovering valuable information. If instead a rule is adopted that permits
nondisclosure, as in Laidlaw, then the tobacco buyers, rather than someone
else, enjoy the benefits of their luck. Whoever is able to take advantage
of this information first—whether buyers or sellers—will get a windfall
from the normal operations of the market. Because either disclosure rule
gives someone a benefit and someone a loss, equitable considerations are

180. Here we differ from Keeton, who argues that while it may have been morally problematic
for the tobacco merchants not to disclose in Laidlaw, it is acceptable for law to adopt a lower standard
then morality, and that the duty to disclose may not be a legat duty but rather 2 mixed question of {aw
and fac. See Keeton, supra note 17, at 32-33 (concluding thac the law should track the acmal customs
of society and not ixs moral views). In explaining why it is accepmble for law o impose a lower
standard than moralicy, Keeton argues that law should not impose a sanction against a person for
commiing an act that most people would also commit if confronted with similar circumstances. See
id. (arguing in favor of applying the “standard man” approach, consistng of what an ordinary man
would do with respect 10 questions of moral judgment). We disagres with Keeton's suggestion that an
immora) act that most people would commit should be tolerated under the law. Carried to its logicel
exmeme, this argument condones any imunoral act whenever it is an act that most people, in the right
circumstances, would do. Evidence from social psychology. for example, suggests that most people
would commit crimina) assawlt if insoucted to do $6 in carmain noncoercive circumstances by a person
in authority. See STANLEY MILGRAM, OBEDIENCE TO AUTHORITY (1974) (describing findings of
various social science experiments testing individuals® responses o perceived auchority figures). Bul
it bardly follows that law should tolerate assault actually committed by people in these circumstances.
1n addidon, our positon differs from Keeton’s because we believe that there is not necessarily anything
morally wrong with failing w disclose information that one has acquired through sheer luck.

181. See Mark L. Ascher, Qurtaiting Inherited Wealth, 89 MiCH. L. REV. 69 (1990) (noting the
Jack of public supporn for increased restnctions on inberitances despite the possibility of increasing the
equality of opporunity to children through greater taxation on inheritance).

182. See id. at 72-73.

183. See BRIAN BARRY, THEORIES OF JUSTICE 213-32 (1591).
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compromised no matter which rule is adopted. We conclude that there is
nothing wrong with a rule that permits people who are lucky enough to
stumble on valuable information from using the information to their advan-
tage in the market.'®

V. Equitable Disclosure, Fraud-on-the-Investor, and the Structure of
Insider Trading Law

The equitable disclosure rationale supporting our fraud-on-the-investor
theory of insider trading provides that if you have no more right to
material nonpublic information than does the person with whom you make
an exchange, and your using that information would put the other person
at a disadvantage in making the exchange, then you wrong that person by
using that information, and your failure to disclose the information renders
the trade fraudulent.'™ For example, if you steal material nonpublic
information relevant to a securitles transaction, then you have no moral or
legal right to use it against the person with whom you are transacting. Or
if someone entrusts you with material nonpublic information on the
assumption that you will keep it confidential, then you similarly have no
moral or legal right to convert this information to your own use in
securities trading.'®

An important corollary to the equitable disclosure rationale is that if
you do have a superior right to material nonpublic information then you
may use it in trading without liability. The easiest cases are those in which
a person has invested “effort, time and money in research, and talent and
training in analysis” to acquire the information.'™ In these sitations, the
person has a deserved advantage in having superior information to the
market. Neither ethical nor legal principles should deny a person from

184, We recognize an exception to this rule, however, in sinnations in which Juck may put one in
such an extremely advantageous pasidon compared to the weakness of another that che principle of
unconscionability should apply. Cicero gives an example from Roman law. See Keeton, supra note
17, at 23. A merchant from Alexandnia takes corn by ship to Rhodes. On the journey, he passes other
ships also Jaden with foodswffs. When the merchant artives in Rhodes, he finds that the people are
srarving and thus willing to pay an enormous premium for the corn. Under Roman iaw, according to
Cicero, failure 10 disclose the nonpublic material informadon that other ships were just over the horizon
constmutes fraud. Even though the merchant finds himse)f in a superior position due w luck, we agree
that the weak position of starving people justifies an exceprion to the rule thar one can take advantage
of this sinvation, though we would frame the argument in terms of unconscionabilicy. It is, for
example, unconscionable to extract a premium for food from smrving persons. See ALAN
WERTHEIMER, EXPLOITATION 55-64 (1996). Insider trading cases, however, would almost never pose
SO severs a test.

185. For lack of a berer term, we follow conventon in usiog “insider trading” to refer 10 both
insider and outsider rading sitations. See supra note 14 and accompanying text.

186. Justce Ginsburg's majority opinion in O 'Hagan echoes this reasoning: “Deception through
nondisclosure is central o the (misappropriation] theory of [insider trading] liability.” O'Hagan, 521
U.S. at 654.

187. Brudney, supra nowe 47, at 341. Profiing from one’s natural lems and inelligence would
also qualify as what Nagel calls “constitutive uck.” See supra note 179.
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profiting from this informational advantage. And neither ethical nor lega}
principles should require disclosure before a person lawfully in possession
of this information trades on the basis of it.'"® In this Part, we argue that
the major Supreme Court opinions on insider trading foltow this corollary
and allow nondisclosure of a deserved informational advantage in securities
trading.

An intermediate category is obtaining material nonpublic information
by circumstantial or situational luck.'® In these cases, we argue that a
person who gains inside information purely by chance, and without relying £
on theft or any other illicit act, does not ordinarily have a moral duty to i
refrain from uvsing this information in securities trading before disclosing
it. As we discuss next, Dirks v. SEC'® provides a good example of this
kind of situation.” OQur discussion of Dirks and similar cases allows us
to draw some implications about the logical structure of insider trading,
including an explanation of why the law of insider trading should protect
investors in securities even tn the absence of fiduciary duties owed to them
either by the firrn in whose securities they trade or the person with whom
they trade in the market.

Especially difficult cases arise on the border between inside infor-
mation received by luck and inside information that is legally possessed but
“rnisappropriated” and misused. Examples include sitvations in which a
person with material nonpublic information who does not have a right to
trade on it “tips” a friend or family member as 2 misguided favor. These
cases are difficult because they do not involve an illicit acquisition of the
information by the tippee (thus exemplifying a limitation of the illicit
acquisition rationale).*® Instead, the tippee converts rightfully acquired
information to an impermissible use. We show how our equitable disclo-
sure rationale provides an analytical resolution for these difficult cases.

In another group of important and difficult cases, one may legitimately
acquire information but then misuse it to the disadvantage of other market
participants by what we call “frontrunning” or “self-frontrunning.” These
kinds of cases include the following: a corporation trades in its own securi-
ties on the basis of inside information or authorizes its officers, directors,

employees, or other fiduciary agents to do so;'®* a reporter or a media

188. As we note above, there are 2lso economic arguments in favor of allowing persons to trade
on the basis of upequal information. See supra notes 114-15 and accompanying text.

189. See supra section IV(D)(3).

190. 463 U.S. 646 (1983).

