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ARTICLE

CHIARELLA V. UNITED STATES
AND ITS INDELIBLE IMPACT ON INSIDER

TRADING LAW
Donna M. Nagy*
A. The Path to the First Criminal Conviction for Insider
Trading
9
1. Pandick, Press, Vincent, Chiarella, and the SEC
Settlement
9
2. The Criminal Indictment
14
3. The Motion to Dismiss and the Jury Trial
18
4. The Second Circuit’s Ruling on Appeal
22

C. Ben Dutton Professor of Law, Indiana University Maurer
School of Law—Bloomington. This essay has benefited from
comments by Judge Jed Rakoff, John S. Siffert, Dean Austen
Parrish, and Professors Donald Langevoort, Adam Pritchard,
Margaret Sachs, and Robert Thompson, as well as from my
fellow participants at the IU Maurer School of Law Summer
Faculty Scholarship Series, the Southeastern Association of
Law Schools Conference 2019 discussion group on “Insider
Trading Stories,” and the Tennessee Journal of Law and
Policy’s symposium “Insider Trading: Stories from the
Attorneys,” held on November 15, 2019. I am also truly
grateful to reference librarian Jennifer Morgan, of the IU
Jerome Hall Law Library, for her excellent research
assistance.
*
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B. Lawyer Advocacy: Reframing the Issues
23
1. Chiarella’s Petition for Certiorari and the
Government’s Opposition
23
2. The Solicitor’s General’s Misappropriation Theory
Arguments
25
3. Chiarella’s Reply Brief
31
4. The Oral Arguments Before the Supreme Court 32
C. The Chiarella Decisions and Its Aftermath
33
1. The Supreme Court’s Opinion
33
2. The SEC’s Response to the Chiarella Decision 37
3. The Fate of the Dual Misappropriation Theories 40
Insider trading cases, which are typically
prosecuted as securities fraud, carry a mystique rarely
present in securities litigation. As a former U.S. Attorney
for the Southern District of New York once observed, the
cases involve “‘basically cops and robbers. . . .[d]id you get
the information and did you trade on it?”1 It is no wonder
that each insider trading case featured in this
symposium presents a captivating story. But for two
distinct reasons, Chiarella v. United States2 occupies a
special place in history. It was the first prosecution under
the federal securities laws for the crime of insider
trading. And the U.S. Supreme Court’s iconic holding—
regarding the circumstances under which insider trading
constitutes securities fraud—not only profoundly
changed the law in 1980 but also continues to define
insider trading’s contours right up to the present day.
Chiarella’s facts are straightforward and
memorable. The defendant was employed by a financial
printing firm hired to publish announcements of takeover
bids. On several occasions he managed to deduce from
code names the identities of the actual companies, and
Stephen Labaton and David Leonhardt, Whispers Inside.
Thunder Outside, N.Y. TIMES, June 30, 2002 at C1 (quoting
Otto Obermaier, former U.S. Attorney for the Southern District
of New York).
2 445 U.S. 222 (1980).
1
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then used that confidential information to surreptitiously
purchase stock in the acquisition targets.3 After settling
a civil securities fraud action brought by the Securities
and Exchange Commission, Chiarella was indicted in
New York federal court for criminal securities fraud,
found guilty by a jury, and unsuccessfully appealed to the
Second Circuit. The Supreme Court, however, overturned
his conviction.4
While the case is famous, important aspects of
Chiarella have gone unnoticed or been long since
forgotten. This essay sets out to explore these aspects in
order to better understand how a seemingly mundane
SEC settlement involving just over $30,000 in ill-gotten
gains morphed into a groundbreaking insider trading
prosecution and Supreme Court decision. The exploration
draws from a close analysis of the civil and criminal
litigation record as well as interviews with most of the
principal attorneys involved in the case at its various
stages, all of whom went on to extraordinary careers in
public service, private practice, or law teaching (with
many toggling between two or all three). This
distinguished cadre includes: Stanley S. Arkin, Judge
Frank H. Easterbrook, Ralph C. Ferrara, Robert B.
Fiske, Jr., Paul Gonson, Professor Donald C. Langevoort,
Judge Jed S. Rakoff, Lee S. Richards III, John S. Siffert,
and John “Rusty” Wing, and extends as well to their
remembrances of Stephen Shapiro.
Insider trading law in the U.S. is routinely
depicted as “judge-made” or “judicially created.”5 The
Id. at 224.
Id. at 225.
5 See, e.g., Tom McParland, Judicial Inconsistency Frustrates
Purposes of Insider Trading Law, Rakoff Says, Law.com (Feb.
28, 2020), https://www.law.com/newyorklawjournal/2020/02/28
/judicial-inconsistency-frustrates-purpose-of-insider-tradinglaw-rakoff-says/ (quoting Judge Jed Rakoff’s observation that
the insider trading prohibition has “really been judge-made
law, almost from the very outset”).
3
4

[8]

CHIARELLA V. UNITED STATES
15 TENN. J.L. & POL’Y 6 (2020)

description is apposite. Although Congress statutorily
authorized the SEC rule prohibiting “fraud in connection
with the purchase or sale of any security,” it is courts that
must determine, as a matter of federal common law,
whether securities trading on the basis of material
nonpublic information constitutes a “deceptive device or
contrivance” under Section 10(b) of the Securities
Exchange Act of 1934 (Exchange Act),6 and thus a “fraud”
within Rule 10b-5’s prohibition.7 But the description also
leaves unacknowledged the essential role of the SEC,
DOJ, and defense attorneys in framing the arguments on
which the judicial rulings are based.
Nowhere have attorneys influenced the
development of insider trading law more profoundly than
in the various phases of the Chiarella litigation. This
story therefore suggests, with no hint of exaggeration,
that Chiarella’s indelible impact results as much from
the case’s lawyering as from the ruling announced by the
Court in its landmark decision.
A. The Path to the First Criminal Conviction
for Insider Trading
1. Pandick Press, Vincent Chiarella, and the
SEC Settlement
Pandick Press, Inc., located in New York City,
regularly provided printing services to corporations and
their legal and financial advisers. On multiple occasions
in 1975 and 1976, law firms and investments banks for
acquiring companies hired the printer to publish
announcements relating to impending takeovers.
Pandick adhered to standard industry protocol by using
code names to identify both its acquisition-company

6
7

15 U.S.C. 78j(b).
17 C.F.R. § 240.10b-5.
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customer and the target company up until the night of
the final printing.8
Vincent Chiarella, who was 47 years old at the
time, had moved his way up to the position of “mark-up
man” during his more than two decades of employment
at Pandick.9 He was also, as it turns out, an avid stock
trader, who regularly spoke with his securities broker. In
connection with his work on a mark-up assignment in
September 1975 and four such assignments in 1976,
Chiarella managed to decipher the identity of the actual
companies involved in upcoming transactions, based on
other facts provided in the takeover materials.10 He then
secretly used that confidential information to purchase
stock in the acquisition targets, and within days or
sometimes even hours after his stock purchases, the
acquiring companies made their public announcement.
On each occasion the target stock’s price rose sharply,
and each time Chiarella sold his shares immediately.
Chiarella’s sizable profits were possible only because
several of his purchases were for substantial amounts of
target stock. His stock purchases in two of the targets, for
example, amounted to approximately one-half of each
stock’s total daily trading volume.11 Those large volume
purchases on the cusp of takeover announcements caught
the attention of the New York Stock Exchange, which
referred the suspicious activity to the SEC.12
The SEC opened an investigation into Chiarella’s
trading activities in early 1977, and instituted a civil

8 United

States v. Chiarella, 588 F.2d 1358, 1363 (2d Cir. 1978).
Brief for Respondent at 4, Chiarella v. United States, 445 U.S.
222 (1979) (No. 78-1202) (hereinafter Chiarella Government
Brief).
10 Id. at 7.
11 See id. at 9 (citing Trial Transcript).
12 SEC v. Chiarella, Lit. Rel. No. 79357, 1977 SEC Lexis 1674
(May 24, 1977) (hereinafter Chiarella Lit. Rel.).
9
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enforcement action in the SDNY a few months later.13
The complaint charged Chiarella with violating
Exchange Act Section 10(b) and Rule 10b-5 by purchasing
shares in three tender offer targets (Sprague Electronic
Company; Booth Newspapers, Inc.; and Food Town
Stores, Inc.) and a fourth company, Riviana Foods, that
had been the target of a merger.14 The complaint further
alleged that Chiarella made these stock purchases
“without disclosing the material, non-public information
he had obtained in connection with his employment,” 15
and thus engaged in a “deceit upon the purchasers and
sellers of such securities,”16 resulting in a combined profit
of $29,248.17

See Complaint, Civ. Action 77-2534, SEC v. Chiarella (filed
May 16, 1977, SDNY, Goettel, J.) The complaint, obtained from
the SEC through a request under the Freedom of Information
Act (FOIA), is now available in the SEC Historical Society’s
Virtual Museum and Archive, at http://www.sechistorical.
org/collection/papers/1970/1977_0516_Chiarella_Complaint_S
DNY.pdf.
14 See Chiarella SEC Complaint, supra note 13, at ¶¶ 13, 19,
25, 30. In connection with Chiarella’s stock purchases in
tender-offer targets, the SEC also charged him with violating
Exchange Act Section 14(e), a general provision prohibiting
fraudulent, deceptive and manipulative practices in connection
with tender offers. More than three years later, the SEC
adopted a tender-offer specific insider trading prohibition. See
infra note 132 (discussing SEC Rule 14e-3).
15 Chiarella SEC Complaint, supra note 13, ¶¶ 13, 19, 25, 30.
16 Id. at ¶ 9.
17 Id. at ¶¶ 15, 21, 27, 32. Irwin Borowski, Richard S. Kraut,
and Peter M. Sullivan were the attorneys who worked on the
Chiarella matter in the SEC’s main (Washington, D.C.) office,
and William D. Moran was the NY Office’s Regional
Administrator. See Docket Sheet, SEC v. Chiarella, 77 Civ.
2534 (SDNY, Goettel, J.), available at http://www.sechistorical
.org/collection/papers/1970/1977_0523_SDNY_Docket_Sheet.p
df.
13
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The SEC announced a settlement with Chiarella
on the same day it filed the complaint against him,18 but
that disposition was only for purposes of the SEC’s civil
enforcement authority.19 Without admitting or denying
the SEC’s charges against him, Chiarella consented to
the issuance of a federal court order enjoining him from
future securities law violations and agreed to disgorge his
trading profits to the shareholders who had sold him
target stock.20 At the time, such injunctive and ancillary
equitable remedies were the only relief available to the
SEC in a civil insider trading case.21 Congress had yet to
enact the Insider Trading Sanctions Act of 1984, which
authorizes the SEC to seek court-ordered penalties of up
to three times the profit made or loss avoided by an
insider trading defendant.22 Pandick Press also
administered a punishment of its own: the company fired
Chiarella from his position the very same day that the
SEC announced the settlement.

See Chiarella Lit. Rel., supra note 12. See also S.E.C. Says
Typesetter Improperly Used Data, N.Y. TIMES, May 24, 1977 at
61.
19 See id. See also 17 C.F.R. §202.5(f) (stating the SEC policy
“that settlements of any civil enforcement matter may not,
expressly or impliedly, extend to any criminal charges that
have been, or may be, brought against any such person or any
recommendation with respect thereto” and observing that
criminal proceedings may be instituted only by “the Attorney
General and representatives of the Department of Justice”).
20 Chiarella Lit. Rel., supra note 12.
21 See Chiarella SEC Complaint, supra note 13, at I–IV.
22 Insider Trading Sanctions Act of 1984 § 2A, Pub. L. No. 98376, 98 Stat. 1264 (subsequently amended and re-codified at
Exchange Act § 21A(a), 15 U.S.C. 78u-1(a)).
18
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Chiarella was hardly the first worker at a
financial printing firm who found himself under SEC
scrutiny. In 1974, the SEC filed a complaint, which it
ultimately settled, against three employees at Sorg
Printing Company, Inc., who had likewise engaged in
securities trading based on confidential takeover
information.23 As the Second Circuit emphasized, the
SEC settlement decree in Sorg “aroused widespread
concern in the financial printing industry” and prompted
most printers (including Pandick) to post signs in the
workplace forbidding employees “to use any information
learned from a customer’s copy.”24 The signs’ warnings,
which also were included as notices on the back of timeclock punch-cards and in union newspapers, advised
workers that misuse of such information could render
them liable for “criminal penalties of 5 years in jail and
$10,000 for each offense.”25 In between its enforcement
actions against the Sorg employees and Chiarella, the
SEC filed at least three other actions against printer
workers, and obtained consent decrees imposing
injunctive and disgorgement remedies.26 As the Wall
Street Journal and New York Times did on those prior
occasions,27 the newspapers reported on Chiarella’s SEC
settlement.28

See SEC v. Sorg Printing Co., Lit. Rel. No. 6488, 1974 SEC
Lexis 2778 (Aug. 21, 1974) (announcing complaint). See also
SEC v. Sorg Printing Co., Fed. Sec. L. Rep ¶ 95,034, 1975 U.S.
Dist. Lexis 13121 (S.D.N.Y. 1975) (observing that the three
employees “have consented to the entry of a preliminary
injunction,” but granting the printing company’s motion for
summary judgment because it was neither “an aider or abettor”
nor “secondarily liable on a theory of respondeat superior”).
24 Chiarella, 588 F.2d at 1369.
25 Id. (quoting workplace signs at Pandick Press).
26 See id. (citing SEC v. Primar Typographers, Inc., Fed Sec L.
Rep. ¶ 95,734 (S.D.N.Y. 1976); SEC v. Ayoub, Fed. Sec. L. Rep.
¶ 95,567 (S.D.N.Y. 1976)). See also SEC v. Smith et al., Lit.
Release No. 7420, 1976 SEC Lexis 1539 (June 1, 1976)
23
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2. The Criminal Indictment
On January 4, 1978, less than eight months after
the settlement of the SEC’s civil case, the U.S. Attorney
for the Southern District of New York indicted Chiarella
on 17 counts of willful and knowing misuse of material,
nonpublic information in violation of Exchange Act §10(b)
and Rule 10b-5,29 pursuant to the criminal liability
provision in Exchange Act § 32(a).30 Counts 3 through 17
of the indictment roughly tracked the SEC complaint’s
allegations concerning Chiarella’s purchases of shares in
Riviana, Food Town, Booth, and Sprague.31 Counts 1 and
2 raised new allegations charging Chiarella with
unlawful purchases in the stock of USM Corporation,
generating an additional $1019 in profits.32
John S. Siffert was the Assistant U.S. Attorney
who successfully tried the case to a jury and argued in
the Second Circuit on appeal. Siffert reported to John
(announcing consent order against three employees of Bowne
& Co.).
27 See, e.g., SEC Charges 3 Employees of Bowne & Co., A
Printer, With Trading on Insider Data, WALL ST. J., May 25,
1976 at 12; SEC Charges 2 Brokers, Printer Violated InsiderTrading Rules in Unitek Shares, WALL ST. J., May 18, 1976 at
5 (reporting on complaint filed in Ayoud et al.); Felix Belair,
Jr., S.E.C. Charges Misuse of Data, N.Y. TIMES, Aug. 22, 1974
at 53 (reporting on Song employees complaint).
28 Printing Employee Charged With Gaining from Tender Offer
Bid, WALL ST. J., May 24, 1977 at 8; S.E.C. Says Typesetter
Improperly Used Data, N.Y. TIMES, May 24, 1977 at 61.
29 See Arnold Lubasch, Printer is Indicted on Charges of Using
Inside Data, N.Y. TIMES, Jan. 5, 1978 at D5.
30 15 U.S.C. 78ff.
31 See Indictment, United States v. Chiarella, No. 78 Cr. 2
(S.D.N.Y., Jan. 4, 1978, Owen, J.), available at
http://www.sechistorical.org/collection/papers/1970/1978_0101
_Chiarella_Indictment_SDNY.pdf.
32 Id.
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“Rusty” Wing, the Chief of the Securities and Business
Fraud Unit, and Robert B. Fiske, Jr., the U.S. Attorney.
As Siffert’s preparation for Chiarella’s trial was
underway, Wing left the SDNY to join the firm of Weil,
Gotshal, and Jed Rakoff succeeded Wing as the Fraud
Unit Chief. Siffert was not, however, the AUSA who
worked with the grand jury. Rather, Siffert took over the
case from John A. Lowe, who left the SDNY for private
practice a few weeks after Chiarella’s indictment.33 It
may have been the press reports about the SEC
settlement that caught Lowe’s attention and prompted
the criminal investigation.34
Then-U.S. Attorney Fiske, now a senior counsel
and retired partner at the Davis Polk law firm,
remembers well the SDNY Office’s rationale for
instituting a criminal insider trading prosecution against
Chiarella. Fiske, who describes his U.S. Attorney
Telephone interview with John S. Siffert, Co-Founding
Partner, Lankler Siffert Wohl (Sept. 6, 2019).
34 See Roundtable on Enforcement at 104, SEC HISTORICAL
SOCIETY (Sept. 25, 2002), http://www.sechistorical.org/
collection/programs/enforcementTranscript.pdf (statement by
former SEC Solicitor Paul Gonson suggesting that an AUSA
“had read about the settlement in the newspaper . . . and
indicted Mr. Chiarella for the action the SEC had settled”). But
see JESSE EISINGER, THE CHICKENSHIT CLUB: WHY THE JUSTICE
DEPARTMENT FAILS TO PROSECUTE EXECUTIVES 77 (2017) (book
passage attributing the origins of Chiarella’s criminal
prosecution to a telephone referral from SEC Enforcement
Director Stanley Sporkin to Jed Rakoff). It is unlikely that the
criminal case arose from Sporkin’s encouragement. Jed Rakoff,
who became Chief of the SDNY’s Securities and Business
Fraud Unit after the preparation for Chiraella’s criminal trial
had already begun, was not involved in the indictment
decision. Interview with the Honorable Jed Rakoff, SDNY
District Judge (Oct. 30, 2019). And neither Robert Fiske nor
Rusty Wing recalls Sporkin referring the matter to them.
Telephone interview with Robert B. Fiske, Jr., Senior Counsel,
Davis Polk & Wardwell (Oct. 28, 2019); Siffert Telephone
interview, supra note 33.
33
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leadership as “hands-on,”35 had been aware of the prior
SEC enforcement actions against workers in the printing
industry. He attributed the reoccurring illegality to the
inadequacy of existing civil remedies – injunctions and
disgorgement were simply not serving as deterrents that
outweighed the temptation faced by some workers to
convert customer information into personal trading
profits.36 Fiske was also cognizant of the efforts
undertaken by the financial printing industry to educate
workers that trading securities on the basis of customer
information would violate the federal securities laws and
subject offenders to criminal prosecution. And to his
knowledge, no other financial service sector at the time,
including investment banks and law firms, went to the
same lengths to warn their employees about insider
trading. In Fiske’s view, criminal prosecution was
warranted because Chiarella had used customer
information to purchase acquisition-target stock
notwithstanding “overwhelmingly powerful notice” of the
consequences.37 Siffert likewise recalls contemporaneous
discussions in which Fiske emphasized to him the
perniciousness of the printing industry’s insider-trading
problem as well as the incremental steps taken by the
SEC and the industry itself prior to Chiarella’s
indictment.38
A pause here is useful for counterfactual
speculation. As the U.S. Attorney, Fiske allowed higherlevel review of preliminary indictment decisions if so
requested by defense counsel, including his own review
as a final appeal.39 But Stanley Arkin, the attorney who
represented Chiarella during the criminal trial and
through his successful petition to the Supreme Court,
See ROBERT B. FISKE JR., PROSECUTOR, DEFENDER,
COUNSELOR: A MEMOIR 80 (2014).
36 Fiske telephone interview, supra note 34.
37 Id.
38 Siffert interview, supra note 33.
39 FISKE, supra note 35, at 80.
35
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was not involved in the case at the preliminary stage.
Had the timing been otherwise, Arkin believes that he
would have been able to mount a persuasive case against
an indictment.40 Now a legend in the white-collar defense
bar known for his tenacity, Arkin at the time was
building a premier small law firm practice, which he has
maintained for more than fifty years, except for a fouryear stint in the early 1990s as a partner at the firm of
Chadbourne & Parke.41
While criminal liability for insider trading would
be a powerful deterrent, the government’s decision to
press forward in a contested proceeding risked
establishing an adverse precedent that could apply in
civil insider trading cases as well. Because Chiarella had
no pre-existing relationship with the acquisition targets
or their shareholders, the criminal prosecution had to be
built on untilled soil. From a securities-law development
perspective, fewer risks would have been posed with an
inaugural criminal insider trading action against a
traditional insider of the issuing corporation rather than
an “outsider” like Chiarella. A criminal prosecution of
that type would have been a natural follow-up to SEC v.
Texas Gulf Sulphur,42 the landmark Second Circuit
decision from a decade earlier that held directors,
officers, and employees of a mining company liable under
Section 10(b) and Rule 10b-5 for their purchases of stock
in the company based on material nonpublic information
concerning a valuable ore strike.43 To be sure, the en banc
opinion included a statement that “anyone in possession
of material inside information must either disclose it to
Interview with Stanley S. Arkin, founding member of Arkin
Solbakken (Oct. 30, 2019).
41 See Peter Truell, Riding Shotgun for Wall Street; Combative
Lawyer for Aggressive Brokers is in Demand, N.Y. TIMES, Feb.
18, 1998 at D1.
42 SEC v. Texas Gulf Sulphur, 401 F.2d 833 (1968), cert. denied,
394 U.S. 979 (1969).
43 Id. at 847–48.
40
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the investing public. . .or. . .must abstain from trading in
or recommending [such] securities.”44 But that broad
statement was technically dictum and was never the
basis of a post-TGS court holding.45 The risk of an
unfavorable precedent also could have been reduced by
initiating Rule 10b-5 “outsider trading” charges in a
litigated SEC enforcement action, rather than in a
criminal action with the defendant’s imprisonment as a
possible outcome. That is, building upon the discussion of
“improperly obtained” informational asymmetries in
Commissioner Richard Smith’s In re Investors
Management Co. concurrence,46 the SEC could have
urged courts to recognize a Rule 10b-5 duty owed to all
securities issuers “not to steal or knowingly receive stolen
goods or exercise dominion over goods known to be owned
by others . . . even without the presence of a special
[insider] relationship.”47
3. The Motion to Dismiss and the Jury Trial
In addition to a defendant who had been warned
repeatedly about the possible criminal repercussions of
insider trading, the prosecutors in Chiarella had what is
often difficult to obtain in an insider trading case:
tangible (as opposed to circumstantial) evidence that
securities were purchased on the basis of material
Id. at 848.
See Donald C. Langevoort, From Texas Gulf Sulphur to
Chiarella: A Tale of Two Duties, 71 S.M.U. L. REV. 835, 843,
841 (2018) (concluding that in the decade following TGS, Rule
10b-5’s duty to disclose or abstain “was clearly becoming
status-based, not possession-based,” but acknowledging the
concurrences in SEC v. Great American Industries, Inc., 407
F.2d 453 (2d Cir. 1968) and the “smatterings of [other] evidence
that market egalitarianism was a serious judicial philosophy”).
46 In re Inv’rs Mgmt. Co., 44 S.E.C. 633, 650 (1971) (Smith,
Comm’r, concurring in the result).
47 Id. at 650 n.2.
44
45
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nonpublic information. Specifically, Chiarella signed a
statement on his application to the NY Department of
Labor for unemployment benefits admitting that he was
discharged from Pandick “for misusing confidential
information and that ‘the allegation is true.’”48
The strength of the government’s evidence,
however, did not deter Arkin from seeking SDNY District
Judge Richard Owen’s dismissal of the indictment on the
ground that it failed to state a criminal offense, or
alternatively, for an order dismissing the indictment “in
the interest of justice.”49 Arkin’s principal argument was
that Chiarella’s “actions did not constitute even a civil
violation of § 10(b)—and Rule 10b-5—much less a
criminal violation” because Chiarella “was not in a
fiduciary relationship as to anyone so that he had no duty
of disclosure prior to purchasing shares in the target
corporation.”50 But in the end of March 1978, Judge Owen
ruled otherwise, concluding that the government had
adequately stated a claim for two separate but related
frauds in connection with Chiarella’s stock purchases.
First, Chiarella was charged with committing a “fraud
upon the acquiring corporations whose plans and
Chiarella, 588 F.2d at 1372 (quoting statement, and
ultimately ruling on appeal that any state-created privilege
pertaining to statements made in applying for unemployment
benefits was not controlling in a federal criminal proceeding).
49 United States v. Chiarella, 450 F. Supp. 95, 95–96 (S.D.N.Y
1978).
50 Id. at 96. Arkin continued to emphasize this fiduciaryfocused interpretation of Rule 10b-5’s insider trading
prohibition at every stage of the litigation. See, e.g., Brief for
the Petitioner at 21–22, Chiarella v. United States, filed June
28, 1979 (describing the “essence of the common law rule [for]
a tort action for fraud by silence [as lying] where one party to
a business transaction fails to disclose facts material to the
transaction that the other party is entitled to know because of
a fiduciary or other special relation of trust and confidence
between them”) (citing cases and ALI Restatement of the Law
2d, Torts § 551(2)(a)).
48
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information [Chiarella] took while he was setting them in
type.”51 Judge Owen noted here that “the analogy of
embezzlement by a bank employee immediately springs
to mind, and, of course, embezzlement implies fraudulent
conduct.”52 In addition, Judge Owen held that, if proven,
“Chiarella’s failure to disclose his purloined information
to the sellers whose stock he purchased constituted an
‘inherent unfairness’ and a ‘deceptive device” in
connection with his purchases.”53
Chiarella’s week-long trial commenced in April
1978. AUSA Siffert introduced into evidence the
workplace signs as well as the warning notices in union
newsletters and on Chiarella’s time-clock punch-cards.
Siffert also called nine witnesses for the government,
including an investigator in the SEC’s New York
Regional Office, Carmine Asselta, and former
shareholders in the target companies’ stock who testified
that they were unaware of the impending takeover at the
time of their sales and would not have sold had the
information been disclosed to them. Because the SEC’s
civil case against Chiarella was settled at the complaint
stage, it was Siffert and Asselta who gathered almost all
of the prosecution’s evidence, and Asselta also prepared
the stock price charts for the jury that highlighted
Chiarella’s substantial trading gains.54 In defending
against the securities fraud charges, Arkin offered
Chiarella’s direct testimony and sought to convince the
jury that while Chiarella was aware that his use of
customer information violated company rules, “he did not
believe that his actions were unlawful.”55 Among other
justifications for his conduct, Arkin maintained that
Chiarella was “well aware that it was the common
Chiarella, 450 F. Supp. at 97.
Id. at 96.
53 Id. at 97 (quoting In re Cady Roberts, 40 S.E.C. 907, 912
(1961) and the text of Exchange Act § 10(b)).
54 Telephone interview of John S. Siffert, supra note 33.
55 Brief for the Petitioner, supra note 50, at 7.
51
52
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practice of prospective tender offerors to purchase shares
on the open market prior to the announcement of their
tender offer plans.”56 As Chiarella stated it in his
testimony: “I was doing the same thing that they were
doing and I had no intention of doing anything wrong
with that.”57 Chiarella also repeatedly denied having
read any of Pandick Press’s multiple notices with explicit
warnings of the criminal consequences, notwithstanding
his acknowledgment on cross-examination by Siffert that
he would have passed the workplace signs when he
clocked in and out more than 640 times.58 The charges to
the jury centered on Chiarella’s nondisclosures to the
sellers of the targets’ stock. Although Siffert had
requested a separate charge that Chiarella had also
defrauded the offering companies, Judge Owen rejected
the request, apparently siding with Arkin’s position that
any reference “to an alleged fraud on the offering
company would be inappropriate as a substantial
variance from what the grand jury allowed.”59
A jury convicted Chiarella of all 17 counts of
securities fraud under Rule 10b-5.60 A month later, Judge
Owen sentenced him to concurrent terms of one year on
most of the counts, which were suspended following one
month of imprisonment and a probationary term of five
years.61 At the sentencing hearing, Judge Owen found
that Chiarella’s testimony that he had not read the
workplace notices “was perjury beyond a reasonable
doubt.”62 One can speculate as to whether the jury would
Id. at 8.
Id. (quoting trial transcript at R. 492).
58 Chiarella, 588 F.2d at 1369.
59 See Transcript of Chiarella Charging Conference, April 1978,
available at http://www.sechistorical.org/collection/papers/197
0/1978_1231_Chiarella_Charging_Conf_SDNY.pdf.
60 See US Convicts Printer for Securities Fraud, N.Y. TIMES,
Apr. 11, 1978 at 57.
61 See Chiarella Government Brief, supra note 9, at 4.
62 Chiarella, 588 F.2d at 1369–70 n. 18.
56
57
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have convicted Chiarella had he acknowledged reading
the workplace notices and admitted to disregarding
them—perhaps viewing the warnings as a scare tactic by
an employer that sought to encourage compliance with
workplace rules. On the other hand, Siffert extracted on
cross-examination two other key statements that could
have convinced a jury beyond a reasonable doubt that
Chiarella acted both knowingly and willfully: when
Sifferet asked if he knew it was against the law to trade
on insider information Chiarella said “I didn’t know it
was a criminal law. . . . It was a violation as far as I
knew;” and Chiarella admitted that he knew use of
insider information “was against the SEC.”63
4. The Second Circuit’s Ruling on Appeal
The Second Circuit’s decision upholding
Chiarella’s conviction is often depicted as an “equal
access to information” approach to Rule 10b-5 insider
trading liability.64 It is an approach that is difficult to
reconcile with the doctrine of common law fraud, which
loosely governs judicial interpretations of Rule 10b-5.65
Under the common law, in the absence of a duty to
disclose, a person’s mere silence about material facts in a
business transaction does not constitute a fraud. In other
words, the principle of caveat emptor generally applies to
securities trading.

See Chiarella Government Brief, supra note 9, at 11 (quoting
Trial Transcript at 515-16).
64 See infra notes 109–10 and accompanying text (quoting
Justice Powell’s statements in Chiarella).
65 See Basic, Inc. v. Levinson, 485 U.S. 224, 253 (1988) (White,
J., concurring in part and dissenting in part) (emphasizing that
"[i]n general, the case law developed in this Court with respect
to § 10(b) and Rule l0b-5 has been based on doctrines with
which we, as judges, are familiar: common-law doctrines of
fraud and deceit").
63
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But a close reading of the Second Circuit’s
November 1978 opinion shows that the appellate court
did not affirm Chiarella’s Rule 10b-5 conviction based on
the breach of a generalized disclosure duty arising from
a securities trader’s mere possession of material
nonpublic information. Instead, the Second Circuit held
more narrowly that “[a]nyone—corporate insider or not—
who regularly receives material nonpublic information
may not use that information to trade in securities
without incurring an affirmative duty to disclose.” 66 And
the Second Circuit explicitly stated that it was “not to be
understood as holding that no one may trade on
nonpublic market information without incurring a duty
to disclose.”67 As Professor Donald Langevoort has
recently emphasized, the Second Circuit’s approach in
Chiarella was “status-based” and constituted “an effort
to prevent abuse—wrongfully exploiting the status of
regular access to information by knowing that the
information was not theirs for the taking.”68
B. Lawyer Advocacy: Framing the Issues
1. Chiarella’s Petition for Certiorari and the
Government’s Opposition
After unsuccessful motions for a Second Circuit
rehearing or a rehearing en banc, Arkin filed Chiarella’s
petition for certiorari in early February 1979.69 The first
and principal question presented to the Court was:
Chiarella, 588 F.2d at 1365 (emphasis added).
Id. at 1366 (emphasis added).
68 Langevoort, supra note 45, at 846.
69 Petition for Writ of Certiorari, Chiarella v. United States,
No. 78-1202 (filed Feb. 2, 1979), available at http://www.sechis
torical.org/collection/papers/1970/1979_0202_Chiarella_Cert_
Petition_SupCt.pdf. (Arkin’s law partner, Mark S. Arisohn,
was co-counsel on the certiorari petition, see id., and the
Supreme Court litigation, with Arthur T. Cambouris’s
assistance on the Merits Brief. See infra note 50.)
66
67
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Does the purchaser of stock in the open
market who fails to disclose material,
nonpublic information about the issuer of
the stock violate Section 10(b) of the
Securities Exchange Act and Rule 10b-5
where the purchaser has no fiduciary
relationship with the issuer and where the
information was obtained from and created
by a source wholly outside and unrelated
to the issuer?70
The petition also presented a question concerning the
constitutional due process implications of the “Second
Circuit’s retroactive application of its new and expansive
interpretation” of the statutory prohibitions. In addition,
Chiarella appealed on issues related to the trial court’s
jury instruction on the requisite intent for criminal
securities fraud and its ruling admitting into evidence
Chiarella’s signed statement from his NY State
application for unemployment benefits.71
The Solicitor General’s Office filed its brief in
opposition at the end of March 1979.72 Given that the
government was opposing a petition from the first person
ever sentenced to prison for a Rule 10b-5 insider trading
violation, its opposition brief was surprisingly concise.
The brief’s argument section ran just over seven pages (in
contrast to Stanley Arkin’s twenty pages of client
advocacy). It is likewise surprising that the Second
Circuit’s “regularly receives” limitation appeared
Id. at 2.
Id.
72 Brief for the United States in Opposition to Certiorari,
Chiarella v. United States, No. 78-1202 (Mar. 29. 1979) (filed
by Solicitor General Wade McCree, Assistant Attorney General
Philip Heymann, and DOJ Attorneys Sidney Glazer and Sara
Criscitelli), available at http://www.sechistorical.org/collection
/papers/1970/1979_0329_Chiarella_Opp_Cert_SupCt.pdf
70
71
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nowhere in the government’s brief. Instead, the brief
advanced the broad dictum from the Second Circuit’s
1971 Texas Gulf Sulphur decision, which observed that
“Section 10(b) and Rule 10b-5 have long been interpreted
to protect ‘the justifiable expectation of the securities
marketplace that all investors trading on impersonal
exchanges have relatively equal access to material
information.’”73 Had the government’s opposition brief
tracked more closely the Second Circuit’s actual holding
in Chiarella, which effectively imposed a disclosure duty
only on securities market participants and their agents,
it is quite possible that the case would not have garnered
the four votes necessary for the Court’s grant of
certiorari.
2. The Solicitor General’s Misappropriation
Theory Arguments
Once the Supreme Court granted Chiarella’s
petition for certiorari in May 1979,74 both the intensity
and the substance of the government’s advocacy changed.
This transformation can be attributed to the then-Deputy
Solicitor General Frank Easterbrook, who described his
“portfolio [as] essentially all miscellaneous civil litigation
that included antitrust and securities.”75 As Judge
Easterbrook remembers it, his reaction to the
government’s equal access argument was that it did not
make sense:
What? Huh? How can that possibly be
right? . . . I mean if you didn’t have a rule
Id. at 5 (quoting Texas Gulf Sulphur, 401 F.2d at 847–48).
Chiarella v. United States, 441 U.S. 942 (cert. granted, May
14, 1979).
75 Dr. Kenneth Durr, Oral History—The Honorable Frank
Easterbrook at 5, SEC HISTORICAL SOCIETY (Jan.13, 2011),
http://www.sechistorical.org/collection/oral-histories/20110113
_Easterbrook_Frank_T.pdf.
73
74
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that people could trade on different
amounts of information, there’s no
incentive to collect the information. If
there’s no incentive to collect the
information, markets won’t be efficient. So
I looked at that, and I said, “This can’t
possibly be right,” and handed the papers
off to Steve Shapiro who was then an
assistant and who was going to succeed me
as the economic deputy in a few months.76
Easterbrook also vividly recalls his office’s
strategy for proceeding with the case. Notwithstanding
its refusal to defend Chiarella’s conviction on any type of
equal access grounds, Easterbrook felt strongly that an
argument based on property rights could be successful:
[W]e were willing to defend the conviction
on a different argument,. . . which was that
information about what transactions you
were going to engage in, in securities
markets,
is
property.
Everybody
understands that copyrights and patents
and other trade secrets and trademarks
and so on are species of property. Well,
there’s absolutely no reason why a bidder
in a case like this couldn’t have property
rights in information. . .
So Steve and I proposed [an
argument based on] a misappropriation of
property rights. . . . And all you need was
fraud in connection with the purchase or
sale of securities. There was the necessary
connection, . . . This was fraud, and that
could be the basis of a conviction…

76

Id. at 13.
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So there we were. We took that as
the line, and the case was briefed during
the period just as I was about to go out the
door and hand the case over to Steve. But
Steve and I worked on the brief together,
and I then vamoosed. I think Steve argued
the case himself when the time came. . . .77
More recently, in a tribute to Stephen Shapiro’s
legacy, Easterbrook described the Chiarella brief’s
misappropriation approach as playing “the long game.”78
And indeed it was a long game, as the Court waited more
than 17 years to rule on the validity of an insider trading
theory rooted in a defendant’s misappropriation of
property:
But [the Court] never came to a conclusion
on [the misappropriation theory] because .
. . [the Court] didn’t think it had been
preserved. . . . So nothing could happen on
that because Steve and I had made it up,
no getting around that, sorry. 79
To
be
sure,
the
government
brief’s
misappropriation approach tracked one of the Rule 10b5 liability theories advanced by Judge Owen, when he
denied Chiarella’s motion to dismiss the indictment,80 as
well as the “stolen goods” analogy suggested in
Id. at 14–16.
Kathy Agonis, Steve Shapiro’s Legacy in the Courtroom and
Beyond, THE CIRCUIT RIDER at 5 (Nov. 2018) (discussing Judge
Easterbrook’s recollections regarding the merit brief and oral
argument in Chiarella).
79 Oral History—The Honorable Frank Easterbrook, supra note
75, at 16; see infra note 122 and accompanying text (discussing
the Court’s 1997 decision in United States v. O’Hagan).
80 See supra note 51 and accompanying text (quoting Judge
Owen’s holding that the indictment stated a clam that
Chiarella defrauded “the acquiring corporations whose plans
and information he took while he was setting them in type”).
77
78
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Commissioner
Smith’s
Investment
Management
concurrence.81 But Judge Easterbrook can rightly lay
claim to the development of a property-rights rationale
that justifies reading Section 10(b) and Rule 10b-5 to
prohibit the use of misappropriated information in
securities transactions.82 Although several securities law
scholars continue to advance the Easterbrook view that
property-rights protection offers the most convincing
policy justification for a federal insider trading
prohibition,83 others (including myself) bolster our
readings of the statutory text with policy arguments
instead directed at fostering market integrity and
promoting investor confidence in the securities
markets.84
The arguments in the Solicitor General’s brief in
Chiarella ultimately resulted from a collaborative effort.
The SEC’s Principal Associate General Counsel Paul
Gonson worked closely with Shapiro and Deputy Solicitor
See supra note 47 and accompanying text. Prior to
Investment Management, courts in insider-trading claims
brought under state law had also begun to recognize a
corporation’s property interest in its own material nonpublic
information. See, e.g., Diamond v. Oreamuno, 24 N.Y.2d 494,
498 (1969) (holding that “a corporate fiduciary, who is
entrusted with potentially valuable information, may not
appropriate that asset for his own use even though, in so doing,
he causes no injury to the corporation”).
82 See Frank H. Easterbrook, Insider Trading, Secret Agents,
Evidentiary Privileges, and the Production of Information,
1981 S. CT. REV. (1981).
83
See, e.g., JONATHAN R. MACEY, INSIDER TRADING:
ECONOMICS, POLITICS, AND POLICY (1991); Stephen M.
Bainbridge, Incorporating State Law Fiduciary Duties into the
Federal Insider Trading Prohibition, 52 WASH.& LEE L. REV.
1189 (1995).
84 See Donna M. Nagy, Reframing the Misappropriation Theory
of Insider Trading Liability: A Post-O’Hagan Suggestion, 59
OHIO ST. L.J. 1223, 1264-70 (1998) (discussing the competing
rationales for the federal insider-trading prohibition).
81
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General Kenneth Geller to develop an initial draft.85
Shapiro also sought input from AUSA John Siffert and
included him with the SG’s attorneys on the brief.
Shapiro, who subsequently founded and led the Mayer
Brown law firm’s appellate practice group, is
remembered as a brilliant and inspirational attorney,
whose generosity of spirit ensured a place for Gonson and
Siffert at the government’s counsel table at the Supreme
Court oral argument.86
Due in large part to Shapiro’s ingenuity, the
government’s brief advanced two distinct versions of a
Rule 10b-5 misappropriation theory. That is, the
government argued that Chiarella had “committed fraud
against both the acquiring corporations whose
information he converted and the investors who sold him
securities in ignorance of forthcoming market events of
critical importance.”87 Specifically, the government
contended that Chiarella’s “secret conversion of
confidential information operated as a fraud on the
corporation that entrusted him with that information”88
and also that his “purchases of securities based on
material
nonpublic
information
obtained
by
misappropriation constituted fraud on the sellers of those
securities.”89 The support for this second argument,
which grounded the Rule 10b-5 disclosure duty in
wrongfully obtained informational asymmetries, was
drawn from the common law, and in particular from the
English case of Phillips v. Homfray.90 That 1871 English
decision discarded the caveat emptor principle when the
Telephone Interview with Paul Gonson, SEC Solicitor 19791999 (Aug.19, 2019).
86 Telephone interview with Siffert, supra note 33; Telephone
interview with Gonson, supra note 85.
87 Chiarella Government Brief, supra note 9, at 24 (emphasis
added).
88 Id. at 28.
89 Id. at 38-39.
90 6 Ch. App. 770 (Eng. 1871).
85
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purchaser in a real estate transaction had obtained his
informational advantage through an unlawful trespass
on the seller’s land.91 The government’s brief also
provided an economic basis for the recognition of a
common law disclosure duty in instances involving
wrongfully acquired information.92
The Second Circuit’s “regular access” approach to
insider trading liability was thus essentially orphaned at
this critical stage of the Chiarella litigation.93 Indeed, the
government’s brief expressly sided with the Securities
Industry Association’s amicus curiae concern that a
liability focus on persons who regularly receive material
nonpublic information might be misconstrued to suggest
that “mere possession . . .of confidential market
information precludes market professionals (such as
market makers, specialists, arbitrageurs, and block
traders) from carrying on their normal business
activities.”94 And that government-SIA alliance left the
Court without an advocate “pointing out the
consequences of [a] ‘fiduciary duty only’ test” and pushing
for an alternative theory of liability based on one’s
structural access to material, nonpublic information.95