191. For an argument on different grounds that O 'Hagan precludes “holding inadverent or acci-
denm] recipients of material nonpublic informadon liable” for insider wrading, see Seligman, supra note
16, ar 22,

192. See supra subpan IV(C).

193. See, e.g.. Securities Exchange Act of 1934 § 13(e)(1), 15 U.S.C. § 78m (1994) (forbidding
stock 1ssuers from purchasing their own stocks when such a purchase violates the SEC angifraud regu-
latops issued pursuant fo the stanue). ‘
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company trades on the basis of news stories in advance of publication;'*
a government official trades on the basis of confidentjal information about
a planned contract or major purchase;'” or a law cletk or judge trades
in advance of the announcement of a decision that alters stock prices. '
Our fraud-on-the-investor theory of insider irading and its equitable
disclosure rationale provide a viable analytical approach to these cases.

A. Moral Luck, Ditks v. SEC, and the Logical Structure of Insider
Trading Law

In Dirks, the defendant was a broker who received inside information
from a former executive of Equity Funding of America. The executive had
reported the assets of the company to be “vastly overstated” because of
“fraudulent corporate practices.”” Dirks investigated the allegations by
traveling from his office in New York to Los Angeles and interviewing
employees of Equity Funding. Some of the employees corroborated the
information, and Dirks advised some of his clients to liquidate their
holdings in Equity Funding of approximately $16 million,'®
Immediately before Equity Funding’s fraudulent activity became public, the
New York Stock Exchange halted trading in the stock when i¢ fell from
$26 to $15 per share.” Equity Funding then went bankrupt.”® We
argue that Dirks properly took advantage of this information because he
received it in a manner untainted by theft or any wrongful act.

Dirks avoided millions of dollars in losses for his clients. But the
SEC investigated his role in uncovering the fraud at Equity Funding and
decided to bring an enforcement action against him, relying on the
“traditional theory” of insider trading liability.”! The SEC alleged that
Dirks was a “tippee” of the former executive from whom he received
inside information.? Recognizing at least that Dirks had helped to
uncover a major case of internal corporate fraud, the SEC sought only to

194. This is the sinvaton addressed in Carpenter v. United Stages, 484 U.S. 19 (1987), See supra
notes 52-55 and accompanying texe; sez also Martin Kimel, Note, The fnadequacy of Rule 10b-5 to
Address Owsider Trading by Reporters, 38 STAN. L. REV. 1549, 1570-76 (1986) (recommending
federal legistadon o regulate financial reporting).

195. See, e.g.. Seligman, supra note 23, at 1127-29. An example is provided by the facts of
United States v. Bryan, 58 F.3d 933 (4th Cir, 1995) (involving the conviction of a former director of
the West Virginia Lonery for using confidental nonpublic informauon in the purchase of securities
companizs doing business with the Lottery). overruled by United States v. O°Hagan, 521 U.S. 642, 650
(1997).

196. See supra nose 43 and accompanying iext.

197. Dirks, 463 U.S. a1 649.

198. Id.

199. Id. ac 650.

200. Id. a1 649-50.

201. Jd. at 650-51; see also supra Pan [I (discussing the “waditional theory™).

202. Dirks, 463 U.S. at 651.
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“censure” him.?® Dirks appealed, and the Supreme Court overturned his
censure.

Under the fraud-on-the-investor theory that we have developed, Dirks
should never have been disciplined by the SEC for insider trading in the
first place. It shouldn’t even have been a close case. Although the
Supreme Court reversed Dirks’s censure, thus artiving at the correct resule,
the Court followed a convoluted reasoning under the “traditional theory™
of insider trading, arguing that Dirks, like the broker Gintel in Cady,
Roberts & Co., was the “tippee” of a corporate fiduciary.™ The Court
arguably added a requirement to the “tippee” test that an insider who
tipped Dirks had to receive “a direct or indirect personal bepefit from the
disclosure” before the tippee could be found liable.?® But this test is not
sufficient. Even under the facts of Dirks, the former corporate insider who
tipped Dirks arguably received at least an “indirect” benefit in terms of his
own reputation or even revenge against his former employer.® Under
this theory, Dirks’s innocence and the innocence of “tippees™ in the future
turns on whether the corporate insider who “tips” the information benefits
from the disclosure. It is not self-evident that a benefit to an insider is
relevant to the wrongfulness (or not) of the tippee’s conduct. Instead, the
relevant moral analysis would seem properly to fall on the tippee’s actions
and state of mind.

If it were true that Dirks had stolen the information, then his resulting
inforrational advantage would have been improper on our account. But
Dirks did nothing wrong. The information that he acquired from Equity
Funding was information about the firm’s own wrongful activity, and he
received this information from a former insider who volunteered the “tip.”
Dirks did not bribe the insider or steal the information from him. Dirks
had a legitimate right to take advantage of the information gained by his
luck, effort, and igvestment (including a round-trip coast-to-coast plane
ticket).2® The fact that the insider received no benefit tends to confimm

203. fd. at 651-52. The irony of this has not gone unnotced. See EASTERBROOK & FISCHEL,
supra noe 19, at 267 (stating that the SEC should have given Dirks a medal even while condemning
forms of insider wrading that injure investors).

204. Dirks, 463 U.S. at 652.

205. Dirks, 463 U.S. at 655-56 (stating that a dppee “inherits™ a duty from the corporate insider
under Cady, Roberts). For discussion of Cady, Roberts and the fiction of a tppee’s “inheritance” of
an insider’s Nduciary duty, see supra notes 99-110 and accompanying text.

206. Dirks, 463 U.S. at 663-64.

207. Revenge is noc an uncommon motive in insider trading cases. See United States v. Chenif
943 F.2d 692, 694 (7th Cir. 1991) (invoiving a scheme by a former bank employee to steal informatio!
o “make some easy money” and “get back™ at a former ermployer).

208. See Dirks, 463 U.S. at 649, Even if the issue of moral luck could be zrgued differenty
another equitable fact that helped the Coun decide the case was that Dirks had attempred to repont &
fraud to the financial press. The Wall Svreer Journal refused to priat the story because cthe Los Angelt
bureau chicf disbelieved the story and feared a libel suit. Jd. at 649-50. How can Dirks be moral

L e
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Dirks’s innocence, and hence the propriety of his using the
information.?® An analyst who uncovers material information by luck
rather than thievery or other misappropriation should be allowed to benefit
from using the information,?

Our equitable disclosure rationale for fraud-on-the-investor theory
helps to explain several other notable court decisions. In SEC v.
Swirzer Barry Switzer, the famous football coach, was attending a
state track meet where both his son and the son of the CEO of Texas
International Company (TIC) were competing. Switzer knew the CEO
socially, but they were not good friends.”?? At one point when Switzer
was sunbathing, he accidentally overheard the CEO’s discussion with his
wife about TIC’s planned merger with Phoenix Resources Company
(Phoenix).?* After the track meet, Switzer called some friends with
whom he had often made investments on the basis of “rumors or
gossip, "2

Switzer and his friends bet heavily on Phoenix and were rewarded
with hundreds of thousands of dollars in profits when the stock increased
from $44.50/share on the day after the track meet to $61/share two days
later when the merger was made public.*®* The SEC alleged that Switzer
and his friends had committed securities fraud, but the court held under
Dirks that “Rule 10b-5 does not bar trading on the basis of information
inadvertently revealed by an insider.”®® The SEC argued on the basis
of circumstantial evidence that Switzer and the CEO had in fact inten-
tionally exchanged the information, but the court instead believed the

at fault for failing to disclose information when he made 2 bona fide anempt o do so? Dirks's moral
position is at least equivalent, if not superior, o the position of the American merchants who traded
in tobacco in Laidlaw. See supra notes 170, 174-{76 and accompanying text.

209. This evidence is also relevant to Dirks’s scienter, but we leave this issue outside the scope
of this Ardcle. See supra note 34,

210. Cf. Paul P, Brountas Jr., Nole, Rufz 10b-5 and Voluntary Corporate Disclosures 1o Securities
Anolysts, 92 CoLUM. L. REV. 1517, 1545-49 (1992) (arguing that strict enforcement of an equal infor-
mation rationale would unfairly affect securities apalysts). But see Donald C. Langevoon, Investment
Analysts and the Law of Insider Trading, 76 Va. L. REV. 1023, 1023-25 (1890) (arguing that concern
for invesanent analysts is “substandally overstated™). In 1991 the SEC brought an action against an
executive of a public corporation for tipping inside information to financial analysts (who then tpped
their clients) when the only arguable “personal benefit” to the executive was enhancing his repusation
with the apalysts. The case sewled before the SEC had to testiis theory in court. See Bons Feldman
& Ignacio E. Salceda, The Disclosure Dichotomy, 2 INVESTOR RELATIONS Q. 4, 9 (1999).

211. 590 F, Supp. 756 (W.D. Okla. 1984).

212. Id. at 761.

213. Id. at 758-59, 762. The facws in Swirzer may have occurred before the adoption of Rule 14¢~
3, which prohibits rading on undisclosed plans for a tender offer when one “knows or should have
known” that it derives from an insider. See supra notes 6, 33.

214. Id. at 76).

215. Id. at 759.

216. Id. 21 766.
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testimony of Switzer and the CEO.?"” Because the information was “not
intentionally imparted . . . for an improper purpose,” the court found no
securities fraud.?®

This resu)t comports with our argument that so long as there is
nothing improper in the manner in which a person acquires or uses
information, then he may trade on it. According to the facts found by the
court, Switzer was no thief. The information fell into his lap. The CEO
accidentally revealed the information in public, and to that extent he
compromised the company’s property interests in the information. But if
the CEO had accidentally blurted out the information while bragging during
a drinking bout at a local pub or during a television interview, nobody
would doubt a listener’s right to trade on it. The fact that he accidentally
revealed the information to a smaller audience does not diminish the lucky
listener’s rights. According to the facts found by the court, Switzer had
obtained information from the CEO through a combination of his own good
luck and the CEO’s foolishness. The situation would be different if
Switzer intentionally eavesdropped to hear and therefore steal material
nonpublic information. Then the information would have been acquired
not by luck but by ill-intentioned design.??

217. Id. at 768. If Swizer had been the beneficiary of an intendonal tp and then traded on it, we
argue that he should bave been lable for securities frand. See infra notes 225-30 and accompanying
Iexe.

218. Id. at 766.

219. There is 3 tension berween the right that Switzer possesses, which allows him to trade on
information that he luckily stumbled upon, and the right that the Buyer in Antigue Store possesses.
which disallows the Buyer from mzding on the opporwnity of a mistaken price. See supra text
accompanying note 156. Why should the Buyer in Antique Stwore disclose 1o the owner the mistaken
price, when at the same time Switzer and his friends may made on mistakenly disclosed information?
What distinguishes these two examples? One important difference is in the nature of the information
“found.” Switzer found information that was intended by its owner o remain a secret; the Buyer in
Antique Store found mistaken information that was intended by its owner to be public. In some sense,
disclosure is required out of respect for the owner of information in Antique Store, but not in Swirzer.
Concemn about the intentions of the owner of information may seem to suggest the opposite resulr; afier
all, the CEO in Swirzer did not intend thar someone jn Switzer's position would ade on the
information. But we doubt that the CEO in Swirzer has a legitimate complaint.

Information is 2 unique kind of property. Once its rightful owner Joses control of it, there is
linle sense in the idea of restoring it. When one accidenually loses secret information to the public, its
value is destroyed. The secret is out. The onginal owner’s right to the informadon dissipates. The
contrast with property other than information is striking. 1f one sees that a pardcolar person has
dropped a one hupdred dollar bil), it would be theft to take it; the morally right acdon is 10 rewrn the
money. If, however, one is in a2 room full of people and someone reveals a confidence to everyone
gathered, it makes litde sense o contemplate reterning the information. Once ¢onfidential information
is disclosed, “the cat’s out of the bag.”

Despite our insistznce that an owner of secret information ordinarily loses rights in the infor-
maiion by accidenrally disclosing it, we acknowledge that reasonable people mighc disagree about the
applicadon of this rule in Swizer. One might doubt the CEO really let the cat out of the bag. If few
people knew the information and if Switzer became the only member of the public privy to it, he could
easily have preserved the secret. One might therefore think that it was wrong for Swizer to use the
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SEC v. Maio™ presents an example of impermissible tipping of
inside information among friends amounting 1o securities fraud under our
deontological theory. Much more than a trader’s luck or an insider’s
foolishness is required to explain how the defendants in Maio came to
pOsSess inside information; illicit intentions to misappropriate the infor-
mation were involved. Michael Maio and Patricia Ladvac were close
friends with the CEO of Anacomp, Inc.?' When Anacomp entered mer-
ger discussions with Xidex Corporation, Anacomp’s CEO tipped the
material nonpublic information to Maio and Ladvac, who traded in the
stock of both Anacomp and Xidex, alfowing them to make a few hundred
thousand dollars in profits.”> The SEC brought a civil enforcement
action against all three of the friends. Anacomp’s CEO pled no contest and
agreed to pay $275,000. Maio and Ladvac denied receiving or sharing
tips, but were found liable for insider trading after a trial.” The court
held, correctly in our view, that the CEO’s tip was an “improper gift of
inside information” to “a trading friend.”? On our account, what
matters is that the CEO used the information in a manner inconsistent with
a respect for the legitimate interests of his corporation and its sharecholders,
not whether he received any direct benefit by his action.”® The CEO
was in effect a thief, but a thief who stole for his {riends rather than for
himself. His illicit communication of confidential information sufficed to
morally taint the information that he gave to his friends, and to render that
information an improper basis for his friends to make a securities
transaction.™

A variant of this situation is presented by cases involving tips within
farnilies, but there is often a wrinkle in these cases. Family and friend

information. But people who fail to proteet their own secrets cannot ordinarily expect others to prolect
them, atleast in coramercial simations. If, as we suggesi, a commercial secret blurted out in a crowded
ro0m is no longer secres, it seems arbitrary o irapose a special burden of confidentiality on Switzer
merely because other people were not also present when he overfieard the secrer. It seems fair for
Switzer o regard the information he overheard as “found.” For that reason, we believe that Swirzer
was correctly decided, though we agree that it is a difficult case.

220. 51 F.3d 623 (7th Cir. 1995).

22). Jd. at 627.

222, Jd. a1 628-29. Maio made $211,000 and avoided $66,250 in losses, and Ladvac made
$78,750 and avoided $13,750 m losses.

223. Id. a1 630.

224, {d. ac 632.

225. This case iltusiraies the difficulty with the “direct or indirect benefit™ test for dppee liability
under Dirks. See supra notes 206-10 and accompanying text. Even if the CEO in Maio freely gave
away the information o a friend without any personal benefit to bimself, it would be wrong for a friend
who is a tippee to wade on this information knowing that (he information has been intentionaily given
in violation of a fiduciary duty.