Chiarella Government Brief, supra note 9, at 41 (citing
Phillips v. Homfray, 6 Ch. App. 770 (Eng. 1871)).
92 Id. at 42 (citing Anthony Kronman, Mistake, Disclosure,
Information and the Law of Contracts, 7 J. LEG. STUD. 1, 9
(1978)).
93 See Langevoort, supra note 45, at 847 (observing that the
government “essentially bet all the marbles on treating
Chiarella’s behavior as a misappropriation, and hence a
fraud”).
94 Chiarella Government Brief , supra note 9, at 70-71 n. 48
(discussing Brief Amicus Curiae of the Securities Industry
Association, Chiarella v. United States, filed June 29, 1979).
95 Langevoort, supra note 45, at 847.
91
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3. Chiarella’s Reply Brief
In his client’s reply brief, Stanley Arkin called out
the government for adopting “a new theory” that
effectively “abandoned” the “regular access to market
information” basis on which the Second Circuit affirmed
Chiarella’s conviction.96 And in Arkin’s view, that Second
Circuit “regular access” approach was itself an implicit
rejection of what he contended was the district court’s
reasoning that “Chiarella was under the same duty as a
classic ‘insider’ to disclose material, nonpublic
information to selling stockholders.” 97 After setting out
arguments addressed to the merits of each of the
government’s misappropriation theories (namely, the
fraud-on-the-source theory lacked the requite “in
connection with” nexus to a securities transaction, and
the fraud-on-investors theory lacked adequate
precedent),98 the reply brief argued that the
government’s proposed new interpretation of Rule 10b-5
“‘cannot be employed to uphold these convictions,’
because the jury that convicted Chiarella was never
charged that it must find facts now essential.”99
Specifically, the reply contended that “there was no
charge about a failure to disclose to the offeror
corporation (the non-disclosure charge given had to do
with the selling shareholders); nor was there a charge
requiring a finding that Chiarella tortiously acquired his
information.”100

Petitioner’s Reply Brief at 2 (filed Oct. 31, 1979), Chiarella v.
United States, 445 U.S. 222 (1980).
97 Id.
98 Id. at 1–9.
99 Id. at 10 (quoting Rewis v. United States, 401 U.S. 808, 814
(1971).
100 Id. (citing trial court’s jury instructions).
96
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4. The Oral Arguments Before the Supreme
Court
The Supreme Court heard oral arguments in the
Chiarella case on November 5, 1979, and Arkin and
Shapiro each made masterful presentations that were
punctuated by the justices’ probing questions.101
Underscoring the arguments set out in their merit briefs,
Arkin emphasized that Chiarella bore “no fiduciary
relation to [any] prospective seller” of target stock.102
Shapiro, in turn, highlighted that Chiarella’s “use of
converted non-public market information to enrich
himself in the stock market without disclosure to anyone
was a deceptive device within the prohibition of the
statute and the rule.”103
In the course of the questioning, Chief Justice
Burger lodged hypotheticals at Arkin concerning
securities trading on the basis of misappropriated
information by court-house personnel including a judge’s
secretary and a court’s bailiff.104 It is likely that Burger
had in mind a “leaking” scandal in the Court’s own print
shop just seven months prior, involving a typesetter who
was reportedly fired for sharing with a journalist
“premature word of court decisions.”105
Oral Argument, Chiarella v. United States, 445 U.S. 222
(1980) (No. 78-1202), Oyez, https://www.oyez.org/cases/1979/78
-1202 (hereinafter Chiarella Oral Argument).
102 Id. at 00:01:00-15.
103 Id. at 00:33:17–30.
104 Id. at 00:16:05–12.
105 Richard Carelli, Burger Fires Printing Aide After News
Leak, WASH. POST, Apr. 25, 1979 at A4 (referencing “a stormy
confrontation in Burger’s chambers, during which Burger
accused the employee of ‘leaking’ information” to [an] ABC
correspondent”). Notably, in his Chiarella dissent, the Chief
Justice contended that “Congress cannot have intended one
standard of fair dealing for ‘white collar’ insiders and another
for the ‘blue collar’ level.” Chiarella v. United States, 445 U.S.
222, 241 (1980) (Burger, C.J. dissenting). As reflected in
101
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The oral argument also gave Justice Powell the
opportunity to foreshadow his subsequent tipper/tippee
liability ruling in Dirks v. SEC.106 Powell asked Shapiro
about the Rule 10b-5 liability consequences for an
investment analyst who advises his client to buy an
issuer’s securities after having paid “a visit to a
corporation [to] obtain[] more current estimates for the
year than are available generally.”107 That securitiesanalysts colloquy continued for several minutes with
Justice Rehnquist interjecting questions as well. Justice
Powell emphatically rejected Shapiro’s suggestion that
investment research fits within a conventional
tipper/tippee paradigm, observing that “corporate
executives . . .talk about [their] company all the time” and
that “[t]he country is full of analysts and investment
advisers who try to understand what is going on in
corporations.”108

C. The Chiarella Decision and Its Aftermath
1. The Supreme Court’s Opinion
At this point the Chiarella story becomes familiar
again, although several new observations are warranted.
In place of what Justice Powell categorized as the Second
correspondence with one of his law clerks, Justice Harry
Blackmun was “not sure [he] like[d] the blue-collar/white collar
comment” in Burger’s dissent and “suspected this comes rather
close to [the Chief’s] justified annoyance at the several leaks
that have taken place with respect to the Court’s work on
several occasions. . .”. See Memorandum from Justice Harry
Blackmun to Mark Rahdert re: Chiarella v. United States (Feb.
4, 1980), available at http://www.sechistorical.org/collection/pa
pers/1980/1980_0204_BlackmunDecision.pdf.
106 463 U.S. 646 (1983).
107 Chiarella Oral Argument supra note 101, at 00:44:23–40.
108 Id. at 00:47:12–36.
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Circuit’s “equal access” approach to insider trading
liability, the Court entrenched what came to be known as
the “classical theory.”109 As Arkin’s merit brief had urged,
the majority construed insider trading liability under
Section 10(b) and Rule 10b-5 to turn on the breach of “a
duty to disclose arising from a relationship of trust and
confidence between parties to a transaction.”110
Accordingly, Chiarella’s conviction had to be vacated
because he had “no prior dealings” with the shareholders
whose stock he purchased. As the Court emphasized,
“[h]e was not their agent, he was not a fiduciary, [and he
was] in fact a complete stranger who dealt with the
sellers only through impersonal market transactions.” 111
Powell’s approach in Chiarella was no doubt fueled by his
own legal experience with counseling corporate officials
and his particular “distaste for the abuse of trust of
insider trading.”112 But it is also clear that the fiduciary
limitation emphasized by Arkin in his brief and at oral
argument readily provided a doctrinal pathway that
allowed the Court to announce a broad prohibition of
Chiarella v. United States, 445 U.S. 222, 232 (1980).
Id. at 229. As Stanley Arkin had suggested in Petitioner’s
Merit Brief, see supra note 50, Justice Powell’s majority opinion
invoked the fiduciary-based exception in § 551(2)(a) of the
Restatement 2nd of Torts—with no reference to any of the other
four common law bases for recognizing affirmative disclosure
obligations in business transactions. See Chiarella, 445 U.S. at
228. See Donna M. Nagy, Insider Trading and the Gradual
Demise of Fiduciary Principles, 94 Iowa L. Rev. 1315, 1325
(2009) (calling attention to Justice Blackmun’s observation
that the fifth exception in the Restatement “would have
supported a disclosure duty ‘where one party’s superior
knowledge of essential facts renders a transaction without
disclosure inherently unfair’”) (quoting Chiarella, 445 U.S. at
248 (Blackmun, J., dissenting).
111 Chiarella, 455 U.S. at 233.
112 A.C. Pritchard, Justice Lewis F. Powell, Jr., and the
Counterrevolution in the Federal Securities Laws, 52 DUKE L.
J. 841, 947 (2003).
109
110
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insider trading by officers, directors, and other agents of
an issuing corporation (as well as their tippees) while
allowing Chiarella to trade with impunity.113
The Chiarella majority also did not rule on the
validity of either of the government’s misappropriation
theories because, as Arkin had urged, it concluded that
neither theory had been properly presented to the jury as
an independent basis for finding a Rule 10b-5 violation.114
A misappropriation theory alternative, however, was
discussed by five justices in separate concurring or
dissenting opinions, four of whom agreed with the
government that persons who unlawfully misappropriate
information owe a disclosure duty to the investors with
whom they trade.115
It was Chief Justice Burger's dissenting opinion in
Chiarella that most clearly elucidated a broad “fraud-oninvestors” misappropriation theory. He opined that:

A.C. Pritchard & Robert B. Thompson, Securities Law in the
Sixties: The Supreme Court, the Second Circuit, and the
Triumph of Purpose over Text, 94 NOTRE DAME L. REV. 371,
402–03 (2018) (observing that Powell seized upon “traditional
notions of fiduciary duty as [a] doctrinal tool to confine the
SEC's aggressive interpretations”).
114 Chiarella, 445 U.S. at 229.
115 See id. at 238–39 (Brennan, J., concurring in the judgment)
(endorsing a broad misappropriation theory, but agreeing with
the majority that misappropriation instructions had not been
presented to the jury); id. at 239–43 (Burger, CJ., dissenting)
(endorsing a broad version of the misappropriation theory and
contending that the theory was properly presented to the jury);
id. at 245-46 (Blackmun, J, joined by Marshall, J., dissenting)
(endorsing an equal access approach—citing Victor Brudney,
Insiders, Outsiders, and Informational Advantages under the
Federal Securities Laws, 93 HARV. L. REV. 322 (1979) but
noting that Chiarella's trading on misappropriated
confidential information "is the most dramatic evidence that
[he] was guilty of fraud").
113
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As a general rule, neither party to an
arm's-length business transaction has an
obligation to disclose information to the
other unless the parties stand in some
confidential or fiduciary relation. This rule
permits a businessman to capitalize on his
experience and skill in securing and
evaluating relevant information; it
provides incentive for hard work, careful
analysis, and astute forecasting. But the
policies that underlie the rule should also
limit its scope. In particular, the rule
should give way when an informational
advantage is obtained, not by superior
experience, foresight, or industry, but by
some unlawful means.116
To support his view of the requirements at common law,
Chief Justice Burger quoted or cited many of the
Government brief’s primary sources.117 Maintaining that
the district court’s instructions to the jury charged
“misappropriation with sufficient precision,” Burger
concluded that Chiarella owed the target shareholders a
duty to disclose or to refrain from trading by virtue of the
fact that he “misappropriated—stole to put it bluntly—
valuable nonpublic information entrusted to him in the
utmost confidence.”118 This disclosure duty would
therefore
apply
regardless
of
whether
the
misappropriator stood in a relationship of trust and
confidence with the information’s source.
The fifth member of the Court inclined toward a
misappropriation approach was Justice John Paul
Stevens, who favored instead the government’s “fraudon-the-source” theory. He maintained that “[r]espectable
arguments could be made” that Chiarella's action
Id. at 239–40.
Id.
118 Id. at 245.
116
117
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constituted a fraud on the acquiring companies that
entrusted confidential tender offer information to his
employer, and that this deception occurred “in connection
with the purchase or sale of any security.”119 Justice
Stevens's concurring opinion, and the favorable
statements he made during the Chiarella oral
argument,120 thus provided support for a narrower
approach that would predicate the Rule 10b-5 fraud on a
fiduciary’s secret self-serving use of information
belonging to a principal. Justice Stevens deemed the
Court wise for “leav[ing] the resolution of this issue for
another day.”121 That day came in 1997 when the Court
decided United States v. O’Hagan,122 a criminal insider
trading action against a law firm partner who had
purchased target-company stock based on confidential
information that he misappropriated from his firm and
its acquiring-company client. With a six justice majority,
the O’Hagan Court resoundingly endorsed a fraud-onthe-source misappropriation theory, with a fiduciary
principle at its core.
2. The SEC’s Response to the Chiarella Decision
Despite their disappointment with the Court’s
decision to reverse Chiarella’s conviction, SEC officials,
particularly those in the Office of the General Counsel,
found much to like in Justice Powell’s majority opinion.
They were especially gratified by the Court’s strong
endorsement of In re Cady Roberts, the SEC’s 1961
decision in an administrative proceeding against a broker
who had purchased stock based on material nonpublic
information relayed to him by a director of the issuing
corporation.123 They were likewise encouraged by the
Chiarella, 445 U.S. at 238 (Stevens, J. concurring).
Chiarella Oral Argument, supra note 101, at 00:49:15-35.
121 Chiarella, 445 U.S. at 238 (Stevens, J. concurring).
122 521 U.S. 642 (1997).
123 In re Cady, Roberts & Co., 40 S.E.C. 907 (1961).
119
120
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Court’s willingness to uphold the Second Circuit’s
reasoning in Texas Gulf Sulphur, at least insofar as it
applied to traditional insiders, who owe duties of trust
and confidence to the corporation’s shareholders.124 SEC
officials were also heartened with the majority’s
determination to leave open the validity of both
misappropriation theories that the government had
raised in its brief.125
Notwithstanding those bright stops in the
Chiarella opinion, SEC officials also perceived some
disquiet from the justices over the fact that neither
Congress nor the SEC had expressly prohibited insider
trading through lawmaking or rulemaking. Indeed,
Justice Powell included in his opinion an ominous
footnote questioning whether any broader approach to
insider trading liability would give “either criminal or
civil defendants . . .fair notice that they have engaged in
illegal activity.”126 Ralph Ferrara, the SEC’s General
Counsel, determined that the timing was right to swiftly
move forward with a rulemaking solution that would
provide securities traders with helpful clarity while
strengthening the SEC’s ability to react to future trading
abuses by outsider traders like Chiarella.127
SEC Associate General Counsel Robert Pozen and
Special Counsel Donald Langevoort thereafter worked
with Ferrara to propose the Commission expressly adopt
an insider trading rule. The rule would not only build
upon the precedents in Cady Roberts, Texas Gulf
Telephone Interview with Donald Langevoort, Thomas
Aquinas Reynolds Professor of Law, Georgetown University
Law Center (Sept. 5, 2019).
125 Gonson telephone interview, supra note 85.
126 Chiarella, 445 U.S. at 235 n. 20.
127 Interview with Ralph Ferrara, Partner, Proskauer Rose
LLP (Nov.18, 2019); Donna Nagy, Oral History—Professor
Donald Langevoort at 25–26, SEC HISTORICAL SOCIETY (Feb.
11, 2020), http://www.sechistorical.org/collection/oral-histories
/OralHistories_DonLangevoort_T.pdf.
124
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Sulphur, and Chiarella, but would also incorporate the
two misappropriation theories that were outlined in
Justice Stevens and Chief Justice Burger’s opinions. The
result was unofficially dubbed “Rule 10b-X,” a trifurcated
rule that would prohibit securities trading while in
possession of material nonpublic information: (1) in
breach of a duty of trust and confidence that is owed to
the securities issuer or its shareholders; (2) in breach of
a duty of trust and confidence that is owed to the source
of the material nonpublic information; or (3) in breach of
a disclosure duty that is owed to traders on the other side
of a transaction because the information was obtained
through fraud, deception, or other unlawful means.128
The proposed rule would likewise have prohibited such
persons from advising others respecting the purchase or
sale of securities.
Rule 10b5-X, however, never made it past the
Commission-proposal stage. The Office of the General
Counsel proposed the rule for Commission action in early
May 1980—less than two months after the Court’s
Chiarella decision.129 But the Enforcement Division
offered its own proposal, and the Divisions of Corporation
Finance, Investment Management, and Market
Regulation jointly proposed to the Commission a third
alternative. The Commission instead determined to move
forward with a broad insider trading prohibition that
applied only in the context of material nonpublic
information pertaining to a tender offer. That
prohibition, drafted initially by the Division of
Corporation Finance and ultimately codified as Rule 14e3, had been in the works for many years,130 and was
published for public comment six months prior to the

Id.
Id.
130 John Huber, Oral History—Richard Rowe at 33–34, SEC
HISTORICAL SOCIETY (May 24, 2004), http://www.sechistorical.
org/collection/oral-histories/rowe052404Tanscript.pdf.
128
129
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Chiarella decision.131 Getting Rule 14e-3 to the finish line
became the SEC’s top insider-trading rulemaking
priority, and several months later the Commission voted
to adopt the rule.132 Nearly twenty years elapsed before
the SEC would again take up rulemaking in the area of
insider trading— with projects far more limited in
scope.133
3. The Fate of the Dual Misappropriation
Theories
With four justices supporting a broad fraud-oninvestors version of the misappropriation theory, and
only one justice endorsing the narrower fraud-on-thesource version, the broader approach was arguably the
one better positioned for judicial acceptance. But like
SEC rulemaking in the wake of the Chiarella decision,
the narrower approach was the one that advanced, first
in dozens of lower court civil and criminal cases
beginning with United States v. Newman,134and then in
1997 before the Supreme Court in O’Hagan.135 The why
and the how constitutes the final part of this Chiarella
story.
The tipping and trading activity in Newman
provided the first post-Chiarella opportunity to seek a
court ruling in a misappropriation case against outsiders
Exchange Act Release No. 34-16385, 44 Fed. Reg. 70349
(Nov. 19, 1979).
132 Adoption of Rule 14e-3, Exchange Act Release No. 34-17120,
45 Fed. Reg. 60410 (September 4, 1980).
133 See Selective Disclosure and Insider Trading, Exchange Act
Release No. 43,154, [2000 Transfer Binder] Fed. Sec. L. Rep.
(CCH) ¶ 86,319, at 83,692 (Aug. 15, 2000) (adopting Rule 10b51’s affirmative defenses for pre-existing trading plans and Rule
10b5-2’s enumeration of circumstances that qualify for the
fraud-on-the-source misappropriation theory).
134 664 F.2d 12 (2d Cir. 1981).
135 See supra note 122 and accompanying text.
131
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who did not owe duties of trust and confidence to the
issuing corporation’s shareholders. Prior to the
indictment’s presentation to the grand jury in February
1981, AUSA Lee Richards sought input from the SEC.136
With assistance from SEC Special Counsel Donald
Langevoort, Richards crafted an indictment that
included explicit misappropriation charges against
Jacques Courtois and Adrian Antoniu, the investment
bankers who had tipped confidential takeover related
information to several trading co-conspirators, including
James Mitchell Newman, a securities broker.137 Using
Justice Steven’s concurrence in Chiarella as a guide,
Richards also took care to explicitly reference the duties
of trust and confidence that Courtois and Antoniu owed
to their respective employers, Morgan Stanley and Kuhn,
Loeb, as well as to categorize the investment bankers’
tipping and Newman’s trading as a Rule 10b-5 fraud
against their firms and their firms’ acquiring-company
clients.138 Chief Justice Burger’s fraud-on-investors
misappropriation theory, however, “was deliberately not
pursued in Newman” principally because “[i]t was
considered too confusing to present to the jury in tandem
with the fraud on the source theory.”139 Not only was the
fraud-on-the-source theory deemed the simpler of the two
to explain, it was also favored by Richards because it
retained Chiarella’s focus on fiduciary disclosure duties
and could be supported with a battery of related
precedents from mail and wire fraud prosecutions.140
Telephone interview with Lee S. Richards III, co-founding
partner, Richards Kibbe & Orbe LLP (Feb. 14, 2020).
137United States v. Courtois et al. Indictment (S 81 Cr. 53, Feb.
1981), available at http://www.sechistorical.org/collection/pape
rs/1980/1981_0101_Newman_Indictment.pdf.
138 Id.
139 Donald C. Langevoort, Words from on High About Rule 10b5: Chiarella’s History, Central Bank’s Future, 20 DEL. J. CORP.
L. 865, 883 (1995).
140 Telephone interview with Lee Richards, supra note 136.
136
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After the Second Circuit upheld the indictment in its
1981 ruling (the indictment charged violations of the mail
fraud and conspiracy statutes, in addition to Rule 10b5),141 the case proceeded to a five-week trial, and Richards
successfully obtained convictions against all of the
Newman defendants who had not previously pled
guilty.142
To be sure, Newman’s (and, years later,
O’Hagan’s)
fraud-on-the-source
misappropriation
approach to Rule 10b-5 liability plugged many of the
gaping holes left open by the classical theory articulated
by Justice Powell in Chiarella. But the fraud-on-thesource theory leaves substantial gaps of its own that
would be filled with a broader misappropriation theory
recognizing disclosure duties owed to opposite-side
traders when information has been improperly obtained.
For instance, if the government in O’Hagan had set out
to play “the long game” by advancing Chief Justice
Burger’s theory alongside of its fiduciary-focused fraudon-the source misappropriation theory, the Deputy
Solicitor General’s oral argument would not have
conceded Rule 10b-5’s inability to reach a non-fiduciary
thief who “stole [a] lawyer’s briefcase” and traded
securities on its confidential information.143 Nor would
See United States v, Newman, 664 F.2d 12, 14 (2d. Cir
1981).
142 JAMES B. STEWART, THE PROSECUTORS 134-83 (1987)
(recounting the SDNY’s investigation and prosecution of
“insider trading at Morgan Stanley”). The district court’s postconviction rulings were affirmed on appeal, 722 F.2d 729 (2d
Cir. 1983), and the Supreme Court denied certiorari. See
Newman v. United States, 464 U.S. 683 (1983) (referencing
statement from Justice Powell that he would have granted
certiorari),
143 Oral Argument at 00:03:10-20, United States v. O'Hagan,
521 U.S. 642 (1997) (No. 96-842), https://www.oyez.org/cases
/1996/96-842 (last visited Mar 3, 2020) at 00:03:10-20
(hypothetical question posed by Justice Sandra O’Connor). Cf.
SEC v. Dorozhko, 574 F.3d 42, 51 (2d Cir. 2009) (distinguishing
141
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federal courts today have to expand fiduciary principles
almost
beyond
recognition
to
prevent
other
misappropriators and their tippees from being unjustly
enriched from their knowing use of wrongfully obtained
information.144 Viewing contemporaneous traders as the
actual parties defrauded by a misappropriator’s
deception also avoids the perception that the fraud-onthe-source theory is merely a pretext for employing the
Chiarella-rejected equal access approach.145
between a Rule 10b-5 insider trading claim involving active
deception such as “misrepresenting one’s identity in order to
gain access to information that is otherwise off limits,” from
one involving “mere theft” such as exploiting a weakness in an
electronic code to gain unauthorized access into a computer).
144 See Nagy, supra note 110, at 1340-48 (discussing the
“growing number of courts [that] simply disregard [the
Supreme Court’s] fiduciary dictate when it forecloses liability
against a defendant who has traded securities based on
wrongfully acquired information”).
145 See id. at 1375 (discussing scholarly criticism directed at
O’Hagan’s misappropriation theory). The government’s brief in
O’Hagan made no mention of an alternative misappropriation
theory—a fact noted in Justice Ginsburg’s majority opinion.
O’Hagan, 521 U.S. at 655 n. 6 (referencing the Burger approach
and observing that “[t]he Government does not propose that we
adopt a misappropriation theory of that breadth”). But “the
long game” does appear to have been in mind a decade earlier
in Carpenter v. United States, 484 U.S. 19 (1987), an insider
trading and tipping case prosecuted on the theory that a Wall
Street Journal reporter’s misappropriation of information from
his forthcoming columns deceived and defrauded his
newspaper-employer within the meaning of Rule 10b-5. In a
footnote in its merit brief in Carpenter, the government set out
what it described as “Chief Justice Burger’s legal theory” and
argued that because “the government plainly alleged and
proved” the secret fraudulent use of the information
misappropriated from the Journal, it was unnecessary “for the
indictment to explicate the legal theory that such conduct
violates the securities laws because of its effect on other
investors and the integrity of the market.” Brief for the United
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Had circumstances been otherwise, the SEC may
well have championed a broader misappropriation theory
in its own civil insider trading actions. But in the initial
aftermath of Chiarella, the SEC’s outsider-trading
misappropriation cases were settled rather than
litigated, as civil insider trading actions were apt to do, 146
particularly at a time when the SEC lacked statutory
authority to seek court-ordered monetary penalties.147
The SEC did, however, concisely reference the broader
misappropriation theory in the amicus brief it filed in
support of the government in Newman.148 It then, once
again as an amicus in the Second Circuit, set out a fullthrottled argument in Moss v. Morgan Stanley,149 a Rule
10b-5 private action by an investor who had unwittingly
sold target stock at the same time that Newman was
purchasing that stock based on the confidential takeover
information
that
Courtois and
Antoniu
had
misappropriated.150 The SEC’s amicus brief supported
the plaintiff’s entitlement to damages and urged
States, Carpenter v. United States (No. 86-422) at n.40. While
the Court was unanimous in upholding the defendants’
convictions for mail and wire fraud, the Court was “evenly
divided” (4-4) on the defendants’ Rule 10b-5 convictions and
simply “affirm[ed] the judgment below on those counts.”
Carpenter, 484 U.S. at 52.
146 See, e.g., SEC v. Wyman, Lit. Rel. 9311, 22 SEC Docket 391
(SDNY Feb. 20, 1981) (consent order involving trading in
target stock based on information alleged to have been
misappropriated by a paralegal at the acquiring company’s law
firm) (cited in Donald C. Langevoort, Insider Trading and the
Fiduciary Principle: A Post-Chiarella Restatement, 70 CAL. L.
REV. 1, 49 (1982)).
147 See supra note 21 and accompanying text.
148 See Brief for the SEC as Amicus Curiae at 26 n. 33, United
States v. Newman (81-1225) (filed June 29, 1981), available at
http://www.sechistorical.org/collection/papers/1980/1981_0629
_SEC_Amicus_Curiae_Newman.pdf.
149 719 F.2d 5 (2d Cir. 1983).
150 Id.
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acceptance of the fraud-on-investors misappropriation
theory “left open” in Chiarella.151 But the appellate court
upheld the district court’s order dismissing the case,
concluding that the selling shareholder had not been
deceived and defrauded by the defendants because, under
the majority opinion in Chiarella, “defendants owed no
duty of disclosure to plaintiff Moss.”152 Although
Congress effectively overturned that result a few years
later by amending the Exchange Act to provide
contemporaneous traders, in both classical and
misappropriation theory cases, with an express right of
action under Section 20A,153 Moss’s holding that
shareholders are not owed a disclosure duty by an
outsider trading on misappropriated information
continued to be cited with approval.154 After the SEC’s
Brief of the Securities Exchange Commission, Amicus
Curiae, at 1-22, Moss v. Morgan Stanley Inc., 719 F.2d 5 (2d
Cir. 1983) (No. 83-7120) (filed April 4, 1983), available at 1983
WL 486617.
152 Moss, 719 F.2d at 16.
153 15 U.S.C. § 78u-1.
154 See SEC v. Clark, 915 F.2d 439, 445 n.8 (9th Cir. 1990)
(noting that “the Second Circuit correctly rejected Chief Justice
Burger’s version of the misappropriation theory as contrary to
the holdings in Chiarella and Dirks”) (citing Moss v. Morgan
Stanley Inc., 719 F.2d 5, 16 (2d Cir. 1983)). But see United
States v. Carpenter, 791 F.2d 1024, 1034 (2d Cir. 1986) aff’d
by an equally divided Court, 484 U.S. 19 (1987).Without so
much as mentioning Moss’s holding three years earlier, the
Second Circuit maintained that because the reporter and his
tippees breached a duty of confidentiality owed to the Wall
Street Journal, these defendants “had a corollary duty, which
they breached, under section 10(b) and Rule l0b-5, to abstain
from trading in securities on the basis of the misappropriated
information or to do so only upon making adequate disclosure
to those with whom they traded.” Carpenter, 791 F.2d at 1034
(emphasis added). Because Judge Walter Mansfield sat on both
panels and voted with the majority each time, the tension
between Moss’s holding and Carpenter’s recognition of a
“corollary duty” is particularly confounding.
151
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amicus loss in Moss, and against the backdrop of several
litigation fraud-on-the-source victories—beginning with
SEC v. Materia (involving yet another printer-employee
misappropriation),155 the SEC’s prior allegiance to the
broader misappropriation theory soon faded away.
Because the Supreme Court has never been asked
directly to rule upon the validity of Chief Justice Burger’s
misappropriation approach to insider trading liability,
the theory is technically “left open” to this day. But while
lower federal courts can still broaden their reading of the
common law in Rule 10b-5 cases to recognize disclosure
obligations in situations involving wrongfully obtained
information, the chances that an individual district judge
or appellate court panel would do so is remote. The Court
itself declined that opportunity recently in Salman v.
United States,156 preferring instead to issue a unanimous
decision that only further entrenched its prior classical
and misappropriation approaches.157
The best solution to this quandary would be for
lawmakers to enact an explicit insider trading
prohibition that would unmoor the offense from its
current fraud-based rubric. And Congress is already
halfway there: by a landslide vote (410-13) in December
2019, the House of Representatives passed an artfully
crafted bill that would prohibit securities trading while a
SEC v. Materia, 745 F.2d 197 (2d. Cir. 1984).
Salman v. United States, 137 S.Ct. 420 (2016) (affirming
Rule 10b-5 conviction of a tippee who purchased securities on
the basis of information that he knew had been
misappropriated from his brother-in-law’s investment bank
employer and the bank’s clients).
157 See Eric C. Chaffee, The Supreme Court as Museum
Curator: Securities Regulation and the Roberts Court, 67 CASE
W. RES. L. REV. 847, 863 (2018) (lamenting that Salman offered
the Court an “opportunity to remake federal securities
regulation in the area of insider trading, and once again the
Court chose to preserve the status quo created by existing
precedent”). See also Langevoort, supra note 45; Nagy, supra
notes 84 and 110 (favoring Chief Justice Burger’s approach).
155
156
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person is aware of “wrongfully obtained” material
nonpublic information.158 But the proposed legislation is
logjammed in the Senate—perhaps indefinitely, if past is
prologue.159 Thus, Chiarella’s indelible impact on insider
trading law could well continue for generations to come.

Insider Trading Prohibition Act, HR 2534, 116th Cong
(introduced by Rep. Jim Himes (D-Conn.) and passed by the US
House of Representatives, December 5, 2019.
159 See id. (referred to the US Senate Committee on Banking,
Housing, and Urban Affairs on December 9, 2019). HR 2534’s
language builds from similar legislative efforts in the 1980s,
which were ultimately abandoned. See Nagy, supra note 110,
at 1367-68 (discussing the proposed “Insider Trading
Proscriptions Act of 1987,” among other unsuccessful attempts
at legislative reform).
158
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I. Introduction
Mamma.com CEO Guy Faure emailed Mark
Cuban on the evening of June 28, 2004, asking Cuban to
contact him as soon as possible.1 Cuban called Faure less
than five minutes later.2 Faure apparently opened the
call by saying, “I’ve got confidential information.”3 Cuban
appears to have responded by saying something like,
Professor of Law, Mississippi College School of Law.
Complaint at 3, SEC v. Cuban, 634 F.Supp.2d 713 (N.D. Tex.
Nov. 17, 2008) (No. 3-08CV2050-D).
2 Id.
3 SEC v. Cuban, 2013 WL 791405, at *4 (N.D. Tex. Mar. 5,
2013).
*

1
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“Okay, uh huh, go ahead.”4 Faure then informed Cuban
of Mamma.com’s planned private investment in public
equity ("PIPE") offering, which would dilute the value of
Cuban’s existing holdings in the company (6.3 percent of
the firm’s outstanding shares at the time).5 As both Faure
and the Mamma.com board members expected, Cuban
“flew off the handle” when he heard the news. 6 Cuban is
purported to have then said, “Well, now I’m screwed. I
can’t sell,” apparently reflecting his view at that moment
that insider trading laws would preclude his sale until
after the public announcement of the PIPE.7 Faure
invited Cuban to contact Arnold Owen, the investment
banker handling the PIPE, for more detailed
information.8 After speaking with Owen later that day,
Cuban called his broker and instructed him to sell out of
his entire 600,000 share position in Mamma.com.9
Cuban’s broker sold 10,000 shares after hours on June
28, and then sold the remaining 590,000 shares on June
29.10
The public announcement of the PIPE offering
was made after the market close on June 29.11 In the
week following the PIPE announcement, Mamma.com
shares declined almost 40 percent, and Cuban avoided a
loss of more than $750,000 by selling in advance of the
Id.
A PIPE offering is method of raising capital by issuing new
shares to private investors at discounted price. Insofar as a
PIPE will increase the number of outstanding shares by selling
new shares at a price below current market value, the value of
the existing shareholders’ stock will be diluted. See, e.g.,
Complaint at 3–4, SEC v. Cuban, 634 F.Supp.2d 713 (N.D. Tex.
2008) (No. 3-08CV2050-D).
6 Id. at 4.
7 Id.
8 SEC v. Cuban. 2013 WL 791405, at *5.
9 Complaint at 5, SEC v. Cuban, 634 F.Supp.2d 713 (N.D. Tex.
2008) (No. 3-08CV2050-D).
10 Id.
11 Id.
4
5
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announcement.12 The SEC brought an insider trading
enforcement action against Cuban.13 After many years of
costly litigation, a jury found Cuban not liable for insider
trading in October of 2013.14 Business Insider reported at
the time that “Cuban spent more on the suit than he
would have if he’d just paid the penalty, but he wanted to
prove a point: The SEC never should have gone after
him.”15 According to Cuban, “It’s personal. You take all
these years of my life, it’s personal.”16
Similar facts supported a British Financial
Services Authority (FSA) action against American hedge
fund manager, David Einhorn.17 On March 8, 2009, a
representative of Punch Taverns Plc., reached out to an
analyst at Einhorn’s fund, Greenlight Capital Inc., to
raise the possibility of a new equity issuance and to
inquire as to whether Greenlight would agree to be “wall
crossed” (i.e., commit to confidentiality and not to trade)
in order to receive more information.18 Greenlight was
then owner of 13.3 percent of Punch’s outstanding
shares.19 The request was elevated to Einhorn, who
immediately refused the invitation.20 Despite this
SEC v. Cuban, 620 F.3d 551, 556 (5th Cir. 2010).
See Complaint at 1, SEC v. Cuban, 634 F.Supp.2d (N.D. Tex.
2008) (No. 3-08CV2050-D).
14 See, e.g., Jana Pruet, Billionaire Mark Cuban Cleared of
Insider Trading; Blasts U.S. Government, REUTERS (Oct. 16,
2013, 3:34 PM), https://www.reuters.com/article/us-usa-seccuban-verdict-idUSBRE99F0ZM20131016.
15 Erin Fuchs, Why The SEC Lost Its Big Case Against Mark
Cuban, BUSINESS INSIDER (Oct. 17, 2013, 3:54 PM), https://ww
w.businessinsider.com/how-mark-cuban-defeated-the-sec
2013-10.
16 Pruet, supra note 14.
17 See Financial Services Authority "Final Notice" to David
Einhorn (Feb. 15, 2012), https://www.fca.org.uk/publication/fin
al-notices/david-einhorn.pdf.
18 Id. para. 2.4, 3.8.
19 Id. para. 2.2.
20 Id. para. 2.4.
12
13
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refusal, Punch arranged a call with Einhorn on June 9 to
discuss the equity issuance on a “non-wall crossed”
basis.21 During that call, Einhorn was advised of the
purpose, timing, and size of the proposed issuance.22 The
call convinced Einhorn that Greenlight should begin
selling its holdings in Punch, and he gave his analysts
instructions to do just that.23 Starting the day of the call,
Greenlight began a massive selloff of Punch shares,
reducing its holdings from 13.3 percent of outstanding
shares on June 9 to 8.9 percent on June 12.24
Greenlight’s selloff allowed the hedge fund to
avoid £5.8 million in losses when the June 15
announcement of the issuance was followed by a 29.9
percent drop in the value of Punch shares.25 These events
were soon followed by an FSA action against Einhorn for
“market abuse” by insider dealing pursuant to §118 of the
British Financial Services and Markets Act of 2000.26
Despite claiming that his conduct resembled “insider
dealing as much as soccer resembles football,” Einhorn
and his hedge fund settled and paid, collectively, a fine of
$11.2 million.27 Though Einhorn claimed that he only
settled because he doubted his “chances of having a fair
hearing,”28 a review of the UK’s market abuse statute,
21

Id.

22 Financial

Services Authority "Final Notice" to David Einhorn
at para. 2.6 (Feb. 15, 2012), https://www.fca.org.uk/publicat
ion/final-notices/david-einhorn.pdf.
23 Id. para. 2.7.
24 Id.
25 Id. para. 2.8.
26 Financial Services and Markets Act 2000, c. 3, § 118;
Financial Services Authority “Final Notice” to David Einhorn,
supra note 17, at para. 1.
27 Julia La Roche, David Einhorn Tells His Side of the Story on
the FSA’s Insider Trading Fine, BUSINESS INSIDER (Jan 26,
2012, 8:05 AM), https://www.businessinsider.com/davideinhorn-tells-his-side-of-the-story-on-the-fsas-insider-tradingfine-2012-1.
28 Id.
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which embraces a broad “parity of information” model,
leaves little doubt that he was liable.29
The similarities between the insider trading
stories of Mark Cuban and David Einhorn suggest that
their circumstances are not uncommon, and the
contrasting results also help to illustrate some significant
differences between the common law fraud-based insider
trading regime in the U.S. and the statutory parity-ofinformation regime in Europe.30 And, as Congress and
the SEC continue to weigh the merits of reform in the
U.S.,31 the examples of Cuban and Einhorn are
particularly instructive for the reasons to be developed in
the remaining sections of this Article. First, as will be
explained in Part II of this Article, contrasting the
enforcement actions against Cuban and Einhorn throw
into stark relief the lack of ex ante guidance under the
U.S. regime for good-faith traders who must make realtime decisions for themselves and for those who are
relying upon them to invest their money. The examples
help to illustrate why the ethics of legal certainty, due
process, and the principle of legality weigh in favor of
See infra, Section II.
See infra, Section II.
31 For example, on December 5, 2019, a proposed statutory
overhaul of the current insider trading enforcement regime the
United States, the Insider Trading Prohibition Act (H.R. 2534)
was passed by the U.S. House of Representatives on a 410-13
vote. See Andrew Ramonas, House Passes Bill to Codify Insider
Trading Ban, BLOOMBERG (Dec. 5, 2019, 3:03 PM), https://
news.bloomberglaw.com/securities-law/house-passes-bill-tocodify-insider-trading-ban. The SEC has also demonstrated an
interest in reform. In October of 2018, SEC Commissioner
Robert J. Jackson and former U.S. attorney for Manhattan,
Preet Bharara, announced the creation of the “Bharara Task
Force on Insider Trading” to propose new reforms to the law.
See Preet Bharara and Robert J. Jackson, Jr., Insider Trading
Laws Haven’t Kept Up with the Crooks, N.Y. TIMES (Oct. 9,
2018),https://www.nytimes.com/2018/10/09/opinionn/sec-insid
er-trading-united-states.html.
29
30
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following Europe in adopting a relatively clear statutory
insider trading enforcement regime. Second, however, it
will be argued in Part II of this Article that if statutory
reform is needed in the U.S., the liability imposed upon
Einhorn despite the fact that his conduct (as I will argue)
was neither deceptive nor unfair, shows why adopting the
Europe’s broad parity-of-information model would be a
mistake.
II. Ethics of Legal Certainty
Insider trading law has never been expressly
defined by statute or rule in the United States.32 Hence,
to date, Congress and the SEC have been content to allow
the scope of insider trading liability to develop through
the common law. The principal statutory authority for
the prohibition is found in section 10(b) of the Securities
Exchange Act of 1934, which is a general “catchall”33 antifraud provision proscribing the employment of “any
manipulative or deceptive device or contrivance” in
“connection with the purchase or sale of any security.”34
Though adopted In 1934, section 10(b) was not used as an
insider trading enforcement tool until the early 1960s.35
For the first two decades of insider trading enforcement,
See, e.g., Andrew Verstein, Insider Tainting: Strategic
Tipping of Material Nonpublic Information, 112 NW. U. L. REV.
725, 739 (2018) (noting that “no statute or rule defines ‘insider
trading.’”).
33 See Chiarella v. United States, 445 U.S. 222, 235 (1980)
(recognizing Section 10(b) as a “catchall” provision).
34 15 U.S.C. § 78j(a), (b) (2012). Section 10(b) is implemented
by the SEC in Exchange Act Rule 10b-5, which proscribes “any
act, practice, or course of business which operated or would
operate as a fraud or deceit upon any person, In connection
with the purchase or sale of any security.” 17 C.F.R. § 240.10b5(c) (2016).
35 The SEC concluded its first insider trading enforcement
action in 1961. See In re Cady, Roberts & Co., 40 S.E.C. 907
(1961).
32
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the SEC read a broad “parity-of-information” or “equal
access” rule into section 10(b), whereby “virtually anyone
who possessed material nonpublic information was
required either to disclose it before trading or abstain
from trading in the affected company's securities,”36 and
the federal courts gave their imprimatur.37 The Supreme
Court did not, however, visit the issue of insider trading
until 1980, when, in Chiarella v. United States,38 the
Court explicitly rejected the parity-of-information
enforcement model as ultra vires.39
The Chiarella Court made it clear that while
section 10(b) is indeed a general “catchall” provision,
“what it catches must be fraud.”40 But the insider trader’s
silence while buying or selling a security over an
anonymous exchange is only deceptive (and therefore
fraudulent) if the insider has a duty to disclose. 41 The
Supreme Court has recognized two theories whereby a
trader owes such a duty to disclose. Under the “classical”
theory, insider trading liability is triggered where a
corporate insider (actual or constructive) seeks to benefit
from trading (or tipping others who trade) their firm’s
material nonpublic information.42 Here, the insider’s
failure to disclose her information advantage violates a
“fiduciary or other similar relation of trust and
confidence” to the counterparty to the transaction, the
firm’s current or prospective shareholders.43 Insider
trading liability arises under the “misappropriation”
STEPHEN M. BAINBRIDGE, INSIDER TRADING LAW AND POLICY
3–4 (2014).
37 See, e.g., SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 848
(2d Cir. 1968).
38 Chiarella, 445 U.S. 222 (1980).
39 Id. at 233 (“neither Congress nor the Commission ever has
adopted a parity-of-information rule.”).
40 Id. at 235.
41 Id.
42 See United States v. O’Hagan, 521 U.S. 642, 651–652 (1997).
43 Chiarella, 445 U.S. at 228.
36
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theory
where
anyone
(insider
or
outsider)
misappropriates material nonpublic information and
then seeks to benefit by trading on the basis of it (or by
tipping others who trade on it) without first disclosing the
intent to trade to the source of the information.44 The
misappropriation trader’s failure to disclose breaches a
fiduciary duty of trust and confidence to the source of the
information by “dup[ing]” the source out of their “right of
exclusive use” of that information.45
Although these two theories of section 10(b)
insider trading liability are well-established, the
common-law development of their elements has yielded a
great deal of uncertainty. As former U.S. Attorney Preet
Bharara and SEC Commissioner Robert Jackson recently
explained, the current “insider trading laws do not
clearly define what the standard” for liability is, and the
“result is a legal haziness that leaves both investors and
defendants unclear about what sorts of informationsharing or other activities by investors would be
considered insider trading.”46 This author has written
extensively on numerous problems of vagueness
resulting from the common-law development of the U.S.
insider trading law,47 but there is one ambiguity that
warrants particular attention in the context of the Cuban
case.