226. For this reason as well, Swizer should have been found fiable {f he had received an inten-
tional tip of inside information from the CED as a favor. In fact, this was the SEC's theory of the
case, but the court btlieved the testimony of Switzer and the CEQ that the disclosure was inadvertent.
See supra note 217 and accompanying text.
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situations often involve violations of promises of confidentiality.”” In
United States v. Reed,” for example, Thomas Reed traded on infor-
mation about a proposed merger confidentially imparted to him by his
father, Gordon Reed, who served as a director of one of the companies
involved in the merger.”® The court imposed liability under the misap-
propriation theory, but in our view for the incorrect reason of “fraud-on-
the-source.””® The wrong in situations like Reed occurs when the tippee
(who is not intended as a tippee) improperly converis confidential infor-
mation imparted for a different purpose to a purely personal use of securi-
ties trading. For reasons similar to those in our discussion of Maio, we
believe that sharing material nonpublic information with family or friends
gives rise to a duty not to trade on this information with investors because
there is no deserved right to do so. When a family member or friend
intentionally misuses inforrmation against the wishes of the donor of the
information and in violation of a confidence promised to the donor, the
wrong of using this information morally taints the securities transaction
because the person trading on it does not have a superior right to use the
information compared to others in the securities market. Unlike in Dirks
or Swirzer, the inforrnation is not acquired by circumstantial or situational
hick. Instead, it is acquired confidentially and with the understanding that
it is not to be used for trading purposes. Although the trader may have a
legal right to possession of the confidential information, this right does not
extend to use of the information for securities trading.”

227. For recent cases involving frends who tip inside information, see SEC v. Mayhew, 121 F.3d
44, 4749 (2d Cir. 1997) (upholding the conviction of a senred pilot trading on material nonpublic
information received from his friend, neighbor, and jogging parmer) and United States v. Mylea, 97
F.3d 663, 666 (2d Cir. 1996) (affirming the conviction of a vice president for labor relations of AT&T
who tpped a friend about information of an impending merger with NCR). Another well-known
insider trading case raising chis issue of duty and disciosure within families is United States v.
Chestman, 947 F.2d 551 (2d Cir. 1991) (racing the chain of tipped inside informatgon within a family).

228, 601 F. Supp. 685 (8.D.N.Y.), rev'd on other grounds, 773 F.2d 477 (2d Cir. 1985).

229. Id. at 690-91. .

230. The courtapplied fravd-on-the-source misappropriation theory and held thac the “confidential
relationship™ of “trust and confidence™ shared by the father and son could supply the breach of
fiduciary duty necessary to apply the theory. Jd. at703-08, 711-18. Curiously, the cour agreed that
if the reladonship between the father and son had ot been confidential, then the court would have had
to dismiss the indicment for securites fraud. Jd. at 717, The court, remarkably, named the relevant
harm suffered in the securities fraud co be the “sullied reputation” and “shame and misforrune™ visited
on the father, Jd. at 720. This example reinforces our argument that the fraud-on-the-source miszppro-
priation theory does not maintain z ratonal connection with securities mrading. See supra subpart
IV(B). Tbe purpose of the federal securities laws is neither to encourage arms-length relationships
between parents and children nor to police the harm that children can do to their parents’ repuadons!

231. Again, this example demanstrates the superiority of our equitable disclosure rationale as
compzared with the illicit acquisifon rationale. See supra subpart IV(C). Our theory accounts for
inequitzble use of information even when the information is lawfully and nghtfully acquired and
possessed. In this respect, our approach is also superior 1o the “business property” theory of insider
trading. See supra note 115 and accompanying text.
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A related situation arises when a professional adviser receives material
nonpublic information in confidence and then uses the information to trade
in securities. Even though these professionals are not usually friends or
family of their tippee clients, a similar analysis applies. In United States
v. Willis,®* for example, a psychiatrist traded on personal and confi-
dential information confessed in therapy by the wife of 2 CEO of a
(;orporation.m The client confided the undisclosed interest that her
husband had in becoming the CEO of BankAmerica Corporation. Willis
then bought BankAmerica stock on the basis of this information, made
about $27,000 on his trading, and was indicted.? On these “novel
facts,” the court upheld the indictment under the misappropriation theory,
arguing that Willis had violated a duty of confidentiality owed to his
client. ™  We agree. Although Willis did nothing wrong when he ini-
tially acquired the information on which he traded, it was information that
both his contractual relationship with his client and his professional
responstbility required to be kept confidential. He obtained the information
from his patient on the understanding that it would not be used for the
purpose of securities trading. By using the information to trade securities,
Willis wrongly converted the information under the equitable disclosure
rationale. Because he had obtained the information in professional
confidence, he did not have a better right to this information than anyone
else trading in the market and had no justification to defend his use of the
information. He therefore had a duty not to trade on the information. ¢

232. 737 F. Supp. 269 (5.D.N.Y. 1990).

233. Id. at270-71, O’Hagan and otber cases involving tawyers also present a version of this
issue, though they are ofien easier because lawyers are considered “wmporary insiders” for most
purposes and therefore are considered to have direct duties not 10 made on confidendal information.
See supra ext accompanying notcs 12-16, 56-60 (discussing O'Hoagan). For a closer case involving
an attorney, however, see SEC v. Singer, 786 F. Supp. 1158 (5.D.N.Y. 1992). Singer involved two
stock purchases in WearEver Proctor-Silex Corporaton by n atiommey who was an adviser and close
friend of one of WearEver's oulside directors. Id. at 116). With respect to the earlier purchase, the
anomey claimed thac he had heard information about a possible leveraged buyour of WearEver from
someone else. /4. at 116162, If tue, these facts would absolve the attorney under our theory of
moral luek. On the other hand, the WearEver outside director resufied that it was “inconceivable™ that
he would not have had told his atorney about the proposed leveraged buyout, though he did not
remember deails. Jd. at 1 165-68. A up under these circumstances would involve a misappropriation
of the information by the agomey sufficient for insider trading liabdity. Given the dispute about
material facts, the court properly denied the defendand’ s motion for summary judgment. Id. at 116869,
1172,

234. Willis, 737 F. Supp. at 271.

235. Id. at 271-75.

236. Some further examples may help 10 clarify the line that our deontological theory draws jin
these difficult cases of circumstantial moral luck. Tmagine 2 bank of telephones at an airport. On one
phone, Han, 2 corporate CEOQ, calls his office and discusses an impending announcement of signifi-
cantly increased eamings of his company. Ieia is stianding next 1o Han at the airpon by chance 2nd
averhears the conversation. She gains the information by innocent luck, and because Han has no
intention to impart the information to Leia for an improper purpose, Leia's wrading does not qualify as
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In obvious ways, our analysis of Maio, Reed, and Willis is reminiscent
of an analysis that might be advanced under the fraud-on-the-source
misappropriation theory. We have maintained that because the information
on which a friend, family member, or professional psychiatrist trades was
acquired in a breach of trust, its use is frandulent. We differ from fraud-
on-the-source misappropriation theory, however, in that (1) we identify the
victim of fraud as the party with whom the misappropriating party trades,
not the party to whom the fiduciary duty is owed, and (2) although the
fraud-on-the-source misappropriation theory requires breach of a fiduciary
duty as a condition precedent for finding securities fraud, we argue that
such a breach represents only one way in which the acquisition of infor-
mation can be morally tainted and rendered an illicit basis for securities
trading. On a practical level, our account differs from the fraud-on-the-
source misappropriation theory because it requires that if Willis, for
example, had stolen the relevant information from a stranger, then the
information would have still been tainted in a way that creates an improper
informational advantage and hence a duty to disclose, On our account, the
existence of a fiductary relationship in Willis and other cases is relevant
because it helps explain how the trader wrongly acquired and used the
information on which he or she traded, not because a breach of a fiduciary
relationship is a2 prerequisite for insider trading liability. Our account
incorporates the same moral intuitions that drive misappropriation cases,
but without the fiction of a “fraud-on-the-source.”

Our account also incorporates intuitions about “fiduciary duties,” but
not in the mechanical manner of current traditional and fraud-on-the-source
misappropriation theory. On our account, in each instance of insider
trading a person must wrongly acquire material nonpublic information or
wrongly convert properly possessed information to a misuse that is incon-
sistent with the autonomy rights of others. When information is morally
tainted by illicit acguisition or misuse, a securities trade based on it would
compromise the rights to autonomy of the person with whom the

unlawful insider trading. (Leia’s sitation is similar to Dirks and Swirzer. See supra textaccompanying
notes 197-219,) Yoda, however, has implanted an eavesdropping device in the tetephone o surrepti-
tiously record conversations. He hears the material nonpublic information znd also trades on it. Yoda
is liable for insider trading because Yoda steals the inforination, even though Han is unaware that he
is being recorded. Lasdy, Han hangs up the phone to his office and then quickly telephones his friend,
Luke. He tps Luke with the infortmaton and, if Luke trades on the information, then he comsmics
insider trading because both Han and Luke intended the tip 1o be used to defraud an investor in the
securides market. (Luke’s situation is similar to Maio. See supra texc accompanying notes 220-26.)
In all of these cases, whether insider trading has occusted turns on the issue of wheder relevant snfor-
mation has been stolen or intentionally misused. Whether 2 theft or intentional misuse has occurred
is often difficult to determine as a maner of fact, but we maintain that it forms a steadier fulcrum from
which to decide real insider aading cases than the see-saw of the traditional theory and frand-on-the-
source misappropriation theory.
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wrongdoer trades. Wrongful acquisition or misuse of information often,
but not always, involves a breach of a fiduciary duty. For examnple, when
a corporate officer, director, or employee trades in the stock of the
comnpany on the basis of material nonpublic information with an existing
shareholder, then the insider arguably breaches a fiduciary duty. But even
when such an insider trades with someone who does not yet own stock in
the company or in public debt, we argue that the insider still has an
equitable duty to disclose, even if it is not a corporate “fiduciary duty”
owed to the person with whom one trades.® Respect for an investor’s
rights to autonomy requires the fair disclosure of important information,
except when one has a legitimate right to withhold the information.

Our fraud-on-the-investor account of insider trading is also superior
to fraud-on-the-source misappropriation theory because it does not focus
myopically on the wrong done to the “source” of information. This wrong
amounts to securities fraud only when it is subsequently used to defraud
investors. Willis, for example, does not commit securities fraud against his
patient with whom he engages in no securities transaction.®® On our
account, Willis defrauds the investor on the other end of his securities
trade. Our account therefore avoids what might be called the “consent of
the source” problem. Under our analysis of Willis, it would not matter if
the psychiatrist’s patient imparted inside information either as an intentional
gift or as a form of payment for services. Trading on the information
would stili be wrong from the perspective of other investors with whom the
psychiatrist would trade. Fraud-on-the-source theory instead allows for the
possibility that the “source” may authorize an otherwise illicit use of
information for trading. Because our fraud-on-the-investor account has a
conceptual coherence that both traditional theory and fraud-on-the-source
misappropriation theory lack, it promises to stand as a more stable guide
o reasoning about cases, such as “consent of the source,” that are other-
wise difficult to explain. Other important problems are raised by cases of
what we call “frontrunning” and “self-frontrunning.”

B.  Insider Trading by Frontrunning and Self-Frontrunning

Frontrunning and self-frontrunning constitute frandulent practices that
lie at the heart of some of the most sensational Supreme Court cases on
insider trading. Our fraud-on-the-investor theory of insider trading
illurninates the wrong that occurs in these cases.

“Frontrunning,” as we use the term, occurs when a person lawfully
possesses material nonpublic information but improperly converts it for

237. See supra texi accompanying notes 47-66 (discussing the problem of defining fiduciary duty
in the context of aaditional theory).

238. See supra text accompanying note 230 (discussing the problem of identifying the wrong in
the context of fravd-on-the-source theory).
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personal use in securities trading in a manner that works to the detriment
of other parties who have rights in the information.”® Several variations
of frontrunning should be recognized analytically. First, a form of
frontrunning known as “scalping” occurs when investment advisers trade
on material nonpublic information that they provide to their clients ahead
of their clients and without disclosing this practice to their clients.?
Second, frontrunning by broker dealers may occur when they have infor-
mation about large trades that their clients may make and trade ahead of
their clients in the market on the basis of this information.”” Third,
frontrunning by nonbroker dealers, such as newspaper reporters or judicial
clerks, involves trading on confidential nonpublic information which is
perceived by investors as material before this information is publicly
disclosed.

For example, if Samantha is a broker dealer or investment adviser
who possesses material nonpublic information that her client will make or
is very likely to make a large purchase that will increase the price of a
specific security, and if she uses that information as the basis for pur-
chasing the same security for her own account in anticipation of a rise in
the price, then Samantba frontruns her client and other investors with
whom the client may trade in the market.?* Although Samantha does not
acquire this information through theft or other illicit means, her conversion
of the information for a personal use in advance of public disclosure
violates the autonomy of investors because it compromises at least an
implicit confidence that her clients placed in her. Note that frontrunning,
like other insider trading under a fraud-on-the-investor theory, may occur
in any public security, whether a stock, bond, option, or hybrid, and
“cross-market frontrunning” is possible when the price of an option deri-
vatively reflects the price of a stock.?®  Similarly, if Samantha is a
financial reporter who trades securities on information that she has acquired

239. For an overview of the phenomenon of frontrunning and related activity as it is raditionally
understood, see Lewis D. Lowenfets & Alan R. Bromberg, Securiries Market Manipulations: An
Examination and Analysis of Domination and Control, Frontrunning, and Parking, 55 ALB. L. REV.
293, 313-37 (1991). .

240. See David M. Bovi, Rule 10b-5 Liability for Front-Running: Adding a New Dimension to the
“Money Game,” 7 ST, THOMAS L. REV. 103, 103-04 (1994) (defining scalping).

241. See generally id. at 103-04. Bovi distinguishes frontrunning by broker dealers from
“scalping” by invesument advisers. See id. at 106-07. But we believe that both are beuer considered
as different forms of a broader functional category called frontrunning.

242. Again, it is important to note that frontrunning, 1ike other forms of insider trading, wrongs
an investor, but not necessarily direcly. In typical broker-client frontrunning, for exampie, the client
may not be harmed by the broker's fraudulent use of the information thar the client is very Jikely o
trade because the client may buy or sell anyway, but then the person with whom the client trades is
wronged by the practice. See supra note 78 (deseribing Katz's discussion of the relevant vietim in
cases of securities fraud).