JOHN P. ANDERSON, INSIDER TRADING: LAW, ETHICS, AND
REFORM 59 (2018).
45 O’Hagan, 521 U.S. at 643.
46 See, e.g., Bharara & Jackson, supra note 31.
47 See, e.g., ANDERSON, supra note 43.1, at 59–117 (arguing that
the common law articulations of crucial terms such as when
information is “material” or “nonpublic,” or when trading is “on
the basis” of information, or the parameters of the relevant
“relation of trust and confidence,” or what constitutes the
relevant mental state requirement for insider trading liability,
etc., are so vague as to leave market participants with
insufficient advance notice of when their trading will incur
liability).
44
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The Cuban case brought to the fore one of the
more pertinent unsettled questions in U.S. insider
trading law, that is, whether a mere contractual or other
commitment to confidentiality (without more) is
sufficient to create a duty not to trade.48 It appears that
Supreme Court precedent interpreting Section 10(b)
offers one answer, and an SEC rule, 10b5-2, adopted in
2000, appears to offer another.49 As noted above, the
Supreme Court has consistently held that the SEC’s
statutory authority in Section 10(b) requires that there
must be a breach of a conjunctive fiduciary duty of “trust
and confidence” to incur insider trading liability. 50 SEC
Rule 10b5-2(b)(1), however, provides that liability may be
incurred by the breach of a disjunctive duty of “trust or
confidence.”51 The district court sided with Cuban against
the SEC in holding that liability requires an express or
implied commitment not to trade (duty of trust or loyalty)
in addition to any commitment not to disclose (or keep
the information in confidence),52 but the Second Circuit
refused to settle the question on appeal, noting only that:
Given the paucity of jurisprudence on the
question
of
what
constitutes
a
relationship of ‘trust and confidence’ and
the inherently fact-bound nature of
determining whether such a duty exists,
See, e.g., BAINBRIDGE, supra note 36, at 168–170.
See 17 C.F.R. § 240.10b5-2 (2001).
50 See, e.g., Chiarella, 445 U.S at 228, Dirks v. S.E.C., 463 U.S.
646, 654 (1983), O’Hagan, 521 U.S. at 652; Salman v. United
States, 137 S. Ct. 420, 423 (2016).
51 17 C.F.R. §240.10b5-2 (2001).
52 SEC v. Cuban, 643 F.Supp.2d 713, 725 (2009) (“The
agreement . . . must consist of more than an express or implied
promise merely to keep information confidential. It must also
impose on the party who receives the information the legal
duty to refrain from trading on or otherwise using the
information for personal gain.”).
48
49
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we decline to first determine or place our
thumb on the scale in the district court’s
determination of its presence or to now
draw the contours of any liability that it
might bring, including the force of Rule
10b5-2(b)(1).53
The appellate court’s punt on this important issue
offers little comfort or guidance to the next shareholder
who finds herself in Cuban’s shoes—especially for those
who lack Cuban’s resources to defend against an insider
trading investigation.54 And with civil penalties of
disgorgement and up to “three times the profit gained or
loss avoided” by the trading,55 and criminal fines of up to
$5 million and twenty years of imprisonment56 (setting
aside entirely the harm to reputation and the high costs
of representation in even a successful insider trading
defense), the stakes are high indeed.57
Professor Jeanne Schroeder has noted the fact
that insider trading law in the U.S. is almost exclusively
judge-made is a “scandal” in itself. 58 This is because, as
SEC v. Cuban, 620 F.3d 551, 558 (5th Cir. 2010).
See Jana J. Pruet, Billionaire Mark Cuban cleared of insider
trading; blasts U.S. government, REUTERS: BUSINESS NEWS (Oct.
16, 2013, 3:44 PM) (noting that “Cuban refused to settle the
case and went to trial, even though he said on Wednesday that
he had spent more on fees for lawyers than the possible fines
for admitting insider trading”), https://www.reuters.com/
article/us-usa-sec-cuban-verdict-idUSBRE99F0ZM20131016.
55 See 15 U.S.C. § 78u-1(a)(2) (2018).
56 See 15 U.S.C. § 78ff(a) (2018).
57 Civil and criminal penalties have sometimes been described
as “draconian.” See, e.g., Stephen M. Bainbridge, Incorporating
State Law Fiduciary Duties into the Federal Insider Trading
Prohibition, 52 WASH. & LEE L. REV. 1189, 1191 (1995) (noting
that insider trading “carries penalties that can only be
described as draconian.”).
58 Jeanne L. Schroeder, Taking Stock: Insider and Outsider
Trading by Congress, 5 WM. & MARY BUS. L. REV. 159, 163
53
54
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Professor Miriam Baer and others have explained,
insider trading, as a common-law crime, flirts with
violating the Western liberal jurisprudential principal of
legality.59 The principle of legality “is the basic premise
of criminal law that ‘conduct is not criminal unless
forbidden by law which gives advance warning that such
conduct is criminal.’”60 The principle of legality is
regarded as “a more or less self-evident maxim of justice
at least since the French Revolution,”61 and is based in at
least four related principles:
(1) the ancient rule of nullem crimin sine
lege (“no crime without a law”); (2) the
prohibition of retroactively criminalizing
conduct (e.g., ex post facto laws); (3) the
ancient rule of nullem poena sine lege (“no
punishment without law”) . . . ; and (4)
the prohibition against the retroactive
imposition of more severe penalties than
previously authorized.62
As I’ve noted elsewhere, the principle of legality
“gives expression to our shared intuition that justice
requires that persons be given reasonable notice of when
criminal sanctions will be imposed. Otherwise persons
(2014) (noting the “jurisprudential scandal that insider trading
is largely a federal common law offense”).
59 See Miriam H. Baer, Insider Trading’s Legality Problem, 127
YALE L.J.F. 129, 134–138 (2017); see also John P. Anderson,
Anticipating a Sea Change for Insider Trading Law: From
Trading Plan Crisis to Rational Reform, 2015 UTAH L. REV.
339, 369–371 (2015).
60 State v. Robbins, 986 So.32d 828, 835 (La. App. 2 Cir 2008)
(citing Heyward D. Armstrong, Rogers v. Tennessee: An Assault
on Legality and Due Process, 81 N.C.L.REV. 317, 321–22
(2002)).
61 DAVID A.J. RICHARDS, THE MORAL CRITICISM OF LAW 193
(1977).
62 Id. at 835.
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would be left helpless in planning their lives to avoid such
sanctions.”63 These ethical commitments are also
reflected in the ex post facto law and due process clauses
of the U.S. Constitution.64
The vagueness doctrine is an “outgrowth” of the
Due Process Clause, and it provides that a criminal
conviction “fails to comport with due process if the statute
under which it is obtained fails to provide a person of
ordinary intelligence fair notice of what is prohibited, or
is so standardless that it authorizes or encourages
seriously discriminatory enforcement.”65 It has been
explained that there is no express statutory guidance as
what conduct incurs criminal liability for insider trading,
and it has been argued that even the common law and
administrative guidance is unclear, and sometimes even
conflicting.66 The Cuban case offers only one (but a
nevertheless very compelling) example of how this
confusion and ambiguity in the law unjustly places wellmeaning traders in the awkward position of being totally
clueless as to whether their trading will expose them to
massive fines and significant jail time.67 Neither
experienced Wall Street traders, nor large-firm
attorneys, nor law professors, nor even judges can say
with certainty whether misappropriation trading
liability will be triggered by one who trades while under
mere duty of confidentiality (as suggested by SEC Rule
10b5-2’s imposition of liability for trading while under a
duty of “trust or confidence”), or whether liability is only
triggered where there is also an express or implied duty
ANDERSON, supra note 44, at 89.
See U.S. CONST. art. I §§ 9–10 (neither Congress nor the
states may pass ex post facto laws); U.S. CONST. amend. V, XIV
(no one shall be “deprived of life, liberty, or property without
due process of law” by either the federal government or the
several states).
65 United States v. Williams, 553 U.S. 285, 304 (2008).
66 ANDERSON, supra note 44, at 89–91.
67 SEC v. Cuban, 620 F.3d 551 (5th Cir. 2010).
63
64
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of loyalty not to trade (as suggested by the Supreme
Court’s requirement of a duty of “trust and confidence”).68
If such experts cannot advise a trader ex ante on whether
their trading will trigger insider trading liability, it
seems a significant stretch to suggest that a person of
ordinary intelligence has fair notice of when their trading
crosses the line.69 But regardless of whether the insider
trading regime in the United States is unconstitutionally
vague (as some have argued),70 my goal in the preceding
has simply been to point out the serious moral concerns
that are raised by imposing harsh civil and criminal
penalties for conduct covered by such constantlychanging, common-law rules that are riddled with
uncertainty.
Vagueness under U.S. law is starkly contrasted by
the relatively clear statutory guidance offered by
Europe’s insider trading enforcement regime. The
enforcement action against Einhorn came pursuant to a
detailed statutory scheme that implements a broad
parity-of-information regime.71 Though the U.K.’s
statutory regime (implemented in compliance with the
European Market Abuse Regulation)72 employs some
inherently imprecise elements like that of materiality, it
ANDERSON, supra note 44, at 77–78.
ANDERSON, supra note 44, at 89.
70 See, e.g., Homer Kripke, Manne’s Insider Trading Thesis and
Other Failures of Conservative Economics, 4 CATO J. 945, 949
(1985).
71 See Edward Greene & Olivia Schmid, Duty-Free Insider
Trading, 2013 COLUM. BUS. L. REV. 369, 386 (2013) (noting
that the United Kingdom embraces “the parity-of-information”
approach to insider trading enforcement).
72 MAR went into effect on July 3, 2016, though its prohibitions do not
vary significantly from the Market Abuse Directive of 1989 that
preceded it. The principal difference is that MAR binds each European
Union member state directly. See New EU rules to fight insider dealing
and market manipulation in Europe’s financial markets take effect,
EUROPEAN COMMISSION: PRESS CORNER (Jul. 1, 2016),
http://europa.eu/rapid/press-release_IP-16-2352_en.htm?locale=EN.
68
69
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defines the scope of insider dealing liability with
admirable clarity.73 In the U.K. (as in all European
countries under MAR), essentially anyone who “knows, or
could reasonably be expected to know” that they are
trading on material nonpublic information is subject to
insider trading liability.74 No subtle analysis of commonlaw precedent concerning the nature of fiduciary duties
(and whether they impose a duty of “trust and
confidence” or “trust or confidence”) is required to
determine the boundary of liability under the European
model.75 The trader need only ask herself if the
information is “likely to have significant effects on price”
and is “not generally available” (analogs to the elements
of “material” and “nonpublic” under U.S. law).76 If so, she
may not trade on the information.
So, in Einhorn’s case, it seems fair to say that any
person of ordinary intelligence, having read the
governing FSA and E.U. statutes, could have told him in
See, e.g., ANDERSON, pp. 246–47 (noting that materiality is a
relative concept that eludes precise definition).
74 See Council Regulation 596/2014, art. 8, 2014 O.J. (L 173)
(EU) (providing that insider trading liability arises any time “a
person possesses inside information and uses that information”
to trade or tip); Id. art. 10; Financial Services and Markets Act
2000, c.8, §118(B), (UK.); see also Franklin A. Gevurtz, The
Road not Taken: A Comparison of the E.U. and U.S. Insider
Trading Prohibitions, 56 WASH. U. J.L. POL’Y 31, 35 (2018)
(noting that mere possession of material nonpublic information
while trading, regardless of how it was acquired, is sufficient
to incur liability under the European insider dealing regime);
Peter Henning, Einhorn Case Highlights Britain’s Broader
Definition of Insider Trading, N.Y. TIMES, (Jan. 31, 2012),
https://dealbook.nytimes.com/2012/01/31/einhorn-casehighlights-britains-broader-definition-of-insidertrading/?searchResultPosition=1 (noting the broad scope of the
European insider dealing regime).
75 See Greene & Schmid, supra note 66, at 386.
76 See Financial Services and Markets Act 2000, c.8, § 118(C),
(UK).
73
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advance that it didn’t matter whether he obtained the
material nonpublic information on a “wall-crossed” or
“open” basis. Once he possessed the material nonpublic
information concerning the equity issuance, he would
incur liability by trading in Punch shares prior to the
announcement.77
In sum, contrasting Cuban’s and Einhorn’s cases
helps to illustrate the moral superiority of the European
statutory model over the U.S. common-law model from
the standpoint of notice and due process. 78 But even if
justice requires clear statutory notice for traders, nothing
said so far suggests that justice or fairness requires that
the scope of insider trading liability under any new U.S.
statutory regime should extend so far as the European
equal-access model. The next section contrasts the
examples of Cuban and Einhorn to address this equally
important question.
III. Ethics of Trading
If Einhorn had said that his conduct resembles
insider trading under U.S. law as much as soccer
resembles football, then he would have been correct. As a
general anti-fraud statute, §10(b) insider trading liability
requires some element of deception. 79 Indeed, it was,
among other things, the SEC’s inability to prove
deception that allowed Cuban to avoid liability.80 Under
the European parity-of-information model, however, the
absence of deception on the part of Einhorn or Greenlight
See sources cited supra note 69.
See supra notes 64–71 and accompanying text.
79 See 15 U.S.C. § 78j(a), (b) (2012).
80 See Bradley J. Bondi, How Cuban Scored a Home Court Win
Against the SEC, LAW 360 2 (Nov. 14, 2013),
https://www.law360.com/articles/488308/how-cuban-scored-ahome-court-win-against-the-sec (noting that the SEC failed to
prove “that Cuban deceived Mamma.com with respect to his
intent to sell his shares.”).
77
78
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was irrelevant.81 Einhorn expressly refused to commit to
not trade prior to the disclosure, and the disclosure was
made by Punch with this understanding. 82 Both the
Cuban and Einhorn actions were civil, but this was
simply a result of the exercise of prosecutorial discretion.
The elements for criminal liability under both regimes
track the elements for civil liability.83 If we begin with the
basic presumption that criminal sanctions should only be
imposed to punish or prevent conduct that is morally
wrongful, or that “unjustifiably and inexcusably inflicts
or threatens substantial harm to individual or public
interests,”84 then there is something very troubling about
any regime that permits criminal liability for someone
like Einhorn.
First, Einhorn’s conduct was not deceptive. He
made it perfectly clear to Punch prior to disclosure that
he may trade on the information disclosed.85 Punch was
aware of this and presumably concluded that disclosure
on these terms was in the best interest of the firm and its

See Council Regulation 596/2014, art. 8, 2014 O.J. (L 173)
(EU) (providing that insider trading liability arises any time “a
person possesses inside information and uses that information”
to trade—without any requirement of deception).
82 FINANCIAL SERVICES AUTHORITY, supra note 17, para. 2.4.
83 See 15 U.S.C. § 78ff(a) (2018) (providing that a willful
violation of Rule 10b-5 is a felony that can be punished by a $5
million fine and up to 20 years imprisonment); see also
Directive 2014/57/EU, of the European Parliament and of the
Council of 16 Apr. 2014 on Criminal Sanctions for Market
Abuse (Market Abuse Directive), art. 3, 2014 O.J. (L 173) 185
(EU) (requiring that “[m]ember States shall take the necessary
measures to ensure that insider dealing . . . constitute criminal
offences at least in serious cases and when committed
intentionally.”).
84 MODEL PENAL CODE § 1.02(1)(a) (AM. LAW INST. 1962).
85 FINANCIAL SERVICES AUTHORITY, supra note 17, para. 2.4.
81
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shareholders.86 There is no deception in this.87
Second, Einhorn’s conduct was not unfair.
Admittedly, Greenlight had an information advantage
over the counterparties to its transactions, but trading on
information asymmetries is not typically regarded as
unfair unless the advantage was wrongfully acquired.88
In this case, however, the information was offered
willingly by the owner of the information for a legitimate
business purpose, and on an expressly “non-wall-crossed”
or “open” basis.89 It seems trading on such information
would only be unfair if all trading on information
asymmetries is unfair, but few would go so far. Indeed,
market participants typically expect that there are
information asymmetries when they trade, and they
usually presume that they possess the advantage.90 As
one Wall Street journalist put it, “The only reason to
invest in the market is because you think you know
something others don’t.”91 In a recent U.S. criminal
insider trading action, Judge Jed Rakoff of the Southern
FINANCIAL SERVICES AUTHORITY, supra note 17, paras. 2.4–
2.6.
87 See ANDERSON, supra note 66, at 208–213 (arguing that such
issuer-licensed insider trading is not deceptive).
88 It is a well-settled jurisprudential principle, at least in the
United States, that parties may profit from information
advantages acquired by legitimate means. See, e.g., Laidlaw v.
Organ, 15 U.S. 178, 195 (1817) (in such cases, no rights are
violated, and no legitimate expectations are disappointed); See
ANDERSON, supra, note 66, at 208–215.
89 FINANCIAL SERVICES AUTHORITY, supra note 17, para. 2.4.
90 See, e.g., Basic Inc. v. Levinson, 485 U.S. 224, 256 (1988)
(White, J., concurring in part and dissenting in part)
(explaining that many investors trade precisely because they
are of the opinion that the stock price does not reflect the
corporation’s actual worth).
91 Jeanne Schroeder, supra note 57, at 168 (citing Thoughts
on the Business of Life, FORBES, http://thoughts.forbes.com/th
oughts/r-foster-winans (last visited Jan. 12, 2014) (quoting R.
Foster Winans)).
86

[64]

A TALE OF TWO CITIES
15 TENN. J.L. & POL’Y 48 (2020)

District of New York granted the defense’s pretrial
motion to prevent prosecutors from telling the jury that
the stock market should be a “level playing field.” 92 The
defense argued that “the stock market is not supposed to
be a . . . level playing field, as traders routinely seek out
ways to gain an advantage over their competitors to
increase profits.”93 Judge Rakoff agreed, noting that
“[a]nyone who thinks that the stock market is a level
playing field obviously has no contact with reality.” 94
As manager of Greenlight, Einhorn presumably
made the determination that it was not in his investors’
interests to restrict his ability to trade Punch shares by
acquiring material nonpublic information on a “wallcrossed” basis.95 Punch accepted this decision and
nevertheless presumably decided it was in its investors’
interests to share the information with Greenlight on an
“open,” “non-wall-crossed” basis.96 They did so.97 On these
facts, there is nothing wrongful or unfair in Einhorn’s
trading on the information so acquired (other than that
such trading happens to be illegal under the European
model—and, absent extraordinary circumstances,
persons have a moral obligation to obey the law).98
See Pete Brush, Rakoff Tells Gov’t to Dump ‘Level Playing
Field’
Language,
LAW
360
(Apr.
16,
2019),
https://www.law360.com/articles/1150320/rakoff-tells-gov-t-todump-level-playing-field-language.
93 Id.
94 Id.
95 See FINANCIAL SERVICES AUTHORITY, supra note 17, para.
2.4.
96 See id. para. 2.6.
97 Id.
98 Though the claim that citizens have an assumed moral
obligation to obey just laws that apply to them is not
uncontroversial, claims of a general political obligation have
been defended from Plato’s Crito to John Rawls’s A Theory of
Justice. See PLATO, FIVE DIALOGUES (G.M.A. Grube trans.,
John M. Cooper ed., 2d ed. 2002); JOHN RAWLS, A THEORY OF
JUSTICE 350 (1971) (“There is quite clearly no difficulty in
92
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Indeed, I would go so far as to argue that, absent the legal
proscription, given Einhorn’s fiduciary duty to his
investors, it would be wrongful not to order the trading in
accord with his best judgment on these facts. Finally,
given Einhorn’s position as controlling 13.3 percent of
Punch’s outstanding shares, and that any liquidation of
those shares in advance of the PIPE offering might have
upset the company’s plans, it is possible that the Punch
executives were anxious to disclose inside information to
Einhorn precisely to prevent him from being able to
trade.99 If that was indeed part of the Punch executives’
motivation for sharing material nonpublic information,
then Einhorn may have been the victim of what Professor
Andrew Verstein has termed “insider tainting,” the
“weaponizing” of broad insider trading prohibitions by
issuers to paralyze large shareholders and prevent them
from trading.100 In light of the above considerations,
perhaps it is the legal proscription, rather than the
conduct in violation of it, that warrants the greater moral
condemnation.
Of course, the fact that there is nothing morally
impermissible in Einhorn’s conduct does not force the
conclusion that it should not be criminalized. Indeed,
historically, a large number of so-called “white collar
crimes” are categorized by the courts and jurists alike as
malum prohibitum (wrong only because prohibited).101 In
explaining why we are to comply with just laws enacted under
a just constitution. In this case the principles of natural duty
and the principle of fairness establish the requisite duties and
obligations.”); A.J. SIMMONS, MORAL PRINCIPLES AND
POLITICAL OBLIGATIONS 12 (1979).
99 FINANCIAL SERVICES AUTHORITY, supra note 17, para. 2.2.
100 Verstein, supra note 32, at 725.
101 See, e.g., State v. Horton, 51 S.E. 945, 946 (N.C. 1905)
(explaining that “[a]n offense malum in se is properly defined
as one which is naturally evil as adjudged by the sense of a
civilized community, whereas an act malum prohibitum is
wrong only because made so by statute.”); see also Hentzner v.
State, 613 P.2d 821, 826 (Alaska 1980) (noting, for example,
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fact, in the context of “public welfare offenses,” where the
risk of public harm from otherwise morally blameless
conduct is sufficiently great, the criminal law will
sometimes impose sanctions as a prophylactic without
the requirement of any evidence of a mens rea.102 The
criminal penalties for such public welfare offenses are,
however, typically minimal.103 Assuming arguendo such
criminal sanctions are sometimes justified, 104 there is
little reason to think that any social harm resulting from
insider trading along the lines of that committed by
Einhorn is sufficiently great to warrant the extreme
measure. I have argued elsewhere (in agreement with a
host of others) that it is unlikely issuer-licensed insider
trading like Einhorn’s will result in any net negative
economic consequences for the owner of the information,
for the counterparties to the transaction, or for the
broader market.105 If there are any net negative
consequences for such trading, however, they are
unlikely to rise to a level of magnitude that would
warrant the imposition of criminal sanctions against
moral innocents as a mere prophylactic. Indeed, Europe’s
historically anemic criminal enforcement of its insider
trading laws suggests that many of its prosecutors may
agree.106
that “[t]he crime of offering to sell or selling unregistered
securities is malum prohibitum, not malum in se.” (emphasis
omitted) (footnote omitted)).
102 See, e.g., Morissette v. U.S., 342 U.S. 246, 252–256 (1952)
(describing the nature and origin of public welfare offenses).
103 Id. at 256.
104 See id. at 254 (noting that the “[c]onsequences of a general
abolition of intent as an ingredient of serious crimes have
aroused the concern of responsible and disinterested students
of penology.”).
105 See ANDERSON, supra note 66, at 202–206.
106 See, e.g., James H. Thompson, A Global Comparison of Insider
Trading Regulations, 3 INT’L J. OF ACCT. AND FIN. REPORTING 1, 6–7
(2013); see also Hugo Miller, In Land of Discretion, no Jail for
Swiss Insider Trading, BLOOMBERG, (Dec. 3, 2018, 12:00 AM),
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IV. Conclusion
In sum, the examples of Cuban and Einhorn help
to illustrate some moral reasons why (1) the U.S. should
follow Europe’s lead in implementing a statutory insider
trading enforcement regime, but unlike Europe, (2) any
new U.S. insider trading regime should take care to only
impose liability on trading that is morally wrongful.

https://www.bloomberg.com/news/articles/2018-12-03/swissinside-traders-dodge-jail-in-land-where-discretion-rules
(noting that “criminal convictions remain rare” in Germany).
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I. A Story of Stories
The current legal framework governing insider
trading is a rich fabric of interwoven stories constructed
on a loom of law and regulation. Despite securities law at
times gaining a reputation for being cumbersome and
onerous,1 the stories underlying insider trading
regulation are usually vibrant and engaging.
For example, although Rule 10b-5 is the
foundation of insider trading regulation, Milton Freeman
has famously and fascinatingly recounted the thinness of
its drafting history:
I was sitting in my office in the S.E.C.
building in Philadelphia and I received a
call from Jim Treanor who was then the
Director of the Trading and Exchange
Division. He said, “I have just been on the
telephone with Paul Rowen,” who was then
the S.E.C. Regional Administrator in
Boston, “and he has told me about 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
See Donald C. Langevoort, United States Securities
Regulation and Global Competition, 3 VA. L. & BUS. REV. 191,
192 (2008) (“Various well-publicized, bipartisan blue-ribbon
committee reports have criticized U.S. securities regulation for
being unduly cumbersome, and, in part, blamed overregulation
for a loss of competitiveness in the global capital
marketplace.”); A.C. Pritchard, Securities Law in the Roberts
Court: Agenda or Indifference?, 37 J. CORP. L. 105, 106 (2011)
(“To outsiders, securities law is not all that interesting. The
body of the law consists of an interconnecting web of statutes
and regulations that fit together in ways that are decidedly
counter-intuitive. Securities law rivals tax law in its reputation
for complexity and dreariness.”).
1
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that the company is doing very badly,
whereas, in fact, the earnings are going to
be quadrupled and will be $2.00 a share for
this coming year. Is there anything we can
do about it?” So he came upstairs and I
called in my secretary and I looked at
Section 10(b) and I looked at Section 17,
and I put them together, and the only
discussion we had there was where “in
connection with the purchase or sale”
should be, and we decided it should be at
the end.
We called the Commission and we
got on the calendar, and I don't remember
whether we got there that morning or after
lunch. We passed a piece of paper around
to all the commissioners. All the
commissioners read the rule and they
tossed it on the table, indicating approval.
Nobody said anything except Sumner Pike
who said, “Well,” he said, “we are against
fraud, aren't we?” That is how it
happened.2
In addition to containing an affirmative fraud by the
president of the company, the story also suggests that he
might have been trading on some undisclosed inside
information about the prospects of the firm as well.3
Although the SEC promulgated Rule 10b-5 in
1942, it waited until 1961 in an administrative
proceeding, In re Cady, Roberts & Co., to clarify its
application to insider trading.4 The Supreme Court of the
United States has adopted and summarized the test for
insider trading from this proceeding as follows: “(i) the
existence of a relationship affording access to inside
Milton V. Freeman, Administrative Procedures, 22 BUS. LAW.
891, 922 (1967).
3 Id.
4 In re Cady, Roberts & Co., 40 S.E.C. 907 (1961).
2
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information intended to be available only for a corporate
purpose, and (ii) the unfairness of allowing a corporate
insider to take advantage of that information by trading
without disclosure.”5 As a consequence, while no general
duty to disclose information exists, the reason why this
nondisclosure of information becomes actionable is
because of a breach of a fiduciary duty.6 Importantly, the
Court has been careful to clarify that insider trading
occurs under Rule 10b-5 only when there is a
“manipulation or deception.”7 As a result, in cases of
failure to disclose information obtained from a breach of
fiduciary duty, one is looking for “secret profits” that
result from trading on information from that breach.8
Behind each major innovation or clarification of
insider trading regulation has been a fascinating story.
In Chiarella, the story of a “markup man” stealing
information from a financial printer revealed the
classical theory of insider trading;9 in Dirks, the story of
a former business executive and a broker-dealer
attempting to expose accounting fraud revealed the
regulation of tipper-tippee liability;10 and in O’Hagan,
the story of a rogue attorney revealed the
misappropriation theory.11 Even the unrealized
watershed opinions in insider trading law offer useful
teaching tools in terms of their fact patterns. For
example, the stories underlying Chiarella and Carpenter
both provide rich narratives in which the
misappropriation theory of insider trading could have

Chiarella v. United States, 445 U.S. 222, 227 (1980).
Dirks v. SEC, 463 U.S. 646, 654 (1983); Chiarella, 445 U.S. at
227–29.
7 Dirks, 463 U.S. at 654 (quoting Santa Fe Industries, Inc. v.
Green, 430 U.S. 462, 473).
8 Id.
9 Chiarella, 445 U.S. at 224.
10 Dirks, 463 U.S. at 648–49.
11 United States v. O'Hagan, 521 U.S. 642, 647–48 (1997).
5
6
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been recognized but was not adopted by the Court.12
Of course, insider trading regulation in the United
States is not limited to the nondisclosure of information
obtained through a breach of fiduciary duty, which is
rendered unlawful by section 10(b) and Rule 10b-5.
Section 16(b) of the Securities Exchange Act of 1934
renders certain short swing profits by directors, officers,
and beneficial owners forfeit to the issuer of the
securities.13 The stories underlying section 16(b) cases
tend not to be page-turners based on the complexity of
the application of this statute.14 However, the story
behind Rule 14e-3(a)—which places a draconian
prohibition on trading on information regarding a tender
offer regardless of whether a misrepresentation,
deception, or breach of fiduciary duty occurs—is
interesting.15 In the wake of Chiarella, a case that the
SEC lost, the Commission promulgated Rule 14e-3(a) as
a means of ensuring that they would never lose a similar
case again.16 Because the Rule places a very strong
prohibition on trading on material non-public
information regarding tender offers, it is actually an
affront to the underlying theory behind federal securities
Carpenter v. United States, 484 U.S. 19 (1987) (involving a
reporter stealing information from the Wall Street Journal for
purposes of trading in securities impacted by the information).
13 15 U.S.C. § 78p(b) (2020).
14 See, e.g., Foremost-McKesson, Inc. v. Provident Sec. Co., 423
U.S. 232 (1976); Reliance Elec. Co. v. Emerson Elec. Co., 404
U.S. 418 (1972).
15 17 C.F.R. 240.14e-3(a) (2019).
16 See Franklin A. Gevurtz, The Globalization of Insider
Trading Prohibitions, 15 TRANSNAT'L LAW. 63, 81 (2002) (“As a
reaction to the Chiarella decision, the SEC used its rulemaking
authority under Section 14(e) of the Securities Exchange Act to
adopt Rule 14e-3(a).”); Zohar Goshen & Gideon Parchomovsky,
On Insider Trading, Markets, and “Negative” Property Rights
in Information, 87 VA. L. REV. 1229, 1230 n.5 (2001)
(“Following Chiarella, in an attempt to narrow the scope of the
holding, the SEC enacted Rule 14e-3(a).”).
12
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regulation, i.e., full and fair disclosure.17 The moral of the
story: Don’t mess with the SEC.
The question that remains is this: what stories are
left to be told regarding insider trading regulation?
Perhaps, unsurprisingly, many of these stories relate to
how this area of law intersects with technology,
especially concerns relating to data protection and
cybersecurity.
Some of the application of existing insider trading
regulation is relatively straight-forward. For example,
the SEC charged two former Equifax employees with
insider trading based on their alleged trading in the wake
of the Equifax data breach that exposed social security
numbers
and
other
personal
information
of
approximately 148 million people in 2017.18 Assuming
the allegations are true, such a case in which an employee
trades upon material non-public information of a data
breach prior to its disclosure offers a relatively easy
example of a violation of existing insider trading law.19
At best, it serves as a cautionary tale that companies
need to have policies and procedures in place to ensure
See SEC v. Capital Gains Res. Bureau, Inc., 375 U.S. 180,
186 (1963) (“A fundamental purpose, common to [all federal
securities laws], was to substitute a philosophy of full
disclosure for the philosophy of caveat emptor and thus to
achieve a high standard of business ethics in the securities
industry.”).
18 See Press Release, SEC, Former Equifax Executive Charged
with Insider Trading (Mar. 14, 2018), https://www.sec.gov/new
s/press-release/2018-40; Press Release, SEC, Former Equifax
Manager Charged with Insider Trading (June 28, 2018),
https://www.sec.gov/news/press-release/2018-115.
19 See SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 848 (2d
Cir. 1968) (“[A]nyone in possession of material inside
information must either disclose it to the investing public, or,
if he is disabled from disclosing it in order to protect a corporate
confidence, or he chooses not to do so, must abstain from
trading in or recommending the securities concerned while
such inside information remains undisclosed.”).
17
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that employees do not engage in insider trading in the
wake of cybersecurity incidents, and to ensure prompt
public disclosure of these incidents.20
More interesting issues emerge when a hacker
obtains and trades on material nonpublic information.
Notably, in cases governed by the Cady Roberts rule, i.e.,
matters involving failure to disclose material nonpublic
information prior to trading, a breach of fiduciary duty to
the source of the information is required, and a hacker in
many instances will have no duty to the source. If the
hacker uses a deception to gain access to the information,
the individual has still violated section 10(b) of the
Securities Exchange Act of 1934 and Rule 10b-5
promulgated thereupon, assuming the other elements
have been met because fraud has still occurred based
upon a material misrepresentation being used for
financial gain.21 However, if a hacker merely exploits a
weakness in software to obtain material nonpublic
information, the law is unclear whether this is a violation
The SEC has provided guidance to public companies that
suggest such an approach to dealing with cybersecurity
incidents. See Commission Statement and Guidance on Public
Company Cybersecurity Disclosures, Securities Act Release
No. 10,459, Exchange Act Release No. 82,746, 2018 WL
993646, *2 (Feb. 21, 2018) (“Public companies should have
policies and procedures in place to (1) guard against directors,
officers, and other corporate insiders taking advantage of the
period between the company's discovery of a cybersecurity
incident and public disclosure of the incident to trade on
material nonpublic information about the incident, and (2) help
ensure that the company makes timely disclosure of any
related material nonpublic information.”).
21 15 U.S.C. § 78j(b) (2020); 17 C.F.R. § 240.10b-5 (2020); see
Stoneridge Inv. Partners, LLC v. Scientific–Atlanta, Inc., 552
U.S. 148, 157 (2008) (“In a typical § 10(b) private action a
plaintiff must prove (1) a material misrepresentation or
omission by the defendant; (2) scienter; (3) a connection
between the misrepresentation or omission and the purchase
or sale of a security; (4) reliance upon the misrepresentation or
omission; (5) economic loss; and (6) loss causation.”).
20
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of section 10(b) and Rule 10b-5.
The current story regarding the intersection of
hacking and insider trading is that of Oleksandr
Dorozhko, a Ukrainian hacker held liable for violating
section 10(b) and Rule 10b-5.22 Importantly, because that
story ended in an unopposed motion for summary
judgment against Dorozhko, the law remains unclear as
to whether a hacker who merely exploits a weakness in
software to obtain material nonpublic information has
violated section 10(b) and Rule 10b-5. This essay will
present Dorozhko’s story and explore possible endings to
the legal issues that it left unresolved.
The remainder of this essay will be structured as
follows. Part II will provide an overview of Oleksandr
Dorozhko’s story including the allegations against him
and the subsequent litigation. Part III discusses the
uncertainty in the law created by Dorozhko’s story in
terms of what is covered by insider trading regulation
and section 10(b) and Rule 10b-5 generally regarding
hacking. Finally, Part IV discusses various solutions to
this uncertainty including common law created by the
courts, congressional legislation, or rulemaking by the
SEC. Further, Part IV argues that although
congressional legislation is most desirable, SEC
rulemaking is likely the most feasible means for
resolving how section 10(b) and Rule 10b-5 interface with
hacking. This Essay also contains a sample rule that
could be adopted by the SEC.
II. The Story of Oleksandr Dorozhko
Perhaps
unsurprisingly,
the
information
regarding Dorozhko, an accused foreign-born hacker, is
relatively thin. Most of the available information relating
to his story comes from the litigation itself. In addition,
because Dorozhko exercised his Fifth Amendment right
22 See

infra Part II (providing the story of Oleksandr Dorozhko).
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against self-incrimination and did not testify during the
case, some of the underlying facts likely remain open to
dispute.23 Although the District Court did ultimately
grant the SEC’s unopposed motion for summary
judgment in civil court, Dorozhko was not convicted in a
criminal proceeding, and as a result, he remains innocent
until proven guilty. Nevertheless, the allegations that
can be pieced together do tell a compelling story that
presents an unresolved and complex issue regarding the
types of behavior rendered unlawful under section 10(b)
and Rule 10b-5.
A. A Hacker’s Tale
At the time of the alleged unlawful activity,
Oleksandr Dorozhko was a Ukrainian citizen in his early
fifties residing in Uzhgorod, Ukraine.24 He worked as a
self-employed engineering consultant in the energy
industry, and he had an income of approximately $45,000
to $50,000 per year.25 His net worth was between
$100,000 to $250,000.
Although Dorozhko invoked his Fifth Amendment
right against self-incrimination and did not testify during
the case, the SEC presented evidence suggesting that the
following events occurred during October 2007. On
October 4, 2007, Dorozhko transferred $42,500 to
Interactive Brokers LLC, a registered broker-dealer in
Greenwich, Connecticut, to open an online trading
account.26 Beginning at 8:06 am on October 17, 2007 and
continuing throughout that morning and the early
afternoon, a hacker began probing a website of IMS
Health, a publicly-traded company headquartered in
Norwalk, Connecticut.27 The website was hosted by
SEC v. Dorozhko, 606 F.Supp.2d 321, 322 (2008).
Id. at 324.
25 Id. at 325.
26 Id.
27 Id.
23
24
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Thompson Financial, a division of Thompson
Corporation, that assisted many Fortune 500 companies
with investor relations matters.28 IMS Health had stated
publicly as early as October 9 that it would announce its
third quarter earnings on October 17, 2007 around 5:00
pm.29 At 2:01 pm, in preparation for the announcement,
IMS Health sent slides containing its earnings report to
Thompson Financial.30 Thompson Financial formatted
the slides and uploaded them to a secure server with the
intent that they be kept confidential until the
announcement later that day.31 At 2:15 pm, the hacker
probed the Thompson Financial network and located the
slides.32 By 2:18 pm, the hacker had downloaded and
viewed the slides containing the IMS earnings report.33
According to the SEC, beginning at 2:52 pm,
Dorozhko for the first time began using the online trading
account that he had established with Interactive Brokers
LLC. By 3:06 pm, he had acquired $41,670.90 of put
options that would expire on October 25 and 30, 2007.34
At 4:33 pm, after the close of market, IMS Health
released its disappointing third quarter earnings
information to the public.35 At 9:30 am on October 18,
2007, the market opened, and IMS Health’s stock
plunged 28%.36 At 9:35 am, Dorozhko began selling the
put options that he had purchased using the online
trading account.37 By 9:41 am, he had sold all of the
options that he purchased the previous day at a net profit
of $286,456.59.38
Id.
Dorozhko, 606 F.Supp.2d at 325 (2008).
30 Id.
31 Id. at 325–26.
32 Id. at 326.
33 Id.
34 Id.
35 Dorozhko, 606 F.Supp.2d at 326 (2008).
36 Id.
37 Id.
38 Id. at 327.
28
29
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Shortly thereafter, Interactive Brokers LLC froze
Dorozhko’s account to conduct an internal investigation
that led the matter to be referred to the SEC.39 On
October 29, 2007, the SEC filed for and received in the
United States District Court for the Southern District of
New York a temporary restraining order to freeze the
proceeds from Dorozhko’s trades and for other related
relief.40
B. SEC v. Dorozhko
The district court ultimately granted the SEC’s
unopposed motion for summary judgment against
Dorozhko for violating section 10(b) and Rule 10b-5
because of his activities.41 However, the path to this
outcome was not as easy as easy as it sounds.
Initially, the district court denied the SEC’s
motion for a preliminary injunction on the basis that the
allegations against Dorozhko did not constitute insider
trading under section 10(b) and Rule 10b-5 because of the
lack of a breach of fiduciary.42 Writing for the court,
Judge Naomi Reice Buchwald held:
Dorozhko's alleged ‘stealing and trading’ or
‘hacking and trading’ does not amount to a
violation of § 10(b) and Rule 10b–5 because
Dorozhko did not breach any fiduciary or
similar duty “in connection with” the
purchase or sale of a security. Although
Dorozhko may have broken the law, he is
not liable in a civil action under § 10(b)
because he owed no fiduciary or similar
Id.
Id.
41 SEC Obtains Summary Judgment Against Computer Hacker
for Insider Trading, SEC Litigation Release No. 21,465 (Mar.
29, 2010), https://www.sec.gov/litigation/litreleases/2010/lr214
65.htm.
42 SEC v. Dorozhko, 606 F.Supp.2d 321, 324 (2008).
39
40
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duty either to the source of his information
or to those he transacted with in the
market.43
In essence, the court held that Dorozhko could not be held
liable under section 10(b) and Rule 10b-5 because he did
not violate the Cady Roberts rule that governs insider
trading regulation.44 Notably, the district court also
denied Dorozhko’s motion to dismiss to allow the SEC
time to conduct discovery to determine whether
Dorozhko’s trading was the result of a tip from a
corporate insider.45
The United States Court of Appeals for the Second
Circuit reversed the district court and held that a hacker
could violate section 10(b) and Rule 10b-5 in the absence
of a breach of fiduciary duty if the hacker traded upon
material nonpublic information obtained through a
deception.46 The Second Circuit held that a breach of
fiduciary duty is only required to establish a deception for
purposes of a violation of section 10(b) and Rule 10b-5 in
cases involving nondisclosure in trading based upon
material nonpublic information.47 The court held that
misrepresenting one’s identity to gain access to
information would be enough to constitute a deception for
purposes of a violation of section 10(b) and Rule 10b-5.48
However, the court also held that it is less clear as to
whether “exploiting an electronic code to gain
unauthorized access is ‘deceptive,’ rather than being
mere theft.”49 Consequently, the Second Circuit
remanded the case to determine whether Dorozhko’s
behavior was “deceptive” under section 10(b) and Rule

Id.
Id.
45 Id.
46 SEC v. Dorozhko, 574 F.3d 42, 43–44 (2009).
47 Id. at 46–49.
48 Id.
49 Id.
43
44
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10b-5.50 As a result of this remand, when Dorozhko
stopped participating in the litigation, the district court
granted the SEC’s unopposed motion for summary
judgment against him for violating section 10(b) and Rule
10b-5 because of his activities.51
III. Schrödinger's Hacker
Dorozhko’s story is fascinating because whether
or not he committed the acts necessary to violate section
10(b) and Rule 10b-5 remains unclear. As discussed
previously, Dorozhko exercised his Fifth Amendment
right against self-incrimination, and the District Court
ultimately granted the SEC’s unopposed motion for
summary judgment, which casts doubt upon how he
gained access to IMS Health’s earnings information.
Manipulative or deceptive conduct is required to violate
section 10(b) and Rule 10b-5, and such conduct may or
may not have actually occurred in Dorozhko’s case.
Hinging liability under section 10(b) and Rule 10b-5 on
such nuanced factual determinations is problematic for
the risk that it creates to the stability of capital markets
in the United States.
To understand why the Second Circuit’s holding
in Dorozhko is troubling, one should consider the
following two hypotheticals. In hypothetical one, a hacker
sends a company executive a phishing email that appears
to be from the company’s information technology
department, and as a result, the hacker is able to obtain
the executive’s username and password. The hacker uses
the username and password to gain access to the
company’s online electronic document system and trades
based upon an earnings report that has not been released
Id.
SEC Obtains Summary Judgment Against Computer Hacker
for Insider Trading, SEC Litigation Release No. 21,465 (Mar.
29, 2010), https://www.sec.gov/litigation/litreleases/2010/lr214
65.htm.
50
51
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to the public. In hypothetical two, a hacker discovers a
weakness in the design of a company’s online electronic
document system. As a result, the hacker trades based
upon an unreleased earnings report that the hacker is
able to obtain because of the weakness.
Despite the fact that both hypotheticals involve
trading upon material nonpublic information that was
obtained in morally questionable ways, under the Second
Circuit’s holding in Dorozhko’s case, the coverage of
section 10(b) and Rule 10b-5 remains uncertain. Neither
hypothetical fits within nondisclosure insider trading
under section 10(b) and Rule 10b-5 because although the
hacker has likely breached a number of laws, the hacker
has not breached a fiduciary duty. However, insider
trading regulation extends beyond nondisclosure insider
trading.52 The affirmative misrepresentation found in the
phishing email in hypothetical one is likely enough for it
to be rendered unlawful based on a traditional securities
fraud analysis under section 10(b) and Rule 10b-5. In the
absence of a misrepresentation, hypothetical two is
probably not a violation of these provisions. As Milton
Freeman’s story at the beginning of this Essay reveals,
Rule 10b-5 is only designed to render fraud unlawful. In
the absence of a deception, fraud cannot exist.53
Regardless, both hypotheticals are equally troubling in
regard to investor protection and market stability.
With that said, however, the result is not
absolutely certain. Assuming the matter eventually
reaches the Supreme Court, the Court could hold that the
behavior in hypothetical two constitutes a “deception” for
purposes of section 10(b) and Rule 10b-5. However, such
a result is unlikely based on the Roberts Court’s
unwillingness to innovate and expand the limits of
federal securities regulation.54 This is especially true
See supra notes 13–17 and accompanying text.
See supra note 2 and accompanying text.
54 See Eric C. Chaffee, The Supreme Court as Museum Curator:
Securities Regulation and the Roberts Court, 67 CASE W. RES.
52
53
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because the Second Circuit, which decided Dorozhko’s
case, is no longer viewed as the “Mother Court” for
innovations in securities regulation.55 The Court could
even decide that hypothetical one is not a violation of
section 10(b) and Rule 10b-5 because the deception is not
closely enough connected with the purchase or sale of a
security.
Beyond the uncertainty and inconsistent results
created by hacking in hypotheticals one and two, hacking
creates other concerns relating to tampering with stock
prices. Consider the following two additional
hypotheticals. In hypothetical three, a hacker engages in
a spoofing attack, which is a specific type of denial of
service attack that allows the hacker to deceptively
appear to be a large number of different users to
overwhelm and shut down a website. The hacker chooses
to shut down a publicly traded web-based company’s
website and causes the website to be offline for a week.
Prior to undertaking the attack, the hacker purchases
put options based on the material non-public information
that the website is vulnerable. In hypothetical four, a
hacker chooses to shut down a publicly traded web-based
company’s website and causes the website to be offline for
a week, after the hacker discovers that entering certain
information into the company’s website will stop it from
functioning. Prior to undertaking the attack, the hacker
purchases put options based on the material non-public
information that the website is vulnerable.
L. REV. 847, 854 (2017) (“[T]he Roberts Court is playing the role
of museum curator in regard to securities regulation by
preserving the artifacts created by Supreme Court precedent. .
. . [T]he days of an activist Court in the area of securities
regulation have long past.”).
55 Id. at 879–80 (“Justice Harry Blackmun famously referred to
the United States Court of Appeals for the Second Circuit as
the ‘Mother Court’ in the field of securities regulation. . . . The
Roberts Court has ended the Second Circuit's role as the
‘Mother Court’ and the lower court laboratories approach in
regard to the development of securities law . . . .”).