243. See Bovi, supra note 240, at 105-06.
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and developed into a2 news story before publication of the story, then
Samantha would frontrun her readers and those with whom she trades in
the public securities markets who may have learned about her story through
its publication and who rightfully assume that Samantha does not have a
financial interest in the information. Again, Samantha lawfully possesses
this information because she has developed it, but she misuses it to trade
securities in a deceptive manner.

Self-frontrunning involves a similar phenomenon with the only diffe-
rence being that a company frontruns the securities markets by using
material nonpublic information to trade ia securities in competition with its
own investors. Self-frontrunning also occurs if a company authorizes its
corporate insiders to trade on material nonpublic information ahead of
public snvestors. Texas Gulf Sulphur trading in its own stock on the basis
of its inside information about an ore strike—or the company authorizing
its directors and officers to do so—is an example of self-frontrunning.**

The leading Supreme Court decision on frontrunning is SEC v. Capital
Gains Research Bureau, Inc., though as we will show, Carpenter,
Chiarella, and O’Hagan should also be read as frontrunning ¢ases. Capital
Gains is not often included in academic discussions of insider trading
because it arises under section 206 of the Investment Advisers Act of
1940.2%  Section 206 includes a fraud provision that is broadly simjlar
to Section 10(b) and Rule 10b-5.%7 In addition, Section 206 prohibits
“any investment adviser” from “acting as a principal for his own account

. without disclosing to such client in writing before the completion of
such transaction the capacity in which he is acting and obtaining the
consent of the client to such transaction.”®® In Capital Gains, the
defendant investment adviser published a “Capital Gains Report” for its
investment clients who paid a subscription. Without disclosing the
practice, the adviser purchased shares in stocks recommended for long-term
investments in issues of Capital Gains Report imimediately before
publication, and then sold the shares immediately after publication, thus
frontrunning or, in the Court’s words, “scalping” its own clients who
believed the advice and purchased the stocks.® The Supreme Court

244. See supra text accompanying note i1.

245. 375 U.S. 180 (1963).

246. 15 U.S.C. § 80b-6 (1994).

247, Section 206 provides that “any investment adviser™ may not “employ any device, scheme,
or artfice to defraud any cliens or prospective client,” “engage in any ransaction, practice, or course
of business which operates as a fravd or decejt upon any client or prospective client,” or “engage in
any act, practice, or course of business which is fraudulent, deceptive, or manipulative.” Id.

248. Id. § 80b-6(3). The SEC may make exemptions to this nile by reguladon “in the public
interest and consistent with the protection of investors.” 1d. § 80b-6a.

249. Capiral Gains, 375 U.5. at 181-83. The practice is catled “scalping ™ because the trader will,
due to the advance purchases, end 1o reduce the average gains for the investors who purchase later,
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upheld the SEC’s request for an injunction against the investment adviser:
“The high standards of business morality exacted by our laws regulating
the securities industry do not permit an investment adviser to trade on the
market effect of his own recommendations without fully and fairly reveal-
ing his personal interests in these recommendations to his clients.

A proponent of the traditional theory of insider trading might seek to
explain Capital Gains as a fiduciary duty case.® It is true that the Court
characterized the relationship between the investment adviser and client as
involving “fiduciary obligations” and a “relationship of ‘trust and
confidence.””®? But it is important to observe that the violation of this
fiduciary relationship by the investment adviser is not central. As we
argued in discussing cases of moral luck in insider trading, fiduciary duties
are relevant on our account, but only because they help to explain how a
party may have wrongly acquired and used material nonpublic information
for making a securities trade.”® In Capital Gains, the investment adviser
legally possessed the information about a client’s trading orders but had no
Tight to use this information for trading in the investment adviser’s own
account ahead of the client. Use of this information is wrong because it
defrauds public investors with whom the investrnent adviser trades.”

Carpenter, Chiarella, and O Hagan may also be described as insider
trading by frontrunning.” All three cases involve “outsiders” who trade
on misappropriated material nonpublic information ahead of other investors
in the market.® 1n Carpenter, the newspaper reporter traded on infor-
mation contained in his own business colunn, thus frontrunning his
custorners. He legally had possession of this information, of course, since
he wrote the columns, but misappropriated the information when he

thus “tak(ing) the wp off™ some of the profits investors may atherwise have gained, Schotland, supra A
note 22, at 1466. The Court's accounl is not quire accurale because the adviser's client may trade even
if the frontrunning pracdce were disclosed, but some public investors would be wronged. See supra
note 78.

250. Capital Gains, 375 U.S. ar 181, 201.

251, See supra Pan IL.

252. Capital Gains, 375 U.S. at 189-90 (quodng Hearings on S. 3580 before Subcomm. of the
Senate Conference Comm. on Banking and Currency, 76th Cong, 38 Sess. 719 (1940) (statement of
Alexander Standish, President, Racey and McKay, Inc.)).

253. See supra subpat V(A).

254. Because of the uncenainty about whether the client or some other invesior is harmed by the
frontrunning of an investment adviser, see supra note 78 and accompanying text, we would argue with
others that such {rontrunning should probably be banned entirely. See Schodand, supra note 22, at
1474-78. Section 206 permits frontunning if the practice is disclosed to an adviser's clients. See 15
U.S.C. § B0b-6(3) (199S). Buc becavse the adviser’s clients are not the only possible victims, their
consent may not be enough. We do not develop this argument at length here, however, because  is
tangentda) 10 our primary focus on Rule 10b-5 insider trading cases.

255. See LOSS & SEVIGMAN, supra nowe 36, at 830-35 (recognizing Chiarells and Carpenter as
Rule 10b-5 oursider “scalping™ cases under the misappropriation theory of insider trading).

256. See supra text accompanying note 14,
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misused it for trading securities with his customers and other investors
before the information was disclosed.® In Chiarella, the financial
printer also legitimately possessed information as a corporate outsider.
He had a right to the information in order to perform the task of putting
it into a publishable form. After decoding the confidential information,
however, he misappropriated it by frontrunning the market ahead of the
announcement of the takeovers.”” In O’Hagan, the defendant lawyer
was also a corporate outsider. O’Hagan’s law firm legitimatety possessed
the information about its client’s takeover target in order to do legal work,
but O’Hagan misappropriated the information when he converted it for the
purpose of frontrunning other investors in the securities market.%® The
same analysis applies to other outsiders who possess legally privileged or
confidential matenial information, including judges and clerks who may
trade on advance knowledge about legal decisions and other government
officials trading on confidential policy discussions, such as Federal Reserve
employees who trade on advance information about interest rates.® In
all of these cases, our fraud-on-the-investor theory of insider trading would
give the same result. It is inequitable fo trade on material nonpublic

257. See Carpenter, 484 U.S. at23; see also United States v. Libera, 989 F.28 596, 597-99, 602
(2d Cir. 1993) (upholding securities fraud convictions under the misappropriation theory for conspiracy
in frontronnjng on informaton o be published in Business Week).