[83]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 |AUTUMN 2020 | ISSUE 1

Hypothetical three and four present similar
concerns as hypothetical one and two. Hypotheticals one
and three are likely violations of section 10(b) and Rule
10b-5, and the result in hypotheticals two and four are
highly uncertain. However, all of the hypotheticals
demonstrate that hacking poses a danger to the stability
of capital markets in the United States.
These hypotheticals display an interesting
parallel with the thought experiment, known as
“Schrödinger’s cat,” posed by Austrian physicist Erwin
Schrödinger in 1935 to demonstrate his issue with the
Copenhagen interpretation of quantum mechanics.56
Specifically, he was concerned about this interpretation’s
reliance on quantum superpositions, in which a quantum
system such as an atom or photon can exist as a
combination of multiple states until directly observed.57
In describing the thought experiment, Schrödinger
wrote:
One can even set up quite ridiculous cases.
A cat is penned up in a steel chamber,
along with the following device (which
must
be
secured
against
direct
interference by the cat): in a Geiger
counter there is a tiny bit of radioactive
substance, so small, that perhaps in the
course of the hour one of the atoms decays,
but also, with equal probability, perhaps
none; if it happens, the counter tube
discharges and through a relay releases a
hammer which shatters a small flask of
hydrocyanic acid. If one has left this entire
system to itself for an hour, one would say
Erwin Schrödinger, Die gegenwärtige Situation in der
Quantenmechanik, 23 NATURWISSENSCHAFTEN 807–12, 823–
28, 844–49 (1935), translated in John D. Trimmer, The Present
Situation in Quantum Mechanics, 124 PROCEEDINGS OF THE
AM. PHIL. SOC’Y 323, 328 (1980).
57 Id.
56
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that the cat still lives if meanwhile no atom
has decayed. The psi-function of the entire
system would express this by having in it
the living and dead cat (pardon the
expression) mixed or smeared out in equal
parts.
It is typical of these cases that an
indeterminacy originally restricted to the
atomic domain becomes transformed into
macroscopic indeterminacy, which can
then be resolved by direct observation.
That prevents us from so naively accepting
as valid a "blurred model" for representing
reality.58
Put simply, Schrödinger’s thought experiment illustrates
that small facts—for example, the state of an atom—can
create unacceptable indeterminacy in larger systems—
for example, allowing a cat to be simultaneously alive and
dead at the same time.
Similarly, how a hacker obtains material
nonpublic information seems as though it ought to be
trivial in regard to punishing under federal securities
regulation because in all instances, the hacker is stealing
information, and the hacking poses a danger to the
stability of capital markets in the United States.
However, similar to the Schrödinger’s cat thought
experiment, the relatively trivial issue of how the hacker
obtains the information creates unacceptable large-scale
uncertainty as to whether such behavior can be pursued
under federal securities regulation.
IV. The End of the Story
The behavior found in all of the hypotheticals is
almost certainly punishable under United States law.
However, federal securities regulation is designed to
58

Id.
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encourage investor confidence in the capital markets. As
a result, hacking in all four of the hypotheticals ought to
be rendered unlawful under federal securities regulation,
especially because the SEC’s actions in Dorozhko and
similar cases suggest that the agency is interested in
pursuing such behavior. Three potential pathways exist
for this to occur, including common law created by the
courts, congressional legislation, or rulemaking by the
SEC. Although a congressional enactment is most
desirable, SEC rulemaking is likely the most feasible
means for resolving the issues created by trading on
material nonpublic information related to data breaches
by hackers.
A few words ought to be said about each of the
pathways for resolving this issue. First, the courts could
ultimately determine that all hacking is a deceptive act
under section 10(b) and Rule 10b-5. This pathway is
unpalatable because it would likely take a very long time
for a case to reach the Supreme Court, and the Court is
no longer willing to innovate in regard to federal
securities law.59
Second, Congress can and should amend section
10(b) to entail all forms of hacking within the purview of
that provision. Although such an undertaking would
likely create redundancies within existing federal law,
because the federal securities law exists at least in part
to encourage market confidence, such an undertaking
would help to raise investor confidence. In the wake of
the Equifax data breach and other cyberattacks,
Congress has at least 148 million stories of individuals
who are concerned about hacking. Congress should make
it unequivocally clear that hacking that interferes with
the efficient operation of the capital markets will not be
tolerated.
Notably, at the time writing of this essay, the
See supra note 54 and accompanying text (discussing that
the Roberts Court has worked to maintain the status quo
regarding most substantive issues of securities regulation).
59
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United States House of Representatives had passed the
Insider Trading Prohibition Act.60 The bill provides a
broader prohibition against insider trading than
currently exists under federal law and would modify
existing federal securities law to include the following
provision:
It shall be unlawful for any person, directly
or indirectly, to purchase, sell, or enter
into, or cause the purchase or sale of or
entry into, any security, security-based
swap, or security-based swap agreement,
while aware of material, nonpublic
information relating to such security,
security-based swap, or security-based
swap agreement, or any nonpublic
information, from whatever source, that
has, or would reasonably be expected to
have, a material effect on the market price
of any such security, security-based swap,
or security-based swap agreement, if such
person knows, or recklessly disregards,
that such information has been obtained
wrongfully, or that such purchase or sale
would constitute a wrongful use of such
information.61
In defining the type of “wrongful” conduct would be
rendered unlawful, the drafters include use of
“information [that] has been obtained by, or its
communication or use would constitute, directly or
indirectly . . . a violation of any Federal law protecting
computer data or the intellectual property or privacy of
computer users.”62 Importantly, even if this bill is passed
by the Senate and alters federal securities law,
hypothetical four in which a hacker exploits a weakness
H.R. 2534, 116th Cong. (as passed by the House, Dec. 5,
2019).
61 Id. at § 2(a).
62 Id.
60
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in a website to shut down a web-based company and then
trades in the company’s securities likely would still not
be covered by federal law. With that said, this result is
not entirely certain because of the breadth of the
language contained under the Insider Trading
Prohibition Act.63 Regardless, the uncertain coverage
potentially would still jeopardize the confidence in the
capital markets that federal securities law is designed to
protect. Even if the Insider Trading Prohibition Act
becomes law, additional steps would be needed to remove
uncertainty in regard to the intersection of hacking and
the behavior rendered unlawful by section 10(b) and Rule
10b-5.
Third, the SEC could promulgate a rule
interpreting the language of section 10(b) and Rule 10b5 to include all hacking as “deceptive acts or
contrivances.” The concern with this approach is that the
SEC’s power is limited to the power that Congress has
authorized, and as a result, promulgating such a rule
may be beyond the SEC’s authority if it increases the
coverage of section 10(b). However, The SEC has clarified
the coverage of section 10(b) and Rule 10b-5 in past by
enacting provisions such as Rule 10b-5-2, which clarifies
when duties of trust or confidence exist for cases
involving the misappropriation theory of insider
trading.64
In regard to hacking, the SEC could promulgate
the following:
(a) For purposes of section 10(b) and Rule 10b-5, material
misrepresentations or omissions include:
(1) intentionally accessing a computer without
authorization or exceeding authorized access, and
thereby obtaining information from any protected
computer;
(2) intentionally, without authorization to access
63
64

Id.
17 C.F.R. § 240.10b5-2 (2020).
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any nonpublic computer of a department or
agency of the United States, accessing such a
computer of that department or agency that is
exclusively for the use of the Government of the
United States or, in the case of a computer not
exclusively for such use, is used by or for the
Government of the United States and such
conduct affects that use by or for the Government
of the United States;
(3)
(A) knowingly causing the transmission of
a program, information, code, or command,
and as a result of such conduct,
intentionally causing damage without
authorization, to a protected computer;
(B) intentionally accessing a protected
computer without authorization, and as a
result of such conduct, recklessly causing
damage; or
(C) intentionally accessing a protected
computer without authorization, and as a
result of such conduct, causing damage
and loss.
(b) As used in this section—
(1) the term “computer” means an electronic,
magnetic, optical, electrochemical, or other high
speed data processing device performing logical,
arithmetic, or storage functions, and includes any
data storage facility or communications facility
directly related to or operating in conjunction with
such device, but such term does not include an
automated typewriter or typesetter, a portable
hand held calculator, or other similar device;
(2) the term “protected computer” means a
computer—
(A) exclusively for the use of a financial
[89]
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institution
or
the
United
States
Government, or, in the case of a computer
not exclusively for such use, used by or for
a financial institution or the United States
Government and the conduct constituting
the offense affects that use by or for the
financial institution or the Government; or
(B) which is used in or affecting interstate
or foreign commerce or communication,
including a computer located outside the
United States that is used in a manner
that affects interstate or foreign commerce
or communication of the United States;
(3) the term “financial institution” means—
(A) an institution, with deposits insured by
the
Federal
Deposit
Insurance
Corporation;
(B) the Federal Reserve or a member of the
Federal Reserve including any Federal
Reserve Bank;
(C) a credit union with accounts insured by
the National Credit Union Administration;
(D) a member of the Federal home loan
bank system and any home loan bank;
(E) any institution of the Farm Credit
System under the Farm Credit Act of 1971;
(F) a broker-dealer registered with the
Securities and Exchange Commission
pursuant to section 15 of the Securities
Exchange Act of 1934;
(G) the Securities Investor Protection
Corporation;
(H) a branch or agency of a foreign bank (as
such terms are defined in paragraphs (1)
[90]
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and (3) of section 1(b) of the International
Banking Act of 1978); and
(I) an organization operating under section
25 or section 25(a) 1 of the Federal Reserve
Act;
(4) the term “exceeding authorized access” means
to access a computer with authorization and to use
such access to obtain or alter information in the
computer that the accessor is not entitled so to
obtain or alter;
(5) the term “department of the United States”
means the legislative or judicial branch of the
Government or one of the executive departments
enumerated in section 101 of title 5;
(6) the term “damage” means any impairment to
the integrity or availability of data, a program, a
system, or information;
(7) the term “government entity” includes the
Government of the United States, any State or
political subdivision of the United States, any
foreign country, and any state, province,
municipality, or other political subdivision of a
foreign country; and
(8) the term “loss” means any reasonable cost to
any victim, including the cost of responding to an
offense, conducting a damage assessment, and
restoring the data, program, system, or
information to its condition prior to the offense,
and any revenue lost, cost incurred, or other
consequential damages incurred because of
interruption of service.65

This proposed rule is based upon 18 U.S.C. § 1030, which is
known as the Computer Fraud and Abuse Act. Much of the
65
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Such a rule would clarify that section 10(b) and Rule 10b5 covers all four of the hypotheticals discussed above and
would help to promote market confidence and stability by
insulating investors from the evils of hacking. Beyond
that, such a rule would address the due process and
notice concerns that linger in the wake of Dorozhko,66
especially because violations of the federal securities law
can be prosecuted criminally.67
Two major complaints might be lodged against the
proposed rule. First, one might argue that the proposed
rule is duplicative of existing federal law. In actuality,
that alleged weakness is actually a strength. The
proposed rule is modeled upon 18 U.S.C. § 1030, which is
also known as the Computer Fraud and Abuse Act. Most
of the provisions of the proposed rule are taken from
section 1030, although the proposed rule is narrowed to
the most likely circumstances in which securities fraud
concerns might occur. Because it was enacted in 1986,
section 1030 has a substantial body of case law and
commentary associated with it. By using verbatim text,
the proposed rule has the benefit of being better
developed because the case law and commentary relating
to section 1030 can be used to interpret the meaning of
the provisions of the proposed rule. Of course, this creates
the issue of whether it is beneficial to have an SEC Rule
that is duplicative of existing federal law. In this
instance, having both section 1030 and the proposed rule
would be beneficial. Section 1030 is a general provision of
language contained in the proposed rule is adopted verbatim
from that statute.
66 The Fifth and Fourteenth Amendments to the United States
Constitution each contain a due process clause that prevents
the government from depriving individuals of “life, liberty, or
property, without due process of law,” and this requirement
applies to civil and criminal matters. See U.S. CONST. amends.
V, XIV.
67 See 15 U.S.C. § 77x (2020) (providing criminal penalties for
violating the Securities Act); id. § 78ff (providing criminal
penalties for violating the Exchange Act).
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the federal criminal law found in Title 18 of the United
States. The proposed rule would be used for a very
different purpose, i.e. maintaining the stability in the
capital markets in the United States. Federal securities
law in the United States exists for purposes of market
protection.68 Hacking has become a major concern in the
United States. The proposed rule, which addresses
hacking in relation to the purchase and sale of securities,
should be included within federal securities law to the
communicate that federal securities law is a coherent and
comprehensive system of regulation that can be relied
upon and trusted.
Second, one might argue that the proposed rule
exceeds the SEC’s authority to define the scope of Rule
10b-5. Rule 10b-5 is promulgated based upon the
authority granted to the SEC under section 10(b) of the
Securities Exchange Act, which mandates that
It shall be unlawful . . . . [t]o use or employ,
in connection with the purchase or sale of
any security registered on a national
securities exchange or any security not so
registered, or any securities-based swap
agreement any manipulative or deceptive
device or contrivance in contravention of
such rules and regulations as the
Commission may prescribe as necessary or
appropriate in the public interest or for the
See Susan B. Heyman, Rethinking Regulation Fair
Disclosure and Corporate Free Speech, 36 CARDOZO L. REV.
1099, 1111 (2015). (“The Exchange Act was enacted after the
1929 stock market crash to restore confidence in the nation's
securities market by governing securities transactions on
secondary markets.”); Arthur R. Pinto, The Nature of the
Capital Markets Allows a Greater Role for the Government, 55
BROOK. L. REV. 77, 77 (1989) (“[T]he securities laws were
enacted during the New Deal to insure that our capital
markets remain free from the abuses and fraud that Congress
believed plagued both the sale and trading of securities.”).
68
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protection of investors.69
Rule 10b-5 is a product of that mandate. Any rule created
by the SEC must remain within the power granted to
them by Congress in section 10(b). One could argue that
the proposed rule would exceed that authority. With that
said, hacking is deceptive in the sense that it is often wed
with attempts to conceal and redirect knowledge of the
hacker’s identity.
If the SEC is unwilling to promulgate a rule that
makes certain acts of hacking per se material
misrepresentations or omissions, the agency could
promulgate a rule that creates a rebuttable presumption
that in certain instances involving hacking that a
misrepresentation or omission occurred. This solution
has an elegance because it would force hackers to explain
how they committed their bad acts to escape liability
under section 10(b) and Rule 10b-5 by rebutting the
presumption. If they did that, then section 1030 could
easily be used to punish their bad behavior.
Hacking has become a ubiquitous concern in our
society. Oleksandr Dorozhko’s story illustrates that
federal securities regulation is currently inadequate to
deal with the securities issues associated with hacking,
which poses a threat to the stability of securities markets
in the United States. This Essay offers a proposed rule to
remedy this problem, and it gives the SEC the
opportunity to write the next chapter in this story.

69

15 U.S.C. § 78j (2020).
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ARTICLE

“HUH?” INSIDER TRADING:
THE CHRIS COLLINS STORY
MICHAEL D. GUTTENTAG
ABSTRACT
On June 22, 2017, Representative Christopher
Collins called his son from the lawn of the
White House to share confidential information
about a public company. In tipping off his son,
Collins acted despite significant legal risk and
a limited payoff.
This article attempts to make sense of Collins’
seemingly inexplicable behavior by turning to
the work of criminologists to identify
 Michael D. Guttentag, Professor of Law, Loyola Law School
Los Angeles, 919 Albany Street, Los Angeles, California 90015.
This Article has benefited from comments provided by John
Anderson, Joan Heminway, Donna Nagy, Ellen Podgor, and
the other participants at the Southeastern Association of Law
Schools Conference summer 2019 discussion group on “Insider
Trading Stories” and the Tennessee Journal of Law and
Policy’s symposium “Insider Trading: Stories from the
Attorneys” held on November 15th, 2019. This Article was
published when access to some resources was limited because
of restrictions related to Covid-19.
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distinctive features of the crime of insider
trading. First, James William Coleman’s
research on what motivates white-collar
criminals suggests that the absence of readily
identifiable victims may contribute to the
incidence of insider trading. Second, the work
of Lawrence Cohen and Marcus Felson on the
opportunity structure of crime suggests how
the ease with which those in possession of
material non-public information can trade
facilitates insider trading.
Introduction
I. The Chris Collins Story
A. Before June 22, 2017
B. June 22, 2017 and After
II. Motivation and Opportunity
In Insider Trading
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2. Cultural Factors and Motivation
3. Neutralization of Ethical Constraints
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Conclusion

96
100
100
103
105
106
106
107
108
109
110
113
115

Introduction
Why do they do it? This is one of the fundamental
questions in criminology. Is the choice to commit a crime
evidence of underlying psychological problems? 1 A

See, e.g., Terrie Moffitt et al., Neuropsychological Tests
Predicting Persistent Male Delinquency, 32 Criminology 277,
293 (1994).
1
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socially learned antipathy toward legal rules?2 Or just
the product of a cold-hearted weighing of costs and
benefits?3 In some circumstances, the reasons why
someone commits a crime may be obvious. Other times,
all we have is mystery.4
On October 1, 2019, Christopher (“Chris”) Collins
pled guilty to two criminal counts arising from the sale of
stock in Innate Immunotherapeutics Limited (“Innate”),
an Australian biotechnology company, by his son,
Cameron, and Stephen Zarsky, the father of Cameron’s
fiancé.5 Why did Collins commit these crimes? Based on
any reasonable weighing of the costs and benefits,
Collins’ action is hard to fathom. The crime he committed
was relatively easy to detect,6 and the consequences, if
See, e.g., Robert K. Merton, Social Theory and Social
Structure (1968).
3 See, e.g., Gary Becker, Crime and Punishment: An Economic
Approach, 76 J. POL. ECON. 169, 207–08 (1968).
4 The terminology is borrowed from Flannery O’Connor.
FLANNERY O’CONNOR, MYSTERY AND MANNERS: OCCASIONAL
PROSE 115 (1957) (“Freedom cannot be conceived simply. It is
a mystery and one which a novel, even a comic novel, can only
be asked to deepen.”).
5 The counts Collins pled guilty to were conspiring to commit
securities fraud and making false statements. Sheila McClear,
Former Republican congressman Collins pleads guilty in
insider-trading case, WASH. POST (Oct. 1, 2019, 4:11 PM),
https://www.washingtonpost.com/powerpost/formerrepublican-congressman-collins-pleads-guilty-in-insidertrading-case/2019/10/01/1de62172-e484-11e9-b403f738899982d2_story.html. With respect to Zarsky, see Jerry
Zremski, Guilty pleas leave Cameron Collins, fiancée’s father
facing prison, BUFFALO NEWS (Oct. 3, 2019), https://buff
alonews.com/2019/10/03/son-of-former-rep-chris-collins-pleads
-guilty-in-insider-trading-case/.
6 Aberrant trading activity around the time Collins provided
the tip to his son was noted by several market observers even
without the application of sophisticated detection techniques.
Jerry Zremski, Collins loses millions as stock collapses – but
others may have gotten out early, BUFFALO NEWS (June 28,
2

[97]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 |AUTUMN 2020 | ISSUE 1

caught, were likely severe.7 There was also relatively
little to gain by tipping off others. The amount of money
that Collin’s son avoided losing thanks to the tip from his
father was approximately $570,900.8 This may be a lot of
money for many, but Collin’s net worth at the time
exceeded $35 million not including the value of his stake
in Innate.9
Nor can Collins’ choice to tip off his son be
explained as the result of a process of unexpectedly
stumbling into a crime through a series of seemingly
minor, but difficult to reverse, transgressions.10 Here,
there is a single phone call that triggered criminal
liability. It is also difficult to interpret Collins’ behavior
as the product of a rash and unconsidered choice.11
Collins had many hours to “cool off.” Collins’ son was not
able to trade on the inside information his father
provided until the following morning, and only when his

2017), https://buffalonews.com/2017/06/27/collins-loses-million
s-stock-collapses-others-may-gotten-early/.
7 In choosing to tip off his son, Collins ultimately lost his
Congressional seat, was required to pay significant fines, and
is likely to spend time in prison.
8 United States v. Christopher Collins, Cameron Collins, and
Stephen Zarsky, 18 Crim. 567, at 11 (S.D.N.Y.) [hereinafter,
“Indictment”].
9 See generally United States House of Representatives: 2017
Financial Disclosure Statement for Christopher Collins (filed
Apr. 17, 2018) (documenting Collins’ assets in 2017).
10 See, e.g., Michael D. Guttentag, Stumbling into Crime:
Stochastic Process Models of Corporate Fraud, in RESEARCH
HANDBOOK ON THE ECONOMICS OF CRIMINAL LAW 205 (Alon
Harel & Keith N. Hylton, eds., 2012).
11 When he pled guilty to the two criminal counts, Collins
suggested this might explain his behavior. He stated: “I was in
a very emotional state.” Vivian Wang, Ex-Rep. Chris Collins
Pleads Guilty to Insider Trading Charges, N.Y. TIMES (Oct. 1,
2019), https://www.nytimes.com/2019/10/01/nyregion/chriscol
lins-guilty-congress.html.
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son sold his shares was the crime of insider trading
consummated.
Collins, moreover, clearly knew that insider
trading law prohibited him from sharing this information
with his son. When Collins entered his guilty plea, he
stated that “I knew [those things] were illegal and
improper.”12 Collins was already on notice that sharing
material nonpublic information could violate House rules
and federal law. In fact, on June 5, 2017, just a few weeks
before providing the tip to his son, an investigator from
the Office of Congressional Ethics (“OCE”) interviewed
Collins in depth to determine if Collins had previously
selectively disclosed material nonpublic information to
friends and colleagues.13 In addition, Innate had a
corporate policy that prohibited Directors from tipping or
trading when in possession of material nonpublic
information, a policy Collins was almost certainly aware
of as a long-standing member of the Board of Directors.14
The risks of committing the crime very much
outweighed the benefits, and other reasons typically
offered to explain why someone commits a crime do not
appear to apply here. Collins’ behavior falls squarely into
the “huh?” category of insider trading.15 A case study of
12 McClear,

supra note 5. However, a confidential source did tell
a reporter that even after the guilty pleas, “[h]e still thinks he
didn’t do anything wrong.” Jerry Zremski, Blindsided by
resignation, Collins loyalists say he pleaded guilty to shield his
son, BUFFALO NEWS (Oct. 1, 2019).
13 See generally, Transcript of Interview of Representative
Collins, Review No. 17-3509_Exhibits-Final Redacted_Part 1,
(2017) [hereinafter, “Collins Transcript”]. The OCE is “an
independent, non-partisan entity charged with reviewing
allegations of misconduct against Members, officers, and staff
of the U.S. House of Representatives and, when appropriate,
referring matters to the House Committee on Ethics.” OFFICE
OF CONGRESSIONAL ETHICS, https://oce.house.gov/.
14 Indictment, supra note 8, at 3–4.
15 The Merriam Webster definition of “huh” is a word “used to
express surprise, disbelief, or confusion, or as an inquiry
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one instance of this kind of “huh?” insider trading might
appear unlikely to offer insight into insider trading
violations generally. The opposite is true. Collins’ choices
highlight two distinctive aspects of the crime of insider
trading that may increase the likelihood of this crime
occurring. First, there is rarely a readily identifiable
victim of insider trading. Second, once in possession of
material non-public information there may be few
“natural” guardians limiting the opportunity to engage in
insider trading.16 This is why Collins’ actions also suggest
how a trading halt at times of high information
asymmetry might help to limit the amount of insider
trading that occurs.
I. The Chris Collins Story
The career of Chris Collins and the series of
events that led Collins to plead guilty are largely a
matter of public record.
A. Before June 22, 2017
Chris Collins was born in upstate New York. His
father held management positions at the General Electric
Company throughout the country, so Collins grew up in
different parts of the country.17 In his youth, Collins was
an Eagle Scout.18 He graduated from college with an
engineering degree in 1972 from North Carolina State
University and went to work at Westinghouse, a large

inviting affirmative reply.” Huh, MERRIAM-WEBSTER
DICTIONARY, https://www.merriam-webster.com/dictionary/hu
h.
16 See infra notes 66 to 69 and accompanying text for a
discussion of the meaning of “natural” in this context.
17 Christopher ‘Chris’ Collins: Associated Press Candidate
Biographies (June 27, 2014).
18 Id.
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public company.19 Collins also received an MBA from the
University of Alabama at Birmingham in 1975.20
In 1983, after a decade working at Westinghouse,
Collins seized on the new-at-the-time practice of
executives
buying
underappreciated
divisional
operations from the company for which they worked.21
Collins with a small group purchased Nuttall Gear, a
division of Westinghouse that made industrial gears.22
Nuttall Gear was subsequently sold by Collins and the
other executives in 1997 for $10 million. At that time,
Collins reportedly owned 60 percent of the company.23
After that sale, Collins dabbled in a variety of businesses
and tried his hand at politics.24 He lost in his bid for a
Congressional seat in 1998, but was elected to the
position of Erie County executive from 2007 through
2011.25
From January 21, 2013 until September 30, 2019,
Collins represented the 27 th Congressional District of
New York.26 The district is in Western New York and
Id.
Chris Collins Biography, BIOGRAPHICAL DIRECTORY OF THE
UNITED STATES CONGRESS, http://bioguide.congress.gov/scripts
/biodisplay.pl?index=C001092.
21 Fred O. Williams, Clarence, N.Y., Businessman’s Investments
in Shaky Manufacturing Firms Pay Off, KNIGHT RIDDER
TRIBUNE BUS. NEWS (March 31, 2004).
22 Id.
23 Id.
24 Chris Collins is a successful businessman with over 35 years’
experience in both large and small organizations, OUR
CAMPAIGNS (Sept. 17, 2018, 12:17 PM), https://www.ourcam
paigns.com/CandidateDetail.html?CandidateID=16659.
25 Christopher ‘Chris’ Collins: Associated Press Candidate
Biographies (June 27, 2014).
26 He was elected to Congress in 2012 by a roughly 5,000 vote
margin. In 2014, Collins was reelected by a margin of over
110,000 votes. In 2016, Collins was reelected by a margin of
over 100,000 votes. In 2018, he won again, but only by about
1,000 votes, albeit three months after he was charged with
19
20

[101]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 |AUTUMN 2020 | ISSUE 1

includes suburbs surrounding Buffalo and Rochester.27
Prior to his indictment on insider trading charges,
Collins was noteworthy as a Congressman for two things.
First, Collins was the first member of Congress to
support Donald J. Trump’s candidacy for the presidency
of the United States.28 Second, Collins was under
investigation for possible ethical breaches related to his
continuing role as a member of the Board of Directors of
Innate. Complaints were filed with the OCE at the
beginning of 2017 alleging that Collins had improperly
introduced federal legislation specifically designed to
benefit Innate and that Collins had violated insider
trading law by tipping off friends and associates about
Innate’s forthcoming fund-raising activities.29
These complaints were investigated by the OCE,
and the OCE approved a report on July 2, 2017
recommending that two of Collins’ activities related to
Innate be reviewed by the House Committee on Ethics.30
First, the OCE found that there was “substantial reason
to believe that Representative Collins took official actions
or requested official actions that would assist a single
entity in which he had a significant financial interest, in
violation of House rules and standards of conduct.”31
Second, the OCE found that there was “substantial
insider trading. Election results reported at Election Statistics,
1920 to Present, UNITED STATES HOUSE OF REPRESENTATIVES
HISTORY, ART & ARCHIVES, https://history.house.gov/In
Stitution/Election-Statistics/.
27
New York’s 27th Congressional District, GOVTRACK
https://www.govtrack.us/congress/members/NY/27.
28 McClear, supra note 5 (“Collins, President Trump’s first
congressional supporter. . .”).
29 Jerry Zremski, Those who complained about Chris Collins
breathe sigh of relief, BUFFALO NEWS (Oct. 3, 2019),
https://buffalonews.com/2019/10/03/relief-and-satisfactionthose-who-complained-about-collins-breathe-a-sigh-of-relief/.
30 OFFICE OF CONGRESSIONAL ETHICS, Review No. 17-3509,
UNITED STATES HOUSE OF REPRESENTATIVES 1 (2017).
31 Id. at 2.
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reason to believe that Representative Collins shared
material nonpublic information in the purchase of Innate
stock, in violation of House rules, standards of conduct,
and federal law.”32 The OCE report was not made public
until October 2017, several months after Collins tipped
off his son from the White House lawn.33 However,
Collins was informed of the OCE investigation on March
10, 2017, and of the initiation of a second-phase review
on April 10, 2017.34 News reports about the investigation
were published in May 2017, and Collins was interviewed
by the OCE on June 5, 2017.35
B. June 22, 2017 and After
Then came the events of Thursday, June 22, 2017.
This was the day Innate received the results from the
clinical trial of the drug MIS416.36 MIS416 was a
potential treatment for secondary progressive multiple
sclerosis (“SPMS”), and the only significant drug that
Innate was developing.37 The results delivered to Innate
on June 22, 2017 showed no clinical benefits from use of
MIS416. Failure of the drug trial was certain to be
financially ruinous for Innate.38 News of the
disappointing results from the drug trial was
communicated to the Board of Directors of Innate in an
email sent out at approximately 6:55 p.m. on June 22,

at 1.
Deirdre Walsh, House ethics committee investigating Reb.
Chris Collins for insider trading allegations, CNN POLITICS
(Oct. 12, 2017), https://www.cnn.com/2017/10/12/politics/chriscollins-investigation-house-ethics-committee/index.html.
34 OFFICE OF CONGRESSIONAL ETHICS, supra note 30, at 5.
35 Jerry Zremski, Business ties ultimately spell doom for
Collins’ congressional career, BUFFALO NEWS (Oct. 1, 2019);
Collins Transcript, supra note 13, at 1.
36 Indictment, supra note 8, at 8.
37 Id. at 1.
38 Id. at 2.
32 Id.
33
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2017.39 As required by the Australian Stock Exchange,
the company requested a halt in trading of its shares
beginning on Friday, June 23, 2017.40 The halt in trading
was triggered by Innate’s receipt of the results, but
Innate did not disclose the outcome of the drug trial until
Monday, June 26, 2017.41 Nor did the trading halt
prevent continued trading in Innate securities on the
U.S. OTC market.42
About fifteen minutes after receiving the email
sent to the Innate Directors with the news of the failed
clinical trial, Collins emailed back: “Wow. Makes no
sense. How are these results even possible???”43 Almost
immediately after sending that email, Collins began to
try and get in touch with his son Cameron by phone. Even
though Collins was at a Congressional picnic on the
White House lawn, Collins and his son traded calls six
times within the space of a few minutes. Collins and
Cameron finally connected at 7:16 p.m. and spoke for
about six minutes.44 Starting early the next morning,
Collins’ son began to sell the Innate stock he owned. This
selling occurred before news of the failed drug trial was
made public.45 When news of the failure of the drug trial
was publicly announced and trading resumed in
Australia on Monday, June 26, 2017, Innate’s stock
dropped 92%.46
By selling shares before public release of the news
about the failed clinical trial Cameron avoided
approximately $570,900 in losses.47 When Cameron sold
his Innate shares based on the material nonpublic
Id. at 8.
at 7.
41 Id.
42 Id.
43 Id. at 9.
44 Id.
45 Id. at 10–11.
46 Id. at 2.
47 Id. at 11.
39

40 Id.
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information he had received from his father, both
Cameron and Collins violated insider trading law. Collins
had tipped off a close family member, and therefore
presumptively received a personal benefit from providing
the tip.48 Cameron, in turn, knew the impropriety of the
source of the information, and that the information was
material and nonpublic, and sold his shares of Innate
anyway. As the Supreme Court said about similar facts
in the recently decided Salman case, this violation was
“in the heartland” of the insider trading prohibition.49
II. Motivation
Trading

and

Opportunity

In

Inside

Why do they do it? As noted in the Introduction,
scholars have suggested various approaches to illuminate
why people commit a crime.50 Starting with the work of
Edward Sutherland, a subfield has emerged to consider
the question of motive in the context of white-collar
crime.51
One elegant approach to identifying the causes of
white-collar crime, developed by sociologist James
William Coleman, separates elements that lead to the
commission of a white-collar crime into two broad

The Supreme Court in Dirks v. SEC held that a selective
disclosure by an insider will trigger insider trading liability if
“the insider personally will benefit, directly or indirectly, from
his disclosure.” 463 U.S. 646, 662 (1983). The Court also held
that the tipper receives a personal benefit when the gift of
confidential information is made to “a trading relative.” Id. at
664.
49 Salman v. United States, No. 15-628, slip op. at 3 (U.S. Dec.
6, 2016).
50 See supra notes Error! Bookmark not defined. – 4 and
accompanying text.
51 See, e.g., Edward H. Sutherland, White-Collar Criminality,
in WHITE-COLLAR CRIME: CLASSIC AND CONTEMPORARY VIEWS
29 (Gilbert Geis et al. eds., 3d ed. 1995).
48
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categories: motivation and opportunity.52 The discussion
below follows Coleman’s approach of looking separately
at the details of motivation and opportunity to inspect the
crime of insider trading.
A. Motivation
Coleman identifies four factors that can help to
explain what might motivate someone to commit a whitecollar crime. These factors are: 1) an individual’s
personality, 2) cultural factors and motivation, 3) the
neutralization
of
ethical
constraints, and 4)
organizational effects that shape behavior.53 Each of
these factors and how they may contribute to our
understanding of the motivation of those who engage in
insider trading is briefly reviewed below.
1. Individual Personality
Coleman begins his discussion of the factors that
contribute to the motivation to commit a white-collar
crime with a discussion of an individual’s personality.
Over the years, scholars have identified various
personality traits that appear to be associated with a
higher propensity to commit white-collar crime.54 There
James William Coleman, Motivation and Opportunity:
Understanding the Causes of White-Collar Crime, in WHITECOLLAR CRIME: CLASSIC AND CONTEMPORARY VIEWS 360, 361
(Gilbert Geis et al. eds., 3d ed. 1995) [hereinafter, Coleman,
Motivation and Opportunity] (“The theory presented here is
based on the common sense notion that two basic factors –
motivation and opportunity – must come together for any crime
to occur.”). See also, James William Coleman, Toward an
Integrated Theory of White-Collar Crime, 93 AMER. J.
SOCIOLOGY 406 (1987).
53 Coleman, Motivation and Opportunity, supra note 52, at
360–72.
54 See, e.g., Paul M. Klenowski & Kimberly D. Dodson, Who
Commits White-Collar Crime, and What Do We Know About
52
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may ultimately prove to be a relationship between
certain personality types and the propensity to commit
insider trading in particular. Currently, there is not
strong evidence of such a relationship.55
2. Cultural Factors and Motivation
Cultural factors are the second element of
motivation to commit a white-collar crime that Coleman
identifies. In focusing on cultural factors, Coleman wants
to highlight the degree to which an individuals’ goals and
motivations are shaped by the social milieu in which the
individual is raised. Breaking with assumptions made by
some legal scholars, Coleman’s view is that even the
desire to pursue one’s own self-interest is a product of
cultural factors rather than simply an innate feature of
human nature.56 Thus, Coleman is open to the possibility
that a white-collar criminal could commit a crime for
reasons other than self-enrichment. Coleman writes that:
“financial self-interest, even in its most general sense, is
only part of a larger motivational complex that is deeply
ingrained in white-collar workers.”57 One example
Coleman provides of this “larger motivational context” is
concern about how a financial loss might affect one’s
status within the community more than concern about
the direct effects of a loss of wealth on purchasing
power.58 Recognizing the socially constructed nature of
motivation raises the possibility that someone engaging
in insider trading, perhaps in providing a tip, might be
motivated more by a desire to enhance one’s reputation
Them?, in THE OXFORD HANDBOOK OF WHITE-COLLAR CRIME
(Shanna R. Van Slyke et al. eds., 2016).
55 But see, Usman Ali & David Hirshleifer, Opportunism as a
Firm and Managerial Trait: Predicting Insider Trading and
Misconduct, 126 J. FIN. ECON. 490 (2017).
56 Coleman, Motivation and Opportunity, supra note 52, at 363.
57 Id.
58 Id.
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and social standing than the hope of receiving a
pecuniary gain from the tip.
3. Neutralization of Ethical Constraints
Coleman identifies the necessity of neutralizing
ethical constraints as a third element of motivation for
committing a white-collar crime. Neutralization of
ethical concerns is important because white-collar
criminals are likely to accept many aspects of the existing
social order as valid. Thus, the typical white-collar
criminal needs to find a way to distinguish their own
wrongdoing from that of “ordinary” criminals. Coleman
identifies three common neutralization techniques: 1)
rationalizing that no one is harmed by the crime, 2)
believing that ill-gotten gains are actually earned or
deserved, and 3) arguing that ‘everybody else is doing
it.’”59
Each of these three rationalizations, lack of harm,
just dessert, and common practice, could play a role in
the neutralization of ethical constraints among those who
engage in insider trading. Most significantly, it may be
particularly easy to accept the rationalization that no one
is harmed, because one of the distinctive features of
insider trading is the absence of an obvious victim.60
at 368. The term rationalization is also prevalent in the
fraud triangle scholarship. For a review and updating of the
fraud triangle see generally Jack Dorminey, et al., The
Evolution of Fraud Theory, 27 ISSUES IN ACCT. EDUC. 555
(2012).
60 For a similar observation, see Nicolas Bourtin, The
Psychology of White-Collar Crime, And Why It Matters, 259
N.Y. L. J. 9 (Jan. 29, 2018) (“An investor trading on inside
information or a salesman bribing a public official to win a
contract may believe that no one is being harmed. . . . The
human instinct that warns against causing the suffering of
others never kicks in.”).
In fact, lack of an obvious victim led one of the leading
proponents of legalizing insider trading, Henry Manne, to
59 Id.,
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4. Organizational Effects Shaping Behavior
The fourth component of individual motivation
that may help to explain why people commit white-collar
crimes which Coleman identifies are organizational
effects. Coleman explains that “[m]odern organizations
are, in a sense, machines for controlling human
behavior….And although organizations may well
encounter special problems in persuading employees to
engage in illegal activities, the mechanisms for achieving
conformity to organizational expectations are much the
same whatever the legal standing of the organization’s
demands.”61 The claim Coleman is making here is that in
addition to the influence of the general social milieu on
one’s motivation, the guidance and values within a
particular organization can also influence one’s
motivation to commit a white-collar crime.
There is evidence that organizational effects are
relevant to the extent to which various types of whitecollar crime, such as accounting fraud, occur within an
organization.62 There is more limited evidence that there

conclude that there was no victim of insider trading. HENRY G.
MANNE, INSIDER TRADING AND THE STOCK MARKET 61 (1966)
(“The insider’s gain is not made at the expense of anyone. The
occasionally voiced objection to insider trading – that someone
must be losing the specific money the insider makes – is not
true in any relevant sense.”). This claim was aggressively, and
I believe successfully, challenged by, among others, William
Wang. See, e.g., William Wang, Trading on Material Nonpulbic
Information on Impersonal Stock Markets: Who Is Harmed,
and Who Can Sue Whom Under SEC Rule 10b-5?, 54 S. CAL. L.
REV. 1217 (1981).
61 Coleman, Motivation and Opportunity, supra note 52, at 369.
62 See, e.g., Lee Biggerstaff, David C. Cicero, & Andy Puckett,
Unethical Culture, Suspect CEOs and Corporate Misbehavior 3
(Nat’l Bureau of Econ. Research, Working Paper No. 19261,
2013).
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are corporate environments in which insider trading is
more likely to flourish.63
In summary, Coleman separates the motivation to
commit a white-collar crime into four constituent
elements: 1) an individual’s personality, 2) cultural
factors and motivation, 3) the neutralization of ethical
constraints, and 4) organizational effects that shape
behavior.64 Of these four elements, one seems especially
relevant to understanding why someone might be
motivated to engage in insider trading. The
neutralization of ethical constraints is likely to be much
easier when there are no readily discernible victims, as is
often the case when engaging in insider trading.
B. Opportunity
As described above, Coleman separates the
necessary prerequisites to white-collar crime into two
broad categories: motivation and opportunity.65 The four
factors underlying the motivation to commit a whitecollar crime identified by Coleman are quite helpful in
framing a consideration of what might motivate someone
to engage in insider trading. Coleman’s discussion of
different aspects of the opportunity to commit a whitecollar crime is less helpful in exploring the details of “why
they do it” in the context of insider trading.
I, therefore, turn to other scholarship to organize
the discussion of the opportunity structure of insider
trading. Specifically, I start from the work of Lawrence
Cohen and Marcus Felson and their seminal article,
Social Change and Crime Rates: A Routine Activities
Approach.66 Cohen and Felson’s framework focuses
63. See, e.g., Ali & Hirshleifer, supra note 55.
64. See supa notes 53 to 62 and accompanying text.
65. See supra note 52 and accompanying text.
66. Lawrence Cohen & Marcus Felson, Social Change and
Crime Rates: A Routine Activities Approach, 44 AMER. SOC.
REV. 214 (1979). Cohen and Felson did not initially argue that

[110]

HUH? INSIDER TRADING
15 TENN. J.L. & POL’Y 95 (2020)

attention on the availability of “suitable targets and the
absence of capable guardians.”67
Both in terms of the nature of suitable targets and
in the absence of capable guardians, the opportunity
structure of the crime of insider trading is unusual. The
appearance of suitable targets for the commission of an
insider trading crime can arise unexpectedly, because
inside information is usually produced as a byproduct of
other business activities, such as preparing to acquire
another company or to report financial results. In this
respect, material nonpublic information often comes to
the recipient as something like manna from heaven. Of
course, some people by dint of their position or
relationships are much more likely than others to receive
this particular form of mana.
Cohen and Felson introduce the concept of capable
guardianship, the second aspect of the opportunity
structure of crimes they describe, to refer to more than
just the question of whether police are actively
monitoring a particular location. They write that “[w]hile
police action is analyzed widely, guardianship by
ordinary citizens of one another and of property as they
go about routine activities may be one of the most
their analysis was applicable to situations involving a wide
variety of crimes. Id. at 589 (“Further, this analysis is confined
to those predatory violations involving direct physical contact
between at least one offender and at least one person or object
which that offender attempts to take or damage.”). Later
research showed that the routine activities approach was
useful in understanding a wide variety of crimes. See, e.g.,
Pamela Wilcox & Francis T. Cullen, Situational Opportunity
Theories of Crime, 2018 ANN. REV. CRIMINOLOGY 123, 123
(“perspectives that address situational opportunity have
gained tremendous traction in the field over the past several
decades.”).
67 Cohen & Felson, supra note 66, at 589. Cohen and Felson
also include likely offenders as part of their taxonomy, a topic
that I have discussed above within the context of the rubric set
out by Coleman. See supra note 53 and accompanying text.
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neglected elements in sociological research on crime….”68
The guardianship structure protecting against insider
trading is distinctive in that in many situations there are
virtually no “natural” guardians to committing this
crime. Once in possession of material nonpublic
information the crime of insider trading is unusually easy
to carry out.69 All that is required is an active trading
market in the relevant firm’s securities that can be
accessed either directly or through friends, relatives, or
acquaintances. In this respect insider trading is different
from other white-collar crimes, such as accounting fraud,
where misrepresented earnings ultimately will need to be
reconciled with the firms’ cash balances. Gains from
insider trading can be camouflaged as fortuitous stock
trades without the need for some future reconciliation.
In summary, as with other crimes, insider trading
only occurs when someone motivated to commit a crime
meets an opportunity to carry out that crime. Insider
trading is unusual both with respect to the nature of the
motivation involved and its opportunity structure. With
respect to motivation, one of the distinctive aspects of
insider trading is that there is rarely an identifiable
victim whose presence might trigger ethical concerns.
With respect to opportunity structure, once one has
material nonpublic information, there are usually few
natural barriers to using that information for profit.

68 Cohen

& Felson, supra note 66, at 590.
is related to the observation above that there is not an
obvious victim of this harm. The closest there might be to such
a victim would be the market maker who can either attempt to
identify informed traders or shift the cost of trading with
informed traders to others. See, e.g., Lawrence R. Glosten &
Paul R. Milgrom, Bid, Ask and Transaction Prices in a
Specialist Market with Heterogeneously Informed Traders, 14
J. FIN. ECON. 71 (1985) (modeling trading behavior under
information asymmetries in securities markets).
69 This

[112]

HUH? INSIDER TRADING
15 TENN. J.L. & POL’Y 95 (2020)

III. Explaining Why Collins Did It
The discussion above introduced a taxonomy that
separates the causes of white-collar crime into two broad
categories: motivation and opportunity. That discussion
highlighted how the absence of readily identifiable
victims may make it easier to neutralize concerns about
the wrongfulness of engaging in insider trading. The
discussion also noted that the opportunity to engage in
insider trading often comes with few natural guardians.
This analytic work helps to make at least some
sense of Collins’ otherwise inexplicable choice to violate
insider trading law despite significant risks and a limited
payoff. In terms of motivation, there are several
rationalizations that can be surmised from the record
that Collins may have relied on to neutralize ethical
concerns. First, as noted above, the lack of readily
identifiable victims is a hallmark of insider trading and
this may have made it easier to neutralize any potential
ethical concerns when committing this crime.70 Second,
Collins viewed himself as something of a savior of Innate.
At one point he stated that “[w]ithout me, [Innate] would
have gone down.”71 Collins might have believed because
of his central role in ensuring Innate could even run a
clinical trial on a potential treatment for SPMS that he
was entitled to a privileged position when the time came
for sharing losses resulting from the failed clinical trial.
Third, since Collins was the largest shareholder of Innate
and unable to trade his own shares (they were housed in
Australia where trading was halted) he was destined to
lose a significant amount of money as a result of the
failure of the MIS416 clinical trial.72 His large personal
supra note 60 and accompanying text.
Collins Transcript, supra note 13, at 16.
72 Estimates of Collins’ losses ranged from $5 million to $44
million. Jerry Zremski, Collins Loses Millions as Stock
Collapses – But Others May Have Gotten Out Early, BUFFALO
NEWS (June 28, 2017).
70 See
71
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loss might have justified in his mind providing some
protection to others in his entourage from smaller losses.
Collins took much pride in his role of bringing wealth to
his local community. There is evidence Collins attempted
to shield not only his son but also other colleagues from
the otherwise inevitable losses. 73 Finally, Collins may
have viewed protecting others from loss as virtuous caretaking of those who had supported Innate in its
praiseworthy efforts to find a cure for SPMS and thus an
appropriate ethical counterbalance to the wrong of
engaging in insider trading.74
The nature of the opportunity presented to Collins
when he was faced with the choice of whether to engage
in insider trading may also have contributed to Collins’
behavior. As discussed above, there are very few
“natural” barriers that prevent those in possession of
material nonpublic information from profiting from that
information.75 All that one needs to do is make a phone
call to someone who is able to trade, as evidenced by
Collins’ call to his son from the White House lawn.
There is an additional aspect of the opportunity
presented to Collins when in possession of material
nonpublic information worthy of note. Collins’
opportunity to engage directly in insider trading was
severely limited because his shares were housed in an
account in Australia where a mandatory halt on trading
was imposed between the time the company received the
clinical trial results and when the information about the

73 Jerry

Zremski, FBI agent: Other Collins Associates Dumped
Innate Stock, BUFFALO NEWS (June 28, 2019), https://buffalone
ws.com/2019/06/27/fbi-agent-other-collins-associates-dumpedinnate-stock/.
74 Collins might also have viewed himself as somewhat
immunized from prosecution not only because he was a
member of Congress, but also because he was an early and
vocal supporter of President Trump.
75 See supra note 69 and accompanying text.
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failed drug trial was publicly disclosed. 76 If Collins’
shares had been held in a United States account, he could
have sold some or all his shares just as his son did. The
Australian rule providing for a halt on trading illustrates
how a simple securities market regulation can
significantly reduce opportunities to engage in insider
trading. The example of Collins’ lack of personal trading
suggests the Australian approach is worthy of further
study as a tool to reduce insider trading.
Conclusion
Studying Collins’ seemingly inexplicable decision
to engage in insider trading highlights two previously
underappreciated aspects of the crime of insider trading.
First, because the victims are not readily observable or
even cognizant that they are being harmed the crime is
easier than many other crimes both to rationalize and to
carry out undetected. Second, there may be few natural
guardians preventing people from engaging in insider
trading in large, impersonal securities markets once they
gain access to material non-public information. One
policy suggested by this review worthy of further
consideration is an Australian-style mandated halt on
trading in anticipation of the release of significant
material nonpublic information.

76

Indictment, supra note 8, at 7.
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I. Background
Carpenter v. United States2 is a case commonly
discussed in business entities, corporations, securities,
Gary R. Trombley White Collar Crime Research Professor and
Professor of Law, Stetson University College of Law. Thanks
to R. Foster Winans, Professor Kelly Strader, and the SEALS
Discussion Group on Insider Trading Stories. Special thanks to
wife Cheryl Segal for her assistance with research on this case.
1 United States v. Winans, 612 F.Supp. 827, 829 (S.D.N.Y.
1985).
2 Carpenter v. United States, 484 U.S. 19 (1987).
*

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 |AUTUMN 2020 | ISSUE 1

and white-collar crime classes. This case is also
mentioned in journalism classes, as students discuss the
importance of ethical journalism and neutrality in
covering topics and events.3 But some of the nuances in
these discussions may be lost to important legal and
ethical principles. This essay looks behind the Court’s
opinion to consider the contextual setting for what
happened here.4 More importantly, it asks the question
of whether the sexuality of two of the defendants made a
difference in how the case was handled.
The Carpenter case tells the story of a Wall Street
Journal reporter, R. Foster Winans, who traded on the
Journal’s pre-publication material, and along with others
was criminally charged and convicted. Winans was one of
two authors of the famed Wall Street Journal column
“Heard on the Street,” a column which the district court
determined had “impact on the market.”5 It was a wellread column that provided information to investors,
making the pre-publication content valuable, or, in legal
terms, “material.”6
There are both disputed and undisputed facts that
surround the case. Undisputed is that Winans provided
pre-publication information from the Heard on the Street
columns to Peter N. Brant and Kenneth Felis, individuals
who, along with others, would trade on the information.7
See generally GENE FOREMAN, THE ETHICAL JOURNALIST:
MAKING RESPONSIBLE DECISIONS IN THE PURSUIT OF NEWS
(2010) (providing the Winans case as a case study).
4 See generally BRYAN STEVENSON, JUST MERCY: A STORY OF
JUSTICE AND REDEMPTION (2015) (noting the importance of
looking at the contextual setting).
5 Carpenter, 484 U.S. at 22–23 (the district court noted that it
may be “difficult . . . to quantify in any particular case.” (citing
Winans, 612 F.Supp. at 830)). In 1984, studies estimated that
the number of subscribers to the Wall Street Journal was 6.8
million.
6 Id.
7 Carpenter, 484 U.S. at 23; Thomas B. Rosenstiel, When
Financial Columnists Talk, the Market Listens, THE
3

[117]

CARPENTER V. UNITED STATES: DID BEING GAY MATTER?
15 TENN. J.L. & POL’Y 116 (2020)

According to Winans it was Brant who proposed the
idea.8 He described Brant as “evangelical.”9 He said,
“Peter was never a more romantic figure in my
professional life than he was that night: younger,
handsome, and richer than most of my Wall Street
contacts.”10 Disputed is who initiated this idea, as Brant’s
testimony claimed that the impetus for this criminal
activity came from Winans.11
Likewise, it was undisputed that the Wall Street
Journal had a policy that required employees to keep the
information in the articles confidential prior to
publication.12 Disputed, however, was whether Winans
was aware of the Journal’s policy prohibiting this
conduct.13 Regardless, he acknowledged at trial that his
PITTSBURGH PRESS, May 1, 1984, at 19 (discussing the business
readership of the newspaper as 6.8 million); see also Merrill
Brown, Leaks Inevitable on Fiercely Competitive Wall Street,
THE HONOLULU ADVERTISER, Apr. 8, 1984, at 105, reprinted in
WASH. POST (stating that the “‘Heard on the Street’ column
‘reaches two million readers five days a week, and its contents
are distributed on the ‘broad tape’ or Dow Jones wire service to
thousands of brokerage houses and news organizations before
that day’s stock trading opens.’”).
8 R. FOSTER WINANS , TRADING SECRETS: SEDUCTION AND
SCANDAL AT THE WALL STREET JOURNAL 13–14 (1984).
9 R. FOSTER WINANS, supra note 9, at 13.
10 R. FOSTER WINANS, supra note 9, at 13.
11 Winans, 612 F.Supp. at 832.
12 Carpenter, 484 U.S. at 23 (noting that “[t]he official policy
and practice at the Journal was that prior to publication, the
contents of the column were the Journal’s confidential
information”).
13 Winans, 612 F.Supp. at 829. Winans claimed he had not seen
the booklet with the Wall Street Journal policy or any other
conflicts policy. The court rejected Winans’ claim finding that
“Winans had actual knowledge of the policy with respect to
maintaining the confidentiality of the column.” Id. at 831. See
also Herb Greenberg, Winans Claims Broker Proposed Stock
Scheme, CHICAGO TRIBUNE (March 20, 1985), https://www.chic
agotribune.com/news/ct-xpm-1985-03-20-8501150919-
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conduct was unethical and a potential firing offense. 14
It was undisputed that the profits from this scheme were
approximately $ 690,000, of which Winans and
Carpenter received approximately $31,000.15
II. The Criminal Case
After the Securities Exchange Commission (SEC)
started investigating this matter, it was Carpenter and
Winans who voluntarily went to the SEC and “testified
fully about the scheme.” 16Co-conspirators Felis and
Brant did not come forward or acknowledge wrongdoing
at this time. Winans was charged with 61 counts, Felis
47 counts, and Carpenter 15 counts in an indictment that
included conspiracy, mail fraud, and insider trading.17

story.html (describing how Winans stated that he was not
aware that he was violating the law and would not have done
it if he was aware of this). But see R. FOSTER WINANS, supra
note 9, at 296. Sadly, the Wall Street Journal’s coverage of
Winan’s testimony disregarded his claim of no knowledge of the
internal ethics rule with a statement claiming “ . . . [t]hat he
had lied to the SEC and Journal editors about this matter . . .
.”. Id.
14 Fred R. Bleakley, Winans Denies Scheme was Devised by
Him, N.Y.TIMES (March 19, 1985), https://www.nytimes.com/1
985/03/19/business/winans-denies-scheme-was-devised-byhim.html.
15 Broker in Winans Case Sentenced, NY TIMES (Feb. 27, 1988),
https:www.nytimes.com/1988/02/27/business/broker-in-winan
s-case-is-sentenced.html.
16 Winans, 612 F.Supp. at 837–38 (stating that initially Winans
was not truthful with his employer or investigators, but on
March 29th, both Winans and Carpenter went to the SEC to
expose the entire scheme).
17 Id. at 829. It was and remains common for prosecutors to
charge many counts. The aim may be to achieve a plea,
cooperation, or if the case goes to trial to obtain a conviction on
a weak case through jury compromise; see generally James
Vorenberg, Decent Restraint of Prosecutorial Power, 94 HARV.
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One of the lawyers representing Carpenter at trial was
Jed S. Rakoff, then an attorney with Mudge, Rose,
Guthrie, Alexander & Ferdon,18 and now a judge in the
Southern District of New York.19 Although Winans and
Carpenter went to the SEC and exposed the misconduct,
the government’s cooperation benefit was given to Peter
Brant, who testified against the other three at a bench
trial that lasted twenty days.20
District Court Judge Stewart found Winans guilty
of 59 counts, Carpenter guilty of 12 counts, and Felis
guilty of 41 counts. Carpenter was not considered a coconspirator, but rather one who aided and abetted in the
scheme.21 Winans initially received a sentence of 18
months and a $5,000 fine, 22 although it was later reduced

L. REV. 1521 (1981) (discussing the misuse of prosecutorial
discretion).
18 Winans, 612 F.Supp. at 829.
19 Id. (stating that R. Foster Winans was represented by Don
Buchwald, the former deputy chief of the Southern District of
New York’s Criminal Division. Interestingly the prosecutor on
the case, Assistant United States Attorney Peter Romatowski,
had as his former bosses in the U.S. Attorney’s Office both
Buchwald and Rakoff); see Barbara Bradley & David Clark
Scott, The Inside World of Insider-Trading Counsel, THE
CHRISTIAN SCIENCE MONITOR (Feb. 27, 1987), https://www.csm
onitor.com/1987/0227/fatty.html (discussing the attorneys in
Winans trial).
20 Bradley & Scott, supra note 20 (explaining those who
cooperate and assist the government are typically provided
with a benefit at sentencing); see The Trial Penalty: The Sixth
Amendment Right to Trial on the Verge of Extinction and How
to Save It, NACDL, July 2018, https://www.nacdl.org/Docume
nt/TrialPenaltySixthAmendmentRighttoTrialNearExtinct
(reporting on the decline of federal criminal trials and the
deficiencies in a system with pleas that infringe on Sixth
Amendment trial rights) (Hereinafter The Trial Penalty).
21 Winans, 612 F.Supp. at 850.
22 Michael A. Hiltzik & Tony Robinson, Winans Gets 18-Month
Jail Term, Fine: Stiff Sentence Handed Ex-Journal Reporter,
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to a sentence of a year and a day.23 Carpenter was given
three years’ probation and 200 hours of community
service,24 and Felis received a six month sentence.25
Cooperator Brant, received a sentence of eight months in
prison, $10,000 fine, five years’ probation and 750
community service hours. 26 He, like Felis, was also given
the benefit of serving his sentence in installments on
weekends.27 The United States Attorney commented at
Brant’s sentencing that Brant had provided “extended
cooperation” to the government.28
LA TIMES (Aug. 7, 1985), https://www.latimes.com/archives/laxpm-1985-08-07-fi-3892-story.html.
23 Sentence Cut For Winans, N.Y.TIMES (July 26, 1988),
https://www.nytimes.com/1988/07/26/business/sentence-cutfor-winans.html.
24 David Carpenter, 41, Figure in 80's Fraud, N.Y. TIMES , Jan.
19, 1991, available at https://www.nytimes.com/1991
/01/19/obituaries/david-carpenter-41-figure-in-80-sfraud.html. The collateral consequences of a conviction may
even include the insertion of the case in one’s obituary. Id.
25 Pat Widder, Reporter’s Insider Conviction Upheld, CHICAGO
TRIBUNE (Nov. 17, 1987), https://www.chicagotribune.com/new
s/ct-xpm-1987-11-17-8703260877-story.html.
Felis
was
allowed to serve his sentence on weekends, allowing him to
continue to work and raise his children. He also was fined
$25,000 given five years’ probation and 500 hours of
community service. See Winans, 612 F.Supp. at 306.
26 Broker in Winans Case Sentenced, supra note 16.
27 Broker in Winans Case Sentenced, supra note 16. Both Felis
and Brant had young children, while Winans was childless.
The disparity in Winans spending nine months in prison
should also be considered as at that time he was in a new
relationship with someone who he is now married to and has
been with for thirty-two years.
28 Broker in Winans Case Sentenced, supra note 16. Brant also
provided cooperation to the government in the accompanying
case against David W.C. Clark, a New York lawyer, who was
involved in improper trading. Clark died at the age of 38, six
days prior to being sentenced. “Medical investigators said the
death was caused by complications of chronic alcoholism.” Id.
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The Second Circuit upheld the convictions with
the exception of Winan’s conspiracy conviction, which it
reversed as having transactions that “were not within the
scope of the unlawful agreement to trade on the
misappropriated information.”29 The misappropriation
theory was approved by the Second Circuit with the
exception of a dissenting opinion by Judge Roger Miner,
who dissented on the securities fraud convictions stating
that “the misappropriation theory cannot be interpreted
so expansively as to encompass the activities of these
defendants.”30 Thus, the misappropriation theory came
out of the Second Circuit with a 2-1 split opinion.31 The
Supreme Court, thereafter, accepted certiorari.32
The Supreme Court issued the Carpenter opinion
within months of its decision in McNally v. United
States,33 a case in which the Court rejected the use of mail
fraud based upon “intangible rights.” Referencing a 1909
amendment to the mail fraud statute, the McNally Court
held that the “original impetus behind the mail fraud
statute was to protect the people from schemes to deprive
them of their money or property.”34 Lacking an
indictment and jury instruction that included a
deprivation of “money or property,” the Court in McNally
overturned the mail fraud conviction.35
The Carpenter case, coming mere months after
McNally, allowed the Court to reexamine McNally to
determine what constitutes “property” for purposes of
mail fraud. The Court in Carpenter permitted “intangible
property” to fit the mail fraud statute36 and held that the
United States v. Carpenter, 791 F.2d 1024, 1026 (1986).
Id. at 1036. Circuit Judge Minor, who dissented, voted to
affirm the mail fraud count.
31 Id.
32 Carpenter v. United States, 479 U.S. 1016 (1986).
33 McNally v. United States, 483 U.S. 350, 357–58 (1987).
34 Id. at 356.
35 Id. at 361.
36 Carpenter, 484 U.S. at 28.
29
30
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Wall Street Journal pre-publication information traded
on by the parties constituted “money or property” as
“intangible property.” The Court affirmed the mail fraud
counts in an 8-0 opinion, a decision that laid the
groundwork for distinguishing between “intangible
rights” and “intangible property.”37
The second issue examined by the Court in
Carpenter pertained to whether insider trading could be
premised on a misappropriation theory.38 This was the
first time the Court was examining the misappropriation
theory as initiated from Chiarella v. United States.39 The
circuit courts were split on its viability,40 and the
Carpenter case was the ideal setting for resolving the
circuit split. But in the end, whether to allow the
misappropriation theory did not get resolved in the
Supreme Court review of Carpenter as the justices were
tied 4-4, leaving intact the lower court decision.41
III. Did Being Gay Matter?
To understand the context of the Carpenter case,
it is important to consider the status of gay rights during

Id. at 24. Congress would restore “intangible rights” in its
passage of 18 U.S.C. § 1346 (2018), a statute that defines the
term “scheme or artifice to defraud” as “include[ing] a scheme
or artifice to deprive another of the intangible right of honest
service.”
38 Id. at 24.
39 Chiarella v. United States, 445 U.S. 222, 235 (1980).
40 ELLEN S. PODGOR, PETER J. HENNING, JEROLD H. ISRAEL, &
NANCY J. KING, WHITE COLLAR CRIME 2D 135 (2017).
41 Carpenter, 484 U.S. at 24; see also E. Thomas Sullivan,
Robert B. Thompson, The Supreme Court and Private Law: The
Vanishing Importance of Securities and Antitrust, 53 EMORY
L.J. 1571, 1583–84 n. 51 (2004) “Justice Powell had retired . . .
”, the Senate rejected the nomination of Robert Bork, and
“Justice Kennedy had not yet been confirmed.” Id at 1584 n.
51.
37
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this time.42 Gay and lesbian individuals were still called
“homosexual.” While many people were still closeted, at
the time of this case it was reported that Winans was
open about his sexuality, including his desire to start a
gay journalist society.43
Also reported was that Winan’s motive for the
illegal activity was unclear as he was not thought of as
an individual seeking wealth.44 One has to wonder if the
choice of a bench trial over a jury trial was because of a
fear of the jury negatively reacting to a gay relationship.45
Comments made about the Winans-Carpenter
relationship certainly point to a difference in both
rhetoric and singling out of the male partnership.46 At the
time, the Wall Street Journal reported that the SEC was
When Winans and Carpenter went to the SEC in 1984, the
health crisis affecting gay men, among others, which we now
call AIDS, had only been changed from GRID -- Gay-Related
Immune Deficiency -- two years prior. President Reagan had
not yet uttered the word AIDS despite the number of deaths
having exponentially risen since known cases in the U.S. were
first found in 1980. The case of Bowers v. Hardwick, 478 U.S.
186, 190 (1986), the fight over the legality of homosexual
sodomy, was still winding its way through the courts.
43 Eleanor Randolph & Merrill Brown, Inquiry on Wall Street
Journal Expanded, WASH. POST, (April 3, 1984) https://www.
washingtonpost.com/archive/politics/1984/04/03/inquiry-on
wall-street-journal-expanded/cb4ea487-b8a6-479a-a406b80c86fe5c7a/?noredirect=on&utm_term=.b32296eaff6c. The
Association of LGBTQ Journalists (NLGJA) was not formed
until 1990. See NLGJA Timeline- A Look Back, NLGJA,
https://www.nlgja.org/about/mission-history/timeline/.
44 Randolph & Brown, supra note 44. “He was ambitious and
diligent about his work, but one friend said he ‘wore socks with
holes in them and coat that looked like it came out of a rescue
mission.’” There is a reference, however, to Carpenter having
medical issues at this time. Id.
45 See William R. Greer, Violence Against Homosexuals Rising,
Groups Seeking Wider Protection Say, N.Y.TIMES, (Nov. 23,
1986), https://nyti.ms/29CNaFX.
46 Randolph & Brown, supra note 44.
42
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said to be investigating Winans’ relationship with
Carpenter.47 The Washington Post reported that “[t]he
SEC is . . . understood to be investigating Mr. Winans’
relationship with Mr. Carpenter. The two are lovers. Mr.
Winans recommended Mr. Carpenter for employment at
the Wall Street Journal. They live together, and Mr.
Winans wears a gold ring given to him by Mr.
Carpenter.’”48 Even, the district judge’s opinion finding
them guilty, includes a comment that “Winans and
Carpenter are homosexuals who have been involved in
what they describe as a ‘spousal relationship’ for over ten
years.”49 But whether this language, or the fact that they
were partners, influenced the legal rulings is less
certain.50
Examining who was the most culpable for the
criminality and who received a “deal” from the
government may also raise questions as to whether the
Winans-Carpenter relationship made a difference in the
legal matter.51 Winans and Carpenter were the ones to
expose the intricacies of the scheme to the SEC, not
Brant, yet Brant received the cooperation status and
sentencing benefit.52
Providing the keys to the
government’s case does not always suggest that the
individual will receive the benefits of cooperation.53
Likewise, it may be argued that the higher sentence for
Winans over Brant was nothing more than the “trial
penalty”54 that many defendants face in exercising their
Randolph & Brown, supra note 44.
Randolph & Brown, supra note 44.
49 Winans, 612 F.Supp. at 829.
50See Carpenter, 484 U.S. at 22. One can say that it would be
less likely to find this language in a ruling today. But it should
also be noted that in the Supreme Court decision, Justice
White referred to Carpenter as “Winans’ roommate.” Id.
51 Winans, 612 F.Supp. at 837–38; see also Broker in Winans
Case Sentenced, supra note 16.
52 Id.
53 The Trial Penalty, supra note 21.
54 Id.
47
48

[125]

CARPENTER V. UNITED STATES: DID BEING GAY MATTER?
15 TENN. J.L. & POL’Y 116 (2020)

constitutional rights. “Don Buchwald, the lawyer for Mr.
Winans, criticized the sentence given, saying it showed
his client had been punished for going to trial.” 55 But, it
should be noted that in response to a government
question on the witness stand, Winans stated that he had
received an exploding offer from the government that
required acceptance within twenty-four hours or David
Carpenter would be indicted.56 Again, one has to wonder
if at that time this would have occurred if the parties
were an opposite-sex married couple.
Although the judge gave a benefit to Brant, he
noted that “[y]ou are at least as guilty as Mr. Winans,
perhaps more so.”57 Looking at the disparity in the
smaller amount of the moneys being received by Winans
and Carpenter ($31,000) versus the remainder of the
profits going to Brant and Felis ($659,000), it appears
that Winans may have been being treated more
harshly.58
Finally, this case was initially a civil matter.59
Winans admitted he took $31,000, but his attorney
argued that the government was “trying to ‘pioneer’ new
legal ground in their fight against insider trading.” 60 The
misappropriation theory was not fairly entrenched in the
Broker in Winans Case Sentenced, supra note 16.
See R. FOSTER WINANS, TRADING SECRETS: SEDUCTION AND
SCANDAL AT THE WALL STREET JOURNAL 296–97 (1984).
57 Broker in Winans Case Sentenced, supra note 16.
58 Id.
59 Some may attribute this case becoming a criminal case to the
increase in prosecutions for insider trading by United States
Attorney Rudolph W. Giuliani. See Associated Press,
Convictions in the ‘80s, Reversals in the ‘90s” Law: Critics Say
Prosecutors Eager to Combat Wall St. crime were in fact
overzealous. They Point to Recent Cases Overturned on Appeal,
L.A. TIMES (July 13, 1991), https://www.latimes.com/arch
ives/la-xpm-1991-07-13-fi-1909-story.html (discussing the
backlash to U.S. Attorney Giuliani’s insider trading cases).
60 Associated Press, 3 Indicted in Stock Fraud Linked to Wall
St. Journal, PHIL. INQUIRER, Aug. 29, 1984, at C01.
55
56
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law and one wonders if its use here was because of
considerations beyond the facts of the case.61
IV. Final Thoughts
In addition to the issues covered here, the case
also raises many issues found in too many criminal
prosecutions. These include prosecutorial discretion in
overcharging a case, using new theories to proceed upon
in a prosecution, using an exploding offer to an accused
to try and obtain a plea bargain, pitting one defendant
against another to secure cooperation, not providing
cooperation credit when a federal agency maintains that
the credit will be provided, and using an internal
workplace rule as the basis for a criminal prosecution.62
Many of these concerns cry out for accountability of
prosecutorial discretion and the need for a fortified mens
rea in criminal cases. When internal ethical violations
become the basis for a criminal prosecution, one should
question the necessity and value of the criminal action.
But in looking at this case from a lens that goes
beyond the typical criminal justice concerns, many
questions remain unanswered. Would the parties have
fared better with a jury trial in an environment more
accepting of gay relationships? Would the judge have
even considered their relationship and would the
mention of a ring on a person’s hand been noticed? Would
the sentences and cooperation credit have been different
in a world that allowed gays to marry? There are many
other questions that remain unanswered, but it is
important to recognize that there is more to this case
then just the misappropriation of prepublication articles
of a newspaper.
Of course, there are also questions concerning the use of mail
fraud in a case premised upon an office ethics policy, namely
the Wall Street Journal’s rule on confidentiality of articles
prior to publication. Carpenter, 484 U.S. at 23.
62 See generally Vorenburg, supra note 18.
61
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A CASE STUDY IN AMERICA’S MORAL SCHISM
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ABSTRACT
This article explores competing views on Michael
Milken in order to draw insights about American law and
culture. Milken has been described as a genius, a thief, an
industrial revolutionary, a rapacious predator, and the
person you would want your children to be when they
grow up. Some praise Milken for inspiring the use of high
yield debt to finance acquisitions. His approach to
corporate finance helped birthed a merger wave in the
1970s and 80s and normalized the use of high-yield debt
as an investment vehicle and a reorganization tool.1
Others see Milken as a symbol of personal greed and
social pathology. Critics have charged that his use of debt
to takeover and restructure companies (often laying off
employees) is akin to piracy and represents the very worst
of a capitalist economy.
These conflicting interpretations of one man’s
career point to a schism in moral values. Some see the
reports of Milken’s work ethic, ambition, and
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mathematical genius as qualities to encourage in our society. Others see these attributes as a threat to social
stability and decency. To demonstrate this moral divide,
this article explores the financial rise and the regulatory
fall of Milken and compares the commentary of his
detractors and supporters. In addition, this article
highlights how conflicting notions of fairness lead to
disparate legal treatment of otherwise identical behavior.
For example, the law views buying real property based on
an informational advantage as fair and legally
acceptable, while buying stock with an informational
advantage is considered unfair and often results in legal
liability.
The evidence suggests that this moral divide is
based on more than disagreements among Americans
about what constitutes moral business behavior and the
required characteristics of a just society. The evidence
suggests that many Americans are internally conflicted on
these questions.
I. The Rise of Milken
II. The Decline of Milken
III. The Moral Schism
IV. Conclusion

129
132
136
139

I. The Rise of Milken
Although Milken received his master’s degree in
business administration from the Wharton School in
Philadelphia, it was at U.C. Berkeley where he developed
his passion for high-risk, high-yield debt securities. 2 At
Berkeley, Milken discovered two empirical studies that
supported an investment strategy that he had already

CONNIE BRUCK, THE PREDATOR’S BALL: THE INSIDE STORY OF
DREXEL BURNHAM AND THE RISE OF THE JUNK BOND RAIDERS, 27–28
(1989).
2
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put into practice as a college student. 3 Studies by W.
Braddock Hickman and T. R. Atkinson showed that over
the long-term, investments in low-rated bonds provided
a higher return than investments in high-rated bonds.4
Upon reading those studies, Milken “became convinced
that the market . . . did not understand the true riskiness
of bonds.”5 After graduating from Wharton in 1970,
Milken took his passion to the bonds trading desk of
Drexel Firestone, a once prestigious investment bank.6
Critics scorned him for dealing with low-grade
investments and because of his Jewish ancestry, but
Milken regularly generated profits for Drexel while more
prestigious divisions of the bank were losing money.7
When the noticeably Jewish Burnham and
Company acquired the predominantly Protestant Drexel
Firestone in 1973, they gave Milken $2 million to trade
on the firm’s account.8 He made a 100% return on
investment for the firm.9 Milken’s continued success
convinced the owners of the new Drexel Burnham to
make Milken the head of a new department focused on
trading high-yield and convertible debt instruments.10
He shaped his trading division into a group of Milken
protégés.11 His group started off selling low-rated debt to
investment management firms and mutual funds that
had already bought into the Hickman philosophy, and it
grew into a deal-financing powerhouse.12 He built a
network of investors that helped him to finance takeovers
3

Id.
Id.
5 DANIEL FISCHEL, PAYBACK: THE CONSPIRACY TO DESTROY
MICHAEL MILKEN AND HIS FINANCIAL REVOLUTION, 23 (1996).
6 Id.
7 BRUCK, supra note 2, at 29.
8 Id. at 31.
9 Id.
10 Id. at 32.
11 Id. at 32–33.
12 Id.
4
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using high-yield and convertible bonds.13 Milken and his
team regularly made personal investments in the equity
portions of their deals, and they reaped astounding
returns.14
Over the course of the 1970s and early 1980s,
Milken and Drexel helped reshape American industry
and corporate finance. They turned relatively small
entrepreneurs (owners of multimillion-dollar companies)
into captains of industry. In 1985, for example, Drexel
helped Nelson Peltz and Peter May—the owners of
Triangle Industries—take over National Can.15 Triangle
Industries generated $291 million in revenue in 1984,
compared to National Can’s $1.9 billion in revenue. By
the beginning of 1986, National Can reported record
earnings and its stock price quadrupled.16 Peltz and May
became the envy of many on Wall Street.
Correlated with the competing moral evaluations
of Milken and his leveraged buyout movement were the
competing theories on the social and financial effects of
his success. Milken made several small-scale
businessmen
into
multimillionaires,
while
simultaneously
dethroning
many
incumbent
management teams and boards of directors.17 Daniel
Fischel categorized the winners and losers of Milken’s
revolution, respectively, as “new-money challengers” and
“the establishment.”18 Fischel and other supporters of the
leveraged buyout movement praise Milken as an
innovator and attribute his fall to the envy of wellconnected old-money managers, who were able to rally
lawmakers and enforcement officials to their defense.19
Yet some described Drexel as creating “monsters” when
GAUGHAN, supra note 1, at 372–373.
BRUCK, supra note 2, at 32–33
15 Id. at 105–108.
16 Id. at 108–109.
17 FISCHEL, supra note 5, at 23.
18 Id.
19 Id. at 26–28.
13
14
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funding takeovers by men like Peltz and May.20 Critics
were skeptical that takeovers created real economic
value, and likely saw leveraged buyouts as an example of
the age-old concern that financers are merely engaged in
paper shuffling.21
II. The Decline of Milken
It is ironic that Milken’s rise occurred during the
1970s while the SEC was clamping down on what it saw
as unfair trading, and that his fall occurred during the
1980s when the Commission’s authority was being reined
in by the anti-regulatory Reagan administration.22 The
turning point in Milken’s career came when federal
prosecutors succeeded in having Ivan Boesky plead guilty
to a series of securities violations and enlisted Boesky to
become a witness and informant in other securities
cases.23
In 1986, Boesky pleaded guilty to buying inside
information from Dennis Levine, a former employee of
Drexel Burnham.24 As a part of his deal with prosecutor
Rudolph Giuliani, Boesky agreed to wear a wire and
record Milken and other targets admitting to securities
law violations.25 In the fall of 1986, the Department of
Justice recorded a conversation between Boesky and
Milken in which the men discussed how they would
explain the $5.3 million that Boesky paid to Drexel for
what was only billed as consulting services.26 Milken
Id. at 142.
YARON BROOK & DON WATKINS, IN PURSUIT OF WEALTH: THE
MORAL CASE FOR FINANCE, 3–4 (2017).
22 JOHN ANDERSON, INSIDER TRADING: LAW, ETHICS AND
REFORM, 37 (2018); FISCHEL, supra note 5, at 40.
23 FISCHEL, supra note 5, at 105–106.
24 Id.
25 Id.
26 JESSE KORNBLUTH, HIGHLY CONFIDENT: THE CRIME AND
PUNISHMENT OF MICHAEL MILKEN 26–29 (1992).
20
21
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described the $5.3 million as a payment made to close out
a partnership between Drexel and Boesky.27 More than
once during the conversation Boesky made statements
like “we have to have [the same story].”28 Enforcement
officials described Milken’s failure to reject these
seemingly benign statements as an admission to
organizing an illegal “stock parking” scheme in
connection with the attempted Fischbach takeover.29
Stock parking involves an agent purchasing
securities in its name on behalf of an undisclosed
principal, with the principal guaranteeing the agent
against any losses associated with the purchase. The
practice is used by large purchasers to prevent tippingoff the rest of the stock market about its desire to buy,
which might inadvertently drive up the price of the target
stock. However, when certain undisclosed purchases are
not followed by the timely filing of a schedule 13D or 13G,
the practice violates U.S. securities regulations.
Schedules 13D and 13G have been described as necessary
“to protect companies and the investing public by giving
them notice of such accumulations because of their
potential effect on control of the company or the price of
the company's securities.”30
In the case of the attempted Fischbach takeover,
a company owned by Posner began accumulating the
equity of Fischbach in January 1980.31 By August of that
year, Posner signed a standstill agreement with the
management of Fischbach, in which he agreed not to
accumulate more than 24.9% of the company’s
outstanding equity unless an unaffiliated investor
acquired 10% or more of Fischbach’s outstanding stock
Id. at 29.
Id. at 26.
29 Id. at 29.
30 S.E.C. v. Drexel Burnham Lambert Inc., 837 F.Supp. 587,
589 (S.D.N.Y. 1993), aff’d sub nom. S.E.C. v. Posner, 16 F.3d
520 (2d Cir. 1994).
31 Id. at 590–92.
27
28
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and disclosed that acquisition in a Schedule 13D.32 In
1984, Executive Life, an insurance company, acquired
more than 10% of Fischbach and filed both a 13D and 13G
disclosing that fact.33 Fischbach management responded
by acquiring Executive Life’s position for a premium.
This began a dispute over whether Executive Life’s initial
purchase and filing triggered an end to the standstill
agreement. Before this dispute could be resolved, Boesky
called Milken to ask if he should purchase shares in
Fischbach.
Milken and Boesky both agree that Milken
encouraged Boesky to purchase Fischbach stock, but they
disagree about the meaning of the words Milken used to
persuade Boesky. When describing the conversation
between himself and Boesky years later, Milken stated “I
do not remember what I told him six years ago, but I
indicated to him that he would not lose money . . . I
assured him that Drexel would make good on his
losses.”34 Shortly after the conversation, Steve Posner
called Boesky at Milken’s request to assure him of the
safety of an investment in Fischbach. Boesky testified
that Posner responded with variations of “don't worry
about it,” when he asked Posner for assurances that he
would not lose money if he bought Fischbach stock.35
At least one court found that Milken’s
commitment to “making good” on a client’s losses and
Posner’s advice not to “worry about it” were evidence of
an illegal “stock parking” scheme.36 However, Milken
described his assurances as a benign practice aimed at
retaining Boesky’s firm as a client.37 He denied a
commitment to specifically reimburse Boesky for any
losses on his Fischbach investment and describes his
Id.
Id. at 591
34 Id. at 593.
35 Id. at 594.
36 Id. at 593.
37 Id. at 594.
32
33

[134]

MICHAEL MILKEN: A CASE STUDY IN AMERICA’S MORAL SCHISM
15 TENN. J.L. & POL’Y 128 (2020)

assurances as an implied commitment to be a source of
other successful investment opportunities in the future.
He and Boesky both agree that they never discussed any
commitments by Posner to purchase stock from Boesky
or any impending takeover plans for Fischbach. However,
Boesky described Milken and Posner’s vague assurances
as Wall Street code for a request for Boesky to engage in
illegal stock parking and a commitment from Milken to
insure Boesky against any losses.38
Despite eventually having his shares purchased
by Steve Posner for a premium over the market price,39
Boesky lost $2 million on his Fischbach investment.40 In
1987, Boesky pleaded guilty to several securities
violations, including stock parking and filing a false
Schedule 13D when purchasing his Fischbach shares.41
He also implicated Milken as a co-conspirator in that
transaction.42 In 1989, the government charged Milken
and Drexel with 98 counts of securities fraud, tax
evasion, and mail and wire fraud.43 Milken initially
proclaimed his innocence in a public statement and
committed to vindicating himself in court.44 However, one
year later Milken pleaded guilty to six federal crimes,
three of which were associated with stock parking
through Boesky.45
For many, Milken’s conviction was anticlimactic.
After almost a decade-long investigation and being
Id. at 597–98 (“Employing a shorthand dubbed ‘Wall Streetese’ by Boesky in his trial testimony, Milken ‘encouraged’
Boesky to buy more than 10 percent of the outstanding stock of
Fischbach and assured Boesky he would not lose any money if
he did.”).
39 FISCHEL, supra note 5, at 75.
40 Id. at 77.
41 S.E.C. v. Drexel Burnham Lambert, supra note 30, at 599.
42 Id. at 593.
43 FISCHEL, supra note 5, at 157.
44 Id. at 160.
45 S.E.C. v. Drexel Burnham Lambert, supra note 30, at 599–
600.
38
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charged with 98 crimes, Milken pleaded guilty to just six
of the charges. He also agreed to give up $600 million,
which many knew was just slightly more than his
compensation in 1987.46 Despite initially receiving a
sentence of 10 years in prison, Milken was ultimately
only sentenced to serve 2 years and 9 months in prison
and served only 2 years in total. Many were disappointed
in this outcome given the intense scorn they felt for
Milken and the “junk bond” market he created.
III. The Moral Schism
Accounts of Michael Milken’s rise and fall that
depict him as a monster are not hard to find. Connie
Bruck published the best-selling book The Predator’s
Ball, which describes Milken and Drexel’s “onslaught” as
introducing “terror and mayhem into countless corporate
boardrooms.”47 Other authors’ accounts of Milken and
Drexel have titles such as Den of Thieves and A License
to Steal.48 Some critics describe Milken as a thief for
keeping a large portion of the profits on each bond
transaction for himself and his team.49 These critics
seemed to think that Milken’s bond operation should
have shared more of the profits with either the ultimate
purchasers of the bonds or with Drexel’s traditional
investment banking and equity trading divisions. In
addition, many described stock parking as a significant
abuse of securities markets that harmed ordinary
investors.
However, some commentators consider Milken to
be somewhere between a humanitarian and an
FISCHEL, supra note 5, at 150.
See BRUCK, supra note 1, at 19–20.
48 JAMES B. STEWART, DEN OF THIEVES (Simon and Schuster
1992); BENJAMIN STEIN, A LICENSE TO STEAL: THE UNTOLD
STORY OF MICHAEL MILKEN AND THE CONSPIRACY TO BILK THE
NATION (Simon & Schuster 1992).
49 FISCHEL, supra note 5, at 131.
46
47
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unfortunate scapegoat. For example, in Payback: The
Conspiracy to Destroy Michael Milken and His Financial
Revolution economist Daniel Fischel praised the
leveraged buyout movement in general and Milken in
particular. He described the movement and Milken as the
source of an economic revolution that forced once
unresponsive and inefficient corporate managers to focus
on making companies profitable for shareholders. 50 In
addition to encouraging employee layoffs, the revolution
put an end to the lavish lifestyles that many corporate
executives enjoyed at the expense of their shareholders.51
Fischel and other economists viewed Milken’s fall as the
result of a smear campaign by incumbent banks and a
U.S. attorney (Giuliani) looking to make a name for
himself before seeking public office.52
Enforcement officials and members of the Reagan
administration also held conflicting views of Milken and
the leveraged buyout movement. On the one hand, some
regulators praised the leveraged buyout market as an
engine of economic growth. In 1984, Ronald Reagan’s
treasury secretary wrote a letter to Congress in which he
rejected additional anti-takeover legislation and
described leveraged buyouts as performing “several
beneficial functions in [the] economy.”53 On the other
hand, some regulators viewed the buyout market with
suspicion and spoke out against the business practice.
For example, John S. R. Shad—a Securities and
Exchange Commissioner appointed by Reagan—attacked
the leveraged buyout movement, predicting that the

Id. at 15–22.
Id. at 19 (describing the leveraged by of RJR Nabisco as
immediately followed by selling off 7 corporate jets, 30 luxury
apartments, and eliminating 30 athletes on retainer).
52 Henry G. Manne & Larry E. Ribstein, The SEC v. the
American Shareholder: The Drexel Burnham Case, NATIONAL
REVIEW, Nov. 25, 1988, at 26(4).
53 FISCHEL, supra note 5, at 38.
50
51
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inevitable result "would be more bankruptcies and less
long-term planning."54
There is even some evidence that individual
officials sometimes internalized these conflicts. For
example, Shad stated that the markets themselves would
be able to handle the threat from leveraged buyouts. 55
However, opposing the LBO movement while trusting in
the market to stop it is strange given that it was the
market that produced the movement. In addition, prior
to becoming an impassioned prosecutor of white-collar
criminals, Giuliani made several public comments
describing the focus on white collar crime (instead of on
gangs and drugs) as a waste of government resources.56
His conversion to a champion of cracking down on Wall
Street therefore seems a little inconsistent (if not
disingenuous).
Even Michael Milken may not have been fully
convinced of the virtue of his business methods. In the
late 1980s, after several years of government leaks about
the details of the Milken investigation, Milken hired a
public relations firm to rehabilitate his image.57 Instead
of the firm praising the value of leveraged buyouts and
high-yield investments, it spent time publicizing
Milken’s charitable works.58 The decision to focus on
Milken’s work outside of his profession may have been
based on the expectation that the public would only
respond positively to information about selfless deeds.
However, because Milken did not demand a campaign
singing the praises of high-yield bonds, it makes sense to
suspect that he was not sure that his actions were
morally acceptable.