258. See Chiarella, 445 U.S. a1t 231. Chiarelta was not what has been called a “temporary
insidec” of his corporate client, but was instead an “outsider” with respect 1o the trger corporanons
in whose stock he traded. The Court in Dirks v. SEC, 463 U.S. 646 (1983), alluded 1o this distnction
as well:

Under cerain circumstances, such as where corporate information is revealed legitimately
© an underwriter, accountaru, lawyer, or consultont working for the corporation, these
outsiders may become fiduciaries of the sharcholders. The basis for recognizing this
fiduciary duty is not simply that such persons acquired nonpublic corporate informagon,
bur rather that they have entered into a special confidential relationship in the conduct of
the business of the enterprise and are given access ro information solely for corporate
purposes.
Jd. at 655 n.14 (emphasis added).

259. Although the Court reversed Chiarella’s conviction over Burger's dissent, the SEC quickly
adopted Ruie 14e-3, which again made trading ahead of the market on confidental information about
an impending 1ender offer illegal, thus reassening misappropriadon theory with respect io fronaunning
on information about tender offers. See 17 C.F.R. § 240.14e-3(a) (1999). The authonty of the SEC
to adopt Rule 14¢-3 was affirmed in O 'Hagan, 521 U.S. at 644-45. But we do not address Rule 14e-3
and its interpretaton in dewil in this Ardele. See supra note § and infra note 262,

260. O’Hogan, 521 U.S. at 653-54. Because the information was about an impending tender
offer, O'Hagan commitied securities frand under both Rule 10b-5 and Rule 14e-3. /d. a1 642.

261. See supra now 9 and accompanying text. United States v. Bryan, 58 F.3d 933 (4th Cir.
1995), which was overruled by O'Hagan, presents facts of a government lomery official misusing
advance information 10 frontsun in securities of the companies w be awarded conwracts for the purchase
of gambling equipment. Jd. at 937. Note that even Henry Manne, the academic scourge of insider
trading law, believes that SEC officials who possess material nonpublic information about companies
should be prevented from irading on it because he believes they are not entided w the information.
See MANNE, supra note 22, at 182-84; see also Schodand, supra note 22, at 1456-57 n.88.
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information when using this information would violate an important fidu-
ciary obligation or other confidential relationship, not because of the wrong
to the source of the information, but because the conversion and misuse of
otherwise legitimately possessed information compromises the antonomy
of public investors. Such informational advantages are not deserved
because they are gained by a wrongful act rather than by skill, intelligence,
effort, or even luck.??

Our fraud-on-the-investor theory of insider trading also proves
superior to competing theories in accounting for laws against what we cali
self-frontrunning.?® These cases involve situations in which a company
or its authorized insiders trade in the company’s own securities on the basis
of material nonpublic information possessed by persons within the
company. The illicit acquisition rationale and property rights theories of
instder trading have difficulty accounting for self-frontrunning cases,
though courts and commentators agree that insider trading rules should
apply in these circumstances.?

262. Although Rule 14¢-3 is ouwside the scope of this Ardcle, note that our theory is consisient
with the regulation of insider trading on tender offers in cthe following respect. A financier who
identifies a target for a ender offer by skill, intelligence, effort, or evan luck deserves the right 10 ke
advantage of the informadon (up o z stamutory maximum of five pereent before required disclosure),
See 15 U.S.C. § 78(n)(Q) (1994). A tppee of the information does noL

263. See Lowenfels & Bromberg, supra note 239, at 319. Complicated issues are presented by
investors who self-frontrun their own block trades z2nd other securities trading strategies which may fall
under the general heading of market “manipulanon,” but not “fraud.™ Although Rule 10b-5 appears
to be limited to policing “fraud,” see supra nowe 5, Section 10(b) would seem 0 grant authornity w0
prevent the use of “any manjpulative or deceptive device™ whether or not it is frandulent. See 15
U.S.C, § 78j(b) (1994). Compare Daniel R. Fischel & David J. Ross, Should the Law Prohibit
“Manipulation” in Financtal Markers, 105 HARV. L. REV. 503, 507, 533 {1991) (arguing that the
concept of trade-based and other alleged securites market manipulations are too vague and should be
abandoned), with Steve Thel, $850,000 in Six Minutes—The Mechanics of Securities Manipulation, 79
CORNELL L. REV. 219, 296-97 (31994) (arguirg that manipulative securides trading strategies are real
and should be policed). “Parking” securitics for purposes of stock manipulation, for example, was at
the center of many of the scandals involving Ivan Boesky, Michael Milken, and others in the 1980s.
See CONNIE BRUCK, THE PREDATOR'S BALL 321 (1988); DAMIEL R. FISCHEL, PAYBACK: THE
CONSPIRACY TO DESTROY MICHAEL MILXEN AND Hi$ FINANCIAL REVOLUTION 70-82 (1995). See
peneratly JAMES B, STEWART, DEN OF TRIEVES (1991). For a description of parking violations, sece
BROMBERG & LOWENFELS, supra note 36, at 337-64. We do not anempt an extended amlysis of
parking here, though we note that parking can be used in an anempt to hide insider trading. /d. at 364.

264. See, e.g., Shaw v, Digical Equip. Corp., 82 F.3d 1154, 1203 (1st Cir. 1996) (“The policy
rationale for the 'disclose or absiain’ rule carries over to contexts where a corporate issuer, as opposed
(o an individual, is the party contempladng 2 stock mansaction.”); McCormick v. Fund Am. Cos., 26
F.3d 869, 876 (Sth Cir. 1994) (“Numerous anthorides have held or otherwise stated that the corporate
isster in possession of material nonpublic information, must, like other insiders in the same simaton,
disclose that inforrmation to its sharcholders or sefrain from mading with them.™); see also
LANGEVOORT, supra note 36, § 3.02, at 5 (“Concepuwally, exiending the insider trading prohibidon to
instances of issuer insider rading makes perfect sense.”); LOSS & SELIGMAN, supra note 36, at 3490
(explaining that the disclose-or-abstain-from-trading rule applies to corporate issuers). Other provisions
of the federa] securifies laws have the effect of exiending lability for insider trading o corporate
issuers. See, e.g., Securities Act of 1933 §§ 11, 12(2), 15 U.S.C. §§ 77k, 771 (establishing liabilicy
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The conceptual problem is that if material nonpublic information is
“property” and “belongs to” a company, it is not clear under these theories
what is wrong with trading on the information. Here, we retumn to the last
of our initial hypothetical situations based on the facts of Texas Gulf
Sulphur ®* Recall that we have resolved the easier questions. First, the
inside directors, officers, and other employees of Texas Gulf Sulphur
commit securities fraud if they trade on the information about a rich ore
strike before it is disclosed effectively to investors in the market. Tippees
or temporary insiders of Texas Gulf Sulphur are also prevented from
trading on this information. These cases have been analyzed as involving
the theft of information from the company.” We have also argued that
Texas Gulf Sulphur may itself use the inside information to purchase real
estate to exploit the ore strike because the company has a deserved advan-
tage in the information derived from its investment and effort in obtaining
it, with an exception if the company has trespassed or otherwise illicitly
acquired the information.”’” But now what about the foliowing harder
questions: (1) May Texas Gulf Sulphur itself properly use its inside
information about the ore strike to invest in its own securities? (2) May
Texas Gulf Sulphur formally authorize its insiders to trade on material
nonpublic information ahead of the company’s investors?®®  Similar
hypotheticals may be constructed from the facts of other outsider trading
cases. In Carpenter, for example, may the Wall Street Journal authorize
its own reporters to frontrun their columns as an added bonus to their
compensation? Or may the Wall Streer Journal itself trade on its own news
before it is published?”® In O’Hagan, may the law firm’s client give the
lawyers it hires permission to frontrun a takeover attempt by purchasing
stock in the target ahead of the market??”

for omissions in registraton statements or prospecmises). In particular, scholars who follow the
requirernent of “2 breach of fiduciary duty”™ to suszin insider trading liability under Rule 10b-5 have
found difficuldes accounting for the problem of self-frontrunning. See, e.g., Mitu Gulaty, When
Corporate Managers Fear a Good Thing Is Coming 10 an End: The Case of Interim Nondisclosure, 46
UCLA L. REV. 675, 719-28 (1999) (finding the fiduciary duty requircment 10 be “a fly in ihe
ointment” for extending insider mading liability under Secdon 10(b) for corporate issuers, but arguing
for an alternative basis for corporate liabilicy in cases of intenm nondisclosure of material nonpublic
information under Item 303°s “Mansgement Discussion 2nd Analysis™ requirement of Reguladon S-K).