Id.
Id.
56 Id. at 99.
57 Id. at 161.
58 Id.
54
55
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IV. Conclusion
Acknowledging
these
conflicting
moral
evaluations by some of the nation’s most influential
industrialists and government officials is useful for
understanding some of the confusion in U.S. securities
regulation. There are several areas of securities law in
which liability turns on some conception of what kind of
market activity is “fair.”59 It makes for muddled legal
doctrines when we cannot agree about the fairness of
trading with an information advantage or the fairness of
agents purchasing securities for an undisclosed principle.
In SEC v. Texas Gulf Sulphur, the defendants
faced liability because they were described as unfairly
trading in the company’s stock based on undisclosed
information about a rich mineral find in Timmins,
Ontario, Canada.60 Yet in Leitch Gold Mines Ltd. v. Texas
Gulf Sulphur, a Canadian court applying common law
contract principles deemed it acceptable for Texas Gulf
Sulphur to use undisclosed information to purchase the
mineral rights needed to profit from the same discovery.61
Ivan Boesky was charged and pleaded guilty to insider
trading and other securities violations. However, the
SEC authorized Boesky to engage in what many
considered insider trading by secretly liquidating his
portfolio to pay his $100 million fine.62 Outside of
securities markets, trade secret doctrine protects and
incentivizes trading on asymmetric information and this

See, e.g., SEC Selective Disclosure and Insider Trading, 17
C.F.R. §§ 240, 243, 249 (describing Regulation FD—Fair
Disclosure).
60 S.E.C. v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968).
61 Leitch Gold Mines Ltd. v. Texas Gulf Sulphur Co., 1968
CarswellOnt 318 (1968).
62 FISCHEL, supra note 5, at 107.
59
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protection is described as fostering fair competition.63
Moreover, agency doctrine protects the use of
intermediaries to mask the identity of principals in the
market place.64
Understanding this moral schism may help to
either resolve paradoxes or eliminate unnecessary
conflicts within American law and culture.

See RESTATEMENT (THIRD) UNFAIR COMPETITION § 39. See
also Metallurgical Industries Inc. v. Fourtek, Inc., 790 F.2d
1195, 1201 (5th Cir. 1986).
64 RESTATEMENT (SECOND) AGENCY § 4.
63

[140]

TENNESSEE JOURNAL
OF LAW AND POLICY
VOLUME 15

AUTUMN 2020

ISSUE 1

ARTICLE

KNOW WHEN TO HOLD ‘EM,
KNOW WHEN TO RUN
THE BALLAD OF BILLY WALTERS
Jeremy Kidd, J.D., Ph.D*
Introduction
141
I. First Movement: From Street Urchin to Failed
Gambler
143
II. Second Movement: Gambler Extraordinaire
145
III. Third Movement: Legitimate Businessman and
Investor or Insider Trader?
150
IV. Reprise: A Closer Look at the Competing Melodies
153
V. Learning from The Ballad of Billy Walters
159
VI. Conclusion
160
Introduction
If you love a rags-to-riches story or, for those with
higher levels of schadenfreude, a rags-to-riches-to-rags
story, the Ballad of Billy Walters has something for you.
Rising from modern-day street urchin to prominence as
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the “most feared man in the history of sports betting,”1 he
fell because he ignored a common poker mantra: “play the
man, not the cards.”2 In fairness, “the man” was the
United States government and, as we’ll see, it didn’t
exactly play by the rules.3
The Ballad of Billy Walters is a complicated tune,
with even more complex harmonies. It has three distinct
movements, beginning with his disadvantaged youth in
Mundfordville, Kentucky, progressing through his
gambling success in the world of sports-betting, and
culminating in his conviction on insider trading charges
in 2017.4 This final movement is particularly challenging,
because it requires telling two separate and dissonant
stories about the criminal conspiracy that landed Walters
in prison for five years.5 The first is the story that has
legal weight, the story told by the government and
accepted by the jury, the district court, and the Second
Billy Walters – A Legend in Sports Betting History, USA
SPORTSBOOK SITES (Sep. 21, 2015) [hereinafter Legend],
https://www.usasportsbooksites.com/articles/billy-waltersbio.html.
2 E.g., “Play the Man, Not the Cards” Why It Pays to Be Like
Harvey Specter, CATLANT (Oct. 1, 2014), https://gocatalant.co
m/blog/play-the-man-not-the-cards-why-it-pays-to-be-likeharvey-specter/. Other variations are “play the man, not the
odds” or “play the man, not the cards,” but the idea is the same.
3 Cue I Fought the Law and the Law Won, by the Bobby Fuller
Four (1966). See BOBBY FULLER FOUR, I FOUGHT THE LAW
(Mustang Records) (1965), https://www.youtube.com/watch=?v
OgtQj8O92eI. Or, if you prefer the more recent version by the
Clash (1979), see THE CLASH, I FOUGHT THE LAW (Columbia
Records) (1979), https://www.youtube.com/watch?v=AL8chWF
uM-s.
4 Legend, supra note 1; Mike Fish, Billy Walters on His
Conviction, Gambling – and Ex-Friend Lefty, ESPN (Mar. 28,
2018),https://www.espn.com/espn/otl/story//id/22946649/world
-best-most-feared-sports-gambler-game-us-supreme-courtconsiders-legalizing-craft-espn.
5 Fish, supra note 4.
1
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Circuit.6 The second story is the one told by Walters and
his lawyers (and obviously discounted by the jury).
Of course, most criminal cases have an alternative
story told by the accused, but Walters’ alternative tale
deserves airing for a number of reasons. First, there were
legitimate concerns of misconduct by the government,
concerns that were dismissed with some hand-waving by
the Second Circuit but are deserving of illumination,
given their seriousness. Second, the prosecution’s case
involves a pivotal role for something referred to as “the
bat-phone,” and related plausible claims of perjury.
Third, Walters’ tale, if true, makes Walters the most
incompetent and economically illiterate insider trader in
history.
These dissonant harmonies are even more
intriguing by their place as the third movement in this
composition, coming at the end. The first movement is
melancholy and often repetitive, describing poverty, bad
choices, but also a determination for the future. The
second movement is jubilant, but with a sinister subtext,
as Walters becomes “the most dangerous man in sports
betting.” The Ballad then ends with Walters’ bridge from
gambling to capital markets and the descent to federal
prison.
I. First Movement: From Street Urchin to Failed
Gambler
William T. Walters began his time on earth in
Munfordville, Kentucky, a small city off Interstate 65 in
central Kentucky.7 He was born into poverty, and things
quickly went from bad to worse, as his father died before
Walters turned 2 and his mother left shortly thereafter.8
United States v. Walters, 910 F.3d 11 (2d. Cir. 2018), cert.
denied, No. 18-1393 (U.S. Oct. 7, 2019).
7 Fish, supra note 4.
8 Jamie Lareau, Billy Walters: Done Gambling, Still Dealing,
AUTOMOTIVE NEWS (July 9, 2016), https://www.autonews.com
6
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He lived with his grandmother, and that relationship was
as complicated as many other areas of his life would
become. She worked two jobs while trying to provide for
seven children in a house with no running water or indoor
plumbing.9 Walters later said that his grandmother was
a role model for him,10 but she left Walters largely left in
the care of his uncle, who ran a local pool hall and
promptly put young Billy to work.11
His time in the pool hall established the two
harmonies of Walters’ early life—hard work and
gambling. Starting work at such a young age certainly
helped Walters develop a work ethic, and he engaged in
a number of entrepreneurial ventures as a child. With the
help of his grandmother and a $40 loan, he started a
lawnmowing business at the age of seven.12 At the age of
nine, he started a paper route with a $90 loan. Over the
course of his early years, he worked any number of jobs—
newspaper boy, shoeshine boy, baker, tobacco worker,
gas station attendant, painter, foundry worker, and
more—but he always considered gambling his true
vocation.13
His passion for gambling, however, was not
matched by an equivalent skill. Nine-year-old Walters
/article/20160709/RETAIL07/307119920/billy-walters-donegambling-still-dealing.
9 Fish, supra note 4; Laraeau, supra note 8.
10 Lareau, supra note 8. Walter’s grandmother died when
Walters was thirteen, which led to his reconnecting with his
mother and moving in with her in Louisville, Kentucky. See
Fish, supra note 4.
11 Ian Thomsen, The Story of the Computer Group, offshore
bettor.com/computer.php. Some stories of his childhood say
that his grandmother began charging him rent upon learning
that he was working for his uncle. Id. A more charitable
interpretation of events is that, having the ability to help
alleviate the indigent circumstances of his grandmother,
Walters pitched in at an early age.
12 Lareau, supra note 8.
13 Thomsen, supra note 11.

[144]

TENNESSEE JOURNAL OF LAW AND POLICY
15 TENN. J.L. & POL’Y 141 (2020)

lost all of his paper-route money when he wagered it all
on the 1955 Yankees to win the World Series.14 This and
other early failures did not deter his devotion to
gambling, however, and he lost everything he owned at
least fifteen times.15 In one poignant example he came
home with the distressing news that he and his second
wife would have to move because he had lost his house
“pitching nickels,” a game where participants throw coins
at a wall, with the closest coin winning.16 The winner
agreed not to take the house but did require Walters to
mortgage the house and turn over the proceeds.17 From
pre-teen pool hustle to teenage poker games at “Billy’s
Lounge,” to later, more serious gambles, Walters never
achieved any form of financial success with gambling. As
a car dealer, earning (by his own estimate) the 1960s
equivalent of $400,000 to $500,000 a year, he “never
accumulated one dollar.”18 His second marriage
eventually ended because he had, once again, lost
everything in a gamble.19
II. Second Movement: Gambler Extraordinaire
The second movement of The Ballad of Billy
Walters begins in 1982, when he abandoned all pretense
and moved to Las Vegas with his third wife to commit
himself fully to gambling.20 He enjoyed some success as a
stand-alone gambler, but his big break came after
making friends with Dr. Ivan Midlin and joining “the

Legend, supra note 1.
Id.
16 Thomsen, supra note 11.
17 Id.
18 Id.
19 He was married at 17 and a father by 18, but the marriage
didn’t last long. Legend, supra note 1.
20 Thomsen, supra note 11.
14
15
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Computer Group,”21 meaning that the Ballad’s second
movement has an underlying techno beat.22
The Computer Group had three basic components: (1) the
algorithm; (2) the gambler; and (3) the public face. Just
as a great harmony arises from multiple notes being
played at once, the “music” of the Computer Group arose
from the combination of these three elements, allowing
them to achieve collectively what none of them were
likely to achieve individually.23
Michael Kent was the source of the algorithm,
which he initially developed as an engineer for
Westinghouse to predict the outcomes of games in
Westinghouse’s intramural softball league.24 When he
realized the potential of his algorithm beyond intramural
softball, he moved to Las Vegas and expanded the
algorithm to a wide range of collegiate and professional
sports.25 Unfortunately for Kent, gambling requires more
than simply understanding the odds of a particular
outcome; it requires knowing when those odds are
greater or less than those predicted by the official
oddsmaker.26 And, making it big requires betting big,

Id.
A personal preference of the author’s is Blue, by Eiffel 65.
EIFFEL 65, BLUE (DA BA DEE) (Bliss Corporation) (2011),
https://www.youtube.com/watch?v=zA52uNzx7Y4.
23 Thomsen, supra note 11.
24 Tomas Rios, The Godfathers of Sports Betting, D AILY BEAST
(Apr. 13, 2017), https://www.thedailybeast.com/the-godfathersof-sports-betting.
25 Id. In an entertaining twist, Kent learned about the business
of gambling from the book, Theory of Gambling and Statistical
Logic, by Richard A. Epstein. Thomsen, supra note 11. As
intriguing as that sounds at first glance, however, the book was
not written by law professor Richard Allen Epstein, but
Richard Arnold Epstein, a physicist-turned-game theorist.
26 C.f., Wilson Lee, Lessons from Billy Walters, the Most
Successful Sports Betting Gambler, HUAT WITH ME (Dec. 4,
2011), available at https://huatwithme.wordpress.com/2011/
21
22
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which requires carrying large amounts of cash around,
something Kent was reluctant to do. Kent therefore
struggled before he met Dr. Midlin and supplied his
algorithm to the Computer Group.27
Walters was the gambler. His responsibility was
to identify which of the games predicted by Kent’s
algorithm presented opportunities for profit.28 Walters
then made sure that the appropriate bets were placed in
various places around the country. Given the notoriety
that the Group eventually achieved, Walters eventually
was forced to stop placing bets, and eventually ceased
most bets by any direct employees of the Group.29
Instead, they were placed by proxies, or “beards” as they
are known in the trade.30
Dr. Midlin was the founder and public face of the
Group. The Group needed a public face so that the
algorithm could remain secret and the actual gambling
could operate with anonymity. If the betting public knew
how the Group was betting, others would follow, the odds
might shift unfavorably, and profit opportunities would
be prematurely exhausted.
The secrecy of the Group foreshadows, in a
number of ways, the third movement of The Ballad of
12/04/lessons-from-billy-walters-the-most-successful-sportsbetting-gambler/.
27 Rios, supra note 24.
28 Thomsen, supra note 11. Without getting overly technical,
profit opportunities can arise when an underdog wins, when
the winning team or participant by a larger margin than
predicted (the “spread”), or when the combined score for both
teams is lower or higher than predicted (the “over/under”). See
generally, Betting Glossary of Terms, ESPN (Sep. 4 2014)
https://www.espn.com/chalk/story/_/id/11457015/betting-glo
ssary-common-betting-terms.
29 Thomsen, supra note 11. Eventually, most sports books
began refusing to take Walters’ bets. Legend, supra note 1.
30It is rumored that Walters has used celebrities like Ashton
Kutcher, Bruce Willis, and Floyd Mayweather as beards.
Legend, supra note 1.
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Billy Walters, in which Walters moved into capital
markets and eventually was convicted of insider
trading.31 For example, the Group looks a lot like the
sports-betting equivalent of a hedge fund. Other
gamblers and the various bookmakers across the country
knew that the Computer Group were good, and that they
were using data analytics to gain an advantage over the
rest of the industry.32 Importantly, however, no one
outside the group knew how their algorithm worked, just
that it did.33 As a result, the Group developed not only a
reputation for winning, but a mystique that made
everyone want to know what the Group was bidding on.
To preserve the Group’s ability to profit, Walters
normally
limited
how
the
predictions
were
disseminated.34 On occasion, however, the Group’s
mystique could be exploited to manipulate the rest of the
industry. If the spread on a particular game was slightly
too narrow to fit within the Group’s comfort range,
Walters might authorize a bet to be made by someone
with known ties to the Group.35 Word would spread and,
wanting to get in on the Group’s action, others would bet
in the same direction, changing the spread in a way that
would allow Walters to take full advantage of the
algorithm’s predictions.36 Walters would anonymously
bet against his original public bet, losing a little on the
latter to make real money on the former.37
The Group made a lot of money—approximately
$5 million in profits during 1983-84 college and
professional football seasons alone. 38 Importantly for the
final movement of the Ballad, far more was likely made
United States v. Walters, 910 F.3d 11 (2d. Cir. 2018).
Thomsen, supra note 11.
33 Id.
34 Id.
35 Id.
36 Id.
37 Id.
38 Thomsen, supra note 11.
31
32
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by friends and family who were given tips on where to
place their bets.39 The success of the Group also raised a
lot of eyebrows, with many observers believing that the
level of success they enjoyed was not obtainable without
an unfair advantage. One claim was that Walters was
friends with many college coaches, and that he received
inside tips regarding the status of certain key players.40
Observers also suspected—correctly—that the Group
used its reputation to influence the line on games, as
discussed above, opening up possibilities for profit where
none existed before.41
At this point, a sinister melody can be heard in the
background—think The Imperial March, commonly
known as Vader’s Theme42—as both the FBI and the IRS
turn their attention to the Group. The IRS believed that
the Group was guilty of tax evasion and the FBI believed
that the Group was making book43—a legal violation—
rather than simply placing wagers.44 Each investigation
included the creation of a fake gambling enterprise and,
unfortunately, the two agencies never consulted with
each other. If they had, they might have avoided a scene
worthy of the keystone cops,45 where FBI agents raided
the Marcus Spans Service, a barely-disguised gambling
operation that was, in fact, the IRS sting operation.46
While no IRS agents were arrested by the FBI, the IRS

Id.
Legend, supra note 1.
41 Supra notes 34-37 and accompanying text.
42 See LONDON SYMPHONY ORCHESTRA, THE IMPERIAL MARCH
(Walt Disney Records) (2018), https://www.youtube.com/watch
?v=s3SZ5sIMY6o. Or, if your tastes are for a little more metal,
you can listen to the rage mix: https://www.youtube.com/
watch?v=DeK5YimF4vg.
43 See Betting Glossary of Terms, supra note 27.
44 Thomsen, supra note 11.
45 See, e.g., Keystone Cops, WIKIPEDIA (Mar. 11, 2020),
https://en.wikipedia.org/wiki/Keystone_Cops.
46 Thomsen, supra note 11.
39
40
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sting operation was quickly closed when real gamblers—
with real guns—showed up to collect their winnings.47
Walters was eventually indicted—four separate
times—but never convicted.48 The indictments and
corresponding breakup of the Group,49 however, likely
began the bridge to the third movement of the Ballad.
While Walters never gave up on gambling, he began to
diversify his portfolio, to include land development, auto
sales, and securities markets.50
III. Third Movement: Legitimate Businessman
and Investor or Inside Trader?
As Walters began new ventures, certain aspects of
his prior reputation would follow him, continuing themes
from the second movement and even a few from the first
movement. On the positive side, Walters returned to the
auto industry, which had played an important part in his
earlier life.51 Walters had been in auto sales in Kentucky
until he left for Las Vegas in 1982 and returned to the
industry in 2004 with a passive investment in a FordLincoln dealership.52 In 2009, he started his own auto
group in California and, in 2012, the business added

Id.
Lareau, supra note 8.
49 The FBI investigation and criminal prosecution of the Group
may not have resulted in convictions, but it created sufficient
distrust between Kent and Midlin that the Group ceased to
function. Rios, supra note 24. Tellingly, only Walters was able
to maintain the level of success he had achieved with the
Group. Kent and Midlin largely faded from public life. It also
apparently had a lasting impact on Walters, who stated that
“[the] passion I had with gambling has faded. I got burned out
on it.” Lareau, supra note 8.
50 Fish, supra note 5.
51 Lareau, supra note 8.
47
48

52

Id.
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dealerships in Kentucky and Georgia.53 Negative themes
also continued, with allegations of corruption and
cheating.
In developing a number of golf courses, Walters
received what his detractors have described as
sweetheart deals from Las Vegas politicians.54 Most
notably, then-Deputy City Attorney Thomas Green
stated that the 1999 sale of 160 acres to Walters for
construction of the Royal Links Golf Club was “[T]he
Walters Group receiving the property free from the city,
together with additional $900,000 in free water.”55 When
Walters later offered $7.2 million to lift the deed
restrictions on the land—action that would have
increased the value of the land by $24 to $28 million—the
deal was first approved then rescinded after public
controversy.56 An investigation found “likely criminal”
behavior by the Public Works Director in giving Walters
an advantage in the bidding process but that the statute
of limitations had run so no charges could be brought.57
The investigation also concluded that the request for
removal of the deed restrictions was not improper.58
On May 19, 2016, Walters was indicted on charges
of insider trading,59 and this is where the Ballad gets
Id.
Reuters, Judge rejects bid to dismiss insider trading case
against Las Vegas sports bettor Bill Walters, LAS VEGAS
REVIEW-JOURNAL (Mar. 2,2017, https://www.reviewjournal.co
m/news/nation-and-world/judge-rejects-bid-to-dismiss-insidertrading-case-against-las-vegas-sports-bettor-bill-walters/.
55 Id.
56 Id.
57 Steve Kanigher, Investigation may take several more months,
LAS VEGAS SUN (Feb. 19, 2006), https://lasvegassun.com/ne
ws/2006/feb/19/investigation-may-take-several-more-months/.
58 Id.
59 Press Release, Securities and Exchange Commission, SEC
Announces Insider Trading Charges in Case Involving Sports
Gambler and Board Member (May 19, 2016), https://www.sec
.gov/news/pressrelease/2016-92.html.
53
54
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really complicated. There are two competing melodies
vying for dominance in the third movement. The first, a
simple tune composed by the government. In it, Walters
cultivated a friendship with the CEO of Dean Foods Co.,
Tom Davis, and received inside information from Davis
that allowed him to make millions in profits. 60 During his
gambling days, many had suspected Walters of this kind
of behavior, obtaining inside information from his friends
who were coaches of various sports teams. 61 It might be a
stretch to call a CEO the “coach” of a corporation, but the
story is simple enough that the melody evokes a sense of
familiarity from the second movement.
The second competing melody is more complex,
composed by Walters and his lawyers. In it, there is no
insider trading, but there is gross government
misconduct, including intentional leaking of grand jury
testimony by an FBI agent, Davis lying to avoid
government harassment, suborning of perjury by
government lawyers, and abandonment by Phil
Mickelson, Walters’ former friend. Some allegations were
contested by the government, others were not, and the
jury preferred the first, more simple melody to this more
complicated one, finding Walters guilty on all counts. 62
Walters was sentenced to 5 years in federal
prison, ordered to forfeit $25,352,490 in illegal profits
and pay $10 million in fines, and pay restitution to Dean
Foods in the amount of $8,890,969.33.63 District Court
Judge Castel called the scheme “amateurishly simple”
and chastised Walters directly, calling him “a cheater
and a criminal, and not a very clever one.”64 On appeal,
See id.
Supra, notes 26–29 and accompanying text.
62 United States v. Walters, 910 F.3d 11, 21 (2d Cir. 2018).
63 Id.
64 Mike Calia, Gambler Billy Walters sentenced to 5 years in
insider-trading scheme, CNBC (Jul. 27, 2017), https://www.cn
bc.com/2017/07/27/gambler-billy-walters-sentenced-to-5years-in-insider-trading-scheme.html.
60
61
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Walters’ prison sentence, fine, and disgorgement were all
upheld, though the case was remanded for retrial on the
amount of restitution.65 The third movement of the
Ballad ends with the denial of Walters’ petition for
certiorari, but a true music lover will always want to
spend some time enjoying and, possibly, breaking down a
complex composition.
IV. Reprise: A Closer Look at the Competing
Movements
Although the two melodies inspired by the insider
trading scheme of Tom Davis and Billy Walters compete
during most of the third movement, they could not be
more different. The first melody is simple and repeats
throughout, while the second melody is longer and far
more active. Both, however, have many elements to
entertain the listener. The first melody, for example,
includes the theme from the classic TV show, Batman.66
The second recalls corrupt-cop dramas of nearly every
age of cinema and television.
According to the government Davis began feeding
Walters inside information in 2008 and continued doing
so until approximately 2014.67 The information was
largely about earnings reports or major announcements
from Dean Foods, a prominent producer of dairy
products, as well as a single announcement from Darden
Restaurants.68 By trading on that information, the
government estimated that Walters realized $32 million
in profits and avoided $11 million in losses.69 Davis
Walters, 910 F.3d at 30.
NEIL HEFTI, BATMAN THEME (RCA Victor 1966), https://www.
youtube.com/watch?v=VSaDPc1Cs5U.
67 United States v. Walters, 2017 WL 6811950, *12–16 (2d Cir.)
(Brief for Appellee) [hereinafter “Appellee Brief”].
68 Walters, 910 F.3d at 21.
69 United States v. Walters, 2016 WL 8678111, *7 (S.D.N.Y.)
(Indictment).
65
66
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testified that, beginning in 2011, the information was
passed on by way of a burner phone—Davis testified that
the two of them called it the “Bat Phone”—that Walters
had purchased for precisely this reason.70 Walters would
call and talk about getting coffee, which was a signal for
Davis to call back on the Bat Phone to relay the inside
information.71 Walters would then trade on the
information and, in some cases, pass on to golfer and
friend Phil Mickelson, who allegedly used the profits to
pay down gambling debts to Walters.72
In support of the allegations, the government
presented testimony from brokers who had worked with
Walters during the relevant time period, as well as
Walters’ trading history and phone records. Together,
phone records and trading patterns established a
circumstantial story of insider trading, but very little
hard evidence existed without Davis’ testimony. Davis
testified for five days, describing clandestine phone calls,
code words (such as calling Dean Foods “the Dallas
Cowboys”), and the gift of the Bat Phone.73
As for why Davis would agree to this proposition,
the government had multiple possible explanations.
Davis and Walters had maintained a business
relationship since at least 2007, and Davis found it more
difficult than expected to pay back the approximately $1
million that he ended up borrowing from Walters.74 Davis

Appellee Brief at *16.
Id. at *17.
72 Cue, perhaps, DAVE LOGGINS, AUGUSTA (Leeds Music
/Patchwork Music) (1981). To listen, see https://www.you
tube.com/watch?v=exhuih70tPo. Mickelson denied that he
received any tips from Walters but refused to testify at trial
and agreed to return all trading profits tied to Dean Foods.
Fish, supra note 5. Walters blames his conviction on
Mickelson’s refusal to testify. Id.
73 Appellee Brief at *16.
74 United States v. Walters, 2017 WL 2880843, *1 (S.D.N.Y.).
70
71
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testified that he gave the tips because he was “enamored”
of Walters, or because he wanted gambling tips.75
Walters and his lawyers wove their second melody
in, among, and through the first melody, raising concerns
about the government’s case, as well as specific
government actions before and during trial. Walters
pointed out that many of the alleged instances of insider
trading where the timeline indicated no inappropriate
conduct, such as when Walters allegedly purchased stock
based on a tip from Davis regarding a November 2008
earnings report. The purchase occurred on November 5,
2008 but the earnings report had been released on
November 4 and the alleged conversation occurred after
the purchase.76 In other instances, the government’s
allegations included instances where Walters’ behavior
ran counter to insider trading strategies, such as when
Walters purchased over $25 million in Dean Foods stock
after allegedly being tipped by Davis that Dean Foods
would report earnings below its estimated range.77
Walters’ alleged insider trading also included,
apparently, occasions when a tip was made and Walters
left money on the table, as when Davis allegedly tipped
Walters in September 2008 that earnings would be up
and Walters made no stock purchases.78

75

Id.

76 United

States v. Davis, 2017 WL 5495588, *22 (2d Cir.) (Brief
for Appellant) [hereinafter Appellant Brief].
77 Id. at *23.
78 Id. at *22.
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The second melody also included a truly sinister
element, that of gross government misconduct. Special
Agent David Chaves, in charge of the investigation—
which began with suspicion that Walters was involved in
a conspiracy with Carl Icahn and Mickelson to trade on
inside information regarding an Icahn takeover bid of
Clorox79–systematically disclosed grand jury testimony
to the media. According to Walters, Chaves’ illegal
behavior80 was intended to generate public pressure on
Davis to confess to tipping Walters.81 The government
had received a FINRA referral on Walters and his trades
in Dean Food’s stock,82 so Davis’ story was not the only
evidentiary support for the government’s accusations,
but the misconduct by Chaves was “deeply troubling” to
the Second Circuit,83 even as it affirmed Walters’
conviction.84
United States v. Walters, 910 F.3d 11, 16–17 (2d Cir. 2018).
Professor Stephen Bainbridge points out that, as an insider
trading
investigation,
the
Walters-Icahn-Mickelson
investigation was absurd from the beginning, since none of the
participants were insiders and Icahn had not taken the
necessary steps towards a tender offer for Rule 14e-3 to apply.
See Stephen Bainbridge, The Absurd Insider Trading Case
Against Phil Mickelson, PROFESSORBAINBRIDGE.COM (May 31,
2014), https://www.professorbainbridge.com/professorbainbrid
gecom/2014/05/the-absurd-insider-trading-case-against-philmickelson.html.
80 Rule 6(e) of the Federal Rules of Criminal Procedure makes
it illegal to disclose information arising from a grand jury. See
FED. R. CRIM. P. 6(e).
81 Walter Pavio, FBI Leaker At Center Of Billy Walters’
SCOTUS Case, FORBES (May 15, 2019), available at https://w
ww.forbes.com/sites/walterpavlo/2019/05/15/fbi-leaker-atcenter-of-billy-walters-scotus-case/#2e4c47751bf3.
82 Walters, 910 F.3d at 16.
83 Id. at 26. The courts took surprisingly little interest in
making sure the misconduct was punished or would be avoided
in the future. The FBI took a long time to disclose Chaves’
actions to the court and allowed internal processes to be the
only punishment for Chaves. Id. It is therefore doubly
79
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Similarly, Walters argued that the government
suborned perjury by Davis during trial. Davis had
testified that he could not recall exactly when he had
been given the Bat Phone, but that it had been in 2011.85
He also described, in detail, the meeting at which it had
occurred, at an airport near Dallas, when Walters had
flown in to meet with some bankers and had asked Davis
to meet in order to receive the phone.86 This meeting did
occur . . . in December 2012, after the series of trades tied
to the “White Wave spinoff,” when Dean Foods spun off a
profitable division.87 The government believed that
Walters’ trading during that time period was motivated
by tips from Davis but could not corroborate the theory
with phone records. Hence, the importance of the Bat
Phone. Davis’ certainty regarding the details of the
meeting and the impossibility of the meeting fitting the
government’s narrative is strong evidence that Davis was
lying. Walters argued that the government knew that the

distressing that nothing was done, and Chaves is now a paid
speaker and consultant, advertised as “a securities fraud
subject matter expert,” speaking to audiences about, among
other things, “compliance” and “best practices.” David Chaves,
JEFF JACOBSON AGENCY, http://www.jeffjacobsonagency.com/s
peaker/david-chaves/.
84 Walters, 910 F.3d at 30.
85 United States v. Walters, No. S1 16 Cr. 338 (PKC), 2017 WL
2880843, at *2 (S.D.N.Y. May 19, 2016).
86 Id.
87 Id. at *3; Walters, 910 F.3d at 5. There were other oddities
with the Bat Phone story. The phone was never found,
although divers searched where Davis claimed to have
discarded the phone. Appellant Brief at 27. It would not be
surprising if Davis had disposed of it, but he smirked when he
told his wife that the divers would never find the phone. Id.
Davis could not recall the phone number of the phone, and
investigators could not identify any calls in Walters’ call record
that would correspond to the Bat Phone. Id. at 26–27.
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story was a lie, but the courts and the jury were
unconvinced.88
Looking back, there are many unanswered
questions regarding the government’s story. Why, when
there was substantial evidence of Walters’ insider
trading outside of the Bat-Phone period, did the
government feel the need to present Davis’ almostcertainly-false testimony? Was it because prosecutors
thought that the melody would be incomplete without
those notes? Did prosecutors believe that the jury would
not choose that melody unless it had such a colorful story
to draw the jury’s attention? Perhaps prosecutors
believed that the traditional, bland insider trading story
would seem implausible to the jury, given Walters’
penchant for more colorful melodies—gambling, pushing
boundaries, possibly breaking the rules, etc. Given the
general unreliability of Davis’ testimony,89 they may
have hoped that tales of the Bat Phone would distract the
jury, especially as it reprised those earlier melodies.
Exactly how much Walters’ gambling background
played into the jury’s decision to convict is unclear, but it
was clearly on the mind of government lawyers, who
The district court found that any inconsistencies were the
result of misremembering, rather than lying. Walters, 2017 WL
2880843, at *4. The Second Circuit affirmed, holding that the
jury, upon hearing cross examination regarding these
inconsistencies, could have reasonably believed Davis’
testimony, contradictions and all. Walters, 910 F.3d at 40.
89 Davis’ memory during trial was described as “choppy and
vague.” Joon H. Kim, acting U.S. Attorney for the Southern
District of New York. Kara Scannel, Billy Walters found guilty
in $40m insider-trading case, Financial Times (Apr. 7, 2017),
https://www.ft.com/content/e50bd70e-1b11-11e7-bcac6d03d067f81f. He also admitted that he stole funds from a
battered women’s shelter and denied paying for sex before
being presented with evidence that he frequented multiple
escort services. Id. Even prosecutor Dan Goldman described
Davis to the jury as “morally corrupt, . . . a womanizer, a bad
husband, and he stole money from a charity that he ran. Id.
88
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represented the verdict in this way: “Today, Billy Walters
lost his bet that he could cheat the securities markets on
a massive scale and get away with it scot-free.”90 A good
lawyer often has a clever theme for a case, and Walters’
past presented a ready-made theme, but the parallels
between gambling and securities trading are not entirely
negative. It is, perhaps, in those parallels that the Ballad
of Billy Walters offers its greatest lesson.
V. Learning from the Ballad of Billy Walters
Apart from the inadvisability of engaging in
insider trading if you are a well-known gambler, what
lessons can be learned? First and foremost, the strong
restrictions in securities markets make trading only
slightly less restrictive than gambling, which is largely
illegal, though diminishingly so. Those restrictions
enable individuals to amass significant market power,
and that market power can be exploited to manipulate
markets.91 Just as loosening gambling restrictions would
curb the power of organized crime families who run the
illegal gambling in many cities, loosening insider trading
restrictions would curb the power of high-level insiders
to manipulate securities markets.
Second, information is the foundation of both
markets, and better information actually reduces the
ability of individuals to manipulate the market.92
Innovations
in
information
accumulation
and
interpretation improve prices and reduce price spreads,
allowing markets to function more efficiently and more

Id.
See George Stigler, The Concise Encyclopedia of Economics:
Monopoly, LIBR. OF ECON. & LIBERTY (2008), https://www.econ
lib.org/library/Enc/Monopoly.html.
92 Joseph E. Stiglitz, The Concise Encyclopedia of Economics:
Information, LIBR. OF ECON. & LIBERTY (2008), https://www.ec
onlib.org/library/Enc/Information.html.
90
91
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competitively.93 The algorithm used by the Computer
Group was likely not as good as the legend but it was an
improvement upon the official Vegas line.94 Use of the
algorithm allowed the Group to engage in arbitrage, and
the Group’s success revealed weaknesses in the way that
sports contests were being analyzed. In the intervening
decades, sports analytics have changed team composition
and training, as well as sports-betting markets.
Equivalent arbitrage efforts would help securities
markets function more efficiently, but securities laws
limit the ways in which arbitrage opportunities can be
exploited. If Walters was merely using analytics to
identify arbitrage opportunities, then his prosecution will
deter further efforts and harm our securities markets. It
seems odd that, as a society, we have decided that we are
willing to let gambling and sports markets be efficient
but not securities markets, upon which far more of our
economic well-being rests. That choice likely rests on a
sense that insider trading is ethically and morally wrong.
The Second Circuit worried that allowing Walters to
escape punishment because of the significant
misbehavior of Chaves would be a “punishment of
society”95 for the sins of one government agent, but that
raises other questions. Does insider trading hurt society?
Is that a view shared by most Americans, or just those in
the judiciary or the Securities and Exchange
Commission? Perhaps more importantly, does the public
view insider trading as unfavorably as the government
misconduct in this case?
VI. Conclusion
What will Billy Walters do when he has paid his
debt to society? Will the Ballad continue, or will he just
become one more car-sales mogul? Will the unpunished
Id.
Legend, supra note 1.
95 United States v. Walters, 910 F.3d 11, 25 (citations omitted).
93
94
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government misconduct in the Ballad’s third movement
be corrected, or lead to greater violations? Like all good
works of art, the Ballad does not answer all questions,
leaving much to the imagination of the observer. We do
know that William T. “Billy” Walters has led an
interesting life, worthy of representation in art, if not
worthy of emulation.
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Insider trading law regulates the market effects of
informational and human networks as they relate to
transactions in financial investment instruments known
as securities. Information relevant to securities
transactions moves from person to person in various
ways and in myriad contexts. Those contexts may be
professional or personal, public or private. Regardless,
the information conveyed may incentivize or underlie
purchase or sale transactions in those securities. That is
where insider trading regulation steps in. This article
features a particular insider trading story that helps
illuminate aspects of insider trading regulation in the
United States and behaviors that may generate civil or
criminal liability for violations of U.S. insider trading
law.1
The top-line narrative of the insider trading story
told and examined in this article is exceedingly simple.
The basic asserted facts are as follows:
Criminal enforcement of the federal securities laws, including
those governing insider trading, requires willful conduct. See
15 U.S.C. § 78ff(a) (2018) (authorizing criminal penalties for
enforcement against “[a]ny person who willfully violates any
provision of this chapter . . . or any rule or regulation
thereunder the violation of which is made unlawful or the
observance of which is required under the terms of this chapter
. . . ”). Criminal liability for insider trading also requires the
U.S. government’s satisfaction of its high, “beyond a reasonable
doubt,” burden proof. See, e.g., United States v. Corbin, 729 F.
Supp. 2d 607, 619 (S.D.N.Y. 2010) (noting the government’s
“heavy burden to prove each element of illicit insider trading
beyond a reasonable doubt at trial”).
1
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•
•
•
•

Wife is a finance manager for a corporate
acquiror;
Husband overhears wife talking on the telephone
about a forthcoming acquisition of a specific target
firm;
Wife tells husband there is a trading blackout in
her employer’s equity securities as a result of an
impending transaction; and
Husband buys shares of the target firm’s publicly
traded equity before public disclosure of the target
firm’s acquisition by wife’s employer and nets
$150,000 by selling the shares into the market
after the acquisition is announced.

Based on these facts, the U.S. Securities and Exchange
Commission (“SEC”) engages in enforcement activity
against the husband. He settles with the SEC in
connection with the announcement of the filing of its
complaint against him (without admitting or denying the
allegations in that complaint).
The SEC’s position? Pure and simple: the
husband’s
transactions
represent
unlawful
misappropriation insider trading, as cognizable under
Section 10(b) of the Securities Exchange Act of 1934, as
amended (“Section 10(b)”),2 and Rule 10b-5 promulgated
by the SEC under Section 10(b) (“Rule 10b-5”).3 The
husband deceived the wife by breaching a duty of trust
and confidence he owed to her as his spouse—and the
inadvertent source of material nonpublic information. He
knew or should have known that he was expected to keep
the information he learned from his wife in trust and
confidential and, specifically, that he was to refrain from
trading while that information remained nonpublic.

2
3

Id. § 78j(b) (2018).
17 C.F.R. § 240.10b-5 (2020).
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Although it may seem difficult to conceive that a
husband would betray spousal trust and good faith in this
manner,4 the case from which the stated facts are
derived, SEC v. Hawk,5 is not unique. In fact, the SEC
announced the filing and settlement of the Hawk case6 at
the same time as the filing and settlement of SEC v.
Chen,7 another SEC enforcement action in which a
husband misappropriated information from his wife. The
related press announcement offered further information
about
past
enforcement
activity
in
similar
circumstances.8
The SEC has brought other insider trading
cases involving individuals who traded on
material,
nonpublic
information
See Greg Farrell, Pillow talk, CHI. TRIB. (Dec 12, 2012),
https://www.chicagotribune.com/opinion/ct-xpm-2012-12-12ct-perspec-1212-couples-20121212-story.html
(“Couples
sometimes share pillow talk about work, of course, but the
wives victimized in these insider cases made it clear they didn't
expect their spouses to trade on it in the morning.”).
5 Complaint, S.E.C. v. Hawk, No. 5:14-cv-01466 (N.D. Cal.),
https://www.sec.gov/litigation/complaints/2014/comp-pr201461-hawk.pdf [hereinafter Hawk Complaint]; see also S.E.C. v.
Hawk, Litigation Release No. 22957 (March 31, 2014),
https://www.sec.gov/litigation/litreleases/2014/lr22957.htm
[hereinafter Hawk Litigation Release].
6 See Sec’s & Exch. Comm’n, SEC Charges Two Men With
Insider Trading on Confidential Information From Their
Wives, Release #2014-61 (March 31, 2014), https://www.sec.go
v/news/press-release/2014-61#.Uzqzvvk7um6
[hereinafter
Hawk Press Release].
7 S.E.C. v. Chen, Litigation Release No. 22958 (March 31,
2014), https://www.sec.gov/litigation/litreleases/2014/lr22958.
htm.
8 Hawk Press Release, supra note 6; see also Ellen Rosen, Rise
in Insider-Trading Cases Shows the Perils of Pillow Talk, N.Y.
TIMES (Aug. 24, 2007), https://www.nytimes.com/2007/08/24/b
usiness/24trading.html.
4
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misappropriated
from
spouses. For
example, last year the SEC charged a
Houston man with insider trading ahead
of a corporate acquisition based on
confidential details that he gleaned from
his wife, a partner at a large law firm that
was consulted on the deal. In 2011,
the SEC charged an Illinois man who
bought the stock of an acquisition target of
a company where his wife was an executive
despite her requests that he keep the
merger information confidential. In a
different 2011 case, the SEC charged the
spouse of a CEO with insider trading on
confidential
information
that
he
misappropriated from her in advance of
company news announcements.9
The factual setting of these cases, sometimes referred to
as “pillow talk” cases, 10 compelled a compliance blogger
to quip that, through these cases, “[t]he Securities and
Exchange Commission [had] decided to emphasize that
working wives can be a source of material non-public
information.”11
The Hawk case and the facts reported in the
related complaint and press release beg a number of
questions. These questions emanate from the somewhat
Hawk Press Release, supra note 6.
See, e.g., Farrell, supra note 4; Rosen, supra note 8; Stephen
Taub & Dave Cook, Pillow Talk Gone Wild?, CFO (May 14,
2007), https://www.cfo.com/risk-compliance/2007/05/pillow-tal
k-gone-wild/; Debra Cassens Weiss, Insider Trading by Pillow
Talk?, ABA J. (May 11, 2007), http://www.abajournal.
com/news/article/insider-trading-by-pillow-talk.
11 Doug Cornelius, The SEC Shows Some Respect for the
Working Woman, Compliance Building (March 31, 2014),
https://www.compliancebuilding.com/2014/03/31/the-secshows-some-respect-for-the-working-woman/.
9

10
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attenuated foundation for misappropriation liability,
which itself is rooted in squirrely doctrinal rules, inexact
policy
foundations,
and
theoretical
tensions.12
Importantly, the questions raised by Hawk and cases like
it
offer
opportunities
to
consider
whether
misappropriation insider trading liability, as currently
fashioned, contributes positively to preventing,
correcting, or punishing socioeconomic wrongs.
For example, the SEC’s enforcement action
against Tyrone Hawk (the husband in the Hawk case) is
predicated on the view that Hawk had a fiduciary or
fiduciary-like duty to abstain from trading—or from
otherwise using the information he learned from his wife
for personal market gain—until the material information
in his possession was publicly disseminated and
absorbed. Did Hawk have a fiduciary or fiduciary-like
duty to disclose or abstain? What did he understand
about any trust and confidentiality obligations he had at
the time he decided to trade? “Kinship alone does not
create the necessary relationship.”13
More generally, is Tyrone Hawk’s conduct the
type of conduct that we desire to classify and punish as
wrongful insider trading?14 What harms and benefits
See, e.g., Joan MacLeod Heminway, Martha Stewart and the
Forbidden Fruit: A New Story of Eve, 2009 MICH. ST. L. REV.
1017, 1045 (“There is no single unifying theory of insider
trading liability that has been accepted by U.S. lawmakers—
legislative, administrative, or judicial. Moreover, there is no
statute, regulation, or judge-made rule clearly and simply
outlining the conduct prohibited.”).
13 United States v. Chestman, 947 F.2d 551, 570 (2d Cir. 1991);
see also 17 C.F.R. § 240.10b5-2(b)(3) (2020) (establishing a
rebuttable presumption that a “duty of trust or confidence”
exists “whenever a person receives or obtains material
nonpublic information from his or her spouse).
14 Professor Jill Fisch asked similar questions nearly 30 years
ago. See Jill E. Fisch, Start Making Sense: An Analysis and
Proposal for Insider Trading Regulation, 26 GA. L. REV. 179,
12

[167]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 | AUTUMN 2020 | ISSUE 1

inure to treating marriages as relationships of trust and
confidence, generally and as a foundation for securities
regulation and liability? To approach those questions and
others like them, it would be useful to know more about
Hawk’s relationship with his wife and the decisions that
he made, culminating in his decision to buy and sell
securities. Did he understand that his trading was or
might be unlawful? If so, why did he buy and sell the
target firm’s public securities and risk damage to his
marital relationship? Why would he risk personal
liability or civil or criminal punishment? Why would he
chance reputational harm and personal shame to himself
and his wife? One judge summarized—in granting
probation to a misappropriating husband (who was a
Lehman Brothers stock broker): “He betrayed the trust of
Lehman Brothers, his responsibility to his profession and
he betrayed the trust of his spouse, all of it completely
tragic and senseless for a sum of money, to his benefit,
that was a rounding error in his compensation.” 15 The
cumulative impacts represent a veritable parade of
horribles that a person typically would not want to
unleash on himself or herself—or his or her spouse. That
a marriage may withstand such trials and tribulations is
remarkable. Because Tyrone Hawk settled the SEC
enforcement action against him16 and few details
currently are publicly available about him or the specific
215 (1991) (“Is the sanctity of the marital relationship really
the basis for . . . [a] determination that . . . [the defendant’s]
conduct constituted insider trading? Should insider trading
prosecutions be a tool to enforce the maintenance of spousal
confidences?”).
15 Farrell, supra note 4.
16 Hawk Litigation Release, supra note 5 (“Hawk has settled
the SEC's charges without admitting or denying the
allegations. He has agreed to the entry of a judgment enjoining
him from future violations of the relevant provisions of the
Exchange Act, and to pay disgorgement and prejudgment
interest of $154,134.50, and an additional penalty equal to his
profits of $151,480.00.”).
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allegations made by the SEC in his case, we may never
know the answers to these questions.
In addition, there is a potential gender story to be
told by looking at insider trading law through the lens of
cases like Hawk. As alluded to in the blogger’s comment
noted above, all of the spousal misappropriation17
enforcement actions reported or mentioned in the press
release announcing the Hawk complaint and settlement
involve husbands misappropriating information from
their wives. Is that representation consistent with an
empirical truth: Do men typically misappropriate
information received from women as opposed to the
reverse?18 If so, why do husbands misappropriate
information from their wives in connection with
securities trading more often than wives misappropriate
information from their husbands? What about gay and
lesbian couples: are there differences in the incidences of
misappropriation in female versus male same-sex
marriages? Are men more risk-taking and women more
References in this article to “spousal misappropriation”
describe a specific type of U.S. insider trading liability that
involves the misuse of information obtained by a spouse
directly or indirectly in the course of the marital relationship.
Spouses may misappropriate cash or other marital assets, but
those misappropriations are beyond the scope of this paper.
See, e.g., Clingerman v. Sadowski, 519 A.2d 378, 381 (Pa. 1986)
(referring to a spouse’s “implied agreement to terminate a
tenancy by the entireties resulting from a misappropriation of
entireties property”); Carol S. Bruch, Management Powers and
Duties Under California's Community Property Laws:
Recommendations for Reform, 34 HASTINGS L.J. 227, 232
(1982) (referring to “compensation for the other spouse's
deliberate misappropriation of community or quasi-community
property.”); Michael Schlesinger, Obtaining Innocent Spouse
Relief in the Face of the Service's Propensity to Litigate, 109 J.
TAX'N 102, 109 (2008) (referring to spousal misappropriation of
“funds intended for the payment of tax”).
18 See infra note 86 and accompanying text.
17
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risk-averse? Are women more effectively deterred by
existing regulation than men? Do men and women have
different conceptions of duty or the harm caused by
trading while in possession of misappropriated
information? The U.S. federal securities laws are not
evidently constructed to be gendered in application or
impact. In earlier work, I observed—in the context of
securities fraud more generally—that “there is no
apparent policy-based reason why securities fraud
doctrine should better protect women than men, or men
than women. Neither investor protection nor market
integrity maintenance demand that female and male
investors receive different treatment . . . .” 19 The analysis
provided in this article does not address these or other
gender questions in any direct way. A deeper analysis is
required to fully respond. Nevertheless, gender questions
and differences do exist.20 Their presence and relative
salience may signal, influence, or catalyze changes in the
regulatory landscape and likely underlie congressional,
judicial, and regulatory activity and forbearance in
spousal misappropriation cases and in U.S. insider
trading regulation more generally.21

Joan MacLeod Heminway, Female Investors and Securities
Fraud: Is the Reasonable Investor a Woman?, 15 WM. & MARY
J. WOMEN & LAW 291, 334 (2009).
20 See, e.g., infra note 86 and accompanying text.
21 See Judith G. Greenberg, Insider Trading and Family
Values, 4 WM. & MARY J. WOMEN & L. 303, 371 (1998) (“[A]
gender conscious analysis would lead us to reconsider our
approach to both relationships and access to information in
deciding insider trading cases.”); id. at 367 (“Ideas about
gender roles, the family, and the market are important to the
structure of insider trading law in multiple interconnected
ways. . . . [C]ourts decide cases with reference to these gender
roles.”); id. at 368 (“A gender-conscious analysis is . . .
important because it allows us to identify issues in insider
trading law that might otherwise appear to have been
resolved.”).
19
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Finally, in thinking about potential regulatory
consequences flowing from an examination of the Hawk
case and cases like it, it may be useful to know how
common these types of cases are—and how/why they may
be different from other cases involving friend and family
information networks. It may be that the Hawk case, the
Chen case, and the other legal actions involving spousal
misappropriation mentioned in the SEC’s 2014 press
release on the Hawk and Chen enforcement actions,
while not unique, are relatively rare.22 In that event, we
should be cautious about placing too much emphasis on
those cases in suggesting relevant changes to the
regulatory landscape.
This article endeavors to sort through and begin
to resolve key unanswered questions regarding spousal
misappropriation, some of which apply to insider trading
more broadly. It proceeds by identifying and describing
misappropriation insider trading liability under U.S.
law, recounting and analyzing probative doctrine and
policy relevant to spousal misappropriation cases, and
(before briefly concluding) offering related observations
about the impact of that doctrine and policy on the Hawk
case and other spousal misappropriation cases. The
descriptions, analysis, and observations not only reflect
on the Hawk case and what we know about its
background, but also draw on U.S. data from an ongoing
proprietary research project.
I. Misappropriation Cases under U.S Insider
Trading Law
The federal regulation of insider trading in the
United States primarily occurs through the specific
application of general securities fraud precepts under

22

See infra notes 84 & 85 and accompanying text.
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Section 10(b) and Rule 10b-5.23 Neither the statute nor
the rule gives clear direction to market actors or
regulators. As a result, the developed doctrine is heavily
dependent on decisional law and, to a lesser extent, SEC
rulemaking and guidance.
Unlawful insider trading under Section 10(b) and
Rule 10b-5 can take one of several forms. Each type of
insider trading liability typically requires the breach of a
fiduciary or fiduciary-like duty of trust and confidence.24
See Chiarella v. United States, 445 U.S. 222, 226 (1980)
(“Although the starting point of our inquiry is the language of
the statute, § 10(b) does not state whether silence may
constitute a manipulative or deceptive device. Section 10(b)
was designed as a catch-all clause to prevent fraudulent
practices.” (citations omitted)); S.E.C. v. Kara, No. C 09-01880
MHP, 2009 WL 3400662, at *3 (N.D. Cal. Oct. 20, 2009)
(“[I]insider trading inherently involves fraud”); Zachary J.
Gubler, Insider Trading As Fraud, 98 N.C. L. REV. 533, 561
(2020) (“[I]nsider trading law under Rule 10b-5 is based
on fraud”); Kevin S. Haeberle & M. Todd Henderson, Making
A Market for Corporate Disclosure, 35 YALE J. ON REG. 383, 397
(2018) (“Insider trading is mainly restricted by the joint
prohibition on securities fraud found in Section 10(b) and Rule
10b-5. Ultimately, those laws stop trading when it involves
deceit.” (footnotes omitted)).
24
See, e.g., Stephen M. Bainbridge, Insider Trading
Regulation: The Path Dependent Choice Between Property
Rights and Securities Fraud, 52 SMU L. Rev. 1589, 1590 (1999)
(“Since the Supreme Court's decision in United States v.
Chiarella, insider trading liability has been based on a breach
of fiduciary duty.”); Sung Hui Kim, Insider Trading As Private
Corruption, 61 UCLA L. REV. 928, 934 (2014) (noting that
“decades ago the Supreme Court originally mandated the
breach of fiduciary duty element for an insider trading
violation and has since maintained that requirement.”); Donna
M. Nagy, Insider Trading and the Gradual Demise of Fiduciary
Principles, 94 IOWA L. REV. 1315, 1324 (2009) (“[U]nder either
of the Supreme Court's theories, the existence of a fiduciarylike relationship is essential.”); Steven R. Salbu, Tipper
Credibility, Noninformational Tippee Trading, and Abstention
23
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This Part I briefly describes each type of insider trading
and contextualizes misappropriation liability within the
overall U.S. insider trading regulation framework.
Classical insider trading involves one or more
transactions in the securities of a firm conducted by a
person who is in possession of material nonpublic
information and owes a fiduciary or fiduciary-like duty of
trust and confidence to the firm’s shareholders.25 The
U.S. Supreme Court explained the rationale for this form
of U.S. insider trading liability as follows:
[S]ilence in connection with the purchase
or sale of securities may operate as a fraud
actionable under § 10(b) . . . . [S]uch
liability is premised upon a duty to disclose
arising from a relationship of trust and
confidence
between
parties
to
a
transaction. Application of a duty to
disclose prior to trading guarantees that
corporate insiders, who have an obligation
to place the shareholder's welfare before
their own, will not benefit personally
through fraudulent use of material,
nonpublic information.26
This duty to disclose material nonpublic information in
one’s possession or abstain from trading until that
disclosure has been made is the bedrock of classical
insider trading liability. Although the typical dutyfrom Trading: An Analysis of Gaps in the Insider Trading
Laws, 68 WASH. L. REV. 307, 311 (1993) (explaining that,
“[w]here there is no express misrepresentation, the fraud must
be inferred from the act of silently trading despite a fiduciary
duty either to disclose the relevant information or to abstain
from dealing in the relevant securities.” (footnotes omitted)).
25 See Chiarella, 445 U.S. at 226–30.
26 Id. at 230.
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bearers are officers, directors, and others who work
inside the four walls of the firm, temporary or
constructive insiders—including professionals who work
with the firm—also may be subject to a duty to disclose
or abstain.27 Because the duty holder’s disclosure of the
material nonpublic information without the consent or
participation of the beneficiary of the duty (or other
compelling legal justification) will breach the operative
duty of trust and confidence, the duty to disclose or
abstain effectively is a duty to abstain from trading.
If a person with a duty of trust and confidence
conveys information improperly (in violation of that duty,
including because of the duty holder’s receipt of a
personal benefit) to someone else and the person to whom
the information is conveyed then trades, the
contravention of U.S. insider trading prohibitions under
Section 10(b) and Rule 10b-5 is labeled as a tipper-tippee
violation.28 The Court explained U.S. insider trading
proscriptions on tippers and tippees as follows:
Not only are insiders forbidden by their
fiduciary relationship from personally
using undisclosed corporate information to
their advantage, but they may not give
such information to an outsider for the
same improper purpose of exploiting the
information for their personal gain.
Similarly, the transactions of those who
knowingly participate with the fiduciary in
such a breach are “as forbidden” as

See Dirks v. S.E.C., 463 U.S. 646, 655 n.14 (1983) (“Under
certain circumstances, such as where corporate information is
revealed legitimately to an underwriter, accountant, lawyer, or
consultant working for the corporation, these outsiders may
become fiduciaries of the shareholders.”).
28 See id. at 659–64.
27
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transactions “on behalf of the trustee
himself.”29
The U.S. Supreme Court most recently reviewed and
interpreted tipper-tippee liability in Salman v. United
States,30 a 2016 opinion focusing on the nature of a
personal benefit that, when received by a tipper from a
tippee, may support a claim that information was shared
improperly as a matter of U.S. insider trading law.
Misappropriation liability under insider trading
law—the type of liability at issue in the Hawk case—
exists when a person who is in possession of material
nonpublic information and who owes a fiduciary or
fiduciary-like duty of trust and confidence to the source
of the information engages in a securities trading
transaction (or, if we include tipper liability in this
context, improperly shares the nonpublic information) in
breach of that duty of trust and confidence.31 An insider
trading misappropriator
commits fraud “in connection with” a
securities transaction, and thereby
violates § 10(b) and Rule 10b–5, when he
misappropriates confidential information
for securities trading purposes, in breach
of a duty owed to the source of the
information. Under this theory, a
fiduciary’s undisclosed, self-serving use of
a principal’s information to purchase or
sell securities, in breach of a duty of loyalty
and confidentiality, defrauds the principal
of the exclusive use of that information. In
lieu of premising liability on a fiduciary
relationship between company insider and
Id. at 659 (citations omitted).
137 S. Ct. 420 (2016).
31 See United States v. O'Hagan, 521 U.S. 642 (1997).
29
30
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purchaser or seller of the company’s stock,
the misappropriation theory premises
liability on a fiduciary-turned-trader’s
deception of those who entrusted him with
access to confidential information.32
The most recent form of insider trading liability to be
recognized by the U.S. Supreme Court, misappropriation
liability has been somewhat divisive and raises many
legal and practical questions.33
Indeed, misappropriation liability is perhaps the
least known type of insider trading liability and the type
most difficult to conceptualize. Among other things,
misappropriation liability can exist without the
involvement of anyone typically considered to be a firm
insider.34 As a result, it is sometimes referred to as (or
considered a form of) “outsider trading” liability. 35 Its
Id. at 652.
See James J. Park, Insider Trading and the Integrity of
Mandatory Disclosure, 2018 WIS. L. REV. 1133, 1184 (2018)
(“The misappropriation doctrine
has
been controversial
because it extends insider trading regulation beyond the
context of information generated by the corporation.”).
34 See S.E.C. v. Cherif, 933 F.2d 403, 409 (7th Cir. 1991) (“The
misappropriation theory extends the reach of Rule 10b–5 to
outsiders who would not ordinarily be deemed fiduciaries of the
corporate entities in whose stock they trade.”).
35 See, e.g., United States v. Kim, 184 F. Supp. 2d 1006, 1012
(N.D. Cal. 2002) (“Misappropriation theory is targeted at
‘outsider’ trading, i.e., breaches that do not involve a duty to
the traded company and its shareholders.”); Ian Ayres &
Stephen Choi, Internalizing Outsider Trading, 101 MICH. L.
REV. 313, 324 n.36 (2002) (“Present mandatory restrictions
against
informed
outsider
trading
include
the
misappropriation theory of insider trading prohibitions and
Rule 14e-3 of the Exchange Act's limits on the ability of any
trader other than the acquirer to trade on nonpublic material
information related to a tender offer.”); Thomas Lee
Hazen, Identifying the Duty Prohibiting Outsider Trading on
32
33
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force derives most specifically from the desire to
encourage capital formation by protecting markets from
harm (rather than by protecting specific investors from
harm in specific transactions).36
Because alleged insider trading misappropriators
are not firm insiders subject to traditional business entity
law fiduciary duties, the establishment of the requisite
duty is key to misappropriation cases.37 Although there
Material Nonpublic Information, 61 HASTINGS L.J. 881, 894
(2010) (“The misappropriation cases provided a case-by-case
rather than systematic analysis of the scope of
the misappropriation theory of outsider trading liability.”);
Kim, supra note 24, at 939 (“[I]nsider trading in violation of
the misappropriation theory—and not the classical theory—is
often referred to as ‘outsider trading.’”); Donna M.
Nagy, Reframing the Misappropriation Theory of Insider
Trading Liability: A Post-O'Hagan Suggestion, 59 OHIO ST. L.J.
1223, 1225 (1998) (“O'Hagan's misappropriation theory now
extends liability under Section 10(b) and Rule 10b-5 to cover
such instances of ‘outsider trading . . . .’”); Robert A.
Prentice, Clinical Trial Results, Physicians, and Insider
Trading,
20
J. LEGAL MED.
195,
206
(1999)
(“The misappropriation theory creates what is often called
‘outsider trading’ liability because the liability is based not on
a relationship with the company whose shares are traded but
instead upon a breach of fiduciary duty owed to the source of
the information.”).
36 See O’Hagan, 521 U.S. at 653 (“The misappropriation theory
is . . . designed to ‘protec[t] the integrity of the securities
against abuses by “outsiders” to a corporation who have access
to confidential information that will affect th[e] corporation's
security price when revealed, but who owe no fiduciary or
other duty to that corporation's shareholders.’”) (quoting from
the U.S. government’s brief); id. at 658 (“The theory is . . . well
tuned to an animating purpose of the Exchange Act: to insure
honest securities markets and thereby promote investor
confidence.” (citation omitted)).
37 See United States v. Chestman, 947 F.2d 551, 567 (2d Cir.
1991) (“After Carpenter, the fiduciary relationship question
takes on special importance. This is because a fraud-on-the-
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is a relative “paucity of jurisprudence on the question of
what constitutes a relationship of ‘trust and
confidence,’”38 a number of federal courts have addressed
this element of a misappropriation action in various ways
both before and after the U.S. Supreme Court expressly
endorsed the misappropriation theory in 1997. For
example, a well-cited opinion of the U.S. Court of Appeals
for the Second Circuit offers a list of “hornbook fiduciary
relations” that helps guide an analysis of the type of
relationship that, in the event of a violation of fiduciary
duties of trust and confidence inherent in the
relationship, may provide the foundation for a successful
misappropriation insider trading action.39 The listed
relationships include: “attorney and client, executor and
heir, guardian and ward, principal and agent, trustee
and trust beneficiary, and senior corporate official and
shareholder.”40 An additional formative Second Circuit
opinion explains when and why a duty of trust and
confidence owed by an employee to an employer may be
sufficient to support misappropriation liability:
[O]ne may gain a competitive advantage in
the
marketplace
through
conduct
constituting skill, foresight, industry and
the like. . . . But one may not gain such
advantage
by
conduct
constituting
secreting, stealing, purloining or otherwise
misappropriating material non-public
information in breach of an employerimposed fiduciary duty of confidentiality.
source theory of liability extends the focus of Rule 10b–5
beyond the confined sphere of fiduciary/shareholder relations
to fiduciary breaches of any sort, a particularly broad
expansion of 10b–5 liability if the add-on, a ‘similar
relationship of trust and confidence,’ is construed liberally.”).
38 S.E.C. v. Cuban, 620 F.3d 551, 558 (5th Cir. 2010).
39 Chestman, 947 at 568.
40 Id.
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Such conduct constitutes chicanery, not
competition; foul play, not fair play.41
A more recent federal district court opinion analyzed
whether members of a professionally oriented social club
who pledge confidentiality have fiduciary or fiduciarylike duties of trust and confidence to each other that
could provide a foundation for misappropriation insider
trading liability, determining as a matter of law that no
duties of that kind existed. 42 These judicial opinions all
help to frame the origin of duties of trust and confidence
that, if breached in connection with a purchase or sale of
securities, may provide a basis for insider trading
liability.
In 2000, the SEC intervened in the development
of this body of decisional law by adopting Rule 10b5-2,43
which identifies three contexts in which a duty of trust
and confidence exists for purposes of misappropriation
insider trading liability. The three contexts include: (1)
the existence of an agreement “to maintain information
in confidence,”44 (2) a situation in which there is “a
history, pattern, or practice of sharing confidences, such
that the recipient of . . . information knows or reasonably
should know that the person communicating . . . material
nonpublic information expects that the recipient will
maintain its confidentiality,”45 and (3) information
sharing in close family situations—specifically those
United States v. Carpenter, 791 F.2d 1024, 1031 (2d Cir.
1986), aff'd, 484 U.S. 19 (1987).
42 See United States v. Kim, 184 F. Supp. 2d 1006, 1013 (N.D.
Cal. 2002) (finding that the relationship between members of
the organization “was not the functional equivalent of a
fiduciary relationship. While the rules of the club may have
forbid defendant's actions, the federal securities laws—at least
in this instance—did not.”).
43 17 C.F.R. § 240.10b5-2 (2020).
44 Id. § 240.10b5-2(b)(1).
45 Id. § 240.10b5-2(b)(2).
41
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involving a “spouse, parent, child, or sibling.” 46 The duty
of trust and confidence arising from family relationships
under the rule is qualified in an important way, however.
Specifically:
the person receiving or obtaining the
information may demonstrate that no duty
of trust or confidence existed with respect
to the information, by establishing that he
or she neither knew nor reasonably should
have known that the person who was the
source of the information expected that the
person would keep the information
confidential, because of the parties'
history, pattern, or practice of sharing and
maintaining confidences, and because
there was no agreement or understanding
to maintain the confidentiality of the
information.47
This qualification transforms the rule’s articulated duty
of trust and confidence in the specified family
relationships into a rebuttable presumption.48
Rule 10b5-2 has been challenged in a number of
court opinions, but it has never been invalidated.49 In
Id. § 240.10b5-2(b)(3).
Id.
48 See S.E.C. v. Yun, 327 F.3d 1263, 1273 n.23 (11th Cir. 2003);
Mitchell A. Agee, Friends in Low Places: How the Law Should
Treat Friends in Insider Trading Cases, 7 CHARLESTON L. REV.
345, 363 (2013); Bradley J. Bondi & Steven D. Lofchie, The Law
of Insider Trading: Legal Theories, Common Defenses, and Best
Practices for Ensuring Compliance, 8 N.Y.U. J.L. & BUS. 151,
190 n.147 (2011); Hazen, supra note 35, at 896-97; Allan
Horwich, The Clinical Trial Research Participant As an Inside
Trader: A Legal and Policy Analysis, 39 J. HEALTH L. 77, 114
n.132 (2006).
49
See Agee, supra note 48, at 364-65; Joanna B.
Apolinsky, Insider Trading As Misfeasance: The Yielding of the
46
47
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particular, a highly publicized case, S.E.C. v. Cuban,50
required the U.S. Court of Appeals for the Fifth Circuit
to evaluate whether an oral promise of confidential
treatment made to the chief executive of a corporation by
a significant shareholder of the corporation could be the
source of the requisite duty. Although the district court
found that the SEC could not premise liability in the case
on Rule 10b5-2(b)(1) (which establishes a duty of trust
and confidence based on an agreement to keep
information confidential),51 the Fifth Circuit found to the
contrary.52 At issue in the case was whether the
agreement to keep information confidential also included
an understanding that the recipient was not to trade
while the information remained nonpublic.53 Deciding
that the evidence could support the existence of an
understanding that trading was prohibited, the Fifth
Circuit vacated the district court’s opinion and remanded
the case for further consistent proceedings.54 A jury
eventually found that the recipient of the information

Fiduciary Requirement, 59 U. KAN. L. REV. 493, 533 n.264
(2011); Hazen, supra note 35, at 895.
50 620 F.3d 551, 552 (5th Cir. 2010).
51 S.E.C. v. Cuban, 634 F. Supp. 2d 713, 730–31 (N.D. Tex.
2009), (“Because Rule 10b5–2(b)(1) attempts to predicate
misappropriation theory liability on a mere confidentiality
agreement lacking a non-use component, the SEC cannot rely
on it to establish Cuban's liability under the misappropriation
theory.”), vacated and remanded, 620 F.3d 551.
52 620 F.3d 551, 557 (“The allegations, taken in their entirety,
provide more than a plausible basis to find that the
understanding between the CEO and Cuban was that he was
not to trade, that it was more than a simple confidentiality
agreement.”).
53 See supra note 51; 620 F.3d 551, 556.
54 620 F.3d 551, 558.
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was not liable for insider
misappropriation theory.55

trading

under

the

Given the general nature of the three duty-bound
contexts described in Rule 10b5-2, continuing
interpretations of the contours of each of the three can be
expected.56 Moreover, the rebuttable presumption
provided in Rule 10b5-2(b)(3) for intra-family
communications makes it a veritable playground for
litigators at the trial and appellate levels. As a result,
exchanges of material nonpublic information in close
family relationships that precede trades by the recipient
of the information continue to be potential, yet uncertain,
bases for insider trading liability under Section 10(b) and
Rule 10b-5.

See, e.g., Erin Fuchs, Why The SEC Lost Its Big Case Against
Mark Cuban, BUS. INSIDER (Oct. 17, 2013, 3:54 PM),
https://www.businessinsider.com/how-mark-cuban-defeatedthe-sec-2013-10; Andrew Harris & Tom Korosec, SEC Loses as
Mark Cuban Triumphs in Insider-Trading Trial, BLOOMBERG
(Oct.
17,
2013,
7:48
PM
EDT),
https://www.bloomberg.com/news/articles/2013-1016/billionaire-mark-cuban-found-not-liable-in-sec-lawsuit;
Jana J. Pruet, Billionaire Mark Cuban Cleared of Insider
Trading; Blasts U.S. Government, REUTERS (Oct. 16, 2013, 3:44
PM), https://www.reuters.com/article/us-usa-sec-cuban-verdict
/billionaire-mark-cuban-cleared-of-insider-trading-blasts-u-sgovernment-idUSBRE99F0ZM20131016.
56 Hazen, supra note 35, at 897 (“We must await further
judicial clarification . . . before being able to judge whether the
courts will in fact recognize the proper breadth of Rule 10b52.”); Accord, Agee, supra note 48, at 378 (“ . . . [T]he SEC's
attempt to clarify other non-business fiduciary relationships
provides valuable and reasonable parameters that the
Supreme Court has yet to address in a case among friends.”).
55
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II. Spousal Misappropriation
As the general doctrinal survey in Part I
demonstrates, personal relationship contexts, including
marital relationships, present particularly thorny issues
in determining the existence of the duty requisite to
misappropriation insider trading liability. A focused
review of decisional law and regulatory principles
provides important insights into the way that courts and
the SEC have undertaken to resolve these issues.
Ultimately, however, this review illustrates that it is
easy to lose sight of the forest for the trees. A focus on
first principles may offer additional insights that provide
a foundation for further guidance in resolving this
important duty question in spousal misappropriation
enforcement actions like the Hawk case.
A. Decisional Law and Regulatory Principles
Applicable to Spousal Misappropriation
In an influential 1991 opinion, United States v.
Chestman,57 the U.S. Court of Appeals for the Second
Circuit took on the specific task of determining whether
spouses owe a fiduciary or fiduciary-like duty of trust and
confidence to each other. In its opinion, the Chestman
court’s analysis begins by noting the need for restraint in
taking the notion of fiduciary and fiduciary-like duties
too far in this context58 and proceeds by articulating two
foundational propositions: that (1) “a fiduciary duty
cannot be imposed unilaterally by entrusting a person
with confidential information”59 and (2) “marriage does
United States v. Chestman, 947 F.2d 551, 567 (2d Cir. 1991).
Id. at 567 (“[W]e tread cautiously in extending the
misappropriation theory to new relationships, lest our efforts
to construe Rule 10b–5 lose method and predictability, taking
over ‘the whole corporate universe.’”).
59 Id.
57
58
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not, without more, create a fiduciary relationship.”60
Having established these matters, the court then
proceeds to an analysis of whether the marital
relationship at the center of the action was fiduciary or
fiduciary-like.
In summary fashion, the Chestman court finds
that the marital relationship in that case is not a
“traditional” fiduciary relationship.61 This determination
leaves the court with the more difficult analytical task of
determining whether the marriage constituted a
fiduciary-like relationship or more precisely, as stated in
the Chestman opinion, a “similar relationship of trust
and confidence.”62 The court reasons that the relationship
must be “the functional equivalent of a fiduciary
relationship”63 for potential insider trading liability to
attach. As a result, it relies heavily on agency law in
identifying the attributes of a fiduciary relationship to
which aspects of the marital relationship in the case must
then be compared.64
Ultimately, the Chestman court determined that
the husband and wife in the case did not enjoy the
requisite fiduciary or fiduciary-like relationship.65 The
court’s reasoning is summarized in the following
paragraph
from
its
opinion:
Keith’s status as Susan’s husband could
not itself establish fiduciary status. Nor,
Id. at 568.
Id.
62 Id. at 566. This language appears to come from the U.S.
Supreme Court’s opinion in Chiarella v. United States, 445
U.S. 222, 228 (1980) (quoting from the RESTATEMENT (SECOND)
OF TORTS § 551(2)(a) (1976) in referring to “ . . . a fiduciary or
other similar relation of trust and confidence . . . ”).
63 Chestman, 947 F.2d at 568.
64 Id. at 568-70.
65 Id. at 571.
60
61
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absent a pre-existing fiduciary relation or
an express agreement of confidentiality,
could the coda—“Don’t tell.” That leaves
the unremarkable testimony that Keith
and Susan had shared and maintained
generic confidences before. The jury was
not told the nature of these past
disclosures and therefore it could not
reasonably find a relationship that
inspired fiduciary, rather than normal
marital,
obligations.66
In sum, under Chestman, an express request to a spouse
for confidential treatment of material nonpublic
information affecting the market for a security, despite
evidence of other similar confidentiality requests made in
the past, is insufficient to establish the fiduciary or
fiduciary-like duty that, if breached in connection with
the purchase or sale of a security, forms the basis of
insider trading liability under Section 10(b) and Rule
10b-5.67
Yet, Chestman was decided six years before the
U.S. Supreme Court endorsed the misappropriation
theory in United States v. O’Hagan.68 The O’Hagan Court
summarizes misappropriation liability as set forth below.
Under
this
theory,
a
fiduciary’s
undisclosed, self-serving use of a
principal’s information to purchase or sell
securities, in breach of a duty of loyalty
and confidentiality, defrauds the principal
of the exclusive use of that information. In
lieu of premising liability on a fiduciary
relationship between company insider and
Id.
Id.
68 521 U.S. 642 (1997).
66
67
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purchaser or seller of the company’s stock,
the misappropriation theory premises
liability on a fiduciary-turned-trader’s
deception of those who entrusted him with
access to confidential information.69
O’Hagan’s depiction of misappropriation liability is
narrowly focused on a fiduciary relationship.70 This is
perhaps unsurprising given that the O’Hagan facts
related to the breach of a private firm attorney’s
obligation of trust and confidence to his law firm partners
and the firm’s client—role-based fiduciary duties (one
legally recognized under business associations law and
the other under agency law and professional
responsibility rules).71 However, what is important in the
Id. at 652.
Id.
71 Id. at 653 (“In this case, the indictment alleged that
O'Hagan, in breach of a duty of trust and confidence he owed
to his law firm, Dorsey & Whitney, and to its client, Grand Met,
traded on the basis of nonpublic information regarding Grand
Met's planned tender offer . . . ”); see MODEL RULES OF PROF ’L
CONDUCT r. 1.6(a) (AM . BAR ASS’N 2016) (providing that,
subject to specified exceptions, “[a] lawyer shall not reveal
information relating to the representation of a client”);
REV. UNIF. P'SHIP ACT § 404(b)(1) & (c) (1997) (providing,
among other things, that a partner owes a duty to the
partnership and his fellow partners “to account to the
partnership and hold as trustee for it any . . . benefit derived
by the partner in the conduct . . . of the partnership business
or derived from a use by the partner of partnership property”
and to refrain “from engaging in . . . intentional misconduct, or
a knowing violation of law.”) RESTATEMENT (THIRD) OF AGENCY
§ 8.05 (AM. LAW INST. 2006) (“An agent has a duty. . . not to use
or communicate confidential information of the principal for
the agent's own purposes or those of a third party.”); see also
Deborah A. DeMott, The Faces of Loyalty: A Comment on
Hillman, Loyalty in the Firm: A Statement of General
Principles on the Duties of Partners Withdrawing from Law
Firms, 55 WASH. & LEE L. REV. 1041, 1042 (1998) (“[A] lawyer
69
70
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O’Hagan Court’s analysis is that the duty—or, more
precisely, the breach of that duty—represents a deceptive
act in connection with a securities trading transaction.
Several spousal misappropriation cases have been
decided since the Court’s decision in O’Hagan.72 Each
addresses the Chestman opinion and, after its adoption
in 2000, Rule 10b5-2(b)(3). For example, in S.E.C. v.
Goodson,73 decided shortly after the adoption of Rule
10b5-2, the SEC prevailed in asserting a potential
fiduciary duty between spouses rooted in Georgia
statutory law.74 The Goodson court also noted that
“Rule 10b5-2(b)(3), which does not apply retroactively,
essentially
creates
a
federal
fiduciary
duty
between spouses for securities law purposes.” 75 A few
years later, in S.E.C. v Yun, a 2003 SEC enforcement
action alleging tipping of information obtained through
spousal misappropriation, the U.S. Court of Appeals for
the Eleventh Circuit found that “the SEC presented
evidence upon which a jury could find that a duty of

is . . . an agent of the lawyer's clients and owes fiduciary duties
to them as well as to the firm.”); Susan R. Martyn, In Defense
of Client-Lawyer Confidentiality . . . and Its Exceptions . . ., 81
NEB. L. REV. 1320, 1321–22 (2002) (“Beginning about 100 years
ago, both the attorney-client privilege and the agency duty of
confidentiality became incorporated into lawyer codes as the
obligation not to divulge the confidences and secrets of a
client.”).
72 S.E.C. v. Yun, 327 F.3d 1263, 1274 (11th Cir. 2003); United
States v. Corbin, 729 F. Supp. 2d 607 (S.D.N.Y. 2010); S.E.C.
v. Goodson, No. 99CV2133, 2001 WL 819431 (N.D. Ga. Mar. 6,
2001).
73 S.E.C. v. Goodson, No. 99CV2133, 2001 WL 819431 (N.D. Ga.
Mar. 6, 2001).
74 Id. at *3 (“[D]espite defendants' contentions, courts have
repeatedly found that O.C.G.A. § 23-2-58 does create a
fiduciary duty between spouses.”).
75 Id.