265. See supra 1ext accompanying notes 7-11.

266. See supra text accompanying notes 7-9.

267. See supra subpan JV(B).

268. See supra text accompanying note 10.

269. See WiLLIAM A. KLEIN & J. MARK RAMSEYER, BUSINESS ASSOCIATIONS 390 (3d ed. 1997)
(posing these guestions).

270. 1In fact, the Supreme Court seems to suggest in dicta that this is permissibie under its version
of the fraud-on-the-source misappropriation theory. See United States v. O'Hagan, 521 U.S. 642, 655
(1997) ¢*[Flull disclosure forecloses liability under the misappropriation theory: Becanse the deception
essental to the misappropriation theory involves feigning fidelity to the source of information, if the
fiduciary discloses to the source that he plans to trade on the nonpublic information, there is no
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Our answer to these questions is no. The advantage that Texas Gu)f
Sulphur has in the information about its ore sirike may rightfully be held
confidential if the information is used to advance the business interests of
the company and its investors. If the information was not stolen or other-
wise improperly obtained, nondisclosure is permitted when the company
makes appropriate use of the information in acquiring land. But if the
company uses information about its discovery in the securities market in
competition with its own investors, it wrongly converts that information to
an impermissible use. Why is such use of information wrongful
conversion? We assume that it is ordinarily wrong for the firm to act in
ways that harm its shareholders, and that ordinarily a firm must act for the
benefit of shareholders. If Texas Guif Sulphur uses inside information to
trade in its own securities, it puts its investors at risk in a manner in which
they are not put at risk when the company buys neighboring property. By
competing with its own investors’ rights to the company’s profits when
using information in which its investors have an interest, the firm or its
authorized insiders would steal information that rightly belongs to its
investors. In this manner, use of this information for securities trading in
self-frontrunning cases is morally tainted, and ifs use in any securities
transaction must, on our account, be disclosed before the firm or its
insiders may trade omn it. Qur account therefore provides that Texas Gulf
Sujphur may trade in real estate on inside information it possesses about a
mineral find, but it may not trade securities while the same information
remains nonpublic.”!

*deceptive device' and thus no § 10(b) violation . . , ."). We believe this is another indication of the
concepwial weakness of the opinjon. See supra ext accompanying notes 76-88 (cdncizing O'Hogan).

271. Anobvious recort 1o our view is that Texas Gulf Sulphur and other firms could avoid charges
of wrongdoing in insider trading by contracrually sdpulaning as a condition of sale of their stock or
other securities that they recain the right 10 allow insiders to trade on faterial nonpublic informaton.
If such a contract were valid, then purchasers of securities would in effect waive heir rights
protecion against insider mading. If this abjection were successful, then it could be used against aati-
insider trading arguments more generally. For this retort o succeed, however. jt would at minimum
have 10 show that the relevant rights coutd be knowingly and volunrily waived, and we doubt that that
can be shown. It would be equivalent to showing that one can give up a right not to be manipulated.
Therefore, we agree with those who insist that such waiver is ¢ypically impossible. See KORSGAARD,
Supra pote 44, at 133-58 (employing Kantian arguments against the idea that one can give up the right
 be treated honesdy). The retort also ignores wrongs to third paries, Securities derive their value
from their roles in very large markets. If some market participants permit insider trading, it natrally
lowers the confidence level in che mansparency and inregnity of the marker more generally. People who
hoid securities in firms that do not allow insider wading may reasonably fear that insiders a1 firms that
allow insider trading will manipulazs market forces in ways thar work to the detriment of those who
trade only in firms that do not allow insider mading; these people are arguably wronged by insider
tradecs, who free ride on the commitment to mansparency of people in noninsider trading finns. Cf.
Alan Suudler, Soft Dollars, Moral Costs, BUS. & SOC'Y REV., Spring 1999, at 18, 18-20 (arguing that
even if pardes consent in secunties Tansactions 10 opaque arrangements, third-party effects may be
exploiative and otherwise wrongfol), For similar reasons, we disagree with the insidious suggestion
thar a prior disclosure of an intention 10 rade on material nonpublic informacion or “candid insider
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VI. Conclusion

A century-and-a-half ago, Alexis de Tocqueville observed that
Americans had fewer qualms about “love of money” than Europeans,??
but he noticed also that Americans had a strong sense of morality.””
This moral sense is reflected in the law of insider trading, but despite
“widespread popular support for sanctions against insider trading,” one
scholar admits that “the reasons for such sanctions are hard to
identify.”#* “Uncertainty about the underlying rationale for the ban on
insider trading,” says another, “necessarily results in uncertainty about the
rule’s potential scope.”™ In more recent times, it has also become
important to resolve the underlying theoretical uncertainty about insider
trading law not only in the United States, but in Eutope and other countries
worldwide that have adopted similar restrictions.”®

We have attempted in this Article to provide a rational justification for
a theory of insider trading law based on deontological moral principle. A
strength of our approach is that it provides a unified and coherent account
of insider trading cases instead of the bifurcated and confused “traditional”
and “misappropriation” theories that currently threaten to lead to irrationat
results. Commentators have raised a collective cry of dismay in reaction
to the Supreme Court's fraud-on-the-source misappropriation theory
announced in O’Hagan, though most agree with the result.”” We believe
that our general fraud-on-the-investor theory, informed by an equitable
disclosure rationale, is consistent with the results reached not only in
O’Hagan but also the other major Supreme Court cases decided in the

trading” should be countenanced as an exception, See Prakash, supra note 16, at 1506-09, 1516-32.
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field.”® Our theory also provides a coherent explanation for a number
of difficult issues in other cases that are likely to arise again in the
future.?® Our fraud-on-the-investor theory gives courts, legislatures, and
administrators guidance in how to apply, in a limited and principled
fashion, the law of securities fraud in insider trading cases.”® In
particular, we have argued that those who trade on material nonpublic
information gained through their own effort, skill, intelligence—or pure
Juck—should not be found to violate the general federal prohibition against
insider trading. However, those who steal or misappropriate material
nonpublic information—or those who convert information that they
propetly possess for the purpose of defrauding investors—should be.
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lawynaking process at all). We are skepdcal that Congress or the SEC will arrn its arention 0 this
issue in the near future, but our cheoretical approach is meant to be persuasive to legislators and
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