[187]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 | AUTUMN 2020 | ISSUE 1

loyalty and confidentiality existed” between the married
couple in that case.76 The court reasoned as follows:
In our view, a spouse who trades in breach
of a reasonable and legitimate expectation
of confidentiality held by the other spouse
sufficiently subjects the former to
insider trading liability. If the SEC can
prove that the husband and wife had a
history or practice of sharing business
confidences,
and
those
confidences
generally were maintained by the spouse
receiving the information, then in most
instances the conveying spouse would have
a reasonable expectation of confidentiality
such that the breach of the expectation
would suffice to yield insider trading
liability.77
In addition, nine years after Goodson and seven years
after Yun, in U.S. v. Corbin,78 the U.S. District Court for
the Southern District of New York concluded that the
marriage at issue in that case was a fiduciary-like
relationship, citing to Chestman.79 The Corbin court also

S.E.C. v. Yun, 327 F.3d 1263, 1274 (11th Cir. 2003).
Id. at 1272–73.
78 United States v. Corbin, 729 F. Supp. 2d 607 (S.D.N.Y. 2010).
79 Id. at 616–7. Specifically, the court stated:
76
77

The Indictment charges that the Devlins had a
spousal relationship that involved the repeated
disclosure of business secrets. Accordingly, the
Court finds that the Government's allegations
fall within the purview of behavior that, as
alleged,
demonstrates
“the
functional
equivalent of a fiduciary relationship.” Thus,
the Court concludes that the Indictment here
alleges a relationship between the Devlins
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found the promulgation of Rule 10b5-2 to be a valid
exercise of SEC authority and determined that the
rebuttable presumption in Rule 10b5-2(b)(3) passes
constitutional muster.80
The foregoing review of judicial opinions and SEC
regulatory pronouncements relating to spousal
misappropriation offers important context. Yet, while
this review reveals that SEC rules and more recent
reported decisional law find or presume a fiduciary-like
duty of trust and confidence in marriage for purposes of
misappropriation liability under Section 10(b) and Rule
10b-5, there remains a lack of clarity on that issue. For
example, one law weblog post, in responding to the public
announcement of the Hawk and Chen cases, commented
that the SEC’s assertion of the requisite duty in these
cases represents “a questionable legal theory, and a
continued expansion, beyond all logical bounds, of 10b-5
liability, but a theory that the SEC continues to
pursue.”81 Certainly, without more facts on the nature of
the Hawk’s marital relations over time, it would be
difficult for us to assess the SEC’s probability of success
on the merits in the Hawk case. The unclear nature of the

sufficient to support a prosecution under
misappropriation liability.
Id at 617. (citations omitted).
80 Id. at 617-19; see also S.E.C. v. De La Maza, No. 09-21977CIV, 2011 WL 13174213, at *13-15 (S.D. Fla. Feb. 16, 2011).
81 SEC Expanding the Scope of Insider Trading, THE
SECURITIES LAW BLOG, https://seclaw.blogspot.com/2014/04/sec
-expanding-scope-of-insider-trading.html (last visited April 5,
2020); see also Perino (“Critics charge that enforcers take too
broad a view of such duties and that they expand them to fit
the needs of the actions they want to file. The result is a vague
and uncertain liability standard. These non-traditional duties
of trust and confidence have involved . . . familial relationships
. . . .” (footnotes omitted)).
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requisite duty in the spousal misappropriation context
deserves additional consideration and analysis.
This additional analytical attention is especially
useful because spousal misappropriation cases constitute
an identifiable, recurring subset of insider trading
actions brought by the SEC and the U.S. Department of
Justice.82 Many of these cases, like other legal actions,
never make it to trial or generate published legal
opinions; we have few fully litigated examples from
which we can draw additional descriptive information.83
However, data gathered for an as-yet unpublished study
of friends-and-family insider trading actions brought
over an eleven-year period that includes the Hawk and
Chen cases provides evidence that a relatively small, but
significant, number of these cases are brought.84
Cf. Sec’s & Exch. Comm’n, Selective Disclosure & Insider
Trading, Release No. 7881, 65 Fed. Reg. 51716, 51730 (Aug. 24,
2000) [hereinafter SEC Adoption Release] (“Our experience in
this area indicates that most instances of insider trading
between or among family members involve spouses, parents
and children, or siblings; therefore, we have enumerated these
relationships and not others.”); Sec’s & Exch. Comm’n,
Selective Disclosure & Insider Trading, Release No. 7787, 64
Fed. Reg. 72590, 72602 (Dec. 28, 1999) [hereinafter SEC
Proposing Release] (“We have investigated and prosecuted a
large number of insider trading cases that involved trading by
friends or family members of insiders.”).
83 See SEC Expanding the Scope of Insider Trading, THE
SECURITIES LAW BLOG, https://seclaw.blogspot.com/2014/04/sec
-expanding-scope-of-insider-trading.html (last visited April 5,
2020) (“Unfortunately, because these cases settle, the
questionable legal theory is not being tested.”).
84 The study analyses a propriety data set of publicly available
insider trading cases reported between 2008 and 2018 that
involve information exchanges occurring outside the
workplace—between friends and family. The cases include civil
(federal court and administrative) enforcement actions culled
from a review of SEC litigation releases and complaints and
criminal enforcement actions identified from date-restricted
content-based searches on Bloomberg Law.
Additional
82
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Specifically, seventeen of the 66 friends-and-family
misappropriation cases identified for purposes of the
study involved spousal misappropriation.85 Sixteen of
these seventeen cases involve allegations of husbands
misappropriating information from wives.86 The
recurrent nature of spousal misappropriation cases
requires a look beyond historical judicial and regulatory
pronouncements for answers to the spousal duty
questions raised by these cases.
B. First Principles Applicable to Spousal
Misappropriation
First principles emanating from both insider
trading doctrine and the legal treatment of information
conveyed in spousal relationships outside the insider
trading context hold promise to provide helpful guidance.
information about the data set and the study are available from
the author.
85 The seventeen cases include thirteen federal court actions
brought by the SEC, two administrative court actions brought
by the SEC, and two criminal prosecutions.
86 The sole enforcement action identified in which a wife
misappropriated information from a husband was brought as
an SEC administrative court action. See In re Jo Ann Myers &
Hollis W. Pickett, Jr., Order Instituting Cease-and-Desist
Proceedings Pursuant to Section 21C of the Securities [sic]
Exchange Act of 1934, Making Findings, and Imposing a
Cease-and-Desist Order, Exchange Act Release No. 79581
(Dec. 16, 2016), available at https://www.sec.gov/litigation/
admin/2016/34-79581.pdf.
A separate study similarly
identified husbands as common recipients of information from
wives in insider trading actions, although it did not
differentiate between tipping and misappropriation cases. See
Kenneth R. Ahern, Information Networks: Evidence from
Illegal Insider Trading Tips, 125 J. FIN. ECON. 26 (2017)
(“[C]ompared to non-family associates, husbands are more
likely to be tipped, while wives, sisters, and in-laws are less
likely to be tipped.”).
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Basic assumptions underlying two separate things—U.S.
insider trading law as a type of securities fraud and the
norms of marital relationships—are fundamental to
spousal misappropriation actions. With that in mind, this
Part II.B offers a closer inspection of both (1) suppositions
fundamental to the deception requirement that is at the
heart of misappropriation liability under U.S. insider
trading law and (2) the policy underpinnings of one of the
two testimonial spousal privileges—the privilege
regarding communications between spouses made
in confidence during the course of their marriage—in the
hope that they may offer important insights.
1.
Deception
as
a
Misappropriation Liability

Foundation

for

For insider trading liability to be cognizable under
Section 10(b), there must be either manipulation or
deception.87 Section 10(b) is express on this point; it
makes unlawful the use or employment, in connection
with a securities transaction, of “any manipulative or
deceptive device or contrivance in contravention of such
rules and regulations as the Commission may prescribe
as necessary or appropriate in the public interest or for
the protection of investors.” 88 Misappropriation liability
17 C.F.R. § 240.10b-5 (2020).
15 U.S.C. § 78j(b) (2018); see also Joan MacLeod
Heminway, Martha Stewart and the Forbidden Fruit: A New
Story of Eve, 2009 MICH. ST. L. REV. 1017, 1027–28 (2009). In
a prior work, I described insider trading’s roots in deceptive
conduct as follows:
87
88

[I]nsider trading in the United States is illegal
because it is deceptive as a betrayal of a
relationship of trust and confidence relating to
material nonpublic information about a
corporation or its securities. This kind of
trading deceives those who trust the holder of
the material nonpublic information—those
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is expressly based on deception. 89 Specifically, a
misappropriator deceives the source of information by
using it improperly—in contravention of a fiduciary or
fiduciary-like duty of trust and confidence owed to that
source.90
In essence, “the deception essential to the
misappropriation theory involves feigning fidelity to the
source of information.”91 It represents an intentional
disregard for the confidentiality borne of a trust
relationship—an intentional disregard that is designed
to give the misappropriator an advantage over market
investors.92 Importantly, the Supreme Court has
expressly averred that “the theory is limited to those who
breach a recognized duty.”93
Existing decisional law, as illustrated by the court
opinions described supra Part II.A, does not offer clear
guidance on the extent to which marriage may be the
source of that “recognized duty” in any individual case.
Court opinions part ways on the facts—most particularly
who trust the holder not to use the information
improperly and selectively for his or her or its
advantage.
Id. (footnotes omitted).
89 See United States v. O'Hagan, 521 U.S. 642, 659 (1997) (“The
misappropriation at issue here was properly made the subject
of a §10(b) charge because it meets the statutory requirement
that there be ‘deceptive’ conduct ‘in connection with’ securities
transactions.”).
90 See id. at 652 (“[T]he misappropriation theory premises
liability on a fiduciary-turned-trader's deception of those who
entrusted him with access to confidential information.”).
91 Id. at 655.
92 See id. at 658–59 (“An investor's informational disadvantage
vis-á-vis a misappropriator with material, nonpublic
information stems from contrivance, not luck; it is a
disadvantage that cannot be overcome with research or skill.”)
93 Id. at 666.
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the extent to which there is a pattern of confidential
treatment of business matters in the specific marriage.
Yet, the conduct of a spouse in duplicitously obtaining,
and then disclosing or using, information conveyed or
obtained under circumstances that indicate its nonpublic
nature and confidentiality is a violation of the trust
inherent in an archetypal marriage.94
Section 10(b)’s deception requirement is not
inherently bound to omissions to state material fact in
fiduciary contexts; nothing in the statute itself or in Rule
10b-5 mandates that deception occur in a fiduciary
context. It is in decisional law, as described in Part II.A,
that establishes the requirement of a fiduciary or
fiduciary-like duty in specific contexts. Deception may
therefore be construed to have a more capacious
meaning—one that extends beyond fiduciary or
fiduciary-like duties to obligations of candor and integrity
in wider contexts imbued with extralegal content.95 In
fact, deception has been defined broadly as “the act of
causing someone to accept as true or valid what is false
or invalid.”96 Essentially, deception involves false
pretense—tricking or hoodwinking another—achieved by
See infra Part II.B.2 for an exploration of societal norms and
expectations relating to marital relationships.
95 See, e.g., Stuart P. Green, Lying, Misleading, and Falsely
Denying: How Moral Concepts Inform the Law of Perjury,
Fraud, and False Statements, 53 HASTINGS L.J. 157, 160 (2001)
(“[T]he definition of what constitutes deception in offenses like
mail fraud, securities fraud, and the Model Penal Code's theft
by deception exhibits a much more flexible formal structure
and moral content than ever could have been anticipated at
common law.”);
id. at 182 (noting that “[i]n contrast to perjury and false
declarations—which . . . require both an assertion and literal
falsity—offenses such as fraud . . . reflect a more flexible
concept of deception.”).
96 Deception, Merriam-Webster.com Dictionary, https://www.m
erriam-webster.com/dictionary/deception (last visited April 11,
2020).
94
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concealing the full truth from someone through words or
action in a context where complete truth is reasonably
expected. The common law tort of deceit recognizes this
more holistic meaning.97 Although many expressions of
deception in legal causes of action focus on
misrepresentations, concealment of the truth through
omissions (as well as other conduct) also may constitute
actionable deception in various legal contexts.98
The language of Rule 10b-5 certainly allows for a
more all-inclusive approach to defining deception—one
not limited to fiduciary or fiduciary-like relationships.
Although Rule 10b-5(b) expressly governs misstatements
RESTATEMENT (SECOND) OF TORTS § 525 (AM. LAW INST.1977)
(“One who fraudulently makes a misrepresentation of fact,
opinion, intention or law for the purpose of inducing another to
act or to refrain from action in reliance upon it, is subject to
liability to the other in deceit for pecuniary loss caused to him
by his justifiable reliance upon the misrepresentation.”). A
comment to this rule in the Restatement clarifies that “. . .
words or conduct asserting the existence of a fact constitute a
misrepresentation if the fact does not exist.” Id. cmt. B.
98 One legal scholar in this area helpfully explains the range of
deceptive conduct in the following way:
97

Falsehoods are but one way that a person can
cause a false belief in another. Thus false
advertising law recognizes that a literally
truthful advertisement can cause consumers to
draw false inferences; tort law recognizes that
concealing a fact can be as wrongful as lying
about it; and disclosure duties recognize that
the failure to act can also cause false beliefs in
others. The law of deception includes these and
other laws that target deceptive acts and
omissions.
Gregory Klass, The Law of Deception: A Research Agenda, 89
U. COLO. L. REV. 707
708 (2018).
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and misleading omissions to state material fact relating
to existing disclosed facts,99 Rules 10b-5(a) and (c)
articulate a wider scope of proscribed conduct.
Specifically, Rule 10b-5(a) makes unlawful “any device,
scheme, or artifice to defraud . . . in connection with the
purchase or sale of any security,”100 and Rule 10b-5(c)
prohibits “any act, practice, or course of business which
operates or would operate as a fraud or deceit upon any
person . . . in connection with the purchase or sale of any
security.”101 While Rule 10b-5(a) is limited to vehicles
used to commit fraud, the use of the terms “would
operate” and “deceit” in Rule 10b-5(c) may implicate even
wider-ranging conduct related to transactions in
securities. Notably, the SEC’s complaint in the Hawk
case alleges violations of all three clauses of Rule 10b5.102
Context is therefore important.103 Deception
underlies, pervades, and cuts across numerous different
types of legal rules and claims, both civil and criminal.104
17 C.F.R. § 240.10b-5(b) (2020).
17 C.F.R. § 240.10b-5(a).
101 17 C.F.R. § 240.10b-5(c).
102 Hawk Complaint, supra note 5, at ¶ 17.
103 John Bliss, The Legal Ethics of Secret Client Recordings, 33
GEO. J. LEGAL ETHICS 55, 68 (2020) (“[D]eceit is difficult
to define without context.”).
104 See, e.g., Green, supra note 95, at 159 (offering “an account
of the structural and moral differences among three different
kinds of deception” common to legal and moral wrongs);
Gregory Klass, Meaning, Purpose, and Cause in the Law of
Deception, 100 GEO. L.J. 449, 452 (2012) (identifying,
examining, and applying “three methods the law uses to
regulate deception between private parties, which correspond
to three types of laws of deception: interpretive, purpose-based,
and causal-predictive.”). Klass collectively labeled the myriad
laws in this area “the law of deception,” discussing the laws
which “address the flow of information between private
parties,” further stating,
99

100
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Judicial opinions in misappropriation actions brought
under Section 10(b) and Rule 10b-5 can and should
recognize and accept broad notions of deception to the
extent that they serve the policy objectives underlying
the misappropriation theory—namely, promoting market
integrity as a means of encouraging investment
activity.105 “[U]sing misappropriated information could
thereby create liability, not because a duty to disclose has
been imposed but because use of the information is
deceptive in and of itself.”106
Broader notions of deception are sometimes
present in decisional law under Section 10(b) and Rule
10b-5, although the Supreme Court has not specifically
endorsed them in the insider trading context.
Significantly, Supreme Court jurisprudence does
recognize the importance of candor in federal securities
law, noting that “[a] fundamental purpose, common to
these statutes, was to substitute a philosophy of full
Familiar examples include the torts of deceit,
negligent misrepresentation, nondisclosure,
and defamation; criminal fraud statutes;
securities law, which includes both disclosure
duties and penalties for false statements; false
advertising law; labeling requirements for food,
drugs, and other consumer goods; and,
according to recent scholarship, informationforcing penalty defaults in contract law and
elsewhere. Taken together, these and similar
laws constitute what I will call the “law of
deception.” They regulate the flow of
information between private parties to prevent
dishonesty, disinformation, artifice, cover-up,
and other forms of trickery, or to avert mistake,
misunderstanding, miscalculation, and other
types of false belief.
Id. at 449–50.
105 See supra note 36 and accompanying text.
106 Apolinsky, supra note 49, at 525.
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disclosure for the philosophy of caveat emptor.”107 As an
implementation of that philosophy of full disclosure,
some lower federal courts have begun to embrace the
inherent and potential breadth of deception in the insider
trading context.108
For example, in S.E.C. v. Rocklage,109 a wife fully
disclosed to her husband her intention to inform her
brother
of
material
nonpublic
information
misappropriated from the husband, which would, based
on Supreme Court dicta in the O’Hagan opinion,110
seemingly foreclose misappropriation liability because of
a lack of deception. The Rocklage court acknowledged
this impediment to the SEC’s case. 111 Yet, the court’s
Sec. & Exch. Comm'n v. Capital Gains Research Bureau,
Inc., 375 U.S. 180, 186 (1963) (emphasis omitted).
108 See Nagy, supra note 24, at 1340 (“Although several lower
courts have adhered strictly to the Supreme Court's dictate
that insider trading liability must be predicated on deception
by a fiduciary, a growing number of courts simply disregard
this fiduciary dictate when it forecloses liability against a
defendant who has traded securities based on wrongfully
obtained information.” (footnote omitted)).
109 470 F.3d 1 (1st Cir. 2006).
110 See United States v. O'Hagan, 521 U.S. 642, 655 (1997)
(“[F]ull
disclosure
forecloses
liability
under
the
misappropriation theory: Because the deception essential 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
‘deceptive device’ and thus no § 10(b) violation . . . .”).
111
Rocklage, 470 F.3d at 8.
The court’s specific
acknowledgement included a reference to the O’Hagan opinion:
107

Had Mrs. Rocklage never made any disclosure
of her intent to tip her brother, there would
have been deception in connection with a
securities transaction when she did tip her
brother, without her husband's consent, to
enable her brother to trade in securities.
Under O'Hagan, this would have been the case
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opinion in Rocklage further recognized that the timing of
the wife’s disclosure to the husband (after he already had
afforded her the information in confidence) in
combination with the wife’s preconceived plan to make
the information available to her brother did constitute
the requisite deception.
[B]efore her husband's initial disclosure
about the clinical trial, Mrs. Rocklage did
absolutely nothing to correct his mistaken
understanding that she would keep the
trial results confidential. This was so even
though Mrs. Rocklage knew that her
husband had this (mis)understanding, and
even though she had a preexisting
arrangement
to
disclose
certain
confidential information to her brother.112
Ultimately, the Rocklage court expressly found that,
although the wife’s tip was not deceptive under the
reasoning set forth in O’Hagan, her acquisition of the
information from her husband—an independent course of
conduct from the associated tipping of her brother—was
deceptive.113
Broad-based notions of deception also have begun
to influence legal scholarship on insider trading. In
particular, Professor Donna Nagy has argued
compellingly that deception can occur outside the
construct of fiduciary and fiduciary-like duties.114 She
irrespective of the means by which Mrs.
Rocklage acquired the information.
Id.
Id. (“We agree that this acquisition of information was
deceptive.”).
114 Nagy, supra note 24; see also Apolinsky, supra note 49, at
522 (“[T]he fiduciary relationship is no longer the sine qua non
of insider trading liability—other kinds of relationships
112
113

[199]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 | AUTUMN 2020 | ISSUE 1

suggests, on the basis of Rocklage and other cases
founded in deception that may be deemed to be outside
the context of fiduciary and fiduciary-like relationships,
that “courts could recognize an insider trading theory
based on the deceptive acquisition of confidential
information.”115 She points out that this theory, while
used in Rocklage in a misappropriation context,
represents a broader liability scheme not necessarily
confined to misappropriation cases.116 Nevertheless, the
deceptive acquisition theory of liability is useful in the
spousal misappropriation setting where confidentiality
may well be expected, even if that confidentiality is not
borne of a legally recognized fiduciary or fiduciary-like
relationship. It illustrates an important application of
broader notions of deception in the spousal
misappropriation context.
2. The Policy Underlying Spousal Privilege
An additional first principle—one relating to
information
conveyed in
spousal
relationships
generally—also is in play in spousal misappropriation
cases. Specifically, marital relationships enjoy distinctive
treatment under federal and state rules of evidence
because of their innate capacity to include confidential
communications. This distinctive treatment exists in the
form of a spousal confidential communications privilege
that proscribes testimony about confidential marital
communications.117 This marital privilege is one of two
implicate the broader policies of section 10(b) and Rule 10b5.”).
115 Nagy, supra note 24, at 1322.
116 Id. at 1369 (“[A] theory of deceptive acquisition is
analytically distinct from the misappropriation theory
endorsed in O’Hagan.”
117 See Naomi Harlin Goodno, Protecting “Any Child”: The Use
of the Confidential-Marital-Communications Privilege in
Child-Molestation Cases, 59 U. KAN. L. REV. 1, 3 (2010);
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recognized under the Federal Rules of Evidence as
common law marital privileges.118
At the outset, the two spousal privileges were not
seen as separate. The U.S. Supreme Court first
recognized a spousal privilege in 1839 in Stein v.
Bowman,119 a legal action in which a wife was called to
testify about facts relating to communications with her
husband, who was no longer alive at the time of the trial
in the case. In its opinion, the Court expressly
acknowledged that “[i]t is a general rule that neither a
husband nor wife can be a witness for or against the
other. This rule is subject to some exceptions; as where
the husband commits an offence against the person of his
wife.”120 The Stein Court noted specifically what later
were recognized as the two distinct spousal privileges:
“[T[he wife is not competent, except in cases of violence
upon her person, directly to criminate her husband; or to

Katherine O. Eldred, Comment, “Every Spouse’s Evidence”:
Availability of the Adverse Spousal Testimonial Privilege in
Federal Civil Trials, 69 U. CHI. L. REV. 1319, 1319–20 (2002).
118 See generally FED. R. EVID. 501 (providing, subject to
exceptions for express constitutional, statutory, or court rules
to the contrary, that “[t]he common law—as interpreted by
United States courts in the light of reason and experience—
governs a claim of privilege . . . .”). The second of the two
common law marital privileges currently recognized is “the
adverse spousal testimonial privilege, also known as the antimarital facts privilege” which applies, at least in criminal
proceedings, regardless of the confidential nature of the
spousal communications. Eldred, supra note 117, at 1319–20;
see also Goodno, supra note 117, at 3. The two privileges are
distinct and individually applicable, based on context. See
Wolfle v. United States, 291 U.S. 7, 14 (1934) (“[T]he privilege
with respect to communications extends to the testimony of
husband or wife even though the different privilege, excluding
the testimony of one against the other, is not involved.”).
119 38 U.S. 209 (1839).
120 Id. at 221 (citations omitted).
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disclose that which she has learned from him in
their confidential intercourse.”121
Although various policy rationales for the spousal
privilege have been forwarded over time, the privilege
itself, as articulated in Stein, recognizes the
confidentiality of information conveyed in marital
relationships—“the confidence that subsists between
husband and wife.”122 The Stein Court explained its
understanding of the policy roots of the spousal privilege
in the following way:
This rule is founded upon the deepest and
soundest principles of our nature.
Principles which have grown out of those
domestic relations, that constitute the
basis of civil society; and which are
essential to the enjoyment of that
confidence which should subsist between
those who are connected by the nearest
and dearest relations of life. To break down
or impair the great principles which
protect the sanctities of husband and wife,
would be to destroy the best solace of
human
existence.123

Id. at 222; see also Eldred, supra note 117, at 1334 (footnote
omitted) (“The Stein rule combined spousal incompetence to
testify with a privilege rule that appears to match with the
modern confidential communications privilege. American law
had not yet separated a confidential communications privilege
from an adverse testimonial privilege.”).
122 Stein, 38 U.S. at 223. Although many cases refer to spouses
as husband and wife, it should be noted that the U.S. Supreme
Court has recognized same-sex marriages and expressly noted
that the spousal privilege is a right attendant to marriage. See
Obergefell v. Hodges, No. 14–556, slip op. at 16–17 (U.S. June
26, 2015).
123 Stein, 38 U.S. at 223; see also Eldred, supra note 117, at
1323
n.28
(“The
policy
justifications
for
the
121

[202]

WOMEN SHOULD NOT NEED TO WATCH THEIR HUSBANDS
LIKE [A] HAWK
15 TENN. J.L. & POL’Y 162 (2020)

This policy rationale offers insights into the
reasonable expectations of a marital relationship. It is
expected to be a relationship in which confidences can be
and are enjoyed, and there is a societal benefit to be
gained from preserving that bond of trust and
confidence.124
In fact, some courts—including the U.S. Supreme
Court—have expressly acknowledged that confidentiality
is presumed in marital relationships. In 1951, for
example, the Court expressly averred that “marital
communications are presumptively confidential.”125 The
presumption is, however, rebuttable by the litigant
seeking to introduce the testimony.126 In an earlier case,
spousal confidential communications privilege in American
law are much the same as for the others: the privilege is needed
to encourage marital confidences, which in turn promotes
marital harmony.”).
124 See, e.g., Hawkins v. United States, 358 U.S. 74, 77
(1958), holding modified by Trammel v. United States, 445
U.S. 40 (1980) (“The basic reason the law has refused to pit wife
against husband or husband against wife . . . was a belief that
such a policy was necessary to foster family peace, not only for
the benefit of husband, wife and children, but for the benefit of
the public as well.”); Wolfle v. United States, 291 U.S. 7, 14
(1934) (citations omitted) (“The basis of the immunity given to
communications between husband and wife is the protection of
marital confidences, regarded as so essential to the
preservation of the marriage relationship as to outweigh the
disadvantages to the administration of justice which the
privilege entails.”); State v. Freeman, 276 S.E.2d 450, 453
(N.C. 1981) (footnote omitted) (“[S]pouses shall be incompetent
to testify against one another in a criminal proceeding only if
the substance of the testimony concerns a ‘confidential
communication’ between the marriage partners made during
the duration of their marriage. This holding allows marriage
partners to speak freely to each other in confidence . . . .”).
125 Blau v. United States, 340 U.S. 332, 333 (1951).
126 Id. (noting that “The Government made no effort to
overcome the presumption.”); see also Goodno, supra note 117,
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the Court first noted the presumption and its rebuttable
nature.
Communications between the spouses,
privately made, are generally assumed to
have been intended to be confidential, and
hence they are privileged; but wherever a
communication, because of its nature or
the circumstances under which it was
made, was obviously not intended to be
confidential it is not a privileged
communication.127
The presumption of confidentiality in a marriage stems
from the bond of trust commonly generated and assumed
to exist in a marriage and is an integral incentive to full
disclosure.128
Support for the spousal privilege relating to
confidential communications has not been consistent or
uniform, however. Some may, in fact, believe it is eroding.
In 1975, in eliminating this privilege from express
codification in the Federal Rules of Evidence, “the
Advisory Committee reasoned that because most married
couples were unaware of the marital-communications
at 10 (“[T]he party seeking to introduce the privileged
communication bears the burden to overcome this
presumption.”).
127 Wolfle, 291 U.S. at 14 (1934).
128 Courts allude to the confidential, trusting nature of a
marriage relationship in various contexts outside the spousal
privilege. See, e.g., Beller v. Tilbrook, 571 S.E.2d 735, 736 (Ga.
2002) (citations omitted) (“As husband and wife, Beller and
Tilbrook enjoyed a confidential relationship. Thus, Tilbrook
was entitled to repose confidence and trust in Beller.”); Miller
v. Paul Revere Life Ins. Co., 501 P.2d 1063, 1067–68 (Wash.
1972) (“The relationship of trust and confidence which
is presumed to exist between spouses should result in their
mutual disclosure inter se of all matters pertaining to
community property . . . .”).
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privilege, it probably had little influence on how spouses
conducted themselves inside the marriage.”129 Moreover,
New Mexico recently judicially abolished its codified
spousal communication privilege.130 In doing so, the New
Mexico Supreme Court used relatively strong language
asserting the lack of a foundation for the rule in current
times.
This Court has a constitutional duty to
ensure that the pursuit of truth is not
unduly undermined by a procedural rule
that has outlived its justification. Having
carefully
examined
the
spousal
communication privilege, we cannot accept
that it meaningfully encourages marital
confidences, promotes marital harmony, or
produces any substantial public benefit
that justifies its continued recognition.
Rather, we believe that the privilege is a
vestige of a vastly different society than
the one we live in today and has been
retained in New Mexico simply through
inertia.131
In dissenting from this part of the New Mexico Supreme
Court’s opinion, one of the justices reaffirmed the policy
justifications for the privilege.132

Goodno, supra note 117, at 11.
State v. Gutierrez, No. S-1-SC-36394, 2019 WL 4167270, at
*9 (N.M. Aug. 30, 2019).
131 Id.
132 Id. at *17 (Vigil, J., concurring in part, dissenting in part)
(“As a solemn vow of unity, marriage creates for many a sacred
space to share oneself with a chosen other. That space should
remain free from state intrusion and compulsion that would
demand one spouse to reveal the intimate secrets of the
other.”).
129
130
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Nevertheless, the long history of the spousal
confidential communications privilege and its relatively
strong roots in the presumed existence of a relationship
of trust and confidence between spouses offers us another
lens for inspection of spousal misappropriation cases
under U.S. insider trading law. The relationship between
spouses may not be fiduciary or fiduciary-like, but its
status as a relationship of trust and confidence is well
embedded in the law of evidence through the spousal
communications privilege. The lengthy, relatively strong
heritage of that privilege provides indirect support in
judicial efforts to confidently move beyond the Chestman
court’s narrow view of the type of relationships that
generate a duty of trust and confidence in spousal
misappropriation cases.133
III. The Hawk Case and U.S. Insider Trading
Regulation
The foregoing summaries of existing decisional
law and regulation and related inquiries into deception
and spousal privilege are highly relevant to the Hawk
case and others like it. Although the applicable law and
regulation have begun to provide more clarity regarding
the existence of a fiduciary-like duty of trust and
confidence in marital relationships for purposes of
misappropriation liability under existing interpretations
of Section 10(b) and Rule 10b-5, doubt lingers. Much of
the doubt can be attributed to the fact that the regulatory
presumption of the requisite duty under Rule 10b5-2 is
rebuttable and the grounds for the rebuttal remain
relatively untested. However, the overall uncertainty in
spousal misappropriation cases is undoubtedly
exacerbated by, among other things, lingering
ambivalence about (and, indeed, some hostility toward)
the misappropriation theory of U.S. insider trading
133

See supra notes 62–66 and accompanying text.
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liability as ordained by the U.S. Supreme Court in
O’Hagan and uncertainty about the nature and scope of
relevant spousal confidentiality obligations under the
Second Circuit’s Chestman opinion, which took a narrow
view of the spousal duty required to constitute the
requisite deception for insider trading liability.
In the absence of new decisional law and
additional SEC guidance, this article offers and develops
two additional ways to ponder and instigate future
doctrinal development. They involve delving deeper into
the contextual meaning of deception as the doctrinal
basis for misappropriation liability and looking at
decisional law and policy relating to marital
relationships in a different legal context: the spousal
confidential communications privilege in the law of
evidence. Deception and the marital context are critical
elements of
the puzzle surrounding
spousal
misappropriation. The resulting insights offer bases for
both expanding spousal misappropriation liability
beyond fiduciary-like relationships and substantiating a
relatively strong presumption of trust and confidence in
marital relationships.
A more comprehensive, searching exploration of
the potential contours of the deception element of a claim
under Section 10(b) and Rule 10b-5 offers opportunities
to re-evaluate the requirement of a fiduciary or fiduciarylike duty of trust and confidence as a precursor to spousal
misappropriation (and other) liability under U.S. insider
trading law. Although the breach of a duty of trust and
confidence is accepted and understood as a deceptive
practice, other conduct connected to the purchase or sale
of a security also may be deceptive. In particular, the
acquisition of material nonpublic information may occur
by deceptive means. The Hawk case provides an example
of a non-consensual, and likely deceptive, acquisition of
information from a spouse in connection with securities
trading.

[207]

TENNESSEE JOURNAL OF LAW AND POLICY
VOLUME 15 | AUTUMN 2020 | ISSUE 1

The SEC’s complaint against Tyrone Hawk
alleged that he both overheard134 and was the express
recipient of135 material nonpublic information relating to
a possible near-term acquisition by his wife’s employer.
The information overheard apparently was acquired
covertly; his wife did not knowingly elect or expect to
share it with him. The information expressly imparted to
him, which related to a trading blackout concerning the
stock of his wife’s employer due to a pending acquisition,
indicates both the confidential nature of any information
he may have obtained about the acquisition and its
important connection to securities trading. Yet, according
to the SEC’s complaint, Tyrone Hawk nevertheless
purchased securities in the target firm while in
possession of that material nonpublic information 136—
information he had surreptitiously acquired from his wife
and knew was material, nonpublic, and confidential. He
later sold those securities for a profit.137 Tyrone Hawk’s
alleged conduct deceived his wife because he
affirmatively concealed his furtively gained knowledge
and trading intentions from his wife under circumstances
in which she reasonably expected that he understood the
strictly confidential nature of any information he might
have about the acquisition.138 Tyrone Hawk’s conduct
Hawk Complaint, supra note 5, at ¶ 1. The complaint also
alleges that additional information may have become
“available to Hawk because his wife frequently worked from
home.” Id. at ¶ 11.
135 Id. at ¶¶ 1, 11.
136 Id. at ¶¶ 1, 12.
137 Id. at ¶¶ 1, 13.
138 The SEC alleged from these facts that Tyrone Hawk “was
expected to maintain in confidence the nonpublic information”
concerned the acquisition. Id. at ¶14. Although the SEC’s
allegation in this regard was based on the existence of a
fiduciary or fiduciary-like duty owed by Tyrone Hawk to his
wife, this expectation of confidence remains a salient
observation based on the underlying facts alleged, even
independent of that duty.
134
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should be recognized as deceptive under the
misappropriation theory of U.S. insider trading liability,
regardless of whether the duty he owed to his wife is
fiduciary or fiduciary-like in nature. A failure to
recognize deception in spousal misappropriation cases
erodes market integrity in the same way that allowing a
trade or affirmative tip by the wife would, even though
the deceived person is different.
Parenthetically, it would seem that the investing
public reasonably expects confidentiality to be
maintained in these circumstances. A husband should
not be able to engage in securities trading or related
activities prohibited as to the wife, or vice versa.
However, misappropriation liability as currently
conceived does not expressly recognize the expectation of
market participants. Rather, it recognizes deception of
the source of information.
At its core, spousal misappropriation liability is
concerned with more than deception, however. It involves
assessment of the institution of marriage. There may be
marriages in which established norms of trust and
confidence do not exist. This raises the question of
whether, under existing misappropriation law, deception
should always be found when a spouse either acquires or
uses material nonpublic information obtained from a
spouse without consent.
An analysis of the policy underpinnings of the
spousal confidential communications privilege offers
support for the SEC’s adoption of a regulatory
presumption of a fiduciary-like spousal duty of trust and
confidence. The SEC’s proposing and adoption releases
for Rule 10b5-2 do not expressly mention the spousal
communications privilege.139 However, the proposing
See SEC Adoption Release, supra note 82; SEC Proposing
Release, supra note 82. Interestingly, few reported insider
trading opinions mention the spousal privilege. See, e.g.,
United States v. Pinto-Thomaz, 352 F. Supp. 3d 287, 309 n.12
139
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release touches on common ground with that spousal
privilege in the following passage justifying the SEC’s
choice of spousal relationships, among other family
relationships, for special treatment in establishing the
duty of trust and confidence necessary to liability in
misappropriation cases:
Our enforcement experience demonstrates
that these are the relationships in which
family members most commonly share
information with a legitimate expectation
of trust or confidentiality. These also are
normally the types of close familial
relationships in which the parties have a
history, pattern, or practice of sharing
confidences that would lead to a
reasonable
expectation
of
confidentiality.140
Thus, the rebuttable presumption set forth in Rule 10b52(b)(3)—that a duty of trust and confidence is
presupposed in a spousal relationship—appears to be
founded on the same or a substantially similar
understanding of the marital relationship as the spousal
privilege relating to confidential communications
established under the rules of evidence.141
(S.D.N.Y. 2018), reconsideration denied, No. S2 18-CR-579
(JSR), 2019 WL 1460216 (S.D.N.Y. Jan. 10, 2019); S.E.C. v.
Melvin, No. 1:12-CV-2984-CAP, 2014 WL 11833265, at *4
(N.D. Ga. Feb. 19, 2014); S.E.C. v. De La Maza, No. 09-21977CIV, 2011 WL 13174213, at *3 n.2 (S.D. Fla. Feb. 16, 2011).
140 SEC Proposing Release, supra note 82, at 72604 (footnote
omitted).
141 Cf. Charles W. Murdock, The Future of Insider Trading
After Salman: Perpetuation of a Flawed Analysis or a Return to
Basics, 70 HASTINGS L.J. 1547, 1581 (2019) (asking, in decrying
the Second Circuit's view of marriage in the Chestman opinion,
how the court would “explain the marital privilege that one
spouse need not testify against another”).

[210]

WOMEN SHOULD NOT NEED TO WATCH THEIR HUSBANDS
LIKE [A] HAWK
15 TENN. J.L. & POL’Y 162 (2020)

Assumed confidential relations in marriage—a
trust relationship—provide a key, basic foundation for
the spousal confidential communications privilege. The
existence of communications shared exclusively in a
legally valid marriage must be proven to initially invoke
the privilege. If credit is given to the presumed existence
of trust and confidence in marital relations in one area of
legal inquiry (evidentiary rules), it seems anomalous to
fail to give credit to the same presumption of trust and
confidence in another area of legal inquiry (insider
trading regulation), even if underlying policy may give
different credence to the trusting and confidential nature
of that relationship in context. It is important to note
that the spousal communications privilege does not exist
only for personal or familial (as opposed to business or
professional) information shared in a marriage.142
Although a specific allegation as to the legally
valid nature of Tyrone Hawk’s marriage is not included
in the SEC’s complaint in its insider trading enforcement
action against him, the complaint otherwise alleges facts
sufficient to suggest the applicability of the spousal
confidential communications privilege.143 These same
facts should be sufficient to effectively assert the
presumed duty of trust and confidence under Rule 10b52(b)(3) for purposes of misappropriation liability under
Section 10(b) and Rule 10b-5. A tortured judicial or
regulatory analysis of the fiduciary-like nature of that
duty should not be required.144 This was the SEC’s
This is noted because the Chestman court placed emphasis
in its opinion on the absence of a “repeated disclosure of
business secrets between family members.” United States v.
Chestman, 947 F.2d 551, 569 (2d Cir. 1991).
143 See Hawk Complaint, supra note 5, at ¶¶ 1, 2, 10, 11, 12, 14,
15 (mentioning the husband-wife relationship between Tyrone
Hawk and his wife as it relates to other factual allegations
relevant to the case).
144 One scholar notes a judicial conflation of fiduciary and
confidential relationships in the marriage context. Barbara A.
142
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essential purpose in proposing the adoption of Rule 10b52(b)(3).145 In its adoption release, the SEC articulated two
key benefits associated with adoption of the rule.
First, the rule will provide greater clarity
and certainty to the law on the question of
when a family relationship will create a
duty of trust or confidence. Second, the
rule will address an anomaly in current
law under which a family member
receiving material nonpublic information
may exploit it without violating the
prohibition against insider trading. By
addressing this potential gap in the law,
the rule will enhance investor confidence
in the integrity of the market.146
The SEC’s adoption of Rule 10b5-2 sensibly aligns the
marital relations policy underpinnings for spousal
misappropriation with those for the spousal confidential
communications privilege.
The combined forces of this policy alignment and
a broad interpretation of Section 10(b)’s deception
requirement compel recognition of and respect for the
presumption of a spousal duty of trust and confidence as
a basis for spousal misappropriation liability under
Section 10(b) and Rule 10b-5. Thus, the regulatory
Atwood, Marital Contracts and the Meaning of Marriage, 54
ARIZ. L. REV. 11, 26 (2012) (footnotes omitted) (“In disputes
over marital agreements, courts frequently expound on the
meaning of marriage as a “confidential” or “fiduciary”
relationship. While the terms carry distinct meanings in trust
law, they are often used interchangeably when used to describe
the special nature of the marital relationship.”).
145 See SEC Proposing Release, supra note 82, at 72602 (noting
that the Chestman decision leads to anomalous results that
Rule 10b5-2(b)(3) is intended to correct).
146 SEC Adoption Release, supra note 82, at 51734.
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presumption in Rule 10b5-2(b)(3) should be accorded due
deference. Moreover, rebutting the presumption should
require a high threshold level of evidentiary proof.
Specifically, to effectively rebut the presumption, the
defendant spouse should be compelled to produce
evidence establishing that the spousal source of the
material nonpublic information was not deceived in
either the acquisition of that information by the
defendant spouse or its use by the defendant spouse in
tipping or trading.
Overall, the analysis forwarded in this article
demonstrates that, under current U.S. insider trading
law, a spouse should not be able to obtain material
nonpublic information from a spouse and lawfully engage
in securities trading or tipping of that information to
others without affirmatively justifying those actions to a
trier of fact. Decisional law should recognize that, absent
unusual countervailing facts, either the clandestine or
underhanded acquisition of material nonpublic
information from a spouse or undisclosed trading or
tipping while in possession of material nonpublic
information obtained from a spouse constitutes the
deception necessary to misappropriation liability under
Section 10(b) and Rule 10b-5. This conception of
deception recognizes that “[t]he intimacy inherent in the
marriage relationship demands trust and results in the
exchange of information.”147
IV. Conclusion
Spousal misappropriation cases like S.E.C. v.
Hawk have generated numerous questions and analytical
difficulties for litigants, jurists, and regulators. This
Meghan McCalla, The “Socially Endorsed, Legally Framed,
Normative Template”: What Has in Re Marriage Cases Really
Done for Same-Sex Marriage?, 1 EST. PLAN. & COMMUNITY
PROP. L.J. 203, 226 (2008).
147
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article offers a specialized legal analysis of these
recurrent insider trading scenarios. The analysis
supports enforcement actions based on a strong threshold
presumption of a relationship of trust and confidence in
spousal relations, as recognized by the SEC through its
adoption of Rule 10b5-2(b)(3). This support derives from
a focus on two fundamental building blocks of spousal
misappropriation cases—a broad understanding of
deception as it is relevant to these cases and longstanding
accepted sociolegal wisdom on the nature of marital
relationships
as
evidenced
in
the
spousal
communications privilege.
Simply put, marriage is a relationship of trust and
confidence; to the extent a spouse’s breach of that trust
or confidence is deceptive and occurs in connection with
the purchase or sale of securities, the breach should be
deemed to provide a basis for insider trading
enforcement. Market integrity is damaged through
marital deception in the same way that it is damaged
through the deception by an attorney of a client or the
attorney’s law firm partners. Market actors depend on
the confidentiality of information shared in marriages as
well as information shared in attorney-client
relationships and partnerships.
Nonetheless, spousal misappropriation cases
raise other questions that remain unanswered. In
particular, many traits of the individual spouses involved
in alleged spousal misappropriation are unknown, and
the motives for marital breaches of trust and confidence
in spousal misappropriation cases are unclear. We do not
know much at all from publicly available information, for
example, about the spouses who engage in
misappropriation (or conduct that may constitute
misappropriation) under Section 10(b) and Rule 10b-5.
Other than their gender, are there particular attributes
of these marital partners that make them more likely to
be subject to or engage in alleged or actual spousal
misappropriation? Also, publicly available information
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gives us little information about why a spouse would
engage in securities trading while possessing, or tip
another about, material nonpublic information
faithlessly or faithfully obtained through the marital
relationship. Is the conduct always directed toward
making money, or is there some other benefit or
detriment that we may not recognize or properly weigh
in understanding behavioral motivations or other
instrumental causes? The gathering, assembly, and
analysis of information of this kind would require an
empirical study of spousal misappropriation cases and
their participants that is beyond the scope of this
article—but within the scope of the overall research
agenda of this author and others. Only with more
information about spousal information sources, spousal
misappropriators, and the motivations of spousal
misappropriators can we determine whether U.S. insider
trading regulation is properly calibrated to deter
unwanted behaviors and incentivize compliance.
It is important to recognize that the current basis
of U.S. insider trading liability—as a part of the doctrine
of securities fraud—underlies the need for proving
deception in spousal misappropriation and other
contexts. Indeed, U.S. insider trading regulation is
opaque and complex. Many have suggested that the
regulation of insider trading in the United States would
be more coherent if federal regulators (legislative and
administrative) rewrote it from scratch with a clear
policy foundation and accountability to market theory.148
See, e.g., Bruce W. Klaw, Why Now Is the Time to Statutorily
Ban Insider Trading Under the Equality of Access Theory, 7
WM. & MARY BUS. L. REV. 275, 345 (2016) (proposing “a new
statutory provision in the United States that will define insider
trading under an ‘equality of access’ theory”); Andrew W.
Marrero, Insider Trading: Inside the Quagmire, 17 BERKELEY
BUS. L.J. 234, 234 (2020) (recommending the adoption of “a
statutory framework prohibiting insider trading on the basis of
knowing possession of material nonpublic information . . .
148
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Most note that a legislative codification of insider trading
is doubtful (at best).149 Some have suggested deregulating
insider trading entirely.150 These proposals are
acknowledged and appreciated, although their validity
and desirability depend on a deeper understanding of
market participants and their behaviors that continues
to be developed.
This article therefore represents only a start—but
an
important
one—in
understanding
spousal
misappropriation liability and its role in shaping insider
trading regulation. It offers information useful to courts,
enforcement agents, and regulators, as well as market
actors and their legal counsel, as they interpret and apply
existing legal doctrine and policy to spousal
misappropriation as a recurrent type of insider trading
context. Limited changes to insider trading law may
result from these interpretations and applications.
situated under the strict liability principle embodied in Section
16 of the 1934 Act”).
149 See, e.g., John F. Olson et al., Recent Insider Trading
Developments: The Search for Clarity, 85 NW. U. L. REV. 715,
738 (1991) (“[T]he law of insider trading is likely to continue to
develop through case decisions, not by legislative definition.”);
Robert Steinbuch, Mere Thieves, 67 MD. L. REV. 570, 613–14
(2008) (“Almost every other country that prohibits insider
trading uses statutes that specifically define the relevant
terms. . . . Only the United States refuses to legislatively define
its terms, allowing the judiciary significant discretion in
developing the prohibition against insider trading. [F]uture
legislative action seems unlikely.” (footnotes omitted)).
150 See, e.g., HENRY G. MANNE, INSIDER TRADING AND THE
STOCK MARKET (1966) (arguing that unregulated insider
trading, absent fraudulent misrepresentation, creates market
efficiencies and represents compensation to insiders); Dennis
W. Carlton & Daniel R. Fischel, The Regulation of Insider
Trading, 35 STAN. L. REV. 857, 861 (1983) (assessing the
rationales for insider trading regulation and suggesting the
deregulation of insider trading as an efficient means of
compensating corporate management).
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However, until quantitative and qualitative empirical
work, including potentially ethnographic studies, reveal
more about the actors involved in the information
exchanges and securities transactions comprising
spousal misappropriation, more comprehensive law
reform efforts—those addressing, for example, the root
causes or deterrents of spousal misappropriation—must
wait for another day.
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